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RECAPITALISATION ANNOUNCEMENT

A big boost to
the economy

The recapitalisation aims to stem the burgeoning
stressed assets and spur genuine long-term
infrastructure lending for upcoming or stalled

N OCTOBER 24, the gov-

emment announced a

major initiative—by com-

mitting for issuance of

“recapitalisation bonds”
worth £1.35 lakh crore over the current
and the next fiscal year to strengthen the
capital base of public sector banks and,
in turn, to boost “non-food eredit” flow
to the economy to trigger growth and
employment.

This announcement came against the
backdropofthe “twin balance sheet” crisis,
which has had translated into prolonged
and weak growth of the Indian economy.
The twin balance sheet erisis, as noted in
the Economic Survey 2017, refers to the si-
multaneous cccurrence of over-indebted-
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mega-infrastructure projects

nessinthe corporate sector (whichsuppress
demand for credit) and stressed balance
sheets in public sector banks (which sup-
press credit to private corporate sector and
household sector).

IBC provides regulatory
ecosystem for “recap” move to
meet Basel III norms

With the passage of the Insolvency and
Bankruptcy Code (IBC), India has an en-
abling regulatory ecosystem toimplement
reforms related to the “cleansing process”
of bank balance sheets and to correct for
“weak core capitalisation” image of India’s
banking sector by the credit agencies. The
proposed capital infusion will provide a

“risk buffer” and tighter capital-reserve ra-
tio to boost credit flow for the revival of
stalled private corporate investment.

This “front-loading” of recap bonds an-
nounced on October 24 is a part of the on-
going Indradhanushstrategyintroducedin
2015 to revive public sector banks, The ob-
jective of Mission Indradhanush is to help
banks meet their capital adequacy ratio and
thereby make banks comply with Basel III
global risk norms.

As per Basel 11T norms, banks have to
maintain the capital adequacy ratio of
around 11% by March 2019. The most
stressed banks in India have the capital
adequacy ratio much below 10%, as of
now,and theyare in need of capital. With
the objective to infuse capital, the gov-
ernment had announced, in 2015, a
package of ¥70,000 crore (staggered over
four years} to banks to meet their capital
adequacy requirements.

Ashighlighted by former RBI Governor
YV Reddy, selective capital infusion tovi-
able banks (keeping capital
infusion to unviable banks at
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they are “below-the-line" financing. As per
IMPF’s rules, the estimated fiscal cost of is-
suing ¥1.35 lakh crore recapitalisation
bonds is only the interest payment of
T8,000-9,000 erore,whichis around 0.4%
of the aggregate public expenditure in In-
dia. However, the CEA has also clarified that
it would add to fiscal deficit under India’s
accounting procedures,asit requiresbonds
to be included in the fiscal deficit. At the
same time, the CEA has noted that since
bonds are a capital transaction, the recapi-
talisation bonds do notdirectly increase de-
mand for goodsand servicesand, inturn,do
notincrease inflationary pressures.

Recognition rather than “non-
recognition” of weak core
capitalisation of Indian banks isa
bold move

So,what are the expected benefits of
front-loading recapitalisation bonds? The
stressed and non-performing assets
(NPAs)in the banking system
together amount to roughly

e
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The details of recapitali-
sation bonds are still
awaited. All what is evident
from the announcement is
that these recapitalisation
bonds will be placed with
public sector banks forwhich
the government will get an
equivalent holding of equity
inbanks. The recapitalisation package that
the finance minister announced on Octo-
ber 24 includes banks raising ¥58,000
crore from the market over the next two
years, in addition to a budget support of
¥18,000 crore and capital infusionof ¥1.35
trillion through bonds,

No impact on fiscal deficit as
recap bonds is “below-the-line”
financing as per IMF rules

Themootquestion asked by economists
here is what could be the cost or the fiscal
implication of this recapitalisation bonds
announcement? Will it increase the fiscal
deficit? The CEA has clarified that recapi-
talisation bonds do not increase fiscal
deficits under the standard international
accounting or IMF accounting practices, as
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with economic
growth revival,
from the three-year
low of 5.7% in the
Q1 of the current
financial year

banks do need capital.” Rajan
was emphasising on the need
for a cleansing process of
bank balance sheets and cap-
ital support, along with a re-
vival of stalled private sector
investment to trigger eco-
nomic growth. This“recogni-
tion” and “recapitalisation”
form a significant prelude to
banking reforms.

The recapitalisation move was done to
stem the burgeoning stressed assets and
spur genuine long-term infrastructure
lending for the upcoming or stalled
mega-infrastructure projects. This big
bang recapitalisation move is also in-
tended to create employment simultane-
ously with econo mic growth revival, from
the three-year low of 5.7% in the Q1 of
this financial year.

Finally, it may also be acknowledged
that such front-loading of recapitalisation
bonds may also create” perverse incentives”
and“moral hazards®,and therefore this is
notadvisable as a“recurring package”.

(An earlierversion of this article was
broadcast on October 27 by the External
Services Divisionofthe All India Radio)



