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Abstract
Lending is the main activity of banks. Le-keqiang, the Prime Minister of China, remarked that
GDP numbers are unreliable. As per him, the combination of credit by banks, railway cargo
volumes, electricity consumption are the best indicators to gauge the state of the economy. In
order to manage the quality and health of loan assets portfolio, each bank introduces his own
lending policy. The RBI initiated asset quality review in December 2015 and observed that the
practice of the banks, especially PSBs, was to suppress NPAs and earned income on dud loans.
In view of the above, the aggregate NPAs of SCBs drastically increased from Rs.3, 23,464 crore
(approx) as on 31.03.2015 to Rs.10, 39,700 crore (approx.) as on 31.03.2018. As per RBI report
on Trend and Progress of Banking in India 2017-18, SCBs registered a cumulative loss of Rs.32,
400 crore during 2017-18. RBI imposed PCA (prompt corrective action) norms on 11 states run banks due to high NPA ratio and low regulatory capital ratio. As a result, they are facing
restriction on lending which in turn restricts growth of the economy. In the name of compromise
settlement, large advances with 84.5% haircut is not advisable. Moreover, the environment of
recovery culture should not be polluted by encouraging debt waiver in the agriculture sector as
very small numbers of marginal and small farmers are beneficiaries of debt waiver scheme.
Banking industry, especially PSBs, has to recognize NPAs timely to initiate recovery
action promptly and also to stop to pay dividend as well as taxes on income which they are not
entitled to book. The need of the hour is to identify the loopholes, if any, in lending policy and
implement the principles of lending policy. Banks are to be armed with more power to strengthen
the recovery process.
Keywords: Lending policy, NPA management, Recovery tools.
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Introduction
Banks play an important role of intermediation in the economy. It accepts deposits of money from the
public and lends or invests the same. In other words, it can be said that for the economic expansion of any
country, the most important function of the bank is to ensure the proper supply and movement of money in
the economy. By accepting deposits from the public, banks play the role of trustees of funds of the
depositors. Hence, the bank has to be very prudent in its lending activity.
Banking industry is the engine of the growth of the economy. Lending is the main activity of banks. The
actual economic expansion or current state of a country’s economy may be ascertained by the lending
activity of banks. This is not only applicable to our country but also for other countries. In this respect the
best example is the remark of Li keqiang, the Prime Minister of Republic of China, which is known as Li
keqiang index. In 2007, Li keqiang was the secretary of community party of Liaoning. At that time he
remarked before the then US ambassador that GDP numbers were unreliable. As per him, the combination
of credit by banks, railway cargo volumes, electricity consumption are the best indicator to gauge the state
of the economy. From the subsequent analysis, it was revealed that Li keqiang index was more relevant
than GDP.
The major income of the bank generates from its lending activity. Every lending activity invites risk
maintaining quality of assets is one of the most important challenges of bank. Income of bank mainly
depends on success in maintaining the quality of its assets, especially credit portfolio. Growths of income
of banks also positively influence the growth of the economy of the country. Any deterioration in the quality
of assets will negatively influence the confidence of depositors as well as investors.
Lending policy
In order to manage the quality and health of loan assets portfolio and also to control the system efficiently,
every bank introduces its own loan policy. Generally, lending policy addresses the various important
aspects such as exposure norms , authenticity to sanction loan, industry wise lending guidelines, restrictions
(Statutory and others) norms for off balance sheet exposure, pre-sanction security, due diligence on
borrowers, credit disbursal norms, post disbursal norms, credit monitoring, risk based pricing for fixing
interest rate, internal and external risk rating exercise of the borrower, Security and margin requirements in
various exposures, credit audit, stock audit etc.
However, it is seen that despite the presence of loan policy, SCBs in India, specially public Sector Banks,
failed to maintain its quality of assets.
Let us briefly discuss about the various important parameters of the SCBs. We draw the following table
from the RBI report on Trend and Progress of Banking in India 2016-17 and 2017-18.
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INDIAN BANKING SECTOR AT A GLANCE (TABLE-I)
(Amount in Rs. billion)
Sl
No

Items

Amount Outstanding
(At end- march)

1.

Balance Sheet Operations

1.1

Total Liabilities/assets

131293

141746

152553

8.0

7.6

1.2

Deposits

100927

111114

117940

10.1

6.1

1.3

Borrowings

14488

12807

16823

-11.6

31.4

1.4

Loans and advances

78965

81161

87460

2.8

7.8

1.5

Investments

33278

36523

41263

9.7

13

1.6

Off balance sheet exposure (as 111
percentage of on balance sheet
liabilities)

10711

113.4

1.7

7168

6371

24.2

-11.1

2.

Total consolidated
claim
Profitability

2.1

Net Profit

341

439

-324

28.6

2.2

Return on Assets (RoA) (Per cent)

0.4

0.4

-0.2

2.3

Return on Equity (ROE) (Per cent)

3.58

4.2

-2.8

2.4

Net Interest margin (NIM) (Per cent) 2.6

2.5

2.5

3.

Capital adequacy

3.1

Capital to risk weighted assets ratio 13.3
(CRAR) @**
Tier 1 Capital (as percentage of total 81.2
capital) @**

13.7

13.8

82.3

84.3

3.3

CRAR (tier 1) (Per cent) @**

10.8

11.2

11.7

4.

Asset Quality

4.1

Gross NPAs

6119

7918

10397

4.2

NET NPAs

3498

4331

5207

4.3

Gross NPA ratio ( Gross NPAs as 7.5
percentage of gross advances #)

9.3

11.2

4.4

Net NPA ratio ( Net NPAs as 4.4
percentage of net advances)

5.3

6.00

4.5

Provision coverage ratio (per cent)** 41.9

43.5

48.3

4.6

Slippage ratio (percent) **

5.9

7.6

3.2

31.3.2016 31.3.2017

Percent variation

international 5774

6.3

31.3.2018 2016-17

2017-18

29.4

31.3

23.8

20.2
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5.

Sectoral Deployment of Bank Credit
 Gross Bank Credit
 Agriculture
 Industry
 Services
 Personal loans

66.500
8829
27307
15411
13922

71455
9924
26798
18022
16200

77303
10302
26993
20505
19085

7.5
12.4
-1.9
16.9
16.4

8.2
3.8
0.7
13.8
17.8

Notes :1. Person variations could be slightly different as figures have been rounded off to million/billion.
2. * : provisional
3. ** : offsite return (domestic operations) , RBI
4. # : offsite returns (global operations ) , RBI
5. @: figures are as per the BASEL 3 frameworks.

Source: Reserve Bank of India

The rate of growth in deposit during financial year 2015-16 was 7%.
From the above table, it is seen that the rate of growth in deposits during financial year 2016-17 was 10%.
However, the rate of growth of deposit was nosedived to 6.1% during the financial year 2017-18.
Growth of advances during financial year 2015-16 was 9%. It reduced to 7.5% during 2016-17. However,
the rate of growth in advances marginally increased to 8.2% during 2017-18.
Sector wise Credit Growth
The performance of credit growth in Agriculture sector was very poor. During 2016-17, rate of growth
reduced to 12.4% from 15.3% of 2015-16. However, in 2017-18 it accounted rate of growth of 3.8% only
and signalled the alarming position of banks’ credit growth in agriculture sector.
Similarly the credit growth in the Industrial sector was very frustrating. In Industry, the rate of growth in
bank credit was 2.7% only during 2015-16. The position further deteriorated in the next financial year i.e
2016-17. It registered negative growth of -1.9%. Position in 2017-18 was not much encouraging as the rate
of growth in credit was only 0.7%.
The above table also shows that performance of credit growth in services and personal loans were better in
comparison to agriculture and industry. In other words it can be said that banking industry was not
comfortable in financing industrial and agricultural sector due to high slippage of quality of assets.
As per financial stability report of RBI, December 2018 (Issue no 18), the performance of PSBs as well as
Private sector banks improved during the current financial year. The rate of growth in deposit of PSBs
increased from 3.2% in March 2018 to 5% in September, 2018. In the same period, the rate of growth in
deposit of PSBs was 18.4%. Credit growth of public sector banks increased from 5.9% in March 2018 to
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9.1% in September 2018. In the same period, the rate of growth in credit of private sector banks increased
from 21.3% in March 2018 to 22.5% in September 2018.
Asset Quality
Gross NPAs of the Indian banks, specially PSBs, had been continuously moving in northward direction
since March 2013.
The following are the main reasons for the deterioration in quality of assets.
i)

The rate of growth of bank credit during 2006-11 was over 20%. Industrialists were mainly
benefitted by this high rate of growth of credit.

ii)

Structure of banks, specially PSBs (Public Sector Banks) were not enough equipped to handle the
high rate in credit growth. Banks, in general, compromised with identification of borrowers,
assessment of proposals etc to increase their balance sheet size ignoring the laid down norms of
lending policy.

iii)

Unhealthy competition amongst banks helped the industrialist to manipulate their financial
strength to raise more funds from the banks than their capacity/entitlement.

iv)

Delay in implementation of projects. Specially infrastructure sector pushed up the cost of the
project.

v)

Initially, the dishonest borrowers used to maintain high level of discipline to earn comfortable/high
graded credit rating. High graded credit rating ensures easy availability of credit facility at a low
rate of interest.

vi)

Bank imposes margin on credit facility for involvement of funds of borrowers in the project.
However, it was observed that borrowers used to inflate their balance sheet size to avoid the
payment of margin from their own sources.

vii)

Fraud in the banking sector has been increasing at rapid rate. As per RBI report, there was sharp
rise of fraud during fiscal year 2017-18. The rate of rise of fraud was 72% during 2017-18 over
the previous financial year. As per RBI report, frauds related to off-balance sheet operations,
foreign exchange transactions, deposit accounts and cyber security have emerged as dominant
category of banks fraud.

The report further mentioned that total 5917 cases of fraud related to various banking operations were
reported in the fiscal year 2017-18. The total no of frauds related to advances were 2526, which
was maximum and 2059 were cyber frauds. In the first half of 2018-19, there was further increase
of loan frauds. Banking system lost about Rs 30,400 Crore due to fraud.

80 | P a g e

Business Spectrum (ISSN: 2249-4804) Vol. IX No. 1 January-June 2019
An Open Access Fully Referred Peer Reviewed Bi-annual Journal of IAA South Bengal Branch

(Available online at: www.iaasouthbengalbranch.org)

viii)

In fixing working capital limit, banks give more weightage to past performance of the company,
specially sales turnover. However, some companies inflate sales turnover through inter-firm
transactions to enjoy higher limit.

ix)

The system of sanctioning working capital limit is for one year. However, in practice, it is either
renewed at same level or considered for enhancement in every year. There is no system for
repayment like term loan. Practically speaking, due to various reasons, every company has its own
life period. Hence, if banks continued to allow the working capital limit for indefinite period even
at the same level, there is every possibility that one day the account will be turned bad and hit the
balance sheet of the bank. That is why the norms should be changed regarding continuation of
working capital. It is advisable to fix repayment criteria for repayment like term loan.

NPA recognization and Profitability of Banks
At the initiative of former Governor of RBI, Raghuram Rajan, RBI initiated asset quality review in Dec
2015 and downgraded 150 companies. As a result, aggregate NPA of SCBs increased from Rs 323464 crore
as on 31.3.2015 to Rs 1039700 crore as on 31.3.2018. During 2016-17, there was increase in NPA,
provision coverage ratio, but profitability of the bank increased from Rs 341 billion during fiscal year 201516 to Rs 439 billion during 2016-17.
As per RBI report on trends and progress of banking in India 2016-17, the total income of SCBs increased
due to the following reasons despite the interest income growth was restrained by subdued credit growth
and increase in NPA
i)

Increase in non-interest income

ii) Demonetisation helped the bank to reduce the cost of deposit.
iii) Delay in transmission of policy rate cuts to lending rates vis-a-vis deposit rate.
The percentages of Net interest margin reduced from 2.6% during fiscal year 2015-16 to 2.5% during fiscal
year 2016-17 due to lower increase in Net Interest income vis-a-vis last financial year. Implementation of
MCLR, in April 2016, appeared to be positively influenced the interest income of the bank by increasing
their spread over MCLR.
However, during 2017-18, NPA further increased to Rs 10397 billion due to restructured advances,
specially the restructured advance of public sector banks slipped into NPAs and also improvement in NPA
recognition. As a result SCBs registered a cumulative loss of Rs 324 billion.
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Before initiative of former RBI Governor, Raghuram Rajan, the practice of the bank was to suppress NPAs.
Suppression of NPAs used to help the banks to hide the weakness of their balance sheets. As a result banks
were able to magnify their profitability and entitled to pay dividend to their shareholders. This type of
unholy practices weakened the inner strength of Scheduled Commercial Banks, specially PSBs. After
intervention of RBI, banks were forced to divulge their hidden NPAs. That was why, NPAs of Indian banks
specially, PSBs, jumped at an alarming rate. Indian banks, specially PSBs suppressed big NPAs by
restructuring the stressed account.
At the time of restructuring stressed accounts, corporate borrowers enjoyed several benefit from banks.
Such as concessional rate of interest, extension of repayment period etc. In this way, neither SCBs could
improve their own health nor the health of the corporate borrowers. Even the healthy corporate borrowers
also took the advantage of restructuring policy by manipulating the health of their projects .PSBs were in
such a helpless conditions that they were compelled to entertain the request of the corporate borrowers to
prevent slippage of advances. The surrender of PSBs before borrowers directly damaged the health of
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Indian banks. Moreover, it had created maturity mismatches in the banking industry which, in turn, invited
to liquidity and interest rely risk.
Sanction of concessional rate of interest, at the time of restructuring of stressed accounts, adversely affected
the NIM (Net Interest Margin) of banks. Reduction in NIM directly shifted the burden not only on shoulder
of banks but also depositors and honest borrowers. In order to stop this type of unholy practices, RBI rightly
withdrawn the resolution of stressed assets such as Framework for Revitalising Distressed Assets, corporate
debt restructuring scheme, flexible structuring of existing long term project loans, strategic debt
restructuring scheme (SDR). Change in ownership outside SDR and scheme for sustainable structuring of
stressed assets (S4A). Because of withdrawal of resolution of stressed assets fresh slippage increased in the
banking sector. What is most important to point out here that the step which had taken by RBI on 12 th day
of February 2018 should have been implemented earlier?
As per RBI report on Trend and Progress of Banking in India, due to implementation of the revised
framework of resolution of stressed assets from Feb 12, 2018 the GNPA (Gross Non-Performing Assets)
ratio of PSBs arising from borrowal account having exposure worth Rs 50.00 million or more increased
from 18.1% in the previous fiscal year to 23.1% in the year 2017-18. Similarly, GNPA ratio of private
sector banks also moved towards the northward direction. The share of special mention accounts (SMA-2),
which is the final stage before degrading the accounts, recorded a decline in case of both PSBs and PVBs.
NPAs of large size borrowal accounts of both PSBs and PVBs declined during 2018-19. However, the share
of SMA-2 loans in total loans slightly increased.
Prompt corrective action
Due to high NPAs, the banks in India, specially PSBs are in vicious circle. RBI initiated revised prompt
correction action on 11 state run banks viz Dena Bank, Bank of Maharatra, United Bank of India, Allahabad
Bank, IDBI Bank (Presently LIC is the majority shareholder), Indian Overseas bank, Corporation Bank,
United Commercial Bank, Central Bank of India, Bank of India, Oriental Bank of Commerce as these banks
breached the thresholds relating to capital, assets quality (which is tracked in terms of net non-performing
assets ratio) and profitability. These three parameters followed through the capital to Risk Assets ratio/CET1 ratio, the Net NPA ratio and return on assets respectively. Leverage would be monitored additionally as
part of the PCA framework. PCA framework is based on three Risk threshold levels viz Risk Threshold-1,
Rish Threshold 2 and Risk Threshold 3.
The main objective of imposing PCA is to prevent weak banks from taking certain riskier activities,
improve operational efficiency and focus on conserving capital to strengthen the loss absorption capacity.
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RBI’s Revised PCA Matrix (April 2017) Indicators and risk thresholds
Indicator

Risk Threshold Risk Threshold
1

2

Risk Threshold
3

Source: RBI
Those banks who are having capital to risk weighted assets ratio (CRAR) of less than 10.875% , but more
than 8.375 (i.e. up to 250 bps below indication) fall under the category of Risk Threshold 1. In case capital
to Risk Weighted Assets is less than 8.375% but more than 6.875% (i.e. more than 250 bps but not
exceeding 400 bps below indicator) fall under the category of Risk Threshold2. Those banks who failed to
maintain bare minimum capital under CRAR and fall below 4.25% will be categorized under Threshold 3.
If Net NPA of a bank is 6% or more but less than 9% fall under Risk Threshold1. If Net NPA of a bank is
more than 9% but less than 12% fall under Risk Threshold 2. Those banks who have Net NPA 12% or more
fall under Risk Threshold 3.
Banks with negative return on assets for two, three and four consecutive years fall under Risk Threshold
1,2 & 3.
If leverage ratio is less than 4%, but greater than 3.5%, it will fall under Risk Threshold 1. It leverage ratio
is less than 3.5%, it will fall under Risk Threshold 2.
In BASEL 3, Leverage ratio has been introduced to regularise banks which have load of trading book and
off balance sheet derivative position.
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As soon as RBI imposes PCA on banks, restriction on functioning started. There are two type of restrictions,
viz mandatory and discretionary, were faced by banks after the implementation of PCA. Some of the
examples of mandatory restriction are Restriction on dividend distribution, branch expansion, higher
provision as part of the coverage regime, restriction an management compensation and directors fees, as
applicable. Other corrective action that can be imposed on banks as part of the discretionary action include
special audit, restructuring of operation, activation of the recovery plan, recommend to owners to bring a
new management, supersede the bank’s board under Sec 36ACA of BR Act 1949 as applicable etc.
After imposition of PCA, 11 PSBs were not allowed to renew or mobilise high cost deposit. The main aim
of imposition PCA was to reduce NPAs and contain slippage of accounts.
There are several arguments whether PCA norms are to be relaxed or not.
As per RBI PCA norms should not be relaxed as it did not hinder the credit growth of economy. The
healthier banks have been shouldering more responsibilities for growth of credit. During past several
quarters, the nominal food credit growth of PSBs was about double digit level.
From the above,, it cannot be denied that banks under the PCA have lost their market share not only to
healthy private sector banks as well as private sector banks. It will be very difficult in future for these banks
to bring back business which they lost. At the time of imposing PCA, these 11 state run banks controlled
more than 20% of credit market.
The parliament committee on Finance recommended for reviewing the PCA framework.
RBI has rightly imposed PCA framework. However, it should not be continued for longer period. Govt. Of
India already started to infuse capital to state-run-banks.
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Since 2005, the Govt of India infused capital more than Rs 250 billion in public sector bank to improve
Capital Adequacy Ratio. Banks which are under PCA received more than half of the infused capital. During
financial year 2018 and also in current financial year, Govt. Of India infused around 635 billion of capital
to banks which were classified under PCA. In order to strengthen financial stability of weak banks, Govt
of India took the right decision of recapitalisation.
Until 2014, the rate of growth in credit of PCA banks was as good as other banks. The direction of rate of
growth in credit was changed after the AQR exercise and the imposition of PCA. The year on year growth
in credit reduced over 10% in 2014 to below zero by 2016.
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Provision coverage ratio of PCA banks was reduced below 40% during 2012-16. However, provision
coverage ratio of PCA banks was improved more than 66% as of Setember,2018 which was slightly less
than desirable 70%
When PCA was imposed on a bank, the big corporate borrowers of the bank generally did not face any
problem to shift their business to healthy banks. In case of MSMEs, it was not easy to shift the bank. They
were the worst sufferer and bearing the burnt of restriction. It is not acceptable for emerging economy like
India, where MSMEs have been constantly contributing for the economic growth of the country.
NPA Recovery Tools
Recovery of loan is one of the primary functions of banks to maintain its quality of assets. Huge stock of
toxic assets of SCBs, specially PSBs have been creating unbearable stress to the national economy.
At present, the following important tools are available to banks in India to tackle NPAs.
a)

Lok Adalats

b) Debt Recovery Tribunals
c)

SARFAESI Act, 2002.

d) Transfer/Sale of NPAs to ARCs.
e)

Insolvency and Bankruptcy Code,2016.

No doubt that after implementation of IBC Code, 2016, the pace of recovery has generated momentum.
However, the circumstance has forced the banks, specially PSBs to settle the NPA accounts with
considerable amount of haircuts. It will not be exaggerate to mention here that corporate borrowers have
been more benefitted by the implementation insolvency and Bankruptcy Code, 2016.
For example, Bank of India had to sacrifice aggregating to Rs 914 Crore to clean up balance sheet by
settling three large accounts such as Alok Industries, Asian Colour Coated Ispat and ISMT during the
quarter ended Dec,2018.
In case of Alok Industries, the percentage of haircut was around 84.5% for Bank of India. It recovered Rs
96 crore by selling its exposure worth Rs 621.00 crore.
For Asia Colour Coated, the percentage of haircut was 64% (approx.). The total amount of recovery was
Rs 69 crore against the exposure worth Rs 191 crore.
Against an exposure of Rs 422 crore of ISMT, Bank of India recovered Rs 155 crore. It indicates that the
bank had settled the account with 63 % (approx..) haircut.
In the fiscal year 2016-17, banks had written of bad loans worth Rs 89048 crore. In the financial year 201718, banks had written off a record of Rs 1, 44,093 crore of bad loans. Out of Rs 1,44,093 crore of written
off amount, the amount related to Public Sector Banks was Rs 1,20,165 crore and rest amount i.e. Rs 23,928
crore was related to private sector banks.
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In the first half of current fiscal year, public sector banks were compelled to write off bad loans worth Rs
516 crore due to wilful defaulters. As recovery from wilful defaulters is very difficult, there is remote
chance of recovery in write off accounts, which is related to wilful defaulters.
It is pertinent to mention here that share of 21 PSBs is around 70% of total banking assets, where there
contribution to bad loans is about 86% of the total NPAs in India’s banking sector.
In India, when industry is struggling to survive, the promoters of the sick industry have been enjoying life
comfortably with huge amount of personal assets.
In order to save the banking industry from the clutches of corrupt/criminal borrowers, the need of the hour
is to empower banks with more legal authority.
The Way Forward
There is no doubt that Indian banks are under process to clean up their balance sheet. Regulator is also very
active to control the banking system in India. Bankers are also working hard to improve the balance sheet
of banks. Several important parameters of SCBs have been gradually improving during the current financial
year. Three public Sector banks such as Bank of India, Bank of Maharashtra and Oriental Bank of
Commerce have been released by RBI from PCA framework on 31/01/2019.
The need of the hour is to improve the recovery culture. Govt should not entertain the waiver of agriculture
loans. It vitiates the recovery culture. Only few farmers are enjoying benefit of waiver. As per survey of
NABARD, only 36% of farmers raise loan from institutional sources, 48% farmers do not take loans. Out
of rest 52%, 70% raise loans from institutional sources while others approach private money lenders to get
credit.
It is seen that against huge amount of loan waiver, only benefit is reaching to 36% of farmers. Moreover, a
very small percentage of small farmers’ as well marginal farmers are getting benefit of waiver.
It cannot be denied that Indian farmers have been struggling hard for survival. Govt should develop
infrastructure to strengthen the back bone of farmer community in India.
If various state Governments allocate fund to make a modern supply chain for agriculture produce,
including cold storage, the helpless farmers would not be compelled to sell his product at lower price.
Thus it can be said that loan waiver is nothing but a psychological quick fix of the agrarian crises.
Presently, employees of the banks are highly demotivated. Numbers of suicide of employees in banks are
in increasing trend. Behaviour of top executives should be improved. Every employee irrespective of grade
/ category should be cautious about uses of his language. Polite and honest behaviour towards subordinates
always enrich the culture of the organisation. Target should not be taken as weapon to harass the
subordinates.
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Last but not the least, the main strength of an organisation is the morality of its employee. Indian banks are
grappling with huge amount of dud loans, frauds and scams. Strong morality of the employees of the banks
will be playing vital role to rescue banks from the present miserable conditions.
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