5(z7 ACCLAIMS

Volume 33, July 2024 ISSN 2581-5504

“Winding up of Companies under Section 271(A) of the Companies Act
and its Interplay with the Insolvency and Bankruptcy Code”

Shourya Raj Pratap Singh
O.P. Jindal University,
Jindal Global Law School
Abstract

A company's winding up is a formal procedure in which its assets are distributed to creditors
and shareholders, and its legal organization is dissolved. Subject to specific circumstances, it
is possible for a corporation to be liquidated by the (NCLT)* pursuant to Section 271(a) of the
Companies Act, 2013. The bankruptcy and Bankruptcy Code (IBC) of 2016 has introduced a
unique methodology for the resolution of corporate bankruptcy, leading to a dynamic interplay
between the aforementioned legal frameworks. The present paper comprehensively addresses
the legal basis for initiating the process of winding up as stipulated in Section 271(a) of the
Companies Act. Furthermore, it delves into the intricacies of the winding up procedure,
including its potential consequences. This paper concludes by examining the impact of the
Insolvency and Bankruptcy Code (IBC) on Section 271(a). In light of the IBC's fundamental
objectives of optimising asset value and resolving troubled enterprises, this analysis examines
the manner in which courts construe Section 271(a) and the circumstances under which the
National Company Law Tribunal (NCLT) may issue a winding-up order. An additional aspect
examined in the study is the relationship between the winding-up regulations in the Companies
Act and the corporate insolvency resolution procedure (CIRP) as outlined in the IBC. It
discusses the potential discrepancies between the two statutes and the implications of initiating
winding up processes for companies covered by CIRP. This study aims to offer a thorough
knowledge of the winding up procedure under Section 271(a) and its relationship with the IBC
by reviewing pertinent case law and academic commentary. It also identifies possible areas for
reform and harmonization between the two legislations.
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Introduction

Winding up of companies is an essential legal procedure that entails the dissolution of a
company's affairs and the distribution of its assets among shareholders and creditors. The
Companies Act's Section 271(a) lists reasonable and equitable considerations as well as
insolvency and the inability to pay obligations as grounds for winding up a company. That
being said, there have been substantial changes to the corporate insolvency resolution
environment in India since the Insolvency and Bankruptcy Code was introduced in 2016. In

! National Company Law Tribunal.
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order to optimize asset value and encourage company resurrection, the IBC provided a
comprehensive framework for handling insolvency and bankruptcy in a timely way.

Objective

In order to analyse the consequences for the winding-up process and corporate insolvency
resolution in India, this paper will look at how Section 271(a) of the Companies Act interacts
with the Insolvency and Bankruptcy Code. In order to guarantee effective and efficient dispute
resolution processes, it aims to identify the difficulties, disputes, and prospective harmonizing
measures.

Methodology

Using a doctrinal approach, the study examines legislative provisions, court rulings, and
academic works on corporate restructuring, insolvency law, and company law. The present
study will use case studies and comparative analysis to demonstrate the pragmatic
consequences of the interaction between Section 271(a) and the IBC.

Findings

The coexistence of Section 271(a) of the Companies Act and the IBC, according to the paper,
introduces a number of complexities and challenges to corporate insolvency resolution.
Although Section 271(a) gives a conventional winding up procedure, the Insolvency and
Bankruptcy Code (IBC) offers a more organized and time-bound method of handling
insolvency matters. Nonetheless, disagreements may arise over the authority of courts,
stakeholder treatment, and creditor hierarchy.

Grounds for Winding up under Section 271(a) of the Companies Act, 2013

“According to Section 271(a) of the Act, the NCLT has the authority to order a business's
winding up if it believes the corporation has acted against public order, the security of the State,
or India's sovereignty and integrity”2. The principal goals of this clause are to protect national
interests and guarantee that businesses refrain from actions that might jeopardize public order
or national security. The phrase "sovereignty and integrity of India" refers to a wide variety of
factors, such as the country's geographical integrity, the maintenance of its political and
economic independence, and the defence of its fundamental beliefs and ideals. In a similar
vein, "security of the State" refers to preserving both the internal and foreign security of the
country and stopping actions that might jeopardize its stability and well-being. The term
"public order" refers to a broad notion that includes upholding morals and public safety,
maintaining law and order, and discouraging actions that might jeopardize society's ability to
operate peacefully. It may include actions that break laws or regulations, participate in immoral
or illegal acts, or endanger the health, safety, or welfare of the general public in the sense of
Section 271(a).

2 Madhusudan Gordhandas & Co. vs. Madhu Woollen Industries Pvt. Ltd., (1972) 42 Comp. Cas. 125 (India).
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It is significant to remember that the grounds for winding up a company under Section 271(a)
do not only include actual violations; they also include circumstances in which the company's
actions or activities are thought to be detrimental to the interests of public order, the security
of the State, or India's sovereignty and integrity. The NCLT is able to take pre-emptive steps
to protect national interests and maintain public order because to this expansive interpretation.

Judicial Interpretation of Section 271(a)

“Many court interpretations have been made about the scope and applicability of Section
271(a). The Supreme Court ruled in the well-recognized case of Madhusudan Gordhandas &
Co. vs. Madhu Woollen Industries Pvt. Ltd. that the grounds for winding up under this
provision were to be read narrowly and rigidly”.® The Court made it clear that charges or
possible outcomes alone are not enough. The company's actions must have a direct and
significant effect on the safety of the State, public order, or India's authority and dignity.

The Supreme Court further explained in Innoventive Industries Limited vs. ICICI Bank
Limited that the NCLT should use prudence and thoughtful consideration of all relevant facts
while exercising its discretion in ordering the winding up of a corporation under Section 271(a).
According to the Court, the NCLT must balance the rights and interests of the firm and its
stakeholders with the public interest and make sure that the decision to wind up the business is
a reasonable reaction to the alleged misbehaviour.” In Mobilox Innovations Private Ltd vs.
Kirusa Software Private Ltd”*, the Supreme Court determined that the NCLT's authority to
order winding up under Section 271(a) is not absolute and must be used with discretion. This
case is also noteworthy in this regard.®> The Court stressed that before taking the extreme step
of winding up, the NCLT should take into account other remedies, such as the imposition of
fines or the appointment of a special officer.

These court interpretations emphasize the need of applying Section 271(a) with objectivity.
Although the provision seeks to maintain public order and safeguard national interests, it must
be implemented proportionately and in accordance with due process and fairness standards.

Winding Up Process and Consequences

The NCLT may order the winding up of the firm if it determines that the grounds for winding
up under Section 271(a) are fulfilled. As an integral component of the winding up procedure,
the appointment of a liquidator is mandated. The liquidator is entrusted with the responsibility
of effectively administering the affairs of the business, divesting assets, and distributing the
resulting funds to creditors and owners in accordance with the predetermined hierarchy of
priority. Winding up has a number of consequences, some of which are significant for the
company, its stakeholders, and the whole economy. Upon commencement of the winding up
procedure, it is customary for the firm to cease its business operations and proceed with the

% Innoventive Industries Limited vs. ICICI Bank Limited, MANU/SC/1063/2017.
4 Mobilox Innovations Private Ltd vs Kirusa Software Private Ltd, Civil Appeal No. 9405 of 2017.
5 CoC Essar Steel v. Satish Kumar Gupta, Civil Appeal No. 8766-67 of 2019.
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sale or liquidation of its assets in order to generate funds for the purpose of satisfying the claims
of creditors and shareholders. Workers can lose their jobs, and creditors might only be able to
recover a portion of their outstanding debt based on the company's financial status and asset
availability. Furthermore, it is crucial to acknowledge that the termination of a business entity
can potentially have far-reaching implications for the overall economy. This is primarily due
to the adverse effects it can have on established customer relationships, disruption of supply
chains, and the consequential ramifications such as unemployment and a subsequent decrease
in economic productivity within the specific sectors and geographical regions associated with
said business.

Interplay Between Winding Up and the Insolvency and Bankruptcy Code

A comprehensive framework for the resolution of corporate bankruptcy in India was created in
2016 with the passage of the IBC. To protect jobs and lessen the damage to the economy as a
whole, the IBC's main goal is to raise the value of the assets of companies that are having
trouble making money and to help them to get back on their feet. The courts have talked and
thought a lot about the links between the CIRP under the IBC and the wound up rules in the
Companies Act. Through a settlement plan, the CIRP under the IBC tries to save the business
and fix its money troubles. What the Companies Act does, on the other hand, is wind up a
business so that its assets are given to the people who own them. The Supreme Court examined
how the two laws interacted in the case of “CoC Essar Steel vs. Satish Kumar Gupta® and
decided that the IBC would take precedence over the Companies Act in situations when a firm
is going through CIRP. The Court made it clear that the winding up procedures under the
Companies Act must be put on hold once a firm is accepted into CIRP under the IBC in order
to facilitate the resolution process. This decision was made in order to prevent concurrent
winding up procedures from undermining the IBC's overall goals, which include maximizing
asset value and encouraging the settlement of troubled enterprises. The Court acknowledged
that in circumstances of disagreement, the provisions of the IBC should supersede those of the
Companies Act, since it offers a more thorough and specialized framework for resolving
corporate bankruptcy.

Nonetheless, there could be situations in which the IBC's CIRP is unsuccessful and the NCLT
eventually orders the firm to be wound up. The way the two laws interact in these situations is
important since the Companies Act's rules would then apply to the winding up procedure. It's
also crucial to remember that the Companies Act's winding up provisions are not completely
replaced by the IBC. If the grounds for winding up encompass not only financial difficulties or
bankruptcy, but also encompass activities that contravene the sovereignty and integrity of
India, jeopardize the security of the State, or disrupt public order, then Section 271(a) may
continue to be relevant and applicable.

& Civil Appeal No. 8766-67 of 2019.
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Potential Conflicts and Harmonization

There could still be possible conflicts or areas of uncertainty between the Companies Act and
the IBC notwithstanding the Supreme Court's explanation, necessitating more harmonization
between the two laws. A possible conflict of interest occurs when a firm is subject to the
Companies Act's CIRP procedure under Section 271(a), and a second winding-up petition is
filed under the same section with grounds unrelated to financial distress. In certain situations,
it could be necessary to establish explicit rules or guidelines to decide whether the winding up
procedures should go on concurrently with the CIRP or whether the former should take priority.

A further domain of possible discord is to the allocation of resources and the preferences of
various interested parties. The Companies Act contains its own set of standards and goals for
asset distribution in the event of a winding-up, but the IBC provides a clear waterfall approach
for profit sharing throughout the resolution process. It is critical to align these processes and
ensure that stakeholders are handled uniformly under both legislation. Furthermore, there might
be occasions when the reasons for winding up a company under Section 271(a) and the grounds
for beginning a CIRP under the IBC coincide, such as when the firm's management commits
fraud or misconduct. To prevent future disputes or jurisdictional overlaps in such situations, it
would be vital to clearly define the functions and purview of the NCLT and the adjudicating
bodies under the IBC.

To address these potential conflicts and ensure a harmonious interplay between the
Companies Act and the IBC, several measures could be considered:

1. Specifically, in situations where the grounds for winding up under Section 271(a) are
not limited to financial difficulty, amending the Companies Act and the IBC to offer
clear recommendations on how the two laws interact.

2. To guarantee uniform and effective decision-making, the NCLT and the adjudicating
agencies under the IBC should establish a system for cooperation and information
exchange.

3. Aligning the priorities of stakeholders and the distribution of assets between the two
pieces of law to guarantee that creditors and other stakeholders are treated fairly.

4. Training and capacity development to improve the judiciary's, attorneys', and other
stakeholders' comprehension of how the two laws interact and to encourage uniform
interpretation and implementation of the relevant sections.

5. Promoting more study and scholarly discussion on the interactions between the
Companies Act and the IBC in order to identify possible points of contention and
provide suitable legislative or judicial remedies.

India can establish a stronger and more cohesive legal framework for the resolution of
corporate insolvency, safeguarding stakeholder interests, promoting economic stability, and
creating a favourable business environment, by resolving these potential conflicts and
harmonizing the pertinent provisions of the Companies Act and the IBC.
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Critical Analysis

The complex link between the winding-up provisions of the Companies Act (Section 271(a))
and the corporate insolvency resolution procedure described in the Insolvency and Bankruptcy
Code has been the subject of much examination. The intricacies and possible inconsistencies
between these legal systems have been brought to light by notable instances. One of the crucial
matters that arise from this interplay is the potential conflict between the expansive grounds
for winding up as stipulated in Section 271(a) and the objectives of the Insolvency and
Bankruptcy Code (IBC). Section 271(a) provides for the possibility of winding up proceedings
on the basis of factors such as actions that go against national interests or public order.
However, it is important to note that these grounds may not necessarily align with the financial
distress or insolvency, which are the main concerns addressed by the IBC. In the case of
Madhusudan Gordhandas & Co. vs. Madhu Woollen Industries Pvt. Ltd.”, the esteemed
Supreme Court placed significant emphasis on adopting a limited and rigorous interpretation
of the criteria for winding up as outlined in Section 271(a). Notwithstanding, there may be
occasions wherein a company's conduct, albeit not explicitly linked to fiscal adversity, is
deemed to be contrary to the welfare of the nation. The expansive interpretation presented
herein presents a formidable quandary when endeavouring to harmonize it with the underlying
goals of the IBC, which predominantly strive to optimize the worth of assets and foster the
process of resolution. The possible overlap between the grounds for liquidation described in
Section 271(a) and the Insolvency and Bankruptcy Code triggers for starting the Corporate
Insolvency Resolution Process is another important consideration. For example, cases of
misbehaviour or fraud by the management of a corporation may result in both CIRP under the
IBC and winding-up procedures under the Companies Act. The case of Innovative Industries
Limited v. ICICI Bank Limited served as an illustration of this®, the Supreme Court emphasized
the significance of the (NCLT) exercising prudence and taking into account all pertinent factors
prior to issuing an order for winding up under Section 271(a). The aforementioned statement
underscores the necessity for a judicious and equitable methodology, wherein the consideration
of the general welfare is counterbalanced with the legal entitlements and concerns of the
corporation and its associated parties. Furthermore, it is worth noting that the aforementioned
legal dispute between Mobilox Innovations Private Ltd and Kirusa Software Private Ltd® serves
as a clear demonstration of the significance of thoroughly considering alternative courses of
action prior to pursuing the extreme measure of winding up. The aforementioned matter
assumes paramount importance, particularly in instances where the justifications for the
winding up pursuant to Section 271(a) are not of a grave nature, and alternative avenues for
resolution remain viable. These aforementioned cases collectively underscore the necessity for
a judicious and refined approach in the implementation of Section 271(a), taking into account
the overarching objectives of the Insolvency and Bankruptcy Code (IBC). In nutshell , it is
worth noting that the Supreme Court has indeed offered certain insights into the interaction

7 (1972) 42 Comp. Cas. 125 (India).
8 MANU/SC/1063/2017 (India).
® Civil Appeal No. 9405 of 2017 (India).
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between the Companies Act and the IBC. However, it is imperative to acknowledge that there
remain certain aspects that are shrouded in ambiguity and may give rise to potential conflicts,
necessitating the need for additional elucidation and harmonization. It is imperative to address
these aforementioned issues in order to establish a comprehensive and efficient legal structure
for the resolution of corporate insolvency. This framework must be in accordance with the
overarching goals of maximizing the value of assets, facilitating resolution, and protecting the
interests of the nation and maintaining public order.

Conclusion

In conclusion, the intricate relationship between the winding-up provisions as stipulated in
Section 271(a) of the Companies Act and the corporate insolvency resolution process as
outlined in the (IBC)® offers both advantageous prospects and formidable obstacles in the
pursuit of resolving corporate insolvency matters in India. The Companies Act, with its
provision for winding up on grounds such as actions against public order, security of the State,
or India's sovereignty and integrity, serves the crucial purpose of safeguarding national
interests. Notwithstanding, the implementation of the IBC has ushered in a novel methodology
for addressing corporate insolvency matters, placing significant emphasis on the optimization
of asset worth and the facilitation of resolution as opposed to liquidation. Judicial
interpretations, as exemplified in notable cases such as “Madhusudan Gordhandas & Co. v.
Madhu Woollen Industries Pvt. Ltd.”, “Innoventive Industries Limited vs. ICICI Bank
Limited”, and “Mobilox Innovations Private Ltd vs Kirusa Software Private Ltd”, have
provided elucidation on the intricate implementation of Section 271(a) and underscored the
imperative for a fair and prudent methodology in directing the process of winding up. Further
efforts are necessary to achieve harmonization and clarification regarding the potential
conflicts that may arise between the Companies Act and the Insolvency and Bankruptcy Code
(IBC), particularly concerning the criteria for winding up and the initiation of the Corporate
Insolvency Resolution Process (CIRP). It is impossible to overstate the significance of
legislative amendments, judicial decisions, and capacity-building initiatives in ensuring a
comprehensive and effective legal framework for the resolution of corporate insolvency and
addressing these issues. By promoting a symbiotic relationship between the Companies Act
and the IBC, India can efficiently harness the beneficial features of both statutes to support
economic stability, protect the concerns of stakeholders, and foster a conducive business
climate. The aforementioned comprehensive approach is in accordance with the overarching
objectives of maximizing the value of assets, facilitating resolution, and protecting the interests
of the nation and maintaining public order in the process of resolving corporate insolvency.
Therefore, it is imperative to acknowledge and confront the intricacies and potential
contradictions that may arise between the Companies Act and the IBC in order to establish a
resilient and effective framework for the resolution of corporate insolvency in India. This, in

10 Insolvency and Bankruptcy Code.
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turn, will undoubtedly contribute to the overall economic progress and advancement of the
nation.
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