HE SECURITIES MARKETS

Code (SMC),2025, has gen-

erated considerable debate

about its interface with the

Insolvency and Bankruptcy
Code (IBC), 2016. Concerns have been
raised that SMC provisions onsettlement
finality, close-out netting, and collateral
enforcement may conflictwith the mora-
torium,waterfall,and estate provisions of
theIBC.The presenceof overriding clauses
in both Codes has reinforced the percep-
tion of overlap and possible conflict.

The concern is understandable, but
misplaced. What appears tobean overlap
infact concealsafundamental gapin Ind-
ia’slegal architecture: theabsence of a spe-
cialised resolution framework for finan-
cial service providers (FSPs) that perform
critical market functions and whose fail -
ure may have systemicconsequences.

The two Codes largely operate in dif-
ferentdomains.One seeks to prevent dis-
ruption of the securities market despite a
participant’sstress; the otherseekstores-
olve financial distressin an orderlymann-
er.Using harmonious construction, courts
confine overriding provisions to the spe-
cific field forwhich they were enacted.

Much of the perceived conflict disap-
pearsoncethe nature ofassetshandled by
clearing corporations (CCs) and clearing
members (CMs) is properly understood.
Theseinstitutions routinelyhold margins,
collateral,securities,and fundsthatbene-
ficiallybelongtoinvestors,counterparties,
andother market participants.Such assets
are often held in custodial, fiduciary, or
contractual capacities. They are not the
proprietary assets of the CC or CM.

The IBC recognises this. Assets
belongingto third partiesbutheld by the
debtorundertrust, custody,bailment, or
similar arrangements do not form part
of the insolvency estate. Likewise, the
Coderecognisesthe special treatment of
collateral, set-off, and multilateral net-
ting arrangements. Consequently,a sub-
stantial portion of what the SMCseeks to
protect is already outside the pool of
assets available for distribution among

COMPLEMENTARY CODES
DEBATE OVER IBC & SMC INSTEAD EXPOSES A GAP OF RESOLUTION FRAMEWORK FOR FINANCIAL SERVICE PROVIDERS

Fears of overlap misplaced

MS SAHOO
SUMIT AGRAWAL

The writers are legal practitioners and
former officials of Sebi

creditors underthe IBC.

The SMC’s emphasis on settlement
finalityand collateral protection therefore
does not undermine insolvency law; it
largely operates in respect of assets and
obligations that insolvency law itself tr-
eatsdifferently.Viewed through thislens,
the two Codes are better understood as
complementarythan competingregimes.
The real challenge lies elsewhere: how
should a CC or CM be resolved if it fails?

The SMC clearly contemplates such
failures. Its provisions address the cons-
equences of insolvency, lig-
uidation, and resolution
proceedings. They protect
settlement finality, netting
arrangements,and collater-
al enforcement even after
insolvency  proceedings
commence. Yet the SMC
does not itself provide a re-

——
The SMC should
neither be viewed
as an alternative
insolvency regime
nor as a challenge

tions required to preserve settlement
finality, close-out netting, collateral pro-
tection,and the continuityof critical mar-
ket functions.This,however,is an interim
solution at best. The policy question is
whether India should continue torelyon
the modified framework under Section
227 or establish a dedicated resolution
regime forfinancial institutions.

CCsand CMsare unlike ordinarycom-
mercial enterprises.They handle client
assets, intermediate transactions among
market participants,and perform func-
tions that are essential to
the stability of financial
markets. Their failure can
have consequences that
extend far beyond their
shareholdersand creditors.
In many respects, they
resemble banks, payment
systems,and other system-

solution framework for CCs to the IBC ically important financial

and CMs.Nordoestheordi- S s institutions more than

naryframework of the IBC. manufacturing companies
FSPs are generally ortrading firms.

excluded from theIBC’s scope.Parliament
recognised,however,thatsome categories
of FSPs may require the IBC’s procedural
architecture with modifications suited to
their specialised functions.Section 227 of
the IBC, therefore, empowers the central
government,in consultation with therel-
evant regulator, to apply the insolvency
frameworktospecified categories of FSPs
with appropriate modifications.

Read together, the SMC and Section
227 demonstrate thataworkable resolu-
tion framework can be constructed. The
IBC supplies the procedural machinery,
while the SMC identifies the modifica-

This points to a broader policy ques-
tion.Notall FSPsare alike.Somehold sub-
stantial customer assets, perform critical
infrastructure functions,orpose systemic
risks. Others operate in a manner that is
economically similar to ordinary com-
mercial enterprises.Treatingall FSPsiden-
ticallymay, therefore,be neither necessary
nordesirable.India should adopt a differ-
entiated resolution architecture.

Systemically important institutions
should ideally be resolved under a finan-
cial resolution framework designed spe-
cificallyfor financial-sector failures.At the
otherend of the spectrum are FSPswhose

business models and risk profiles closely
resemblethose ofreal-sector firms.There
is little reason why such entities cannot
continuetoberesolved undertheIBC’s or-
dinary framework.Between these two cat-
egories lie institutions that require mod-
ifications to conventional insolvencyrules
but do not justify a separate resolution
statute.Section 227 of theIBC providesan
appropriatebridge for such entities.

Such an approach would preserve the
coherence of India's insolvency architec-
ture.Insolvencylawfunctionsbestwhen it
remains unified. Creating sector-specific
insolvency exceptions through isolated
provisions scattered across multiple
statutes,asin the SMC,risks fragmenting
the insolvency framework and misallo-
cating resources.Any departure fromthe
general insolvency regime should ordi-
narilybeaccommodated within the insol-
vency frameworkitself.

The SMC should therefore neither be
viewed as an alternative insolvency regi-
menorasachallenge to theIBC.Itidentif-
ies the market-stability safeguards that
any insolvency framework applicable to
securities market infrastructure institu-
tions must respect. The IBC provides the
institutional and procedural framework
through which those safeguards can be
implemented.

The debate therefore should move be-
yond the question of whether the SMC
and the IBC overlap. The overlap is far
smallerthan commonlyassumed,largely
because much of thesubject matterof the
SMC concerns third-partyassets and set-
tlementarrangementsthatlie outside the
insolvency estate itself.The more impor-
tantissue is the gap that the debate has
exposed: theabsence of a comprehensive
resolution framework for FSPs.

The SMC has not created that gap; it
has merely exposed it. The challenge bef-
ore policymakers is not to choose
between the SMC and the IBC, but to
designaresolutionarchitecture that pre-
serves market stability, protects client
assets,and maintains the integrity of the
insolvency process.



