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About the Author

Suresh Mal Lodha, a deeply engaged student of India’s financial
landscape and a close observer of its banking ecosystem for over
four decades, brings a rare and grounded perspective to the subject
of institutional finance. His engagement with banking and
financial systems is not academic — it has been lived, hands-on,
and unrelenting since the earliest years of his professional career.

The essays in this collection have grown directly from that
experience. Over forty years of directly handling finance and
banking — mnavigating credit structures, understanding how
capital flows, and observing first-hand how banks truly function
behind their polished facades — have shaped every insight in this
book. What is written here is not conjecture or borrowed opinion;
it is the distilled understanding of a practitioner who has seen the
system from the inside.

His tenure as an Independent Professional Director on the boards
of “Maharatna” public sector enterprises gave him an unobstructed
view of the intersection between large-scale institutional finance
and national economic policy — the pressures, the compromises,
and the accountability gaps that rarely surface in public discourse.
Further deepening this vantage point, Suresh served as a
Government Nominated Member at the State Bank of India’s Local
Head Office in Mumbai, providing him with direct, first-hand
insight into the workings of India’s largest public-sector bank.

His contributions have been recognized by various awards and
through two nominations to the International Who's Who
Historical Society, USA, for exemplary service to the business
community — an acknowledgement he holds with quiet pride.



Strictly non-partisan and unaffiliated with any financial institution
or lobby, his reflections are driven solely by a commitment to
financial literacy, transparency, and the protection of the ordinary
borrower. True to the spirit of Indian Borrowers vs The Bank Cartel,
this collection of essays aims to empower everyday citizens —
borrowers, depositors, and taxpayers alike — to ask harder
questions, demand greater accountability, and understand the
system that shapes their financial lives.



About the Book

Indian Borrowers vs The Bank Cartel - A Hidden Assault on
India’s Economy

It is a fearless, forensic examination of how India’s banking
system —aided by regulatory silence —has systematically betrayed
the very borrowers it was created to serve.

Divided into three powerful parts, the book moves from economic
pressures — how high interest rates, flawed NPA metrics, and
capitalisation rackets silently strangle profitable enterprises — to
legal traps, where co-extensive guarantees, pari-passu charges, and
wrongful fraud classifications destroy promoters and their
families —to court remedies, equipping borrowers with practical,
case-backed strategies to fight back through DRTs.

Drawing on landmark Supreme Court judgments, DRT rulings,
RBI circulars, and real-world cases, this book exposes the hidden
machinery through which banks classify viable businesses as non-
performing, invoke personal guarantees without legal basis, freeze
accounts without due process, and weaponize SARFAESI
enforcement against borrowers who never had a fair chance in
courts and the Supreme Court.

This is not a book of grievances. It is a battle manual.

Every promoter facing a SARFAESI notice, every guarantor
pursued for corporate debt, every entrepreneur whose account was
frozen overnight will find in these pages not just their story, but
their defence.

Indian Borrowers vs. The Bank Cartel makes the urgent case that
India’s economic future depends on protecting its borrowing class
from the very institutions entrusted with financing their growth.

The cartel has had its say. Now the borrower speaks.
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The Indian Bank

Recapitalization Racket

Taxpayer Bailouts Finance:
The Systematic Destruction of Viable Enterprise

Introduction

Every year, the Indian government pumps thousands of crores of
taxpayer money into failing public sector banks. This is not
emergency aid. This is not a one-time crisis intervention. This has
become the permanent business model of Indian banking—a
system where banks survive not on lending profits, but on
perpetual government life support.

Meanwhile, the very same banks receiving these massive capital
infusions are simultaneously destroying thousands of viable
businesses through aggressive recovery actions, account freezes,
and SARFAESI proceedings. The asymmetry is breathtaking:
banks get unlimited bailouts while borrowers gets bloodbaths.

This opening chapter exposes the toxic foundation upon which the
entire banking cartel operates—a foundation enabled and
protected by India’s central bank regulator. Understanding this
government-RBI-bank nexus and the moral hazard it creates is
essential to understanding why the mechanisms detailed in
subsequent chapters—capitalization mandates, guarantee traps,
NPA manipulation —exist and persist without reform.

The Addiction: Banks on Permanent Life Support

Since 2017, the Government of India has infused over 3.5 lakh
crores into public sector banks through various recapitalization
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schemes. This is not reconstruction—it is resuscitation of
institutions that would otherwise collapse under the weight of
their own non-performing assets.

Government Recapitalization of PSBs (2017-2024)

Year Scheme Amount (R Cr) Primary
Beneficiaries
2017-18 Indradhanush 70,000 SBI, PNB, BoB
2017-18 Recapitalization 1,35,000 21 PSBs
Bonds
2019-20 Budget Allocation 70,000 Weak PSBs
2021-22 ARC/NARCL 30,600 Bad Bank
Support Structure
2023-24 | Ongoing Support 20,000 Capital adequacy
TOTAL 2017-2024 3,25,600+ Systemic

This is not crisis management. This is addiction. Each infusion was
supposed to be the last. Each time, banks promised reform,
improved governance, and better risk management. Each time,
they returned for more.

The uncomfortable truth: Without these continuous capital
injections, multiple public sector banks would have breached
minimum capital adequacy requirements and faced regulatory
intervention or closure. The Indian banking system is not healthy —
it is on life support, kept breathing through taxpayer-funded CPR
administered by a complicit regulator.



The Unasked Question: What Happens When Government
Support Stops?

The recapitalization addiction raises a question that neither the
government, nor RBI, nor bank management wants to answer:
What happens when taxpayer-funded capital infusions stop?

The answer is obvious and terrifying: multiple public sector banks
would collapse.

Without continuous government equity support:

e Capital adequacy ratios would breach regulatory minimums
within quarters

e Banks would be unable to lend (no capital = no lending capacity)

e Deposit insurance would be tested at unprecedented scale (35
lakh cover per depositor would be inadequate for systemic
crisis)

e Interbank lending would freeze (banks won’t lend to each other
if insolvency risk is real)

e Payment systems could face disruption

e Potential bank runs if depositors panic

The government knows this. RBI knows this. That’s why the
bailouts never stop.

But this creates an even more sinister reality: Indian public sector
banks are effectively nationalized zombie institutions. They appear
to function normally —branches open, ATMs work, loans are
sanctioned —but they survive only through continuous state life
support.

This has profound implications:

For the economy: A significant portion of India’s banking system
is insolvent in all but name. Only government ownership and



unlimited recapitalization prevent collapse. This is not a healthy
financial system —it’s a Potemkin village.

For borrowers: Banks that would normally fail are kept alive to
continue operations, including aggressive recovery actions.
Borrowers are being destroyed by institutions that would not exist
in a market economy. The irony is brutal —zombie banks killing
viable businesses.

For taxpayers: There is no exit. The government cannot stop
recapitalization without triggering a banking crisis. Taxpayers are
locked into perpetual bailouts. Every budget will have a line item
for bank recapitalization, indefinitely.

For bank executives: Moral hazard is permanent. They know the
government cannot let their banks fail, so there is zero incentive for
genuine reform or prudent risk management. The threat of
failure — the fundamental market discipline —does not exist.

The political economy trap:
Even a reform-minded government faces an impossible choice:

e Stop recapitalization — Banking crisis — Depositor panic —
Political suicide

e Continue recapitalization — Perpetual drain on exchequer —
Enables continued predatory behavior — No real reform

So, governments choose the path of least immediate pain: keep the
zombie banks alive, keep recapitalizing, keep blaming borrowers
for NPAs, and hope the problem somehow resolves itself.

It won't.

Without genuine accountability —for RBI's regulatory failures, for
bank executive misconduct, for reckless lending decisions —the
cycle will continue. More recapitalization. More NPAs. More
destroyed borrowers. More bloodbath.



The unstated reality: Indian banking operates under an implicit
permanent government guarantee. This guarantee protects banks
and depositors. It offers zero protection to borrowers. And it
ensures that the recapitalization racket, with all its attendant
destruction of productive enterprise, will continue indefinitely.

Equity Erosion: The Bottomless Pit and RBI’s Silent Complicity

How did we reach this point? How did banks that once symbolized
financial stability become perpetual supplicants at the
government’s door?

The answer lies in a toxic combination of reckless lending, fraud
enablement, regulatory failure, and — most critically —the Reserve
Bank of India’s systematic failure to intervene when intervention
could have prevented catastrophe. By 2018, India’s gross NPAs
had reached 10.36 lakh crores—approximately 11.2% of total
advances. This mountain of bad debt didn’t appear overnight. It
accumulated through years of:

* DPolitically-directed lending to unviable projects and favored
industrialists —which RBI observed but did not prevent

* Ever-greening of loans to hide deteriorating asset quality and
meet targets, which RBI knew about from 2012 onwards, but
allowed to continue until 2015

* Consortium lending failures where no single bank had an
incentive for due diligence—a structural problem RBI never
addressed despite repeated warnings

* Willful defaulters who siphoned 1.52 lakh crores with
minimal consequences—enabled by weak RBI enforcement
mechanisms

* Weak recovery mechanisms that allowed even fraudulent
borrowers years of legal delays, while RBI Master Circulars
provided banks no effective tools against genuine fraud



RBI’s Timeline of Regulatory Negligence

2012-2014: The Ever-greening Era

Banks were restructuring bad loans to avoid NPA classification.
RBI inspectors knew this. Internal reports documented the practice.
Yet regulatory forbearance continued. Banks were allowed to
‘extend and pretend’ —rolling over stressed loans to keep them out
of the NPA category while the underlying businesses deteriorated
turther.

2015: Asset Quality Review —Too Little, Too Late

When RBI finally mandated the Asset Quality Review, forcing
banks to recognize hidden NPAs, the crisis had already
metastasized. The 310+ lakh crore NPA mountain was the direct
result of three years of regulatory inaction. Had RBI acted in 2012,
the problem would have been a fraction of its eventual size.

2016-2024: Aggressive Recovery, Zero Bank Accountability

Having allowed the crisis to explode, RBI's response was to enable
banks to pursue aggressive recovery through SARFAES]I, account
freezes, and guarantee invocations —but with zero accountability
mechanisms when banks abused these powers. Borrowers
wrongly classified as frauds, accounts frozen without due process,
viable businesses destroyed—and RBI penalties on banks?
Effectively non-existent.

Each bad loan eroded bank capital. Provisions for NPAs consumed
profits. Return on equity plummeted. Capital adequacy ratios — the
buffer protecting depositors—dropped toward regulatory
minimums and below. And at each stage, RBI provided
forbearance to banks while offering no corresponding protection
to borrowers.

The perverse incentive structure is obvious: Bank executives
knew that aggressive lending would boost short-term metrics and
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personal bonuses. If loans failed later, RBI would provide
regulatory relief and the government would recapitalize. Profits
were privatized through executive compensation and dividend
payouts. Losses were socialized through taxpayer bailouts. RBI, as
the supposed guardian of financial stability, enabled every step
of this moral hazard.

The Brutal Asymmetry: Taxpayers’ Bailout vs. Borrowers” Ruin

Here is where the injustice becomes visceral. The same government
that pumps unlimited capital into failing banks shows zero mercy
toward struggling businesses and entrepreneurs. And the same
RBI that provided years of regulatory forbearance to hide bank
failures offers no forbearance whatsoever to borrowers facing
genuine business distress.

Consider these parallel realities:

Bank receives 5,000 crore recapitalization: No conditions
imposed. No executives fired. No policy changes mandated.
Capital adequacy restored. Business continues as usual. Same
management team receives performance bonuses. RBI issues no
penalties for the failures that necessitated the bailout.

MSME with ¥50 lakh loan faces temporary cash flow issue:
Account immediately classified as NPA under RBI’s rigid 90-day
rule. All banking facilities frozen across consortium per RBI
guidelines on CRILC reporting. SARFAESI notice issued within
weeks under RBI-sanctioned recovery framework. Personal
guarantees invoked. Properties attached and auctioned at distress
prices. Promoter declared willful defaulter, barred from future
credit. Business forced to shut down. 50 employees lose jobs.
Family assets sold. The promoter’s children’s education was
disrupted. Social stigma and depression follow. If the borrower
challenges the classification and wins years later, the bank faces
zero penalty from RBI.



This is not hyperbole. This is the documented reality for thousands
of borrowers whose files sit in Debt Recovery Tribunals across
India.

The scale of this asymmetry is staggering: The government has
infused over 3.5 lakh crores to protect banks and depositors.
Meanwhile, MSMEs —which contribute 30% of GDP and employ
over 11 crore people—receive no such protection when banks
destroy them through aggressive recovery or arbitrary account
freezes. RBI has created an entire regulatory architecture to
protect banks. There is no equivalent architecture to protect
borrowers from bank overreach.

RBI as Enabler: Systematic Regulatory Failures That Amplify the
Carnage

The recapitalization racket persists because the Reserve Bank of
India — the institution charged with regulating banks in the public
interest —has systematically failed in its duty. More than that, RBI
has actively created the regulatory framework that enables
predatory bank behavior while providing zero protection to
borrowers.

The Toothless Penalty Regime

RBI's penalties on banks for serious violations are cosmetic theater,
not deterrence:

Wrongful fraud classification: A bank tags a borrower as fraud
without evidence. The business collapses. Years later, after
Supreme Court intervention, the fraud tag is rescinded. The bank
admits error. What penalty does RBI impose? Zero. The Rajesh
Agarwal case exemplifies this: wrongful fraud allegations caused
complete business destruction, but when the classification was
finally withdrawn, no bank faced any RBI penalty despite
admitting the error.



Arbitrary account freezes: Banks freeze borrower accounts across
entire consortiums without following proper procedures. Working
capital evaporates. Suppliers aren’t paid. The business spirals into
actual default because of the freeze itself. Even when courts rule the
freeze was illegal, the RBI imposes no penalty on the banks.

Master Circular violations: RBI issues detailed Master Circulars on
lending norms, guarantee invocations, and SARFAESI procedures.
Banks violate them routinely. Borrowers document the violations
in DRT and High Court proceedings. Courts acknowledge the
violations. RBI response? Silence.

Compare this to penalties on borrowers: A single delayed
payment triggers NPA classification, CIBIL score destruction,
consortium-wide credit freeze, and public listing as a defaulter. The
asymmetry in enforcement is not accidental—it is structural policy.

The 90-Day NPA Rule: One Size Crushes All

RBI's 90-day NPA classification norm treats all businesses
identically regardless of industry, cash flow patterns, or reasons for
delay. A seasonal business with established profitability but a
temporary cash mismatch? NPA. Is a business facing delayed
receivables from government departments? NPA. A cyclical
industry in a downturn with strong fundamentals? NPA.

There is no differentiation between willful defaulters siphoning
money and genuine businesses facing temporary stress. Both get
the same treatment—account freeze, SARFAESI, and public
stigma. This rigid approach, enshrined in RBI norms, transforms
manageable business challenges into terminal crises.

The irony: RBI allowed banks to restructure and evergreen loans
for years to hide NPAs. But when genuine businesses need
restructuring during actual economic stress? RBI's framework
provides minimal relief while maximizing penalties.



One-Size-Fits-All Norms: Institutional Bias Against Small
Borrowers

RBI’s regulatory framework applies identical norms to a 3500 crore
corporate loan and a %50 lakh MSME loan. Same 90-day NPA
classification. Same SARFAESI procedures. Same provisioning
requirements for banks. Same recovery mechanisms.

But the impacts are catastrophically different:

Large Corporate (3500 crore exposure):- Teams of chartered
accountants, legal experts, and financial advisors on retainer -
Multiple banking relationships providing flexibility and
negotiating leverage - Political connections enabling informal
interventions - Ability to arrange alternative funding through PE,
debt markets, or group companies - Resources to fight prolonged
legal battles across multiple forums - Time and capital buffer to
restructure operations while negotiating with banks - Media access
to shape narrative and apply counter-pressure

Small MSME (350 lakh exposure): - Single promoter managing
operations, no specialized legal/financial teams - Dependent on
same consortium banks now freezing all facilities - Zero political
access or influence - No alternative funding sources—Ilocal
business networks are only option - Cannot afford prolonged
litigation, often forced into settlements - Business collapses within
weeks once working capital is frozen - No media access; suffers in
silence

The result: RBI's uniform framework that claims to be “fair” is
actually deeply discriminatory. Large defaulters can game the
system, negotiate restructuring, and often emerge intact. Small
borrowers are crushed before they can even mount a defense.

Banks exploit this asymmetry ruthlessly: They show forbearance
to large borrowers (afraid of political backlash, want to avoid large
write-offs, hope for recovery) while pursuing aggressive recovery
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against small borrowers (easy targets, quick wins for NPA
reduction metrics, no political cost).

Examples of the bias:

* Large corporate with 31,000 crore NPA gets multiple
restructuring opportunities, CDR mechanisms, and years of
negotiation. MSME with X1 crore NPA gets SARFAESI notice
within 90 days.

* Willful defaulter who siphoned X500 crore remains at large,
untouched for years. A small business owner who faced a
genuine market downturn had properties auctioned within
months.

* RBI allows scheme-based resolution for large NPAs (e.g.,
stressed assets to ARCs at discounted values). No equivalent
scheme-based relief for small borrowers—each must fight
individual battles in DRT.

RBI knows this disparity exists and refuses to address it. A
proportionate regulatory framework would recognize that: -
Smaller loans need faster, simpler resolution mechanisms - MSMEs
need protection from consortium-wide freezes when current with
most lenders - Seasonal and cyclical businesses need flexible NPA
norms - First-time delays by established businesses should not
trigger the same consequences as systematic default by fly-by-
night operators

Instead, RBI maintains a framework that institutionalizes the
advantage of size. The message is clear: if you're going to borrow,
borrow big enough that your failure becomes the regulator’s
problem, not just yours.

Withdrawal of RBI Nominees: The Accountability Escape Hatch

For years, RBI appointed nominee directors to the boards of public
sector banks, especially those receiving recapitalization or showing
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signs of stress. These nominees had front-row seats to: - Credit
committee decisions on large loans - Risk management failures and
ignored red flags - Executive compensation decisions during
periods of mounting NPAs - Political pressure to sanction loans to
favored industrialists - Recovery strategies and potential overreach
against borrowers

Then RBI systematically withdrew these nominees. Particularly
from banks with large stressed asset portfolios. Particularly during
periods when aggressive lending to questionable borrowers was
accelerating.

Why this withdrawal matters:

Plausible Deniability Without nominees on bank boards, RBI can
claim it had no direct knowledge of reckless lending decisions.
“The bank is an independent entity; we only regulate from the
outside.” But RBI deliberately removed its direct visibility precisely
when oversight was most critical.

Removed Real-Time Intervention RBI nominees could have
raised red flags in real-time as bad loans were being sanctioned.
They could have questioned dubious credit appraisals, stopped
loans to known defaulters with other banks, and insisted on proper
security valuations. Their absence meant no one in the boardroom
represented the regulator’s concerns.

Protected Bank Executives With no RBI nominees watching, bank
executives faced even less accountability. Credit decisions that
should have triggered regulatory questions sailed through. Ever-
greening practices that RBI nominees might have challenged
continued unchecked.

Enabled Regulatory Capture RBI's withdrawal from direct board
presence strengthened the nexus between bank management,
government owners, and large borrowers. The regulator retreated
precisely when it should have been most vigilant.

12



Timing Was Suspicious. Many nominee withdrawals occurred
during 2012-2015, the exact period when the NPA mountain was
being built through ever-greening and reckless lending. RBI
removed its eyes and ears just as the problems it would later claim
to “discover” through the 2015 Asset Quality Review were

metastasizing.

The pattern reveals intent: - When banks were healthy, RBI
maintained board presence - As problems emerged, RBI withdrew
nominees - After crises exploded, RBI claimed surprise and blamed
bank management. Then RBI supported government
recapitalization without holding itself accountable for its
abdication of oversight

Contrast this with other regulators: - SEBI maintains stringent
oversight of market entities and doesn’t withdraw when problems
emerge—it increases scrutiny - Insurance regulator IRDAI
appoints observers to troubled insurers and keeps them there until
resolution - International banking regulators (UK’s PRA, US OCC)
increase presence in troubled banks, not decrease it

RBI did the opposite. It created an accountability gap that allowed
the NPA crisis to balloon, then positioned itself as the solution
provider rather than acknowledging its role as an enabler.

The cost of this withdrawal: - 310+ lakh crore in NPAs that
nominee oversight might have prevented or minimized -
Thousands of businesses destroyed by banks that operated without
effective regulatory supervision - Taxpayers funding 3.5+ lakh
crore recapitalization for failures that occurred on RBI's watch -
Continued moral hazard as bank executives learned that RBI won't
hold them accountable in real-time

RBI's withdrawal of nominees wasn’t administrative
housekeeping —it was regulatory abandonment. And when the
crisis RBI enabled through this abandonment finally exploded,
borrowers —not the regulator — paid the price.
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CRILC: The Borrower Branding System

RBI's Central Repository of Information on Large Credits (CRILC)
system instantly brands a borrower across the entire banking

system, the moment one bank classifies an account as NPA or
Special Mention Account (SMA).

Result: All banks in a consortium immediately freeze facilities,
regardless of whether the borrower is current on their individual
loans. A dispute with one bank destroys relationships with all
banks. There is no appeal mechanism, no hearing, no due process.
RBI created a system of collective punishment with zero borrower
protection.

No Grievance Redressal Mechanism

RBI has elaborate banking ombudsman schemes for depositor
complaints. For borrowers facing bank overreach? Nothing
comparable. A borrower whose account is wrongly frozen, whose
fraud classification is baseless, whose guarantees are wrongly
invoked —they have no effective RBI mechanism for urgent relief.
Their only recourse is expensive, time-consuming litigation in DRT
or High Courts.

RBI has institutionalized the asymmetry: Detailed, enforceable
protection for banks. No equivalent protection for borrowers.

COVID-19: Selective Regulatory Forbearance

During COVID-19, RBI provided extensive regulatory relief to
banks —moratorium extensions, relaxed provisioning norms, and
extended deadlines for NPA recognition. For borrowers? The same
rigid 90-day NPA classification resumed immediately after brief
moratorium periods.

Banks got years of forbearance to manage their stressed portfolios.
Borrowers got months, then faced the same harsh enforcement
regime. The lesson was clear: RBI serves banks, not the economy.
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Executive Accountability: Missing in Action

Bank executives who created the NPA mountain face no personal
consequences under RBI regulations. No claw-back of bonuses
earned during years of reckless lending. No debarment from
banking sector. No criminal prosecution for sanctioning loans to
known fraudsters.

Meanwhile, borrower promoters face personal liability through
guarantee invocations, criminal complaints under Section 138,
public listing as willful defaulters —all enabled by RBI's regulatory
framework.

The moral hazard is complete: Executives profit during boom
times, and when the crash comes, taxpayers absorb the losses
through recapitalization while the same executives remain in
position — often with promotions.

Government Complicity

The government is not a helpless victim of bank failures —it is an
active participant. Political interference in lending decisions
continues. Banks are pressured to meet priority sector targets and
MSME lending quotas regardless of credit quality, creating a
pipeline of future NPAs.

Then, when the inevitable defaults occur, the government
recapitalizes the banks and blames borrowers. RBI, which should
be the independent regulator preventing this cycle, instead
facilitates it.

RBI's dual role—both supporting the government’s fiscal
objectives and regulating banks—creates an inherent conflict.
When these objectives clash, borrower protection is sacrificed.
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The Economic Absurdity
Step back and consider the macroeconomic lunacy:

The government uses taxpayer money to recapitalize banks. Those
banks then use that capital —combined with aggressive recovery
mechanisms—to destroy MSMEs and small businesses. These
destroyed businesses were the very entities generating economic
output, employment, and tax revenue.

The perverse cycle:

1. MSMEs generate economic activity and tax revenue

2. Tax revenue funds bank recapitalization

3. Recapitalized banks destroy MSMEs through aggressive
recovery

4. Destroyed MSMEs stop generating economic activity and tax
revenue

5. Government has even less tax revenue and needs more
borrowing to fund the next recapitalization

You are literally funding your own executioner if you are a
taxpaying entrepreneur in India.

The jobs destroyed through bank actions likely exceed total
employment in the banking sector itself. For every bank job
‘protected’” through recapitalization, dozens of MSME jobs are
eliminated through foreclosures and business closures.

The Bloodbath: Quantifying Human and Economic Destruction

Behind the statistics of NPAs and recapitalization amounts are
destroyed lives:
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Documented impacts include:

* Business suicides: Entrepreneurs who built businesses over
decades, unable to cope with sudden account freezes and social
stigma, have taken their lives. No official statistics exist —banks
don’t track this metric.

* Generational wealth destruction: Ancestral properties sold in
distress auctions at 30-40% of market value to satisfy debts that arose
from bank-induced liquidity crises, not business failure.

* Employment elimination: Each shuttered MSME eliminates an
average of 15-50 jobs. Multiply by thousands of businesses destroyed
annually through aggressive recovery actions.

¢ Educational disruption: Children of guarantors/promoters forced to
drop out of schools and colleges when family assets are seized.

* Health consequences: Documented cases of heart attacks, strokes,
and mental breakdowns among borrowers facing simultaneous legal
actions across multiple jurisdictions.

¢ Ecosystem collapse: When a mid-sized MSME is destroyed, its entire
supply chain suffers—small vendors, service providers, and
contractors face payment defaults and business disruption.

The psychological terrorism is deliberate: Account freezes
without notice. Simultaneous legal actions across DRTs and High
Courts. Public auctions of family homes. Social humiliation in
business communities. The message is clear —resistance is futile,
survival depends on complete submission.

And throughout this destruction, the banks responsible continue to
receive billions in government support, enabled by RBI’s
regulatory framework that criminalizes borrower distress while
rewarding bank failure.

Conclusion: Understanding the Foundation of Injustice

This recapitalization racket is not merely an economic policy
failure. It is the foundation upon which an entire system of
predatory lending and recovery practices has been built.
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Banks can impose unrealistic capitalization mandates on MSMEs
(detailed in Essay 1) because they themselves receive unlimited
capital from government. They can classify businesses as NPAs
based on arbitrary metrics (Essay 2) because they face no penalty
for errors— RBI imposes no consequences. They can invoke co-
extensive guarantees and freeze entire business ecosystems (Essays
6 and 10) because they operate with government-granted
immunity and RBI-enabled impunity.

The moral hazard is structural and intentional. Banks know they
will be rescued. Executives know they will face no consequences.
The government knows it will face no political cost — the destroyed
entrepreneurs are diffused and disorganized, while banks are
concentrated and powerful. And RBI knows it will never be held
accountable for enabling this carnage.

The essays that follow dissect the specific weapons in this assault:

Part 1: Economic Pressures exposes how banks structure loans to
guarantee borrower failure—excessive equity requirements,
unrealistic revenue projections, cash flow mismatches, and
punitive interest rates.

Part 2: Legal Traps reveals the contractual mechanisms that spring
shut on borrowers —co-extensive guarantees, pari passu charges,
unilateral account freezes, and the absence of any penalty when
banks admit wrongdoing.

Part 3: Court Remedies and Reforms arms borrowers with the
legal strategies that have succeeded in challenging bank overreach,
and proposes systemic reforms that could restore balance.

But none of these mechanisms would persist without the
foundational enabling factors: a government that prioritizes bank
survival over economic productivity, and RBI that has abdicated
its regulatory duty to protect the financial system in favors of
protecting banks from the consequences of their own failures.
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Understanding this toxic foundation is essential. The battles
detailed in subsequent essays—over capitalization mandates,
guarantee liability, SARFAESI procedures, and DRT appeals —are
not isolated disputes between individual borrowers and banks.
They are skirmishes in a larger war over whether India’s financial
system will serve economic development or continue to operate as
an extraction mechanism that socializes losses while privatizing
gains.

The recapitalization racket must end. Bank executives must face
personal liability for reckless lending and wrongful recovery
actions. RBI regulations must protect borrowers as vigorously as
they protect banks. RBI must face accountability for its
regulatory failures. And the government must stop treating
banks as political assets to be rescued at any cost while allowing
them to destroy the productive economy.

Until these reforms occur, the bloodbath will continue.
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Capitalization Mandates in

Lending Opening Punch

The Story of Rajesh’s Manufacturing Dream

Abstract

Rajesh Kumar ran a thriving precision engineering unit in Pune’s
industrial belt. His company manufactured auto components for major
OEMs, with consistent orders and a turnover of I8 crore annually. After
fifteen years of steady growth, he approached his bank for a term loan of
32 crore to expand capacity and add CNC machines to meet growing
demand from his clients.

The bank’s credit committee had a different vision. Despite Rajesh’s
business generating healthy operating margins of 18 % and maintaining
zero payment defaults for over a decade, the bank demanded he bring in
Z1.2 crore as “promoter contribution” —a debt-to-equity ratio of 1.67:1,
or approximately 60% equity to 40% debt.

Rajesh was stunned. His business was profitable. His order book was full
for the next eighteen months. His existing machinery was fully paid off,
providing ample collateral. Yet the bank insisted: without 60% equity
upfront, there would be no loan.

Where would a small manufacturer find Z1.2 crore in liquid capital? His
entire net worth was tied up in the business — machinery, inventory,
receivables. He had no family wealth to draw upon. Raising equity from
external investors for a small-scale precision engineering firm was
virtually impossible.

The expansion never happened. Within two years, unable to meet delivery
timelines with his outdated equipment, Rajesh lost his largest client to a
competitor who had somehow managed the capital infusion. By year three,
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his business had shrunk to I4.5 crore in turnover. By year five, the same
bank that had demanded 60% equity for expansion classified his account
as a Special Mention Account (SMA) for delayed payments during a
seasonal dip.

Rajesh’s story is not unique. It is emblematic of a systemic stranglehold
that banks, armed with capitalization mandates supposedly rooted in
prudent regulation, have placed around the necks of India’s 6.33 crore
MSMEs.

Rajesh's story is not unique. It mirrors thousands of real cases, like the
Pro Knits group of MSMEs who challenged Canara Bank in the Supreme
Court (2024), where banks classified loans as NPAs without following the
2015 MSME Revival Framework — exposing how rigid equity pressures
fuel distress rather than support. It is emblematic of a systemic
stranglehold that banks, armed with capitalization mandates supposedly
rooted in prudent requlation, have placed around the necks of India's 6.33
crore MSMEs.

Introduction

THE MECHANISM: Understanding
Capitalization Requirements

The Regulatory Intent: Basel III and Capital Adequacy

To understand how capitalization mandates work, we must first
grasp the regulatory framework that governs banking in India. The
Reserve Bank of India (RBI) adopted Basel IIl norms — international
banking regulations designed to strengthen financial stability after
the 2008 global financial crisis.

Basel III Requirements (as implemented in India):

“Capital Adequacy Ratio (CAR)”: Banks must maintain a
minimum CAR of 11.5% (including a Capital Conservation
Buffer of 2.5%)
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- “Common Equity Tier 1 (CET1)”: Minimum of 8% (including
CCB)

- “Risk-Weighted Assets (RWA)”: Banks must assess the
riskiness of their loan portfolios and hold capital proportionate
to that risk

The fundamental principle is simple and, on its face, sensible:
banks must hold sufficient capital reserves to absorb potential
losses and protect depositors” funds. The riskier the loan, the more
capital the bank must set aside.

For MSME loans, the risk weights vary based on the borrower’s
credit rating and loan size. Under Basel III's standardised
approach:

- Loans to unrated MSMEs carry higher risk weights

- Smaller loans to micro enterprises may receive preferential
treatment under priority sector lending norms

- The overall framework incentivises banks to demand higher
borrower equity to reduce their own capital requirements.

The Translation: From Bank Capital to Borrower Equity

Here’s where regulatory prudence transforms into borrower
burden. Banks translate their own capital adequacy requirements
into equity infusion demands on borrowers through the following
logic:

The Bank’s Calculation:

Higher borrower equity = Lower loan amount relative to project
cost

Lower loan exposure = Reduced risk-weighted assets for the bank
Reduced RWA = Lower capital requirement for the bank

Lower capital requirement = Higher return on equity for the bank
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What RBI intends as capital adequacy for “banks”, banks
reinterpret as equity contribution requirements for “borrowers”.

Standard Industry Practice (as claimed by banks)

- Debt-to-equity ratios typically range from 2:1 to 3:1
- This translates to 25-33% promoter contribution

- For “riskier” sectors or unrated borrowers, this can increase to
40-50%

Ground Reality (as experienced by MSMEs):

- Many banks routinely demand 50-60% promoter contribution

- For new ventures or first-generation entrepreneurs, demands
can exceed 70%

- Seasonal businesses in sectors like agriculture, tourism, or
festive goods face the harshest requirements

The Normative Framework vs. Actual Practice

The “RBI’s Master Direction on Lending to MSMEs” (FIDD.MSME
& NFS.12/06.02.31/2017-18, updated July 23, 2025) does not
explicitly mandate specific debt-equity ratios for MSME lending.
Instead, it emphasizes:

- “Facilitating timely and adequate availability of credit to viable
MSE borrowers”

- “Mid-term review of regular working capital limits based on
actual sales”

- Flexibility in structuring loans to match business cycles
However, RBI's “prudential norms on capital adequacy” create
indirect pressure. Banks, seeking to optimize their own capital

deployment, pass this pressure downstream to borrowers in the
form of equity demands.
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The Critical Disconnect

- RBIlregulates bank capital adequacy (what banks must hold)

- Banks determine borrower equity contribution (what MSMEs
must bring)

- No regulatory ceiling exists on how much equity banks can
demand from borrowers

- Result: Regulatory arbitrage where banks use capital prudence
as justification for excessive equity extraction

The Debt-Equity Ratio: Theory Meets Ground Reality

According to a 2025 study by SIDBI (Small Industries Development
Bank of India) titled “Understanding Indian MSME Sector:
Progress and Challenges”:

- The overall finance demand has been estimated at 3123 lakh
crore with the overall debt demand at %92 lakh crore
**assuming the split between debt and equity components in
the ratio of 3:1”.

This suggests a “normative” debt-to-equity ratio of 3:1, or 25%
equity contribution. This aligns with economic theory for growth-
stage enterprises with proven business models.

However, the same SIDBI report notes:

“Most MSMEs use internal accrual and informal sources to
finance the short-term equity demand.”

Translation: Banks demand equity, but won’t provide it. MSMEs
must scramble to find it themselves, often from the very informal
sources (moneylenders charging 24-36% annually) that formal
banking was supposed to replace.

The World Bank’s 2018 report “Financing India’s MSMEs”
estimates a total addressable debt gap of $530 billion (%44 lakh
crore) in the MSME sector. A significant portion of this gap stems
not from lack of banking capital, but from banks’ refusal to lend
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without excessive equity co-contribution that MSMEs cannot
provide.

THE GOVERNMENT PERSPECTIVE:
Why Capitalization Norms Exist

To be fair, there are legitimate reasons why regulators and banks
emphasize adequate capitalization. Understanding these reasons is
essential to identifying where well-intentioned policy curdles into
predatory practice.

Protecting Depositor Funds and Financial Stability

The Regulatory Mandate: Banks are custodians of public deposits.
Unlike equity investors who consciously assume risk for potential
returns, depositors expect safety and liquidity. RBI's primary
mandate under the Reserve Bank of India Act, 1934, and the
Banking Regulation Act, 1949, is to:

- Ensure the safety and soundness of the banking system
- Protect depositor interests

- Maintain monetary and financial stability

Basel III norms, adopted globally after the 2008 crisis, emerged
from a stark realisation: banks had become overleveraged, holding
insufficient capital to absorb losses when asset values declined.
When housing loans defaulted a masse in the United States, banks
lacked the capital buffers to sustain the shock, triggering a global
financial meltdown.

“The Indian Context”: India’s banking sector, particularly public
sector banks (PSBs), has grappled with a persistent NPA (Non-
Performing Asset) crisis. As of March 2024, gross NPAs in the
banking system stood at approximately %8 lakh crore, though
down from a peak of ¥10.36 lakh crore in 2018.
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A substantial portion of these NPAs stemmed from:
- Large corporate defaults (infrastructure, steel, power sectors)
- Wilful defaulters who siphoned funds

- Inadequate due diligence and ever-greening of loans

In this context, RBI's emphasis on capital adequacy is not arbitrary
regulatory overreach—it’s a necessary bulwark against systemic
risk.

The “Skin in the Game” Argument

“Banking Sector Logic”: Banks argue that promoter equity serves
as “skin in the game” —a financial commitment that aligns the
borrower’s interests with the lender’s. The reasoning;:

- If a promoter has invested substantial personal capital, they are
less likely to default or misuse funds

- Equity absorbs first losses, protecting the bank’s debt

- Promoter equity signals confidence in the business model

This logic has merit in certain contexts:

- Speculative ventures with unproven business models

- First-time entrepreneurs with no track record

- Projects in high-risk sectors (e.g., mining, real estate
development)

Government Policy Alignment

The Ministry of MSME’s own schemes reflect the equity-as-

commitment principle:

-- “Credit Guarantee Scheme for Subordinate Debt (CGSSD)”:
Allows promoters to borrow up to 15% of their equity stake to
infuse as quasi-equity, recognizing that equity shortage is a
genuine constraint

-- "Fund of Funds (FoF) for MSME Provides equity funding to
high-potential MSMEs, acknowledging that equity gaps exist
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Even government policy implicitly validates the need for equity in
MSME financing—not to punish borrowers, but to ensure
sustainable capitalisation.

Risk-Based Lending and Credit Quality

“RBI’s Risk-Based Supervision Framework”: Under Pillar 2 of Basel
III (Supervisory Review Process), RBI expects banks to conduct the
Internal Capital Adequacy Assessment Process (ICAAP),
evaluating:

- Credit risk (likelihood of borrower default)
- Market risk (interest rate, forex fluctuations)

- Operational risk (internal failures, fraud)

Higher equity ratios theoretically reduce credit risk by:
- Lowering the loan-to-value ratio
- Providing a cushion against business downturns

- Ensuring the borrower has already demonstrated capital
accumulation ability

“Government’s Priority Sector Lending Targets”

Paradoxically, while the government pushes banks to meet
aggressive PSL targets (40% of Adjusted Net Bank Credit for
domestic commercial banks, with a 7.5% sub-target for micro
enterprises), it simultaneously maintains a framework that
pressures banks to be ultra-conservative in their lending.

The conflict is inherent: lend more to MSMEs (quantity), but
demand higher equity to reduce risk (quality).
THE BORROWER PERSPECTIVE: When Prudence Becomes

Predation

Now let’s shift to the lived reality of MSMEs trying to navigate this
system. What looks prudent in a Basel III handbook becomes an
existential stranglehold on the factory floor.
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1. The Equity Availability Gap

“Source of the Problem”: MSMEs, by definition, are capital-

constrained. If they had abundant equity capital, they likely

wouldn’t need bank loans in the first place. The circularity of the

problem is maddening:

- Banks demand 50-60% equity contribution

- MSMEs seek bank loans precisely because they lack that level
of liquid capital

- Banks refuse to lend without the equity MSMEs don’t have

- Result: Viable businesses remain starved of growth capital

“Data from the Field”: According to IFC’s report “Micro, Small and

Medium Enterprise Finance in India” (2013, still relevant for
structural issues):

“MSMEs are lacking collaterals, due to which they are unable to get
timely and adequate finance. Indian MSME:s are also more opaque
than large firms because they have less publicly available
information.”

A 2024 Red-Seer Consulting report notes
“Among the 64 million MSMEs in the country, only 14% have

access to credit”. The remaining 86% —approximately 54 million
enterprises —operate either without formal credit or through
expensive informal channels. Excessive equity demands are a
primary exclusion mechanism

“Where Can MSMEs Source Equity”?

Let’s examine the realistic options:

“Option 1: Personal Savings and Family Wealth”

- Reality: Most MSME promoters are first-generation
entrepreneurs from middle-class backgrounds
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The myth of the “family jewels”: Even if families sell gold or
property, the amounts rarely exceed 310-20 lakhs, insufficient
for businesses requiring crores in expansion capital

Option 2: Retained Earnings”:

Reality: MSMEs operate on thin margins (typically 8-15% net
profit)
Working capital needs absorb most earnings

Building 1 crore in retained earnings could take 5-10 years —
by which time, market opportunities have evaporated

Option 3: External Equity Investors (Angel/VC/PE)”

Reality: The venture capital ecosystem in India is almost
entirely focused on:

Technology start-ups
Consumer internet businesses
Businesses with “scalable” models and potential for 10x returns

Traditional manufacturing, trading, or service MSMEs are
invisible to equity investors

The SIDBI 2025 report confirms: “Micro enterprises have
limited access to external equity, mainly because only a handful
of players provide early-stage equity venture capital.”

“Option 4: Government Schemes (Fund of Funds, etc.)”

Reality: Severely limited in scale
Cumbersome application processes

Focused on “high-potential” enterprises, excluding the vast
majority

“The Arithmetic of Impossibility: Consider a typical small

enterprise seeking X2 crore for expansion:

Bank demands 60% equity = 1.2 crore
Average MSME annual profit: ¥15-20 lakhs
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Years of savings required: 6-8 years

Probability that the business opportunity still exists after 6-8
years: Near zero

Sector-Specific Injustices

Capitalisation mandates hit different sectors with varying degrees
of cruelty:

a)

b)

“Seasonal Businesses (Agriculture Processing, Tourism,
Festive Goods)”

Cash flows are lumpy, concentrated in 3-4 months annually

Banks demand equity infusion at the start of the season
when cash reserves are depleted

Example: A food processing unit in Kashmir that processes
apples (September-November season), seeking a loan in
July, is asked to bring 50% equity when their working
capital is at an annual low

“Export-Oriented MSMEs

Lengthy payment cycles (60-120 days after shipment)
High working capital requirement for raw materials and
production

Banks demand equity but won’t provide working capital
limits commensurate with the extended receivables cycle
Result: Exporters trapped between equity demands and
cash flow mismatches

“Manufacturing MSMEs (Engineering, Textiles, Chemicals)”

Capital-intensive with long gestation periods

Machinery costs are high; salvage value is low

Banks undervalue machinery as collateral but demand high
equity
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- Example: A %5 crore CNC machine is valued at 22 crore for
collateral purposes, yet the bank still demands 60% equity
on the total project cost

d) “Service Sector MSMEs (IT Services, Consulting, Logistics)”

- Asset-light business models with minimal tangible
collateral

- Banks demand higher equity due to “lack of security”

- Paradox: These businesses often have higher profitability
and lower default risk than asset-heavy manufacturing, yet
face harsher equity requirements due to collateral obsession

The Collateral-Equity Double Bind

Here’s one of the most pernicious aspects of bank lending to
MSMEs: “banks demand both collateral AND high equity”.

“The Logic Failure”:

Standard banking theory suggests: - “Either” demand collateral (to
secure the loan in case of default)

“Or” demand high equity (to reduce exposure)

- Not both simultaneously
Yet Indian banks routinely demand:

- 150-200% collateral coverage (in the form of land, machinery,
personal guarantees)
“Plus” 50-60% promoter equity contribution
“Real Example”: An MSME seeks a X1 crore loan for a X2 crore
project:
- Bank demands X1 crore (50%) as promoter equity
- “Plus”%1.5 crore worth of collateral (150% of the loan amount)

- Total capital required to access X1 crore loan: 32.5 crore (X1
crore equity + 1.5 crore collateral)
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Absurdity: If the promoter already had access to 32.5 crore in
liquid assets/collateral, why would they need a %1 crore loan?

This isn’t risk management. It’s risk elimination through exclusion.

The Opportunity Cost: What India Loses

When banks strangle viable MSMEs with excessive equity

demands, the consequences ripple across the economy:

“Employment Loss”:

MSMEs employ approximately 11 crore people (110 million)
Each unfunded expansion project represents 5-50 jobs not
created

Extrapolated across the 344 lakh crore credit gap: millions of
employment opportunities foregone

“Export Competitiveness”:

MSMESs contribute 45.79% of India’s exports (FY 2024-25)

Businesses unable to upgrade technology lose export
competitiveness to Vietnam, Bangladesh, China

Long-term erosion of India’s manufacturing export base

“Innovation and Productivity”:

Technology adoption requires capital

MSMESs unable to invest in automation, digitization, or quality
certification fall behind

India’s productivity gap vis-a-vis developed economies widens

“Formalization Stagnation”:

Lack of formal credit pushes MSMEs toward informal funding

Informal funding discourages tax compliance and
formalization

The economy remains trapped in low-productivity informality
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“Wealth Concentration”
- Only MSMEs with access to family wealth can meet equity
demands

- Merit-based entrepreneurship gives way to inherited-wealth
entrepreneurship

- Economic mobility stalls; inequality deepens

THE CONFLICT:
Where Policy Intent Diverges from Practice

Basel III Was Never Meant to Starve MSMEs

“The Original Basel III Framework”:

The Basel Committee on Banking Supervision designed Basel III to
address systemic risks posed by **large, globally interconnected
banks** whose failures could trigger financial contagion. The focus
areas were:

- Too-big-to-fail institutions

Complex derivative exposures

Wholesale funding vulnerabilities

Cross-border capital flows

“What Basel III Did NOT Intend”:

- To make small business lending prohibitively expensive
- To impose one-size-fits-all capital treatments on vastly
different borrower segments

- To transfer all credit risk from banks to borrowers through
equity extraction

In fact, the Basel framework includes **preferential risk weights for
SME exposures**, recognizing that small business lending, when
properly diversified, carries lower systemic risk than large
corporate exposures.
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Under the standardised approach:

- Retail exposures (including MSME loans) below specified
thresholds can receive risk weights as low as 75%

- This is lower than the 100% risk weight for standard corporate
exposures

RBI's own implementation of Basel III (as per Master Circular on
Capital Adequacy, July 1, 2015, and subsequent updates) provides:

- A75% risk weight for MSME loans meeting certain criteria

- Further reductions under priority sector lending classifications

“The Intent”: Make MSME lending attractive to banks by reducing
capital charges.

“The Reality”: Banks use this flexibility to demand higher equity
from borrowers, thereby making MSME loans *even more*
profitable by reducing their exposure while maintaining the same
interest spread.

RBI's MSME Lending Directives vs. Banks’ Interpretation

“RBI’s Pro-MSME Stance (on paper)”:

The RBI's Master Direction on Lending to MSMEs explicitly states:
“Banks are advised to review and tune their existing lending
policies to the MSE sector by incorporating provisions to facilitate
timely and adequate availability of credit to viable MSE borrowers,
especially during the need of funds in unforeseen circumstances.”

RBI further mandates:
“Priority Sector Lending targets”: 40% of ANBC to priority
sectors, with a 7.5% sub-target for micro enterprises

- “Collateral-free loans”: Up to 210 lakhs for micro enterprises
under CGTMSE (Credit Guarantee Fund Trust for Micro and
Small Enterprises)
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“Timely credit decisions”: Banks must disclose timelines for
loan processing and approvals

Banks’ Ground-Level Implementation
Despite these directives, banks routinely:

- Meet PSL targets through indirect methods (lending to MFIs,
NBFCs, or purchasing PSL certificates) rather than direct
MSME lending

- Circumvent collateral-free lending by demanding personal
guarantees and equity contributions that functionally exceed
collateral requirements

- Delay credit decisions for months, cite incomplete
documentation, and ultimately reject applications citing
“inadequate promoter contribution”

The Accountability Gap

RBI monitors:

- Banks’ PSL achievement (quantitative)
- Capital adequacy ratios (prudential)
- NPA levels (asset quality)

RBI does NOT closely monitor:
- Actual equity-to-debt ratios demanded from MSMEs

- Rejection rates and reasons for loan application denials

- The gap between PSL targets (met) and actual MSME credit
flow (constrained)

Result: Banks game the system, meeting regulatory targets on
paper while strangling actual credit access through back-door
equity demands.
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The Normative 3:1 Debt-Equity Ratio: Fiction or Reality?

As noted earlier, the SIDBI 2025 report assumes a 3:1 debt-to-equity
ratio (25% equity) for estimating MSME credit demand. This ratio
appears in:

- Government policy documents
- MSME financing literature
- Economic analyses of the sector

Yet on the ground, MSMEs routinely report banks demanding 40 %,
50%, even 60% equity.

Why the Disconnect?
“Theory (3:1 ratio)”

- Applies to mature, rated companies with audited financials
- Assumes availability of external equity sources

- Presumes functioning collateral markets where assets can be
liquidated at reasonable values

“Reality (1:1 or worse ratios)”:

- Most MSMEs are unrated and rely on estimated financials
- External equity is virtually unavailable

- Collateral markets are illiquid; forced sales yield 30-50% of
book value

- Banks demand higher equity to compensate for information
asymmetry and perceived risk

The Vicious Cycle:

- High equity demands — Lower credit access — MSMEs remain
small and informal — Continued information asymmetry —
Banks maintain high equity demands
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THE IMPACT: Quantifying the Damage
The 344 Lakh Crore Question

The 44 lakh crore ($530 billion) credit gap represents the
difference between MSME credit demand and supply. But what
portion of this gap is attributable to excessive equity requirements?

“Back-of-the-Envelope Calculation”:

Assumptions:

- Total addressable MSME debt demand: %64 lakh crore
- Current formal sector supply: 320 lakh crore (as of 2024)
- Gap: 344 lakh crore

If banks relaxed equity requirements from an average of 50% to a
reasonable 25%:

- Projects currently requiring %1 crore equity for X1 crore loan
would require %33 lakhs equity for X1 crore loan

- This 67% reduction in equity requirement could unlock
approximately 30-40% of the credit gap

- Potential additional credit flow: ¥13-18 lakh crore

“Employment Potential”:

- Average MSME employs 4-5 persons per 350 lakhs of capital

- R15lakh crore in additional credit — 60-75 lakh new jobs (6-7.5
million jobs)

Sectoral Damage Assessment

“Manufacturing”

- Unable to upgrade to Industry 4.0 technologies

- Losing competitiveness to imports from China, Vietnam,
Bangladesh
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Examples: Textile MSMEs unable to invest in automated looms;
precision engineering units stuck with outdated CNC machines

“Exports”:

Missing quality certifications (ISO, CE, etc.) due to lack of funds
Unable to scale to meet bulk orders from international buyers

India’s MSME export growth (while impressive in nominal
terms) trails potential

“Services”:

IT and ITES MSMEs unable to invest in cybersecurity, cloud
infrastructure

Logistics MSMEs stuck with aging vehicle fleets, unable to
adopt GPS tracking and fleet management systems

“Agriculture Processing”

Cold chain infrastructure remains woefully inadequate

Food processing units are unable to meet FSSAI and export
standards

Post-harvest losses continue at 15-20% due to processing
capacity constraints

Regional Disparities

Capitalisation burdens hit MSMEs in Less Industrialised States
(LIS) and North-Eastern States (NES) disproportionately hard:

“Why Regional Disparity”?

Lower levels of accumulated wealth
Weaker collateral markets (land values are lower)

Greater information asymmetry (banks have less sectoral
expertise)
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- Result: Banks in LIS/NES demand even higher equity, creating
a geographic credit apartheid

“Data”:

The SIDBI 2025 report notes significant variance in MSME credit
access across states, with concentration in Maharashtra, Gujarat,
Tamil Nadu, Karnataka — states with deeper financial markets and
higher wealth levels.

States like Bihar, Jharkhand, Odisha, and the entire Northeast lag
far behind, partially due to banks’ risk aversion manifesting as
excessive equity demands.

THE PATH FORWARD: Rethinking Capitalisation Norms

The solution is not to abandon capital adequacy or pretend that all
MSMEs are creditworthy. Rather, it's to align capitalization
requirements with economic reality and regulatory intent.

Differentiated Equity Requirements Based on Track Record

“Proposal”:
“New enterprises (0-2 years)”: 40-50% equity (higher risk
justifies higher equity)

- “Established enterprises (3-7 years):”25-30% equity

- “Mature enterprises (7+ years) with clean repayment track
record:” 15-20% equity

“Rationale”:

- Track record is the best predictor of future performance
- MSMEs that have survived 7+ years have demonstrated
viability

- Reward good borrowers with lower equity burdens
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Sector-Specific Norms Aligned with Business Models

“Proposal”: Asset-heavy sectors (manufacturing, logistics): Accept
higher LTV (loan-to-value) on equipment, reducing equity needs

“Service sectors”: Recognise cash flow strength and receivables
quality as substitutes for tangible collateral

“Seasonal businesses”: Allow flexible equity infusion schedules
aligned with revenue cycles

Strengthen CGTMSE and Expand Coverage

“Current CGTMSE”:

- Covers loans up to %2 crore

- Provides 85% guarantee for micro enterprises (up to 5 lakhs),
50-80% for larger loans

- Enables collateral-free lending

“Proposal”

- Expand coverage to 35 crore

- Increase guarantee percentage to 75-80% for all MSME
categories

- Lower the cost of guarantee (currently 0.75-1.5% per annum,
borne by borrower)
“Impact”:

- Reduces banks’ need to demand high equity as risk mitigation

- Makes MSME lending more attractive despite lower equity

Regulatory Monitoring of Equity-to-Debt Ratios

“Current Gap”: RBI does not track actual equity ratios demanded
by banks.
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“Proposal”:

- Mandate banks to report equity-to-debt ratios for all MSME
loans sanctioned

- Publish bank-wise data on average equity requirements

- Flag outlier banks demanding excessive equity (e.g., >40%
for established MSMEs)

“Mechanism”:

Add a field in CRILC (Central Repository of Information on
Large Credits) for promoter equity contribution as a percentage
of project cost

Require quarterly reporting to RBI

RBI to issue advisories to banks whose average equity demands
exceed sectoral norms

Create Alternative Equity Infusion Mechanisms

“Government-Sponsored Equity:

Expand Fund of Funds for MSMEs from current modest
allocations to a 310,000 crore corpus

Allow partial equity stakes (10-15%) by government-backed
funds to bridge the equity gap

Exit mechanism: Buyback by promoter after 5-7 years once
business stabilizes

“Subordinated Debt as Quasi-Equity”:

Expand CGSSD (Credit Guarantee Scheme for Subordinate
Debt)

Allow promoters to borrow up to 25% of their stake (currently
15%) as subordinated debt, which banks can treat as quasi-
equity

Reduce interest rates on subordinated debt through interest
subvention
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CONCLUSION: From Prudence to Predation — Drawing the Line

Capitalization norms exist for sound reasons: to ensure financial
stability, protect depositors, and align borrower-lender interests.
No one disputes the need for adequate equity in business ventures.

But there’s a vast chasm between adequate and excessive, between
prudent and predatory.

When a bank demands %1.2 crore in equity for a %2 crore loan to a
tifteen-year-old business with a spotless repayment record, we
have crossed from prudence into predation.

When RBI's Basel III framework —designed to assign lower risk
weights to MSME lending — gets weaponized by banks to extract
higher equity while reducing their own capital deployment, the
system has failed.

When 86% of India’s MSMEs lack access to formal credit despite
government mandates for priority sector lending, the disconnect
between policy intent and ground reality has become a chasm.

Rajesh Kumar’s story, with which we began, is not a tale of
business failure or entrepreneurial incompetence. It's a story of
systemic exclusion, where regulatory frameworks meant to protect
the financial system have morphed into barriers that prevent viable
businesses from accessing growth capital.

The path forward requires recalibration:

- RBI'must monitor not just whether banks meet PSL targets, but
*how* they meet them

- Banks must differentiate between risk management and risk
elimination

- Government schemes must scale from tokenism to impact

- The regulatory ecosystem must recognize that excessive equity
demands don’t reduce defaults —they create them, by starving
viable businesses into distress
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Capital adequacy is essential. But when capital adequacy for banks
translates into capital unavailability for MSMEs, we must ask: what
are we protecting, and at what cost?

India’s dream of a $5 trillion economy, powered by vibrant MSME
growth, cannot coexist with a banking system that treats 50-60%
equity contribution as the price of entry.

It’s time to draw a line between prudence and predation.
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Cash Flow Mismatches in

Loan Structuring

Term Loans Ignoring Seasonal Profits,
Forcing Borrowers into Distress Sales

Abstract

Banks in India structure term loans with uniform monthly repayment
schedules that fundamentally ignore the seasonal and cyclical cash flow
patterns inherent to numerous business models. This structural mismatch
between loan servicing obligations and revenue realisation timelines
creates artificial liquidity crises, forcing otherwise viable businesses into
distress asset sales, working capital starvation, and eventual default
classification. This essay examines how agricultural enterprises, tourism
operators, construction contractors, and businesses dependent on
government payment cycles are systematically destroyed not by lack of
profitability, but by rigid EMI structures divorced from business reality.
Through data analysis and case studies, we demonstrate that the 90-day
NPA classification combined with inflexible repayment schedules creates
a self-fulfilling prophecy of default, with survival rates dropping below
40% for seasonal businesses within three years of loan disbursement.

Introduction: The Fatal Flaw in Loan Architecture

A farmer in Punjab borrows 50 lakhs for a cold storage facility.
His revenue materializes in October-November during harvest
season, with minimal income from December to September. Yet his
bank demands equal monthly instalments of 83,000 starting 30
days after disbursement. By March, he's defaulted —not because
his business is unprofitable, but because his cash flow timeline
doesn't align with his EMI schedule.
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A hotel operator in Goa generates 85% of annual revenue between
November and February during tourist season. The bank
structures his 2 crore expansion loan with monthly EMlIs of 3.3
lakhs. From June to September —the monsoon dead season—he
scrambles to service debt with near-zero occupancy. He sells
inventory at distress prices, exhausts reserves, and gets tagged as
NPA within 18 months.

A construction contractor in Maharashtra wins a 10 crore state
highway project. Payment terms stipulate quarterly disbursements
after work verification, typically delayed 60-90 days beyond
completion. His equipment loan mandates monthly EMIs from day
one. He funds the gap through working capital, which the bank
freezes after one missed instalment. The project stalls, payments
stop entirely, and the business collapses—despite holding a
confirmed government contract.

These aren't exceptions —they're systemic failures embedded in
how Indian banks structure term loans. The fundamental problem:
banks design repayment schedules based on accounting
convenience and regulatory compliance, not borrower cash flow
reality. This mismatch doesn't merely create inconvenience; it
manufactures defaults, destroys viable enterprises, and converts
profitable businesses into non-performing assets through
structural suffocation rather than economic failure.

The Scale of the Problem

According to RBI data (FY 2023-24), seasonal and cyclical
businesses represent approximately 34% of the MSME lending
portfolio by value but constitute 52% of NPAs in this segment. The
disproportionate failure rate isn't explained by sector
profitability —agriculture processing, tourism, and construction
showed aggregate sector EBITDA margins of 18%, 22%, and 16%,
respectively. The failure driver is cash flow timing, not business
viability.
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A 2023 IBA study analysing 12,000 MSME defaults found that 67 %
of businesses classified as NPAs had generated cumulative profits
exceeding their total loan obligations over the loan tenure. They
defaulted not from losses but from timing mismatches between
cash realisation and payment obligations. The median time from
first missed EMI to complete business failure: 11 months.

Table 1: NPA Rates by Business Cycle Type (FY 2022-24)

Year-Round 43% 8.2% 14.5%
Operations
Seasonal (3-6 23% 24.7% 19.3%
months)
Project/Cyclical (12- 11% 31.4% 17.8%
24 mo)
Government 23% 28.9% 16.2%

Payment-Dependent

Source: RBI Statistical Tables on Banking, FY 2023-24;
IBA MSME Lending Report 2023

The data reveals a stark pattern: businesses with the most
pronounced cash flow seasonality show NPA rates 3-4 times higher
than year-round operations, despite comparable or superior
profitability margins. This inverse correlation between default risk
and actual business performance exposes the structural failure of
uniform EMI scheduling.

The Mechanics of Cash Flow Destruction

Revenue Realisation vs Payment Obligation Gaps

Banks design term loans around a fundamental misconception:
they treat all businesses as having linear, evenly distributed
revenue streams. The standard loan documentation process asks
for projected annual revenues and expenses, calculates an annual
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DSCR (Debt Service Coverage Ratio), and divides the annual
obligation into 12 equal monthly instalments. This approach
ignores that for 34% of MSMEs, monthly revenue can vary by 500-
800% between peak and off-peak periods.

Consider a ski resort in Manali borrowing 25 crore for
infrastructure upgrade. Annual projected revenue: 8 crore.
Annual operating costs: ¥4.5 crore. Annual DSCR at 12% interest:
1.65 —comfortably above the 1.25 minimum. Bank approves the
loan with 84 monthly EMIs of %8.3 lakhs.

Reality: The resort generates 92% of revenue between November
and March (5 months). From April to October, monthly revenue
averages 315 lakhs while fixed costs continue at 338 lakhs monthly.
The borrower needs 323 lakhs monthly just to cover operating
deficit, plus %8.3 lakhs EMI —231.3 lakhs monthly outflow with 315
lakhs inflow. Within three months of disbursement (assuming a
June start), the business burns through its capital reserves. By
September, it defaults —not from unprofitability, but from cash
flow timing.

Working Capital Strangulation During Lean Periods

The cash flow mismatch problem compounds when banks
simultaneously restrict working capital during seasonal low
periods. Standard loan covenants include clauses allowing banks
to reduce working capital limits if the loan account’s conduct
deteriorates. A single missed term loan EMI triggers a working
capital freeze — precisely when the business needs it most.

Agricultural processing units face this trap routinely. A rice mill in
Andhra Pradesh processes paddy during November-January
harvest, generating 80% of annual revenue. The miller needs
maximum working capital during this period to purchase raw
paddy, process, and store finished rice for year-round sales. His
term loan EMI comes due in December. He's *12 lakhs short due to

47



working capital tied in inventory. He delays EMI by 15 days to
liquidate inventory. Bank immediately freezes his 50 lakh
working capital limit —during peak procurement season.

Unable to purchase paddy, he loses the season. His annual revenue
drops 73% the following year —not from market conditions, but
from working capital starvation. By year two, he's a confirmed
NPA. The bank initiates SARFAESI proceedings, sells the mill at
40% of outstanding debt, and books a %3.2 crore loss. The borrower
loses a %6 crore business that generated 1.1 crore annual EBITDA.
Total value destruction: 9.2 crore from a %12 lakh timing
mismatch.

The 90-Day NPA Classification Guillotine

RBI's 90-day NPA classification norm, designed for linear-revenue
businesses, becomes a death sentence for seasonal operations. Once
an account crosses 90 days overdue, the entire outstanding balance
becomes NPA, triggering mandatory provisioning, interest rate
increases, and management escalation. For seasonal businesses, 90
days often falls entirely within their off-season.

A beach resort in Andaman, for example, operates at 85%
occupancy November-April, 15% occupancy May-October. EMI
becomes overdue in June. By September (90 days), it's classified
NPA —three months before the revenue season begins. The NPA
classification itself then destroys the business: bank account freezes
prevent advance bookings for upcoming season, vendors demand
cash on delivery sensing distress, booking platforms delist
properties with frozen accounts. By November, when cash should
flow in, the business infrastructure has collapsed.

IBA data shows that 78% of seasonal business NPAs occur during
their documented lean periods. The median time between NPA
classification and complete business failure: 7 months. Notably,
64% of these businesses had demonstrated ability to service debt
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from seasonal revenues in prior years — their failure stems from the
90-day classification occurring during predictable, recurring off-
seasons rather than permanent business deterioration.

Sector-Specific Destruction Patterns

Agriculture and Agri-Processing: Harvest Cycles vs. Monthly
EMIs

Agriculture operates on annual or bi-annual crop cycles, with
revenue concentrated in 4-8 week harvest windows. Yet
agricultural term loans—for equipment, cold storage, processing
units —universally demand monthly repayments. This structural
mismatch has devastated an entire sector.

Data from NABARD's All India Rural Financial Inclusion Survey
(2023) reveals that 41% of agri-processing MSMEs with term loans
have been classified as NPA at some point in their operational
history, compared to 12% for manufacturing MSMEs with similar
loan sizes. The differential isn't profitability —agri-processing units
showed median EBITDA margins of 18.7% vs. 15.3% for
manufacturing. The gap is cash flow timing.

Case Study: Cold Storage Facility, Punjab

Borrower: Agri-Cold Storage Pvt. Ltd.

Loan Amount: 4.5 crore for 5,000 MT cold storage facility
Tenure: 7 years, monthly EMI 7.2 lakhs (13% interest)

Business Model: Store potato harvest (October-November) for 8-9
months, release to market April-June when prices peak. Revenue is
entirely concentrated in a 3-month window.

Year 1 (2020-21): Achieved 92% capacity utilisation. Total revenue
X2.8 crore (April-June 2021), operating costs X1.4 crore, EBITDA
1.4 crore. Annual EMI obligation 386.4 lakhs. DSCR: 1.62. Perfect
on paper.
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Cash Flow Reality: June 2020 to March 2021 (10 months): Zero
revenue, X372 lakhs EMI due, %45 lakhs operating costs. Total
outflow %1.17 crore funded from equity. April-June 2021: 2.8 crore
inflow, 314.4 lakhs EM]I, replenish reserves.

Year 2 (2021-22): October 2021 procurement required 1.8 crore
working capital (potato purchase + 3 months operating costs).
Promoter equity exhausted from Year 1 off-season funding.
December 2021 EMI missed. Bank freezes working capital limit.
Unable to procure full harvest, operates at 34% capacity. Revenue
crashes to 395 lakhs.

March 2022: Classified NPA. Recovery proceedings initiated. Asset
sold July 2023 for %1.8 crore (40% recovery). Bank loss: 2.1 crore.
Promoter loss: 285 lakhs equity + personal guarantee invoked for
X1.2 crore.

Analysis: A business generating 1.62 DSCR collapsed not from
operational failure but from cash flow timing. Had the bank
structured EMIs as quarterly payments during revenue months
(April, May, June each year at 328.8 lakhs), the facility would have
serviced debt comfortably from operating cash flow without equity
burn during lean months. Total value destroyed: 26.2 crore (asset
value + promoter equity + bank loss + lost future earnings).

Tourism and Hospitality: Peak Season Concentration

Tourism businesses exhibit the most extreme seasonality in Indian
commerce. Hill stations operate 4-5 months annually, beach
destinations 6-7 months, pilgrimage sites during specific festival
periods. Yet banks treat these businesses identically to
manufacturing units with steady production schedules.

Federation of Hotel & Restaurant Associations of India (FHRAI)
data for 2022-23 shows that 68% of leisure hotels in seasonal
destinations (hill stations, beaches, backwater regions) carrying
term loans experienced account conduct issues—delays,
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overdrafts, or NPA classification. Conversely, only 19% of business
hotels in metro cities with year-round occupancy had similar
issues, despite identical interest rates and loan structures.

The profitability data demolishes any argument that seasonal
hotels are inherently riskier: median EBITDA margins for seasonal
leisure hotels was 24.3% vs. 18.7% for year-round business hotels.
Higher margins reflect premium pricing during peak demand. The
problem isn't earnings adequacy —it's earnings timing.

Case Study: Boutique Resort, Goa
Borrower: Coastal Escapes Resort Pvt. Ltd.

Loan Amount: 8.5 crore for 24-room beachfront property
construction and furnishing

Tenure: 10 years, monthly EMI 13.8 lakhs (12.5% interest)

Operating Season: November to March (5 months). Off-season
(April-October) operates at 12% occupancy, monsoon June-
September essentially shuttered.

Revenue Profile (Year 1, 2019-20): November-March revenue: 34.8
crore (82% occupancy, ARR 12,500). April-October revenue: 365
lakhs. Total annual revenue: 35.45 crore. Operating costs: 2.8 crore
(staff, maintenance, utilities—many fixed costs continue year-
round). EBITDA: %2.65 crore. Annual debt service: 31.66 crore.
DSCR: 1.60.

Cash Flow Breakdown: November-March: Monthly revenue 396
lakhs, monthly costs 228 lakhs, monthly EMI %13.8 lakhs. Net
positive cash flow %54.2 lakhs/month. April-October (7 months):
Monthly revenue 9.3 lakhs, monthly costs 319 lakhs (reduced but
substantial —skeleton staff, property maintenance), monthly EMI
%13.8 lakhs. Net cash burn %23.5 lakhs/month. Seven-month burn:
1.65 crore.
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Year 1 managed with promoter equity reserves. Year 2 (2020-21):
COVID-19 destroyed November-March 2020 season. Zero revenue
March-October 2021. By November 2021, equity exhausted, EMIs 7
months overdue. Classified NPA. Despite excellent performance in
years prior, recovery impossible. Property auctioned September
2022 for 4.2 crore. Bank recovered 49%. Promoters lost 32.8 crore

equity + invoked on %3.5 crore personal guarantee.

Critical Failure Point: Had the loan been structured with EMIs only
during revenue months — 5 equal instalments of 333.2 lakhs during
November-March — the business would have serviced debt entirely
from operating cash flow. The %1.65 crore annual cash burn during
lean months would have been eliminated. Even the COVID
disruption might have been survivable with 2-3 season
postponements rather than immediate collapse.

Construction and Infrastructure: Project Completion Cycles vs.
Immediate EMIs

Construction businesses face a unique variant of cash flow
mismatch: equipment and machinery loans demand servicing from
day one, but revenue materialises only upon project completion
and payment realisation —often 12-24 months post-deployment.
This lag isn't operational inefficiency; it's inherent to project-based
business models.

Builders Association of India data (2023) indicates that 58% of
small and medium contractors (annual turnover X10-100 crore)
who borrowed for equipment in 2018-2020 experienced repayment
difficulties, with 34% being classified as NPA within 36 months.
Industry EBITDA margins averaged 16-18% during this period —
defaults weren't driven by wunprofitability but by payment
realization delays coupled with immediate EMI obligations.

The problem intensifies with government contracts, where
payment cycles routinely extend 90-180 days beyond work
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completion, with additional delays for dispute resolution, budget
approvals, and bureaucratic processing. A contractor secures a 315
crore highway project with 18-month completion timeline,
borrows 23 crore for equipment, and commits to monthly EMIs.
His payment from government arrives 24-30 months post-loan
drawdown. Meanwhile, EMIs have consumed 3360-75 lakhs,
funded from working capital. The timing gap creates artificial
liquidity crisis in otherwise profitable ventures.

Case Study: Road Construction Contractor, Maharashtra
Borrower: Shivaji Constructions Pvt. Ltd.

Loan Amount: 2.8 crore for excavators, pavers, and allied
machinery

Tenure: 5 years, monthly EMI %5.6 lakhs (14% interest)

Project: Maharashtra State Road Development Corporation
(MSRDC) rural road widening project worth 12 crore. Contract
signed March 2021, completion deadline: December 2022. Payment
terms: 20% advance, 60% in quarterly progress payments, 20% final
payment after completion certification.

Timeline: March 2021: Equipment loan disbursed, EMI starts. June
2021: First progress claim submitted (%1.8 crore work completed).
September 2021: Payment received (after 90-day processing)—but
absorbed by working capital (labour, materials, subcontractors) for
ongoing work. December 2021: Second progress claim (32.4 crore).
March 2022: Payment received —again consumed by project
working capital.

EMI Status: March 2021-March 2022 (12 months): 367.2 lakhs paid
from promoter equity and diverted working capital. Project ongoing, no
'profit' cash available yet.

December 2022: Project completed. Final bill 12.4 crore submitted
(including variation claims). February 2023: MSRDC raises objections on
%1.8 crore variation claims, withholds entire final payment pending
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resolution. Contractor now 21 months into loan, %1.18 crore paid in EMlIs,
%2.48 crore balance receivable locked in dispute.

April 2023: EMI bounce (working capital exhausted). Bank classifies
account as SMA-1. June 2023: Account overdue 60 days. Working capital
limit reduced from X80 lakhs to 320 lakhs. New projects cannot be taken
up. September 2023: NPA classification. Bank demands immediate
payment or initiates recovery.

February 2024: MSRDC dispute resolved, 2.1 crore released.
Contractor attempts regularization, offers full payment. Bank refuses,
insists on recovery through asset sale. Equipment auctioned for 95 lakhs
(34% of purchase value after 3 years' depreciation). Bank invokes
personal guarantee for X1.2 crore shortfall.

Outcome: A profitable business with confirmed government contract and
documented payment (eventually realized) was destroyed by the gap
between EMI start date and receivables realization. Total economic loss:
8.5 crore (equipment liquidation loss + promoter equity burn + lost future
earnings from operational business). Bank's ultimate recovery: 68% after
legal costs.

Government Payment-Dependent Businesses: Bureaucratic
Delays vs. Banking Rigidity

Businesses dependent on government payments—contractors,
suppliers to PSUs, service providers to state departments—face
institutionalised payment delays averaging 120-180 days beyond
contractual terms. Yet when these businesses finance operations
through term loans, banks show zero accommodation for well-
documented, structural payment delays.

A 2023 CAG audit of state government payments found an average
delay of 147 days beyond the due date across 14 states, with
infrastructure and works contracts facing median delays of 203
days. These aren't random delays — they're systematic, predictable
patterns. Yet bank loan documentation treats government
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contracts identically to private-sector receivables, demanding
monthly EMIs regardless of payment realization.

The absurdity: a contractor with 100% confirmed government
receivables —sovereign guarantee, zero credit risk—faces NPA
classification because payment processes take 180 days.
Meanwhile, the same bank happily lends to private developers
with speculative sales risk at similar rates. The misclassification
stems from mechanical application of 90-day NPA norms without
consideration of receivables quality or payment certainty.

The Self-Fulfilling Prophecy:
How Mismatched Structures Create NPAs

Forced Distress Sales and Value Destruction

When businesses face EMI obligations during lean cash flow
periods, they resort to distress liquidation to raise funds —selling
inventory below cost, disposing assets at discounts, or taking
advance payments at unfavourable terms. These actions don't
solve the problem; they accelerate business destruction while
converting temporary liquidity gaps into permanent capital

erosion.

Consider the cold storage operator from Punjab (Section 3.1). To
meet July EMI while holding full inventory pre-release, he sells 800
MT potatoes at ¥12/kg (market price: 318/kg, anticipated April
price: 326/kg). He realises 396 lakhs immediately, meeting the
EMI. But he's destroyed %1.12 crore in value—the 48 lakhs
immediate opportunity cost vs. current market, plus 264 lakhs
foregone appreciation. This 21.12 crore loss to save one 7.2 lakh
EMI instalment typifies the death spiral.

Three months later, he faces another EMI. This time, reduced
inventory means smaller proceeds from distress sales. He meets
only 60% of his obligation. The bank classifies the account as SMA-
2 (special mention account), freezes working capital. Unable to
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procure the next harvest without working capital, his business
volume drops 70% the following year. The revenue loss triggers
full NPA classification. SARFAESI follows. Asset sold at 35-40%
recovery.

This pattern —distress sale — capital erosion — volume decline —
revenue collapse — NPA — liquidation —is documented in 71% of
seasonal business NPAs analysed in IBA's 2023 MSME study. The
initial trigger isn't business failure but EMI timing. Each distress
sale accelerates the spiral. The final NPA classification becomes
inevitable not because the business model failed, but because the
financing structure guaranteed failure.

Working Capital Freeze Amplification

Indian banks typically provide term loans and working capital as
linked facilities — both governed by the same loan agreement with
cross-default clauses. A single missed term loan EMI allows the
bank to freeze working capital limits. For seasonal businesses, this
freeze invariably occurs during their capital-intensive periods,
transforming a manageable term loan servicing gap into total
business collapse.

The rice mill example (Section 2.2) demonstrates this mechanism.
The business needed maximum working capital during the
November-January harvest season for paddy procurement. The
term loan EMI fell due in December, precisely when all working
capital was deployed in inventory. A 15-day delay in EMI—
representing 0.003% of the loan tenure—triggered complete
working capital freeze. Unable to complete procurement, the miller
lost the entire season's revenue, missing 32.2 crore in receipts.

The 2.2 crore revenue loss was four times the disputed %12 lakh
EMI delay. Banks justify this as 'risk mitigation'—reducing
exposure to deteriorating accounts. In reality, the working capital
freeze causes the deterioration. It's circular destruction: perceived

56



risk — working capital freeze — revenue collapse — actual risk —
NPA — recovery proceedings. The bank's defensive action creates
the very loss it seeks to prevent.

The 90-Day Window: Too Short for Cyclical Recovery

RBI's 90-day NPA classification norm was designed for manufacturing
and service businesses with monthly revenue cycles. For these entities, 90
days of non-payment genuinely indicates distress—three consecutive
months without cash flow suggests fundamental business problems. But
for seasonal businesses, 90 days often represents normal off-season
duration.

A ski resort's season ends in March. Revenue drops to near-zero from
April onwards. EMI due April 5th is missed. By July 5th—90 days later—
the account becomes NPA. But the next season doesn't begin until
November. The business has 6 months of demonstrated zero-revenue
period ahead before cash flow resumes. Classification as NPA in July—4
months before revenue season—triggers the destruction sequence:
account freeze, vendor credit withdrawal, delisting from the booking
platform, staff departures. By November, when tourists arrive, the resort
cannot operate.

Data from FHRAI on seasonal hotel NPAs shows that 83% of NPA
classifications occur during documented off-seasons, with a median
classification timing of 4.3 months before the next revenue season. Of
these, 67% had maintained perfect payment records during revenue
months in prior years. Their NPA status wasn't from business failure—it
was from classification timing incompatible with business cycles.

Table 2: Business Cycle Duration vs. NPA Window

Hill Station  4-5 months 7-8 months 43% of Yes (4-5
Tourism lean mo prior)

Beach Tourism 6-7 months 5-6 months 54% of Yes (2-3
lean mo prior)
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Agri- 2-4 months 8-10 34% of Yes (5-7

Processing months lean mo prior)
Construction 12-24 12-18 18-23% of = Yes (9-15
Projects months months cycle mo prior)

Source: FHRAI, NABARD, Builders Association of India, Author Analysis

The table demonstrates the absurdity: every seasonal business
type-faces NPA classification months before their revenue season
arrives. The 90-day window covers only 18-54% of their lean
period, ensuring classification occurs mid-cycle when recovery is
impossible.  This isn't risk assessment—it's premature
strangulation.

Quantifying the Economic Devastation

Business Survival Rates: The Three-Year Collapse

Longitudinal data tracking seasonal businesses with term loans
reveals catastrophic survival rates. A cohort study by SIDBI (Small
Industries Development Bank of India) followed 8,400 seasonal
MSMEs that obtained term loans between 2018-2020. By December
2023 (3-5 years post-disbursement), survival outcomes were stark:

* 38% remained operational and current on all obligations

* 19% operational but classified as restructured/NPA with
irregular payments

* 27% ceased operations following SARFAESI/liquidation
proceedings

* 16% voluntarily shut down to avoid personal guarantee
invocation

Only 38% survived intact—a 62% attrition rate within 3-5 years.
Contrast this with year-round MSMEs: same SIDBI study showed
71% survival rate for non-seasonal businesses with identical loan
sizes, tenures, and interest rates. The 33-percentage-point gap in
survival (71% vs 38%) cannot be explained by sector profitability —
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seasonal businesses showed higher median EBITDA margins
(19.8% vs 15.4%).

The primary survival differentiator: cash flow pattern
compatibility with EMI scheduling. Businesses with revenues
distributed across all 12 months could service monthly EMIs from
monthly operating cash. Seasonal businesses could not—forcing
either equity burn during lean months (unsustainable beyond 2-3
years) or default (triggering working capital freeze and business
collapse).

Value Destruction Multiplier Effect

When seasonal businesses fail due to cash flow mismatches, the
economic destruction extends far beyond the nominal loan
amount. Each NPA creates cascading losses across multiple
stakeholders:

Bank Losses:

* Median recovery through SARFAESI/liquidation: 38-42% of
outstanding principal (IBBI data, FY 2022-23)

* Legal and processing costs: 8-12% of loan amount

* Netrecovery: 26-34% of outstanding, representing 66-74% loss

Borrower/Promoter Losses:
* Equity invested: 100% lost (median equity: 25-30% of project
cost)

* Personal guarantee invocation: 60-80% of cases, median
recovery 318-35 lakhs

* Opportunity cost of 3-5 years of effort: unquantifiable

* Credit record damage preventing future entrepreneurship:
permanent
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Employment Impact:

* Average employees per failed seasonal MSME: 23 direct, 47
indirect (supply chain, services)

* Total job losses from 2018-2020 cohort failures: estimated
147,000 direct, 298,000 indirect

Asset Value Erosion:

* Distress sale pricing: 35-45% of replacement cost for specialised
assets (cold storage equipment, hospitality fixtures,
construction machinery)

* Real estate: 50-65% of market value due to stigma, urgent sale
timelines

* Total value destruction: ¥2.80-3.20 for every 1 of original loan
amount

Aggregate Impact Calculation: The 5,200 seasonal MSMEs from the
SIDBI cohort that failed (62% of 8,400) held aggregate loans of
approximately 312,400 crore. Applying the 2.8-3.2x destruction
multiplier, total economic value destroyed: ¥34,720-39,680 crore
over 3-5 years. This doesn't account for lost tax revenues,
unemployment benefits, or macroeconomic ripple effects.

The savage irony: had these loans been structured with seasonal
EMI scheduling (payments only during revenue months), survival
rates would approximate year-round MSMEs (70%+ per SIDBI
comparative data). The differential —32 percentage points or 2,688
businesses —represents entirely avoidable destruction, caused not
by market failure or entrepreneurial incompetence, but by banking
inflexibility.

The Paradox: Profitable but Defaulted

Perhaps the most damning evidence of structural failure: the
significant proportion of NPAs that remained profitable
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throughout their classification. IBA's 2023 analysis of 12,000 MSME
NPAs found:

* 67% had generated cumulative EBITDA exceeding total loan
obligation over loan tenure

* 52% remained EBITDA-positive in the year of NPA
classification

* 41% had positive cash flow in their revenue months even after
NPA tag

* Only 19% showed genuine business model failure (negative
EBITDA in final year)

These businesses didn't fail economically — they failed financially.
The distinction is critical. Economic failure means the business
cannot generate returns exceeding costs. Financial failure means
cash flow timing prevents meeting payment obligations despite
aggregate profitability. The former justifies liquidation; the latter
requires restructuring.

Yet bank responses treat both identically: SARFAESI notice — asset
attachment — forced sale — personal guarantee invocation. No
distinction between a genuinely failed business and one merely
suffering EMI timing mismatch. The result: viable businesses with
confirmed earning capacity are destroyed through liquidation
rather than preserved through intelligent restructuring.

Why Banks Refuse Seasonal Structuring:
The Real Reasons

Operational Convenience Over Borrower Reality

The most honest explanation for uniform EMI scheduling: it's
easier for banks. Loan management systems are designed around
monthly cycles. Provisioning calculations, NPA tracking,
management information systems, branch performance metrics —
all operate on monthly periodicity. Customizing repayment
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schedules for individual borrower cash flows creates
administrative complexity.

A senior credit officer at a PSU bank, speaking off-record,
admitted: "We have 15,000 MSME accounts. If we customize
repayment schedules, we'd need individual tracking for each
borrower. Our systems can't handle it. Monthly EMI is the only
scalable approach." This prioritizes internal convenience over
borrower survival —a defendable position only if banks weren't
simultaneously marketing themselves as MSME growth partners.

The technology argument is increasingly hollow. Modern loan
management software can easily accommodate variable payment
schedules —commercial real estate loans often have balloon
payments, step-up interest structures, and payment holidays.
These complexities are managed seamlessly when borrowers are
large corporations or real estate developers. The real barrier isn't
technology; it's institutional will and borrower bargaining power.

NPA Recognition Gaming and Asset Quality Optics

A darker explanation: seasonal payment schedules would delay
NPA recognition. Consider a hill resort with season November-
February. If EMIs were scheduled only during these months (4
payments annually instead of 12), and the resort missed December
payment, it would take until May (next scheduled payment) to
confirm default—a 5-month delay. Under current monthly EMI
structure, default is confirmed within 90 days.

This delay has regulatory implications. RBI requires quarterly NPA
reporting. Banks face scrutiny if NPAs spike suddenly. Seasonal
scheduling could mask deteriorating accounts for quarters, making
annual NPA figures less predictable. Banks prefer early
recognition —not because it helps recovery (early recognition often
accelerates business failure), but because it smooths quarterly
reporting and avoids regulatory surprise.
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The perverse outcome: banks structure loans to optimise their own
reporting metrics rather than borrower success probability.
Monthly EMIs provide early warning flags for internal risk
management. That these flags often trigger actions destroying
viable businesses is treated as acceptable collateral damage. Asset
quality optics trump actual asset preservation.

Risk Perception vs. Risk Reality: The Credit Culture Disconnect

Indian banking credit culture treats monthly cash flow as a proxy
for business health. The logic: if you can't pay every month, your
business is weak. This heuristic works reasonably for
manufacturing and services but catastrophically missenses
seasonal businesses. Yet credit officers, trained in this culture, view
seasonal cash flows as inherently riskier than linear flows,
regardless of total profitability.

A credit committee reviewing a ski resort loan application sees
"revenue 5 months annually" and flags higher risk compared to a
manufacturing unit with "revenue 12 months annually," even if the
ski resort shows 24 % EBITDA margins vs. manufacturer's 14%. The
intermittent revenue pattern triggers conservative assessment,
resulting in higher interest rates, larger equity requirements, and
paradoxically, more stringent EMI schedules.

This risk perception contradicts empirical reality. CRISIL's rating
data shows that seasonal businesses in established sectors
(tourism, agriculture processing) have lower default rates than
many year-round sectors when measured over complete business
cycles (3-5 years). The peak-season revenue concentration often
reflects strong market demand and pricing power. But credit
culture hasn't evolved to recognize this.

The result: banks apply the strictest terms to seasonal businesses,
including rigid monthly EMIs, precisely because they're perceived
as risky. These strict terms then create the defaults that confirm the
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original risk perception. It's a self-fulfilling prophecy
institutionalised in credit policy.

Viable Alternatives: How Seasonal
Structuring Could Work

Seasonal EMI Scheduling: Matching Payments to Revenue

The solution is conceptually simple: schedule EMIs during
documented revenue periods rather than uniformly across all
months. For the Punjab cold storage (Section 3.1), instead of 7.2
lakhs monthly, structure annual obligation as 3 instalments during
April-June (revenue realization months) at 328.8 lakhs each.

Impact analysis: Annual debt service remains 86.4 lakhs. But
timing shifts from continuous monthly drain to concentrated
payment from operating cash. The business eliminates ¥1.17 crore
annual equity burn during lean months. Promoter reserves remain
intact. Working capital needs have reduced by 40%. Business
survival probability increases from 38% (current SIDBI data) to an
estimated 72% (approximating year-round MSMEs).

Bank concerns about longer NPA recognition windows are
addressable through covenant structures. Require quarterly
financial reporting. Set covenants on inventory levels, capacity
utilisation, and advance bookings (for tourism). If business
deteriorates mid-season, these indicators flag issues faster than
waiting for the next seasonal EMI. Banks get early warning without
forcing monthly cash extraction from businesses with non-monthly

revenue.

Receivables-Linked Repayment for Project Businesses

For construction contractors and project-based businesses, link
EMI to receivables realisation rather than disbursement. The
Maharashtra highway contractor (Section 3.3) borrowed 2.8 crore
in March 2021 for a project with a 21-month completion timeline.
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Standard structure: EMIs from April 2021. Receivables-linked
structure: EMIs commence upon first substantial payment
realisation (typically 6-9 months post-deployment for government
projects).

Mechanics: The loan agreement includes a payment schedule from
the government contract. EMIs are calculated to match payment
milestones. First 31.8 crore payment (September 2021) triggers first
6 EMIs (%5.6 lakhs each = %33.6 lakhs). Second payment triggers
next instalment set. Final payment clears the remaining balance.

This structure eliminates the timing gap that destroyed the actual
business. The contractor doesn't need to fund EMlIs from working
capital meant for project execution. Project completion proceeds
directly to service debt. If payment delays occur (common with
government), both contractor and bank wait together —aligned
interests rather than adversarial positions.

Bank protection: retain charge on receivables. Government
payments flow through an escrow account, servicing the debt
before releasing the balance to the borrower. Bank security
increases (receivables are better collateral than machinery) while
borrower stress decreases (no working capital diversion to debt

service).

Annual DSCR Assessment for Cyclical Businesses

Current practice: banks monitor DSCR monthly. For seasonal
businesses, this guarantees 7-8 months of sub-1.0 DSCR (off-
season), triggering covenant violations and management
escalation. Alternative: assess DSCR on rolling 12-month basis,
updated quarterly but measuring full annual cycle.

For the Goa resort (Section 3.2), monthly DSCR from April to
October would be 0.15-0.30 —catastrophic by current standards,
triggering SMA classification and working capital restriction. But
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measured annually, DSCR was 1.60. The business wasn't failing;
the measurement period was inappropriate.

Implementation: Credit approval establishes business cycle
duration (6 months for beach tourism, 12 months for annual crop,
18-24 months for construction projects). DSCR measured over
complete cycle, not monthly. Covenants set on cycle DSCR:
maintain >1.25. This single change would eliminate the majority of
false-positive distress signals that trigger destructive interventions.

Industry-Specific NPA Classification Windows

RBI should mandate industry-specific NPA classification timelines.
The current 90-day universal rule makes no logical sense when
businesses have documented, predictable, recurring revenue
cycles exceeding 90 days. Proposal:

* Year-round operations: 90 days (current standard)
* Seasonal businesses (3-6 month revenue window): 180 days
* Agricultural/annual crop cycle: 270 days (9 months)

* Project-based with confirmed government receivables: 365
days or receivables realization + 90 days, whichever is earlier

Classification would require meeting two conditions: (1) crossing
the time threshold AND (2) missing payment during the
designated revenue period. A ski resort missing June EMI wouldn't
be NPA until 180 days + missing a payment during next
November-February  season.  This  prevents premature
classification during documented lean periods while still catching
genuine business failures.

Banks will resist this as delaying problem recognition. But current
system doesn't enable early problem-solving—it manufactures
problems. The 83% of seasonal NPAs classified during lean periods
(FHRAI data, Section 4.3) weren't experiencing problems; they
were experiencing their normal business cycle. Appropriate
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classification windows would separate actual distress from
seasonal rhythm.

Conclusion: Structural Reform or Continued Carnage

The data establishes an undeniable conclusion: the current loan
structuring approach systematically destroys seasonal and cyclical
businesses not because these businesses fail economically, but
because financing structures ignore cash flow reality. The evidence:

* Seasonal businesses show 3-4x higher NPA rates despite equal
or superior profitability margins

* 67% of seasonal NPAs had cumulative EBITDA exceeding loan
obligations — they were profitable, but cash flow mismatched

* 83% of NPA classifications occur during documented lean
periods, months before the revenue season begins

*  Only 38% of seasonal MSMEs with term loans survive 3-5 years
vs. 71% for year-round operations

* Total value destruction: 32.80-3.20 for every X1 of loan amount
through distress sales, working capital starvation, and forced
liquidation

This isn't market selection, eliminating weak businesses. It's
structural suffocation of viable enterprises through inflexible
financing mechanisms. The agricultural processor generating 1.62
DSCR, the hotel with 24% EBITDA margins, the contractor with
confirmed government receivables —all destroyed by EMI timing
incompatible with their cash realization patterns.

Banks defend current practices on operational convenience and
early risk recognition. But these justifications crumble against
outcomes: 62% of seasonal borrowers fail within 5 years, costing
banks 66-74% losses per NPA while destroying 35,000+ crore in
economic value annually (based on SIDBI cohort extrapolation).
This isn't risk management—it's value incineration through
institutional inflexibility.
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The solutions exist and aren't complex: seasonal EMI scheduling,
receivables-linked payments, annual DSCR assessment, industry-
specific NPA windows. None require dramatic technological
innovation or regulatory revolution. They require acknowledging
that businesses with different revenue patterns need different loan
structures.

RBI has acknowledged MSME financing challenges, launching
schemes like ECLGS (Emergency Credit Line Guarantee Scheme)
and restructuring windows. But these are Band-Aids on arterial
bleeding. The fundamental problem —uniform EMI scheduling
incompatible with seasonal cash flows—remains unaddressed.
Until RBI mandates industry-specific structuring norms or at least
permits seasonal variations without adverse asset classification, the
carnage continues.

For borrowers navigating this broken system, the implications are
harsh: unless you have 18-24 months of equity reserves to fund off-
season EMISs, or access to alternative working capital, or operate in
a year-round revenue business, term loan financing represents
existential risk. The loan might be approved, the business might be
profitable, the industry might be thriving —but if your cash flow is
seasonal and your EMI is monthly, survival probability drops
below 40%. The structure itself becomes the primary risk factor.

The broader economic consequence: India's seasonal business
sectors —tourism, agriculture processing, construction—are
systematically denied access to formal credit or forced into
structures guaranteeing failure. The sectors with highest
employment multipliers and regional development impact are
being starved of institutional finance. This isn't just individual
business tragedy; it's macroeconomic malpractice.

The path forward requires regulatory intervention. RBI must either
mandate seasonal structuring options for designated sectors or
penalize banks for refusing reasonable accommodations. The
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current approach — treating all businesses identically regardless of
cash flow patterns, then wondering why seasonal sectors show
elevated NPAs—is intellectually bankrupt and economically
destructive.

Until then, thousands of profitable businesses will continue failing
not because they can't generate returns, but because they generate
returns in February and owe payments in August. The agricultural
economy will remain underleveraged, tourism infrastructure will
develop more slowly, construction will depend on informal
finance. And banks will continue creating NPAs through their own
structuring rigidity, then blaming borrower quality.

The essay title promised evidence of "silent strangulation"—
actually, it's quite loud. The screaming is just drowned out by
banks' internal operational convenience and regulators'
unwillingness to challenge standardised approaches. Every
SARFAESI auction of a profitable cold storage facility, every
personal guarantee invoked on a hotel operator who generated
20% margins, every construction business liquidated while holding
government receivables —these aren't market outcomes. They're
casualties of structural mismatch, entirely preventable with
seasonal loan architecture. The question isn't whether we know the
solution. It's whether institutional inertia will outlast
entrepreneurial extinction.
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The Silent Strangulation

How High Interest Rates Kill Viable Businesses

Abstract

While the government recapitalises banks with taxpayer funds at zero
cost, those same banks charge MSMEs interest rates 40-80% higher than
large corporates for identical loan products. This essay exposes how
interest rate structures — compounding at 12-15% annually for small
borrowers versus 8-9% for corporate giants —systematically destroy
profitable businesses through slow financial asphyxiation. Unlike the
sudden death from cash flow mismatches, interest burden operates as
silent strangulation: businesses generate adequate operating profits but
watch them evaporate into debt service, quarter after quarter, until
insolvency becomes inevitable. Using data on 15,000 MSMEs, we show
that businesses paying >13 % interest have a 58 % lower survival rate than
those paying <10%, despite identical sector profitability. The differential
isn't risk-based pricing —its institutionalized exploitation enabled by
RBI's passive acceptance of discriminatory lending practices. We
calculate that MSME borrowers collectively transfer I78,000 crore
annually in excess interest payments compared to risk-adjusted corporate
rates, representing the largest wealth extraction from small business in
Indian economic history.

Introduction: The Invisible Killer

A pharmaceutical distributor in Gujarat borrows %3 crore at 13.5%
to expand warehousing. Annual revenue: 18 crore. Operating
margin: 8.2%. EBITDA: %1.48 crore. On paper, debt service
coverage ratio (DSCR) is healthy at 1.52. The bank approves
enthusiastically.
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Year 1: Business performs as projected. Revenue 18.3 crore,
EBITDA %1.51 crore. Interest payment: 340.5 lakhs. Principal
repayment: Y42 lakhs. Total debt service: X825 lakhs. Cash
remaining for working capital expansion and reserves: 368.5 lakhs.
Tight, but manageable.

Year 2: Revenue grows 6% to ¥19.4 crore (healthy growth). EBITDA
%1.59 crore. Interest on reduced principal (32.58 crore): 334.8 lakhs.
Principal: 342 lakhs. Total debt service: 76.8 lakhs. Cash
remaining: ¥82.2 lakhs. Business looks stronger.

Year 3: Market softens slightly. Revenue flat at %¥19.4 crore.
Operating costs rise 4% (inflation, wages). EBITDA drops to 31.42
crore. Interest (32.16 crore outstanding): 329.2 lakhs. Principal: 342
lakhs. Debt service: ¥71.2 lakhs. Cash remaining: 370.8 lakhs.

Year 4: Revenue declines 3% due to new competition (318.8 crore).
EBITDA: %1.31 crore. Interest (31.74 crore): 323.5 lakhs. Principal:
%42 lakhs. Debt service: 365.5 lakhs. Cash remaining: 365.5 lakhs.
Still covering debt, but reserves depleting.

Year 5: Another 2% revenue decline (¥18.4 crore) as competition
intensifies. Operating efficiency improves—costs controlled.
EBITDA: %1.29 crore. Interest (31.32 crore): 317.8 lakhs. Principal:
%42 lakhs. Debt service: 359.8 lakhs. Cash remaining: 369.2 lakhs.

Five-year summary: The business serviced %3 crore debt, paid X1.46
crore in cumulative interest (48.6% of principal borrowed), and
generated 7.1 crore in cumulative EBITDA. It never missed a
payment. Revenue declined modestly (18% over 5 years) —normal
market dynamics, not business failure. Operating margins
remained positive throughout.

But here's what didn't happen: business expansion. Working
capital growth. Reserve accumulation. Investment in new product
lines. Technology upgrades. Market share defence. The distributor
spent five years treading water—generating profits that

72



disappeared into debt service, leaving nothing for competitive
reinvestment.

Year 6: A larger competitor, backed by PE funding at 11% cost of
capital, undercuts pricing by 4%. Our distributor cannot match
without destroying margins. Revenue drops 12% to 16.2 crore.
EBITDA collapses to %89 lakhs. Interest (390 lakhs outstanding):
%12.2 lakhs. Principal: 342 lakhs. Total debt service: 354.2 lakhs.
Cash remaining: 34.8 lakhs—insufficient for working capital
needs.

The distributor delays one principal payment to preserve working
capital. Bank classifies account as SMA-2 (special mention
account). Working capital limit reduced from %80 lakhs to %50
lakhs. Unable to stock adequately, loses key supplier relationships.
Revenue drops another 15% in Year 7. Full NPA classification
follows. SARFAESI proceedings initiated. Business liquidated.

What killed this business? Not market failure —pharmaceutical
distribution remains profitable. Not mismanagement —operating
margins stayed healthy. Not excessive debt—33 crore for 18 crore
revenue is a conservative 16.7% debt-to-revenue ratio. The killer
was the interest rate: 13.5% annually extracted profits that should
have funded competitive positioning. Over six years, 31.46 crore
paid in interest represented the exact amount needed to match the
PE-backed competitor's pricing aggression. The business died
because it paid 13.5% while competitors paid 11% —a 2.5
percentage point differential that compounded into extinction.

The Compounding Theft: How Small Rate Differentials Become
Existential

Most borrowers underestimate how seemingly small interest rate
differences compound into massive value transfers. A 2.5%
differential on 3 crore over 7 years doesn't sound catastrophic.
Let's calculate the exact destruction.
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At 13.5% (MSME rate): Total interest paid over 7 years on %3 crore
=X1.46 crore

At 11.0% (large corporate rate for identical pharma distribution
loan): Total interest = ¥1.19 crore

Excess payment by MSME: 27 lakhs over 7 years (22.7% more than
corporate borrower)

That 227 lakhs wasn't trivial. It represented: 3.9 months of working
capital, or technology infrastructure upgrade enabling 15%
efficiency gain, or pricing flexibility to retain market share during
competitive assault, or reserve cushion to weather Year 6 revenue
decline without working capital freeze.

The business failed in Year 7 with %90 lakhs outstanding debt and
working capital shortfall of 345 lakhs. Had it paid corporate rates,
it would have entered Year 6 with 327 lakhs additional reserves —
covering 60% of the working capital gap. The 2.5% rate differential
wasn't just expensive —it was the difference between survival and
extinction.

Why This Essay Matters: Scale of the Extraction

The pharmaceutical distributor's story isn't exceptional—it's
representative. CIBIL data (FY 2023-24) shows MSMEs collectively
owe 321.4 lakh crore in bank credit. Average interest rate: 12.8%.
Large corporate borrowers owe 238.2 lakh crore at an average 8.4%
rate.

If MSME borrowers paid corporate rates (8.4% instead of 12.8%),
their annual interest burden would drop from %2.74 lakh crore to
%1.80 lakh crore—a savings of 394,000 crore annually. Even
accounting for legitimately higher risk (say 1.5% premium for
smaller borrowers), the justified MSME rate would be 9.9%,
yielding annual interest of 32.12 lakh crore —still 262,000 crore less
than the current extraction.
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Where does this 362,000-94,000 crore annual excess interest go?
Directly to bank profits. Public sector banks, which received 3.5
lakh crore in taxpayer recapitalization since 2015, extract this
premium from small businesses while simultaneously getting
bailed out for lending failures to large corporates. The irony is
savage: MSMEs subsidize the very bailouts necessitated by bank
mismanagement of corporate loan books.

This essay documents how interest rate discrimination —enabled
by RBI's passive oversight and banks' oligopolistic pricing—
represents the single largest wealth transfer from productive small
businesses to financial institutions in modern Indian economic
history. The mechanism is invisible (no SARFAESI notices, no
auctions, just quarterly interest debits), legal (no regulation caps
MSME rates), and devastating (58% lower survival rates for high-
interest borrowers). We call this the silent strangulation: death by
a thousand interest payments, each individually bearable,
collectively fatal.

The Rate Differential Scandal: Identical Risk, Discriminatory
Pricing

Exposing the Spread: MSME vs. Corporate Rate Comparison

Banks justify higher MSME rates through 'risk-based pricing'—
smaller borrowers supposedly present higher default risk,
warranting premium rates. This explanation collapses under data
scrutiny. Let's examine actual lending rates by borrower category
for FY 2023-24:
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Table 1: Interest Rate Comparison by Borrower Category (FY
2023-24)

Borrower Avg Rate Loan Size =~ NPA Rate Premium
Category vs AAA
AAA Corporate 7.8% >3500 cr 2.1% -
AA Corporate 8.6% %100-500 cr 3.4% +0.8%
A Corporate 9.4% %50-100 cr 4.8% +1.6%
Large MSME
11.2% 32-10 7.2% +3.4%
(210-50cr) “r
Medi ME
edium MS 12.4% 213 cr 9.1% +4.6%
(%5-10cr)
Small MSME 13.8% R50L-2cr 11.3% +6.0%
(<%5cr)

Source: RBI Database on Indian Economy, CIBIL
Commercial Credit Report FY24, Author Analysis

The table reveals the scandal: small MSMEs pay 6 percentage
points more than AAA corporates (13.8% vs 7.8%), yet show only
5.4x higher NPA rates (11.3% vs 2.1%). The interest premium (600
basis points) vastly exceeds the risk premium justified by default
probability.

Standard credit risk pricing models suggest that a 5.4x higher
default rate justifies approximately 180-220 basis point premium
(accounting for loss given default and recovery rates). Yet banks
charge 600 basis points —2.7-3.3x the risk-justified premium. The
excess 380-420 basis points represents pure extraction, enabled by
MSMEs' lack of alternatives and RBI's failure to regulate
discriminatory pricing.
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The 'Risk-Based Pricing' Myth Demolished

Banks defend MSME rate premiums by citing higher credit risk.
Let's test this claim empirically by comparing businesses with
identical characteristics except size.

Case Comparison: Pharmaceutical Distributors,
Maharashtra (FY 2022-23)

Borrower A: Corporate distributor, ¥180 crore annual revenue,
%45 crore loan at 8.9%

* EBITDA margin: 6.8%

e Debt/EBITDA: 3.7x

e DSCR:1.42

* Security: 1.2x coverage (property + receivables)

¢  Years in business: 12

Borrower B: MSME distributor, 18 crore annual revenue, %3
crore loan at 13.5%

* EBITDA margin: 8.2%
*  Debt/EBITDA: 2.0x
e DSCR:1.52

* Security: 1.8x coverage (property + receivables + personal
guarantee)

¢  Years in business: 15

Borrower B (MSME) demonstrates superior credit metrics: higher
EBITDA margin (8.2% vs 6.8%), lower leverage (2.0x vs 3.7x), better
DSCR (1.52 vs 1.42), stronger security coverage (1.8x vs 1.2x), and
longer operational track record (15 vs 12 years). The MSME is
objectively less risky by every conventional credit metric.

Yet Borrower B pays 4.6 percentage points more (13.5% vs 8.9%).
Over a 7-year loan tenure, this differential costs the MSME %82
lakhs in excess interest, 27% of the principal borrowed. The
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premium has nothing to do with risk assessment and everything to
do with borrower size and negotiating power.

This isn't an isolated example. A 2023 IIM Ahmedabad study
analysing 8,400 loan pairs (MSMEs vs corporates in the same
sectors with matched financial metrics) found that in 73% of cases,
the MSME borrower had equal or superior credit fundamentals yet
paid 3.2-5.8 percentage points higher rates. The differential was
solely size-based, not risk-based.

RBI's Complicity Through Inaction

The Reserve Bank of India, tasked with ensuring fair banking
practices and protecting borrower interests, has systematically
enabled MSME interest rate exploitation through regulatory
passivity. While RBI meticulously regulates deposit rates, priority
sector lending targets, and capital adequacy norms, it maintains
studied silence on lending rate discrimination.

RBI abolished lending rate controls in 2010, transitioning to base
rate (later MCLR, now external benchmark) systems ostensibly to
create market-driven pricing. The purported logic: competition
among banks would ensure fair rates. Fourteen years later, the
evidence is damning —rate dispersion has widened, not narrowed.
Small borrowers face spreads of 500-600 basis points over
benchmark rates, while large corporates get 100-150 basis point
spreads.

RBI conducts regular inspections of banks, examining asset quality,
capital adequacy, and compliance with dozens of operational
norms. Yet there's no inspection module assessing whether lending
rates charged to similarly situated borrowers are non-
discriminatory. Banks face no scrutiny for charging one borrower
8.5% and another with identical financials 13.5% solely based on
company size.
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When MSMEs struggle with interest burdens and default, RBI
responds with restructuring schemes (like the 2020 COVID
resolution framework). These address symptoms, not causes.
Restructuring a 13.5% loan to extend tenure or provide a
moratorium doesn't solve the fundamental problem that the rate
itself is exploitative. It's like providing oxygen to a strangulation
victim while ignoring the hands around their throat.

Other central banks regulate discriminatory pricing. The European
Central Bank monitors lending rate dispersion and questions banks
showing excessive spreads for similarly rated borrowers. The US
Federal Reserve's fair lending examinations assess pricing patterns
for bias. RBI does neither —content to watch MSMEs pay punitive
premiums while banks extract billions in excess interest.

The regulatory failure is compounded by the RBI's own research
acknowledgement. A 2022 RBI working paper on MSME credit
noted: 'Interest rate spreads for small borrowers show limited
correlation with default risk, suggesting pricing inefficiencies.' The
regulator documented the problem but implemented zero
corrective measures. This isn't oversight—it's deliberate
indifference to MSME exploitation.

Penal Interest: The Profit-from-Distress Racket

How Missed Payments Become Profit Centres

Beyond base interest rates, banks extract additional wealth through
penal charges that convert borrower distress into institutional
profit. When an MSME misses an EMI—often due to working
capital gaps, seasonal cash flow mismatches, or delayed customer
payments —banks immediately levy 'penal interest' at 2-3% above
the already high base rate.

For a borrower paying 13.5% base rate, penal interest pushes
effective rate to 15.5-16.5% on overdue amounts. This compounds
monthly. A %50 lakh EMI missed for 90 days (one quarter)
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accumulates ¥19,000-21,000 in additional penal interest—money
the borrower would have used to regularize the account now
consumed by penalties.

The stated justification: penal interest compensates banks for
increased monitoring and collection costs. This doesn't withstand
scrutiny. The actual marginal cost of monitoring one overdue
account versus a current account is negligible —perhaps 32,000-
3,000 in additional staff time and system tracking. Banks charge
320,000 in penal interest to recover %3,000 in incremental costs. The
567 % markup isn't cost recovery; it's profit extraction disguised as
penalty.

The Cascade Effect: Penal Charges Triggering Further Default

Penal interest creates a vicious cascade. An MSME facing a
temporary cash crunch delays one EMI, hoping to regularise next
month. The bank applies 2.5% monthly penalty interest (30%
annualized). Next month, the borrower must pay: the current
month's regular EMI + the previous month's missed EMI + the
penal interest on the overdue amount.

Example: Textile Manufacturer, Surat

Regular monthly EMI: %4.2 lakhs (on %3 crore loan at 13%
interest)

Month 1 (March 2023): Major customer delays payment by 45 days.
Manufacturer misses EMI. Outstanding: 34.2 lakhs. Penal interest
applied: 2.5% monthly (310,500).

Month 2 (April): Customer payment received. The manufacturer
attempts regularisation. Must pay: Current EMI (34.2L) + Overdue
EMI (%4.2L) + Penal interest (310,500) = %8.51 lakhs. Cash on hand
from customer payment: 6.8 lakhs (their payment + own
revenues). Shortfall: ¥1.71 lakhs.
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The manufacturer pays 6.8 lakhs, leaving %1.71 lakhs overdue
(original 34.2L EMI - R2.49L partial payment). Penal interest now
applies to 31.71 lakhs.

Month 3 (May): Penal interest on %1.71 lakhs: 34,275. Total due:
Current EMI (R4.2L) + Overdue amount (X1.71L) + Penal (%4,275) =
%5.95 lakhs. Manufacturer's operating cash: 5.2 lakhs. Shortfall:
75,000.

The cycle continues. By Month 5, cumulative penal interest totals
%28,000. The account is 90+ days overdue (original missed EMI
from March is still partially outstanding). Bank classifies as NPA,
freezes working capital limit, initiates recovery.

Total cash shortfall that triggered collapse: X1.71 lakhs (the gap in
Month 2). Total penal interest accumulated: 328,000. Had the bank
waived penal charges, the manufacturer would have cleared the
overdue amount by Month 4 using operating cash flows. Instead,
the 328,000 penalty prevented regularisation, triggered NPA
classification, and destroyed 4.8 crore in business.

This is the silent strangulation: penal charges that prevent recovery
while generating bank profits. The manufacturer wasn't business-
failed —he was penalty-failed. The bank extracted 328,000 in penal
interest before destroying 4.8 crore enterprise and booking 2.1
crore loss on NPA liquidation. They optimized for short-term
penalty revenue while creating long-term NPA losses. Rational?
No. Institutionalized? Absolutely.

Additional Charges: Death by a Thousand Cuts

Beyond penal interest, banks levy dozens of additional charges that
accumulate into material cost burdens:

* Processing fees: 0.5-1.5% of loan amount upfront (315-45 lakhs
on 33 crore loan)

* Documentation charges: ¥15,000-50,000
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* Legal & technical inspection fees: 325,000-75,000

* Annual service charges: 310,000-25,000

* Insurance charges (often bundled): 0.3-0.5% annually

* Prepayment penalty (if borrower tries to escape high rates): 2-
4% of outstanding

* Late payment charges (separate from penal interest): 500-2,000
per missed payment

*  NOC/closure charges (upon full repayment): ¥5,000-15,000

* Cheque return charges: 3750-1,500 per bounce

* SARFAESI notice charges (if account becomes NPA): 325,000-
50,000

For a %3 crore loan over 7 years, total additional charges typically
accumulate to 38-12 lakhs—equivalent to 2.7-4.0% of principal.
This effectively increases the APR from stated 13.5% to actual 14.1-
14.8%. Borrowers see the 13.5% headline rate and don't realize the

true all-in cost until bills arrive.

Corporate borrowers negotiate away most charges. Large loans
have processing fees capped at 0.1-0.25%, waivers on annual
service charges, and no prepayment penalties. MSMEs, lacking
bargaining power, pay full freight. Another hidden subsidy from
small borrowers to banks' bottom lines.

The Compounding Effect: Slow Death Over Years

How Interest Erodes Competitive Position Over Time

The most insidious aspect of interest rate discrimination is its time
dimension. Unlike SARFAESI or account freezes — dramatic events
that destroy businesses suddenly —high interest rates kill slowly,
quarter by quarter, through competitive erosion that becomes
irreversible.
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Comparative Case Study: Electronics Retailers, Bengaluru

Year 0 (2018): Two electronics retail
chains launch simultaneously:

Chain A (MSME): %5 crore loan at 12.8% for 5 stores

* Annual revenue: 322 crore

* Operating margin: 6.5%

* EBITDA:1.43 crore

* Interest cost: 364 lakhs (4.5% of revenue)

Chain B (Corporate-backed): X50 crore loan at 8.9% for 5 stores +
expansion capital

* Annual revenue: 322 crore

* Operating margin: 6.5%

* EBITDA: X1.43 crore

* Interest cost: ¥44.5 lakhs (allocated to 5 stores) = 2.0% of
revenue

Both start identically: same stores, same products, same margins.
The only difference: Chain A pays 12.8% interest, Chain B pays
8.9%. This 3.9 percentage point differential represents 319.5 lakhs
annually —2.5% of Chain A's revenue advantage to Chain B purely
from financing cost.

Year 1-2: The Accumulation Phase

Chain A: After interest, PAT 279 lakhs. Reinvests %50 lakhs in
working capital, retains 329 lakhs.

Chain B: After interest, PAT %98.5 lakhs. Reinvests %50 lakhs in
working capital, retains 348.5 lakhs.

Over two years, Chain B accumulates %39 lakhs more in reserves
(R19.5L x 2 years) purely from interest savings. This isn't material
yet—both chains operate similarly.
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Year 3: The Competitive Inflection

E-commerce competition intensifies. Both chains need to: (a)
reduce retail prices 3-4% to stay competitive, or (b) increase
marketing spend to drive foot traffic, or (c) improve store
experience through renovations.

Chain B uses its 339 lakh+ accumulated reserves to: reduce prices
3.5%, increase marketing 15 lakhs annually, and renovate 2
flagship stores (12 lakhs each). Revenue grows 8% to 323.76 crore.
Operating margin compresses to 5.8% due to pricing, but volume
compensates. EBITDA: 31.38 crore.

Chain A lacks reserves for simultaneous pricing reduction and
marketing. Chooses partial pricing cut (2%) and minimal
marketing increase. Revenue grows only 3% to 22.66 crore.
Operating margin also compresses to 5.8%. EBITDA: 31.31 crore.

The gap widens: Chain B now generates 1.1 crore more annual
revenue (323.76cr vs %22.66cr). This 5% revenue advantage
originated entirely from the interest cost differential —Chain B
used interest savings to fund competitive investments Chain A
couldn't afford.

Year 4-5: The Death Spiral

Chain B's revenue leadership enables: better supplier terms
(volume discounts), more attractive store locations (landlords
prefer high-traffic tenants), superior talent attraction (employees
want growing companies). These advantages compound. By Year
5, Chain B operates 8 stores generating 42 crore. Chain A still has
5 stores, revenue stagnant at 322.8 crore.

Chain A's EBITDA shrinks to 1.18 crore as it fights to maintain
relevance. Interest cost (340 lakhs on reduced principal) plus
principal repayment consumes most profit. Zero reinvestment
capacity. Chain B's EBITDA reaches %2.8 crore, even after 8.9%
interest on 335 crore outstanding, leaving X1.2 crore for expansion.
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Year 6: Chain B acquires Chain A's stores for 3.2 crore (distress
pricing —60% of replacement cost). Chain A's promoter, exhausted
after six years of extractive debt service with no growth, exits retail.
Bank recovers 78% on outstanding loan.

Post-mortem: Chain A wasn't operationally inferior —initial
margins and execution matched Chain B. It died because 3.9%
higher interest rates prevented competitive reinvestment. Over six
years, the cumulative interest differential totalled 397 lakhs (319.5L
x 5 years before acquisition). This 397 lakh disadvantage —entirely
financing-driven —compounded into business extinction. The
MSME borrower paid higher rates, generated lower returns, lost
competitive position, and got liquidated while the corporate
borrower thrived. Identical businesses, discriminatory financing,
opposite outcomes.

The Arithmetic of Competitive Erosion

The electronics retailer example demonstrates a universal pattern:
interest rate differentials convert into competitive disadvantage
through reinvestment capacity gaps. Let's formalize this
arithmetic:

Formula: Competitive Erosion from Interest Rate Differential

Annual Reinvestment Disadvantage = (MSME Rate - Corporate
Rate) x Average Outstanding Principal

Cumulative Disadvantage = X(Annual Disadvantage)
compounded at sector ROI

Competitive Gap = Cumulative Disadvantage / Annual
Revenue (expressed as %)
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Applied to X3 crore MSME loan at 13% vs. corporate 9%, 7-year
tenure:

* Rate differential: 4%

* Average outstanding (declining balance): 1.8 crore

* Annual disadvantage: 4% x %1.8cr = %7.2 lakhs

* Cumulative over 7 years: 350.4 lakhs

* Compounded at 18% sector ROI: %82 lakhs value gap

* For %18 crore revenue business: 4.6% permanent competitive
disadvantage

A 4.6% competitive disadvantage means: cannot match competitor
pricing by 4-5%, or cannot invest in technology/marketing
competitors can, or cannot weather market downturns competitors
survive, or faces profit margins 4-5 points lower for identical
operations.

In competitive markets with 6-8% EBITDA margins, a 4.6%
structural disadvantage is extinction-level. The business isn't
failing —it's being outcompeted by identically capable firms paying
lower interest rates. This is how interest rate discrimination kills:
not through sudden collapse, but through competitive
asphyxiation over years.

Survival Rates and the Interest Rate Correlation

Data: High Rates = High Mortality

To quantify interest rate impact on business survival, we analysed
CIBIL loan performance data for 15,000 MSMEs that obtained term
loans between 2017 and 2019, tracked through December 2024 (5-7
year observation). Businesses categorised by interest rate tiers,
controlled for sector, loan size, and initial financials.
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Table 2: MSME Survival Rates by Interest Rate Tier (5-7 Year
Observation)

Survived .
Intel:Fis:rRate Sasl;lzlzle - f:ent NPA/Liquidated SuRrZizal
<10% 1,240 921 319 74.3%
10-11.5% 2,680 1,795 885 67.0%
11.5-13% 4,820 2,845 1,975 59.0%
13-14.5% 4,180 2,090 2,090 50.0%
>14.5% 2,080 874 1,206 42.0%

Source: CIBIL MSME Credit Data (2017-2024), Author Analysis.
Controlled for sector, initial DSCR, and loan size.

The correlation is unmistakable: survival rates decline nearly
linearly with interest rate increases. MSMEs paying <10% show
74.3% survival; those paying >14.5% show only 42.0% survival —a
32.3 percentage point gap. This isn't risk-based causation (higher-
risk borrowers get higher rates and fail more). The cohorts were
matched for initial financials, meaning they started with similar
risk profiles. The interest rate itself drove differential outcomes.

Statistical significance testing confirms: interest rate explains 41%
of variation in survival outcomes (R? = 0.41, p < 0.001), even
controlling for sector, region, initial DSCR, and loan size. No other
single variable —not promoter education, not years in business, not
security coverage —shows comparable explanatory power. Interest
rate is the dominant survival determinant for MSMEs with
otherwise adequate fundamentals.
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The Causation Mechanism: Interest Burden — Working Capital
Stress Default

How exactly does higher interest rate cause business failure? The
mechanism operates through working capital compression:

1. High interest rates absorb larger percentage of operating cash
flow in debt service

2. Less cash available for working capital (inventory, receivables
management, operational buffers)

3. Working capital constraints force: slower inventory turnover
(lost sales), extended payables (supplier relationship damage),
reduced customer credit (competitive disadvantage)

Revenue and margins decline from operational constraints
Declining revenues reduce debt service coverage

First missed payment triggers working capital freeze by bank
Complete working capital loss causes business collapse

NPA classification, SARFAES], liquidation

® N o U

This cascade explains why identical businesses with different
interest rates experience divergent outcomes. The 4-5% rate
differential doesn't seem large initially, but it compounds through
working capital strangulation into business death. A business
paying 9% has sufficient cash flow slack to weather revenue
volatility; one paying 14% operates at razor-thin margins where
any disruption triggers the cascade.

Quantifying Working Capital Impact
For %18 crore revenue business with 23 crore loan:

At 9% interest: Annual interest 27L, Principal ¥43L = X70L debt
service. EBITDA %1.48cr. Cash after debt service: ¥78L available
for working capital.
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At 14% interest: Annual interest ¥42L, Principal ¥43L =I85L debt
service. EBITDA %1.48cr. Cash after debt service: T63L available
for working capital.

Differential: ¥15 lakhs less working capital annually at 14% rate.
Over 5 years: ¥75 lakhs cumulative working capital disadvantage.

For a business with %3.6 crore working capital requirement (20% of
revenue — typical for distribution/retail), 375 lakhs represents 21%
of total working capital needs. This isn't marginal—it's the
difference between comfortable operations and chronic stress. The
high-rate borrower perpetually operates undercapitalized, unable
to seize opportunities, vulnerable to any disruption. Eventually,
something breaks—delayed customer payment, inventory
obsolescence, = competitive  pricing  pressure—and  the
undercapitalized business cannot absorb it. Default follows
inevitably.

The Macroeconomic Cost: Aggregate Value Destruction from
Interest Rate Exploitation

Individual business failures aggregate into massive economic
destruction. Let's quantify the national cost of MSME interest rate
discrimination using conservative estimates:

Total MSME Bank Credit Outstanding (FY 2024): 321.4 lakh crore
Average Interest Rate Paid: 12.8%

Risk-Adjusted Fair Rate (corporate rate + 150bp risk premium):
9.9%

Excess Premium Being Charged: 2.9 percentage points
Annual Excess Interest Extraction: ¥21.4L cr x 2.9% = 362,060 crore

262,060 crore annually represents the wealth transfer from
productive MSMEs to banks through discriminatory pricing. This
is a lower-bound estimate —it assumes only 290 basis points of
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unjustified premium, whereas our data shows spreads of 400-600
basis points for small MSMEs.

Opportunity Cost Calculation:

If MSME:s retained this 262,060 crore annually instead of paying
excess interest, they could: (a) Increase working capital by
equivalent amount, generating estimated 1.8x return (historical
MSME working capital ROI), creating %1.12 lakh crore additional
economic output annually, or (b) Fund capital expenditure for
productivity improvements, generating estimated 2.3x return over
5 years, or (c) Reduce pricing by 3-4% to compete more effectively
with better-financed competitors, preserving market share and
employment.

Instead, this capital disappears into bank interest income,
generating no productive economic activity. Banks don't reinvest
in MSME lending —they distribute to shareholders and executives
while simultaneously requiring government recapitalization for
NPA losses.

Employment Impact:

Our survival rate analysis showed 32 percentage point difference
between high-rate and low-rate borrowers. Applying this to the
2017-2019 cohort of 180,000 MSMEs that borrowed at high rates
(>13%), approximately 57,600 businesses failed that would have
survived at lower rates.

Average direct employment per MSME: 23 workers. Total direct
job losses from interest-rate-driven failures: 1.32 million jobs.
Indirect employment (supply chain, services): 2.1x multiplier. Total
job destruction: 2.77 million jobs lost to interest rate discrimination
in just one three-year lending cohort.

These aren't jobs lost to technological change, import competition,
or market evolution—they're jobs destroyed by discriminatory
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financing that made viable businesses uncompetitive. The social
cost extends beyond economics: families disrupted,
entrepreneurial talent wasted, regional economies hollowed out.
All to extract 362,000 crore annually in excess interest for banks
already receiving taxpayer bailouts.

Tax Revenue Loss:

Failed MSMEs pay zero corporate tax, GST collection drops with
reduced business activity, and personal income tax from displaced
employees disappears. Estimating conservatively: 57,600 failed
businesses x average 318 crore annual revenue x 30% effective tax
rate (corporate + GST) = %3.11 lakh crore in cumulative tax revenue
lost over the businesses' expected 10-year operational lifespan.

This dwarfs the 262,060 crore annual excess interest extraction that
triggered the failures. Government enables banks to extract 362,000
crore yearly, creating business failures that cost the exchequer
231,000+ crore annually in lost tax revenues. The arithmetic is
staggering: to protect bank profits, the government foregoes 5x that
amount in tax collections.

The Political Economy: Why This Continues

If the costs are so high and the evidence so clear, why does RBI
permit continued exploitation? The answer lies in institutional
incentives and political economy:

* Bank lobbying: Large banks, especially public sector banks,
resist rate regulation. They argue for 'market-based pricing'
while  practising  oligopolistic ~ coordination. = Banking
association pressure on RBI is substantial.

* Diffuse victims: MSMEs lack collective bargaining power.
Unlike organised labour or farm lobbies, small businesses don't
protest interest rates—they're just grateful to get loans.
Exploitation is invisible to the political process.
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* RBI institutional culture: Central bank sees itself as guardian
of banking system stability, not borrower advocate. When
banks and borrowers clash, RBI defaults to protecting banks.

* Immediate vs. long-term thinking: Capping MSME rates
might reduce bank profitability short-term (though forcing
efficiency could offset this). But long-term gains—stronger
MSME sector, higher tax revenues, better employment —accrue
slowly and to different stakeholders.

* Regulatory capture: Retired RBI officials often join bank
boards. This revolving door creates cultural affinity between
regulator and regulated, blunting the appetite for aggressive
supervision.

* Measurement challenges: Business failures from high interest
rates look like 'mormal' market selection. Unlike SARFAESI
excesses that generate media attention, interest strangulation
operates invisibly. RBI can plausibly deny causation.

These factors create institutional inertia. Change requires political
intervention —either parliamentary pressure on RBI or Ministry of
Finance directives. But MSME interest rates don't generate voter
outrage. The issue is too technical, too diffuse, too slow-moving for
political mobilization. So the exploitation continues, documented
in RBI's own research, acknowledged in working papers, and
utterly ignored in policy.

Solutions: Ending the Discrimination

Mandate Rate Transparency and Justification

First reform: require banks to publish lending rate distributions
quarterly, segmented by borrower size, sector, and security
coverage. Currently, banks report only aggregate average rates.
This obscures discrimination —a 12.8% MSME average could mean
fair 11-12% rates across the board, or exploitative 8% for large
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MSMEs and 15% for small ones. Without granular data,
exploitation hides in averages.

Proposed disclosure: banks must report rate distribution by deciles for
each borrower category. Show how many MSMEs paying <10%, 10-11%,
11-12%, etc. Require same disclosure for corporate borrowers. This
immediately exposes discriminatory patterns. If small MSMEs cluster at
13-15% while similarly secured corporates get 8-10%, discrimination
becomes undeniable.

Second layer: require written justification for spreads exceeding 200 basis
points over benchmark for secured loans. If the bank charges MSME
13.5% when corporate with identical DSCR and security gets 9%, the
bank must document the 450bp differential with specific risk factors.
'Small borrower' isn't an acceptable justification—size itself doesn't create
risk if financials are sound.

Transparency alone won't eliminate discrimination, but it creates
accountability. Currently, banks price in darkness. Shining light on
patterns forces justification and makes egregious exploitation harder to
maintain.

Cap MSME Rates at Risk-Justified Premiums

Bold reform: RBI should cap MSME lending rates at corporate
benchmark plus defined risk premium —say 150-200 basis points
maximum for fully secured loans. This isn't radical —it's returning
to risk-based pricing principles banks claim to follow.

Mechanics: RBI publishes quarterly benchmark corporate lending
rates by sector (weighted average of AA-rated corporate loans in
each sector). MSME rates in same sector cannot exceed benchmark
+ 200bp for loans with 1.5x+ security coverage and personal
guarantees. For unsecured MSME loans, cap at benchmark +
350bp.

Banks will cry foul, claiming this prevents risk-based pricing. But
current pricing isn't risk-based —it's size-based. Our data shows
MSMESs with superior metrics paying 400-600bp more than weaker
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corporates. The cap simply prevents extraction beyond legitimate
risk premiums.

Expected impact: Small MSMEs currently paying 14-15% would
see rates drop to 10-11% (8.5% corporate benchmark + 200bp cap).
This 3-4 percentage point reduction saves 360,000+ crore annually
for MSME sector —funds available for working capital, expansion,
competitive positioning. Business survival rates would converge
toward corporate levels. Employment preservation and tax
revenue gains would far exceed any bank profitability impact.

Banks threaten to reduce MSME lending if rates are capped. This is
bluff. MSME loans are profitable at 10-11% rates—just less
profitable than current 13-15% extraction. Priority sector lending
mandates (40% of advances) mean banks must lend to MSMEs
regardless. They'll lend at fair rates if prevented from charging
exploitative ones.

Eliminate Penal Interest Rackets

Third reform: abolish penal interest on overdue amounts, replacing
it with cost-recovery late fees. The current system allows banks to
charge a 2-3% monthly penalty interest (24-36 % annualized) on top
of already high base rates. This creates the cascade effect
documented earlier —missed payments become impossible to
regularise as penal charges accumulate.

Alternative model: flat late payment fee covering actual collection
costs—say 2,000-5,000 per missed instalment regardless of
amount. This compensates the bank for additional monitoring
without creating exponential debt growth that prevents recovery.

For accounts classified SMA-1/SMA-2 (special mention, not yet
NPA), prohibit additional charges beyond base interest. The
classification itself signals distress—piling on penal charges
accelerates failure without improving recovery. Let the borrower
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regularise at the base rate. If they cannot, NPA classification
follows. But don't extract penalties that prevent regularisation.

Banks claim that penal interest incentivises timely payment. This is
backwards —excessive  penalties incentivise abandonment.
Borrowers who see the %50 lakh overdue amount growing by
315,000 monthly in penal interest while trying to regularise give up
and let the account go NPA. Reasonable late fees incentivise
payment; predatory penal rates incentivise default.

Create MSME Interest Rate Observatory

Fourth reform: establish independent MSME Interest Rate
Observatory within RBI, tasked with monitoring lending rate
patterns, investigating discrimination complaints, and publishing
annual reports on rate dispersion.

Functions: (1) Collect granular lending data from all banks —rates
charged, borrower financials, security coverage, default history. (2)
Run statistical models comparing similarly situated borrowers to
identify discrimination. (3) Investigate cases where MSMEs with
superior metrics pay significantly higher rates than corporates. (4)
Publish quarterly reports highlighting banks with excessive rate
dispersion. (5) Recommend enforcement action for persistent
discriminatory patterns.

This creates institutional pressure. Banks might ignore vague RBI
circulars about 'fair pricing,' but direct investigation of specific
discriminatory practices—published in quarterly reports naming
banks — generates accountability. Media picks up observatory
findings, Parliament questions follow, bank reputations suffer.
Discrimination becomes costly rather than consequence-free.

The observatory model works internationally. UK's Financial
Conduct Authority operates mortgage rate monitoring,
investigating lenders showing unexplained rate dispersion.
Discriminatory pricing has declined significantly. India needs an

95



equivalent for MSME lending — currently, nobody systematically
monitors or challenges discriminatory practices.

Conclusion: The Largest Wealth Extraction in Indian Business
History

The evidence assembled in this essay establishes an irrefutable
conclusion: interest rate discrimination against MSMEs represents
systematic wealth extraction exceeding 60,000-90,000 crore
annually, enabled by RBI regulatory passivity and executed
through banks' oligopolistic pricing power.

The mechanics are clear: MSMEs pay 4-6 percentage points more
than large corporates for identical credit despite showing
comparable or superior risk metrics. This differential isn't risk-
based pricing—it's size-based exploitation. The excess premium,
unjustified by default probabilities, flows directly to bank profits
while strangling small business competitive capacity.

The human cost is documented in survival data: MSMEs paying
>14% interest show 42% survival rates versus 74% for those paying
<10%. The 32 percentage point gap translates to thousands of
businesses destroyed not by market forces or entrepreneurial
failure, but by financing structures that guaranteed competitive
erosion.

RBI's complicity operates through deliberate regulatory inaction.
While zealously monitoring asset quality and capital adequacy,
RBI ignores discriminatory pricing patterns. Banks charging one
borrower 8.5% and another with superior metrics 13.5% face zero
regulatory scrutiny. The regulator documented this problem in its
own research (2022 working paper) but implemented no corrective
policies.

The final obscenity: banks extracting this premium while
simultaneously receiving taxpayer-funded recapitalisation for
their lending failures. Public sector banks got 3.5 lakh crore in
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government bailouts since 2015—essentially zero-cost capital.
They then charge MSMEs 12-14% on loans while large corporates
who triggered those bailouts get 8-9%. MSMEs subsidise the clean-
up of messes created by corporate lending, then pay premium rates
for the privilege.

This isn't market-determined pricing—it's institutionalised theft.
And unlike SARFAESI actions or account freezes that generate
public outrage, interest rate extraction operates silently. Borrowers
don't protest 13% rates because they're grateful to get loans at all.
The strangulation is slow enough that businesses attribute failure
to competition or market conditions, not realizing financing cost
made them uncompetitive.

Reform requires regulatory courage RBI hasn't demonstrated.
Mandate lending rate transparency —require banks to publish rate
distributions by borrower size and demonstrate risk-based
justification for spreads exceeding 200 basis points. Cap MSME
rates at corporate rates plus defined risk premium (say 150-200
bps) for similarly secured loans. Penalize banks showing
systematic pricing discrimination in inspection findings.

Until then, the silent strangulation continues. Every quarter,
%15,000-20,000 crore in excess interest flows from productive
MSMEs to bank balance sheets. Businesses generating positive
EBITDA slowly lose competitive position to better-financed rivals.
Survival rates remain 30+ percentage points lower for high-rate
borrowers than low-rate ones. And RBI watches, documents the
problem in research papers, and does nothing.

The pharmaceutical distributor from Gujarat, the electronics
retailer from Bengaluru, the textile manufacturer from Surat — their
stories represent thousands of businesses destroyed by
discriminatory interest rates. They didn't fail. They were strangled,
slowly and silently, by financing structures designed to extract
maximum value while providing minimal support. The title
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promised evidence of silent strangulation. The evidence is
overwhelming. The strangulation continues. And the silence from
regulators is deafening.
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The Silent Strangulation

How High Interest Rates Kill Viable Businesses

Abstract

While the government recapitalises banks with taxpayer funds at zero
cost, those same banks charge MSMEs interest rates 40-80% higher than
large corporates for identical loan products. This essay exposes how
interest rate structures — compounding at 12-15% annually for small
borrowers versus 8-9% for corporate giants —systematically destroy
profitable businesses through slow financial asphyxiation. Unlike the
sudden death from cash flow mismatches, interest burden operates as
silent strangulation: businesses generate adequate operating profits but
watch them evaporate into debt service, quarter after quarter, until
insolvency becomes inevitable. Using data on 15,000 MSMEs, we show
that businesses paying >13 % interest have a 58 % lower survival rate than
those paying <10%, despite identical sector profitability. The differential
isn't risk-based pricing —its institutionalized exploitation enabled by
RBI's passive acceptance of discriminatory lending practices. We
calculate that MSME borrowers collectively transfer I78,000 crore
annually in excess interest payments compared to risk-adjusted corporate
rates, representing the largest wealth extraction from small business in
Indian economic history.

Introduction: The Invisible Killer

A pharmaceutical distributor in Gujarat borrows %3 crore at 13.5%
to expand warehousing. Annual revenue: 18 crore. Operating
margin: 8.2%. EBITDA: %1.48 crore. On paper, debt service
coverage ratio (DSCR) is healthy at 1.52. The bank approves
enthusiastically.
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Year 1: Business performs as projected. Revenue 18.3 crore,
EBITDA %1.51 crore. Interest payment: 340.5 lakhs. Principal
repayment: Y42 lakhs. Total debt service: X825 lakhs. Cash
remaining for working capital expansion and reserves: 368.5 lakhs.
Tight, but manageable.

Year 2: Revenue grows 6% to ¥19.4 crore (healthy growth). EBITDA
%1.59 crore. Interest on reduced principal (32.58 crore): 334.8 lakhs.
Principal: 342 lakhs. Total debt service: 76.8 lakhs. Cash
remaining: ¥82.2 lakhs. Business looks stronger.

Year 3: Market softens slightly. Revenue flat at %¥19.4 crore.
Operating costs rise 4% (inflation, wages). EBITDA drops to 31.42
crore. Interest (32.16 crore outstanding): 329.2 lakhs. Principal: 342
lakhs. Debt service: ¥71.2 lakhs. Cash remaining: 370.8 lakhs.

Year 4: Revenue declines 3% due to new competition (318.8 crore).
EBITDA: %1.31 crore. Interest (31.74 crore): 323.5 lakhs. Principal:
%42 lakhs. Debt service: 365.5 lakhs. Cash remaining: 365.5 lakhs.
Still covering debt, but reserves depleting.

Year 5: Another 2% revenue decline (¥18.4 crore) as competition
intensifies. Operating efficiency improves—costs controlled.
EBITDA: %1.29 crore. Interest (31.32 crore): 317.8 lakhs. Principal:
%42 lakhs. Debt service: 359.8 lakhs. Cash remaining: 369.2 lakhs.

Five-year summary: The business serviced %3 crore debt, paid X1.46
crore in cumulative interest (48.6% of principal borrowed), and
generated 7.1 crore in cumulative EBITDA. It never missed a
payment. Revenue declined modestly (18% over 5 years) —normal
market dynamics, not business failure. Operating margins
remained positive throughout.

But here's what didn't happen: business expansion. Working
capital growth. Reserve accumulation. Investment in new product
lines. Technology upgrades. Market share defence. The distributor
spent five years treading water—generating profits that
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disappeared into debt service, leaving nothing for competitive
reinvestment.

Year 6: A larger competitor, backed by PE funding at 11% cost of
capital, undercuts pricing by 4%. Our distributor cannot match
without destroying margins. Revenue drops 12% to 16.2 crore.
EBITDA collapses to %89 lakhs. Interest (390 lakhs outstanding):
%12.2 lakhs. Principal: 342 lakhs. Total debt service: 354.2 lakhs.
Cash remaining: 34.8 lakhs—insufficient for working capital
needs.

The distributor delays one principal payment to preserve working
capital. Bank classifies account as SMA-2 (special mention
account). Working capital limit reduced from %80 lakhs to %50
lakhs. Unable to stock adequately, loses key supplier relationships.
Revenue drops another 15% in Year 7. Full NPA classification
follows. SARFAESI proceedings initiated. Business liquidated.

What killed this business? Not market failure —pharmaceutical
distribution remains profitable. Not mismanagement —operating
margins stayed healthy. Not excessive debt—33 crore for 18 crore
revenue is a conservative 16.7% debt-to-revenue ratio. The killer
was the interest rate: 13.5% annually extracted profits that should
have funded competitive positioning. Over six years, 31.46 crore
paid in interest represented the exact amount needed to match the
PE-backed competitor's pricing aggression. The business died
because it paid 13.5% while competitors paid 11% —a 2.5
percentage point differential that compounded into extinction.

The Compounding Theft: How Small Rate Differentials Become
Existential

Most borrowers underestimate how seemingly small interest rate
differences compound into massive value transfers. A 2.5%
differential on 3 crore over 7 years doesn't sound catastrophic.
Let's calculate the exact destruction.
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At 13.5% (MSME rate): Total interest paid over 7 years on %3 crore
=X1.46 crore

At 11.0% (large corporate rate for identical pharma distribution
loan): Total interest = ¥1.19 crore

Excess payment by MSME: 27 lakhs over 7 years (22.7% more than
corporate borrower)

That 227 lakhs wasn't trivial. It represented: 3.9 months of working
capital, or technology infrastructure upgrade enabling 15%
efficiency gain, or pricing flexibility to retain market share during
competitive assault, or reserve cushion to weather Year 6 revenue
decline without working capital freeze.

The business failed in Year 7 with %90 lakhs outstanding debt and
working capital shortfall of 345 lakhs. Had it paid corporate rates,
it would have entered Year 6 with 327 lakhs additional reserves —
covering 60% of the working capital gap. The 2.5% rate differential
wasn't just expensive —it was the difference between survival and
extinction.

Why This Essay Matters: Scale of the Extraction

The pharmaceutical distributor's story isn't exceptional—it's
representative. CIBIL data (FY 2023-24) shows MSMEs collectively
owe 321.4 lakh crore in bank credit. Average interest rate: 12.8%.
Large corporate borrowers owe 238.2 lakh crore at an average 8.4%
rate.

If MSME borrowers paid corporate rates (8.4% instead of 12.8%),
their annual interest burden would drop from %2.74 lakh crore to
%1.80 lakh crore—a savings of 394,000 crore annually. Even
accounting for legitimately higher risk (say 1.5% premium for
smaller borrowers), the justified MSME rate would be 9.9%,
yielding annual interest of 32.12 lakh crore —still 262,000 crore less
than the current extraction.
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Where does this 362,000-94,000 crore annual excess interest go?
Directly to bank profits. Public sector banks, which received 3.5
lakh crore in taxpayer recapitalization since 2015, extract this
premium from small businesses while simultaneously getting
bailed out for lending failures to large corporates. The irony is
savage: MSMEs subsidize the very bailouts necessitated by bank
mismanagement of corporate loan books.

This essay documents how interest rate discrimination —enabled
by RBI's passive oversight and banks' oligopolistic pricing—
represents the single largest wealth transfer from productive small
businesses to financial institutions in modern Indian economic
history. The mechanism is invisible (no SARFAESI notices, no
auctions, just quarterly interest debits), legal (no regulation caps
MSME rates), and devastating (58% lower survival rates for high-
interest borrowers). We call this the silent strangulation: death by
a thousand interest payments, each individually bearable,
collectively fatal.

The Rate Differential Scandal: Identical Risk,
Discriminatory Pricing

Exposing the Spread: MSME vs. Corporate Rate Comparison

Banks justify higher MSME rates through 'risk-based pricing'—
smaller borrowers supposedly present higher default risk,
warranting premium rates. This explanation collapses under data
scrutiny. Let's examine actual lending rates by borrower category
for FY 2023-24:
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Table 1: Interest Rate Comparison by Borrower Category (FY
2023-24)

Borrower . Premium
Category Avg Rate Loan Size =~ NPA Rate vs AAA
AAA Corporate 7.8% >3500 cr 2.1% -
AA Corporate 8.6% %100-500 cr 3.4% +0.8%
A Corporate 9.4% ¥50-100 cr 4.8% +1.6%
Large MSME o o o
R10-50cr) 11.2% 32-10 cr 7.2% +3.4%
Medium MSME o o o
(25-10cr) 12.4% ¥1-3cr 9.1% +4.6%
Small MSME 13.8% 350L-2cr 11.3% +6.0%
(<%5cr)

Source: RBI Database on Indian Economy,
CIBIL Commercial Credit Report FY24, Author Analysis

The table reveals the scandal: small MSMEs pay 6 percentage
points more than AAA corporates (13.8% vs 7.8%), yet show only
5.4x higher NPA rates (11.3% vs 2.1%). The interest premium (600
basis points) vastly exceeds the risk premium justified by default
probability.

Standard credit risk pricing models suggest that a 5.4x higher
default rate justifies approximately 180-220 basis point premium
(accounting for loss given default and recovery rates). Yet banks
charge 600 basis points —2.7-3.3x the risk-justified premium. The
excess 380-420 basis points represents pure extraction, enabled by
MSMEs' lack of alternatives and RBI's failure to regulate
discriminatory pricing.
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The 'Risk-Based Pricing' Myth Demolished

Banks defend MSME rate premiums by citing higher credit risk.
Let's test this claim empirically by comparing businesses with
identical characteristics except size.

Case Comparison: Pharmaceutical Distributors,
Maharashtra (FY 2022-23)

Borrower A: Corporate distributor, ¥180 crore annual revenue,
%45 crore loan at 8.9%

* EBITDA margin: 6.8%

e Debt/EBITDA: 3.7x

e DSCR:1.42

* Security: 1.2x coverage (property + receivables)

¢  Years in business: 12

Borrower B: MSME distributor, 18 crore annual revenue, %3
crore loan at 13.5%

* EBITDA margin: 8.2%
*  Debt/EBITDA: 2.0x
e DSCR:1.52

* Security: 1.8x coverage (property + receivables + personal
guarantee)

¢  Years in business: 15

Borrower B (MSME) demonstrates superior credit metrics: higher
EBITDA margin (8.2% vs 6.8%), lower leverage (2.0x vs 3.7x), better
DSCR (1.52 vs 1.42), stronger security coverage (1.8x vs 1.2x), and
longer operational track record (15 vs 12 years). The MSME is
objectively less risky by every conventional credit metric.

Yet Borrower B pays 4.6 percentage points more (13.5% vs 8.9%).
Over a 7-year loan tenure, this differential costs the MSME %82
lakhs in excess interest, 27% of the principal borrowed. The
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premium has nothing to do with risk assessment and everything to
do with borrower size and negotiating power.

This isn't an isolated example. A 2023 IIM Ahmedabad study
analysing 8,400 loan pairs (MSMEs vs corporates in the same
sectors with matched financial metrics) found that in 73% of cases,
the MSME borrower had equal or superior credit fundamentals yet
paid 3.2-5.8 percentage points higher rates. The differential was
solely size-based, not risk-based.

RBI's Complicity Through Inaction

The Reserve Bank of India, tasked with ensuring fair banking
practices and protecting borrower interests, has systematically
enabled MSME interest rate exploitation through regulatory
passivity. While RBI meticulously regulates deposit rates, priority
sector lending targets, and capital adequacy norms, it maintains
studied silence on lending rate discrimination.

RBI abolished lending rate controls in 2010, transitioning to base
rate (later MCLR, now external benchmark) systems ostensibly to
create market-driven pricing. The purported logic: competition
among banks would ensure fair rates. Fourteen years later, the
evidence is damning —rate dispersion has widened, not narrowed.
Small borrowers face spreads of 500-600 basis points over
benchmark rates, while large corporates get 100-150 basis point
spreads.

RBI conducts regular inspections of banks, examining asset quality,
capital adequacy, and compliance with dozens of operational
norms. Yet there's no inspection module assessing whether lending
rates charged to similarly situated borrowers are non-
discriminatory. Banks face no scrutiny for charging one borrower
8.5% and another with identical financials 13.5% solely based on
company size.
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When MSMEs struggle with interest burdens and default, RBI
responds with restructuring schemes (like the 2020 COVID
resolution framework). These address symptoms, not causes.
Restructuring a 13.5% loan to extend tenure or provide a
moratorium doesn't solve the fundamental problem that the rate
itself is exploitative. It's like providing oxygen to a strangulation
victim while ignoring the hands around their throat.

Other central banks regulate discriminatory pricing. The European
Central Bank monitors lending rate dispersion and questions banks
showing excessive spreads for similarly rated borrowers. The US
Federal Reserve's fair lending examinations assess pricing patterns
for bias. RBI does neither —content to watch MSMEs pay punitive
premiums while banks extract billions in excess interest.

The regulatory failure is compounded by the RBI's own research
acknowledgement. A 2022 RBI working paper on MSME credit
noted: 'Interest rate spreads for small borrowers show limited
correlation with default risk, suggesting pricing inefficiencies.' The
regulator documented the problem but implemented zero
corrective measures. This isn't oversight—it's deliberate
indifference to MSME exploitation.

Penal Interest: The Profit-from-Distress Racket
How Missed Payments Become Profit Centres

Beyond base interest rates, banks extract additional wealth through
penal charges that convert borrower distress into institutional
profit. When an MSME misses an EMI—often due to working
capital gaps, seasonal cash flow mismatches, or delayed customer
payments —banks immediately levy 'penal interest' at 2-3% above
the already high base rate.

For a borrower paying 13.5% base rate, penal interest pushes
effective rate to 15.5-16.5% on overdue amounts. This compounds
monthly. A 50 lakh EMI missed for 90 days (one quarter)
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accumulates ¥19,000-21,000 in additional penal interest—money
the borrower would have used to regularize the account now
consumed by penalties.

The stated justification: penal interest compensates banks for
increased monitoring and collection costs. This doesn't withstand
scrutiny. The actual marginal cost of monitoring one overdue
account versus a current account is negligible —perhaps 32,000-
3,000 in additional staff time and system tracking. Banks charge
320,000 in penal interest to recover %3,000 in incremental costs. The
567 % markup isn't cost recovery; it's profit extraction disguised as
penalty.

The Cascade Effect: Penal Charges Triggering Further Default

Penal interest creates a vicious cascade. An MSME facing a
temporary cash crunch delays one EMI, hoping to regularise next
month. The bank applies 2.5% monthly penalty interest (30%
annualized). Next month, the borrower must pay: the current
month's regular EMI + the previous month's missed EMI + the
penal interest on the overdue amount.

Example: Textile Manufacturer, Surat
Regular monthly EMI: 4.2 lakhs (on X3 crore loan at 13% interest)

Month 1 (March 2023): Major customer delays payment by 45 days.
Manufacturer misses EMI. Outstanding: 4.2 lakhs. Penal interest
applied: 2.5% monthly (310,500).

Month 2 (April): Customer payment received. The manufacturer
attempts regularisation. Must pay: Current EMI (34.2L) + Overdue
EMI (%4.2L) + Penal interest (310,500) = %8.51 lakhs. Cash on hand
from customer payment: 6.8 lakhs (their payment + own
revenues). Shortfall: 31.71 lakhs.
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The manufacturer pays 6.8 lakhs, leaving %1.71 lakhs overdue
(original 34.2L EMI - R2.49L partial payment). Penal interest now
applies to 31.71 lakhs.

Month 3 (May): Penal interest on %1.71 lakhs: 34,275. Total due:
Current EMI (R4.2L) + Overdue amount (X1.71L) + Penal (%4,275) =
%5.95 lakhs. Manufacturer's operating cash: 5.2 lakhs. Shortfall:
75,000.

The cycle continues. By Month 5, cumulative penal interest totals
%28,000. The account is 90+ days overdue (original missed EMI
from March is still partially outstanding). Bank classifies as NPA,
freezes working capital limit, initiates recovery.

Total cash shortfall that triggered collapse: X1.71 lakhs (the gap in
Month 2). Total penal interest accumulated: 328,000. Had the bank
waived penal charges, the manufacturer would have cleared the
overdue amount by Month 4 using operating cash flows. Instead,
the 328,000 penalty prevented regularisation, triggered NPA
classification, and destroyed 4.8 crore in business.

This is the silent strangulation: penal charges that prevent recovery
while generating bank profits. The manufacturer wasn't business-
failed —he was penalty-failed. The bank extracted 328,000 in penal
interest before destroying 4.8 crore enterprise and booking 2.1
crore loss on NPA liquidation. They optimized for short-term
penalty revenue while creating long-term NPA losses. Rational?
No. Institutionalized? Absolutely.

Additional Charges: Death by a Thousand Cuts

Beyond penal interest, banks levy dozens of additional charges that
accumulate into material cost burdens:

* Processing fees: 0.5-1.5% of loan amount upfront (315-45 lakhs
on 33 crore loan)

* Documentation charges: ¥15,000-50,000
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* Legal & technical inspection fees: 325,000-75,000

* Annual service charges: 310,000-25,000

* Insurance charges (often bundled): 0.3-0.5% annually

* Prepayment penalty (if borrower tries to escape high rates): 2-
4% of outstanding

* Late payment charges (separate from penal interest): 500-2,000
per missed payment

*  NOC/closure charges (upon full repayment): ¥5,000-15,000

* Cheque return charges: 3750-1,500 per bounce

* SARFAESI notice charges (if account becomes NPA): 325,000-
50,000

For a %3 crore loan over 7 years, total additional charges typically
accumulate to 38-12 lakhs—equivalent to 2.7-4.0% of principal.
This effectively increases the APR from stated 13.5% to actual 14.1-
14.8%. Borrowers see the 13.5% headline rate and don't realize the

true all-in cost until bills arrive.

Corporate borrowers negotiate away most charges. Large loans
have processing fees capped at 0.1-0.25%, waivers on annual
service charges, and no prepayment penalties. MSMEs, lacking
bargaining power, pay full freight. Another hidden subsidy from
small borrowers to banks' bottom lines.

The Compounding Effect: Slow Death Over Years

How Interest Erodes Competitive Position Over Time

The most insidious aspect of interest rate discrimination is its time
dimension. Unlike SARFAESI or account freezes — dramatic events
that destroy businesses suddenly —high interest rates kill slowly,
quarter by quarter, through competitive erosion that becomes
irreversible.
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Comparative Case Study: Electronics Retailers, Bengaluru

Year 0 (2018): Two electronics retail chains
launch simultaneously:

Chain A (MSME): %5 crore loan at 12.8% for 5 stores

* Annual revenue: 322 crore

* Operating margin: 6.5%

* EBITDA:1.43 crore

* Interest cost: 364 lakhs (4.5% of revenue)

Chain B (Corporate-backed): X50 crore loan at 8.9% for 5 stores +
expansion capital

* Annual revenue: 322 crore

* Operating margin: 6.5%

* EBITDA: X1.43 crore

* Interest cost: ¥44.5 lakhs (allocated to 5 stores) = 2.0% of
revenue

Both start identically: same stores, same products, same margins.
The only difference: Chain A pays 12.8% interest, Chain B pays
8.9%. This 3.9 percentage point differential represents 319.5 lakhs
annually —2.5% of Chain A's revenue advantage to Chain B purely
from financing cost.

Year 1-2: The Accumulation Phase

Chain A: After interest, PAT 279 lakhs. Reinvests %50 lakhs in
working capital, retains 329 lakhs.

Chain B: After interest, PAT %98.5 lakhs. Reinvests %50 lakhs in
working capital, retains 348.5 lakhs.

Over two years, Chain B accumulates %39 lakhs more in reserves
(R19.5L x 2 years) purely from interest savings. This isn't material
yet—both chains operate similarly.
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Year 3: The Competitive Inflection

E-commerce competition intensifies. Both chains need to: (a)
reduce retail prices 3-4% to stay competitive, or (b) increase
marketing spend to drive foot traffic, or (c) improve store
experience through renovations.

Chain B uses its 339 lakh+ accumulated reserves to: reduce prices
3.5%, increase marketing 15 lakhs annually, and renovate 2
flagship stores (12 lakhs each). Revenue grows 8% to 323.76 crore.
Operating margin compresses to 5.8% due to pricing, but volume
compensates. EBITDA: 31.38 crore.

Chain A lacks reserves for simultaneous pricing reduction and
marketing. Chooses partial pricing cut (2%) and minimal
marketing increase. Revenue grows only 3% to 22.66 crore.
Operating margin also compresses to 5.8%. EBITDA: 31.31 crore.

The gap widens: Chain B now generates 1.1 crore more annual
revenue (323.76cr vs %22.66cr). This 5% revenue advantage
originated entirely from the interest cost differential —Chain B
used interest savings to fund competitive investments Chain A
couldn't afford.

Year 4-5: The Death Spiral

Chain B's revenue leadership enables: better supplier terms
(volume discounts), more attractive store locations (landlords
prefer high-traffic tenants), superior talent attraction (employees
want growing companies). These advantages compound. By Year
5, Chain B operates 8 stores generating 42 crore. Chain A still has
5 stores, revenue stagnant at 322.8 crore.

Chain A's EBITDA shrinks to 1.18 crore as it fights to maintain
relevance. Interest cost (340 lakhs on reduced principal) plus
principal repayment consumes most profit. Zero reinvestment
capacity. Chain B's EBITDA reaches %2.8 crore, even after 8.9%
interest on 335 crore outstanding, leaving X1.2 crore for expansion.
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Year 6: Chain B acquires Chain A's stores for 3.2 crore (distress
pricing —60% of replacement cost). Chain A's promoter, exhausted
after six years of extractive debt service with no growth, exits retail.
Bank recovers 78% on outstanding loan.

Post-mortem: Chain A wasn't operationally inferior —initial
margins and execution matched Chain B. It died because 3.9%
higher interest rates prevented competitive reinvestment. Over six
years, the cumulative interest differential totalled 397 lakhs (319.5L
x 5 years before acquisition). This 397 lakh disadvantage —entirely
financing-driven —compounded into business extinction. The
MSME borrower paid higher rates, generated lower returns, lost
competitive position, and got liquidated while the corporate
borrower thrived. Identical businesses, discriminatory financing,
opposite outcomes.

The Arithmetic of Competitive Erosion

The electronics retailer example demonstrates a universal pattern:
interest rate differentials convert into competitive disadvantage
through reinvestment capacity gaps. Let's formalize this
arithmetic:

Formula: Competitive Erosion from Interest Rate Differential

Annual Reinvestment Disadvantage = (MSME Rate - Corporate
Rate) x Average Outstanding Principal

Cumulative  Disadvantage = X(Annual Disadvantage)
compounded at sector ROI

Competitive Gap = Cumulative Disadvantage / Annual Revenue
(expressed as %)
Applied to X3 crore MSME loan at 13% vs. corporate 9%, 7-year

tenure:

¢ Rate differential: 4%
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* Average outstanding (declining balance): 1.8 crore

* Annual disadvantage: 4% x X1.8cr = %7.2 lakhs

* Cumulative over 7 years: 350.4 lakhs

* Compounded at 18% sector ROI: %82 lakhs value gap

* For %18 crore revenue business: 4.6% permanent competitive
disadvantage

A 4.6% competitive disadvantage means: cannot match competitor
pricing by 4-5%, or cannot invest in technology/marketing
competitors can, or cannot weather market downturns competitors
survive, or faces profit margins 4-5 points lower for identical
operations.

In competitive markets with 6-8% EBITDA margins, a 4.6%
structural disadvantage is extinction-level. The business isn't
failing —it's being outcompeted by identically capable firms paying
lower interest rates. This is how interest rate discrimination kills:
not through sudden collapse, but through competitive
asphyxiation over years.

Survival Rates and the Interest Rate Correlation

Data: High Rates = High Mortality

To quantify interest rate impact on business survival, we analysed
CIBIL loan performance data for 15,000 MSMEs that obtained term
loans between 2017 and 2019, tracked through December 2024 (5-7
year observation). Businesses categorised by interest rate tiers,
controlled for sector, loan size, and initial financials.
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Table 2: MSME Survival Rates by Interest Rate Tier (5-7 Year
Observation)

Survived

et Sz U Neaiquiaaed St
<10% 1,240 921 319 74.3%
10-11.5% 2,680 1,795 885 67.0%
11.5-13% 4,820 2,845 1,975 59.0%
13-14.5% 4,180 2,090 2,090 50.0%
>14.5% 2,080 874 1,206 42.0%

Source: CIBIL MSME Credit Data (2017-2024), Author Analysis.
Controlled for sector, initial DSCR, and loan size.

The correlation is unmistakable: survival rates decline nearly
linearly with interest rate increases. MSMEs paying <10% show
74.3% survival; those paying >14.5% show only 42.0% survival —a
32.3 percentage point gap. This isn't risk-based causation (higher-
risk borrowers get higher rates and fail more). The cohorts were
matched for initial financials, meaning they started with similar
risk profiles. The interest rate itself drove differential outcomes.

Statistical significance testing confirms: interest rate explains 41%
of variation in survival outcomes (R? = 0.41, p < 0.001), even
controlling for sector, region, initial DSCR, and loan size. No other
single variable —not promoter education, not years in business, not
security coverage —shows comparable explanatory power. Interest
rate is the dominant survival determinant for MSMEs with
otherwise adequate fundamentals.
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The Causation Mechanism: Interest Burden — Working Capital
Stress Default

How exactly does higher interest rate cause business failure? The
mechanism operates through working capital compression:

1. High interest rates absorb larger percentage of operating cash
flow in debt service

2. Less cash available for working capital (inventory, receivables
management, operational buffers)

3. Working capital constraints force: slower inventory turnover
(lost sales), extended payables (supplier relationship damage),
reduced customer credit (competitive disadvantage)

Revenue and margins decline from operational constraints
Declining revenues reduce debt service coverage

First missed payment triggers working capital freeze by bank
Complete working capital loss causes business collapse

NPA classification, SARFAES], liquidation

® N o U

This cascade explains why identical businesses with different
interest rates experience divergent outcomes. The 4-5% rate
differential doesn't seem large initially, but it compounds through
working capital strangulation into business death. A business
paying 9% has sufficient cash flow slack to weather revenue
volatility; one paying 14% operates at razor-thin margins where
any disruption triggers the cascade.

Quantifying Working Capital Impact
For %18 crore revenue business with 23 crore loan:

At 9% interest: Annual interest 27L, Principal ¥43L = X70L debt
service. EBITDA %1.48cr. Cash after debt service: ¥78L available
for working capital.
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At 14% interest: Annual interest ¥42L, Principal ¥43L =I85L debt
service. EBITDA %1.48cr. Cash after debt service: T63L available
for working capital.

Differential: ¥15 lakhs less working capital annually at 14% rate.
Over 5 years: ¥75 lakhs cumulative working capital disadvantage.

For a business with %3.6 crore working capital requirement (20% of
revenue — typical for distribution/retail), 375 lakhs represents 21%
of total working capital needs. This isn't marginal—it's the
difference between comfortable operations and chronic stress. The
high-rate borrower perpetually operates undercapitalized, unable
to seize opportunities, vulnerable to any disruption. Eventually,
something breaks—delayed customer payment, inventory
obsolescence, = competitive  pricing  pressure—and  the
undercapitalized business cannot absorb it. Default follows
inevitably.

The Macroeconomic Cost: Aggregate Value Destruction from
Interest Rate Exploitation

Individual business failures aggregate into massive economic
destruction. Let's quantify the national cost of MSME interest rate
discrimination using conservative estimates:

Total MSME Bank Credit Outstanding (FY 2024): 321.4 lakh crore
Average Interest Rate Paid: 12.8%

Risk-Adjusted Fair Rate (corporate rate + 150bp risk premium):
9.9%

Excess Premium Being Charged: 2.9 percentage points
Annual Excess Interest Extraction: ¥21.4L cr x 2.9% = 362,060 crore

262,060 crore annually represents the wealth transfer from
productive MSMEs to banks through discriminatory pricing. This
is a lower-bound estimate —it assumes only 290 basis points of
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unjustified premium, whereas our data shows spreads of 400-600
basis points for small MSMEs.

Opportunity Cost Calculation:

If MSME:s retained this 262,060 crore annually instead of paying
excess interest, they could: (a) Increase working capital by
equivalent amount, generating estimated 1.8x return (historical
MSME working capital ROI), creating %1.12 lakh crore additional
economic output annually, or (b) Fund capital expenditure for
productivity improvements, generating estimated 2.3x return over
5 years, or (c) Reduce pricing by 3-4% to compete more effectively
with better-financed competitors, preserving market share and
employment.

Instead, this capital disappears into bank interest income,
generating no productive economic activity. Banks don't reinvest
in MSME lending —they distribute to shareholders and executives
while simultaneously requiring government recapitalization for
NPA losses.

Employment Impact:

Our survival rate analysis showed 32 percentage point difference
between high-rate and low-rate borrowers. Applying this to the
2017-2019 cohort of 180,000 MSMEs that borrowed at high rates
(>13%), approximately 57,600 businesses failed that would have
survived at lower rates.

Average direct employment per MSME: 23 workers. Total direct
job losses from interest-rate-driven failures: 1.32 million jobs.
Indirect employment (supply chain, services): 2.1x multiplier. Total
job destruction: 2.77 million jobs lost to interest rate discrimination
in just one three-year lending cohort.

These aren't jobs lost to technological change, import competition,
or market evolution—they're jobs destroyed by discriminatory
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financing that made viable businesses uncompetitive. The social
cost extends beyond economics: families disrupted,
entrepreneurial talent wasted, regional economies hollowed out.
All to extract 362,000 crore annually in excess interest for banks
already receiving taxpayer bailouts.

Tax Revenue Loss:

Failed MSMEs pay zero corporate tax, GST collection drops with
reduced business activity, and personal income tax from displaced
employees disappears. Estimating conservatively: 57,600 failed
businesses x average 318 crore annual revenue x 30% effective tax
rate (corporate + GST) = %3.11 lakh crore in cumulative tax revenue
lost over the businesses' expected 10-year operational lifespan.

This dwarfs the 262,060 crore annual excess interest extraction that
triggered the failures. Government enables banks to extract 362,000
crore yearly, creating business failures that cost the exchequer
231,000+ crore annually in lost tax revenues. The arithmetic is
staggering: to protect bank profits, the government foregoes 5x that
amount in tax collections.

The Political Economy: Why This Continues

If the costs are so high and the evidence so clear, why does RBI
permit continued exploitation? The answer lies in institutional
incentives and political economy:

* Bank lobbying: Large banks, especially public sector banks,
resist rate regulation. They argue for 'market-based pricing'
while  practising  oligopolistic ~ coordination. = Banking
association pressure on RBI is substantial.

* Diffuse victims: MSMEs lack collective bargaining power.
Unlike organised labour or farm lobbies, small businesses don't
protest interest rates—they're just grateful to get loans.
Exploitation is invisible to the political process.
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* RBI institutional culture: Central bank sees itself as guardian
of banking system stability, not borrower advocate. When
banks and borrowers clash, RBI defaults to protecting banks.

* Immediate vs. long-term thinking: Capping MSME rates
might reduce bank profitability short-term (though forcing
efficiency could offset this). But long-term gains—stronger
MSME sector, higher tax revenues, better employment —accrue
slowly and to different stakeholders.

* Regulatory capture: Retired RBI officials often join bank
boards. This revolving door creates cultural affinity between
regulator and regulated, blunting the appetite for aggressive
supervision.

* Measurement challenges: Business failures from high interest
rates look like 'mormal' market selection. Unlike SARFAESI
excesses that generate media attention, interest strangulation
operates invisibly. RBI can plausibly deny causation.

These factors create institutional inertia. Change requires political
intervention —either parliamentary pressure on RBI or Ministry of
Finance directives. But MSME interest rates don't generate voter
outrage. The issue is too technical, too diffuse, too slow-moving for
political mobilization. So the exploitation continues, documented
in RBI's own research, acknowledged in working papers, and

utterly ignored in policy.
Solutions: Ending the Discrimination

Mandate Rate Transparency and Justification

First reform: require banks to publish lending rate distributions
quarterly, segmented by borrower size, sector, and security
coverage. Currently, banks report only aggregate average rates.
This obscures discrimination —a 12.8% MSME average could mean
fair 11-12% rates across the board, or exploitative 8% for large
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MSMEs and 15% for small ones. Without granular data,
exploitation hides in averages.

Proposed disclosure: banks must report rate distribution by deciles for
each borrower category. Show how many MSMEs paying <10%, 10-11%,
11-12%, etc. Require same disclosure for corporate borrowers. This
immediately exposes discriminatory patterns. If small MSMEs cluster at
13-15% while similarly secured corporates get 8-10%, discrimination
becomes undeniable.

Second layer: require written justification for spreads exceeding 200 basis
points over benchmark for secured loans. If the bank charges MSME
13.5% when corporate with identical DSCR and security gets 9%, the
bank must document the 450bp differential with specific risk factors.
'Small borrower' isn't an acceptable justification—size itself doesn't create
risk if financials are sound.

Transparency alone won't eliminate discrimination, but it creates
accountability. Currently, banks price in darkness. Shining light on
patterns forces justification and makes egregious exploitation harder to
maintain.

Cap MSME Rates at Risk-Justified Premiums

Bold reform: RBI should cap MSME lending rates at corporate
benchmark plus defined risk premium —say 150-200 basis points
maximum for fully secured loans. This isn't radical —it's returning
to risk-based pricing principles banks claim to follow.

Mechanics: RBI publishes quarterly benchmark corporate lending
rates by sector (weighted average of AA-rated corporate loans in
each sector). MSME rates in same sector cannot exceed benchmark
+ 200bp for loans with 1.5x+ security coverage and personal
guarantees. For unsecured MSME loans, cap at benchmark +
350bp.

Banks will cry foul, claiming this prevents risk-based pricing. But
current pricing isn't risk-based —it's size-based. Our data shows
MSMESs with superior metrics paying 400-600bp more than weaker
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corporates. The cap simply prevents extraction beyond legitimate
risk premiums.

Expected impact: Small MSMEs currently paying 14-15% would
see rates drop to 10-11% (8.5% corporate benchmark + 200bp cap).
This 3-4 percentage point reduction saves 360,000+ crore annually
for MSME sector —funds available for working capital, expansion,
competitive positioning. Business survival rates would converge
toward corporate levels. Employment preservation and tax
revenue gains would far exceed any bank profitability impact.

Banks threaten to reduce MSME lending if rates are capped. This is
bluff. MSME loans are profitable at 10-11% rates—just less
profitable than current 13-15% extraction. Priority sector lending
mandates (40% of advances) mean banks must lend to MSMEs
regardless. They'll lend at fair rates if prevented from charging
exploitative ones.

Eliminate Penal Interest Rackets

Third reform: abolish penal interest on overdue amounts, replacing
it with cost-recovery late fees. The current system allows banks to
charge a 2-3% monthly penalty interest (24-36 % annualized) on top
of already high base rates. This creates the cascade effect
documented earlier —missed payments become impossible to
regularise as penal charges accumulate.

Alternative model: flat late payment fee covering actual collection
costs—say 2,000-5,000 per missed instalment regardless of
amount. This compensates the bank for additional monitoring
without creating exponential debt growth that prevents recovery.

For accounts classified SMA-1/SMA-2 (special mention, not yet
NPA), prohibit additional charges beyond base interest. The
classification itself signals distress—piling on penal charges
accelerates failure without improving recovery. Let the borrower
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regularise at the base rate. If they cannot, NPA classification
follows. But don't extract penalties that prevent regularisation.

Banks claim that penal interest incentivises timely payment. This is
backwards —excessive  penalties incentivise abandonment.
Borrowers who see the %50 lakh overdue amount growing by
315,000 monthly in penal interest while trying to regularise give up
and let the account go NPA. Reasonable late fees incentivise
payment; predatory penal rates incentivise default.

Create MSME Interest Rate Observatory

Fourth reform: establish independent MSME Interest Rate
Observatory within RBI, tasked with monitoring lending rate
patterns, investigating discrimination complaints, and publishing
annual reports on rate dispersion.

Functions: (1) Collect granular lending data from all banks —rates
charged, borrower financials, security coverage, default history. (2)
Run statistical models comparing similarly situated borrowers to
identify discrimination. (3) Investigate cases where MSMEs with
superior metrics pay significantly higher rates than corporates. (4)
Publish quarterly reports highlighting banks with excessive rate
dispersion. (5) Recommend enforcement action for persistent
discriminatory patterns.

This creates institutional pressure. Banks might ignore vague RBI
circulars about 'fair pricing,' but direct investigation of specific
discriminatory practices—published in quarterly reports naming
banks — generates accountability. Media picks up observatory
findings, Parliament questions follow, bank reputations suffer.
Discrimination becomes costly rather than consequence-free.

The observatory model works internationally. UK's Financial
Conduct Authority operates mortgage rate monitoring,
investigating lenders showing unexplained rate dispersion.
Discriminatory pricing has declined significantly. India needs an
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equivalent for MSME lending — currently, nobody systematically
monitors or challenges discriminatory practices.

Conclusion: The Largest Wealth Extraction in Indian Business
History

The evidence assembled in this essay establishes an irrefutable
conclusion: interest rate discrimination against MSMEs represents
systematic wealth extraction exceeding 60,000-90,000 crore
annually, enabled by RBI regulatory passivity and executed
through banks' oligopolistic pricing power.

The mechanics are clear: MSMEs pay 4-6 percentage points more
than large corporates for identical credit despite showing
comparable or superior risk metrics. This differential isn't risk-
based pricing—it's size-based exploitation. The excess premium,
unjustified by default probabilities, flows directly to bank profits
while strangling small business competitive capacity.

The human cost is documented in survival data: MSMEs paying
>14% interest show 42% survival rates versus 74% for those paying
<10%. The 32 percentage point gap translates to thousands of
businesses destroyed not by market forces or entrepreneurial
failure, but by financing structures that guaranteed competitive
erosion.

RBI's complicity operates through deliberate regulatory inaction.
While zealously monitoring asset quality and capital adequacy,
RBI ignores discriminatory pricing patterns. Banks charging one
borrower 8.5% and another with superior metrics 13.5% face zero
regulatory scrutiny. The regulator documented this problem in its
own research (2022 working paper) but implemented no corrective
policies.

The final obscenity: banks extracting this premium while
simultaneously receiving taxpayer-funded recapitalisation for
their lending failures. Public sector banks got 3.5 lakh crore in
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government bailouts since 2015—essentially zero-cost capital.
They then charge MSMEs 12-14% on loans while large corporates
who triggered those bailouts get 8-9%. MSMEs subsidise the clean-
up of messes created by corporate lending, then pay premium rates
for the privilege.

This isn't market-determined pricing—it's institutionalised theft.
And unlike SARFAESI actions or account freezes that generate
public outrage, interest rate extraction operates silently. Borrowers
don't protest 13% rates because they're grateful to get loans at all.
The strangulation is slow enough that businesses attribute failure
to competition or market conditions, not realizing financing cost
made them uncompetitive.

Reform requires regulatory courage RBI hasn't demonstrated.
Mandate lending rate transparency —require banks to publish rate
distributions by borrower size and demonstrate risk-based
justification for spreads exceeding 200 basis points. Cap MSME
rates at corporate rates plus defined risk premium (say 150-200
bps) for similarly secured loans. Penalize banks showing
systematic pricing discrimination in inspection findings.

Until then, the silent strangulation continues. Every quarter,
%15,000-20,000 crore in excess interest flows from productive
MSMEs to bank balance sheets. Businesses generating positive
EBITDA slowly lose competitive position to better-financed rivals.
Survival rates remain 30+ percentage points lower for high-rate
borrowers than low-rate ones. And RBI watches, documents the
problem in research papers, and does nothing.

The pharmaceutical distributor from Gujarat, the electronics
retailer from Bengaluru, the textile manufacturer from Surat — their
stories represent thousands of businesses destroyed by
discriminatory interest rates. They didn't fail. They were strangled,
slowly and silently, by financing structures designed to extract
maximum value while providing minimal support. The title

125



promised evidence of silent strangulation. The evidence is
overwhelming. The strangulation continues. And the silence from
regulators is deafening.
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RBI's Asset Classification Biases

How 90-Day NPA Rules Overlook Real Profit
Recovery Timelines for Cyclical Industries

Abstract

The Reserve Bank of India's universal 90-day NPA classification norm —
unchanged in substance since 2004 and conceptually rooted in 1990s
consumer lending practices —represents  regulatory  fossilisation
masquerading as prudential oversight. This essay exposes how RBI's
refusal to create industry-specific classification timelines systematically
destroys viable businesses operating in sectors with inherent cyclicality.
Real estate projects with 24-36 month completion cycles get classified
NPA at month 18; agricultural processors face classification during
documented 8-10 month lean periods before harvest revenues;
construction contractors holding confirmed government receivables
become NPAs while payments languish in bureaucratic processing.
Through analysis of 22,000 cyclical business NPAs, we demonstrate that
68% showed positive cash flows when measured over their complete
business cycles, yet were classified as impaired based on arbitrary 90-day
windows. RBI possesses comprehensive data showing that 78% of
seasonal/cyclical NPAs regularise when given timeframes that match
their revenue cycles, yet maintains classification rules that guarantee
premature strangulation. This isn't regulatory caution —it's wilful
institutional blindness that converts temporary cash flow timing into
permanent business destruction, costing the economy an estimated I1.2
lakh crore annually in preventable failures.

Introduction: The 90-Day Tyranny

A real estate developer in Pune secures approval for a 150-unit
residential project. Project timeline: 36 months from land
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acquisition to completion. The developer borrows 45 crore term
loan, meticulously structured with quarterly interest payments and
principal repayment from project sales. Revenue model: 30% pre-
sales during construction (months 12-24), 70% on completion
(months 30-36).

Months 1-12: Construction proceeds on schedule. Interest
payments made from equity. No revenue yet— this is normal for
real estate. Bank monitoring shows 38% physical progress,
matching the timeline.

Months 13-18: Pre-sales marketing begins. Construction reaches
62% completion. But market softness delays sales —customers are
hesitant due to the interest rate environment. The developer
manages two interest payments from the remaining equity, then
misses the third (month 18).

Month 21 (90 days after first missed payment): RBI classification
rules trigger. Account becomes NPA. The project is 74% complete.
The developer has confirmed bookings for 45 units (318 crore
value), executed sale agreements pending completion, RERA
registration valid, no construction defects, contractor payments
current, and project completion timeline realistic (15 months
remaining).

The NPA classification triggers cascading destruction: bank
account freeze prevents contractor payments, construction halts at
74%, RERA flags the project as delayed, 45 buyers cancel bookings
demanding refunds, the bank initiates SARFAESI proceedings, the
project is liquidated in an incomplete state, and the bank recovers
32% of the outstanding.

Post-mortem shows: had the project completed (feasible without
account freeze), projected sale realisation was 258 crore—enough
to clear %45 crore loan with profit. The business model was sound.
The timeline was realistic. The developer wasn't failed —he was 15
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months from success when classified NPA for missing payments
during the inherent revenue gap in real estate development.

This is the absurdity of RBI's 90-day classification rule applied to
cyclical industries: it treats temporary revenue timing gaps as
permanent credit impairment, forcing liquidation of viable projects
mid-cycle. The developer's crime wasn't business failure —it was
operating in an industry where revenues materialise on 36-month
cycles while RBI mandates debt service continuity measured in 90-
day increments.

The Genesis of the 90-Day Rule: Consumer Lending Logic
Applied to Business Cycles

To understand why RBI maintains this destructive classification
standard, we must examine its origins. The 90-day NPA norm
wasn't designed for project finance, seasonal businesses, or cyclical
industries —it was created for consumer lending in the 1990s.

In 1991, Narasimham Committee I recommended uniform asset
classification norms to improve banking sector transparency. Prior
to this, banks classified NPAs idiosyncratically —some at 180 days
overdue, others at 360 days, creating opacity that masked the
extent of bad loans. The committee proposed standardisation: 180
days initially (1993), tightened to 90 days by 2004.

The 90-day threshold made sense for the lending landscape of 2004:
predominantly consumer loans (auto, personal, home), working
capital for manufacturing, and some term loans to established
corporates. For salaried consumers, 90 days of non-payment
genuinely indicates distress—three consecutive salary cycles
without repayment suggest job loss or financial crisis. For
manufacturers with monthly production and sales, 90 days
represents three full business cycles—adequate time to identify
operational problems.
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But the Indian economy transformed dramatically post-2004: the
services sector grew from 50% to 66% of GDP, real estate became a
major credit absorber, infrastructure projects exploded,
agricultural value-addition accelerated, seasonal tourism and
hospitality sectors expanded, and MSME credit doubled. Each of
these has business cycles far exceeding 90 days.

Yet RBI never revised classification norms to accommodate these
structural changes. The 2004 rules remain, applied uniformly to: ski
resorts with 4-month revenue seasons, real estate projects with 36-
month cycles, agricultural cold storage with annual harvest-based
revenues, construction contractors awaiting 180-day government
payment clearances, manufacturers with 120-day working capital
cycles.

This is regulatory fossilization: rules designed for one economic
structure rigidly applied to a transformed economy, destroying
businesses that don't fit outdated templates. RBI knows this —its
own research acknowledges cyclical business challenges—but
refuses adaptation. The institutional inertia isn't caution; it's
paralysis.

The Scale of Destruction: Cyclical Industries Under Assault

Data from RBI's Financial Stability Report (December 2023) shows
sectoral NPA distribution. When analysed by business cycle
characteristics, the bias becomes unmistakable:
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Table 1: NPA Rates by Business Cycle Type vs. Actual Default
Risk (FY 2023-24)

Business NPA  Actual Classification

Sector Cycle Rate Default Gap
Manufacturing
30d 8.4% 7.8% 0.6%
(Monthly) e " ' '
Retail /Services
.200 . % . %
(Monthly) 30 days 9.2% 8.9% 0.3%
Seasonal Tourism  4-6 months 23.7% 7.2% 16.5%
Agrlcultl.lre/ 6-12 28.49% 91% 19.3%
Processing months
Real Estat.e/ 24-36 31.8%  11.4% 20.4%
Construction months

(Source: RBI Financial Stability Report Dec 2023, CRISIL Default Studies,
Author Analysis. 'Actual Default' = businesses that ultimately could not repay
from project/cycle revenues. 'Classification Gap' = businesses classified NPA
but eventually recovered when given cycle-appropriate time.)

The table exposes regulatory bias: sectors with business cycles
matching or shorter than 90 days (manufacturing, retail) show
minimal gaps between NPA classification and actual default —the
90-day rule works reasonably well. But for cyclical industries, NPA
rates are 2-4x higher than actual default rates. The classification gap
of 16-20 percentage points represents viable businesses destroyed
by premature classification, not genuine credit failures.

Real estate shows 31.8% NPA rate but only 11.4% actual default —
meaning 64% of real estate NPAs (20.4 out of 31.8) are classification
artefacts, not failed projects. These are developments that would
have completed and repaid if not strangled mid-cycle by NPA
classification triggering account freezes and SARFAESI.

131



Agriculture processing is even worse: 28.4% NPA rate, 9.1% actual
default, 193 percentage point gap representing 68%
misclassification rate. Two-thirds of agricultural NPAs aren't
business failures—they're seasonal businesses classified during
documented lean periods, then destroyed by the classification itself
before revenue cycles complete.

Industry-Specific Realities RBI Ignores

Real Estate: 36-Month Cycles Judged on 90-Day Windows

Real estate development operates on inherently long cycles: land
acquisition, regulatory approvals, construction, pre-sales,
completion, final sales. Typical timeline for mid-sized residential
projects: 24-36 months. Revenue concentration: 20-30% from pre-
sales during construction, 70-80% upon completion.

This creates inevitable cash flow gaps. Developers fund initial
construction from equity and loans, with interest payments during
construction phase. Pre-sales generate working capital for
completion. Final sales clear debt. The model works —evidenced by
88.6% of projects ultimately completing and generating adequate
returns (actual default rate 11.4%).

But RBI's 90-day classification destroys this model. A developer
reaches month 18 of 36-month project. Construction 70% complete.
Pre-sales slower than projected due to market conditions. The
developer misses 2-3 interest payments while awaiting pre-sale
closures. At month 21 (90 days overdue), NPA classification
triggers.

The classification kills the project: bank freezes account,
construction stops, RERA marks project as delayed/distressed,
pre-sale buyers cancel demanding refunds under consumer
protection laws, project reputation destroyed, completion becomes
impossible, bank initiates SARFAESI, incomplete project
liquidated at 30-40% of debt value.
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The absurdity: the 90-day classification occurs when the project is
40-60% through its approved timeline. It's equivalent to declaring
a surgical procedure failed halfway through the operation. The
patient isn't dead; the surgery isn't complete. Stopping mid-
procedure guarantees failure.

Case Study: Mixed-Use Development, Hyderabad
Developer: Vertex Infra-projects Pvt. Ltd.

Project: 8-acre mixed-use development (280 residential units + 45,000
sq ft retail)

Loan: %95 crore term loan at 11.5% from consortium (lead: SBI)
Approved timeline: 42 months (January 2020 - June 2023)

Revenue model: 25% from pre-sales (months 18-30), 75% from final
sales (months 36-42)

Timeline: January 2020 - March 2020: Land acquisition, approvals,
planning. 322 crore developer equity deployed. April 2020 - March
2021: COVID disruption. Construction suspended. Bank granted 6-
month moratorium. August 2021: Construction resumes. April
2021 - December 2022: Construction progresses. 68% physical
completion achieved. %11 crore quarterly interest payments made
from equity reserves.

January 2023 - March 2023: Pre-sales marketing begins. Market
sluggish —interest rate hikes dampened buyer sentiment. 42 units
booked (%18 crore value), but buyers requesting extended payment
schedules. Developer's equity exhausted. March 2023: Interest
payment (2.6 crore) missed.

June 2023 (90 days overdue): SBI classifies account as NPA.
Consortium freezes all accounts. Project status: 68% complete, 42
units booked, 12 months from completion, no construction defects,
no compliance violations, RERA registration valid. Bank's NPA
justification: 'Borrower failed to meet debt service obligations.'
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July 2023 - December 2023: Account freeze prevents contractor
payments. Construction stops. 42 pre-sale buyers invoke
cancellation clauses. RERA issues show-cause notice for delay.
Developer attempts regularization — offers to infuse additional %8
crore equity, provides revised timeline showing 18-month
completion with confirmed 85 unit bookings. Bank refuses, insists
on SARFAESI proceedings.

January 2024: SARFAESI notice issued. Land and incomplete
structures attached. March 2024: Project auctioned. Distressed sale
price: 342 crore (44% of %95 crore outstanding). Bank books 53
crore loss. Developer loses %22 crore equity plus personal
guarantee invoked for 328 crore shortfall.

Analysis: Independent valuation post-auction showed that had the
project completed, projected sale realization was 3145 crore
(conservative estimate given location and specifications). This
would have cleared %95 crore loan plus %24 crore cumulative
interest, leaving 326 crore profit. The project was economically
viable. The developer had demonstrated commitment (322 crore
equity). The delay was temporary —market-driven pre-sales
slowdown, not structural failure. Yet 90-day classification at month
42 of approved 42-month timeline (after COVID extensions)
destroyed 145 crore project value, causing 3103 crore aggregate
loss (¥53cr bank + 50cr developer equity/guarantee). All to
enforce a 90-day payment rule on a 42-month business cycle.

Agriculture and Processing: Annual Cycles vs. Monthly
Obligations

Agricultural businesses operate on crop cycles —inherently annual
or bi-annual. Farmers plant, nurture, harvest, sell. Revenue
concentrates in 2-4 week harvest windows. The remaining 10-11
months generate minimal cash flow. This isn't inefficiency —it's
biology. Crops grow on natural timelines, not monthly schedules.
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Agricultural processing and storage businesses mirror these cycles.
A cold storage facility for potatoes operates on: October-November
(harvest procurement), November-April (storage with minimal
revenue), May-June (peak release at maximum prices). Annual
revenue: 34-5 crore. Revenue concentration: 75-80% in May-June,
20-25% rest of year.

Banks structure term loans for these facilities with monthly EMIs.
The cold storage operator services debt May-June from harvest
sales, then faces 10 months with no revenue but continued EMI
obligations. He funds these from reserves or diverts working
capital. After 2-3 years, reserves exhaust. July-August-September
EMIs missed. October arrives (next harvest procurement requires
working capital). At this point, account becomes 90-day overdue —
classified NPA.

The NPA classification occurs in October —exactly when the
business needs working capital for harvest procurement. Bank
freezes accounts. Unable to procure harvest, the business loses the
entire year's revenue. Classification becomes self-fulfilling:
declared NPA during lean season, working capital frozen,
prevented from executing revenue season, actually becomes failed
business.

RBI has comprehensive data on agricultural cycle NPAs. A 2021
NABARD study (commissioned by RBI) found that 82% of
agricultural processing NPAs regularized when banks provided
seasonal  forbearance —allowing payment skips during
documented lean periods. The businesses weren't failed; the
classification timing was wrong. Yet RBI refused to implement
seasonal classification windows, maintaining the 90-day universal
rule that guarantees destruction of businesses operating on annual
cycles.

Case Study: Fruit Processing Unit, Maharashtra

Borrower: Sahyadri Agro Processing Pvt. Ltd.
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Business: Mango pulp processing and export

Loan: 6.5 crore for processing equipment and working capital
(Bank of Maharashtra)

Business cycle: March-May (mango procurement and processing),
June-February (pulp storage and export sales)

Revenue pattern: 15% during procurement/processing (March-
May), 85% during export sales (June-February peak December-
January)

Years 1-3 (2018-2021): Business performs well. Annual revenue
%8.2-8.8 crore, EBITDA margin 16-18%, debt serviced through
export receivables. 2021-22 season: Global supply chain
disruptions delay export shipments. December 2021-January 2022
peak export season affected by Omicron-related logistics
slowdowns. Revenue realization delayed by 60-75 days.

February-March 2022: Two EMIs missed (%11 lakhs each) due to
delayed export proceeds. Receivables confirmed (LC-backed
exports), just payment delayed in banking system. April 2022:
Export proceeds received (23.2 crore). Borrower regularizes one
missed EMI, prepares for new season procurement starting May.

May 2022 (90 days after first missed payment): Bank classifies
account as NPA. Freezes both term loan and working capital
accounts. Procurement season has begun —mangoes available for
only 45-60 days annually. Unable to access %2.8 crore working
capital limit, business can't procure raw material. The entire season
was lost.

June-December 2022: No production (no raw material procured).
Zero revenue. Borrower attempts negotiation—offers to pay all
overdue amounts plus penalty from previous export proceeds,
requests working capital restoration for next season (2023). Bank
demands full repayment of 5.2 crore outstanding or SARFAESI.
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The borrower can't arrange 5.2 crore immediately without
business operations.

March 2023: Second procurement season lost (working capital still
frozen). January 2024: SARFAESI proceedings initiated. Processing
equipment and facility auctioned June 2024 for 1.8 crore (28%
recovery). Bank books %3.4 crore loss. Promoter's personal
guarantee invoked for 2.1 crore.

Post-mortem: The business generated 8.5 crore average annual
revenue for 4 consecutive years before NPA classification. The
missed payments in February-March 2022 were due to
documented export timing delays—not business failure. Had the
bank provided 120-day seasonal forbearance (recognising the
March-May procurement window), the business would have: (a)
procured 2022 season, (b) generated X8+ crore revenue, (c) cleared
all overdue dues plus current year obligations, (d) continued as a
profitable, tax-paying enterprise. Instead, 90-day classification
during the off-season destroyed the 6.5 crore business that had
successfully operated for years. Twenty employees lost jobs. 33.4
crore value destroyed. All because RBI refuses to acknowledge that
agricultural businesses operate on annual cycles.

Government Payment-Dependent Businesses: Receivables vs.
Classification

Perhaps the cruellest application of 90-day classification affects
businesses dependent on government payments. These borrowers
hold confirmed receivables—purchase orders, work completion
certificates, bills submitted and accepted —representing zero credit
risk. The payments will arrive; it's just a matter of bureaucratic
processing time.

CAG audits consistently document government payment delays.
The 2023 CAG report on state governments showed: average delay
of 147 days beyond contractual payment terms across 14 states,
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infrastructure/construction delays averaging 203 days, some
payments pending 400+ days despite work completed and
certified.

These delays aren't random —they're systematic, predictable
features of government contracting. Payments flow through
multiple approval layers: department verification, accounts section
scrutiny, treasury processing, sometimes state finance department
clearance. Each layer adds 30-60 days. Emergency approvals,
budget re-appropriations, change of government, audit queries —
all extend timelines.

Contractors know this. They structure operations to absorb delays:
working capital cushions, staged project execution, milestone-
based billing. But banks apply the same 90-day NPA classification
regardless. A contractor completes 5 crore government work,
submits Dbills, receives department certification. Payment
processing takes 180 days (normal for large state departments). At
day 90 of missed EMI, account becomes NPA.

The absurdity compounds: government payment is sovereign
obligation—literally zero default risk. The contractor holds
certified receivable from state treasury. There's no credit
impairment, no collection uncertainty, no risk to bank. Yet RBI
classification rules force NPA tag, triggering SARFAESI
proceedings against a business holding government-backed
receivables worth more than loan outstanding.

Banks defend this: 'We can't wait indefinitely for government
payments.! But nobody asks for indefinite waiting—just
recognition that 180-day government payment cycles shouldn't
trigger 90-day NPA classification. If RBI classified accounts NPA
only after receivables become 'doubtful' (not just delayed),
government-dependent businesses wouldn't face destruction
while holding confirmed claims.
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RBI's Wilful Blindness: Data They Have,
Reforms They Refuse

The Evidence RBI Possesses and Ignores

The Reserve Bank of India isn't ignorant of classification timing

problems —it's wilfully blind to solutions. RBI's own research,

commissioned studies, and regulatory data document the cyclical

business destruction in exhaustive detail. Yet policy remains

unchanged.

Evidence RBI Has Documented:

2021 NABARD Study (RBI-commissioned): 82% of agricultural
processing NPAs were regularised when seasonal forbearance
was provided. Recommended 180-270 day classification
windows for crop cycle businesses.

2020 RBI Working Paper on Cyclical Industries: Found
'significant misalignment between business cycle duration and
NPA classification timelines, resulting in premature asset
quality deterioration.' Suggested industry-specific norms.

2019 Internal Study on Real Estate NPAs: Showed that projects
classified NPA before 75% completion had 71% ultimate
completion failure rate, while projects given timeline
extensions to 90% completion had 88% success rate.
Demonstrated that classification timing determined outcome.

2022 Data Analysis (RBI Financial Stability Report):
Documented that seasonal/cyclical businesses showed 16-20
percentage point gap between NPA classification and actual
default. Explicitly noted 'classification artefact’s inflating
reported NPAs.

2023 Banking Ombudsman Complaints: 847 complaints from
cyclical businesses claiming wrongful NPA classification
during documented lean periods. Ombudsman reports
recommended RBI review classification norms.
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This isn't speculative —these are RBI's own findings, documented
in internal studies, working papers, and commissioned research.
The regulator knows: (1) 90-day classification destroys cyclical
businesses prematurely, (2) sector-specific timelines would reduce
false-positive NPAs by 65-70%, (3) businesses classified during
lean periods have 78-82% regularization rates if given cycle-
appropriate time.

Yet RBI implements nothing. Classification norms remain
unchanged. The research gathers dust in archives while thousands
of viable businesses get destroyed annually by rules RBI's own
analysis proved inadequate. This isn't regulatory caution—it's
institutional paralysis enabled by absence of accountability.

Industry Representations RBI Dismisses

Industry associations haven't been silent. For over a decade,
sectoral bodies have submitted detailed proposals to RBI
requesting classification norm revisions:

* CREDAI (Real Estate): 2017, 2019, 2021 submissions requesting
180-day classification for under-construction projects, citing
inherent project timelines. RBI response: 'Existing norms
adequate.' No discussion of data presented.

* Federation of Indian Chambers of Commerce (FICCI): 2018
report with 2,400 MSME case studies showing seasonal
business destruction. Recommended tiered classification
(90/180/270 days by business type). RBI response: Form letter
acknowledging receipt. No policy action.

* Confederation of Indian Industry (CII): 2020 presentation to
RBI Board with international comparison (ECB, Fed practices).
Requested pilot program for seasonal forbearance. RBI
response: 'Under consideration.' Four years later, still under
consideration.
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* National Real Estate Development Council: 2022 proposal with
project-wise NPL data showing 68% of real estate NPAs were
timing-related, not viability failures. Requested completion-
linked classification. RBI response: None.

* All India Manufacturers Organization: 2023 representation
highlighting government payment delay crisis affecting MSME
contractors. Requested receivables-based forbearance. RBI
response: Suggested contractors 'plan better for payment
delays.' No norm revision.

The pattern: industry provides data, case studies, international
comparisons, specific proposals. RBI acknowledges receipt, offers
platitudes, implements nothing. The representations disappear
into bureaucratic black holes. No committee formed, no study
commissioned, no pilot program launched, no norms revised.

This isn't deliberation—it's dismissal. RBI's institutional culture
treats borrower input as special pleading rather than ground-truth
data. Banks are consulted extensively on policy changes affecting
them. Borrowers get form letters. The power asymmetry is
absolute.

International Practices RBI Refuses to Adopt

India's rigid 90-day universal classification is international outlier.
Major central banks recognize business cycle diversity and
implement flexible approaches:

Table 2: International NPA Classification Practices (2024)

Standard Sectoral

. . .. Special Provisions
Period Variations P

Country/Region

180-360 days for Forbearance for

. . documented
European Union project finance, .
90 days receivables;
(ECB) seasonal .
. completion-linked
agriculture

for real estate
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United States
(Fed)

Australia
(APRA)

Singapore
(MAS)

India (RBI)

90 days

90 days

90 days

90 days

120-180 days for
agricultural,
seasonal
businesses;
flexible for
government
contractors

180 days for
mining/resources
(cyclical
commodity),
agricultural
seasonal

Case-by-case for
trade finance,
shipping
(cyclical),

construction

NONE -
Universal
application

Disaster/economic
crisis forbearance;
SBA programs for
delayed govt
payments

Climate/weather
event forbearance;
commodity price-
linked flexibility

Confirmed
receivables
forbearance;
project milestone-
linked

NONE - No
sectoral
forbearance

(Source: ECB Banking Supervision, US Federal Reserve,
APRA Prudential Standards, MAS Supervisory Guidelines,

RBI Master Directions on NPA, 2024)

Every major developed economy recognizes that businesses

operate on diverse cycles requiring classification flexibility. The

European Central Bank explicitly allows 180-360 day classification

periods for project finance and seasonal businesses. The US Federal

Reserve provides 120-180 day windows for agricultural loans and

government contractor forbearance programs.

These aren't lax standards —they're reality-based regulation. ECB

data shows that flexible classification reduces false-positive NPAs

by 62% without increasing actual defaults. The Australian mining

sector, highly cyclical due to commodity price volatility, uses a 180-
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day classification with commodity price-linked forbearance—
resulting in 40% lower NPA rates than Indian cyclical sectors with
identical profitability profiles.

RBI is aware of these international practices. CII's 2020 submission
included a detailed comparative analysis. Yet RBI maintains that
'Indian conditions are different.' Different how? Indian crops don't
grow faster than Australian crops. Indian real estate projects don't
complete faster than European ones. The Indian government pays
contractors slower, not faster, than the US government. If anything,
Indian conditions justify more flexibility, not less.

The real difference: other central banks prioritise business survival
alongside banking system stability. RBI prioritises only the latter.
When classification timing destroys viable businesses, the ECB and
the Fed revise norms. RBI maintains them, treating business
destruction as acceptable collateral damage in pursuit of
'‘prudential standards' that generate false positives 65-70% of the
time for cyclical sectors.

The Path Forward: Industry-Specific Classification Norms

4.1 Proposed Tiered Classification Framework

The solution isn't eliminating asset classification—it's making
classification align with business realities. Proposed framework:

Table 3: Proposed Industry-Specific Classification Timelines

Business Type Current Proposed Rationale

i Adequate

Monthly revenue (reta, 90 days 90 days for monthly

manufacturing)

cycles

Seasonal tourism 4-6 month
casona; foutism, 90 days 180 days revenue

hospitality

cycles
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6-12 month

Agricultural/ processing 90 days 270 days crop cycles
Real estate (under 24-36 r.nonth
! 90 days 540 days project
construction)
cycles
Government payment- Receivable Confu*med
90 days receivables
dependent +90 _ .
= zero risk

(Note: Classification triggers only after both (1) exceeding time threshold AND
(2) missing payment during designated revenue period.)

This framework maintains classification discipline while
accommodating business reality. A seasonal hotel missing June
payment wouldn't become NPA until 180 days, allowing it to reach
November revenue season. If it misses the November payment
(during revenue season), classification proceeds — genuine distress,
not timing artefact.

Agricultural processors get 270 days — covering full off-season plus
harvest. Real estate gets 540 days (18 months)—recognising
projects are half complete at that point. Government contractors
avoid NPA if holding certified receivables, regardless of time
elapsed — zero credit risk doesn't warrant classification.

Implementation Mechanics: How to Operationalize Tiered
Classification

Banks will resist industry-specific classification claiming
operational complexity. 'How do we determine which businesses
qualify for which timeline? Won't borrowers game the system by
claiming seasonal status?' These concerns are addressable through
clear qualification criteria and monitoring frameworks.
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Qualification Criteria for Extended Classification Timelines:

180-Day Classification (Seasonal Businesses):

* Historical revenue pattern showing 70%+ concentration in
specific 4-6 month period over prior 3 years

* Sector classification: Tourism, hospitality, seasonal retail, event
services

* Annual EBITDA positive despite seasonal concentration

270-Day Classification (Agricultural/Crop Cycle):
* Business directly dependent on harvest cycles (processing,
storage, trading)

* Revenue timing aligned with crop procurement/sales
windows

* Historical pattern of lean period (8-10 months) followed by
revenue concentration (2-4 months)

* Annual cycle profitability demonstrated

540-Day Classification (Real Estate Under Construction):

* RERA-registered project with approved timeline 24-36 months
* Physical progress >40% as per engineer certification

* No compliance violations (environmental, building codes,
RERA)

* Quarterly progress reporting maintained
Receivables-Linked Classification (Government Payment
Dependent):

*  Work completion certificate from the government department
* Bills submitted and acknowledged by the payment authority

* No payment disputes or quality rejection
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* C(lassification deferred until receivables become 'doubtful'
(payment authority contests claim or receivable exceeds 365
days with no processing progress)

These criteria are objective, verifiable, and prevent gaming. A
business can't suddenly claim seasonal status — historical revenue
patterns must demonstrate it. Real estate projects must show actual
progress and compliance. Government contractors must hold
certified receivables. The classification extension isn't automatic —
it requires documented qualification.

Monitoring Framework During Extended Classification:

Extended classification isn't forbearance without oversight. Banks
must monitor businesses under cycle-appropriate timelines to
ensure genuine recovery prospects:

* Quarterly financial reporting is mandatory (instead of monthly
for standard accounts)

* Revenue season performance verification (seasonal businesses
must demonstrate expected revenue materialisation during
designated periods)

* Project completion milestones (real estate must meet quarterly
progress targets)

* Receivables aging reports (government contractors must show
payment processing progress)

* If the business fails to meet monitoring benchmarks,
classification can accelerate back to the 90-day standard

This framework maintains credit discipline while acknowledging
business reality. It's not leniency —it's appropriateness. A seasonal
hotel with 70% annual revenue in 5 months doesn't become less
creditworthy because it can't service debt during documented off-
season. It becomes creditworthy based on annual cycle
performance.
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Expected Impact: False-Positive Reduction and Value
Preservation

What would change if RBI implemented industry-specific
classification norms? Projections based on historical data of cyclical
businesses that eventually regularized when given time:

Seasonal Businesses (180-Day Classification):

Current: 23.7% NPA rate, 7.2% actual default

Projected with 180-day norm: 9.8% NPA rate (businesses that
truly fail even with full season), 7.2% actual default remains
same

Impact: 13.9 percentage point reduction in NPA rate (59%
decrease)

Value preserved: 342,000 crore annually in seasonal business
failures prevented

Agricultural Processing (270-Day Classification):

Current: 28.4% NPA rate, 9.1% actual default

Projected with 270-day norm: 11.5% NPA rate, 9.1% actual default
Impact: 16.9 percentage point reduction (60% decrease)

Value preserved: 338,000 crore annually in agricultural business
failures prevented

Real Estate Projects (540-Day Classification):

Current: 31.8% NPA rate, 11.4% actual default

Projected with 540-day norm: 14.2% NPA rate, 11.4% actual
default

Impact: 17.6 percentage point reduction (55% decrease)

Value preserved: 265,000 crore annually in real estate project
failures prevented
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Aggregate Impact Across All Cyclical Sectors:

* Total value preservation: %1.45 lakh crore annually in
preventable business failures

* False-positive NPA reduction: 65-70% for cyclical sectors (from
16-20pp gap to 2-3pp gap)

* Bank recovery improvement: 78% vs. current 32-40%
(completed projects recover far better than incomplete
liquidations)

* Employment preservation: 3.2 million jobs saved from
classification-induced failures

* Tax revenue protection: ¥4.3 lakh crore over a 10-year horizon
from businesses remaining operational

These projections aren't speculative. They're based on documented
regularization rates when cyclical businesses receive timeline
extensions. NABARD's 82% regularization rate for agricultural
processors given seasonal forbearance. Real estate data showing
88% completion rates for projects reaching 90% without
classification disruption. The businesses are viable—the
classification timing is premature.

Why RBI Resists: Institutional Barriers to Reform

If the solution is clear, data is overwhelming, and international
precedents exist, why hasn't RBI implemented industry-specific
classification? The barriers are institutional, not analytical:

1. Admission of Past Error:

Implementing tiered classification requires acknowledging that
current universal 90-day norm is inadequate. For a regulator
that prides itself on 'prudential standards,' admitting that its
classification rules systematically destroyed viable businesses
for two decades is institutionally uncomfortable. Easier to
maintain the status quo than confront past damage.

2. Bank Resistance:
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Banks benefit from rigid classification—it provides earlier
warning signals and faster liquidation authority. Extended
timelines require patience and monitoring. Banks prefer
mechanical application (90 days = NPA = SARFAESI) over
nuanced assessment (business cycle analysis, recovery
prospects). Banking lobby resists reforms that require
operational adaptation.

Misaligned Incentives:

RBI officials are evaluated on banking system stability metrics:
capital adequacy, NPA recognition discipline, provisioning
compliance. They're not evaluated on borrower survival rates
or value destruction from premature classification. When
incentives prioritize bank metrics over business preservation,
reform suffers.

Regulatory Conservatism:

Central banks institutionally prefer tighter standards to looser
ones. Extending classification timelines gets framed as 'relaxing
prudential norms,' triggering conservative resistance. That the
current norms are inappropriately tight for cyclical businesses
gets lost in ideological attachment to 'strictness equals prudence.'

Absence of Accountability:

When RBI's classification rules destroy viable businesses, who
faces consequences? Not RBI officials—they followed
'established norms." Not bank executives—they followed
regulatory mandates. The borrower bears total cost while
regulatory and banking actors face zero accountability.
Without consequences for value destruction, inertia prevails.

These barriers aren't insurmountable—they're choices. RBI
could acknowledge classification inadequacy, override bank
resistance, realign incentives, challenge regulatory
conservatism, and create accountability. It requires regulatory
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courage, prioritising economic outcomes over institutional
comfort. That courage is absent.

The Political Economy of Reform: Who Must Act

RBI won't reform classification norms voluntarily —institutional
inertia is too entrenched. Change requires external pressure from
stakeholders with sufficient authority to force regulatory
adaptation. Three potential actors could drive reform:

1. Ministry of Finance Intervention:

Under RBI Act Section 7, the Central Government can issue
directions to RBI 'in public interest.' If Finance Ministry
determines that rigid classification norms destroy viable
businesses costing the economy 1.45 lakh crore annually, it
can direct RBI to implement industry-specific timelines. This is
politically =~ viable—MSME and  construction  sector
constituencies are significant vote banks. Finance Ministry
protecting businesses from regulatory destruction is defensible
policy.

The precedent exists: in 2019, Finance Ministry directed RBI to
create loan restructuring frameworks for COVID-affected
businesses. Classification norm revision for cyclical businesses
follows identical logic—regulatory flexibility —matching
economic reality. Potential obstacle: Finance Ministry
historically defers to RBI on 'prudential matters." But when
prudential norms create ¥1.45 lakh crore annual destruction,
that's fiscal matter requiring Finance intervention.

2. Parliamentary Pressure:

Parliamentary Standing Committee on Finance could summon
RBI Governor to explain why cyclical business destruction
continues despite documented evidence. Specific questions: (a)
Why does RBI ignore its own research showing 78-82%
regularization with cycle-appropriate timelines? (b) What
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justifies maintaining 2004 norms unchanged for 20 years
despite economic transformation? (c) How does RBI defend its
international outlier status on classification rigidity?

Parliamentary scrutiny creates accountability pressure RBI
lacks internally. Media coverage of hearings, Opposition
questions, and committee recommendations—all force
regulatory response. The challenge: classification norms are
technical, making media-friendly outrage difficult. But framing
as 'RBI rules destroying profitable businesses' could generate
attention.

Judicial Intervention:

High Courts have entertained PILs challenging arbitrary
regulatory norms. A borrower association (CREDAI, FICCI)
could file PIL arguing that 90-day universal classification
violates Article 14 (equality) by treating fundamentally
different business types identically, and Article 19(1)(g) (right
to practice profession) by destroying viable businesses through
inappropriate timelines.

Judicial route is slowest but creates binding precedent. If
Supreme Court rules that classification norms must rationally
relate to business cycle characteristics, RBI must comply. The
legal argument: RBI's own data shows 90-day classification
creates false-positives 65-70% of time for cyclical sectors.
Continuing such norms despite documented harm is arbitrary,
violating constitutional protections.

Realistic Assessment:

Finance Ministry intervention is most feasible —requires single

ministerial decision. Parliamentary pressure is second-most

feasible —requires Committee initiative and sustained focus.

Judicial intervention least feasible —requires years of litigation and

uncertain outcome.
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The catalyst: comprehensive documentation of destruction. This
essay and broader book provide empirical foundation. Industry
associations must coordinate: joint representation to Finance
Ministry with data showing %1.45 lakh crore annual damage, 3.2
million jobs at stake, international precedents demonstrating
feasibility. Frame as economic policy priority, not regulatory
technicality.

Success probability: 30-40% over 2-3 years IF coordinated industry
pressure is sustained and the Finance Ministry is engaged. Without
external intervention, RBI will maintain status quo indefinitely —
institutional inertia is too powerful for self-initiated reform. The
destruction continues until political cost exceeds bureaucratic
convenience.

The Fundamental Question: Why Classification at All in a
Growing Economy?

Beyond arguing for industry-specific timelines, a more
fundamental question demands examination: why does RBI
prioritize rigid asset classification over industry growth and
employment preservation? In developing economies experiencing
structural transformation, should regulatory frameworks
emphasize punishment (classification, provisioning, SARFAESI) or
support (forbearance, restructuring, growth facilitation)?

The Classification Obsession vs. Economic Growth:

RBI's current approach treats asset classification as paramount—
banks must recognize NPAs within 90 days, provision adequately,
initiate recovery. This makes sense for genuinely failed businesses.
But when 68% of cyclical NPAs are classification artefact’s rather
than economic failures, the regulatory priority is misaligned.

Consider the alternative paradigm: India targets 8-9% GDP
growth, requiring massive expansion in manufacturing,
infrastructure, agriculture processing, tourism. These sectors are
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inherently cyclical. If regulatory frameworks systematically
destroy cyclical businesses through premature classification, how
does India achieve growth targets? The regulatory regime actively
undermines stated economic objectives.

Classification serves banking system transparency —enabling
investors to assess asset quality and banks to provision
appropriately. But when classification creates the impairment it
purports to measure (through working capital freezes and
SARFAESI triggering business collapse), transparency becomes
destruction. We're provisioning for losses we manufactured
through classification rules.

The Case for Minimal Classification with Maximum Support:

The pragmatic approach: minimize classification thresholds and
maximize industry support mechanisms. Rather than asking 'how
quickly can we classify this as NPA,' ask 'what support does this
business need to complete its cycle and recover?'

Proposed Minimum Classification Framework:

*  Universal minimum: 180 days for all business loans (double
the current 90-day standard)

* Rationale: Even monthly-cycle businesses deserve a 6-month
window to demonstrate recovery. Current 90-day standard is
punitive, not prudential.

* Seasonal/cyclical businesses: 270-540 days based on
documented cycle duration

* Project-based with confirmed receivables: No classification
until receivables become doubtful (disputed or 365+ days with
no resolution)

* C(lassification trigger requires BOTH timeline breach AND
failure during revenue period —missing payments during
documented lean periods doesn't trigger NPA
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This framework reflects economic reality: businesses need time to
demonstrate actual failure vs. temporary stress. Premature
classification destroys recovery possibility. The 180-day minimum
acknowledges that no business should face liquidation pressure
after 90 days of difficulty in an economy where payment cycles
routinely exceed that.

Strict Monitoring at Local Level Instead of Mechanical
Classification:

Extended classification timelines don't mean abandoning
oversight — they mean shifting from mechanical rules to intelligent
monitoring. Local bank branches and relationship managers
should assess:

* Is the business generating revenues during its documented
season/cycle?

* Are operational indicators positive (inventory movement,
employee retention, customer orders)?

* Is the promoter engaged and investing effort/equity?

* Are market conditions temporarily adverse or permanently
deteriorated?

* Does the business have a clear path to recovery within an
extended timeline?

These qualitative assessments matter more than mechanical day-
counting. A business showing positive indicators during lean
period shouldn't be classified just because 90 days elapsed.
Conversely, a business showing deterioration even at day 60
should trigger intervention. The current system inverts this —rigid
timing, zero contextual analysis.

Local monitoring requires empowering branch managers with
discretion —currently absent. Branch managers mechanically
follow 90-day rules because headquarters evaluates them on 'NPA
recognition discipline,' not recovery outcomes. Shift evaluation
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metrics: reward managers who successfully work with stressed
borrowers to achieve recovery, not those who classify fastest.

The Litigation, Employment, and Revenue Catastrophe:

Current rigid classification creates cascading damage beyond
business destruction:

Litigation Explosion:

Premature NPA classification triggers borrower legal challenges.
DRTs, High Courts, Supreme Court all clogged with cases
disputing wrongful classification. A 2023 study by National
Judicial Data Grid showed 2.8 lakh pending cases involving
SARFAESI/NPA disputes—68% filed by borrowers claiming
premature or wrongful classification. Each case takes 4-7 years for
final resolution, consuming judicial resources while businesses
remain frozen.

If classification norms were industry-appropriate, litigation would
drop 60-70% —businesses wouldn't dispute classification when it
occurs after genuine failure to recover over cycle-appropriate
timelines. The current litigation epidemic stems from borrowers
knowing they were classified prematurely. The judicial burden is a
regulatory artefact.

Employment Destruction:

As documented earlier, 3.2 million jobs were destroyed through
classification-induced business failures. These aren't theoretical
losses —they're families without income, skilled workers
dispersed, regional economies hollowed. In manufacturing hubs
(Coimbatore, Ludhiana, Surat), premature MSME failures from
NPA classification have created unemployment clusters affecting
entire communities.

Government launches employment schemes (MGNREGA, skill
development programs) to address unemployment, spending
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¥85,000+ crore annually. Simultaneously, RBI's classification rules
destroy 3.2 million existing jobs. We're funding job creation while
regulatory frameworks destroy existing employment. The policy
incoherence is staggering.

Tax Revenue Annihilation:

Earlier calculation showed 4.3 lakh crore in tax revenue lost over
10 years from businesses destroyed by classification timing. To
contextualize: that's equivalent to 15-18 months of total GST
collections. The fiscal impact of rigid classification exceeds most tax
policy debates, yet receives zero Finance Ministry attention.

Finance Ministry worries about revenue shortfalls, implements tax
rate increases, reduces exemptions. Meanwhile, RBI's classification
rules destroy tax-paying enterprises generating 43,000 crore
annually in revenue loss. The right hand (Finance Ministry
maximizing revenue) doesn't know what the left hand (RBI
destroying revenue base) does.

Pragmatic, Industry-Specific Decision Making:

The path forward requires abandoning one-size-fits-all mentality.
Different industries need different approaches:

For Tourism/Hospitality:

180-day classification minimum, triggered only if business fails
during documented revenue season. Off-season payment misses
don't trigger NPA. Support mechanism: seasonal working capital
facilities, advance booking financing, employment retention
schemes during lean periods. Goal: preserve infrastructure and
workforce through seasonal cycles.

For Agriculture/Processing:

270-day minimum aligned with crop cycles. Classification only if
business fails post-harvest despite adequate crop availability.
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Support: crop insurance linkage, weather-based forbearance,
government procurement tie-ins, storage financing. Goal: stabilize
food processing sector critical for farmer income and food security.

For Real Estate/Infrastructure:

540-day minimum for under-construction projects, completion
milestone-linked classification. No NPA if the project maintains the
construction pace and compliance. Support: stress fund for nearly-
complete projects, buyer confidence restoration mechanisms, and
regulatory approval fast-tracking. Goal: complete stalled projects,
protect homebuyer interests, and preserve construction
employment.

For Government Contractors:

No classification while holding certified receivables under 365 days
old. After 365 days, the government department must either pay or
formally dispute the claim before the bank can classify it. Support:
receivables  financing, payment tracking portals, and
interdepartmental coordination for clearance acceleration. Goal:
protect businesses suffering from bureaucratic delays beyond their
control.

The Mind-set Shift Required:

Implementing these reforms requires RBI to shift from 'banking
system protector' to 'economic growth facilitator.' Both roles are
legitimate, but the current balance is skewed —banking stability is
prioritised absolutely, borrower survival and economic growth are
subordinated completely.

The question RBI should ask when designing classification norms:
'What framework maximises viable business survival while
maintaining adequate banking system discipline?' Current norms
answer a different question: 'What framework provides earliest
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possible NPA recognition regardless of business viability?' The
priorities are inverted.

China's approach offers an instructive contrast. Chinese banking
regulators explicitly balance economic growth objectives with
financial stability. During COVID, they extended loan
classification timelines 6-12 months for affected sectors, preventing
mass business failures. India's RBI granted a 3-month moratorium,
then returned to rigid 90-day classification — destroying businesses
still recovering. The difference: China prioritised growth
preservation, India prioritised regulatory rigidity.

This isn't advocating Chinese-style state direction —it's noting that
even in developing economies prioritising growth, regulatory
frameworks should support rather than undermine that objective.
India targeting 8-9% growth while maintaining classification rules

destroying 3.2 million jobs annually is policy schizophrenia.

Conclusion of this section

The fundamental question—why rigid classification at all in a
growing economy —challenges RBI to justify destroying viable
businesses for banking transparency. When 68% of cyclical NPAs
are classification artefact’s, transparency becomes fiction. We're not
accurately measuring credit quality; we're manufacturing credit
impairment through premature classification.

The pragmatic alternative: 180-day minimum universal timeline,
industry-specific extensions, local monitoring over mechanical
rules, support mechanisms over punishment frameworks. This
approach acknowledges that India's economic future depends on
business survival, employment preservation, and revenue
generation —not on how quickly we can classify loans as impaired.

RBI must choose: maintain 2004-era classification rigidity
destroying %1.45 lakh crore annually, or adapt regulations to
economic reality supporting growth objectives. The choice is
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institutional comfort versus national interest. So far, comfort wins.
Until external pressure forces change, the destruction continues —
one 90-day classification at a time, one viable business destroyed,
one employment cluster eliminated, one tax base annihilated. All

in service of regulatory rules divorced from economic purpose.

Conclusion: Classification as Destruction, Not Detection

The evidence assembled in this essay establishes an uncomfortable
truth: RBI's 90-day NPA classification doesn't detect credit
impairment in cyclical businesses—it creates it. For sectors
operating on seasonal, annual, or project-based cycles, the
classification rule converts temporary revenue timing gaps into
permanent business destruction.

The data is irrefutable: 68% of cyclical business NPAs showed
positive cash flows over complete business cycles. They weren't
failed businesses—they were viable operations classified during
documented lean periods. The 16-20 percentage point gap between
NPA rates and actual default rates for seasonal/cyclical sectors
represents pure classification artefacts —businesses destroyed by
rules, not economics.

RBI possesses comprehensive evidence of this destruction. Its own
research shows 78-82% regularization rates when cyclical
businesses receive timeline extensions matching their revenue
cycles. Industry associations have submitted detailed proposals.
International central  banks demonstrate successful
implementation of flexible classification frameworks. The case for
reform is overwhelming.

Yet RBI maintains rigid 90-day universality. The institutional
paralysis isn't explained by data deficiency or regulatory
complexity —the solutions exist, documented in ECB and Fed
practices. The paralysis stems from institutional culture
prioritizing banking system convenience over borrower survival.
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Classification timing that destroys 65-70% of cyclical businesses
through false positives is tolerated because changing it requires
admitting current norms are inadequate.

The human cost accumulates: the Pune real estate developer with
%145 crore viable project destroyed at 68% completion, the
Maharashtra fruit processor with four successful years terminated
during export delay, the seasonal hotel classified NPA four months
before revenue season. Thousands of such cases annually —each
preventable with cycle-appropriate classification norms.

The economic cost: estimated 1.2 lakh crore annually in
preventable business failures, 2.8 million jobs destroyed, 3.1 lakh
crore in lost tax revenues over failed businesses' expected lifespans.
All to maintain classification rules designed for 1990s consumer
lending applied rigidly to 2024's diverse business ecosystem.

Reform requires RBI to acknowledge what its own research
documents: one-size-fits-all classification destroys cyclical
businesses through timing mismatches, not credit assessment.
Tiered classification by business cycle duration would reduce false-
positive NPAs by 65-70% without increasing actual credit risk. The
framework exists, the international precedents exist, the data
exists.

What's missing: institutional courage to admit that rules
unchanged since 2004 don't serve an economy transformed over
two decades. RBI can commission more studies, receive more
industry representations, watch more international examples —or
it can implement reforms proven effective elsewhere. The former
maintains bureaucratic comfort; the latter saves businesses.

The essay title framed RBI's approach as 'biased'—perhaps
'ossified' is more accurate. The 90-day classification rule isn't
maliciously targeting cyclical businesses; it's regulatory
fossilization refusing adaptation despite comprehensive evidence
of destruction. Until RBI prioritizes business survival alongside
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banking stability, the carnage continues: viable projects liquidated

mid-cycle, seasonal businesses destroyed during documented lean

periods, government contractors classified NPA while holding

sovereign receivables. The classification doesn't detect failure — it

manufactures it. And RBI watches, documents the manufacturing

in research reports, and does nothing.
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Co-Extensive Guarantees:

Borrowers’ Burden

Why Banks Mandate Personal Guarantees from Promoters,
Bypassing Borrower-Only Liability Under Contract Act

Abstract

Indian banks systematically convert corporate borrowing into personal
family liability through co-extensive guarantees that violate fundamental
principles of company law and contract law. Promoters are forced to sign
unlimited personal guarantees as a non-negotiable condition for loans,
transforming limited liability companies into vehicles for family wealth
destruction.

This essay exposes how banks weaponized Section 128 of the Contract Act
beyond its intended scope, invoked SARFAESI against guarantors
without exhausting remedies against the primary borrower, and pursued
personal assets even when the corporate entity had the capacity to pay.
The guarantee — presented as a formality during loan sanction — becomes
the primary recovery tool, with banks deliberately bypassing the corporate
borrower to attack easier targets: promoters’ personal and family assets.

Through analysis of Supreme Court judgments (Lalit Kumar Jain,
Phoenix ARC), High Court precedents, and DRT defense strategies, this
essay arms guarantors with legal weapons to fight back. It documents the
high-handed tactics banks employ — unilateral SARFAESI invocation,
simultaneous multi-court actions, attachment without notice, pursuit
despite fraud tag rescission — and provides step-by-step defense strategies.

The essay concludes by demanding urgent reforms: statutory caps on
guarantee liability, automatic discharge when banks err, protection for
family assets, and RBI penalties for wrongful guarantee invocation. Until
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these reforms occur, every corporate loan in India carries the unstated
cost: potential destruction of the promoter’s family across generations.

Introduction
The Document That Destroys Families

You signed one piece of paper. Perhaps three pages, perhaps five.
Standard bank forms. Dense legal language. Your lawyer said it
was “normal procedure.” The bank officer said “just a formality —
all promoters sign personal guarantees.” You needed the loan.
Your business needed capital. You signed.

That signature may destroy your family.

The corporate loan you took—properly secured by company
assets, backed by business cash flows, structured as limited liability
borrowing —has been transformed into wunlimited personal
liability. The bank can now:

* Attach your ancestral home
* Auction your spouse’s jewellery and property
* Seize your children’s education savings

* Invoke SARFAESI against your personal assets without even
attempting recovery from the corporate borrower first

* Pursue you personally even when the company has assets to
pay

* Continue pursuit even after admitting their fraud classification
was wrong

This is not occasional abuse. This is a systematic policy.

The Corporate Law Bypass

Indian company law establishes limited liability as a fundamental
principle. When you incorporate a private limited company or
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form a partnership firm with limited liability, the law protects
personal assets from business debts.

The entire point of limited liability structures is risk containment:
business risks should not destroy personal and family wealth.

Banks have made this protection meaningless.

Through co-extensive personal guarantees, banks bypass limited
liability and convert every corporate loan into a family destruction
tool. The guarantee is not presented as what it truly is —a complete
negation of limited liability protection. It's presented as “standard
procedure,” “required by RBL” “just a formality.”

It is none of these things. It is a trap.

The Unilateral SARFAESI Weapon

The SARFAESI Act, 2002, was designed to help banks recover dues
from non-performing borrowers. But banks have weaponized it
against guarantors in ways the Act never intended:

The sequence that destroys families:

1. The corporate borrower faces a temporary cash flow issue
2. The bank classifies loan as NPA (often wrongly)

3. Bank immediately invokes SARFAESI against the
guarantor’s personal assets

Bank does NOT first pursue the corporate borrower’s assets
Bank does NOT prove corporate entity lacks capacity to pay

The guarantor receives notice that the personal property will be
auctioned

Family home, ancestral land, spouse’s assets —all attached

A corporate entity with ¥5 crores in assets sits untouched
while promoter’s %2 crore family home is auctioned
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This violates the fundamental principle that guarantee is
SECONDARY liability.

The guarantor’s liability should arise only AFTER the primary
borrower is unable to pay. But banks invoke guarantees as the
PRIMARY recovery route because:

* Personal assets are easier to auction than corporate assets
* Promoters are more desperate to settle (to save family assets)
* Corporate restructuring is complex; seizing a house is simple

* Banks face no penalty for this abuse

The Section 128 Perversion

Section 128 of the Contract Act, 1872, governs guarantee liability. It
establishes that the guarantor’s liability is coextensive with the
principal debtor —meaning the guarantor is liable for whatever the
borrower owes.

Banks have perverted “coextensive” into “unlimited and
unconditional.”

What Section 128 actually means: - Guarantor liable for the debt
amount if borrower defaults - Liability is secondary to borrower’s
liability - Multiple conditions discharge the guarantee
automatically

What banks claim it means: - Guarantor liable for unlimited
amounts (original loan + penal interest + charges + legal costs) -
Liability is primary —banks can pursue guarantor first - Nothing
discharges the guarantee except full payment - Corporate entity’s
assets irrelevant

This interpretation has no basis in law. But it has basis in power.
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The Multi-Front Assault

Once a guarantee is invoked, guarantors face coordinated
destruction:

Financial fronts: - SARFAESI proceedings against personal assets
- Recovery suits in DRT against guarantor personally - Civil suits
for outstanding dues - Criminal complaints under Section 138
(cheque bounce) if any, post-dated cheques given

Legal fronts: - Multiple proceedings in different jurisdictions
simultaneously - Consortium banks all invoke guarantees at once -
Guarantor must defend in 3-5 different courts/tribunals - Legal
costs alone can exceed the guaranteed amount

Personal fronts: - CIBIL score destroyed (guarantor becomes
“defaulter”) - Social stigma and business reputation loss - Unable
to obtain any credit for any purpose - Family relationships strained
under financial pressure

The deliberate objective: Overwhelm the guarantor into settling
at any cost, including selling family assets at distress prices.

Why This Essay Matters Now

If you're a guarantor facing bank action: - This essay provides
immediate defense strategies - Cites judgments you can use in
court tomorrow - Explains procedural violations banks commonly
make - Shows how others have successfully defended

If you're a promoter about to sign a guarantee: - This essay shows
the trap before you step in it - Explains what that “formality”
document really means - Provides negotiation strategies (limited
success, but worth trying) - Prepares you for what may come

If you're a guarantor who already lost everything: - This essay
validates that you were destroyed by a system, not by your failure
- Documents the injustice for future reform - Provides language to
demand accountability
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The Structure Ahead

Section 1: How Banks Force the Guarantee Trap —the “sign or no
loan” ultimatum and deliberate obscuring of consequences

Section 2: Legal Weapons Banks Deploy —Section 128 twisted,
unlimited liability imposed, SARFAESI invoked unilaterally

Section 3: High-Handed Tactics —attachment without notice,
pursuit despite corporate assets, continuation after fraud rescission

Section 4: Guarantor Rights and Defenses —what the law actually
says, automatic discharge conditions, procedural violations

Section 5: DRT Defense Strategies—step-by-step guide to
defending recovery suits, common bank errors, successful defenses

Section 6: Court Victories — Lalit Kumar Jain, Phoenix ARC, High
Court precedents limiting guarantee liability

Section 7: Urgent Reforms Needed —liability caps, automatic
discharge provisions, family asset protection

Conclusion: Breaking free from the guarantee trap and demanding
accountability

The guarantee you signed was a trap. But traps can be escaped.
Let’s arm it with the tools.

HOW BANKS FORCE THE GUARANTEE TRAP

The “Sign or No Loan” Ultimatum

The guarantee is never optional. Banks present it as a non-
negotiable requirement:

Bank’s script (universally consistent): - “RBI mandates personal
guarantees for all loans to private companies” - “This is standard
procedure for all our borrowers” - “The company’s assets are the
primary security; guarantee is just backup” - “It’s only invoked if
there’s willful default or fraud” - “Just a formality —you're the
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promoter anyway, so company debt and personal exposure are the

same”

Every statement is misleading or false:

1. “RBI mandates personal guarantees”

FALSE. RBI recommends but does not mandate personal
guarantees

Banks have discretion, especially for well-secured loans

But banks impose it as universal policy because it makes
recovery easier.

2. “Standard procedure for all borrowers”

TRUE for small/ mid-sized borrowers

FALSE for large corporate borrowers who negotiate limited
or no personal guarantees

Willful defaulters with I500 crore NPAs often had limited
guarantees

MSMEs with 350 lakh loans forced into unlimited
guarantees

3. “Company assets are primary security”

CLAIM is true

PRACTICE is false: banks invoke SARFAESI against
personal assets FIRST

Corporate assets remain untouched while the family home
is auctioned

“Only invoked for willful default or fraud”

COMPLETELY FALSE
Invoked for any NPA classification, regardless of reason
Temporary cash flow delays trigger the invocation

Even when the fraud tag is rescinded, the guarantee pursuit
continues
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5.

“Just a formality”
- The most dangerous lie
- The guarantee is the PRIMARY recovery tool

- Banks deliberately target guarantors because personal
assets are easier to seize

The Deliberate Obscuring

Banks actively obscure the true implications:

What the guarantee document actually says (buried in dense
legal language):

Guarantor’s liability is “absolute, unconditional, and
irrevocable”

Liability extends to “all present and future debts”

Includes “principal, interest, penal interest, charges, costs, and
expenses”

Bank can invoke “without first pursuing the borrower”

Bank can invoke “without proving borrower’s inability to pay”
Guarantor waives all defenses available under the Contract Act
Guarantor’s liability “survives” even if the borrower disputes
the debt

Multiple guarantors are “jointly and severally” liable (each
liable for full amount)

What banks don’t explain:

Your ancestral home can be auctioned even if the company has
%5 crores in unsold inventory

Your wife’s jewelry and property can be attached even though
given to her before the loan

Your children’s education savings can be seized

Bank can pursue you even after admitting their NPA
classification was wrong
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* You'll face simultaneous actions in 3-5 courts, costing more
than the debt itself

*  Your CIBIL score will be destroyed permanently

* You'll be publicly listed as a “defaulter” even if company’s
failure was due to market conditions

* Once you sign, there’s almost no way to limit or escape the
liability

The Information Asymmetry

Borrower’s knowledge at time of signing: - Focused on getting
loan approved - Told it's “standard” - May have independent
lawyer, but lawyer also says “normal procedure” - Has never
experienced guarantee invocation - Believes business will succeed
(why would it fail?) - Trust in bank relationship (“we’ve been
banking here for 10 years”)

Bank’s knowledge at time of obtaining guarantee: - Knows
exactly how guarantees will be used in recovery - Has data on how
many guarantees they invoke annually - Knows personal assets are
easier to seize than corporate - Knows guarantors rarely
successfully defend - Knows legal costs will force settlement -
Knows RBI imposes no penalty for guarantee abuse

The result: Grossly unequal bargaining where the guarantor signs
a document that will likely destroy their family, while the bank
obtains a weapon it will use without mercy.

The Captive Signature

“But I had a choice—1I could have refused to sign.”

Did you really?

* Business needs the loan to survive/grow

* No alternative lenders available (all banks demand same
guarantee)
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* Refusing means business failure
* Years of building a business would be wasted
* Employees depend on the business

* Family’s livelihood depends on business income

This is not “choice” —this is coercion.

When the alternative to signing is business death, the signature is
obtained under duress. But courts rarely recognize this economic
duress because: - Contract appears voluntary on paper - Guarantor
had “option” to not take loan - Banks have normalized this practice
across entire industry - Challenging the guarantee is seen as trying
to escape legitimate obligation

The power imbalance is absolute: The bank can offer a loan with
or without a guarantee requirement. Borrower can only accept or
reject —cannot negotiate.

Special Traps in Consortium Lending

When multiple banks lend together (consortium), the guarantee
trap multiplies:

Each bank obtains separate guarantee for its portion: - Bank A: 32
crore loans, separate guarantee - Bank B: %3 crore loan, separate
guarantee

Bank C: %1.5 crore loan, separate guarantee

One bank’s invocation triggers cascade: - Bank A classifies its loan
as NPA - Bank A invokes guarantee - Banks B and C see this in
CRILC system - Banks B and C also invoke guarantees (to protect
their position) - Guarantor now faces recovery actions by three
banks simultaneously - Each bank pursues full amount of its claim
- Each bank can invoke SARFAESI independently - Guarantor’s
personal assets may not even cover total claims
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The coordination is deliberate: - Banks don’t want to be last in line
for recovery - First bank to act gets the assets - So all banks invoke
simultaneously once one starts - Guarantor is overwhelmed by
multi-front assault

No mechanism for guarantor protection: - No stay of actions by
other banks while one proceeds - No consolidation of claims - No
priority system (primary borrower first, then guarantor) - No
arbitration requirement - Just coordinated destruction

LEGAL WEAPONS BANKS DEPLOY
Section 128 of the Contract Act: The Twisted Interpretation

What Section 128 actually says:

“The liability of the surety is coextensive with that of the principal
debtor, unless it is otherwise provided by the contract.”

What this means in plain English: - If borrower owes X1 crore,
guarantor is liable for X1 crore - Guarantor’s liability matches
borrower’s liability (coextensive) - But: Contract can limit this
(that’s what “unless otherwise provided” means)

What banks claim it means: - Guarantor liable for unlimited
amounts - Liability includes all future debts, modifications, and
additions - Guarantor cannot raise defenses available to borrower
- Bank can pursue guarantor without pursuing borrower first -
Guarantor’s liability is “primary” not “secondary”

The perversion:

Banks draft guarantee deeds that say: - “Liability is absolute,
unconditional, and irrevocable” - “Guarantor waives all rights and
defenses under Contract Act” - “Bank can invoke without first
exhausting remedies against borrower” - “Guarantor’s liability
extends to all present and future debts”
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These clauses are included to override the protective provisions
of the Contract Act. But courts have held that fundamental
protections cannot be waived — yet banks continue to include them
and enforce them.

The “Continuing Guarantee” Trap

Banks structure guarantees as “continuing guarantees” covering: -
Original loan - All modifications and restructurings - Additional
facilities sanctioned later - Interest (including penal interest) -
Charges, costs, expenses - “All present and future debts”

Example of how this destroys guarantors:

Year 1: Guarantor signs for %2 crore term loan

Year 3: Bank sanctions additional %50 lakh working capital
(covered under “continuing guarantee”)

Year 4: Loan restructured, principal increased to 2.8 crores
(covered)

Year 5: Penal interest and charges added: 40 lakhs (covered)
Year 6: Legal costs of recovery: 325 lakhs (covered)
Total guarantee liability: 33.65 crores

Guarantor never signed separate guarantees for the additional
amounts, restructuring, or charges. But the “continuing
guarantee” covers everything.

What guarantors don’t realize: That one signature covers
unlimited expansion of liability over unlimited time periods.
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Unlimited vs. Limited Liability: The Corporate Law Bypass
Why people incorporate companies?

Limited liability. If business fails: - Company’s assets used to pay
debts - Shareholders lose investment in company - Personal assets
protected

This is fundamental corporate law.
But co-extensive guarantees make incorporation meaningless:
The company has 35 crores in assets. Owes %3 crores to the bank.

Without guarantee: Bank recovers from the company assets (33
crores), shareholders lose their investment

With a guarantee, Bank ignores the company assets, invokes
SARFAESI against the promoter’s personal home worth 2 crores,
and auctions it

The company’s 5 crore assets sit untouched. The promoter’s I2
crore family home is gone.

Why? - Easier to auction residential property than industrial assets
- Promoter more desperate to settle - Company asset sale is
complex, time-consuming - Personal asset auction is quick

Banks have effectively abolished limited liability for MSMEs
and mid-sized companies.

Large corporates still get limited liability because they have

negotiating power. Small borrowers don’t.

SARFAESI Invoked Against Guarantors:
The Primary Liability Perversion

The SARFAESI Act’s design:

SARFAESI (Securitization and Reconstruction of Financial Assets
and Enforcement of Security Interest Act, 2002) allows banks to
enforce security interest without court intervention.
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Intended use: Enforce security interest against secured assets of
the borrower

Actual use: Invoke against guarantor’s personal assets without
first pursuing borrower’s assets

The sequence that violates guarantee principles:

Legal principle: Guarantee is SECONDARY liability - Bank must
first pursue primary borrower - Only if borrower is unable to pay
should guarantor be pursued - Guarantor’s liability arises from
borrower’s default + inability to pay

Bank practice: Guarantee treated as PRIMARY liability - Bank
issues SARFAESI notice to guarantor immediately upon NPA
classification - Does not first pursue recovery from borrower’s
corporate assets - Does not prove borrower lacks capacity to pay -
Directly attaches guarantor’s personal property

Example:

Borrower (Pvt Ltd Company): - Loan: 35 crores - Secured by:
Factory worth 6 crores, machinery worth 32 crores - Current
assets: Inventory 1.5 crores, receivables 1 crore - Total assets:
%10.5 crores - NPA classified due to 90-day delay

Guarantor (Promoter): - Personal assets: Residential house worth
%3 crores - Wife’s property: X1.5 crores - Fixed deposits: 50 lakhs -
Total: %5 crores

Logical recovery sequence: 1. Pursue the company’s 310.5 crores
in assets (more than enough to recover the 35 crore loan) 2. Only if
insufficient, then pursue a guarantor

Actual bank action: 1. Issue SARFAESI notice to guarantor 2.
Attach residential house (33 crores) 3. Attach wife’s property (1.5
crores)
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The company’s ¥10.5 crores in assets remain untouched

Why banks do this: - Residential property auctions are quick (30-
60 days) - Industrial asset sales take months/years - Promoter will
pay anything to save family home - No penalty for pursuing
guarantor first

Legal challenge: Guarantors can argue that SARFAESI invocation
violates the secondary liability principle—the bank must first
exhaust remedies against the primary borrower. Some High
Courts have accepted this argument. Most haven't.

Joint and Several Liability: Multiplying the Destruction

When multiple guarantors exist (promoter + spouse, or multiple
directors), banks impose “joint and several” liability:

What this means: - Each guarantor liable for FULL amount - Bank
can recover full amount from any one guarantor - If one guarantor
pays, others are discharged (but good luck getting bank to
acknowledge this)

How banks abuse this:

Example:- Loan: 3 crores - Guarantors: Promoter + Promoter’s
wife + Brother - Each sign guarantee for 33 crores (not 1 crore
each)

Bank’s recovery strategy:- Attack the guarantor with most
accessible assets - Ignore others until needed - If one guarantor
settles for %2 crores, bank still pursues others for balance X1 crore
(plus all accrued interest and charges)

The family destruction:- Wife’s inherited property (had nothing to
do with business) attached - Brother who was silent partner, not
involved in management, also pursued - Even after promoter’s
assets sold, family members still pursued
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No contribution rights: If one guarantor pays more than their
share, they have theoretically a right to recover proportionate
amounts from co-guarantors. In practice, this is impossible: - Co-
guarantors likely also bankrupt - Legal costs of pursuing
contribution exceed potential recovery - Banks don’t facilitate
this — they just take from whoever they can

The Waiver Clauses That Strip Protections

Standard bank guarantee deeds include clauses that purport to
waive guarantors’ legal protections:

Common waiver clauses:

1. “Guarantor waives all defenses under Sections 128-147 of
Contract Act”

- Attempts to eliminate statutory protections

- Legally questionable (can statutory rights be waived by
contract?)

- Butcreates a chilling effect — guarantors think they have no
defenses

2. “Bank can invoke a guarantee without first demanding
payment from borrower”

- Eliminates the secondary liability principle
- Makes a guarantee a primary obligation

3. “Guarantor’s liability not discharged by any variation in
terms without guarantor’s consent”

- Contradicts Section 133 Contract Act (any variation without
guarantor consent discharges the guarantee)

- Banks include this to prevent discharge
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4. “Guarantor waives right to require bank to proceed first
against borrower”

- Eliminates the legal principle that the creditor must pursue
the primary debtor first

5. “Time given to borrower does not discharge guarantor”

- Contradicts Section 135 Contract Act (giving time to
borrower without guarantor consent discharges guarantee)

6. “Guarantor remains liable even if the contract between bank
and the borrower is void or unenforceable”

- Absurd clause—how can a guarantor be liable for a void
contract?

- Butincluded to prevent the guarantor from challenging the
underlying loan

Are these waivers enforceable?

Legal position: Mixed - Some courts hold that fundamental
statutory protections cannot be waived by contract - Other courts
enforce waiver clauses if “freely agreed to” - Problem: Guarantor
had no bargaining power — “free agreement” is fiction

Practical reality: Banks enforces these clauses. Guarantors must
litigate to challenge. Litigation is expensive and time-consuming,.
Most guarantors cannot afford to fight.

HIGH-HANDED TACTICS BANKS EMPLOY
Attachment Without Notice or Hearing

The ambush:

Guarantor’s first knowledge of guarantee invocation is often: -
SARFAESI notice with 60-day deadline - Or worse: attachment
notice showing property already attached - Or worst: auction
notice showing property will be sold in 30 days
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No prior: - Discussion with guarantor about borrower’s default -
Opportunity to arrange payment - Notice of intent to invoke
guarantee - Hearing before attachment

The sequence:

Day 1: Bank classifies loan as NPA (guarantor may not even know)

Day 30: Bank decides to invoke the guarantee (internal decision,
guarantor not informed)

Day 45: Bank issues SARFAESI notice to guarantor
Day 46: Guarantor receives notice (family in shock)

Day 47-105: 60-day period runs (guarantor scrambling for legal
help, trying to arrange payment, pleading with bank)

Day 106: Bank attaches property

Day 136: Auction notice issued (30-day notice before auction)
Day 166: Property auctioned

Total time from first notice to losing family home: 120 days

What guarantor should have received but didn’t: - Early warning
that the loan is becoming stressed - Opportunity to arrange
payment before invocation - Detailed statement of outstanding
amounts - Opportunity to dispute the amount claimed - Hearing
before attachment

Why banks don’t provide these: - Speed is essential (guarantor
might hide/transfer assets) - Discussion gives guarantor time to
mount a legal defense - Banks want a fait accompli —attach first, let
guarantor fight to get property back
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Pursuit Despite Corporate Entity Having Assets
The most egregious abuse:

The corporate borrower has sufficient assets to pay the loan. Bank
ignores corporate assets and invokes a guarantee to seize personal
assets.

Example Case Pattern:

ABC Manufacturing Pvt Ltd: - Loan outstanding: %4 crores -
Company assets: - Factory building: 33 crores - Machinery: 32
crores - Inventory: 1.5 crores - Receivables: 1 crore - Total: 7.5
crores (far exceeds loan) - Classified as NPA due to temporary cash
flow issue

Bank’s action: - Issues SARFAESI notice to promoter (guarantor) -
Attaches promoter’s residential house worth 2.5 crores - Does not
touch company’s X7.5 crores in assets

Why? - Residential house can be auctioned in 30 days - Industrial
assets take 6-12 months to sell - Promoter will pay anything to save
home - If promoter pays %4 crores from personal sources to save
home, bank gets full recovery quickly - Company’s assets remain
available as backup

This violates every principle of guarantee law: - Guarantee is
supposed to be BACKUP, not primary recovery - Guarantor’s
liability should arise only if borrower cannot pay - Here, borrower
CAN pay (has 7.5 crores in assets) - But bank chooses to destroy
guarantor’s family instead

Legal challenge available: - Guarantor can argue in DRT/High
Court that guarantee invocation premature - Primary borrower has
sufficient assets to discharge debt - Bank must first exhaust
remedies against borrower - Only if insufficient should guarantor
be pursued
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Success rate: Low to moderate - Some courts accept this argument
and grant a stay - Others hold that the bank has discretion in the
recovery sequence - Guarantor must prove the borrower’s ability
to pay (difficult when the bank controls the narrative).

Continuation After Fraud Classification Rescinded
The outrage:

The bank classifies the borrower as a fraud. Invokes a guarantee.
Destroys the guarantor’s assets. Years later, fraud classification
rescinded (bank admits error). The bank continues pursuing a
guarantee anyway.

Documented pattern:
Year 1: Bank classifies the loan as fraud, invokes the guarantee
Year 2-4: Guarantor fights in DRT and High Court

Year 4: High Court or RBI's review quashes fraud tag— “no
evidence of fraud”

Year 5: Bank continues recovery proceedings against guarantor for
“ordinary NPA”

Bank’s logic: - “Fraud tag rescinded, but loan is still NPA” -
“Guarantee covers NPA, not just fraud” - “We may have been
wrong about fraud, but debt still exists”

The injustice: - Fraud tag destroyed guarantor’s reputation, credit
score, business relationships - Guarantor spent lakhs on legal fees
fighting false fraud allegation - Bank faced zero penalty for
wrongful fraud tag - Now bank says “Sorry about fraud allegation,
but we're still taking your house”

Rajesh Agarwal case (Supreme Court): - Bank wrongly classified
as fraud - Borrower fought for years - Supreme Court quashed
fraud tag - Bank continued recovery - No penalty on bank for years
of wrongful harassment
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What should happen: - Fraud tag rescission should automatically
discharge guarantee - Bank should compensate guarantor for
wrongful allegations - RBI should penalize bank for frivolous fraud

classification

What actually happens: - Guarantee pursuit continues - Guarantor
gets moral victory (fraud tag removed) but still loses assets - Bank
faces no consequences

Simultaneous Multi-Jurisdiction Actions
The overwhelm strategy:

Once a guarantee is invoked, banks file multiple proceedings
simultaneously to overwhelm the guarantor:

Example simultaneous actions:

1. SARFAESI proceedings (under SARFAESI Act)
- Notice to guarantor
- Attachment of property
- Auction proceedings

- Venue: Where property located
2. DRT recovery suit (under DRT Act)

- Recovery Certificate issued
- Attachment of all assets

- Venue: Where the bank branch is located (may be a
different city from SARFAESI)

3. Civil suit (under CPC)
- Money recovery suit
- Filed in the guarantor’s location or the bank’s location
- Venue: May be third location

4. Criminal complaint (under Negotiable Instruments Act)

- If the guarantor gave post-dated cheques
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- Section 138 prosecution

- Venue: Where the cheque bounced (may be fourth location)

5. Insolvency proceedings (under IBC)
- If the guarantee debt exceeds %1 crore
- NCLT proceedings
- Venue: NCLT bench jurisdiction

The result:- Guarantor fighting in 4-5 courts/tribunals
simultaneously - Each in different city - Each requiring separate
lawyers - Each with different timelines and procedures - Legal
costs alone can exceed the disputed amount

The strategy is deliberate:- Exhaust guarantor financially (legal
costs) - Exhaust guarantor mentally (constant court dates) -
Exhaust guarantor physically (traveling between courts) - Force
settlement at any cost

No consolidation mechanism:- No single forum to hear all
proceedings - No stay of other proceedings while one forum
decides - Each proceeding moves independently

Guarantor’s impossible situation:- Must defend everywhere
(ignoring any proceeding = default) - Cannot afford lawyers for all
forums - Each forum has jurisdictional limits (DRT can’t stay civil
suit, civil court can’t stay SARFAESI) - Catch-22: To challenge
multi-forum abuse, must participate in all forums, which proves
bank’s strategy is working

Family Assets Dragged In
The generational destruction:

Banks don’t stop at the guarantor’s personal assets. They pursue:

1. Spouse’s assets - Even if acquired before marriage (stridhan) -
Even if from spouse’s separate income/inheritance - Bank’s

183



claim: “Spouse is beneficiary of loan” or “Assets transferred to
spouse to defeat bank’s claim”

2. Parents’ assets - If guarantor is co-owner or has an interest -
Even ancestral property held jointly

3. Children’s assets - If minor children’s property where the
guarantor is the natural guardian - Bank attaches, arguing
guarantor has a beneficial interest

4. HUF property - Hindu Undivided Family property - Bank
claims guarantor’s share

The expansion strategy:

Initial attachment: Guarantor’s personal assets (32 crores)

Insufficient to cover debt (4 crores)

Bank’s next targets: - Spouse’s inherited property (X1 crore) -
Parents’ joint family home where guarantor has share (1.5 crores)
- HUF property (350 lakhs)

Total family wealth destroyed: X5 crores for 34 crore debts

Legal basis (tenuous): - “Guarantor has beneficial interest in all
family assets” - “Assets transferred to family members to defeat
creditors” - “Family members are beneficiaries of loan proceeds”

Reality: - Spouse’s property was separate, had nothing to do with
the loan - Parents’ property is theirs, not guarantor’s - HUF
property belongs to all coparceners, not just the guarantor

But banks file, attach, force family members into litigation: -
Spouse must prove property was separate - Parents must prove
their ownership - HUF must establish guarantor’s limited share -
Burden of proof shifted to innocent family members

The psychological warfare: - Guarantor not only loses own assets
- Watches helplessly as parents” home is auctioned - Spouse’s
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inherited property sold - Family relationships are destroyed under
financial stress - Children see family disintegrate

Why banks do this: - Maximize recovery - Increase pressure on
guarantor to settle - Family members often pay to save their own
assets

GUARANTOR RIGHTS AND DEFENSES

What the Law Actually Says: Contract Act Protections

The Contract Act, 1872, Sections 128-147, provides significant
protections to guarantors. Banks try to override these through
waiver clauses. But many protections cannot be waived.

Section 128: Liability of surety is co-extensive with principal debtor
- Means: Guarantor liable for what borrower owes, not unlimited
amounts - Defense: If bank claims %5 crores but borrower only
owes 23 crores (excess interest/charges), guarantor liable only for
%3 crores

Section 133: Discharge by variance in terms of contract - Rule: Any
variation in contract between bank and borrower WITHOUT
guarantor’s consent discharges guarantee - Examples that
discharge guarantee: - Loan amount increased without guarantor’s
consent - Interest rate changed without guarantor’s consent - Loan
tenure extended without guarantor’s consent - Security reduced
without guarantor’s consent - Banks try to override: Include clause
“variations don’t discharge guarantee” - Legal position: Mixed —
some courts uphold protection, others enforce waiver

Section 134: Discharge of surety by release or discharge of
principal debtor - Rule: If bank releases borrower, guarantee is
discharged - Example: Bank settles with borrower for 2 crores on
23 crore debt—guarantee discharged - Defense: Guarantor can
argue any compromise with borrower discharges guarantee
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Section 135: Discharge by compounding with, or giving time to,
principal debtor - Rule: Bank gives borrower time to pay without
guarantor’s consent—guarantee discharged - Example: Bank
restructures loan, gives 2-year moratorium — guarantee should be
discharged - Banks override: Clause saying “time given to
borrower doesn’t discharge guarantor” - Challenge available:
Argue restructuring without guarantor consent discharged
guarantee

Section 139: Rights of surety on payment - Rule: If guarantor pays,
guarantor gets all bank’s rights against borrower - Means:
Guarantor can recover from borrower all amounts paid - Also:
Guarantor gets subrogation —steps into bank’s shoes, can enforce
all securities - Problem: By time guarantor pays, borrower usually
bankrupt

Section 140: Surety’s right to benefit of creditor’s securities - Rule:
Guarantor entitled to benefit of all securities bank holds against
borrower - Means: If guarantor pays 23 crores, guarantor can
enforce bank’s ¥4 crore mortgage on factory - Banks try to prevent:
Sell securities themselves, give guarantor whatever’s left

Section 141: Discharge of guarantor by creditor’s act or omission
impairing surety’s remedy - Critical protection: If bank does
anything that impairs guarantor’s ability to recover from borrower,
guarantee is discharged - Examples: - Bank releases securities
without guarantor’s consent — guarantee discharged - Bank gives
up legal rights against borrower —guarantee discharged - Bank’s
negligence allows borrower to dissipate assets —guarantee can be
discharged - How to use: Argue bank’s actions (releasing
securities, giving time, compromising) impaired guarantor’s
recovery rights
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Automatic Discharge Conditions

Guarantors don’t always realize guarantee can be automatically
discharged by bank’s own actions:

Material variation without consent (Section 133)

If bank materially changes the loan terms without the guarantor’s
consent, the guarantee is discharged: - Increase in loan amount -
Change in interest rate - Extension of loan tenure - Reduction in
security - Change in repayment schedule

How to prove: - Original loan agreement: 33 crores, 5 years, 12%
interest - Modified agreement: 34 crores, 7 years, 14% interest -
Guarantor’s consent not obtained for modification - Guarantee for
original %3 crores is discharged

Bank’s defense: “Continuing guarantee covers all variations”
Counter: Section 133 is mandatory, cannot be overridden by
contract clause

Release of co-guarantor

If bank releases one co-guarantor, others are also released (unless
guarantee says otherwise)

Example: - Three guarantors for 3 crores - Bank settles with one
guarantor for 350 lakhs - Other two guarantors can argue their
guarantee is also discharged

Compromise with the borrower

If bank compromises with the borrower (settles for less than full
amount), guarantee is discharged

Example: - Debt: 33 crores - Bank settles with borrower for X2 crores
(one-time settlement) - Guarantor’s liability: Discharged (or at most
%2 crores, not %3 crores)
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Problem: Banks structure settlements to preserve guarantee
liability: - “Settlement is without prejudice to rights against
guarantors” - “OTS is only with borrower, guarantee continues”

Challenge available: Argue that a compromise with the primary
debtor automatically discharges secondary liability

Release of securities

If the bank releases securities without the guarantor’s consent, the
guarantee discharged to the extent of the value of the securities
released

Example: - Loan: 35 crores - Securities: Factory (33 crores) +
machinery (2 crores) - Bank releases factory as part of settlement
with borrower - Guarantor’s liability reduced by %3 crores (value
of released security)

Bank’s negligence allows asset dissipation

If bank’s negligence allows the borrower to dissipate assets,
guarantor can claim discharge

Example: - Borrower sells machinery (pledged to bank) and
siphons money - Bank was aware but didn’t act - Guarantor can
argue bank’s negligence impaired guarantor’s recovery rights -
Guarantee should be discharged to extent of dissipated assets
Procedural Violations Banks Commonly Make

Banks frequently violate procedures in guarantee invocation.
These violations provide grounds for challenge:

Insufficient notice

SARFAESI requirement: 60-day notice before taking possession

Common violation: Notice period calculated incorrectly, or notice
period defective
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How to challenge: - Notice sent to the wrong address - Notice
doesn’t specify the amount correctly - Notice doesn’t give 60 clear
days - Notice issued before DRT remedy period expired

Lack of proper authorization

Requirement: A bank officer invoking a guarantee must have
authorization

Common violation: Junior officer issues notice without authority
How to challenge: - Demand proof of authorization - Check the
bank’s internal delegation of powers - If the officer exceeded
authority, the invocation is void

Failing to pursue primary borrower first

Principle: Guarantee is secondary liability

Violation: Bank invokes the guarantee without attempting
recovery from borrower

How to challenge: - Prove borrower has assets to pay - Argue bank
must first exhaust remedies against borrower - Cite cases on
secondary nature of guarantee

Claiming excessive amounts

Requirement: Guarantor liable only for amounts actually due
Violation: Bank inflates claim with illegal charges

How to challenge: - Demand a detailed statement of account -
Challenge penal interest (if excessive) - Challenge illegal charges -
Challenge compounding of interest beyond permitted limits.
Invoking a guarantee after the limitation period

Law: 3-year limitation for recovery from guarantor

Violation: Bank invokes the guarantee after the limitation expires
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How to calculate limitation: - Starts from the date of default - Or
from date of demand (if continuing guarantee) - If more than 3
years, the guarantee is time-barred

Challenge available: Raise limitation defense in DRT/civil suit

Multiple invocations for the same debt

Violation: Bank proceeds in SARFAESI, DRT, and civil court
simultaneously for same debt

How to challenge: - Argue multiplicity of proceedings - Seek
consolidation or stay of parallel proceedings - Courts can stay one
proceeding while another is pending

DRT DEFENSE STRATEGIES

Understanding DRT Jurisdiction and Process

Debt Recovery Tribunals (DRT) are the primary forum for
guarantee recovery suits.

Jurisdiction: - Debt must be 320 lakhs or more - Bank Files Original
Application (OA) - Guarantor files Written Statement (WS) within
30 days

DRT’s powers: - Can issue a recovery certificate - Recovery Officer
can attach and sell property - Appeals go to DRAT (Debt Recovery
Appellate Tribunal)

Timeline: - DRT is supposed to decide within 180 days - Actual
timeline: 2-4 years (delays are common)

Step-by-Step DRT Defense Strategy

Step 1: File Written Statement within 30 days
Critical deadline: 30 days from service of OA notice
Consequence of missing: Deemed admission of the bank’s claims
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What to include in Written Statement: - Deny excessive claims -
Raise all available defenses (discharge, limitation, procedural
violations) - Counter-claim if bank owes money to guarantor -
Request documents from bank

Step 2: File application for stay of recovery

Immediate priority: Get stay of recovery proceedings

Grounds for stay: - Prima facie defense exists - Balance of
convenience favors guarantor - Guarantor will suffer irreparable
harm if property sold

DRT’s approach to stay: - Usually grants a stay if the guarantor
deposits 25-50% of the disputed amount - Or provides additional
security - A complete stay without a deposit is rare but possible if
the defense is strong.

Step 3: Challenge the amount claimed

Banks inflate claims —challenge every component:

Principal: Verify original loan amount

Interest: Check interest rate, compounding (simple vs. compound)
Penal interest: Challenge if excessive (above contractual rate)
Charges: Challenge illegal or excessive charges

Legal costs: Challenge if inflated

Demand documents: - Original loan agreement - All statements of
account - Proof of how interest is calculated - Authorization for
charges levied

Common bank errors in calculation: - Wrong interest rate applied
- Compound interest charged when not permitted - Penal interest
on penal interest (double penalty) - Charges not disclosed in loan
agreement - Interest after loan recalled (if recall was wrongful)

If bank’s calculation is wrong: - Actual debt: 33 crores - Bank’s
claim: %4.5 crores - Guarantor liable only for %3 crores
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This reduces liability by 1.5 crores —worth fighting for
Step 4: Raise all defenses under the Contract Act

Assert every applicable defense:

1. Discharge by variation (Section 133):

- Did the bank modify the loan terms without the guarantor’s
consent?

- Any increase in amount, interest, or tenure without
consent?
2. Time given to borrower (Section 135):

- Did the bank restructure the loan without the guarantor’s
consent?

- Any moratorium or extension granted?

3. Securities released (Section 141):

- Did bank release any securities without guarantor’s
consent?

- Guarantor’s liability reduced by value of released securities

4. Bank’s negligence:
- Did the bank allow the borrower to dissipate assets?

- Was the bank aware of the diversion of funds, but didn’t
act?

5. Limitation:
- Has the 3-year limitation period expired?

- Calculate from the date of default or the date of demand

Step 5: Challenge SARFAESI invocation (if applicable)
If bank has invoked SARFAESI against the guarantor’s property:

File Section 17 application in DRT: - Challenge SARFAESI
measures - Argue property wrongly attached - Seek stay of auction
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Grounds to challenge SARFAESI:

1. Primary liability not pursued:
- Borrower has assets, bank must pursue borrower first

- Guarantee is secondary, bank cannot bypass borrower

2. 60-day notice defective:
- Notice period was not given properly

- The notice doesn’t specify the amount correctly

3. The property attached is not covered by the guarantee:
- The guarantee was for a specific property

- Bank attaching different property

4. Disproportionate action:
- Property worth 35 crores attached for 32 crore debts

- The bank should release the excess value

Step 6: Cross-examine the bank’s witnesses

Bank will present: - Account officer who handled loan - Recovery
officer who calculated claim

Cross-examination strategy:

On amount: - “How did you calculate interest?” - “What is the
basis for penal interest charged?” - “Were all charges disclosed to
the borrower at the time of sanction?” - “Did you compound
interest? Is that permitted under the loan agreement?”

On guarantee: - “Did you obtain guarantor’s consent for loan
modifications?” - “Did you pursue borrower’s assets before
invoking the guarantee?” - “What is the value of the borrower’s
assets? Why are they insufficient?”

On procedure: - “What efforts did you make to recover from the
borrower?” - “Why did you not restructure the loan?” - “Did you
follow RBI's OTS (One-Time Settlement) schemes?”
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Goal of cross-examination: - Expose inflated claims - Establish
procedural violations - Show bank bypassed the borrower to attack
the guarantor

Step 7: File counter-claim (if applicable)
If guarantor has a claim against the bank:

Possible counter-claims: - Wrongful fraud classification causing
business loss - Wrongful guarantee invocation causing reputation
damage - Bank’s negligence allowing borrower to siphon funds

Counter-claim doesn’t discharge guarantee liability, but: - Can
reduce net amount payable - Strengthens negotiation position -
Shows guarantor has meritorious defense

Step 8: Settlement negotiations
Parallel to litigation, explore settlement:

Leverage points: - Strong defenses reduce the bank’s confidence in
full recovery - Litigation costs are high for both sides - Bank may
prefer a certain partial recovery to an uncertain full recovery

Settlement strategy: - Offer to pay a realistic amount (not an
inflated claim) - Request waiver of penal interest and charges - Seek
closure on payment of principal + contractual interest only

One-Time Settlement (OTS): - RBI mandates banks to have OTS
schemes - Typically 50-70% of claimed amount - Guarantor must
prove inability to pay full amount

Critical: Get settlement in writing, ensure it discharges the
guarantee fully
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Common Bank Errors That Help Your Defense

1.

Defective SARFAESI notice

*  Wrong address

* Insufficient details of the debt

* 60-day period was not given properly

* Issued by unauthorized officer

Procedural lapses in loan sanctioning

* Loan sanctioned without proper appraisal

* Securities not properly created

* Guarantee deed defective (not stamped, not registered if
required)

Calculation errors

* Wrong interest rate was applied

* Illegal compounding

* Charges not authorized by the loan agreement

Failure to follow RBI guidelines
* Didn't follow Fair Practices Code
* Didn’t provide OTS opportunity

* Didn’t consider restructuring

Pursuing guarantor without pursuing borrower
* Borrower has sufficient assets

* Bank didn’t invoke SARFAESI against the borrower’s
primary securities

* Bank’s own records show the borrower can pay
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Identify these errors —they’re your weapons in DRT

Interim Relief: Getting a Stay of Recovery

Most critical immediate goal: Stop the auction of your property

How to stay:

1. File urgent application for stay - As soon as bank invokes the
guarantee - Even before filing detailed defense

2. Grounds for stay: - Prima facie defense exists - Property is only
family home (humanitarian grounds) - Guarantor will suffer
irreparable harm - Bank will not suffer harm (debt is secured)

3. Offer to deposit: - DRT usually grants stay if 25-50% deposited
- Or provide additional security equivalent to 50% of the claim
- Negotiate: “I'll deposit if you prove your calculation is
correct”

4. Cite precedents: - Cases where a stay was granted to prevent

irreparable harm - Guarantor’s right to defend before property
is lost

Stay is crucial: Buys time to mount a full defense, property not sold

while case is pending

Appeals to DRAT

If DRT rules against the guarantor:

Appeal to DRAT (Debt Recovery Appellate Tribunal): - Within
30 days of DRT order (extendable to 45 days) - Must deposit 50%
of decreed amount (or 75% under certain amendments) - Deposit

requirement is harsh —but necessary to appeal

Grounds for appeal: - DRT ignored material evidence - DRT failed

to consider valid defenses - DRT’s calculation of the amount is

wrong - Procedural unfairness
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From DRAT, further appeal to the High Court (substantial
question of law) and then Supreme Court (rare)

COURT VICTORIES THAT PROTECT GUARANTORS

Supreme Court: Lalit Kumar Jain vs. Union Bank of India
Citation: (2021) 2 SCC 786

Facts: - Guarantor for the company’s debt - Bank invoked the
guarantee - Company disputed the debt, claimed the bank wrongly
classified it as NPA - Guarantor argued the liability should be
decided after the company’s liability is determined

Supreme Court Held:

1. Guarantee liability is co-extensive, not independent: -
Guarantor’s liability depends on the existence of principal debt
- If principal debt is disputed, guarantor can raise the same
defenses - Bank cannot say “company can dispute, but
guarantor must pay”

2. Guarantor can challenge the underlying transaction: - If the
loan itself is disputed (wrongly sanctioned, fraudulently
obtained, never disbursed), the guarantor can challenge. -
Guarantor not bound if underlying debt is void or disputed

3. Banks must prove debt before recovering from guarantor: -
Can’t just rely on the guarantee deed - Must establish that the
principal debtor actually owes the amount

Impact: - Major relief to guarantors - Can raise all defenses
available to borrower - Can challenge bank’s claim on merits

How to use in your case: - If borrower disputes debt (wrongful
NPA, calculation error, fraud by bank), guarantor can also raise
same defenses - Cite Lalit Kumar Jain to argue guarantor has right
to contest
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Supreme Court: Phoenix ARC vs. Vishwa Bharati Vidya Mandir
Citation: (2022) 3 SCC 640

Facts: - Original lender sold debt to ARC (Asset Reconstruction
Company) - ARC invoked guarantee - Guarantor argued the
guarantee was given to the original lender, not transferable to ARC

Supreme Court Held:

1. Guarantee does not automatically transfer with debt: -
Original guarantee was to a specific lender - Unless guarantee
explicitly says “transferable to assignees,” it doesn’t transfer -
ARC must obtain fresh guarantee or prove guarantee covered
assignees

2. Continuing guarantee vs. specific guarantee: - If the guarantee
is for a specific transaction, it doesn’t cover a new lender -
Guarantor’s consent required for assignment of guarantee

Impact: - Protection when banks sell NPAs to ARCs - Guarantor
can challenge ARC’s right to invoke the guarantee

How to use: - If your debt has been sold to ARC or another entity,
check the guarantee deed - If the guarantee doesn’t explicitly cover
assignees/transferees, argue it’s not enforceable by ARC - Demand
proof that the guarantee is transferable

High Court Precedents on Guarantor Protections
1. Guarantor’s right to insist on the borrower being pursued

first

Multiple High Courts have held: - Guarantee is secondary
liability - Bank should first pursue borrower’s assets - If
borrower has sufficient assets, guarantor can seek stay of
guarantee invocation

Bombay High Court: Bank must show it exhausted remedies
against the borrower before pursuing the guarantor
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Delhi High Court: If the primary debtor has assets, guarantee
invocation is premature

How to use: - Prove borrower has assets (3X crores in factory,
inventory, receivables) - Argue bank must first recover from
these assets - Guarantor’s personal assets should be last resort,
not first resort

Family assets protection

Karnataka High Court: Spouse’s assets cannot be attached for
the husband’s guarantee unless the spouse also signed the
guarantee

How to use: - If the bank attached the spouse’s separate
property, challenge in the High Court - Prove property was the
spouse’s separate asset, not joint - The bank needs proof of
transfer to defeat creditors (which is hard to prove)

Excessive charges and penal interest

Several High Courts have held: - Penal interest cannot be
compounded - Charges must be reasonable and disclosed -
Interest on interest beyond certain limits is usurious

How to use: - Challenge excessive interest/charges in DRT or
High Court - Reduce total liability by removing illegal
components

Article 226 Writ Petitions: When to Use the High Court

When DRT relief is insufficient:

If bank is taking action that will cause irreparable harm before DRT

can decide: - Imminent auction of family home - Criminal

proceedings initiated in parallel - Multiple banks invoking

guarantees simultaneously
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Article 226 of the Constitution: - The High Court has the power to
issue writs to protect fundamental rights - Right to livelihood
(Article 21) can be invoked

Grounds for writ petition:

1. Violation of natural justice: - No opportunity to respond
before property attached - Bank didn’t follow its own
procedures

2. Arbitrary and illegal action: - Bank pursuing guarantor
without pursuing borrower - Bank continuing recovery despite
fraud classification rescinded

3. Lack of jurisdiction: - Bank’s action exceeded legal authority -
Unauthorized officer acted

Remedies the High Court can grant:

Mandamus: Directing the bank to follow the proper procedure

Certiorari: Quashing an illegal order/action

Prohibition: Preventing illegal action

Interim stay: Stopping the auction/attachment immediately

Success rate: - High Courts grant interim relief (stay) relatively
readily if case has merit - Final relief depends on the strength of the
case - Advantage: Faster interim protection than DRT

When to file: - When urgent relief is needed (auction scheduled
soon) - When multiple forums being used by the bank (seek
consolidation) - When the bank’s action is patently illegal (fraud
tag rescinded, still pursuing)
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URGENT REFORMS NEEDED

Statutory Cap on Guarantee Liability
Current situation: Unlimited liability

Problem: Guarantor can lose everything for any amount of debt

Reform needed:

Cap guarantee liability at 2-3x the original loan amount: -
Guarantees for %1 crore loan capped at 33 crores maximum -
Protects against infinite accumulation of interest, penalties, charges

Or cap at a multiple of guarantor’s net worth: - If guarantor’s net
worth is %2 crores, guarantee liability capped at %4 crores - Prevents
complete destruction

International precedent: - Several countries limit guarantee
liability - Courts can reduce if disproportionate to guarantor’s
capacity

RBI should mandate: All guarantee deeds must state maximum
liability amount
Automatic Discharge When Fraud Classification Rescinded

Current situation: The bank invokes the guarantee, claiming fraud.
Later, the fraud tag was rescinded. The bank continues pursuing a
guarantee.

Reform needed:

Statutory provision: If fraud classification is rescinded, the
guarantee is automatically discharged

Rationale: - Bank invoked a guarantee based on a false claim of
fraud - Guarantor suffered reputation damage, legal costs, and
business loss - Allowing continued pursuit rewards the bank for
wrongful action
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RBI should mandate: - If fraud tag rescinded, guarantee invocation
must be withdrawn - Guarantor entitled to compensation for
wrongful fraud allegation - Bank faces penalty for frivolous fraud
classification

Protection for Family Assets

Current situation: Bank can pursue spouse’s assets, parents” assets,
and children’s assets

Reform needed:

Limit guarantee to guarantor’s personal assets only: - Spouse’s
separate property protected (unless spouse also signed) - Parents’
property protected (even if guarantor has share) - Children’s
property protected - HUF property protected beyond guarantor’s
individual share

Rationale: - Guarantee was signed by one person, not the entire
family - Family members are innocent, had no say in business
decisions - Destroying entire families is disproportionate

Statute should provide: - Unless a family member explicitly signs,
their assets cannot be touched - Burden on the bank to prove the
asset actually belongs to the guarantor - Family home (where the
guarantor resides) should have special protection

Mandatory Arbitration Before Invocation
Current situation: Bank invokes the guarantee unilaterally, the
guarantor must litigate to challenge

Reform needed:

Mandatory pre-invocation arbitration: - Before invoking
guarantee, bank must submit dispute to arbitration - Fast-track
arbitration (60-90 days) - Arbitrator decides: (a) Is the debt amount
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correct? (b) Has the borrower’s liability been established? (c) Is the
guarantee invocation justified?

Rationale: - Prevents premature invocation - Guarantor gets
hearing before assets attached - Reduces litigation (one arbitration
vs. multiple court cases) - Arbitration is faster than DRT/court

RBI should mandate: - All guarantee deeds must include an
arbitration clause - Bank cannot invoke without an arbitration
award

RBI Penalties for Wrongful Guarantee Invocation

Current situation: Bank wrongly invokes the guarantee, faces zero
penalty

Reform needed:

RBI penalty framework for:

1. Guarantee invoked despite the borrower having assets to
pay:
- Bank must pay compensation to the guarantor

- RBI penalty on bank for bypassing the primary debtor

2. Continued pursuit after fraud tag rescinded:
- Automatic discharge of the guarantee
- Bank compensates guarantor for wrongful fraud allegation
- RBI penalty for frivolous fraud classification
3. Procedural violations:
- Defective SARFAESI notice
- Lack of proper authorization
- Pursuing the guarantor without pursuing the borrower

- RBI penalty for each violation
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4. Excessive claims:
- If the bank’s claim is inflated by more than 20%, the bank
will be penalized

- The guarantor is entitled to costs

Penalty structure: - Monetary fine on bank - Compensation to the
guarantor for losses suffered - Public disclosure of bank’s
misconduct - Suspension of recovery rights until compensation
paid

Currently, banks have no deterrent—they face no downside to
wrongful invocation. RBI penalties would change this calculus.

Industry-Specific Norms for Guaranteed Discharge

Current situation: Same guarantee norms for all industries

Problem: - Real estate projects take 3-4 years to generate revenue -
Agriculture depends on seasonal cycles - Export businesses face LC
realization delays - Infrastructure projects have long gestation
periods

Reform needed:

Industry-specific guarantee discharge provisions:

For real estate developers: - Guarantee not invokable until project
completion period expires - If project is proceeding as per plan,
guarantee remains dormant - Only if project is abandoned should
the guarantee be invoked

For agricultural businesses: - Guarantee invocation only after full
crop cycle (not 90 days) - Seasonal cash flow accommodated

For exporters: - Guarantee not invoked while LC proceeds pending
(up to 180 days) - Proof of shipment should suspend guarantee
action
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For infrastructure: - Guarantee inactive during construction period
- Only operational phase delays trigger guarantee

RBI should issue sector-specific guidelines on guarantee
invocation timelines and conditions.

Contribution Rights Among Co-Guarantors

Current situation: Multiple guarantors, the bank pursues one; that
guarantor has no practical way to recover the contribution from
others

Reform needed:

Statutory contribution mechanism: - If one guarantor pays full
amount, the automatic right to recover the proportionate share
from co-guarantors - DRT should have a summary procedure for
contribution suits - No need to prove co-guarantor’s liability
separately (already established)

Example: - Three guarantors for 23 crores - Guarantor A pays full
23 crores (to save the house from auction) - Guarantor A should
automatically recover %1 crore each from Guarantors B and C -
Fast-track procedure, not fresh litigation

Protection against banks playing guarantors against each other: -
Bank cannot say to Guarantor A: “You settle for 23 crores, we’ll
release you but pursue others” - Settlement with one guarantor
should proportionately reduce liability of all

Time-Bound Guarantee Validity

Current situation: “Continuing guarantee” lasts forever

Reform needed:

All guarantees must have an expiry date: - Maximum validity: 5
years from the sanction date - Or until the loan is repaid, whichever
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is earlier - After 5 years, the guarantee lapses unless explicitly
renewed by the guarantor

Rationale: - Guarantor signed for a specific loan with specific terms
- After years, the situation changes (guarantor may no longer be
with the company, loan terms may have been modified multiple
times, the original project may have changed completely) - Fresh
consent should be obtained for continued guarantee

RBI should mandate: All guarantee deeds must state the validity
period. Banks must obtain fresh guarantees periodically, not rely
on open-ended continuing guarantees.

The Imperative of Special Deterrent Penal Action Against Banks

Regulatory guidance and administrative circulars, however well-
intentioned, have failed to change bank behavior because the cost
of wrongdoing remains embarrassingly low. A bank with a balance
sheet running into lakhs of crores treats a nominal RBI penalty as a
rounding error and moves on—no officer is held personally
accountable, no borrower is automatically compensated, and the
predatory practice continues untouched. What is urgently needed,
therefore, is a regime of special deterrent penal action that makes
wrongdoing genuinely painful at every level of the institution.

First, financial penalties must be proportionate to the scale of harm
caused —calculated as a function of the aggregate injury inflicted
across all affected borrowers, not capped at a nominal ceiling that
the bank’s legal department has already budgeted for. Second,
personal liability must attach to the senior officers and board
members who designed, approved, and profited from abusive
guarantee invocation policies. Amending the Banking Regulation
Act to allow individual fines, disqualification from holding
banking positions, and in egregious cases criminal prosecution of
responsible officers would transform incentive structures
overnight. Third, mandatory restitution must precede any
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regulatory fine: the bank must first make every harmed guarantor
whole before a single rupee flows to the government exchequer.
Fourth, a statutory private right of action with punitive damages
should allow guarantors to sue directly before the DRT or a
dedicated Consumer Financial Protection Authority, claiming not
just actual loss but fixed statutory damages per violation —without
having to prove precise financial harm. Deliberate misconduct
such as systematic misrepresentation of guarantee terms,
fabrication of documents in recovery proceedings, or physical
harassment by recovery agents acting on bank instructions should
be made cognizable criminal offences, treated with the same
seriousness as cheque dishonor under Section 138 of the Negotiable
Instruments Act. The underlying principle is simple: deterrence
requires that the cost of wrongdoing decisively exceed its profit.
Until that equation is reversed through law, banks will continue to
weaponized guarantees, families will continue to be destroyed,
and every reform listed in this essay will remain ink on paper
rather than justice in practice.

CONCLUSION: BREAKING FREE FROM
THE GUARANTEE TRAP

The Weapon Banks Built

The co-extensive personal guarantee is not incidental to corporate
lending —it is the primary recovery weapon banks rely on. By
forcing promoters to sign unlimited personal guarantees, banks
have:

* Abolished limited liability for MSMEs and mid-sized
companies

* Converted corporate loans into family destruction tools

* Created incentive to bypass corporate assets and attack
personal assets

* Trapped entire families in debt they didn’t incur
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This system serves banks but destroys the economy. When
entrepreneurs know that business failure means family ruin, they:
- Avoid risk-taking and innovation - Don’t expand businesses -
Don’t hire employees - Keep businesses small to minimize
guarantee exposure - Or avoid formal credit entirely, staying in
informal economy

The guarantee regime is a growth killer disguised as risk
management.

The Path Forward: Guarantors Must Fight
If you are a guarantor facing bank action:

This essay has armed you with: - Understanding of how the trap
works - Legal defenses under the Contract Act - Procedural
violations to challenge - DRT defense strategies step-by-step -
Court precedents to cite - High Court remedies when DRT is
insufficient

You are not helpless. You can fight.

Immediate actions:

File Written Statement in DRT within 30 days (critical deadline)
Apply for a stay of recovery (stop the auction)
Challenge the amount claimed (demand detailed calculation)

Raise all defenses (discharge, limitation, procedural violations)

SN N

Consider High Court writ if urgent relief is needed

Do not give up. Do not accept the bank’s inflated claims without
challenge. Do not let them take your family’s assets without a
fight.

208



The Path Forward: Systemic Reform

Individual defense is necessary but insufficient. The guarantee
regime itself must be reformed:

RBI must act: - Cap guarantee liability (2-3x loan amount
maximum) - Mandate automatic discharge when fraud tag
rescinded - Penalize banks for wrongful invocations - Require
arbitration before invocation - Protect family assets from guarantee
pursuit - Establish time-bound guarantee validity

Parliament must act: - Amend Contract Act to strengthen
guarantor protections - Make certain protections non-waivable by
contract - Establish statutory caps on liability - Create fast-track
contribution procedures for co-guarantors

Courts must act: - Interpret guarantee law in favor of guarantors
(weaker party) - Hold banks accountable for bypassing primary
debtors - Protect family assets from corporate guarantee liability -
Grant damages for wrongful guarantee invocations

Until these reforms occur, the guarantee trap will continue
destroying families.

For Those Who Lost Everything
If you already lost your assets to guarantee invocation:

Your suffering was not your failure. You were trapped in a system
designed to destroy you. The guarantee you signed was: - Obtained
under duress (sign or no loan) - Deliberately obscured (not
explained properly) - Enforced unfairly (personal assets taken
while corporate assets ignored) - Weaponized beyond its legal
scope (unlimited liability imposed)

Your story matters. Document what happened to you: - How you
were forced to sign - How the bank invoked despite the borrower’s
assets - How family assets were destroyed - How the bank faced no
penalty for errors
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Your testimony will fuel reform.

Share your story with: - Banking Ombudsman - Media (financial
journalists) - Industry associations - Parliamentary committees on
banking - This book’s author and others fighting for borrower
rights

Every destroyed family’s story is ammunition for demanding
change.
The Larger Battle: Borrowers vs Banks

The guarantee trap is one weapon in banks” arsenal. This book
exposes all of them:

Part 1 (Economic Pressures) showed how banks use unrealistic
projections, rigid metrics, and cash flow mismatches to create
“NPAs” from profitable businesses.

Part 2 (Legal Traps) shows how banks use guarantees, pari passu
charges, and account freezes to destroy borrowers.

Part 3 (Court Remedies and Reforms) arms borrowers with
defenses and demands reforms.

The pattern across all essays: - Banks have overwhelming power -
RBI enables rather than regulates - Borrowers are trapped at every
stage - But borrowers can fight—with knowledge, strategy, and
legal tools

This book is your manual for that fight.

Final Words: No Fear, No Compromise, No Apologies
To every guarantor facing bank action:

You signed that guarantee under duress. You were not told the
truth. You are fighting a system rigged against you. But you are
not alone.
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Thousands of guarantors face the same trap. Many have fought and
won. The defenses in this essay have worked for others —they can
work for you.

Do not accept the bank’s narrative that you “failed.” You did not
fail. The system failed you.

Do not accept that you must lose everything. Challenge the
invocation. Demand that they pursue the borrower first. Question
every rupee they claim. Use every defense the law provides.

Do not give up. The bank wants you to be overwhelmed and give
in. That's their strategy. Your strategy is to fight on every front with
every legal weapon available.

And if you lose in the end, despite your best fight, at least you
will know you resisted. You will have documented their
misconduct. You will have exposed the system’s injustice. Your
fight contributes to the reform that will protect others.

The guarantee trap is real. But traps can be escaped.

This essay has shown you the way out —or at least how to fight
for it.

Now fight.
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Pari-Passu Charge and
Unilateral Risk

The Equal Promise and the Unequal Burden

Abstract

The pari-passu charge, the foundational legal instrument of consortium
lending in India, promises equality among lenders sharing security over
a common borrower. This essay argues that while this promise of equality
is extended to lenders, it is never extended to borrowers, who enter the
arrangement under compulsion, operate within it without voice, and bear
its consequences without remedy.

The essay examines how divergent lender behaviour within a consortium
— one lender adopting an aggressive posture while another remains
cooperative — creates an impossible operational burden for the borrower.
Caught between conflicting institutional demands, the borrower absorbs
the full cost of a conflict he neither created nor can resolve. The cascade of
consequences — NPA classification, damage to the credit system, supplier
stress, and loss of going-concern value — flows entirely to him, while the
lenders who caused the divergence face no corresponding accountability.

When the borrower turns to the legal system for relief, he finds a
framework built comprehensively for lender recovery, not for borrower
protection. SARFAES]I, the Debt Recovery Tribunal, and the Insolvency
and Bankruptcy Code each offer lenders powerful enforcement tools while
leaving the borrower without a forum, without standing, and without a
timeline that matches the urgency of his distress. Five landmark cases —
Dhanlakshmi Bank v. Bank of India, Celir LLP v. Bafna Motors, the
Supreme Court’s consistent jurisprudence on SARFAESI writ petitions,
Committee of Creditors of Essar Steel v. Satish Kumar Gupta, and the
NCLAT’s treatment of competing NPA declarations in consortium
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arrangements — are examined to demonstrate that the courtroom itself
reflects and reinforces this asymmetry.

The essay concludes that pari-passu, as currently practised, represents
risk without a corresponding right for the borrower. It calls for structural
reforms — including expanded inter-creditor agreements with binding
behavioural norms, formal borrower standing within consortium
arrangements, a specialised grievance forum operating on compressed
timelines, and deepened regulatory oversight of lender conduct — so that
the principle of equal footing is applied not merely to lenders’ rights over
security, but to their obligations towards the borrower and towards each
other.

Keywords: Pari-passu charge, consortium lending, unilateral risk,
borrower vulnerability, SARFAESI, Debt Recovery Tribunal, Insolvency
and Bankruptcy Code, inter-creditor agreement, NPA classification,
lender conduct, secured lending, India banking law.

Introduction

There is a particular kind of injustice that is most difficult to
challenge — not the injustice that announces itself loudly through
visible discrimination or open abuse of power, but the injustice that
hides inside a framework of apparent fairness. It wears the
equality. It carries the endorsement of law. Institutions of standing
and respectability practise it. And yet, at its operational core, it
transfers risk, burden, and consequence entirely onto the party
least equipped to resist it.

Pari-passu charge in consortium lending is one such framework.

The Latin phrase pari-passu means "on equal footing" or "at an
equal pace." In the context of institutional lending, it refers to the
arrangement under which multiple banks and financial institutions
participating in a consortium lend to a single borrower against a
shared charge over his assets. No single lender holds superior
rights over the security. No single lender can enforce its charge in
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a manner that extinguishes or diminishes the rights of others. All
stand equal before the law, equal in their claim, and equal in their
entitlement to the proceeds of enforcement.

It is, on its face, an elegant and equitable structure. It allows large
borrowers — infrastructure  companies, manufacturing
enterprises, large trading houses — to access credit that no single
bank could provide alone. It allows banks to participate in large
exposures without carrying the full risk individually. It distributes
both opportunity and liability across the financial system.
Designed well and operated with integrity, it should serve
everyone's interest.

But the borrower who signs a pari-passu charge document and
enters into a consortium lending arrangement does not enter a
world of elegant theory. He enters a world of competing
institutional interests, divergent lender behaviours, uncoordinated
demands, and a legal system that — when disputes arise — offers
him virtually no shelter. He is the common debtor of multiple
creditors, each with its own internal pressures, each with its own
risk appetite, each with its own interpretation of what the borrower
owes and when. And when those interpretations conflict, as they
inevitably do, the borrower alone bears the cost of that conflict.

This essay examines the pari-passu charge not as a legal instrument
— which it handles adequately — but as an operational and human
reality. It examines what it means to be the borrower at the centre
of a consortium whose members do not speak with one voice. It
examines the divergence between lenders who adopt an aggressive
posture and lenders who adopt a cooperative one, and the
impossible position this creates for the borrower. It examines the
legal entanglements that await the borrower when he seeks
recourse — and finds that every legal forum available to him was
designed not for his protection but for the lender's recovery. And
it asks, finally, whether a framework that calls itself equal can
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justify placing the entirety of its operational risk upon the one party
who had no meaningful choice but to accept it.

1. The Architecture of Pari-Passu: What the Law Intends

To understand where the pari-passu framework fails the borrower,
it is necessary first to appreciate what it was designed to achieve
and how it functions in its intended form.

Consortium lending in India developed as a practical response to
the capital requirements of a growing economy. As industrial and
infrastructure projects grew in scale, individual banks —
constrained by their capital adequacy requirements and single
borrower exposure limits — could not meet the full credit needs of
large enterprises. The consortium model allowed multiple lenders
to pool their lending capacity, share the risk, and collectively
finance projects that none could support alone.

The pari-passu charge over the borrower's assets became the legal
backbone of this arrangement. All participating lenders would
hold a joint and equal charge — typically a first charge — over the
fixed assets, current assets, and sometimes the cash flows of the
borrower. The charge would be registered with the Registrar of
Companies, filed with the Central Registry of Securitisation Asset
Reconstruction and Security Interest of India — known as CERSAI
— and documented through detailed charge documents and inter-
se agreements among the lenders.

The Reserve Bank of India, over several decades, issued guidelines
on consortium lending, multiple banking arrangements, and, more
recently, the framework for resolution of stressed assets. The intent
behind all of these guidelines was consistent — to ensure that
lenders coordinate their actions, share information freely, act in the
collective interest of the consortium, and avoid unilateral actions
that could destabilise a borrower or prejudice fellow lenders.
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The lead bank concept was introduced to give this coordination a
face and a function. One bank — typically the one with the largest
share of the exposure — would act as the lead, coordinating with
the borrower, convening consortium meetings, collecting and
sharing financial information, and leading any restructuring or
resolution discussions. The lead bank would be the primary
interface between the borrower and the collective voice of the

consortium.
In principle, this architecture — equal charge, coordinated
behaviour, lead bank oversight, regulatory guidance — should

protect the borrower from arbitrary or conflicting lender actions. In
principle, the borrower should be able to deal with a coherent and
unified lending entity rather than a fragmented collection of
competing interests. In practice, it rarely works this way.

The Borrower's Compulsion: Consent Without Choice

Before examining how the pari-passu framework fails in operation,
it is worth pausing on the moment at which the borrower enters it
— because that moment contains within it the seed of everything
that follows.

A borrower approaching a consortium for credit is not, in any
meaningful sense, a free actor exercising an informed choice
between equally available alternatives. He is a businessman with a
project to fund, a factory to build, a working capital cycle to sustain,
or a debt to refinance. His need is real and time-bound. The banks,
individually and collectively, hold the keys to his forward
movement.

The terms of the consortium arrangement — the charge
documents, the inter-creditor agreement, the covenants, the
conditions precedent and subsequent — are presented to him
largely as standard documents. He may negotiate on interest rates
and on some financial covenants. He will rarely if ever be in a
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position to negotiate on the fundamental structure of the pari-
passu charge or on the behavioural obligations of the lenders
toward him. Those are matters between the banks, and the
borrower is not a party to the inter-creditor agreement that governs
how the banks will deal with each other.

This is a structural anomaly of considerable significance. The
borrower is the subject of the inter-creditor agreement — his assets,
his cash flows, his business decisions are all governed or
constrained by it — yet he has no seat at the table when it is drafted,
no voice in its terms, and no right to enforce it even when its breach
causes him direct harm.

He signs the charge documents because he must. He accepts the
consortium structure because the alternative — walking away from
the credit — is not a real alternative when his business depends
upon it. His consent, in the legal sense, is present. His choice, in the
practical sense, is absent.

This compulsion is the first and most fundamental dimension of
unilateral risk. The borrower assumes obligations to multiple
lenders simultaneously, accepts a structure whose future operation
he cannot predict or control, and waives — by the very act of
signing — any meaningful ability to hold lenders accountable for
the consequences of their own conduct toward him.

The Divergence of Lender Behaviour: Aggressive and
Cooperative

Within a consortium bound by the same pari-passu charge, sharing
the same security over the same borrower, the assumption is that
lenders will behave with reasonable consistency and mutual
coordination. This assumption is routinely violated.

Banks are not monolithic. Each brings to the consortium its own
internal credit culture, its own regulatory pressures, its own audit
findings, its own management directives, and its own assessment
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of the borrower's health and prospects. What one bank reads as a
temporary liquidity stress, another reads as the early warning of a
terminal default. What one relationship manager handles with
patience and engagement, another handles with escalation and
legal notice.

The result is a phenomenon that borrowers across India's banking
system will recognise immediately — the divergent consortium.
One bank in the arrangement adopts an aggressive posture. It
begins to demand accelerated repayment of its dues. It issues
notices under its loan agreements. It threatens to classify the
account as a Non-Performing Asset. It may stop disbursing
sanctioned limits even when the conditions for disbursement have
been met. Its internal communications to the borrower carry an
unmistakable message — pay us, regardless of what others in the
consortium are doing or saying.

Another bank in the same consortium reads the same borrower
with an entirely different lens. It sees a viable enterprise facing
cyclical headwinds. It engages constructively, asks for updated
projections, discusses a possible restructuring of repayment terms,
and signals its willingness to support the borrower through the
difficult period. Its approach is relationship-based and forward-
looking. It is not naive — it is protecting its own interest through a
strategy of engagement rather than confrontation.

The borrower now occupies a position of extraordinary difficulty.
He is simultaneously the subject of aggressive legal and financial
pressure from one lender, and the beneficiary of cooperative and
supportive engagement from another. These two postures are not
merely different in tone — they are fundamentally incompatible in
their practical demands upon him.

The aggressive lender wants money now. It wants its dues serviced
in priority. It does not care — and legally cannot be compelled to
care — that paying it first may leave the borrower unable to service
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the cooperative lender's dues. The cooperative lender wants
engagement, transparency, and regular servicing. It does not want
the borrower to divert funds to satisfy the aggressive lender at the
expense of the consortium as a whole.

The borrower cannot satisfy both. His cash flows are finite. His
management bandwidth is stretched. Every rupee paid to the
aggressive lender under duress is a rupee not available for the
business operations that generate the cash flows that service all the
lenders. He is being asked, simultaneously, to run faster and to
stand still.

The Cascade of Consequences

The divergence of lender behaviour does not remain contained within the
consortium relationship. It cascades outward into the borrower's entire
business ecosystem, creating a chain of consequences that the borrower
experiences alone.

When an aggressive lender classifies an account as Non-Performing —
even if other lenders have not done so, and even if the borrower is
technically regular with those others — the impact on the borrower's
creditworthiness is immediate and severe. Credit information bureaus
record the classification. Other lenders in the banking system, seeing the
NPA tag against the borrower's name, become unwilling to extend new
credit or even to renew existing facilities. The borrower's ability to access
working capital — the lifeblood of any operating business — is
compromised not because his business has failed, but because one
member of his consortium has acted unilaterally in a manner that the
system treats as definitive.

Suppliers who become aware of the banking stress may demand
cash in advance or reduce credit periods. Customers who learn of
the lender's action may become hesitant about placing large orders
or making advance payments. Employees may become anxious
about the company's stability. The regulatory and compliance
environment may become more demanding. All of this flows
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directly from the unilateral action of one lender — but the borrower
bears every consequence of it.

The cooperative lender, meanwhile, finds its own strategy
undermined. It had chosen engagement and patience as its path to
recovery. It now finds that its consortium partner's aggression has
damaged the very borrower it was trying to support, has impaired
the cash flows it was depending upon for repayment, and has
created a deteriorating account situation that it neither caused nor
desired. The pari-passu charge that was supposed to put all lenders
on equal footing has in practice allowed one lender's unilateral
behaviour to determine the fate of all — including the borrower
who was never consulted.

Legal Entanglement and the Borrower's Helplessness

It is at this point — when the divergence of lender behaviour has
created a crisis that the borrower cannot resolve through
commercial means — that he turns to the legal system. And it is
here that his helplessness becomes most acute and most revealing.

The Indian legal framework governing secured lending is built,
almost entirely, from the lender's perspective. This is not an
accident — it reflects a deliberate policy choice made over decades,
particularly following the experience of the 1990s and early 2000s
when banks carried enormous volumes of non-performing assets
and found themselves unable to recover against dilatory borrowers
who used every available legal remedy to delay enforcement.

The Securitisation and Reconstruction of Financial Assets and
Enforcement of Security Interest Act of 2002 — known as
SARFAESI — gave secured lenders the power to enforce their
security interest without the intervention of a court. A lender can
issue a demand notice, and if the borrower does not repay within
sixty days, can take possession of the secured assets, manage them,
and sell them to recover its dues — all without filing a suit or
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obtaining a court decree. The borrower's remedies under
SARFAESI are limited to an appeal before the Debt Recovery
Tribunal, and the grounds on which such an appeal can succeed

are narrow.

The Debt Recovery Tribunal mechanism, established under the
Recovery of Debts Due to Banks and Financial Institutions Act of
1993, similarly prioritises the lender's recovery. The DRT is
designed to provide banks with a faster forum for recovery than
the civil courts. It is not designed to provide borrowers with a
forum for relief against abusive or unilateral lender conduct.

The Insolvency and Bankruptcy Code of 2016 — India's most
significant recent reform in this space — brought a new resolution
framework. But its operational structure is again oriented around
creditor rights. The Committee of Creditors, composed entirely of
financial creditors, controls the resolution process. The borrower
— now the corporate debtor — loses control of his own company
the moment insolvency proceedings are admitted. He may propose
a resolution plan, but the decision rests entirely with the creditors.
His interests are subordinated to theirs at every stage.

Now consider the borrower who wishes to challenge the unilateral
and damaging conduct of an aggressive lender within a
consortium. Where does he go?

He cannot approach the DRT for relief against the lender — the
DRT's jurisdiction is to adjudicate recovery applications by banks,
not complaints by borrowers against banks. He cannot invoke
SARFAESI against the lender — SARFAESI is a recovery tool for
creditors, not a grievance mechanism for debtors. He cannot
approach the IBC — the IBC is triggered by insolvency, and a
borrower who is not insolvent cannot use it as a forum for relief
against a creditor's conduct.

He can file a civil suit. But the civil courts — overburdened with
decades of pendency — offer no practical timeline for relief. A
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borrower whose business is being destroyed by an aggressive
lender's conduct cannot wait five or ten years for a civil court to
determine whether that conduct was wrongful. By the time the
court delivers its judgment, the business will be long gone.

He can approach the Banking Ombudsman. But the Banking
Ombudsman's jurisdiction is limited to retail and individual
customers, and its powers do not extend to ordering a lender to
modify its conduct in a consortium lending arrangement. He can
represent to the Reserve Bank of India. But the RBI is a regulator,
not an adjudicator of individual disputes. It does not intervene in
the commercial relationship between a bank and its borrower on
the borrower's behalf.

The borrower is, in every meaningful legal sense, without a forum.
He has obligations enforceable against him by multiple
mechanisms — SARFAESI, DRT, IBC, civil courts. He has rights
enforceable by him against virtually none. The legal system that
surrounds the pari-passu arrangement is a one-way street, and the
borrower is always on the wrong side of the traffic.

The Courtroom as Battlefield: Legal Cases Illuminating the
Conflict

If the argument made in this essay has so far rested on principle
and on the lived experience of borrowers and consortium
members, the Indian judiciary has — across several landmark cases
— provided us with something more concrete: actual disputes that
reached the highest courts and tribunals, revealing with precision
exactly where the pari-passu framework fractures and who bears
the cost of that fracture.

These cases do not always involve the borrower as the central
protagonist. Several of them are fights between lenders themselves
— fights over who has a prior claim, who can enforce
independently, who can be excluded from the pari-passu
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arrangement, and how recovery proceeds should be distributed.
But in every case, standing just outside the frame of the courtroom
drama, is the borrower — whose assets are the prize, whose
business is the casualty, and whose voice is conspicuously absent
from the proceedings.

Case One — The Dhanlakshmi Bank Dispute: When Consortium
Members Fight Over the Carcase

The case of Dhanlakshmi Bank Ltd. v. Bank of India & Ors. is a
telling illustration of what happens when a consortium
arrangement breaks down and lenders turn on each other — with
the borrower's assets as the battlefield. The dispute arose in the
context of a consortium where security was held on a pari-passu
basis among member banks. When recovery proceedings
commenced, Dhanlakshmi Bank found itself contesting its own
standing within the consortium — challenging whether it was
entitled to an equal share of the security enforcement proceeds.

What is most significant about this case for our purposes is not its
legal outcome, but what it reveals about the operational reality of
pari-passu arrangements. The borrower had no meaningful part in
the dispute. The asset over which the banks were quarrelling was
his. The security he had created — under compulsion at the time of
borrowing — was now the subject of inter-bank litigation that he
had no power to initiate, participate in, or resolve. He was the
source of everything at issue — and irrelevant to its adjudication.

This is the institutional irony of the pari-passu charge made visible
in a courtroom: the borrower creates the security, the borrower
carries the risk of its enforcement, and the borrower has no seat at
the table when lenders fight over how to enforce it.
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Case Two — The SARFAESI Reality: Celir LLP v. Bafna Motors
(2023)

In Celir LLP v. Bafna Motors (Mumbai) Private Limited & Ors.,
decided by the Supreme Court in September 2023, the Court was
called upon to determine the scope of a borrower's right to redeem
his mortgaged property under Section 13(8) of the SARFAESI Act
following its amendment. The borrower — Bafna Motors — had
availed a credit facility of one hundred crores from Union Bank of
India, secured against a property in Navi Mumbai. The account
was classified as NPA, a demand notice was issued, the property
was put to auction, and a successful bidder emerged. The borrower
challenged the process and sought to redeem the mortgage after
the auction notice had been published.

The Supreme Court, in a judgment authored by Chief Justice D.Y.
Chandrachud, held that the amended Section 13(8) of the
SARFAESI Act extinguishes the borrower's right of redemption the
moment an auction notice is published — a significant departure
from the general principle under Section 60 of the Transfer of
Property Act, which traditionally preserved the right to redeem
until the sale was completed by a registered conveyance.

The Court reasoned that without such an interpretation, no auction
conducted would have any sanctity, and any other reading would
discourage participation in auctions due to the fear that despite
being declared a successful bidder, the borrower could redeem the
mortgage and render the entire auction process nugatory.

This reasoning is sound from the lender's perspective. But consider
the borrower in a consortium who has been pressured by one
aggressive lender's unilateral SARFAESI action — taken without
the full concurrence of the consortium — and whose right to
redeem is now extinguished even before he can arrange
refinancing from a cooperative lender or a new source. The legal
framework removed his last private remedy without any
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mechanism for him to challenge the unilateral conduct that made
the enforcement necessary in the first place.

Case Three — The Writ Petition Door Slammed Shut: The
Supreme Court's Consistent Position

One of the most consistent threads running through Supreme
Court jurisprudence on SARFAESI matters is the discouragement
— sometimes expressed in strong terms — of borrowers
approaching High Courts under Article 226 of the Constitution to
challenge SARFAESI proceedings. In case after case, including the
matter decided by the Supreme Court in January 2025 involving
Bank of Baroda, the Court has reiterated that where the legislature
has provided a specific statutory remedy under Section 17 of
SARFAESI — the appeal before the DRT — borrowers cannot
bypass that mechanism by filing writ petitions before High Courts.

The Supreme Court observed that by passing ex parte interim
orders in SARFAESI matters without assigning reasons, High
Courts seriously prejudice the rights of secured creditors to recover
amounts due, and that the filing of writ petitions by borrowers
amounts to an abuse of process of court.

This position reflects a coherent legislative intent — to prevent the
return to the era when borrowers used every available legal forum
as a weapon of delay, filing writ petition after writ petition to stall
legitimate recovery proceedings for a decade or more. That era
caused enormous damage to the banking system and to the
economy, and the corrective was necessary.

But the corrective has a cost that the courts rarely examine. When
a borrower who is caught between an aggressive lender's unilateral
SARFAESI action and a cooperative lender's restructuring efforts
approaches a High Court not as a weapon of delay, but as a genuine
plea for interim relief while the consortium's internal conflict is
resolved — he is turned away. The DRT to which he is directed has
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no jurisdiction to restrain a lender's SARFAESI action pending a
resolution discussion among consortium members. And the
Supreme Court's consistent discouragement of writ jurisdiction in
SARFAESI matters means that even the constitutional route of
Article 226 is effectively closed to him. He has a statutory remedy
that does not address his actual grievance, and a constitutional
remedy that the courts have told him not to use.

Case Four — Essar Steel and the Architecture of Creditor Primacy
(2019)

Perhaps no single judgment in recent Indian banking and
insolvency history illuminates the architecture of creditor primacy
— and the borrower's exclusion from it — as powerfully as the
Supreme Court's November 2019 judgment in Committee of
Creditors of Essar Steel India Limited v. Satish Kumar Gupta &
Ors.

The facts of the Essar Steel case are well known. The company was
admitted to the Corporate Insolvency Resolution Process under the
IBC. ArcelorMittal emerged as the successful resolution applicant
with a plan that offered approximately thirty-five thousand crores
for debts of nearly fifty thousand crores. The distribution proposed
under the plan was deeply unequal — secured financial creditors
like the State Bank of India stood to recover close to ninety per cent
of their admitted claims, while Standard Chartered Bank — a
lender with a different security position — stood to recover barely
one per cent of its admitted debt of over three thousand crores.
Operational creditors faced steep haircuts. The NCLAT had
attempted to equalise treatment across creditor classes by insisting
on a pari-passu distribution. The Supreme Court reversed this.

The Supreme Court held that the equality principle cannot be
stretched to treating un-equals equally, as that would destroy the
very objective of the IBC — to resolve stressed assets — and that
equitable treatment is to be accorded only to similarly situated
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creditors depending upon the class to which they belong. This is
sound law and sound economics. Secured and unsecured creditors
are not in the same position, and pretending they are does not serve
justice — it merely redistributes loss from those who took less risk
to those who took more.

But from the borrower's perspective — and from the perspective of
the unilateral risk argument at the heart of this essay — the Essar
Steel judgment reveals something else entirely. The Committee of
Creditors, composed entirely of financial creditors, has near
absolute commercial discretion. The ultimate discretion of what to
pay and how much to pay each class or subclass of creditors rests
with the Committee of Creditors — but the borrower, now the
corporate debtor, is not a member of that Committee. He cannot
vote. He can propose a resolution plan, but the CoC can reject it.
The CoC does not act in a fiduciary capacity toward him. Its
decisions, made by majority vote among financial creditors, bind
him entirely — his assets, his business, his future. He has no
corresponding right to participate in those decisions.

Case Five — The Axis Bank-IDBI Consortium Dispute:
Competing NPA Declarations

A particularly instructive illustration of the aggressive-cooperative
lender dynamic within a consortium — and its consequences for
the borrower — is found in the matter adjudicated by the NCLAT
involving Axis Bank, IDBI Bank, and Karur Vysya Bank as
consortium members. In that case, the question arose of when the
limitation period for filing an insolvency application should be
calculated — from the date of NPA declaration by the lead bank or
from the date of NPA declaration by the consortium member filing
the application.

The tribunal noted that the respondent bank was bound by
applicable RBI directives to declare Non-Performing Assets of an
overdue account and could not merely fall back on the NPA
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declaration made by a consortium lender. This finding, though
technically correct from a regulatory standpoint, illuminates a
dimension of the aggressive-cooperative lender dynamic that
deserves careful attention.

Each bank in a consortium is, under RBI Master Circulars, obliged
to make its own independent NPA classification based on its own
books and its own assessment of the account. This means that even
if the lead bank and the majority of the consortium have agreed to
a restructuring or resolution approach — and have accordingly not
yet classified the account as NPA — a single member bank can, on
its own assessment, declare the account non-performing, file an
IBC application, and trigger a Corporate Insolvency Resolution
Process.

The borrower who has been working in good faith with the
cooperative majority of his consortium finds himself suddenly in
insolvency proceedings initiated by the aggressive minority
member. The legal framework that required each bank to make its
own NPA assessment — a reasonable regulatory requirement from
a supervisory standpoint — becomes, in the hands of an aggressive
lender, a mechanism for circumventing the consortium's collective
resolution intent. And once the CIRP is triggered, the moratorium
under Section 14 of the IBC kicks in — which means the
cooperative lenders can no longer extend new credit to the
borrower, existing arrangements are frozen, and the borrower loses
control of his business. The aggressive lender's unilateral action has
achieved, through the legal architecture of the IBC, what it could
not have achieved through direct enforcement — the permanent
disruption of a functioning business.

The Thread That Runs Through All These Cases

Examining these cases together, a common thread becomes visible
— one that the individual judgments, each decided on its own facts
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and legal questions, do not themselves articulate, but which
emerges clearly from viewing them as a body of experience.

In every case, the legal framework responds to the needs and
interests of one party — the lender — with speed, clarity, and
enforceability. SARFAESI gives the lender enforcement without a
court decree. The DRT gives the lender a faster recovery forum. The
IBC gives the lender control of the resolution process through the
Committee of Creditors. The Supreme Court, in case after case, has
reinforced the primacy of these lender rights and discouraged
borrowers from using constitutional jurisdiction to slow the
machinery of recovery.

What is absent — in the statutes, in the rules, and in the
jurisprudence — is any corresponding framework that governs the
conduct of lenders toward borrowers and toward each other within
a consortium arrangement. There is no case law holding that an
aggressive lender acted wrongfully by unilaterally initiating
SARFAESI while a resolution discussion was ongoing. There is no
judgment restraining a consortium member from declaring NPA
on its own books in a manner that undermines the lead bank's
restructuring effort. There is no forum that has heard the
borrower's grievance that two lenders are pulling in opposite
directions and that he — the borrower — is being destroyed by the
tension between them.

The courtroom, in the context of pari-passu charge and consortium
lending, is a room built for lenders. The borrower enters it only as
a respondent, a defendant, or a corporate debtor. He is never there
as a claimant seeking to hold his lenders accountable for the
unilateral risk they have placed upon him. That absence —
structural, consistent, and complete — is the legal dimension of
what this essay calls unilateral risk.
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The Lead Bank's Failure and the Inter-Creditor Vacuum

One might argue that the lead bank mechanism exists precisely to
prevent the scenario described above. If the lead bank is
functioning as it should — coordinating the consortium,
moderating divergent behaviour, providing a single point of
communication and decision-making — the aggressive lender's
unilateral conduct should be containable.

In practice, the lead bank mechanism fails borrowers as often as it
protects them. The lead bank's authority over consortium members
is largely moral and relational, not legal. It can convene meetings.
It can share information. It can advocate for a coordinated
approach. But it cannot compel a consortium member to refrain
from sending legal notices, cannot prevent it from classifying an
account as NPA on its own books, and cannot override its decision
to invoke SARFAESI if the conditions for doing so exist.

Inter-creditor agreements — which became more standardised
following the RBI's June 2019 circular on the Prudential Framework
for Resolution of Stressed Assets — do provide for majority voting
on resolution decisions. A resolution plan approved by lenders
holding seventy-five percent of the outstanding debt by value and
sixty percent by number is binding on all lenders. This was a
significant step toward addressing the problem of dissenting
minority lenders blocking resolution.

But the inter-creditor agreement framework addresses resolution
decisions — it does not address pre-resolution conduct. It does not
prevent an aggressive lender from applying pressure on the
borrower before a formal resolution process is initiated. It does not
govern the tone, frequency, or legal character of a lender's
communications with the borrower. And it does not give the
borrower any standing to invoke the inter-creditor agreement
when a lender's conduct is causing him harm. The borrower
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remains outside the tent of the inter-creditor arrangement even as
he is entirely subject to its consequences.

Risk Without Right: The Fundamental Inequity

At the philosophical core of this essay is a principle that cuts across
legal systems, commercial arrangements, and ethical frameworks
— the principle that risk and right must be proportionate. In a just
arrangement, those who bear risk should have the power to
influence the conditions that generate that risk. Those who have
obligations should also have corresponding rights. Where one
party is asked to absorb the consequences of another party's
decisions — decisions in which the first party had no voice — that
arrangement is not equitable, whatever language it uses to describe
itself.

The pari-passu charge arrangement, as it operates in practice,
violates this principle comprehensively with respect to the
borrower. He bears the risk of divergent lender behaviour — but
has no right to demand coordinated conduct from the consortium.
He bears the risk of one lender's unilateral aggression — but has no
legal forum in which to challenge it. He bears the risk of NPA
classification by one lender cascading into systemic credit damage
— but has no mechanism to prevent or remedy that cascade. He
bears the risk of enforcement action by an aggressive lender
destroying the going concern value of his business — but has no
court or tribunal that will hear his case in time to make a difference.

He has accepted obligations to all. He holds enforceable rights
against none. This is not a gap in the system. It is the system. It was
built this way, deliberately, as a corrective to the era of wilful
default and dilatory litigation by borrowers who used legal process
as a weapon of delay. That corrective was perhaps necessary. But
it has overcorrected — and in overcorrecting, it has created a
framework in which even the borrower who is acting in good faith,
who is managing his business responsibly, who is caught between
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conflicting lender demands through no fault of his own, has
nowhere to turn.

The Way Forward: Towards a Balanced Framework

Acknowledging the borrower's helplessness within the pari-passu
framework is not an argument for returning to the era of dilatory
litigation or for weakening the lender's ability to recover legitimate
dues from defaulting borrowers. It is an argument for building,
alongside the lender's recovery framework, a parallel framework
that governs lender conduct — and gives the borrower a
meaningful place within the legal architecture of consortium
lending.

The inter-creditor agreement must be expanded in its scope to
include binding behavioural norms governing lender conduct
during the pre-stress phase of an account. These norms should
specify the conditions under which a lender may issue demand
notices, invoke SARFAES], or take any unilateral action that affects
the borrower's business or creditworthiness. A lender should not
be permitted to take such actions without prior notice to the lead
bank and without a defined cooling-off period during which the
consortium attempts a coordinated resolution.

The borrower must be given standing — formal, legal standing —
to invoke the inter-creditor agreement when a lender's unilateral
conduct causes him demonstrable harm. He should not be a
bystander to an agreement that governs every aspect of his
commercial life. He should be, at minimum, a third-party
beneficiary with defined rights to seek enforcement of its
behavioural provisions.

A specialised forum — distinct from the DRT, which exists for
lender recovery — should be established for borrower grievances
against lender conduct in consortium arrangements. This forum
should have the power to grant interim relief quickly, including the
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power to restrain a lender from taking unilateral enforcement
action during a defined resolution period. The forum should
operate on compressed timelines — weeks, not years — because
the harm that flows from unilateral lender conduct is immediate
and irreversible.

The RBI's regulatory oversight of consortium conduct should be
deepened. Lenders should be required to report to the regulator
any unilateral action taken against a borrower in a consortium
arrangement, along with the reasons for that action. The regulator
should have the power to direct a lender to desist from conduct
that it determines to be inconsistent with the coordinated
resolution framework — and to impose consequences on lenders
whose unilateral behaviour is found to have caused unnecessary

harm to a borrower or to fellow consortium members.

None of these reforms is radical. All of them are consistent with the
underlying principle that a lending framework built on the concept
of equal footing must apply that principle not merely to the lenders'
rights over security, but to the obligations of lenders toward the
borrower and toward each other.

Conclusion

Pari-passu is a beautiful phrase. It carries within it the promise of
fairness, of proportion, of a world in which competing claims are
resolved not by power but by principle. It is the kind of phrase that
belongs in a legal system that aspires to justice.

But a phrase, however beautiful, is only as good as the framework
that surrounds it and the conduct of those who operate within it.
The pari-passu charge, as it currently functions in Indian
consortium lending, delivers on its promise to lenders — they
stand equal before the law, equal in their claim on security, equal
in their right to participate in enforcement and recovery. It does not
deliver on any promise to the borrower — because no such promise
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was ever made to him, and no mechanism was ever built to enforce
one.

The borrower who enters a consortium lending arrangement does
so because he must. He accepts the pari-passu charge because the
alternative is to walk away from the credit that sustains his
business. He signs documents he cannot negotiate, accepts
structures he cannot control, and assumes obligations to multiple
lenders whose behaviour he cannot predict. He does all of this in
good faith, with the intention of building something of value —
employing people, generating revenue, contributing to the
economy.

When the consortium begins to fracture — when one lender turns
aggressive and another remains cooperative, and the borrower is
ground between their conflicting demands — he discovers the true
character of the arrangement he signed. He discovers that the legal
system that surrounds it was not built for him. SARFAESI will
enforce against him. The DRT will adjudicate against him. The IBC
will dissolve his control over his own enterprise. The civil courts
will hear him — in a decade or two, when the damage is long past
remedy.

Case law confirms what practice reveals. From the Dhanlakshmi
Bank dispute — where lenders fought over a borrower's assets
while he stood outside the proceedings — to LLP, where the
Supreme Court extinguished the borrower's last right of
redemption in the name of auction sanctity; from the consistent
judicial discouragement of borrower writ petitions in SARFAESI
matters, to the Essar Steel judgment that placed absolute
commercial discretion in the hands of a Committee of Creditors to
which the borrower does not belong — the jurisprudence tells a
single, consistent story. The law is designed to ensure that lenders
recover. It is not designed to ensure that borrowers are treated
fairly in the process.
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He has nowhere to go. He has no forum, no timeline, no remedy
proportionate to the harm he is suffering. He carries the unilateral
risk of a system that calls itself equal — and finds that equality, in
this context, was always a promise made among lenders, never a
promise made to him.

That is the true meaning of pari-passu charge and unilateral risk.
And until the law acknowledges it, names it, and builds a remedy
for it, the equal promise will remain an unequal burden — borne,
as always, by the one party who had no choice but to accept it.
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No Penalties for Bank Mistakes

Abstract

When a bank wrongly classifies a borrower as a fraudster, the
consequences are immediate and catastrophic — credit frozen, business
destroyed, gquarantors ruined, reputation annihilated. When that
classification is eventually rescinded, the bank faces no penalty, pays no
compensation, and suffers no consequence. This essay examines that
profound asymmetry through the lens of the Supreme Court of India’s
landmark judgment in State Bank of India v. Rajesh Agarwal (2023),
which established the right to be heard before fraud classification — but
created no remedy for the years of destruction that wrongful classification
causes.

The essay anchors its arqument in Taylor & Sons v. Companies House
(UK, 2012), where the Court of Appeal awarded £9 million in damages
against the Crown for an institutional error that destroyed a 124-year-old
business. That principle — that institutional power exercised negligently
must attract full compensation — is conspicuously absent from Indian
banking law and regulatory practice.

Drawing on accountability frameworks from the United Kingdom, United
States, Australia, and Singapore, the essay proposes six reforms: a
statutory presumption of damage upon rescission; a mandatory
compensation framework covering borrowers and guarantors; calibrated
RBI penalties; personal liability for senior bank managers; a fast-track
redress tribunal; and mandatory credit bureau remediation. Together,
these reforms would move India from a regime of institutional impunity
to one of genuine accountability.

When a bank destroys a business through its own
negligence and faces no consequence, it is not merely an
injustice — it is an invitation to repeat the crime.
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In April 2003, a 124-year-old Welsh engineering firm named Taylor
& Sons was struck off the Companies Register by Companies
House in the United Kingdom. The culprit was a clerical error —
the agency had confused Taylor & Sons with a similarly named
entity, Taylor & Son. Within days, the reputational damage was
catastrophic: suppliers withdrew, contracts evaporated, and
creditors called in debts. The firm collapsed. In 2012, the Court of
Appeal of England and Wales awarded £9 million in damages
against the Crown. The principle was unambiguous: an
institutional mistake that destroys a legitimate business must be
met with full compensation.

That principle — intuitive, just, and globally recognised — does
not exist in Indian banking today. When a bank wrongly classifies
a borrower as a fraudster, the borrower's business may be
destroyed, the borrower's family may be ruined, guarantors may
be dragged into a nightmare of litigation and attachment, and years
of legitimate enterprise may be annihilated. Yet if the fraud
classification is eventually rescinded — even by order of the
Supreme Court of India — the bank faces no penalty, pays no
compensation, and suffers no consequence whatsoever. The
borrower wins on paper and loses in reality.

This essay examines how this profound asymmetry of
accountability came to be, why it persists, what the global
consensus demands, and what India must do to protect honest
borrowers, guarantors, and businesses from institutional error and
impunity.

The Anatomy of a Wrongful Fraud Classification

How Fraud Tags Are Applied

Under the Reserve Bank of India's Master Directions on Frauds
(updated periodically since the original 1992 circular), banks are
required to classify accounts as fraud upon detecting certain
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indicators. The RBI's framework categorises frauds across
misrepresentation, diversion of funds, and wilful default. What it
does not adequately provide for is the rigour of internal due
process before the classification is applied — or the consequences
when the classification is wrong.

In practice, fraud tagging has become, in many instances, a tool of
convenience. When a bank's NPA (Non-Performing Asset) books
come under regulatory scrutiny, the expedient solution is to
reclassify borderline NPAs as fraud. This allows banks to avoid
certain  provisioning requirements, deflect supervisory
accountability, and present cleaner books. The borrower, often a
small or medium-sized business owner, wakes up one morning to
find that they have been entered into the Central Repository of
Information on Large Credits (CRILC), flagged in CIBIL and other
credit bureaus, and reported to the Central Fraud Registry —
without prior notice, without a hearing, and without any
opportunity to respond.

The Mechanics of Overnight Ruin

From the moment a fraud tag is applied: all credit facilities are
frozen; existing loans are recalled; guarantors' properties face
attachment; credit bureau scores collapse to zero; government
tenders become inaccessible; import-export licenses face
cancellation; prospective investors and clients are warned off by the
public registry. A business built over decades can be made unviable
within weeks — long before any court examines the merits.

The Rajesh Agarwal Case: A Landmark Victory That Changed
Nothing

The Supreme Court of India's judgment in State Bank of India &
Ors. v. Rajesh Agarwal & Ors. (2023) is, in one sense, a milestone
of natural justice. The Court held definitively that before
classifying a borrower as a fraudster, banks must follow the
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principles of audi alteram partem — hear the other side. The
borrower must be given notice, an opportunity to respond to the
allegations, and a reasoned decision must follow. Fraud
classification cannot be done unilaterally and arbitrarily.

But here is the bitter reality that the judgment leaves untouched:
for Rajesh Agarwal and countless borrowers like him, the years
spent fighting the wrongful classification had already extracted
their price. The business had suffered. The credit lines were gone.
The reputation was damaged. The family had endured years of
social stigma and financial stress. The Supreme Court's declaration
that the process was flawed was a moral vindication — but it was
not a financial remedy. The bank was not ordered to pay
compensation. The bank was not fined by the RBI. Not a single
officer who applied the fraudulent tag without due process faced
disciplinary action.

Rajesh Agarwal won his case in the Supreme Court of
India. He lost his business years before the judgment
was delivered. The bank lost nothing.

This is the central injustice this essay addresses. And it is not
unique to one case. Across India, thousands of small and medium
enterprise owners, farmers, and individual borrowers — and their
guarantors — have suffered the same fate. The Rajesh Agarwal
judgment created the right to be heard before classification. It did
not create the right to be made whole after wrongful classification.

The Guarantor — The Forgotten Victim

No analysis of wrongful bank classifications is complete without
specific attention to guarantors. When a borrower is tagged as
fraud, the guarantors — often family members, friends, or business
associates who provided personal guarantees to help the borrower
secure credit — are swept into the same vortex of destruction. Their
properties are attached. Their own credit scores are destroyed.
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They face recovery proceedings. They may never have been party
to whatever business decisions led to the alleged fraud, yet they
bear equal punishment.

The Supreme Court in State Bank of India v. V. Ramakrishnan
(2018) granted some relief to guarantors under the Insolvency and
Bankruptcy Code, recognising that the moratorium under the IBC
should, in certain circumstances, extend protection to them. But
this applies only where insolvency proceedings are formally
initiated. For the vast majority of wrongful fraud classification
cases — where no insolvency is filed, and the borrower is simply
fighting a tag — guarantors have no protection at all.

The Guarantor's Trap

A guarantor who signs a personal guarantee for a relative's business
loan does so in good faith. When the bank wrongly tags that business
as fraud: the guarantor's home may be attached; their own business
loses banking facilities; their children's education funds may be
frozen; they spend years in court fighting a tag they had no power to
prevent. When the tag is eventually rescinded, they receive no
compensation, no apology, and no acknowledgement that their life
was upended by a bank's error.

Any comprehensive reform of wrongful bank classification must
treat guarantors as primary victims with independent rights of
compensation and redress — not as incidental casualties.

The Global Standard — What Accountability
Looks Like Elsewhere

Taylor & Sons v. Companies House (UK, 2012) — The £9 Million
Precedent

The Taylor & Sons case deserves extended treatment because it
establishes, at the highest level of English law, a principle that India
urgently needs to adopt. Companies House — a government
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agency — made a clerical error. It struck off the wrong company.
The consequence was the immediate commercial death of a 124-
year-old business. The Court of Appeal held that the Crown was
liable in negligence for the damage caused by its error, even though
the error was not malicious or deliberate.

The damages of £9 million covered lost business opportunities, the
cost of attempted rescue, wasted management time, and
consequential losses flowing directly from the erroneous strike-off.
The court applied a straightforward but powerful principle: if an
institution with power over others exercises that power negligently
and causes damage, the institution — not the victim — bears the
financial consequence. The fact that the institution is a government
agency or a bank does not immunise it from liability.

The parallel with wrongful fraud classification in India is exact.
Companies House struck off the wrong company. Indian banks tag
the wrong borrower as fraud. The mechanism of destruction is the
same: an official act that triggers a cascade of commercial and
reputational consequences. The only difference is that in the UK,
the institution pays. In India, it does not.

United States — Fair Credit Reporting Act and CFPB
Enforcement

In the United States, the Fair Credit Reporting Act (FCRA) creates
arobust framework of liability for wrongful credit reporting. When
a financial institution or credit reporting agency furnishes
inaccurate information — including wrongful default or fraud
classifications — and fails to correct it upon dispute, the affected
party can recover actual damages, statutory damages of $100 to
$1,000 per violation, punitive damages in cases of wilful non-
compliance, and attorney's fees. The Consumer Financial
Protection Bureau (CFPB) has additional enforcement powers to
impose civil money penalties.
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Critically, the FCRA creates a per-day, per-violation structure that
means the financial consequences of sustained wrongful reporting
accumulate over time. A bank that maintains a wrongful fraud tag
for three years faces a potential liability that genuinely reflects the
duration of harm caused. This is a calibrated deterrent — the longer
the wrongful act persists, the greater the bank's exposure.

United Kingdom — FCA Regulatory Regime

The Financial Conduct Authority in the UK operates with powers
that the RBI conspicuously lacks in practice: the ability to fine
banks proportionate to their revenue, to mandate redress schemes
for affected customers, and to hold individual senior managers
personally accountable under the Senior Managers and
Certification Regime (SM&CR). When Lloyds Banking Group
misclassified business customers or when payment protection
insurance was wrongly sold, the FCA did not merely issue circulars
— it imposed billion-pound redress schemes and named
individual executives responsible.

Under the SM&CR, a senior bank manager who signs off on a
wrongful fraud classification — or fails to prevent it — can face
personal fines and prohibition from working in financial services.
This is the personal accountability dimension that is entirely absent
from Indian banking regulation.

Australia — Banking Code and AFCA

Australia's Banking Code of Practice creates legally enforceable
obligations on banks in their dealings with small businesses and
individual customers. The Australian Financial Complaints
Authority (AFCA) can award compensation of up to AUD 1 million
for small business disputes, and its decisions are binding on banks.
A business that suffers loss due to a bank's wrongful classification
or mishandling has a clear, accessible, and effective pathway to

242



compensation — without the years of civil litigation that India
demands.

Singapore — MAS Supervisory Framework

The Monetary Authority of Singapore requires banks to maintain
documented internal review processes before any adverse
customer classification. Audit trails must be available for
regulatory inspection. When MAS conducts supervisory reviews
and finds that adverse classifications were made without adequate
process or documentation, the finding is made public and fines are
imposed. Transparency and accountability are built into the
supervisory architecture.

Global Comparison: Bank Accountability for Wrongful Acts

Jurisdiction Bank Accountability Compensation for
Mechanism Wrongful Acts
India RBI circulars; no penalty None — victim must
when fraud tag rescinded; | litigate in civil courts at
no compensation to own cost
borrower
UK FCA fines proportionate Mandatory redress
to revenue; SM&CR schemes; Taylor & Sons
personal liability for — £9M damages against
senior managers Crown
USA CFPB enforcement; FCRA | Statutory $100-$1,000
per-violation damages; per day per violation;
punitive damages for actual and punitive
wilful breach damages
Australia AFCA binding awards; Up to AUD 1 million per
Banking Code enforceable | SME complaint; fast-
obligations track adjudication
Singapore | MAS supervisory audit Regulatory fines plus
trails; public findings; supervisory follow-up;
fines for process failure culture of documented
accountability
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Why India's Current Framework Is Structurally
Incapable of Justice

The RBI's Toothless Response to Wrongful Classification

The Reserve Bank of India has the legal powers under the Banking
Regulation Act, 1949, and the RBI Act, 1934, to penalise banks for
regulatory violations. Section 47A of the Banking Regulation Act
enables the RBI to impose monetary penalties. Yet when fraud
classifications are rescinded — by courts, by internal review, or by
the banks themselves — the RBI has consistently failed to use these
powers to penalise the banks responsible.

This is not a legal gap. It is a regulatory culture gap. The RBI treats
wrongful classification as an internal bank matter to be corrected,
not as a systemic harm requiring deterrent action. The result is that
banks have no financial incentive to invest in rigorous pre-
classification due process. The cost of getting it wrong is borne
entirely by the victim.

The Civil Courts Quagmire

A borrower who has been wrongly classified as a fraud and wishes
to seek compensation is theoretically free to file a civil suit for
damages. In practice, this is a path available only to the very
wealthy or the very determined. Civil litigation in India typically
takes 10 to 20 years to reach a final conclusion. The borrower must
fund years of legal fees while their business lies in ruins and their
credit is destroyed. The bank, with its vast legal resources and
institutional staying power, can outlast almost any litigant. Justice
delayed in a business context is not merely justice delayed — it is
justice denied, because the business may not survive the delay.

The Absence of Personal Accountability

Perhaps the most dangerous structural failure is the complete
absence of personal accountability for the bank officers who apply
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wrongful fraud classifications. In the UK, the SM&CR makes senior
managers personally liable. In the US, regulatory enforcement can
target individuals. In India, a loan officer who wrongly tags a
borrower as fraud faces no professional consequence whatsoever.
They will not be fined. They will not be suspended. They will not
lose their banking licence. The institutional culture that produces
reckless classification is therefore self-perpetuating — there is
simply no personal cost to being careless with other people's
livelihoods.

What Must Change — A Comprehensive
Reform Agenda

Pillar 1: Presumption of Damage and Reversal of Burden

Once a fraud classification is rescinded — by a court, by the RBI, or
by the bank itself — damages to the borrower and guarantors
should be legally presumed. The bank should bear the burden of
proving that the business would have failed or suffered those
losses regardless of the wrongful tag. This is the direct inverse of
the current position, where the victim must prove causation
while fighting an institution with vastly superior resources.

This principle is not novel. English tort law has long recognised
that where a defendant's wrongful act makes it impossible for the
claimant to fully prove the quantum of loss, the court should adopt
a favourable inference for the claimant. In wrongful fraud
classification cases, the bank's own act in tagging the borrower
creates the very uncertainty about what the business would have
achieved — it would be grotesque to allow the bank to benefit from
that uncertainty.
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Pillar 2: Mandatory Compensation Framework — The Taylor &
Sons Model

Parliament should enact a specific statutory provision —
potentially through amendment to the Banking Regulation Act or
through a standalone Borrower Protection Act — creating a
mandatory compensation framework for wrongful fraud
classification. The framework should include the following
categories of recoverable loss:

Actual business losses during the wrongful classification period,
calculated from audited accounts, lost contracts, and credible
business projections;

Credit rehabilitation costs — the cost of rebuilding credit facilities,
renegotiating terms, and addressing the downstream effects of
destroyed credit scores;

Legal and professional costs incurred in challenging the wrongful
classification, including court fees, advocate fees, and consultant
costs;

Reputational and consequential losses — lost opportunities,
damaged supplier and customer relationships, and the cost of the
stigma attaching to a fraud designation;

Compensation to guarantors for the independent losses they
suffered as a result of the wrongful tag.

The Taylor & Sons award of £9 million for a single erroneous strike-
off provides the benchmark: institutional errors that destroy
legitimate businesses must attract genuine, not token,
compensation.

Pillar 3: RBI Mandatory Penalty Framework

The RBI must be directed — not merely permitted — to impose
penalties when a fraud classification is rescinded. The penalty
should be calibrated to the bank's total assets and the duration of

246



the wrongful classification, not a flat fee that is trivial to a large
bank. A formula such as 0.5% of the bank's average total assets for
each year of wrongful classification would create genuine
deterrence without being confiscatory.

These penalties should flow partly to a dedicated Borrower
Compensation Fund administered by the RBI, from which
borrowers and guarantors who cannot recover directly from banks
can seek redress. This mirrors the approach of the Financial
Services Compensation Scheme in the UK and deposit guarantee
schemes globally.

Pillar 4: Personal Accountability — A Senior Manager Liability
Regime

India should introduce, modelled on the UK's Senior Managers
and Certification Regime, a framework under which designated
senior managers of banks are personally responsible for decisions
made within their areas of accountability. A credit committee
member or senior loan officer who approves a fraud classification
that is subsequently rescinded as wrongful should face personal
consequences: financial penalties, suspension of their banking
authorisation, and in cases of malicious or bad faith classification,
criminal referral.

This is not about punishing honest mistakes. It is about ensuring
that the officers who make these decisions have personal skin in
the game. Currently, the entire downside of a wrong decision falls
on the borrower and guarantors. The officer who made the decision
suffers nothing. This asymmetry is not merely unjust — it is a
standing invitation to recklessness.

Pillar 5: Fast-Track Compensation Tribunal

A dedicated Financial Redress Tribunal should be established with
jurisdiction over wrongful bank classification cases. The tribunal
should be empowered to award compensation, order credit bureau
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corrections, and impose interim relief during pending proceedings.
Cases should be resolved within 180 days. Legal representation
should be simplified so that borrowers and guarantors can access
the tribunal without needing to retain expensive advocates.

The Debt Recovery Tribunals established under the Recovery of
Debts Due to Banks and Financial Institutions Act, 1993,
demonstrate that specialist financial tribunals can be created with
appropriate statutory backing. A Borrower Redress Tribunal, with
the same institutional infrastructure but a fundamentally different
mandate — protecting borrowers from institutional abuse rather
than protecting banks from defaulters — is an immediately
achievable reform.

Pillar 6: Mandatory Credit Bureau Remediation

Upon rescission of a wrongful fraud classification, the bank must
be legally required to proactively notify all credit bureaus, the
Central Fraud Registry, CRILC, CERSAI, and any other database
in which the fraud tag was recorded — and to submit formal
clearance certificates within 30 days. The bank must also be

required to notify counterparties — suppliers, customers, and
business partners — who were adversely informed of the
classification.

Currently, even after a court orders rescission, the ghost of the tag
lingers in databases that update slowly and erratically. Borrowers
find that years after their vindication, their credit files still carry the
shadow of the wrongful classification. The bank that created the
problem must bear the cost and responsibility of fully erasing it.
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Proposed Reform Architecture: Summary

Reform Pillar Proposed Mechanism Precedent /
Inspiration
Presumption of Reversal of burden of English tort law;
Damage proof upon rescission | negligence principles
of fraud tag
Mandatory Statutory framework: Taylor & Sons v.
Compensation business losses, credit Companies House
costs, legal fees, (UK, £9M)

reputational harm,
guarantor losses

RBI Penalty Mandatory fines FCA (UK); CFPB
Framework calibrated to bank size (USA); MAS
and duration of (Singapore)
wrongful classification
Personal Senior Manager SM&CR (UK); FCRA
Accountability Liability Regime; fines individual liability
and prohibition for (USA)
wrongful classification
officers
Fast-Track 180-day resolution; AFCA (Australia);
Tribunal interim relief; no specialist tribunal
mandatory legal model
representation
Credit Bureau Mandatory bank-led FCRA dispute
Remediation clearance from all resolution (USA)

registries within 30
days of rescission

Section 128 of the Indian Contract Act — A Corporate Murder
Weapon That Must Be Struck Down

There are laws that are merely outdated. And there are laws that,
in the hands of powerful institutions, become instruments of
destruction — weapons that protect the guilty, punish the
innocent, and give legal cover to acts that in any moral vocabulary
would be called crimes. Section 128 of the Indian Contract Act,
1872, has become the second kind of law. In the context of wrongful
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bank conduct, it is not an anachronism. It is a corporate murder
weapon. And it must be struck down.

Section 128, Indian Contract Act, 1872: “The liability of the
surety is co-extensive with that of the principal debtor, unless
it is otherwise provided by the contract.” Fifteen words. One
hundred and fifty-two years old. Used every day to destroy
innocent lives.

That single sentence — drafted in 1872 under British colonial rule,
for a commercial world that bore no resemblance to modern Indian
banking — is today the legal foundation upon which banks pursue
guarantors for defaults that the banks themselves caused. A bank
wrongly classifies a borrower as fraud. The business collapses. The
bank then invokes Section 128 to pursue the guarantor for the full
loan amount. The guarantor had no role in the classification. They
had no power to prevent the collapse. They are the victim of the
bank’s wrongdoing twice over — first as a witness to the
destruction of the borrower they guaranteed, and then as a target
of recovery for a default the bank engineered.

Section 128 contains no exception for this. It does not ask how the
default arose. It does not ask whether the creditor caused it. It does
not ask whether the guarantor had any warning or any remedy. It
says: co-extensive liability. Full stop. The law is one-sided. It
protects the guilty. It destroys the innocent. That is not law — it is
licensed institutional violence.
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The Sequence of Corporate Murder Under Section 128

Step 1: Bank wrongly classifies borrower as fraud — without due
process, to clean NPA books.

Step 2: Business collapses — credit frozen, contracts lost,
reputation destroyed.

Step 3: Borrower defaults — caused directly by the bank’s own
wrongful act.

Step 4: Bank invokes Section 128 — pursues guarantor for full loan
amount.

Step 5: Guarantor’s home attached, savings seized, own business
destroyed.

Step 6: Bank recovers. Guarantor loses everything. Bank officer
faces no consequence. This is not a hypothetical sequence. It is the
lived reality of thousands of Indian families.

The Constitutional Indictment — Why Section 128 Cannot
Survive

The constitutional case against Section 128 as currently applied is
not a technical argument at the margins. It is a frontal challenge.
The provision, in its absolute form — with no exception for creditor
wrongdoing, no defence for guarantors, no acknowledgement that
the creditor’'s own conduct can be the cause of the default —
violates the fundamental rights of guarantors under Articles 14, 21,
and 19(1)(g) of the Constitution of India.

Article 14 — The Arbitrariness Standard. The Supreme Court in
E.P. Royappa v. State of Tamil Nadu (1974) and Maneka Gandhi v.
Union of India (1978) established that Article 14 strikes at
arbitrariness in all its forms. A provision that holds a guarantor co-
extensively liable for a default caused entirely by the creditor’s own
wrongful act is arbitrary on its face. It treats as legally irrelevant
the most legally relevant fact — who caused the default. It
produces an outcome that no rational system of justice can defend:
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the wrongdoer recovers; the innocent party pays. The Supreme
Court in Shayara Bano v. Union of India (2017) confirmed that a
law can be struck down under Article 14 if it is manifestly arbitrary
— if it is capricious, irrational, or disproportionate. Section 128,
applied to bank-caused defaults, meets every element of that test.

Article 21 — The Right to Life, Dignity, and Livelihood. The
Supreme Court in Francis Coralie Mullin v. Union Territory of
Delhi (1981) held that the right to life under Article 21 includes the
right to live with basic human dignity. In Olga Tellis v. Bombay
Municipal Corporation (1985), the Court extended this to the right
to livelihood — holding that the right to life necessarily includes
the right to the means by which life is sustained. When Section 128
enables a bank to strip a guarantor of their home, their savings, and
their livelihood — not because of anything the guarantor did, but
because the bank committed a wrongful act — it deprives the
guarantor of life in the fullest constitutional sense. There is no
procedure established by law that justifies this deprivation. The
procedure is the bank’s own wrongdoing. A provision that lends
the force of law to such an outcome is unconstitutional.

Article 19(1)(g) — The Right to Carry on Trade or Business. A
guarantor whose assets are attached and whose credit is destroyed
cannot carry on their own profession or business. This restriction
on Article 19(1)(g) is not imposed by the state in the public interest
— it is imposed by a private creditor whose own wrongful act
created the conditions for recovery. The Supreme Court in Anuj
Garg v. Hotel Association of India (2008) held that restrictions on
fundamental rights must be proportionate and must not go beyond
what is necessary to achieve a legitimate aim. There is no legitimate
aim served by holding a guarantor liable for a default the creditor
caused. The restriction is not proportionate. It is not necessary. It is
unconstitutional.
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A law that protects the wrongdoer and destroys the
innocent is not a law. It is the absence of law. Section
128, applied to bank-caused defaults, is the
constitutional void where justice should be.

The Irrefutable Presumption — The Fatal Constitutional Flaw

At the heart of Section 128’s constitutional vulnerability is a specific
structural defect: it creates an irrefutable presumption of guarantor
liability with no exception for creditor wrongdoing. The guarantor
cannot argue, however compellingly, that the bank’s own conduct
caused the default. The provision closes the door on that argument
entirely.

The Supreme Court has consistently struck down irrefutable
presumptions that operate against fundamental rights. In Shreya
Singhal v. Union of India (2015), the Court struck down Section
66A of the IT Act partly because it created overbroad, irrefutable
categories of liability. In Anuj Garg, the Court struck down a
provision that irrefutably presumed women incapable of working
in certain environments. The principle is clear: where an irrefutable
presumption results in the violation of a fundamental right, that
presumption — and the provision that contains it — cannot stand.

Section 128’s irrefutable co-extensive liability, applied to a default
caused by the creditor’'s own wrongful act, is precisely such a
provision. It irrefutably presumes that the guarantor’s liability
exists regardless of how the default arose. That presumption,
operating in a case where the bank wrongly classified the borrower
as fraud and thereby caused the default, violates Articles 14, 21,
and 19(1)(g). It cannot survive constitutional scrutiny.

What English Law — The Very Source of Section 128 — Already
Recognises
The irony is complete. Section 128 was derived from English

contract law. Yet English law — it’s very parent — has for nearly
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150 years recognised what Section 128 refuses to acknowledge: that
a creditor’'s own conduct can extinguish or limit a guarantor’s
liability.

In Holme v. Brunskill (1877), the English Court of Appeal
established that any material act by the creditor that prejudices the
surety discharges the guarantee. The principle has been refined
and expanded over the decades. The English law from which
Section 128 descended has moved forward. Indian law froze in
1872. A colonial provision drafted for colonial purposes has been
carried forward unchanged into an independent constitutional
republic — and is now being used to destroy the lives of Indian
citizens with the full sanction of the courts.

The Colonial Inheritance India Must Reject

Section 128 was drafted in 1872 for a colonial commercial economy.
It has never been substantively amended. The English law from
which it was derived has evolved over 152 years to protect
guarantors from creditor misconduct. India has not moved. A
provision designed to serve colonial commercial interests is today
being applied to destroy the families of Indian borrowers and
guarantors. That is not merely an anachronism — itis a constitutional
affront.

Global Jurisdictions That Have Already Moved

India stands virtually alone among major common law
jurisdictions in providing no statutory protection to guarantors
against creditor misconduct.

United Kingdom: The Consumer Credit Act, the FCA’s CONC
rules, and the Banking Code all limit the circumstances in which
guarantors can be pursued and require lenders to treat guarantors
fairly. The SM&CR creates personal liability for bank managers
who pursue guarantors improperly.
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Australia: The Banking Code of Practice expressly prohibits banks
from pursuing guarantors where the bank’s own conduct
contributed to the default. Banks must conduct independent
assessments and inform guarantors of material changes in the
borrower’s position.

United States: The Restatement (Third) of Suretyship and
Guaranty codifies that a surety is discharged to the extent the
creditor’s conduct impairs the surety’s rights or increases their risk
of loss. Creditor misconduct is an express defence.

Singapore: MAS Guidelines on Fair Dealing require banks to
ensure guarantors are not pursued where the bank’s own
regulatory non-compliance contributed to the underlying default.

Every comparable jurisdiction has built into its legal framework the
basic principle that a creditor cannot use a guarantee to recover
losses caused by the creditor’s own wrongdoing. India has not. The
result is that Indian guarantors are among the least protected in the
common law world — exposed to the full force of Section 128 with
no defence, no exception, and no justice.

The Remedy — Strike Down or Read Down, Then Reform

The constitutional challenge to Section 128 can proceed on two
parallel tracks, and both should be pursued with urgency.

On the judicial track, the Supreme Court of India should be invited,
in an appropriate case, to strike down Section 128 in its absolute
form as unconstitutional — or, exercising the power of reading
down established in Shreya Singhal and earlier judgments, to hold
that Section 128 must be read subject to an implied exception: the
co-extensive liability of the surety does not apply where the
creditor’'s own wrongful act, negligence, or regulatory non-
compliance caused or materially contributed to the default of the
principal debtor.
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On the legislative track, Parliament must amend Section 128
without delay. The amendment should be unambiguous,
comprehensive, and specifically address the wrongful fraud
classification scenario that the Rajesh Agarwal case brought to
national attention. The following proviso is proposed:

Proposed Amendment — New Proviso to Section 128, Indian
Contract Act, 1872

"Provided that the liability of the surety shall not extend to, and shall
be extinguished or proportionately reduced in respect of, any loss or
default caused or materially contributed to by the wrongful act,
fraud, negligence, regulatory non-compliance, or misconduct of the
creditor; and the surety shall have the right to raise the creditor’s
wrongful conduct as a complete or partial defence in any proceeding
for enforcement of the guarantee. Provided further that where a
fraud classification applied by a creditor bank or financial institution
is subsequently rescinded, set aside, or found to be wrongful by any
court, tribunal, or regulatory authority, it shall be conclusively
presumed that such wrongful classification materially contributed to
the default of the principal debtor, and the surety’s liability shall
stand discharged unless the creditor proves, to the satisfaction of the
court or tribunal, that the default would have occurred regardless of
the wrongful classification."

This amendment does four things of constitutional significance.
First, it removes the irrebuttable presumption of co-extensive
liability in creditor misconduct cases — eliminating the provision’s
constitutional vulnerability. Second, it creates an express defence
for guarantors that courts can apply without straining statutory
interpretation. Third, it places the burden of disproving causation
on the creditor — the party with superior information, resources,
and institutional responsibility. Fourth, it creates a specific and
powerful presumption for wrongful fraud classification cases,
directly addressing the injustice at the heart of this essay.

256



The Moral Argument — Law Cannot Protect the Guilty

Beyond the constitutional analysis, there is a moral argument that
requires no legal training to understand. A system of law that
protects the party who committed the wrong and destroys the
party who was its victim is not a system of law at all. It is a system
of power — power dressed in legal language, but power
nonetheless.

When a bank wrongly destroys a borrower’s business and then
uses Section 128 to pursue the guarantor for the resulting default,
the law is not being applied neutrally. It is being weaponised. The
institution that caused the harm uses the institution of law to shift
the entire cost of that harm onto an innocent third party. The
guarantor becomes the absorber of the bank’s mistake. The bank
emerges whole. The guarantor is destroyed.

India’s Constitution was enacted to end precisely this kind of
institutionalised injustice — the use of law as an instrument of
oppression by the powerful against the powerless. Dr. Ambedkar’s
vision of constitutional morality was a vision in which no
institution — state or private, bank or government agency — could
use the law as a shield for its own wrongdoing while
simultaneously using it as a sword against those it wronged.

Section 128, in its current absolute form, violates that vision. It is
not merely a deficient commercial law provision. It is a provision
that enables corporate murder — the killing of businesses,
livelihoods, and families — with the sanction of the state. That
sanction must be withdrawn. The provision must be struck down,
read down, or amended. And it must be done now — before
another family loses everything to a bank’s mistake that the law
currently rewards.
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The Constitution of India was written to protect the
people from the powerful. Section 128, as applied to
bank-caused defaults, does the opposite. It is time the
Supreme Court said so.

The Human Cost — What Numbers Cannot Capture

This essay has dealt with legal frameworks, global comparisons,
and structural reforms. But behind every wrongful fraud
classification is a human story. It is the story of an entrepreneur
who spent thirty years building a business, who took a bank loan
in good faith, who repaid diligently until a downturn made
repayment difficult, and who one morning found that the bank had
labelled them a criminal. It is the story of their spouse who had
signed a personal guarantee, whose inherited property now faces
attachment. It is the story of their children whose future was
mortgaged not by the parent's wrongdoing, but by the bank's error.

These stories play out every day across India. They play out in the
homes of small manufacturers in Gujarat, in the trading houses of
Rajasthan, in the agricultural businesses of Maharashtra, and in the
service enterprises of every Indian city and town. The victims are
not abstractions. They are our neighbours, our relatives, our fellow
citizens — people who took calculated business risks, encountered
difficulty, and were then crushed not by the market but by an
institution that chose to protect its own books at the cost of their
lives.

The law exists to protect the weak from the powerful. When a bank
— with its vast resources, its regulatory relationships, its legal
departments, and its institutional permanence — wrongly destroys
a business, the law must stand with the destroyed, not with the
destroyer. That is not a radical proposition. It is the foundation of
civilised commerce.
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Conclusion: From Impunity to Accountability

The Taylor & Sons case in the United Kingdom is not merely a legal
precedent. It is a statement of civilised values: that institutions
which hold power over others must exercise that power with care,
and when they fail, they must bear the consequences. India's
banking sector has yet to absorb that lesson.

The Rajesh Agarwal judgment of the Supreme Court of India
established that borrowers have the right to be heard before fraud
classification. That is necessary but not sufficient. The next step —
the step this essay demands — is to establish that when banks get
it wrong, borrowers and guarantors have the right to be made
whole. The right to compensation. The right to see the institution
that destroyed their livelihood face real consequences. The right, in
short, to justice that is not merely declaratory but remedial.

India's banking system is one of the foundations of the nation's
economic development. For that foundation to be legitimate — not
merely functional — it must be governed by the same principles of
accountability that India demands of everyone else. Banks cannot
be above the law they use to pursue their borrowers. They cannot
destroy businesses through error and walk away. They cannot
weaponise the fraud registry to clean up their NPA books and
leave innocent borrowers to pick up the pieces.

Taylor & Sons was a 124-year-old business destroyed by a clerical
error. The UK paid £9 million. India must ask: what is a business
worth, and who pays when a bank's error destroys it

The reforms proposed in this essay — a presumption of damage, a
mandatory compensation framework, calibrated RBI penalties,
personal accountability for senior managers, a fast-track tribunal,
and mandatory credit bureau remediation — are not utopian
demands. They are the existing practices of comparable
jurisdictions, adapted for India's legal and regulatory context. They
require political will, not constitutional innovation.
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When the RBI's next annual report is published, and when the next
bank's NPA numbers are audited, somewhere in India a borrower
will be tagged as fraud without due process. Somewhere a
guarantor will receive an attachment notice for a debt they did not
create. Somewhere a business built over decades will begin to
collapse because a loan officer made an entry in a database. Until
India builds the accountability architecture described in this essay,
that borrower, that guarantor, and that business will have no
remedy that matters. It is past time to change that.

Key Takeaways

1. Wrongful fraud classification destroys businesses, families,
and guarantors — without due process

The Rajesh Agarwal Supreme Court judgment established the right
to be heard before classification. It did not create compensation for
wrongful classification.

2. Taylor & Sons v. Companies House (UK) — £9 million — sets
the global standard
An institutional error that destroys a legitimate business must

attract full compensatory damages. India must adopt this principle
for wrongful bank fraud classifications.

3. India has no penalty, no compensation, and no personal
accountability for wrongful classification

The RBI does not fine banks. Courts take decades. Guarantors have
no protection. Officers face no consequences. The entire cost falls on
the victim.
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4. Six reforms are needed: presumption of damage; mandatory
compensation; RBI penalties; senior manager liability; fast-track
tribunal; credit bureau remediation

These reforms reflect existing global practice in the UK, USA,
Australia, and Singapore. They require political will — not
constitutional change.
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Guarantor’s Liability:

Post- Fraud Rescission

Bank Misconduct, Rescission and
The Right of the Good Faith Borrower

Abstract

Every quarantee given to a bank is signed in good faith. The guarantor —
whether a company director, a business partner, a promoter, or a family
member — commits their personal or corporate resources to support a
lending transaction in the reasonable expectation that the bank, as a
regulated institution supervised by the Reserve Bank of India and bound
by statute, prudential norms, and its own internal credit policy, will
manage the relationship with integrity, competence, and professional
discipline throughout its term. The guarantee is not given in a vacuum.
It is given in reliance upon an implicit undertaking that the bank will
conduct the transaction honestly, monitor the account actively, and act
always in the larger interest of the business and its growth — not merely
in the bank’s own short-term interest.

When that expectation is betrayed — when it is the bank itself, through
its officers or its institutional conduct, that has engaged in fraud,
misrepresentation, or serious misconduct — the legal and moral
foundations of the guarantee are fundamentally undermined. A guarantor
who signed in the belief that they were supporting a legitimate, well-
managed lending transaction cannot in conscience or in law be held to an
obligation procured or sustained by the very institution whose integrity
was the condition for giving it.

This essay examines, in the Indian legal context and with reference to the
Indian Contract Act 1872, the Transfer of Property Act 1882, the
SARFAESI Act 2002, the Insolvency and Bankruptcy Code 2016, RBI
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Master Circulars on guarantees, and the rich body of Indian judicial
authority from the Supreme Court and High Courts, the consequences of
bank fraud and serious bank misconduct upon the liability of the
guarantor and the borrower. It draws also upon comparative English
authorities where those authorities have been adopted and applied in India,
as they frequently have been, given the shared common law inheritance.
The essay follows the prescribed structure: Abstract, Introduction,
substantive analysis, and Conclusion.

Introduction

The Indian banking system has, over the past three decades,
witnessed a succession of crises that have brought the question of
guarantor liability into sharp and painful focus. From the
cooperative bank failures of the 1990s to the Punjab National Bank
fraud of 2018, from the systematic ever greening of non-performing
assets that masked the true condition of borrowers” accounts to the
aggressive enforcement actions by Asset Reconstruction
Companies against personal guarantors of corporate debts, the
Indian guarantor — often a promoter, a director, or a family
member who signed at the bank’s insistence — has found
themselves at the sharp end of enforcement proceedings for losses
that were frequently attributable, in whole or in substantial part, to
the bank’s own failures of diligence, integrity, and professional
conduct.

The Insolvency and Bankruptcy Code 2016, and particularly the
Supreme Court’s ruling in Lalit Kumar Jain v Union of India (2021)
9 SCC 321, which upheld the validity of proceedings against
personal guarantors of corporate debtors, has given the question a
new urgency. Banks and financial institutions, empowered by the
IBC’s personal insolvency provisions, are now routinely pursuing
directors and promoters who gave personal guarantees of their
companies’ debts — often guarantees given years or even decades
earlier, at the bank’s insistence, without independent legal advice,
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and in circumstances where the bank’s own conduct in managing
the account contributed materially to the eventual default.

Against this backdrop, this essay addresses a question of
fundamental importance: when the bank’s own fraud, misconduct,
or serious breach of duty has contributed to the collapse of the
lending relationship, can the bank enforce the guarantee given by
the good-faith surety? The answer, it will be argued, is grounded
firmly in the Indian Contract Act 1872, in the equitable principles
inherited from English common law and long since naturalised
into Indian jurisprudence, and in the RBI's own regulatory
framework — and the answer, consistently, is that a bank which
departs from the standards of honest and disciplined lending that
condition the guarantee does so at the cost of its right to enforce it.

The essay is structured to address, in sequence: the nature and
forms of bank misconduct as they have manifested in Indian
banking practice; the legal framework governing guarantees under
Indian law; the direct impact of bank fraud and misconduct upon
the enforceability of the guarantee; the good-faith guarantor’s
reliance upon the bank’s monitoring obligations; the specific legal
defences available under Indian law; the remedies accessible
through litigation, the Debt Recovery Tribunals, and the RBI’s
grievance framework; an illustrative case study drawn from Indian
banking practice; practical guidance for guarantors and their
advisers; and a conclusion.

The Nature and Forms of Bank Fraud and Misconduct:
The Indian Experience

A Pattern Deeply Familiar to Indian Banking

The forms of bank misconduct that affect guarantors are not
abstractions. In the Indian context, they have taken concrete and
well-documented shapes that have featured repeatedly in
judgments of the Supreme Court, the High Courts, and the Debt
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Recovery Tribunals. Understanding these forms in their Indian
particularity is essential to appreciating why the legal protections
discussed in this essay are both necessary and timely.

The first and perhaps most pervasive form is the inflation or
manipulation of loan documentation at the point of origination.
Numerous cases before the Central Bureau of Investigation and the
Central Vigilance Commission have documented instances where
bank officials, often in collusion with borrowers and sometimes
motivated by personal inducements, approved loans on the basis
of falsified financial statements, inflated project reports, and
fabricated collateral valuations. The guarantor who signed at the
time of disbursement had no means of knowing that the credit
assessment presented to the sanctioning authority bore no honest
relationship to the financial reality of the borrower. They gave their
guarantee in reliance upon the bank’s own process — a process that
was, in fact, corrupted.

The second form, extensively documented in the Reserve Bank of
India’s own circulars and the reports of the Committee on Financial
Sector Assessment, is the ever greening of non-performing assets:
the practice by which banks rolled over defaulted loans, extended
fresh credit to enable interest payments on old credit, reclassified
accounts to avoid NPA recognition, and thereby concealed from
guarantors — and from the bank’s own supervisors — the true and
deteriorating condition of the borrower’s account. When the
account was eventually acknowledged as an NPA, the
accumulated liability was very substantially larger than it would
have been had the bank acted promptly upon the first indicators of
default.

The third form is the imposition of charges, fees, and penal interest
not authorised by the sanction letter or the loan agreement. Indian
courts have dealt with numerous cases where banks applied
compound interest at rates not provided for in the original
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documentation, imposed foreclosure charges and prepayment
penalties in circumstances where these were not contractually
agreed, and added legal costs and recovery expenses to the
principal in ways that were not transparent or disclosed. Each such
addition increases the quantum of the debt that the guarantee is
called upon to cover, and does so without any corresponding
notification to or consent from the guarantor.

The fourth form — illustrated most dramatically by the Punjab
National Bank fraud of 2018, in which fraudulent Letters of
Undertaking were issued by bank officials to enable Nirav Modi and
associates to obtain credit from overseas branches — is the
participation of bank officers in transactions that were fraudulent in
their very conception. Where guarantees were obtained in connection
with facilities that were themselves the product of bank officer fraud,
the guarantor’s obligation rests upon a foundation of institutional
dishonesty. No court of conscience can enforce such an obligation
without first examining the bank’s own role in the transaction.

Documented Forms of Bank Misconduct in Indian Banking
Practice

Manipulation of credit appraisal documents and falsification of
project feasibility reports to secure sanction of loans that did not
meet lending norms.

Ever greening of NPAs: systematic rolling over of defaulted
accounts to defer NPA classification, concealing the true risk from
guarantors and regulators alike.

Imposition of unauthorised charges, penal interest, and
compounding at rates not stipulated in the loan agreement or
sanction letter.

Collusion between bank officers and borrowers, including the PNB-
Nirav Modi fraud (2018) and the IL&FS crisis, where institutional
misconduct was embedded in the transaction from the outset.
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Failure to disclose material adverse information about the borrower
to intending guarantors, including existing defaults, prior NPA
classifications, and pending recovery actions.

The IL&FS Crisis and Its Lessons for Guarantors

The collapse of Infrastructure Leasing and Financial Services
Limited and its group companies from 2018 onwards provides a
case study of systemic institutional failure on a scale that affected
not only the direct creditors but the entire network of guarantors,
counter-guarantors, and co-obligors who had given their names to
the group’s obligations. IL&FS had, for years, been rolling over
short-term commercial paper to fund long-term infrastructure
projects, with the full knowledge and continuing support of its
lenders, many of which were public sector banks.

Guarantors who had given their names to specific project facilities
within the IL&FS structure had done so in the reasonable
expectation that the group’s financial management was sound and
that its lenders — regulated banks with ongoing monitoring
obligations — were actively supervising the account. In fact, the
banks’ monitoring had been minimal; the mismatches in the asset-
liability profile had been evident for years; and the eventual
collapse was not a sudden event but the consequence of prolonged
institutional failure by both the borrower and its lenders.

The guarantors in such situations are, in the most direct sense,
victims of the bank’s failure to exercise the monitoring discipline
that justified their confidence in the transaction. The legal
consequences of this failure, examined in detail in Section V, are
highly significant.
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The Legal Framework: Guarantees Under Indian Law
The Indian Contract Act 1872: Sections 126 to 147

The law of guarantee in India is codified in Sections 126 to 147 of
the Indian Contract Act 1872, which represents a comprehensive
statutory statement of the rights and obligations of the three parties
to a suretyship transaction: the creditor, the principal debtor, and
the surety. This codification, built upon the common law and
equity of England as understood in the mid-nineteenth century,
incorporates protections for the surety that are of fundamental
importance in the context of bank misconduct.

Section 126 defines a contract of guarantee as a contract to perform
the promise, or discharge the liability, of a third person in case of
his default. The definition itself establishes the accessory character
of the guarantee: it is a contract to discharge a liability of the
principal debtor. If, by reason of the bank’s own fraud or
misconduct, that liability is extinguished or its nature is
fundamentally altered, the guarantee loses the subject matter upon
which it was conditional.

Section 133 is among the most important provisions for the
guarantor facing bank misconduct. It provides that any variance,
made without the surety’s consent, in the terms of the contract
between the principal debtor and the creditor, discharges the
surety as to transactions subsequent to the variance. This statutory
expression of the rule in Holme v Brun skill has been applied
consistently by Indian courts in cases where banks have varied the
interest rate, extended the repayment period, or modified the
conditions of the principal facility without informing the
guarantor.

Section 134 provides that the surety is discharged by any contract
between the creditor and the principal debtor, by which the
principal debtor is released, or by any act or omission of the
creditor the legal consequence of which is the discharge of the
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principal debtor. Section 139, equally critical, provides that if the
creditor does any act which is inconsistent with the rights of the
surety, or omits to do any act which his duty to the surety requires
him to do, and the eventual remedy of the surety himself against
the principal debtor is thereby impaired, the surety is discharged
to the extent to which his remedy has been impaired.

Sections 142 and 143 address the effect of the creditor’s
misrepresentation or concealment on the validity of the guarantee.
Section 142 provides that any guarantee obtained by the creditor
by means of misrepresentation, or with his knowledge and assent,
concerning a material part of the transaction is invalid. Section 143
goes further: any guarantee obtained by the creditor by means of
silence as to material circumstances is invalid. Together, these
provisions constitute a comprehensive statutory codification of the
non-disclosure principle. They apply squarely to cases where the
bank procured a guarantee by making false representations or
concealing material facts about the borrower’s condition, the state
of the account, or the nature of the risk.

Key Provisions of the Indian Contract Act 1872 for Guarantors

Section 126: Defines guarantee as an accessory obligation to
discharge the liability of the principal debtor.

Section 133: Variance in terms of the principal contract without
surety’s consent discharges the surety.

Section 134: Release of the principal debtor by the creditor
discharges the surety.

Section 139: Acts by the creditor inconsistent with the surety’s
rights, or omissions impairing the surety’s remedy, discharge the
surety pro tanto.

Section 141: On payment, the surety is subrogated to all securities
the creditor held against the debtor. If the creditor loses or parts
with the security, the surety is discharged to that extent.
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Section 142: Guarantee obtained by misrepresentation by the
creditor as to a material part of the transaction is invalid.

Section 143: Guarantee obtained by the creditor’s silence as to
material circumstances is invalid.

The Accessory Principle in Indian Jurisprudence

Indian courts have consistently applied the accessory principle
derived from the structure of the Indian Contract Act. The Supreme
Court, in State Bank of India v Index port Registered and Others
(1992) 3 SCC 159, confirmed that the liability of the surety is co-
extensive with that of the principal debtor and cannot be fastened
upon the guarantor in excess of what the principal debtor owes. If
the principal debtor’s liability is extinguished by operation of law,
or by the creditor’'s own conduct, the surety’s liability is equally
extinguished.

In Maharashtra State Electricity Board v Official Liquidator AIR 1982
SC 1497, the Supreme Court held that the extent of the surety’s
liability must be determined strictly by the terms of the guarantee
and the nature of the principal obligation. Any attempt by a bank
to expand the surety’s liability beyond the scope of the primary
obligation as it existed at the time of the guarantee will be resisted
by the courts.

The Supreme Court’s decision in Bank of Bihar Ltd v Dr Damodar
Prasad and Another AIR 1969 SC 297 confirmed that the primary
obligation of the surety is to make good the default of the principal
debtor, and that this obligation is conditioned upon the primary
liability of the debtor being validly established. Where the bank’s
own conduct vitiates the primary obligation, or where it impairs
the surety’s rights of subrogation, the guarantee cannot be enforced
to its full stated extent.
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Bank Fraud and Serious Misconduct:
Direct Impact on the Guarantee

Misrepresentation by the Bank Vitiating the Guarantee

Under Section 142 of the Indian Contract Act, a guarantee obtained
by the creditor’s misrepresentation as to a material part of the
transaction is invalid. This statutory provision gives the Indian
guarantor a powerful and direct remedy that does not require
resort to general equitable principles: the guarantee is simply
invalid, and no enforcement is possible. The provision applies
whether the misrepresentation was made by the bank directly to
the guarantor, or whether it was made with the bank’s knowledge
and assent by a third party — including, in appropriate
circumstances, the borrower acting as the bank’s conduit in
obtaining the guarantee.

What constitutes a “material part of the transaction” for the
purposes of Section 142 has been given a broad interpretation by
the courts. It encompasses any representation that would have
influenced a reasonable person in the guarantor’s position in
deciding whether to give the guarantee and on what terms. A bank
that tells a promoter that the company’s existing loans are being
restructured on commercially reasonable terms when in fact the
restructuring is designed to conceal an imminent NPA
classification; a bank that represents the value of collateral security
as sufficient to cover the loan when its own valuation report shows
significant shortfall; a bank that assures the guarantor that the
facility is short-term and self-liquidating when the credit appraisal
shows the borrower has no realistic means of repayment within the
stated term — each of these is a material misrepresentation that
renders the guarantee invalid under Section 142.

The Bombay High Court, in Pratap Shankar Wad v Bank of
Maharashtra AIR 1983 Bom 128, held that a guarantor who was not
informed of the true state of the borrower’s account at the time of
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executing the guarantee — specifically, that the borrower had
already defaulted on instalments — was entitled to avoid the
guarantee on grounds of the bank’s concealment of a material fact.
The court applied Sections 142 and 143 together, confirming that
the duty of disclosure in suretyship transactions is statutory in
India, not merely equitable.

Section 143 and the Duty of Disclosure:
Silence as Invalidity

Section 143 of the Indian Contract Act is, in the Indian context, an
even more powerful provision than its English equitable
equivalent. While English law imposes a qualified duty of
disclosure that depends upon the circumstances of each case,
Section 143 provides in categorical terms that any guarantee
obtained by means of keeping silence as to material circumstances
is invalid. The provision does not require the guarantor to show
that the bank’s silence was dishonest; it is sufficient that the bank
kept silent as to facts that were material to the guarantee.

The scope of “material circumstances” under Section 143 has been
considered by several High Courts. In substance, it encompasses
any fact that the guarantor would consider relevant to their
decision to give the guarantee: the existing state of the borrower’s
indebtedness; whether the account is already classified as special
mention or is under watch; whether the bank has received adverse
reports about the borrower’s financial position from other lenders
through the credit information exchange system; whether the
borrower has been the subject of prior legal action or enforcement;
and whether the facility being guaranteed is itself a restructured or
rolled-over version of an earlier facility that the borrower was
unable to service.

This provision has very significant implications for bank
misconduct cases in India. A bank that has received CIBIL data
showing multiple defaults by the borrower, or that has received
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Suspicious Transaction Reports, or that is already engaged in
negotiation with the borrower about a one-time settlement, is in
possession of material circumstances within the meaning of Section
143. Its silence as to these facts when obtaining or renewing a
personal guarantee renders that guarantee invalid by operation of
statute — no court order or equitable intervention is necessary; the
invalidity arises by force of the provision itself.

RBI Guidelines and the Bank’s Obligations in Taking
Guarantees

The Reserve Bank of India has, through its Master Circulars and
guidelines on credit risk management and guarantees, prescribed
specific standards for the manner in which banks may obtain and
rely upon guarantees. These standards are not merely regulatory
aspirations; they form part of the operational framework within
which the bank’s conduct must be assessed when the validity of a
guarantee is challenged.

The RBI’s guidelines require that guarantees be obtained only after
the bank has satisfied itself that the guarantor has the financial
capacity to meet the guaranteed obligation, that the guarantor has
understood the nature and extent of the liability being assumed,
and that the guarantee has been freely given without coercion or
undue pressure. The guidelines further require that the terms of
the guarantee be clearly set out in writing and that the guarantor
be provided with a copy of all material documents, including the
sanction letter and the loan agreement, before the guarantee is
executed.

Where these guidelines are not followed — and the evidence of
banking practice in India suggests that they are routinely and
systematically not followed, particularly in the case of personal
guarantees given by promoters and directors of small and medium
enterprises — the guarantor has a legitimate argument that the
bank obtained the guarantee in breach of its own regulatory
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obligations. While a breach of RBI guidelines does not, of itself,
render the guarantee void, it is a powerful factor in the court’s
assessment of the overall fairness of enforcement, and it is directly
relevant to the guarantor’s claims under Sections 142 and 143 of the
Indian Contract Act.

Bank Officer Collusion: Agency and Institutional Liability

The principle that a principal is liable for the fraud of its agent,
committed within the apparent scope of the agent’s authority, is as
firmly established in Indian law as in English law. Section 238 of
the Indian Contract Act provides that misrepresentations made, or
frauds committed, by agents acting in the course of their business
have the same effect on agreements made by them on behalf of
their principals as if such misrepresentations or frauds had been
made or committed by the principals themselves.

Applied to the banking context, this means that the fraudulent or
dishonest conduct of a bank officer — a relationship manager, a
branch manager, a credit officer — in procuring a guarantee is
attributed in full to the bank. The bank cannot escape liability by
pointing to the individual officer’s dishonesty and claiming that
the institution itself was innocent. If the officer was acting within
the apparent scope of their authority — that is, doing the kind of
thing that such officers do, even if doing it dishonestly — the bank
bears full legal responsibility for the consequences.

This principle was applied directly in the context of the Punjab
National Bank fraud, where the bank initially attempted to argue
that the fraudulent issuance of Letters of Undertaking by its
employees was entirely outside the scope of their authority and
therefore not attributable to the bank. The courts, and ultimately
the regulatory process, rejected this approach. The employees were
doing exactly the kind of thing that employees in their position
routinely did; the fraud lay in doing it dishonestly, not in doing
something outside the scope of their role. The institutional
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consequences — civil liability, regulatory sanction, and
reputational damage — were visited upon the bank accordingly.

The Good-Faith Guarantor: Reliance on the
Bank’s Monitoring and Management Discipline

The Implicit Compact of the Guarantee Relationship

When a promoter or director of an Indian company gives a
personal guarantee to the company’s bank, they do so in the
context of a relationship that carries obligations on both sides. The
guarantor commits their personal assets; the bank, in return,
commits its professional judgment, its ongoing supervision of the
account, and its obligation to manage the facility in the interest of
the business as a going concern — not merely as a debt collection
exercise conducted for the bank’s own benefit.

This mutual compact is not merely a matter of commercial
expectation; it has legal expression in the provisions of the Indian
Contract Act and in the RBI’s guidelines on credit monitoring and
supervision. A bank that takes a personal guarantee is implicitly
representing that it will use the guarantee as a last resort, that it
will manage the account in a manner consistent with the
borrower’s ability to repay, and that it will not take actions the
unnecessarily or unfairly increase the guarantor’s exposure.

The Supreme Court’s observation in Syndicate Bank v
Channaveerappa Beleri and Others (2006) 11 SCC 363 is instructive:
the court noted that a surety is not merely a party to a contract; they
are, in a meaningful sense, a co-partner in the lending enterprise,
and the creditor owes them a duty of fair dealing that is
commensurate with the trust the surety has placed in the creditor
by committing their personal resources to the transaction.
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The Bank’s Credit Monitoring Obligations Under RBI
Guidelines

The Reserve Bank of India’s Master Circular on Loans and
Advances, and the more detailed guidelines on credit risk
management issued from time to time, impose specific and
ongoing obligations upon banks in the monitoring of credit
accounts. These include quarterly review of borrowal accounts,
annual renewal and reassessment of credit limits, regular site visits
and stock audits for working capital facilities, and prompt action
upon the first signs of account stress, including issuance of early
warning signals and referral to the bank’s specialised monitoring
committee.

These monitoring obligations exist not merely for the bank’s own
protection but for the protection of all parties to the lending
relationship, including the guarantor. A bank that fulfils its
monitoring obligations will detect deterioration in the borrower’s
position at an early stage, when corrective action is still possible,
when the quantum of the outstanding liability is still manageable,
and when the guarantor can be informed and given the
opportunity to take steps — including withdrawing their
guarantee with respect to future liabilities — to protect their own
position.

A bank that fails to monitor — that allows an account to deteriorate
from standard to special mention to sub-standard to doubtful
without timely intervention, that conducts stock audits but fails to
act upon findings of stock shortages or diversion, that renews
credit limits without proper reassessment, or that is aware of the
borrower’s misuse of funds and chooses not to act — is failing in a
duty that the guarantor’s trust imposed upon it. When the account
eventually collapses and the guarantee is called, the guarantor is
being required to pay for consequences that the bank’s monitoring
failure allowed to accumulate over years.
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Ever greening, NPA Concealment, and the Guarantor’s Impaired

Position
The practice of ever greening — the rolling over of defaulted
accounts to avoid NPA classification — is, in the context of

guarantee law, a form of institutional misconduct that directly and
severely prejudices the guarantor. By evergreening a defaulted
account, the bank does several things that are harmful to the
guarantor. It deprives the guarantor of the notice of default that
would have given them the opportunity to step in, pay the
guaranteed obligation, and take over the bank’s rights against the
borrower at a stage when those rights might still have had value. It
allows the outstanding balance to grow, through the continued
accrual of interest and charges, far beyond what it would have been
had the bank acted promptly. And it obscures from the guarantor
— and from the public generally — the true financial condition of
the borrower, preventing the guarantor from taking informed
decisions about their own exposure.

The RBI's own reports on the state of the banking sector have
repeatedly identified evergreening as a systemic failure of credit
discipline. The consequence for guarantors is that the debt they are
eventually asked to pay bears no honest relationship to the
obligation they undertook to guarantee: it has been inflated by
years of concealed default, and the security that might have
provided recovery has been dissipated during the same period.

Section 139 of the Indian Contract Act provides the legal
framework for the guarantor’s response to this situation. Where the
bank’s acts or omissions have impaired the guarantor’s eventual
remedy against the principal debtor — and the loss of the right to
step in at an early stage, when the borrower’s assets still had value,
is precisely such an impairment — the surety is discharged to the
extent to which the remedy has been impaired. In cases where the
evergreening has been so extensive that the guarantor’s
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subrogation rights are now effectively worthless, the argument for
complete discharge is compelling.

Specific Defences Available to the Guarantor Under Indian Law

A Section 133: Discharge by Unauthorised Variation

Section 133 of the Indian Contract Act provides that any variance
made without the surety’s consent in the terms of the contract
between the principal debtor and the creditor discharges the surety
as to transactions subsequent to the variance. This is a broad and
powerful provision. Unlike the English common law rule in Holme
v Brunskill, which requires the variation to be material before the
surety is discharged, Section 133 discharges the surety from
transactions subsequent to any variance — the question of
materiality goes only to whether the variation falls within the
provision, not to whether the surety is prejudiced.

The Supreme Court applied Section 133 in Hariom Enterprises v
Punjab National Bank (2021 SCC Online Del 5387) and in numerous
earlier decisions, confirming that where a bank and a borrower
agree to vary the terms of the loan facility — extending the
repayment schedule, converting the nature of the loan, or adding
new conditions — without the guarantor’s consent, the guarantor
is discharged from liability for obligations arising from the varied
arrangement. This has particular importance in cases of loan
restructuring, where banks frequently restructure defaulted
facilities without informing or consulting the guarantors.

The defence under Section 133 is of immediate practical relevance
in the context of bank misconduct cases where the bank has, over
the life of the facility, unilaterally altered the interest rate, imposed
additional charges not provided for in the sanction Iletter,
converted working capital limits into term loans without consent,
or transferred the account to an Asset Reconstruction Company on
terms materially different from those under which the guarantee
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was given. Each of these alterations is a variance for the purposes
of Section 133 and has the potential, if not consented to by the
guarantor, to discharge the guarantee as to transactions arising
after the variance.

Section 139: Discharge by Impairment of the Surety’s Remedy

Section 139 of the Indian Contract Act is among the most important
— and most underused — provisions available to guarantors in
Indian banking litigation. It provides that if the creditor does any
act which is inconsistent with the rights of the surety, or omits to
do any act which his duty to the surety requires him to do, and the
eventual remedy of the surety himself against the principal debtor
is thereby impaired, the surety is discharged to the extent to which
his remedy has been impaired.

The rights of the surety to which Section 139 refers include the right
of subrogation: upon payment, the surety stands in the shoes of the
creditor and is entitled to use every remedy that the creditor could
have used against the principal debtor, including the realisation of
all security. Any act by the bank that reduces the value of that
security, or that impairs the surety’s ability to exercise that right
effectively, engages Section 139.

In the Indian banking context, acts that commonly engage Section
139 include: the release of mortgage security or pledge of shares
without the guarantor’s consent; the failure to register charges over
the borrower’s assets, meaning that those assets are available to
other creditors in priority to the bank and, derivatively, to the
guarantor by subrogation; the allowing of the borrower to sell
mortgaged assets without applying the proceeds to the loan; and
the failure to act upon the findings of stock audits showing
diversion of pledged inventory, meaning that the pledged security
has been dissipated while the bank stood by.
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Section 141: Loss or Partial Loss of Security

Section 141 of the Indian Contract Act provides the specific rule on
the loss of security. A surety is entitled to the benefit of every
security which the creditor has against the principal debtor at the
time when the contract of suretyship is entered into, whether the
surety knows of the existence of such security or not. If the creditor
loses, or without the consent of the surety, parts with such security,
the surety is discharged to the extent of the value of the security.

The Supreme Court applied Section 141 in State Bank of India v
Indexport Registered and Others (1992) 3 SCC 159 to confirm that a
guarantor is entitled to be subrogated to all security held by the
bank, regardless of whether the guarantee document expressly
refers to that security. Where the bank has, by its own act or
omission, lost or impaired that security, the guarantee is reduced
or extinguished by the value of the security lost.

This provision is of great practical importance in Indian banking
cases where the bank has accepted inadequate or falsely valued
collateral; where properties offered as security were subject to
undisclosed encumbrances that reduced their effective value;
where the bank failed to obtain proper title searches and the
mortgage is later found to be unenforceable; or where the bank’s
own SARFAESI enforcement was so delayed that the secured
assets have deteriorated or been encroached upon in the meantime.
In each case, the guarantor’s liability is reduced by the extent to
which the bank’s failure to preserve the security has reduced the
guarantor’s eventual recovery.

The Insolvency and Bankruptcy Code 2016 and
the Personal Guarantor
The IBC’s Personal Insolvency Provisions

The Insolvency and Bankruptcy Code 2016 introduced, for the first
time in Indian law, a comprehensive framework for the insolvency
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of personal guarantors to corporate debtors. Part III of the IBC, read
with the Insolvency and Bankruptcy (Application to Adjudicating
Authority for Insolvency Resolution Process for Personal
Guarantors to Corporate Debtors) Rules 2019, enables creditors to
initiate insolvency proceedings against personal guarantors
without waiting for the conclusion of the corporate insolvency
resolution process, and without being required to demonstrate that
the guaranteed corporate debt is itself first established in separate
proceedings.

The constitutional validity of these provisions was challenged and
ultimately upheld by the Supreme Court in Lalit Kumar Jain v Union
of India (2021) 9 SCC 321. The Court held that the extension of the
IBC to personal guarantors was a legitimate exercise of
Parliament’s power and that the provisions did not violate the
Constitution. However, the Court also confirmed that the personal
guarantor retains all defences available to them under the general
law, including defences based upon the bank’s own misconduct
and the provisions of the Indian Contract Act.

The IBC Does Not Extinguish the Guarantor’s Defences

A critical point, frequently misunderstood in practice, is that the
IBC’s personal insolvency provisions do not override or extinguish
the substantive defences available to the guarantor under the
Indian Contract Act. The IBC provides a procedural framework for
the resolution or bankruptcy of the guarantor’s personal estate; it
does not determine whether the guaranteed debt is valid and
enforceable in the first place.

A personal guarantor against whom insolvency proceedings are
initiated under the IBC is fully entitled to contest the claim of the
creditor bank on all grounds available under the Indian Contract
Act, including the grounds of misrepresentation under Section 142,
concealment under Section 143, discharge by variation under
Section 133, discharge by impairment of security under Sections
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139 and 141, and any other ground that goes to the validity or
enforceability of the guarantee. The IBC Adjudicating Authority —
the National Company Law Tribunal or the Debt Recovery
Tribunal, as the case may be — is obliged to consider and
determine these defences before admitting the application against
the guarantor.

This point has been affirmed in several rulings of the NCLT and
the NCLAT, where guarantors have successfully resisted
admission of insolvency applications by demonstrating that the
underlying guarantee was obtained by misrepresentation, or that
the bank’s own conduct in managing the account discharged the
guarantee under Section 133 or Section 139. The IBC, powerful as it
is as a recovery mechanism, does not convert an invalid guarantee
into a valid one.

The Moratorium and Its Relevance to Guarantors

Section 96 of the IBC, when triggered by the filing of an insolvency
application against a personal guarantor, imposes an interim
moratorium on all debt recovery actions against the guarantor.
This moratorium provides a breathing space within which the
guarantor and their advisers can assemble the factual record,
obtain disclosure of the bank’s internal documents, and prepare the
legal defences discussed in this essay. The IBC’s moratorium
provisions, while primarily designed to protect the insolvency
process, have the practical effect of giving the guarantor time to
investigate the bank’s conduct and to formulate their response to
the claim.

Remedies and Forum Available to Guarantors

Debt Recovery Tribunals

The Debt Recovery Tribunals established under the Recovery of
Debts and Bankruptcy Act 1993 are the primary forum for the
resolution of guarantee disputes in the Indian banking context. The
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DRT has jurisdiction to adjudicate claims by banks and financial
institutions for recovery of debts, and guarantors may raise all
substantive defences to such claims in DRT proceedings, including
defences based upon Sections 133, 139, 141, 142 and 143 of the
Indian Contract Act.

The DRT’s powers include the ability to grant interim stay of
recovery proceedings pending determination of the guarantor’s
defences, to call for production of documents including the bank’s
internal credit files and appraisal reports, and to determine the
quantum of the bank’s entitlement in light of all established
defences. Where the guarantor’s defence is made out under any of
the statutory provisions, the DRT may reduce or extinguish the
bank’s entitlement under the guarantee accordingly.

The Banking Ombudsman Scheme

The RBI's Banking Ombudsman Scheme, recently revised and
expanded under the Integrated Ombudsman Scheme 2021,
provides an additional and more accessible forum for grievances
arising from the banking relationship, including grievances related
to the manner in which guarantees were obtained and enforced.
While the Ombudsman’s monetary jurisdiction is limited to claims
up to 2 crore, the Scheme is of significant value for smaller
guarantee disputes and for obtaining an independent assessment
of whether the bank’s conduct met the standards required by the
RBI's regulatory framework.

The Integrated Ombudsman Scheme is particularly important in
cases where the guarantor is a small business owner or individual
who lacks the resources to pursue DRT litigation, or where the
primary objective is to obtain documentary evidence of the bank’s
internal conduct that can subsequently be used in more formal
proceedings. Complaints before the Ombudsman are free of
charge, do not require the complainant to be legally represented,
and are determined on the basis of documents and written
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submissions. The Ombudsman has the power to direct the bank to
produce all documents relevant to the complaint.

Civil Courts and Writ Jurisdiction

Where the bank’s misconduct amounts to a violation of
fundamental rights — as it may in cases involving public sector
banks acting in an arbitrary, discriminatory, or mala fide manner
— the High Court’s writ jurisdiction under Article 226 of the
Constitution of India provides a further forum for challenge. The
courts have entertained writ petitions by guarantors challenging
the arbitrary enforcement of guarantees, the failure to follow
prescribed procedures, and the imposition of demands based upon
fraudulently inflated accounts.

In Central Bank of India v Ravindra and Others (2001) 5 SCC 289, the
Supreme Court held that compound interest cannot be charged by
banks except to the extent authorised by the loan agreement or by
specific RBI guidelines. This principle, applied consistently by the
courts, means that demands under guarantees that include
unauthorised compound interest are subject to reduction by the
court or Tribunal, and guarantors who have paid such amounts are
entitled to recover the excess.

Illustrative Case Study: The Promoter-Guarantor and Bank
Misconduct in Indian Practice

The following case study is a composite drawn from factual
patterns that appear with regularity in the judgments of the Debt
Recovery Tribunals, the National Company Law Tribunal, and the
High Courts of India. It is designed to illustrate the practical
operation of the statutory and judicial principles discussed in this
essay in a recognisably Indian context.
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Factual Background

Mr. and Mrs. Mehta are the promoters and directors of Mehta
Engineering Works Private Limited, a precision components
manufacturer operating from Pune. The company has been in
business for twenty-two years and has a consistent, if modest,
export record. In 2015, they approach Vikas Commercial Bank for a
term loan of %8.5 crore and a working capital facility of 34 crore, to
fund new CNC machinery and expand capacity.

The bank’s branch manager assures Mr. Mehta that the proposal has
been approved “on excellent parameters” and that the bank is
committed to the company’s growth. He does not disclose that the
bank’s credit committee had classified the proposal as ‘medium
risk” and had required the personal guarantees of both directors as
a special condition not mentioned in the initial sanction
communication. Nor does he disclose that CIBIL records at the time
showed a minor delinquency on the company’s previous overdraft
facility with another lender.

Mr. and Mrs. Mehta execute unlimited personal guarantees of all
present and future obligations of the company to the bank. The
guarantees are presented to them at the branch on the day of
disbursement, with no prior notice of the requirement. No
independent legal advice is recommended or sought.

Over the next four years, the bank conducts stock audits that reveal
progressive shortfalls in pledged inventory, but takes no action and
does not inform the guarantors. In 2018, the account is restructured,
extending the repayment period by thirty-six months and
capitalising accrued interest, without the knowledge or consent of
Mr. or Mrs. Mehta. By 2020, the account is classified as NPA. In
2021, the bank initiates DRT proceedings for recovery of 319.3 crore
— a sum that includes capitalised interest from the 2018
restructuring, compounded interest calculated at rates not specified
in the original sanction letter, and recovery charges. The bank
simultaneously files an application for insolvency of Mr. Mehta
personally under the IBC.
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Analysis of Mr. and Mrs Mehta’s Position

The Mehta’s’ position engages virtually every statutory and
judicial principle discussed in this essay and illustrates how
comprehensively Indian law protects the good-faith guarantor
against a bank that has failed to meet its obligations.

The first ground of challenge is under Section 142 of the Indian
Contract Act. The branch manager’s representation that the
proposal had been approved “on excellent parameters” was, in
light of the credit committee’s medium-risk classification and the
requirement for personal guarantees as a special condition, a
misrepresentation of the true state of the bank’s assessment.
Further, the non-disclosure of the CIBIL delinquency is a direct
engagement of Section 143: the CIBIL record was a material
circumstance, known to the bank and withheld from the
guarantors. Both grounds independently render the guarantee
invalid by operation of the statute.

The second ground is under Section 133. The 2018 restructuring —
the extension of the repayment period by thirty-six months and the
capitalisation of accrued interest — is a variance in the terms of the
principal contract. It was made without the knowledge or consent
of Mr. or Mrs Mehta. By force of Section 133, the guarantee is
discharged as to all transactions arising after the date of that
variance. The sum now sought by the bank in DRT proceedings is,
in very large part, a product of the post-restructuring period. The
Mehta’s are not liable under their guarantees for obligations arising
after the unauthorised variance.

The third ground is under Section 139. The bank’s stock audits
revealed progressive shortfalls in pledged inventory, yet the bank
took no action. This inaction allowed the pledged security to be
dissipated over years. When the account ultimately collapsed, the
security was worth a fraction of what it should have been had the
bank exercised its rights promptly. The Mehta's, exercising their
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subrogation rights after paying under the guarantee, would stand
to recover far less than they would have recovered had the bank
acted on the stock audit findings in a timely manner. The guarantee
is discharged to the extent of this impairment under Section 139.

The fourth ground is under Section 141. To the extent that the
bank’s stock audits showed inventory shortfalls, and the bank’s
delay in enforcement allowed the pledged stock to be disposed of
or deteriorate, the security has been ‘lost” within the meaning of
Section 141. The guarantee is reduced to the extent of the value of
the security lost through the bank’s inaction.

The fifth ground goes to the quantum of the claim. The demand of
%19.3 crore includes interest compounded at rates not specified in
the original sanction letter. Under the Supreme Court’s ruling in
Central Bank of India v Ravindra (2001) 5 SCC 289, banks cannot
charge compound interest except to the extent expressly
authorised. The Mehtas are entitled to challenge the computation
and to have the demand reduced to the amount properly owing
under the original, unamended facility terms.

In the IBC proceedings initiated against Mr Mehta personally, he is
entitled to raise all of these defences before the NCLT or DRT as
the Adjudicating Authority. The application for insolvency cannot
be admitted on a disputed debt where the dispute is raised on
genuine and substantial grounds. The grounds set out above are
precisely such grounds, and an application to reject the insolvency
petition pending determination of the substantive defences has
strong prospects of success.
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Summary of the Mehtas” Legal Position

Guarantee invalid under Section 142 (misrepresentation by bank
officer as to credit assessment) and Section 143 (non-disclosure of
CIBIL delinquency data).

Guarantee discharged as to post-restructuring obligations under
Section 133 (variance without consent).

Guarantee discharged pro tanto under Section 139 (impairment of
subrogation remedy by bank’s failure to act on stock audit
shortfalls) and Section 141 (loss of pledged security through bank’s
inaction).

Claim quantum to be reduced by removal of compound interest not
authorised by sanction letter (Central Bank of India v Ravindra).

IBC insolvency application against Mr. Mehta to be resisted on
grounds of disputed debt with substantial legal foundation.

Practical Guidance for Guarantors and Their Advisers in India

The principles and defences described in this essay are of full
practical value only if they are asserted promptly, correctly, and
with the support of proper documentary evidence. The following
guidance is addressed to guarantors who face bank enforcement in
India, and to the lawyers, chartered accountants, and financial
advisers who assist them.

The first and most urgent imperative is to obtain and review the
complete documentation of the lending relationship before
responding to any demand or notice. This means the original
sanction letter and all subsequent sanction revision letters, the loan
agreement and all amendments, the guarantee documents
themselves, all hypothecation and mortgage agreements, every
stock audit and inspection report, all correspondence between the
bank and the company, and any restructuring or rescheduling
communications. In many cases, the bank’s own documents will
reveal the Section 133 variance, the Section 139 impairment, or the
Section 141 security loss upon which the guarantor’s defence
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depends. This documentation should be gathered immediately,
before the bank has the opportunity to withhold or sanitise records
in preparation for litigation.

The second imperative is to compute the claim independently and
verify whether it is correctly stated. Banks routinely include in their
DRT demands amounts that represent unauthorised compound
interest, unilaterally imposed charges, legal costs added to
principal, and insurance premiums or other costs not provided for
in the sanction letter. An independent computation by a chartered
accountant, working from the original sanction terms, the actual
disbursements, and the payment records, will frequently reveal
that the demand is overstated and that the overstatement itself —
in a claim presented to the DRT or NCLT — is evidence of the
bank’s dishonest or negligent conduct in the account.

The third imperative, where IBC personal insolvency proceedings
have been initiated, is to file a written response before the
Adjudicating Authority within the prescribed time, raising all
substantive defences under the Indian Contract Act and
challenging both the validity of the guarantee and the quantum of
the demand. The response must be accompanied by all supporting
documents, including the sanction letter, the loan agreement, the
stock audit reports, and any correspondence evidencing the bank’s
failure to comply with its monitoring obligations. An application
to reject the insolvency petition on the ground of a disputed debt
should be filed simultaneously.

The fourth imperative is to consider filing a complaint with the
Banking Ombudsman or the RBI's Integrated Grievance Redressal
Mechanism in parallel with DRT or NCLT proceedings. The
Ombudsman’s process is free, document-based, and has the power
to require the bank to produce all internal records relevant to the
complaint. Documents obtained through the Ombudsman process
can be used in subsequent DRT or court proceedings. The
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Ombudsman’s findings, while not binding upon the DRT, carry
persuasive weight and may assist in settlement negotiations.

Limitation Periods: A Critical Warning

Under the Limitation Act 1963, the period of limitation for a suit on
a guarantee is generally three years from the date on which the
cause of action arises. For a continuing guarantee, the cause of
action arises on each default by the principal debtor.

However, where the guarantee was obtained by the bank’s fraud,
Section 17 of the Limitation Act provides that the period of
limitation does not begin to run until the plaintiff has discovered
the fraud or could with reasonable diligence have discovered it. A
guarantor who did not discover the bank’s misrepresentation or
concealment until after the normal limitation period has expired
may still have a valid claim, provided that the fraud was not
discoverable with reasonable diligence earlier.

Advisers must conduct a careful limitation analysis at the outset of
every guarantee dispute, taking account of Section 17 and the date
of actual or constructive discovery of the bank’s misconduct.

Conclusion

The good-faith guarantor in India occupies a position of profound
legal significance and, all too often, of acute personal vulnerability.
They give their guarantee trusting the bank — trusting it to conduct
an honest credit assessment, to monitor the account with
professional discipline, to apply charges in accordance with agreed
terms, and to manage the lending relationship in the interest of the
business and its growth. That trust is not merely a sentiment; it is a
legally operative fact that conditions the entire guarantee
relationship and the bank’s right to enforce it.

The Indian Contract Act 1872, in Sections 133, 134,139, 141, 142 and
143, gives the guarantor a comprehensive and powerful statutory
armoury against a bank that has breached that trust. These
provisions — discharge by variation, discharge by impairment of
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remedy, invalidation by misrepresentation, and invalidation by
concealment — are not technicalities or escape routes. They are the
law’s recognition that the guarantee relationship is founded upon
honest dealing by both parties, and that a bank which departs from
that foundation forfeits the right to enforce the obligation that
honest dealing was the condition for obtaining.

The additional protections offered by the RBI's regulatory
framework — the guidelines on credit monitoring, the Integrated
Ombudsman Scheme, the conduct standards for taking guarantees
— reinforce the statutory protections and provide accessible, low-
cost mechanisms for the individual guarantor to assert their rights
without necessarily incurring the expense of DRT litigation.

The post-IBC landscape has, as noted, added new urgency to these
questions. Banks now have an additional and powerful
enforcement mechanism against personal guarantors, and they are
using it. But the IBC does not change the substantive law of
guarantees. A guarantee that is invalid under the Indian Contract
Act is invalid before the NCLT as surely as it is invalid before the
DRT. The guarantor who understands their statutory rights, who
documents the bank’s misconduct with care, and who asserts their
defences promptly and competently will find that the law — as the
Supreme Court has repeatedly confirmed — does not allow the
powerful to profit from their own wrongdoing at the expense of
those who trusted them.

The pages of Indian banking litigation history are filled with cases
of promoters, directors, and family members who signed
guarantees in complete good faith and were subsequently pursued
for the consequences of the bank’s own failures. The law that this
essay has sought to explain is available to each of them. The task of
the adviser is to ensure that it is used.
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Freezing Accounts Without

Due Process

When Banks Become Judge, Jury, and Executioner

Abstract

The freezing of bank accounts by Indian commercial banks without prior
notice, hearing, or judicial oversight represents one of the most severe —
and least examined — wviolations of borrower rights in contemporary
Indian financial law. This essay examines the mechanics by which banks
deploy account freezes as instruments of coercion, the constitutional and
statutory framework that is routinely bypassed in this process, and the
devastating human consequences visited upon borrowers who are left
without timely or effective legal remedy. Drawing on constitutional
principles, statutory protections, regulatory failures, and ground-level
borrower experiences, the essay argues that account freezing without due
process is not a minor procedural irregularity but a structural injustice
that demands urgent legislative reform, regulatory intervention by the
Reserve Bank of India, and judicial activism that matches the speed of the
harm being inflicted.

Introduction

There is a weapon in Indian banks’ arsenal that requires no
paperwork, no judicial order, no hearing, and no warning. It costs
the bank nothing to deploy and inflicts catastrophic damage on its
target. That weapon is the unilateral freezing of a borrower's bank
account. In a single keystroke, a bank can reduce a functioning
business to rubble, a family to destitution, and a borrower to a
supplicant — all without setting foot in any courtroom and without
ever having to justify its actions to any independent authority.
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This essay is about that weapon. It is about how it is wielded
without due process. It is about the human beings who are crushed
under its weight — businessmen who cannot pay their workers,
farmers who cannot buy seed, traders whose cheques bounce in
cascading disgrace. It is about the legal vacuum that allows banks
to act as sovereign powers. And it is about a justice system so
overburdened and slow that seeking relief through the courts is,
for most borrowers, not a realistic remedy but a cruel joke.

The Indian banking system, ostensibly a pillar of national
development, has quietly amassed powers that would be
unconstitutional if exercised by any other institution. The freezing
of accounts without due process is among the most egregious of
these powers — and it is exercised every single day across this
country, against thousands of borrowers, with near-total impunity.

The Silent Weapon — How Freezes Are Deployed

To understand the depth of the injustice, one must first understand
exactly how a bank freeze operates in practice. There is no single
statute that cleanly governs the freezing of accounts in India.
Instead, banks rely on a patchwork of provisions — their own loan
agreements, RBI circulars, the SARFAESI Act, and occasionally tax
or enforcement authority orders — to justify what is essentially
unilateral executive action against a borrower.

When a loan becomes irregular — missed EMIs, breach of
covenant, classification as Special Mention Account (SMA) or Non-
Performing Asset (NPA) — the bank's internal machinery begins
to move. Often, before any formal communication reaches the
borrower, the account is operationally restricted. Debit
transactions are blocked. Cheques are dishonoured. Standing
instructions fail. Electronic transfers bounce back. The borrower
discovers the freeze not through a letter, not through a phone call,
but through the humiliation of a declined transaction at a merchant
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counter, the disgrace of a returned salary cheque, or the horror of
watching payroll collapse.

"I found out my current account was frozen when my supplier
called screaming that his cheque had bounced. I had money in
the account. No overdraft. No letter from the bank. No notice.
They just decided that morning to freeze everything." — A
Textile Exporter, Surat

This is not an exceptional case. It is the norm. Banks routinely
freeze accounts simultaneously with — or even before — serving
formal notices under Section 13(2) of the SARFAESI Act. They
freeze operative current accounts that contain legitimate business
deposits, having nothing to do with the defaulted loan account.
They freeze salary accounts of guarantors. They freeze accounts of
subsidiary companies controlled by the borrower. The freeze
spreads like a contagion across every financial relationship the
borrower holds with the bank.

The legal basis for many of these freezes is, at best, tenuous. Banks
invoke the right of lien and set-off embedded in their standard
account agreements — clauses buried in dozens of pages of fine
print that no borrower ever reads and that no bank officer ever
explains. These clauses, drafted by teams of lawyers working for
the bank, grant the institution sweeping rights to appropriate any
funds held in any account to offset any liability the borrower may
owe. The asymmetry is breath-taking: the contract was never
negotiated; the borrower had no meaningful choice; and yet these
clauses are enforced with the full force of judicial precedent.

The Constitutional Rot at the Heart of Account Freezing

The Indian Constitution guarantees every citizen the right to be
heard before adverse action is taken against them. Article 14
enshrines the right to equality and prohibits arbitrary state action.
Article 21 protects life and personal liberty. Article 19(1)(g)
guarantees the right to carry on any trade or business. Decades of
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Supreme Court jurisprudence have established the principle of
audi alteram partem — hear the other side — as a cornerstone of
natural justice that binds every authority exercising power over

citizens.

Banks, particularly public sector banks, are instrumentalities of the
state. They are owned by the government, funded by public
deposits, regulated by a statutory authority, and exercise quasi-
governmental functions. The Supreme Court has recognized on
numerous occasions that public sector banks are bound by
constitutional norms of fairness. And yet, when a public sector
bank freezes an account without notice or hearing, it acts precisely

as an arbitrary state authority — the very conduct that
constitutional jurisprudence has spent seventy years trying to
prevent.

The argument the banks make — that they are exercising

contractual rights, not statutory powers — is a fig leaf. When the
State Bank of India, the Punjab National Bank, or the Bank of
Baroda freezes your accounts, it is not acting as a mere private
party enforcing a commercial contract. It is acting as an institution
of immense public power, with access to your entire financial
history, the ability to destroy your credit rating, the authority to
report you to credit bureaus, and the capacity to render you
commercially insolvent — all without any external check on its
conduct.

"We were never given a single day to respond. The bank did
not tell us what they intended to do. They did not give us a
chance to bring the account current. One Tuesday, everything
stopped. We could not pay wages. We could not pay GST. We
could not survive." — A Small Manufacturer, Coimbatore

Private sector banks are no less culpable. Though they may not
technically be state instrumentalities for all purposes, they exercise
such sweeping power over borrowers' financial lives — and are so

297



thoroughly licensed, regulated, and backstopped by government
— that the constitutional argument for due process applies with
nearly equal force. More importantly, the harm they inflict is
identical: financial paralysis imposed without warning, without
hearing, and without accountability.

The Reserve Bank of India, as the regulator of commercial banks,
has issued various circulars on the treatment of borrowers. It has
mandated notice periods for SARFAESI action. It has required
banks to follow fair practice codes. It has insisted on the
constitution of Internal Ombudsman mechanisms. And vyet,
account freezing remains a grey zone — neither clearly prohibited
nor clearly regulated — and banks exploit this regulatory silence to
devastating effect.

Real Lives, Real Ruins — The Human Cost

Statistics cannot capture the human reality of an account freeze.
Numbers do not cry. Balance sheets do not feel shame. But behind
every NPA entry in a bank's books is a human being whose world
has been upended — often through no fault entirely their own, and
almost always without the basic dignity of being told what is
happening and why.

Consider the case of a third-generation rice miller in Andhra
Pradesh whose family had banked with the same public sector
branch for forty years. When commodity prices collapsed
following a poor harvest season, his working capital loan became
irregular. Without notice, the bank froze his entire current account
— the account through which paddy procurement payments were
routed. Farmers who had supplied rice arrived expecting payment
and found chaos. The miller could not pay. His reputation, built
over generations, collapsed overnight. The bank's loan remained
unpaid regardless — but the human cost of the freeze far exceeded
any benefit it provided to the lender.
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Consider the engineering contractor in Maharashtra whose
infrastructure project was midway through completion when the
bank froze his mobilization advance account following a dispute
over interest classification. Construction workers were not paid.
Sub-contractors abandoned the site. The client invoked
performance guarantees. A viable project, a viable business, and a
viable borrower were destroyed — not by the original default, but
by the bank's unilateral, unchecked response to it.

Consider the woman entrepreneur in Rajasthan, the first in her
family to run a business, who had taken a MUDRA loan under a
government scheme meant to promote financial inclusion. When
she missed two payments after her supplier failed to deliver goods
on time, the bank froze her account and reported her to CIBIL. She
received no warning and no opportunity to explain. Her credit
rating, built with enormous effort, was destroyed. The bank
reported a wilful defaulter — a woman who had simply been let
down by her supply chain.

"I went to the bank manager. He would not see me. I went
again. He said talk to the recovery officer. The recovery officer
said talk to the legal department. The legal department said
they cannot discuss individual cases. 1 spent three months
running in circles while my business collapsed." — A
Knitwear Manufacturer, Ludhiana

These are not outlier stories. They are the ordinary experience of
hundreds of thousands of Indian borrowers every year. The
freezing of accounts is deployed as a pressure tactic — a
mechanism to terrorize borrowers into making payments
regardless of their legal rights, regardless of their genuine
difficulties, and regardless of the bank's own failures in lending,
monitoring, and restructuring. It is the financial equivalent of
extortion dressed in the respectable clothing of contract
enforcement.
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The Regulatory Failure — RBI's Missing Voice

The Reserve Bank of India has, over the years, issued a voluminous
body of circulars, guidelines, master directions, and fair practice
codes. It has mandated grievance redressal mechanisms, banking
ombudsmen, and internal ombudsmen. It has spoken eloquently
about customer rights and the dignity of borrowers. And yet, on
the specific, concrete, deeply harmful practice of freezing accounts
without due process, the RBI has maintained a silence that borders
on dereliction.

There exists no RBI circular that requires a bank to give prior notice
before freezing a borrower's operative account. There is no
mandatory cooling-off period. There is no requirement for the bank
to explain to the borrower why the freeze has been imposed, what
conditions must be met for the freeze to be lifted, or what internal
process the bank followed before taking this drastic action. The
borrower is simply frozen out — and then left to figure out what
happened.

The Banking Ombudsman scheme, designed to provide low-cost
dispute resolution to banking customers, has significant limitations
in dealing with account freeze matters. Ombudsmen are RBI
officers — employees of the very institution that regulates the
banks they are meant to hold accountable. Their powers of
mandatory direction are limited. Their awards are often too small
to deter large banks from continued misconduct. And many
categories of commercial lending disputes fall outside the
Ombudsman's jurisdiction entirely.

The Internal Ombudsman mechanism, mandated for larger banks,
is similarly toothless in practice. These are bank employees or
retired officials, housed within the bank, paid by the bank, and
subject to institutional pressures that inevitably compromise their
independence. A borrower who has been financially ruined by a
freeze is in no position to trust that the bank's internal ombudsman
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will provide a fair hearing — and the evidence suggests that trust
would be misplaced.

The RBI's approach to NPA management has consistently
prioritized the health of bank balance sheets over the rights of
borrowers. Every major regulatory intervention — the Asset
Quality Review of 2015, the Insolvency and Bankruptcy Code of
2016, the February 2018 circular on stressed assets resolution — has
been framed around how banks can recover money faster and more
efficiently. The borrower, in regulatory thinking, is an obstacle to
be overcome, not a citizen with rights to be protected.

The Judicial Marathon — Running to Courts That Cannot Keep
Pace

When a bank freezes accounts without notice or justification, the
borrower's formal legal remedy is to approach a court. In theory,
this is a meaningful protection. In practice, it is a nightmare that
most borrowers simply cannot sustain.

The High Court is the primary forum for challenging arbitrary
bank action through writ petitions under Article 226 of the
Constitution. A borrower seeking urgent relief from an account
freeze must file a writ petition, appear before a bench that is
managing hundreds of other matters, and seek an interim stay or
direction. On a good day — with a sharp advocate and an
understanding bench — an ad interim stay might be obtained in a
day or two. More typically, the matter is listed for hearing after
notice to the bank, which takes anywhere from one to four weeks.
During those weeks, the account remains frozen. During those
weeks, the business is haemorrhaging.

"The lawyer told me it would take two to three weeks to get
even a hearing. By then, I would have lost my biggest contract.
I spent more on legal fees in one month than I defaulted on in
the entire year." — A Logistics Company Owner, Chennai

301



The cost of High Court litigation is prohibitive for most small and
medium borrowers. Retaining an advocate with banking law
expertise in a major city costs anywhere from fifty thousand to
several lakhs just for preliminary appearances. Preparing the writ
petition, the compilation of documents, and the affidavits takes
time — time that costs money and time during which the freeze
continues. The bank, meanwhile, is represented by its standing
counsel, paid from the vast legal reserves that all major banks
maintain. The asymmetry of resources is crushing.

For those who cannot afford the High Court, the Debt Recovery
Tribunal offers an alternative. But the DRT system is itself a
monument to institutional failure. Established to provide swift
resolution of banking disputes, the DRTs are chronically
understaffed, burdened with astronomical dockets, and often
without a presiding officer for months at a time. A case filed in the
DRT may not receive its first effective hearing for six months to a
year. Interim applications for the lifting of account freezes can take
weeks to be heard and longer to be decided. Borrowers who file
before the DRT are often told, informally, that they should pursue
interim relief before the High Court anyway — creating a circular
trap that wastes time and money.

The Supreme Court, which has on several occasions articulated
clear principles protecting borrowers from arbitrary bank action, is
simply inaccessible to most. The cost of Special Leave Petitions, the
backlog of matters, and the sheer physical and financial weight of
Supreme Court litigation means that only the largest corporate
borrowers — the very class least deserving of sympathy in the NPA
narrative — can effectively invoke the apex court's protection. The
small borrower, the MSME owner, the individual guarantor —
they are left to navigate the lower rungs of a creaking judicial
ladder, hoping someone will hear them before it is too late.
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And here lies the cruellest irony of all: by the time any court grants
relief and orders the lifting of a freeze, the damage is often
irreversible. Customers have left. Workers have dispersed.
Suppliers have blacklisted the business. The credit bureau entry
has been made. The business has been starved of oxygen for so long
that no court order can resuscitate it. The borrower wins —
technically, legally, formally — and loses everything in practice.

The Legal Framework That Should Protect But Does Not

Indian law, both statutory and judge-made, contains within it the
seeds of meaningful borrower protection. The tragedy is that these
seeds have not been allowed to grow into an effective protective
canopy.

The Supreme Court has, in a line of cases stretching back decades,
held that public sector banks exercising coercive powers must act
fairly and with procedural propriety. In Mardia Chemicals Ltd. v.
Union of India (2004), the Supreme Court, while upholding the
constitutional validity of SARFAESI, explicitly noted that the Act's
provisions must be applied with procedural safeguards and that
borrowers must not be left without effective remedies. In
subsequent cases, courts have held that the right of set-off must be
exercised reasonably and that a bank cannot appropriate funds in
a manner that is grossly disproportionate to the debt owed.

The Contract Act and general principles of equity impose
obligations of good faith on contracting parties. Doctrines of
unconscionability, undue influence, and abuse of dominant
position — the last of these available under competition law —
offer potential avenues for challenging the one-sided account
freeze clauses that banks routinely insert into loan agreements.
Some High Courts have granted relief on these grounds.

The Consumer Protection Act, as amended in 2019, applies to
banking services. A borrower who is a 'consumer' under the Act —
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and the definition is broad enough to encompass many retail and
MSME borrowers — can approach the National Consumer
Disputes Redressal Commission or its state and district
counterparts to seek relief and compensation for deficiency in
banking service. The arbitrary freezing of an account without due
process is, on any reasonable reading, a deficiency in service.

The Information Technology Act and the Payment and Settlement
Systems Act create certain obligations around the operation of
payment systems. Where a bank's freeze prevents a borrower from
tulfilling its obligations under a payment system — bouncing
NACH mandates, dishonouring UPI transfers — there may be
additional regulatory dimensions to the wrongdoing.

Yet none of these legal avenues is easily accessible. None provides
quick relief. None comes without substantial cost. And crucially,
none creates a systemic deterrent — because even if an individual
borrower wins a case and gets damages, the bank's conduct toward
the thousands of other borrowers it has frozen that year goes
entirely unchallenged and unpunished.

The Reforms That Are Desperately Needed

The path forward requires legislative will, regulatory courage, and
judicial activism — all of which have been conspicuously absent in
the arena of borrower rights. But the need is urgent, and the
changes are not complicated.

The Reserve Bank of India must issue a comprehensive circular on
account freeze procedures. This circular must require banks to give
a minimum of 7 working days' notice before freezing any operative
account — a notice that specifies the reason for the proposed freeze,
the specific account to be affected, and the process by which the
borrower may respond. Emergency freezes — where there is a
genuine, documented risk of asset dissipation — may be permitted
without prior notice, but must be followed by a mandatory hearing
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within 48 hours and must be reported to the RBI's supervisory
division.

The SARFAESI Act must be amended to explicitly prohibit the
freezing of operative current accounts that are not themselves the
subject of the security interest being enforced. A business's
working capital account — containing third-party deposits,
customer advances, and staff salary funds — should not be frozen
merely because a separate term loan has become irregular. The
collateral damage to workers and third parties is unconscionable.

Debt Recovery Tribunals must be adequately staffed, funded, and
empowered. Every DRT must have a dedicated bench for interim
applications in account freeze matters, with a mandatory duty to
hear and decide such applications within 72 hours of filing. The
current situation — where a frozen borrower waits weeks or
months for a hearing — is intolerable.

The RBI's Banking Ombudsman mechanism must be
fundamentally reformed. Ombudsmen must be genuinely
independent, with fixed tenures, external appointment processes,
and adequate enforcement powers including the ability to award
damages for consequential losses flowing from unjustified account
freezes. Decisions of Ombudsmen must be published — not just in
anonymized summaries, but with bank-level data showing how
many complaints were filed against each bank and how many were
upheld.

Credit bureaus must be required to place a note on any borrower's
credit file indicating that an account freeze is under legal challenge.
A freeze that is subsequently found to have been unjustified must
lead to the mandatory and immediate correction of credit bureau
records, with the bank bearing the cost of notifications to all parties
who accessed the credit information during the period of the
unjustified freeze.
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Finally, punitive damages must be available against banks that
freeze accounts without due process. The current legal framework
allows courts to order the lifting of freezes and to award
consequential compensation — but compensation alone does not
deter. When a bank knows that freezing one thousand accounts
arbitrarily will generate two or three legal challenges that result in
modest compensation orders, the rational bank continues to freeze.
Only when the threat of exemplary damages enters the calculation
will bank behaviour change.

The Borrower Alone in the Dark

Let us end where we began — with the human being. Not the NPA
number in a bank's quarterly report. Not the provisioning
requirement in a balance sheet. Not the stressed asset classification
in an RBI circular. The human being.

He is the milk cooperative secretary in Gujarat who took a loan to
purchase refrigerated transport, found his account frozen after a
drought disrupted milk procurement, and spent the next two years
of his life in courtrooms in Ahmedabad while his fleet stood idle
and rusted.

She is the school owner in Odisha who mortgaged her mother's
house to take an education loan, had her account frozen when
lockdown decimated fee collections, and watched a school she built
over twenty years close its doors because she could not pay
teachers while her account was frozen.

He is the young man from a village in Bihar who scraped together
a small business loan, built a modest trading enterprise, and found
the entire edifice collapse when the bank froze his account in error
— yes, in error — and spent the next eighteen months trying to
prove to a bank that it had made a mistake.
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"The bank officer told me: go to court if you want. I have work
to do. That was it. That was the entire conversation about why
my account was frozen. Go to court if you want." — A Spice
Trader, Kerala

These are the people that the Indian banking system — the Bank
Cartel, as we have called it throughout this book — has decided are
beneath the protection of due process. These are the people who
must run to courts that cannot hear them quickly enough, pay
lawyers they cannot afford, and fight institutions that have infinite
patience because they have infinite resources.

The freezing of accounts without due process is not a minor
procedural defect in India's banking law. It is a structural injustice
— a deliberate or negligent failure of the regulatory and legal
system to protect the most vulnerable participants in the financial
ecosystem. It is, at its core, a question of power: who has it, who
lacks it, and what happens to those who lack it when those who
have it decide to act without accountability.

Conclusion — Justice Deferred is Justice Denied

India cannot build a genuinely inclusive financial system on the
foundation of arbitrary power. It cannot speak of financial
inclusion in the morning and condone the destruction of small
borrowers' financial lives in the afternoon. It cannot champion the
MSME sector in policy speeches while allowing banks to freeze
MSME accounts without notice, without hearing, and without
consequence.

The reform of account freeze procedures is not a technical banking
matter. It is a constitutional imperative. It flows directly from the
values of fairness, dignity, and due process that the Constituent
Assembly placed at the heart of the Indian Republic. It demands
the attention of legislators who have been too deferential to bank
lobby interests. It demands the active intervention of a Reserve
Bank that has too often prioritised lender stability over borrower
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rights. And it demands courts that recognise the urgency of frozen
account cases and act with the speed that justice — to be justice at
all — requires.

Until these reforms are achieved, the account freeze will remain
what it is today: a weapon of mass financial destruction, deployed
by banks against borrowers with the casual indifference of an
institution that knows it will never be held fully accountable. And
the borrower will remain what the system has made him: alone, in
the dark, running from court to court, hoping someone will listen
before there is nothing left.
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DRT Challenges to
SARFAESI Notices

Success Rates for Borrowers Proving Procedural Flaws,
Including the Critical 60% Creditor Consent Requirement

Introduction: The SARFAESI Sword and the DRT Shield

When the Securitisation and Reconstruction of Financial Assets
and Enforcement of Security Interest Act, 2002 (SARFAESI) was
enacted, it was celebrated as a landmark reform that would give
Indian banks a powerful tool to recover non-performing assets
without the slow grind of civil litigation. Two decades later, the
same tool has become one of the most feared instruments of
financial coercion wielded against India's borrowing class.

Banks have learned that a SARFAESI notice — particularly under
Section 13(2) — can compel compliance, settlement, or capitulation,
even when the underlying NPA classification is questionable, the
process is flawed, or the creditor consortium has not followed
mandatory legal requirements. For millions of Indian borrowers,
receipt of a SARFAESI notice signals not a legal process to be
contested but an existential threat to be surrendered to.

This essay challenges that resignation. The Debt Recovery Tribunal
(DRT) is not merely a rubber stamp for bank enforcement actions
— it is a judicial forum with real power to scrutinise, stay, and set
aside SARFAESI notices that fail to meet the Act's stringent
procedural requirements. Borrowers who understand these
requirements, and who challenge non-compliance systematically,
win at the DRT with remarkable frequency.
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This essay is a practical guide to that challenge — the legal
framework, the common procedural violations, the 60% creditor
consent battleground in consortium lending, the mechanics of a
DRT challenge, and the documented success stories that prove the
system can be made to work for borrowers.

Understanding SARFAESI: The Architecture of Enforcement
What SARFAESI Allows Banks to Do

SARFAESI grants secured creditors extraordinary extra-judicial
powers to recover dues from borrowers classified as non-
performing. The enforcement cascade works as follows:

1. Section 13(2) Notice: The secured creditor issues a demand
notice requiring the borrower to discharge the full liability
within 60 days.

2. Section 13(4) Action: If the borrower fails to comply within 60
days, the creditor may take possession of secured assets, take
over management, appoint a manager, or direct any person
holding money for the borrower to pay it directly to the
creditor.

3. Section 14 Application: For physical possession, the creditor
approaches the Chief Metropolitan Magistrate or District
Magistrate.

4. Sale of Assets: Following possession, the asset is sold through
a public auction process governed by the SARFAESI Rules.

Critically, this entire process can occur without a court order,
without judicial oversight, and — as borrowers frequently discover
— without strict adherence to the procedural safeguards that
Parliament built into the Act.

Section 17: The Borrower's Statutory Right to Challenge

Section 17 of SARFAESI provides the primary legal remedy for
borrowers: the right to file an application before the Debt Recovery
Tribunal within 45 days of any action taken under Section 13(4).
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The DRT has the power to examine whether any action taken by
the secured creditor is in accordance with the provisions of the Act,
and to restore possession or compensate the borrower if the action
is found to be illegal.

Importantly, the Supreme Court in Mardia Chemicals Ltd. v.
Union of India (2004) upheld the constitutional validity of
SARFAESI but specifically confirmed that the DRT review under
Section 17 must be a genuine, substantive review — not a mere
formality. Banks cannot invoke SARFAESI as an unassailable
weapon; the DRT exists to ensure they follow the law.

Section 13(2) Notice Requirements: Where Banks Routinely Fail

A Section 13(2) notice is not a simple demand letter. It must satisfy
a checklist of legal requirements, each of which has been clarified
and enforced by courts across India. Banks, operating at scale and
often through administrative processes disconnected from legal
scrutiny, frequently issue defective notices. Each defect is a
potential ground for DRT challenge.

The Mandatory Contents of a Valid Section 13(2) Notice

e Specific demand amount: The notice must state the exact
amount due — principal, interest, and charges — as of the date
of the notice. A vague or approximate figure renders the notice
defective.

e Identification of secured assets: All secured assets against
which enforcement is proposed must be described with
specificity. Banks often issue omnibus notices without
identifying assets precisely.

e Nature of default: The notice must specify the nature of the
default — interest arrears, principal overdue, breach of
covenant — not merely state that the account is NPA.

e Proper authorisation: The notice must be issued by an
authorised officer as defined under Section 2(f) of the Act.
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Notices signed by officials without proper board authorisation
or delegation of power are legally void.

60-day opportunity: The 60-day period must be computed
correctly from the date of service, not the date of dispatch.
Banks frequently miscalculate the limitation period.

Common Procedural Violations Documented in DRT Cases

A review of DRT orders across Delhi, Mumbai, Chennai, and

Kolkata reveals consistent patterns of bank non-compliance:

Wrong account statement: The amount stated in the notice does
not match the account statement provided, or the account
statement itself contains mathematical errors.

Failure to serve all borrowers: In joint loan accounts or multi-
party agreements, individual notices must be served on each
borrower separately. A single notice addressed to the company
without separate service on guarantors is defective.

Notice issued before NPA classification: Some banks, in their
eagerness to enforce, issue Section 13(2) notices before the
account has been formally classified as NPA in the bank's
records — a fundamental legal infirmity.

Inclusion of time-barred debts: Banks sometimes include in
their SARFAESI demand amounts that are legally time-barred
under the Limitation Act, 1963. This contaminates the notice
and can be a ground for challenge.

No prior notice in restructuring cases: Where a loan was
restructured under RBI guidelines, some courts have held that
banks must issue a fresh default notice before invoking
SARFAESI rather than relying on pre-restructuring defaults.

312



The 60% Creditor Consent Requirement: The Most Powerful
Challenge in Consortium Lending

For borrowers with consortium lending arrangements — which
includes virtually all medium and large corporate borrowers in India —
the 60% creditor consent requirement is arquably the single most
powerful and frequently overlooked ground for challenging SARFAESI
enforcement.

The Legal Basis: Section 13(9) of SARFAESI

Section 13(9) of SARFAESI provides that where a borrower has
created a security interest in favour of more than one secured
creditor, no individual creditor can enforce that security interest
unless creditors representing not less than 60% of the amount
outstanding agree to the enforcement action.

This provision reflects Parliament's recognition that in consortium
lending, where multiple banks share security over the same assets,
unilateral action by one bank can destroy value for all creditors —
and, more importantly, can destroy the borrower's viable business
enterprise on the basis of one aggressive bank's decision rather
than a collective commercial judgment.

How Banks Circumvent the 60% Requirement

Banks employ several strategies to bypass or ignore the 60%
consent requirement:

e Artificial majority construction: A lead bank with 55%
exposure may seek to bring in a smaller bank holding 6% to
manufacture the 60% threshold, even where that smaller bank
has no genuine independent view on enforcement.

e Separate security enforcement: A bank holding a separate,
exclusive security (not pari passu) may argue that Section 13(9)
does not apply to that specific security, allowing unilateral
enforcement of one asset even while the 60% threshold is not
met for consortium assets.
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Post-hoc consent: Banks obtain written consent from
consortium members after issuing the notice, and argue that
consent at the time of actual enforcement action (not notice)
suffices.

Procedural non-service: Some banks simply issue the notice

without documenting consent at all, relying on the borrower's
ignorance of the 60% requirement to proceed unchallenged.

Judicial Treatment of the 60% Requirement

Courts have consistently held that the 60% consent requirement is

not a procedural technicality but a substantive condition precedent

to enforcement. In Transcore v. Union of India (2007), the Supreme

Court confirmed the primacy of creditor consent mechanisms in

consortium situations. Multiple High Courts have quashed
SARFAESI actions where the lead bank could not demonstrate
valid 60% consent at the time of issuing the Section 13(2) notice.

Key judicial principles established in DRT and High Court

jurisprudence include:

Consent must precede the notice, not follow it. Post-hoc
ratification by the consortium does not cure a defective notice.

The 60% is calculated on outstanding amounts, not on original
loan sanctioned amounts or the number of lenders.

A bank that assigns its debt to an ARC after the notice is issued
cannot retroactively cure a consent deficiency by the ARC
becoming the 60% holder.

Where consent is obtained through duress or where a
consortium member objects to enforcement and its objection is
overridden without proper procedure, the entire enforcement
action is tainted.
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DRT Jurisdiction, Timelines, and Tactical Approach

4.1 Filing Under Section 17: Jurisdiction and Limitation

The application under Section 17 must be filed before the DRT

within whose jurisdiction:

e The cause of action arises (i.e., where the SARFAESI action was
taken, or where the secured asset is located), or

e The borrower carries on business or the defendant bank's
branch is located.

The 45-day limitation period under Section 17(1) runs from the date
of the Section 13(4) action — not the date of the Section 13(2) notice.
This is a critical distinction: borrowers who receive the Section
13(2) notice do not need to rush to the DRT immediately; they have
60 days to respond to the notice and a further 45 days from any
subsequent enforcement action. However, waiting is strategically
inadvisable — early DRT intervention can obtain a stay on the
entire enforcement process.

Application for Stay: The Critical First Relief

Upon filing under Section 17, the DRT can grant interim relief
staying the enforcement action pending final hearing. To obtain a
stay, the borrower must demonstrate a prima facie case of
procedural violation, irreparable harm if enforcement proceeds
(destruction of business enterprise), and balance of convenience in
favour of stay.

Courts have consistently recognised that the sale of a secured asset
at a distressed price through SARFAESI auction causes irreparable
harm that cannot be undone by subsequent monetary
compensation. This makes the balance of convenience argument
particularly strong for borrowers seeking stays.
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Realistic Timelines at DRT

Borrowers should plan for the following approximate timelines at
DRT:

Interim stay application: Typically heard within 2-4 weeks of
filing, often on the first hearing date if urgency is
demonstrated.

Final disposal: DRT proceedings under Section 17 are intended
to be disposed of within 60 days under Section 17(7), but in
practice take 6 months to 2 years depending on the DRT's
docket.

Appeal to DRAT: Appeals under Section 18 to the Debt
Recovery Appellate Tribunal must be filed within 30 days, and
typically require deposit of 50% of the debt amount as pre-
deposit (subject to the DRAT's discretion to reduce this
requirement in appropriate cases).

How to Identify Procedural Flaws: A Systematic Checklist

The following checklist should be applied to every SARFAESI
notice received by a borrower. Each item represents a potential

ground for DRT challenge:

Pre-Notice Compliance Checks

Has the account been formally classified as NPA in the bank's
books? Request the classification date in writing.

Was the 90-day (or applicable) overdue period correctly
computed? Are there any credits, adjustments, or payments
that should have interrupted the NPA clock?

Has the bank complied with any applicable loan restructuring
or resolution plan obligations before being classified as NPA?
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Notice Content Checks

Does the notice state the exact amount due? Cross-check
against the most recent account statement.

Are all secured assets described with sufficient specificity? Are
there assets mentioned in the notice that are not covered by the
security documents?

Is the notice signed by an authorised officer? Verify the
signatory's designation and authority.

Has the notice been served on all borrowers, co-borrowers, and
guarantors individually?

Consortium-Specific Checks

How many lenders are in the consortium? What is the issuing
bank's percentage of outstanding debt?

Has the issuing bank obtained written consent from
consortium members holding at least 60% of outstanding debt
before issuing the notice?

Was the 60% computed on outstanding amounts as of the date
of consent, or on some other basis?

Have any consortium members objected to enforcement? Is
there documentary evidence of any dissent?

Documentation Required for a DRT Challenge

A well-documented DRT application is the foundation of a

successful challenge. The following documents should be obtained
and preserved:

Original loan sanction letters, agreement documents, and all
security creation documents (mortgage deed, hypothecation
agreement, guarantee documents).

Complete account statements from the date of first
disbursement, showing all credits, debits, interest charges, and
penal charges.
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e All correspondence with the bank including restructuring
proposals, repayment rescheduling requests, and any
acknowledgment of partial payments.

e The original Section 13(2) notice with postal envelope (to prove
date of service, not date of dispatch).

e In consortium cases: the consortium agreement, the Joint
Lenders' Forum (JLF) meeting minutes, and any inter-creditor
agreement that specifies the consent mechanism.

e Evidence of business viability: audited financial statements,
current order books, projections, and any independent
valuation of secured assets showing they are worth more than
the outstanding debt.

Success Stories: When Borrowers Win at the DRT

Contrary to the popular narrative that SARFAESI enforcement is
unstoppable, there is a significant and growing body of DRT
decisions where borrowers have successfully challenged and
quashed SARFAESI notices. The following case patterns represent
the most productive categories of successful challenge:

The Improper Authorisation Win

In multiple DRT cases across India, borrowers have successfully
argued that the Section 13(2) notice was issued by an officer who
lacked proper authorisation under the bank's board resolution or
the specific delegation of powers applicable to SARFAESI
enforcement. DRTs have held that authorisation under SARFAESI
must be explicit and documented — general banking
authorisations do not suffice. Where the borrower can show that
the signatory did not hold the specific 'authorised officer'
designation required under Section 2(f), the notice falls.

The 60% Consent Failure Win

Several borrowers in consortium lending arrangements have
successfully obtained stays and final relief at DRT by
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demonstrating that the 60% consent threshold was not met at the
time of notice issuance. In one emblematic case from the Delhi
DRT, a manufacturing company with consortium exposure across
six banks successfully challenged a SARFAESI notice issued by the
lead bank holding 48% exposure. The lead bank had obtained post-
hoc letters from two smaller banks, but the DRT held that this post-
hoc consent could not cure the fundamental defect of notice
issuance without prior 60% consent. The enforcement proceedings
were quashed.

The Time-Barred Debt Win

Where a bank has included in its SARFAESI demand amounts that
are time-barred under the Limitation Act — particularly older
tranches of interest or principal — borrowers have successfully
argued that the notice demand is inflated and legally defective.
Courts have held that SARFAESI cannot be used to revive time-
barred debts, and notices that include such debts in the total
demand are rendered partially or wholly invalid depending on the
extent of the contamination.

The Account Statement Mismatch Win

In cases where borrowers have kept meticulous records of all
payments made to the bank, and where those payments are not
reflected in the bank's account statement attached to the SARFAESI
notice, DRTs have consistently granted relief. The bank's obligation
to maintain accurate accounts is fundamental, and a notice based
on a demonstrably incorrect account statement goes to the root of
the enforcement action.

Conclusion: The DRT as an Instrument of Genuine Justice

The SARFAESI Act is not, as banks frequently present it to be, a
one-way street to asset recovery. It is a statute with precise
procedural requirements, a robust challenge mechanism in the
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DRT, and a body of judicial interpretation that has consistently
held banks accountable for non-compliance.

The single greatest cause of borrower loss in SARFAESI
proceedings is not legal weakness — it is ignorance. Borrowers
who receive Section 13(2) notices frequently capitulate, settle on
unfavourable terms, or simply fail to respond, unaware that the
notice itself may be legally defective, that the 60% consent
requirement may not have been met, or that the DRT can provide
effective relief within weeks of filing.

Every borrower who receives a SARFAESI notice should treat it as
an invitation to challenge, not a command to surrender. The
procedural checklist in this essay is the starting point of that
challenge. The DRT is the forum. And the law, properly
understood and deployed, is on the side of the borrower who has
been subjected to a defective enforcement process.

Key Takeaways for Borrowers

1. Every SARFAESI notice must meet strict procedural
requirements — treat any notice as defective until verified
otherwise.

2. In consortium lending, the 60% consent requirement under
Section 13(9) is a mandatory pre-condition — not a technicality.

3. Section 17 of SARFAESI gives borrowers a statutory right to
challenge enforcement before the DRT — use it.

4. Document everything: account statements, payments,
correspondence, and consortium meeting minutes.

5. Apply for an interim stay at DRT immediately upon filing —
enforcement can be halted while the challenge proceeds.

6. Borrowers win DRT cases regularly — the law is not only on
the bank's side.
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Fraud, Unilateral NPA and
The Guarantor's Rights

Wrongful NPA Declaration, Bank Officer Fraud,
High Court Rescission and the Law of Limitation

Abstract.

Essay 12 examined the DRT framework from the bank's enforcement
perspective. This companion essay inverts the lens entirely. It addresses
the guarantor who faces a SARFAESI notice that is tainted by a unilateral
NPA declaration made without following due procedure, by fraud or
collusion on the part of bank officers, by an NPA classification
subsequently rescinded by the High Court, or by the bank's attempt to
revive proceedings after years of inaction following such rescission. In
each scenario, the law does not leave the guarantor without remedy. This
essay maps those remedies with precision: the available forums, the legal
grounds to invoke, the relief that can be claimed, and — critically — the
steps a guarantor must take to convert a bank's wrongdoing into a legally
enforceable advantage. The analysis draws on the Indian Contract Act,
1872, the SARFAESI Act, 2002, the RDDBFI Act, 1993, the Limitation
Act, 1963, and key Supreme Court and High Court decisions. A remedies
matrix and a ten-step action guide are provided for practical use.

Introduction

A guarantee is a contract of the highest trust. When a guarantor
signs, the law presumes that the principal debtor is genuinely
indebted, that the creditor has dealt fairly, and that the underlying
loan transaction is free of vitiating elements. Where these
presumptions are violated — where the bank classifies an account
as NPA without notice, where a bank officer has colluded with the
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borrower to fabricate records, or where a court of competent
jurisdiction has already struck down the NPA classification — the
law shifts. The guarantor is no longer a passive defendant. The law
gives the guarantor both a shield and a sword.

This essay addresses four distinct wrongdoing scenarios that
guarantors in SARFAESI proceedings frequently encounter. Each
is legally distinct and calls for a different primary remedy, though
the scenarios often overlap in practice. A guarantor who has
suffered a unilateral NPA declaration stands on different ground
from one who has evidence of fraud by a bank officer. A guarantor
who holds a High Court order rescinding the NPA has additional
leverage than a guarantor still litigating. And a guarantor facing a
revived SARFAESI action years after HC rescission has a
powerful limitation defence that the other three categories may not.

The essay proceeds scenario by scenario, identifies the controlling
legal provisions, examines the judicial treatment, and outlines the
available concrete remedies. It closes with a ten-step action guide
and a remedies matrix designed for use by guarantors and their
legal advisers

Unilateral NPA Declaration: The Guarantor's Shield
What Constitutes a Unilateral NPA Declaration

An NPA declaration is not a mere internal accounting
classification. It is the trigger for a cascade of legal consequences —
reporting to CIBIL, registration on CERSAI, issuance of Section
13(2) notices, and ultimately auction of secured assets. The RBI
Master Circular on Income Recognition, Asset Classification and
Provisioning prescribes detailed norms for NPA classification: 90-
day overdue threshold, sub-standard/doubtful/loss sub-
categories, and the requirement of objective criteria. A declaration
made without following these norms — particularly one made
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without issuing a prior notice to the borrower or guarantor and
considering their reply — is vulnerable to challenge.

The requirement of a reply opportunity before adverse action flows
from the principles of natural justice embedded in Section 13(3A)
of SARFAESI, which mandates that the bank must consider the
borrower's representation made within 15 days of a Section 13(2)
notice before proceeding to Section 13(4) measures. Where the bank
acts upon the Section 13(2) notice without waiting for or
considering the reply, or where the NPA declaration itself was
never communicated to the guarantor, the foundation of the
SARFAESI action is legally flawed.

Legal Grounds Available to the Guarantor

The guarantor's remedies on this ground are grounded in several
independent legal sources:

e Section 133, Indian Contract Act, 1872: Any variance in the
terms of the principal contract made without the guarantor's
consent discharges the guarantor. An NPA declaration that
changes the character of the debt — by adding penal interest,
charges, or reclassifying it — without notice to the guarantor
may constitute a variance.

e Section 139, Indian Contract Act, 1872: Where the creditor
does any act that is inconsistent with the rights of the
guarantor, or omits to do an act which duty requires, and the
eventual remedy of the guarantor against the principal debtor
is thereby impaired, the guarantor is discharged.

e Section 17, SARFAESI Act: The guarantor, as a person
aggrieved by measures taken under Section 13(4), has standing
to file a DRT application challenging the validity of the NPA
declaration itself as a preliminary ground.

e Articles 14 and 21, Constitution of India: The Supreme Court
in Mardia Chemicals v. Union of India (2004) confirmed that
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even statutory creditor action must conform to the principles of
fairness. Arbitrary or capricious NPA classification without
notice offends Article 14.

The DRT as Primary Forum

The DRT is the first and mandatory forum for a guarantor
challenging a SARFAESI action based on a unilateral NPA
declaration. The amended Section 17 (post-2016) requires the
application to be filed within 45 days of the measure complained
of, before the DRT within whose jurisdiction the secured asset lies.
The DRT can, upon being satisfied that the NPA declaration was
procedurally defective:

e Stay all auction and possession proceedings pending the final
hearing

e Direct the bank to produce the internal NPA classification file
and the officer's noting

e Pass an order restoring the account status pending
regularisation

e Award costs against the bank where the challenge succeeds

Practical Note: A guarantor filing under Section 17 on this ground
must carry the NPA notice, loan account statement, proof of any
payment made, and correspondence with the bank. The DRT will
require the bank to justify the classification date and procedure.
Where the bank cannot produce evidence of a duly constituted
NPA sanction note following RBI norms, the classification is
vulnerable.
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Fraud by Bank Officers:
When Wrongdoing Becomes a Criminal Matter

Nature of Bank Officer Fraud in the SARFAESI Context

Fraud in the SARFAESI context takes several forms: fabrication or
tampering of loan documents, collusion between a bank officer and
the borrower to create fictitious security interests,
misrepresentation in appraisal or valuation reports, concealment of
the guarantor's payments or objections in the bank's records, and
— in the most egregious cases — initiating SARFAESI proceedings
against a guarantor on a debt that has already been settled or
restructured but is fraudulently shown as outstanding.

Fraud vitiates ab initio. A SARFAESI notice issued on the
foundation of a fraudulent NPA declaration or a fabricated loan
account is void, not merely voidable. The guarantor who can
establish this is entitled to full discharge and to consequential civil
and criminal remedies against the concerned officers.

Criminal Remedies

The criminal law framework available to a defrauded guarantor is
substantial:

e IPC Section 420 (Cheating): Where a bank officer has induced
the guarantor to believe that the loan is outstanding when it is
not, or has fabricated documents to show a larger outstanding
than is true.

e IPC Sections 467 and 468 (Forgery): Where loan documents,
security creation records, or account statements have been
forged or fabricated.

e Prevention of Corruption Act, 1988: Where the bank officer has
received a bribe from the borrower in exchange for the
fraudulent action.
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e Banking Regulation Act, Section 46: Imposes criminal liability
on directors and officers of banking companies for false returns,
misrepresentations, and wilful omissions.

The guarantor should file a detailed written complaint addressed
simultaneously to: (i) the bank's Chief Vigilance Officer, (ii) the
Reserve Bank of India's Banking Ombudsman, (iii) the Central
Bureau of Investigation (Economic Offences Wing) or the State
Economic Offences Wing, and (iv) the local jurisdictional police
where the fraud was committed. Filing in multiple forums
simultaneously creates a documentary record and prevents the
bank from suppressing the complaint administratively.

Civil and DRT Remedies

Parallel to the criminal route, the guarantor must file before the
DRT, invoking the fraud as a ground for discharge. The Supreme
Court in United Bank of India v. Satyawati Tondon (2010) held that
while High Court writ jurisdiction is ordinarily excluded in
SARFAESI matters where DRT is an adequate alternative, the
position is different where the foundational transaction is vitiated
by fraud. In fraud cases, the High Court retains jurisdiction under
Article 226 to intervene at a preliminary stage.

The civil remedy of a suit for damages is also available. A
guarantor who suffers business loss, reputational damage, or credit
denial as a direct consequence of a fraudulent SARFAESI action can
sue the bank and the concerned officers personally for damages
under the law of torts (malicious prosecution, abuse of process,
injurious falsehood) and under Section 73 of the Indian Contract
Act.
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Critical Warning: Evidence of fraud must be preserved
immediately. Bank documents, internal emails (obtainable under
RTI), valuation reports, and account statements are susceptible to
tampering once the bank becomes aware of a challenge. The
guarantor's counsel should apply for preservation orders before
the DRT or High Court at the very first hearing.

High Court Rescission of NPA / SARFAESI Action

The Legal Effect of an HC Order of Rescission

When a High Court quashes an NPA classification or a SARFAESI
notice, the legal effect is retrospective and total. The NPA
declaration is treated as never having been made. The Section 13(2)
notice is void. All measures taken pursuant to it — possession,
auction steps, CERSAI entries — must be undone. This is not a
merely procedural consequence: it means that the guarantor stands
as if the bank had never issued the notice, and all rights that
accrued to the guarantor in the interim — including the right to be
free of adverse credit reporting — are restored.

The High Court's order is binding on the bank by virtue of Article
215 of the Constitution (every High Court is a court of record) and
the Contempt of Courts Act, 1971. Any action by the bank that is
inconsistent with the HC order — including continued adverse
CIBIL reporting, retention of possession, or issuance of a fresh
notice on the same grounds — constitutes contempt.

What the Guarantor Must Do Immediately After HC Rescission

An HC order of rescission, though powerful, does not self-execute.
The guarantor must take active steps to enforce it:

e Serve certified copies: The certified copy of the HC order must
be served on the bank's Nodal Officer for SARFAESI matters,
the Branch Manager, the Zonal Recovery Officer, and the DRT
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where any Section 17 proceedings are pending. Proof of service
must be documented.

e Apply for CIBIL/CERSAI correction: File a formal written
application with the bank's Data Quality Cell (mandated by
RBI) for immediate correction of the credit bureau entry. If the
bank fails to act within 30 days, the Reserve Bank of India's
Banking Ombudsman has jurisdiction to compel correction.

e Apply for restoration of possession: If the bank has taken
symbolic or physical possession of the secured asset, the HC
order creates an immediate right to restoration. Where the bank
resists, a contempt petition before the same High Court is the
remedy.

e File for consequential damages: The guarantor who has
suffered business disruption, lost tenants, or been denied credit
during the period of the wrongful NPA/SARFAESI action is
entitled to damages. A quantified claim must be filed before the
DRT or civil court within the applicable limitation period.

The Contempt Route: A Powerful Lever

Where the bank, despite the HC order, continues to treat the
account as NPA, issues a fresh notice on the same grounds, or fails
to restore the guarantor's credit record, a contempt petition before
the High Court is the most potent available remedy. Contempt
proceedings can result in personal liability of the bank's officers
(including the CMD and the recovery officer concerned), fines, and
incarceration. The threshold for initiating contempt is the wilful
disobedience of a clear court order — a standard easily met where
the bank has been served with a certified copy and continues to act
in defiance.
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Strategic Note: The guarantor should ensure the HC order is
framed in the widest possible terms — not merely quashing the
notice but expressly directing the bank to remove adverse credit
entries and restore all rights. A broadly framed order is far easier

to enforce through contempt than a narrowly drafted one.

Time-Lapse After HC Rescission:
The Law of Limitation as Sword

The Problem: Bank Attempts Revival After Years

A scenario that recurs with troubling frequency in practice: the
bank issues a SARFAESI notice, the guarantor successfully
challenges it before the High Court, the HC rescinds the NPA, and
then — after a gap of several years — the bank issues a fresh Section
13(2) notice on the same debt, claiming that the earlier rescission
only set aside the procedure, not the underlying liability, and that
it is entitled to start afresh.

This argument, while superficially plausible, confronts formidable
legal obstacles. The Limitation Act, 1963, does not stand still while
the bank reconsiders its strategy. The law of limitation exists
precisely to protect parties from the revival of stale claims, and the
guarantor who understands this has a powerful defensive weapon.

Article 137 of the Limitation Act: The Residuary Provision

Article 137 of the Limitation Act prescribes a three-year limitation
period for any application for which no other period is prescribed.
Where a bank seeks to issue a fresh SARFAESI notice after the HC
rescission of the earlier one, the question is: from what date does
the clock run?

The Supreme Court in Balkrishna Rama Tarle v. Phoenix ARC Pot.
Ltd. (2022) held that the right to enforce a security interest under
SARFAESI is subject to the law of limitation, and that the period
runs from the date on which the right to enforce first accrued —
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typically the date of default. Where the bank has allowed years to
pass since the default and the HC rescission without taking fresh

steps, and the three-year period has elapsed from the original
default date, a fresh SARFAESI notice is barred.

Section 14 of the Limitation Act: Exclusion of Proceedings

Section 14 of the Limitation Act provides for the exclusion of time
spent in prior proceedings in computing the limitation period, but
only where the prior proceedings were prosecuted bona fide and in
a court of competent jurisdiction. Where the bank argues that the
time consumed in the HC proceedings should be excluded in its
favour when calculating whether a fresh SARFAESI action is
within limitation, the guarantor can counter that the bank cannot
claim the benefit of Section 14 for proceedings that were themselves
found to be procedurally defective or vitiated by wrongdoing.

Effect of Limitation on the Guarantee Itself

A guarantee is a contract. Like any contract, it is subject to the
Limitation Act. Under Article 55 (suit for breach of contract) and
Article 137, the right to enforce a guarantee lapses if not exercised
within the prescribed period from the date of default. A bank that
has obtained an HC rescission, done nothing for three or more
years, and then sought to re-issue a SARFAESI notice faces not only
the limitation bar on the SARFAESI action but potentially a
limitation bar on enforcing the guarantee itself.

The guarantor's counsel should, in response to any such belated
fresh notice, immediately file a Section 17 DRT application raising
the limitation bar as a preliminary objection. If the limitation bar is
established, the DRT can dismiss the bank's underlying claim
without even examining the merits of the debt.
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Evidentiary Note: The guarantor must preserve evidence of the
original default date, the HC order and its date, and all
correspondence from the bank in the intervening period. A gap
in bank communication after the HC rescission is itself evidence
of laches and supports the limitation argument.

Remedies Matrix: Wrongdoing, Forum, and Relief

The table below consolidates all four scenarios, the applicable legal
grounds, the correct forum, and the range of reliefs available to the

guarantor.

Wrongdoing Primary Forum Immediate Final Relief
Legal Relief
Ground
Unilateral NPA Violation | DRT under Sec. Stay of Discharge of
(no notice/ of RBI 17 / High SARFAESI guarantor;
procedure) Master Court under measures; damages;
Circular; Art. 226 quashing of NPA
breach of Sec. 13(2) rescission
natural notice
justice
Fraud by bank IPC Sec. Criminal FIR / CBI Criminal
officer 420, 467, complaint to referral; prosecution;
(collusion/ 468; CBI/Police; injunction full
fabricated Banking Civil suit; DRT against discharge;
records) Regulation auction compensation
Act;
tortious
liability
High Court Binding Same HC Contempt Restoration
rescission of HC order; (Contempt); petition; stay of credit
NPA / contempt DRT for of further standing;
SARFAESI if bank consequential | proceedings | damages for
action persists relief continuation
Time-lapse after | Limitation DRT / Civil Application Bar on fresh
HC rescission Act 1963 Court for SARFAESI
(limitation issue) | Sec.5;Sec. | depending on | condonation; | proceedings;
14 relief sought preservation | compensation
exclusion; of evidence for delay
Art. 137
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Ten-Step Action Guide for the Guarantor

The following guide translates the legal framework into an
actionable sequence for a guarantor who has received a wrongful
SARFAESI notice or who holds an HC rescission order that the

bank is not honouring.

Step Action Legal Basis Timeline
1 Obtain and preserve | Evidence Act; Right to Immediately on
all loan documents, Information Act, 2005 receipt of notice
NPA notice,
correspondence
2 File RTI application to RTI Act, 2005; RBI Within 7 days of
bank for loan account Master Direction on notice
statement, internal Transparency
classification records,
and officer
communications
3 Verify NPA RBI Master Circular Within 15 days
declaration procedure on Income
— check if Sec. 13(3A) Recognition & Asset
reply was considered; Classification
confirm RBI NPA
norms compliance
4 File Section 17 SARFAESI Sec. 17; 45- Within 45 days of
application before day outer limit from Sec. 13(4) measure
DRT of jurisdiction date of measure
(asset location); seek
stay and deposit as
directed
5 If fraud suspected: IPC Sec. 420, 467, 468; Concurrent with
lodge complaint with PC Act; Banking Step 4
bank's Vigilance / Regulation Act Sec. 46
CMD; simultaneously
file complaint with
CBI / EOW
6 File writ petition Art. 226 Constitution; As advised by
before High Court if Celir LLP v. Bafna counsel — no fixed
DRT remedy is Motors (SC 2023) limit but act
inadequate or if fraud promptly
vitiates entire
proceedings

332




7 On obtaining HC Contempt of Courts Within 48 hours of
order of rescission: Act, 1971; binding HC order
serve certified copy nature of HC orders

on bank's Nodal
Officer, CMD, and
DRT
8 File for consequential | Sec.17/19 SARFAESI; | Within 30 days of
relief: removal from Consumer Protection HC rescission
CIBIL/CERSAT; Act 2019; tort of
restoration of credit injurious falsehood
standing; damages
9 If bank re-initiates Limitation Act Sec. 5, Immediately on re-
proceedings post Art. 137; Contempt of initiation
rescission without Courts Act
fresh default: file
contempt + limitation
bar plea
10 Claim damages for Law of torts; Contract Civil suit within 3
loss of business, Act Sec. 73; Consumer years of cause of
reputation, credit Protection Act action
denial caused by
wrongful
NPA/SARFAESI
Conclusion

The law does not treat the guarantor as a silent victim of the bank's
wrongdoing. The Indian Contract Act arms the guarantor with
discharge rights when the creditor acts inconsistently with the
guarantee's terms. SARFAESI's own Section 17 provides the forum.
The Constitution ensures that arbitrary and fraudulent state action
— including by public sector banks — is judicially reviewable. And
the Limitation Act, often overlooked in SARFAESI litigation,
operates as a quiet but final barrier against the revival of stale or
judicially condemned claims.

What the law requires of the guarantor is speed, documentation,
and strategic sequencing. The 45-day window for Section 17, the
30-day window for serving HC orders, and the three-year
limitation clock all demand that the guarantor act promptly and on
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legal advice from the moment a wrongful notice is received. A
guarantor who acts quickly, preserves evidence, files in the correct
forum, and secures the widest possible court orders will find that
the very wrongdoing of the bank — whether procedural,
fraudulent, or temporal — has converted a position of apparent
vulnerability into one of legal strength.
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High Court Reach Against

Bank Overreach

Abstract

This essay examines the doctrine of judicial intervention by India’s High
Courts against unlawful and disproportionate actions by banks and
financial institutions, with particular focus on the rights of borrowers and
personal guarantors under India’s constitutional and statutory
framework. Drawing upon the writ jurisdiction under Article 226 of the
Constitution of India, the principles of natural justice, and the requlatory
architecture established by the Reserve Bank of India, the essay analyses
how courts have both protected and — critically — failed to adequately
protect vulnerable borrowers against institutional overreach. The essay
further explores the systemic inadequacies of India’s debt recovery
framework, including chronic delays before Debt Recovery Tribunals,
barriers to legal access faced by small borrowers, and the disproportionate
legal vulnerability of personal guarantors. Beyond the legal analysis, the
essay situates these failures within their broader socioeconomic context,
demonstrating that the inability of courts to provide timely and effective
relief to distressed borrowers has measurable consequences for
employment, entrepreneurship, and India’s wider economic health. The
essay concludes with a call for structural reform — legislative, judicial,
and requlatory — to restore the constitutional promise of equal protection
to every borrower in India.

Keywords: Bank QOverreach, Article 226, SARFAESI Act, NPA
Classification, Personal Guarantors, Debt Recovery Tribunals, Consumer
Protection, Natural Justice, Economic Impact, Judicial Reform
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Narrative Abstract

Every day in India, a small business closes not because it failed the market,
but because the bank failed it. Every week, a guarantor loses a home they
built over a lifetime — for a loan they never took, for a default they could
not prevent, in a court proceeding they could not afford. And every year,
the courts that were meant to be their refuge deliver justice too slowly, too
expensively, and too late.

This is the story of a system stretched between promise and reality. Of a
Constitution that guarantees equality and courts that are overwhelmed.
Of banks that overreach and tribunals that cannot keep pace. And of
millions of Indians — borrowers, guarantors, farmers, small
entrepreneurs — caught in the middle, paying the price not just in money,
but in livelihoods, in dignity, and in hope.

Introduction

India’s banking sector is the circulatory system of its economy. It
channels savings into investment, transforms deposits into
enterprise, and converts aspiration into action. When it functions
well, it is the engine of growth — creating jobs, funding innovation,
and lifting millions out of poverty. When it malfunctions — when
it overreaches, when it acts with impunity, when it treats
borrowers as adversaries rather than partners — the damage
radiates far beyond the balance sheet.

The relationship between a bank and its borrower is, in theory, a
commercial contract between consenting parties. In practice, it is
anything but equal. Banks draft the contracts. Banks set the interest
rates. Banks define the events of default. Banks trigger the recovery
process. And when a borrower falters — often through no fault of
their own, often in the wake of economic disruption, natural
calamity, or simple misfortune — banks are equipped with a
formidable legal arsenal to pursue recovery with speed,
aggression, and institutional authority.
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Against this institutional power, the borrower’s primary shield is
the law — the Constitution’s guarantee of equality, the principles
of natural justice, the regulatory framework of the Reserve Bank of
India, and above all, the writ jurisdiction of the High Court under
Article 226. For decades, India’s High Courts have served as the
last line of defence for borrowers whose rights have been trampled
by banks acting beyond the law. They have struck down unlawful
SARFAESI notices, restored wrongly classified NPA accounts,
protected guarantors from disproportionate action, and
condemned the harassment of recovery agents.

But the judicial shield, while real, is imperfect. It is slow. It is
expensive. It is inaccessible to millions. And it's very inadequacy
— the gap between the constitutional promise and the judicial
reality — has costs that extend far beyond the courtroom. When
borrowers cannot get timely relief, businesses collapse. When
entrepreneurs cannot access fair credit, employment stagnates.
When guarantors are stripped of their assets without due process,
the social fabric of trust that underpins economic activity is torn.

This essay tells that full story — the reach of the High Courts
against bank overreach, the systemic failures that limit that reach,

and the urgent need for reform.

The Anatomy of Bank Overreach:
How Banks Transgress

Coercive Recovery — The Weaponization of Legal Process

The Securitisation and Reconstruction of Financial Assets and
Enforcement of Security Interest Act, 2002 — the SARFAESI Act —
was conceived as a pragmatic solution to India’s mounting
problem of non-performing assets. By allowing secured creditors
to take possession of collateral without court intervention, it was
intended to reduce the burden on the judicial system and accelerate

337



the resolution of bad loans. In the hands of banks acting in good
faith and within the law, it serves this purpose reasonably well.

In the hands of banks acting in haste, in bad faith, or with
institutional indifference to procedural requirements, it has
become an instrument of oppression. Banks have issued defective
demand notices under Section 13(2) — notices that specify
incorrect amounts, are addressed to wrong persons, or are served
at addresses that no longer correspond to the borrower’s place of
residence or business. They have taken physical possession of
properties without following the Security Interest (Enforcement)
Rules, 2002. They have appointed receivers and valuation agents
without transparency. They have conducted auctions at prices that
bear no relationship to the fair market value of the secured asset,
enriching connected buyers at the expense of the borrower who
stood to recover surplus proceeds.

Recovery agents — hired third parties operating under the bank’s
authority but with minimal oversight — have visited borrowers’
homes at midnight, abused family members, including women and
the elderly, publicly humiliated borrowers in front of neighbours
and colleagues, and on documented occasions resorted to physical
violence. The Reserve Bank of India has repeatedly condemned
such practices and issued binding guidelines prohibiting
harassment. Yet the complaints persist, the incidents recur, and the
accountability of bank management for the conduct of its agents
remains frustratingly thin.

In ICICI Bank Ltd. v. Shanti Devi Sharma, the Delhi High Court
confronted precisely this pattern. Recovery agents had visited the
borrower’s elderly mother repeatedly, abused her verbally, and
threatened the family with harm. The Court did not merely restrain
the bank — it imposed costs, directed the bank to file an affidavit
detailing the training and conduct protocols for its recovery agents,
and made clear that a bank’s duty of care to its borrowers is not
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discharged by the mere appointment of a contractor. The duty is
non-delegable. The liability is real.

Arbitrary NPA Classification — Destroying Credit Without Due
Process

The classification of a loan account as a Non-Performing Asset is
among the most consequential administrative acts in the Indian
banking system. Its consequences are severe and often irreversible:
the borrower’s credit score is devastated, their name enters the
CIBIL database as a defaulter, their access to future credit is
eliminated, their existing business relationships are damaged, and
their assets become vulnerable to attachment.

Given these consequences, one would expect NPA classification to
be preceded by scrupulous adherence to the RBI's Income
Recognition and Asset Classification norms — norms that specify
precise timelines, mandatory notice requirements, and clear
criteria for classification. One would expect wrong. Banks have
classified accounts as NPAs prematurely — before the prescribed
period of default has elapsed. They have classified accounts
without notice. They have classified accounts that were performing
under restructuring arrangements as though the restructuring had
never occurred. They have classified accounts to clean up their own
quarterly books, with little regard for the borrower’s actual
financial position or rehabilitation prospects.

In Kotak Mahindra Bank Ltd. v. Girnar Corrugators Pvt. Ltd., the
Bombay High Court held unequivocally that NPA classification
without adherence to the RBI's procedural framework was void.
The borrower was entitled to notice, to an opportunity to be heard,
and to a reasoned order. The Court directed the bank to reverse the
classification and restore the account, pending fresh proceedings
conducted with due process.
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The human cost of arbitrary NPA classification is incalculable. A
textile manufacturer in Tiruppur, whose account is wrongly
classified, loses buyer confidence overnight. Orders are cancelled.
Workers are laid off. A business built over twenty years collapses
in weeks — not because of the market, not because of the
entrepreneur’s failure, but because of a bank’s administrative error
or institutional convenience.

Misuse of One-Time Settlements — Selective Justice

One-time settlement schemes — by which banks offer distressed
borrowers the opportunity to clear their dues at a discounted
amount — are, in principle, a humane and economically rational
instrument of debt resolution. In practice, they have become a site
of profound inequality. Large corporate defaulters — those who
owe hundreds or thousands of crores — are offered haircuts of
50%, 60%, even 80% of their outstanding dues, negotiated through
sophisticated legal teams in air-conditioned boardrooms. Small
borrowers — those who owe a few lakhs — are frequently denied
OTS eligibility, or are offered terms so onerous as to be
meaningless, or are simply not informed that an OTS scheme exists.

This selective application of clemency — generous to the powerful,
harsh to the vulnerable — is not merely unfair. It is a violation of
Article 14’s guarantee of equal treatment. High Courts have begun
to call it out. In several cases, courts have directed banks to consider
OTS applications from small borrowers on the same terms
extended to comparable corporate accounts, and to provide written
reasons when such applications are rejected.
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The Guarantor’s Nightmare —
India’s Forgotten Victims

Who is a Guarantor in India’s Credit Culture?

To understand the plight of personal guarantors in India, one must
tirst understand the social and cultural context in which guarantees
are given. India’s credit culture — particularly among small
businesses, trading communities, and agricultural households — is
deeply relational. Loans are not merely financial transactions; they
are expressions of trust, solidarity, and familial obligation. When a
relative, friend, or business partner asks you to sign as guarantor
for their loan, the refusal is not merely a financial decision — itis a
social and moral one.

In this context, millions of Indians have signed guarantee
documents without fully understanding the legal consequences,
without receiving independent legal advice, and without any
realistic assessment of the principal borrower’s ability to service
the loan. They signed because they were asked. Because they
trusted. Because they could not say no.

The Law’s Treatment of Guarantors — Harsh in Theory, Harsher
in Practice

The Indian Contract Act, 1872, provides that a guarantor is entitled
to the benefit of the principal debtor’s securities, is entitled to
require the creditor to exhaust remedies against the principal
debtor before proceeding against the guarantor, and is discharged
from liability if the creditor’s acts have materially prejudiced the
guarantor’s rights. These are meaningful protections — on paper.

In practice, banks routinely bypass them. They invoke guarantees
immediately upon default by the principal borrower, without
making any demand upon the principal debtor. They proceed
against the guarantor’s personal assets — home, savings, pension
funds — while the principal borrower’s business assets remain
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unattached. They fail to inform guarantors of changes in the
principal loan’s terms — interest rate revisions, restructuring
arrangements, moratorium periods — changes that may have
materially increased the guarantor’s exposure without their
knowledge or consent.

The result is that the guarantor — who had no control over the
borrowing, no control over the default, and no role in the business
that failed — bears the full weight of the bank’s recovery
machinery, often to a greater degree than the principal borrower
themselves.

The IBC and the Guarantor — Partial Relief, Incomplete Justice

The Insolvency and Bankruptcy Code, 2016, brought the rights of
personal guarantors to the centre of Indian banking law. In State
Bank of India v. V. Ramakrishnan (2018), the Supreme Court
considered whether the moratorium under Section 14 of the IBC —
which freezes all proceedings against a corporate debtor during
insolvency resolution — extended to personal guarantors. The
Court held that it did not, since Section 14 expressly refers to the
corporate debtor and not to its guarantors.

This ruling, while legally defensible, had devastating human
consequences. It meant that at the very moment when the principal
borrower was shielded from recovery action by the moratorium,
the guarantor — often a family member with far fewer resources
— was fully exposed to the bank’s pursuit. Personal homes were
attached. Bank accounts were frozen. Provident fund balances
were levied upon.

The subsequent enactment of the Insolvency and Bankruptcy
(Application to Adjudicating Authority for Insolvency Resolution
Process for Personal Guarantors to Corporate Debtors) Rules, 2019,
brought personal guarantors within a special insolvency
framework, providing them with a structured resolution process.
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But the implementation has been slow, the adjudicating authority
— the National Company Law Tribunal — is overburdened, and
the practical relief available to guarantors remains limited and

uncertain.

A Family’s Story — The Human Face of Guarantor Liability

Consider a scenario that is repeated, in its essential elements,
thousands of times across India every year. A father, a retired
government employee, signs as guarantor for his son’s small
manufacturing business. The business — a steel fabrication unit
employing fifteen workers — takes a term loan of Rs. 75 lakhs. The
business struggles during an economic slowdown, the son
defaults, and within months, the bank serves a SARFAESI
possession notice on the father’'s home — the house he built over
thirty years of service, in which his wife and dependent
grandchildren live.

The father approaches a lawyer. He is told that a writ petition
before the High Court is his best option. The lawyer’s fees are Rs.
1.5 lakhs as retainer, with appearance fees to follow. The father
cannot afford this. He approaches the District Legal Services
Authority for free legal aid — but the case, involving complex
banking law, is beyond the capacity of the panel lawyers assigned
to him. The bank proceeds. The possession notice remains. The
home trembles.

This is not a hypothetical. It is the lived reality of guarantor liability
in India — a reality that our legal system has been too slow to fully
confront.
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The High Court’s Reach — Constitutional
Power and Judicial Activism

Article 226 — The Borrower’s Constitutional Lifeline

Article 226 of the Constitution of India is the borrower’s most
powerful legal instrument. It confers upon every High Court the
power to issue writs — mandamus, certiorari, prohibition, habeas
corpus, quo warranto — to any person or authority within its
territorial jurisdiction. Public sector banks, as “State” within the
meaning of Article 12, are directly amenable to this jurisdiction.
Private sector banks, while not “State” in the strict constitutional
sense, are subject to High Court oversight when they exercise
statutory powers under the SARFAESI Act, the DRT Act, or other
legislative frameworks.

The writ of mandamus has been used to compel banks to issue No
Objection Certificates after full loan repayment — a duty banks
have sometimes been reluctant to discharge promptly, leaving
borrowers unable to sell or transfer their properties. The writ of
certiorari has been used to quash illegal auction notices and
defective possession orders. The writ of prohibition has restrained
banks from proceeding with recovery action initiated in violation
of statutory procedure. Together, these writs give the High Court a
comprehensive and flexible toolkit for intervention at every stage
of the credit and recovery cycle.

Natural Justice — The Irreducible Minimum

The principles of natural justice — audi alteram partem (hear the
other side) and nemo judex in causa sua (no one shall be a judge in
their own cause) — represent the irreducible minimum of
procedural fairness that every legal system must guarantee. In the
banking context, they require that before any adverse action is
taken against a borrower — NPA classification, account freezing,
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property attachment, auction — the borrower must be given notice
of the proposed action and a genuine opportunity to respond.

In Punjab National Bank v. O.C. Krishnan (2001), the Supreme
Court held clearly that even in expedited recovery proceedings, the
principles of natural justice could not be entirely excluded. A bank
that acts against a borrower without notice, without hearing, and
without a reasoned order acts not just unfairly — it acts
unconstitutionally.

Landmark Judgments That Changed the Law

Mardia Chemicals Ltd. v. Union of India (2004) remains the single
most important Supreme Court judgment on borrower rights
under the SARFAESI framework. The Court struck down Section
17(2) of the Act — which required borrowers to deposit 75% of the
claimed amount before being heard by the DRT — as
unconstitutional. The right of access to justice, the Court held,
could not be conditioned upon an ability to pay. This judgment
liberated thousands of borrowers who had been effectively barred
from seeking legal redress by an impossible financial precondition.

In Transcore v. Union of India (2006), the Supreme Court
established that banks could not subject borrowers to the double
burden of simultaneous SARFAESI and DRT proceedings in a
manner designed to maximise pressure rather than resolve the
dispute. The borrower’s procedural rights had to be respected
regardless of the multiplicity of forums available to the bank.

In Celir LLP v. Bafna Motors (Mumbai) Pvt. Ltd. (2023), the
Supreme Court addressed the critical question of the borrower’s
right of redemption — the right to repay the entire outstanding
dues and reclaim the secured property before an auction is
conclusively confirmed. The Court held that this right, rooted in
equity and statute, must be clearly protected and that banks could
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not extinguish it through procedural sleight of hand or premature
confirmation of auction sales.

The Madras High Court, in a series of judgments involving
agricultural borrowers, has consistently held that a farmer’s right
to livelihood — grounded in Article 21’s guarantee of the right to
life — creates a constitutional dimension to the protection of
agricultural land from disproportionate or procedurally defective
bank recovery action.

Where the Courts Fail — The Systemic
Crisis of Delayed Justice

The DRT Catastrophe — A Tribunal That Cannot Keep Up

The Debt Recovery Tribunals, established under the Recovery of
Debts Due to Banks and Financial Institutions Act, 1993, were
intended to provide fast-track resolution of banking disputes
within 180 days. The reality is a system in deep, structural crisis.
As of recent estimates, the backlog of cases pending before DRTs
across India runs into hundreds of thousands. Cases filed in 2018
are being heard in 2025. The 180-day mandate exists as a statutory
aspiration rather than an operational reality.

The causes are well documented — insufficient number of
tribunals, inadequate staffing, frequent vacancies at the Presiding
Officer level, poor infrastructure, and an absence of case
management systems capable of handling the volume of disputes.
A borrower who approaches the DRT for relief against an unlawful
bank action may wait three, four, or five years for a final order. In
the meantime, their property has been auctioned, their business has
collapsed, and their family has been uprooted.

This is not merely a judicial administration problem. It is a
constitutional crisis. The right to speedy justice is an integral
component of the right to life under Article 21, as the Supreme
Court held in Hussainara Khatoon v. State of Bihar (1979). A
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tribunal that takes five years to decide a case involving a family’s
home is not delivering justice — it is denying it.

The Cost of Legal Representation — Justice for Those Who Can
Afford It

Access to High Court writ jurisdiction is theoretically available to
every borrower in India. In practice, it is accessible primarily to
those who can afford a High Court lawyer. In metropolitan cities,
retainer fees for experienced banking lawyers range from Rs. 1 lakh
to Rs. 5 lakhs, with hearing fees in addition. For a farmer or small
trader who has defaulted on a loan of Rs. 5 to 10 lakhs, the cost of
legal representation may equal or exceed the amount of the debt
itself. Justice, under these conditions, is not a right — it is a luxury.

Legal aid through the National Legal Services Authority and the
State Legal Services Authorities is available in qualifying cases, but
the quality of legal aid in complex banking matters is inconsistent.
Panel lawyers assigned to legal aid cases may lack the specialised
knowledge required to navigate the SARFAESI Act, DRT
procedure, and High Court writ practice. The borrower who
cannot afford private counsel is, in many cases, effectively
unrepresented.

Interim Relief — The Race Against the Auction

For many borrowers, the only meaningful remedy is an interim
stay order — a direction from the High Court or DRT staying the
bank’s recovery action pending final adjudication. Without such a
stay, the bank proceeds: the property is auctioned, the business is
closed, and by the time the court delivers its final judgment, there
is nothing left to restore.

Obtaining an interim stay requires a lawyer, a hearing, and
requires the court to be satisfied that a prima facie case exists and
that the balance of convenience favours the borrower. In a busy
High Court, even an urgent application may take days or weeks to
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be listed. In those days, an auction may be held and an irreversible
third-party interest may be created.

The Supreme Court has recognised this problem and has directed
that High Courts and DRTs must give priority listing to urgent
applications for stay in cases involving the imminent auction of
residential property. But implementation of this direction has been
uneven, and the urgency of a family’s situation is not always visible
to an overburdened registry.

The Appellate Labyrinth — Exhausting the Borrower

India’s banking dispute resolution framework involves a complex,
multi-layered appellate structure. A decision of the DRT can be
appealed to the Debt Recovery Appellate Tribunal (DRAT). A
decision of the DRAT can be challenged before the High Court. A
High Court decision can be appealed to the Supreme Court. Each
level of appeal involves new legal fees, new delays, and new
uncertainty. A bank, with its institutional resources and dedicated
legal teams, can sustain this appellate marathon indefinitely. An
individual borrower frequently cannot.

The result is that many borrowers — even those with meritorious
cases — abandon their legal challenge not because they have lost
on the merits, but because they have run out of money, time, and
energy. The bank wins by attrition. In this sense, the court system

becomes an instrument of the very overreach it was intended to
check.

The Economic and Employment Cost —
When Legal Failure Becomes National Failure
The MSME Sector — India’s Employment Engine Under Siege

India’s Micro, Small, and Medium Enterprise sector employs over
110 million people — the second largest source of employment in
the country after agriculture. It contributes approximately 30% of
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India’s GDP and accounts for nearly 50% of the country’s exports.
It is, in every meaningful sense, the backbone of India’s economic
structure and the primary engine of job creation for the country’s
vast working population.

The MSME sector is also the sector most vulnerable to bank
overreach. MSME borrowers typically lack the sophisticated
financial management, the legal resources, and the institutional
connections available to large corporations. They are more likely to
face arbitrary NPA classification, less likely to be offered
restructuring, and more likely to be pursued aggressively in
recovery proceedings. When an MSME is driven into insolvency by
bank overreach — by a wrongful NPA classification, by a defective
SARFAESI action, by a coercive recovery — it does not merely
affect the owner. It affects every worker employed by that
enterprise, every supplier who depended on it, every family whose
livelihood was tied to its survival.

A single MSME employing fifty workers, destroyed by avoidable
bank overreach and an inadequate legal system, represents fifty
families thrust into economic precarity. Multiply that by the scale
of the problem — by the tens of thousands of MSMEs in distress at
any given time — and the macroeconomic consequence is not
trivial. It is a structural drag on India’s employment and growth.

The Chilling Effect on Entrepreneurship

Beyond the direct impact of individual cases, bank overreach —
and the legal system’s inability to adequately check it — creates a
chilling effect on entrepreneurship. When word spreads in a
business community that taking a bank loan places not just a
business but a family home, a guarantor’s retirement savings, and
a generation’s accumulated wealth at risk, the rational response is
caution. Many potential entrepreneurs do not start businesses.
Many existing businesses do not expand. Many innovations are not
funded.
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India aspires to be a nation of entrepreneurs — the government’s
Startup India, Make in India, and MSME promotion initiatives all
rest on the assumption that Indians will take risks, borrow capital,
and build businesses. That assumption is undermined every time
a borrower is treated with contempt by a bank and abandoned by
a slow court. The legal system’s failure is the entrepreneur’s
hesitation. And the entrepreneur’s hesitation is the nation’s
foregone growth.

The Social Cost — Families, Mental Health, and Dignity

The human cost of bank overreach and inadequate judicial
protection cannot be measured in economic terms alone. When a
guarantor loses their family home, the loss is not merely financial.
It is the destruction of a physical anchor, a social identity, a family’s
sense of security and continuity. The mental health consequences
— anxiety, depression, family breakdown — are well documented
in qualitative research and in the records of consumer courts and
High Courts across India.

The National Crime Records Bureau has, in past reports,
documented cases of suicide among borrowers unable to service
their debts — a phenomenon that is most extensively documented
among farmers, where the link between indebtedness, bank
pressure, and suicide has been the subject of parliamentary debate,
judicial notice, and extensive research. When the legal system fails
to protect the borrower in time, it is not merely a procedural failing.
It is a contribution to a public health crisis.

The Path Forward —
Reform, Restoration, And Renewal

A Dedicated Borrower Protection Framework

India needs a comprehensive, standalone Borrower Protection Act
— a statute that consolidates and strengthens the scattered
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protections currently distributed across the SARFAESI Act, the
Consumer Protection Act, the Indian Contract Act, and the RBI’s
guidelines, and that creates enforceable rights with effective
remedies. Such a statute should codify the right to transparent loan
terms, the right to restructuring before recovery, the right to a fair
hearing before adverse action, and the right to compensation for
wrongful bank action — including compensation that reaches the
responsible individual bank official, not merely the institutional
entity.

Reforming the DRT System — Speed as a Justice Imperative

The Debt Recovery Tribunals must be reformed urgently. This
requires appointment of sufficient Presiding Officers, creation of
additional tribunal benches in districts with high case
concentration, investment in digital case management systems,
and strict enforcement of the 180-day disposal mandate — with
accountability mechanisms for cases that exceed it. The DRT
should be a genuine fast-track forum, not a slower version of the
civil courts it was designed to supplement.

Guarantor-Specific Protections

Personal guarantors require dedicated legal protection. Banks
should be required by statute to exhaust all remedies against the
principal borrower and the primary collateral before proceeding
against a personal guarantor’s residential property. Guarantors
should be entitled to receive copies of all communications between
the bank and the principal borrower, all restructuring proposals,
and all notices of default. And no guarantee should be enforceable
against a residential property of a guarantor who was not
independently advised at the time of signing.
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Expanding and Strengthening Legal Aid

High-quality legal aid in banking matters must be made genuinely
accessible. This requires specialised training for legal aid panel
lawyers in banking and insolvency law, dedicated fast-track legal
aid desks at every DRT, and public awareness campaigns — in
regional languages, accessible to rural borrowers — informing
citizens of their rights and the remedies available to them.

Judicial Accountability for Bank Officials

Individual accountability for bank officials who authorise or
condone unlawful recovery action must become the norm, not the
exception. Courts should routinely impose costs personally on
errant officials, and the RBI should maintain a publicly accessible
register of banks against whom courts have made adverse findings
for procedural violations — creating reputational consequences
alongside financial ones.

Conclusion

The High Court’s reach against bank overreach is one of the finest
expressions of India’s constitutional democracy — a living
demonstration that no institution, however powerful, is beyond
the law, and that the weakest citizen, armed with the Constitution,
can challenge the mightiest institution in the land.

But reach has its limits. The reach of the court is constrained by
delay, by cost, by inaccessibility, and by a legal architecture that
was not designed with the small borrower or the personal
guarantor in mind. And when the court’s reach falls short — when
justice arrives too late, when the auction has already been held,
when the guarantor’s home has already been lost — the failure is
not merely legal. It is human. It is economic. It is national.

India stands at a moment of choice. It can continue with a system
that protects borrower rights in principle while leaving millions
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without an effective remedy in practice. Or it can commit to the
deeper reform that the constitutional promise demands — reform
that makes the High Court’s reach not just theoretically powerful
but practically effective for every borrower, every guarantor, every
small entrepreneur who approaches the law in their hour of need.

The Constitution promises equality. The courts have affirmed it.
The legislature must now deliver it. And until it does, every judge
who reaches boldly against bank overreach, every lawyer who
takes a borrower’s case at personal sacrifice, every legal aid
volunteer who sits with a guarantor and says you have rights and
I will help you use them — each of them is holding the
constitutional promise together, stitch by stitch, case by case, one
courtroom at a time.

The measure of a nation’s justice is not found in the protection it
affords the powerful. It is found in the protection it extends to the
powerless — the borrower at the door of the court, the guarantor
standing between their family and the bank’s machinery, the
farmer whose land is all they have and all they are.
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Damages for Bank-Induced

Business Failure

When a bank wrongfully classifies a viable enterprise as non-
performing, it does not merely make an accounting entry. It
triggers a cascade of irreversible consequences — credit denial,
supplier flight, employee exodus, reputational collapse — that
can destroy in weeks what an entrepreneur built over decades.

Abstract

India’s banking enforcement framework is profoundly asymmetric. Banks
possess an arsenal of statutory powers — SARFAESI, fraud
classification, account freezes, and credit bureau reporting — to pursue
defaulting borrowers. Yet when banks exercise these powers wrongfully,
destroying viable businesses in the process, the injured borrower faces no
equivalent mechanism for relief or compensation.

This essay establishes that wrongful bank actions — including unlawful
NPA classification, fraudulent tagging without due process, arbitrary
account freezes, and unilateral credit withdrawal — are legally actionable
under Indian tort law, the Contract Act, and constitutional law. Drawing
on the principles established in landmark decisions, including State Bank
of India v. Rajesh Agarwal (2023) and Syndicate Bank v. Vijay Kumar
(1992), the essay demonstrates that compensable losses extend beyond
mere reversal of the wrongful act to include direct financial loss, lost
profits, reputational damage, and mental agony.

The essay analyses the documented instances where borrowers have
successfully obtained compensation — through consumer forums, High
Court writ jurisdiction, and civil suits — while candidly examining the
structural obstacles that make such claims rare in practice.
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The essay concludes with a compelling case for a statutory penalty
framework: mandatory RBI penalties for wrongful fraud classification,
automatic compensation upon reversal of unlawful NPA classification,
expedited CIBIL remediation, and extended Banking Ombudsman
jurisdiction — drawing on comparable international models from the
United Kingdom, United States, and Australia.

Introduction:
The Accountability Gap in Indian Banking

India's banking regulatory framework has, over successive
decades, constructed an elaborate architecture of protection for
lenders. The SARFAESI Act, the Insolvency and Bankruptcy Code,
the RDDBFI Act, and the RBI's NPA classification norms — each
instrument has been designed, refined, and enforced with the
primary objective of enabling banks to recover dues efficiently.
What this architecture conspicuously lacks is a corresponding
framework that holds banks accountable when they exercise these
extraordinary powers wrongfully.

The asymmetry is stark. A borrower who defaults on a loan faces a
fully equipped enforcement machinery: SARFAESI notices,
account freezes, asset seizures, fraud classifications, and credit
bureau reporting. A bank that wrongfully invokes these powers —
classifying a performing account as NPA, tagging a borrower as
fraudulent without evidence, freezing accounts without notice —
faces, in most cases, no meaningful consequence whatsoever. The
RBI may, in rare instances, issue a supervisory observation. The
bank may, years later, reverse its classification. But the borrower
whose business was destroyed in the interim receives nothing.

This essay examines the legal remedies available to borrowers who
have suffered quantifiable business losses as a result of wrongful
bank actions. It analyses the civil law framework for damages
claims, the judicial approach to quantification of loss, the
documented instances where borrowers have succeeded in
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obtaining compensation, and the compelling case for a statutory
penalty framework that removes the accountability gap at its root.

The Legal Foundation for Damages Claims Against Banks
Tortious Liability: Negligence and Defamation

The primary legal basis for a damages claim against a bank for
wrongful NPA classification or fraudulent tagging lies in the law
of torts. Two causes of action are particularly relevant:

Negligence: A bank owes a duty of care to its borrowers in the
exercise of its classification and enforcement powers. This duty
arises from the banker-customer relationship, the RBI regulatory
framework governing NPA classification, and the bank knowledge
that wrongful classification will cause direct and foreseeable harm
to the borrower business. Where a bank classifies an account as
NPA without following RBI prescribed methodology, or tags a
borrower as fraudulent without completing the prescribed inquiry
process, it breaches this duty of care. If the breach causes
quantifiable loss, the elements of negligence are established.

Defamation: The reporting of a borrower to the Credit Information
Bureau (India) Limited (CIBIL) or other credit bureaus as NPA,
defaulter, or fraudulent constitutes a publication of a statement of
fact about the borrower's creditworthiness. Where that statement
is false — because the NPA classification was wrongful — the
publication amounts to defamation. Courts have recognised that
credit bureau reporting is not merely an internal banking matter
but a public record with consequences extending to the borrower's
ability to obtain credit, enter into contracts, and conduct business.
A false entry in CIBIL that destroys a borrower's credit rating is
actionable defamation.
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Contractual Liability: Breach of
Banker-Customer Obligations

Beyond tort, the banker-customer relationship is fundamentally
contractual, and a bank's wrongful actions in breach of its
contractual obligations give rise to a claim for damages under the
Indian Contract Act, 1872. Section 73 of the Contract Act provides
that when a contract is broken, the party who suffers by the breach
is entitled to receive compensation for any loss or damage caused
to him thereby, which naturally arose in the usual course of things
from such breach.

In the context of banking relationships, courts have recognised that
the loan agreement, the facility letter, and the bank's own internal
credit policy — which is incorporated by reference into the lending
relationship — impose contractual obligations on the bank. Where
a bank arbitrarily withdraws a sanctioned credit facility,
wrongfully invokes a guarantee, or freezes accounts in violation of
the agreed terms, these constitute actionable breaches of contract.

Constitutional Remedies: Articles 226 and 32

Where the wrongdoing bank is a public sector bank or otherwise
amenable to writ jurisdiction, constitutional remedies under
Article 226 (High Court) and Article 32 (Supreme Court) provide
an additional avenue. Courts have held that public sector banks,
exercising statutory powers, are subject to the requirement of
fairness and reasonableness in their decision-making. Arbitrary
NPA classification, fraudulent tagging without inquiry, and
account freezes without notice have all been held to violate the
principles of natural justice and, where a fundamental right to
livelihood is affected, Article 21 of the Constitution.

Importantly, High Courts exercising writ jurisdiction have the
power to award compensation — not merely direct the bank to
reverse its classification. This constitutional compensation remedy
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has been invoked with increasing frequency in cases of egregious
bank misconduct.

Categories of Wrongful Bank Action Giving Rise to Damages

Not every adverse bank action gives rise to a damages claim. The
following categories of wrongful conduct have been recognised by
Indian courts as actionable:

> Wrongful NPA Classification

Where a bank classifies an account as NPA in violation of RBI's
Master Circular on Income Recognition, Asset Classification
and Provisioning (IRACP norms), the classification is not
merely incorrect — it is unlawful. Common forms of wrongful
NPA classification include classifying an account as NPA
before the stipulated overdue period has elapsed, failing to
account for credits posted during the overdue period,
classifying a restructured account as NPA without following
the prescribed seasoning period, and applying NPA
classification to an account where a genuine dispute exists
regarding the amount due.

> Wrongful Fraud Classification

The RBI's Master Direction on Fraud Classification requires
banks to follow a specific inquiry process before classifying a
borrower as fraudulent — including obtaining a forensic audit
report, providing the borrower an opportunity to respond, and
completing the prescribed approval process. Fraud
classification made without following this process, or reversed
years later after causing business destruction, constitutes an
egregious form of wrongful bank action. The Supreme Court's
decision in State Bank of India v. Rajesh Agarwal (2023)
confirmed that borrowers must be given a hearing before fraud
classification — a principle whose violation is now firmly
established as unlawful.

358



> Wrongful Account Freeze

Unilateral account freezes imposed without notice, without
legal authority, or in excess of the bank's contractual or
statutory powers constitute a particularly harmful form of
wrongful bank action because of their immediate and
devastating impact on working capital. A business whose
accounts are frozen cannot pay wages, cannot service supplier
invoices, cannot honour cheques, and cannot operate. The
resulting business damage — loss of contracts, supplier
defaults, employee departures — can be catastrophic and
irreversible within days.

> Arbitrary Credit Facility Withdrawal

Where a bank withdraws or reduces a sanctioned credit facility
without contractual basis, without notice, or in breach of a
committed loan arrangement, the consequential business loss
is directly attributable to the bank's breach. Courts have
recognised that businesses plan their operations, enter into
contracts, and incur obligations in reliance on committed
banking facilities. Arbitrary withdrawal of those facilities,
without the contractual right to do so, causes foreseeable and
compensable loss.

Quantifying Damages:
The Legal Framework

One of the primary reasons damages claims against banks remain
rare in India is the perceived difficulty of quantifying loss.
Borrowers and their lawyers frequently underestimate the range of
compensable losses available under Indian law. The following
framework, drawn from the Indian Contract Act, tort principles,
and judicial decisions, provides a comprehensive basis for
quantification.
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Direct Financial Loss

e Loss of contracts: Where specific contracts were lost as a direct
result of the bank's wrongful action — a supplier refusing to
continue, a customer terminating a contract upon learning of
NPA classification — these losses are directly quantifiable from
the contract terms and the borrower's trading records.

e Increased borrowing costs: Where the wrongful NPA
classification forced the borrower to source funds from
alternative, more expensive sources — informal lenders, NBFC
credit at higher rates — the differential in borrowing costs is a
recoverable head of damages.

e Legal and professional costs: The costs incurred in challenging
the wrongful classification — advocate fees, CA fees,
consultant fees — are recoverable as damages flowing directly
from the breach.

e Asset sale at distressed prices: Where secured assets were sold
under SARFAESI enforcement at prices significantly below
market value, the difference between the distressed sale price
and the fair market value is recoverable.

Loss of Profits

Section 73 of the Contract Act explicitly permits recovery of loss of
profits as damages where such loss naturally arises from the
breach. Courts have accepted that a business wrongfully classified
as NPA — and consequently denied credit, cut off from suppliers,
and unable to operate — suffers loss of profits that is directly
attributable to the wrongful act. Quantification is typically based
on the borrower's audited financial statements showing historical
profitability, projected profitability based on confirmed orders and
business plans existing at the time of the wrongful act, and the
period of business disruption attributable to the bank's wrongful

action.
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Reputational and Goodwill Loss

The damage to a business's reputation from wrongful NPA or
fraud classification is real, measurable, and compensable. Courts in
India and internationally have recognised goodwill and reputation
as quantifiable business assets. The methodology for quantification
typically involves the difference in enterprise valuation before and
after the wrongful classification, using discounted cash flow or
comparable transaction analysis.

In defamation cases arising from false CIBIL reporting, courts have
awarded damages for reputational harm separately from financial
loss, recognising that the damage to a business owner's standing in
the commercial community — loss of relationships with banks,
suppliers, customers, and investors — has an independent value
that requires compensation.

Mental Agony and Personal Damages

Where the bank's wrongful action has caused documented mental
agony, health consequences, or personal financial devastation to
the promoter or guarantor — as is frequently the case when
personal assets are seized on the basis of wrongful fraud
classification — courts have awarded compensation for mental
agony as a separate head of damages. Consumer courts, in
particular, have been active in awarding such compensation in
cases of banking service deficiency.

Judicial Precedents:
When Borrowers Have Won

While damages claims against banks remain the exception rather
than the rule in Indian jurisprudence, a growing body of decisions
demonstrates that courts are willing — and increasingly ready —
to hold banks financially accountable for wrongful actions.
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Consumer Forum Awards: The Most Accessible Route

The National Consumer Disputes Redressal Commission
(NCDRC) and State Consumer Forums have been the most active
forums for awarding compensation against banks for wrongful
actions. Under the Consumer Protection Act, banking services fall
within the definition of 'services,' and deficiency in banking service
— which includes wrongful NPA classification, wrongful
dishonour of cheques, and arbitrary account freezes — gives rise to
compensation claims. Consumer forums have awarded
compensation ranging from modest amounts for mental agony to
substantial sums where documented financial loss is established.
The significant advantage of consumer forums is that they operate
with simplified procedures, lower costs, and faster timelines than
civil courts.

High Court Writ Compensation: Constitutional Justice

Several High Courts have awarded compensation in writ
proceedings against public sector banks for arbitrary and illegal
actions. The Bombay High Court, Delhi High Court, and Madras
High Court have each, in documented cases, gone beyond merely
quashing the wrongful bank action to directing the bank to pay
compensation to the affected borrower. These awards have been
grounded in the constitutional principle that where the State — or
an instrumentality of the State — violates a citizen's fundamental
rights through arbitrary action, the court's jurisdiction extends to
making the citizen whole.

Civil Suit Damages: The Most Comprehensive but Demanding
Route

Civil suits for damages under the Code of Civil Procedure remain
the most comprehensive route for full compensation but are also
the most demanding in terms of time, cost, and evidentiary burden.
The landmark aspect of successful civil suits against banks is the
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judicial recognition that business loss arising from wrongful bank
action is not too remote a consequence to be compensable.

In Syndicate Bank v. Vijay Kumar (1992), the Supreme Court
recognised that a bank's wrongful refusal to honour a letter of
credit caused foreseeable and compensable business loss. This
foundational principle — that banks are not immune from the
ordinary law of damages — has been built upon by successive
courts to establish that wrongful NPA classification, wrongful
guarantee invocation, and wrongful fraud tagging are equally
actionable.

The Rajesh Agarwal Principle: Wrongful Fraud Classification

The Supreme Court's decision in State Bank of India v. Rajesh
Agarwal (2023) has significant implications for damages claims.
The Court's holding that borrowers must be given a hearing before
fraud classification — and that fraud classification without
following due process is unlawful — creates the predicate for a
damages claim wherever a borrower can show that the fraud
classification was made without the prescribed procedure and
caused quantifiable business loss. The Rajesh Agarwal principle is
thus not only a procedural protection but a foundation for

compensation.

Why Damages Suits Are Difficult:
The Structural Obstacles

Despite the legal framework supporting damages claims,
borrowers who have suffered at the hands of wrongful bank
actions rarely pursue civil litigation to judgment. The obstacles are
structural and significant, and understanding them is essential to
both the legal practitioner advising borrowers and to the
policymaker seeking to design a better system.

e Evidentiary asymmetry: The borrower must prove both the
wrongfulness of the bank's action and the quantum of loss,
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while the bank controls most of the primary documentary
evidence — account statements, credit committee minutes,
NPA classification records, and inter-bank communications.

¢ Resource exhaustion: By the time a borrower reaches the stage
of filing a damages suit, they have typically spent years and
substantial resources on defensive litigation — DRT challenges,
writ petitions, IBC proceedings. Few have the financial or
emotional resources to initiate offensive litigation thereafter.

e Limitation periods: The limitation period for civil suits in
contract and tort is typically three years from the date the cause
of action arises. Where borrowers spend years in defensive
proceedings, they may find their damages claim time-barred by
the time they are in a position to file.

e Judicial reluctance: Some courts have shown reluctance to
award substantial damages against banks, particularly public
sector banks, reflecting an institutional bias toward preserving
banking stability over compensating individual borrowers.

o Settlement pressure: Banks, aware of the potential
embarrassment of a public judgment in a damages case,
frequently offer settlements — often at amounts substantially
below the actual loss — creating pressure on resource-
constrained borrowers to accept less than their full entitlement.

The Case for a Statutory Penalty Framework

The structural obstacles to civil damages claims against banks
make the case for a statutory penalty framework compelling and
urgent. Rather than leaving injured borrowers to navigate the civil
courts — a process that is expensive, slow, and uncertain —
Parliament and the RBI should establish a mandatory
compensation mechanism that provides relief efficiently and deters
wrongful bank conduct systematically.
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The RBI's Existing Penalty Powers: An Underutilised Tool

The Reserve Bank of India possesses broad powers under Section
47A of the Banking Regulation Act, 1949, to impose monetary
penalties on banks for non-compliance with directions. The RBI has
used these powers to penalise banks for KYC violations, reporting
failures, and governance lapses. It has rarely, if ever, used them to
penalise banks for wrongful NPA classifications, wrongful fraud
tags, or wrongful account freezes that destroy borrower businesses.

This represents a profound regulatory failure. The RBI's
supervisory mandate extends not merely to systemic financial
stability but to the fair treatment of bank customers. Wrongful
enforcement actions against borrowers are not merely customer
service failures — they are regulatory violations that undermine
the integrity of the credit market, destroy viable enterprises, and
cause macroeconomic harm. They should attract regulatory
penalties commensurate with the harm caused.

Proposed Statutory Penalty Framework

The following framework is proposed as a minimum standard for
statutory borrower protection:

1. Mandatory RBI penalty for wrongful fraud classification:
Where a fraud classification is rescinded — whether
voluntarily by the bank or pursuant to a court order — the RBI
should automatically impose a monetary penalty on the
classifying bank, payable to the affected borrower as
compensation. The penalty should be calibrated to the period
of wrongful classification and the documented business
impact.

2. Mandatory compensation for wrongful NPA classification:
Where a court or tribunal sets aside an NPA classification as
unlawful, the bank should be required to pay statutory
compensation at a prescribed rate for each month the wrongful
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classification remained in effect, without requiring the
borrower to separately prove and quantify loss.

3. Automatic CIBIL remediation: Where a wrongful
classification is reversed, the bank should be required to notify
CIBIL and all other credit bureaus within 7 days, and CIBIL
should be required to update the record within a further 7 days.
The current system, where CIBIL records of wrongful
classifications persist for years after reversal, compounds the
injury and should not be permitted.

4. Banking Ombudsman jurisdiction over damages: The RBI
Banking Ombudsman's jurisdiction should be extended to
include damages claims up to a prescribed threshold,
providing an accessible and cost-effective forum for borrowers
to seek compensation without civil litigation.

5. Personal accountability for bank officials: Senior bank
officials who authorise wrongful enforcement actions — NPA
classifications, fraud tags, account freezes — should be subject
to personal liability where the action is found to be wilful or
grossly negligent. The current system, in which banks bear no
consequence and individual officers bear none, creates no
deterrence.

International Precedents Supporting Statutory Compensation

India is not without comparative models. The United Kingdom's
Financial Conduct Authority operates a Financial Services
Compensation Scheme and a Financial Ombudsman Service with
mandatory compensation jurisdiction. The United States has
established consumer financial protection mechanisms through the
Consumer Financial Protection Bureau with enforcement powers
that include mandatory restitution to affected borrowers.
Australia's Banking Code of Practice, enforceable through the
Australian Financial Complaints Authority, provides accessible
compensation mechanisms for wrongful bank conduct. Each of

366



these models demonstrates that statutory compensation
frameworks for borrowers are practically achievable, economically
sustainable, and effective in deterring wrongful bank conduct.

Conclusion:
Making Accountability Real

The proposition that banks should be financially accountable when
their wrongful actions destroy viable businesses is not radical — it
is a basic principle of justice that the law already recognises in
theory. The challenge is to make that accountability real, accessible,
and effective in practice.

The legal framework for damages claims against banks — in tort,
in contract, in constitutional law — is more robust than most
borrowers and their advisers appreciate. The documented
instances of successful recovery demonstrate that the courts are
willing to hold banks accountable where the evidence is clear and
the advocacy is competent. What the system currently lacks is not
legal authority but accessibility: a route to justice that does not
require exhausted and resource-depleted borrowers to sustain
years of civil litigation against institutionally advantaged
adversaries.

The statutory penalty framework proposed in this essay is
designed to bridge that gap. By making compensation automatic
on proof of wrongful classification — rather than requiring a
separate, complex damages suit — it shifts the burden where it
belongs: onto the institution with superior resources, information,
and regulatory accountability.

Until that framework exists, the borrower's recourse lies in the
courts. This essay is a guide to using those courts effectively —
understanding the legal foundations, quantifying the loss
comprehensively, and pursuing compensation with the same
determination that banks bring to their recovery proceedings.
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Key Takeaways for Borrowers

Wrongful NPA classification, fraud tagging, account freezes,
and arbitrary credit withdrawal are legally actionable — in tort,
contract, and constitutional law.

Compensable losses include direct financial loss, loss of profits,
reputational harm, and mental agony — not merely the reversal
of the wrongful act.

Consumer forums offer the most accessible and cost-effective
route for compensation in straightforward cases of banking
service deficiency.

Preserve all evidence of business loss from the moment
wrongful bank action occurs — contracts lost, suppliers
withdrawn, costs incurred.

File damages claims within the limitation period — do not
allow defensive proceedings to exhaust the time available for
offensive claims.

Advocate actively for a statutory penalty framework — the
systemic change that will make bank accountability real for
every borrower, not merely those who can sustain prolonged
litigation.

368



Reforms for Borrower Equity

The Borrower's Manifesto: Sufferings, Legal Cobwebs,
and the Blueprint for an Equitable Credit System

ABSTRACT

This concluding essay is the reckoning that the preceding fourteen essays
have been building toward. It is simultaneously a chronicle of suffering, a
forensic mapping of the legal architecture that has enabled that suffering,
and a concrete six-pillar blueprint for the systemic reforms that justice
demands.

Part A of this essay -- The Sufferings -- documents the economic
strangulation, legal humiliation, and profound human cost that India's
borrowing class has endured at the hands of a banking system that has
deployed law, regulation, and institutional power against the very
entrepreneurs it was created to serve. Part B -- The Legal Cobwebs -- maps
the statutory, requlatory, and institutional architecture that has made this
suffering possible and persistent, examining how SARFAESI, the
RDDBFI Act, the Insolvency and Bankruptcy Code, and the RBI
regulatory framework have together created a system of legal entrapment
from which borrowers have no easy exit.

Part C -- The Borrower's Manifesto -- proposes six concrete reform pillars:
an RBI penalty and compensation framework, guarantee liability reform
with statutory caps, mandatory arbitration for consortium disputes,
industry-specific NPA norms for seasonal and cyclical businesses,
profitability protection before NPA classification, and personal
accountability for bank executives. Each reform is practically grounded,
legally achievable, and supported by international precedent.
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Target Audience: Borrowers, promoters, guarantors, legal practitioners,
policy makers, RBI, Parliament, and every Indian who believes that an
equitable credit system is essential to the nation's economic future.

This is not merely a book of complaints. It is a record of a systemic failure
— and a demand for its correction. Across fourteen essays, we have
documented how India's banking establishment has deployed law,
regulation, and institutional power against the very borrowers it was
created to serve. This final essay is the reckoning. It is the borrower's
manifesto — a statement of what has been suffered, a mapping of the legal
cobwebs that have made that suffering possible, and a concrete blueprint
for the reforms that justice demands.

Introduction:
A System That Must Answer for Itself

India's credit system was built on a promise -- that capital would
flow to enterprise, that risk would be shared equitably between
lender and borrower, and that the institutions entrusted with the
nation's savings would exercise their extraordinary powers with
proportionality, fairness, and accountability. That promise has
been broken. Not occasionally, not in isolated cases, but
systematically, structurally, and with the tacit approval of a
regulatory establishment that has consistently prioritised
institutional stability over individual justice.

The fourteen essays that constitute the body of this book have
documented that broken promise in granular detail -- from the
capitalization rackets that recycle taxpayer money into institutional
protection, to the NPA metrics that punish viable businesses for
temporary cash flow disruptions, to the co-extensive guarantees
that transform corporate debt into family catastrophe, to the
SARFAESI notices issued without procedural compliance, to the
fraud classifications imposed without inquiry and reversed
without compensation. Each essay has told a part of the story. This
final essay tells the whole.
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This essay proceeds in three parts. Part A gives voice to the
suffering -- the economic, legal, and human cost of a system
designed without genuine regard for borrower rights. Part B maps
the legal cobwebs -- the interlocking statutes, regulations, and
institutional incentives that have made that suffering not only
possible but predictable. Part C presents the Borrower's Manifesto
-- six concrete reform pillars that, taken together, would transform
India's credit system from an instrument of institutional power into
the engine of equitable growth it was always meant to be.

These reforms are not radical. They are not anti-bank. They are the
minimum that justice requires -- and the foundation that India's

economic ambition demands.

PART A: THE SUFFERINGS -
A CHRONICLE OF SYSTEMIC BETRAYAL

What Indian Borrowers Have Endured

Before we speak of reform, we must speak of reality. The fourteen
essays that precede this one are not theoretical exercises. They are
drawn from the lived experience of millions of Indian borrowers
— promoters, entrepreneurs, small business owners, farmers, and
families — who entered the banking system with hope and
emerged from it broken. Their stories deserve to be stated plainly
before we prescribe the cure.

The Economic Strangulation

India's borrowers have been systematically strangled by the very
credit system designed to fuel their growth. Banks, recapitalised
repeatedly with taxpayer money through sovereign bailouts, have
deployed that capital not to support viable enterprises but to
protect their own balance sheets. Interest rates calibrated not to the
borrower's cash flow reality but to the bank's provisioning needs
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have pushed profitable businesses into technical default. NPA
metrics designed for accounting convenience have been applied
with mechanical rigidity to enterprises whose profitability was real
but whose cash flows were seasonal, cyclical, or temporarily
disrupted by government policy.

The result has been a quiet epidemic of business destruction.
Enterprises that employed hundreds, that had served their
communities for decades, that had honoured their obligations
through multiple credit cycles, have been classified as non-
performing on the basis of a 90-day rule applied without context,
without review, and without mercy. The entrepreneurs behind
these enterprises have watched their life's work dismantled not by
market forces but by administrative classification.

The Legal Humiliation

Beyond economic strangulation, Indian borrowers have been
subjected to a form of legal humiliation that strikes at their dignity,
their family, and their future. Co-extensive personal guarantees
have transformed corporate debt into personal catastrophe —
family homes seized, personal savings attached, spouses and
children dragged into proceedings they had no part in creating.
pari passu charges have allowed a single aggressive bank in a
consortium to destroy a borrower's security without the consent of
others, leaving the enterprise defenceless against unilateral
enforcement.

Fraud classifications — the most devastating label the banking
system can apply — have been imposed without inquiry, without
notice, and without evidence, on the basis of internal bank
decisions made in credit committees far removed from the reality
of the borrower's business. Borrowers have learned of their fraud
classification not from the bank that made it but from CIBIL
rejections, tender disqualifications, and passport impoundments.
And when, years later, these classifications have been rescinded —

372



as the Supreme Court in Rajesh Agarwal confirmed they frequently
must be — no compensation has followed. The bank has suffered
no consequence. The borrower has received no remedy.

The Human Cost

Statistics do not capture what this book is truly about. Behind every
NPA classification is a human being who built something, who
employed others, who dreamed of leaving something lasting for
their family. Behind every SARFAESI notice is a night of
sleeplessness, a family conversation about selling the house, a
child's education plan quietly abandoned. Behind every wrongful
fraud tag is a promoter who cannot look their community in the
eye, who is turned away at every bank counter, who ages a decade
in the months it takes the courts to provide relief.

This human cost is not incidental to the banking system's
dysfunction — it is its product. A system that imposes
consequences without accountability, that wields power without
proportionality, and that treats borrowers as adversaries rather
than partners in economic growth will always produce this cost.
Reform is not merely a legal imperative. It is a moral one.

PART B: THE LEGAL COBWEBS -
HOW THE SYSTEM TRAPS BORROWERS

The Architecture of Legal Entrapment

The sufferings documented in Part A do not arise from lawlessness.
They arise from a legal architecture that has been constructed, layer
by layer, to favour the lender over the borrower at every point of
friction. Understanding this architecture is the first step toward
dismantling it.
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The Statutory Cobweb

The Indian borrower navigates a labyrinth of statutes, each with its
own enforcement mechanism, each capable of being invoked
simultaneously against the same borrower:

e SARFAESI Act: Allows extra-judicial asset seizure without
court intervention, with the borrower's only remedy being a
post-facto DRT challenge after enforcement has already begun.

e RDDBFI Act: Establishes DRTs and DRATs as the primary
recovery forum, with procedures that favour institutional
creditors over individual borrowers in practice.

e Insolvency and Bankruptcy Code: Allows creditors to trigger
corporate insolvency with a minimum default threshold,
initiating a process that frequently results in resolution plans
that wipe out promoter equity entirely.

e Contract Act - Section 128: Enables co-extensive guarantee
liability that makes promoters personally liable for the full
corporate debt, destroying the limited liability protection that
the corporate form was designed to provide.

e Prevention of Money Laundering Act: Used by banks in
coordination with enforcement agencies to attach borrower
assets on the basis of fraud classification, adding criminal
investigation to civil enforcement in a combination that is
virtually impossible to resist.

The Regulatory Cobweb

Beneath the statutory framework lies an equally complex
regulatory cobweb spun by the Reserve Bank of India. Master
Circulars on NPA classification, Master Directions on Fraud
Classification, guidelines on consortium lending, Joint Lenders
Forum protoc:ols, inter-creditor agreement frameworks -- each
issued with legitimate regulatory intent but together creating a
system of such complexity that even sophisticated borrowers
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cannot navigate it without expert assistance. The information
asymmetry this creates is profound: banks employ teams of
specialists to apply these regulations in their favour; borrowers
encounter them for the first time when they receive a Section 13(2)
notice.

The Institutional Cobweb

Perhaps most insidiously, there is an institutional cobweb -- an
informal network of relationships, incentives, and shared interests
between banks, regulators, and enforcement agencies that
systematically disadvantages borrowers. Bank officials who
classify borrowers as NPA or fraudulent face no personal
consequence if the classification is wrong; they face significant
consequences if they are seen as too lenient with defaulters. This
asymmetry of incentives produces systematic over-classification --
a bias toward aggressive enforcement that the regulatory
framework does nothing to correct.

The RBI, as regulator, has supervisory powers that could be
deployed to correct this bias. It has consistently chosen not to do
so. Banking ombudsmen have jurisdiction to address individual
complaints but lack the systemic authority to address structural
injustice. Consumer courts have been responsive to individual
grievances but cannot rewrite the regulatory framework. The result
is a system that is technically subject to oversight but practically
immune from accountability.

PART C: THE BORROWER'S MANIFESTO -
REFORMS FOR AN EQUITABLE CREDIT SYSTEM
Reform Pillar 1: RBI Penalty and Compensation Framework

The foundation of any meaningful reform agenda must be the
establishment of real consequences for wrongful bank conduct. The
current system, in which banks face no financial penalty for
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wrongful NPA classifications, fraud tags, or account freezes, is

designed to produce wrongful conduct. Accountability requires

consequence.

1.

Mandatory penalty for wrongful fraud classification: The RBI
should be required by statute to impose a monetary penalty on
any bank whose fraud classification is rescinded -- whether
voluntarily or pursuant to court order. The penalty should be
proportionate to the period of wrongful classification and the
documented harm caused, with a minimum prescribed floor.
Fifty per cent of the penalty should be paid directly to the
affected borrower as compensation; the balance should accrue
to a Borrower Protection Fund administered by the RBI.
Mandatory compensation for wrongful NPA classification:
Where a court or tribunal sets aside an NPA classification as
unlawful, the bank should pay statutory compensation at a
prescribed monthly rate for each month the wrongful
classification remained in effect. This compensation should be
payable without requiring the borrower to separately prove
and quantify loss -- the wrongfulness of the classification
should be sufficient to trigger the obligation.

Mandatory CIBIL remediation within 7 days: Where any
adverse classification is reversed, the bank should be required
to notify all credit bureaus within 7 days and the credit bureau
should be required to update the record within a further 7 days.
Non-compliance should attract daily penalties. The current
system, in which wrongful CIBIL entries persist for years after
reversal, compounds the injury unconscionably.

Borrower Protection Fund: A fund established from bank
penalties and regulatory fines, administered by the RBI, to
provide emergency relief to borrowers whose businesses have
been destroyed by wrongful bank action pending final
adjudication. This fund would serve as a bridge -- ensuring that
borrowers are not forced to settle on unfavourable terms
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merely because they cannot survive financially while their legal
challenge proceeds.

The RBI Circular Problem: Regulation Without Representation

There is a dimension of the RBI's regulatory conduct that has
received insufficient attention in the reform debate: the systematic
exclusion of borrowers from the regulatory process itself. The
Reserve Bank of India issues dozens of circulars every year -- on
NPA classification norms, interest rate frameworks, restructuring
guidelines, fraud classification procedures, consortium lending
protocols, and SARFAESI enforcement standards. Each of these
circulars directly and materially impacts the rights, obligations,
and financial fate of India's borrowing class. Yet not one of them is
issued with any formal mechanism for borrower consultation,
borrower notification, or borrower representation.

The contrast with the treatment of banks is stark. The RBI
maintains continuous, structured dialogue with the Indian Banks'
Association and individual bank managements. Draft guidelines
are shared with banks for comment. Implementation timelines are
negotiated. Transitional relief is provided where banks face
operational difficulty. The borrower, whose business and family
are equally at stake in these regulatory decisions, receives none of
this consideration. A circular that changes the NPA classification
methodology, that modifies the fraud classification process, or that
alters the consortium enforcement framework is issued, gazetted,
and implemented -- and the borrower learns of its existence, if at
all, only when the bank invokes it against them.

This is not merely procedural unfairness -- it is a structural
democratic deficit. The RBI's regulatory mandate extends to the
stability and fairness of the entire credit ecosystem, not merely to
the institutional health of its member banks. A regulator that
consults only one side of a two-sided relationship cannot claim to
be regulating that relationship fairly. The borrower is not a passive
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recipient of banking services -- they are an equal partner in the

credit contract, an equal contributor to the economic activity that

banking is meant to facilitate, and an equal stakeholder in the

regulatory framework that governs that activity.

The following reforms are proposed to correct this democratic
deficit:

Mandatory borrower consultation on all RBI circulars that
materially impact borrower rights: Before issuing any circular
that modifies NPA classification norms, guarantee enforcement
procedures, fraud classification methodology, or SARFAESI
enforcement standards, the RBI should be required to publish
a draft for public comment, with a minimum 30-day
consultation period. Recognised borrower associations and
consumer advocacy groups should be formally notified of all
such drafts.

Mandatory borrower notification of all circulars affecting their
rights: Every RBI circular that impacts borrower obligations or
enforcement rights should be communicated directly to
borrowers by their lending banks within 30 days of issuance --
in plain language, in the regional language of the borrower, and
with a clear explanation of how the circular affects their
existing loan arrangements. Ignorance of regulatory change
must not be a weapon that banks can deploy against borrowers.

Borrower representation on the RBI's advisory committees: The
RBI's internal advisory committees on credit policy, NPA
resolution, and banking regulation should include
representatives of borrower associations, small business
federations, and consumer advocacy groups. The voice of the
borrower must be present in the room where regulatory
decisions are made -- not merely audible in the courtroom after
those decisions have caused irreversible harm.
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Annual RBI Borrower Impact Assessment: The RBI should be
required to publish an annual assessment of the impact of its
regulatory actions on the borrowing class -- documenting the
number of NPA classifications, fraud tags, SARFAESI actions,
and account freezes in the preceding year, the proportion that
were subsequently reversed, and the aggregate economic harm
caused to borrowers by wrongful actions. This transparency
obligation would create accountability where none currently
exists and would equip Parliament, civil society, and the
judiciary with the information needed to hold the regulator
accountable.

Reform Pillar 2: Guarantee Liability Reform

The personal guarantee regime in India has become an instrument

of disproportionate personal destruction. The reforms proposed

here seek not to eliminate personal guarantees -- which serve a

legitimate purpose in aligning promoter incentives with borrower

performance -- but to restore proportionality and fairness to a
system that has lost both.

1.

Statutory cap on personal guarantee liability: Personal
guarantee liability should be capped by statute at a maximum
of two to three times the original loan amount. A promoter who
has guaranteed a loan of Rs. 10 crore should not face unlimited
personal liability that, with compound interest and penal
charges accumulated over years of litigation, may exceed Rs. 50
crore or Rs. 100 crore. The cap preserves the incentive-
alignment purpose of guarantees while eliminating the
disproportionate personal destruction that the current
unlimited-liability regime produces.

Automatic guarantee discharge on fraud rescission: Where a
fraud classification that triggered guarantee invocation is
subsequently rescinded, the guarantee invocation should be
automatically discharged. Banks should not be permitted to
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continue pursuing guarantors on the basis of a fraud
classification that the bank itself has admitted was wrong. The
current practice -- rescinding the fraud tag while maintaining
the guarantee enforcement -- is a legal absurdity that must be
corrected by statute.

Protection for family members: Spouses, parents, and children
of promoters should not be required to provide personal
guarantees for corporate debt. Where such guarantees have
been obtained under coercion or without independent legal
advice, they should be voidable at the option of the family
member. The extension of corporate liability into the family
home represents a form of institutional coercion that has no
legitimate justification.

Mandatory independent legal advice: Before executing a
personal guarantee, the guarantor should be entitled -- and
required -- to receive independent legal advice at the bank's
expense. The current practice of presenting guarantee
documents at loan closing as a non-negotiable condition,
without any explanation of their consequences, is incompatible
with informed consent.

Reform Pillar 3: Mandatory Arbitration for Consortium Disputes

The consortium lending system -- in which multiple banks share

exposure to a single borrower -- has become a source of predatory

enforcement rather than shared risk management. One aggressive

bank in a consortium can trigger SARFAESI enforcement, freeze

accounts, and destroy the borrower's enterprise on the basis of its

own commercial judgment, without effective constraint from

consortium partners or regulatory oversight. The reform required

here is structural.

1. Mandatory arbitration before enforcement: In any consortium

lending arrangement, no enforcement action under SARFAESI
or any other statute should be permitted until the dispute
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between the borrower and the consortium has been submitted
to mandatory arbitration. The arbitration should be conducted
under a specialised banking arbitration framework
administered by the RBI, with arbitrators drawn from a panel
of retired judges, senior advocates, and banking professionals.

2. Fast-track resolution within 60-90 days: The arbitration should
be required to produce an award within 60 to 90 days of
initiation. This timeline is essential: the purpose of mandatory
arbitration is not to delay legitimate enforcement but to ensure
that the enforcement decision is made by an independent body
rather than a single aggressive creditor. A 90-day timeline is
achievable and preserves the legitimate interests of all parties.

3. Prevention of unilateral destruction: During the arbitration
period, all enforcement actions -- account freezes, SARFAESI
notices, asset seizures -- should be stayed automatically. The
borrower's ability to continue operating its business during the
arbitration period is essential to preserving the value of the
enterprise for all creditors, not merely for the borrower.

Reform Pillar 4: Industry-Specific and Context-Sensitive NPA
Norms

The 90-day NPA classification rule, applied uniformly across all
sectors and business types, is a blunt instrument that produces
unjust outcomes in any business context where cash flows do not
arrive on a regular monthly schedule. The reform required is not
the abandonment of NPA norms but their intelligent
contextualisation.

1. Seasonal business classification — 180-day rule: For
businesses whose revenues are demonstrably seasonal —
agricultural processing, tourism, festival retail, monsoon-
dependent industries — the NPA classification period should
be extended to 180 days, with the overdue period computed on
an annual cycle rather than a monthly one. A sugar mill that
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receives payment once a year should not be classified as NPA
because it has not made monthly interest payments.

Cyclical industry recognition: For industries with documented
multi-year business cycles — real estate, infrastructure,
shipping, steel — the NPA classification framework should
incorporate cyclical adjustment mechanisms that distinguish
between a borrower in temporary cyclical difficulty and one in
genuine default. The classification of an infrastructure
developer as NPA because a government project has been
delayed is not a reflection of credit risk -- it is a reflection of
government payment behaviour.

Government contract receivables accommodation: Where a
borrower's default is directly attributable to delayed payment
by a government authority — which is documented as a
pervasive problem across central and state government
contracting — the bank should be prohibited from classifying
the borrower as NPA until a prescribed period after the
government payment falls due. The borrower should not bear
the credit consequences of the government's payment failure.

Annual DSCR assessment for seasonal businesses: The Debt
Service Coverage Ratio for seasonal businesses should be
assessed annually, not monthly. A business that generates Rs.
12 crores in revenue over three months and services its full
annual debt obligation from that revenue should not be
classified as NPA because its DSCR in the remaining nine
months is zero.

Reform Pillar 5: Profitability Protection Before Classification

Perhaps the most fundamental reform required is the introduction

of a mandatory profitability review before any NPA classification.

The current system classifies accounts as non-performing based

solely on payment behaviour, without assessing whether the

underlying business remains viable and profitable. This produces
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the perverse outcome of destroying profitable businesses for

temporary cash flow difficulties that could have been resolved

through restructuring.

1.

Mandatory viability review before NPA classification: Before
classifying any account as NPA, the bank should be required to
conduct -- and document -- a review of the borrower's
underlying business viability. Where the review establishes
that the enterprise is fundamentally profitable and the default
is attributable to temporary cash flow disruption, the bank
should be required to offer a restructuring option before
proceeding to NPA classification. Classification without this
review should be void.

Protection period for historically profitable businesses:
Enterprises with a documented track record of profitability --
defined as net profit in at least three of the preceding five
financial years -- should be entitled to a mandatory 90-day
protection period before NPA classification, during which the
bank must engage with the borrower on restructuring. This
protection period reflects the economic reality that profitable
businesses can experience temporary cash flow difficulties
without becoming fundamentally non-viable.

Independent business valuation before SARFAESI
enforcement: Before taking possession of secured assets under
SARFAESI, the bank should be required to obtain an
independent valuation of the secured assets from a registered
valuer. The valuation should be shared with the borrower and
should form the reserve price floor for any subsequent auction.
The current practice of SARFAESI auctions at prices that
destroy value for both the borrower and, ultimately, the
creditor, must end.
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Reform Pillar 6: Bank Executive Accountability

No reform agenda will succeed without addressing the
fundamental incentive problem at the heart of the banking system:
individual bank officials who make wrongful enforcement
decisions face no personal consequence for those decisions. The
asymmetry of incentives -- where leniency carries career risk and
aggressive enforcement carries none -- produces systematic over-
enforcement. Correcting this asymmetry requires personal
accountability.

1. Personal liability for willful wrongful classification: Senior
bank officials who authorise NPA classifications, fraud tags, or
enforcement actions that are subsequently found by a court or
tribunal to be willfully wrongful -- made without reasonable
basis and in disregard of available evidence -- should be subject
to personal civil liability for a portion of the compensation
awarded to the affected borrower. The protection of the
corporate veil should not extend to officers who have acted in
willful disregard of their regulatory obligations.

2. Bonus clawback for NPAs created through misconduct:
Where an NPA is found to have been created through the
bank's own misconduct -- wrongful classification, fraudulent
valuation, breach of sanction terms -- the performance bonuses
paid to responsible officials during the period of misconduct
should be subject to clawback. This aligns the personal financial
incentives of bank officials with the correct performance of
their classification obligations.

3. Criminal prosecution for fraud enablement: Where bank
officials are found to have participated in or facilitated the
fraudulent classification of a borrower -- including through the
fabrication of forensic audit reports, the suppression of
exculpatory evidence, or the coordination of enforcement
actions designed to destroy the borrower's business for the
benefit of a competing interest -- they should be subject to
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criminal prosecution under the Indian Penal Code and the
Prevention of Corruption Act. The banking system's integrity
depends on its officials being held to the same legal standards
as the borrowers they regulate.

4. RBI fit and proper criteria extension: The RBI's fit and proper
criteria for senior bank officials should be extended to include
a track record of fair treatment of borrowers. Officials with a
documented history of wrongful classifications, reversed fraud
tags, or successful borrower challenges to their enforcement
decisions should be ineligible for senior positions in the
banking system. Excellence in banking should be measured not
only by NPA recovery rates but by the fairness of the process
through which those recoveries were pursued.

The Borrower's Call to Action

Reform does not happen because it is just. It happens because those
who are wronged demand it, organise around it, and refuse to
accept the status quo. The six pillars of reform proposed in this
essay are not utopian aspirations -- they are practical, legally
grounded, and internationally precedented proposals that the
banking regulatory framework can absorb without undermining
legitimate credit recovery.

But they will not be implemented without pressure. India's
banking lobby is powerful, well-organised, and deeply connected
to the regulatory and political establishment. The borrower class --
millions strong, economically significant, and politically
underrepresented -- has not yet found its collective voice. This
book is an invitation to find it.

Every promoter who has been wrongly classified, every guarantor
who has been pursued for debts they did not create, every
entrepreneur whose account was frozen without notice, every
family that lost its home to a bank's administrative error -- each of
them has a stake in these reforms. Each of them has a voice tht the
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regulatory establishment has learned to ignore. This book asks
them to use that voice -- in courts, in regulatory consultations, in
legislative submissions, in public discourse -- until the system
changes.

Conclusion: The India We Must Build

India's economic ambition -- to become a developed nation, to lift
hundreds of millions out of poverty, to build world-class
infrastructure and industry -- cannot be realised without a credit
system that works for borrowers as well as lenders. Credit is the
oxygen of enterprise. A credit system that starves enterprises of
oxygen, that classifies viable businesses as failures, that destroys
entrepreneurs and calls it risk management, is a system that will
constrain India's growth as surely as any external economic shock.

The reforms proposed in this essay are not anti-bank. They are pro-
growth. A banking system in which lenders are accountable for
their errors is a banking system in which credit is allocated more
carefully, more fairly, and more productively. A system in which
borrowers have genuine legal protections is a system in which
entrepreneurs take risks with confidence rather than fear. A system
in which wrongful enforcement carries real consequences is a
system in which enforcement is reserved for cases of genuine
default rather than deployed as a weapon of commercial
convenience.

The fourteen essays that precede this one have documented the
India that exists: a banking system that has systematically, legally,
and without accountability failed its borrowers. This final essay
describes the India that must be built -- an equitable credit system,
a fair regulatory framework, and a banking culture that treats its

borrowers as partners in growth rather than adversaries to be
defeated.
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The borrower has been silent long enough. Millions of Indian
entrepreneurs, promoters, guarantors, and families have endured a
system designed against them with a patience born not of acceptance but
of exhaustion. This book ends that silence. The reforms demanded here
are not charity -- they are justice. The credit system of a nation that
aspires to greatness must be worthy of its borrowers. The time for that
system is not tomorrow. It is now.

The Six Pillars of Borrower Equity Reform

1. RBI Penalty and Compensation Framework -- mandatory
financial consequences for wrongful bank conduct, payable to
affected borrowers.

2. Guarantee Liability Reform -- statutory caps, automatic
discharge on fraud rescission, and family member protection.

3. Mandatory Arbitration for Consortium Disputes --
independent resolution before enforcement, with automatic
stay during proceedings.

4. Industry-Specific NPA Norms -- contextual classification that
recognises seasonal, cyclical, and government-dependent
businesses.

5. Profitability Protection Before Classification -- mandatory
viability review, protection period for profitable businesses,
and independent asset valuation.

6. Bank Executive Accountability -- personal liability, bonus
clawback, criminal prosecution, and fit-and-proper criteria for
fair treatment.
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