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Abstract

Banks play a key role in India’s financial system and underpin economic growth. However, during
the 2010s, the health of Indian banks deteriorated significantly and a subsequent decline in credit
growth contributed to a slowdown in economic activity. Although Indian authorities have taken a
number of steps to strengthen the banking system, progress has been difficult and has been
further curtailed by the COVID-19 pandemic. While financial linkages between Australia and India
remain limited, India is an increasingly important trading partner for Australia, and continued

weakness in its banking system is likely to weigh on India's demand for Australia’s exports.

Banks are the main providers of credit within India’s
financial system, and account for around half of
India’s financial assets (Graph 1). Since the 1970s,
government-controlled banks have been central to
India’s development strategy by extending credit to
sectors prioritised by governments, such as
agriculture and infrastructure (RBI 2005). While
Indian authorities have sought to develop a
domestic corporate bond market, this remains
relatively small and is mostly used by larger firms
and financial institutions (Ganguly 2019). Non-bank
financial corporations (NBFCs) have grown in recent
years as alternative intermediaries of finance;
however, a substantial share of funding for NBFCs is
ultimately provided by banks. Beyond financing
private and state-owned firms, banks are also a

significant funding source for governments,
through direct loans and buying bonds issued by
the central and state governments. More generally,
India’s capital account has remained relatively
closed, and so India remains more reliant on
domestic financing sources than comparable
emerging market economies.

India’'s banking system is dominated by govern-
ment-owned ‘public sector banks’ (PSBs), which
account for around 60 per cent of commercial
banking system assets. Since the mid-2010s, these
banks have been beset by problems with non-
performing loans (NPLs) and low capital levels
(Graph 2) (RBA 2019). Over the past two decades,
private sector banks have become more prominent
and generally have healthier balance sheets with
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lower NPL ratios, although some private banks have
failed in recent years. Foreign banks are in the
strongest financial position but comprise only

7 per cent of commercial banking system assets.
Outside the commercial banking system, there are a
number of smaller banks that serve the needs of
narrower groups of borrowers, including rural
cooperative banks, small finance banks, local area
banks and payment banks.

Credit to the non-financial sector in India is
equivalent to around 165 per cent of GDP, which is
high relative to many other emerging market
economies. India’s high level of debt and reliance
on bank credit magnify the effect of stress in the
banking system on economic growth. While direct
financial links between Australia and India are
limited, potential vulnerabilities in the Indian
financial system are important for Australia through
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the trade channel. India accounts for only

0.6 per cent of Australian investment abroad, and
0.05 per cent of foreign investment in Australia. A
few Australian banks have subsidiaries in India;
however, their operations are very small. In contrast,
India was the destination for around 4 per cent of
Australia’s exports in 2020. This trade channel was
apparent in 2018/19, when weaknesses in India’s
banking system contributed to a slowdown in
Indian economic activity, and weighed on India’s
demand for Australia's exports (Fairweather and
Sutton 2020).

This article examines four factors that are affecting
the ability of India’s banking system to allocate
credit efficiently and support long-term growth:
banks’ high NPL ratios and low capital levels; high
levels of government borrowing from banks; Indian
authorities' influence on credit allocation; and the
interaction of banks and NBFCs (the shadow
banking system).

Non-performing loans and low
capital levels

Since the mid-2010s, the Indian banking system has
experienced NPL ratios far higher than other Asian
banking systems, and Indian banks have had far
lower levels of capital (Graph 3). This has weighed
on banks' ability to extend credit because NPLs
have reduced banks’ profitability and risk depleting
already low capital buffers. Low capital levels have
also contributed to low Basel Il leverage ratios,
which have further limited banks’ capacity to
extend credit.!! While Indian authorities had
previously introduced measures to help banks
address their weak balance sheets, the COVID-19
pandemic has hindered progress and in some cases
exacerbated existing issues.

The rise in NPLs has its origins in the mid-2000s. At
this time, PSBs began to play a key role in financing
a decade-long infrastructure investment boom and
expansions in India’s mining and steel sectors (RBA
2019). India’s Priority Sector Lending (PSL) policy
(discussed below) influenced this credit allocation
and hindered banks' development of strong risk
management practices (Loukoianova and Yang
2018; IMF 2018). During this decade, lending
standards weakened, the projects that had been



funded faced bottlenecks and cost-overruns, and
corporations’ capacity to repay debt declined (IMF
2018). This drove a significant deterioration in PSBs’
asset quality, which was for a time masked by delays
in asset reclassification. However, in 2015, the
Reserve Bank of India (RBI) tightened rules on asset
classification and provisioning, which prompted
banks to reclassify a large share of loans as ‘non-
performing’ (RBI 2015a).

In the mid-2010s, as NPL ratios began to increase
significantly, authorities began to introduce a
number of measures to address weaknesses in
Indian bank balance sheets. The RBI imposed
lending restrictions on some banks to reduce
pressures from poor asset quality (Acharya 2018).
The RBI also introduced restructuring and resolution
frameworks to help banks address their high NPL
levels and prevent the ‘evergreening’ of distressed
loans by replacing them with new loans (RBI 2019a).
Furthermore, banks needed additional capital to
meet the increasing requirements of the Basel Il
reforms, which were implemented to improve
banks’ ability to absorb future losses (RBI 2015b).
The government injected INR3.16 trillion

(USS$42 billion) of capital into banks from 2015 to
2020, primarily funded by government bonds. Ten
PSBs were merged into four to address the capital
levels of the weaker PSBs (RBI 2020a). In mid-2019,
the RBI lowered the minimum leverage ratio by
0.5 percentage points to ease pressure on banks’
balance sheets (RBI 2019b). Despite this and an
improvement in equity levels (helped by capital
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injections from the government), at the end of
2019 many banks' leverage ratios were close to
regulatory minimums, and in some cases below
them.

While bank balance sheets were beginning to
improve into 2020, the onset of the COVID-19
pandemic and resultant activity restrictions severely
disrupted Indian economic activity, and weakened
the balance sheets of households and businesses.

In response, like many other countries, Indian
authorities introduced a number of measures to
support households, businesses and financial
institutions. Between March 2020 and March 2021,
borrowers were allowed to pause repayments on
their loans.) New restructuring and resolution
frameworks were introduced that enabled banks to
delay recognising NPLs and smooth their
provisioning against losses. Further capital
injections have been required, totalling

INR200 billion in the year to March 2021, with a
further INR200 billion budgeted for the year to
March 2022. Since the onset of the COVID-19
pandemic, the RBI has also delayed the final stage of
implementing the capital conservation buffer
multiple times and kept the countercyclical capital
buffer at zero per cent, such that banks” minimum
Common Equity Tier 1 (CET1) capital ratios
remained at 7.375 per cent, to reduce pressures on
bank balance sheets.3] Despite these measures,
some banks have still faced stresses, and in some
cases the RBI has had to intervene to resolve

them.

Significant risks remain for India’s banking system.
While headline NPLs have declined, this is partly the
result of recent support measures that have delayed
banks recognising loans as non-performing.”) NPLs
are likely to rise as these measures are unwound —
in July, RBI analysis found that under a scenario
where GDP grew by 9.5 per cent in the year to
March 2022, banks’ NPLs would increase to

10 per cent (RBI 2021b). To help banks address this,
in September 2021 the Indian Government
announced that it would establish the National
Asset Reconstruction Company Limited (NARCL),
which will acquire up to INR2 trillion of distressed
debt (Press Information Bureau 2021). Nevertheless,
some banks will need to raise more capital. In
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October 2021, the capital conservation buffer was
increased to 2.5 per cent, raising the minimum
CET1 capital ratio to 8 per cent. The RBI may also
begin gradually raising the countercyclical capital
buffer, which would further raise capital
requirements. PSBs remain most at risk, given their
high levels of NPLs and lower capital levels;
however, some private banks are also under
significant stress (Graph 4).

As it stands, some banks may face constraints on
how much additional credit they can provide
without needing to raise additional capital. A
tightening in Indian financial conditions could make
it more difficult or costly for banks to raise capital,
while a slower-than-expected recovery, possibly
because of further lockdowns or a delayed vaccine
rollout, could drive NPLs even higher.

Government borrowing from banks

At the same time as Indian banks have been
addressing their weak balance sheets, they have
continued to be an important source of funding for
the Indian Government. Banks' demand for govern-
ment debt is partly a result of regulation; banks in
India are subject to the Statutory Liquidity Ratio,
which requires them to hold a significant share of
their assets as government bonds. While helping to
protect the system against liquidity shocks, this has
made borrowing by governments cheaper at the
expense of banks’ profitability and has crowded out
bank credit to the private sector (IMF 2019). Banks'
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purchases of government bonds also lower their
Basel lll leverage ratios, exacerbating the pressures
that Indian banks were already facing. While foreign
investors are a potential alternative source of
funding for the Indian Government, India has
maintained strict limits on foreign ownership of
government bonds — currently making up only

6 per cent of outstanding bonds — in part to limit
risks associated with capital flow volatility (RBI
20210).

Since the onset of the COVID-19 pandemic, the
Indian Government has significantly increased its
bond issuance to fund response measures. This
increase in issuance has been largely absorbed by
banks and other domestic financial institutions,
which increased their government bond holdings
by 19 per cent and 17 per cent (Graph 5).
Authorities efforts to improve banks’ capital levels
through the crisis have helped to improve the
leverage ratios of some banks; however, many
banks remain close to regulatory minimums
(Graph 6).

In July, the RBI also raised concerns that banks’
profits were becoming more sensitive to changes in
government bond yields. Many of the government
bonds that PSBs purchased in the year to March
2021 had not been classified as ‘held-to-maturity’
(RBI 2021b). This means that banks must include
changes in the values of those bonds in their profit
calculations — higher yields mean lower values and
lower profits. A decline in profitability will make it
harder for banks to raise equity themselves, by
either issuing stocks or through retained earnings.

In the near term, Indian banks are likely to need to
continue to purchase significant amounts of
government bonds. In its 2021 budget, the Indian
Government announced plans to increase its bonds
outstanding by INR9.7 trillion (44 per cent of GDP)
in the year to March 2022 (RBI 2021d). Between
April and October 2021, the RBI purchased

INR2.4 trillion of government bonds to anchor yield
expectations as part of its government bond
purchase program (RBI 2021e). In October, the RBI
announced a pause on additional purchases. For
the current financial year, this leaves over

INR7 trillion of bonds to be absorbed largely by
banks and other domestic financial institutions.



This will present a challenge for banks. If they do
not purchase sufficient government bonds, the
lower demand could cause government bond
yields to rise, which would generate losses for banks
on their current government bond holdings.
However, additional purchases will put downward
pressure on their Basel lll leverage ratios and their
profitability, and could limit their ability to extend
credit (RBI 2021b).

As discussed above, Indian authorities are taking
measures to help the financial markets absorb these
bonds and are slowly increasing access for foreign
investors. Authorities are also seeking inclusion in
global government bond indices, which would
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increase foreign participation in India’s bond
markets in the medium term.

Government measures to increase and
influence credit allocation

Historically, the Indian Government has played a key
role in directing and influencing credit allocation.
Beyond its majority ownership of PSBs, one of the
ways the government has directed credit has been
through its PSL policy. In India, domestic banks are
required to extend at least 40 per cent of their credit
to sectors selected by the RBI (32 per cent for
foreign banks). This is not unique to India — many
other Asian economies have used these policies to
improve access to credit and support economic
development (Creehan 2014). While PSL has
boosted access to credit in India, it has led to higher
NPLs and has compromised banks’ development of
strong risk management practices (Loukoianova
and Yang 2018; IMF 2018). Perceptions of implicit
guarantees also influence credit towards firms
backed by government-related entities.

Despite a significant increase in government
borrowing since the onset of the COVID-19
pandemic, India’s direct fiscal stimulus has been
small relative to other economies; instead, the
government has placed more emphasis on loans
and loan guarantees (Hudson et al 2021). Like in
many economies during this period, Indian
authorities took a number of measures to
encourage banks to extend credit, particularly to
micro, small and medium enterprises (MSMEs).
These measures have included an INR3 trillion loan
guarantee scheme and an INRT1 trillion targeted
long-term repo operation (TLTRO) to provide
funding for financial institutions to invest in
corporate bonds (Press Information Bureau 2020;
RBI 2020e). The government has also continued to
direct PSBs to conduct loan fairs to increase
outreach to borrowers (Anand and Ahmed 2021).

Credit to MSMEs is providing much needed support
to those businesses; however, these loans are also
riskier and are likely to contribute to a further rise in
NPLs. In the longer term, India faces a difficult task
of balancing its development needs with the health
of its banking system.
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More broadly, continued subdued credit growth
remains a significant risk to India’s recovery,
particularly given the government’s emphasis on
credit in its support measures. Credit growth at
private banks remains well below pre-COVID-19
levels, and PSB credit growth remains historically
weak (Graph 7). While banks have attributed this to
subdued demand for credit, their net interest
margins remain slightly higher than before the
pandemic (RBI 2021b). This is consistent with banks’
other competing needs, including improving their
profitability and capital levels, disposing of NPLs and
purchasing government bonds. These issues are
likely to continue to weigh on credit growth.

Non-bank financial corporations

NBFCs have grown in recent years as an alternative
source of credit for businesses and households.
NBFCs currently provide around one-fifth the credit
of banks.[® These ‘shadow banks' have been
deliberately subject to less rigorous regulation than
banks to allow them flexibility to innovate and
provide new financial services and increase access
to financing (including to those without bank
accounts) (RBI 2021f). This was based on the
assumption that their activity would remain
significantly lower than bank lending and so
present a low level of risk. However, less stringent
regulation can result in weaker lending standards,
facilitate an excessive build-up of leverage, and
reduce capital and liquidity buffers within the
financial system. NBFCs also receive a significant
share of their funding from banks, increasing the risk
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that stress in NBFCs can spill over to the banking
system.

From 2015, NBFCs expanded credit at around twice
the pace of banks, with an associated increase in risk
(Graph 8).1This rapid expansion occurred at the
same time that lending by PSBs was constrained
(RBA 2019). The demonetisation of India’s highest
denomination banknotes contributed to an inflow
of funds to mutual funds, which in turn purchased
NBFC debentures and commercial paper. However,
investor sentiment deteriorated following the
default of a high-profile NBFC in 2018, which
significantly tightened funding conditions for
NBFCs.

NBFC credit growth has since slowed dramatically
and NBFCs have required continued support from
banks. To avoid broader financial distress following
the default, authorities introduced a number of
measures to stabilise funding conditions. One focus
of these measures was to support and incentivise
banks to provide more funding to NBFCs — as such,
limits on bank lending to individual NBFCs were
relaxed, banks were allowed to classify lending to
NBFCs for on-lending as priority sector lending, and
a partial credit guarantee scheme for credit from
PSBs to NBFCs was introduced. In response to the
pandemic, authorities have extended and
expanded these programs, and introduced further
measures — in April 2020, the RBI conducted
another TLTRO program worth INR500 billion with
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at least 25 per cent of the funds earmarked for
banks to purchase bonds issued by NBFCs.

These measures have helped to stabilise NBFCs;
however, they have also increased both the size of
linkages and the risk of spillovers from NBFCs to
banks (IMF 2021). Eight per cent of bank loans are
currently extended to NBFCs. Banks also purchase
NBFCs' debentures and commercial paper, although
these exposures are smaller. While data on NBFCs'
NPLs are limited, provisional data for the March

2021 financial year indicate an average NPL ratio of
6.4 per cent, which is similar to those of Indian
banks (RBI 2021b). NBFCs are generally less
diversified than banks and so a deterioration in

conditions of some sectors of India’s economy is
likely to weigh on NBFCs (IMF 2021).

Footnotes

(]

The author completed this work in International
Department. The author would like to thank Iris Chan,
Eden Hatzvi, Jarkko Jaaskelda and Samuel Nicholls for their
invaluable input and feedback.

The Basel Ill leverage ratio is the ratio of Tier 1 capital to
assets adjusted for derivative, securities financing and off-
balance sheet exposures. Unlike other Basel lll capital
requirements, the leverage ratio is not risk-weighted so
almost all assets are counted equally.

At the end of April 2020, 50 per cent of commercial banks'
loans were under such repayment moratoriums; this was
68 per cent for PSBs (RBI 2020b).

The capital conservation buffer is an additional layer of
capital that can be drawn down when losses are incurred
s0 as to avoid breaches of minimum capital requirements.
The countercyclical capital buffer is a separate capital
buffer; its level is adjusted by authorities when credit
growth is judged to be excessive or during downturns to
support the flow of credit. In May 2021, the RBI also
allowed banks to draw down their floating provisions and
countercyclical provision buffers for making provisions
against NPLs (RBI 2021a). However, many banks have not
built up these buffers: in a sample of 28 banks only 12 had
such buffers, averaging just 0.3 per cent CET1 capital, and
only three banks used them.
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Conclusion

Addressing the health issues of the Indian banking
system has been a slow and difficult task — and one
that has been significantly curtailed by the
pandemic. However, the progress made prior to
early 2020 has allowed the banking system to
weather the COVID-19 storm, despite significant
outbreaks and stringent lockdowns.

Despite some improvements, the health of the
Indian banking system is likely to constrain its ability
to extend credit and support the economic
recovery. Efforts are underway to strengthen bank
balance sheets further, although banks will need to
continue to absorb additional government bond
issuance as they do this. Spillover risks from NBFCs
also remain elevated. This weak outlook is likely to
weigh on India’s development and growth, which
presents a downside risk to the demand for
Australia’s exports. W

For example, in November 2020 the RBI halted the
operations of a private bank, Lakshmi Vilas Bank (LVB),
which had suffered continuous losses for a number of
years and had insufficient capital (RBI 2020c). The RBI
subsequently organised LVB's amalgamation with a
foreign-owned bank (RBI 2020d).

At the end of June 2021, a sample of 20 banks reported
that they had implemented resolution plans under the
‘Resolution Framework for COVID-19-related Stress, for
accounts worth 1 per cent of their gross loans on average,
which otherwise would likely have been NPLs. After the
Supreme Court removed the freeze on the classification of
loans as non-performing in late March, banks reclassified a
significant share of loans in arrears as NPLs, and more
loans are expected to be reclassified (RBI 2021b).

In India, NBFCs are companies with financial assets that
make up more than 50 per cent of total assets, and
generate more than 50 per cent of gross income. Housing
finance companies (HFC) are a large subset of NBFCs and
provide mortgages and credit for housing construction
(RBI 2020f). Prior to 2019, HFCs were largely regulated by
the National Housing Bank. However, in 2019 some
regulatory powers were transferred to the RBI to further
harmonise regulations of HFCs and other NBFCs (RBI
20190).

See RBA (2019) for more details.
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