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In search of the elusive stability

The govt must contain fiscal deficit to create borrowing space for the private sector

he finanecial stability re-
portbroughtoutby the Re-
serve Bank of Indiashows
some marginal improve-
ment in the balance-sheet
position of companies, but the situa-
tion in regards to the balance-sheets
of the scheduled commercial banks,
particularly those of the publicsector
banks, is alarming. Although some of
the deterioration reported in the fi-
nancial stability report is due to the
stricter norms adopted in the asset
quality review (AQR) mandated by
REI, the picture is worrisome as it
showsthatpublic sectorbanks, insat-
isfy ing large borrowers, have thrown
caution to the wind. This underlines
poor application of the appraisal
process, politicisation and cronyism
and perver se structure of incentives
and accountability in public sector
banks. The adverse consequences of
these are not on those who lent the
money to unwor thy customers or the
borrowers who donot considerthat is
is their obligation to repay borrowed
funds, but onthose whohaveput their
hard earned savings in these banks
and tothe extentthese are capitalised
by the consolidated fund —on the tax-
payers of the country.
Of the many important contribu-
tions of RBI Governor Raghuram Ra-
jan,two stand out as they directly im-
pact thelivesof people. The first is the
focus on consumer price index for in-
flation-targeting and the second is en-
forcing the assetquality review{ AQR)
to clean up the balance-sheets of
banks. Thefirstis important because,
consumer price inflation hurts the
common man and particularly the
poor. Targeting wholesale prices is
meaningless because many of the
prices are internationally given and
the weights used have no relevance to
the pattern of consumption. Some
have argued that monetary policy is
not an effective instrument to combat
food inflation. True, but that misses
the larger point. Other policy mea-

sures, in particular, sup-
ply management of
scarcity have to supple-
ment monetary policy
Rate increases compress
ageregate demand and if
foodprices donot decline,
non-food prices that are
flexible will. Thus, the

for the private sector. It
should be noted that
when the 12th Finance
Commission set 6% of
GDPF as the fiscal deficit
target, assuming that the
financial saving of the
household sector is 10%
and external flows is
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deficit of the Union and

the AQR, the gross non-

the States (close to 6.5%

of GDF), borrowing

through special purpose

vehicles and agencies such as Rail-
ways, Nabard, National Highway Au-
thority of India (NHAI) and public
sector enterprises. These are close to
49-10% of the GDE Against this, the fi-
nancial saving of the household sec-
tor is less than 8% of GDE This im-
plies that and in addition to the
financial savings available, public
sector borrowings claim a good pro-
portion of foreign investment inflows
leaving hardly any borrowing space
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performing  advances

(GNPA) increased from

5.1% inSeptember 2015 to
7.6% in March 2016 and the increase
in net non-performing advances
(NNPA)as aratio of netadvances was
from 2.8% to 4.6% during the corre-
sponding period. Much of this was
due to the increase at public sector
banks. Their NNPAs increased from
3.6% to6.1% during the period. It is
not clear how much of this is due to
deterioration in the six months and
how much is due to the AQR. In fact,
the macro stress-tests done by RBI

shows that GNPA may rise from 7.6%
in March 2016 to 8.5% in March 2017
and, if the scenarios deteriorate fur-
ther, itmight further inerease to9.3%
by March 2017. The GNPAs of the PS-
Bsmayvgoup from9.6% in March, 2016
to 10.1% by March 2017 and, under a
severe stress scenario, it might even
reach 11% by March 2017. This could
result in the PSBs recording the low-
est capital-to-risk weighted assetsra-
tio (CRAR) of 10.3 March 2017 as
against 11.6 % in March 2016.

The important point to note is that
it is the large borrowers that account
for the bulk of the NPAs In March
2016,largebor rowers({definedasthose
with more than ¥5 crore in loans) ac-
counted for 58% of thetotal advances
of SCBs, but theirshare in GNPAs was
86.4% . The GNFAs actually increased
from 83.4% in September 2015. In fact,
the GNPA of large borrowers in-
creased sharply from 7% in Septem-
ber 2015 to 10.6% in March 2016. The
top 100 borrowers in terms of funded
amountsaccounted for 27.9% of credit
of alllarge borrowersand 16.2 % of all
creditof SCBs. Their share in GNFPAs
of all large borrowers increased from
34% in September 2015 to 22.3% in
March 2016.

The focus oncleaning upof the bal-
ance-sheets through acomprehensive
AQR comes not a moment too soon.
Banks operate on other people’s mon-
ey as people put theirhard-earned sav-
ings in them. When the banks lend
money to crony borrowers and, as a
practice, when they brush the bad
loansunderthe carpet,itisthe savings
of these unsuspecting people that is
insecure and as the public sector
banks get government protection, the
taxpaver is made to pay for their im-
prudence. Indeed, drastic surgery was
the need of the hour and we should
thank the Governor for this.
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