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TAX AUTHORITIES ARE ‘SECURED’ CREDITORS:
WHETHER THE LAW HAS BEEN SETTLED IN STATE TAX
OFFICER (1) V. RAINBOW PAPERS LIMITED?

Naincy Mishra* & Nakul Agarwal’

[Abstract: The Insolvency and Bankruptcy Code, 216 is a comprehensive Code which
consolidates and amends the laws related to the reorganisation and insolvency
resolution of the corporate persons, partnership firms and individuals in a time bound
manner. Ever since its enactment, the IBC has been effectively used by the creditors to
recover their ageing dues from the corporations in lesser time. The IBC lays down an
order of priority in which the proceeds from the sale of assets shall be distributed during
liquidation, and it is commonly known as the “waterfall mechanism’ provided under
Section 53 of the Code. In a recent judgement by the Supreme Court of India in the
matter of State Tax Officer v. Rainbow Papers Limited, it has been held that “If a
Resolution Plan ignores the statutory demands that is payable to any State
Government or any legal authority, altogether, the Adjudicating Authority is bound
to reject such Resolution Plan”. This case comment analyses the abovesaid case, by
highlighting few important judgements of the past concerning the question whether
the tax authorities can be rendered as secured creditors. The authors have also analysed
the interpretation of Section 31 of the IBC by the Court and how such an interpretation
is not of much use for the purposes of the present case. Moreover, while an attachment
under the tax laws may create a statutory charge in favour of the tax authority under
the respective laws, it cannot be said to be ‘security interest’ and accordingly, does not
render the tax authorities to be a ‘secured creditor’ for the purposes of IBC.]

* Naincy Mishra & Nakul Agarwal, students at Himachal Pradesh National
Law University, Shimla, India. Email: naincybal933@hpnlu.ac.in.
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INTRODUCTION

The Insolvency and Bankruptcy Code, 2016 (hereinafter as IBC) is a
comprehensive Code which consolidates and amends the laws related to the
reorganisation and insolvency resolution of the corporate persons, partnership
firms and individuals in a time bound manner.! Ever since its enactment, the
IBC has been effectively used by the creditors to recover their ageing dues from
the corporations in lesser time. IBC is largely a creditor driven process, as the
power is mainly in the hands of the Committee of Creditors (hereinafter as
CoC). The word “creditor” can be defined as a person to whom a debt is owed
and it includes financial creditor, operational creditor, secured creditor,
unsecured creditor and a decree-holder.?

The IBC lays down an order of priority in which the proceeds from the sale of
assets shall be distributed during liquidation. The same is often known as the
‘waterfall mechanism” provisioned under Section 53 of the Code. In the said
section, the financial debts owed to unsecured creditors have a priority over
any amount which is due to the Central Government or the State Government;
or, debts which are owed to a secured creditor for any amount unpaid after the
enforcement of security interest.? Thus, the statutory dues, more often the dues
owed to the tax authorities, are most of the times, ignored under the veil of
liquidation of a company. It is further provided that if the order of priority
under that section is not followed in an agreement, it shall be disregarded by
the liquidator.* Importantly, a secured creditor has been defined under IBC as
a creditor in whose favour a security interest is created.’

In a recent judgement by the Supreme Court of India in the matter of State Tax
Officer v. Rainbow Papers Limited, it has been held that “If a Resolution Plan
ignores the statutory demands payable to any State Government or a legal
authority, altogether, the Adjudicating Authority is bound to reject the
Resolution Plan.”¢ In other words, the Committee of Creditors, which might
include financial institutions and other financial creditors, must refrain from
securing their own dues at the cost of the statutory dues which are owed to any
Government or Governmental Authority or any other dues, for that matter.”

1 The Insolvency and Bankruptcy Code, 2016, Preamble.

2 The Insolvency and Bankruptcy Code, 2016, S.2(10).

3 The Insolvency and Bankruptcy Code, 2016, S.53(1).

¢ The Insolvency and Bankruptcy Code, 2016, S.53(2).

5 The Insolvency and Bankruptcy Code, 2016, S5.3(30).

6 State Tax Officer v. Rainbow Papers Limited, A.LR. 2022 5.C 4141 (India), para 52.
71d.
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The case primarily deals with the question whether the provisions of the IBC
under Section 53 will override Section 48 of the Gujarat Value Added Tax,
2003 (hereinafter as GVAT). This case comment analyses the abovesaid case of
State Tax Officer v. Rainbow Papers Limited, by highlighting few important
judgements of the past concerning the question whether the tax authorities can
be rendered to be secured creditors. Further, it also analyses the Courts’
interpretation of certain provisions of the IBC and their viability in order to
arrive at the decision in this case.

II

BACKGROUND OF THE CASE

In the present case, the respondent is a company which was engaged in the
business of manufacturing and sale of Crafts and Oars. The appellant 'State Tax
Officer-(1)' has, from time to time, been assessed for Value Added Tax
(hereinafter as VAT) and Central Sales Tax (hereinafter as CST) under the
GVAT Act. As stated, an amount of Rs. 53.71 crores (approximately) was due
from the respondent to the Sales Tax authorities towards the CST and VAT and
accordingly, recovery proceedings were initiated against the Respondent. The
Corporate Insolvency Resolution Process (hereinafter as CIRP) against the
Respondent was initiated by one of the operational creditors of the respondent
under Section 9 of the IBC. The appellant also filed a claim before the
Resolution Professional (hereinafter as RP) in the required Form B, for an
approximate amount of Rs. 47.36 crores, as due and payable by respondent to
the appellant, towards its dues under the said GVAT Act, but at belated stage
after approval of the Resolution Plan by the Adjudicating Authority.
Thereafter, this entire claim was waived of by the RP in the Resolution Plan
and the same was challenged by the appellant contending that Government
dues could not be waived of as the Sales Tax Officer was a secured creditor.

Both the NCLT and the NCLAT rejected the claim of the appellant stating the
reason of delay in filing the said claim. It was also held by the NCLAT that in
view of Statement of Objects and Reasons of the IBC read with Section 53, the
Government cannot claim first charge over the property of the 'Corporate
Debtor', and accordingly, Section 48 of GVAT cannot prevail over Section 53 of
the IBC. Resultantly, the appellant does not come within the meaning of
'Secured Creditor' as defined under Section 3(30) read with Section 3(31) of the
IBC.

When the matter came before the Apex Court, the Solicitor General argued that
the term "Secured Creditor" as defined under the IBC is wide and
comprehensive enough to cover all types of the security interests namely, the
interest, title, right or a claim to a property, that is created in favour of, or
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provided for a secured creditor by any transaction, which secures payment or
the performance of an obligation and includes charge, mortgage,
hypothecation, assignment and encumbrance or any other agreement/
arrangement which secures payment or performance of any obligation of any
person. It was further argued that in view of the statutory charge in terms of
Section 48 of the GVAT Act, the claim of the State Tax Department squarely
falls within the meaning of ‘security interest’ as per the definition given under
Section 3(31) and thus, the State becomes a secured creditor under Section 3(30)
of the IBC. Worth mentioning here, Section 48 of the GVAT is a non-obstante
clause which provides that any amount payable by a dealer or any other person
on account of tax, interest or a penalty for which he is liable to pay to the
Government shall be a first charge on the property of such dealer, or as the case
maybe, such person.?

The Apex Court held that if a Resolution Plan ignores the statutory demands
which are payable to any Government or any legal authority, altogether, the
Adjudicating Authority must necessarily reject the Resolution Plan. Thus, if a
company is unable to pay its debts, which should include its statutory dues
owed to the Government and/or the other authorities and there doesn’t exist a
plan which contemplates the dissipation of those debts in a phased manner,
uniform proportional reduction, the company has to be liquidated and its
assets must be sold and distributed in the manner as provided under Section
53 of the IBC.°

III

CASE ANALYSIS

One of the important dues owed by the entities is the tax dues payable to the
tax authorities at the central or state level. As early as in 2000, the Supreme
Court of India highlighted the importance of crown debts in the matter of Dena
Bank v. Bhikhabhai Prabhudas Parekh & Co., whereby it was held that the principle
of priority of Government debts is founded on the rule of necessity and of
public policy. The hon’ble Court tried to justify the claim for priority of state
debts by pointing out that the State is entitled to raise money by taxation
because unless adequate revenue is received by the State, it would be difficult
for it to be able to function efficiently or to function as a sovereign Government
at all. That's why, the Government must be in possession of necessary funds
and this consideration emphasizes the necessity and the wisdom of conceding

8 The Gujarat Value Added Tax Act, 2003, S.48.
° Supra note 6.
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to the State, the right to claim priority in respect of its tax dues.'® However, the
Court did acknowledge that there is a common law doctrine of priority of
crown debts but it would not extend to providing preference to crown debts
over the secured private debts.!! This case was relied upon by the Hon’ble
Apex Court in P. C. of Income Tax v. Monnet Ispat & Energy Ltd. wherein the
Court observed that given Section 238 of the IBC, 2016, it is obvious that the
Code will override anything that is inconsistent contained in any other
enactment, including the Income Tax Act of 1961.12 This case of Monnet Ispat'3
was an appeal by the Income Tax Department against the order of the Income
Tax Appellate Tribunal in respect of the tax liability of the Respondent-
Assessee.

Prior to the case of Rainbow Papers, the High Courts of India have taken
different stances on the question of whether the tax authorities are secured
creditors. In Leo Edibles & Fats Ltd v. The Tax Recovery Officer, the High Court of
Andhra Pradesh held that the Income-tax Department does not enjoy the status
of a secured creditor, on an equal place with a secured creditor covered by a
mortgage or any other security interest, who can avail the provisions of Section
52 of the IBC. It was held that at best, the department can only claim a charge
under the attachment order, in terms of Section 281 of the Income Tax Act, 1961
(hereinafter as the 1961 Act).™ Section 281 of the 1961 Act talks about certain
transfers that are void.’> The Court also took into account Sections 178(2) and
(3) of the 1961 Act lays down the provisions related to a company in
liquidation.'® Ultimately, the Court said that since the tax dues is an input to
the Consolidated Fund of India and of the States, it comes within the scope of
Section 53(1)(e) of the IBC. Thus, if the Legislature has assigned such dues on
the fifth position in the priority list, it is not for the Court to delve into or belittle
the rationale underlying such assignment.!”

In an earlier decision in Imperial Chit Funds (P) Ltd. v. Income Tax Officer,
Ernakulam, the Apex Court had in fact considered Section 178 of the 1961 Act
in relation to the preferential payments covered by Section 530 of the

10 Dena Bank v. Bhikhabhai Prabhudas Parekh & Co. & Others, A.LR. 2000 S.C 3654, para
8. Also see M/s. Builders Supply Corporation v. Union of India [1965] 56 L.T.R. 91 (5.C)
(India).

11 Supra note 9.

12 CIT v. Monnet Ispat & Energy Ltd., (2018) 18 S.C.C. 786.

13 Supra note 11.

1 Leo Edibles & Fats Limited v. The Tax Recovery Officer (Central), Income Tax Department,
Hyderabad and others, 2018 S.C.C. OnLine Hyd. 193.

15 The Income Tax Act, 1961, S.281.

16 The Income Tax Act, 1961, S.178.

17 Supra note 13.
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Companies Act, 1956'8 and then took the view that the Income-tax Department
has to be treated as a secured creditor in the light of the words occurring in
Sections 178(3) and (4) of the 1961 Act to the effect that the liquidator shall set
aside the amount notified by the Income-tax Officer and if it is not so done, the
liquidator is personally liable to pay the amount of tax.” However, it should
be noticed that by virtue of the amendment of Section 178(6) of the 1961 Act by
Section 247 of the IBC read with the Third Schedule appended thereto, the
whole of Section 178 has no application to liquidation proceedings initiated
under the said Code.?

Another case of Jalgaon Janta Sahakari and Ors. v. Joint Commissioner of Sales Tax
involves petitions filed by various banks and NBFCs on the question whether
secured creditor have prior right over relevant Government department to
appropriate amount realized by sale of secured asset.?’ The primary laws
involved in this case were Securitisation and Reconstruction of Financial Assets
and Enforcement of Security interest Act, 2002 (hereinafter as SARFAESI Act)
and Recovery of Debts and Bankruptcy Act, 1993 (hereinafter as RDDB Act).
In its judgement, the Bombay High Court held that a secured creditor can claim
priority over all other debts and all revenues, taxes, etc., in the matter of
payment of the debts due to it.??

It is worth mentioning that in certain circumstances, the Income Tax
Department does not actually file its claim for it to be included in the resolution
plan during the CIRP of the corporate debtor. However, as provisioned in
Section 31 of the IBC as well as in accordance with the view of Supreme Court,
any claim, which is not part of the resolution plan, as on the date of its approval
by the NCLT, shall stand extinguished and no proceeding can either be
initiated or continued in respect of such a claim.? This is often known as the
‘clean hands doctrine’. In The Sirpur Paper Mills Limited v. Union of India, the
Income Tax Department did not file its claim during the resolution process and
thus, the High Court of Telangana held that such claim by the Department shall
stand extinguished.?* The Court gave the decision in view of the Supreme

18 The Companies Act, 1956, S. 530. This section also laid down the order of priority to
be followed while paying debts in case of winding up of a company.

19 Imperial Chit Funds (P) Ltd. v. Income Tax Officer, Ernakulam, A.LR. 1996 S.C 1887
(India).

20 Supra, note 13.

2 Jalgaon Janta Sahakari Bank Ltd. v. Joint Commyr. of Sales Tax Nodal 9, 2022 S.C.C. OnLine
Bom 1767.

22 Sypra note 20.

2 The Insolvency and Bankruptcy Code, 2016, S.31.

2 Sirpur Paper Mills Ltd. v. Union of India, 2022 S.C.C. OnLine TS 130.
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Court’s decision in Committee of Creditors of Essar Steel India Limited® and
Ghanashyam Mishra?. In Ghanashyam Mishra, it was held that that a debt in
respect of payment of dues arising under any law for the time being in force
including the ones which are owed to the Central Government or any State
Government, or any local authority which does not form a part of the approved
resolution plan shall stand extinguished.?”” Thus, as far as the rights of the
creditors or the government authorities are protected under the IBC, the claims
must be the part of the resolution plan. But, as per the judgement of Rainbow
Papers, such a resolution plan must be rejected if it doesn’t contain the dues of
the government.

Interestingly, post the case at hand, all these contradictory stances by the courts
were discussed in a recent judgement of Empee Distilleries Limited v. The
Superintending Engineer, Pudukottai Electricity Distribution Circle by the Madras
High Court, wherein however the electricity department failed to lodge its
claim before the resolution professional within the stipulated time and since
the resolution plan had been approved by NCLT, the electricity dues stood
extinguished.? In this case, the High Court applying the “test of invalidity” laid
down in Rainbow Papers observed that undisputedly, the resolution plan
ignores the electricity dues payable to the electricity department, a statutory
corporation, owned by the Government of Tamil Nadu.

As discussed in the present case, a resolution plan which does not meet the
requirements of Section 30 sub-section (2) of the IBC, would be invalid and not
binding on the Central Government, any of the State Governments, any
statutory or other authority, any financial creditor, or other creditor to whom
a debt in respect of the dues arising under any law for the time being in force
is owed.?”” Thus, when there are outstanding statutory dues of the Corporate
Debtor, such a resolution plan would not bind the State. To give this
observation, the Court relied upon the decision of Ebix Singapore Private Limited
v. CoC of Educomp Solutions Limited.*® In addition, the Court also took into
account the meaning to be ascribed to the words “shall” and “may” while

2 Committee of Creditors of Essar Steel India Limited v. Satish Kumar Gupta (2020) 8 S.C.C.
531 (India).

20 Ghanashyam Mishra and Sons Private Limited v. Edelweiss Asset Reconstruction Company
Limited (2021) 9 S.C.C. 657 (India).

27 Supra note 25. Also see, Ruchi Soya Industries Ltd. v. Union of India, W.P. No. 31090 of
2015 (India).

28 Empee Distilleries Ltd. v. Pudukottai Electricity Distribution Circle, 2022 S.C.C. OnLine
Mad 5272.

» Supra note 6, para 48.

30 Ebix Singapore Private Limited v. Committee of Creditors of Educomp Solutions Limited and
Anr. (2022) 2 S.C.C. 401 (India).
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discussing Section 31(2) which enables the Adjudicating Authority to reject a
Resolution Plan which does not conform to the requirements referred to in
Section 31(1) of the Code. It opined that since the section uses the expression
“may”, this means that the Authority can exercise discretionary power.
However, in the authors’” opinion, such an interpretation is not of much use for
the purposes of the present case. Importantly, the rejection of resolution plan
ultimately depends upon the fulfilment of the requirements laid down in the
Section 30(2). But, a careful consideration of the provision would indicate that
there is no such requirement suggesting that the government dues should after
all be given an important priority. Thus, there is no mandatory or directory
requirement on the basis of which a resolution plan in which the government
dues are not included in a timely manner by the concerned authority, be
rejected.

Moreover, the argument of the Tax department that its claim squarely falls
within the scope of "security interest" as per the definition given under Section
3(31) of the IBC seems a little ambiguous as the term "security interest" means
right, or a claim to property, created in favour of, or provided for a secured
creditor by a transaction which secures payment or performance of an
obligation.® Further, the term "transaction" means an agreement or
arrangement in writing for the transfer of assets, or funds, goods or services,
from or to the corporate debtor as per Section 3(33) of the Code.?? Pertinently,
it can be noted that the relationship between the Income Tax Authorities and
the corporate debtor can’t be interpreted so as to include it within the definition
of the term “transaction” as provided in the Code. While an attachment under
the tax laws may create a statutory charge in favour of the tax authority under
the respective tax laws, it cannot be considered as a ‘security interest” and
accordingly, does not render the tax authorities to be a “secured creditor” for
the purposes of this Code.

IV

WATERFALL MECHANISM UNDER THE IBC

The order of priority in which the assets of the corporate debtor are distributed
is provided under Section 53 of the IBC and can be explained as hereinbelow:

1. Insolvency Resolution Process costs and liquidation costs: This includes
the costs incurred during the insolvency resolution process and
liquidation process, including fees of insolvency professionals, legal
expenses, and other expenses incurred to run the process.

31 The Insolvency and Bankruptcy Code, 2016, S.3(31).
32 The Insolvency and Bankruptcy Code, 2016, S.3(33).
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2. Secured Creditors: Secured creditors are the ones who have provided a
security or collateral for the loan they have given to the corporate
debtor. They have the first right to recover their dues from the proceeds
of liquidation of the company.

3. Workmen’'s dues: Workmen’s dues are the dues owed to the employees
of the corporate debtor, including their salaries, wages, and other
benefits, for a period of 24 months preceding the insolvency
commencement date.

4. Unsecured Creditors: Unsecured creditors are the ones who have lent
money to the corporate debtor without any security or collateral. They
come after secured creditors and before workmen's dues.

5. Government Dues: Government dues include taxes, duties, and other
levies owed to the government by the corporate debtor.

While incorporating Section 53 in the Code, the legislative intent was to
simplify and make the priority of payments more transparent in line with
international best practices. The issue of giving preferential status to the dues
of the Government/Crown has been controversial in many jurisdictions.
Initially, in UK, the Crown was entitled to an absolute priority for revenue-
related debts in the event of insolvency of a subject. Further, it was also spread
to other countries, including India. However, as laid down by the Supreme
Court, the preferential status of the government debt was largely confined only
to unsecured creditors and such preferential right was not available over debts
of a mortgagee/pledgee of goods or a secured creditor, as their rights are more
perfect in comparison to that of the crown.®

It has been recommended in the Interim Report of the Bankruptcy Law Reform
Committee that there should be a separate declaratory provision which
upholds the priority rights of the secured creditors on their security interests
notwithstanding anything to the contrary contained in any state/central law
that imposes a tax/revenue payable to the Government by virtue of a specific
statutory provision made as a first charge on the assets of the assessee.* It
furthermore provided that such first charge may be allowed for claims that
existed on the date when such security interest was created.®

Even in the Final Report of the Committee, it was recommended that the right
of the Central Government and the State Governments in the distribution as
per the waterfall mechanism in liquidation should be given a priority below

3 Supra note 9.

3 The Ministry of Corporate Affairs, INTERIM REPORT OF THE BANKRUPTCY LAW
REFORM COMMITTEE Pg. 97 2015.

3% Supra note 33.
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the unsecured financial creditors in addition to all kinds of secured creditors
for promoting the availability of credit and developing a market for unsecured
tinancing as well as for a faster economic growth.? It was also suggested to
make the government also a beneficiary of this process as economic growth
will increase revenues. In landmark judgment of Technology Development Board
v. Anil Goel, the Appellate Authority observed that the concept of distribution
waterfall existed both in the Companies Act, 1956 and 2013, and is not a
concept unique to the Code.”” It was held that that the inter se priorities
amongst the secured creditors will remain valid and prevail in distribution of
assets in liquidation.®

\Y

CONCLUSION

In a very recent judgement by NCLAT New Delhi in Principal Commissioner of
Income Tax & Anr. v. M/s Assam Company India Ltd., it was held that the Income
Tax dues are Government dues and the Income Tax authority is a secured
creditor.® Evidently, even if certain aspects of the judgement make it really
ambiguous, the authorities have started to follow the law laid down. In the
Rainbow Papers, the Supreme Court has taken an altogether different view by
placing the Government dues at an equal pedestal with other secured creditors
because hitherto, the later were given an undisputable priority during the
distribution of the assets.

The authors” support the law laid down in the case of Leo Edibles® by the
Andhra Pradesh High Court that that since the tax dues is an input to the
Consolidated Fund of India and of the States, it comes within the scope of
Section 53(1)(e) of the IBC and thus the Courts must not give any improved
priority to the same. Imparting the Income Tax authorities, or the government
dues, the status of secured creditors would render the legislative intent of
laying down the priority list in Section 53 as unfruitful. Moreover, it would
create a lot of confusion while the assets of the corporate debtor will be
distributed. Thus, rejecting a resolution plan on the sole basis that it doesn’t
inculcate the claims of the government does not seem to be a good law, rather
it would indicate a wrong interpretation of the term secured creditors as laid

% The Ministry of Corporate Affairs, THE REPORT OF THE BANKRUPTCY LAW
REFORMS COMMITTEE VOLUME I: RATIONALE AND DESIGN Pg. 14 2015.

3 Technology Development Board v. Anil Goel, 2020 S.C.C. OnLine N.C.L.T. 3694.

3 Supra note 36.

% Principal Commissioner of Income Tax & Anr. v. M/s Assam Company India Ltd.
M.A.N.U/N.L/0607/2023.

40 Supra note 19.
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down under the IBC having a non-forceful transaction with the corporate
debtor. In the authors” opinion, the ‘clean hands doctrine’ as given under
Section 31 as well as by the Hon’ble Supreme Court in Ghanshyam Mishra*' and
Ruchi Soya*? should be followed as a compulsory law so that if the government
dues are payable at all, they have to be timely filed as per the procedures of the
IBC. This would, in fact, ensure the reorganisation and insolvency resolution
of corporate person in a ‘time bound manner” avoiding any kind of confusions.

4 Supra note 25.
£ Ruchi Soya Industries Ltd. v. Union of India, 2016 SCC OnLine Cal 3637.
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