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I. Introduction 

 The banking sector plays a crucial role in the development of any 

country. Banks for generating credit, follow the concept of maturity 

transformation, i.e., using short-term deposits from savers and turning them 

into long-term borrowings. Considering all borrowers pay back on a timely 

basis, the banks are able to generate credit, stimulate the money flow within 

the country, and thereby contribute to the economic development of the 

country by acting as the strong backbone of the economy. But this doesn’t 

happen in reality, borrowers default when it comes to repaying their debt, 

hence leading to hindrances in credit creation and development of the nation. 

Non-Performing Assets (NPA) continue to be a prominent buzzword since 

the last decade. 

 When a borrower deliberately defaults on a loan payment (either on 

interest and capital repayment) or is unable to make loan repayments 

because of adverse business economic conditions, non-performing assets 

occur. RBI defined NPAs as credit in respect of which interest and/ or 

installment of principal has remained ‘past due’ for a specific period of time. 

This specified time period changed over time- 

 

Year (ending March 31st) Specified Period for ‘Past Due’ 

1993 4 Quarters 

1994 3 Quarters 

1995 onwards 2 Quarters 

Source: RBI 

 

When either interest or principal repayment is unpaid for 30 days after its 

due date, it is regarded as past late. The idea of "past due" has been 



abandoned as of March 31, 2001, and the term now begins on the day that 

payment is due. To comply with international norms and standards RBI in 

2004, NPA’s overdue time period has been reduced to 90 days. 

 

Table 2: Provisioning Requirements for Various Categories of Loans 

Asset Category NPA duration Provisioning Rate (%) 

Standard  0.25-1.0 

Sub-Standard < 1 yr 15 

Doubtful Up to 1 yr 25 

1-3 yrs. 40 

More than 3 yrs. 100 

Loss  100 
Source- RBI 

 

For any given bank, Gross NPA indicates how much of the bad portfolio. If 

we subtract provisions made by banks from gross NPA the remaining figure 

will be Net NPA. The term ‘willful default’ is somewhat unique to India.  

A willful default broadly covers the following:  

a) deliberate non-payment of the dues despite adequate cash flow and good 

net worth;  

b) siphoning off of funds to the detriment of the defaulting unit;  

c) assets financed either not been purchased or been sold and proceeds have 

misutilised; 

d) misrepresentation/falsification of records;  

e) disposal/ removal of securities without the bank’s knowledge; and  

f) fraudulent transactions by the borrower” (RBI,2007).  



The notion of bad debt is associated with impaired assets notion in 

accounting principles and prudential oversight.   

 

II. From Twin Balance SheetProblem to Four Balance Sheet Challenge 

 The stress on balance sheets due to NPAs (for banks) on one side and 

heavily indebted corporates on the other results in the twin Balance Sheet 

(TBS) problem. This term gained recognition in 2016-17 in India. 

When an economy is in the boom phase (India’s GDP was growing at the 

rate of 9-10% during the mid-2000s and the investment/ GDP ratio reached 

38% in 2007-08), the profits are rising, companies are undertaking plentiful 

new projects and making certain projections for the future. To finance these 

projects, the company turns to banks for loans.As a consequence of the 

Global Financial Crisis in 2008, the companies’ future projections didn’t 

come true. And in the latter course of business, these companies may not be 

able to provide for their interest obligations and capital installments, thereby 

increasing their chances to default on either of these. The loans being the 

assets for the banks, their value either declines or cannot be recovered at all, 

making the balance sheet of banks look bad.  

 Usually, TBS is followed by economic stagnation, but India’s TBS 

problem co-existed with the high level of aggregate domestic demand, 

making sure that India has a unique path of TBS.  NPAs’ peaked around 

2015 and were largely coming from loans given during the high growth 

period of 2003-2008. It was the infrastructure sector (power, transport, and 

telecom) that had the soaring NPAs. 

 From the problem of TBS, we have graduated to four balance sheet 

challenges. It deals with banks and Non-Banking Financial Companies on 



the financial side and real estate and infrastructure companies on the 

corporates side. In 2018, NBFC giant IL&FSdefaulted on its interest 

obligations and it had a debt of Rs. 90,000 crores. NBFC financed real estate 

mostly. As real estate was already facing low growth in terms of demand 

and the rising pile of unsold houses, making it difficult for real estate 

companies to repay their loan. The direct lending of some state banks to 

NBFCs was about 10-14% of their loan books, hence widening and 

deepening the NPA crisis in India. 

III. NPAs from 2011-21 

Considering the long history of NPAs in India they have been at their lowest level during the 

global financial crisis and the few years following it. But there is an increase in NPAs since 2011, 

however, till 2013-14 the growth rate of NPA was considerably slow. From 2014 onwards, NPA 

grew at anexponential pace, reaching the maximum levels in 2017-18. The spur in NPAs was 

coming largely from the Public Sector Banks. 

 

Source- Adapted from RBI Table (Report-Handbook of Statistics on Indian Economy,2021) 
 
 

Reasons for NPAs in India as per Raghuram Rajan- 

(i) Over-optimism and slow growth 
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India was growing at a growth rate of 9-10% p.a. in the mid-2000s when huge 

loans were taken by all sectors but loans given to the infrastructure sector 

accounted for the most. Banks assumed this high growth trend in India will 

continue so they took the liberty of accepting risky projects.The loans which 

turned into NPAs were mostly given during 2003-2008. All the expectations 

made by corporate houses as well as the banks suddenly failed due to GFC in 

2008. Repercussions of GFC were felt in India too, RBI increased the interest 

rates, and a higher interest rate result in increased NPA.The companies found 

it difficult to meet their interest obligations and capital repayment, leading to 

rising in NPAs. 

(ii) Government Permissions and Foot-Dragging 

Government decision-making was dragged down by a number of governance 

issues, including the questionable allocation of coal mines and the associated 

fear of investigation investigations, during both the UPA and the succeeding 

NDA governments. Stalled projects saw an increase in cost overruns, and they 

grew more and more unable to pay back loans. Despite India's power 

shortage, the struggles of the stranded power plants indicate that government 

decision-making has not yet sped up enough. 

(iii) Malfeasance 

Lack of due diligence on the banker’s side was a major reason for NPA in 

India. Banks outsourced the due diligence on SBI Caps and IDBI, which 

exacerbated the system’s flawsand raised the potential for improper influence. 

The performance of the bankers after the initial loans was made also fell short 

of expectations. Promoters who over-invoiced to exaggerate the cost of capital 

equipment were rarely scrutinized. Public sector bankers kept financing 
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promoters even when private sector banks withdrew, indicating that their 

monitoring of the health of the promoter and the project was insufficient. Too 

many bankers contributed additional funds for "balancing" equipment despite 

the fact that the initial project was severely over budget and the promoters' 

motivations were ambiguous. Last but not least, an excessive number of loans 

were given to influential promoters who have a history of defaulting on their 

debts. 

(iv) Fraud 

The extent of frauds in the public sector banking system has grown, while 

they are still insignificant when compared to the total amount of NPAs. 

Frauds differ from typical NPAs in that they result from blatantly illegal 

behavior on the part of either the borrower or the banking. Regrettably, the 

system has been completely ineffectual in apprehending even one prominent 

fraudster. The banks are accused by the investigating authorities of identifying 

transactions as fraudulent long after the crime has actually occurred. The 

bankers are reluctant because they are aware that if they do so, the authorities 

will bother them and make little headway in apprehending the criminals. 

 

 



Graph I show GNPA and NNPA from 2011-21 in crore Rs. Graph II shows GNPA as % of Gross advances and similarly for 

NNPA from 2011-21 for all scheduled commercial banks. Source: RBI 

 

IV. Impact of NPA on the economy and profitability of the banks 

 

 Banking Sector is the powerhouse of the economy, a strong and growing 

economy thereby implies that the banking sector must be working well and acting 

as a catalyst for economic growth. Banks provide credit, which is further invested 

in profitable projects and the development of the country. But when money 

moves out of the financial system and cycle of lending-repaying and borrowing 

gets impacted. Banks have a responsibility to pay back their depositors and other 

lenders. In the absence of loan repayment, banks are forced to take out new loans 

in order to pay back depositors and creditors. This results in a situation where 

banks are hesitant to lend more money to ongoing or new projects. The economy 

suffers when credit to diverse areas of the economy slows down. Additionally, 

NPAs force credit risk management to take precedence over other parts of a 

bank's operation. A bank with a high NPA ratio would be required to pay 

carrying costs on non-income producing assets.Some other consequences of 

NPAs are- high levels of provisioning, reduction in interest income, stress on 

profitability and capital adequacy,gradual decline in the ability to meet the steady 

increase in cost, and increased pressure on Net Interest Margin (NIM) thereby 

reducing competitiveness, steady erosion of capital resources and increased 

difficulty in augmenting capital resources. Thereby rising NPAs imply an ailing 

economy. 

 

 

 



V.  Measures taken by RBI to reduce NPAs 

 

 Collectively Government of India and RBI have undertaken some measures 

overtime to reduce NPA like- Debt Recovery Tribunals (DRTs) in 1993, Lok 

Adalat in 2001, Securitization and Reconstruction of Financial Assets and 

Enforcement of Security Interest (SARFAESI) Act in 2002, and recently 

Insolvency and Bankruptcy Code (IBC) was issued in 2016. Over years there is a 

decreasing trend in the % of NPAs recovered via various institutes, which raises 

the question of the efficiency of these institutions. 

 

 

NPAs of SCBs Recovered through Various Channels (in %) 

Recovery Channel 2011-12 2017-18 2021-22 (P) 

Lok Adalat 11.8 4 4 

DRTs 17 5.4 3.6 

SARFAESI Act 28.6 32.2 41 

IBC* - 49.6 20.2 

Total 23.6 14.9 14.1 

Source: Report on Trend and Progress of Banking in India, RBI for different years 

 
P: Provisional 

*: IBC was launched in 2016 

% Is calculated by the Amount involved/amount recovered during the given year, which could be with 
reference to the cases referred during the given year as well as during the earlier years. 

 

 

 

 

(i) Asset Quality Review 

 Through Annual Financial Inspection (AFI), RBI inspectors every year 

check the bank records for every bank, but in 2015-16, an inspection was 

conducted on a wide scale. This was known as Asset Quality Review (AQR). 

The sample size of AQR was much bigger than that of AFI. Majorly accounts 

of large borrowers were inspected to check whether they have been rightly 

categorized. Approximately 200 bank accounts were recognized and banks 



were asked to correctly identify them as NPAs within the stipulated time of 2 

quarters. But for some banks, this correction in recognizing NPAs resulted in 

huge losses in their financial records for that year. Almost all PSBs saw a 

decline in profits, but private sector banks like ICICI Bank, Axis Bank, and 

HDFC Bank were a few private banks that had a significant impact.  

After AQR, wilful defaulters like Vijay Mallya, who missed payments totaling 

about Rs. 9,000 crores to 17 banks, Nirav Modi, and MehulChoksi, who missed 

payments totaling about Rs. 14,000 crores to Punjab National Bank, more 

incidents came to light. 

 

(ii) Recapitalization of Banks 

Recapitalization of Banks is injecting additional capital into state-owned 

banks to bring them up to capital adequacy standards. Using a number of 

tools like budgetary allocation, market borrowings, and issuing 

recapitalization bonds, the government provides capital injections to banks 

that are low on funds. This table includes money directly invested in PSB by 

the government and recapitalization taking place via recap bonds.  

Recapitalization of PSBs 

Year Actual 
(In Rs. crores) 

Budget Estimates 
(In Rs. crores) 

FY2015 6,990 25,000 

FY2016 24,999 25,000 

FY2017 24,997 10,000 

FY2018 80,000 80,000 

FY2019 106,000 106,000 

FY2020 65,443 65,443 

FY2021 20,000 20,000 

FY2022 - 15,000 
Source- Detailed demand for grants, Ministry of Finance, each yr. 

 



These recap bonds replace the NPAs of PSBs with the equity capital by the 

government. The amount of capital (money) that each PSB would receive 

was decided later and based on how severe their NPA problem was. Now 

that they have finances, banks can use the money from recapitalization to 

write off problematic assets (loans).The money raised from the sale of the 

bonds won't be included in the budget deficit. However, the fiscal deficit 

will include the interest payment for it. In the fiscal year 2019–20, the 

government's recapitalization bonds cost Rs 16,286 billion in interest 

(FY20). For FY21, it was expected to be worth Rs 19,293 crore. The 

government has contributed roughly Rs 2.5 trillion to bank recapitalization, 

and its notional share value loss is between Rs 1.13 and 1.15 trillion. 

Government-issued non-interest-bearing bonds amounting to Rs. 14,500 

crores to Central Bank of India, Indian Overseas Bank, Bank of India, and 

UCO Bank in 2021. The amount which enters the PSBs was highest in 

FY2019 and FY2020, which decreased relatively in the coming yrs, but is 

huge in terms of absolute investment. The NPAs were the highest in 

FY2018, as a measure of which GoI and RBI induced high levels of capital 

in PSBs. 

 The government has reduced the amount set aside for bank 

recapitalization from Rs 20,000 crore in the Budget forecasts to Rs 15,000 

crore in the Revised Estimates (RE) for 2021–2022. Despite increasing 

capital ratios at state-owned institutions, there are no new provisions in the 

Budget for FY23 for capital infusion into public sector banks (PSBs). The 

lack of new allotments for PSBsacts as a recognition of their increasing 

health.An indirect form of capitalization was made by the establishment of 

the bad bank and the government guarantee given to the security receipts 



(SRs) issued by it.The government set aside Rs 30,600 crore for SRs issued 

by the NARCL, which is an indirect capital outlay for banks.  

 

(iii) New Bad Bank 

Two different companies were set under the New Bad Bank structure of the 

government to reduce NPAs. It will only acquire stressed assets worth more 

than Rs. 2 lakh crores from different commercial banks, which will clean the 

balance sheet of banksfreeing up the capital to support economic activity. In 

the first phase, stressed assets of Rs 90,000 crore will be transferred to 

NARCL against which banks have recorded 100% provisions in their books 

of accounts. India Debt Resolution Company Ltd (IDRCL) was also set up 

under Budget 2021. This company will be selling the stressed assets in the 

market. By presenting the main bank with an offer, the NARCL will 

purchase assets. Upon acceptance of NARCL's offer, IDRCL will be 

engaged for management and value addition. The assets will be managed by 

a service company/operational entity that will also hire market experts and 

turnaround specialists. 

 

VI. NPAs in the pandemic 

 

Many made expectations that the banking sector will be under stress, due to 

the result of the pandemic, but this was true mainly due to two reasons- a 

healthy corporate sector and adequate capital adequacy norms being met. 

The corporate sector accounts for 53% of all the bad loans and 78% of the 

NPAs, although this sector has gone through the process of deleveraging.  

Considering debt to equity ratio of 1360 private non-financial firms is 0.2% 

(FSR July 2021, RBI), indicating improvement in the corporate sector. The 

average capital adequacy ratio of all scheduled commercial banks is 16% 



vis-à-vis’ 10.875% being the minimum requirement. Even the PSBs’ 

average capital adequacy was 13.8%, 2.3% serving as a cushion to this 

sector’s banks. Also, the provision coverage ratio was high against the 

minimum requirements. The absolute amount of NPAs being high even 

today makes a difference from that of the past (the mid-2010s) in terms of 

decline in corporate sectors’ NPA and debt position and sufficient provisions 

being made by the banks.   

 

VII. Way Forward 

 

 In the history of NPAs in India, it was seen that NPAs were counter-cyclical 

in nature. Due to the pandemic, there has been a contraction in the growth of 

the Indian economy. The precise impact of the pandemic and its impact on 

NPA cannot be declared with full certainty right now, only, in the long run, 

we can see that. But given the measures taken, there is a declining trend in the 

NPAs.The AQR which occurred in 2015-16, proved useful for the nation to 

discover the NPA, such surveys should be conducted more often to make sure 

that the banking sector is in a healthy state.Enhanced standards in credit 

evaluation, project monitoring, accounting, and auditing are among the 

essential components of NPA prevention that lie under the scope of banking 

operations. Other important outside elements that may help prevent NPAs 

include enhancing corporate governance, enhancing bank governance, 

increasing monitoring and regulation, and determining the reach of the term 

lending institutions. Since the economy is going back to high growth levels, it 

will help the bad banks to sell the stressed assets at higher prices and recover 

from the losses. NPAs in the past had a serious impact on the economy and its 



growth constant surveillance and a series of measures need to be taken 

collectively by RBI and the Government of India. 
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