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INTRODUCTION

1, the Chairman of the Estimates Committee having been authorised by the Com-
mittee to submit the report on their behalf present this Third Report on the Ministry
of Finance (Department of Economic Affairs—Banking Division)—Public Sector
Banks—Bad Debts.

2. The subject was selected for detailed examination by the Estimates Committee
(1994-95). The Estimates Committee (1995-96, 1996-97, 1997-98 and 1998-99)
continued with the examination of the Bad Debts of the Public Sector Banks. The
Committee considered the replies furnished by the Ministry of Finance (Department
of Economic Affairs) to the questionnaires issued on the subject from time to time
and other material received from the Public Sector Banks during study tours. The
Estimates Committee took evidence of the representatives of the Ministry of Finance
(Department of Economic Affairs) and Reserve Bank of India on the 15th October,
1996. The Committee wish to express their thanks to the officers of the Government
of India, RBI and Public Sector Banks and Indian Banks' Association for placing
before them their considered views and perception and for furnishing the written
replies and information desired in connection with the examination of the subject.

3. The Committee would also like to express their gratitude to the Estimates
Committee (1994-95, 1995-96, 1996-97 and 1997-98) for able guidance and right
direction provided by them in obtaining information and taking evidence for in-
depth and comprehensive study of the subject.

4. The report was considered and adopted by the Committee at their sitting held
on the 25th September, 1998.

5. The Report is divided into four chapters cach devoted to specific aspects of the
subject. The Committee have made the following important observations/recom-
mendations:

(i) In pursuance of the recommendations of the Committee on Financial Sys-
tem under the Chairmanship of Shri M. Narasimham, RBI introduced pru-
dential norms on income recognition, asset classification and provisioning
in all scheduled commercial banks in April, 1992. Based on record recov-
ery of interest/principal the assets have been divided into foar categories
depending upon the period in which interest/instalments of principal had
remained past duc namely standard assets, sub-standard assets, doubtful
assets and loss assets. The assets classified under sub-standard and loss
assets are called non-performing assets (NPAs). A bad and doubtful debt
will be a non-performing asset.

(ii) With the introduction of the new system of income recognition, asset clas-
sification and provisioning norms for bad bebts un a prudential basis, the
concept and treatment of non-performing assets have brought about a com-
plete transformation in the Banks in India as they have now to assess their
profitability on more realistic basis and reflect the true state of their finan-
cial health.

v)



(iii)

@(iv)
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(vi)

(vii)

(viii)

(ix)

(x)

(vi)
In case of large divergence of classification of assets by bank auditors and

RBI inspectors, a serious note should be taken and these auditors should be
debarred from auditing for their sheer blantancy of misclassification.

At present, 17 banks have non-performing assets in the range of 10 per cent
to 20 per cent and 8 banks hold NPAs above the level of 20 per cent. It is
shocking to find that one bank has NPAs at the level of 36.20 per cent and
another has as high as 39.12 per cent. That none of the Public Sector Banks
has been able to contain NPAs as per international standards where the
tolerable levels of NPAs are around 3 to 4 per cent.

Failure to render honest, dedicated and dilligent service in the discharge of
responsibility to the borrowers, poor motivation and inadequacy of
professional skills for assessment of business risks, corporate failures both
in the public and private sectors, scandalous siphoning off of funds by
corporate racketeers and no fear of legal action initiated for recovery of
problem loans from recalcitrant borrowers under the present slow and
complex legal system, are the major factors causing hike in NPAs.

RBI's Annual Financial Inspections (AFIs) for the last several years have
been revealing a gradual deterioration of the Indian Bank's financial position.
RBI had to scrutinise some accounts more than once as the bank continued
to increase its exposure to some borrower groups despite the disquieting
features observed by RBI and brought to bank's notice. In 1996, a scrutiny
into the exercise of delegated lending powers by the then CMD and other
top executive was carried out and the matter is under RBI's consideration.
RBI has also conducted some scrutinies regarding administrative lapses/
irregularities. CBI has registered some cases in this connection. The bank's
losses accummulated to Rs. 2101.87 crore.

A detailed review of the regulatory and supervisory functions of RBI
preferably by a Committee of Experts well versed in banking matters to
enhance its effectiveness and to check the laxity and complicity of RBI
. ficials, if any, for not initiating action for effective timely measures, may
be made.

The increase in the Capital Adequacy Ratio for public sector banks as
proposed in the budget for 1998-99 in pursuance of recently submitted

‘Narasimham Committee Report may not be considered adequate in the light

of a very high percentage of non-performing assets which is around 18 per
cent at present, vis-a-vis, the international standard of tolerable levels of
NPAs around 3 to 4 per cent for which ratio prescribed as per BIS norms is
8 per cent.

In case of wilful default, recovery suits should be filed without any delay
and names of wilful defaulter whether suits filed or not, should also be
published for guidance of the other banks who should be instructed to exercise
utmost caution in extending credit facilities to such borrowers.

Adverse comments made by RBI in their Annual Financial Inspection
Reports on the CMD and other functionaries of the Public Sector Banks
cannot be considered as small issues for which letter of displeasure are
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issued. Government should take serious action on these adverse observations so as to
achieve the laid down objectives of such inspections and also to set an
example for other functionaries in the banks in order to deter them from
induiging in any type of irregularities.
(xi) If the top functionary violates the rules, he should be punished with the
same severity as the other officers of the bank.

(xii) Training system for bank officers need revamping.
(xiii) Ministry of Finance should undertake a detailed review whether the

performance of the Vigilance Departments of the banks was of requisite
standard and should also consider the need for their revamping.

(xiv) RBL/banks should examine the necessity of constituting Settlement Advisory
Committee consisting of renowned bankers under the Chairmanship of
retired High Court Judge to consider proposals of compromise/write offs as
per laid down norms for speedy recovery of assets in cases of large default
with a view to bringing down their non-performing assets.

(xv) There should be legislative changes to ensure quick recovery of NPAs and
to enable the banks to perform their assigned role of lending for socio-
economic development of the people.

(xvi) There is need for Government support both at the Centre and at the State
level for extending help of the Revenue Departments in effective recovery
in different cases and rendering required assistance in executing decrees
obtained from the courts.

(xvii) Banks should lay down specific guidelines duly approved by their Board of
Directors for filing recovery suits and that should be made a part of their
Loan Recovery Policy.

(xviii) Government should also set up DRTs at more places for example at
Chandigarh to cover States of Haryana, Punjab and Himachal Pradesh and
Appellate Tribunals at Delhi, Calcutta and Chennai.

6. For facility of reference, the observations/recommendations of the Committee
have been sideline in thick type of the body of the Report.

New DEeLni; MADHUKAR SIRPOTDAR
December 7, 1998 Chairman,

Agrahayana 16, 1920 (Saka) Committee on Estimates.




CHAPTER 1
CLASSIFICATION OF ASSETS

Introductory

1.1 Under the provisions of Section 6 of the Banking Regulation Act, 1949, in
addition to the business of banking, a banking company may, inter alia engage in the
business of borrowing, raising or taking up of money and lending or advancing of
money cither upon or without security. Traditionally, the banks have always been
depended on their prime activity of deposit mobilisation/borrowing resources and
deployment thereof in various assets including high risk portfolios for higher yiclds
to cover all their expenses as also to earn profits. During the last two and a half
decades, the banking sector has witnessed a phenomenal expansion of its network to
remote rural areas in the country, and also growth the deposits and advances.

Introduction of Health Code System

1.2 With a view to having a uniform credit monitoring system in banks to monitor
health of the advances portfolio and the extent to advances portfolio causing concern
in relating to total advances and also to improve the quality of assets to achieve the
ultimate objectivcs of improving recovery performance, all banks (excluding foreign
banks, most of which already had similar Health Code System in their organisation)
were advised by RBI on November 7, 1985 to introduce a comprehensive and uniform
grading system (Health Code System) indicating the quality (or health) of individual
advances into the following eight categories, with a health code assigned to each
borrowal account:

Health Code No. 1 —  Satisfactory

-do- 2 —  Irregular

-do- 3 —  Sick: Viable under nursing
-do- 4 —  Sick: Non-viable/sticky
-do- 5 —  Advances recalled

-do- 6 —  Suit-filed accounts

-do- 7 —  Decreed Debts

-do- 8 —  Bad and Doubtful Debts

Detailed guidelines were also issued to the banks for classifying advances as per
the above Health Code System.

1.3 The classification of a borrowal account under the Health Code System was
subjective and was not based on record of recovery/servicing of interest.

Recommendations of Committee on Financial System

1.4 The Committee on Financial System under the Chairmanship of Shri M.
Narasimham (also known as Narasimham Committee) had among other things
examined the system for recognition of income, classification of assets and
provisioning for bad debts on a prudential basis. This Committee had recommended
inter alia, that in order 10 ensure that financial reports of banks reflect their real
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financial health, a proper system for recognition of income, classification of assets
and provisioning for bad debts on prudential basis is necessary. Further the
classification of assets is to be made on the basis of objective criteria and uniform
and consistent application of norms by all banks. The policy of income recognition

should be objective and based on record of recovery rather than on any subjective
consideration.

1.5 As regards provisioning requirement, the Committee has recommended that
the provision should be made on the basis of classification of assets into four different
categories; viz, standard, sub-standard, doubtful and loss assets. The above issues were
examined by the Reserve Bank of India and it was decided to implement the prudential
norms on income recognition, asset classification and provisioning in a phased manner
over a period of three years commencing from the accounting year beginning1 April,
1992. Accordingly RBI has issued guidelines on 27 April, 1992 for implementation of
the above norms by the banks. Accordingly, all Scheduled Commercial Banks have
implemented the prudential norms from the prescribed date. These guidelines are in
line with international banking and supervisory standards.

As per the new system of prudential norms, the loan assets have to be classified
into four categories, viz. standard, sub-standard, doubtful and loss assets, depending
on the period the account has remained a non-performing asset.

Definition—Non-Performing Asset (NPA)

1.6 An asset becomes non-performing when it ceases to generate income for a
bank. The Narasimham Committee has defined NPA as advances where, as on the
date of the Balance Sheet, (a) in regard to term loans, interest remains "past due” for
period of more than 180 days: (b) in respect of overdrafts and cash credit accounts,
debt remains out of order for a period of more than 180 days; (c) in respect of bills
purchased and discounted, the bills remain overdue and unpaid for more than
180 days; and (d) in respect of the other accounts, any amount to be received remains
past due for a period of more than 180 days. According to the Committee, an amount
is considered past due when it remains outstanding for 30 days beyond the due date.

Thus, an account will have to be treated as non-performing if interest or instal-
ment of principal remains past due for two quarters at the year end.

Prudential Norms on Asset Classification

1.7 As per the prudential norms on asset classification, advances will have to be
classified as under, depending upon the period the account has remained a non-
performing asset (NPA):

Standard Asset

Standard asset is one which does not disclose any problem and which does
not carry more than normal risk attached to the business.

Sub-Standard Asset

Sub-standard Asset is one which has been classificd as non-performing
asset (NPA) for a period not exceeding two years. Such an asset will have
well defined credit weaknesses that jeopardise the liquidation of debt and
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are characterised by the distinct possibility that the bank will sustain some
loss if deficiencies are not corrected.

Doubtful Asset

Doubtful asset is one which has remained NPA for a period exceeding two
years.

Loss Asset -

A loss asset is one where loss has been identified by the bank or internal or
external auditor or the RBI but the amount has not been written off, wholly
or partly. In other words, such an asset is considered uncollectible and of
such little value that its continuance as a bankable asset is not warranted
although there may be some salvage or recovery value.

The assets classified under Sub-standard, Doubtful and Loss assets are called
NPAs. A bad and doubtful debt will be a non-performing asset; however, all non-
performing assets need not be bad and doubtful debts.

The new system has introduced uniformity in the method of classification of loan
assets by the banks.

1.8 The Ministry informed that these guidelines (on prudential norms) are in line
with international banking and supervisory standards. Enquired whether "supervi-
sory standards” were also as per international norms, the Ministry stated as fol-
lows:—

“Supervisory and Regulatory standards have been designed by RBI accord-
ing to international standards. Improvement of the supervision process is.
an area that is being given continued attention by Reserve Bank of India.”

Provisioning for Sub-standard Assets

1.9 As regards provisioning requirements, based on recommendations of the
Narasimham Committee the RBI in its Circular dated 27th April, 1992 to all
Scheduled Commercial Banks has directed that taking into account the time lag
between an account becoming doubtful of recovery, its recognition as such, the
realisation of the security and the crosion over time in the value of security charged
to the banks, the banks should make provision against sub-standard assets, doubtful
assets and loss assets as per detailed instructions in this regard furnished below: —

(i) Loss Assets: The entire assets should be written off. If the assets are
permitted to remain in the books for any reason, 100%
of the outstandings should be provided for.

(i1) Doubtful Assets: (a) 100% of the extent to which the advance is not cov-
ered by the realisable value of the security to which
the bank has a valid recourse and the realisable value
is estimated on a realistic basis.

(b) Over and above item (a) above, depending upon the
period for which the asset has remained doubtful, 20%
portion (i.e., estimated realisable value the
outstandings) on the following basis.



Period for which the %of Provision

advance has been considered as doubtful

Upto One year 20

One to three years 30

More than three years 50
(iii) Sub-standard assets: A general provision of 10% of total outstandings.

1.10 During the oral evidence, while elaborating upon provisioning for loss as-
sets, Deputy Governor, Reserve Bank of India stated as follows:—

“From 1992-93 onwards, we really came to know the extent and the degree

of the exact state of health of the advances in the banks. When we imple-
mented these norms, then we stated that as per the Bank for International
Settlement norms, there was no provision required for standard advances
because that was a standard by itself and there was no doubt about their
recovery. On sub-standard assets 10 per cent provisioning was required to
be made. On doubtful assets on the secured portion, it was to be applied for
20 per cent to SO per cent each year. And on unsecured advances, it was
hundred per cent. Similarly, on loss assets and loss advances, hundred per
cent provisioning was to be made”.

1.11 The Committee enquired whether views of the banks were ascertained be-
fore introduction of prudential norms of income recognition, assets classification
and provisioning and whether they had expressed any reservation in this regard. In
reply, the Ministry of Finance stated as follows:—

*“One of the recommendations of the Committee on Financial System was
the introduction of prudential norms on income recognition, asset classifi-
cation and provisioning. Before actually implementing the above recom-
mendations, the matter was discussed with Chairmen of major banks and
members of the accounting profession. The bankers did not have any reser-
vations about the asset classification system being introduced.”

1.12 The introduction of the new system of asset classification combined with
prudential norms on income recognition and provisioning has resulted in bringing
out the true state of affairs of the health of the banks as may be observed from the
working results of the public sector banks from the year ended 31st March, 1993.
The number of banks incurring net loss increased to 13 as on 31st March, 1993 as
against 2 banks in the previous year. For the year ended 315t March, 1994, the
number of banks incurring net loss was 12 while as on 31st March,1995, the loss
making banks came down to 8. The increase in the number of loss making banks for
the year ended 31st March, 1993 and 1994 was mainly due to the implementation of
prudential norms on income recognition, asset classification and provisioning.

1.13 The Committeg enquired whether there was any guidelines to decide when a
debt became irrecoverable. In response, the Deputy Governor, RBI informed that
"banks have their own guidelines.... It has to be decided on a case to case basis”. On
being pointed out when banks take their own decisions, there is no uniformity, the
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Deputy Governor submitted that "we have given them broad guidelines.” In this
connection, the Finance Secretary added:
“t is not the job of the Reserve Bank to micro-manage the banks. Bank has
autonomous power to determine about the State of the assets. It is not
necessary that all banks would follow it in the same way. Different banks
may take different views on this matter.”
1.14 There are generally some variations in the quantum of NPAs and the
provisioning thereof as per banks estimates and RBI inspectors' assessments due to
incorrect classification of assets, etc.

1.15 Reserve Bank of India advised all commercial banks vide circular BP. BC.
59/21.04 048/97 dated May 21, 1997 to make certain additional disclosures in the
Notes on Account attached to the Balance Sheet for the year ended March 31, 1997.
Among these (a) percentage of the non-performing assets to net advances and (b) the
amount of provision made towards non-performing assets are the disclosures re-
quired to be made by banks in respect of non-performing assets. These guidelines
make it compulsory for banks to make disclosures about non-performing assets.

1.16 The Committee enquired whether banks which had reported losses for the
year ended 31st March, 1996 were taking recourse to a different interpretation of
prudential norms and whether different banks were using different methods to cal-
culate NPAs and declaring NPAs as favourable to them: Explaining the position, the
Ministry have stated as follows:

“Reserve Bank of India had introduced the prudential norms for income
recognition, asset classification and provisioning, from the accounting year
1992-93. These have been progressively tightened from time to time with
regard to the non payment period of interest and principal instalments for
being classified as non-performing and the quantum of provisions to be
made against the non-performing assets. Detailed valuation norms have
also been introduced with effect from 1992-93 in respect of the investment
portfolio of the banks. Subsequently, a number of clarifications have been
issued by RBI in order to minimise/eliminate the scope for interpretation in
implementing the prudential norms. These have brought uniformity in the
application of the norms. In the course of Annual Financial Inspection of
banks by RBI, the adherence to the prudential norms is critically examined.
It has been observed during the inspections that there have been diver-
gences between the asset classification/provisioning for NPAs made by banks
and the assessment made by RBI Inspections. Non-adherence to the guide-
lines issued by RBI and not taking into account certain qualitative factors
were observed to be the main reasons for the divergence in asset cvaluation.
In order to narrow down the divergence and ensure adequate provisioning
by banks, RBI in terms of circular dated October 31, 1996 advised that the
banks will be furnished with a list of the accounts contributing to the diver-
gence with all details above a certain level, in the inspection report and that
the bank's statutory auditors can have a dialogue with the RBI in regard to
the divergence in asset valuation as also the provision required for NPAs, as
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spelt out in the inspection reports of banks for reconciling the differences
while finalising the accounts for the ensuing year. This matter has been
further reviewed by the Board for Financial Supervision and it has been
decided that banks should, before finalising the accounts for the year ended
31st March, 1997 (as also for subsequent years) take into account the as-
sgssment made by the RBI Inspecting Officer and subsequent development,
if any, and provide for the shortfall in provisioning for NPAs etc.”

1.17 On being asked to furnish details of instances during RBI's inspections
where commercial bank auditors had not properly classified assets under prudential
norms, the Ministry of Finance furnished a statement based on NPAs as reported by
the banks and NPAs as assessed by the RBI inspectors showing, additional provision
recommended by the inspector during the last three years bank-wise are as follows:—

(Rupees in crores)

SLNo. Name of the Bank 31.395 31.3.96 31397
1.  State Bank of Bikaner and Jaipur 5.13 17.33 22.29
2.  State Bank of Hyderabad —_ 3443 0s.11
3.  State Bank of Indore 2.42 06.08 3243
4.  State Bank of Mysore 16.36 17.07 13.62
5.  State Bank of Patiala 04.30 —_ 40.75
6. State Bank of Saurashtra 20.26 15.45 05.53
7.  State Bank of Travancore 54.62 125.94 44.19
8.  *State Bank of India — —_ 217.98
9. Allahabad Bank 12.47 02.16 .

10.  Andhra Bank 04.76 06.96 07.03
11. Bank of Maharashtra 39.10 39.39 08.84
12.  Central Bank of India 50.90 23.36 07.22
13.  Corporation Bank 16.63 02.33 07.03
14. Dena Bank 21.19 03.49 19.30
15.  Oriental Bank of Commerce nil nil nil
16.  Punjab National Bank . 107.24 21.52 21.90
17.  Punjab & Sind Bank 08.95 01.90 04.25
18.  Union Bank of India 24.76 13.70 26.30
19.  United Bank of India 89.73 36.22 27.16
20. Vijaya Bank 135.02 28.33 25.45
21. Bank of Baroda 100.52 33.72 04.19
22. Bank of India b e 103.49
23. Canara Bank 150.11 88.54 80.38
24, Indian Bank 298.14 161.57 47.78
25. Indian Overseas Bank 63.83 55.48 07.81
26. Syndicate Bank 56.96 42.18 20.92
27. UCO Bank 9491 114.14 97.38

*AFI 1995, 1996 has not been conducted and the 1997 AFT report of the bank has not yet been received.
**The bank was holding excess provision for NPAs and hence additional provisioning was not recom-
mended by the P1O.
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Observations/Recommendations

1.18 The Committee note that in pursuance of the recommendations of the Com-
mittee on the Financial System under the Chairmanship of Shri M. Narasimham,
RBI introduced prudential norms on income recognition, asset classification and
provisioning in all scheduled commercial banks in April, 1992. Reporting under the
Hasalth Code System for classification of borrowal accounts which was in vogue, was
withdrawn with effect from 1st April, 1994 by RBL But the banks could continue to
retain the system or any alternate loan grading system as might be advised by them
for purposes of gradation of the quality of their loans and advances. However, for the
purpose of reporting to RBI, the quality of the credit portfolio of banks was to be
based on new norms for income recognition, asset classification and provisioning
from that date i.e. 1st April, 1994,

1.19 Following the recommendations of the Narasimham Committee on the
Financial System, the RBI issued a detailed circular in April, 1992 to all scheduled
commercial banks (excluding RRBs). The circular contained specific guidelines for
prudential norms to be adopted for:

— Income recognition,

— Asset classification, and

— Provisioning for assets of ‘loss’ or ‘doubtful’ nature.

An asset becomes non-performing when it ceases to generate income for the
bank. For the purpose of income recognition, the Narasimham Committee recom-
mended that no income should be recognised and taken into account on accrual

basis with respect to non-performing assets (NPAs) and that such income should be
accounted for only on the basis of actual receipt.

For the purpose of provisioning for ‘loss’ and ‘doubtful’ assets, RBI guidelines
provide for classification of assets into four categories depending upon the period for
which interest/instalments of principal had remained ‘past due’ namely—

(i) Standard assets

(ii) Substandard assets

(iii) Doubtful assets and

(iv) Lossassets.

1.20 The Commiittee further note that the introduction of new norms on asset
classification into four categories viz. standard/sub-standard/doubtful/ loss asset, is
for facilitating identification of an account as a non-performing asset depending on
the period on an objective basis. In terms of the instructions, classification of an
account into the four categories is based on record of recovery of interest/principal
and is not based on any subjective consideration. These guidelines on asset classifi-
cation and provisioning are in line with international banking and supervisory stand-
ards as per norms of the Banks for International Settlement.

1.21 There were no NPA norms earlier in India. Income from NPA is not
internationally recognised on accrual basis but is booked as income only when it is
actually received. Such reforms in the banking sector throughout the world were
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introduced in 1987 with the implementation of Basle Committee recommendations.
In India, the same were introduced in 1992 with the implementation of
recommendations of the Narasimham Committee that similar practice should be
followed by banks in India.

1.22 The Commiittee feel that with the introduction of the new system of income
recognition, asset classification and provisioning norms for bad debts on a pruden-
tial basis, the concept and treatment of non-performing assets have brought abouta
complete transformation in the Banks in India as they have now to assess their
profitability on more realistic basis and reflect the true state of their financial health.

1.23 The Committee note that there is considerable misclassification by banks of
their non-performing assets and consequent under-provisioning of loan losses in
disregard of RBI guidelines relating to income recognition, asset classification and
provisioning. The Committee expect the RBI to ensure better adherence by the banks
to the prudential norms to achieve the desired objectives of their introduction.

1.24 In case of large divergence of classification of assets by bank auditors and
RBI inspectors, the Committee desire that a serious note should be taken and these
auditors should be debarred from auditing for their sheer blantancy of
misclassification.
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CHAPTER II
NON-PERFORMING ASSETS

Basic Pre-requisites for Sanction of a Loan

2.1 To maintain the status of loan sanctioned as a standard asset the following
basic pre-requisites are inter-alia to be considered before sanction of a loan/advance:

(i) Proper assessment of the credit needs of the borrower.
(ii) Purpose of the loan/advance.
(iii) Adequacy of the security offered by the borrower.
(iv) Repaying capacity of the borrower.

(v) Technical feasibility and economic viability of a project in the case of project
financing.

(vi) Whether the activity financed is capable of generating sufficient surplus to
service/liquidate the loan/advance.

(vii) Proper documentation.
(viii) Resources position and lending policy.
Guidelines for Lending

2.2 The Committee desired to know the prescribed/standardised norms laid down
by RBI/Banking Division or by the Banks themselves regarding sanction of loans/
advances, finance for various categories of borrowers ¢.g. corporate borrowers, SS1
Units, small trade/business etc. In response the Ministry of Finance furnished a
detailed account of the guidelines issued by RBI from time to time in the matter of
bank loan policies, procedure for sanction of loans, credit limits, security norms,
margin money time frame for sanction of loans, etc. for each category of borrow-
ers—medium and large scale units, small scale industries, artisans, village and cot-
tage industries, small borrowers in the Priority Sector and advances for Government
sponsored schemes for poverty alleviation and self-employment schemes.

2.3 When asked how do the banks ensure recovery of loans where primary secu-
rity is sold/missing, the Ministry in a written reply stated that:

"If the primary security is missing/sold, banks may take the usual action for
recovery which may include legal action as a last resort.”

2.4 On being asked why proposals otherwise viable in respect of advances over
Rs. 25,000/- should be turned down merely for want of such collateral security or
third party guarantees, the Ministry explained:

"In order to ensure that bankable proposals are not rejected merely for want
of collateral/third party guaranntee. RBI has always been exhorting the

banks to exercise their prudence and commercial judgement in the interest
of genuine borrowers."
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2.5 When enquired how viability of project was ensured and whether any guide-
lines had been laid down for determining the viability of the project the Ministry of
Finance stated:

"The viability of loan proposals is assessed based on important factors such
as cash generating potential of the project, availability of backward and
forward linkages, economic/technical feasibility, etc., among others.”

2.6 Asked if the banks gave loan without collateral security or third party guar-
antee on otherwise viable proposals’, how they ensured recovery in case of wilful
default, who bore the responsibility for such bad debts and in case the project did not
turn viable as assessed and the borrowal account became NPAs, whether any puni-
tive action was taken against officials approving viability of the project, the Ministry
stated thau:

"In case-of wilful defaults, banks have to adhere to the instructions/ guide-
lines issued by their head offices. In case the borrowal account becomes
NPA due to extraneous circumstances or reasons beyond the control of bor-
rowers and banks, these cases will have to be viewed and reviewed case by
case depending on merits and appropriate action as deemed necessary will
have to be taken by the Branch Managers in consultation with controlling
offices/Head Office.”

2.7 Under the extant instructions it was stipulated that Branch Managers might
reject applications provided the cases of rejection were verified subsequently by Di-
visional/Regional Managers. Asked about the actual practice in this regard, the Min-
istry stated that:

"It is observed that in actual practice the banks are by and large, adhering to
prescribed procedure for rejection of applications barring exceptional cases.
If such cases are reported to RBI, they are pursued vigorously with the
concerned banks."

2.8 On being asked about the views of the Government on the suggestion that
Divisional/Regional Managers review cases of rejection made by the Branch Man-
ager in the light of other applications accepted by the Branch Manager for sanction
of loans in order to ensure objectivity in consideration of loan application, it was
stated that RBI guidelines did not preclude the banks from any such action and/or
review of the decisions of their branch managers at their higher levels should they

deem it necessary.
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Factors responsible of NPAs.

2.10 Banks being credit institutions, certain amounts of bad debts do arise de-
spite all systems and procedures to ensure safety of funds lent. Banking Division of
the Ministry of Finance has informed that no study has been conducted to go into the
causes of bad debts.

The Chairman, IBA, during study tour has pointed out that loans are given by
banks for industrial production. Under the prevalent economic and industrial devel-
opment scenario, five to ten per cent fault in loans as occupational hazard was ex-
pected.

A study has been conducted by the Committee headed by Shri Pannir Selvam,
Chairman Indian Bank's Association (IBA) and Chairman and Managing Director,
Union Bank of India to look into the problems of Non-Performing Assets (NPAs) of
the Public Sector Banks and to suggest measures to bring down the NPAs in the
banks to the acceptable level.

2.11 Advances of banks turn non-performing due to a variety of factors for which
banks and borrowers are responsible as also due to external circumstances as ex-
plained by the Ministry of Finance as also emerged during discussion during study
tours. These can be summarised as under:

Banks

Deficiencies in credit appraisal, non-observance of norms for sanction of
loans and laxity in post disbursement supervision. Deficiencies in credit
appraisal such as not assessing the need based requirements of borrowers
without proper verification/assessment, granting excess over sanctioned
limit, oral and ad-hoc sanctions, etc., non-obtention of credit reports from
borrowers, excess over exposure limit, etc.

Borrowers

Wilful defaults by the borrowers and diversion of funds with a view to de-
frauding the banking system, managerial inefficiency/deficiency, family
disputes/disputes among partners and promoters.

External Circumstances

Circumstances beyond the control of the bank and borrower such as non-
availability of raw material, closure or suspension of work of business due
to strike, natural calamities such as flood, droughts, and cyclones, reces-
sion in the industry due to which the borrower fails to produce or market
his goods as originally stipulated, power failure, technological obsolescence,
change of market/economic scenario, and change in tax structure/Govern-
ment policy, etc.

2.12 Explaining the reasons for the advance going bad, the Deputy Governor,
RBI stated as follows:

"There are various reasons for the advances going bad. It may be due to
worng skill of the person who is appraising. Banking in India has expanded
very fast. The persons are not trained. There are instances where wrong
people have taken the loans. But in future banks will be careful in lending
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operations, in their training systems, formation of committee system for
lending, etc.”

2.13 Here it will be relevant to quote a letter claiming to be based on ground
realities to the Editor of the Economic Times published on 31st March, 1998 wherein
it has been inter alia observed as follows:

"(i) The sickness in the industry is not only due to inefficient management
and therefore the axe should not fall on the management only. (ii) The
detailed analysis of most of the cases will reveal that the sickness in the
ndustry is caused by the indifferent, inefficient and corrupt approach of the
officials of the banks and financial institutions. In most of the cases the
industries get sick in the beginning itself due to delay in sanction and dis-
bursement of the loan by financial institutions resulting in time and cost
overruns. (iii) Bankers fail to provide, invariably, need-based working capital
to the industries especially belonging to the new entrepreneurs having no
push or pulls. The higher rate of interest and non-developmental approach
of the financial institutions have made the going more tough. Corruption at
various levels, starting from the loan sanction, disbursal of loan, getting
power connection and no objection certificate from the Pollution Control
Board cats away quite a lot of money for which no provision can be made in
the project.”

2.14 According to the Indian Banks Association, wilful default to a large extent
emerges from lack of effective supervision of credit and frequent interference from
local influence system, inadequate powers banks possess to execute recovery and
long drawn legal process involved in executing decrees obtained from courts.

2.15 The Committee enquired about the reasons for the high percentage of Non-
Performing Assets (NPAs) in regard to

Indian Overseas Bank

Punjab and Sind Bank

Bank of Maharashtra

United Bank of India

and

Syndicate Bank

as mentioned in the Table at para 2.9 above.

In reply, the Ministry stated as under:
"The prudential norms on income recognition, asset classification and
provisioning were first introduced from the accounting year' ended March,
1993. In the absence of an objective system of classification of assets with
reference to record of recovery, till the year ended March, 1992 banks were
classifying accounts on the basis of a system of health code classification,
and was based on the individual bank's perception of the prospects of
recoverability. With the introduction of uniform prudential norms w.c.f.
1992-93 banks were required to classify an asset as non-performing if the
peyment of interest or instalment remains overdue for two quarters. Statutory
Auditors of banks are also required to verify bank's compliance with RBI's
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instructions. The banks therefore had to evaluate their credit portfolio in
the light of the above instructions commencing from the accounting year
ended 31st March, 1993. The higher level of NPAs as at 31st March, 1993
to a major extent is due to the emergence of a clearer picture on accoant of
the introduction of the above prudential norms."

2.16 In regard to programme for reduction in NPA, the Deputy Governor, RBI
informed as follows:

"Recovery of bad debts could be done by compromise or by upgradation or
through cash recoveries. The future NPAs are being monitored very closely
from year to year. So far as the old ones are concerned, we are emphasising
the need for recovery because that is the only way through which this could
be reduced. Through discussions with the bank managements, we expect
that by March, 1998 the banking system will come to a level of about 10 per
cent of the NPAs which, looking from where we started, should be a good
level. Of course, it my not still meet the international standards, but it will
be a good performance.”

NPAs of Indian Bank

2.17 About the losses and NPAs of the Indian Bank, the Ministry of Finance in a
note have stated as follows:

*Indian Bank, Madras, published its audited financial accounts for the year ended
March 1996 in the last week of July 1996. The bank's operations for the financial
year 1995-96 resulted in a loss of Rs. 1336.40 crore as against a net profit of
Rs. 14.26 crore which it had disclosed for the previous year. Together with the carry
forward loss of Rs. 376. 39 crore of earlier years, the bank's accumulated losses
topped Rs. 1706 crore which have wiped out its shareholders equity of Rs. 411.90
crore.

RBI's Annual Financial Inspections in the last several years have been revealing
gradual deteriorations of the bank's financial posistion; this was largely due to im-
prudent lending policies pursued by the bank. Advances were granted to several
high risk areas and such credit extension was also partly funded by costly market
borrowings. Such lending has a two-fold impact on the bank's profitability, advances
turned non-performing within a short period and funding losses were also involved.
The findings of RBI's successive inspections revealed that the bank's credit and funds
management functions were areas of serious concern.

The bank's asset-liability structure continued to be characterised by huge mis-
matches resulting from large expansion of long term credit on the one hand, and
huge, volatile call money borrowings on the other. RBI's AFIs were followed up with
special scrutinies/investigations of advances accounts wherever weaknesses such as
irregular/injudicious loan sanctions, poor credit supervision and inadequate security
were mentioned in the reports. RBI had to scrutinise some accounts more than once,
as the bank continued to increase its exposure to these groups despite the disquieting
features observed by RBI and brought to its notice. As recently as in 1996, a scrutiny
into the exercise of delegated lending powers by the ex-CMD and other top execu-
tives was carried out and the matter is under RBI's consideration. In the discussions
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held periodically with the top management of the bank after each inspection, the
need to curtail the exposure to some of the above borrower groups was emphasied by
the Reserve Bank. RBI's AFIs also revealed huge variations in the quantum of NPAs
and consequent provisioning requirements as assessed by RBI Inspecting officers
vis-a-vis the bank's own figures in this regard indicating non-adherence to the pru-
dential norms introduced by RBI in 1992.

The bank was specifically advised to strictly adhere to the prudential norms and
accounting standards when it came to light that it had reckoned unearned income on
advances and investments for the years ended March 1992 and March 1993.

The bank's non-adherence to these norms was seen to be more pronounced in
1994-95, as RBI's AFI revealed large-scale omissions/ misclassifications by the bank
of its non-performing assets and consequent under-provisioning of a huge magni-
tude (Rs. 419.00 crore).

As against non-performing assets of Rs. 2949 crore identified by the inspectors,
the bank had reported NPAs of Rs. 2102.43 crore. It had also reported having main-
tained adequate provisions for depreciation on investments, certain contingent items
of expenditure (such as for increased wages, etc.) and other losses. The inspectors
pointed out that had all these been properly taken into account, the net result would
have been a loss of Rs. 400.04 crore for the year 1994-95 as against the published
profit of Rs. 14.26 crore. The bank was directed to recast its Balance Sheet. How-
ever, as the bank represented that the Balance Sheet was already published and to
recast it would severely affect its image, it was directed by RBI, in consultation with
Government, to make suitable adjustments for the shortfall in provisioning for 1994-
95 in the following year i.c. 1995-96, and furnish explanatory remarks to this effect
in the notes accompanying the Balance sheet.”

2.18 In response to a query, the Ministry have informed as under:
(i) Erosion of Capital and Reserves

The book value of owned funds of the bank were at Rs. 792 crore which
included capital at Rs. 654 crore and reserves at Rs. 138 crore. The accu-
mulated losses of the bank aggregated to Rs. 1713 crore as on 31.3.1996.
The reserves excluding those on account of revaluation (Rs. 121.07 crore)
aggregated Rs. 138 crore. The entire capital and net worth has been lost as
a result of the loss of R+ 1336.40 crore.

(il) NPAs in Balance Sheet, 199796

As per the format prescribed under the Banking Regulation Act, 1949 banks
are not required to specifically disclose NPAs and provision made there
against. The bank reported its NPAs at Rs. 3141 crore and had made addi-
tional provisions of Rs. 980.62 crore so as to comply with RBI norms. The
adequacy of the provisions will be verified during the course of the Anaual
Financial Inspection of the bank which is under progress.

(iii) Losses

The bank published a loss of Rs. 390.65 crore during the year 1993-94 on
account of better adherence to the provisioning norms based on RBI's advice
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issued to it on the final accounts for the year ended March 1993. Thus, the
bank had a carry forward loss of Rs. 376.39 crore for the year 1994-95.
RBI's AFI for the year ended March 1995 revealed that there was massive
under provisioning for loan losses and contigencies. The Government of
India and the bank were kept apprised of RBI's findings in this regard.

2.19 The Committee desired to know whether the Government had inquired into
irregularities committed in granting loans to certain firms by Indian Bank and mak-
ing the bank to suffer a staggering loss of Rs. 1336.40 crore and whether these
irregularities required launching criminal proceedings against the former CMD of
the bank. The Ministry in their reply have stated as follows:

RBI have conducted some scrutinies and is in the process of conducting
some more covering various aspects including administrative lapses/irregu-
larities including recovery of overdues from their inception. Further, CBI
has registered some cases in this connection.

2.20 Enquired whether the management had formulated any strategy for recovery
of their assets from the defaulters, targets set for the current year for recovery of bank
dues and upgrading assets into performing asscts, and how much recovery had been
effected so far, the Ministry stated as under:

“The present CMO of the bank was advised to spell out an action plan
involving sustained recovery on non-performing advances, contailment of
credit, and reduction of call money borrowings, apart from streamlining
procedures for appraisal and supervision of credit.

The bank was advised to fix staff accountability at all level for serious trans-
gressions in lending by exceeding discretionary powers and indiscriminate/
extensive resort to high cost borrowing.

It was also advised to carry out a diagnostic study. ICRA which was desig-
nated for the purpose has since submitted the report. The bank has also
reported having set up a top management council to oversee its functions in
all areas, a special recovery committee to monitor NPAs and the funds and
an investment committee for deployment of resources.

RBI have also set up a system of monthly monitoring of the bank's perform-
ance in certain key parameters such as deposit growth expansion of credit,
borrowing levels, repayment of high cost CDs, recoveries made during the
month from the NPA accounts, etc. RBI have also appointed one of their
senior officials to closely monitor the bank's performance on the basis of
the monthly reporting.

During 1995-96 the bank reported a recovery of Rs. 254 crore of NPAs at
Indian Branches. Between April and December 1996, recovery of Rs. 210.40
crore has been reported. The bank has been advised to target for a recovery
of Rs. 500 crore of its NPAs.”

2.21 The Committee sought the views of the Ministry on the role of auditors in
not pointing out a true and fair picture of the banks' financial position and observing



17

prudential norms. In this connection, the Ministry stated that *‘the statutory auditors
are certifying the true and fair picture of the balance sheet of the banks.

Besides RBI have also been asking the auditors to issue a certificate to the effect
that (a) the treasury operations of the bank have been conducted in accordance with
the instructions issued by the RBI from time to time, and (b) the income recognition,
asset classification and provisioning have been made as per the guidelines issued by
RBI from time to time.”

2.22 In the case of Indian Bank large divergences were noticed during the finan-
cial inspection with reference to the bank's position as on 31st March 1995. RBI had
called for the details of the divergence in different zones/branches and also the names
of the concerned audit firms, RBI and the Chairman & Managing Director of Indian
Bank debarred two of its SCAs and 10 statutory branch auditors for two years as the
divergences in their cases were on the high side. Further, for taking up appropriate
disciplinary action against these audit firms, RBI had advised Indian Bank to take
up the matter with the ICAI which is the competent authority for taking disciplinary
action against the auditors. It is now understood that Indian Bank has already taken.
up the matter with the ICAIL

Loans sanctioned by CMDs and other top Executives

2.23 The Ministry of Finance informed that only in five cases—4 cases in respect
of former CMD, Vijay Bank and one case in respect of former CMD, UCO Bank in
which amount of loan sanctioned was Rs. 1 crore and above at the level of CMD
which turned ‘bad debts' during the service period of these functionaries during the
last three years. The Ministry also furnished the position regarding action for pros-
ecution initiated against these ex-CMD and others as also action taken by Govern-
ment for recovery of bank dues.

2.24 The Ministry also informed that in 62 cases loan amounts of Rs. 10 lakh and
above sanctioned at the level of CMD/MD/FD turned ‘bad debts’ after retirement of
these senior functionaries of the banks by whom these loans were sanctioned. The
Ministry also furnished the position regarding departmental internal investigation,
disciplinary action for procedural lapses on the part of existing staff members as also
CBI investigation against the former CMDS/EDs who ceased to be_in the service of
the banks.

Observations/Recommendations

2.25 The Commiittee note that in accordance with the guidelines/directives of the
Reserve Bank of India as also policy guidelines drawn up every year and duly approved
by the Board of Directors, banks are sanctioning loans and advances for various
categories of borrowers of medium and large scale industries, small scale industries,
artisans, village and cottage industries, and other small scale industries as also for
creation/modernisation/expansion of infrastructural facilities for productive purposes.
It has also been the policy of the banks to provide credit facilities under the priority
sector for development of agriculture, export and Government sponsored poverty
alleviation and seif-employment schemes. The Committee appreciate the pivotal role
of the Public Sector banks for channelising the flow of funds for industrial



development, agricultural growth, employment generation, poverty alleviation and
for other productive purposes.

2.26 The Committee note from information furnished by the Ministry of Finance
that in percentage terms, NPAs came down significantly from 23.18 per cent as on
March, 1992 (when prudential norms were introduced) to 17.84 per cent (provi-
sional) as on 31 March, 1997 i.e. a reduction of 5.34% in a period of four years.
Another notable feature is that banks have been able to avert further growth in NPAs
in absolute terms vis-a-vis growth in lending. In absolute term these NPAs have
accummulated from Rs. 39,253 crore as on March, 1993 to an amount of Rs. 43,577
crore as on March, 1997. At present, 17 banks have non-performing assets in the
range of 10 per cent to 20 per cent and 8 banks hold NPAs above the level of 20 per
cent. It is shocking to find that one bank has NPAs at the level of 36.20 per cent and
another one has as high as 39.12 per cent. Only two banks have NPAs in the range of
5 to 10 per cent which, according to Chairman, IBA, is tolerable level under the
prevalent economic and industrial development scenario. However, the Committee
is extremely unhappy to observe that none of the Public Sector banks has been able
to contain NPAs as per international standards where the tolerable levels of NPAs
are around 3 to 4 per cent.

2.27 The Committee note that several factors mostly on the part of banks and also
on the part of borrowers contribute to bad loans. Factors external to the banks and
the borrowers such as changes in Government policies to some extent also could
cause default in loans. Failure to render honest, dedicated and dillgent service in the
discharge of responsibility to the borrowers, poor motivation and inadequacy of pro-
fessional skills for assessment of business risks, corporate failures both in the public
and private sectors, scandalous siphoning off of funds by corporate racketeers and no
fear of legal action initiated for recovery of problem loans from recalcitrant borrow-

ers under the present slow and complex legal system, are the major factors causing
hike in NPAs.

2.28 It is distressing for the Commiittee to find that Indian Bank's operations for
the financial year 1995-96 resulted in a loss of Rs. 1336.40 crore. Together with the
carry forward loss of Rs. 376.39 crore of earlier years, the bank's losses accumulated
to Rs. 1713 crore as on 31.03.1996 wiping out the entire capital and net worth. RBI's
Annual Financial Inspections (AFIs) into the last several years have been revealing
the gradual deterioration of the Indian Bank's financial position. According to RBI,
this was largely due to the imprudent lending policies pursued by the bank manage-
ment. Findings of RBI's successive inspections revealed that the bank's credit and
fund management functions were areas of serious concern. The Committee are fur-
ther informed that RBI had to scrutinise some accounts more than once as the bank
continued to increase its exposure to some borrower groups despite the disquieting
features observed by RBI and brought to bank's notice. In 1996, a scrutiny into the
exercise of delegated lending powers by the then CMD and other top executive was
carried out and the matter is under RBI's consideration. RBI has also conducted
some scrutinies regarding administrative lapses/irregularities. CBI has registered
some cases in this connection.
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The net loss of the bank for the year ended 31 March, 1997 is Rs. 389.09 crore as
reported in the Annual Report 1996-97. The bank's losses have thus accummulated
to Rs. 2101.87 crore.

The Committee are deeply perturbed at this state of affairs in the Indian Bank
which has continued for the past few years. They are disappointed that the bank did
not pay any heed to the repeated revelations of RBI relating to the imprudent policies
being pursued by the management for corrective measures.

2.29 It is really surprising to find that the procedure adopted by RBI of only
“bringing to the notice” of management of the Indian Bank their findings contained
in AF]s revealing graudal deterioration of the bank financial position year after year
and holding discussion with the bank management subsequently for the follow-up of
corrective measures have proved totally ineffective. The bank management under
the then CMD defiantly continued to pursue imprudent lending policies and expo-
sure to some borrower groups despite the RBI's disquieting revelations. In the light
of the experience gained in the dubious role of the ex-Chief Executives not only of
the Indian Bank but also the Bank of Maharashtra or Vijaya Bank for losses to their
banks, the Committee consider it imperative that some safeguards are put in place
for swift and timely action for stopping imprudent policies being pursued by the
management and other administrative lapses/irregularities to prevent any further
damage and loss to the banks. The Committee, therefore, desire that a detailed re-
view of the regulatory and supervisory functions of RBI preferably by a Committee
of Experts well versed in banking matters to enhance its effectiveness and the laxity
and complicty of RBI officials, if any, for not initiating action for effective timely
measures, may be made.

2.30 The Commiittee also desire that the cases against the ex-CMD of the Indian
Bank and other top executives should be pursued vigorously for meting out severe

punishment to the guilty.

The Committee would like to be apprised of the action taken on their recommen-
dations in this regard.

2.31 On perusal of the information furnished by the Ministry of Finance relating
to big loans sanctioned by the top functionaries of the level of CMD/MD/ED of the
Public Sector banks including the Indian Bank which turned into ‘bad debts’ during
their service period as also which turned ‘bad debts’ after retirement of those
functionaries, the Committee are distressed to find that the dubious role of the Chief
Executives of the banks whetber it is of Bank of Maharashtra or Vijiaya Bank or
Indian Bank in granting advances in utter disregard of laid down system and procedure
hasg been the major contributing factor for turning these huge advances into bad
loans. In the opinion of the Committee such things could be possible only with a
motive of corruption and complicity in siphoning off of bank funds.

2.32 Apart from revamping the present procedure and system for awarding
deterrent punishment for such serious irregularities and wrongdoings, the laid down
system for selection and appointment of senior Executives including top Executives
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of the banks should be reviewed so that officers of integrity, proven sense of duty and
responsibility are appointed to these positions.

2.33 It has been observed that the loan amounts never reach the poor borrowers in
full. The illiterate and gullible borrowers have to grease the palms of middlemen/
block development officers and other Government intermediaries in forwarding/
sponsoring loan applications. They have even to bribe the bank officials for sanctioning
and disbursement of loan. That is why some of the berrowers wilfully refuse to pay
the full loan amount as they are only paid less than half of the loan amount.

The Chairman, IBA has also opined that loan recovery becomes difficult if the
entire loan sanctioned does not reach the borrower. The Committee desire that pro-
cedures and systems laid down for selection of beneficiaries and sponsoring the loan
applications may be given a fresh look so that the involvement of various intermedi-
aries is brought down considerably. Banks should also initiate effective measures to
check malpractices on the part of bank officials in sanction and disbursement of
loans to the borrowers. The Committee would like to be apprised of the concrete and
effective measures taken in this matter also.

2.34 The Commiittee have been informed by BRA that there are no well defined

safe limits as far as non-performing assets of the banks are concerned. But as per
international standards the tolerable levels of NPAs are around 3 to 4 per cent. The
Basle Committee on Banking Regulations and Supervisory Practices functining in
the Bank for International Settiements (BIS) has prescribed certain capital adequancy
standards for banks which are being implemented in a large number of countries.
The BIS standards seeks to measure capital adequacy as a ratio of capital to risk
weighted assets and the ratio prescribed thereunder is 8 per cent. The Committee on
the Financial System (Narasimham Commiittee) inter alia suggested that banks
should, under a phased programme, move towards meeting the BIS norms on capital
adquacy of 8 per cent which should be achieved by March, 1996. The Miniser of
Finance in his Budget Speech on 1st June, 1998 has stated that to strengthen the
underlying health of banks, RBI is raising the minimum required Capital Adequacy
Ratio for banks from the present 8 per cent to 9 per cent by March 31, 2000 and to 10
per cent by as early as possible thereafter. The Committee, however, feel that the
increase in the Capital Adequacy Ratio for public sector banks as proposed in the
Budget for 1998-99 in pursuance of recently submitted Narasimham Committee
Report may not be considered adequate in the light of a very high percentage of non-
performing assets which is around 18 per cent at present, vis-a-vis, the international
standard of tolerable levels of NPAs around 3 to 4 per cent for which ratio prescribed
as per BIS norms is 8 per cent.



CHAPTER I
CREDIT MANAGEMENT

3.1 Drawing up of plans/programmes/schemes for recovery or liquidation of bad/
doubtful debts is essentially a management function of the banks concerned (espe-
cially credit management) and the effective performance of this was being looked
into by the RBI primarily during the inspections of banks carried out at periodic
intervals. With a view to reducing the accumulation of bad/doubtful debts in banks
vis-a-vis improving the recovery performance of the banks, drawing/initiating of
various plans/programmes/schemes by banks is encouraged/induced by the Reserve
Bank of India.

Measures for Containment of NPAs

3.2 Apart from advising the banks from time to time to strengthen the credit
appraisal system and skills of their officials (by imparting them necessary training,
ctc.) and also to ensure effective post-disbursement supervision and control, etc., a
number of steps have been advised/ initiated to prevent recurrence of the factors
contributing to increase in bad debts and to reduce NPAs as follows:—

(i) Formulation of policy framework

RBI has advised banks in the last couple of years to have documents of

investment policy, loan policy, loan recovery policy, etc., prapared and duly
vetted by their Board of Directors.

(ii) Prudential Norms

(1) Capital adequacy
In terms of instructions issued by RBI in April, 1992 banks are required
to achieve ratio of capital to risk assets of 8% by March, 1996.

(2) Income recognition, assets classification and provisioning
Banks were advised by RBI on April 27, 1992 not to charge and take to
income unrealised interest on all non-performing assets.
Banks are also advised to classify all advances under 4 heads i.e. Stand-
ard, Sub-standard, Doubtful or Loss on the basis of prescribed norms
and make provisions as corresponding to the prescribed classification.

(3) Inspection System
On August 24, 1992 banks were instructed to undertake an immediate
review of the adequacy of the internal audit system. Banks were further
advised on September 8, 1993 regarding the following:—
(a) There should be some officials in the banks who could be treated as a
nodal agency to co-ordinate and ensure that certain important instruc-
tions from the Reserve Bank of India/Government of India had been
complied with and irregularities observed in the functioning of the banks
had been rectified, by all the banks.
(b) The inspection manual/manual of instructions of the bank should be
duly up-dated.

21
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(c) Attention should be paid to the selection of personnel for the Inspection
Department.

(d) Serious lapses on the part of the staff attached to the Inspection Depart-
ment should be examined from the point of view of accountability.

(iii) Memorandum of Understanding

Government have released an amount of Rs. 5700 crore to various public
sector banks during 1993-1994 as equity contribution to the banks execu-
ting with RBI, a document containing performance obligations and com-
mitments required on their part for 1993-94. The main thrust of such obli-
gations/commitments, was on recovery and reduction of NPAs and also to
set up recovery cell at H.O. under the charge of a G.M. to monitor the
recovery of NPAs by the respective banks. The recovery targets would equally
cover the debts of Government/Public Sector Undertakings/Units to banks.

(iv) Discussion with the CMD of banks

After the issue of Annual Financial Inspection Report of a bank its CMD is
called for a discussion on the findings of the reports, with the top manage-
ment of RBI. During the course of discussion, the position of recovery per-
formance inter-aliais also discussed and measures to improve the efficiency
of recovery performance are reviewed.

(v) Monitoring of sticky accounts.

All the sticky accounts, commented upon in the AFI reports are closely
monitored by Reserve Bank of India.

(vi) Dissemination of information on Defaulters

Reserve Bank of India have prepared a scheme to collect and disseminate
information on defaulting borrowers and suit filed accounts of Rs. 1 crore
and above. The objective of the scheme is to alert banks and financial insti-
tutions and to put them on guard against borrowers who have defaulted in
repayment of their dues to lending institutions. Reserve Bank of India has
also started publishing information on suit filed accounts in a booklet from
annually. These booklets are available to all eligible institutions, associa-
tion of industry and trade, press and general public. Thus, there is a mecha-
nism in place to guard the banks from lending to defaulting borrowers and
also properietors/partners/directors etc. named in the list.

(vil) Recovery Management
The stipulations in this regard are:—
(1) The bank shall constitute a separate Recovery Cell at the Head Office,
which shall be under the charge of one of the General Managers..
(2) Branch-wise targets shall be fixed for recovery and reduction in NPAs.

(3) Pertormance of different branches in recovery shall be monitored at
Head Office level on a monthly basis by the Chairman and Managing
Director.
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(4) The Board of Directors shall be kept informed about-the progress of
recovery at quarterly intervals.

Compliance of the above stipulations are monitored by Reserve Bank of India.

(viii) Reduction of NPAs through sustained efforts for recovery and also through
compromise/write-off of proposals on merits
Reserve Bank have issued guidelines with the requisite safeguards to banks
to make all endeavours to eliminate or reduce the NPAs through persuasion
by way of compromises or negotiated settlements with the borrowers to
ensure reovery of its dues to the maximum extent possible at minimum
expense.

RBI have only laid down the precautions to be observed by banks while
considering and writing off bad debts. The systems and procedures for re-
covery of bad debts are left to be decided by the Managements of individual
banks.

RBI have also requested the Indian Banks Association to encourage its
member banks to bring an increasing number of loan recovery cases to
Lok Adalat Nyayalayas and settle them through fair compromises.

(ix) Setting up of ‘Debt Recovery Tribunals’

The Recovery of Debts due to Banks and Financial Institutions Act, 1993
has been enacted for expeditious adjudication and recovery of debts due to
banks/financical institutions. Debt Recovery Tribunals have been established
at Calcutta, Delhi and Jaipur, etc. under the Act. The Appellate Tribunal
has also been established in Bombay. The provisions of this Act shall not
apply where the amount of debts due to any bank or financial institution or
to a consortium banks or financial institutions is less than ten lakh rupees
or such other amount, being not less than one lakh rupees as the Central
Government may by notification specify.
(x) Group Approach

RBI have evolved a concept known as ‘Group Approach’ in consultation
with Government of India. The task of identification of the ‘Group’ is left to

the perception bank/financial institutions, the guiding principle being
commonality of management and effective control.

(xi) Board for Financial Supervision
A Board of Financial Supervision has been set up to ensure effective super-
vision over banks and financial institutions.

(xii) Off-site Surveillance

Apart from conducting Annual Financial inspection, RBI have introduced
a system of 'off site' surveillance, through periodical returns to be submitted
by banks on various aspects, including the position of NPAs.

(xiii) Reconstitution of Boards
The board of banks have been reconstituted by including Chartered Ac-
countants and other professionals.

3943 /LS/F=3-A
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(xiv) Concurrent Audit

As advised by RBI, all the public sector banks have introduced a system of
concurreat audit with a set target of 50% coverage of its total business.

(xv) Audit Committee of Board

All the public sector banks have been advised to reconstitute the 'Audit

Committee of Board' organisationally and functionally to, inter-alia pro-

vide direction and oversee operation of the total audit function in the bank.
(xvi) Computerisation

More functional areas of the banks are being computerised which will

enable them to have prompt and effective supervision/ monitoring of borrowal
accounts.

(xvil) Modernisation

Six public sector banks have been given a World Bank loan for modernisa-
tion technological upgradation and human resources development.

(xviif) Turn Around Strategy

RBI had entrusted the study of week nationalised banks to specialists for
suggesting turn around strategies. The reports have been received and the
same are under consideration of RBI in consultation with the concerned
banks.

Effective Credit Monitoring Techniques

3.3 According to Indian Banks' Association (IBA) the health of the assets of the
banking system largely depends on the overall health of the economy. Any deficien-
cies in the tempo of economic growth would also affect the health of the banking
assets. While we cannot evolve a particular design which could totally do away with
bad debts, with affective credit monitoring techniques in place, banks could detect’
any signs of distress in any loan account in time and take suitable corrective steps.

Appraisal and Supervision
3.4 The following guidelines issued by RBI for realistic assesement of credit
requirements also take care of deployment of loan funds:—

(a) Banks are to make their own assessment of credit requirements of borrow-
ers based on a total study of borrowers' business operations, i.c., taking into ac-
count the production/processing cycle of the industry as well as the financial and
other relevant parameters of the borrowers. Accordingly, banks can decide the
levels of holding of each item of inventory as also of receivables, which in their
view would represent a reasonable build up of current assets for being supported
by bank finance. Thus realistic assessment of maximum permissible bank finance
(MPBF) depends on the existence of a system for credit appraisal and monitoring
in a bank and efficacy of the same.

(b) Further, banks are required, in terms of extant guidelines, to periodically
(at least once in a year) review the MPBF as well as to review operations of
sanctioned credit limits (normally equal to MPBF) every quarter through Quar-

3943/1LS/F—3-B
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terly Information System (QIS) to be furnised by the borrowers. Under the QIS,
banks can fix effective operative limits for each month/quarter.

(c) Banks have also been advised to use "cash flow" statements and projec-
tions, in addition to "Credit Monitoring Arrangements—Data Base", where state-
ments are fund-based. Proper adoption of the above will enable banks to monitor
ipflow and outflow of cash and hence be able to detect early any use of funds for
purposes other than normal business operations and hence be able to take effec-
tive steps to prevent the same.

(d)-In accordance with their own lending discipline and the guidelines issued
by RBI, banks are required to exercise supervision over deployment/end-use of
funds lent, by obtaining stock statements and conducting inspection of the secu-
rity/finances periodically.

(¢) Reserve Bank of India has been advising banks from time to time to ensure
end-use of funds lent. However, RBI does not prescribe any detailed guidelines
for ensuring end-use of funds, though RBI have, suggested to banks from time to
time various ways of ensuring end-use of funds. For illustration, direct payment
to supplier of goods is one such way. However, if banks are regular in monitoring
the borrowal accounts as well as in analysing various returns required to be sub-
mitted by a borrower, the banks should not have any difficulty in ensuring end-
use of funds.

3.5 Enquired what measures were being adopted by RB/banks to ensure effective
post-disbursement supervision, the Ministry of Fiance Stated as under:—

“NPA occur on account of a combination of factors which included diver-
sion of funds also. During the course of AFI, RBI inspectors examine whether
proper post sanction supervision is being exercised by the bank/branches.
Deficiencies in this area are brought out in the report for compliance by the
banks. Banks are required to ensure proper end-use of funds, proper moni-
toring of stocks, receivables and other securities.”

"Banks have put in place systems for reporting to their top managements
whenever advances, particularly large advances, develop any problems
affecting recovery. These may cover deficiencies in credit appraisal or any
external factors affecting the borrowal unit lapses in monitoring/supervi-
sion etc. Notes are again put up to top management at the time of filing
suits, or when there are proposals for compromise with borrowers involv-
ing waiver of interest and remission of part loan amount.”

3.6 IBA'S view is that banks have become extremely careful in selection of assets
and are keen in putting in place risk-management practices to reduce incidence of
bad debts. Many banks are even considering organisational restructuring with the
help of management consultants to install efficient and effective credit monitoring
systems, which is essential to ensure streamlined credit supervision. Simultaneously,
officers in the banks are given training in risk management products and practices to

;nculcaxe in them the techniques of better management of assets.
3.7 During study tour of the Estimates Committee, the State Bank of Hyderabad
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informed that the present audit system provided for elaborate guidelines and directions
for closely monitoring the sanction of loan with the following salient features:—

(i) If any serious deviations/violations are observed in sanction of advances, the
inspecting official has to send a special report to the Controller and Head
Office for corrective action.

(ii) 54 Branches located in Metropolitan areas and far flung areas are subject to
short audit at quarterly intervals to verify the credit management area.

(iii) Concurrent audit is arranged at branches where the tumover of business
exceeds Rs. 30 crore. The concurrent auditor verifies and scrutinises the
credit portfolio at the branch in regard to compliance with systems and pro-

cedures of credit management on day to day basis.
(iv) The inspecting official also verifies the following areas:—

(a) Proper appraisal/assessment of the credit requirements on reasonabde
and realistic assumptions.

(b) Scrutiny of loan applications for their completeness and correctness.
(c) Compilation of credit reports on borrowers and guarantors.

(d) Strict compliance with the terms and conditions of sanction accorded by
the Zonal Office/Head Office.

(e¢) Submission of compliance certificate to Credit Department, Head Office
having complied with all the terms and conditions of sanction.

(f) whether discretionary powers by the Branch/Divisional Manager are
exercised judiciously and wherever excesses permitted are reported to
the Controller.

(g) Compliance with Reserve Bank of India norms while assessing the
limits. '
3.8 Enquired whether there was a system for audit of cases of loan sanction before
disbursement with a view 1o ensuring that the case was processed in accordance with
laid down norms/guidelines for a particular type of borrower and that proper care
was exercised in credit assessment as well as recovery of bank dues, the Ministry
have stated as follows: —

<
"What is intended by the above question is a system in banks to preclude
the incidence of serious errors and fraduleat manipulations. This has been
achicved by intensifying the system of concurrent dudit in banks particu-
larly public sector banks. The concurrent auditor will necessarily have to
see whether the transactions or decisions are within the policy parameters
laid down by the Head Office of the bank or by the RBI and they are within
the delegated authority. Banks have been given detailed instructions
regarding introduction of the system of concurrent audit in October 1993 so
as to cover atleast 50% of the business operations. As on date most of the
public sector banks have achieved this target and all have covered atlesst
50% of the lending operations. With this coverage all extra large branches
i.e. those having business of Rs. 100 crore and above, all very large branches
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i.e. those having business of Rs. 15 crore and above upto Rs. 100 crore,
poorly rated branches and a fair cross section of other branches have been
covered by concurrent audit. The coverage is expected to be increased
taking into account the cost and benefit. It may be added that concurrent
audit will cover, among other things pre-sanction appraisal, post-disburse-
ment supervision and recovery of advances."

3.9 Apart from the system of concurrent audit banks have a system of internal
inspection of branches/offices once a year which also looks into the sanction of loans
and whether such sanctions were exetcised with the discretionary powers of the line
functionaries in accordance with the laid down instructions. Banks have been
advised to regularly update their manual of instructions for ongoing as well as new
activities. Instructions have also been issued by RBI in April, 1994 that banks should
set up and Audit Committee of the Board to oversee the internal audit function in

isanks.

3.10 Enquired whether RBI scrutinised credit appraisal made by the banks, espe-
cially whether the norms were followed by them while sanctioning credit limits and
high value loans sanctioned by the top executives, the Ministry stated as under:—

"On a random basis RBI inspectors look into the credit appraisal system
obtaining in the banks and comment upon deficiencies in assessment of
credit requirements, violation of RBI/banking norms, etc.

The credit appraisal deficiencies as brought out in the inspection reports
are followed up with the banks for compliance, fixing staff accountability,
if any, on the part of erring officials ."

3.11 In another note the Ministry informed as under:

"The AFI reports on banks have a comprehensive chapter on credit port-
folio assessment which enumerates the several deficiencies that inspectors
may have noticed in banks’ credit appraisal and credit supervision systems.
Besides, comments on top 50 NPAs are made available to Chairman/Chief
Executive Officer scparately and these are to be placed before the Board/
Audit Committee alongwith the AFI Report.
During the past two years inspectors from Department of Supervision (DOS)
were asked to look into the top 10 cases of loan write-off/ compromise pro-
posals in banks. They were asked to clearly bring out whether banks showed
unwarranted concessions or relaxations in cases of wilful defaults, whether
banks took every measure possible to safeguard banks' interests, etc.
Thus, RBI does look into the cases of NPAs and write-offs/ compromise
proposals every year during the inspection of banks and the outcome of
such studies are duly taken up with the banks. In the case of public sector
banks, the AFI reports are also forwarded to Government of India.”
3.12 In regard to remedial measures taken by banks to prevent/reduce to minimum
the diversion of funds by borrowers, the Ministry of Finance have stated as follows:—
"NPAs arise on account of a combination of various factors which also
includes on some occasions diversion of funds. It is extremely difficult to
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quantify which portion of the NPA is on account of diversion of funds.
‘However, the Department of Supervision in RBI during the course of its
inspection of commercial banks found certain instances of diversion of funds
by borrowers to other than the purpases for which the loans are sanctioned
and in these cases the concerned banks have been cautioned against cases
of misapplication of funds.

Banks have been advised vide RBI circular DBOD No. BP.BC. 6(0/21.01.23/
92 dated 21.12.1992 to ensure that there is no diversion of working capital
finance. BRI's recent scrutiny of certain large borrowal accounts conducted |
in a few banks has revealed some diversion of bank finance for investment
in finance companies, associate companies/subsidiaries, inter-corporate
deposits, etc.

RBI has recently advised banks that in future if a borrower is found to have
diverted finance granted for working capital purposes to other activities*
banks must recall the amounts so diverted. In addition, banks should charge
penal interest of not less than 2 per cent over and above the lending rate on
the amounts, where borrowers fail to repay the amounts diverted from cash
credit accounts for other uses than for which working capital limits have
been allow

3.13 In regard to end-use of funds lent, the Deputy Governor, RBI during
evidence admitted that "the end-use in case of large borrowers is generally not en-
sured. We have been seized of this problem and have given very strong instructions
to the banks that in case of large borrowers, they must ensure the end-use. We have
also sent instructions relating to end-use of large credits. After the instructions are
sent the banks are now very careful about large advances and end-use thereof.”

3.14 Enquired whether officers in the public sector banks were well equipped
with sufficient technical expertise to scrutinise applications for all categories of loans
and advances, the Ministry have stated as follows:—

"In order to train the officials for proper scrutiny of applications for all
categories of loans and advances, almost all public sector banks have their
own training establishments where members of their staff are trained/
equipped with techniques of appraisal and post-sanction supervision and
follow-up of advances.

Besides, banks also depute their officers to the Bankers Training College,

College of Agricultural Banking of RBI and the National Institute of Bank
Management to attend specific training programmes slated for pre-sanc-
tion appraisal techniques and post-sanction supervision and follow-up of
advances.”

Prudential Norms
3.15 According to the Ministry of Finance the non-performing assets, including
sticky advances, were in existence in all the banks even before 1992-93. However, in
the absence of a standardised system for identifying such assets as non-performing ¢
assets (NPAs), they were not fully reflected in their balance-sheets until 1991-92.
With the introduction of prudential norms for asset classification, income recognition
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and provisioning as also for accounting standards, the NPAs of the banks accumulated
over the period but not fully reflected earlier started getting so reflected in their
balance sheets for 1992-93 and 1993-94.

In the wake of financial sector reforms, and following the introduction of income
recognition, assets classification and capital adequacy norms, banks are becoming
increasingly sensitive to credit risks and there is a growing awareness of the need to
keep NPAs at the minimum.

As per the prudential norms advised by RBI, banks should not take to income
interest not realised. The NPAs of the banks do not therefore generate income for the
bank. Besides, the banks are also required to make provisions out of their operating
profits towards NPAs which varies from 10% in the case of sub-standard NPAs to
100% in the case of loss NPAs. Hence, profitability of banks largely depends on the
management of NPAs. Banks have realised that higher level of NPAs erode their
profitability and therefore address themselves to the reduction of NPAs through well
defined policies and strategies.

3.16 The Committee enquired how much had been achieved by implementation
of prudential norms. In reply, the Finance Secretary stated as follows:—

*“After implementation of the new norms it was discovered that there were
some high levels of non-performing assets in the banking sector. As a result
of the application of norms, as a result of proper management, as a result of
better supervision, we have been able to reduce the non-performing assets
in the system............. I do not say a perfect change has been brought up but
a much better situation exists than we had in 1992.”

3.17 Enquired further whether there was trensparency and accountability in the
system than in the pre-1992 system, the Finance Secretary replied:—

“Yes, it is there. We are also trying to improve the accountability and
transparency. That is one of the given objectives of these changes.”

3.18 In response to a query, Finance Secretary clarified:—

“Today we have a system where the bank managements have a very strong
incentive to run the bank in a manner in which the percentage of non-
performing assets is reduced. It should be reduced in the small loans, it
should be reduced in the loans of weaker sections and also big loans. It is
certainly true that a large part of non-performing assets comes from the
medium and large industry also. There is no presumption here that big
loans do not generate non-performing assets. One of the major gains of this
system is that it shows up whether the borrower, small or big, is actually
delivering payment of interest and re-payment as scheduled or not.”

3.19 In a subsequent post-evidence note the Ministry have stated as follows:—

*“The total NPAs of PSBs which was about Rs. 41,041 crore as on 31 March,
1994 had gone up marginally to Rs. 41,660 crore as on 31 March, 1996,
while during the same period the loans and advances granted by PSBs
increased by about Rs. 61,000 crore. The percentage of NPA to total advances
which was 24.78% as on 31 March, 1994 has come down to 18.01% as on



Memorandum of Understanding
3.20 During MoU discussions with CMDs of nationalised banks held annually
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31-March, 1996. The incidence of NPAs among credit facilities sanctioned
since 1993 also is between 3 to 4% for the public sector banks evidencing
greater awareness of the need to reduce addition of NPAs.”

the performance of the banks in various areas including reduction of NPAs is reviewed
by RBI and banks with higher level of NPAs are instructed to bring the level down.
Commitments made by banks to bring the level of NPAs to certain agreed levels are

indicative targets towards which the banks strive to progress.
3.21 The data pertaining to commitments made by the nationalised banks in respect

of NPAs vis-a-viz actual NPAs for the last years are given below:—

(Rs. in crores)

1994-95 1995-96
Targets Actual Targets Actual
1. Allahabad Bank 83500 123511 .1129.00 1255.00
2. Andhra Bank 34200 .377.65 31500 .332.20
3. Bank of Baroda 238200 2689.68 .2500.00 2840.09
4. Bank of India 2968.00 *2961.00 .2395.00 2434.00
S. Bank of Maharashtra 72500 73459 584.59  694.26
6. Canara Bank 1576.67 *1523.00 2066.83 *2647.32
7. Central Bank of India 2153.00 *2154.00 2175.00 2420.00
8. Corporation Bank 90.00  260.01 285.00  251.83
9. Dena Bank 45000 55700 47500  541.00
10. Indian Bank 181500 210200 2967.00 3140.00
11. Indian Overseas Bank 2017.00 *2001.40  1811.00 *2020.00
12. Oriental Bank of 18500 22190  231.00 271.30

Commerce

13. Punjab National Bank 1450.00 2033.00 1903.00 2518.00
14. Punjab & Sind Bank 57728  *619.32  633.15 *957.53
15. Syndicate bank 121125 145297 134237 1311.75
16. Union Bank of India 488.00 69595 600.00  945.86
17. United Bank of India 977.00  1310.00 1105.00 1401.00
18. UCO Bank 1562.00 *1745.60  1265.00 *1839.52
19. Vijaya Bank 44000 43940  401.00 54538

*As per the figures furnished by the Ministry of Finance regarding NPAs (gross) of the
Public Sector Banks during the last five years vide O.M. No. 19/24/94-BOA dated 18.11.1997.
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Dissemination of Information on Defauiters

3.22 In pursuance of the FM's announcement in his Budget Speech in February,
1984, RBI introduced a scheme to collect and disseminate information on the
defaulters in order to alert the banks and financial institutions and caution them so
that the banks and financial institutions can be better informed while taking credit
decisions. The information so collected and circulated by the RBI pertains to borrowal
accounts whose outstandings (both in funded and nonfunded facilities) to banks/
financial institutions aggregate Rs. 1 crore and above and whose accounts have been
classified by banks/FIs as ‘doubtful’ or loss'. Under the current secrecy laws the
names of the defaulting borrowers cannot be disclosed.

However, Reserve Bank of India publishes yearly a list of borrowers with
aggregate out standing of Rs. 1 crore and above as on 31st March against whom
suits have been filed. Based on the information fumnished by banks  and
financial institutions, RBI have published the list of borrowal accounts against
which banks and financial institutions have filed suits for recovery of funds
(position as on 31st March, 1995)

While circulating the list of persons associated which such companies/firms,
RBI have instructed the banks Fls that they may make use of the information
while considering on merits, the request for new or additional credit limits by the
defaulting borrowing units and also proprietors/partners/directors, etc. named in
the list, either in their own names or in the names of other units with which they are
associated. It may be mentioned that advances falling under sub-standard category
are not being collected by RBI for the purpose of this scheme.

3.23 Instead of cautioning the banks about the defaulters, the Committee
enquired why these defaulters should not be debarred from taking loans from
other banks and Fls. Explaining the views of the Government in this regard, the
Ministry have stated as follow:—

"Lists of defaulters circulated by RBI are intended to provide pooled
information as well as serve as a guide to banks and Financial Institutions
for exercising caution against those whose names were figuring therein.
As the credit decisions are purely business decisions, it is left to the discretion
of each bank/FI to take its own decision. It may be mentioned that each
bank works under the overall guidance of its Board of Directors which,
under instructions from RBI have formulated, inter alia, the lending policy
for the concerned bank: Once the accounts are classified as ‘doubtful’ or
‘loss' or where suits are filed banks/Fls themselves are cautious while
sactioning fresh additional limits to the defaulters/Group companies
excepting in the case of sick units under Rehabilitation Programme. Further,
once a borrower is a defaulter to one bank, it is difficult for that borower to
obtain loan from other banks and Fls as those banks/FIs also make detailed
enquiries about the borrower before sanctioning advances and take credit
decision based on their commercial judgement. As such, there is no ground
for RBI/Government to issue a general direction to banks/FIs debarring
financing of the defaulters.”
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3.24 The Committee during evidence referred to the recommendation of the
Joint Parliamentary Committee for review of the secrecy clause in the Banking
Regulation Act, 1949 and enquired whether for classification of assets, a new
format of balance Sheet without necessary provision of transparency in the financial
system with removal of secrecy clause would be helpful in any way. In response the
Deputy Govgrnor, RBI stated as follows: —

"Section 45 E (2) of the RBI Act says that disclosures can be made in very
specific circumstances. They have mentioned the circumstances. Barring
that, we have been examining also the practice in other countries and we
have to abide by the regulations which are prevalent in the Central Banks
of other countries with regard to secrecy clauses."

3.25 The Committee pointed out that in the course of inspection, RBI discovers
that a borrower had taken money from a group of banks and siphoned off the money.
As aresult of that, the banks had suffered, so cases had been initiated. The Committee
enquired whether there was any difficulty to disclose details of the defaulter to make
others aware of people dealing/connected with or related to that borrower. The
representative of RBI stated as under:—

"As per the legal provision, as they stand now, we cannot disclose the
names of defaulters unless a suit is filed and it becomes public knowledge."
3.26 Clarifying the position further, the Finance Secretary stated as follows:—
"An account holder may be in arrears or in -default but it does not mean
that this person is guilty. In any business practice, the account holder may
go into default of payment of interest. It is a correct thing to classify such
an account as default account. It is not a correct thing to immediately reveal
to the rest of the world that he has not paid the interest. It is a grey area. It
is an area where the bank should put pressure on the borower that he must
pay the dues. Definitely, the bank should not lend to such a borrower. But
at the same time it is not a think to publish to the rest of the world. This is
the position. We are aware of the concern within the banking system as
also in the public. I am only trying to explain what the law says. When the
bank finally says that so and so has gone beyond the pale and it is filing a
suit to recover the money, at that point, there is no secrecy because the bank
is going to the court and those names can be revealed. The concern of some
of the Hon'ble Members was that big people who are defaulters should
not be able to get loans. It is very valid point. In the banking system, we
have introduced so many systems to try and proceed against them. First is,
names of defaulters are. being circulated to banks. So, the banks know what
is the credit performance and credit behaviour of different borrowers. This
is designed to prevent banks from lending money."
3.27 The Finance Secretary added:

"Many units in this country are sick. 1 am sure, Hon'ble Members also
want banks to try and help sick units recover from their sickness. We
frequently receive suggestions that banks should not stop helping units
when they go temporarily in difficulty. It is a controversial area of judgment
where the line is drawn. There are always rules to disagree. I would really
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request the Committee to consider and hopefully to agree with our
assesssment that merely because there is a default in terminology of the
banking supervision, that is not a reason for revealing the facts."

3.28 In a subsequent note, the Ministry of Finance have submitted as under.—

"As per the recommendation of Joint Parliamentry Committee, provisions
regarding secrecy laws were examined. Keeping in view the fact that the
relationship of a bank and its customer is one of utmost trust and it is a well
established concept prevailing all over the world, it is not considered
appropriate to delete these provisions.”

Group Approach

3.29 Companies belonging to prosperous industrial houses are turning sick but
promoters are not. They just go on to new projects. It had been suggested that in such
cases banks should stop lending to all companies, firms and business houses controlled
by such industrial houses in whose companies or firms loans and advances had
become NPAs. When asked to give considered views on the suggestion in all its
ramifications, the Ministry of Finance and Indian Bank' Association stated as follows:

Ministry of Finance (Department of Economic Affairs)

"Total stoppage of credit flow to Units or Industrial Houses on account of
NPA which may be due to factors beyond the control of borrowers, may
have far reaching adverse effects on the industrial activities of the country.
Such an extreme measure will deprive good and healthy companies belonging
to various industrial houses, of the necessary funds to runtheir units resulting
in production loss and sickness. In order to discipline such defaulting houses
and at the same time not to disturb the on-going industrial activities, RBI
have evolved the concept of Group Approach in consultation with
Government of India, which envisages restrictive-cum-selective flow of
additional credit to groups or borrowers, committing wilful defaults and/or
not co-operating with the banks/FIs in seting their dues for expansion/
diversification/modernisation as well as for new projects Under this concept
the legitimate need-based woking capital requirements of existing units of
recalcitrant groups are not to be disturbed on account of wilful defaults of
one or more companies of the groups concerned. The task of identification
of a Group is left to the perception of banks/Fls, the guiding principle being
commonalty of management and effective control. The concept is only
expected to operate as a tool to put indirect pressure on the erring promoters
of groups/Industrial Houses to cooperate with financing banks/FIs in

_ regularising defaulting accounts by moderating flow of credit for further
expansion of existing companies and those of new units. Further, restriction/
moderation of credit flow to various companies belonging to defaulting
groups come into picture only when group approach is applied/invoked by
the banks/FIs within the stipulated guidelines of RBI. This concept if applied
effectively will go a long way in disciplining erring groups.

Indian Banks’ Association

"The Reserve Bank of India has publishing and circulating to a limited
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extent, the list of top defaulters of banks as a deterrent for the defaulters
and their associate companies to obtain fresh loans from banks. In addition
to this, banks also have exposure limits to individual corporate and Group.
The risk management practice procedures that are being put in place by
banks would greatly discourage and credit flows to accounts which have
shown disappointing performance either on its own or through any of its
associates. Banks are of the view not to entertain any fresh loans if the
existing loans of the company are impaired.”

Adverse Comments against Top Management

3.30 During the course of Annual Financial Inspection by RBI, the performance
of top management of the bank is looked into and adverse features, if any, commented
in the Inspection Report. The Committee enquired in how many banks during the
last 3 years the inspection by RBI invited adverse comments against top management
of the banks in respect of sanction of loans and recovery of debts and whether such
adverse comments contained in the Annual Finance Inspection of the Banks, were
reviewed by the Banking Division in the Ministry of Finance. In reply, the Ministry
stated as follows:—

"The AFI reports of RBI pertairting to the last three years, viz 1991-92,
1992-93 and 1993-94, contain ceftain adverse comments against the top
management (i.c. Executive Director/Chairman and Managing Director
and above) of 11 banks in the area of sanction of loans/recovery of debts the
details of which are indicated, in brief. in the Annexure.

Following AFI and during the course of ‘discussion held by Deputy Governor/
Executive Director of RBI with top management of individual banks, the
deficiencies contained in the AFI reports, including those indicated in the
proceeding sub-paragraph(s), are brought to the notice of the latter who are
also advised to ensure that such lapses/deficiencies do not recur of late,
specific time frame is also prescribed for individual banks for rectification
of deficiencies brought out in the AFI reports. During the course of
subsequent AFI, the RBI examines see, inter alia whether the said deficiencies
have been rectified by the concerned banks.

Now, the important features of AFIs are also being reviewed by the Ministry
of Finance (Banking Division).”

3.31 The RBI in their Annual Financial Inspection Reports had made adverse
comments against the CMD of the Bank of India for the three consecutive years. The
Committee enquired why the Ministry of Finance was sitting quiet on them and why
no action had been taken against CMD. Explaining the position, Deputy Governor,
RBI stated as followed:

"Whenever the Reserve Bank inspects the banks they come across certain
discrepancies or aberrations in the functioning of the Chairman and other
functionaries. They point out those things in their inspection reports. Copies
of those reports are sent to the Government also. Generally, if there is a very
serious issue involved, then it is a different matter. Otherwise generally we
advise the Government that he should be issued a letter of displeasure.”



35

‘Ayons oyut pawm) Junodoe
Q) ‘A[femuaA g "suoise350 IAEI UO suonemdns
aawerend Suijjyfny/ 5] Suunouoy ur panejop
PRy 2amoL0q AP (1) ‘AUOID [ "SY J0j INPIIAO
sem o/8 DJH Yyl (11) ‘udyeuapun se [endes
[euonIppe pasrer j0u pey Aueduiod 19mouoq
2@ (1) vep 18] 2 NP 1661 AeW Ul GND

elpuj
4q pouonoues sem (0D £6°0 SY) W] I Uy I ‘AnWD 6-1661 Joyueqg ‘¢
“JOJAUIY SUOSBAI A uturenadse noyum
pIeog 3P £Q PIYNEI AIM SUONOUES IA0QE A | -op- $1013311( jo preog -op-
(san1[158j pIseq pUnj-uous J0j 01D O)°S ‘SY PUE (31qe|reae 1ou ¢
Ppaseq punj 30§ s31010 | "SY) s1amod Jurpuaj sty JRqunu 15exY9) epareg
JO $S3DX9 Ul rej SANI{IOER) NPAD pauondueg 3  (Yeys D'V 1) QWD 12uLog £6-2661 joyuweq -7
"£861 3ouis rejn3ain Apeasfe
SeM JUROS0E JamoLioq asoym Kired e 01 ¢66 1 A[ng preog [enua) a jo eipuj jo
at pauondues (31013 Oy SY) sHwI| S0y py 1 APUIWo)) AnNRXY $6-£661 yueq aeis [
) ] + € z |
SIUIWIWOD Y} apeUl SHUIWWOD
£q paaaod I5IApE WOYM
sased 1surede yueq a2y Teak ay 10§
JAU UT ‘SIUUIWOD ISIAPY Jo JoquunN Jo '912 Kreuonouny uoda v yueq ‘oN
SIUSWWIOD ISIIAPE JO S[reR( o jo sureN IS

a4
sody (1Y) vondedsa] peoeuyy frouuy A @ pIUrEuc Syueq Jo JRmdvaem doy jsuredt HUURAN0O HRAPY Supredal JENng

(0€°€ wied) unxauuny



36

“Kyons
ot pown WD Jo [eAcidde o s goweiq
UOPUOT] I8 PIUONIUBS SIJUBAPE Y} JO 1SO

[oueiq Xp woly

PIAIIIAI 1A J0U PeY ‘0] IY3NOS SE ‘SUOTIBOLLIE]D
urelIad pue K10198JSHES J0U AIIM JUN0IE )
u suonwiado Enom UIAI 0D g/ TY/A0I
$0°0 "SY 01 AOD GP) "Y/AOI ¢)'Q Y WOy
POUBYUR SeM ITT] TRIENS/TPAL Ysed ‘(Lired
ouzes o) I5e 210 A U] “sINUOPNE JuAdwos
£q poaocidde Kjnp uejd posodoid o wuigns
100 pip pus as8q Euded Mo ® pey Auedwod
aqL ‘yiom 123foid 9yl ndax2 03 uwonisod
® Ul 3q pnom Auedwod 1amoLI0q AP IPYM
Burure1208% oI ‘8IS 831 JO JudWdO[IApP
10J Auedwod v 03 QWD 2N £q pauonsues
sem (010 06| "SY) ueof 193foid e *as8d uo uj
YUEQ AP PIA

J[qE[TBA® 10U A13M "9 BIEP YD ‘SI33S 30uefeq
papne asoym Kired @ 01 33010 p[ Y JO wury
50q pe UB PAOROUES SBY QIAD ¢ ‘WNIOSUOY
¢ jo diysiapes] Juiso| 01 10U MIIA ® QUM
-JUNCJ% URO] ULIY) SH UT SINPIIAO JO
yeawmfedas 10j 3q 01 pareadde (aso1d e[ sy 01
spe] g -5y woy) ided 3unpom ur Kwedwos
® 0} WD P £q parowid Juswaqueyus Y]

‘ano

‘anwod

‘aAnWo

‘aAno

26-1661

£6-7661

67661

£6-T661

yuug ereue)

enysereyqejy
Jo yueg

R 4

9




‘sprengofes
pue auijdiosip Burpud; [sumou 3uraiasqo
/sunodoe 3unsixa Yy JO SM¥IS Y} WWNOIDR
o unm 1o [esodosd I jo [esresdde Buraey
moqu/preog ap Aq pogns wa 3una3 nomim
/3U0NdNASUT S PIBOY AP JO TOQUIARIUOD U TND
U AP £Q PIATRM UORIOUES JO SULIIYPIOUBYUD:
/PAULIIJUOI/PIUONOUES AIM 101D 00'SY “SY
et 20w FULAJOATI—A[TRI0 YOIGM JO AWOS—I0Y
-pe osTe se 32 ‘saNL08) poseq pury-uou/pun. 6 ‘aAWd £6-2661
*S958J UTBLI3D Ul
pIeog ) AQ SIUGUIWOD ISIAPE Ul Bunmsal "2
‘SIUSWIYEIS [E1OUBUL) JO UOIssTqns ‘suonemndns
T, JO ISIMIIO IO WUIUHY[N) ‘sousuiopad 1s0d
eonisod [erouesuy SI9MOLOG ) JUNOISE Ol
Surye) Jo juswarmbas poseq poa a Suissaooe
moqum/siomod Areuonauosip STy Jo 530X Ul
—AjreatuoydajoyA[[eIo W Jo AWOS—IND *p
Aq PooUEqUI/PIULIFUOI/PIUONIOUTS AIM 01D
0009 'Sy ua uow JuiAjoAut (304 pe OsTe e wpy] Jo
mqnBar) saNI[1%8] IPALD PISEQ PUTy-UoU pue punj [ ‘dwWO T6-1661 yueg ewue) 9
"sioyueq Sunsred
aq woyy s1919] uotuido/,a1e51yNIad UoNAqo
oN, 3uruisiqo nogim wiy £q pauondues
sem [esodosd auo ‘QWD P Aq pauonoues
alm preog/eenuIwo)) JusuRdeuepy jo siomod
o Jopun Buryey spesodoad PaId g€ ATYM 143 aTWd $6-€661



-]
o

.Bo
suonongsur [qsul[diostp Surpudysuononnsul
s,preog ay) jo uonejoia uissiamod 3uipusj
STy JO SS20X2 UI UM SUONBULIJUOI/SUONOUES
UIBID JOYUN,] "SIOIORJ JUBAI|II IY)0 pue
JoueApe 1d1[Ied o Jo smers ‘Ajoedes Suiledau
‘SaIn}eaj [eIoueul) ISIAPE ‘KIISSIO ) N0
oyur 3urye)uoneuriojul [enuasss uiuiviqo
oM QWD Y AQ PIULILJUOI/PIUOTIOUES JIIM
sad£) snowrea Jo (101 9S8 "SA) SINI|IRY UPIID

*319 JamoLI0q
a1 jo uonisod erdueuyy ‘uonoues Sunsixd
JO suu3) A Pim dueIdWod ‘19moL0q Hp JO
fqidye o) preSar ur saumed) as19Ape Aidsop
aommurwo) A Aq pauonoues seam ] [eided
Suppom padusyud ue jo ywwid 1oj [esodoid e
‘30UB}ISUI YLINOJ AP U] “RNIUWOD) AN Aq poynes
sem esodoxd o Jo [esrexdde wnom QWD AP
£q (3101 06’8 "sY) padueyud Apuonbasqns pue
pauonoues (UL O0'S 'SY) ULO] [BUONIppE UL
UOYS € ‘SIOURISUI OM) JHI0 AP U] “RNIUNLC)
2 £Q PIATBM Sem JUNOWR A} JO ISEI{AN 1O]
UoRIPUOd A ‘TeO] A3PLIG JA0QE R} JO I5EI HY} U]

-fesreadde 31paud 1adoid moyum Kioyoej redns e
01 pauonaues sem (401 0’| "SY) ueo] 38puq v

4

‘TN

p 2onunuo)) WwAauIdevey

$J033(J jo preoq

261661

op-

£6-7661

yueq uerpu]

L

9

S

14




(-]
(2]

*SWIIOUOD I31STS 03 Juraq sofes
JO %06 PU® $3]qeAI30A J0] suonsafoid pareyur
andsop pue ason 6| $Y ® JAJW AP IsureSe
se QD AP £q 21015 009 '$Y O) 01 08
"SY WO PIOUPYUS ALIM SINWY| Paseq-puny ‘a5ed
33410 ) U] "WNRIOSUC/Ueq A Aq PIssIsse
[esodoid ayy 3uniad moguim QWO Y £q
UIAIS SBM 2101 G7 "SY JOJ DUCAPE JO UOIIUBS
Sidouud uy, ‘3582 U0 U1 ‘59580 OMI 2O I JO
srmod pooureyqu? I 19pun QWD P Aq parea)d
sem preog 3 Aq pa1dafal 1911ea Sonp 5, YUeq M
Jo go aumysdarem 1o psodoid o ‘s8> w0 Ul

‘preog p £q pognw

Apuanbosqns aom Jures o YBnoq ‘szomod sy
JO 330X Ul QD A £Q pIuOndUes oM SIUT]
ueq WXy Aq PIUI[IOP SeM SOUEUL

191y uaAd/Apras Aujiqera Jo restesdde Sunonpuod

/rerE}j0d SuruTnqo InoqLs QWD Aq pouondues
a1am (31013 pL 'Y 'SY) SINI[IoRY WPAID

"preog @ Aq poynel 10u sem QD M
Jo uono AP ‘sISEd M3 B UI ‘AYI0S O pIwIm
JoUUSW ST} UT PIUONIURS SINTBAPR A} JO Auswl
MM "919 SSIUISTq Je Ul Jou sInred 0) sAEISD
[v3J JO juswdo[oAdp Jof/sonred sapepourmIoNe
0) ai1seq uysyonesridde jo 1diadax az053q
pauonoOues M (U0 GL'8C] 'SY) SIURAPY

‘anod

‘anwo

‘aAwWo

‘aAnWd

6-£661

7671661

$6-€661

£6-2661

yueg amofpuks -

Jueq

S8ISIIA() uerpu] :

3943/LS/F—4-A



40

"amsed{dsip s,preoq aAp
PANAUL ST} pUe PIUTEIQO JOU AUIM s1AfUEq Si
woyy spodal 31paus pue K1ojoesties woly 1ej sem
uonisod ferreuy s ‘yueq A qim suowaduesre
Suimownioq rinda1 ou pey Lured sy y3noye
suoydaa 1940 QD Aq pauonodues sem (1010
€7 "sy) sauerens € ‘osv0 quN0J ap u] “pannbas
sum 3auesend o Yarym Joj 159f01d o Jo sjre1op
) Buraey noim pue Aueduwsod JUAIYIP © 03
pauonodues ynuy| 3auerend o isurede Kueduiod
8 JO J[eqaq Uo panssi sem (31019 ZQ'| 'SY)
s9juesend jueq e ‘ases puyl Y ul ‘qWD
o £q pauonoues sem preog A Jo siomod
3opun Burpre) (33010 §°7 "SY) W] © ‘358D JAOUR
u] "amsed{dsip s,preoq pAAUl Sy pue pre3as
1e1 Ul UOISISOP §,PIBOg Y pue suLiou [enusprud
Jo uoneiolA Ul QD Aq pauonoues sem (101
00°S "sy) M| 3ununodsIp [iIq & ‘9sed O UJ

"auop [esresdde

o) Sutaey INOYPIM Ty £q pIdUBYUS sem (301D
1 "Sy) W] ‘958D 1O AP Ul AYM JD 4q
0oAI3 seM (U010 O] “SY) UOQOUES [eI0 ‘358D N0 U]
"AND AP Aq uoatd axm

SUOTIOUS [RI0 (101 98"/ | | “SY) SI58I 3 [[e U]

‘anwod

TN

761661

£6-7661

6-1661

yueq eAefiA "I

yueg 00N 0l

9

£

[4

1

3943/LS/F—4-B



41

Delegation of Financial Powers

3.32 The delegation of financial powers at different levels of heirarchy in banks is
not uniform but differs from bank to bank.

The delegation of financial (lending) powers is not uniform because of various
factors such as organisational structure, historical background, size, class of clientele,
culture, main area of operation, resource base, the level of expertise of the delegates
etc. of an individual bank. The lending powers at different levels right from the
officials at the branch to functionaries at top level are fixed by individual banks
taking into account these factors.

3.33 When asked whether delegation of credit sanctioning powers is properly
excrcised while taking credit decision, the Ministry of Finance stated as follows: —

"Delegation of credit sanctioning powers are, by and large, properly utilised
by the sanctioning authoritics of banks. In a few cases, however, sanctioning
authorities are observed to be exceeding their delegated powers; in such
cases the loans/advances are required to be ratified thereafter by the proper
sanctioning authority. Where frequent transgressions are found to be taking
place and/or transgressions are not subsequently ratified by the proper
sanctioning authority, we consider the bank's management control as poor
and impress upon banks to rectify-the position. Further, the banks have
been advised inter alia to scrupulously adhere to the following aspects:—

— that there was no laxity in the conduct and post-disbursement
supervision of the advances; and

— that there was no act of commission or omission on the part of the staff
leading to the debt proving irrecoverable."

3.34 On being enquired about the instructions to the banks issued by RBI and the
time limit prescribed for ratification of sanction by the proper sanctioning authority,
the Ministry have explained as follows:

"In its efforts towards better regulation of banking industry through
transparency and prudence, RBI have advised banks in the last couple of
years to have policy documents on the important areas of its activities,
including loan policy. Keeping this in view, the credit sanctioning powers
of bank functionaries are fixed and revised from time to time by individual
bank boards. The instructions issued by the banks in this regard also lay
down that transgression of the delegated powers, if exercised in emergencies,
should be got ratified by the competent authority within the prescribed time
limit which varies from bank to bank. While the present reporting system
does not require banks to report the case of transgression of powers to RBI,
there may be some instances of transgression in all the banks mainly by
way of ad-hoc sanctions, temporary overdrafts, excess drawals, etc. to
business/manufacturing concerns for meeting their urgent requirements.”
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3.35 Enquired as to how the cases of transgression come to the notice of the
management/Government, the Ministry in a reply stated that:

"The cases of transgression come to the notice of the management/RBI
through periodical returns, requests for ratification of transgression, internal
audit/inspection, concurrent/statutory audit, RBI inspection, etc."

3.36 When asked whether there had been instances of accounts turning into NPAs
on account of transgression of delegated powers and whether such cases had ever
been reported in the AFI of banks, the Ministry stated as under:

"Transgression of delegated powers may be only one of the contributing
factors for certain accounts turning into NPAs. While no separate record is
maintained by banks in regard to advances turning into NPAs on account of
transgression of delegated powers, along with other reasons, if any, the number
of instances of accounts turning into NPAs for this reason is negligible.”

"During the course of Annual Financial Inspections, the aspects relating to
exercise/transgression of lending power is looked into by the inspectors on
a sample basis. On the basis of this random scrutiny, instances of
transgression of lending powers which might have led to the accounts
becoming NPAs are also commented by the inspectors and the findings are
communicated to the banks and followed up for compliance."

3.37 On being asked whether there was any system for initiating action against
officers who sanctioned credit exceeding their delegated powers, the Ministry of
Finance stated:

"As regards the action against the functionaries who commit such excess,
the intensity of punishment varies depending upon the amount of excess,
frequency of such excesses as also existence of malafide intention on the
part of the official concerned.”

3.38 The Deputy Governor, RBI during evidence in response to a query replied:

"There was a judgement of the Supreme Court in one case wherein, in the
case of Central Bank of India, the hon. Supreme Court passed orders and
strictures against the Branch Manager that he had no right to exceed his
discretionary powers and disburse and create his own little empire..... We
studied that judgement and we advised the banks that a management culture
has got to be developed within the bank where one should know how to
work within the framework. Supposing a Branch Manager or a Regional
Manager or a Deputy General Manager or a General Manager or an
Executive Director has been given certain powers, he must work within
that framework and if the bank feels that they want to give him more powers,
nobody stops them. But the only thing we said was that when the lines were
drawn, those lines should be honoured..... But the idea and the intentions
are that they should work wihin the framework."
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Accountability of Staff

3.39 There are specific instructions from RBI to banks that they should invariably
go into the question of staff lapses or staff accountability, before considering any
write off or negotiated settlement. Banks are also required to look into staff lapses.
Whenever a borrowal accounts status changes for the worse i.e. from satisfactory to
irregular or from the standard to sub-standard (i.e. the erstwhile health code 1 to 2).

Banks do take punitive action against their staff, when they find evidence that the
bank suffered significant losses in the credit portfolio because of the acts of omission/
commission by any official.

3.40 On the basis of the findings of its inspection of banks RBI advises banks
wherever nccessary to fix staff accountability for lapses/negligence in sanction/
recovery of loans/advances.

3.4]1 According to the Ministry of Finance, RBI have specifically called for the
requisite information and the information received so from 16 banks is furnished in
tabular form in regard to the action taken against officials found responsible for
advances resulting into bad debts and for laxity in post-disbursement supervision of
advances causing bad debts in the following statements I and II:



Statement 1

SL Nameof Year No. of officials No. of the officials
No. Bank found responsi- indicated in col. (4)
ble foradvances  No. of No. of No. of

turning into officials officials  officials
) ished dizmissed
in court

of Law
1 2 3 4 5 6 7
1.  State Bank 1992-93 10 Nil 10
of Indore 1993-94 20 Nil 20 —_
1994-95 19 Nil 19 —_—
2.  State Bank of 1992-93 20 - 15 1
Bikaner & 1993-94 14 - 09 —
Jaipur 1994-95 25 — 12 —
3.  Oriental Bank 1992-93 08 0 07 1
of Commerce 1993-94 08 2 06 -
1994-95 06 1 0s —_
4.  Allzhabad 1992-93 20 — 20 1
Bank 1993-94 16 —_ 16 —_
1994-95 25 — 25 —
5. Canama Bank 1992-93 170 02 168 04
1993-94 170 02 143 02
1994-95 134 —_ 094 01
6. Indian Over- 1992-93 30 02 20 01
seas Bank 1993-94 53 —_ 25 —
1994-95 54 — 27 —_
7. United Bank 1992-93 13 - 34)* 01
of India 1993-94 39 2 11(24)* 02
1994-95 24 —_ «6)* -_
8. Bankof 1992-93 15 2 3¢ —_
Baroda 1993-94 37 1 7 —_—
1994-95 38 2 1 —_—
9. Bankof 1992-93 27 1 18 —_
Maharashtra 1993-94 20 0 16 —_
1994-95 33 1 17
10. Andhra Bank 1992-93 18 -_ 17 1
1993-94 44 —_ 43 1
11. State Bank 1992-93 0S — 03 —
of Saurashtra 1993-94 07 — 04 —_
1994-95 12 2 07 —_
12. State Bank 1992-93 24 — 24 1
of Hyderabad 1993-94 17 —_ 13 —_
1994-95 11 — 04 1

44



45

1 2 3 4 s 6 7
13. State Bank 1992-93 —_ _— —_ —_
of Mysore 1993-94 —_ — — —
1994-95 —_ — —_ —_

14. Corporation 1992-93 2 —_ 2 1
Bank 1993-94 19 - 19 3
1994-95 2 _ 2 _

15. Stagec Bank 1992-93 4 —_ 3 1
of Patiala (Removed)
1993-94 19 —_ 15 1

1994-95 14 —_ 14 —_

16. Indian Bank 1992-93 62 10 58 L i
1993-94 70 7 64 —r

1994-95 63 5 14 —

*Figures in brackets indicate disciplinary/departmental proceedings in progress.

*For the remaining cases, the Trial/Disciplinary procgedings is in progress.



Statement—I1

Sl Name of Bank Year No.of casesof No.of  No.of Action taken
No. laxity inpost-  cases offici- Punish-
disbursement  where als
supervision of  depart- —__swarded
advances mental Major Minor
resultingin  enquiries
baddebts  conducted
1 2 3 4 5 6 7 8
1. Canara Bank 1992-93 93 93 93 s2 41
1993-94 91 91 91 49 13
1994-95 86 86 86 16 45
Disciplinary proceedings in progress
2.  Indian Overseas 1992-93 25 25 14 8 6
Bank 1993-94 k1 s 24 12 12
1994-95 45 45 48 23 25
3. Allahsbad Bank 199293 2 2 2 2 —
1993-94 4 3 4 3 1
1994-95 5 4 ] 3 2
4.  Oriental Bank 1992-93 8 1 7 2 5
of Commerce 1993-94 8 — 3 — 6
1994-95 6 - 5 1 4
S.  State Bank of 1992-93 8 8 7 2 6
Bikaner & Jaipur 1993-94 5 ] 4 2 2
1994-95 s L] 4 3 1
6. State Bank of 1992-93 5 3 8 1 7
Indore 1993-94 12 - 12 2 10
1994-95 10 s 10 5 5
7. Bank of Baroda 1992-93 15 15 3 2 1
1993-94 37 ky) 7 6 1
1994-95 38 38 1 1 —_
8. Bank of Maharashtra 1992-93 16 16 10 2 8
1993-94 15 15 12 1 11
1994-95 23 23 10 1 9
9. Andhra Bank 1992-93 10 9 18 4 14
1993-94 44 19 44 9 35
1994-95 20 14 20 5 15
10. State Bank of 1992-93 5 L) 3 3 —_
Saurashtra 1993-94 7 7 4 3 —
1994-95 12 12 7 5 2
11. United Bank of 1992-93 2 1* — — —
India 1993-94 S 4 - —_ _
1994-95 5 3¢ — —_ —_
12. State Bank of 1992-93 3 3 3 3 —
Hyderabad 1993-94 3 3 3 —_ 1*
1994-95 3 3 3 | R —_
13. Corporation Bank 1992-93 1 1 1 —_ 1
1993-94 14 14 14 8 6
1994-95 2 2 2 1 1
14. State Bank of 1992-93 4 4 3 2 1
Patiala 1993-94 19 19 15 3 12
1994-95 14 14 14 6 8
*Disciplinary proceedings in progress.

*2. Major cascs of 1993-94 are still pending for disposal.
*#2 Major cases of 1994-95 are atill pending for disposal.

4¢



12 3 4 s 6 7 8
1. Indisn Bank 199293 2 52 52 14 38
199394 63 63 63 13 50

1994.95 s8 s8 s8 1 13

16. State Bank of 199293 " n 10 8 2
Mysore 199394 22 22 7 5 2
199495 2 2 s 2 3

*For the remaining cases, Departmental procoedings are in progress.

3.42 The Committee pointed put that in United Bank of India, in case of four out
of 13 officials pertaining to 1992-93 and 24 out of 39 officials pertaining to 1993-94,
disciplinary/departmental proceedings were still in progress and enquired why there
was delay in finalising the disciplinary/departmental proceedings and when these
proceedings expected to be finalised. In reply, the Ministry stated as follows:

"The present stage of finalisation of the disciplinary/departmental
proceedings of the pending cases, as reported by United Bank of India, is as
under:

(a) Out of 4 cases pertaining to the year 1992-93, 3 cases have already been
disposed of. The remaining one case pertaining to the said period is at the
concluding stage and is likely to be disposed of shortly. The delay in disposing
this case is due to the fact that the competent authority is required to pursue
as many as 3,455 management documents which are in the process of being
collected from a remote branch located in the State of Assam.

(b) Out of 24 cases relating to the period 1993-94, 5 cases have already been
disposed of and in respect of 9 cases, the same are at the final stage of
disposal. Out of the remaining 10 cases pertaining to the year 1993-94, in
respect of 3 cases. Enquiry Officers have submitted reports to the Disciplinary
Authority and the same are under examination. The enquiries in respect of
the remaining 7 cases are in progress and constant follow-up is being made
by the appropriate department of the bank for carly conclusion of those
enquiries.”

3.43 Enquired what follow up action was taken by RBI/Government for recurring
lapses on accounts becoming NiAs, the Ministry of Finance stated as follows:

"The banks are required in examine staff accountability aspect whenever
there is a deterioration i the asset quality. In the cases of recurring lapses/
accounts becoming NPAs, which come to the notice of RBI, it impresses
upon banks to fix staff accountability, if any.

Recently RBI have advised all banks to review and fix staff accountability
in respect of 300 NPAs and place a review note before their Boards and
advise RBI. Besides, banks have been advised to frame a policy on staff
accountability with the approval of their Boards.”
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Action against Retired Officers
3.44 During study tour, the Central Bank of India pointed out:

The rules do not provide to initiate action against retired officers. In case
any irregularities have been noticed before release of terminal benefits and
in case the disciplinary proceedings were started before the date of retirement,
necessary actions continue.

However, recently, the Government has revised the guidelines for taking
action against the retired officers, which reads as follows:

No departmental or judicial proceedings shall be instituted after the
employee's retirement in respect of the acts/eause of action/fraud which
took place more than 4 years before such institutions.

3.45 The Committee pointed out that if an offence was detected after retirement
no punishment was given to the officers. The Committee enquired whether
Government would consider attachment of property obviously the wealth accumulated
on account of malpractice or corrupt practices on the part of concerned officers, as a
result of which the bank suffered. In response the Deputy Governor stated as follows: —

"In case of those officers who already retired and the irregularity has come
to notice subsequently and it becomes a criminal offence, then we always
advise the bank to go to CBL."

3.46 The Finance Secretary added:

"If it is something criminal, it would not be appropriate to take legal action
before the establishment of guilt. It is not something that can be done
administratively. The present position is that a bank officer is liable, just as
a Government officer, to criminal action. It does not stop just because he
retires. If he has committed a mistake in good faith and there is no
presumption of mala fide intention, and if it is only a question of
incompetence or error, then the question of attachment of property normally
does not come in. There is no question of misuse of power involved there.

If the truth is that he has misused his powers and accumulated wealth, it is
quite clearly a criminal matter. If it is a criminal matter, criminal proceedings
have to be initiated. It is not something that there would be an administrative
decision regarding attachment of property.”

Setting up of Advisory Committee for Compromise/Write offs

3.47 Public Sector banks reduce NPAs through upgradation and compromise
settlements/write offs apart from recovery. The Committee pointed out that one of
the suggestions was to set up a Settlement Advisory Committee with a retired High
Court Justice as Chairman, and top level bankers and Senior Executives of the Bank
as its members to examine large compromise proposals from the defaulting borrowers
and recommend one time settlement. Another suggestion made was for setting up of
a Lok Adalat where decisions were made quickly on the basis of compromise. The
Committee requested IBA to furnish their views on these suggestions and also their



49

opinion as to which mechanism would be more fair and effective. In their considered
opinion IBA stated as under:

"Loan recovery process should comprise of a mix of policies containing
effective supervision, rescheduling of loan installments, compromise and
write-offs in genuine cases. Mechanisms such as Lok Adalat could
supplement the existing measures in strengthening loan recovery. The setting
up of Advisory Committees with high ex-judicial offices and top officials of
banks will ensure transparency in the process and is therefore considered a
useful help to banks. For recovery to be effective there is a genuine need, at
least in a short run, to focus on several measures implemented in various
dimensions to effect loan recovery".

Asset Reconstruction Fund

3.48 The setting up of Asset Reconstruction Fund (ARF) has been recommended
by the Narasimham Committee. As per the recommendations of the Committee,
AREF will take over the bad and doubtful debts from banks and financial institutions
and subsequently follow up on the recovery of the dues owned to them from the
primary borrowers. The ARF would acquire the debts at a discount which will be
determined by an independent auditor. The transfer of asset to the ARF by banks/
DFIs would be accompanied by the primary lenders renouncing in favour of ARF
claims on the collateral pledged in respect of the loans inclusive of any guarantees
by Central or State Governments or any other bodies.

The Fund would pay for the acquisition of these assets from banks/DFIs at a
discounted price in the form of rates. The bonds would be guaranteed by Government
and hence will qualify for inclusion as SLR assets. The advantage to the banks of
this arrangement would be that a portion of their bad and doubtful debts would be
off their books though at a price, but they would have in substitution of these advances
bonds upto the discounted value with a certainty of interest income which would be
an obviously important aspect from the point of view of income recognition. Further,
by making these bonds eligible for SLR purposes, fresh resource could become
available for normal lending purposes.

To enable ARF to collect the dues and invoke the guarantees for expeditious
clearance, ARF will be vested with full authority. The Committee recommended that
powers would be much broader than those contained in Section 29 to 32 of the State
Financial Corporations Act, 1991. Ouce the dues are collected by the ARF they will
be in a position to redeem the bonds issued to Banks/DFls. After the bonds are
redeemed, ARF would be wound up.

This recommendation was examined in detail and setting up of a nation wide
Asset Reconstruction Fund was not accepted.

3.49 The Indian Banks Association in a note furnished in October, 1997 stated as
follows:

"The current level of NPAs of public sector banks are accumulated over a
long period of time. Hence, the huge size of the NPAs cannot be drastically
reduced within a short time without any major institutional measures. To
reduce the level of NPAs and free the public sector banks from their burden,
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the Committee on the Financial System headed by Shri M. Narasimham,
recommended creation of a separate Asset Reconstruction Fund into which
all NPAs of public sector banks could be transferred and effective strategies
evolved to recover them.

3.50 During his Budget Speech while presenting Central Governments Budget
for 1998-99 on Ist of June, 1998 in Lok Sabha the Minister of Finance announced
the decision taken on one of the recommendations of the recently submitted
Narasimham Committee report as follows:—

"A few banks have particularly high NPAs. These banks will be encouraged,
on an experimental basis, to establish Asset Reconstruction Companies,
which will take over the NPAs of the bank oat their realiseable value and
swap them with special bonds to be held by the bank. The Asset
Reconstruction Companies will concentrate on recovery of dues to realise
the maximum value for the assets transferred to them."

Observations/Recommendations

3.51 The Committee note that the RBI had advised banks from time to time to
improve upon deficiencies in credit appraisal, non-observance of terms of sanction,
laxity in post disbursement supervision and poor internal control which are some of
the factors responsible for NPA, and to strengthen their credit appraisal systems and
skills of their officials by imparting the requisite training and also to ensure effective
post disbursement supervision to prevent recurrence of the factors contributing to
increase in NPAs. Other measures to contain NPAs inter alia include close monitoring
of sticky advances of banks commented in the inspection reports by way of receiving
Quarterly Progress Reports from banks in respect of commented accounts,
strengthening of inspection system, emphasising, among others, the need for better
recovery performance during the time of discussion on the inspection reports of
banks, with the CMD of the concerned banks by the top management of the
RBI, prescription by RBI prudential norms regarding capital adequacy, income
recognition, asset classification and provisioning so as to imporve the asset quality
of banks, provision of a clause regarding the need to set up a recovery cell at
Head Office in the MoU signed by the banks, before their share of capital
provided by the Government is released to them, dissemination of information
on defaulters of Rs. one crore and above and suit filed accounts to alert other
banks and financial institutions to guard them from lending to defaulting
borrowers, setting up of recovery tribunals, etc.

3.52 The Committee note that as per RBI guidelines the banks are required
to make their own assessment of credit requirements of borrowers on reasonable
and realistic assumption in compliance with laid down systems, procedures and
policy parameters for sanction. The banks are also required to comply with
RBI norms while assessing the credit limits. In accordance with their own lending
discipline and guidelines issued by RBI, banks are also required to exercise
supervision over the deployment/end use of funds lent by proper monitoring of
stocks, receiveables and other securities. Further concurrent audit covering at
least 50 per cent of the lending operations to ensure that the transactions/decisions
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were taken within the policy parameters laid down and annual internal inspection
of branches ensures that credit appraisal and post-disbursement supervisions
were carried out in accordance with laid down instructions by the bank/RBL
The deficiencies in banks' credit appraisal and credit supervison systems as
brought out in the RBI inspections are followed up with the banks for compliance,
fixing staff accountability, etc. The Committee do recognise that norms and care
exercised in selection of assets, effective post-sanction credit supervision,
concurrent audit of lending operations, annual internal inspection of branches
and deficiencies highlighted in RBI's AFI reports and their follow-up with banks
for compliance are no doubt salient features of prudent credit management
necessary to reduce the incidence of problem loans.

3.53 The Commiittee note the position stated by the Ministry of Finance that
with the introduction of the prudential norms, banks are becoming increasingly
sensitive to credit risks and there is a growing awareness of the need to keep
NPAs to the minimum. As the banks are required to make provisions out of their
operating profits towards NPAs, the profitability of the banks largely depends
on the management of NPAs. Banks have realised that higher level of NPAs
erode their profitability and therefore address themselves to the reduction of
NPAs through well defined policies and strategies.

3.54 According to the Ministry of Finance, with the prudential norms on
income recognition, asset classification and provisioning for bad debts from
April, 1992, the Public Sector banks have become sensitive to non-performing
assets. The dud loans that came about are loans which had accumulated over the
period before 1992-93. The incidence of NPAs on the fresh credit facilities
sanctioned since the introduction of prudential norms in 1992-93 ranges from 3
and 4 per cent in the case of the Public Sector banks. The Committee would
have been much happier had this been the correct position. But, facts are
otherwise. Apart from considerable growth in deposits, the investible resources
of the banks had substantially increased (by more than Rs. 61,000 crore) through
successive cuts in CRR which had been brought down from 15 per cent to 10
per cent. The banks, though being flush with funds and can take on considerable
lending activities, are reluctant to perform their legitimate function of lending
to corporate sector. One wonders what would be the NPA ratio if the banks
expand their credit to corporate sector instead of investing to zero-risk low
yield Government securities. According to media reports, nearly 60 per cent of
the banks' funds are being invested in Government securities and in the debt
market. What is further surprising is that with vast network of branches even
in remote and inaccessible areas of the country and where need for bank credit
is the most acute, the Public Sector banks like foreign banks for meeting their
targets for priority sector have taken recourse to the option of deployment of
their priority sector funds with SIDBI and NABARD to avoid non-performing
assets that may accrue in case of defaults.

3.55 The Committee note that during the MoU discussions with CMDs of the

nationalised banks, which are held annually, the performance of the banks in various
areas including reduction of NPAs is reviewed by RBI and the banks with higher
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level of NPAs are advised to bring NPAs to a lower level. The commitments made by
the banks to bring the level of NPAs to certain agreed levels are the targets towards
which these banks strive to achieve. The Committee, however, find that the data
pertaining to commitments made by the nationalised banks in respect of targets for
reduction of NPAs vis-a-vis actual NPAs for the past two years indicate a very dismal
picture. Only four out of nineteen nationalised banks during each year of 1994-95
and 1995-96 have been able to contain the actual NPAs within the budgeted targets.
All other nationalised banks showed that the actual gross non-performing assets are
much higher than those of the targets set by them for the two years. The Commitiee
also find that the actual gross NPAs in some of the banks are much higher by Rs. 100
to 600 crore than the targeted level. The Committee feel that the matter needs to be
closely monitored for achievement of agreed levels of NPAs target.

3.56 The Committee note that RBI compiles and circulates information on
defaulting borrowers of Rs, 1 crore and above in order to alert the banks and financial
institutions and caution them so that banks/FlIs are better informed while taking
credit decisions. The information so circultated pertains to borrowal accounts whose
outstandings to banks/financial institutions aggregate to Rs. 1 crore and above and
whose accounts have been classified by banks as ‘doubtful’, "loss' or "suit filed'. While
circulating the list, RBI has advised banks and FIs that they may make use of the
information while considering on merits the request for new or additional credit
limits of defaulting borrowing units and also proprietors/partners/directors, etc. named
in the list.

3.57 The Commiittee further note that the Government does not consider it
appropriate to delete provisions regarding secrecy laws in the Banking Regulation
Act, 1949, as according to them the relationship of a bank and its customer is
one of utmost trust and is a well established concept prevailing all over the
world. The Committee feel that banks should file suits against the borrowing
units whithin two years of their default and compile list of such cases region-
wise and share such information with other banks in order to caution them
while taking credit decisions for new or additional credit limits by the defaulting
borrowers and also proprietors/partners/directors named in the list.

3.58 The Commiittee note that at present RBI publishes yearly list of defaulting
borrowers. in whose cases suits have been filed and the amounts are Rs. one
crore and above. List of these defaulters are circulated to caution the other
banks in extending credit facilities to such defaulters. In other categories, in
small loans, and in medium loans, even though those persons are defaulters of
one bank, they are taking loan from some other banks. The Committee feel that
in case of wilful default recovery suits should be filed without any delay and names
of wilful defaulter whether suits filed or not should also be published for guidance of
the other banks who should be instructed to exercise utmost caution in extending
credit facilities to such borrowers. The Committee also desire that their
recommendation may be brought before the Board of Directors of each Public
Sector Bank for making it a part of credit policy.

In case of weaker section loans, list of names of wilful defaulters should be compiled
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for guidance of sponsoring authorities and the banks for making them ineligible
from further loan facilities.

3.59 The Committee note from the views expressed by the Ministry on extending
loans and advances to units of an industrial group in the event of the defaulting
borrower being a member of such group stating inter alia that in order to discipline
such defaulting industrial house and at the same time not to disturb the ongoing
industrial activities, RBI in consultation with Government of India has evolved the
concept of Group Approach which envisages restrictive-cum-selective flow of
additional credit for expansion/diversification/modernisation/new projects to groups
or borrowers committing wilful defaults and/or not cooperating with the bank in
settling their dues. According to the Ministry, under this concept the legitimate need-
based working capital requirements of existing units of recalcitrant groups are not to
be disturbed on account of wilful defaults of one or more companies of the group.
According to IBA, risk management practice procedures that are being put in place
by banks would greatly discourage any credit flows to accounts which have shown
disappointing performance either on its own or through any of its associates. The
argument advanced by the Government that the default by one member of the group
does not necessarily imply denying further credit facilities to other members of the
group appears sound but is not pertinent. The Committee, however feel that at the
same time the bank should adopt a more cautious approach in its dealing with such
group and discourage credit flow to other units of the group for unjustly putting
banks to suffer loss for their wilful default.

3.60 It may also happen that such a group may have availed of loan facilities from
more than one bank. The other banks from who the group (borrower) has availed of
loan facilities may not be aware of the deterioration of the credentials of the borrower
by virtue of the default. Such a borrower will be source of potential risk for the other
banks. As such to overcome such situation, the Committee desire that an appropriate
mechanism may be evolved whereby there should be adequate disclosure of
information among banks regarding defaulting borrowers. This would enable
the banks to take adequate precautions while extending credit facilities to such
borrowers or otherwise dealing with them.

3.61 The Committee note that during the course of inspection by RBI, the
performance of the top management i.c. CMD and other functionaries of the bank is
looked into and adverse features, if any, commented upon in the Inspection Reports.
Copies of these Reports are also sent to the Government. In case of small issues, RBI
advises the Government that he should be issued a latter of displeausre. The
Commiittee, however, feel that adverse comments made by RBI in their Annual
Financial Inspection Reports against CMD and other functionaries of the Public
Sector banks cannot be considered as small issues for which letter of dispieausre are
issued. The Commiittee desire the Government to take serious action on these adverse
observations so as to achieve the laid down objectives of such inspections and also to
set an example for other functionaries in the banks in order to deter them from
indulging in any type of irregularities.

The Committee also like to be apprised of the follow up action taken by
Government/RBI on the adverse comments contained in the Annual Financial
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Inspection Reports against CMD and other top functionaries of Public Sector
banks during the last three years.

3.62 On perusal of the statement furnished by the Ministry of Finance on
adverse comments against the management of banks contained in the Annual
Financial Inspection (AF[) Reporu of RBI for the year 1991.92, 1992-93 and

(agmm_nmtjm_qum Further._certain nncﬁom/conﬂmﬁom were far
in excess of their lending powers in violation of the Board's instructions/lending
discipline/RBI guidelines, etc. In certain cases credit facilities were sanctioned/
confirmed/enhanced by the CMDs orally/telephonically in excess of their
discretionary powers without assessing the need based requirement or taking
into account the borrower's financial position/past performance. In one case, a
loan was sanctioned by CMD of a bank to a company for development of real
estate without ascertaining whether the borrower company would be in a position
to execute the project work. The company had a low capital base and did not
submit the proposed plan duly approved by competent authority.

All the above cases of gross abuse of official position by the top functionaries
of the banks, might have resulted in lossses of crores of rupees to the banks.

3.63 The Committee are unhappy to note that despite the fact that AFI reports
of RBI pointed out their adverse comments against top management of the banks,
no serious action was taken except an advice made by Deputy Governor/Executive
Director of RBI to the Banks to ensure that such lapses/deficiencies should not recur.
Of late, specific timeframe has also been prescribed to individual banks for rectification
of deficiencies brought out in AFI reports.

3.64 The Committee, however, feel that such adverse comments agaisnt top
management of the banks made in RBI AFI without any follow up purposeful
action would send wrong signals to other functionaries of banks for abusing
their official position in total disregard of laid down norms for sanction of credit
facilities to the detriment of the banks. Further any credit management without
accountability will lack substance. The Committee, therefore, recommend that
their should be a system in which all such cases of adverse comments against top
management of the banks contained in the AF] reports regarding sanction of loans/
recovery of debts where heavy losses occur to the banks should be investigated with
a view to fixing responsibility against the erring top functionaries and also to find
out any nexus between the top functionaries and the companies in the matter of
sanction of credit facilities/recovery of loans for causing wrongful loss to the banks
for launching prosecution.

3.65 Now the Ministry of Finance (Department of Economic Affairs Banking
Division) also reviews the important features of the Annual Financial Inspection
Reports of RBI. The Committee expect the Ministry of Finance not to allow the
Chief Executives to regard the banks as their personal fiefdom so long as they are at
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the helm of affairs and indulge in any violation of norms laid down for sanction
of credit facilities/recovery of debts. The Committee feel that if the top functionary
violates the rules, he should be punished with the same severity as the other officers
of the bank. The Commiittee, therefore, desire the Ministry of Finance to initiate
action against the chiefs of the banks for violation of lending norms/discipline/RBI
guidelines, etc. and for causing pecuniary loss to the banks as is done in the case of
other officials in the lower rung of the hierarchy.

3.66 The Committee note that delegation of lending powers at different levels of
hierarchy, differs from bank to bank depending, inter alia upon organisational
structure, scale of operation, resource base, level of expertise of the delegates, etc.
The lending powers at different levels right from the Branch level officials to
functionaries at top level are fixed by individual banks taking into account the above
factors. Under the extant guidelines loans/advances sanctioned transgressing delegated
powers are required to be ratified thereafter by the competent authority. According
to the Ministry of Finance, number of accounts turning into NPAs on account of
transgression of delegated powers is reported to be negligible. What is worrisome to
the Committee is the very fact that apart from requests for ratification of transgression,
cases of transgression of powers by the officials come to the notice of bank
management/RBI through internal audit/inspection, concurrent/statutory audit, RBI
inspection, etc. clearly indicates that transgression of powers by bank officials are
not being regularly ratified as per extant guidelines but are being suppressed which
only come to light subsequently through audit/inspection. The Committee feel that
cases of transgression of powers are not fully reported for ratification as per extent
guidelines and that is why the number of accounts turning into NPAs on account of
transgression of powers coming to the notice of bank management/RBI appears to be
negligible. The Committee expect that in the light of the judgement of the Supreme
Court, the Bank Officers would function within the parameters of their sanctioning
powers for lending so that the chance of an account turning into NPA on this ground
is reduced to the minimum.

3.67 One of the reasons cited by Deputy Governor, RBI for advances going bad is
that ""it may be due to wrong skill of the person who is appraising.... in future
the banks will be careful in their training system''. The Committee have been
informed that almost all banks have their own training establishments where
members of their staff are trained in proper appraisal, supervision and follow
up of advances. Besides, banks also depute their officers to the Banker's Training
College, College of Agricultural Banking of the Reserve Bank of India and the
National Institute of Bank Management where they are, inter alia imparted
training in the above aspects. However, in regard to factors for which banks are
responsible for advances turning non-performing, the Ministry have cited
deficiencies in credit appraisal, non-observance of norms for sanction of loans
and laxity in post-disbursement supervision. The Committee feel that training
system for bank officers need revamping. The Committee recommend as follows:

(i) The syllabus in the institutes/colleges imparting training in the various
programmes relating to different schemes/sectors for appraisal,
supervision and follow up of advances may be reviewed by a Committee of

3943/LS/F—S-A
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Senior Bankers to improve the quality of specialised training in risk
management, project appraisal skill and resource management as also
qualifying and trainers, standards upgraded to skillfully groom the bank
officers for improved professional capabilities ‘o enable them to face
miantypaofbminurhkshﬂupmntageoﬁ mpetition and changing
economic scenario.

(ii) Thereis also a need for upgrading the professiona' skills among the senior
management in banks. To ugrade their project ap, reisal skill and to equip
them with adequate awareness of technological developments in various
sectors of the economy, there should be a regular outflow of senior bank
officers from all Public Sector Banks as also officer . of the level of Directors
in the Banking Division of the Ministry for speci:. ised training in training
institutes abroad to equip them with latest procedures and the system of
banking prevalent in those countries. Salient features of the systems prevalent
in other countries in the world may be incorporated in the training system
in India and updated from time to time and tuned to the issues confronting
the Banking Sector in India to meet the emerging challenges on the basis of
the experience an knowledge of these officers.

(iii) Some training institutes may be identified for development as Centres of
Excellence within the Banking Sector for sharing training facilities and
providing state-of-the-art training.

3.68 The Committee note that performance of various recovery plans is being
looked into by the RBI during inspection of banks carried out at regular intervals. As
per RBI guidelines banks have been asked to formulate a loan recovery policy with
the approval of the Board of Directors. They have also constituted a Recovery Cell at
their Head Office under the charge of a G.M. Further branchwise targets are required
to be fixed by banks for recovery of NPAs, and their performance is to be monitored
at Head Office level on monthly basis. The Committee hope that these measures put
in place to improve recovery will work and prove to be effective. Further those
measures will facilitate banks to increase the tempa of recovery, enable them to
reach their recovery targets. The Committee desire that the RBI closely monitor
the utility of these measures by banks in improving recovery of the existing -
problem loans.

3.69 The Committee feel that the IBA suggesstion that banks should strengthen
the recovery mechanism not only from the point of view of establishing special
recovery branches but also by training people and creating systems for close
supervisions of the loan accounts to detect immediately any sings of deficiences,
deserves consideration.

3.70 The Committee note that recommendation made by the Narasimham
Committee in its Report on the Financial System for setting up of a separate Asset
Reconstruction Fund to take over the bad and doubtful debts from banks and financial
institutions and subsequently follow up on recovery of dues owed to them from the
primary borrowers was examined by the Government of India and not found
acceptable.

3943/LS/F—5-B
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The Committee also note the IBA view that huge size of NPAs, accumulated
over a long period of time, cannot be drastically reduced within a short time without
any major institutional measures.This can be achieved by creation of Asset
Reconstruction Fund as recommended by Narasimham Committee. However, Hon'ble
Minister of Finance has announced in his Budge Speech 1998-99 the decision to
estahlish Asset Reconstruction Companies. According to the decision a few banks
having particuarly high NPAs will be encouraged to establish Asset Reconstruction
Companies, which will take over the NPAs of the bank at their realisable value and
swap them with special bonds to be held by the bank. The Asset Reconstruction
Companies will concentrate on recovery of dues to realise the maximum value for
the assets transferred to them.

3.71 The Committee note that the RBI's recent scrutiny of certain large borrowal
accounts conducted in a few banks has revealed diversion of bank finances for
investment in finance companies, associate companies/subsidiaries, inter-corporate
deposits, etc. In this connection, RBI has advised banks that if a borrower is found to
have diverted finance granted for working capital purposes for other activities, banks
must recall the amount so diverted. In order to gauge the magnitude of diversion of
funds by borrowers as also whether the diversion of bank finance was for activities
not permissible under the extant norms of investment/credit policy of the banks, the
Committee would like to be informed of the number of instances of diversion of
funds by borrowers to other than the purposes (including breakup of non-permissible
activities) for which the loans were sanctioned, the amount involved and the recall
of the amount so directed bank-wise for the last year only.

3.72 The Commiittee note that under the extant guidelines banks are required to
examine staff accountability whenever there is a deterioration in the asset quality. In
this connection, the Ministry of Finance have furnished statements giving details of
(i) officials found responsible for advances turning into bad debts and (ii) cases of
laxity in post disbursement supervision of advances resulting in bad debts in respect
of certain banks and punitive action taken against these officials during the year
1992-93, 1993-94 and 1994-95. On perusal of these statements, it is observed

that in some cases disciplinary/Departmental proceedings are still pending. The
Committee desire that pending proceedings should be expeditiously finalised.

3.73 Further, on persual of the statements it is also felt that year-wise
disciplinary proceedings initiated bank-wise via-a-vis. quantum of loans/advances
turning into NPAs are minimal just an eye-wash. The Committee expect the
Ministry of Finance to impress upon the banks to take a serious view of the
lapses in sanction of laons/advances and laxity in post disbursement supervision
for fixing staff accountability.

3.74 The Committee also note that banks have been advised to frame a policy
on staff accountability with the approval of their Boards. The Committee would
like to be apprised of the present position on finalisation of policy on staff
accountability and the time frame fixed for its finalisation bank-wise. One of
the important measures which could be considered for stopping wilful defaults
is, according to IBA, swift and effective penal action on the erring bank officials
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connected with irregularities. The Committee desire that this aspect should form
a part of a policy on staff accountability.

3.75 All Public Sector banks have their Vigilance Departments at Head Office/
Controlling Office level to look into any sort of malpracticr /irregularties against
bank officials in sanction/disbursement of loans. As there 1as been considerable
deterioration in the quality of assets of the banks and ineffect ve departmental action
cither due to administrative sleaze and laxity or pervasive s. titude of pessimisin on
the part of Chief Vigilance Officer (CVO) or possible coll sion among personnel
of the Vigilance Department, unscrupulous bank officers and private parties to
siphon off bank funds, the Committee desire the Ministry of Finance to undertake
a detailed review whether the performance of the Vigilan ¢ Departments of the
banks was of requisite standard and as also of the need or their revamping.

3.76 The Committee also make the following recommendations to recover/
reduce/contain NPAs in the Public Sector Banks:

(i) With a view to reducing the Non-Performing Assets (NPAs) and at the
same avoiding lengthy and time consuming legal action, banks have
been advised to recover their dues by entering into settiement/
compromise proposals with borrowers on mutually acceptable terms.
The Committee feel that banks should be very careful in considering
settiement/compromise proposals. Instead RBI banks should examine
the necessity of constituting Settiement Advisory Committee consisting
of renowned bankers under the Chairmanship of retired High Court
Judge to consider proposals of compromise/write offs as per laid down norms
for speedy recovery of assets in cases of large default with a view to bringing
down their non-performing assets.

(i) Public Sector Banks should also share information on loan sanction and
loan write off/compromise proposals in cases of borrowal accounts of Rs.
10 lakh and above to caution the other banks from lending to such defaulting
borrowers,

(iii) Suits should be filed immediately where promoters have guaranted the
advance and there is a default.

(iv) Banks should introduce the system of obtaining an audit certificate
from the borrowers to ensure proper end use of funds lent.

(v) Banks should also consider the feasibility of introducing a system for
internal audit of sanction of laons before disbursement for larger
advances.

(vi) It may not be difficult for the banks to place the right people for the
work of credit portfolio management who have training and greater
awareness at operational level for credit risk assessment and can render
honest and diligent service in the discharge of their responsibilities.

(vii) Non-performance by lenders in not making timely sanction/
disbursement of loans sometimes convert potentially profitable
enterprises to loss making ones. Many industries suffer decline because
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of delays in disbursement of loans by banks. This may contribute to
NPAs. This aspect also needs to be closely monitored.

(vilf) A doubtful asset normally takes a minimum of two years to surface. It
would, therefore, be prudent on the part of the management not to post
bank officers for credit portfolio work during the three years preceding their
retirement 50 as to enable them to retire honourably and gracefully.

(ix) A review of the performance of the office, belonging to credit portfolio
management should be made regularly and necessarfly at least one year
before his retirement to assess whether he had not acted prudently while
sanctioning of advances, whether he had not observed the normal procedure
followed in the bank in sanctioning the applications and whether any
serious irregularities in the conduct of credit portfolio or in other
accounts had been obt.erved.



CHAPTER IV
RECOVERY

4.1 For the banking sector to perform, it is essential to ensure that the parties to
whom loans or advances have been given by the banks are regularly repaying the principal
amounts as stipulated and the banks have to take reasonable steps to ensure recovery of
principal and interest whenever due. The Ministry of Finance explained that it facilitates
identification of an account as a NPA on objective basis. In the context of release of
additional share capital contribution by Government of India to restore and maintain
their financial soundness the banks were, inter alia advised during August, 1993, as
part of MOU, to formulate Loan Recovery Policy duly vetted Hy their Boards of Directors.
The salient objectives of the policy are (i) cffecting maximum recoveries. particularly
out of NPA accounts by fixing recovery targets and bringing down the level of NPA, (ii)
close monitoring of large borrowal accounts in order to avoid their slippage into NPAs
and (iii) entering into compromise proposals for expeditious recovery based on RBI
guidelines and close follow-up of cases under litigation.

4.2 In the documents containing performance obligations and commitments for
1993-94 and 1994-95 submitted to Reserve Bank of India by the nationalised banks in
connection with the release of additional capital by Government of India it was indicated
that a "Recovery Cell" has been constituted at their Head Office under the charge of a
General Manager, branch-wise targets were fixed for recovery of NPAs and the
performance of the branches in recovery was monitored at Head Office level on a monthly
basis by the Chief Executives. The Board of Directors is kept informed of the progress in
recovery at quarterly intervals. Targets for recovery/reduction of NPAs have been fixed
by Reserve Bank of India. Banks have also been advised that, wherever possible, pragmatic
action, including compromise on reasonable terms should be resorted to.

4.3 Central Bank of India in a note to the Committee during study tour stated that
special emphasis was being laid on recovery from NPA. This would inter alia gain
greater momentum if permission was granted for sale of surplus land in respect of
accounts where huge funds were blocked up.

Compromise/Write-off

4.4 The figures of bad debts written off during the last there years and their
percentage to total advances are given below:

(Rs. in crore)
Nationalised Banks SBlandits Public
associates Sector Banks
1592-930 1534 .41 739.32 2273.73
(1.50%) (1.09%) (1.34%)
1993-94@ 2437.06 581.11 3018.17
(2.33%) (0.95%) (1.82%)
1994-95* 815.42 291.17 1106.58
(0.65%) (0.41%) 0.56%)

(Figures in brackets indicate percentage to total advances)
*(Figures for 1994-95 arc only in respect of actual write-off).
@ (Figures for 1992-93 and 1993-94 include both actual and technical write-off).
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4.5 When asked how much recovery could be made and what was the quantum
which was involved in the process of compromise, a representative of RBI stated:

"During the last year 1995-96, the addition to the NPA in absolute terms
was Rs. 5,700 crore, but the recovery in terms of upgradation of the accounts,
may be from sub-standard to standard category, or the amount recovered
through compromise or the amount recovered through cash was Rs. 7,692
crore. That is about Rs. 2,000 crore more than the collection which means
there was decrease in the NPA durmg 1995-96. Now, the balances ‘are more
or less secured because of the application of prudential norms and provision
requirements."

4.6 In a subsequent note furnished to the Committee, the Ministry have furnished
details of reduction in NPAs of all Public Sector Banks (PSBs) on account of
upgradation, compromise/write-~ff and recovery for the years 1994-95 and 1995-96
as given below. The column compromise/write-off indicate reduction of non-
performing assets due to compromise/write-off.

Reduction in NPAs of PSBs on account of upgradation, compromise/write-off and
recovery

(Rupees in crore)
1994-95 (Actuals)
NPAs at the Upgmdwon Compmmud Recovery Totalof  Additions NPAsatthe
beginning Reduction/ duringthe  end of Year
of year rec.in year
NPA
41041.33 1741.04 1889.25 4262.30 7892.59 5236.44 38385.18
1995-96 (Actuals)
38385.18 868.18 2120.00 4762.56 7751.73 1102749  41660.94

4.7 On perusal of details of write-off and negotiated settiement/compromise of
loans exceeding Rs. 5 lakh and subsequent recovery since 1991-92, it was observed
that in most of the cases the amount recovered was less than S0% and in certgin
cases it was as low as 5% of the total amount due. The Committee enquired:

(i) What was the purpose of negotiating for these kinds of settlement/
compromise of loans where the recovery was very low?

(ii) Why these cases were not considered fit for referring to the Tribunals, when
the Act came into being in 1993, for the recovery of these dues expeditiously
before entering into settlement/compromise of proposals with borrowers?

The Ministry in their reply have explained as follows:

"In determining whether a settlement/compromise proposal ought to be
accepted, the Bank is expected to consider the realisable value of the securities
held by it as well as the time within which such recovery, as is possible, can
be effected. This is a commercial decision to be taken by the bank concerned
having regard to the need for quick realisation of as much dues as can be
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realised and the pessibility of redeploying such funds in order to generate
income for the bank. While detailed reasons for not referring individual
cases to the Tribunals by the banks are not available or expected to be
maintained by the Banking Division, and are expected to be gone into by
the Board of Directors of the Bank, RBI have intimated that in some cases
the parties concerned have approached the bank with compromise proposals
as soon as the cases have been filed before the Tribunal and taking into
account the time likely to be taken in the disposal of the cases by the Tribunals
and the chances of recovery the bank sometimes accepts settlement proposals
in such cases in order to expedite the recovery of funds wherever realisable
having regard to the securities held by the bank".
Cases under litigation

4.8 As at the end of 31 March, 1993, there was a total of 10.25 lakh accounts of
public sector banks involving a total sum of Rs. 4071.60 crore in respect of which
suits had been. filed by banks. Further, decrees have been obtained in respect of
5.21 lakhs accounts, amounting for Rs. 984.94 crore as on 31.3.1993. Information
in regard to the time since when these accounts are under litigation is not available
with RBI.

4.9 The biggest handicap in quick recovery of the dues of the banks and financial
institutions is the slow and dilatory process of recovering dues. The civil courts are
burdened: with diverse types of cases and they are not able to accord priority to the
recovery of the dues of banks and financial institutions. It takes a very long time
before it is possible to obtain a decree and even after a decree is obtained, the execution
of decree is again a very time consuming process. Some advances given by the banks,
especially those given to the rural sector have been included by some State
Governments in their respective Recovery Acts and are, therefore, eligible for recovery
as arrears of land revenue. But again, since the State recovery machinery is over
burdened with recovery of a large number of public debts of the State, the recovery of
the dues of the banks does not get the desired attention.

4.10 The Committee enquired whether there were any guidelines to decide when
an indebt became irrecoverable. In reply the Deputy Governor stated as under:

"Banks have their own guidelines. We have told them about the asset that
has been lost and whether it is recoverable or not whether there is security.
It has to be studied on a case to case basis. We have given them broad
guidelines.”

4.11 The Finance Secretary added:

"The crux of the matter is, the moment a bank loses hope of recovery it
should file a suit. The whole point is, when banks do not file suit, it is
because they have a hope of recovery.”
Strengthening Recovery Powers of Banks
4.12 For improving the position regarding recovery of bad debts in the bank, the
State Bank of Hyderabad during study tour suggested inter alia as follows:
"(i) Although, the fixed assets/immovable propertics of the borrowers are
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charged with the Banks they have no power to seize and effect sale of the
same for recovery of dues without intervention of the Court.

The Banks should be conferred with the power of seizure and sale of fixed
assets of the borrowers charged with the Banks as these powers, conferred
on Financial Institutions under Section 29 of the State Financial Corporation
Act has proved to be very cffective in recovery of dues by such Corporations.

(ii) Contrary to the expectations, the establishment of Debt Recovery
Tribunals have not provided the expected reliefs to the Banks for various
reasons. Therefore, the Government should take steps to remove the hurdles
in the way of cffective functioning of the Tribunals. Steps should also be
taken to extend the jurisdiction of Tribunals to all matters of Rs. 5.00 lakh
and above. To avoid piling up of cases with the existing Tribunals sufficient
number of Tribunals should be established.

(iii) The present legal system is too technical and consumes more time for
adjudication of suits. The Government should take steps through suitable
amendments to the Civil Procedure Code, Indian Evidence Act and other
relevant laws to provide for summary disposal of all bank suits within a
stipulated period."

The Ministry in their latest reply dated 10 December, 1998 have added:

"In 1987 the Tiwari Committee set up by RBI had gone into various
alternatives for recovery of banks dues including conferring on banks, powers
similar to those of SFCs under Section 29 of SFCs Act, 1951. After examining
the pros and cons of the alternatives, the Committee recommended setting
up of Special Tribunals (which would adjudicate within a time bound
schedule all matters relating to recovery of dues of banks) rather than
conferring on banks powers similar to those of SFCs. In this connection,
IDBI has advised us that invoking of sections 29, 30 and 31 of the SFCs
Act, 1951 has generally involved SFCs in avoidable litigation and process
of recovery has been time consuming and the success rate in recovery of
dues by SFCs is negligible. The banks can now recover their dues by
approaching Debts Recovery Tribunals established under Recovery Tribunals
established under Recovery of Debts due to Banks and Financial Institutions
Act, 1993."

4.13 According to IBA, to enable banks to put in place effective loan recovery
processes, apart from the individual initiatives of the banks, it is also important to
refine legal systems and strengthen recovery powers of banks akin to those available
for revenue departments, co-operative banks and development financial institutions.
There should not also be any political measures announcing loan waivers which
would dampen motivation of the banks to put in place efficient recovery management
practices.

4.14 During study tour, the bank representatives have highlighted that under
Section 29 of SFC Act, the Financial Corporations also have the right to (a) transfer
by way of lease, or (b) effect sale of the industrial concern, to realise the amounts due
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from them. Financial Corporations are treated as Deemed Owners of the Industrial
concerns on invocation of Section 29 of the SFC Act. Further under Section 31 of the
SFC Act, the Financial Corporation can file a SFC OP (by paying a nominal court
fee of Rs. 10/- before the District Court/High Court within whose jurisdiction the
industrial concern carries on business) wholly or partly, in the event of not complying
with the terms of the loan sanctioned or default in committed repayments, and pray
for order for sale of the mortgaged hypothecated/pledged assets. The representative
observed that such powers to bank officers would accelerate the recovery prospects.

4.15 During evidence the representatives of RBI responded as follows:

"Their recovery procedure is entirely different. They can just file an
application and get the attachment and decree. They do not have to go
through the process of law because they are covered under different Acts.”

4.16 The Finance Secretary added:

"I think, on the specific issue of what practice SFCs are following and
whether it can be applied to the banking system, we will give a separate
note. We are not familiar with the practice that they are following. I think,
the legal constraints relating to them are different.”

4.17 During study tour of the Estimates Committee, @ CMD of a nationalised
bank suggested that for effective recovery, Banks should be empowered to enforce
their right on the asset created out of bank finance without resorting to court of law.
Similarly, powers vested with the Revenue authorities, for attachment of the properties
and their auction, be given to the banks to instill a sense of seriousness in the minds
of the borrowers. When asked to give its comments on the suggestion, the Ministry
stated as under:

"The assets created out of the bank's finance would invariably be secured in
favour of the lending bank. The question therefore, is really the right of
private sale of the secured assets. The security on such assets is ordinarily
in the form of hypothecation. The major problems in this regard were,
highlighted in the Hedge Committee Report as under:

(i) the difficulty in taking possession of the stocks/hypothecated properties by
the officials of the bank;

(i1) the banks having no control over the borrowers who may dispose of
hypothecated properties without the knowledge of the bank;

(ii1) the risk of the stocks being deteriorated due to inaction of the borrowers;
and

(iv) the delay in the courts in obtaining orders for seizure, sale, etc.

However, according to the Committee, a few of these problems can be sorted out
if adequate statutory support is provided to the rights and liabilities of the parties to
the contract of hypothecation. In this connection, the Committee made the following
recommendations:

(i) codifying the law relating to the hypothecation;
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(ii) conferment of the right of seizure and or private sale of the hypothecation
on the creditor in the event of borrower's default;

(iii) dispensing with the necessity of giving notice to the borrower of the creditor’s
intention to seize hypothecated properties;

(iv) conferring the right of sale in respect of any property of the borrower whether
the creditor has secured possession thereof or not; and

(v) giving priority to the hypothecation in favour of banks and financial
institutions against subsequent transactions even if the subsequent parties
do not have notice of prior hypothecation.”

4.18 In regard to the suggestion to give to banks powers for attachment of properties
and their auction as vested within the Revenue authorities, the Ministry stated that
exercise of such powers requires adjudication as regards the debt owed by borrower.
Without adequate support for enforcement of such right, no purpose will be served
by merely conferring such a power on the banks. In view of this, empowering banks
for enforcement of their rights, as suggested might not be necessary at this stage.

The Ministry have added that similar powers have been conferred on the Recovery
Officer under Section 25 of the Recovery of Debts due to Banks and Financial
Institutions Act, 1993. There is a provision in the above mentioned Act to appoint a
Recovery Officer who has been empowered to recover the amount of debt specified
in the certificates by one or more of the following modes, namely.—

(a) attachment and sale of immovable or movable property of the defendant.
(b) arrest of the defendant and his detention in prison.

(c) appointing a receiver for the management of the movable or immovable
properties of the defendant.

4.19 IBA has been representing to the Government to strengthen the legal system
to facilitate banks with various options of speedy recovery such as foreclosure, speedy
execution of decrees streamlining and strengthening of the debt recovery tribunals,
etc.

4.20 In regard to the measures to improve recovery performance under various
Government sponsored self-employment schemes”and poverty alleviation
programmes, IBA suggested as follows:

"In respect of financing of Government sponsored programmes there should
be greater cohesion and co-ordination between the Government agencies
which recommend the loans cases and bank branches which sanction the
loan facilities. The relationship between these two agencies involved in
financing developmental programmes should be strengthened so as to make
them cffective in all areas including recovery.”

Debt Recovery Tribunals

4.21 Cumbersome procedure exists in the judicial system and rights to appeal
entail inordinate delay in the ultimate recovery of the dues pursuant to legal
proceedings initiated. To speed up recovery process, the Recovery of Debts due to
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Banks and Financial Institutions Act, 1993 has been enacted to provide for the
expeditious adjudication and recovery of debts due to banks and financial institutions
and for matters connected therewith or incidental thereto.

4.22 The Delhi High Court in the matter of Delhi High Court Bar Association V.
G.O.1 had held that the Recovery of Debts due to Banks and Financial Ingtitutions
Act, 1993 was unconstitutional. However, the Supreme Court has stayed the

Delhi High Court Order and admitted Special Leave Petition filed on behalf of the
Government.

4.23 On the current status of the present Special Leave Petition filed on behalf of
the Government, the Ministry have informed as follows:

"The matter relating to Special Leave Petition filed on behalf of Union of
India came up for hearing on 24th July, 1997 before the Division Bench of
the Supreme Court. After hearing the argument of both the parties, the
Division Bench decided to refer the matter to a three Judges Bench. The
matter, therefore, wll now come up again after constitution of the three
Judges Bench. In this regard it is also stated that in addition to filing the
Special Leave Petition (SLP) in the matter of Union of India Vs. Delhi
High Court Bar Association, the Union of India has also filed a Transfer
Petition (TP) before the Hon'ble Supreme Court requesting for transfer of
all the cases pending before the various High Courts and to hear all these .
cases alongwith the SLP filed by the Union of India.”

4.24 Salient features of the Recovery of Debts due to Banks and Financial
Institutions Act, 1993 are—

(1) The Act provides for the establishment of Tribunals for expeditious
adjudication and recovery of debts due to banks and financial institutions
and for matters connected therewith or incidental thereto.

(2) The provisions of: this Act shall not apply where amount of debt due to any
bank or financial institutions or to a consortium of banks or financial
institutions is less than ten lakh rupees or such other amount being not less
than one lakh rupees as the Central Government may by notification specify.
In order to achieve the objective of expeditious disposal of cases that would
go to them. While determining the cut-off limit basically two objectives
were considered; first, the tribunals do not get overloaded with a large number
of cases and second, substantial amounts are recovered with the help of the
special machinery of the Tribunals.

(3) Central Government shall, by notification establish one or more tribunals.
(4) A Tribunal shall consist of one person only.

(5) The Central Government shall by notification establish one or more
Appellate Tribunals.

(6) The application made to the Tribunals shall be dealt with by it as
expeditiously as possible and endeavour shall be made by it to dispose of
the application finally within six months from the date of receipt of the
application.



(7) Where an appeal is referred by any person from whom the amount of debt
is due to & bank or a financial institution or consortium of banks or financial
institutions, such appeal shall not be entertained by the Appellate Tribunal
unless such person has deposited with the Appellate Tribunal seventy-five
per cent of the amount of debt so due from him as determined by the Tribunal.
Appellate Tribunal may for reasons to be recorded in writing waive or reduce

the amount to be deposited.

(8) The Tribunal and the Appellate Tribunal shall not be bound by the procedure
laid down by the code of Civil Procedure, 1908 but shall be guided by the

#7

principle of natural justice and subject to other provision of this Act.

4.25 In terms of Section 31 of the Recovery of Debts due to Banks and Financial
Institutions Act, 1993 every suit or other proceeding pending before any court
immediately before the date of establishment of a Tribunal under the Act, shall stand
transferred on that date to such Tribunal. Government vide its letter dated 24 August,
1993 have instructed all the nationalised banks to take immediate steps to identify
the suit filed cases of Rs. 10 lakh and above which will have to be transferred from
the civil courts to the Tribunals as per Section 31 of the Act.

4.26 In a note furnished during study tour in November, 1997, the IBA has given
the latest jurisdiction of respective Debt Recovery Tribunals (DRTs) and also the

problems being faced at these Tribunals:—

Place where  Jurisdiction in Alternative Experience

Tribunal is States Place where and

established it functions Problems

1 2 3 4

Appellate All over India & There is need No Recovery

Tribunal over all Tribunals to arrange Officer

(Mumbai) sitting at appointed.

other places Functioning
in India is satisfactory.
Calcutta West Bengal, Files from High
Andaman & Nicobar Court not
Islands transferred.
Functioning is
satisfactory but
saddled with
large number of
- cases.

Delhi Delhi No Recovery
Officer
appointed.

Functioning is
satisfactory.
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1 2 3 4
Jaipur Rajasthan, Himachal Functioning well.
Pradesh, Punjab and It has large
Haryana, Union Territory geographical
of Chandigarh coverage.
Bangalore Andhra Pradesh, Hyderabad Saddled with more
Karnataka than 2500 cases. It is
fully functional but
existing man power
not sufficient.
Ahmedabad  State of Gujarat & Functioning well.
Union Territories of
Dadra & Nagar Haveli,
Daman & Diu
Chennai Tamil Nadu, Kerala Emakulam under  No Recovery
& Union Territory consideration Officer appointed.
of Pondicherry Functioning is
satisfactory, has
large geographical
coverage.
Patna Bihar & Orissa Files from Civil
Courts from Bihar &
Orissa not
transferred; has
large geographical
coverage.
Bhubaneswar under consideration
Guwahati Assam, Meghalaya, Has large
Manipur, Mizoram, geographical
Arunachal Pradesh & coverage

Nagaland

4.27 In response to USQ No. 1516 answered in Lok Sabha on 5 June, 1998, the
Minister of State in the Ministry of Finance has stated inter alia as follows:

"Nine Tribunals have already been set up at Ahmedabad, Bangalore,
Calcutta, Delhi, Jaipur, Chennai, Guwahati, Jabalpur and Patna. The only
Tribunal yet to be set up is at Mumbai. The Tribunal at Mumbai is also
likely to be set up shortly.

An Appellate Tribunal has also been established in Mumbai.”
4.28 In their general comments on DRTs, IBA has stated as follows:

(i) Infrastructure at most DRTs is poor. More than one Recovery Officer is
required to be appointed at each DRT. The Recovery Officers should be
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provided with atleast three/four persons to assist him in the execution of
recovery certificates.

(ii) Work at DRTs comes to a standstill in case of leave and sickness of the
Presiding Officer. It is suggested that where there are large number of cases
pending and are likely to be transferred, more Presiding Officers may be
appointed. Ultimately, for each State there should be one DRT.

(iii) Writ Petitions by the borrowers.and stay orders passed have impeded
functioning of DRTS in all cases. In many cases, stay orders are obtained
against orders passed by DRTs causing delays and legal battles at the
execution stage.

4.29 In response to USQ No. 1516 answered in Lok Sabha on $ June, 1998, the
Minister of State in the Ministry of Finance has stated inter alia as follows:—

"RBI has recently constituted a Working Group which is going into various
problems associated with Debts Recovery Tribunals including legislative
amendments. After recommendations of the Working Group are available,
a decision would be taken whether there is any need for amending of any
provisions of the Act for making Debts Recovery Tribunals more effective
and also about setting up of more DRTS in the country.”

4.30 The Tribunals have started functioning and disposing of cases filed by
the banks/Financial Institutions. However as regards recovery of dues banks are
in the process of collecting, compiling and filing of cases for recovery before the Tribunals
for assignment of the case to the Recovery Officer of the Debts Recovery Tribunals.

4.31 Enquired whether all the banks had compiled their lists of cases to be filed
before the Tribunals for recovery of their debts and how many cases had been disposed
off, the Ministry in their reply have informed as follows:

"Besides 9564 cases filed by different Public Sector banks/financial
institutions upto 28th February, 1997 (including cases transferred from other
courts to various DRTs) it has been reported by these banks (excluding
PNB) and financial institutions that as on February 28, 1997, 7251 more
cases became fit for filing before the Debts Recovery Tribunals.

As reported by the Debts Recovery Tribunals as on March 31st, 1997 an
amount of Rs. 153.54 crore has been recovered in 1627 cases."
4.32 The Minister of State in the Ministry of Finance informed Lok Sabha vide
USQ No. 1516 on 5 June, 1998 that the performance of these Tribunals for the last
three years is as under:—

April '94 April' 95 April' 96
to Mar. 95 to Mar. 96 to Dec. 97
. No. of cases filed 2036 6768 5685
2. Amount involved 1468.46 4526.58 $690
(Rs. in crores)
3. No. of cases settled 61 224 1556

Amount recovered 21.15 86.51 74.39
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4.33 The Committee enquired what was the experience of the Government in
the functioning of these Tribunals in disposal of the cases and whether there was any
need for any amendment to be made in the Act for expediting the disposal of cases.
In reply, the Ministry stated as under:

"It has been experienced that the disposal of the cases by the Tribunals is
not to the desired extent as several court cases in the Supreme Court and
various High Courts challenging the validity of the Act and the proceedings/
decisions of the Tribunals have been filed. The greatest setback to the Act
came when the Recovery of Debts Due to Banks and Financial Institutions
Act, 1993 was declared as unconstitutional and void by the Delhi High
Court in the case of Delhi High Court Bar Association Vs. U.O.1. In addition
to the SLP and TP pending in Supreme Court, presently about 750 cases in
which proceedings/decisions of DRTs have been challenged are pending in
various High Courts. Keeping in view the judgement of Delhi High Court
on the validity of the Act, a need has been felt to carry out some amendments
in the Act. However, on the advice of Ministry of Law the matter has been
kept pending till the disposal of SLP by the Supreme Court."

Observations/Recommendations

4.34 The Committee note that Public Sector Banks reduce their NPAs and recover
their dues through upgradation of accounts from sub-standard to standurd category,
compromise/write off of loans as per laid down guidelines and cash recoveries. It is
indeed heartening to note that with the introduction of prudential norms, the
Government/RBI has become extremely anxious to effect all round improvement
in the working of the credit portfolio of the banks. To improve their performance
in recovery of bad debts, PSBs as advised by RBI, have formulated their
Investment Policies and Loan Recovery Policies duly approved by their Board
of Directors. A General Manager at the Head Office has been assigned the
exclusive portfolio of Recovery. Branchwise targets are fixed for recovery of
dues and monitoring is done at Head Office level on a regular basis. The Board
of Directors are to be informed about the progress of recovery at quarterly
intervals. The progress of recovery and reduction in NPAs is also reviewed by
RBI periodically. The Committee expect that with various measures in place
coupled with a fair amount of dedication and involvement of the bank officers
assigned with the responsibility of credit portfolio at the grass roots level in
recovery in a big way, seeking assistance of the Government agencies when
necessary, counselling of borrowers and also organising recovery campaigns in
all branches to step up realisation of dues of the bank, the efforts will fructify.

4.35 On perysal of the details furnished by the Ministry for the years 1994-95
and 1995-96, the Committee find that banks have been able to achieve total
reduction in NPAs on account of upgradation, compromise/write off and recovery
of Rs. 7892 crore and Rs. 7751 crore respectively.

4.36 High level of non-performing assets (NPAs) in the banking sector at
present is the most worrisome aspect of the financial sector. NPAs in Public
Sector Banks (PSBs) at about 18 per cent of credit portfolio are much in excess
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of international standards where the tolerable levels of NPAs are around 3 to 4
per cent. The Committee are satisfled to note that Banks are aware of the
paramount need for containing NPAs. But despite taking various suitable
corrective measures and putting in place credit monitoring systems by PSBs o

- bring the ratio down to a manageable level, they have been able to achieve
relatively limited success.

4.37 The Committee feel that recovery of dues by the banks is one of the major
concerns in view of the need for recycling the funds for socio-economic development
and the very survival of the banking sector. For intensive recovery efforts the main
hurdle has been the time consuming legal process because of which the borrowers do
not feel compelied to come forward for settling their dues. With the introduction of
prudential norms and concept of NPAs from the year 1992-93 and also requirement
for provisioning, credit procedures will become a critical input in credit decisions.
The time, cost and efforts in recovery of loans will determine whether banks are
wiling to grant loans to borrowers where they are sure that they can recover their
dues quickly and not get bogged down in endless wrangling. That may spell disaster
especially for small and medium borrowers. It is therefore imperative in the larger
interest of the borrowers that their should be legislative changes to ensure quick
recovery of NPAs and to enable the banks to perform their assigned role of lending
for socio-economic development of the people.

4.38 The Committee note from the submissions made by the Banks during their
study tours as also from the Ministry of Finance in their notes furnished to the
Committee that the major handicap in quick recovery of dues of the banks is the
slow and dilatory process of recovering dues. It takes a very long time before it
is possible to obtain a decree and even after a decree is obtained, there are
problems in execution of the decree for realisation of assets/decretal dues. The
Committee are informed that as on March, 1993, there were a total of 10.25
lakh accounts of Public Sector Banks involving an amount of Rs. 4071.60 crore
in respect of which suits have been filed by banks. Further, decrees have been
obtained in respect of 5.21 lakh accounts. IBA in this connection has suggested
that there was a need to refine the legal system and strengthen the recovery
powers of banks akin to those available for the Revenue Department, Cooperative
Banks and Developmental Financial Institutions.

The Committee feel that there is need for Government support both at the
Centre and at the State level for extending help of the Revenue Departments in
effective recovery in different case and rendering required assistance in executing
decrees obtained from the courts. The Committee desire that the matter may be
taken up at the highest level in the Ministry of Finance with other Departments
of the Government of India and their PSUs where huge funds of banks are blocked
up and also impress upon the State Governments for providing requisite assistance
for execution of decrees granted by the Courts in favour of the banks for recovery
of their dues as also the need for bringing about amendments in the Recovery
Acts to effect improvement in the recovery of banks' dues, and strengthen
recovery powers to the banks as available to Revenue Departments,

Banks and Developmental Financial Institutions as suggested by IBA and
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introduction of a system whereby borrowers should be compelled for timely
payment of bank dues thus obviating time consuming and costly civil court
proceedings in the larger interest of borrowers.

4.39 At present no policy guidelines have been laid down either by RBI or by the
banks themselves for filing of suits for recovery of their non-performing assets. Under
the prudential norms, assets have been classified into four categories depending
upon the periodicity of their non-performance Le. standard, sub-standard, doubtful
and loss assets. It is really surprising that no time frame has been prescribed for
filing recovery suits in respect of doubtful/loss assets. According to the Finance
Secretary banks should file recovery suits the moment they loss hope of recovery.
The Committee feel that in the absence of a strict monitoring many unscrupulous
borrowing units may simply vanish and there will neither be a promoter nor any
property left against which the bank can make recovery. The reality is that in the
absence of specific guidelines the functiongries of banks file recovery suits when it is
virtually impossible to recovertheir money. As such banks need to act fast for timely
action of filing recovery suits. The Committee therefore desire that banks should lay
down specific guidelines duly approved by their Board of Directors for filing recovery
suits and be made a part of their Loan Recovery Policy. The Committee would like to
be apprised of the follow up action taken by Government in this regard.

440 The Committee note that to fill up a major lacuna in the existing legal
framework, the Recovery of Debts due to Banks and Financial Institutions Act, 1993
has been enacted to provide for expeditious adjudication and recovery of debts due to
the Banks and Financial Institutions. One of the salient features of the Act is that the
'Tribunal and the Appellate Tribunal shall not be bound by the procedure laid down
by the Code of Civil Procedure, 1908 but shall be guided by the principle of natural
justice and subject to other provision of the Act."The Committee further note that
the Delhi High Court had held that the Recovery of Debts due to Banks and Financial
Institutions Act, 1993 was unconstitutional. However, the Supreme Court has stayed
the Delhi High Court order and admitted Special Leave Petition (SLP) filed on behalf
of the Government. The matter came up for hearing in July, 1997. The Division
Bench of the Supreme Court decided to refer the matter to a three Judge Bench. The
Union of India had also filed a Transfer Petition(TP) before the Hon. Supreme Court
requesting the transfer of all the cases pending before various High Courts and to
hear all these cases alongwith the SLP filed by the Union of India.

4.41 The Act provides for establishment of Tribunals. So far, nine Debt Recovery
Tribunals (DRTs) have been established having their jurisdiction over certain States.
These are located at Calcutta, Delhi, Jaipur, Bangalore, Ahmedabad, Chennai, Patna,
Jabalpur and Guwahati. There is one Appellate Tribunal at Mumbai having
Jurisdiction all over India and over all Tribunals. In their general comments on
DRTs, IBA has pointed out that the infrastructure at most DRTS is poor. Some of the
Tribunals have large geographical coverage. IBA has also suggested that DRTs may
be expeditiously opened in unrepresented States like Maharashtra and Uttar Pradesh.
Government should also set up DRTs at more places for example at Chandigarh to
cover States of Haryana, Punjab and Himachal Pradesh and Appellate Tribunals at
Delhi, Calcutta and Chennai.

3943 /LS /F—6-B
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442 Meanwhile the Tribunals have started functioning and disposing of the
cases filed by the banksfinancial institutionis. In regard to the experience of the
Government in the disposal of cases by the Tribunals and whether there was any
need for amendment to be made in the Act for expediting disposal of cases, the
Ministry have informed that the disposal of cases by the Tribunals is not to the
desired extent because of the judgement of the Delhi High Court on the validity of
the Act. Keeping in view the judgement of the Delhi High Court, the Government
have felt the need to carry cut some amendments in the Act. But the same has been
kept pending till the disposal of SLP by the Supreme Court on the advices of the
Ministry of Laws on the matter.

4.43 Provisions of the Recovery of Debts due to Banks and Financial Institutions
Act, 1993, do not apply where the amount of debts due to any bank or financial
institution or to a consortium of banks or financial institutions is less than ten lakh
rupees or such other amount being not less than one lakh rupees as the Central
Government by notification may specify. In order to achieve the objectives of
expeditious disposal of cases of substantial amount and to ensure that DRTs do not
get loaded with large number of cases, at present cut off limit of rupees ten
lakh and above has been specified. The Committee desire that this cut off
limit should be reduced to Rs. 5 lakh as soon as pendency of cases before the
Tribunais falls considerably.

4.44 The Committee note that keeping in view the judgement of the Delhi
High Court on the validity of the Act, the Government propose to carry out
some amendments in the Act after the disposal of the Special Leave Petition by
the Supreme Court. In this connection, IBA has pointed out that in many cases
stay orders are being obtained against orders passed by DRTS causing delays
and legal battles at the execution stage. The Committee desire that before
initiating amendments in the Act, the Ministry of Finance in the light of
recommendations of Working Group constituted by RBI should hold deep
consultations with IBA . and Financial Institutions on measures considered
essential for making DRTs more effective for speedy recovery of bank dues and
also the need for more Tribunals.

New Devui; MADHUKAR SIRPOTDAR,
December 7, 1998 ' Chairman,
Agrahayana 16, 1920 (saka) Committee on Estimates.




APPENDIX I

MINUTES OF SITTING OF THE ESTIMATES COMMITTEE
(1996-97)

Second Sitting
The Committee sat on Tuesday, the 15th October, 1996 from 1500 to 1715 hrs.
PRESENT
Shri Rupchand Pal—Chairman
MEMBERS
Shri G.M. Banatwalla
Shri Pradeep Bhatacharya
Shri Ram Tahal Chaudhary
Shri Chandu Bhai Deshmukh
Shri Jagat Vir Singh Drona
Shri Udaisingrao Gaikwad
Shri Bijoy Krishna Handique
Shri Bhupinder Singh Hooda
. Dr. G.L. Kanaujia
. Shri Harinder Singh Khalsa
. Shri Sanat Kumar Mandal
. Shri C. Narasimhan
. Shri Vishambhar Prasad Nishad
. Shri Nitish Kumar
. Shri Sarat Pattanayak
. Shri Ramendra Kumar
. Shri Kashiram Rana
. Prof. Rasa Singh Rawat
. Shri Mahadeepak Singh Shakya
. Shri Mangat Ram Sharma
. Col. Rao Ram Singh
. Shri Thota Gopala Krishna
. Shri Chun Chun Prasad Yadav
. Shri Dinesh Chandra Yadav

Rl B ol o
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SECRETARIAT
1. Smt. Roli Srivastava —  Joint Secretary
2. Shri KL. Narang —  Deputy Secresary
3. Shri Raj Shekhar Sharma —  Under Secretary
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WITNESSES
Ministry of Finance (Department of Economic Affairs)
1. Shri Montek Singh Ahluwalia —  Finance Secretary

2. Shri C.M. Vasudeyv,
Additional Secretary (Banking)

3. Shri A.K. Jain, Joint Secretary (IF) — Banking Division
4. Shri M. Damodaran, Joint Secretary (BO) — Banking Division
5. Shri D.R.S. Choudhary, Joint Secretary (PS) — Banking Division

Reserve Bank of India

1. Shri S.P. Talwar —  Deputy Governor
2. Shri V. Rangarajan —  Executive Director

2. The Committee took evidence of the representatives of the Ministry of Finance
(Department of Economic Affairs—Banking Divison) and Reserve Bank of India on
the subject 'Bed Debts'.

3.The evidence was concluded.
4. A verbatim record of the proceedings was kept.

5. The Chairman desired the representatives of the Ministry to send notes on the
points not covered during evidence and also on points on which Hon’ble Members
wanted to have further information.

(The witnesses then withdrew).

The Committee then adjourned
L1221



APPENDIX I
MINUTES OF SITTING OF THE ESTIMATES COMMITTEE

(1998-99)
Second Sitting
The Committee sat on Friday, the 25th September, 1998 from 1100 to 1315 hours
PRESENT
Shri Madhukar Sirpotdar  — Chairman

MEMBERS

2. Shri Rajendra Agnihotri

3. Dr. Shakeel Ahmad

4. Shri G.M. Banatwala

5. Shri Narendra Bhudania

6. Prof. Prem Singh Chandumajra

7. Smt. Rama Devi

8. Shri A. Ganeshamurthi

9. Shri Satya Pal Jain

10. Shri Sanat Kumar Mandal

—
—

. Shri Bhubaneswar Kalita

. Shri Arvind Tulsiram Kamble

. Shri Rama Chandra Mallick

. Shri Abdul Fazal Golam Osmani
. Shri Uttamsingh Pawar

. Shri Ajay Kumar S. Sarnaik

. Dr. Chhattrapal Singh

. Dr. Mahadeepak Singh Shakya

. Shri Maheshwar Singh

. Dr. Ramesh Chand Tomar

D) oot bt s bt s e b
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21. Shri Ritlal Prasad Verma
22. Prof. (Smt.) Rita Verma
SECRETARIAT
1. Shri K.L. Narang — Director
2. Shri Raj Shekhar Sharma —_ Under Secretary
3. Smt. Neera Singh - Assistant Director

2. The Committee considered the draft Report on Ministry of Finance (Department
of Economic Affairs — Banking Division) — Public Sector Banks— Bad Debts and
adopted the same with some modifications/amendments as indicated in the Annexure.
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3. The Committee authorised the Chairman to finalise the Report in the light ot
verbal and consequential changes, if any, arising out of factual verification by the
Ministry and to present the same to Lok Sabha.

4. The Committee then considered their future programme of work and decided
to hold their next sitting on 6th October, 1998 at 1100 hrs. for consideration and
adoption of the draft Report on Crude Oil—Indigenous Production and Imports.

The Committee then adjourned



ANNEXURE

Amendments/modifications made by the Estimates Committee in the draft Report

on Public Sector Banks — Bad Debts

Para Amendments/Modifications
1.23 For "debarred”
Substitute "debarred from guditing”
2.26 For "One bank has"
Substitute "It is shocking to find that one bank has"
2.28 For "The Committee note”
Substitute "It is distressing for the Committee
for the Committee to find"
229 For "The Committee ..................
(Last Sentence) = ... may be made
Substitute "The Committee, therefore, desire that
a detailed review of the regulatory and supervisory
functions of RBI preferably by a Committee of
Experts well versed in banking matters to enhance
its effectiveness and the laxity and complicity of
RBI officials, if any, for not initiating action for
effective timely measures, may be made.”
3.76(i) For "Instead banks"
Substitute "Instead RBl/banks"
3.76(ii) For "on loan write off"
Substitute "on loan sanction and loan write off™
3.76(ix) For "may be made"
Insert "should be made regularly and necessarily
at least”.
Delete "so that there is no witch hunting and mindless
enquiry after retirement.”
441 Add at the end.
"Government should also set up DRTs at more places
for example at Chandigarh to cover States of Haryana,
Punjab and Himachal Pradesh and Appellate Tribunals
at Delhi, Calcutta and Chennai."
4.45 Delete Para 4.45.
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APPENDIX I

STATEMENT OF OBSERVATIONS/RECOMMENDATIONS

Sl. No.

Para No.

Observations/Recommendations

2

3

1.19

The Committee note that in pursuance of the
recommendations of the Committee on the Financial System
under the Chairmanship of Shri M. Narasimham, RBI
introduced prudential norms on income recognition, asset
classification and provisioning in all scheduled commercial
banks in April, 1992. Reporting under the Health Code
System for classification of borrowal accounts which was in
vogue, was withdrawn with effect from Ist April, 1994 by
RBI. But the banks could continue to retain the system or
any alternate loan grading system as might be advised by
them for purposes of gradation of the quality of their loans
and advances. However, for the purpose of reporting to RBI,
the quality of the credit portfolio of banks was to be based on
new norms for income recognition, asset classification and
provisioning from that date i.e. 1st April, 1994,

Following the recommendations of the Narasimham
Committee on the Financial System, the RBI issued a detailed
circular in April, 1992 to all scheduled commercial banks
(excluding RRBs). The circular contained specific guidelines
for prudential norms to be adopted for:—
— Income recognition,
— Asset classification, and
— Provisioning for assets of 'loss' or ‘doubtful’ nature.
An asset becomes non-performing when it ceases (o generate
income for the bank. For the purpose of income recognition,
the Narasimham Committee recommended that no income
should be recognised and taken into account on accrual basis
with respect to non-performing assets(NPAs) and that such
income should be accounted for only on the basis of actual
receipt.
For the purpose of provisioning for 'loss' and ‘doubtful’ assets,
RBI guidelines provide for classification of assets into four
categories depending upon the period for which interest/
instalments of principle had remained ‘past due’' namely:—
(i) Standard assets;

(i1) Substandard assets;

(iii) Doubtful assets; and

(iv) Loss assets.
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3

1.20

1.21

1.22

1.23

1.24

2.25

The Committee further note that the introduction of new
norms on asset classification into four categories viz.
standard/sub-standard/doubtful/loss asset, is for facilitating
identification of an account as a non-performing asset
depending on the period on an objective basis. In terms of
the instructions, classification of an account into the four
categories is based on record of recovery of interest/principle
and is not based on any subjective consideration. These
guidelines on asset classification and provisioning are in line
with international banking and supervisory standards as per
norms of the Banks for International Settlement.

There were no NPA norms earlier in India. Income from
NPA is not internationally recognised on accural basis but is
booked as income only when it is actually received. Such
reforms in the banking sector throughout the world were
introduced in 1987 with the implementation of Basle
Committee recommendations. In India, the same were
introduced in 1992 with the implementation of
recommendations of the Narasimham Committee that similar
practice should be followed by banks in India.

The Committee feel that with the introduction of the new
system of income recognition, asset classification and
provisioning norms for bad debts on a prudential basis, the
concept and treatment of non-performing assets have brought
about a complete transformation in the Banks in India as
they have now to assess their profitability on more realistic
basis and reflect the true state of their financial health.

The Committee note that there is considerable
misclassification by banks of their non-performing assets and
consequent under-provisioning of loan losses in disregard
of RBI guidelines relating to income recognition, asset
classification and provisioning. The Committee expect the
RBI to ensure better adherence by the banks to the prudential
norms to acehive the desired objectives of their introduction.

In case of large divergence of classification of assets by bank
auditors and RBI inspectors, the Committee desire that a
serious note should be taken and these auditors should be
debarred from auditing for their sheer blantancy of
misclassification.

The Committee note that in accordance with the guidelines/
directives of the Reserve Bank of India as also policy
guidelines drawn up every year and duly approved by the
Board of Directors, banks are sanctioning loans and advances
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3

10

2.26

2.27

for various categories of borrowers of medium and large scale
industries, small scale industries, artisans, village and cottage
industries, and other small scale industries as also for
creation/modemisation/expansion of infrastructural faciljties
for productive purposes. It has also been the policy of the
banks to provide credit facilities under the priority sector for
development of agriculture, export and Government
sponsored poverty alleviation and self-employment schemes.
The Committee appreciate the pivotal role of the Public Sector
banks for channelising the flow of funds for industrial
development, agricultural growth, employment generation,

-poverty alleviation and for other prodcutive purposes.

The Committee note from information furnished by the
Ministry of Finance that in percentage terms, NPAs came
down significantly from 23.18 per cent as on March, 1992
(when prudential norms were introduced) to 17.84 per cent
(provisional) as on 31 March, 1997 i.e. a reduction of 5.34%
in a period of four years. Another notable feature is that banks
have been able to avert further growth in NPAs in absolute
terms vis-a-vis growth in lending. In absolute terms these
NPAs have accumulated from Rs. 39,253 crore as on March,
1993 to an amount of Rs. 43,577 crore as on March, 1997.
At present, 17 banks have non-performing assets in the range
of 10 per cent to 20 per cent and 8 banks hold NPAs above
the level of 20 per cent. It is shocking to find that one bank
has NPAs at the level of 36.20 per cent and another one has
as high as 39.12 per cent. Only two banks have NPAs in the
range of 5 to 10 per cent which, according to Chairman,
IBA, is tolerable level under the prevalent economic and
industrial development scenario. However, the Committee
is extremely unhappy to observe that none of the Public Sector
banks has been able to contain NPAs as per international
standards where the tolerable levels of NPAs are around 3 to
4 per cent.

The Committee note that several factors mostly on the part
of banks and also on the part of borrowers contribute to bad
loans. Factors external to the banks and the borrowers such
as changes in Government policies 10 some extent also could
cause default in loans. Failure to rznder honest, dedicated
and diligent service in the discharge of responsibility to the
borrowers, poor motivation and inadequacy of professional
skills for assessment of business risks, corporate failures both
in the public and private sectors, scandalous siphoning off
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3

12.

2.28

2.29

of funds by corporate racketeers and no fear of legal action
initiated for recovery of problem loans from recalcitrant
borrowers under the present slow and complex legal system,
are the major factors causing hike in NPAs,

It is distressing for the Committee to find that Indian Bank's
operations for the financial year 1995-96 resulted in a loss
of Rs. 1336.40 crore. Together with the carry forward loss of
Rs. 376.39 crore of earlier years, the bank's losses
accummulated to Rs. 1713 crore as on 31.03.1996 wiping
out the entire capital and net worth. RBI's Annual Financial
Inspections (AFIs) into the last several years have been
revealing the gradual deterioration of the Indian Bank's
financial position. According to RBI, this was largely due to
the imprudent lending policies pursued by the bank
management. Findings of RBI's successive inspections
revealed that the bank's credit and fund management
functions were areas of serious concern. The Committee are
further informed that RBI had to scrutinise some accounts
more than once as the bank continued to increase its exposure
to some borrower groups despite the disquieting features
observed by RBI and brought to bank's notice. In 1996, a
scrutiny into the exercise delegated lending powers by the
then CMD and other top executive was carried out and the
matter is under RBI's consideration. RBI has also conducted
some scrutinies regarding administrative lapseshrregulannes
CBI has registered some cases in this connection.

The net loss of the bank for the year ended 31 March, 1997
is Rs. 389.09 crore as reported in the Annual Report

1996-97. The bank's losses have thus accummulated to
Rs. 2101.87 crore.

The Committee are deeply perturbed at this state of affairs
in the Indian Bank which has continued for the past few
years. They are disappointed that the bank did not pay any
heed to the repeated revelations of RBI relating to the
imprudent policies being pursued by the management for
corrective measures.

It is really surprising to find that the procedure adopted by
RBI of only "bringing to the notice" of management of the
Indian Bank their findings contained in AFIs revealing
graudal deterioration of the bank financial position year after
year and holding discussion with the bank management
subsequently for the follow up of corrective measures have
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15.

2.30

231

232

proved totally ineffective. The bank management under the
then CMD defiantly continued to pursue imprudent lending
policies and exposure to some borrower groups despite the
RBI's disquieting revelations. In the light of the experience
gained in the dubious role of the ex-Chief Executives not
only of the Indian Bank but also the Bank of Maharashtra or
Vijaya Bank for losses to their banks, the Committee consider
it imperative that some safeguards are put in place for swift
and timely acton for stopping imprudent policies being
pursued by the management and the administrative lapses/
irregularities to prevent any further damage and loss to the
banks. The Committee, therefore, desire that a detailed review
of the regulatory and supervisory functions of RBI preferably
by a Committee of Experts well versed in banking matters to
enhance its effectiveness and the laxity and complicity of
RBI officials, if any, for not initiating action for effective
timely measures, may be made.

The Committee also desire that the cases against the ex-CMD
of the Indian Bank and other top executives should be pursued
vigorously for meting out severe punishment to the guilty.

The Committee would like to be apprised of the action taken
on their recommendations in this regard.

On perusal of the information furnished by the Ministry of
Finance relating to big loans sanctioned by the top
functionaries of the level of CMD/MD/ED of the Public
Sector banks including the Indian Bank which turned into
'bad debts' during their service period as also which turned
'bad debts' after retirement of those functionaries, the
Committee are distressed to find that the dubious role of the
Chief Executives of the banks whether it-is of Bank of
Maharashtra or Vijaya Bank or Indian Bank in granting
advances in utter disregard of laid down system and procedure
has been the major contributing factor for turning these huge
advances into bad loans. In the opinion of the Committee
such things could be possible only with a motive of corruption
and complicity in siphoning off a bank funds.

Apart from revamping the present procedure and system for
awarding deterrent punishment for such serious irregularities
and wrongdoings, the laid down system for selection and
appointment of senior Executives including top Executives
of the banks should be reviewed so that offices of integrity,
proven sense of duty and responsibility are appointed to these
positions.
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17.

2.33

2.34

It has been observed that the loan amounts never reach the
poor borrowers in full. The illiterate and gullible borrowers
have to grease the palms of middlemen/block development
officers and other Government intermediaries in forwarding/
sponsoring loan applications. They have even to bribe the
banks officials for sanctioning and disbursement of loan. That
is why some of the borrowers wilfully refuse to pay the full
loan amount as they are only paid less than half of the loan
amount.

The Chairman, IBA has also opined that loan recovery
becomes difficult if the entire loan sanctioned does not reach
the borrower. The Committee desire that procedures and
systems laid down for selection of beneficiaries and
sponsoring of loan applications may be given a fresh look so
that the involvement of various intermediaries is brought
down considerably. Banks should also initiate effective
measures to check malpractices on the part of bank officials
in sanction and disbursement of loans to the borrowers. The
Committee would like to be apprised of the concrete and
effective measures taken in this matter also.

The Committee have been informed by IBA that there arc
no well defined safe limits as far as non-performing assets of
the banks are concerned. But as per international standards
the tolerable levels of NPAs are around 3 to 4 per cent. The
Basle Committee on Banking Regulations and Supervisory
Practices functioning in the Bank for International
Settlements (BIS) has prescribed certain capital adequacy
standards for banks which are being implemented in a large
number of countries. The BIS standard secks to measure
capital adequacy as a ratio of capital to risk weighted assets
and the ratio prescribed thereunder is 8 per cent. The
Committee on the Financial System (Narasimham
Committee) inter alia suggested that banks should, under a
phased programme, move towards meeting the BIS norms
on capital adequacy of 8 per cent which should be achieved
by March 1996. The Minister of Finance in his Budget Speech
on 1st June, 1998 has stated that to strengthen the underlying
health of banks, RBI is raising the minimum required Capital
Adequacy Ratio for banks from the present 8 per cent to 9
per cent by March 31, 2000 and to 10 per cent by as early as
possible thereafter. The Committee, however, feel that the
increase in the Capital Adequacy Ratio for public sector banks
as proposed in the Budget for 1998-99 in pursuance of
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recently submitted Narasimham Committee Report may not
be considered adequate in the ligh to a very high percentage
of non-performing assets which is around 18 per cent at
present, vis-a-vis, the international standard of tolerable
levels of NPAs around 3 to 4 per cent for which ratio
prescribed as per BIS norms is 8 per cent.

The Committee note that the RBI had advised banks from
time to time to improve upon deficiencies in credit appraisal,
non-observance of terms of sanction, laxity in post
disbursement supervision and poor internal control which
are some of the factors responsible for NPA, and to strengthen
their credit appraisal systems and skills of their officials by
imparting the requisite training and also to ensure effective
post disbursement supervision to prevent recurrence of the
factors contributing to increase in NPAs. Other measures to
contain NPAs inter alia include close monitoring of sticky
advances of banks commented in the inspection reports by
way of receiving Quarterly Progress Reports from banks in

‘respect of commented accounts, strengthening of inspection

system, emphasising, among others, the need for better
recovery performance during the time of discussion on the
inspection reports of banks, with the CMD of the concerned
banks by the top management of the RBI, prescription by
RBI prudential norms regarding capital adequacy, income
recognition, asset classification and provisioning so as to
improve the asset quality of banks, provision of a clause
regarding the need to set up a recovery cell at Head Office in
the MOU signed by the banks, before their share of capital
provided by the Government is released to them,
dissemination of information on defaulters of Rs. one crore
and above and suit filed accounts to alert other banks and
financial institutions to guard them from lending to defaulting
borrowers, setting up of recovery tribunals, etc.

The Committee note that as per RBI guidelines the banks
are required to make their own assessment of credit
requirements of borrowers on reasonable and realistic
assumption in compliance with laid down systems,
procedures and policy parameters for sanction. The banks
are also required to comply with RBI norms while assessing
the credit limits. In accordance with their own lending
discipline and guidelines issues by RBI, banks are also
required to exercise supervision over the deployment/end use
of funds lent by proper monitoring of stocks, receivables and
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other securities. Further concurrent audit covering at least
50 per cent of the lending operations to ensure that the
transactions/decisions were taken within the policy
parameters laid down and annual internal inspection of
branches ensures that credit appraisal and post-disbursement
supervisions were carried out in accordance with laid down
instructions by the bank/RBI. The deficiencies in banks' credit
appraisal and credit supervision systems as brought out in
the RBI inspections are followed up with the banks for
compliance, fixing staff accountability, etc. The Committee
do recognise that norms and care exercised in selection of
assets, effective post-sanction credit supervision, concurrent
audit of lending operations, annual internal inspection of
branches and deficiencies highlighted in RBI's AFI reports
and their follow-up with banks for compliance are no doubt
salient features of prudent credit management necessary to
reduce the incidence of problem loans.

The Committee note the position stated by the Ministry of
Finance that with the introduction of the prudential norms,
banks are becoming increasingly sensitive to credit risks and
there is a growing awareness of the need to keep NPAs to the
minimum. As the banks are required to make provisions out
of their operating profits towards NPAs, the profitability of
the banks largely depends on the management of NPAs.
Banks have realised that higher level of NPAs erode their
profitability and therefore address themselves to the reduction
of NPAs through well defined policies and strategies.

According to the Ministry of Finance, with the prudential
norms on income recognition, asset classification and
provisioning for bad debts from April, 1992, the Public Sector
banks have become sensitive to non-performing assets. The
dud loans that came about are loans which had accumulated
over the period before 1992-93. The incidence of NPAs on
the fresh credit facilities sanctioned since the introduction
of prudential norms in 1992-93 ranges from 3 and 4 per cent
in the case of the Public Sector banks. The Committee would
have been much happier had this been the correct position.
But, facts are otherwise. Apart from considerable growth in
deposits, the investible resources of the banks had
substantially increased (by more than Rs. 61,000 crore)
through successive cuts in CRR which had been brought down
from 15 per cent to 10 per cent. The banks, though being
flush with funds and can take on considerable lending
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activities, are reluctant to perform their legitimate function
of lending to corporate sector. One wonders what would be
the NPA ratio if the banks expand their credit to corporate
sector instead of investing to zero-risk low yield Government

_securities. According the media reports, nearly 60 per ceat

of the banks' funds are being invested in Government
wcmncsandmdnedebtmnrket.Whuuﬁmwmnm
is that with vast network of branclies even in remote and
inaccessible areas of the country and where need for bank
credit is the most acute, the Public Sector banks like foreign
banks for meeting their targets for priority sector have taken
recourse to the option of deployment of their priority sector
funds with SIDBI and NABARD to avoid non-performing
assets that may accrue in case of defaults.

The Committee note that during the MOU discussions with
CMD:s of the nationalised banks, which are held annually,
the performance of the banks in various areas including
reduction of NPAs is reviewed by RBI and the banks with
higher level of NPAs are advised to bring NPAs to a lower
level. The commitments made by the banks to brign the level
of NPAs to certain agreed levels are the targets towards which
these banks strive to achieve. The Committee, however, find '
that the data pertaining to commitments made by the
nationalised banks in respect of targets for reduction of NPAs
vis-a-vis actual NPAs for the past two years indicate a very
dismal picture. Only four out of nincteen nationalised banks
during cach year of 1994-95 and 1995-96 have been able to
contain the actual NPAs within the budgeted targets. All other
nationalised banks showed that the actual gross non-
performing assets are much higher than those of the targets
set by them for the two years. The Committee also find that
the actual gross NPAs in some of the banks are much igher
by Rs. 100 to 600 crore than the targeted level. The
Committee feel that the matter needs to be closely monitored
for achicvement of agreed levels of NPAs target.

The Committee note that RBI compiles and circulates
information on defauting borrowers of Rs. 1 crore and above
in order to alert the banks and financial institutions and
caution them so that banks/FIs are better informed while
taking credit decisions. The information so circulated pertains
to borrowal accounts whose outstandings to banks/financial
institutions aggregate to Rs. 1 crore and above and whose
accounts have been classified by banks as ‘doubtful’ loss’ or

33 /LS F-7A
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'suit filed'. While circulating the list, RBI has advised banks
and FlIs that they may make use of the information while
considering on merits the request for new or additional credit
limits of defaulting borrowing units and also proprietors/
partners/directors, etc. named in the list.

The Committee further note that the Government does not
consider it appropriate to delete provisions regarding secrecy
laws in the Banking Regulation Act, 1949, as according to
them the relationship of a bank and its customer is one of
utmost trust and is a well established concept prévailing all
over the world. The Committee feel that banks should file
suits against the borrowing units within two years of their
default and compile list of such cases region-wise and share
such information with other banks in order to caution them
while taking credit decisions for new or additional credit
limits by the defaulting borrowers and also proprietors/
partners/directors named in the list.

The Commiittee note that at present RBI published yearly
list of defaulting borrowers in whose cases suits have been
filed and the amounts are Rs. one crore and above. List of
these defaulters are circulated to caution the other banks in
extending credit facilities to such defaulters. In other
categories, in small loans, and in medium loans, even though
those persons are defaulters of one bank, they are taking loan
from some other banks. The Committee feel that in case of
wilful default recovery suits should be filed without any delay
and names of wilful defaulter whether suits filed or not should
also be published for guidance of the other banks who should
be instructed to exercise utmost caution in extending credit
facilities to such borrowers. The Commitice also desire that
their recommendation may be brought before the Board of
Directors of each Public Sector Bank for making it a part of
credit policy.

In case of weaker section loans, list of names of wilful
defaulters should be compiled for guidance of sponsoring
authorities and the banks for making them ineligible from
further loan facilities.

The Committee note from the views expressed by the
Ministry on extending loans and advances to units of an
industrial group in the event of the defaulting borrower being
a member of such group stating inter alia that in order to
discipline such defaulting industrial house and at the same
time not to disturb the ongoing industrial activitics, RBI in

3943/L5/F-18
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consultation with Government of India has evolved the
concept of Group Approach which envisages restrictive-cum-
selective flow of additional credit for expansion/
diversification/modernisation/new projects to groups or
borrowers committing wilful defaults and/or not cooperating
with the bank in settling their dues. According to the Ministry,
under this concept the legitimate need-based working capital
requirements of existing units of recalcitrant groups arc not
to be disturbed on account of wilful defaults of one or more
companies of the group. According to IBA, risk management
practice procedures that are being put in place by banks
would greatly discourage any credit flows to accounts which
have shown disappointing performance cither on its own or
through any its associates. The argument advanced by the
Government that the default by one member of the group
does not necessarily imply denying further credit facilitics
to other members of the group appears sound but is not
pertinent. The Committee, however feel that at the same
time the banks should adopt a more cautious approach in
its dealing with such group and discourage credit flow to
other units of the group for unjustly putting banks to suffer
loss for their wilful default.

It may also happen that such a group may have availed of
loan facilities from more than one bank. The other banks
from whom the group (borrower) has availed of loan facilities
may not be aware of the deterioration of the credentials of
the borrower by virtue of the default. Such a borrower will
be source of potential risk for the other banks. As such to
overcome such situation, the committee desire that an
appropriate mechanism may be evolved whereby there should
be adequate disclosure of information among banks regarding
defaulting borrowers. This would enable the banks to take
adequate precautions while extending credit facilities to such
borrowers or otherwise dealing with them.

The Committee note that during the course of inspection by
RBI, the performance of the top management i.e. CMD and
other functionaries of the bank is looked into and adverse
features, if any, commented upon in the Inspection Reports.
Copies of these Reports are also sent to the Government. In
case of small issues, RBI advises the Government that he
should be issued a letter of displeasure. The Committee,
however, feel that adverse comments made by RBI in their
Annual Financial Inspection Reports against CMD and other
funztionaries of the Public Sector banks cannot be considered
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as small issues for which letter of displeasure are issued.
The Committee desire the Government to take serious action
on these adverse observations 50 as to achieve the laid down
objectives of such inspections and also to set an example for
other functionaries in the banks in order to deter them from
indulging in any type of irregularities.

The Committee also like to be apprised of the follow up
action taken by Government/RBI on the adverse comments
contained in the Annual Financial Inspection Reports against
CMD and other top functionaries of public Sector banks
during the last three years.

On perusal of the statement furnished by the Ministry of
Finance on adverse comments against the management of
banks contained in the Annual Financial Inspection (AFI)
Reports of RBI for the years 1991-92, 1992-93 and 1993-94,

nmmgn_oj_lms. Fnrthct certam sancuonlconﬁrmauons
were far in excess of their lending powers in violation of the
Board's instructions/lending discipliné/RBI guidelines, etc.
In certain cases credit facilities were sanctioned/confirmed/
enhanced by the CMD:s orally/telephonicaily in excess of their
discretionary powers without assessing the need based
requirement or taking into accqunt the borrower’s financial
position/past performance. In one case, a loan was sanctioned
by CMD of a bank to a company. for development of real
estate without ascertaining whether the borrower company
would be in a position to execute the project work. The
company had a low capital base and did not submit the

proposed plan duly approved by competent authority.

All the above cases of gross abuse of official position by the
top functionaries of the banks, might have resulted in losses
of crores of rupees to the banks.

The Committee are unhappy to note that despite the fact that
AFI reports of RBI pointed out their adverse comments
against top management of the banks, no serious action was
taken except an advice made by Deputy Governor/Executive
Director of RBI to the Banks to ensure that such lapses/
deficiencies should not recur. Of late, specific timeframe has
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also been prescribed to individual banks for rectification of
deficiencies brought out in AFI reports.

The Committee, however, foel that such adverse comments
against top management of the banks made in RBI AFI
without any follow up purposeful action would send wrong
signals to other functionaries of banks for abusing their
official position in total disregard of laid down norms for
sanction of credit facilities to the detriment of the banks.
Further any credit management without accountability will
lack substance. The Committee, therefore, recommend that

_there should be a system in which all such cases of adyvesse

comments against top management of the banks contained
in the AFI reports regarding sanction of loans/recovery of
debts where heavy losses occur to the banks should be
investigated with a view to fixing responsibility against the
erring top functionaries and also to find out any nexus
between the top functionaries and the companies in the matter
of sanction of credit facilities/recovery of loans for causing
wrongful loss to the banks for launching prosecution.

Now the Ministry of Finance (Department of Economic
Affairs—Banking Division) also reviews the important
features of the Annual Financial Inspection Reports of RBI.
The Committee expect the Ministry of Finance not to allow
the Chief Executives to regard the banks as their personal
fiefdom so long as they are at the helm of affairs and indulge
in any violation of norms laid down for sanction of credit
facilities/recovery of debts. The Committee feel that if the
top functionary violates the rules, he should be punished with
the same severity as the other officers of the bank. The
Committee, therefore, desire the Ministry of Finance to
initiate action against the chiefs of the banks for violation of
lending norms/discipline/RBI guidelines, etc. and for causing
pecuniary loss to the banks as is done in the case of other
officials in the lower rung of the hierarchy.

The Committee note that delgation of lending powers at
different levels of hierarchy, differs from bank to bank
depending, inter alia upon organisational structure, scale of
operation, resource base, level of expertise of the delegates,
etc. The lending powers at the different levels right from the
branch level officials to functionaries at top level are fixed
by individual banks taking into account the above factors.
Under the extant guideliens laons/advances sanctioned
transgressing delegated powers are required to be ratified
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thereafter by the competent authority. According to the
Ministry of Finance, number of accounts turning into NPAs
on account of transgression of delegated powers is reported
to be negligible. What is worrisome to the Committee is the
very fact that apart from requests for ratification of transgres-
sion, cases of transgression of powers by the officials come
to the notice of bank management/RBI through internal audit/
inspection, concurrent/statutory audit, RBI inspection, etc.
clearly indicates that transgression of powers by bank officials
are not being regularly ratified as per extant guidelines but
are being suppressed which only come to light subsequently
through audit/inspection. The Committee foel that cases of
transgression of powers are not fully reported for ratification
as per extant guidelines and that is why the number aof account
turning into NPAs on account of transgression of powers
coming to the notice of bank mangement/RBI appears to be
negligible. The Committee expect that in the light of the
judgement of the Supreme Court, the Bank Officers would
function within the parameters of their sanctioning powers
for lending so that the chance of an account turning into
NPA on this ground is reduced to the minimum.

One of the reasons cited by Deputy Governor, RBI for
advances going bad is that “it may be due to wrong skill of
the person who is appraising....in future the banks will be
careful in their training system.” The Committee have been
informed that almost all banks have their own training
establishments where members of their staff are trained in
proper appraisal, supervision and follow up of advances.
Besides, banks also depute their officers to the Banker's
Training College, College of Agricultural Banking of the
Reserve Bank of India and the national Institute of Bank
Management where they are, inter alia imparted training in
the above aspects. However, in regard to factors for which
banks are responsible for advances truning non-performing,
the Ministry have cited deficiencies in credit appraisal, non-
observance of norms for sanction of loans and laxity in post-
disbursement supervision. The Committee feel that training
system for bank officers need revamping. The Committee
recommend as follows:

(i) The syllabus in the institutes/colleges imparting
training in the various programmes relating to
different schemes/sectors for appraisal, supervision
and follow up of advances may be reviewed by a
Committee of Senior bankers to improve the quality




93

3

35

3.68

of specialised training in risk management, project
appraisal skill and resource management as also
qualifying and trainers' standards upgraded to
skillfully groom the bank officers for improved
professional capabilities to enable them to face various
types of business risks in the present age of
competition and changing economic scenario.

(ii) There is also a need for upgrading the professional
skills among the senior management in banks. To
upgrade their project appraizal skill and to equip them
with adequate awareness of technological
developments in various sectors of the economy, there
should be a regular outflow of senior bank officers
from all Public Sector Banks as also officers of the
level of Directors in the Banking Division of the
Ministry for specialised training in training institutes
abroad to equip them with Istest procedures and the
system of banking prcvalent in those countries.
Salient features of the systems prevalent in other
countries in the world may be incorporated in the
training system in India and updated from time to
time and tuned to the issues confronting the Banking
Sector in India to meet the emerging challenges on
the basis of the experience and knowledge of these
officers.

(iii) Some training institutes may be identified for
development as Centres of Excellence within the
Banking Sector for sharing training facilities and
providing state-of-the-art training.

The Committee note that performance of various recovery
plans is being looked into by the RBI during inspection of
banks carried out at regular intervals. As per RBI guidelines
banks have been asked to formulate a loan recovery policy
with the approval of the Board of Directors. They have also
constituted a Recovery Cell at their Head Office under the
charge of a G.M. Further branchwise targets are required to
be fixed by banks for recovery of NPAs, and their performance
is to be monitored at Head Office level on monthly basis.
The Committee hope that these measures put in place to
improve recovery will work and prove to be effective. Further
those measures will facilitate banks to increase the tempo of
recovery, enable them to reach their recovery targets. The
Committee desire that the RBI closely monitor the utility of
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these measures by banks in improving recovery of the existing
problem loans.

The Committee feel that the IBA suggestion that banks should
strengthen the recovery mechanism not only from the point
of view of establishing special recovery branches but also by
training people and creating systems for close supervision
of the loan accounts to detect immediately any signs of
deficiencies, deserves consideration.

The Committec note that recommendationsmade by the
Narasimham Committee in its Report on the Financial System
for setting up of a separate Asset Reconstruction Fund to
take over the bad and doubtful debts from banks and financial
institutions and subsequently follow up on recovery of dues
owned to them from the primary borrowers was examined
by the Government of India and not found acceptabie.

The Committce also note the IBA view that huge size of
NPAs, accumulated over a long period of time, cannot be
drastically reduced within a short time without any major
institutional measures. This can be achieved by creation of
Asset Reconstruction Fund as recommended by Narasimham
Committee. However, Hon'ble Minister of Finance has
announced in his Budget Speech 1998-99 the decision to
establish Asset Reconstruction Companies. According to the
decision a few banks having particularly high NPAs will be
encouraged to establish Asset Reconstruction Companies,
which will take over the NPAs of the bank at their realisable
value and swap them with special bonds to be held by the
bank. The Asset Reconstruction Companies will concentrate
on recovery of dues to realise the maximum value for the
assets transferred to them.

The Committce note that the RBI's recent security of certain
large borrowal accounts conducted in a few banks has
revealed diversion of bank finances for investment in finance
companies, associate companies/subsidiaries, inter-corporate
deposits, etc. In this connection, RBI has advised banks that
if a borrower if found to have diverted finance granted for
working capital purposes for other activities, banks must
recall the amount so diverted. In order to gauge the magnitude
of diversion of funds by borrowers as also whether the
diversion of banks finance was for activities not permissible
under the extent norms of investment/credit policy of the
banks, the Committee would like to be informed of the
number of instances of diversion of funds by borrowers to
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other than the purposes (including breakup of non-
permissible activities) for which the loans were sanctioned,
the amount involved and the recall of the amount so directed
bank-wise for the last year only.

The Committee note that under the extant guidelines banks
are required to examine staff accountability whenever there
is a deterioraton in the asset quality. In this connection, the
Ministry of Finance have furnished statements giving details
of (i) officials found responsible for advances turning into
bad debts and (ii) cases of laxity in postdisbursement
supervision of advances resulting in bad debts in respect of
certain banks and punitive action taken against these officials
during the year 1992-93, 1993-94 and 1994-95. On perusal
of these statements, it is observed that in some cases
disciplinary/Departmental proceedings are still pending. The
Committee desire that pending proceedings should be
expeditiously finalised.

Further, on perusal of the statements it is also felt that year-
wise disciplinary proceedings initiated bank-wise via-a-vis.
quantum of loans/advances turniung into NPAs are minimal
just an eye-wash. The Committee expect the Ministry of
Finance to impress upon the banks to take a serious view of
the lapses in sanction of loans/advances and laxity in post
disbursement supervision for fixing staff accountability.

The Committee also note that banks have been advised to
frame a policy on staff accountability with the approval of
their Boards. The Committee would like to be apprised of
the present position on finalisation of policy on staff
accountability and the time frame fixed for its finalisation
bank-wise. One of the important measures which could be
considered for stopping wilfil defaults is, according to IBA,
swift and effective penal action on the erring bank officials
connected with irregularities. The Committee desire that this
aspect should form a part of a policy on staff accountability.

All Public Sector banks have their Vigilance Departments of
head Office/Controlling Office level to look into any sort of
malpractices/irregularities against bank officials in sanction/
disbursement of loans. As there has been considerable
deterioration in the quality of assets of the banks and
ineffective departmental action either due to administrative
sleaze and laxity or pervasive attitude of pessimism on the
part of Chief Vigilance Officer (CVO) or possible collusion
among personnel of the Vigilance Department, unscrupulous
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bank officers and private parties to siphon off bank funds,
the Committe desire the Ministry of Finance to undertake a
detailed review whether the performance of the Vigilance
Departments of the banks was of requisite standard and as
also of the need for their revamping.

The Committee also make the following recommendations
to recover/reduce/contain NPAs in the Public Sector Banks:

@

(i)

(iii)

i)

)

(vi)

With a view to reducing the Non-Performing Assets
(NPAs) and at the same avoiding lengthy and time
consuming legal action, banks have been advised to
recover their ducs by entering into settlement/
compromise proposals with borrowers on mutually
acceptable terms. The Committee feel that banks
should be very careful in considering settiement/
compromise proposals. Instead RBI banks should
examine the necessity of constituting Settlement
Advisory Committee consisting of renowned bankers
under the Chairmanship of retired High Court Judge
to consider proposals of compromise/write offs as per
1aid down norms for speedy recovery of assets in cases
of large default with a view to bringing down their
non-performing assets.

Public Sector Banks should also share information
on loan sanction and loan write off/compromise
proposals in cases of borrowal accounts of Rs. 10 lakh
and above to caution the other banks from lending to
such defaulting borrowers.

Suits should be filed immediately where promoters
have guaranteed the advance and there is a default.
Banks should introduce the system of obtaining on
audit certificate from the borrowers to ensure proper
end use of funds lent.

Banks should also censider the feasibility of
introducing & system for internal audit of sanction of
loans before disbursement for larger advances.

It may not be difficult for the banks to place the right
people for the work of credit portfolio management
who have training and greater awareness at
operational level for credit risk assessment and can
render honest and diligent service in the discharge
of their responsibilities.

(vii) Non-performance by lenders in not making timely

sanction/disbursement of loans sometimes convert




3

434

potentially profitable enterprises to loss making ones.
Many industries suffer decline because of delays in
disbursement of loans by banks. This may contribute
to NPAs. This aspect also needs to be closely
monitored.

(viii) A doubtful asset normally takes a minimum of two
years to surface. It would, therefore, be prudent on
the part of the management not to post bank officers
for credit portfolio work during the three years
preceding their retirement 50 as to enable them to
retire honourably and gracefully. ’

(ix) A review of the performance of the office belonging
to credit portfolio management should be made
regularly and necessarily at least one year before his
retirement to assess whether he had not acted
prudently while sanctioning of advances, whether he
had not observed the normal procedure followed in
the bank in sanctioning the applications and whether
any serious irregularities in the conduct of credit
portfolio or in other accounts had been observed.

The Committee note that Public Sector Banks reduce their
NPAs and recover their dues through ugradation of accounts
from sub-standard to standard category, compromise/write
off of loans as per laid down guidelines and cash recoveries.
It is indeed heartening to note that with the introduction of
prudential norms, the Government/RBI has become
extremely anxious to effect all round improvement in the
working of the credit portfolio of the banks. To improve their
performance in recovery of bad debts, PSBs as advised by
RBI, have formulated their Investment Policies and Loan
Recovery Policies duly approved by their Board of Directors.
A General Manager at the Head Office has been assigned
the exclusive portfolio of Recovery. Branchwise targets are
fixed for recovery of dues and monitoring is done at Head
Office level on a regular basis. The Board of Directors are to
be informed about the progress of recovery at quarterly
intervals. The progress of recovery and reduction in NPAs is
also reviwed by RBI periodically. The Committee expect that
with various measures in palce coupled with a fair amount
of dedication and involvement of the bank officers assigned
with the responsibility of credit portfolio at the grass roots
level in recovery in a big way, secking assistance of the
Government agencies when necessary, counselling of
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borrowers and also organising recovery campaigns in all
branches to step up realisation of dues of the bank, the efforts
will fructify.

On perusal of the details furnished by the Ministry for the
years 1994-65 and 1995-96, the Committee find that banks
have been able to achieve total reduction in NPAs on account
of upgradation, compromise/write off and recovery of
Rs. 7892 crore and Rs. 7751 crore respectively.

High level of non-performing assets (NPAs) in the banking
sector at present is the most worrisome aspect of the financial
sector. NPAs in Public Sector Banks (PSBs) at about 18 per
cent of credit portfolio are much in excess of international
standards where the tolerable levels of NPAs are around 3 to
4 per cent. The Committee are satisfied to note that Banks
are aware of the paramount need for containing NPAs. But
despite taking various suitable corrective measures and
putting in place credit monitoring systems by PSBs to bring
the ratio down to a manageable level, they have been able to
achieve relatively limited success.

The Committee feel that recovery of dues by the banks is one
of the major concerns in view of the need for recycling the
funds for socio-economic develoment and the very survival
of the banking sector. For intensive recovery efforts the main
hurdle has been the time consuming legal process because
of which the borrowers do not feel compelled to come forward
for settling their dues. With the introduction of prudential
norms and concept of NPAs from the year 1992-93 and also
requirement for provisioning, credit procedures will become
a critical input in credit decisions. The time, cost and efforts
in recovery of loans will determine whether banks are willing
to grant loans to borrowers where they are sure that they can
recover their dues quickly and not get bogged down in endless
wrangling. That may spell disaster especially for small and
medium borrowers. It is therefore imprative in the larger
interest of the borrowers that there should be legislative
changes to ensure quick recovery of NPAs and to enable¢ the
banks to perform their assigned role of lending for socio-
economic development of the people.

The Committee note from the submissions made by the Banks
during their study tours as also from the Ministry of Finance
in their notes furnished to the Committee that the major
handicap int quick recovery of dues of the banks is the slow
and dilatory process of recovering dues. It takes a very long
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time before it is possible to obtain a decree and even after a
decree is obtained, there arc problems in exeuction of the

drcree for realisation of assets/decretal dues. The Committee

are informed that as on March, 1993, there were a total of
10.25 lakh accounts of Public Sector Banks involving an

amount of Rs. 4071.60 crore in respect of which suits have

been filed by banks. Further, decrees have been obtained in

respect of 5.21 lakh accounts. IBA in this connection has

suggested that there was a need to refine the legal system

and strengthen the recovery powers of banks akin to those

avilable for the Revenue Department, Cooperative Banks and

Development Financial Instituions.

The Committee feel that there is need for Government support
both at the Centre and at the State level for extending help
of the Revenue Departments in effective recovery in different
cases and rendering required assistance in executing decrees
obtained from the courts. The Committee desire that the
matter may be taken up at the highest level in the Ministry
of Finance with other Departments of the Government of
India and their PSUs where huge funds of banks are blocked
up and also impress upon the State Governmetns for
providing requisite assistance for execution of decrees granted
by the courts in favour of the banks for recovery of their dues
as also the need for bringing about amendments in the
Recovery Acts to effect improvement in the recovery of banks’
dues, and strengthen recovery powers to the banks as available
to Revenue Departments, Cooperative Banks and
Developmental Financial Institutions as suggested by IBA
and introduction of a system whereby borrowers should be
compelled for timely payment of bank dues thus obviating
time consuming and costly civil court proceedings in the
larger interest of borrowers.

At present no policy guidelines have been laid down either
by RBI or by the banks themselves for filing of suits for
recovery of their non-performing assets. Under the prudential
norms, asscts have been classified into four categories
depending upon the periodicity of their non-performance i.e.
standard, sub-standard, doubtful and loss assets. It is really
surprising that no time frame has been prescribed for filing
recovery suits in respect of doubtful/loss assets. According
to the Finance Secretary banks should file recovery suits the
moment they lose hope of recovery. The Committee feel that
in the absence of a strict monitoring many unscrupulous
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borrowing units may simply vanish and there will neither be
a promoter nor any property left against which the bank can
make recovery. The reality is that in the absence of specific
guidelines the functionaries of banks file recovery suits when
itis virtualy impossible to recover their money. As such banks
need to act fast for timely action of filing recovery suits. The
Committee therefore desire that banks should lay down
specific guidelines duly approved by their Board of Directors
for filing recovery suits and be made a part of their Loan
Recovery Policy. The Committee would like to be apprised
of the follow up action taken by Government in this regard.

The Committee note that to fill up a major lacuna in the
existing legal framework, the Recovery of Debts due to Banks
and Financial Institutions Act, 1993 has been enacted to
provide for expeditious adjudication and recovery of debts
due to the Banks and Financial Institutions. One of the salient
features of the Act is that the "Tribunal and the Appellate
Tribunal shall not be bound by the procedure laid down by
the Code of Civil Procedure, 1908 but shall be guided by the
principle of natural justice and subject to other provision of
the Act.” The Committee further note that the Delhi High
Court had held that the Recovery of Debts due to Banks and
Financial Insitutions Act, 1993 was unconstitutional.
However, the Supreme Court has stayed the Dethi High Court
order and admitted Special Leave Petition (SLP) filed on
behalf of the Government. The matter came up for hearing
in July, 1997. The Division Bench of the Supreme Court
decided to refer the matter to a three Judge Bench. The Union
of India had also filed a Transfer Petition (TP) before the
Hon. Supreme Court requesting the transfer of all the cases
pending before various High Courts and to hear all these
cases alongwith the SLP filed by the Union of India.

The Act provides for establishment of Tribunals. So far, nine
Debt Recovery Tribunals (DRTs) have been established
having their jurisdiction over certain States. These are located
at Calcutta, Delhi, Jaipur, Bangalore, Ahmedabad, Chennai,
Patna, Jabalpur and Guwahati. There is one Appelate
Tribunal at Mumbai having jurisdiction all over India and
over all Tribunals. In their general comments on DRTs, IBA
has pointed out that the infrastructure at most DRTs is poor.
Some of the Tribunals have large geographical coverage. IBA
has also suggested that DRTs may be expeditiously opened
in unrepresented States like Maharashtra and Uttar Pradesh.
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Government should also set up DRTs at more places for
example at Chandigarh to cover States of Haryana, Punjab
and Himachal Pradesh and Appellate Ttribunals at Delhi,
Calcutta and Chennai.

Meanwhile the Tribunals have started functioning and
disposing of the cases filed by the banks/financial institutions.
In regard to the experience of the Government in the disposal
of cases by the Tribunals and whether there was any need for
smendment to be made in the Act for expediting disposal of
cases, the Ministry have informed that the disposal of cases
by the Tribunals is not to the desired extent because of the
judgement of the Delhi High Court on the validity of the
Act. Keeping in view the judgement of the Delhi High Court,
the Government have felt the need to carry out some
amendments in the Act. But the same has been kept pending
till the disposal of SLP by the Supreme Court on the advice
of the Ministry of Law on the matter.

Provisions of the Recovery of Debts due to Banks and
Financial Institutions Act, 1993, do not apply where the
amount of debts due to any bank of financial institution or to
a consortium of banks or financial institutions is less than
ten lakh rupees or such other amount being not less than one
lakh rupees as the Central Government by notification may
specify. In order to achieve the objectives of expeditious
disposal of cases of substantial amount and to ensure that
DRTs do not get loaded with large number of cases, at present
cut off limit of rupees ten lakh and above has been specified.
The Committee desire that this cut off limit should be reduced
to Rs. 5 lakh as soon as pendency of cases before the Tribunals
falls considerably.

The Committee note that keeping in view the judgement of
the Delhi High Court on the validity of the Act, the
Government propose to carry out some amendments in the
Act after the disposal of the Special Leave Petition by the
Supreme Court. In this connection, IBA has pointed out that
in many cases stay orders are being obtained against orders
passed by DRTs causing delays and legal battles at the
execution stage. The Committee desire that before initiating
amendments in the Act, the Ministry of Finance in the light
of recommendations of Working Group constituted by RBI
should hold deep consultations with IBA and Financial
Institutions on measures considered essential for making
DRTs more effective for speedy recovery of bank dues and
also the need for more Tribunals.
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