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Summary 
 

This report analyses the performance of 26 public sector banks (PSBs)
1
  and 14 private sector banks (private banks) during  the 

quarter ended September 30, 2016 and presents the near to medium term outlook for the Indian banking sector. These 40 banks 
collectively accounted for around 90% of the total credit portfolio and deposits of all scheduled commercial banks in India as on end-
September 2016.  

 
Update on Asset Quality: The trend of increasing 
gross non-performing assets (NPAs) continued in 
Q2FY2017 as banks’ gross NPAs rose from 7.7% as 
on March 31, 2016 to 9.2% as on September 30, 
2016. Notwithstanding a slight moderation, NPA 
generation during Q2FY2017 remained high at 
around 4.8% (annualised) as against ~5.4% during 
Q12017. However, NPA generation was much 
lower than the rates of Q3 and Q4 FY2016, 
immediately following RBI’s asset quality review. 
 
While a significant portion of the stress has been 
recognised as NPAs over the last few quarters, ICRA 
estimates additional weak assets of around 5-7% 
(including standard restructured advances of 
around 3.2% as on September 30, 2016), which 
could lead to high levels NPA generation during 
FY2017. A large portion of the fresh NPA slippages 
over the last few quarters was on account of 
existing standard restructured advances or other vulnerable exposures. As per ICRA’s estimates, ~30% of the fresh NPAs during 
H1FY2017 were from the restructured advances outstanding at the end of FY 2016. 
 
The increase in banks’ Gross NPAs in Q2FY2017 also appears high on account of the subdued loan book growth during the quarter. 
The advances of the banks in ICRA’s sample-set recorded a degrowth of 0.2% in H1FY2017.  

                                                           
1
 Consisting of 20 nationalised banks and the six banks of the State Bank of India (SBI) group 
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The operating environment in many of the credit intensive sectors like metals, power, textile and infrastructure remains subdued and 
will continue to adversely impact the asset quality profile of banks over the short to medium term. Given the significant deterioration 
in their asset quality, banks continue to focus on recoveries, pursuing highly indebted corporate groups to divest, bring new investors 
or sale of assets in order to repay loans. Many of the stressed borrowers have announced deals to sell or divest assets to pare down 
debt; successful execution of these plans could help reduce the pressure on banks’ asset quality. 
 
Key Regulatory Updates: Given the significant increase in the banks’ NPA levels over the last few years, the Reserve Bank of India 
(RBI) has announced various regulatory measures related to stressed assets, such as 5/25 refinancing, strategic debt restructuring and 
scheme for sustainable structuring of Assets (S4A). However, with limited resolution of these assets, RBI announced modifications in 
these schemes on November 10, 2016. See Annexure 2 for details. These changes increase the regulatory forbearance on stressed 
assets by providing more time and relaxed norms for resolving them. ICRA believes that with the changes these guidelines, reported 
NPAs are likely to reduce in the near term, leading to lower provisioning requirements; however, in the long-term, the ability of the 
underlying projects to generate cash flows and service debt will remain critical.  
 
The Government of India (GoI) also notified the rules for Application to adjudicating authority under the Insolvency and Bankruptcy 
Code 2016, on December 1, 2016. These rules outline the application process for initiating the insolvency resolution process against a 
corporate debtor under the code. The rules were welcomed by the banking sector and the first case under the new Code was filed 
within a fortnight of the notification. ICRA believes that these rules will help banks in improving recoveries over the medium to long 
term. 

 
After tightening the provisioning norms for recognising loss on sale of NPAs to securitisation companies/reconstruction companies 
(SCs/RCs) in June 2016, RBI notified further guidelines for sale of stressed assets by banks in September 2016. The guidelines notified 
in June 2016 reduced the time period for amortizing the loss on sale of NPAs during FY 2017 to four quarters as against eight quarters 
allowed till FY 2016. This will result in higher provisioning requirements for sale of NPAs during FY 2017. The guidelines for sale of 
NPAs notified in September 2016 aim to improve the transparency in the sale process.  
 
Additionally, to reduce investments in security receipts (SRs) backed by stressed assets sold by banks, RBI further tightened 
provisioning norms under these guidelines. These changes are applicable from April 1, 2017 and are likely to impact the quantum of 
sale of NPAs from FY 2018, in case third party appetite for these SRs remains subdued. See Annexure 3 for details. 
 
To reduce the concentration risk towards a single counterparty or a group of connected counterparties, the RBI also notified 
guidelines for Large Exposure Framework, to be applicable from April 1, 2019. As against the earlier norm of a single counterparty 
exposure of 15% of total capital and group exposure at 40% of total capital, the revised framework stipulates 20% (5% extra with 
board approval) of the Tier 1 capital to a single counterparty and 25% to a group.  
 
The RBI subsequently also announced the guidelines for enhancing credit supply to large borrowers through a market mechanism. In 
these guidelines, apart from stipulating additional provisions, the RBI has also increased the risk weights applicable to lending beyond 
specified limits. In ICRA’s view, these guidelines will reduce the banking sector’s concentration risk towards large corporate groups 
and also facilitate the development of capital markets as the large groups increase their market borrowings. See Annexures 4 and 5 
for details. 
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Profitability and Outlook: ICRA believes that while the pace of fresh NPA generation is in the process of moderating and gross NPAs 
may be nearing their peak levels, banks’ asset quality is not likely to improve substantially in the near term primarily on account of 
continued stress in operating environment as limited resolution in existing stressed assets. A material improvement in asset quality 
will hinge upon economic recovery in credit intensive sectors, as well as successful sale of assets by some stressed corporate groups. 
ICRA projects banks’ gross NPAs to be in the range of 9.6%-9.8% by March 2017 (vs. 9.2% as on September 30, 2016, 7.7% as on 
March 31, 2016 and 4.4% as on March 31, 2015). 
 
Given their weak asset quality indicators, banks’ credit cost is likely to remain high over the next two years as they build provisioning 
cover for the elevated gross NPAs and other weak assets. Banks’ credit cost increased to 2.57% of average advances for H1FY2017, 
from 2.34% for FY 2016 and 1.17% for FY 2015. Despite the increase, provision cover on the aggregate basis remained low at 42.2% as 
on September 30, 2016 as against 44.32% as on March 30, 2015. With credit cost likely to remain high in FY2017 with increasing 
provisions for ageing NPAs, ICRA expects banking sector profitability to remain low with return of equity (RoE) in single digits in 
FY2017. Overall, Indian banks reported an RoE of 4.39% in H1FY2017 (vs. 3.4% in FY2016 and 10.4% in FY2015) with private banks’ 
RoE at 12.5% while PSBs continued to report aggregate net losses. 
 
Nonetheless, after reporting losses for three consecutive quarters, PSBs reported a marginal aggregate profit during Q2FY2017 with 
an RoE of 0.5%, primarily supported by gains on sale of investments during the quarter. Yields on government securities declined 
further during Q3FY2017 after the GoI withdrew the legal tender character of existing high denomination bank notes on November 8, 
2016. With declining yields, ICRA expects banks to record further profits on their investment portfolios in Q3 and Q42017, estimated 
to be upwards of Rs 100 billion for PSBs. If these gains are booked during Q3, PSBs’ cumulative treasury profits during FY2017 will 
exceed the budgeted capital infusion of Rs 250 billion announced by GoI for FY2017 and will provide a significant cushion to their 
profitability.  
 
12 out of 26 PSBs reported losses in H1FY2017 (15 out of 26 in FY2016). Supported by their treasury gains, PSB profitability is 
expected to improve in FY2017 from FY2016 levels; however, a significant improvement is unlikely till FY2019. 
 
Despite the significant deterioration in PSBs net profitability profile, their operating profits remain large in relation to their asset 
quality stress. PSBs annualised operating profits (pre-provisioning) during H1FY2017 were around Rs 1.2 trillion, equivalent to around 
33% of their net NPAs as on September 2016. 

   
Outlook on Capital Requirements: The capitalisation profile of PSBs remains weak as reflected in the Tier I capitalisation of 9.5% and 
overall capitalisation (including Tier II) of 12.3% for PSBs as on September 30, 2016. Within Tier 1, the Core Tier I capital stood at 8.8% 
for PSBs as on September 30, 2016. This is against the regulatory requirement (under Basel III norms) of CET I of 8%, Tier I capital level 
of 9.5% and total capital requirement (including Tier II) of 11.5% by March 2019. As on September 30, 2016, six PSBs reported Tier 1 
capitalisation lower than the regulatory requirement of 8.25% by March 2017 and four reported overall capitalisation lower than the 
regulatory level of 10.25% by March 2017. 
 
The weak capitalisation is despite an equity infusion of Rs. 164.14 billion by GoI during H1FY2017 as well as the changes in Basel III 
norms in March 2016 whereby RBI allowed inclusion of revaluation reserves in Tier I capital. A lower growth in advances during the 
current year also reduced the capital requirements for the banks. Earlier in the year, as a part of its recapitalisation programme for 
PSBs (Indradhanush), GoI announced an equity infusion of Rs. 250 billion for FY2017. In July 2016, the government allocated Rs. 
229.15 billion from the proposed infusion for 13 PSBs and has so far infused Rs. 164.14 billion. 
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Chart 2: Tier I Capital Requirements for PSBs under Basel III 

Source: ICRA Research 

 
With their relatively better asset quality and profitability, the capitalisation levels of private banks is relatively better with CET 1, Tier 
1 and Overall CRAR of 12.13%, 12.29% and 14.64% as on September 30, 2016 notwithstanding a ~18% growth in their advances. 
 
ICRA estimates total Tier 1 capital requirements of Rs. 1.5 to Rs 1.8 
trillion for PSBs during FY2017-2019. Of the total Tier 1 capital, 
ICRA expects PSBs to require ~Rs. 450-500 billion in FY2017 and a 
similar amount during FY2018.  
 
Within Tier 1 capital, banks have the flexibility to raise either CET 1 
or Additional Tier 1 bonds depending upon the GoI’s capital 
infusion plan, GoI’s shareholding in a particular bank and investor 
appetite.  
 
With a capital infusion of only Rs. 164.14 billion so far from GoI 
against their Tier I requirement of ~Rs 450-500 billion for FY2017, 
PSBs have met a significant part of their Tier I requirements by 
issuing AT 1 bonds during the year. As per ICRA’s estimates, PSBs 
have already issued AT1 bonds totalling to Rs. 195.30 billion 
during  9MFY2017 as against Rs. 173.70 billion during FY2016. 
PSBs raised ~Rs. 360 billion of capital during 9MFY17 through CET1 and AT1 issuances together.  
 
Q3FY2017 also witnessed large AT1 bond issuances from private banks with Rs 55 billion being raised by them during the quarter. 
Together, PSBs and private banks raised Rs 250.30 billion through AT1 bonds issuances during 9MFY2017, which is significantly higher 
than the Rs. 176.50 raised till FY2016. 
 
After record issuances, weak credit profile, the headroom left to raise Tier 1 capital through AT1 issuance remains limited and ICRA 
expects PSBs to meet their Tier 1 requirements largely through issue of equity capital during FY2018 and FY 2019. With recent capital 
infusion by GoI in many PSBs, the shareholding of GoI in the banks has increased giving them headroom for raising fresh equity from 
markets, while maintaining GoI’s shareholding above 51%. However, their weak share price multiples and limited investor appetite 
for CET 1 can remain a challenge; in such a case, GoI may need to significantly increase the quantum of capital infusion budgeted 
FY2018-FY2019. 
 
Also with the increase in AT1 issuances during FY2017, the risk of servicing the coupon payments on these bonds has also increased 
considerably, especially for the weaker PSBs. With the PSBs reporting substantial losses during FY 2016 and H1FY2017, their revenue 
reserves have depleted considerably. See Annexure 1 for bank-wise details on distributable reserves. 
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Chart 4: Cut in Repo rate vs deposit rates vs lending rates 

 

 

Chart 3: Trend in deposit and credit growth 

 

 

Source: Banks, ICRA Research 

Source: RBI, ICRA Research 

funding sources such as non-convertible debentures (NCDs) and commercial papers (CPs). This is reflected in 30% growth in 
outstanding CP volumes and 18% growth outstanding corporate bonds as on September 30, 2016. 
 
The share of credit to large industries declined to ~32% of the bank credit at end of H1-FY2017 as against 34% as on FY2016 and 36% 
at end of FY2015. This in-turn is driven by higher credit growth in retail loans of ~20% during H1 FY 2017 as against ~1.4% growth in 
credit to large industries. With higher growth in retail loans, the share of bank credit to retail sector stands at ~22% at end of 
H1FY2017 as against 21% at end of FY16 and19% at end of FY 2015. Banks’ credit growth was also impacted by the conversion of 
state discoms loans into bonds; adjusted for this credit growth in H1-FY2017 is estimated at around 7-8%. 
 
Post the demonetization of Rs 500 and Rs 1000 notes in 
November 2016, the credit growth has slowed down further 
and the credit outstanding from the banks’ has declined by 
~Rs 1.5 trillion till December 23, 2016 since beginning of FY 
2017. While the credit outstanding has declined; recent cut 
in lending rates may revive the credit demand and the credit 
growth for FY 2017 is estimated to be ~5~6% for the banks. 
 
Outlook on Deposit Growth: The aggregate deposit growth 
for the 40 banks in ICRA’s sample set improved slightly to 
~7.3% during H1FY2017, from 6.4% in FY2016 but was lower 
than the 10.1% witnessed in FY2015. Given the decline in 
certificates of deposits volume by ~37% (y-o-y) during 
September 2016 to Rs 1.88 trillion, an overall growth in 
deposits reflects the increased share of retail deposits. The 

share of CASA deposits increased by ~1.6% from September 
2015 and stood at ~33.8% in September 2016. 
 
Following the demonetisation of Rs. 500 and Rs. 1000 notes in 
November 2016, which required the holder of these currencies 
to deposit them in banks and limits imposed on withdrawal of 
the new currency notes, deposits with banks grew by around 
Rs. 7 trillion during November and December 2016. Deposit 
growth stands at 16% (y-o-y) till December 2016. The limits 
imposed on withdrawal of new currency notes is likely to be 
withdrawn in near term and hence the deposit growth is likely 
to be taper during Q4FY2017. ICRA expects a deposit growth 
of 12% for FY2017.  
 
Outlook on Deposit and Lending Rates: With progressive cuts in 
repo rates during CY2016 and CY2017, the cumulative reduction between January 2015 and December 2016 stands at ~175 bps. 
Against this, the banks reduced their deposit rates by a similar ~ 170 bps till October 2016. With the surge in deposits after 
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demonetisation, banks have further reduced their deposit rates by 30bps during November 2016 - January 2017, taking the 
cumulative reduction in deposit rates to ~200 bps. 
 

The reduction in lending rates has however lagged till December 2016. The cumulative cut in base rate was ~60 bps and that in 1 year 
MCLR was ~25 bps. While the lower transmission was primarily on account of the lag in repricing of deposits rates, banks’ weak 
profitability could also have been a factor. However, following the surge in deposit inflows from November, banks cut their lending 
rates sharply in January 2017. The median 1-year MCLR cut during January 2017 was at ~70 bps for PSBs and ~30 bps for private 
banks.  
 

RBI implemented the Marginal Cost of Fund based Lending Rate (MCLR) framework from April 1, 2016, which has improved monetary 
policy transmission as well as banks’ competitive positioning with capital market instruments. Banks’ 1-day and 1-year MCLRs are 
lower than their current base rates by 121 bps and 78 bps respectively. See Annexure 7 for trend in bank wise base rate, MCLR and 
deposit rates. Since the introduction of MCLR framework in April 2016, median MCLR rates have declined by around 85 bps for 
overnight and 83 bps for 1-year as against a 70 bps decline in deposit rates till January 2017. 
 

Despite a significant cut in deposit rates of ~155 bps by banks during January 2015 to September 2016, their cost of funds declined by 
only ~ 65 bps during this period. ICRA believes that the sharp rate cuts in January 2017 will materially affect bank profit margins 
because of the faster rate of transmission on credit portfolios with the advances linked to MCLR getting repriced from Q1FY2018 
onwards, while banks continue to pay higher rates on existing long tenure term deposits.  
  

Amid an increasing interest rate scenario in United States, further repo rate cuts during CY 2017 will be driven by domestic inflation 
trends, international commodity prices and capital flows. ICRA does not expect a repo rate cut beyond 25~50 bps in CY2017 and 
estimates an overall decline in banks cost of deposits by 30-40 bps over the near term, on account of the sharp inflows from 
demonetisation and repricing of older term deposits at new rates.  
 

The quantum of deposit inflows and decline in cost of funds could vary across banks. Banks with a lower growth in deposits post 
demonetisation may take a hit on their profit margins in order to compete with banks which have effected higher cuts in MCLR. A 
0.2%-0.5% decline in NIMs can result in a ~2-5% decline in ROE for such banks.  While large banks have the financial strength to 
withstand some profit erosion, mid-size banks in their bid to stay competitive – may be hit more. 
  

While the recent cut in MCLR may be sharp, the sustainability of the reduction will depend on extent of retention of the deposits 
garnered post-demonetisation. In case of substantial outflows, the cut in MCLR may warrant a reversal unless supported by a further 
cut in policy rates by the central bank during CY2017. 
 

Banks will move to Ind AS from FY2019; implementation of Ind AS (expected credit loss framework) is likely to impact their reported 
capitalisation and profitability profile negatively. The extent of impact will depend upon RBI norms and transitional arrangements, if 
any. RBI is yet to announce the changes in the norms for asset classification, provisioning and income recognition to align them with 
Ind AS. As a step toward this, RBI in June 2016 asked banks to submit their results for H1FY2017 based on Ind AS, as per the format 
specified by the central banker. 
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