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CHAPTER 1
INTRODUCTION

1.1 Introduction

Financial resource is, no doubt, one of the most important inputs for economic
development. Higher levels of financial development are significantly and robustly
correlated with faster current and future rates of economic growth, physical capital
accumulation and economic efficiency improvements (King and Levine, 1993a). The
relationship between financial development and the economic growth has been
established by various empirical studies ( see Adelman and Morris, 1968 and Goldsmith,
1969). It has been observed historically that banks formed the major part of financial
system and thus played an important role in economic development. In India also
financial system has been synonymous with banking sector. The importance of banking
system in India is noted by the fact that the aggregate deposits stood at 55 percent of
GDP and bank credit to government and commercial sector stood at 26 percent and 33

percent of GDP respectively in 2004-05.

In the earlier stages of development, banking credit was directed towards selected
activities only. For example, in the decade of 1960s, more than 80% of credit was to the
trade and industry sector whereas agriculture and small manufacturing sectors were
completely neglected. In 1969 nationalization of banks took place. At the time of
nationalisation of private sector banks in 1969, the prime concern was to use resources
available with these institutions for supporting the growth of priority sectors, viz.
agriculture, small and village industries, artisans, etc., besides expanding the outreach to
the poor. The assumption then was that credit could ensure faster growth. The planners
adopted a supply side approach, which was possibly the need of the hour. The policy

environment created at that time was primarily to pursue the agenda of social banking.
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The regulatory framework mainly focused on regulation of interest rate, preemption of
resources, restricted investment avenue and expansion of banking network in backward
areas. With multi-agency approach, banking network in the rural areas has made its
formidable presence in providing rural financial services. The loans provided by banks
have contributed substantially for the growth of all the priority sectors. Besides, the
banking facilities were made available in unimaginable remote areas for tapping the
latent savings of the rural masses. Though the volume of loans provided by banks has
increased substantially, the health of these institutions also took a beating with increased
thrust to financing under what is called ‘directed lending’ and by implementing various
government sponsored programs using banking as a channel of credit purveyor. At the
time of carrying out general economic reform in the country a need to initiate financial

sector reform was also been felt.

Since 1991, the Indian commercial banks have undergone the reform process
aimed at putting the Indian banking sector on par with international standards'.
Performance in terms of profitability has become the benchmark for the banking industry
like any business enterprise. In particular, due to the social banking motto of the
Government, the problem of non-performing asset (NPA) was not considered seriously in
India in the post nationalization (of banks) period. However, with the recent financial
sector liberalization drive, this issue has been taken up seriously by introducing various
prudential norms relating to income recognition, asset classification, provisioning for bad
assets and assigning risks to various kinds of assets of a bank. While the Reserve Bank of
India (RBI) as well as the banks have begun to pay considerable attention to the NPA
problem, there are only a limited number of rigorous studies in the Indian context that
look at this issue in some detail. In this project we attempt to look at the determinants of
NPA (using a panel data model with a cross section of over 100 banks) by examining
some of the external and internal factors like extent of competition, total assets of a bank,
size of operations, proportion of rural branches , investment, etc., that can influence

NPA. It is of our interest to examine, between various bank groups (viz, SBI,

" One can see in this regard Charkavati Committee Report (1985), Narasimham Committee Report (1998),
Basel I and II norms.
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Nationalized banks, Private banks and foreign banks), which is the most efficient group
in the context of recovery of loans and what are the factors that determine this efficiency.
For determining efficiency of the different banks in their loan recovery effort, the concept
of technical efficiency will be applied, using a frontier production technique (Bettesse
and Coelli (1995)).

One of the important objectives of the nationalization of commercial banks in
1969 and in 1980 was to provide credit to till then neglected sector (what was later called
the priority sector). Since them lot of effort has been gone in to chanelising credit to
priority sector. One of the major components of the priority sector is the Small Scale
Industrial sector. It has potential to generate substantial employment and also contribute
in terms of production and exports. Unlike agriculture, there is no separate sub-target for
the SSI sector, within the priority sector lending for the Indian public and private sector
banks; and the share of credit to the SSI sector has been falling over the years in the post
reform era’. This is a matter of serious concern as availability of credit has been always
recognized as a constraint to the growth of the SSI sector, be it a women or a rural
enterprise. Government has so far tried to mitigate the problem through various measures.
However, one of the major concerns of banks is the problem of bad loans arising out of

such small and medium enterprises (SME) accounts.

While the problem of non-recovery of agricultural loan is a well-discussed issue
(Bardhan, 1989, Bell and Srinivasan, 1989), not many studies in India have focused on
the non-recovery of loans from the SSI sector. Most authors usually touched upon this
issue in passing amid other problems of the SSI sector. However, the recent figures show
that amongst different sub-sectors within the priority sector, SSI’s contribution is the
highest in total NPA of the priority sector lending (Table3). It is also worth noting in this
context that SSIs share in net bank credit went from 15.89 per cent in 1991 to 11.1 per
cent in 2003, charting a steady decline. The share of SSIs in total priority sector lending
(TPSL) decreased even more dramatically in a shorter span of time: it went down from
36.12 per cent to 26.1 percent. Thus, as expected, channeling the credit away from this

sector appears to be the solution adopted by the banks (EPW Editorial, June 5, 2004).

2 See RBI Bulletin different issues.
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Thus in this research work it is of our interest to look at various aspects of the NPA

problem arising out of this segment for the Indian banking sector.

Given our interest in the commercial banks, to put the issues in perspective, we
first look at the development and the change that have taken place in the Indian banking
sector.

1.2 A Brief Review of Indian Financial System

The financial system of any country consists of specialised and non-specialised
financial institutions, organized and unorganized financial markets, financial instruments
and services, which facilitate transfer of funds. Procedures and practices adopted in the
markets and financial interrelationships are also part of financial system (Bhole, 1999). In
India, the financial system has undergone a significant change over time in terms of size,
diversity, sophistication and innovation. Now India has a well-developed financial system
with a variety of financial institutions, markets and instruments’. The structure of the

India’s financial system is illustrated in Fig.1.1.

Fig. 1.1 Structure of Indian Financial System

3 See Bhole (1999), Sen and Vaidya (1997) for a detailed discussion of India’s financial system.
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India’s Financial System*

Financial Institutions Financial Markets
| |
1 1 | I 1 1
Banks Other Financial Institutions Money Credit Capital
|
1 1 1
Insurance Mutual Funds Development Banks
Commercial Co-operative
|
1 1 1
Public Private RRBs
1
1 1
Domestic Foreign

* Reserve Bank of India (RBI) is the controller and supervisor of India's Financial System.
Source: RBI

An important feature of India’s financial system (like any other developing
country) is that, until recently a financial institution has largely been synonymous with
banking® (Table 1.1). At the time of independence India had a relatively weak economic
base and financial structure. Savings and investment were relatively low and only two
third of the economy was monetised’. And also flow of funds from outside was very
meager and savings from corporate sector were low. At this juncture, savings were
coming mainly from household sector. And banks played very important role in
transforming these savings to investment in industries and other infrastructure
development. The gross domestic saving which was 10% of GDP in 1950-51 increased to
15.7% in 1971-72 and to 25.6% in 1995-96 which further increased to 27.6% in 2001-02
and it was 32% of GDP in 2004-05.

Table 1.1 : Major Balance Sheet Components of Financial Institutions (2004) (Rs. In Crores)

* Jadhav and Ajit (1996-97) pp 311
> Lumas.P.S. (1990) pp 390
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State Co- Central Co-
Banks NBFCs | operative operative
Banks Banks
) 22348
Capital (66%) 6131 1012 4342
1975020
Total Assets (85%) 130142 71806 133331
. 1575143
Deposits (91%) 17946 44316 82098
864143
Loans and Advances (81%) 91613 37346 73091
802066
Investment (92%) 14298 23289 35830

Figures in bracket represent the percentage of the total.
Source: Report on Trends and Progress of Banking in India 2003-04

1.3 Development of Indian Banking sector

Modern commercial banking made its beginning in India with the setting up of the
first Presidency bank, the Bank of Bengal, in Calcutta in 1806. Two other presidency banks
were set up in Bombay and Madras in 1840 and 1843 respectively. They were private
shareholders' banks. These banks were amalgamated into the Imperial Bank of India in
1921, which was nationalised into the State Bank of India (SBI) in 1955. The Reserve Bank
of India (RBI) was established in 1** April 1935 with the passing of the Reserve Bank of
India Act 1934.

Following Sen and Vaidya (1997) the evolution of Indian Banking sector in the post-
independence era can be divided into three distinct periods. (I) 1947-68 saw the
consolidation of Reserve Bank of India (RBI) in its role as the agency in charge of the
supervision and control of banks. In this period Indian banking sector operated in fairly
liberal environment. (II) The second period 1969-1991 marked its beginning with
nationalisation of commercial banks and their dominance in the financial system (III) the

third period starting with liberalisation (1992) of banking and financial sector.

After independence, the major development in the Indian banking sector was the

nationalisation of banks. The first to be nationalised was the Reserve Bank of India (RBI),
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the country's central bank from 1% January 1949. Then came the take over of the (then)
Imperial Bank of India and its conversion into State Bank of India (SBI) in July 1955 and
the conversion of seven major state owned banks into subsidiary banks of the SBI in 1959.
In 1969, 14 major banks were nationalised and in April 1980 six more banks were
nationalised. After nationalisation public sector banks followed two important policies. (a)
Massive expansion of branches especially in rural and semi-urban areas and (b)

Diversification of credit to till then neglected sector (priority sector lending).

In the post nationalisation period there was a rapid expansion of banks in terms of coverage
and also of deposit moblisation. The number of bank offices multiplied rapidly from 8300 in
July 1969 to 59752 in 1990, which further increased to more than 62 thousand in 1995, and
it was 71177 in 2006. This has reduced the population served per bank branch. The number
of people served per bank branch reduced from 65 thousand in 1969 to 14 thousand in 1990
which, however has increased marginally to 16 thousand in 2006 when consolidation has
been in progress. Also the total deposit increased from Rs 4646 crores in 1969 to Rs 323632
crores in 1994 and to Rs 2109049 crores in 2006. Some of the major aggregates of Indian

commercial banks are presented in Table 1.2.

Table 1.2
Major Aggregates of Commercial Banks in India (Real Values)

1969 1990 1995 2000 2005
Number of Banks 89 274 282 298 289
Total Bank Branches 8262 59752 64234 67868 70373
Population Per Branch (thousands) 64 14 15 15 16
Deposit (Rs crore) 33025 | 235292 324246| 536371 | 1124098
Credit (Rs crore) 25583 | 142994 | 177319| 285993 | 727556
Total Investment (Rs crore) 9674 87578 | 125097| 196320| 488697
Credit to Priority Sector (Rs crore) 3583 56271 58008 98116| 252216
Priority Sector Credit as
Percent of Total Credit 14 40.7 33.7 35.4 36.7
Credit-Deposit Ratio 77.5 60.8 54.7 533 62.6

Source: Trends and progress of banking in India, RBI
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The post-nationalisation period was also marked by the developmental role of the
banks. Government used banking sector as the instrument to finance its own deficit®. The
fiscal deficit to GDP ratio for the central government increased steadily from an average of
3.56% in the period 1971-76 to 8.29% in the period 1986-91. High Cash Reserve Ratio
(CRR) and Statutory Liquidity Ratio (SLR) are used in order to financed this. The CRR,
which was 3.5% in 1962-63, increased to 15% in 1989-90 and SLR, which was 25% in
1964-65 increased to 38.5% in 1990-91. Along with high CRR and SLR, the operational
freedom of the banks was curtailed with high priority sector lending of as high as 40% of the
total lending in 1989-90. To keep the borrowing cost of the Government low, the interest
rate on bank loan was fixed at lower than market rates. This affected profitability and the
efficiency of banks. Further, owing to the dominance of the public sector banks there was
no competition. Due to the expansionary policy followed by the RBI, the number of loss
making bank branches increased, especially in rural areas, which whittled away resources of
the banking industry. Due to all these factors, towards the end of 1980s banking industry
was badly in need of reforms.

In 1991, Indian economy faced a major balance of payment crisis. The foreign
exchange resources had almost disappeared. The fiscal deficit was high and the inflation rate
reached double digits. To overcome this crisis, Indian Government introduced many
economic reforms, which included amongst others financial sector reforms. As with general
reform private sector grew considerably and growth of the private sector made demands on
financial resources, there was a need to overhaul the financial system. Financial sector

reforms were introduced in 1992.

1.4 Financial Sector Reforms in India

The financial sector reforms in India began as early as 1985 itself with the
implementation of Chakravarti committee report. But the real momentum was given to it in
1992 with the implementation of recommendations of the Committee on Financial System
(CFS) (Narasimham, 1991). The important recommendations of the CFS were; (i)
Reduction in SLR (ii) reduction in CRR, payment of interest on CRR and use of CRR as the

monetary policy instrument (iii) phase out of directed credit (iv) deregulation of interest

% Sen and Vaidya (1997) pp 15
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rates in a phased manner and bringing interest rate on government borrowing in line with
market-determined rates (v) attainment of Basel norms for capital adequacy within three
years (vi) tightening of prudential norms (vii) entry of private banks and easing of restriction
on foreign banks (iix) sale of bank equity to public (ix) phasing out of development
institutions (x) Increased competition in lending between Development Financial
Institutions (DFI) and a switch from consortium lending to syndicate lending. (xi) easing of

regulation on capital markets combined with entry of foreign institutions.

Almost all of the recommendations of the CFS have been implemented in a phased
manner. In 1998 another committee, the committee on Banking Sector Reforms (BSR)
(Narasimham, 1998) was constituted. The recommendations of the BSR committee have
also been implemented in a phased manner. The important recommendations of the BSR

arc:

1. A minimum target of 9% Capital Risk-Adequacy Ratio (CRAR) to be achieved by
the year 2000. The ratio should be raised to 10% for the year 2002.

2. A risk weight of 5% for market risk for government-approved securities should be

attached.

3. An asset to be classified as doubtful if it is in the category of 18 months in the first
instance and eventually for 12 months and loss if it has been so identified but not

written off.
4. Income recognition, asset classification should apply to government advances.

5. The minimum shareholding by government/RBI in the equity of nationalised banks

and SBI should be brought down from 51% to 33%.

Financial sector reforms can be broadly divided into reforms in financial institutions
and reforms in financial markets. Reforms in financial institutions are mostly related to
reforms in banking sector as the banking sector forms a very important part of financial

sector.

1.5 Reforms in Financial Institutions
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Two main objectives of the financial sector reforms are to enhance the stability
and the efficiency of financial institutions’. To achieve these objectives various reform

measures were initiated which can be broadly grouped into three categories.

1. Enabling measures
2. Strengthening measures

3. Institutional measures

Reforms in the commercial banking sector had two distinct phases. The first
phase of reforms introduced subsequent to the release of the report of the CFS (1992)
focused mainly on enabling and strengthening measures. The second phase of reforms

introduced subsequent to the recommendation of the BSR (1998) committee report.

1) The enabling measures: These were designed to create an environment where

financial intermediaries could respond optimally to market signals on the basis

of

commercial considerations. Salient among these include reduction in statutory pre-

emption so as to release greater funds for commercial lending, interest rate deregulation

to enable price discovery, greater operational autonomy to banks and liberalisation of

entry norms for financial intermediaries.

the

(a) Reduction in statutory pre-emption: This includes reduction in CRR and SLR.
These are mainly used to finance the fiscal deficit of the government and are also
used as tools of credit control. At one stage CRR applicable to incremental deposit
was as high as 25% and SLR was 40% thus pre-empting 65% of incremental deposits.
These ratios were reduced in a series of steps after 1992. The SLR was 25% and CRR
was as low as 5.5% in 2002 and now less than 5% of the total deposit. However,
though the SLR has reduced to a much lower level, banks (especially public sector
banks) hold government securities more than prescribed level.

(b) Interest rate liberalisation: Before 1991, interest rates, both on deposits and loans

were controlled by RBI. With effect from October 1997 interest rates on all time

"RBI (2001-02)
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deposits have been freed. Only rates on saving deposits remain controlled by the RBI.
Similarly the lending rates were also freed in a series of steps. The RBI now directly
controls only interest rates charged on exports and also there is a ceiling on lending
rate on small loans up to Rs 2 lakhs. The rationale for liberalising interest rate in the
banking system was to allow banks greater flexibility and encourage competition.

(c) Increased autonomy and competition: Banks have been given more autonomy
by reducing government's stake in it. It was recognised that restoration of health of
the banking system was required. Restoration of net worth was achieved through
capital infusion from budget. Competition has been infused by allowing new private
sector banks and more liberal entry of foreign banks (at the end of march 2001, there
were 8 new private sector banks, 23 old private sector banks and 42 foreign banks as

against 23 foreign banks in 1991).

2) The strengthening measures: These (also called prudential norms) were aimed at
reducing the vulnerability of financial institutions in the face of fluctuations in the
economic environment. These include various prudential norms related to capital
adequacy and risk-weighted assets, income recognition, asset classification and
provisioning for bad assets (NPAs). Following the CFS report the capital adequacy ratio
was fixed at 8%. It was increased to 9% following the BSR recommendation. Financial
institutions are asked to assign a risk weight of 100% on those government guaranteed
securities, which are issued by defaulting entities. Further, due regard should be paid to
the record of particular government in housing its guarantees while processing any

further requests for loans to PSUs on the strength of that state governments' guarantees.

3) Institutional measures: These measures are aimed at creating an appropriate
institutional framework conducive to development and functioning of financial markets.
These measures include reforms in legal framework, particularly relating to banks. Banks
are allowed to close down loss making units and merging with other banks. Flexibility is
introduced in resource mobilisation. Financial institutions are not required to seek RBI's
approval for raising resources by way of bond/debentures (by public/private placement).

In order to have a coordinated approach in the recovery of large NPA accounts, as also
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for institutionalising an arrangement for a systematic exchange of information in respect
of large borrowers (including defaulters and NPAs) common to banks and Financial
institutions, a standing committee was constituted in august 1999 under the aegis of

Industrial Development Bank of India (IDBI).

1.6 Non Performing Assets in India

One of the important issues that is drawing attention of policy makers and
researchers is the Non-Performing Assets of Commercial banks. High level of Non-
performing Assets (NPAs) is a concern to everyone involved as credit is very essential
for economic growth and NPAs affect the smooth flow of credit. Broadly, Non
Performing Advance is defined as an advance where payment of interest or repayment of
installment of principal (in case of Term Loans) or both remains unpaid for a certain
period®.

In India though the issue of NPAs was given more importance after the
Narasimham committee report (1991) highlighted its impact on the financial health of the
commercial banks and subsequently various asset classification norms were introduced,
the concept of classifying bank assets based on its quality began during 1985-86 itself
(see Chapter 3). A critical analysis for a comprehensive and uniform credit monitoring
was introduced in 1985-86 by the RBI by way of the Health Code System in banks
which, inter alia, provided information regarding the health of individual advances, the
quality of credit portfolio and the extent of advances causing concern in relation to total
advances. It was considered that such information would be of immense use to bank
managements for control purposes. Reserve Bank of India advised all commercial banks
(excluding foreign banks, most of which had similar coding system in their organisations)
on November 7, 1985, to introduce the Health Code classification indicating the quality
(or health) of individual advances in the categories, with a health code assigned to each
borrowal account. Under the above Health Code System RBI was further classifying

problem loans of each bank in three categories i.e. i) advances classified as bad &

¥ This time duration given for an asset to consider it as a NPA varies from country to country and can
change over time within a particular country.

197



doubtful by the bank (ii) advances where suits were filed/decrees obtained and (iii) those
advances with major undesirable features.

The Narasimham Committee (1991) felt that the classification of assets according
to the health codes is not in accordance with the international standards. It believed that a
policy of income recognition should be objective and based on record of recovery rather
than on any subjective considerations. Also, before the capital adequacy norms are
complied with by Indian banks it is necessary to have their assets revalued on a more
realistic basis on the basis of their realizable value. Thus the Narasimham committee
(1991) believed that a proper system of income recognition and provisioning is
fundamental to the preservation of the strength and stability of the banking system. The
committee suggested that Indian banks should follow the international practice in
defining a NPA. Thus based on the recommendations of Narasimham committee report
the non-performing assets would be defined as an advance where, as on the balance sheet

date:

1. In respect of overdraft and cash credits, accounts remain out of order for a period
of more than 180 days,

2. In respect of bills purchased and discounted, the bill remains overdue’ and unpaid
for a period of more than 180 days,

3. In respect of other accounts, any account to be received remains past due for a

period of more than 180 days.

The stricter regulations on NPA definitely reduced bad loans in the banks. Banks
are now constantly being conscious of such accounts and proper measures are taken when
an account has potential to become NPA'®. The Gross NPA of the total banking industry
has increased from Rs 50815 crores in 1998 to 70861 crores in 2002 which however has
declined to Rs 58299 crores in 2005 (Table 1.3). Similarly the Net NPA has increased
from Rs 23761 crores in 1998 to Rs 35554 crores in 2002 which however has declined to
Rs 21441 crores in 2005. The growth rates of both Gross and Net NPAs also have

? An amount is considered overdue when it remains outstanding 30 days beyond the due date.
' Revealed during our interviews with the banks.
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declined over time, and after 2003 they have become negative. This shows that the NPA
levels of Indian commercial banks are reducing. This is also confirmed by the fact that
the NPA (both gross and net) as percent of Gross advances as well as total assets is
declining over time. While the Gross NPA as percent of gross advance and total asset has
declined from 14.3% and 6.3% in 1998 to 5.2% and 2.5% in 2005 respectively, the Net
NPA as percent of Gross advance and total asset has declined from 6.7% and 2.9% in

1998 to 1.9% and 0.9% in 2005 respectively.

Table 1.3: Non Performing Assets of Total banking Sector

Non Performing Assets of Total Banking Sector (Rs Crore)

1998 | 1999 | 2000 [ 2001 | 2002 | 2003 2004 2005
Gross NPA 50815 | 58722 | 60841 | 63741 | 70861 | 68717 | 64787 | 58299
Change 7907 | 2119 | 2900 | 7120 | -2144 | -3930 | -6488
Percentage growth 1556 | 3.61 4.77 | 11.17 | -3.03 -5.72 | -10.01
As Percent of Gross Advance 14.39 | 14.71 ) 12.79 | 11.42 | 10.42 8.86 7.19 5.27
As Percent of Gross Asset 6.36 6.18 5.49 4.91 4.62 4.04 3.27 2.57
Net NPAs 23761 | 28020 | 30152 | 32462 | 35554 | 32670 | 24617 | 21441
Change 4259 | 2132 2310 3092 | -2884 | -8053 | -3176
Percentage growth 17.92 7.61 7.66 952 811 | -24.65 -12.9
As Percent of Gross Advance 6.73 7.02 6.34 5.82 5.23 4.21 2.73 1.94
As Percent of Gross Asset 297 2.95 2.72 2.50 2.32 1.92 1.24 0.95
Gross-net 27054 | 30702 | 30689 | 31279 [ 35307 | 36047 | 40170 [ 36858
Change 3648 -13 590 | 4028 740 4123 | -3312
Percentage growth 13.48 | -0.04 1.92| 12.88 2.1 11.44 -8.24

Source: Report on Trends and Progress of Banks in India, various issues

When we examine the sector-wise scenario we observe that NPAs arising from
the SSI sector is comparatively higher than other sectors that fall even within the priority
sector. From RBI report it is seen that in 2002, NPAs from agriculture loans was 13.8%
and that of SSI was 18.7%. In 2004 NPAs arising from agriculture sector increased to
14.4% but still remained lower to that of SSI sector which was 17.6%. Thus directed
credit to the priority sector in general and loan to SSI sector in particular remained major
concern of the banks as far as NPA issue is concern. It is therefore of interest to look

briefly at the credit to these segments.
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1.7 Directed Credit to Priority Sector '

After independence it was felt that in order to achieve overall development of the
country it is essential to develop the large rural sector, for which it is necessary to
channelise required financial resources. In 1954 the ‘All India Rural Credit Survey
Committee’ found that not sufficient credit has been directed towards the rural sector of
the economy. Thus the committee recommended for the development of state sponsored
commercial banking system with branches spread in the rural areas. As a result of this a
drive to nationalize commercial banks was launched. Thus one of the main objectives of
nationalization of commercial banks was to provide credit to, what was considered as,
priority sector. As lending to these sectors was not profitable for commercial banks they
were not motivated to lend to these sectors. This was evident from the fact that the
proportion of credit for industry and trade moved up, from 83 per cent to 90 per cent
between 1951 and 1968. This rise was however at the expense of crucial segments of the
economy like agriculture and that small-scale industry. Due to this reason commercial
banks were directed to lend to these sectors by fixing targets. Apart from fixing targets of
minimum credit, banks were also asked to lend to these sectors at a concessional rates.
This was done to ensure that bank advances were confined not only to large-scale
industries and big business houses, but were also directed, in due proportion, to important
sectors such as agriculture, small-scale industries and exports.

To begin with there was no target on the priority-sector lending. It was just
emphasized that commercial banks should increase their involvement in the financing of
priority sectors, viz., agriculture and small scale industries. However, based on the
recommendations of the report submitted by the Informal Study Group on Statistics
relating to advances to the Priority Sectors, the description of the priority sectors was
later formalized in 1972. Later banks were advised to raise the share of the priority
sectors in their aggregate advances to the level of 33 1/3 per cent by March 1979. Further
it was increased to 40 percent at the end of 1985 and also sub-targets were fixed. During

the initial period, only agriculture, small scale Industries, small and marginal farmers and

" Priority sector comprises agriculture (both direct and indirect), small scale industries, small roads and
water transport, small business, retail trade, professional and self-employed persons, state sponsored
organizations for Scheduled Castes/Scheduled Tribes, education, housing (both direct and indirect),
consumption loans, micro-credit loans to software, and food and agro-processing sector (Repot on Trend
and Progress of Banking in India, 2005-06).
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artisans and exports were included in the priority sector. Later, based on the
recommendations of Narasimham Committee Report (1991), housing, education,
consumption, profession, I.T. Sector, food processing not falling under SSI, etc. were

also included under the priority sector based.

During 1989-90 the target of priority sector lending was fixed at 40 percent for
domestic commercial banks. Within this there were sub-targets which included 18
percent to agriculture and 10 percent to weaker sections. For foreign banks the total target
was 32 percent within which the sub-target was fixed at 10 percent to small scale

industries and 12 percent to export credit. In 1991.

Later Narasimham committee pointed out many problems related to priority
sector lending, the important one being that a large part of NPA comes from priority
sector lending. Thus the committee recommended reduction of priority sector target to
10 percent and expansion of the coverage of priority sector to include more sectors.
However, the target of priority sector was not reduced but the definition of priority sector
was expanded to include more sectors. Also a provision was made such that banks that
cannot meet the priority sector targets can deposit funds in the financial institutions like
National Bank for Agriculture and Rural Development (NABARD) under Rural
Infrastructure Development Fund (RIDF) or some banks can do so in the Small Industries
Bank of India (SIDBI) for lesser interest rates, which in turn will be lent out to the
priority sectors. The distribution of gross non-food bank real credit to various priority

sector is given in Table 1.4.

Table 1.4 Distribution of Commercial Bank Credit to Priority (Rs Crore, Real Values)

Distribution of Commercial Bank Credit to Priority (Rs Crore, Real Values)

Gross
Non-
food Total Small Other
Bank Priority | Percent percent scale percent Priority | percent
Year Credit Sector of2to 1 | Agriculture | of 4to 1 | Industries | of 6to 1 | Sector of 7to 1
1 2 3 4 5 6 7 8 9
1991-92 144564 54121 37.437 21633 14.964 21625 14.959 10863 7.514
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1992-93 153862 54612 35.494 21878 14.219 21947 14.264 10787 7.011
1993-94 145950 53880 36.917 21208 14.531 22617 15.496 10055 6.889
1994-95 168793 58632 34.736 21916 12.984 25256 14.963 11460 6.789
1995-96 186127 61461 33.021 22667 12.178 26724 14.358 12070 6.485
1996-97 196111 66214 33.764 24528 12.507 28040 14.298 13646 6.958
1997-98 210462 72768 34.575 25499 12.116 31817 15.118 15452 7.342
1998-99 220324 77650 35.244 26852 12.188 32848 14.909 17950 8.147
1999-00 244511 85926 35.142 28928 11.831 34425 14.079 22573 9.232
2000-01 268250 96517 35.980 32454 12.098 35004 13.049 29059 10.833
2001-02 291729 105910 36.304 36718 12.586 34566 11.849 34626 11.869
2002-03 366226 124983 34.127 43422 11.857 35671 9.740 45890 12.531
2003-04 411538 149059 36.220 51153 12.430 37206 9.041 60700 14.750
2004-05 540426 | 206203 38.156 67703 12.528 40318 7.460 98182 18.168
2005-06 720588 | 261492 36.289 88355 12.262 46276 6.422 126861 17.605

Source: Handbook of Statistics on Indian Economy

The total priority sector credit of commercial banks was around Rs 54121 crores
during 1991-92, which increased to Rs 96517 crores during 1999-2000 and it was Rs
261492 crores during 2005-06. It is observed that the priority sector credit has registered
higher growth rate during the recent years. While it was around 6 percent for the period
1991-92 to 1999-2000, it increased to around 21 percent during the period 1999-2000 to
2005-06. This could be because the growth rate of the total credit itself has increased
from around 7 percent during the period 1991-92 to 1999-2000 to around 20 percent
during the period 1999-2000 to 2005-06. Though the growth rate of the total priority
sector has been increasing over the years, similar trend is not observed in the case of the
percent of priority sector credit in the total non-food credit. It was around 37 percent of
total non-food credit in 1991-92, which declined to around 33 percent during 1994-95.
This however has improved in the following years and reached around 38 percent during
2004-05, but again declined marginally to 36 percent during 2005-06. The increase in the
percent of total non-priority sector credit in the total non-food credit is not substantial. It
was around 35.14 percent during the period 1991-92 to 1999-2000 which increased
marginally to around 36.17 percent during the period 1999-2000 to 2005-06.

Looking at the growth rates of the sub-sectors of the priority sector; the growth
rate of credit to agriculture and other priority sector are similar to that of the total priority

sector credit, whereas the growth rate of credit to Small Scale Industries (SSI) shows a
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varying trend. The growth rate of the credit to agriculture sector was around 3.76 percent
during 1991-92 to 1999-2000, which increased to around 20.7 percent during 1999-2000
to 2005-06. The growth rate of credit to SSI was around 6.06 percent during the period
1991-92 to 1999-2000 which has declined marginally to around 5.17 percent during the
period 1999-2000 to 2005-06. However, the growth rate of credit to other priority sector
has registered substantial growth over time. It was around 10 percent during the period
1991-92 to 1999-2000 which has increased to around 34 percent during the period 1999-
2000 to 2005-06.

Looking at the percentage share of credit to the sub-groups of the priority sector,
it is observed that the credit to agriculture sector as well credit to SSI sector has declined
over time where the credit to other priority sector credit has increased over time. The
decline in the credit to SSI is sharper than the decline in the credit to agriculture sector.
The share of credit to agriculture sector in the total non-food credit declined from around
15 percent in 1991-92 to around 12 percent during 2005-06, whereas the credit to SSI
declined from around 15 percent in 1991-92 to around 6.4 percent during 2005-06. This
decline is sharper in the last few years. On the other hand the credit to other priority
sector has increased from around 7.5 percent during 1991-92 to around 18 percent during
2005-06. The increase in the share of priority sector credit could because of the
substantial increase in the housing credit, as housing credit also forms a part priority
sector credit.

1.8 Credit to SSI

Small Scale Industrial sector is one of the important sectors in India for a number
of reasons, prominent amongst them being the employment generation capability.
Recognizing its potential in terms of the employment generation and the production, it
has been give the priority sector status. During 1991-92 the total number of SSI units was
around 68 lakhs which increased to around 119 lakhs during 2004-05. The total
investment also increased from Rs 93555 crore during 1991-92 to Rs 178699 crores
during 2004-05. Production, measured at constant price (1993-94 base) which stood at Rs
84728 crores during 1991-92 increased to Rs 251511 crores during 2004-05. Importantly
the employment level which was around 158 lakh during 1991-91 almost doubled and
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reached 283 lakh by 2004-05. Similarly the total export increased from Rs 9664 crores
during 1991-92 increased to Rs 86013 crores during 2002-03.

The definition of Small Scale Industries in India is decided on the basis of the
investment in plant and Machinery which has changed over time. During 1966 an
industry was considered a SSI if its investment in the plant and Machinery was not more
than Rs 7.5 lakh. This limit was increased to Rs 10 lakh in 1975. During 1998 the small
scale industry was defined as an industrial unit having an investment in Plant and
Machinery not exceeding Rs.1 crore for most of the 8000 products produced in the SSI
sector and not exceeding Rs.5 crore in respect of certain selected reserved items. In 2006
with the introduction of Micro Small and Medium Enterprises Development Act, 2006
(MSMED Act), the definition of the SSI was further revised. Now, the small scale
enterprises (engaged in manufacturing) are defined as units with investment in plant and
machinery between Rs. 25 lakh to Rs.5 crore. Within the SSI sector there are a number of
sub sectors including tiny industries sector, ancillary sector, khadi and village industries
sector, women enterprises and so on'”.

According to the definition of commercial banks credit to Small Scale Industries
include financing of small, micro and unorganized non-farm sector. As mentioned above,
public and private sector banks have to lend 40 percent of their total credit to priority
sector, and for foreign banks it is 32 percent. Unlike agricultural sector there is no fixed
sub-target in the case of credit to SSI for public and private banks. However, foreign
banks are expected to lend 10 percent of their total credit to SSI sector. If they fail to
reach the target, the remaining amount should be deposited at the Small Industries
Development Bank of India (SIDBI). The distribution of commercial banks credit to SSI

sector is presented in table 1.5.

Table 1.5
Commercial Bank Credit to Small Scale Industries
Total Total
Total Non Priority
SSI Growth food Growth Sector Growth Percent Percent
Credit Rate of 1 | Credit Rate of 3 | Credit Rateof 5 | of 1to3 | of 1to5
1 2 3 4 5 6 7 8
1991-92 | 21625 144564 54121 14.96 39.96

“There are certain types of industries/activities wherein investment on plant and machinery up to Rs. 5
crores can also be registered under SSI category.
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1992-93 | 21947 1.49 153862 6.43 54612 091 14.26 40.19
1993-94 | 22617 3.05 145950 -5.14 53880 -1.34 15.50 41.98
1994-95 | 25256 11.67 168793 15.65 58632 8.82 14.96 43.08
1995-96 | 26724 5.81 186127 10.27 61461 4.83 14.36 43.48
1996-97 | 28040 4.92 196111 5.36 66214 7.73 14.30 42.35
1997-98 | 31817 13.47 210462 7.32 72768 9.90 15.12 43.72
1998-99 | 32848 3.24 220324 4.69 77650 6.71 14.91 42.30
1999-00 | 34425 4.80 244511 10.98 85926 10.66 14.08 40.06
2000-01 | 35004 1.68 268250 9.71 96517 12.33 13.05 36.27
2001-02 | 34566 -1.25 291729 8.75 105910 9.73 11.85 32.64
2002-03 | 35671 3.20 366226 25.54 124983 18.01 9.74 28.54
2003-04 | 37206 4.30 411538 12.37 149059 19.26 9.04 24.96
2004-05 | 40318 8.36 540426 31.32 206203 38.34 7.46 19.55
2005-06 | 46276 14.78 720588 33.34 261492 26.81 6.42 17.70
Source: RBI

The total commercial bank credit to SSI sector stood at Rs 21625 crores during
1991-92 which increased to Rs 26724 crores during 1995-95 which further increased to
Rs 34566 crores during 2001-02 and it was Rs 46276 crores during 2005-06. Though
there is an increase in the credit to SSI sector over the years in terms of absolute value,
the annual growth rate shows a varying trend. During 1991-92 it was 1.49 percent which
increased to 11.67 percent during 1994-95, with a sharp decline in following two years it
again increased to 13.47 percent during 1997-98. However it has declined steadily and
reached the lowest level of -1.29 percent during 2001-02. Later it has improved steadily
and it was around 14.78 percent during 2005-06. Unlike the varying trend in the growth
rate, the percentage share of SSI credit in the total non-food bank credit has declined over
time. It was around 15 percent during 1991-92 which declined to 11.85 percent during
2001-02, which further declined to around 6.42 percent during 2005-06. The percentage
share of credit to SSI in the total non-priority sector has marginally increased from 40
percent to 43.7 percent between 1991-92 and 1997-98 which, however, has declined
steadily thereafter and reached around 17.7 percent during 2005-06.

1.9 Conclusion

Controlling the occurrence of systemic banking problems is undoubtedly a prime
objective for policy-makers, and understanding the mechanisms that are behind the surge
in banking crises is of utmost importance in this regard. Amongst the problems faced by

the banks of many developing nations, occurrence of non-performing assets (NPA) is a
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prominent one. While the origin of the problem of high level of NPAs basically lies in
the quality of managing credit risk and the extent of preventive measures adopted,
various factors like real interest rates, directed credit or inflation rate can also effect the
level of NPA. Analysis of factors that cause the ratio of NPAs to total loans to fluctuate,
for selected Asian countries, (viz., Taiwan, Hongkong , Singapore and others) reveals
that a high ratio of corporate loans to individual loans results in lower percentage of
NPA (Wu et al, 2003). In the literature it has also been cited that the reasons why NPAs
are created are sometimes systemic in nature and directly attributable to events such as
real estate bubbles (Thailand and Indonesia) or a high proportion of directed lending
(Krueger et al, 1999). The problem is significant for the Chinese banks as well and in
order to deal with the mounting NPA problem in the Chinese banks, government
constituted four asset management companies (Bonin and Huang, 2001). Thus NPA is a
problem of banking sector of many developing nations which needs to be studied

carefully.

In Indian financial system, an asset is classified as non-performing asset (NPAs) if the
borrower does not pay dues in the form of principal and interest for a period of 180 days.
However, with effect from March 2004, it has been decided that a default status would be
given to a borrower if dues were not paid for 90 days. Further, if any advance or credit
facilities granted by bank to a borrower becomes non-performing, then the bank will have
to treat all the advances/credit facilities granted to that borrower as non-performing
without having any regard to the fact that there may still exist certain advances / credit

facilities having performing status.

Due to the social banking motto of the Government, the problem of NPA had not
received due attention in India in the post nationalization (of banks) period. However,
with the recent financial sector liberalization drive, this issue has been taken up seriously
by introducing various prudential norms relating to income recognition, asset
classification, provisioning for bad assets and assigning risks to various kinds of assets of
a bank. Overtime though NPA as a percentage of total advances have reduced, it still

remains a concern for the Indian banking sector. While the Reserve Bank of India (RBI)
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as well as the banks have begun to pay considerable attention to the NPA problem, there
are only a limited number of rigorous studies in the Indian context that look at this issue

in some detail (see Ghosh, 2005, Mor and Sharma, 2003, Rajaraman ef al, 1999).

Furthermore, while reform regulations attempt to streamline banking operations, norms
of priority sector lending remains intact more or less. In particular, banks need to allocate
40% of their total credit disbursement to agriculture, small-scale industries and other such

designated priority sectors.

However, it is also well known that the small firms, besides generating manufacturing
output and foreign exchange through exports, are also a major source of employment in a
labour surplus economy like India. It is also understood that the lack of access to finance
for working capital and new investment presents a significant constraints on the ability of
small firms to carry out business and to expand (Gang, 1995). Thus it is essential to

examine the problem of NPA arising out of advances made by banks to this sector.

Therefore, at the macro level, there is a need to look at the determinants of NPA in the
Indian banking sector by examining some of the bank specific as well as macro level
indicators. At the micro level on the other hand, one needs to identify the sector specific

factors responsible for non-recovery of loans.

Given this back ground, in the current project, we attempt to look at the determinants of
NPA by examining some of the external and internal factors like, the extent of
competition, total assets of a bank, size of operations, proportion of rural branches ,
investments etc., that can influence NPA. It is of our interest to examine, between
various bank groups (viz, SBI, Nationalized banks, Private banks and Foreign banks),
which is the most efficient group in recovery of loans and what are the factors that

determine this efficiency.
To have a micro perspective of the problem, as a case study, we have taken up a field

survey based exercise concerning the SSI sector to understand the actual workings of the

loan recovery process and the associated problems. In particular, we are interested in
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examining the factors that have influence on recovery of loans in this segment of the

Indian economy.

Given this background the report is arranged as follows. Credit being our main area of
focus, we concentrate on this aspect in some detail in Chapter 2 , mainly focusing on the
credit to the SSI sector. The issue of non-performing asset in the Indian banking sector is
discussed in general with trends of NPAs in Chapter 3. In Chapter 4 we analyse data
NPA of commercial banks in a panel framework to identify the determinants of NPA.
This is done for the total advances and also for advances to the SSI sector. In Chapter 5
we concentrate on the efficiency issue. In particular we examine the profit efficiency of
the Indian banking sector and in particular check for the significance of NPA as a
determinant of efficiency. Chapter 6 and Chapter 7 are based on our primary data
collection from small firms and banks respectively. A concluding section is presented at

the end.
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CAHPTER 2
Credit Operations of Indian Banking Sector and Credit to SSI

2.1 Introduction

Lending is the core activity of the banking sector. This is the activity through which a

bank as a firm earns profit.

To make credit available to all sections of the society, at the initial stages of development
a need was felt for a wider diffusion of banking facilities, mainly the credit facilities (see
also Chapter 1). This was due to the fact that at that time, when activities were left
entirely to the banking sector, banking operations concentrated in selected locations and
sectors; for example, credit for industry and trade were as high as 83% to begin with and
moved up further to 90% between 1951 and 1968. Thus credit to some of the core sectors
like agriculture or SSI, that were in dire need of financial assistance were not
forthcoming from the institutional lending agencies like commercial banks. Consequently
certain controlling measures were perceived as necessary at that time. By 1969, 14 major
banks were nationalized and slowly lending norms for the specific , hitherto neglected

sectors were formalized. By 1979 banks were advised to lend to the priority sector (which
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includes agriculture and SSI sectors) to the tune of 33.33% of total credit. By 1985 this
percentage was raised to 40%. While credit to the SSI sector is treated as a part of priority
sector lending, no specific target was set for this sector for the Indian banks. For the
foreign banks however, 32% of total lending is earmarked for the priority sector of which
10% is needed to go towards the small industries. Any short fall in such lending by
foreign banks has to be deposited with the Small Industries Development Bank of India

(SIDBI).

With liberalization, new changes have been brought into the banking sector (see also
Chapter 1). Efficiency in banking operations was given utmost priority and profit became
a measuring yardstick of performance. Such new emphasis has slowly been changing the
focus of the banking sector. In particular, there was a decline in the percentage of credit
to the small-scale sector and it has been observed that the banks fail to adhere to the
lending norms prescribed for the agriculture sector. Side by side rural branches also

started to decline.

In this background the present chapter looks at the current scenario of bank lending and
in particular lending to the small-scale sector. The next section concentrates on the trends
in bank lending over the years. Section 3 discusses the role of the small-scale sector for
the Indian economy and the problems faced by the sector especially relating to the
financial assistance. Section 4 examines the kind of credit facilities enjoyed by the sector

especially from the commercial banks. A concluding section follows thereafter.

2.2 Credit Operation of Indian Commercial Banks

Lending operations of the Indian commercial banks started much before independence.
According to Beckhart (1967), from the 59 reporting banks in 1939, total advances were
observed to be Rs 151 crores; thereafter there had been some fluctuations with regards to
total lending . These fluctuations were usually due to the overall economic fluctuations at
that time. In the year 1947 total loans and advances increased to Rs 425 crores As the

economic activities gain momentum during plan-period, credit also shows an upward
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trend with credit deposit ratio increasing to above 60% from about 40% to 50% in the
previous years (table 2.1).

Table 2.1 Loans and Advances of Schedule Banks 1939-1952

Year No. of Reporting | Loans and | Credit* Deposit
Banks Advances (in crores | ratio
of rupees)
1939 59 151 59
1942 61 122 23.9
1947 97 425.2 44
1951(first | 92 545.1 67
plan)
1952 91 474 60

*loans and advances plus bills purchased and discounted

e Source: Beckhart (1967)

From 1961 onwards (third plan) there was always been an increasing trend of credit
disbursement. Bank credit of scheduled banks increased to about 1320 crores of rupees
and doubled by the year 1966-67. Such trend is due to the growth in economic activities

in general and industrial activities in particular.

By the year 1969, 14 major commercial banks were nationalised and the year 1970-°71
saw a total lending of 4684 crores of rupees. This figure more than doubled in 1975-°76
to reach Rs 10877 crores and this trend continued thereafter. In 1980-°81 , total credit
was Rs 25371 crores and the year 1985 saw an increase of credit disbursement to Rs
56067 crores. By the year 1990-°91 total credit of commercial banks touched the figure
of Rs 116301 crores.

2.3 Bank Group-wise Total Credit of Commercial Banks

Indian commercial banks are classified into four broader categories, viz., State

Bank and its associates (SB &A) , Nationalised Banks (NB), Private Banks (PB) and

Foreign Banks (FB). The total credit of commercial banks, according to the bank group,
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is presented in table 2.2. It is observed that even in real terms there has been a substantial
increase in credit disbursement. The total bank credit (in real terms) of the banking
sector as a whole was around Rs 169182 crores in 1990 which increased to Rs 175021
crores in 1995. While the extent of rise was not phenomenal during the first 5 years of
reform, the next ten years saw substantial growth of credit. In particular, credit increased
to Rs 277193 crores in 2000 and to Rs 589911 crore in 2005. Between 1991 and 2005 the
total real credit increased by around 3.5 times. Similar trend is observed in the case of
individual bank groups as well. The credit of State Bank of India and Associates (SB&A)
increased from Rs 57004 crores in 1990 to Rs 146014 crores in 2005 (around 2.5 times),
the credit of Nationalised Banks (NB) increased from Rs 98885 crores in 1991 to Rs
292279 crores in 2005 (around 2.9 times), the credit of Private Banks (PB) increased
from Rs 5747 crores in 1990 to Rs 112993 crores in 2005 (around 19.6 times) and the
credit of Foreign banks increased from Rs 7546 crores in 1990 to Rs 38625 crores in

2005 (around 5 times).

Table 2.2 Bank group-wise total commercial bank credit

Real Credit of commercial Banks (Real values, Rs crore) Share of Total Credit
SB&A NB PB FB Total SB&A NB PB FB
1990 57004 98885 5747 7546 169182 0.34 0.58 0.03 0.04
1991 58547 98274 5897 8483 171200 0.34 0.57 0.03 0.05
1992 59081 98756 7065 10233 175135 0.34 0.56 0.04 0.06
1993 58941 95957 7984 10641 173524 0.34 0.55 0.05 0.06
1994 49044 85211 8968 10610 153832 0.32 0.55 0.06 0.07
1995 53981 95013 13262 12764 175021 0.31 0.54 0.08 0.07
1996 60945 100955 17453 17573 196926 0.31 0.51 0.09 0.09
1997 60625 100442 20938 19563 201567 0.30 0.50 0.10 0.10
1998 66102 109965 23998 19845 219910 0.30 0.50 0.11 0.09
1999 70672 123143 27841 19233 240889 0.29 0.51 0.12 0.08
2000 80653 139435 34842 22263 277193 0.29 0.50 0.13 0.08
2001 90882 159681 41128 25983 317674 0.29 0.50 0.13 0.08
2002 97212 186694 68768 28724 381397 0.25 0.49 0.18 0.08
2003 106895 203473 77803 29475 417646 0.26 0.49 0.19 0.07
2004 119198 222824 92100 32706 466828 0.26 0.48 0.20 0.07
2005 146014 292279 112993 38625 589911 0.25 0.50 0.19 0.07

SB & A: State Bank and Associates, NB: Nationalized Banks, PB: Private Banks, FB:

Foreign Banks

Source: RBI
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Another noteworthy feature is that though for obvious reasons nationalized banks
and state bank and associates have shares over 80% of the total bank credit, over the
years the share of private banks are increasing ; foreign banks’ share, however, has
remained more or less the same during the liberalization period. This is partly because
the new foreign banks that entered the market are yet to get stabilized and operate in a
full-fledged manner .

The percent annual growth rates of commercial bank credit, according to bank
group are presented in table 2.3. The average annual growth rate of commercial bank
credit of the total banking sector for the period 1990 to 2005 is 9.06 percent. This,
however, as expected from the above discussion, differs at the bank group level. While
the annual average growth rate of credit of SB&A is around 6.85 per cent, it is around
7.93 percent for NB and around 11.94 percent for FB. Private Banks have registered the
highest annual average growth rate of around 22.83 percent for the period 1990 to 2005.
It is also interesting to note that commercial banks, across all bank groups, have
registered higher growth rate during the period 1995 to 2005 compared to the period
1990-1995.

Table 2.3 Growth rates (percent increment) of credit of commercial banks (in

real terms)

Growth rates of Commercial Bank Real Credit (in per cent)
SB&A NB PB FB Total
1991 2.71 -0.62 2.61 12.42 1.19
1992 0.91 049 | 19.81 20.64 2.30
1993 -0.24 -2.83 | 13.01 3.99 -0.92
1994 -16.79 -11.20 | 1232 -0.30 -11.35
1995 10.07 11.50 | 47.89 20.31 13.77
1996 12.90 6.25 | 3160 37.67 12.52
1997 -0.53 -0.51 | 19.97 11.33 2.36
1998 9.04 9.48 | 1461 1.44 9.10
1999 6.91 1198 | 16.01 -3.08 9.54
2000 14.12 1323 | 25.15 15.75 15.07
2001 12.68 14.52 | 18.04 16.71 14.60
2002 6.96 1692 | 67.20 10.55 20.06
2003 9.96 8.99 | 13.14 2.62 9.50
2004 11.51 9.51 | 18.38 10.96 11.78
2005 22.50 3117 | 22.69 18.09 26.37
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Source: RBI

2.4 Total Credit of Commercial Banks According to Occupation

Banks lending activities encompass various sectors of the economy. Naturally
funds are directed to the so-called booming sectors. However, as mentioned above Indian
financial sector is also guided by certain norms prescribed by the Reserve Bank of India
(RBI), which ensures flow of funds to certain core sectors of the economy. Distribution
of total credit according to occupation is presented in table 2.4. Looking at the different
occupation-wise flow of funds one observes that credit to the agriculture sector has
declined in real terms between 1990 and 1995. It was around Rs 22546 crore in 1990
which has declined to Rs 20910 crore in 1995. It should be mentioned in this context that
banks are supposed to direct 18 % of their total lending to the agriculture sector ;
however, in reality many banks often fail to meet this norm. Subsequently , however,
total credit to the agriculture sector has increased and reached around Rs 49356 crores in

2004.

In the case of other sectors the real total credit has been increasing over the years.
Credit to industry increased marginally from Rs 68948 crores in 1990 to Rs 80639 crores
in 1995 which further increased to Rs 171694 crores in 2004. There is a remarkable
increase in the personal loans and also credit to financial institutions. While the personal
loans increased from Rs 9083 crores in 1990 to Rs 15827 crores in 1995, it increased by
around 5 times, from Rs 15827 crores to 91839 crores between 1995 and 2004. Similarly
credit to financial institutions increased from Rs 3030 crores in 1990 to Rs 6664 crores in

1995 which further increased to Rs 20238 crore in 2004 (around 5 times).

Table 2.4 Distribution of Outstanding Credit of Commercial Banks according to

Occupation

Distribution of outstanding credit of commercial banks according to occupation
(Rs in Crores, in Real values)

Personal Financial
Agriculture | Industry | Loans Institutions | Others@ | Total
1990 22546 68948 9083 3030 37844 | 141451
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1991 22129 70406 11436 3344 35900 | 147981
1992 22179 71467 12260 4385 39527 | 149818
1993 22060 78964 13530 3959 43954 | 162467
1994 20902 77390 13862 4166 44414 | 160734
1995 20910 80639 15827 6664 52758 | 176799
1996 22474 95374 18433 7031 55373 | 198684
1997 23134 102609 20623 8259 53333 | 207958
1998 23891 109144 23545 8291 58670 | 223541
1999 26652 122505 25805 10307 63998 | 249268
2000 28526 133624 32277 13672 79477 | 287576
2001 31261 142877 39848 15987 95407 | 325380
2002 37806 160431 48738 22216 118261 | 387452
2003 42901 175044 64374 28613 116169 | 427101
2004 49356 171694 91839 30238 108314 | 451442

(@, Other include - Transport, personal and professional service, Trade and Miscellaneous

Computation of growth rates of real credit reveals that between 1995 and 2004
growth rates have been much higher compared to the same between 1991 and 1995. The
average annual growth rate of real total deposits between 1991 and 2004 is around 8.61
per cent (Table 2.5). While it is around 5.08 percent between 1991 and 1995, it has
increased to 11.06 percent between 1996 and 2004. Credit to agriculture sector has
registered the lowest annual average growth rate of around 5.50 percent between 1991
and 2004. It was even negative between 1991 and 1995 (around -1.47 per cent per
annum). However, it has increased substantially between 1995 and 2004 (around 10.05
per cent per annum). While on the one hand credit to agricultural sector has registered
low growth rate, on the other hand personal loans and credit to financial institutions has
registered remarkable growth rate. Between 1991 and 2004 personal loan has registered
around 19.77 percent annual average growth rate, while it was around 20.32 percent in
the case of credit to financial institutions. One important observation is that, unlike other
occupations which registered higher growth rate between 1995 and 2004, credit to
financial institutions registered higher growth rate between 1991 and 1995. it was around
22.35 percent during 1991 and 1995, which reduced to around 18.97 percent between
1995 and 2004.

Table 2.5 Occupation-wise growth of outstanding Credit

Growth Rates of Outstanding Credit of Commercial Banks According to Occupation
(Rs in Crores, in Real values)
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Personal Financial
Agriculture | Industry | Loans Institutions Others Total
1990 -1.44 10.47 38.76 37.09 -0.03 7.24
1991 -1.85 2.11 2591 10.36 -5.14 4.62
1992 0.22 1.51 7.20 31.16 10.10 1.24
1993 -0.53 10.49 10.36 -9.72 11.20 8.44
1994 -5.25 -1.99 246 522 1.05 -1.07
1995 0.04 4.20 14.18 59.98 18.79 9.99
1996 7.48 18.27 16.46 5.50 4.96 12.38
1997 2.94 7.59 11.88 17.46 -3.68 4.67
1998 3.27 6.37 14.17 0.39 10.01 7.49
1999 11.56 12.24 9.60 24.33 9.08 11.51
2000 7.03 9.08 25.08 32.64 24.19 15.37
2001 9.59 6.92 23.46 16.94 20.04 13.15
2002 20.94 12.29 22.31 38.96 23.95 19.08
2003 13.48 9.11 32.08 28.80 -1.77 10.23
2004 15.05 -1.91 42.67 5.68 -6.76 5.70
Source: RBI

The difference in the growth rate of the real credit to different occupations has led

to the changing composition of the credit according to the occupation. The percent share

of real credit according to occupation is presented in Fig.2.1. On the one hand the share

of the credit to industry and agriculture sector has declined between 1991 and 2004, on

the other hand, as is clear from the above discussion as well, the share of the personal

loan and credit to financial institutions has increased during the same period. The share of

the credit to industrial and agriculture sector was around 48.74 and 15.94 percent

respectively, which has subsequently declined to around 38.03 and 10.93 percent. And,

the share of personal loan and credit to financial institutions was around 6.42 and 2.14

percent respectively in 1991 which increased to 20.34 and 6.70 percent in 2004.

Fig 2.1 Percentage share of Credit of Commercial Banks According to Occupation
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Credit of Commercial Bnaks According to Occupation (Per cent Share)
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2.5 Distribution of Total Credit : Rural and Urban

Another important dimension of the commercial banks credit is the credit
disbursement according to location (rural vs urban). Further, since in the post
nationalization period, credit expansion to rural and semi-urban areas was given
considerable importance, it becomes essential to look at the trends of the bank credit to
these areas over time. Distribution of commercial bank real credit according to location is
presented in table 2.6. Similar to the credit to different occupations, in the case of the
credit to different population groups also the increase in the real credit is higher between
1995 and 2004 compared to the increase in credit between 1991 and 1995. The credit to
rural sector increased from Rs 21789 crores in 1991 to Rs 22632 crore in 1996 (around
1.03 time), which further increased to Rs 56397 crores in 2005 (around 2.5 times between
1996 and 2005). Similar trend is observed in the case of credit to other population groups.
Credit Semi-urban areas increased from Rs 24206 crores in 1991 to Rs 25961 crore in

1996 which further increased to Rs 66995 crore in 2005. Similarly, credit to urban and

217



metropolitan areas increased from Rs 31995 crore and Rs 63422 crore respectively in
1991 to Rs 32812 crore and Rs 99088 respectively in 1995 which further increased to Rs
97044 crores and Rs 370571 crores respectively in 2005.

Table 2.6 Population group-wise Distribution of Outstanding Credit

Distribution of Outstanding Credit of Commercial Banks

According to Population Group (in Rs Crores, in Real values)
Year | Rural | Semi Urban | Urban | Metropolitan | Total

1990 | 21789 24206 | 31995 63422 141411
1991 | 22160 24195 | 33090 68536 147981
1992 | 22677 23671 | 32486 70984 149818
1993 | 22906 23592 | 33020 82949 162467
1994 | 22544 22438 | 32778 82973 160734
1995 | 21100 23798 | 32812 99088 176799
1996 | 22632 25961 | 35184 114907 198684
1997 | 23785 27338 | 36514 120321 207958
1998 | 25473 28699 | 39301 130067 223541
1999 | 27435 31621 | 44427 145785 249268
2000 | 30707 35351 | 49814 173907 289779
2001 | 33157 37608 | 57082 200145 327991
2002 | 38987 43157 | 63293 238102 383538
2003 | 42452 48077 | 71130 269364 431024
2004 | 45940 54124 | 81232 294370 475665
2005 | 56397 66995 | 97044 370571 591008

On an average percentage increment of credit from period 1991 to 2005 is around

6.34, 7.09, 7.62 and 12.46 for rural, semi-urban, urban and metropolitan areas

respectively. It is important to note that between 1991 and 1995 the rural sector has

registered negative annual growth rate of around -0.503 percent. For the same period the

average growth rate is around 9.484 percent for the metropolitan areas. However from

1996 to 2005 growth rate of credit to all sectors is seen to be positive and increasing (Fig.

2.2).

Fig. 2.2 Population group with percent increment in credit
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Though there is increased growth rate of credit across all population groups, the
difference in the growth rates led to change in the composition of credit to different
population groups. The percent share of credit to different population groups is presented
in Fig.2 3. As can be seen from the chart, the share of credit to rural areas in the total
credit has declined over years, whereas the share of credit to metropolitan areas has
increased. The share of credit to rural areas was around 15.08 percent in 1991 which
declined to around 11.93 percent in 1995 which further declined to around 9.54 percent in
2005. Similarly the credit to semi-urban and urban areas was around 17.11 percent and
22.62 percent respectively in 1991 which declined to 13.46 percent and 18.55 percent
respectively in 1995, which further declined to 11.34 and 16.42 percent respectively in
2005. On the other hand the credit to metropolitan areas has been increasing over time. It
was around 44.8 percent in 1991 which increased to 56 percent in 1995 which further
increased to 62.7 percent in 2005.

Fig 2.3 Share of credit to different population groups
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We have seen so far trends of flow of credit to different regions of the economy as per
rural or urban and also to major sectors like agriculture or industry. In this study
however we are particularly interested in credit to the SSI sector. We therefore examine
in some detail the flow of funds to the priority sector and within the priority sector to the

SSI.

2.6 Sector-wise Distribution of Credit

As mentioned above 40% of the total credit needs to be disbursed to the priority sector. It
has been observed that initially banks were unable to meet this prescription. However,
after liberalization a number of new avenues are incorporated within the purview of the
priority sector. Subsequently, banks have been complying with the priority sector norms.

At the sectoral level, credit to priority sector was around Rs 54121 crores during 1991-
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‘91 which increased to Rs 85926 crores during 1999-2000, and, reached Rs 261492
crores during 2005-‘06. Between 1991-°92 and 2005-°06 credit to priority sector has
increased by around 4.5 times. Within the priority sector, credit to agriculture sector has
increased from Rs 21633 crores during 1991-92 to Rs 88355 crores during 2005-06
(around 4 times). Much of the increase in the credit to agriculture is observed during last

few years, especially during 2003-06.

It is noteworthy that the increase in credit to small-scale industries, within the
priority sector is much less compared to agriculture sector. It was Rs 21625 crores
during 1991-°92 which increased to Rs 46276 during 2005-06 (around two fold).
Credit to industrial sector and wholesale trade increased from Rs 56105 crore and Rs
7332 crore respectively during 1991-92 to Rs 235291 crores and Rs 20362 crore
respectively during 2005-06 (Table 2.7).

Table 2.7 Setoral Deployment of Non-food Credit

Sectoral Deployment of Outstanding Non-food Gross Bank Credit (Rs Crore, Real Values)

Priority Wholesale | Other
Year Sector of which Industry Trade Sectors | Total
Small scale
Agriculture | Industries
1991-92 54121 21633 21625 56105 7332 27005 | 144564
1992-93 54612 21878 21947 64260 7637 27353 | 153862
1993-94 53880 21208 22617 57865 7330 26875 | 145950
1994-95 58632 21916 25256 68237 8909 33015 | 168793
1995-96 61461 22667 26724 77992 10041 36633 | 186127
1996-97 66214 24528 28040 80041 9626 40229 | 196111
1997-98 72768 25499 31817 85948 9665 42081 | 210462
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1998-99 77650 26852 32848 88426 9461 44787 | 220324
1999-00 85926 28928 34425 96024 10962 51599 | 244511
2000-01 96517 32454 35004 101782 11154 58797 | 268250
2001-02 105910 36718 34566 104137 12364 69318 | 291729
2002-03 124983 43422 35671 138898 13335 89009 | 366226
2003-04 149059 51153 37206 139667 14049 | 108763 | 411538
2004-05 206203 67703 40318 190435 17594 61640 | 540426
2005-06 261492 88355 46276 235291 20362 | 102811 | 720588

*Medium and large
# Other than food procurement

Growth rates of gross commercial bank credit to various sectors are presented in
table 2.8. The average annual growth rate of gross non-food credit of commercial banks
is around 11.3 percent. While the average growth rate of credit to priority sector is around
11 percent per annum, it is around 10 percent and 4.82 percent respectively for the
agriculture and small-scale industries sector during 1991-92 to 2005-06. The average
growth rate of credit to industry and wholesale trade are around 10.23 and 6.8 percent per
annum respectively for the period 1991-92 and 2005-06. It is observed that the growth
rates are higher during the period 1996-97 to 2005-06 compared to the period 1991-92 to
1995-96. The growth rates of credit to priority sector, industry and wholesale trade are
around 1.24, 5.95 and 5.18 percent respectively for the period 1991-92 to 1995-96. This
has increased to 15.95, 12.36 and 7.68 percent for priority sector, industry and wholesale
trade respectively for the period 1995-96 to 2005-06.

Table 2.8 Percentage increment of Sectoral Deployment of Credit

Per cent Growth of Sectoral Deployment of Outstanding Non-food Gross Bank Credit
(Rs Crore, Real Values)
Priority Small Scale Wholesale Other
Year Sector Agriculture | Industries Industry | Trade Sectors | Total
1991-92 -7.00 -4.76 -7.18 -7.04 -8.51 -1.31 -6.08
1992-93 0.91 1.13 1.49 14.53 4.16 1.29 6.43
1993-94 -1.34 -3.06 3.05 -9.95 -4.03 -1.75 -5.14
1994-95 8.82 3.34 11.67 17.92 21.54 22.85 15.65
1995-96 4.82 3.43 5.81 14.30 12.71 10.96 | 10.27
1996-97 7.73 8.21 4.92 2.63 -4.13 9.82 5.36
1997-98 9.90 3.96 13.47 7.38 0.41 4.60 7.32
1998-99 6.71 5.31 3.24 2.88 -2.12 6.43 4.69
1999-00 10.66 7.73 4.80 8.59 15.87 15.21 10.98
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2000-01 12.33 12.19 1.68 6.00 1.75 13.95 9.71
2001-02 9.73 13.14 -1.25 2.31 10.84 17.90 8.75
2002-03 18.01 18.26 3.20 33.38 7.86 28.41 | 25.54
2003-04 19.26 17.80 4.30 0.55 5.35 22.19 | 1237
2004-05 38.34 32.35 8.36 36.35 25.23 -43.33 | 3132
2005-06 26.81 30.50 14.78 23.55 15.73 66.79 | 33.34

The percentage share of gross non-food credit to various sectors, presented in Fig.
2.4 shows varying trend over the period. The share of credit to agriculture sector has
declined from 37 percent during 1991-92 to around 33 percent during 1995-96 which
however has increased to around 38 percent during 2004-05. On the other had credit to
industrial sector has increased from 38.8 percent during 1991-92 to 41.9 percent during
1995-96 which declined to 32.6 percent during 2005-06. The percent share of credit to
wholesale trade in the total gross credit has steadily declined from 5 percent in 1991-92
to 2.8 percent during 2005-06. Looking at the components of the priority sector credit,
the share of the credit to agriculture sector as well small-scale industries has declined
over time. However, the decline is sharp in the case of small-scale industries compared to
agriculture sector. While the share of the agriculture sector in the total priority sector
lending declined from around 40 percent in 1991-92 to around 33.7 percent during 2005-
06, the share of credit to small-scale industries in the total priority sector credit declined

from around 40 percent in 1991-92 to around 17.7 percent during 2005-06.

Fig. 2.5 Share of Gross Non-Food Credit

223



Percent Share of Gross Non-food Credit

50

=] Priority sector

I [ndustry

Wholesale trade

Per cent

% of agriculture
in total priority
sector

—— % of SSI in total
priority sector

1991-92
1992-93
1993-94
1994-95
1995-96
1996-97
1997-98
1998-99
1999-00
2000-01
2001-02
2002-03
2003-04
2004-05
2005-06

Year

Source: RBI

This indeed is a matter of concern as the SSI sector plays a crucial role for the Indian
economy in a number of aspects. By its less capital intensive and high labour absorption
nature, small-scale industries (SSI) sector has made significant contributions to
employment generation and also to rural industrialization, thereby helping in balanced
regional growth. When the performance of this sector is viewed in terms of output as well
as employment growth against other related sectors in the economy, one observes that the
growth performance of the SSI sector is far higher than the large-scale industries sector

and the manufacturing sector.

Given this background we first discuss briefly the importance of the SSI sector in a
labour surplus economy like India and the problems it faces for further growth and

development. In this context credit related norms and issues are highlighted.

2.7. The Role of the Small and Medium Industries Sector
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Small and medium industries sector is divided into various sub-sectors to come up with

appropriate policy measures for each of them.
Definitional Issues

One of the difficulties in defining small firms is to identify what is ‘small’ (Gang, 1995).
One is often tempted to define small firms in comparative terms, that is, in comparison to
the large firms in the industry. Brock and Evans (1986) suggest that one can consider
those firms that lie on the left hand tail of the size distribution of firms, for example, say,
in the bottom quartile as ‘small’. However, such relativistic definition has certain
shortcomings. A firm that is considered large today may become small due to the entry of
a few larger firms in the market. Thus there is a need to define ‘smallness’ in absolute
terms at least for the purpose of policy formation and implementation. Naturally, the
definition can be on the basis of employment size, turn over, invested capital and so on.
In the Indian context ‘smallness’ is conceptualized on the basis of investment in plant and

machinery.

In India, a firm is considered to belong to the SSI sector, if its investment in plant and
machinery does not exceed Rs 10 million ($ 250,000 approximately)". Within the SSI
sector there are a number of sub sectors including tiny industries sector, ancillary sector,
khadi and village industries sector, women enterprises and so on'®. Since the
government’s policy incentives differ across these sub sectors, there is a need to define
them in precise terms. An ancillary industrial undertaking is a small enterprise as per the
above definition and is engaged in the manufacture of parts, components, sub-assemblies,
tooling or intermediates. On the other hand, a small scale service and business (industry
related) enterprise (SSSBE) face investment limit up to Rs 1 million in fixed assets,
excluding land and building. The tiny and village industries sector receive special
attention of the government given their vulnerability and traditional importance. Hence

the tiny, village & khadi'” and also women enterprises are specifically defined.

1 Source: Government of India website: http://www.smallindustryindia.com/ssiindia/definition.htm
“There are certain types of industries/activities wherein investment on plant and machinery up to Rs. 5
crores can also be registered under SSI category.

' A kind of traditional handloom.
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Investment limit in plant and machinery with respect to tiny enterprises is Rs 2.5 million
irrespective of location of the unit. A woman enterprise is the one that is owned or held

more than 51% share by a woman.

According to the Small Industries Development Organisation (SIDO), the term small-
scale industry is used in the context of modern industrial units using a mechanized
process or those engaged in the service sector. i.e, SSSBE. On the other hand, rural
industries refer to village based semi industrial activities including the production of
khadi, silk, coir etc. The coir sector is an agro-based industry relying on coconut fiber.
The nodal agency for coordinating activities related to the SSI sector is SIDO, while for
the Khadi and Village Industries Sector, it is the Khadi and Village Industries
Commission and for the Coir sector, it is the Coir Board. Thus each of these sub sectors

operate under a separate bureaucratic setup.

Considering all enterprises viz., small, tiny and traditional village enterprises both in the
registered and unregistered segments, there were about 6 million enterprises in 1990-’91
which increased to about 10 million in 2004-’05. Output of these enterprises at the 1993-
’94 prices was about rupees of 847 billions which increased to Rs 2515 billion in 2004-
50516

Contributions to the Economy

The small-scale industries’ sector plays a vital role in the growth of the country by

contributing almost 40% of the gross industrial value added in the Indian economy.

Some of the major statistics concerning the small scale industries are presented in
table 2.9. The number of total SSI units increased from 68 lakhs in 1990-91 to 83 lakhs
in 1995-96 which further increased 1191 lakhs in 2004-°05. Along with the number of
units the fixed investment increased over time. It was Rs 93555 crores in 1991-92 which

increased to Rs 125750 crores in 1995-96 which further saw a rise to Rs 178699 crores in

'® These estimates are from the Ministry of Small Scale Industries. (provided by www.indiastat.com).
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2004-°05. It is important to note that the fixed investment per unit has also increased over
time. It was around Rs 13.78 lakh during 1991-°92 which increased to around Rs 15.14
lakh during 1995-96, which however has declined marginally to Rs 15.06 lakh during
2004-°05. Similarly the production of SSI, measured at constant price has also been
increasing over time. It was around Rs 84728 crores during 1991-92 which increased to
Rs 121175 crores during 1995-96 which further increased to Rs 251511 crores during
2004-05. The production per unit is also increasing over time. It was around 1.24 lakh in
1991-92 which increased to Rs 1.4 lakh during 1995-96 which further increased to Rs
2.12 lakh during 2004-05.

Table 2.9 Major Aggregates of the SSI sector

Production
No. of Fixed At At Employm Export
units | investment |« rrent | constant ent (in (Rs.crore)
(lakhs) | (@tcurrent | ppicag price lakh
prices, Rs. (RS (1993_94 persons)
crore) crore) | base, Rs
Year crore)

1990-91 68 93555 | 78802 84728 158 9664
1991-92 71 100351 80615 87355 166 13883
1992-93 74 109623 84413 92246 175 17784
1993-94 76 115795 | 98796 98796 183 25307
1994-95 80 123790 | 122154 108774 191 29068
1995-96 83 125750 | 147712 121175 198 36470
1996-97 86 130560 | 167805 134892 206 39248
1997-98 90 133242 | 187217 146263 213 44442
1998-99 93 135482 | 210454 157525 221 48979
1999-00 97 139982 | 233760 170379 229 54200
2000-01 101 146845 | 261297 184401 239 69797
2001-02 105 154349 | 282270 195613 249 71244
2002-03 109 162317 | 311952 210636 260 86013
2003-04 114 170219 | 357733 228730 271 NA
2004-05 119 178699 | 418263 251511 283 NA

Source : Annual Report 2005-06, Ministry of SSI, Govt. of India

We see from table 2.9 that the total number of SSI units has increased over time.
Also the total fixed investment of the SSI, their production, employment level and
exports have increased over time. However, their growth rates show a different picture.
The growth rate of the number of SSI has remained almost stable around 4 percent per

annum through the years. On the other hand the growth rates of investment in the fixed
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assets show a varying trend. It was around 7.26 percent during 1991-°92, which declined
to around 1.68 percent during 1998-°98, which however has increased thereafter and was
around 4.98 percent during 2004-05. Contrary to this, the growth rate of the production of
the SSI has increased from around 3.10 percent during 1991-°92 to around 11.32 percent
during 1995-°96 which has declined to around 6 percent during 2001-°03 which however
has increased to around 10 percent during 2004-05. Similar to the growth rate of the
number of units the growth rate of the employment level also has remained almost stable
between 4-5 percent per annum over the years. The growth rate of the exports by SSI has
declined steadily over time. It was around 43.66 percent during 1991-92 which declined
steadily and reached the lowest level of around 2 percent during 2001-02 which however

has improved and was around 21 percent during 2002-03.

Table 2.10 Growth rate of certain indicators

Growth Rates
Fixed Production
Year Units | Investment | (Constant price) | Employment | Export
1991-92 4.07 7.26 3.10 483 | 43.66
1992-93 4.08 9.24 5.60 533 | 28.10
1993-94 4.05 5.63 7.10 446 | 4230
1994-95 4.07 6.90 10.10 4.80 14.86
1995-96 4.07 1.58 11.40 341 25.46
1996-97 4.07 3.83 11.32 4.01 7.62
1997-98 4.06 2.05 8.43 3.55 13.23
1998-99 4.07 1.68 7.70 3.47 10.21
1999-00 4.06 3.32 8.16 3.88 10.66
2000-01 4.07 4.90 8.23 420 | 28.78
2001-02 4.07 5.11 6.08 4.44 2.07
2002-03 4.07 5.16 7.68 436 | 20.73
2003-04 4.07 4.87 8.59 431
2004-05 4.07 4.98 9.96 4.11

‘Jobless growth’ is a matter of concern for the Indian policy makers since liberalization.
While large industries sector has not been able to create much employment opportunities,
rather poor performance of the agricultural sector is also forcing the farmers to move out.
Services sector and SSI sector in this regard give the economy some hope. In fact, SSI
sector in India creates largest employment opportunities for the Indian populace, next

only to Agriculture. It has been estimated that 100,000 rupees of investment in fixed
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assets in the small-scale sector generates employment for four persons. Unlike the
stagnation of employment observed in the large-scale sector, small industries
employment reveals steady rise (Table 2.9 and 2.10). Industry group-wise food products
industry has ranked first in generating employment, providing employment to 0.48
million persons (13.1%). The next two industry groups in terms of employment
generation are non-metallic mineral products with employment of 0.45 million persons

(12.2%) and metal products with 0.37 million persons (10.2%).

Next to employment, forex reserve is India’s another important concern and the role of
SSI sector cannot be undermined in this regard. The role of SSI Sector in forex earning
through exports is well recognized'’ (Table 2.11). Direct exports from the SSI Sector
account for nearly 35% of total exports. Besides direct exports, it is estimated that small-
scale industrial units contribute around 15% to exports indirectly. Thus in all, 45%-50%
of the Indian exports is contributed by this Sector. This takes place through merchant
exporters, trading houses and export houses. These may also be in the form of export
orders from large units or the production of parts and components for use for finished

exportable goods.

While Indian small-scale segment is believed to be dominated by traditional goods,
which attracts the foreign consumers, in reality non-traditional products account for more
than 95% of the SSI exports. In particular, export growth has been fuelled mainly by the
performance of garments, leather and gems and jewelry units from this sector. A few
other product groups where the SSI sector dominates in exports are, sports goods, woolen
garments and knitwear, plastic products and processed food. Further, the SSI sector is
reorienting its export strategy towards the new trade regime being ushered in by the

WTO.

The total export of the SSI was Rs 9664 crores in 1991-92 which increased to Rs
36470 crores during 1995-96 which further increased to Rs 86012 during 2002-03. The

per unit exports was around Rs 14 thousand which increased to Rs 44 thousand during

17 Source: www.smallindustriesindia.com
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1995-95 which further increased to Rs 78 thousand during 2002-03. Share of Ssi in our
total export is also considerable (Table 2.11).

Table 2.11 Share of SSI exports in India

Exports from
Total Exports SS?sector (in
(in crores*® of crores™® of
Year rupees) rupees) Percentage Share

1971-72 1608 155 9.6
1976-77 5142 766 14.9
1981-82 7809 2071 26.5
1986-87 12567 3644 29
1991-92 44040 13883 31.5
1992-93 53688 17785 33.1
1993-94 69547 25307 36.4
1994-95 82674 29068 35.1
1995-96 106353 36470 34.2
1996-97 118817 39249 33.4
1997-98 126286 44442.18 35.19
1998-99 141603.53 48979.23 34.59
1999-00 159561 54200.47 33.97
2000-01 202509.7 69796.5 34.47
2001-02 207745.56 71243.99 34.29

*1 crore = 10 million.
Source : Small Scale Industries in India, Ministry of SSI, Government of India.

When the performance of this sector is viewed against the growth in the manufacturing
and the industry sector as a whole, it instills confidence in the resilience of the small-
scale sector. Growth performance of the SSI sector is far higher than the large-scale

industries sector and the manufacturing sector, as can be viewed from Table 2.12.
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Table 2.12 Comparative real growth of overall industrial sector and SSI sector in India
(1990-91 to 1999-2000) (in percent)

Year Overall Industry | Manufacturing | SSI Sector
Sector

1990-91 8.2 9 9.1
1991-92 0.6 -0.8 3.1
1992-93 2.3 2.2 5.6
1993-94 6 6.1 7.1
1994-95 8.4 8.5 10.1
1995-96 12.8 13.8 11.4
1996-97 5.6 6.7 11.3
1997-98 6.6 6.7 8.4
1998-99 4 4.4 7.7
1999-00 E 6.4 7 8.1

Abbr.: E : Estimated.

Note : Estimated figures of growth for industry and manufacturing sector

based on advance estimates released by Central Statistical Organisation. Growth rates
from 1994-95 onwards are as per the IIP base 1993-94 = 100 and those for earlier years
are as per IIP base : 1980-81 = 100.

Estimation for the SSI sector for 1999-2000 made by SIDBI.

Source : Report of the Study Group on Development of Small Scale Enterprises,
Planning Commission, March 2001, Govt. of India.
Year: Period of fiscal year in India is April to March, e.g. year shown as 1990-91 relates
to April 1990 to March 1991.

The above indicators reveal that SSIs have made significant progress over the years and
the sector has emerged as a dynamic and vibrant sector in the Indian economy. Industrial
policy of the Government, both at the center as well as at the state level, have
continuously tried to boost this sector in order to impart more vitality and growth-

impetus.

Sickness in Small Scale Industries

The Reserve Bank of India (RBI) was instrumental in appointing a number of

Committees from time to time to look into the issue of sickness affecting this sector. The
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latest definition of ‘Sickness’ given by the ‘Working Group on Rehabilitation of Sick
Units’ set up by the RBI (also known as Kohli Committee) is given below.

“ A small scale industrial unit is considered sick when

(a) any borrowal accounts of the unit remain substandard for more than six months
or,
(b) there is erosion in the net worth due to accumulated losses to the extent of 50 percent
of its net worth during the previous accounting year, and

(c) the unit has been in commercial production for at least two years.”

In order to measure incipient sickness, the continuous decline in gross output for three
consecutive years was identified as a suitable indicator. Subsequently, the following
criteria were adapted to identify sick/ incipient sick units in the third census: 1)
continuous decline in gross output compared to the previous two financial years; ii) delay
by more than 12 months in repayment of loan taken from institutional sources; and iii)
erosion in the net worth to the extent of 50 percent of the net worth during the previous

accounting year.

Magnitude of Sickness/Incipient Sickness"®

Sickness identified in the registered SSI sector in terms of delay in repayment of loan or
erosion in the net worth was of the order of 2.5 %, whereas in the unregistered SSI sector,
it was 0.78 %. Out of the units having outstanding loans with institutional sources like
banks and financial institutions, sickness was about 14.08 % in the registered SSI sector
as against 13.47 % in the case of unregistered SSI sector. Incipient sickness identified in
terms of continuous decline in gross output was of the order of 13.01 % in the registered
SSI sector and 7.76 % in the unregistered SSI sector according to 2001-°02 census.
Combining the three yardsticks used to measure sickness, viz; (a) delay in repayment of

institutional loan over one year, (b) decline in net worth by 50 %, and (c) decline in

'8 Source: Third All India Census of Small Scale Industries, 2001-02.
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output during last three years, about 14.47 % of the units in the registered SSI sector were
identified to be either sick or incipient sick, while this percentage was only 8.25 in the

case of unregistered units.

Reasons for Sickness/ Incipient Sickness

In the census of 2001-°02, the units satisfying one or more of the above criteria were
treated as not being run satisfactorily and the reasons for the same were elicited. Table
2.13 indicates the reasons as given by the units suffering from sickness/ incipient
sickness. ‘Lack of Demand’ and ‘Shortage of Working Capital’ were the main reasons for
sickness, incipient or otherwise, in the SSI sector.

Table 2.13 Reasons for sickness

Reason Percentage of Units
Registered | Unregistered
Lack of Demand 71.6 84.1
Shortage of working capital 48 47.1
Non availability of raw | 15.1 15.2
materials
Power shortage 214 14.8
Labour problems 7.4 5.1
Marketing problems 44.5 41.2
Equipment Problems 10.6 12.9
Management problems 55 5.1

*The total will exceed 100 %, as some units reported more than one reason.
Source: Census of SSIs, 2001-°02

As is observed, both registered and unregistered units face same problems that lead to
sickness. Working capital related and Marketing problems (equivalently, lack of demand)
are the major hurdles for the registered segment (that receives government support) as
well as for the unregistered firms. The problem of working capital clearly shows that
there exists a problem of credit for the SSI sector. This has been also revealed during our

survey.
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This led us to look at the credit policy of the SSI sector.

2.8 Credit Policy with Reference to SSI

As mentioned above , at a time when there was no restriction on the lending
activities of the banking sector, lending was directed to only a certain selected activities.
To arrive at a desirable distribution of credit to core and socially important sectors, the
concept of priority sector was developed. Subsequently, as mentioned above, at a
meeting of the Union Finance Minister with the Chief Executive Officers of public sector
banks held in March 1980, a decision was taken that banks should aim at raising the
proportion of their advances to priority sectors to 40 per cent by March 1985. Following
the recommendations of the Working Group on the Modalities of Implementation of
Priority Sector Lending and the Twenty Point Economic Programme by Banks, all
commercial banks were advised to direct 40 per cent of aggregate bank advances to the
priority sector by 1985. In addition, there were sub-targets for lending to agriculture and
to the weaker sections within the priority sector. These norms are undergoing
modifications since then. In the decade of 1990s certain specific reforms have been
brought in. The 40 per cent priority sector lending requirement for net bank credit (NBC)
as applicable to PSBs as well as private sector banks continued, but liberalization of
interest rate has been introduced on loans above Re. 2 lakhs. Few other areas are also

incorporated within the purview of priority sector lending.

Unlike agriculture, there is no separate sub-target for the SSI sector, within the priority
sector lending for the Indian public and private sector banks. It is not mandatory for the
Indian banks to deposit the shortfall in lending to the SSI sector with the Small Industries
Development Bank of India (SIDBI) (as in the case of foreign banks) or any such
organisation. Sub targets however exist for agriculture and loans to the weaker sections
consisting of small and marginal farmers, artisans and others and they are 18% and 10%

respectively. In the case of cooperative bank, 60 per cent of credit comes under priority
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sector lending. In order to fulfill the priority sector lending targets, banks have been
permitted to adopt soft approaches like subscription to the bonds of SFCs, NABARD,
National Housing Bank, Rural Electrification Corporation, Housing & Urban

Development Corporation, etc. instead of undertaking retail lending to the SSI Sector.

Availability of credit was always recognized as a constraint to the growth of the SSI
sector, be it a women or a rural enterprise. Government has so far tried to mitigate the
problem through various measures. Few committees have been formed to understand and
to come up with appropriate measures for this sector. In 1990 a separate financial
intermediary called Small Industries Development Bank of India (SIDBI) was
established. Since then SIDBI has been acting more as a small industries development
organization rather than simply as a bank. Given the special role that the bank has come

to play, some of its activities are considered worth noting.

Role of SIDBI
Promotional Programs: SIDBI’s measures for this sector are modern in approach and
intend to improve competitiveness in the sector. Some of its measures for example

include:

e Creation of awareness on new product / process technologies

o Skill upgradation

e Development of technology related common facilities for the cluster

e Provision of unit-specific modernisation package

o Energy conservation and introduction of environment friendly technologies

e Quality upgradation in terms of systems and products

It took a cluster development approach to take up various developmental measures.

Cluster Development Approach: The first step in its approach to achieve these goals
involves the selection of clusters, which have certain homogeneity in terms of status of

technology, products, production levels, trade practices, and capacity to absorb improved
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technology. Individual clusters are then assigned to expert consultancy agencies that
assess the technology upgradation needs and prepare unit-specific modernisation

packages including scope for consolidation of technical capabilities of existing units.

Technology Upgradation Program: The competitiveness of the products of SSI units
both in the domestic and international markets is dependent to a large extent on their
productivity levels, price factors and quality characteristics. SIDBI's technology
upgardation and modernisation programme are aimed at improving the technical
capabilities and competitiveness of SSI units located in clusters by introducing
commercially proven technologies which will result in significant improvement in
quality, productivity, cost reduction, saving of energy and raw materials and reduction in

the level of pollution.

Funding: SIDBI provides support and co-ordinates the services of consultants, and backs
up their efforts by arranging financial assistance, through banks or State Financial
Corporations (SFCs), under its refinance assistance schemes. The Bank also provides
direct financial assistance through its Rs. 2 billion Technology Development and
Modernisation Fund (TDMF) scheme. The Bank undertakes regular follow-up and
monitoring of the programmes and the implementing agencies are suitably compensated

by way of professional fee for undertaking the assignment.

Progress: The Bank in more than 25 clusters has launched technology upgradation
program. The clusters identified for intervention range from Sea Food Processing
Industry (Coastal Kerala) to Brass and Bell Metal Industry (Hajo in Assam) and from
scientific instrument industry (Ambala, Haryana) to artisan based Blacksmithy units at
Mylliem, Meghalaya and so on. In addition to this, the Bank is to implement the National
Programme for Rural Industrialisation in 25 clusters of which 12 initiatives are already

underway (www.sidbi.in).
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Even though SIDBI has taken up various measures to aid the SSI sector number of
SIDBI offices are limited and therefore they could reach only a small proportion of the

SSI units. Rest of the sector still depends n various other sources for credit.

Multi-level Financial Institutional Structure
A large number of institutions are engaged in the task of credit dispensation to the small
and other non-farm enterprises. Major national/state-level institutions operating in the
country in addition to SIDBI are:

» Commercial Banks
State Financial Corporations (SFCs)
Regional Rural Banks

Cooperative Banks

vV V VY V

Credit in Direct/indirect Form by Other Agencies.

In addition to the creation of such specialized financial intermediaries, to improve credit
flows to the SSI sector a few committees have also been constituted and in turn the
Reserve Bank of India (RBI) has taken various measures . Focus and recommendations

of few committees and RBI measures are discussed briefly below.

Nayak Committee

This committee was formed under the Chairmanship of Ex-Deputy Governor, of
RBI Shri R.R. Nayak, to look into the problems of credit, sickness and other relevant
aspects of the SSI sector. The committee submitted its report in September 1992. Based
on the Nayak Committee recommendations, Reserve Bank of India has directed the
commercial banks to modify the definition of sick SSI units and to reduce rate of interest

for rehabilitation. The committee has also suggested various rehabilitation packages.
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Kapur Committee

The Kapur Committee was set up by the RBI to review the working of the credit
delivery system for SSIs with a view to making the system much more effective, simple
and efficient to administer. The committee had also examined the sickness related issues
of the SSI sector. For quick rehabilitation of sick SSI units, the Committee has
recommended the following:

v Changing the definition of classifying the SSI unit as sick by reducing the non-
performing period of the SSI account from 2 % years to one year.

v Converting State Level Inter Institutional Committees (SLIICs) into statutory
bodies under a special statute to enable them to play effective role in
rehabilitation of sick SSIs.

v" Setting up branches of SLIICs in districts having large concentration of SSIs.

v Providing relaxation in income recognition and asset classification amounts to

encourage banks to take up rehabilitation of potentially viable sick SSIs.

Measures taken by Reserve Bank of India

RBI has issued detailed guidelines vide their circular dated 17" April, 1993 and

3 July, 1993 to banks for rehabilitation of sick SSI units including detection at the
incipient stage and to take remedial measures, including the broad parameters for grant of

relief and concessions such as:

Interest on Working Capital [1.5 % below the prevailing fixed/PLR, wherever
applicable

Funded Interest Term Loan [Interest free

Working Capital Term Loan [1.5% below the prevailing fixed /PLR, wherever

applicable.
Term Loan Concession up to 2% ( Not more than 3% in the case of
tiny/decentralised sector units) below the document rate.
Contingency/Loan Concessional rates for working capital assistance.

|Assistance

2.9 Commercial Banks and Credit to SSI
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One of the important sources of credit to small-scale industries is the ercial bank.
The total credit from commercial banks to SSI sector has increased from Rs 18939 crores
in 1991-92 to Rs 34246 crores during 1995-96, which further increased to Rs 60141
crores during 2000-01 and to 90239 crores during 2005-06. Though at the absolute level,
credit has been increasing over time the growth rate shows a varying trend. The annual
growth rate of commercial banks’ credit to SSI sector increased from around 5.58 percent
in 1991-92 to around 21.67 percent during 1994-95 which almost steadily declined
thereafter and reached the lowest level of -3.58 percent during 2003-04. This however
improved in the subsequent years. The credit to SSI sector as a percent of total net bank
credit has been steadily declining over time. It was around 16.13 percent during 1991-92
which declined to around 15 percent during 1995-96 which further declined to 12.87
percent during 2000-01 and to 6.66 percent during 2005-06 (Table 2.14).

Table 2.14
Flow of Credit from Commercial Banks to SSI (Rs crore)
Credit to SSI
Net Bank | Annual | Credit | Annual | as percent of
Credit growth | to SSI growth | Net Bank Credit
1991-92 117443 7.45 18939 5.58 16.13
1992-93 141800 20.74 | 20975 10.75 14.79
1993-94 152501 7.55 23978 14.32 15.72
1994-95 192424 26.18 29175 21.67 15.16
1995-96 228198 18.59 | 34246 17.38 15.01
1996-97 245999 7.80 | 38196 11.53 15.53
1997-98 297265 20.84 | 45771 19.83 15.40
1998-99 339477 14.20 51679 12.91 15.22
1999-00 398205 17.30 57035 10.36 14.32
2000-01 467206 17.33 60141 5.45 12.87
2001-02 535063 14.52 67107 11.58 12.54
2002-03 668576 24.95 64707 -3.58 9.68
2003-04 763855 14.25 71209 10.05 9.32
2004-05 971809 27.22 83179 16.81 8.56
2005-06 1354603 39.39 | 90239 8.49 6.66

At the bank group level , the State Bank and Associates group also shows similar trend.
There has been substantial decline of share of SSI credit in total priority sector lending
(Table 2.15). This decline is even more striking for the private sector banks. Share of SSI

credit in the case of Foreign banks however, remained more or less stable due to the
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special norms apply to them regarding priority sector lending. We recall that for the other

bank groups there is no special norm fixed for the SSI sector separately.

Table 2.15

Bank GroupWise Advances to Small Scale Industries

| 1097 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004

Public Sector Banks

Small Scale Industries (Rs Crore) 31542 | 38109 | 42674 | 45788 | 48445 | 49743 | 52988 | 58278

Per cent to Total Priority sector credit | 39.86 | 41.73 | 39.81 | 35.83 | 33.06 | 29.06 | 26.09 | 23.72

Per cent to total non-food credit 16.63 | 1746 | 1733 | 15.63 | 14.21 | 12.53 | 11.09 | 10.43
Private Banks

Small Scale Industries (Rs Crore) 4754 | 5848 | 6451 | 7313 | BI58 | 8613 | 6857 | 7897

Per cent to Total Priority sector credit | 53.83 | 50.35 | 45.57 | 40.58 | 37.86 | 33.50 | 18.68 | 14.94

Per cent to total non-food credit 22.15 | 20.60 | 18.86 | 15.71 | 14.40 | 13.70 8.29 7.08
Foreign Banks

Small Scale Industries (Rs Crore) 1836 | 2084 | 2460 | 2871 | 3716 | 4561 | 3809 | 5438

Per cent to Total Priority sector credit | 29.91 | 30.03 | 29.75 | 29.60 | 31.40 | 34.00 | 25.65 | 29.75

Per cent to total non-food credit 11.29 | 1030 | 11.01 | 10.36 | 10.83 | 11.56 8.70 | 10.35

Diversion of credit away from the SSI sector may be due to the prevalence of
sickness of the SSI units. If one examines carefully it is observed that the number of sick
SSI units increased from 221472 in 1991 to around 268815 in 1995 (Table 2.16), which
has declined thereafter to 221536 in 1998. After a sharp increase to 306221 in 1999, the
total number of sick units has declined steadily thereafter and it was 138811 in 2004.
However, the value involved in the sick SSI units increased steadily over the years. It was
Rs 2792 crores in 1991, which increased to Rs 3547 crores in 1995 and further climbed
up to Rs 4608 in 2000 and to Rs 5285 in 2004. Since on the one hand the number of sick

SSI units is declining, and on the other hand the amount involved is increasing, the
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amount involved per units has increased steadily over time. It was around Rs 1.26 lakh
per unit in 1991, which increased to Rs 1.74 lakh in 1998 which further increased to Rs
3.80 lakh in 2004.

Though the total sick SSI units show a varying trend, the sick SSI units that are
potentially viable are steadily declining over time. It was 16140 in 1991 that has declined
to 15539 in 1995, which has further gone down to 14373 in 2000 and to 2385 in 2004.
Unlike the case of total sick SSI units, the amount involved in the potentially viable sick
SSI units has been declining over time. It was Rs 693 crores in 1991 which reduced to Rs
597.93 crores in 1995, which further declined to Rs 369 corores in 2006; One however,
observe a marginal increase to Rs 421 crores in 2004. The amount involved per unit of
the potentially viable sick SSI has steadily declined from Rs 4.29 lakh in 1991 to Rs 2
lakh in 1999, however, it has increased sharply there after and it was Rs 17.6 lakh in
2004.

Table 2.16
Sickness in Small Scale industrial Sector
Per cent of

Total sick units Potentially viable Potentially Viable

in Total Sick Units

Year No. Amount | Amount No.* Amount | Amount No. Amount

(Rs. Per unit O/s (Rs. | Per unit (Rs.
Crores) (Rs Crores) (Rs Crores)
Lakh) Lakh)

1991 221472 2792 1.261 16140 693.12 4.294 7.29 24.83
1992 245575 3101 1.263 19210 728.9 3.794 7.82 23.51
1993 238176 3443 1.446 21649 798.79 3.690 9.09 23.20
1994 256452 3680 1.435 16580 685.93 4.137 6.47 18.64
1995 268815 3547 1.320 15539 597.93 3.848 5.78 16.86
1996 262376 3722 1.419 16424 635.82 3.871 6.26 17.08
1997 235032 3609 1.536 16220 479.31 2.955 6.90 13.28
1998 221536 3857 1.741 18686 455.96 2.440 8.43 11.82
1999 306221 4313 1.409 18692 376.96 2.017 6.10 8.74
2000 304235 4608 1.515 14373 369.45 2.570 4.72 8.02
2001 249630 4506 1.805 13076 399.17 3.053 5.24 8.86
2002 177336 4819 2.717 4493 416.41 9.268 2.53 8.64
2003 167980 5706 3.397 3626 624.71 17.229 2.16 10.95
2004 138811 5285 3.807 2385 421.18 17.660 1.72 7.97

Source: Annual Report 2005-06; Ministry of SSI, Government of India
*These units include village industries as well
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The major reason for the non performing assets arising from the SSI sector is their
sickness. While there may be some proportion of willful default, unless one handles the
sickness issue appropriately , reducing the bad loan from the sector becomes difficult.
Banks will then take recourse to diverting their resources to other sectors in the economy.
In the next Chapter therefore we discuss the NPA issue in general and that arising from

the SSI sector in particular.

2.9 Concluding Remarks

The Indian banking sector has come a long way since the last century. Even since the
nationalization of banks took place, the operations of commercial banks spread like never
before. It covered all nook and corner of the nation. Accordingly credit disbursement and
deposit mobilization have increased at a phenomenal rate. Various sectors especially
agriculture sector was given priority in the lending of the commercial banks. Such norms
have helped the sector to come out of the grasp of moneylenders to a large extent if not
completely. Such social banking norms also however, have affected the financial health

of the banks.
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With the liberalization of the Indian economy, various financial sector liberalization
norms have also been introduced. These are aimed at improving the efficiency and
profitability of the public sector banks. A number of reform measures have been
introduced to provide autonomy to the banks (see Chapter 1). While the liberalized
measures improved efficiency of the commercial banks, rural branches, credit share to
some of the priority sectors such as SSI sector declined over time. It has often been
argued that the NPA accounts mainly arise from the rural branches and priority sector
loans. While there is some truth to these allegations, moving away from these sectors
may not be an ideal solution for the economy. Further it is also important to ask whether
these sectors alone need to be blamed for NPA? To examine this we devote our attention

to the nature and extent NPA of the Indian commercial banks in the next chapter.
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CHAPTER 3

Non-Performing Assets of Indian Commercial Banks

3.1 Introduction

High level of Non-performing Assets (NPAs) is a matter of concern for everyone
involved as credit is essential for economic growth and NPAs affect the smooth flow of
credit. Banks raise resources not just from fresh deposits, but they also create credit by
recycling the funds received back from the borrowers. Thus when a loan becomes non-
performing, it affects recycling of credit and in turn credit creation. Apart from the credit
creation, NPAs affect the profitability as well, since higher NPAs require higher
provisioning, which means a large part of the profits needs to be kept aside as provisions
for bad loans. Therefore, the problem of NPAs is not the concern of the lenders alone,
but it a concern of policy makers as well who are involved in putting economic growth on
the fast track. In India the concept of NPA came into existence after the financial sector
reforms were introduced following the recommendations of the Report of the Committee
on the Financial System (Narasimham, 1991).

Broadly, Non Performing Advance is defined as an advance where payment of
interest or repayment of installment of principal (in case of term loans) or both remains
unpaid for a certain period”. In India, the definition of NPAs has changed over time.
According to the Narasimham (1991) committee report, those assets (advances, bills
discounted, overdrafts, cash credit etc) for which the interest remain due for a period of
four quarters (180 days) should be considered as NPAs. Subsequently this period was
reduced, and from March 1995 onwards the assets for which the interest has remained

unpaid for 90 days should be considered as NPAs.

NPA being our prime concern in this study we intend to look at the trends and nature of

NPAs for the Indian economy in some detail in this chapter. However, before coming to

' This time duration given for an asset to consider it as a NPA varies from country to country and can
change over time within a particular country.
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the Indian scenario it is useful to examine the NPA problem for other nations across the

globe to see where India stands vis-a-vis others.

3.2 NPAs at the Global Level

In order to get a global picture it is essential to look at NPA levels of different
countries in the world. Since the concept of NPA is developed in India only in the post-
reform era , it is useful to look at the recent figures rather than taking a historical account.
A closer look at the Non-performing Loans (NPL) as they are called in many nations,
reveals that during 2003 the NPL at the global level was US$ 1300 billion. India ranks
fourth with NPL of around US$ 30 billion ( 2.3 percent of the global NPL), while Japan
has the highest NPL of US$ 330 billion (25.4 percent of the global NPL) Turkey has the
lowest NPL of US$ 8 billion (0.6 percent of global NPL, Table 3.1).

Table 3.1

Global Non-performing Loans: 2003
Countries | NPLs (US$ billion) | Share in Global (per cent)
Japan 330 25.4
China 307 23.6
Taiwan 19.1 1.5
Thailand 18.8 1.5
Philippines 9 0.7
Indonesia 16.9 1.3
India 30 2.3
Korea 15 1.2
Germany 283 21.8
Turkey 8 0.6
Global 1300 100

Source: Global NPL Report 2004, Ernst and Young.

Though one can get an idea about the magnitude of NPA by looking at the
absolute values, it does not reveal the complete picture. This is mainly because absolute
level of NPA depends on total advances. A country with larger population or GDP may
have large advances and in turn NPA as well. Thus apart from the absolute value, it is
also important to look at what proportion of the total loan has become non-performing.
The NPL levels of various countries as per cent of their total loan are presented in table

3.2. It can be seen from the table that the NPA/NPL as a percent of total loans has been
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declining for almost all countries over the years. The average NPL as percent of total
loans across the countries was around 11.89 percent in 2001 which has declined to
around 6.44 percent in 2005. This shows that the quality of bank asset has been
improving across countries over the years. This could be because of the stringent
regulations prescribed by the BASEL norms. Examining the countries in terms of NPA
as percentage of total loans, we observe that for around 16 countries NPA percentage is
below 10 and for around 5 countries it is between 10-20 percent; for another 5 countries
NPA percentage is rather high and above 20 percent. Australia has the lowest NPA to
total loan ratio which is just 0.34 percent whereas Philippines tops the list with 25
percent. India attains the 11™ highest position with around 8.6 per cent. One interesting
observation is that, most of the countries which fall under higher ‘NPL/Total Loan’ ratio
category belong to the Asian region. Out of 10 countries which have this ratio above 10
percent 8 countries belong to Asia. The improvement in the quality of the assets across
countries is also shown by the fact that in 2001 there were around 11 countries whose

NPA/Total Loan ratio was above 10 percent, by 2005 this number reduced to 7.

Table 3.2
Bank Non-performing Loans to Total Loans
Countries 2001 [ 2002 [ 2003 | 2004 | 2005
Australia 0.6 0.4 0.3 0.2 0.2
Bangladesh 31.5 28 | 22.1 17.6 15.3
Brazil 5.6 4.8 4.8 3.8 4.4
Canada 1.5 1.6 1.2 0.7 0.5
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Chile 1.6 1.8 1.6 1.2 0.9
China 29.8 | 25.6 [ 20.1 15.6 10.5
Egypt 169 | 202 | 24.2 16.3 25
France 5 5 4.8 4.2 3.5
Germany 4.6 5 5.3 5.1 4.8
Hong Kong 6.5 5 3.9 2.3 1.5
India 11.4 10.4 8.8 7.2 5.2
Indonesia 31.9 24 19.4 14.2 15.6
Japan 8.4 7.2 5.2 2.9 1.8
Korea 34 2.4 2.6 1.9 1.2
Malaysia 17.8 15.8 13.9 11.8 9.9
Mexico 5.1 4.6 3.2 2.5 1.8
Pakistan 234 21.8 17 11.6 10.6
Philippines 2771 265 26.1 24.7 20
Russia 6.2 5.6 5 3.8 3.2
Singapore 8 7.7 6.7 5 3.8
Sri Lanka 15.3 15.3 13.7 9.1 9.6
Switzerland 2.3 1.9 1.4 0.9 0.5
Thailand 11.5 16.5 13.5 11.8 11.1
Turkey 29.3 17.6 11.5 6 4.8
United Kingdom 2.6 2.6 2.5 1.9 1
United States 1.3 1.4 1.1 0.8 0.7

Source: Global Financial Stability Report, May 2006, IMF

While comparing the NPA levels of different countries with each other one should
remember that the features relating to the NPA reporting/evaluation practices are not
uniform across countries. In some countries the NPA level may be low because their
losses are written off at an early stage. In some of the developing countries of ‘Asia
Pacific Countries belonging to Economic co-operation (APEC) forum’, a loan is
classified as non-performing only after it has been in arrears for at least six months;
whereas, in India, currently an asset is considered NPA if it is due for 90 days. Also in
India due to the lengthy legal process, it takes considerably long time to recover the loan.
And, due to many safeguards/procedures, even after a NPA is written off banks continue
to hold them in their books, many a time along with the provision made for those loans.
Even the classification of NPA into Gross NPA and Net NPA is not uniform because, in
some countries the provisions made are general provisions whereas, in India NPAs are
considered GNPA for some time even after making provisions. Thus while comparing the

NPA level of India with other countries one should remember that in many respect, asset
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classification norms in India are considerably tighter than the international best practices.
The classification standards adopted in a few countries are given in the Appendix (Table
A3.7).

In addition, countries also do differ in various other respects. In that sense a strict
comparison across countries cannot be arrived at. Nonetheless the global picture do

reflect a comprehensive view of NPAs across the world.

3.3 NPA norms and Non Performing Assets in India

Though the issue of NPA was given more importance after the Narasimham
committee report (1991) highlighted its impact on the financial health of the commercial
banks and subsequently various asset classification norms were introduced, the concept
of classifying bank assets based on its quality began during 1985-86 itself. A critical
analysis for a comprehensive and uniform credit monitoring was introduced in 1985-86
by the RBI by way of the Health Code System in banks which, inter alia, provided
information regarding the health of individual advances, the quality of credit portfolio
and the extent of advances causing concern in relation to total advances. It was
considered that such information would be of immense use to bank managements for
control purposes. Reserve Bank of India advised all commercial banks (excluding foreign
banks, most of which had similar coding system in their organisations) on November 7,
1985, to introduce the Health Code classification system indicating the quality (or health)
of individual advances in the following eight categories, with a health code assigned to

each borrowal account;

1. Satisfactory - conduct is satisfactory; all terms and conditions are complied with;
all accounts are in order; and safety of the advance is not in doubt.

2. TIrregular- the safety of the advance is not suspected, though there may be
occasional irregularities which may be considered as a short term phenomenon.

3. Sick, viable - advances to units which are sick but viable - under nursing and units

in respect of which nursing/revival programmes are taken up.
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4. Sick: nonviable/sticky - the irregularities continue to persist and there are no
immediate prospects of regularisation; the accounts could throw up some of the
usual signs of incipient sickness

5. Advances recalled - accounts where the repayment is highly doubtful and nursing
1s not considered worth-while; includes where decision has been taken to recall
the advance

6. Suit filed accounts - accounts where legal action or recovery proceedings have
been initiated

7. Decreed debts - where decrees (verdict) have been obtained.

8. Bad and Doubtful debts - where the recoverability of the bank's dues has become
doubtful on account of short-fall in value of security; difficulty in enforcing and
realising the securities; or inability/unwillingness of the borrowers to repay the

bank's dues partly or wholly

Under the above Health Code System RBI was classifying problem loans of each
bank in three categories i.e. 1) advances classified as Bad & Doubtful by the bank
(corresponding to Health Code No.8) (ii) advances where suits were filed/decrees
obtained (corresponding to Health Codes Nos.6 and 7) and (iii) those advances with
major undesirable features (broadly corresponding to Health Codes Nos.4 and 5).

The Narasimham Committee (1991) felt that the classification of assets according
to the health codes is not in accordance with the international standards. It believed that a
policy of income recognition should be objective and based on record of recovery rather
than on any subjective considerations. Also, before the capital adequacy norms are
complied with by Indian banks, it is necessary to have their assets revalued on a more
realistic basis on the basis of their realizable value. Thus the Narasimham committee
(1991) believed that a proper system of income recognition and provisioning is
fundamental to the preservation of the strength and stability of the banking system.

The international practice is that an asset is treated as non-performing when
interest is due for at least two quarters. In respect of such non-performing assets interest
is not recognized on accrual basis but is booked as income only when it is actually

received. The committee suggested that a similar practice should be followed by banks
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and financial institutions in India and accordingly recommended that interest on non-
performing assets should be booked as income on accrual basis. The non-performing

assets would be defined as an advance where, as on the balance sheet date:

4. In respect of overdraft and cash credits, accounts remain out of order for a period
of more than 180 days,

5. In respect of bills purchased and discounted, the bill remains overdue® and
unpaid for a period of more than 180 days,

6. In respect of other accounts, any account to be received remains past due for a

period of more than 180 days.

As mentioned earlier, the grace period was reduced, and from March 1995
onwards the assets for which the interest has remained unpaid for 90 days should be
considered as NPAs. Provisions need to be made for the NPAs and total NPA (gross)

minus the provisions is defined as net NPA.

Along with providing the detailed definition of the Non-performing Asset, the
Narasimham committee (1991) also suggested that for the purpose of provisioning, banks
and financial institutions should classify their assets by compressing the health codes into
the four broad groups; (i) Standard (ii) Sub-standard, (iii) Doubtful and (iv) Loss.
Broadly stated, sub-standard assets would be those which exhibit problems and would
include assets classified as non-performing for a period not exceeding two years.
Doubtful assets are those non-performing assets which remain as such for a period
exceeding two years and would also include loans in respect of which installments are
overdue for a period exceeding two years. Loss assets are accounts where loss has been

identified but amounts have not been written off.

2% An amount is considered overdue when it remains outstanding 30 days beyond the due date.
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One of the related and important aspects of NPAs is the provisioning. According
to the international norms, commercial banks need to keep aside a portion of their income
as provision for the bad loans. The amount of provision depends on the type of the NPAs
and also the time duration. The Narasimham committee (1991) believed that in the Indian
context, given the delays in the legal system, there is bound to be a time lag between an
account becoming doubtful of recovery, its recognition as such, and the realization of the
security. This factor has to be kept in mind in making provisions, besides market value of
the security charged to the banks and institutions. The committee, therefore, recommends

that the basis of provisioning against bad and doubtful debts should be as under:

1. In respect of loss assets either the entire assets should be written off in the books
or if the asset is permitted to remain in the books for certain reasons, 100 percent
of the outstanding should be provided for.

2. In respect of doubtful debts, it should be necessary for the banks to provide 100
percent of the security shortfall, that is, the full extent to which the loans and
advances are not covered by the realizable value of the security. Over and above
this, it will be necessary for banks and institutions to make a further specific
provision to the extent of a certain percentage of even the secured portion. This
percentage could vary from 20 to 50 percent depending on the period for which an
asset remains in the doubtful category.

3. In respect of sub-standard assets, a general provision of 10 percent of the total

outstanding should be created.

3.4 Recovery Mechanism of NPA
It was felt by the Government of India that the usual recovery measures like issue
of notices for enforcement of securities and recovery of dues is a time consuming

process. Thus, in order to speed up the process of recovery of NPAs, the Government of
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India constituted a committee under the chairmanship of late Shri Tiwari in 1981. The
committee examined the ways and means of recovering NPAs and recommended, inter
alia, the setting up of ‘Special Tribunals’ which could expedite the recovery process.
Later the Narasimham Committee (1991) endorsed this recommendation, and also,
suggested setting up of Asset Reconstruction Fund (ARF). The Government of India, if
necessary should establish this fund by special legislation, which would take over NPAs
from banks and financial institutions, at a discount, and follow up on the recovery of the
dues owed to them from the primary borrowers.

Based on the recommendations of the Tiwari committee and also of the
Narasimham Committee, various Debt Recovery Tribunals were established at various
parts of the country. An Asset Reconstruction Company was also established. At present,
various measures taken to reduce NPAs include reschedulement, restructuring at the bank
level, corporate debt restructuring, and recovery through Lok Adalats, Civil Courts, and
Debt Recovery Tribunals and Compromise Settlements. Some of these measures are

discussed briefly here.

3.4.1 Debt Recovery Tribunals

It was felt by the Tiwari committee (1981) that the civil courts are burdened with
diverse types of cases. Recovery of dues due to banks and financial institutions is not
given priority by the civil courts. The banks and financial institutions like any other
litigants have to go through a process of pursuing the cases for recovery through civil
courts for unduly long periods. By 30™ Sept 1990, more than 15 lakh cases filed by the
public sector banks and about 304 cases filed by the financial institutions were pending in
various courts. Recovery of debts involved more than Rs 5622 crores in dues of public
sector banks and about Rs 391 crores in dues of the financial institutions. Thus this
committee recommended for establishment of Debt Recovery Tribunals (DRTs) which
was later endorsed by the Narasimham Committee. Subsequently, the “Recovery of
Debts Due to Banks and Financial Institutions Act, 1993” was passed which enabled the
establishment of DRTs. The DRT Act seeks to provide expeditious adjudication and
speedy recovery of dues to banks and financial institutions. Presently, there are 29 DRTs

and 5 DRATSs functioning all over the country. The pecuniary jurisdiction of these
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Tribunals is Rs.10 lakhs and above. Debts Recovery Tribunals also have jurisdiction over
appeals against any of measures taken by the secured creditor or by the authorized
officer.

In order to make the process faster and to correct the legal irregularity, the
Government of India passed an amendment to the DRT Act in 2000. The new statute
gives more power to the DRTs in terms of attaching the property of the defaulter and also

distribute the sale proceedings of the defaulter’s property among secured creditors.

3.4.2 Asset Reconstruction Company (India) Limited

After recognizing the problems of NPAs, various measures were taken to reduce
the NPA levels in the future. However, by then, commercial banks and other financial
institutions had already accumulated enough NPAs. It was necessary to free commercial
banks and other financial institutions from the problems of recovering NPAs so that they
can concentrate on the regular banking business. In this regard, in addition to DRTs,
Government of India also decided to set up an agency which can acquire NPAs from
commercial banks and recover them. This was also suggested by the Narasimham
Committee report where they mentioned about setting up of an Asset Reconstruction
Fund. ARCIL is established under the SARFAESI Act 2002 and is registered with
Reserve Banks of India and commenced business from 2003. The RBI has so far issued
Certificate of Registration to four Securitasation Companies/Reconstruction Companies
(SCs/RCs), of which three have commenced their operations. Assets Reconstruction
Company (India) Limited (ARCIL) set up in 2003 has provided a major boost to the
efforts to recover the NPAs of the banks. During 2005-06, ARCIL acquired 559 cases of
NPAs amounting to Rs 21,126 crores. The portfolio of assets acquired by ARCIL was
diversified across major industry segments, which were generally performing well in the
stock market. About 78 per cent of assets under management were fully/partially
operational. There are certain important legal reforms as well to expedite the process of

loan recovery and SARFAESI act is a significant step in this direction.

3.4.3 SARFAESI Act
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The legal mechanism for recovery of default loans by usual procedure was too
cumbersome and time consuming. Thus it was felt that banks and financial institutions
should be given power to take over securities and sell in order to recover the dues. In this
regard the Government of India appointed a committee under the chairmanship of Shri T
R Andhyarujina, senior Supreme Court advocates and former Solicitor General of India
in the year 1999 to look into these matters. The Committee submitted four reports. One

among them is related to securitization.

Based on the recommendations of the Andhyarujina committee The Securitisation And
Reconstruction of Financial Assets And Enforcement of Security Interest (SARFAESI)
Act, 2002, was enacted on 17" December 2002. The act provides enforcement of security
interest without taking recourse to civil courts. This act was passed with the aim of
enabling banks and financial institutions to realise long-term assets, manage problem of
liquidity, reduce asset liability mismatches and improve recovery by exercising powers to
take possession of securities, sell them and reduce non-performing assets by adopting
measures for recovery or reconstruction. The ordinance also allows banks and financial
institutions to utilise the services of ARCs/SCs for speedily recovering dues from
defaulters and to reduce their non-performing assets. The ordinance contains provisions
that would make it possible for ARCs/SCs to directly take possession of the secured
assets and/or the management of the defaulting borrower companies without having to
resort to time consuming process of litigation and without allowing borrowers to take
shelter under provisions of SICA/BIFR. In addition to passing SARFAESI Act certain

other legal reforms have also been introduced to speed up the loan recovery process.

3.4.4 Other Legal Reforms

One of the important factors responsible for continuing high level of NPAs in the
Indian banking industry is the weak legal system. According to an international rating
agency called FITCHIBCA “The Indian legal system is sympathetic towards the
borrowers and works against the banks' interest. Despite most of their loans being backed
by security, banks are unable to enforce their claims on the collateral, when the loans turn

non-performing, and therefore, loan recoveries have been insignificant”.
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However efforts have been made to rectify these problems in terms of judicial
process as well as laws. In 1999 a standing committee under the aegis of Industrial
Development Bank of India (IDBI) was constituted to have a coordinated approach in the
recovery of large NPA accounts, as also for institutionalising an arrangement for a
systematic exchange of information in respect of large borrowers (including defaulters
and NPAs) common to banks and financial institutions. And, as mentioned above, in
2002 Securitisation and Reconstruction of Financial Assets and Enforcement of Security
Interest Act (SARFAESI Act) was passed which empowers the creditors to foreclose
non-performing loans and the underlying collateral without going through a lengthy court
or tribunal process (Basu, 2005). All these efforts have improved the recovery of NPAs
by commercial banks which has in turn helped in reducing the NPA level. The total
NPAs recovered through various channel was around Rs 4039 crores during 2003-04

which has increased by many fold to Rs 20578 crores during 2004-05.

3.4.5 Recovery of NPA

Using the new institutions and legal options banks and financial institutions have
accelerated their recovery of NPAs. The NPAs recovered by scheduled commercial banks
through various channels is presented in table 3.3. Between 2003-04 and 2005-06, the
total cases referred to various institutions are 932377 which related to the total amount of
around Rs 70226 crores out of which around Rs 19075 crore was recovered. In terms of
the number of cases, highest number of cases (553042) were referred to Lok Adalats and
lowest cases (15812) were referred to DRTs. Whereas, in terms of the amount involved
DRTs deal with the highest amount of around Rs 32745 crores and Lok Adalats deal with
lowest amount of around Rs 2965 crores. In terms of the recovery, one-time
settlement/compromise schemes seems to be doing better as around 58 percent of the
amount involved was recovered. DRTs recovered around 29 percent and Lok Adalats
recovered around 16 percent of the amount involved. And, around 22 percent of the

amount involved was recovered under SARFAESI act.

Table 3.3
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NPAs Recovered by SCBs Through Various Channels
One-time
settlemeqt/ Lok Adalats DRTs SARFAESI
compromise Act
Scheme
2003-04
No of cases referred 139562 186100 7544 2661
Amount involved 1510 1063 12305 7847
Amount recovered 617 149 2117 1156
2004-05
No of cases referred 132781 185395 4744 39288
Amount involved 1332 801 14317 13224
Amount recovered 880 113 2688 2391
2005-06
No of cases referred 10262 181547 3524 38969
Amount involved 772 1101 6123 9831
Amount recovered 608 223 4710 3423

Source: RBI
Thus we observe that considerable attention has been paid to the NPA issue and various
regulatory as well as institutional mechanisms are put in place. How effective are these

changes? This calls for a closer look at the NPA trends in the recent past.

3.5 Non Performing Assets in India

While efforts are on for NPA classifications, refinement of accounting system
and measures to reduce NPA in the decade of 1990s , proper practice of these norms took
time. Systematic data on NPAs started to become available in a usable form from
1998 only. Though the total GNPA has increased significantly between 1998 and 2002, it
has started to decline after that (Table 3.4, Table A3.1?"). During 1998 the total Gross
NPA and Net NPA of the total banking sector was Rs. 34428 crore (around 14.4 percent
of gross advance) and Rs. 16098 crores (around 7 per cent of net advance) respectively.
During 2005, the GNPA increased even in real terms to Rs 38558 crores (around 5.2

percent of gross advance) whereas, NNPA has reduced to 14181 crores (around 2 percent

2! Nominal Figures are shown in the Appendix (see Table A3.1- A3.6)
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of net advance). The growth rate of GNPA was about 11 percent in 1999 to which started

to fall drastically and became negative after 2002. Growth rate becoming negative
implies that there is a substantial decline in the GNPA level of commercial banks

showing some impact of the sensitization and regulatory changes. Similar trend is

observed in the case of Net NPA. The decline in the level of NNPA is sharper than the

GNPA. This is mainly because of the increasing level of provisions, as shown in the last

three rows of Table 3.4.

Table 3.4

Non Performing Assets of Total Banking Sector (Rs Crore, Real VValues)

1998 1999 2000 2001 2002 2003 2004 2005
Gross NPA 34428 | 38275 38320 38828| 41430| 39012| 35007 38558
Change 3848 45 so8| 2602 2418 -a006| 3551
Percentage growth 11.18 0.12 1.33 670  -584| -1027] 1014
ijzrv Zen”cte“’ Gross 1439 1471 1279 1142 1042 8.86 7.19 5.27
percent to Gross Assets 6.36 6.18 5.49 491 4.62 4.04 3.27 2.57
Net NPA 16098 | 18264 18991| 19774| 20787| 18548| 13302 14181
Change 2165 727 783 1013 -2240|  -5246 879
Percentage growth 13.45 3.98 4.13 512 -10.77( -28.28 6.61
j;rv Z‘jl”cte o Gross 6.73 7.02 6.34 5.82 5.23 421 2.73 1.94
Percent to Gross Assets 2.97 2.95 2.72 2.50 2.32 1.92 1.24 0.95
Gross 239188 | 260180 | 299697 | 340005| 397502| 440207| 486686| 731323
Advance

Change 20993 39516 40309 57496 42705 46479\ 244637
Percentage growth 78| 1519 1345 1691 1074 1056 5027
Gross 541311 619827| 697384 790257| 896895| 966570 | 1070292 | 1497479
Assets

Change 78516 77558 92873 106638 69675 103722| 427187
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Percentagegrowth 14.50 12.51 13.32 13.49 7.77 10.73 39.91
18329 20012 19329 19054 20643 20465 21705 24377

Gross-net

Change 1682 -683 -275 1589 -178 1241 2672

Percentage growth 9.18 -3.41 -1.43 8.34 -0.86 6.06 12.31

Source: Computed by author using RBI data.

At the bank group level, public sector banks have the highest non-performing assets with
an average GNPA (for the period 1998-2005) of around Rs 31,000 crore (about 11.54
percent to gross advances) and average NNPA of about Rs 16,000 crores (around 5.72
percent of net advance) (compare Table 3.5 and 3.6). While higher GNPA from the
public sector is expected, as their share in total lending is also much higher in the total
banking sector, GNPA to total advance ratios are also higher for them. In this context we
observe that the old private banks rank second in terms of percentage of NPAs in total
lending (around 9.96 percent of gross advance) and average NNPA of around 6.15
percent of net advance. This is followed by the new private sector banks with an average
GNPA to total advance ration of around 5.51 percent (see table 3.5 and 3.6) and average
NNPA to total net advance ratio of around 3.36 percent of net advance. Similarly, high
absolute level of total NPA is expected of public sector banks as their volume of lending
is also much higher. For the same reason foreign banks rank last both in terms of average
GNPA as well as NNPA. But when we compare the public sector banks against private
banks in terms of percentage of total lending (Table 3.6) we observe that public sector
banks are as good as or as bad as their private counterparts. In some years public sector
banks are indeed doing better that the private sector banks. But when compared with the
foreign banks they do not fare well. This may be partly because foreign banks are long
accustomed to the NPA norms in their parent country. Further, various credit related
welfare programs are carried out through public sector banks. They also have maximum
reach in the rural areas. Whether having maximum rural branches is indeed creating bad
loans is a matter that needs closer scrutiny and will be examined formally in Chapter 4.
One feature however is worth noting here. Growth rate of gross NPAs of the private

sector banks are higher than the public sector banks while growth of advances of public
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sector banks are at par with the private banks. It thus appears that after reform public
sector banks are able to tackle the NPA problem more effectively than the private banks
(Table 3.6). However, one important observation from the table 3.6 is that, GNPA as
percent of gross advance as well as NNPA as percent of net advance has been declining

- 2
over time across all bank groups™.

Table 3.5
Per Cent Growth Rates of Gross and Net NPAs of Scheduled Commercial Banks
(Real values)
| 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005
Public Sector Banks
Gross NPAs 30930 | 33705| 33567 | 33304 33018 30708 27848 31300
Growth Rate 897 -041 -0.78 -0.86 -7.00 -9.31 12.39
Net NPAs 14385 | 15781 | 16494 | 17042 16346 14118 10191 11007
Growth Rate 9.70 4.52 3.32 -4.09 -13.63 -27.82 8.01
Old Private Banks
Gross NPAs 1893 2466 2511 2647 2836 2583 2373 2782
Growth Rate 30.30 1.79 5.45 7.13 -8.92 -8.13 17.22
Net NPAs 1065 1520 1565 1688 1762 1556 1156 1229
Growth Rate 42.72 2.93 7.89 4.36 -11.70 -25.67 6.33
New Private Banks
Gross NPAs 266 568 596 985 3982 4106 3222 3026
Growth Rate 113.76 4.95| 6532| 304.28 3.10 -21.52 -6.07
Net NPAs 197| 398.25| 400.58| 565.91| 2141.64| 2351.52| 1468.10| 1515.87
Growth Rate 102.00 0.58| 41.27| 278.44 9.80 -37.57 3.25
Foreign Banks
Gross NPAs 1339 1536 1647 1892 1594 1615 1564 1450
Growth Rate 14.76 7.21 14.88 -15.76 1.34 -3.18 -7.29
Net NPAs 451 564 532 478 538 523 486 429
Growth Rate 25.10| -5.82| -10.05 12.49 -2.79 -6.99| -11.87
Table 3.6

Percentage Growth Rates of Gross NPA and Gross Advance

| 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005

Public Sector Banks

2 For nominal figures see table A3.2 and A3.3 in the Appendix. For frequency distribution of NPAs under
different classifications see Table A3.6 in the Appendix.
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Growth of Gross Advance 13.98 | 17.05 | 15.82 | 15.39 | 13.10 | 14.83 | 25.66
Growth of Gross NPA 13.27 | 3.06 | 259 | 329 |-422| -472 | -8.17
Old Private Banks

Growth of Gross Advance 12.69 |22.12 | 13.03 | 10.61 | 1593 | 13.04 | 21.30
Growth of Gross NPA 3543 | 534 | 9.03 | 11.62 | -6.20 | -3.47 | -4.23
New Private Banks

Growth of Gross Advance 2543 |60.33 |40.77 | 141.37 | 2434 | 2533 | 6.58
Growth of Gross NPA 122.19 | 8.61 | 70.93 | 321.21 | 6.18 | -17.55 | -23.26
Foreign Banks

Growth of Gross Advance 0.45 |20.46|22.27| 10.52 | 6.33 | 17.20 | 24.43
Growth of Gross NPA 19.28 | 10.95 | 18.78 | -12.23 | 437 | 1.72 | -24.26

Source: Computed by author using RBI data.

Going to the disaggregated level of NPAs it has been observed that amongst the bad
loans, maximum is substandard loan and proportion of loss assets is rather low (Table
3.7). At the total banking sector level, on an average (for the period 1998-2005) around
89 percent of the total loan assets fall under the standard asset category. When we
consider the rest, 3.3 percent under sub-standard assets, around 3 percent under doubtful
assets and around 1.3 under loss assets. And, the total NPA is around 10.6 percent of the
total loan asset. Thus, loss assets, even for the public sector banks are rather low.
Looking at the temporal behaviour of the share of various types of assets, on average, as
the share of standard asset is improving over time, naturally, the shares of sub-standard
assets, doubtful assets, loss assets and NPAs in the total loan asset are declining. This
essentially implies that the quality of the loan asset of Indian commercial banks is
improving. What is clear from Table 3.6 about low levels of NPAs of the foreign banks
is also seen from Table 3.7. From a disaggregated analysis at the bank-group level it
appears that the quality of the loan assets of foreign banks is better than the quality of the
loan asset of other bank groups. While the share of the standard asset in the total loan
asset of foreign banks is 94 percent, it is 88.5 and 91 percent in the case of public sector
and Indian private banks. On the other hand while the share of NPA in the total loan asset
of foreign banks is 5.8 percent, it is 11.5 and 8.7 percent in the case of public sector
banks and Indian private banks. However, proportion of loss assets of public sector banks
and foreign banks are quite comparable and they are comparatively lower for the private

banks.
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