
www.icai.orgTHE CHARTERED ACCOUNTANT    FEBRUARY 201954

1138

CA. Ketan Jogalekar

The author is a member of the Institute. He 
can be reached at ketanj12@gmail.com

What is a Non-Performing Asset

As per RBI master circular DBR.No.BP.
BC.2/21.04.048/2015-16 dated July 1, 2015, an asset 
(including a leased asset) that ceases to generate 
income is treated as non-performing asset (NPA). 

Non-Performing Assets

The banking business has boomed since Independence, particularly after the LPG reforms. The 
sector is currently valued at `115.07 lakh crore and expected to double at `288 lakh crore by 
2020. The growth of the economy depends upon the efficiency and stability of the banking sector. 
The most important factor which measures the health of the banking industry is the size of Non-
Performing Assets (NPAs), the concept which was introduced first by Narsimham Committee 
(1991). It denotes the efficiency with which a bank is optimising its total resources and therefore, 
serving an index to the degree of asset utilisation and managerial effectiveness. NPAs affect the 
profitability of the banks in terms of rising cost of capital, increasing risk perception thereby 
affecting liquidity position of banks. The major problem today faced by all the commercial banks 
is the increasing risk of non-performing assets, which poses challenge to their ultimate survival. 
Indian banks have been saddled with increasing levels of stressed assets and NPAs. Read on…

A Loan or an advance is classified as NPA as under:

Nature of Facility Parameters

Term Loan Interest and/or instalment 
of principal remain overdue 
beyond 90 days

Overdraft/Cash 
Credit

Remains ‘out of order’ as 
indicated above

Bill Purchased/
discounted

Remains overdue beyond 90 
days

Crop Loans (short 
duration crops)

Instalment of principal or 
interest thereon remains 
overdue for 2 crop seasons
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Nature of Facility Parameters

Crop Loans (Long 
duration crops)

Instalment of principal or 
interest thereon remains 
overdue for 1 crop season

Securitisation 
transactions

Amount of liquidity facility 
remains outstanding 
beyond 90 days

Derivative 
transactions

Overdue receivables 
representing positive 
mark-to-market value of a 
derivative contract which 
remains unpaid beyond 90 
days from specified due 
date for payment

Note

A credit card account will be treated as NPA, if 
the minimum amount due, as mentioned in the 
statement, is not paid fully within 90 days from the 
payment due date mentioned in the statement.

Probable Causes of NPA

A robust banking sector is the backbone of the 
economy, therefore to improve the health of the 
banking system we must look into account all 
the likely causes which can hinder its smooth 
performance. 

Causes   
accountable   
to banks

Causes 
accountable to 
borrower

Other causes

Poor credit 
appraisal 
mechanism

Longer 
gestation time, 
lack of quality 
control

Fast changing 
technology, 
Political welfare

Wrong 
selection of 
borrowers

Poor choice of 
location, Mis-
management of 
funds 

Taxation laws, 
credit and 
government 
policies

Lack of 
trained staff, 
lack of proper 
follow up by 
banks

Wrong selection 
of projects, 
diversion of 
funds

Change in 
consumer 
tastes and   
preferences, 
recession in the 
market

Steps Taken to Tackle NPAs

Taking note of the existing stressed assets and NPA 
situation, Government has taken several steps on 
legal, financial and policy level reforms. The RBI 
introduced a host of schemes and frameworks with 
the aim of curtailing the growing NPAs. These are 
mentioned as below:

January 2014 - Joint Lenders Forum and Plan - 
Banks would need to constitute a committee called 
JLF and roll out a CAP comprising rectification, 
restructuring and recovery of loans.

June 2015 - Strategic Debt Restructuring (SDR) 
- This was introduced with the aim of helping 
banks to recover their loans by taking control of 
distressed listed companies.

May 2016 - Insolvency and Bankruptcy Code, 2016 
- This is the strongest measure taken so far, yet 
due to lack of operational guidelines and a legal 
framework, the code too has its fair share of critics.

June 2016 - Scheme for Sustainable Structuring of 
Stressed Assets (S4A) - RBI introduced (S4A) for 
the resolution of bad loans of large projects. This is 
aimed at strengthening the lenders’ ability to deal 
with stressed assets by providing an avenue for 
reworking the financial structure of entities facing 
genuine difficulties. 

However, these measures have been riddled with 
their own set of problems.

RBI has introduced revised framework for the 
resolution of stressed assets by notification DBR.
No.BP.BC.101/21.04.048/17-18 dated February 12, 
2018. 

The revised framework requires banks to identify 
signs of incipient stress in loan accounts and 
classify stressed assets as Special Mention 
Accounts (SMAs) immediately on default. Banks 
were required to identify incipient stress in the 
account by creating three sub-categories:

SM A–sub 
categories

Basis for classification–principal 
or interest payment or any other 
amount wholly or partly overdue 
between

SMA – 0 1-30 days

SMA – 1 31-60 days

SMA - 2 61-90 days

Further, banks would also have to incorporate changes 
in their reporting process to include the following:  
– The CRILC Main report will now be sent monthly, 
as against the quarterly frequency. – Banks will also 
need to submit a weekly report on all borrower 
entities in default with an exposure of 50 million INR 
and above. This will ensure early identification and 
reporting of stressed assets by banks.

Formation and implementation of resolution plans 
(RPs) by lenders – Under the revised framework, all 
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lenders must put in place board-approved policies 
for the resolution of stressed assets, including the 
timelines for resolution. As soon as there is a default 
in the borrower entity’s account with any lender, all 
lenders − singly or jointly − shall initiate steps to 
cure the default. This means that the revised clause 
eliminates chances of banks interpreting assets. 
Currently, while one bank classified an account as 
stressed, or NPA, others continued to show them 
as standard. This required the RBI auditors to force 
show them as divergence in NPA reporting.

The new framework puts down strict timelines over 
which insolvency proceedings must be initiated. These 
timelines come into effect starting 1st March 2018. 

-For accounts with an exposure of 2,000 crore INR 
or more, banks will have to ensure that a resolution 
plan is in place within 180 days after a ‘default’. 

-If the resolution plan is not implemented within 
180 days, the account must be referred to the IBC 
within 15 days. 

-For large accounts where a resolution plan is being 
implemented, the account should not be in default 
at any point during the specified period. 

-If there is a default within the specified period, 
the lenders should file an insolvency application. 
-For accounts with exposure of 100 crore INR 
to 2,000 crore INR, a timeline for resolution will 
be announced over a two-year period. • These 
timelines will lead to speedy recovery of the loan 
from the borrower. 

The new framework will subsume almost all 
stressed asset schemes.

Audit of NPA

Considering above new framework which is 
introduced by RBI, the auditors focus is not only 
on Audit of NPA but should also incorporate the 
audit of all stressed assets.  Audit of NPA would 
basically involve identification of an account 
as NPA, its correct classification, provisioning, 
income recognition, if an account is restructured, 
compliance of various conditions as enumerated in 
the Master Circular etc.

NPA identification norms have been described 
above as per RBI master circular dated July 1, 2015.

Having identified an account as NPA, it is 
further required to be classified into a) Sub-
standard Assets b) Doubtful Assets c) Loss Assets

Category Parameters

Sub-standard 
Assets

Remained NPA for a period not 
less than or equal to one year.

In such cases, the current net 
worth of the borrower or guarantor 
or market value of the security 
charged is not enough to ensure 
recovery of the bank’s dues; Likely 
to sustain some loss if deficiencies 
are not corrected.

Doubtful 
Assets

Remained in substandard category 
beyond 1 year;

Recovery - highly questionable and 
Improbable.

Loss Assets Asset considered uncollectible and 
of little value but not written off 
wholly by the bank.

Continuance as bankable assets 
although it may have some salvage 
or recovery value.

 

 NPA classification should be done taking into 
account the degree of credit weaknesses and 
availability of collateral security for realisation 
of dues.

 Banks should avoid the tendency to delay or 
postpone identification of NPAs especially in 
respect of high value accounts.

 Availability of security/net worth of the 
borrower/guarantor should not be taken into 
account while identifying the NPA.

 Banks should not classify an advance account 
as NPA merely due to existence of some 
temporary aberration/deficiency such non-
availability of adequate Drawing Power based 
on latest stock statement, over limit, non-
submission of stock statement, renewal of 
account, etc.

 A working capital account would become 
NPA, if the irregularity continues beyond 90 
days even though the unit would be working 
and its financial position is satisfactory.

 Regular and ad hoc limits are required to 
reviewed/regularised within 180 days from 
the due date/date of sanction; else, it is to be 
classified as NPA.

 An NPA Loan account, other than restructured 
and rescheduled, can be upgraded to standard 
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 assets upon payment of arrears of interest and 
principal.

 Asset classification should be borrower-wise 
and not facility wise. In case one facility/
investment of the borrower causes problem, 
all the facilities granted to the borrower are to 
be treated as NPA.

 Bills discounted facility under Letter of 
Credit (LC) favoring a borrower need not be 
classified as NPA in case any other facility is 
NPA. However, in case of non-payment of bills 
under the LC on due date by the LC issuing 
bank and the borrower fails to make good the 
amount immediately, the outstanding under 
the Bills discounted is also to be classified as 
NPA.

 In account where there is potential threat of 
recovery on account of erosion in value of    
Security (50%/10% of value assessed earlier 
or outstanding), non-availability of security,   
existence of other factors such as frauds    
committed by borrowers, etc. such asset   
should straightaway be classified as doubtful 
or  loss asset as appropriate.

 Finance granted to PACS/FSS under the 
on-lending system, only that particular 
portion of credit in default to be classified  
as NPA.

 Advances against paper securities such as 
TDRs, NSCs eligible for surrender, IVPs, KVPs 
and life policies need not be treated as NPAs, 
provided adequate margin is available in the 
accounts.

 Loan with moratorium for payment of interest, 
the amount of interest would become overdue 
after the due date for payment of interest, if 
uncollected.

 In staff housing loan or similar other accounts 
where the interest is to be recovered after 
repayment of principal, such accounts would 
become NPA only when there is default in 
repayment of principal or interest on respective 
due dates.

 Advances backed by guarantee of Central 
Government though overdue may be treated 
as NPA only when the Government repudiates 
its guarantee when invoked. However, State 
Government guaranteed advances and 

investments in State Government guaranteed 
securities would attract asset classification and 
provisioning norms if interest and/or principal 
or any other amount due to the bank remains 
overdue for more than 90 days.

Projects under Implementation - Classification 
of NPA

Project Loans for 
infrastructure sector

Project Loans for non-
infrastructure sector

An infrastructure 
project loan would 
be classified as NPA 
before the date of 
commencement of 
commercial operations 
(DCCO) as per record 
of recovery (90 days)
unless it is restructured 
and eligible for 
classification as 
standard asset.

A loan for a non-
infrastructure project 
will be classified as NPA 
during any time before 
commencement of 
commercial operations 
as per record of recovery 
(90 days overdue).

An infrastructure 
project would be 
classified as NPA if 
it fails to commence 
commercial operations 
within 2 years from the 
original DCCO.

If the non-infrastructure 
project fails to 
commence commercial 
operations within 
6 months from the 
original DCCO, it is to 
be treated as NPA, etc.

If a project loan 
classified as standard 
asset is restructured 
any time during the 
period up to two years 
from the original date 
of DCCO, it can be 
retained as a standard 
asset if the fresh 
DCCO is fixed and 
the account continues 
to be serviced as 
per the restructured 
terms subject to 
the application for 
restructuring should 
be received before the 
expiry of period of two 
years from the original 
DCCO and when the 
account is still standard 
as per record of 
recovery.
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Delay in infrastructure 
projects involving court 
cases and projects in 
other than court cases, 
extension of DCCO 
up to another 2 years 
(beyond the existing 
extended period of 2 
years i.e. total extension 
of 4 years) and up to 
another 1 year (beyond 
the existing extended 
period of 2 years i.e. 
total extension of 3 
years) respectively is 
considered for treating 
them as NPA.

Total provision required would be normal provision 
plus provision in lieu of diminution in fair value 
of advances. Diminution in fair value would be 
required to be recomputed on each balance sheet 
date. Banks have option of notionally computing the 
diminution in fair value and providing at 5% in case 
of all restructured accounts where the total dues to 
bank is less than one crore. With effect from April 
1, 2015, a standard account (for reasons other than 
change in DCCO) would be immediately classified 
as sub-standard on restructuring as also the non-
performing assets, upon restructuring, would 
continue to have the same asset classification as 
prior to restructuring and slip into further lower 
asset classification categories as per the extant 
asset classification norms with reference to the 
pre-restructuring repayment schedule.

-Standard Assets – Does not disclose any problem 
and which does not carry any more than normal 
risks attached to business – Provision requirement 
- Agriculture/SME Adv – 0.25%

Commercial Real Estate (CRE) – 1%

CRE-Residential Housing Sector – 0.75%

HL (teaser rate period) – 2%

Other Loan & Advances – 0.4% 

Restructured project loan classified as standard 
would attract higher provision. Para 4.2.15.3(iv) of 
Master Circular may be referred for the same.

 Sub-Standard Assets - Classified as NPA 
for a period not exceeding Twelve months. 

Classification of an asset should not be 
upgraded merely as a result of rescheduling, 
unless there is satisfactory compliance of the 
required conditions at least for one year. – 
provision requirement - A general provision 
of 15% on total outstanding should be made 
without making any allowance for ECGC 
guarantee cover and securities available.

 Additional provision of 10% on unsecured 
exposure. Unsecured Exposure means 
exposure where realisable value of security 
is not more than 10%, ab-initio, of the 
outstanding exposure.

Doubtful Assets - Remained Sub-standard for a 
period of 12 months. – Provision requirement – 
a)100% to the extent to which the advances are 
not covered by the realisable value of the security 
to which the bank has a valid recourse and the 
realisable value is estimated on realistic basis.  
b) with regard to secured portion depending 
upon the period for which the asset has remained 
doubtful, provision on the following basis:

1. Up to 1 year:    25%

2. 1 to 3 years:     40%

3. Over 3 years:  100%

Loss Assets – Loss asset is one where loss has 
been identified by the bank, external or internal 
auditors or the RBI inspection, but the amount has 
not been written off (wholly/partly) – 100% of the 
outstanding should be provided for/written off.

Take out Finance

Under Take out Finance, possibility of default, in 
view of the time-lag involved in taking over, cannot 
be ruled out. The norms of asset classification will 
have to be followed by the concerned lending bank/
financial institution and they should not recognise 
income on accrual basis, but only on actual receipt. 
Bank/FI should also make suitable provision 
pending the takeover by other institution. 

Upon takeover of the account, the provision 
could be reversed. But the taking over institution 
is required to make provision in its books treating 
it as NPA from the actual date of becoming NPA 
even though the account was not in its books as on 
that date.

Export Project Finance

In the event of the export proceeds in respect 
of export project finance is held up due to 
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political developments in the importer’s country, 
the asset classification may be made after a 
period of one year from the date the amount 
was deposited by the importer in the bank  
abroad.

Provision under Special Circumstances

i) Advances under rehabilitation package 
approved by BIFR/TL institutions -Provision 
should continue to be made as per classification 
of assets as sub-standard or doubtful.

 -Additional facilities sanctioned as per 
package, provision on additional facilities 
sanctioned be made for a period of one year 
from the date of disbursement including that 
of SSI units identified as sick and put under 
rehabilitation programme by banks.

ii) Provision requirements based on assets 
classification status are applicable in respect 
of TDRs, NSC eligible for surrender, IVPs, 
KVPs, gold ornaments, government and other 
securities and LIC policies.

iii) Amount held in Interest Suspense Account 
should be deducted from the relative advances 
and thereafter provisioning as per norms may 
be made on the net balance. Amount held 
in Interest Suspense account should not be 
reckoned as part of provisions.

iv) ECGC guaranteed doubtful assets, provision 
need only to be made on the balance in 
excess of the guaranteed amount by ECGC. 
While arriving the provision requirement, the 
realisable value of the security is first deducted 
from the outstanding balance.

Income Recognition

Income from NPA assets is to be recognised only 
when it is actually received. However, interest 
on advances against term deposits, NSC, IVPs, 
KVPs, and Life policies may be taken into income 
account on the due date provided adequate margin 
is available in the accounts.

On an account (incl. bills purchased and discounted 
and Government guaranteed accounts) turning 
NPA, banks should reverse the interest already 
charged and not collected by debiting Profit and Loss 
account, and stop further application of interest. 
Likewise, fees, commission and similar income in 
respect of past periods, if uncollected, need to be  
reversed.

Interest realised on NPAs may be taken to income 
account provided the credits in the accounts 
towards interest are not out of fresh/ additional 
credit facilities sanctioned to the borrower 
concerned.

Banks may continue to record such accrued 
interest, but not realised, in a Memorandum 
account in their books which should not be taken 
into account for computing Gross Advances.

The finance charge component of finance income 
[as defined in ‘AS 19 – Leases’ issued by the Council 
of the Institute of Chartered Accountants of India 
(ICAI)] on the leased asset which has accrued 
and was credited to income account before the 
asset became non-performing, and remaining 
unrealised, should be reversed or provided for in 
the current accounting period.

-If any advance, including bills purchased and 
discounted, becomes NPA, the entire interest 
accrued and credited to income account in the 
past periods, should be reversed if the same 
is not realised. This will apply to Government 
guaranteed accounts also.

- In respect of NPAs, fees, commission and similar 
income that have accrued should cease to accrue 
in the current period and should be reversed with 
respect to past periods, if uncollected.

The finance charge component of finance income 
[as defined in ‘AS 19 Leases’ issued by the Council 
of the Institute of Chartered Accountants of India 
(ICAI)] on the leased asset which has accrued 
and was credited to income account before the 
asset became non-performing, and remaining 
unrealised, should be reversed or provided for in 
the current accounting period.

- Interest realised on NPAs may be taken to 
income account provided the credits in the 
accounts towards interest are not out of fresh/ 
additional credit facilities sanctioned to the 
borrower concerned.

-In the absence of a clear agreement between 
the bank and the borrower for the purpose of 
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appropriation of recoveries in NPAs (i.e. towards 
principal or interest due), banks should adopt 
an accounting principle and exercise the right 
of appropriation of recoveries in a uniform and 
consistent manner.

Interest Application

On an account turning NPA, banks should 
reverse the interest already charged and not 
collected by debiting Profit and Loss account, 
and stop further application of interest. However, 
banks may continue to record such accrued  
interest in a Memorandum account in 
their books. For the purpose of computing 
Gross Advances, interest recorded in the 
Memorandum account should not be taken into  
account.

How to Optimise Information Technology 
in NPA Management

There is hardly any use of IT in NPA management 
by banks. Presently banks are mainly using 
computers for day-to-day transaction of loan 
accounts at branch level and compilation of 
manually reported statistical data. Further, the 
software used in the banks are not effective in 
meeting the present needs of the banks, rather 
sometimes they create problems. For example, 
the cash credit packages presently used in some 
banks are unable to detect the NPA, accounts, 
as a result payments are being made in the 
NPA accounts, thus increasing NPA pool of 
the banks, Banks should use proper software 
and networking at the branch and controlling 
office levels for the purpose of forecasting of 
potential NPA syndrome in each loan account, 
automatic identification and categorisation of 
NPA as on each balance sheet date, calculation 
of critical amounts for arresting slippage as well 
as upgradation, auto-generation of statistical 
returns for NPA-MIS, estimation of provision 
requirement in each NPA account, transmission 
of data to management through networking, 
risk analysis and appraisal of credit proposals, 
Sensitivity analysis of various impacts on 
NPA. The software for MIS should contain 
such particulars parameters fields which can 
generate necessary information for the above  
purposes.

Some Important References to RBI 
Circular

Master Circular No. DBOD.No.BP. 

C.9/21.04.048/2014-15 dated July 1, 2014

Circular FIDD.No.FSD.BC.52/ 05.10.001/2014-15 

dated March 25, 2015. 

FIDD.CO.Plan.BC.54/04.09.01/ 2014-15 dated April 

23, 2015.

RBI/2017-18/129 DBR.No.BP. C.100/21.04. 

048/2017-18

Para 4.2.2: Banks should establish appropriate 
internal systems (including technology enabled 
processes) for proper and timely identification 
of NPAs, especially in respect of high value  
accounts.

Para 4.2.5: If arrears of interest and principal 
are paid by the borrower in the case of 
loan accounts classified as NPAs, the 
account should no longer be treated as non-
performing and may be classified as ‘standard’  
accounts.

Annex 5: A restructured account is one 
where the bank, for economic or legal 
reasons relating to the borrower’s financial 
difficulty, grants to the borrower concessions 
that the bank would not otherwise  
consider.

Conclusion 

Non-performing assets have always been a 
problem for the Indian banking sector as it is 
having a direct impact on the profitability of the 
banks. The failure of the banking sector may have 
an adverse impact on other sectors. Thus, there is 
a need to ensure that the banks take proper steps 
to resolve it, thereby ensuring fair and efficient 
recovery of loans so that banking sector continue 
to function without stress. The government is 
taking many steps to reduce the problem of NPAs 
but banks should also have to be more proactive 
to adopt a structured NPAs policy to prevent 
the non-performing assets and should follow 
stringent measures for its recovery. Bankers 
should also consider the ROI on a proposed 
project and provide loans to customers who have 
better credit worthiness as prevention is always 
better than cure. 
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