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EDITORIAL
As the year 2017 comes to an end, we look back and realize that this year has
witnessed some very important events having the potential to transform many economies
around the world.
At a global level, we saw that the United Kingdom formally commenced the BREXIT
process by invoking the Article 50 of the Treaty of European Union. Angela Merkel has been
re-elected as the German chancellor for the fourth term becoming the longest-serving leader
of any government in EU. Also, North Korea tested nuclear weapons and missile
technologies multiple times the past year, building tension amongst the other nations in the
world. Nations like Yemen and Myanmar faced humanitarian crisis while Venezuela saw an
acute debt crisis leading to the influx of refugees in the neighbouring countries.
On the domestic front, the Indian markets saw the historic events of NIFTY50
touching the 10,000 mark and the successful rollout of the Goods & Service Tax (GST).
Banks continue to face the problem of Non-Performing Assets and prepare for the
implementation of BASEL III capital adequacy norms. However, the government has
provided some relief by announcing the mega-scale banking recapitalization plan, through
which an amount of $32 billion would be infused in the Indian PSBs in the form of capital
funding. Bitcoin continues to be a buzzword in the markets though its valuation is fluctuating
almost every day. Investments in bitcoin are increasing and more economies, throughout the
world, are accepting them for trading on their stock exchanges.
Against this backdrop, we present 3 papers in this issue of the TAPMI Journal of
Economics and Finance(TJEF) on some of the above prominent topics. We hope that the
readers benefit from the insights of the papers published.

Managing Editor
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Aims and Scope
1.

TAPMI Journal of Economics and Finance is a peer-reviewed journal. We seek
research papers in the areas of Banking, Economics and Finance.

2.

The main purpose of the journal is to encourage quality submissions from business
students.

3.

We encourage submissions from students enrolled in leading business schools in
India and abroad.

4.

We also encourage submissions from practitioners.

5.

Our aim is to provide constructive feedback on all submissions.

Disclaimer
1.

Intellectual Property Rights – unless otherwise stated, the Editorial Board and the
authors own the intellectual property rights of the journal.

2.

The decisions of the editorial board are final and binding.

3.

You should not reproduce, duplicate, copy, sell, resell, visit, or otherwise exploit our
material without our written consent.

4.

You should not republish material from this journal or reproduce or store material
from this journal in any public or private electronic retrieval system.

5.

The authors must ensure that the sources are properly identified.
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SHOULD YOU RIDE THE BITCOIN WAVE?
Vidhi Jain & Vignesh V
T. A. PAI MANAGEMENT INSTITUTE, MANIPAL

Introduction
In the recent past, the popularity of cryptocurrencies has increased significantly as potential
disruptors of how we see and use currency. Cryptocurrencies are created using blockchain
technology and are considered safe as the algorithm that backs them is difficult to breach. As
per Coinmarketcap.com, over 1300 cryptocurrencies are traded currently with a total market
capitalization of over $330 billion (as on 2nd December 2017). Of the multiple
cryptocurrencies that exist, Bitcoin, Ethereum, Bitcoin Cash, Ripple and Bitcoin Gold
account for the top five cryptocurrencies. The Bitcoin accounts for 56.6% by volume of the
total cryptocurrencies traded (Source - coinmarketcap.com).
In the last one year, the value of the Bitcoin has surged by over 1000% from $733.99 (27
November 2016) to $11,179 (2 December 2017). This sudden surge has caught the interest
of investors - individual and institutional alike. Several investors have jumped in for
investments in the Bitcoin market to ride the wave even though it’s extremely volatile and
highly risky. Besides riding the wave, more and more investors are looking at bitcoin as a
strongly emerging alternate investment asset, which may soon prevail in being used for
monetary transactions in the future. Several institutional investors like CME Group are even
mulling the idea of launching funds related to the Bitcoin for sale to retail investors (24
November 2017, Fortune). This paper looks at the reasons behind this recent surge in the
value of the Bitcoin followed by how the return (as an investment) on the cryptocurrency can
be evaluated using Capital Asset Price Model (CAPM).

We acknowledge the helpful comments and suggestions of the editors.
Editor’s note: Accepted by Prasun Banerjee and Laxmi Mishra
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Bitcoin value surge - Reasons
Governments across the world accepting the crypto-currency
One of the reasons behind the recent surge in the value of the bitcoin is the acceptance of the
currency as a medium of exchange in Japan. The Bitcoin value rose over 8% during the
second week of April 2017 when the announcement was made by the Japanese government.
Bitcoin trading in Japanese yen, is the second-most liquid market globally, according to data
compiled by cryptocurrency trading platform Gatecoin. Russia is also considering regulating
the virtual currency. It was one of the strongest opponents of the bitcoin but now the country
is contemplating legitimizing the same. We anticipate that this trend of surge in the value of
the Bitcoin is likely to continue as more countries accept and legitimize cryptocurrencies.
Supply of Bitcoin
As per several news articles, the Bitcoins will stop being created when the total number
reaches 21 million coins which is likely to be sometime around the year 2040. As of 2017, a
total of over 16 million coins (i.e. more than half of the total number of coins) have already
been created or mined. Figure 1 below depicts the supply of bitcoins in the market. It is
evident from the graph that the supply or the mining of Bitcoins has been increasing steadily
to meet the growing demand. With major governments, individuals and few companies
accepting cryptocurrencies, the demand for them is expected to grow further and so the
supply must be maintained to meet the demand. Thus, the current surge in the value can be
attributed to the supply shortage after the demand surged in Asia due to the acceptance of
bitcoin by the Japanese government.
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Figure 1: Supply of bitcoins in market (2009-17)

Individuals and companies accepting the currency
The acceptance for Bitcoin is growing consistently among several companies and
individuals. The Winklevoss twins, for example, have approached the SEC (U.S. Securities
and Exchange Commission) for approval of a Bitcoin ETF. Barry Silbert, who had previously
created a market for selling shares in private companies, has created a Bitcoin Investment
Trust. Similarly, SolidX Bitcoin Trust is another trust created for the Bitcoin. With a growing
demand for a regulated trading of the bitcoin securities, the demand for the currency is
expected to push the value of the Bitcoin further. Besides investing in Bitcoin, private
organizations have also begun accepting the cryptocurrency as a mode of payment. Some of
the most famous companies accepting the bitcoin for payments are as follows:
•

Overstock.com - It was the first large consumer-facing firm which began accepting
payments in bitcoins. The CEO of the company announced that the company would
carry 5% to 10% of its reserves in Bitcoins. Although Bitcoin still forms only a small
part of its business.

•

DISH Network - In May 2014, this satellite television operator started accepting
Bitcoins as payment for its content services. The company introduced this payment
mode for the convenience of its customers.

•

Microsoft - Since December 2014, the customers of Microsoft can make purchases
from Windows and Xbox stores using Bitcoins. Besides this, Microsoft was also
behind the launch of Azure Blockchain as a service platform that allowed large-scale
6

businesses to use blockchain to facilitate the settlement of financial transactions.
Also, Microsoft announced that it was adapting Excel 2017, so users can calculate,
format, and analyse bitcoin on the platform.
•

PayPal - The payment processing platform PayPal announced in September 2014 that
it would begin accepting bitcoin as payment. This was achieved by partnering with
various bitcoin promoting firms.

Ransomware attacks

Ransomware is a malicious software that enters a system and encrypts the files in the system.
The user is denied access to the files until the ransom has been paid which on average is
around $1,077. WanaCry’s attack was one of the biggest ransomware attack in the recent
times. They demanded a ransom in Bitcoins which was equivalent to billions of dollars in
value. The affected companies were scrambling to find bitcoins to pay the ransom thereby
pushing the value of the Bitcoin upwards. According to an NDTV report, whenever
individuals or institutions trade in bitcoin, a private key associated with their wallet is used
to generate a bit of code. That code is publicly associated with customer transaction but with
no personal identifying information. Thus, every transaction is recorded and securely signed
in an open ledger that anyone can read and double-check. Hence, one of the probable reasons
why hackers chose Bitcoin as a form of payment could be the fact that it protects identity. As
no personal details are linked to the transaction it is difficult to find out the real identity of
the people involved in the transaction.
Political scenario of a country
People all over the world constantly look for options to hedge their money safely to avoid
any unforeseen loss due to any political changes. For example, the continuous reports of
economic crisis of Greece was followed by reports of people buying Bitcoins. Bitcoin was
considered a favourable investment because the Greeks wanted a stable asset to invest and
save their money. Bitcoin was the most preferred asset option the people of Greece chose.
The value of the Bitcoin during that time increased from $250 to $1000 as the crisis
intensified. Similar cases were reported in the UK where the pound value is unstable as
compared to the value of Bitcoin on account of Brexit. In an article published in the USA
Today, Chris Burniske, Blockchain analyst at ARK Invest, said people are afraid of the
fluctuations in capital markets and they are looking for assets that don't have a correlation to
7

capital markets. Bitcoin is this asset. Hence, the demand for the Bitcoin among the people of
Britain rose and thereby pushed its value upwards.

Bitcoin – An investment analysis
In this section, it has been analysed how we can estimate the return on the Bitcoin and decide
whether one should invest in the cryptocurrency or not. To do this, we have applied the
CAPM model based on assumptions mentioned below.

Assumption

As per Internal Revenue Service - United States of America, virtual currency is treated as
property for tax purposes (new releases, IRS; 2014). Therefore, Bitcoin is treated as an asset.
As the CAPM is a model for estimating returns on assets, we have applied the model to
estimate returns of Bitcoin. Therefore, all the assumptions that apply to the CAPM also apply
here.

Methodology
We collated monthly data for the price of Standard & Poor’s 500 (S&P 500) which is a market
portfolio and Bitcoin price data (BitStamp) for little over 6 years (August 2011 - November
2017). We took the risk -free rate as the 10-year T-Bill rate.
Post the data collation, we calculated the monthly returns for both the Bitcoin and the S&P
500 portfolio. We found the beta between the S&P 500 and Bitcoin using the covariance of
their monthly returns and variance of the S&P 500 (standard market portfolio). Additionally,
the expected return on the market portfolio was calculated using average of the total monthly
returns and annualizing the same. Post this, CAPM equation was applied to estimate the
return.

Analysis

Based on the CAPM, we found the expected return on Bitcoin to be 35.8%. This figure seems
very attractive to an investor, but one needs to dig deeper to understand whether it is reliable
or not.
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We also found that the covariance of the returns of Bitcoin and market portfolio and the
variance of the market portfolio respectively, to be near zero.
Parameters
Covariance (return – S&P, return – Bitcoin)
Variance (S&P)
Beta
Risk-free rate (10-year T-Bill)
Expected Return

Values
0.0031
0.0009
3.2633
2.36%
35.8%

Table 1: Calculation of expected return of Bitcoins

This indicates that fluctuations in the price of the Bitcoin and the market portfolio are not
strongly related. Hence, as of now investment decisions in the Bitcoin using S&P 500 as the
market portfolio, cannot be based on CAPM. Also, considering that the cryptocurrency is a
relatively new asset class, there are no mathematical or statistical models to value them
accurately when compared with stock markets. In addition, there is only one cryptocurrency
market index -BitTwenty, that we found which could be used to estimate the expected return
for the Bitcoin if CAPM is to be used. However, the data for this index is limited and is not
sufficient for analysis. Besides this, there are no generally accepted indices related to
cryptocurrencies that may be used to estimate the returns for the Bitcoin.

Figure 2: S&P and Bitcoin monthly prices. Source - Bloomberg.

As of today, the value of a bitcoin lies in the trust that the people have in the currency and
the algorithm/technology that backs it (Bitcoin, 2014) and there is no underlying quantifiable
asset that backs the Bitcoin. These factors are qualitative in nature and hence difficult to
quantify.
9

Besides this, valuing Bitcoin is difficult because there is no consensus on whether it is a
currency or an asset. Some experts assume that it is an asset like gold while others see it as a
currency as it is used as a store of value and medium of exchange.

Conclusion
The ultimate question now is, should one invest in the Bitcoin or no. Based on our analysis,
we find that there are no mathematical tools to ascertain the probable return on investment.
Hence, this makes the Bitcoin a highly risky proposition to invest in. This view is
corroborated by many experts like Mark Cuban who suggests that one should invest in
Bitcoin only if they are fine with losing their initial investment. In countries like India, the
government has declared cryptocurrency illegal whereas the Reserve Bank of India has
warned against investments in them. Many see the recent trend in the Bitcoin price as a sign
of a bubble which will burst. This may be true as there is always a threat of new and improved
cryptocurrencies entering the market which may plummet the price of the Bitcoin.
While the Bitcoin is considered a risky proposition in terms of investments but the technology
backing it has many takers. Many see the technology behind the Bitcoin as a disruptor of
financial services companies. As Fintech is slowly taking over the traditional transaction
systems, Bitcoin has the potential to take over the traditional fiat currency which is in use
today.
As mentioned in the beginning of the paper, there are several factors affecting the recent
surge in the price of the Bitcoin surge touted to be a sign of a bubble (hockey stick pattern).
Hence investments even though currently showing high returns should be made with caution.
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BASEL III NORMS: JOURNEY SO FAR & THE
ROAD AHEAD
Mohit Jain & Barnava Chatterjee
T. A. PAI MANAGEMENT INSTITUTE, MANIPAL

The Bank of International Settlement (BIS) headquartered in the Swiss city of Basel is an
international financial institution established with a goal to foster co-operation among the
central banks to increase financial stability and set common norms or standards of banking
regulations. The committee at present has 27 member countries. The Basel guidelines is a
broad supervisory standard formulated by the member group of central banks. This
committee is known as the Basel Committee on Banking Supervision (BCBS).
The set of agreed-upon regulations by the BCBS focused on risks to banks and the financial
system are called Basel accord. The accord aims at ensuring the financial institutions have
enough capital on account to meet obligations and absorb unexpected losses. The Basel
accord is actually the three set of Basel norms namely Basel I, II, III as formulated by
the BCBS.

Backdrop of Basel norms
From 1965 to 1981 there were about eight bank failures in the United States. Bank failures
were particularly prominent during the '80s, a time which is usually referred to as the
"savings and loan crisis." Banks throughout the world were lending extensively, while
countries' external indebtedness was growing at an unsustainable rate. The potential for
the bankruptcy of the major international banks grew as a result of low security. To prevent
this risk, the BCBS comprising of central banks and supervisory authorities of 10 countries,
met in Basel, Switzerland.

We acknowledge the helpful comments and suggestions of the editors.
Editor’s note: Accepted by Vasudeva Kamath and Junitha Johnson
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The committee drafted a first document to set up an international 'minimum' amount of
capital that banks should hold. This minimum is a percentage of the total capital of a bank,
which is also called the minimum risk-based capital adequacy. (Bank for International
Settlements(BIS), 2016).

Basel I norms
BCBS was founded in 1974 to enhance “financial stability by improving supervisory knowhow and the quality of banking supervision worldwide."
The Committee's work at the outset was directed to close gaps in international supervisory
coverage. It clearly aimed at specific points, like:
a) Ensuring that no banking institution escapes supervision
b) There will be adequate supervision with consistent norms followed across member
jurisdictions.
Basel I norm was formulated in 1988. It called for a minimum ratio of capital to riskweighted assets of 8% and the deadline for the implementation was set as 1992 end of the
year. This framework was initially introduced for the member countries but virtually all
countries with active international banks had to abide by it. It is to be kept in mind that
the BCBS regulations do not have legal force. Members are responsible for their
implementation

in

their

home

countries.

In September 1993, the BCBS issued a statement confirming that G10 countries' banks with
international banking business met the minimum requirements set as the target.

Need for revision and introduction of new norms
The Basel I norms were not above criticisms and there were several drawbacks to it. Firstly,
the assumption that a minimum 8% capital ratio is sufficient enough to protect banks from
failure did not take into account the changing nature of default risk. Secondly, it was
generic in nature and in a way ignored the different level of risks associated with the different
currencies and macroeconomic risks. It diverged away from the true reality. The other
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argument against the Basel I norms was that it ignored the effects of portfolio diversification,
as summing up all the risk do not provide the true picture of the overall risk.
All this criticism led to the creation of Basel II accord with added operational risk and added
complexities of calculating credit risk.

Basel II norms
In June 1999, the BCBS issued a proposal for a new capital adequacy framework. The new
set of framework was released in June 2004. Known as "Basel II", this framework comprised
of three main points:
a)

The expansion of the minimum capital requirements, over the standardized rules set

out in the 1988 accord
b)

Introduction of supervisory review of an institution's capital adequacy and internal

assessment process
c)

Ensure effective use of disclosure to strengthen market discipline and encourage sound

banking practices
The new framework was expected to have a far-reaching impact on the health of financial
sectors worldwide because of the improvement in the regulatory capital requirements
reflecting underlying risks and a better addressing of the financial innovations that had
occurred in recent years.
The banks could use sophisticated mathematical models to estimate ‘value-at-risk' (VaR) or,
find the probability that losses on a portfolio of financial assets will exceed a certain amount
within a specified time horizon.
The changes made in the newly introduced norms aimed at rewarding and encouraging
continued improvements in risk measurement and control.
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Need for Base III
The Basel II norms also had its fair share of criticisms against it. The economists and
regulators opined that the ‘value-at-risk’ model vastly underestimated the probability
of extreme events and the loopholes surfaced in the market turmoil of the late 90s. There is
also a general perception that Basel II may have played a key role in precipitating the year
2008 financial crisis.
A 2006 survey of more than 300 banks by Ernst &Young had reported that a shocking 75
percent of the respondents believed Basel II would benefit the largest banks, employing the
most advanced risk modelling systems, at the expense of those unable to adopt them. This
was clearly reflected in the practice also. A small group of very powerful large international
banks succeeded in rewriting the Basel II rules bending to their own advantages, at
the expense of their smaller and emerging market competitors. (Bloomberg Markets, 2017)
The critics largely had the belief that the collapse of the subprime mortgage market in the US
on summer 2007 that led to the global financial meltdown and the bankruptcy of large
financial institutions gave perhaps the most serious verdict against the Basel II norms. (The
Hindu, 2012)

Basel III
A major learning from the financial crisis of 2008 was that banks with high leverage ratios
needed to be appropriately regulated instead of being self-regulating. The institutions which
followed the later trend faced the worst hits during the crisis. A need was felt to strengthen
the banks of the developed countries as their failures had a worldwide impact on the markets.
Most of them were under-capitalized, over-leveraged and banked a lot on short-term funding.
Poor governance and risk management along with inadequate incentive structure added more
to the mispricing of credit and liquidity risk and excess credit growth.
The Group of Governors and Heads of Supervision (GHOS) in September 2010,
announced higher global minimum capital standards for commercial banks. This was
followed by the introduction of the Basel III accord, agreed on and accepted at the December
2010 Basel Committee meeting.
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The enhanced Basel framework revised and strengthened the three pillars established by
Basel II. Until Basel III, the norms had only considered some of the risks related to credit,
the market, and operations. The Basel III norms in addition also consider liquidity risks. Since
the main idea behind the introduction of Basel III was to reduce the shock waves that a bank
can generate by taking excessive risk, it was ensured in the framework that the banks should
hold more capital against their assets, thereby reducing the chances to leverage themselves.
The banks’ regulatory capital is divided into Tier 1 and Tier 2. Set at the beginning of 2015,
the final requirements for common equity and Tier 1 capital were 4.5% and 6%, respectively.
The 2.5% capital conservation buffer, which comprises of common equity and is in addition
to the 4.5% minimum requirement, was phased out progressively starting 1st January
2016 and will become fully effective by 1st January 2019.
The leverage ratio will also be phased in gradually. The liquidity coverage ratio (LCR), a
ratio of the liquid money to total assets was phased out from 1st January 2015 and requires
the banks to hold a buffer of high-quality liquid assets sufficient enough to act as a cushion in
case of short-term stress scenarios due to high cash outflows. The LCR should equal the
banks’ net outflows during a 30-day stress period
The other minimum liquidity standard introduced by Basel III is the Net Stable Funding
Ratio. This will be effective as a minimum standard by 1st January 2018 and will promote
longer-term funding mismatches besides providing incentives for banks to use stable funding
sources.
Banks have their own challenges to comply with the set regulations. For banks that are
unaccustomed to holding high-quality capital in the short term, adjusting to these
requirements will entail significant costs. This may further have inflated by the increased
market demand for such capital.
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Basel III Capital Requirements Present the Biggest Challenge
18
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Countercyclical buffer
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Figure 1: Capital requirements under BASEL III. Source: “The Road to Basel III Implications for Credit,
Derivatives & the Economy,” Deutsche Bank, 2012

Indian Context
Under Basel III norms, the RBI has begun implementation of Basel III norms starting 2013
and is expected to complete implementation under the aegis of BCBS which has arrived at a
decision that banks must make disclosures as specified in Annexure 18 of Master
Circular XXXX. This is done in order to improve consistency and ease of use of
disclosures relating to the capital composition and to improve reporting framework.
As per the recent meeting with RBI, senior officials from the Finance Ministry urged to
extend the deadline for implementation beyond March 2019 stating that this would help
banks meet capital needs.
As per the norms, banks have to maintain a minimum common equity ratio of 8% and
the total capital ratio of 11.5% by March 2019.
As of June 2017, most of the 21 state-owned banks are already above the prescribed average
by RBI but there are 6 PSBs including IDBI Bank, Bank of Maharashtra and Central Bank
of India which lie on the other end.
This cause has been further strengthened by the recent 2.1 trillion rupees ($32 billion) capital
infusion into state-run lenders announced by Finance Minister Shri Arun Jaitley on
24th October 2017.
17

As much as 1.35 trillion rupees will come from banks via recapitalization bonds, 180 billion
rupees through direct support from the Budget and the remaining 580 billion rupees is going
to be raised from private investors. This has been well received by rating companies, despite
its unconventional structure.

Challenges
•

The lack of investor confidence and weak prospects for internal generation of
capital may affect the onslaught of Indian Government (i.e. Recapitalisation of
banks).

•

The growth rate of banks has touched the lowest in several decades, with a low
growth rate of 4.40% in FY 17. Due to capital constraints in state banks it is
unlikely that they will grow in the near future. Many smaller banks are set to be
swept by the Government’s agenda of merger.

•

Lack of technological infrastructure is also expected to cause issues in
implementation of Basel III in India by March 2019.

•

FRDI Bill: The introduction of the controversial bill in the Monsoon session of the
Parliamentarian proceedings has caused a hiccup. The Bill aims to setup a
corporation that will monitor financial companies, classify them based on their risk
profiles and step in to resolve issues in times of failure. Although it is a welcome
move but the Bill empowers the Corporation to bail in (i.e. making good the loss
using depositor and creditor’s funds) in order to rescue failing financial institutions.

Conclusion
The BCBS issued new rules on 7th December 2017 stating how the banks must estimate the
risk of mortgages, loans, and other assets after fierce lobbying by the industry. The new
norms made sure that the banks will need “no significant increase” in overall capital
requirements. For some big banks, capital demands will actually decline. The European and
other overseas banks thus breathed a sigh of relief as they finally met the norms.
In the Indian context, however, the FRDI Bill, tabled hastily by the Government has added
to the woes of mainly small and mid-sized PSBs. These banks are already reeling under high
NPA burden and are under stress to meet the Basel III norms. This may cause a severe
problem on the capital front for financial institutions (in particular banks) as the public will
18

lose faith in the so-far trusted banking system of India. The depositors & creditors may not
welcome this initiative.
Though the Government has made progressive steps to revive the ailing banks through
merger route and capital infusion initiatives, yet it has to comprehensively study the
feasibility of such laws and remove the pain points so that the banking sector sails smoothly
out of the time of distress. Any politicised or ill-planned move shall dent the impact
of forward-looking game plans of the Government. Therefore, careful planning and
execution shall make progress towards making our banks more bankable!
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Introduction
A strong and resilient banking system is the foundation for the robust growth of an economy.
A weak banking sector can lead to broad disruptions in an economy. In the current scenario,
Indian Public Sector Banks are characterised by sky high Non-Performing Assets(NPA’s),
lack of professional management of assets and its quality review, capital inadequacy, etc.
With an aim of reviving the Indian banking sector and increasing credit flow in the economy,
Government of India announced its recapitalisation plan of infusing Rs.2.11 lakh crores into
the PSBs. International Monetary Fund(IMF) has forecasted the GDP growth rate of India to
be 6.7% for the period 2017-19. Increased investment, production and creation of
employment opportunities can contribute to the same. This fiscal stimulus is expected to help
the economy achieve sustainable growth. This paper discusses the necessity and impact of
recapitalisation of Indian public sector banks.

Factors leading to recapitalisation
Between 2008 and 2017, the NPAs of PSBs increased from 2% to 11.88%. This increase can
be attributed to many factors like defective lending process, improper SWOT analysis of
projects that the banks chose to fund and poor credit appraisals. In the absence of professional
review of assets, its quality and recovery worsened the situation. Wilful defaults and
ineffective recovery tribunals are also factors that led to a sharp hike in NPAs during the
period.
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Figure 1: Gross Non-Performing Assets trend

Increase in the NPAs affects the Capital Adequacy Ratio(CAR) of banks. The statutory CAR
as prescribed by BASEL III and RBI is 11.5% i.e., the ratio of total capital including Capital
Conservation Buffer to Risk Weighted Assets(RWAs) of a bank should be at least 11.5%
invariably (RBI has been prudent in following a rate which is 1% higher than the rate
prescribed by BCBS).

Capital Adequacy Ratio =

Tier 1 capital+Tier 2 capital
Risk Weighted Assets

Minimum Capital Ratios

As per BASEL III of RBI

Minimum Common Equity Tier 1

5.5%

Minimum Tier 1 capital

7%

Minimum Total capital

9%

Capital conservation Buffer (CCB)

2.5%

Minimum Total capital including CCB

11.5%

Leverage ratio

At least 3 % (as per BCBS norms)
≥ 100%

Liquidity Coverage Ratio
Net Stable Funding Ratio (NSFR)

>100% (as per BCBS norms)

Countercyclical Capital Buffer

0-2.5%

Table 1: BASEL III norms amended by RBI

These statutory requirements necessitate that banks continuously increase their capital if they
increase lending. The rise in NPAs of a bank has 2 implications: Firstly, it would lead to
higher provisioning, thus reducing the net income available to be retained in the business.
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This, in turn, reduces the total capital (Tier 1 capital includes common equity and retained
earnings). Secondly, NPA’s are assigned higher risk weights, thus increasing the total RWAs.
The net impact of an NPA is a decrease in the numerator (Total capital) and an increase in
the denominator (RWA’s), thus bringing down CAR.

Capital Adequacy Ratio of PSBs
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Capital Adequacy Ratio

Target

Figure 2: CAR of Public sector banks

The CAR of some PSB’s although maintained well above the required norms is not
welcoming because of a loophole in it. How can statutory requirements limit the growth of
banks? Additional capital needs to be raised in proportion to the growth rate of the bank as
growth implies more assets(advances). So, any increase in the denominator should be
followed by a corresponding increase in the numerator to maintain 11.5%. Public sector
banks incur huge costs of raising funds (statutory and non-statutory costs associated with
raising funds from the public). This restricts them from raising funds from the market
frequently. In order to maintain the 11.5% banks may choose not to increase their asset base
immediately, thus limiting the growth of the bank itself and reduction of credit availability
in the economy as well.
The 2015 Asset Quality review showed that the PSB’s had around 8.54 lakh crores of NPA’s.
Increasing NPA’s together with difficulty in raising additional equity from the market forced
the banks to reduce lending. This caused unavailability of adequate and prudent credit in the
economy. Between 2004 to 2017, credit growth in the economy decreased from 32.54% to
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5.08%. This has hence impacted investment and production in the country. GDP fell from
9.46% in the year 2005 to 5.77% in 2017.

Figure 3: Downward trend in credit growth.

Figure 4: Downward trend in GDP

During August 2015, government planned to infuse Rs. 70,000 crores of capital under the
Indradhanush plan into the state-run banks over four years to improve credit growth. But as
the bankers themselves suggested, that amount was not enough. The NPA’s were
continuously mounting up and the lending power of the banks started reducing due to capital
constraints. Infusion of funds by the government is a measure that aims at helping some banks
maintain the statutory ratio and some other banks achieve that ratio, to ensure adequate credit
growth in the country. India is expected to grow at 6.7% as per IMF projections. Increasing
NPAs should not be a hindrance to the availability of adequate and prudent credit and to the
long-term growth of the economy. This is when recapitalisation comes to rescue.
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Past Recapitalisation Experience
Banks were expected to achieve a CAR of 8% by 31st March 1996. Also, PSBs were in need
of higher provisioning on account of NPAs amounting to Rs. 10000 crores. In order to help
banks, meet the requirements, GOI decided to infuse fresh capital to the 19 nationalised
banks. Under this plan, the government infused as capital Rs. 6,400 crores in 1993-94 and a
subsequent Rs. 4,362 crores in 1994-95. The capital infusion was through issuance of bonds
with fixed coupon rates initially at the rate of 7.75% per annum which was raised to 10% in
subsequent issues. The funds raised from issue of bonds were then invested in the equity of
the PSBs. This was hence a cash neutral transaction. According to SBI report, the coupon
payments on these bonds during the period of bonds amounted to 0.07% on GDP as against
the dividend received which amounted to 0.06% on GDP. So, the net impact on fiscal deficit
was trivial. Apart from this, under a project sponsored by the World Bank for capital
restructuring, the government got $ 150 million as retroactive finance. The government then
provided these additional funds to six PSBs in the form of subordinated debt for their
modernisation. In total, the Government of India had spent Rs. 20,446 crores on
recapitalisation for its nationalised banks.

Course of current recapitalisation
On October 24, 2017 Government of India announced the recapitalisation plan for Indian
Public Sector Banks. The infusion of 2.11 lakh crores into PSBs mainly aims at reviving the
weak PSBs from ever increasing NPA’s and also helping them meet their capital
requirements prescribed under BASEL III by 2019.
The 2.11 lakh crores to be infused comes from three sources:
•

1.35 lakh crores through recapitalisation bonds issued by Government.
Demonetisation left banks with excess liquidity. PSBs will purchase the bonds issued
by Government worth Rs.1.35 lakh crores with the liquidity available in the form of
deposits. The government, in turn, will invest these funds in the banks’ equity. With
the deposits of the bank easily being converted to equity, there is no actual cash
changing hands.

•

58,000 crores to be raised from the market through issue of equity shares by banks.

•

18,000 crores from budgetary allocations.

Under the Indradhanush scheme announced by the government in the year 2015, out of the 7
measures to revive the banking sector, one is capitalisation. It involves infusing Rs70,000
24

crores into the banks by 2019. Out of this, Rs.25000 crores were infused during 2015-16 and
2016-17 each. Additional Rs. 18,000 crores are to be released out of present allocations
within 2019.

Effect of recapitalisation
Impact on the banking sector
Through simultaneous buying of bonds and issuance of equity shares to the government,
banks are entering into a cash neutral transaction with GOI. On demonetisation, the public
deposits held by banks increased. PSBs in need of additional capital will be able to convert
excess liquidity parked with them into capital. This thus helps the banks avoid huge costs of
raising equity from the market (merchant banker fees, underwriting commission, marketing
expenses and other non-statutory expenses associated with raising of equity from the market
can be avoided). Another benefit accruing to the banks is the fixed interest that they earn on
the bonds bought.
In addition to the monetary benefits, banks have gained the confidence of the investors which
is very evident from the steep rise in the price of bank stocks on the announcement of
recapitalisation (Figure 5). Given the banks are expected to raise equity worth Rs. 58,000
crores from the market, this hike in investors’ confidence can be helpful.

Figure 5: Nifty Bank Index
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Impact on government finances
An important question is how this fiscal stimulus by GOI affects its finances. Though the
1.35 lakh crores from the sale of bonds do not add up to the fiscal, the interest will be an
addition to the fiscal deficit of the Indian government. It is estimated that the government
will have to incur a fixed interest expense of Rs.9600 to 10800 crores (assuming an interest
rate range from 7% to 8%). The debt to GDP ratio of the country will increase to the extent
of bonds issued, making it more difficult to implement N.K. Singh fiscal discipline review
committee’s report. But its impact on fiscal deficit will be very low since the interest is
nominal when compared to other government expenditures. The percentage difference might
seem to be trivial for the Indian Government, but as taxpayers, the citizens have the right to
question the government on spending public funds for reviving companies (PSBs) that it
holds majority shares in.

But the critiques of bank recapitalisation can be given justification for use of public funds.
The benefits from the recapitalisation exercise are more than the cost of broad disruption that
a weak banking sector can cause in the economy, for example, decreased lending. It is
difficult to quantify the benefits as it largely relates to prevention of disruption in economy
which is qualitative in nature. What the public needs to appreciate is the efforts taken by the
government to increase credit flow in the economy, hence increasing domestic investment
and employment in the country.

A probable alternative of issuing bonds by an agency of government is also under
consideration. PSUs could participate in a Non-Operating Holding Company structure
(NOHC) to which the government may transfer its share. The recapitalisation bonds could
then be issued by NOHC. In this case, the interest payment for the bonds will not form a part
of fiscal deficit or be accounted as off-balance sheet items of the Central government. The
NOHC, being a separate entity, shall be liable for interest payments (and receive dividends
on the equity bought). This will comparatively be a better option when it comes to issuing
recapitalisation bonds provided the agency has the necessary infrastructure, thereby
separating bank restructuring costs from other government activities. Currently, Life
Insurance Corporation of India is more likely to take part in the NOHC structure. Notably
LIC in the past too has contributed capital to PSBs through preference share allotment and
QIP. Instituting a Special Purpose Vehicle (SPV) which will hold only the shares bought
under this transaction, is also an option.
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Impact on economic growth

Figure 6: Impact on economic growth

The primary motive of the recapitalisation scheme is to give a thrust to the weak public-sector
banks. To go by what Finance Minister Mr. Arun Jaitley said “Through recapitalisation, the
government wants to make sure the availability of adequate and prudent credit to the
deserving”. Enhanced credit availability in the economy can lead to increased domestic
investments. It is also expected to aid the growth of MSMEs in the country. Employment
generation is an associated benefit. Increased employment opportunities together with
increased production from manufacturing industries to which credit has been extended can
thus lead to a growth in GDP that currently shows a downward trend (GDP has fallen from
11.4% in the year 2010 to 5.72% in the year 2017(Q2)).
Increasing productivity and making our country self-reliant has been the primary focus of the
current Government. Bank recapitalisation can be therefore be considered as one contributing
move to the same.

Re-Cap Bond Traits Analysis
Many factors like tradability of bonds, coupon rate, maturity period etc. are yet to be decided
by the government only after which the complete impact of recapitalisation on government
finances and on the economy, can be studied. Non-tradable bonds imply a regular interest
income for the banks from the government whereas tradable bonds imply flexible liquidity
for the banks. But giving a tradable status to these bonds would imply a sudden increase in
supply in the bond market, which can spook the market. If the government restricts the
tradability, the banks will need Hold to Maturity (HTM) category bonds so that the banks
can hold without any market risks. Notably, in this case the RBI should raise the HTM limit
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which it has been reducing for the last four years. Secondly, the Net Interest Margin(NIM)
of the PSBs have fallen significantly over the past 5 years. The coupon payments on the
bonds should be aimed to increase the NIM of banks. Any coupon rate below the prevailing
market rate of interest on bonds of similar risk would not add to the interest margin of the
PSBs. Hence the coupon rate must be greater than the current market rate (7.06%). Regarding
the tenure, short maturity of the bonds will be an immediate burden on the government
finances. The government should look into the possibility of a range of maturities for the
bonds and creation of a yield curve before deciding the tenure. Tenure of 10 to 15 years will
be optimum due to low refinancing risks. The government should prefer annual coupon
payments rather that semi-annual coupon payments. (GOI paid interest semi-annually on
recapitalisation bonds issued in the year 1993). This is because, coupon payments, if
compounded semi-annually, increases the burden on government finances.

Conclusion
The government has initiated a simple and effective fiscal stimulus to boost the economyRecapitalisation. Indian government already having a recapitalisation experience, has
certainly planned and organised this recapitalisation. For the economy to be self-reliant, this
capital infusion to the Public sector banks is inevitable. We as public certainly should
appreciate the efforts taken by the government to increase the credit flow in our economy.
Primarily it is not just about the credit growth, it’s about increasing domestic investment and
employment in the country. Vital programs like Make in India gets largely benefited. The
fiscal stimulus is expected to revive the lost efficiency of PSBs. Reduced credit supply
hampering the growth of Micro Small and Medium Enterprises in the country will vanquish
eventually. The PSB’s can finally write off (not wavier) the bad loans. The banks are not just
getting bigger through mergers, but also getting stronger by this capital infusion. Many
aspects related to the bonds are yet to be decided, after which the actual impact of
recapitalisation on the economy can be better studied and further requirements can be met.
The RBI has estimated that Indian banks will need Rs.5 lakh capital in addition. Yet this can
be considered as an important pioneering step among the many steps towards the betterment
of the banking sector and the economy.
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