
Emperor International Journal of Finance and Management Research ISSN: 2395-5929 

                          Mayas Publication IFS- 1.14 | SJIF-2016-3.343 | SJIF -2017- 4.253 | ISI-0.67 Page 64 

STRENGTHENING THE CAPITAL BASE 

OF PUBLIC SECTOR BANKS IN INDIA 
Dr ABIN T MATHEWS 

Assistant Professor in Economics, 

Government Arts College, Thiruvananthapuram 

 

Abstract 

Banks have been playing a significant role 

in determining the speed and nature of economic 

progress in India. Banks reallocate funds from 

savers to borrowers and thereby finance economic 

growth. At the time of independence, India had a 

well developed banking system with nearly 650 

banks mainly catering to the needs of industries. 

However its activities were mainly concentrated in 

urban centers. The nature and working of these 

banks gradually changed in course of time. 

Nationalization and financial sector reforms were 

important milestones that determined the evolution 

of present banking system. After the nationalization 

of Reserve Bank of India and Imperial Bank, 

fourteen major banks with more than Rs 50 crores 

were nationalized in 1969. Six more scheduled 

commercial banks were nationalized in 1980. The 

banks had expanded their business and increased 

their number of offices. However these banks were 

not serving the public interest and failed in 

providing credit for the deserving. Instead they 

were acting as tools in the hands of big corporate. It 

was under these circumstances banks were 

nationalized. However, reform measures initiated 

during 90s made revolutionary changes in the 

banking sector. The recommendations of 

Narasimham Committee deserve special mention. 

Reforms touched almost all aspects of banking 

activity. Banking activities spread far and wide 

which gave impetus to almost all sectors of the 

economy. However the industry is now struggling 

hard to address the problem of large non 

Performing Assets (NPA). Mounting NPAs is a  

 

matter of serious concern for most banks especially 

Public Sector Banks (PSB). NPAs erodes away the 

capital and profitability of these banks. 

An asset is classified as non-performing 

when it ceases to generate income to the lender. 

Reserve Bank of India defines NPA as loan or an 

advance where 

 Interest and/or installment of principal remain 

over due for a period of more than   90 days in 

respect of a term loan. 

 The account remains ‘out of order’ for a period 

of more than 90 days, in respect of an over 

draft/cash credit. 

 The bill remains overdue for a period of more 

than 90 days in the case of bills purchased and 

discounted. 

 Interest or installment of principal remains 

overdue for two harvest seasons but for a 

period not exceeding two half years in the 

cases of an advance granted for agricultural 

purpose and Any amount to be received 

remains overdue for a period of more than 90 

days in respect of other accounts. 

With a few exceptions Gross NPAs as a 

percentage of gross advances for Scheduled 

Commercial Banks has been increasing since 2005-

06. NPAs and its provisioning erode away the 

profit of banks leaving its balance sheet impaired. 

Table1 examines the trends of Gross Advances, 

Gross NPAs and NPA ratio since 2005-06. 
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Table 1 Gross Advances, Gross NPAs and NPA ratio of 

Schedule Commercial Banks. 

Year 

Gross 

Advances 

(Rs billion) 

Gross 

NPA 

(Rs 

billion) 

Gross NPA 

as % of 

gross 

advances 

2005-06 15513.78 510.97 3.3 

2006-07 20125.10 504.86 2.5 

2007-08 25078.85 563.09 2.3 

2008-09 30382.54 683.28 2.3 

2009-10 35449.65 846.98 2.4 

2010-11 40120.79 979.00 2.5 

2011-12 46488.08 1423.26 3.1 

2012-13 59718.20 1935.09 3.2 

2013-14 68757.48 2633.72 3.8 

2014-15 75606.66 3233.35 4.3 

2015-16 81673.45 6119.47 7.5 

2016-17 84767.05 7902.68 9.32 
Source: Handbook of Statistics on Indian Economy 2016-17and 

and Statistical Tables relating to Banks in India. 

Gross NPA as percent of gross advances 

more than doubled to reach 7.5 percent in 2015-16. 

NPA ratio registered sharp increase in 2015-16. 

According to Statistical Tables relating to Banks in 

India the ratio has increased to 9.3 in 2016-17. The 

problem is much more severe for PSBs which is 

shown in Table 2:2. 

Table 2:2 Gross Advances, Gross NPAs and NPA ratio of 

Public Sector Banks. 

Year 

Gross 

Advances 

(Rs billion) 

Gross 

NPA(Rs 

billion) 

Gross NPA 

as % of 

gross 

advances 

2005-06 11347.24 413.58 3.6 

2006-07 14644.93 389.68 2.7 

2007-08 18190.74 404.52 2.2 

2008-09 22834.73 449.57 2.0 

2009-10 27334.58 599.26 2.2 

2010-11 30798.04 746.00 2.4 

2011-12 35503.89 1172.62 3.3 

2012-13 45601.69 1644.61 3.6 

2013-14 52159.20 2272.64 4.4 

2014-15 56167.18 2784.68 5.0 

2015-16 58183.48 5399.56 9.3 

2016-17 58663.73 6847.32 11.7 
Source: Handbook of Statistics on Indian Economy 2016-17 and 

Statistical Tables relating to Banks in India. 

In 2016-17 NPA ratio in PSBs has reached 

almost 11.7 percent of the total advances. Total bad 

loan of India’s 38 listed commercial banks have 

crossed Rs 8,00000 crore at the end of June quarter 

of 2017. This accounts for nearly 11 percent of 

total loans in the banking sector. Around 90 percent 

of the stressed assets are in the books of PSBs. 

According to a study conducted by CARE Ratings 

the top 20 banks with highest NPA ratios are PSBs. 

The roots of NPA problem in India can be 

traced back to the days of financial and banking 

sector reforms initiated in India since 1990s. 

Reforms were inevitable to maintain the speed and 

stability of economic growth. Competition between 

banks for exploring the unexploited avenues of 

market intensified. Economic conditions from mid 

2000s were also favorable since it was growing at 

the rate of 9-10 percent per annum. Investment 

GDP ratio and corporate profitability reached new 

heights. This period also witnessed the increased 

flow of foreign capital into the country. Without 

considering the conservative debt equity ratio firms 

expanded its size and banks were competing each 

other to finance the big and influential firms, 

sometimes even by violating the existing norms 

and regulations. 

The period followed was not as smooth as 

expected. Signs of recession became visible in the 

West. It gradually transmitted to emerging 

economies including India. Profitability of many 

firms started eroding. Economy was entering into a 

stag factionary phase of high inflation and slow 

growth. Central Bank, as usual was more 

concerned with keeping inflation at moderate level 

and with this end, rates were kept at high level. 

Higher interest in the midst of low business 

expectations further worsened the other side. Some 

firms borrowed from abroad but when the rupee 

depreciated their condition also worsened. 

In addition to the economic slowdown 

there were a lot of other factors which can be 

considered as reasons for rising NPAs. Procedural 

formalities and delay in land acquisition for firms, 

non transparent way of giving loans etc were some 

among them. In some cases relaxations were given. 

Large number of loans was restructured and 
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thereby more time was given for repayment. 

However such measures could only postponed the 

peril followed. Under Asset Quality Review (AQR) 

initiated by the Central Bank, large number of 

hidden NPAs in the balance sheet was reported. 

Even though inevitable, this was another reason for 

rising NPAs. NPA has reached the level of Rs 

6119.47 billion for Scheduled Commercial Banks 

in general and Rs 5399.56 billion for PSBs in 

particular as of 2015-16. 

In a developing economy like India, there 

is a need to allocate large amount of resources for 

developmental and welfare activities. So 

government has limitations in directly pumping 

funds to sinking banks and hence it issue bonds. 

Recently on October 24
th

 2017, the government 

announced issuance of recapitalization of bonds 

worth Rs 1.35Lakh crore. After demonetization 

plenty of deposits (almost Rs 4.3 Lakh crore) 

accrued into the banking system. The Government 

has not yet announced the modus operandi of 

recapitalization. However, usually Government 

Issue bonds which bank can subscribe at a fixed 

coupon or interest which is linked to market rate9s.  

The government is likely to use this money to buy 

the shares in public sector banks. This will give the 

banks more capital and it is interesting to note that 

banks are giving the government,  money to buy it 

own shares.  

In the early 90s there was recapitalization 

in a similar manner. Even though bonds were non 

tradable in nature at first, they were later made 

marketable. Marketable bonds can be sold and raise 

fund when liquidity is demanded. Since the fund is 

raised from the banking sector itself, there is no 

substantial burden for the government. The 

government is needed to pay interest on bonds 

which may not go beyond Rs 9000 crore at current 

rate. If these measures are enough, returns from 

shares will compensate the cost of bonds.  

When debt/ GDP ratio rises it may affect 

the rating of the government. But on the other side 

rating of PSBs may shows some positive signals. 

However if the capital infusion brings financial 

stability, the government’s rating may go up in the 

long run.  

Recapitalization is accompanied by a 

series of reforms across six themes incorporating 

30 action points. The reforms agenda ‘Responsive 

and Responsible PSBs’ is based on the 

recommendations made at the PSB Manthan. It 

aimed at Enhanced Access and Service Excellence 

focusing on six themes of customer responsiveness, 

responsible banking, credit off take, PSBs as 

Udyami Mitra, deepening financial inclusion and 

digitization and developing personnel for brand 

PSB. 

Concerns 

The whole planning is based on the 

assumption that there is excess and unutilized fund 

in the banking system. Estimation of 4.3 lakh crore 

deposit accrued in the sector especially in the 

immediate post demonetization period form the 

basis of such belief. However the picture would 

have changed a lot when we take stock of total cash 

after one year and we lack authentic information 

pertaining to the present cash position.  

Another concern is on the effectiveness of 

capital strengthening during time of acute crisis. 

Indian economy is going through a slowdown 

phase which is evident from falling growth, 

employment, and investment and export rates. 

Business expectations seem to be bleak and in such 

a condition even if recapitalization works and 

thereby improves the supply of funds, there is no 

guarantee that there will be enough demand for 

funds. 

Recapitalization is mainly for stimulating 

the economy rather than reviving the banking 

sector. The problem of Nonperforming Assets 
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remains unsolved. Only by recovering the bad 

assets or by taking possession of security the 

problem can be settled. 

Recapitalization involves a moral hazard. 

Moral hazard is a situation in which one party 

undertakes a risky venture knowing that it is 

protected against the risk and other party incurs the 

cost. While taking any decision relating to 

recapitalization, the probability of occurring such 

practices must be foreseen and discouraged.  

Conclusions 

Recapitalization sounds theoretically good 

but there are some serious concerns and doubts 

pertaining to its implementation and effectiveness. 

The policy must be thoroughly studied in the 

context of economic slowdown. If recapitalization 

is the only alternative, the stock of idle cash must 

be ascertained. It should not be a practice to use it 

frequently. Otherwise, banks and borrowers may 

behave recklessly and await for some favours from 

the government. However the announcement 

regarding the implementation of reforms and its 

monitoring is a welcomed addition.  
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