Rehab for the balance shee

A centralised Public Sector Asset Rehabilitation Agency (PARA) could help
over-leveraged corporates and bad-loan encumbered banks
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EVER SINCE THE global fnancial crisis, lndia
Ihas been trying to come (o grips with s twin
balance sheet | TBS) problem —over-lever-
aged corporates and the bad-koan encum-
bered banks. But a decisive resolution has
provedelusive, and the problem has contin-
ued to fester, Perhaps it is tme toconsidera
different approach — a centralsed Public
Sector Asset Rehabilitation Agency (PARA)
that could take charge of the largest, most
difficult cases and make politically tough
decisions o reduce debt

For some years, it seemed possible to
regard TBS as a minor problem, which
wiould largely be resolved as economic re-
covery boak hold. But the prablem has only
worsened. Earnings of the stressed compa-
nies have deteriorated, forcing them to
bormrow more o sustain their operations,
Since 2007-08, the debts of the top 10
stressed corporate groups have multiphed
v times, bo more than Rs 7.5 lakh crore.
Even with such large infusions of funds,
conporates have siill had problems servicing
their debts — by September 2016, no less
than 12 per cent of the gross advances of
jpublic sector banks turned non-perform-
ing. According (o Some private sector esti-
mates, these numbers are considerably
freater,

This situation is beginning to take a toll
onthe econonmy. With balance sheets under
such strain, the pnvate corporate sector
has been forced to curb its investments,
while banks have beenreducing credit in real
terms. To sustain growth, these trends will
meed 1o be reversed. And the only way to do
so is by fixing the underlying balance
sheet problems.

The guestion i, how o do this.Sofar. the
strategy has been tosobve the TBS througha
decentralised approach, underwhichbanks
have been put in chargeof the restructuring
decisions. A number of such schemes have
been put in place by the Reserve Bank of
Inedlia { RBI}. Most of the time, this is indeed
thee best strategy. But in the current circum-
stances, effectiveness has proved elusive as
banks have simply been overwhelmed by
the stre of the problem. Eight steps lead to
the conclusion that the ime may have
arnived to try a centralised approach, the
PARA. A detailed case is set out in the new
[Economic Survey 2016-17, Chapter 4,

It’s not just about banks, it's a lot abowt
commpanies: So far, public discussion of the
bad loan problem has focused on bank
capital, 3 if the main obstacle to resobving
TBS was finding the funds needed by the
public sector banks, But securing funding is
actually the easiest part, as the cost is small
relative tothe resources the government
commands (no more than 2-3 per cent of
GDP in a worst case scepario). Far more
problematic is finding a way to resolve the
bad debts in the first place.

k & an economic problem, not a monahly
oy Without doubt, the stench ol cromy cap-
italism permeates discussions of the TBS
problem And o is true that there have been
cases where debl repayment problems have
been caused by a diversion of funds. But a
vast bulkofthe problem has beencaused by
unexpected changes in the economic
environment: Timetables, exchange rates
and growth rate Bsumptions that have gone
badly wrong. Apersistent narrative of cromy
capitalism risks leading to punitive rather
than incentive-compatible solutions.

Stressed debt & heavily concentrated in
large companies: Concentration creates an
opportunity because TBS could be
avercome by solving a relatively small
number of cases, But it presents an even
bigger challenge because large cases are
inherenty difficult to resolve.

Mary of these comranies ane tnviable at
curment levels of debe, requiring debt wrice-
downs:  Unviability wvaries across
sectors and companies. But a rough esti-

mate would be that debt reductions of
about 50 per cent will often be needed to
restore viability.

Bariks are finding it difficlt to resobve these
cases, despite.a prolye retion of sdhermes o help
themn: Among other issues, they lace severe
coondination problems, siwe large debtors
hove many creditors, with different interests.
If pulbdic sector banks grant Large debt reduc-
tions, this could atract the attention of in-
estigatve agencies. But comvening debd te
exquity, taking over the companies and then
selling them at a loss — even in (ransparent
auctions —will be politically difficulr.

Other mechanisms haven 't worked — and
woi'l work: Private Asset Reconstruction
Companies (ARCS ) haven't proved amy mone
successful thanbanks in resolving bad debts
and are too small o
handie the large cases Moreover, the incen-
tives facing the ARC-bank relationship can
be inherently distorted: For example, ARCs
earn management fees for handling bad
debts,even if they don't actualhywork them
out, The new bankruptcy system is not yet
Tullly in place; even when it is, conslerable
time will be needed before it is ready to
handie the large cases.

Deliry & aostly: Since banks can't resolve
the big cases, they have simply refinanced
thedebiors, e flectively “kicking the problems
down the road®. But this is cost by for the
sovernment, becawse it means the bad delds
keep riging, increasing the ultimate recapi-
talisation bill for the government and the
associated political difficultes.

Progress may reguive a PARA: Such an ap-
proach cowld o minate most of the obstacls
currently plaguing kan resohution It could
solve the coordination problem since debis
woiikl be centralised in oneagency; it could
be set up with proper incentives by
gving it an explicit mandate to maximise
recovenes within adefined time; it would
sparate the loan resolution process rom
concerns about bank capital, For allthese rea-
sons, asset rehabiitation agencies have been
adopted by mamy countries facing TES prob-
lems, notably the East Asian crss cases,

How would a PARA actually work? There
are many possible vanants, but the broad
outlines areclear. It would purchase speci-
fied loans ( for example, those belonging to
large, over-indebted infrastructure finms)
from banks and then work them out,
depending on professional assessments
of the value-m aimising strategy. Once the
koans are off the books of the public sector
banks, the government would recapitalise
them, thereby allowing them to shift their
resources — fimancial and human — back to-
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How would a PARA
actually work? There are
many possible variants, but
the broad outlines are clear.
It would purchase specified
loans (for example, those
belonging tolarge, over-
indebted infrastructure
firms) from banks and then
work them out, depending
on professional assessments
of the value-maximising
strategy. Onee the loans are
off the books of the public
sector banks, the
government would
recapitalise them, thereby
allowing them to shift their
resources — finaneial and
human — back toward the
critical task of making new
loans. Similarly, once the
financial viability of the
over-indebted enterprises is
restored, they will be able o
focus on their operations,
rather than their finances.
And they will finally be able
to comsider new
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ward the critical task of making new loans.
Similarly. once the financial viability of the
over-indebied enterprises is restored, they
will be able to focus on their operations,
rather than their fmances. And they will fi-
nally be able to consider new invesiments.

OF course, all this will come at a price,
namely accepting and paying for the losses
But thes cost isinevitable Loans have already
been made, losses already occurred and be-
caise state banks are the magor creditors, the
bulk of the aedenwill Bllon the govermment
(thoughshareholdersinstressed enterprises
willmeed to lose thar equity a5 well ). The is-
sue for any resolution strategy — PARAor de-
centralied —is not whether the govermment
should assurme new Bability. Rather, it & how
to minimise a akility that has already been
incurmed by resobving the bad lean problem
aseffectively as possible. And thatis precisely
what the creation of PARA would aim todo.

That sasd, the capital requirements would
be Large, Part of the funding would need o
come from government issues of secunbes.
Part could come from capital markets, if
stakes in the publicsector banks were sold o
the PARAwere structured in away that would
encourage the private sector to take up an
equity share, A third seurce of capital coulkd
be the REL The RBIwould (ineffect) transfer
some  govemment securities it is
hoddingto public sector banks and PARA; the
RB'scapatal woulkd decrease, wiile that of the
bariks and PARA wouldincrease. There woulkd
benoimplications for monetary pocy since
nonew money would be created,

Creating a PARA is not without its own
difficulties and nisks; the country’s history &
not Favourable to public sector endeavours.
Yer, ane has to ask how long lndia shoild
continue with the current d ecentrali sed
approach, which has still not produced
the desired results eight years after the global
financial crisis, even as East Asian countries
wiere abke to resolve their much Larger TBS
problems within two years. One reason, of
course, was that the ExtAs ban countres were
uncler muchmore pressure: They were incri-
56, wheneasIndia hascontinued to grow rap-
dly. But an important reason was that it de-
ploved acentralised strategy, which alkowed
debt problems to be worked owt quickly us-
ing public asset rehabiktation companies.

In sum. currenteflonshave not beensuc-
cessful in addressing the twin balance sheet
problem. Mew solutions must be tried.
Perhapsitis time for Indiatoconsider a PARA
a5 ofe such soluthon.
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