( Chapter-6 )

Loan Recovery

~ ¥ 1 Question of recovery arises when borrowers

default in repayment of loans as per
schedule. Deposit received from the public is
the prime source of funds for lending. If the
loans are not recovered in time there may
be a situation when banks will not be able to
honour depositors withdrawal requests
which may lead to bank failure.

: \} Therefore it is quite important for the banks
to have a appropriate recovery of loans policy in place. The recovery policy will contain clearly
defined both the below mentioned ways as and when needed.

1. Through a non-judicial route
2. Through judicial processes
One of the main criteria that determines a loan recovery process is the reason for loan default.

Let us understand the same with examples.
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Case 1:

Imagine a situation where a borrower, Mr. Onesti Lal is financially responsible (due loan) with a
good credit score. But due to unexpected circumstances (for eg. the COVID-19 pandemic), he
has lost his job and is unable to repay the loan.
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In this situation, the lending institution (Bank \ NBFC \ MFI) may offer him one of the following
options —

a) Extension of repayment tenure which reduces the EMI amount
b) A moratorium wherein he will not have to pay the EMI for a few months
c) Accept a ‘haircut’ wherein the lender waives a certain amount of loan if the borrower is in

no position to repay the loan in the near future as well

Note: It is to be noted that opting for a moratorium or even a ‘haircut’ may have a detrimental
effect on Mr. Onesti’s credit score. Repaying the loan amount in full even if the tenure is
extended is the best possible option.
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Case 2:

A borrower Mr. Andheri Lal has a low credit score but has availed a loan even when he is unsure
about his repayment capacity. Due to this, although he has received a loan, the interest rate is
high and repayment term is short.

He also may not be offered a moratorium or ‘haircut’.

If this was a secured loan, the lender may also choose to sell the asset given as collateral to
recover the loan amount if Mr. Andheri Lal defaults. However, Mr. Andheri Lal has the right to
receive any excess amount made through the sale after the loan amount has been repaid.

If neither of these options works, the lender may opt to send loan recovery agents.
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RBI Guidelines for Loan Recovery Agents:

Loan recovery agents are legally bound by certain guidelines and cannot harass the borrowers in
any way. These include —

(i) Banks must have a diligence process in place when it comes to engaging loan recovery agents
and are responsible for all complaints filed against them.

(ii) Borrowers must be notified first regarding the details of the recovery agency

(iii) The agent must also carry the authorization letter and copy of the bank’s notice when
meeting the defaulter.

(iv) In case a complaint has been lodged by the borrower, banks are not allowed to forward the
respective case to a recovery agency until the said complaint has been solved/disposed of.

(v) However, this is nullified if the bank is convinced with proof that the complaints are
frivolous.

(vi) The bank must also ensure that borrowers’ grievances regarding the recovery process are
addressed appropriately.
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Is defaulting on a loan a criminal case?
Will loan defaulters have to go to jail?

The answer to this is generally NO, except in certain circumstances.

Loan defaulting by itself is not a crime and defaulters cannot be arrested.
But

If a defaulter has not repaid a loan despite being liable for the same, the lender can file a case in
civil court against the borrower.

However, if the borrower is deemed to be a wilful defaulter by —
* Either not paying despite being able to
* Or diverting the loan or funds for reasons other than those provided while availing the loan
* Or even disposal or transfer of collateral without the lender’s knowledge

Then

a criminal case can be filed against the defaulter which may lead to arrest and a trial in a
criminal court.
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Borrower’s Rights:

Lenders have to legally follow certain processes if they wish to initiate a loan recovery process
against the borrower.

In case collateral has been provided, the asset(s) can be repossessed by the lender under the
SARFAESI (Securitisation and Reconstruction of Financial Assets and Enforcement of Security
Interests) Act.

However, the rights of every loan defaulter must be upheld. These are —
* Right to Notice : First Notice, Regd Notice, Legal Notice, Recall Notice
* Right to Fair Value : Banks must follow proper auction process
* Right to be Heard: Clarification \ explanation from the borrower must be heard.

* Right to Claim the Balance: Excess of realisation of value of securities must be refunded.
* Right to be Treated Politely: No abusive language \ threat etc.
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Conclusion:

Banks and other lenders can generally predict when a borrower is on the verge of defaulting
based on their financial behavior as well as a credit score.

The process followed by each lender will vary but generally, it involves trying to change certain
conditions to help the borrower repay the loan such as increasing repayment terms. Banks and
other lenders have proper loan recovery \ collection policy in place duly approved by their
board of directors.

If this does not work then assets may be seized in case of secured loans or loan recovery agents
may be enlisted.

If neither of these works, the banks and other lenders may follow their write off the loan policy
and can write off the dues as per approval process.
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Other Important aspects:

In case a guarantor — Guarantor is equally liable to repay the loan in case of default as per terms
of the loan agreement. If the guarantor refuses to comply with the terms he/she will be treated
as wilful defaulter and bank \ lender may take suitable legal action against the guarantor for
recovery of dues. However the guarantor steps into the shoes of the creditor \ lender and had
the right to sue the principal debtor / borrower for recovery of dues guarantor paid to the
lender / Bank. This is known “ Right of Subrogation u/s 140-141 of Indian Contract Act 1872.

In case of Death of the Borrower — In case of the unfortunate demise of the principal borrower,
the loan agreement is generally transferred to the legal heirs or the co-applicant. Certain
lenders also offer insurance policies against the same and can be explored by borrowers.
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Status of Loan Accounts and provisioning:

If there is regular repayment in the loan account as per terms of the loan agreement or regular
operation in an operative loan account viz. overdraft \ cash credit covering due interest and
other charges the account is treated as Regular Loan Account and also security created at the
time of loan disbursement and or collateral security is intact, the loan is categorised as Standard
Loan \ Asset.

There are various stages of irregular loans based on the periodicity. Lending institutions are
required to comply with the Income Recognition and Asset Classification and Provisioning
(IRACP) pertaining to advances as per Master Circular of RBl in this regard.
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Stages of Irregular (Out of Order) advances \ loans: (delinquency norm)

Loans other than in the nature of revolving facilities like cash credit/overdraft- Principal or
interest payment or any other amount wholly or partly overdue is categorised SMA ( Special
Mention Account) - in case of Overdraft \ Cash Credit Account outstanding balance remains
continuously in excess of the sanctioned limit or drawing power, whichever is lower, for a period
of:
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Loans other than revolving facilities Loans in the nature of revolving facilities like
cash credit/overdraft
SMA Sub- | Basis for | SMA Sub-categories | Basis for classification
categories classification - - Outstanding
Principal or interest balance remains
payment or any continuously in
other amount excess of the
wholly  or partly sanctioned limit or
overdue drawing power,
whichever is lower,
for a period of
SMA-o Upto 30 days
SMA-1 More than 30 days | SMA-1 More than 30 days
and upto 60 days and upto 60 days
SMA-2 More than 60 days | SMA-2 More than 60 days
and upto 90 days and upto 90 days
SMA - Special Mention Account
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Standard assets SME & Agri—0.25%

Commercial Residential - 0.75%
Commercial — 1%

Others — 0.40%

Sub-standard assets 15% (25% for unsecured portion)
Doubtful Assets Secured

Up to1Year 25%

1-3 Years 40%

>3 Years 100%

Unsecured 100%
Loss Asset 100%

Sub-Standard: All NPA accounts are sub-standard.

Doubtful: Where prime / collateral securities are deficient

Loss Asset: Prime / collateral securities disposed off \ borrower absconding \ death
SfAHTD: G THUIT W SaHHS & |
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Limitation Act 1963

According to Section 2 (j) of the Limitation Act, 1963, the life of a loan document (DPN) is three
years. Once the original Demand Promissory Note (DPN) is expired then the bank will not be
able to enforce money suit to recover its due through Court of Law.
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If the loan is secured by the mortgage of immovable property, the mortgage is valid for up to 12
years. However, a money suit is easier compared to the mortgage suit.

In order to keep the option of an easy way of recovery through money suit, this period of 3
years of DPN is saved from time to time by obtaining a Revival Letter (RL) under the signature of
borrowers and guarantors. The Revival Letter (RL) so obtained from the
borrower(s)/guarantor(s) extends the validity period of loan document for a further period of 3
years from the date of Acknowledgement of liability in terms of section 18 of Limitation Acts.
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NPA norms for Agriculture Finance:

As per the extant norms, advances granted for agricultural purposes are treated as NPA where
interest and/or instalment of principal remain unpaid after it has become due for two harvest
seasons but for a period not exceeding two half years.

A loan granted for long duration crops will be treated as NPA, if the instalment of principal or
interest thereon remains overdue for one crop season.
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National Company Law Tribunal (NCLT)

The NCLT or “Tribunal” is a quasi-judicial authority created under the Companies Act, 2013 to
handle corporate civil disputes arising under the Act. It is an entity that has powers and
procedures like those vested in a court of law or judge. NCLT is obliged to objectively determine
facts, decide cases in accordance with the principles of natural justice and draw conclusions
from them in the form of orders. Such orders can remedy a situation, correct a wrong or impose
legal penalties/costs and may affect the legal rights, duties or privileges of the specific parties.

The Tribunal is not bound by the strict judicial rules of evidence and procedure. It can decide
cases by following the principles of natural justice.
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Debt Recovery Tribunal (DRT)

Debt Recovery Tribunals were established to facilitate the debt recovery involving banks and
other financial institutions with their customers. DRTs were set up after the passing of Recovery
of Debts due to Banks and Financial Institutions Act (RDBBFI), 1993. Appeals against orders
passed by DRTs lie before Debts Recovery Appellate Tribunal (DRAT). DRTs can take cases from
banks for disputed loans above Rs.10 Lakhs. At present, there are 33 DRTs and 5 DRATs
functioning at various parts of the country. In 2014, the government has created six new DRTs to
speed up loan related dispute settlement.
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Difference between NCLT & DRT

NCLT is regulated by the Companies Act, whereas DRT is regulated by the SARFAESI Act and
Recovery of Debts due to Banks and Financial Institutions.

Companies approach NCLT for winding up, strike off cases in case of default whereas Banks and
Financial Institutions approach DRT for recovery procedure.

The liquidation that is Insolvency cases are dealt by NCLT.

Anyone can approach NCLT for recovery of money under IBC (Insolvency and Bankruptcy Code)
while DRT can only be approached by banks and financial institutions.

Minimum threshold limit for applying to NCLT under IBC is Rs. 1 Crore while minimum threshold
limit for applying to DRT is Rs. 20 Lakh.
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The mounting of NPAs in the Bank and the tardy recovery process of the dues is an important
concern for the Banks. Lok Adalat is one of the forums which has been playing an important role
in the settlement of disputes. Lok Adalat is a process of administering justice without resorting
to courts. Its process is voluntary and works on the principle that both parties to the dispute are
willing to sort out their disputes amicably. Through this mechanism, disputes can be settled in a
simpler, quicker, and cost-effective way. It is for the Banks to make use of this forum and speed
up the recovery of NPAs.

Lok Adalat is one of the alternative dispute redressal mechanisms, it is a forum where
disputes/cases pending in the court of law or at the pre-litigation stage are settled/
compromised amicably. Lok Adalat has been given statutory status under the Legal Services
Authorities Act, 1987. Under the said Act, the award (decision) made by the Lok Adalat is
deemed to be a decree of a civil court and is final and binding on all parties and no appeal
against such an award lies before any court of law.
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A P Ted TIHITAC H ST B B! FAdH JHT 3. 1 IS Sh SRS W AT A & oy
AT AT TS, 20 AR
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T H9 8 S faarel & faer & srem uffiet Ryt g1 81 did SiaTad, Sfarad! of TeRT fer & =amd ugm &=
B T UlhaT &1 SHD! UiohaT Wiwsdh § 3R 39 RIGTd | B Sl ¢ 1o fadre & il ugf 3 faaral &t
Tyl &1 Q Yasm & 35 § | 39 dF & Ty § faarel &l wRa, aRd SR anTd yuidt adies & fgerar st
Thar g | 98 St R AR 8 {5 3 59 o 1 Iuaim a3 3R TUTE &1 ageht & deit g |

TP 3feTard Iobiedrd faare FaRur o= & | T &, T8 U U1 1 & STeT 3ferad o a1 Gebah-gd =Rur F difed
faarel/mmat o1 TRl & F FueRy/ g far ordr 81 dd SeTed & S aar wfie s,
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Salient features in Lok Adalat are as under:

i) No Court Fee is involved.

ii) Lok Adalat to settle banking disputes involving amount up to Rs. 20 lakh.

iii) It can take cognizance of any existing suit pending in Civil Court/DRT Court.

iv) If no settlement is arrived at, the parties can continue with Civil Court/DRT proceedings.

v) Decrees passed by it have legal status and are binding on all the parties to the dispute and no
appeal shall lie to any Court against the Award.

vi) Settlement of cases through Lok Adalat will reduce the expenses and time in pursuing the
cases before the Court/DRT which is a time-consuming affair.

W gTad 31 g1 AT sH TeR 8

i) Pg TaTerd Yedb XA a1 3|

ii) 20 AR FUY I H1 AR IS &1 faare &1 Fuer & forg dres srered |

iii) 78 Ffaa ®1¢ /SR &1 & dfaa fasedt ft AicieT gohed &1 9@ A Iwarg|

iv) TS 1S THIT 761 g B, Ot unféat Rifaa Hic/SemRe & ary wriarg oIkl X8 b |

v) 39 GRTUIRG SR B BT Goll UTed 8 3R 3 9t vefl R a1y § faarg oik R & fawg foreht oft
AT | Blg SO gl b1 Se |

vi) A 3fSTAd P HIEOH I A & FUCR T W9 3R JHY & ST T UrTerd/S3Re & THe HHdl b
3 ST, Th JHY A I AT B |

The Organisation of Lok Adalat

Every State Authority or District Authority or the Supreme Court Legal Services Committee or
every High Court Legal Services Committee or, as the case may be, Taluk Legal Services
Committee may organise Lok Adalat at such intervals and places and for exercising such
jurisdiction and for such areas as it thinks fit.

Every Lok Adalat organised for an area shall consist of such number of;

(a) Serving or retired judicial officers; and

(b) Other people, of the area as may be specified by the State Authority or the District
Authority or the Supreme Court Legal Services Committee or the High Court Legal Services
Committee, or as the case may be, the Taluk Legal Services Committee, organising such Lok
Adalat.
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W JgTad BT AT
1. TS 18 WIFAHROT 7 foral ITfIeh0T a1 Hate =arred ST 9dTg
2. T 1 v S ATed I a1 Jrafa an, Sam ot amar g,
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6. TR 1 HitH BIC BT QT Wit a1 S rarerd BT Sar JrAfy, a1 S Hft /e g, arge ST
Ja1 I, T AH SHETad o1 TS B g |

Establishment of Permanent Lok Adalat

The Central Authority or, as the case may be, every State Authority shall, by notification,
establish Permanent Lok Adalat at such places and for exercising such jurisdiction in respect of
one or more public utility services and for such areas as may be specified in the notification.

Cognisance Of Case By Lok Adalat

Both the parties to the suit may agree to refer their dispute to Lok-Adalat, or One of the parties
there of makes an application to the Court/DRT for referring the case to the Lok Adalat for
settlement, or The court is satisfied that the matter is an appropriate one to be taken
cognizance of by the Lok-Adalat, the court shall refer the case to the Lok Adalat.

Where any case is referred to a Lok Adalat, it shall proceed to dispose of the case or matter and
arrive at a compromise or settlement between the parties.

Disposal of The Case In Lok Adalat
Every Lok Adalat while determining any reference shall be guided by the principles of justice,

equity, fair play, and other legal principles. Where no award is made by the Lok Adalat on the
ground that no compromise or settlement could be arrived at between the parties, the record
of the case shall be returned by it to the court from which reference has been received, and
advice the parties to seek remedy in Court. Where the record of the case is returned, such court
shall proceed to deal with such case from the state which was reached before such reference.
Every award made by a Lok Adalat shall be deemed to be a decree of Civil Court or as the case
may and shall be final and binding on all the parties to the dispute and no appeal shall lie to any
Court against the award.
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Powers of Lok Adalat

For determination of the dispute referred to it, the Lok Adalat shall have the following powers:

e to summon and enforce the attendance of any witness and examine him on oath.
e todiscovery and production of documents.

e to receive evidence on affidavits.

e to requisition of public record or copy of the record.

Wi 3reTerd B RMfaaar

Hefid faare & RuRo & fore ae sreraa & Fafafea afamar g

foreft +ft 7TaTE Y T SR T IufRUTT YT AT 3R AT IR IS A1d BT
ST B @Il 3R ITe P ferg |

ROYTA TR HI&d U 3 o ferg |

s Repls a1 Reple Bi Ufafalf &1 AT HRAT|

How to Organise Lok Adalat

For organising Lok Adalat respective banks can approach the district legal services authority. The
authorities agree for organising Lok Adalat exclusively for the Banks and exclusively for a
particular Bank also. Identify the area taking into consideration the conglomeration of the
bank’s branches.
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Multiple Choice Questions:

1. What is one of the main criteria that determines a loan recovery process? Try Exercise
on App
a) Repayment tenure b) Borrower's age
c) Reason for loan default d) Loan interest rate

2. According to RBI guidelines, what must banks do before engaging loan recovery agents?
a) Inform the borrower about the recovery agency
b) Carry out a diligence process
c¢) Notify the authorities
d) None of the above

3. In which act are the rights of loan defaulters upheld, including the right to notice and fair
value?

a) Banking Regulation Act b) SARFAESI Act
c) Negotiable Instruments Act d) Income Tax Act
4. Under what circumstances can a criminal case be filed against a loan defaulter?
a) If they have not repaid the loan despite being able to
b) If they have diverted the loan for unauthorized purposes
c) If they have disposed of collateral without lender's knowledge
d) All of the above

5. What is the process called when a lender takes back the collateral provided by the
borrower?

a) Loan recovery b) Asset seizure
c) Repossession d) Collateral liquidation

6. What is the prime source of funds for lending for banks?
a) Government grants b) Loans from other banks
c) Deposit received from the public d) Bonds and securities

7. What is the term used when a lender waives a certain amount of loan if the borrower is
unable to repay it?

a) Haircut b) Moratorium c) Extension d) Repossession
8. What act governs the process of asset classification and provisioning for advances?
a) Companies Act b) RBI Act c) Income Tax Act d) SARFAESI Act
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9. What is the status of a loan account where there is regular repayment as per terms of the
agreement?

a) Regular Loan Account b) Irregular Loan Account
c) Defaulted Loan Account d) Suspended Loan Account
10. What are loan defaulters' rights regarding the auction process of collateral?
a) Right to Fair Value b) Right to Auctioneer's Decision
c) Right to Price Negotiation d) Right to Asset Control

Answer the following questions:
1. Explain the difference between non-judicial and judicial loan recovery processes.

2. Describe the RBI guidelines for engaging loan recovery agents.

3. What are the rights of loan defaulters in the loan recovery process?

4. Discuss the implications of loan defaulting during the COVID-19 pandemic on borrowers'
credit scores.

5. Can aloan defaulter be arrested immediately upon defaulting on a loan? Explain.
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