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Bad loans and choke points

Poor ecosystem and legal delays frustrate many of the initiatives to create an efficient framework for
resolving bad debts of banks. These need to be addressed
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OVER THE LAST five years, considerable
progress has been made in resolving and re-
covering bad debis of banks. Despite this, there
are still around Rs 10 lakh crore worth of
stressed assets hanging around in the systerm.
The newly-created Mational Asset
Reconsmuction Compamny {MARCL) in the pub-
lic sector offers hopes for the faster dean up of
lenders”balance sheets. This would be the 30t
Asset Reconstruction Company [ ARC) in the
business of resolving distressed assets, but the
first in the public sector,

Its greatest virtue lies in the faster aggrega-
tionof distressed assetsthat lie scattered across
several lenders. Secondly, its securitised re-
ceipts (SRs) crmy sovereign assurance, This is
of particular comfiort to PSU banks as price dis-
covery wiould not be subject to later investiza-
tions, hwould initiallyfocuson large accounts
with debis over Rs 500 crore, This is also ex-
pected to free the banksfrom the tortuous re-
covery processand afford them more space to
facus on much-nesded credit expansion. The
newiy-minted ARC, NARCLis not a bank, buta
spedialised financialinstitution tohelp resohe
the distressed assets of banks.

While the ageregation of debt is no doube
adistinct advantage, will it deliver betterand
faster results to lenders in terms of realisa-
tion? The proof of the pudding liesin exea-
tion and all eyes will be focused on IDRCL
(Indian Debt Resolution Compary ), the op-
erating arm, which would be in the private
sector. Can this public/private partnership
make a difference?

Ower the last three decades, there have
been several institutional and policy measures
to resolve the bad debts. Instintional meas-
ures include BIFR (Board for Industrial and
Financial Reconstruction, 1987 ), Lokadalat,
DRT {Debt Recovery Tribunal, 1993), COR
{(Corporate Debt Restructure, 2001} SARRAES]

n and Reconstruction of Finandial
Assets and Enforcement, 2002, ARC (Asset
Recovery Company, 2002 . But the resobution
for these is a measly 5.2 per cent. 4.1 per cent
and 267 percent for Lokadalat, DRT and SAR-
FAESI respectively, The RBI has also launched
aslew of measures during 2013- 14 to resohve,
reconstnuct and restructure stressed assets,
These too did not deliver and they were all
abandoned subsequently. The RBI has again
comecutwith a prudentialframework farres-
olution.A poor ecosy stem and legal delays
frustrate many of these initiatives. These need
tobe addressed.

Of the 28ARCs( private sector jin operation,
many are bit players The top five ARCs account
far cver 70 percent of the asset under manage-
mient{AUM ) and nearty &5 percentof the cap-
ital. Either they should consolidate or strate-
gise as niche or regional players. Even private
sactor ARCs have not done well in the sale of
zomibie assets, Hardly 13.9 per cent of the as-
sets aoquired are actually sold. Financdal and
business restructuring appears to be more an
exception than the norm, Nearly one-third of
debts are rescheduled. This is not much value
addition towhatlenders would have othenarise
done at no additional cost. (See table 1)

The [BC introduced in 2016, was landmark

TABLE 1: DISTRIBUTION OF TOTAL ASSETS-

RESOLVEDBY METHOD OF RESOLUTION IN %

RESOLLTION METHOD MARZIME | MARZ019 | MARZ020
Rescheduling of Debt IGEE BIE 320%
Enforcement of Security 315% 28.6% =1
Settlementaof Dues 352% 284% | Jenx]
Taking Possession of Assets B2 7T [ S

Saleof Business 03% 01% [ XS

| &

legislation and marked awelcome departure
from the earlier measures, with a legally time-
bound resohution. The foous is on resolution
rather than recovery. Qualitatively, it has in-
stilled a sense of fear in mischievous corpo-
rate borrowers who have siphoned of funds,
and dethroned them. It nearly put an end to
evergreening, Even thowgh there are delays
under this newfound promise, they are
counted in terms of days and not years and
decades, It has succeeded in resobring a few
large corporate bormmeerswith an average re-
covery of 45 per cent. But there is concern
about the elevated hairouts - in some cases
goingup to95 percent.

The NCIT [ Mational Cormpany Laws Tribunal)
proves to be the choke point. Itis the badkbone
of the 1B, but lamentably is starved of infra-
structureand over 50 per cent( 34 out of 63 ) of
NOLT bencheswere bereft of regular judges,
Ower 13,170 cases involving distressed debt of
Rs92 lakh oore are languishing with the NCLT,
Eventhe parfiamentary committee has righthy

indignationon alarge numberof po-
sitions left vacant. This lack of adequate infra-
structure, coupled with the poor quality o its
decidons, has proved to be the [BCs Achilles’
hewl. Wi need judicial reformesfor early andfi-
nal resolutions.

Forty-seven per cent of the cases referred
to the [BC, representing over 1,349 cases, have
been ordened for liquidation, Over 70 per cent
ofthese caseswene languishing at the now-de-
funct BIFR for years and decadies. Against the
aggregate claims of the creditors of about Rs
6.9 lakdh crore, the liquidation value was esti-
mated at a paliry Rs 049 lakh core, Lenders
and regulators need to address thisissue of de-
layed recognition and resolution. Perhaps, in-
centivesto lenders formoreflexible provision-
ing requirementswould encourage them to
recognise early, Business stress and/or finan-
dal stress needsto be recognised even priorio
regulatony norms on MR classificati

Thetendencyto make decisions onthe ba-
sis of first available information is called “an-
choring bias”. Thefirst available information in
bidding for distressed assets is the cost of ac-
quisition toARCs. In the case of the [BC process,
it s the liquidationvalue by IBBlvaluers, As per
reports, distressed assetsthat are fully provided

Over the last three decades,
there have been several
institutional and policy
measures to resolve the bad
debts, Institutional measures
include Lokadalat, DRT
{Debt Recovery Tribunal,
1993), SARFAESI
(Securitisation and
Reconstnuction of Finandal
Assets and Enforcement,
2002). But the resolutdon is
ameasly 6.2 per cent, 41per
cent and 26.7 per cent for
Lokadalat, DRT and
SARFAESI respectively.
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formay be taken over by NARCL 2t 20 per cent.
This bovr cost of acquisition would sulffer from
the anchor effect and bias. Potential bidders
would quote prices nearer to this anchor. This
wasnhseruedmﬂ'le[ﬂfmddlrg]:mlmwhm

Mobel Laureate Daniel Kahneman has ar-
gued that “the anchoring effect is not [a] labo-
ratory curiosity. [t can be just as strong in the
real world"™ “When peopleface a difficulk situ-
ation they clutch at straw]s| and that straw is
|the] anchor straw”_ This may be mitigated by
“oppasite thinking”™. He suggests a three-step
processio mitigate anchor bias: One, admow]-
edpethe bizs; bwo, seek more and newr sounces
of information, and three, drop youranchoron
the basis of new information. Valuation is a
highly contested issue,

The IBChas made considerable progressin
bringing about behavioural change in errant
andwillul def aultersbyforbidding them to ke
back distressed assets, The NARC should up-
Thiold this principle, not dilute it. Othenerise, the
credit culture suffers, Second, it should have a
sunset clause of three tofive years. Thiswill
avoid the perpetuation of moral hazard and
also enoourage e peditious resolution. Third,
anchorbias needs to be mitigated by betterex-
tmnsicvalue discoveny. Fourth, it should awvoid
selling to other ARCs,

The MARCL is a welcome initiatie, But no
number of resclution and recovery tools and
frameworks can address the fundamental
problem of accumulation of elevated and re-
curring NPA generation, Prevention of the acou-
maslation of NPAs (belows 2 per cent) is critical.

The RBI has recently released | November
2)a report on thewarking of ARCs, The repart
vindicates curargument that the performance
of ARCs is “lacklustre”, The draft repor, imvit-
ing commeents from the public, makes 42 rec-
ommendations to improve the performance
of ARCs. This amideincdentally makesan effort
tnidentifysome constraints and off ersohitions
o improve the performance of ARCs,
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