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U

nlike traditional investment strategies, in a distressed debt strategy the investor
purchases the firm’s distressed debt securities and then seeks to gain control by
converting those securities into a controlling stake of equity of the post-restructured
entity. The USA saw a surge in distressed debt investments after the enactment of the US
Bankruptcy Code in 1978 and the rapid growth in the high-yield bond market in 1980s.1 The
US distressed debt market provides a vital opportunity to turnaround financially distressed
businesses through private initiative, avoiding the need for excessive state intervention to
redress distressed debt. Indian distressed debt markets have lagged in comparison. State
intervention has been haphazard, seemingly without any coherent conceptual approach.
This state of affair appears to have started changing gradually since the enactment of the
Insolvency and Bankruptcy Code, 2016 (IBC/ Code). This article will give a brief overview of
the position pre-2016 that had held up the growth of the distressed debt markets in India.
It will then highlight the relevant reforms post-2016 to explain how the distressed debt
market is slowly shaping up in India. It will also identify some areas for future reforms.

LOOKING BACK
The single biggest hurdle for the growth of a distressed debt market in India was the
absence of an effective corporate insolvency law. The Companies Act, 1956 was the only
law dealing with corporate insolvency till 1985. It provided for winding up as well as scheme
of arrangement for debt restructuring. However, neither appear to have been particularly
effective. In 2013, there were approximately 14 lakh registered companies in India of which
only 9.5 lakh were active. In contrast, on an average, between 2008 and 2010 not more than
6,500 cases of winding up were registered with the High Courts. Only about 250-350 cases
were added every year and about 300-600 completed every year. This highlights the low
use of the Companies Act procedures for dealing with winding up.2 Similarly, the scheme of
arrangement has been of limited utility for debt restructuring in the Indian context.3
In 1980, the Tiwari Committee recommended legislative and administrative remedies
to address the problem of industrial sickness. This resulted in the enactment of the Sick
Industries Companies (Special Provisions) Act, 1985 (SICA). The said Act was supported by
setting up two new institutions, the Board of Industrial and Financial Reconstruction and
the Appellate Authority for Industrial and Financial Reconstruction. SICA was the first law
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to focus solely on corporate restructuring. The statute put the onus on the board of an
industrial company to report sickness. Once sickness was reported, the statute provided for
an automatic moratorium on all suits, claims and proceedings against the company. This
moratorium soon became a haven for companies and their promoters to shelter from their
creditors for years, delaying their repayment obligations. Judicial innovations, prompted by
‘pro-revival’ imperatives, further slowed the liquidation of ‘sick’ companies at precisely the
point when economic reforms had for the first time made their closure much more likely.4
Corporate insolvency law began attracting policy attention in the early 1990s with the
opening up of the Indian economy. The Indian government promised a review of the
Indian corporate insolvency laws in 1991. Finally in 1993 an official committee was set
up. However, its recommendations were not implemented possibly because closure of
unviable companies was a politically sensitive issue.5
Faced with an ineffective corporate insolvency regime, the Recovery of Debts Due to Banks
and Financial Institutions Act, 1993 and the Securitisation and Reconstruction of Financial
Assets and Enforcement of Security Interest Act, 2002 (SARFAESI Act) were enacted to
provide for a special foreclosure framework for banks and financial institutions to recover
their dues.6 The SARFAESI Act also created the legal framework for establishing multiple
private Asset Reconstruction Companies (ARCs). ARCs are a unique amalgamation of bad
banks and stressed asset funds. Till recently, these ARCs alone were permitted to purchase
non-performing assets (NPAs) from banks and financial institutions so as to transfer NPAs
out of the banking system.7 This policy achieved only modest success. A Reserve Bank
of India (RBI) study found that the preferred resolution method used by ARCs has been
rescheduling of payment obligations over all other resolution methods. Change in or
takeover of management or taking possession of assets has been sparingly used as a mode
of resolution. Therefore, it may be reasonably concluded that ARCs have contributed little
towards the development of a distressed debt market by engaging in genuine business
turnarounds and sale.8
Since 2001, the RBI has also provided for various non-statutory restructuring mechanisms
for use by its regulated banks. For instance, in 2001, the RBI emulated the London approach
to set up the Corporate Debt Restructuring process as an out-of-court mechanism between
a corporate debtor and its creditor banks to negotiate new terms on their existing loans. In
2014, the RBI introduced the Joint Lenders’ Forum mechanism. In 2015, it introduced the
Strategic Debt Restructuring mechanism to facilitate debt to equity conversion to enable
change in management of distressed firms.9 While these out-of-court mechanisms were
used relatively more often by lenders, they could not substitute for the lack of a holistic
statutory framework for restructuring and going concern sales.
Evidently, the Indian legal framework for handling corporate insolvencies was fragmented,
lacking an overarching coherent policy rationale. This was one of the most critical barriers
to the development of the Indian distressed debt markets. This problem has now been
mitigated to a large extent with the enactment of IBC.

30

Pratik Datta

The second factor that held back the development of the distressed debt markets however
continues unabated. The Indian corporate bond market continues to lack maturity in terms
of depth and liquidity. The corporate credit market is primarily based on bank financing.
Public Sector Banks (PSBs) play a crucial role in this market, although big private banks and
Non-Bank Finance Companies (NBFCs) have gradually emerged over time. The relevance
of PSBs in a bank-financed corporate credit market is a feature unique to India, based on
deeper political economy dynamics. It is against this backdrop that recent reforms hold
promise for the distressed debt markets.

RECENT REFORMS
The Bad Bank
The government, the RBI as well as the Securities and Exchange Board of India (SEBI) have
unleashed a series of reforms in a well-coordinated strategy to address the NPA crisis. The
policy mandarins of North Block deliberated on the management of stressed assets at the
Financial Stability and Development Council in early September 2021. By mid-September,
the Cabinet approved setting up of the National Asset Reconstruction Company Ltd.
(NARCL) to take over nearly ₹ 2 lakh crore worth of NPAs from the banking sector. Earlier
this year, the RBI approved the dual structure bad bank comprising NARCL and India Debt
Resolution Company Ltd. (IDRCL). The NARCL will acquire and consolidate stressed assets
worth ₹ 90000 crores in Phase I (out of total planned acquisition of ₹ 2 lakh crores), while
the IDRCL will manage these assets by engaging market professionals and turnaround
experts. NARCL is majority owned by PSBs, while IDRCL has majority private shareholding
to encourage professional standards. The main advantage of NARCL is likely to be faster
aggregation of bad loans and avoiding inter-lender litigation.10 The main disadvantage of
NARCL is that being a centralised bad bank it is a relatively intrusive state intervention in
the operations of financial markets.11 For instance, NARCL’s security receipts are backed
by explicit sovereign guarantee to the tune of ₹ 30,600 crore and Central Government
through PSBs would be able to exert de facto control over it. This creates a whole new set
of incentives which may be at odds with market discipline, as has been observed in China.12
Transfer of loan exposure
In parallel, the RBI liberalised its norms on transfer of stressed loans in September 2021.13
Banks, NBFCs, and All India Financial Institutions have now been allowed to use the
resolution process under RBI Circular dated June 7, 2019 to sell their stressed loans on cash
basis directly to a new set of players including corporates as well as financial sector entities
permitted to take on such loan exposures by their respective regulators.14 The regulation
however allows such transfer only if it results in exit for all RBI regulated lenders from the
stressed loan exposure.15
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Special Situation Funds
In tandem with the RBI’s move, the SEBI introduced Special Situation Funds (SSFs) as a
distinct sub-category of Category I Alternative Investment Funds (AIFs) earlier this year.16
SSFs have been allowed to take advantage of RBI’s new master direction and participate in
the secondary market for loans extended to companies that have defaulted on their debt
obligations. This is a major reform in the right direction.
India suffers from a chronic bad debt problem. Higher bad debt requires higher provisioning,
locking up more capital in the banking system. This reduces credit supply and hurts
economic growth. To overcome this problem, banks and financial institutions were initially
allowed to sell their stressed loans only to ARCs. Now they can sell to SSFs too. Transfer of
stressed loans to ARCs and SSFs would release capital locked-up in the banking system and
help improve credit supply.17
SSFs could potentially bring in risk capital from outside the banking sector into Indian
distressed debt markets. Being AIFs, they would manage privately pooled funds raised from
sophisticated investors with deep pockets. This opens-up a crucial channel for private risk
capital, including foreign capital, to flow into the Indian distressed debt markets.18
Challenges still remain. The current regulations allow SSFs to participate in the secondary
market for corporate debt only after the underlying company defaults on its debt
obligations. This merely delays the ability of private investors to invest in a company’s debt
at the earliest signs of distress. Investors have to wait for the company to default, causing
avoidable value destruction, before they can take over the distressed debt, acquire control
of the company and change the management of the business in an effort to turn it around.
This is clearly not the best option. The earlier the change in control and management
happens, the better are the chances of value preservation and the higher is the probability
of a turnaround. This remains an area for future reforms.
Transaction in defaulted debt security
An operational barrier in the development of the high-yield bond market in India was that
stock exchanges and depositories did not allow transaction in defaulted debt securities,
that is, debt securities on which redemption amount has not been paid on maturity or
redemption date. Stock exchanges suspended trading/reporting of trades on debt securities
before redemption date. Depositories imposed restriction on off-market transactions on
redemption date that restricted transfers on and after the redemption date.
These restrictions were finally lifted by SEBI in June 2020. An operational framework
was introduced by the regulator for transaction in defaulted debt securities. To reduce
information asymmetry, various obligations have been imposed on issuers, debenture
trustees and depositories to disclose the status of such securities (including payment
status, restructuring, IBC proceedings etc) to investors through the stock exchange within
prescribed timelines.19
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Going forward, the SEBI should enable SSFs to invest in debt securities, including defaulted
debt securities. If SSFs could invest across the entire spectrum of corporate bond market,
pre-default (in corporate bonds) as well as post-default (in defaulted debt securities), they
would be better able to gain control of a distressed business by converting those bonds
into a controlling stake of equity of the post-restructured entity and aid in the turnaround
process.
Asset Reconstruction Companies
ARCs were introduced in India through the SARFAESI Act. The industry took off with the
establishment of the Asset Reconstruction Company of India Ltd. in 2003. Although the
number of ARCs increased over time, the market remains highly concentrated. According
to an RBI study, the top three players hold 62% share of the assets under management.20
Moreover, the key shareholders of ARCs are banks and other financial institutions. Although
100% FDI is allowed in ARCs under the automatic route, there has been limited foreign
participation in the sector. The RBI study has revealed that the sources of funds for ARCs
has been largely bank-centric in nature.21 This indicates that ARCs have not been able to
channel as much foreign private risk capital into the distressed debt markets as may be
desirable. This remains a major drawback for the current distressed debt market.
Although the SSF model could help ameliorate this particular concern, it would still be
useful to reform the ARC model to make it more attractive for foreign capital. Any reform
in this regard must begin with answering a simple conceptual question – should ARCs be
regulated as bad banks or as stressed asset funds? The current policy on ARCs is unclear
on this fundamental issue. In the aftermath of the Asian financial crisis, the Narasimham
Committee (1998) had envisaged a single ARC in India as a centralised bad bank specifically
for purchasing NPAs from banks and financial institutions. This model was possibly inspired
by the state-funded centralised bad banks being set up at the time in some South East
Asian economies. However, the SARFAESI Act ended up creating a legal framework to set
up multiple private ARCs. As a result, regulations have treated ARCs as bad banks, although
functionally they appear closer to privately funded stressed asset funds.22 This dichotomy
has been the source of problems facing the ARC industry. For instance, there were concerns
about allowing ARCs to invest in the equity of a distressed company through the IBC as a
resolution applicant.23 This could have been problematic if ARCs were like traditional bad
banks, owned or controlled by the Government. Government-owned or controlled bad
banks may have political compulsions to invest in the equity of a distressed company for
factors unrelated to economic objectives. On the other hand, if ARCs are like stressed asset
funds that pool private capital to invest in distressed assets, allowing them to participate in
the IBC as a resolution applicant does not raise any such problem. Going forward, the policy
must treat ARCs as stressed asset funds and remove the regulatory arbitrage between
ARCs and AIFs.24 In this regard, the report of the Committee to Review the Working of
ARCs has highlighted many areas of reforms which are worth serious consideration by the
policymakers.25

33

The Evolving Indian Distressed Debt Market: Reading The Tea Leaves

CONCLUSION
The American experience suggests that for a distressed debt market to take off, an effective
corporate insolvency law and a vibrant high-yield bond market are vital. In contrast, the
Indian policy on distressed debt has been haphazard, seemingly without any coherent
conceptual approach. This state of affair appears to have started changing gradually from
2016.
In 2016, India got a modern corporate insolvency law, the IBC. However, the second
element of a vibrant high-yield bond market is still in the pipeline. In this regard, the SEBI’s
operational framework for transactions in defaulted debt securities is a step in the right
direction. Given the deeper political economic reality, bank financing is likely to retain
its relevance in the Indian corporate credit market in the immediate future. Therefore,
for distressed debt markets to work in India, there is an urgent need for developing the
secondary market for corporate loans, investment as well as non-investment grade. In
this regard, the RBI’s new master direction on transfer of loan exposure as well as SEBI’s
introduction of SSFs are promising reforms. However, as highlighted above, there is scope
for further improvement within each of these frameworks to facilitate trading of debt claims
between lenders and SSFs.
Similarly, the recent review of the ARC framework is also a positive development. ARCs
have stagnated primarily because the policy has treated ARCs as bad banks, although
functionally they are closer to stressed asset funds. Going ahead, the policy must treat
ARCs as stressed asset funds and remove the regulatory arbitrage between ARCs and AIFs.
That would ultimately help make the ARC industry more relevant as well as help develop
the distressed debt markets.
Finally, the creation of the dual structure bad bank, NARCL and IDRCL, is likely to facilitate
debt aggregation. This would be a critical function for the growth of the distressed debt
market, especially when court and tribunals suffering from low state capacity are likely
to struggle to handle additional disputes arising out of claim trading and inter-lender
litigation. However, being a relatively intrusive state intervention in the working of financial
markets, policymakers should have ideally provided a sunset clause to limit the tenure of
NARCL.26 In the long run, the policy should encourage development of a private market in
distressed debt where the state’s role is strictly confined to that of a neutral umpire.
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