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Lease Rental Dues in CIRP: Examining NCLAT's
Ruling and its Impact on Industrial Infrastructure

Development Corporations (IIDCs) - Options for
IIDCs and the Resolution Applicants

Introduction

The treatment of lease dues during the Corporate Insolvency Resolution Process (CIRP) has emerged as a crucial yet
contentious issue in India’s insolvency framework. Industrial lands leased by entities like Industrial Infrastructure
Development Corporations (IIDCs) are often the cornerstone of a Corporate Debtor's (CD) operations. However, the
recent NCLAT judgment in Mr. A. Guhan and Anr. vs. Ms. Sunita Umesh (Liquidator), Deltronix India Ltd.* exposes the
vulnerabilities of lessors, whose dues may not be recognized as CIRP costs, leaving them to rely on CoC discretion or face
the uncertainties of the liquidation waterfall under Section 53 of the Insolvency and Bankruptcy Code (IBC). This gap in
the IBC framework threatens not only the recovery prospects of lessors but also the continuity of industrial operations
vital for the revival of distressed entities.

Prospective Resolution Applicants (PRAs), lenders, and policymakers must grapple with these complexities, as unresolved
lease dues can disrupt the viability of a resolution plan and expose CDs and RAs to potential litigation. Balancing the rights
of lessors, lenders, and CDs in this context is essential to safeguard the industrial infrastructure and ensure a sustainable
recovery mechanism.

The NCLAT ruling in Mr. A. Guhan case underscores the ongoing challenge in classifying lease rentals accrued during CIRP
as either CIRP costs or operational debts. The decision to treat these dues as CIRP costs is currently contingent on CoC
approval, leaving lessors vulnerable and exposing key industrial stakeholders, such as 1IDCs and lenders, to unresolved
risks. The key issues and additional challenges that the current legal position as highlighted in the above, poses:

= Reliance on CoC Discretion for Essential Lease Payments:

- By placing the classification of lease dues at the discretion of the CoC, the legal stand risks undermining the critical
function of leased lands. While CoCs are often guided by financial priorities, lessors’ dues are essential for
maintaining the foundational asset (land) on which revival hinges. A clearer statutory requirement to balance the
claim of such dues could ensure continuity without leaving lessors' interests to the CoC’s discretion.

= Impact on Future Lease Agreements and Industry Progress:

- This legal position and status of the dues of lessors during CIRP may prompt [IDCs and other institutional lessors
to introduce stricter repossession and compensation clauses in future lease agreements. This could increase
operational costs, make leasing less attractive, and create a potential bottleneck for industrial growth, as stringent
terms could deter new corporate investments.

= Potential Litigations and Judicial Interventions:

- The lack of a definitive mechanism for handling post-CIRP lease dues could lead lessors to pursue repossession or
damages claims, even if it involves costly and time-consuming litigation. Such disputes could disrupt operations,
delay revival efforts, and discourage Resolution Applicants (RAs) from pursuing acquisitions due to the latent risk
of unresolved liabilities with lessors.

= Operational Continuity at Risk During Liquidation:
- If CIRP transitions into liquidation, the lessor’s status as an operational creditor places them lower in the recovery
hierarchy. These risks depriving lessors of compensation for land occupation during CIRP, making repossession
their only practical remedy.

1 Company Appeal (AT) (Insolvency) No. 1095 of 2023 & I.A. No. 3782 of 2023- Decided on 29.10.2024
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Need for a Balanced Approach

Industrial Infrastructure Development Corporations (IIDCs) play a pivotal role in the industrialization and economic growth
of states by providing essential infrastructure, especially land, for businesses and manufacturing units. These agencies
support industrial development by leasing land to companies at concessional rates and offering specialized facilities
designed to foster industry. The land leased by IIDCs is often foundational to a company’s operations, housing
manufacturing units, machinery, and other critical infrastructure. Consequently, 1IDCs not only facilitate investment but
also drive employment generation and regional development, aligning with state-level economic priorities.

When companies enter the insolvency process, [IDCs often find themselves classified as operational creditors with lower
priority for claim recovery, even though they hold a vested interest in the leased land critical for the ongoing operations of
corporate debtors (CDs). The need to provide a more structured approach to protect their interests is crucial, as unresolved
dues and uncertainties in recovering leased property during insolvency could impact regional industrialization efforts.

The recent NCLAT ruling and current IBC framework expose significant gaps in addressing the needs of lessors like 1IDCs,
particularly where leased land is integral to the CD’s operations and revival. A balanced approach is essential to ensure
that lessors’ interests are adequately protected while enabling the successful resolution of distressed companies. The
following measures could mitigate these challenges:

= Statutory Clarity on CIRP Cost Classification:
- Amending the regulations to recognize lease payments on essential industrial properties as CIRP costs would
secure continuity of key business assets and avoid discretionary outcomes by CoC members.

= Encouraging Lenders’ Participation in Lease Funding:
- Given that leased lands are often critical to lenders’ secured interests, they could be encouraged to contribute
to lease dues as part of CIRP costs. This could involve interim financing provisions that prioritize essential lease
payments without compromising the asset’s value.

= Strengthening Judicial Interpretation of Essential Lease Dues:
- Courts and tribunals could adopt a more protective stance toward lessors, especially 1IDCs, by acknowledging the
indispensable role of leased land in industrial recovery. This would enable a more balanced application of Section
14(1)(d) to safeguard lessors without compromising CD’s operational continuity.

= Proactive Lease Provisions in 1IDCs and Future Contracts:
- Lease agreements could incorporate conditional repossession or interim payment provisions during CIRP,
ensuring land availability for the CD’s revival while protecting lessors from prolonged uncompensated use.

Alternatives for IIDCs

In the meantime, 1IDCs and lessors can explore several options to elevate the status of their dues above unsecured
operational debts, ideally aligning them with or ahead of other creditors in the insolvency distribution hierarchy.

= Strengthening Position as a Secured Creditor:

— Leasehold Rights as Collateral: AMCC funds, therefore, fall within the purview of the CIRP, and the claim by the
Ministry of Coal should be addressed as part of the resolution process.

— Limited Secondary Charge to Banks: To address the interests of banks, 1IDCs could allow the bank to take only a
second charge on the leasehold rights, clearly subordinated to IIDC’s first charge. This would preserve the 1IDC’s
priority in recovering dues, as secured creditors have priority over operational creditors in the waterfall structure
under Section 53 of the IBC. IIDCs’ dues would therefore rank pari passu with other secured creditors, provided
the first charge on the leasehold rights is adequately documented and legally enforceable.

= Pari Passu and Inter-Creditor Agreements with Lenders:

—  First Charge for IIDCs in Tripartite Agreements: [IDCs may negotiate a tripartite agreement with the banks and
the lessees, ensuring that their dues are treated on a pari passu basis with those of secured creditors during
insolvency. An inter-creditor agreement could set out a clear hierarchy that prioritizes IIDC dues before or
alongside bank debts, clarifying the distribution priorities and minimizing litigation or conflicts.
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—  Cross-Default Clauses in Favor of IIDCs: IIDCs could also negotiate with the banks to include cross-default
provisions in financing agreements, specifying that a default under the lease agreement with IIDCs triggers an
automatic default under the bank’s financing arrangement. This would pressure the banks to prioritize [IDCs’ dues
in the event of insolvency, as a cross-default would likely threaten the bank’s secured position.

= Specialized Clauses and Provisions within Lease Agreements:

— Non-Assignable Lease Clauses: IIDCs can include clauses that prevent lessees from assigning or transferring the
lease without IIDC’s consent.

— Retention of Ownership of Improvements: IIDCs could include provisions that all permanent structures or
improvements on the leased property revert to [IDCs upon the lease termination. This provision would strengthen
IIDCs’ bargaining position in any insolvency proceedings and reduce the lessee’s leverage.

= Judicial Precedents and Case Law Considerations:

— Embassy Property Developments Pvt. Ltd. v. State of Karnataka? The Supreme Court judgment clarified that
NCLT lacks jurisdiction over public law rights, such as those involving government-owned land leases. The
judgment underscores that IBC’'s moratorium does not grant new rights and that repossession or similar rights
under lease agreements can be enforced if they are not inherently contradictory to IBC's objectives. This
precedent supports 1IDCs' right to repossess, particularly when dealing with public land leased for industrial
development.

Option for a Prospective Resolution Applicant:

= Careful evaluation of leasehold land’s significance to the Corporate Debtor:

- For Prospective Resolution Applicants (PRAs), a careful evaluation of leasehold land’s significance to the
Corporate Debtor’s (CD) operations is essential when crafting a viable resolution plan. Leasehold land, especially
when it houses critical operational facilities or serves as the primary manufacturing site, is often indispensable
to the CD’s business continuity. PRAs must assess the implications of lease dues both before and during the
Corporate Insolvency Resolution Process (CIRP), as the liability for lease rental during CIRP and post CIRP, can
persist post-resolution if not adequately addressed.

= Pre-CIRP dues owed to lessors, classified as operational debt, need to be addressed based on their standing in the
resolution plan and their significance for survival of CD:

- PRAs should ensure that lease rentals accruing during CIRP are either treated as CIRP costs or provisioned within
the resolution amount to settle these liabilities effectively. Reserving funds for these obligations will help protect
the CD from future claims by lessors’ post-resolution, as failure to address these dues may expose the CD to
repossession actions by lessors.

A calculated approach to lessor obligations is needed through which PRAs can safeguard the CD’s operational assets and
support a more resilient revival strategy. A well-structured plan that accommodates CIRP and post-CIRP lease liabilities
not only addresses statutory requirements but also fortifies the long-term stability and attractiveness of the CD for future
growth and investment.

In summary, the interplay between lessors, lenders, and Corporate Debtors under the IBC highlights a structural challenge
that requires urgent attention. Industrial lands, especially those leased by IIDCs, are integral to the survival and revival of
distressed entities. Yet, the existing framework treats lessors as operational creditors, subjecting them to the uncertainties
of CoC discretion and liquidation hierarchies. This imbalance not only jeopardizes the interests of lessors but also risks the
continuity of industrial operations and the broader economic goals tied to industrial growth.

A path forward requires rethinking the classification of lease dues, ensuring their recognition as CIRP costs where the
leased property is critical to the CD’s operations. Policymakers must also consider legislative or regulatory changes to
create a clearer framework for balancing the interests of lessors, lenders, and CDs. Prospective Resolution Applicants,
meanwhile, need to proactively address these issues in their financial proposals, aligning their plans with the operational
realities of the CD and the legitimate claims of lessors.

2 Civil Appeal No. 9170 of 2019- Decided on 09.12.2024
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This issue transcends individual cases, it underscores the need for a cohesive approach to preserve industrial assets, foster
trust among stakeholders, and enable the IBC to fulfil its dual objectives of maximizing value and promoting economic
recovery. By addressing these gaps, the IBC framework can become a more equitable and effective tool for resolving
distressed assets in India's complex industrial landscape.

We trust you will find this an interesting read. For any queries or comments on this update, please feel free to contact us
at insights@elp-in.com or write to our authors:

Mukesh Chand, Senior Counsel — Email — mukeshchand@elp-in.com

Disclaimer: The information contained in this document is intended for informational purposes only and does not constitute legal opinion or advice.
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