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ABSTRACT India’s growth story depends on the vitality of its financial system. Within 
the span of five years, the Indian economy has endured two unprecedented shocks: the 
2019 economic slowdown triggered by a financial crisis, and the COVID-19 pandemic. 
As we navigate the aftermath of these episodes, one vital question emerges: how resilient 
will India’s financial system be in the face of future challenges? This paper embarks on 
three missions. First, it dissects the origins and aftermath of the Indian Financial Crisis of 
2018–20, sparked by a run on the shadow banks. Second, it examines how India fortified 
its financial system in the wake of this financial crisis and the pandemic, consequently 
shielding itself from the global banking disruptions of 2023. Finally, it gazes ahead at 
potential challenges and opportunities, sketching a blueprint for key reforms. Overall, 
the future trajectory of India’s economic growth, whether a modest 5.5 percent or a bold 
7.5 percent, rests significantly on the progress of ongoing financial sector reforms.
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1. Introduction 

Over the past three decades, India’s growth has been extraordinary, 
lifting millions out of poverty. But this journey has not been without its 
challenges, particularly in the financial sector, which has encountered 

speedbumps along the way. As India continues to forge its economic path, 
the influence of the financial system will remain vital. The trajectory of this 
system will directly impact the futures of over a billion people in India and 
carry substantial implications for the global economy.
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Guided by this understanding, this paper dives into the realm of Indian 
finance. We will focus on the Indian Financial Crisis of 2018-20 and the COVID 
pandemic of 2020-23.

On the eve of the pandemic, India was already grappling with a major 
economic slowdown. By March 2020, marking the end of the 2019-20 fiscal 
year’s last quarter, GDP growth had steeply fallen to just 2.9 percent, a 
stark contrast from the 7 percent decade average. For the first time in over a 
decade, aggregate investment—accounting for a quarter of GDP—experienced 
continuous contraction, declining by more than 4 percent over three successive 
quarters. This paper asserts that the Indian Financial Crisis of 2018-20 was the 
primary driver of this slowdown, highlighting the financial system’s critical 
role in India’s growth story.

In parts I–III, we dissect the crisis through three lenses: (a) the accumulation 
of risks from 2000 to 2018; (b) the financial tremors triggered by two shadow 
bank defaults in 2018 and 2019; and (c) the widespread economic damage 
inflicted between 2018 and 2020.

In Part IV, we shift our attention to the crisis response, detailing the policy 
responses enacted to combat these financial challenges. We will also explore 
how government strategies bolstered the economy against the backdrop of the 
COVID-19 pandemic. These efforts eventually fortified the financial system but 
also served as a safeguard against the adversities faced by Western banks in the 
first half of 2023.

Lastly, in Part V, I highlight three central challenges facing India: (1) 
Addressing the funding imbalance between traditional and shadow banks 
(‘The Great Funding Imbalance’); (2) Expanding credit accessibility across the 
country (‘The Financial Deepening Hurdle’); and (3) Striking the right balance 
between economic growth, financial stability, and nurturing national champions 
(‘The Growth Strategy Trilemma’). I also discuss the potential opportunities 
arising from India’s digital payments revolution.

The key takeaway: The future trajectory of Indian growth, whether a modest 
5.5 percent or a bold 7.5 percent, rests significantly on the progress of ongoing 
financial sector reforms.

1.1. A Quarter Century of Credit in India: Six Stylized Facts

India’s financial ecosystem is an ensemble of diverse actors, each vital within 
their sphere. Formal credit in India is granted by three types of financial entities 
(Figure 1):

•	 Scheduled Commercial Banks: Encompassing public sector banks, private 
banks, and foreign banks.

•	 Non-Scheduled Banks: Cooperative banks, small finance banks, and 
payment banks.
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•	 Non-Bank Financial Institutions: Nonbank financial companies (NBFCs) 
and development finance institutions (also known as All India Financial 
Institutions).

In addition, a substantial informal lending network exists, particularly vital 
for small and medium-sized enterprises. Six critical observations about these 
credit providers in India can guide our analysis:

F I G U R E  1 .   Lending Institutions in India and the Size of their Assets

Scheduled 
Commercial Banks

Public Sector Banks 
(54% of GDP)

Non-Scheduled 
Commercial Banks

Non-Bank Financial 
Institutions

Cooperative Banks 
(4% of GDP)

Non-Bank Financial 
Companies (NBFCs) 

(16% of GDP)

Private Banks 
(31% of GDP)

Small Finance Banks 
& Payment Banks 

(1% of GDP)

Development 
Finance Institutions 

(5% of GDP)

Foreign Banks 
(6% of GDP)

LENDING INSTITUTIONS
IN INDIA

Source: Author’s calculation.

Note: The numbers represent the assets as share of GDP in 2022.
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T A B L E  1 .   Assets of Banks & Nonbanks in India

Banks & Nonbanks in India: 1997 vs. 2022

Category Institution Type Assets (in % of GDP) Relative Growth

2022 1997 (2022 vs. 1997)

Scheduled Commercial Banks Public Sector Banks 54.1 40.4 134%

Private Sector Banks 31.4 3.2 974%

Foreign Banks 5.8 1.2 497%

Non-Scheduled Banks Cooperative Banks 4.4 1.7 269%

Small Finance Banks & 
Other Non-Scheduled Banks

0.9 0.2 470%

Non Bank Financial Institutions Non Bank Financial 
Companies

16.3 2.6 621%

Development Finance 
Institutions (AIFIs)

5.2 9.5 54%

Total 118.2 58.8 201%

Source: RBI, MOSPI, and author's calculations.

1.	 Bank and nonbank assets as a percentage of GDP have doubled in the 
past 25 years: In 2022, the combined assets of banks and nonbanks were 
118 percent of GDP, a leap from 59 percent in 1997 (Table 1). Moreover, 
in 2022, credit from banks and nonbanks constituted approximately 
70 percent of GDP, with banks contributing 52 percent, and nonbank 
financial institutions providing the remainder.

2.	 Public sector’s share of the financial ecosystem has decreased from 
80 percent to 50 percent: Public sector banks have historically been 
significant contributors to bank lending. In the late 1990s, these banks, 
together with government-directed development banks, made up nearly 
80 percent of system assets. By 2022, their share was approximately 50 
percent, with private banks and NBFCs filling the gap.

3.	 Shadow banking (NBFCs) has grown six-fold and now represents one-sixth 
of the system: In the last decade, shadow banking has gained momentum 
in the credit industry, which was traditionally dominated by commercial 
banks. By 2022, shadow banks made up over 16 percent of the financial 
system measured by assets. Most of these—more than 99 percent—are 
standard Non-Banking Financial Companies (NBFCs) and a type of 
NBFCs, housing finance companies.1 These entities, while providing 
similar lending services as banks, usually depend more on wholesale 

1. Following the Financial Stability Board’s (FSB) methodology, the Reserve Bank of India 
reported that NBFCs and HFCs constitute 99.7 percent of the “shadow banking” sector in India. 
(RBI 2017).
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funding and face less regulation.2 Mutual funds are key players in this 
shadow banking ecosystem, mobilizing resources from diverse sources 
and channeling them to these non-bank financial institutions. During the 
2010s, these nonbanks contributed as much as a third or even half of the 
new credit in certain years, highlighting their growing prominence in the 
credit market.

4.	 Foreign lending and borrowing account for less than 5 percent of assets 
and liabilities respectively: The Indian financial ecosystem remains fairly 
self-contained, with foreign entities playing a minor role. Foreign banks 
contribute a small percentage of total credit, while banks’ international 
assets constitute about 3 percent of total assets, and international 
borrowing stands at around 5 percent.

5.	 Credit access across India remains uneven, with bank credit to GDP ratios 
in wealthier states up to three times higher than in poorer ones: Credit 
access varies a lot across India, with many regions still facing limited 
access. Bihar and Uttar Pradesh (where about 1 in 4 Indians live) have 
credit-to-GDP ratios between 25-30 percent, compared to the national 
average of over 55 percent. This stark contrast highlights the critical need 
to increase credit access and financial inclusion, which can stimulate 
further economic development.

6.	 Borrower-lender relationships play a crucial role: The Indian financial 
system, with its plethora of specialized entities, relies heavily on 
borrower-lender relationships. Consequently, institutional failure or 
financial channel disruptions can significantly impact the real economy, 
given these relationships’ essential role in maintaining credit flow.

1.2. Recent History: A Financial Snapshot

Historically, development banks or All-India Financial Institutions have been 
pivotal in providing long-term infrastructure lending. However, in the 1990s, 
several significant development banks faltered. This led to public sector banks 
(PSBs) assuming a more dominant role in infrastructure lending.

Throughout the 2000s, there was a surge in infrastructure lending in India 
due to the country’s escalating infrastructure requirements. Public-private 
partnerships thrived during this period, and Indian banks, especially PSBs, 
ramped up their project finance involvement. By 2014, due to their widespread 

2. The FSB defines shadow banking as “credit intermediation involving entities and activities 
outside the regular banking system” (FSB 2012). The FSB states that “the use of the term ‘shadow 
banking’ is not intended to cast a pejorative tone on this system of credit intermediation. The FSB 
has chosen to use the term “shadow banking” as this is most commonly employed and, in particu-
lar, has been used in the earlier G20 communications.”
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presence nationwide and their significant role in infrastructure lending, PSBs 
provided about 70 percent of total bank credit to the real economy.

This period also marked significant growth in total bank lending from both 
private and public banks. From 2005 to 2013, the total bank lending expanded 
by over 15 percent annually in real terms. Notably, banks’ engagement in major 
infrastructure projects continued to rise, even against the backdrop of the global 
financial crisis of 2007-09.

However, by the early 2010s, the banking system faced challenges. 
Governance lapses in infrastructure projects significantly increased the risk 
of stressed assets in PSBs, and the system experienced a credit misallocation 
problem known as loan evergreening or “zombie lending.” Under-capitalized 
banks rolled over loans to large, struggling borrowers to avoid declaring them as 
non-performing assets (NPAs). By 2016-17, these large borrowers constituted 
over half of the bank loan portfolios and almost 90 percent of NPAs in the 
banking system.

Recognizing the severity of this challenge, the Reserve Bank of India (RBI) 
prioritized addressing the non-performing assets problem in the mid-2010s. A 
pivotal development was the asset quality review, a regulatory exercise aimed 
at identifying and rectifying discrepancies in loan classification by banks. This 
process revealed substantial underreporting of non-performing assets, leading 
to a collapse in public bank lending. The sudden decline in credit availability 
created a vacuum that spurred the growth of shadow banks, or non-bank 
financial companies (NBFCs), which witnessed a surge in lending activity.

The subsequent demonetization on November 6, 2016 impacted the financial 
system by inducing an abrupt and substantial reduction in cash circulation. 
This move generated both short-term and long-term effects on various sectors, 
including shadow banking and real estate. Despite the initial liquidity crisis, 
demonetization indirectly benefited shadow banks by increasing deposits in the 
formal banking system and lowering interest rates, thereby boosting demand 
for credit from NBFCs.

The Indian financial system faced additional challenges with the high-profile 
defaults of Infrastructure Leasing & Financial Services (IL&FS) and Dewan 
Housing Finance Limited (DHFL) in 2018 and 2019, exposing the vulnerabilities 
within the shadow banking sector. These defaults set off a contagion effect, 
culminating in a liquidity crisis and loss of confidence in NBFCs, ultimately 
intensifying the economic slowdown.

The COVID-19 pandemic struck at a time when the Indian financial system 
was already grappling with these vulnerabilities. The pandemic’s unprecedented 
disruption to economic activity and trade led to widespread job losses, business 
closures, and further strain on an already fragile financial sector. The government 
and the RBI implemented several unprecedented measures to cushion the 
economy. These included fiscal stimulus packages, moratoriums on loan 
repayments, and liquidity injections. However, the pandemic also introduced 
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new challenges, including a delay in the repair of the financial system that was 
needed after the shadow banking crisis.

As the country navigates the post-pandemic landscape, it is crucial to address 
both pre-existing issues and those that emerged during the pandemic in order 
to ensure a resilient financial system capable of supporting India’s growth and 
development goals.

1.3. The Indian Financial Crisis of 2018-20

The events that unfolded in India between the September 2018 and March 2020, 
although not widely recognized at the time, bear the hallmarks of a financial 
crisis. This notion may court controversy, but let’s examine why it holds true.

A financial crisis is often characterized by severe disruptions in financial 
intermediation, widespread defaults, and panic-driven runs on banks. During this 
period in India, an unusual run on shadow banks occurred. Large institutional 
depositors withdrew from mutual funds, leading to a startling contraction in 
funding for commercial paper and debt markets, thereby disrupting financial 
intermediation. The subsequent defaults by IL&FS in September 2018 and 
DHFL in June 2019 caused a palpable sense of panic in the market, akin to a 
traditional bank run leading to severe economy-wide damages.

In labeling this a ’financial crisis,’ my intent is not to alarm but to inspire 
a deeper exploration of these events. The financial sector is poised to play an 
instrumental role in India’s growth narrative, yet it often remains sidelined 
in policy discussions. This could be due to the public’s limited exposure to 
financial affairs. But by bringing these issues to the forefront, I hope to breach 
this barrier, encouraging everyone to engage in this critical dialogue and 
contribute to the discourse on India’s financial future.

India’s shadow bank run differed from a classical bank run, with large 
institutional depositors (e.g., corporates) withdrawing placements in mutual 
funds, which in turn ran on shadow banks by withdrawing funding from 
commercial paper and debt markets. Two system-wide runs occurred within 
months of each other, each triggered by a shadow bank default: Infrastructure 
Leasing and Financial Services Limited (IL&FS) in September 2018, and 
Dewan Housing Finance Corporation Limited (DHFL) in June 2019.

The total loss mutual funds incurred because of their exposure to IL&FS 
and DHFL was around Rs 0.025 trillion for each, adding up to roughly 0.2 
percent of mutual fund assets or 0.01 percent of GDP.3 However, these minor 
exposures caused major stress, resulting in similar dynamics as traditional 
bank runs. This led to massive system-wide outflows from the mutual fund 
industry. In response, mutual funds drastically cut funding to shadow banks, 
which subsequently reduced credit flows to the real economy. Due to inter-

3. As a guide to units used in this paper note that Rs 1 lakh crore corresponds roughly to US$13 
billion or about 0.5 percent of GDP in late 2010s.
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linkages between traditional and shadow banking systems, problems spread to 
traditional banks after DHFL’s default, causing a steep decline in lending.

This raises two central questions regarding India’s economic slowdown 
(Figure 2). First, why did the defaults lead to system-wide stress and such large 
outflows from mutual funds? Second, why did a relatively small shock have 
such a large, negative, economy-wide impact?

The paper seeks to answer these questions by examining the mechanisms 
that: (1) led to the two system-wide runs on the shadow banking system and (2) 
amplified these runs economy-wide. The explanation revolves around a series 
of mechanisms that I refer to as “India’s macro-financial spiral” (Figure 3).

In brief, the IL&FS group defaulted on its debt obligations in September 2018. 
Rated AAA until its default by some credit rating agencies, the default shocked 
the financial system. Fears and uncertainties about hidden vulnerabilities in 
NBFCs and infrastructure/real estate sectors led lenders to reassess risks (circle 
1 of Figure 3).

This initiated a flight to safety, starting with a system-wide run on the shadow 
banking system. The reasons include varying practices across mutual funds in 
valuing IL&FS debt and inconsistent timing of haircuts on such securities. 
This created a first-mover advantage, similar to a classic bank run, prompting 
investors to withdraw from mutual funds (circle 2 of Figure 3).

F I G U R E  2 .   Pre-Pandemic Growth in Real GDP and Investment
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F I G U R E  3 .   How the Indian Financial Crisis of 2018-20 Unfolded

Run on Shadow 
Banking System

Lenders Reduce Exposure 
to Potentially-Exposed 

Mutual Funds, Who in Turn 
Cut Funding to 
NBFCs/Banks

Uncertainty & Flight 
to Safety

Fears about Hidden 
Vulnerabilities in 

NBFCs/Real Estate/Infra. 
Sector Force Lenders to 

Reassess Risks

Defaults Spread 
to Supply Chain

In turn, Vendors & 
Lenders Exposed to 
Affected Firms/Bor-

rowers are Hurt; 
Vulnerabilities Rise

Liquidity Hoarding...
Forced to Preserve 

Liquidity, NBFCs/Banks 
Cut Fresh Lending, 

Hurting Borrowers that 
Rely on them

...Creates Insolvency 
Risks

Unable to Access 
Funding, Borrowers/-
Firms Delay Payments 
to Suppliers; Onging 

Projects Stall

Initial Shocks;
IL&FS and DHFL 

Defaults

India’s Macro-Financial Spiral

Source: Author’s calculation.

F I G U R E  4 .   Domestic Flow of Funds to the Commercial Sector
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Limited funding access forced NBFCs to hoard liquidity and reduce new 
lending, impacting borrowers and real estate developers (circle 3 of Figure 3). 
As a result, credit growth slowed down, affecting the real economy, especially 
those sectors that relied heavily on shadow banking for credit. The real estate 
and construction sectors were hit particularly hard, given their dependence on 
NBFCs and HFCs for financing.

The slowdown in the real estate and construction sectors led to a decrease 
in aggregate demand, putting further stress on the economy (circle 4 of Figure 
3). This economic stress, in turn, led to lower corporate revenues and reduced 
repayment capacity, increasing the risk of further defaults in the shadow 
banking system (circle 5 of Figure 3).

The increased risk of default fueled the flight to safety, reinforcing the cycle 
of stress in the financial system (circle 6 of Figure 3). This feedback loop 
between the financial system and the real economy created a macro-financial 
spiral, amplifying the impact of the initial shock from the defaults of IL&FS 
and DHFL.

A few months later, the default of DHFL restarted this spiral, with the impact 
this time also spreading to banks, as the default of DHFL deepened worries 
about the entire financial system’s cross-exposures to the troubled NBFC and 
the real estate sectors.

To understand the sequence of events and to recognize how big and severe 
the credit crunch was, it is useful to examine the decline in credit flow to the 
system in more detail (Figure 4). One can break down the decline in credit flow 
into three phases. Phase I corresponds to the crunch in public sector lending 
after the introduction of an asset quality review (AQR) of banks in 2015. Phase 
II corresponds to the crunch in lending from NBFCs after the default of IL&FS 
in September 2018. Phase III corresponds to the crunch in overall lending after 
the default of DHFL in June 2019. The paper discusses each phase in detail. 
In all that follows, it is important to remember the magnitude of the collapse 
in domestic lending to the private sector, which fell from nearly 10 percent of 
GDP in fiscal year 2018–19, to roughly 3 percent in FY2019–20 (i.e., excluding 
funds from the capital markets).

Some Puzzles 

In addition to answering the two questions posed above, the paper also attempts 
to answer some enduring questions about the growth slowdown, including: (1) 
why did the problems in the NBFC sector spill over to the traditional banking 
system?; (2) Was there still a liquidity shortage despite significant quantities of 
aggregate liquidity creation by the RBI?; (3) Did credit flow fall due to a lack of 
credit supply or credit demand?; (4) Why did monetary policy transmission to 
deposit and lending rates weaken?; and (5) Why did the government securities 
yield curve steepen?
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In responding to these questions, one key theme will be the role of 
asymmetric information. Due to heightened uncertainty about the solvency of 
some NBFCs, adverse selection issues may have gripped the market (Akerlof 
1978). In turn, the NBFCs and other financial institutions exposed to them 
were being compelled to send a credible costly signal to project strength to the 
market (Spence 1978). Thus, amid the uncertainty, financial institutions were 
compelled to demonstrate strengthening of their loan books and addressing of 
asset-liability mismatches, at the cost of sacrificing fresh lending.

Another key theme will be a shortage of funding liquidity in the system. The 
liquidity crunch is also a central explanation in the authorities’ own diagnosis 
presented in the 2019-20 Economic Survey of India chapter titled “Financial 
Fragility in the NBFC Sector” (GOI 2020). Like many central banks, the RBI 
has tools to inject funds into the banking system, but the effectiveness depends 
on whether this liquidity reached all critical parts of the financial system. During 
fiscal years 2018-20, the RBI’s liquidity strategy focused on (1) injecting 
significant aggregate liquidity into the system through open market operations 
and (2) encouraging banks in turn to channel the “excess” aggregate liquidity 
to the NBFC sector and other financial institutions facing liquidity shortages. 
While helpful, this approach did not sufficiently address liquidity shortages 
(in the pre-pandemic period)—which persisted in various key pockets of the 
financial system and triggered liquidity hoarding by NBFCs and banks alike.

1.4. Fighting the Crisis & the Pandemic

In Part IV, I review the government’s policy responses in 2018 and 2019, as 
well as the COVID-19 emergency response and significant policy reforms from 
the past five years.

From implementing accommodative monetary policies and emergency 
liquidity provisions to introducing loan repayment moratoria and credit 
guarantee schemes for MSMEs, the authorities implemented a wide range 
of measures to fortify the economy. These measures were instrumental in 
strengthening the financial system and ensuring its continued functioning even 
in the face of unprecedented challenges.

Moreover, these concerted efforts did more than just strengthen the financial 
system domestically. They also acted as a protective shield, insulating the 
Indian financial system from the adverse circumstances that led to the collapse 
of several Western banks in 2023.

While the global banking sector was grappling with a series of bank failures 
after the default of Silicon Valley Bank in March 2023, the Indian financial 
system, fortified by proactive repair and restructuring initiatives, demonstrated 
resilience. The focus on addressing asset-liability mismatches after the IL&FS 
default, along with different business models, and the recent restructuring of 
potentially weak links (such as YES Bank), ensured that Indian banks were 
well-prepared to weather the global banking storm.
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1.5. Reform Priorities 

Part V concludes with three post-pandemic challenges India must address to 
foster a robust financial sector conducive to growth. These challenges include 
bridging the funding gap between traditional and shadow banks (’The Great 
Funding Imbalance’), widening credit access across all geographies (’The 
Financial Deepening Hurdle’), and grappling with the ’Growth Strategy 
Trilemma’ that policymakers encounter when balancing growth, stability, 
and nurturing national champions. Additionally, the paper touches upon the 
opportunities borne out of India’s digital payments revolution and the ways to 
build on important reforms such as the 2016 Insolvency and Bankruptcy Code 
(IBC).

To tackle these challenges, the paper posits a reform agenda centered on ten 
policy areas: strengthening regulation and supervision, managing systemic risk, 
improving asset quality, enhancing the framework for bad loans and bankruptcy, 
reforming public sector banks, restructuring the financial sector, deepening 
the financial sector, improving monetary policy transmission, improving 
the emergency liquidity framework, and supporting real estate transactions. 
Through these reforms, India can lay the groundwork for a more resilient and 
stable financial system that bolsters long-term growth and development.

1.6. Related Literature & International Comparisons 

The study of macro-financial linkages in India is becoming an expanding area 
of research. Several scholars and committees have contributed to the discussion 
around financial reform priorities for India. The Narasimham Committee 
I (1992) provided recommendations for banking sector reforms, while the 
Narasimham Committee II (1998) examined financial sector reforms more 
broadly. The Nayak Committee (2014) analyzed the governance of bank boards 
in India and made relevant recommendations.

More recently, Chari et al. (2019) study the origins of the NPA crisis in the 
2010s. Acharya and Rajan (2020) discussed the need for reforms in the banking 
sector and present a comprehensive set of recommendations. Meanwhile, Gupta 
and Panagariya (2022) offer a thorough argument for the privatization of public 
sector banks, providing policy recommendations to support their proposal. I also 
draw on my recent work on the design of the privatization strategy (Agarwal 
Forthcoming) and on macro-finance linkages (Agarwal 2022).

Further, Subramanian and Felman (2019) and the 2019-20 Economic 
Survey of India (GOI 2020) brought early attention to several financial sector 
vulnerabilities and their associated macro-financial implications. India’s 
experience adds to the growing body of international evidence that unaddressed 
financial system stress can result in a broader economic growth slowdown, 
especially if liquidity problems turn into insolvency issues.
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When it comes to international comparisons, this paper draws on the extensive 
literature on macro-financial issues since the global financial crisis of 2007-
09. There are some similarities between the pre-pandemic turmoil in Indian 
financial markets and the U.S. financial crisis of 2007-09. Both episodes saw 
an increase in uncertainty and a flight to safety, a run on the shadow banking 
system, a collapse of the commercial paper market, and significant amplification 
of the financial shock that affected the real economy (Gorton and Metrick 2012; 
Kacperczyk and Schnabl 2010). However, one key distinction between the two 
episodes is that India’s pre-pandemic financial turmoil saw relatively fewer 
large financial institutions affected. This is reminiscent of the U.S. savings and 
loans crisis of the 1980s and 1990s, where over 1,000 out of approximately 
3,200 savings and loan associations failed. While the resilience of a few big 
financial institutions prevented the financial turmoil from escalating into a full-
blown financial meltdown, it may have initially led to a lack of urgency in 
policy action. Specifically, there was reluctance to inject targeted liquidity into 
the troubled corners of the financial system and conduct a diagnostic of the 
non-bank financial sector to restore confidence.

The recent collapses of Silicon Valley Bank, Signature Bank, and Credit 
Suisse have generated renewed interest in financial stability issues and macro-
financial risks. In this context, India’s experience with managing systemic 
risks and vulnerabilities in the financial sector can provide valuable lessons for 
researchers and policymakers. By studying India’s approach to addressing these 
challenges, other countries can gain insights into effective crisis management 
strategies and policies to mitigate the risks of future failures.

2. Part I: Three Key Macro-Finance Developments between 2000-2018

2.1. The Rise and Fall of Infrastructure Finance

2.1.1. Shift from DFIs to Public Banks (Before 2010s)

The Decline of Development Finance Institutions

In 1947, when India gained independence, there were few banks capable of 
offering long-term industrial financing. To catalyze growth, the government 
founded Development Financial Institutions (DFIs) to supply term finance to 
various industries, forming the DFI model.

The primary DFIs were the Industrial Development Bank of India (IDBI), 
the Industrial Credit and Investment Corporation of India (ICICI), and the 
Industrial Finance Corporation of India (IFCI). By the 1990s, they contributed 
to 80 percent of project financing (Mathur 2003). IDBI funded infrastructure 
projects, ICICI provided long-term industry finance, and IFCI financed 
industrial projects.
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The RBI and the government backed DFIs with direct funding and other 
support. A key funding channel was the RBI’s National Industrial Credit (Long-
term Operations) Fund, which supplied concessional loans to DFIs. The DFIs 
then provided term finance to the private sector at lower interest rates than those 
for short-term loans to increase the attractiveness of long-term investment in 
industry and infrastructure.

However, the DFI model faltered in the 1990s. The early 2000s economic 
slowdown unveiled non-performing assets and governance issues, burdening 
the government with fiscal costs. Consequently, ICICI merged with ICICI 
Bank, IDBI became a commercial bank, and IFCI’s net worth turned negative 
in the early 2000s.

This decline of DFIs happened when the corporate debt market was still 
underdeveloped (Ray 2015). This prompted public sector banks and NBFCs 
to take on infrastructure lending in the early 2000s. Government initiatives 
and regulations supported PSBs in funding long-term infrastructure projects, 
while large NBFCs focused on infrastructure finance, becoming vital industry 
financiers.

Boom Years of Public Sector Banks Lending to Infrastructure

To meet India’s growing infrastructure needs, the government ramped up 
investment in the 2000s. Public-private partnerships flourished, and Indian 
banks increased project finance exposure. With the decline of DFIs, public sector 
banks (PSBs) played a key role in this expansion of credit to large infrastructure 
and energy projects. They provided 70 percent of total bank credit to the real 
economy by 2014.

Between 2005 and 2013, Indian banks rapidly expanded lending, with both 
private and public banks increasing lending by around 25 percent annually. 
When external financing decreased during the global financial crisis of 2007-
09, bank exposure to large infrastructure projects expanded (Sen 2018).

Despite weakened capital positions and deteriorating balance sheets after 
2010, public banks maintained lending growth on par with private banks until 
FY2013-14, increasing their vulnerability. However, much of this rapid lending 
eventually became non-performing, setting the stage for Phase I of India’s 
financial sector challenges.

2.1.2. Emergence of Stress (2010–14)

Governance lapses in infrastructure projects, particularly those under public-
private partnerships, significantly increased the risk of stressed assets in PSBs, 
according to Singh and Brar (2016).

The banking system faced a credit misallocation problem by the early 
2010s, known as loan evergreening or zombie lending (Acharya 2017). Under-
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capitalized banks were rolling over loans to large, struggling borrowers to avoid 
declaring them as non-performing assets (NPAs).

Both banks and large borrowers had strong incentives to continue 
evergreening loans. By 2016-17, these large borrowers made up over half of the 
bank loan portfolios and almost 90 percent of NPAs in the banking system (RBI 
2019b).4 International experience has shown that zombie lending can be costly, 
as unproductive firms are kept alive by subsidized credit while more productive 
firms are starved of credit (Peek and Rosengren 2005; Caballero et al. 2008).

The Reserve Bank of India (RBI) recognized this challenge as a priority in 
the mid-2010s and took steps to address it.

2.1.3. AQR & Addressing the “Stressed Asset Problem” (2014–)

After 2014, the Government of India implemented the 4Rs strategy to restore 
the health of the banking system. The strategy comprised four components: 
recognition of NPAs transparently, resolution and recovery of value from 
stressed assets, recapitalization of public sector banks, and reforms of the public 
sector banks and the wider financial ecosystem.5 This marked a significant shift 
in the banking system.

Recognize. The asset quality review (AQR) initiated in 2015 was a crucial 
step to recognize the problem. The RBI withdrew regulatory forbearance on 
restructured loans and conducted an in-depth inspection of bank loan books. 
The AQR revealed significant hidden vulnerabilities in the bank balance sheets 
of both public and private banks. Reported NPAs tripled between March 2013 
and March 2017, reaching about 10 percent system-wide. The public sector 
banks were particularly weak, as shown in Figure 5.6

Resolve. To resolve and recover value from stressed assets, the Government 
of India passed the Insolvency and Bankruptcy Code in 2016, which overhauled 
the insolvency system.7 The framework was hailed as a landmark reform that 
aimed to resolve the cases of distressed debtors in a time-bound and creditor-
driven manner.

4. The RBI defines a large borrower as one with aggregate fund-based and non-fund-based ex-
posure of Rs 50 million and above.

5. See the Government of India press release: https://pib.gov.in/Pressreleaseshare.
aspx?PRID=1578985

6. The analysis presented in Figures 5 and 6 replicates and extends the work presented in (Acha-
rya (2018a), RBI speech. To the best of my knowledge, Acharya (2018a) was the first attempt to 
highlight and distill the dynamics of PCA and non-PCA banks.

7. Please see https://www.mca.gov.in/Ministry/pdf/TheInsolvencyandBankruptcyofIndia.pdf
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Recapitalize. To recapitalize public sector banks, the Government of India 
announced a recapitalization package of Rs 2.11 trillion in October 2017. This 
was a critical step to allay fears about contagion from public sector banks to the 
rest of the financial system.

Reform. To reform weak banks, the RBI put them under special watch 
and imposed limits on bank activities, including restrictions on lending and 
distributing dividends. By the end of 2017, 11 public sector banks and one 
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private bank were under RBI’s prompt corrective action framework. In addition, 
on August 30, 2019, the Ministry of Finance announced mergers of public 
banks, amalgamating 10 of them into four entities. The intervention aimed to 
protect taxpayer liability by returning public sector banks to profitability and 
mitigating the need for future government capital injection.

2.1.4. Sharp Decline in Public Sector Banks’ Lending (2014–)

After the asset quality review, the lending growth of public banks sharply 
declined (Figure 6). This was due to three main factors. First, the RBI required 
lenders to begin insolvency proceedings under the Insolvency and Bankruptcy 
Code if a borrower was delinquent for 180 days. Initial disciplinary actions 
were targeted toward the largest defaulting borrowers, which reduced lending 
as the RBI put an end to the evergreening of loans to large firms. Second, weak 
banks under prompt corrective action had limits on new lending until they fixed 
their identified weaknesses. Third, the asset quality review required banks 
to improve the quality of their assets and reconsider their lending model by 
moving away from riskier sectors to previously untapped (and potentially safer) 
segments.

Kulkarni et al. (2019) confirm that the asset quality review and the RBI’s 
regulatory intervention resulted in a 10 percent increase in recognition of 
distressed assets, with a more pronounced effect in weaker banks.

Banking sector reform also triggered corporate balance sheet repair, as 
leverage had grown during the boom years. While reforming the banking 
system was a much-needed priority, until the repair of banks and corporates was 
complete, lending from public sector banks to the real economy, particularly to 
large industries, remained muted.

2.2. Rise of the Shadow Banking Sector and Demonetization

2.2.1. Non-Bank Financial Companies and Housing Finance Companies

NBFCs and HFCs are considered shadow banks, making up over 99 percent of 
the shadow banking sector in India ((RBI 2017)).8 According to the Financial 
Stability Board (FSB), shadow banking involves credit intermediation through 
entities and activities outside the regular banking system (FSB 2012).9

While NBFCs and HFCs have different business models, they share the key 
feature of making loan provisions dependent on short-term funding, as opposed 

8. Following the FSB’s methodology, in the RBI reported that the NBFCs and HFCs constitute 
99.7 percent of the ‘shadow banking’ sector in India.

9. The FSB states that “the use of the term ‘shadow banking’ is not intended to cast a pejora-
tive tone on this system of credit intermediation. The FSB has chosen to use the term ‘shadow 
banking’ as this is most commonly employed and, in particular, has been used in the earlier G20 
communications.”
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to banks that are mainly deposit-financed.10 They largely depend on public 
funding, with bank borrowings, debentures, and commercial paper accounting 
for 70 percent of their liabilities.11

NBFCs have become a significant credit provider to the economy, offering 
up to 20-30 percent of the total flow of credit, especially as conventional banks 
deal with their stressed asset problem. Certain sectors, such as real estate, 
SMEs, infrastructure, and vehicle/auto loans, are highly dependent on financing 
from NBFCs, as shown in Figure 7. NBFCs play a critical role in deploying 
credit to the real estate sector.

The NBFC sector is dominated by about 263 non-deposit taking systemic 
institutions (or NBFC-ND-SI), which account for about 86 percent of the 
system. The government-owned NBFCs, particularly the two largest NBFCs 
(Power Finance Corporation and REC Limited), hold about 40 percent of total 
assets as of March 2019.

10. Compared to several advanced countries, the shadow banking system in India—dominated 
by NBFCs—remains relatively small, with an estimated 20 percent of GDP in assets in 2019, but 
it has come to play a critical role in the Indian financial system and economy.

11. While about 10,000 NBFCs operated in India in 2019, market share was concentrated in just 
a handful. The largest 263 (classified as systemically important (SI)) accounting for 86 percent of 
total sector assets, while the top 50 accounted for about 75 percent of market share. In addition, 
about 88 NBFCs are allowed to take deposits from the public under some restrictions (called NB-
FCs-D), and accounted for about 13.7 percent of total assets of the NBFC sector as of March 2019.

F I G U R E  7 .   Credit to Various Sectors by NBFCs and HFCs
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F I G U R E  8 .   Exposure of Banks to NBFCs
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As of March 2019, there were 99 HFCs, of which only 18 were deposit-
taking. Non-governmental companies owned about 95 percent of the HFC 
sector assets.

In 2019, the RBI classified HFCs as a type of NBFC, bringing them under 
the NBFC category. Therefore, this paper often uses the term NBFCs to refer 
to both. The total assets of large NBFCs and HFCs stood at Rs 46 trillion, or 
about 25 percent of GDP. Additionally, over 10,000 small NBFCs exist, for 
which data is limited.

2.2.2. The Rise of Shadow Bank Lending (2013–18)

After the asset quality review, growth in bank lending fell below 3 percent 
in 2016-17, as banks strengthened their balance sheets and set aside large 
provisions for bad debts they had just recognized.12 As a result, strong demand 
for credit in certain segments of the market remained unmet. This led to two 
major shifts in credit creation.

First, most new bank credit came from private banks, which emerged from 
the asset quality review with relatively stronger capital positions, giving them 
space to lend. Consequently, their share in new lending to the real economy 
went from about 25 percent to 80 percent by FY2015-16 and to nearly 100 
percent by FY2016-17.

Second, the interlinkage between banks and NBFCs increased significantly. 
The NBFCs often operate in niche markets and geographies where traditional 
banks are absent. This customer relationship and geographic advantage 
enabled NBFCs to quickly deploy funds to the real economy, including priority 
sectors.13 Thus, instead of solely relying on direct lending, banks (both private 
and public) found it profitable to channel part of their funds to NBFCs, who in 
turn lend to the real economy. Demonetization in 2016 accelerated this process.

Bank exposure to NBFCs was concentrated among a few NBFCs, increasing 
banks’ vulnerability to default by a single large NBFC. By 2018, more than half 
of bank lending to NBFCs went to the top 10 NBFCs, while the top 30 NBFCs 
held 80 percent of bank lending (RBI 2019a).

2.2.3. Demonetization and Its Impact (2016–17)

In November 2016, the government announced the sudden invalidation of 
two widely circulated banknotes, the Rs 500 and Rs 1000 denominations. 
This move, aimed at combating corruption, black money, and illegal assets, 

12. Provisions are funds that banks are required to set aside to pay for anticipated future losses. 
See RBI’s updated Prudential Framework for Resolution of Stressed Assets for more details at 
https://www.rbi.org.in/Scripts/NotificationUser.aspx?Id=11580&Mode=0.

13. The RBI requires banks to lend 40 percent of their adjusted net bank credit to certain priority 
sectors, including agriculture, MSMEs, export credit, education, housing, renewable energy, etc.
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eliminated a staggering 86 percent of the country’s currency overnight.14 The 
demonetization episode significantly altered the Indian financial system. It led 
to a surge in low-cost deposits into the banking system, creating an abundance 
of liquidity. After decelerating for a few years, deposit growth surged to 10 
percent during 2016–17, much of which went to the relatively healthier private 
banks.

The demonetization had two crucial impacts on credit flow to the commercial 
sector. First, flush with liquidity, the supply of bank credit accelerated in 2017–
18, with private banks providing the majority of the incremental credit. Second, 
commercial banks channeled a significant portion of the excess liquidity to 
the NBFCs (as discussed above). Post-demonetization, lending from banks to 
NBFCs rose from 0 percent to about 60 percent year-on-year. As a consequence, 
bank exposure to NBFCs rose from just below 5 percent at the end of 2016 to 
about 8.5 percent by the end of 2019, as shown in Figure 8.

Before the troubles in IL&FS emerged, two types of fragilities had become 
entrenched in the system.

•	 First, NBFCs evolved to have opaque balance sheets, some with risky 
exposure to real estate developers, home loans, and infrastructure 
projects, which were increasingly being funded by runnable short-term 
debt instruments and credit lines from banks. This combination of opacity 
and asset-liability mismatch exposed them to significant run risk, setting 
the stage for Phase II of India’s financial turmoil, which was triggered by 
the default of IL&FS.

•	 Second, linkages increased between the traditional banking sector and 
the shadow banking system. This set the stage for Phase III of India’s 
financial turmoil, which was triggered by the default of DHFL (which is 
discussed in a later section).

2.3. Increased Exposure to Real Estate

2.3.1. The Rise of Real Estate Lending (2013–18)

The real estate crisis can be traced back to the lending boom in real estate between 
2013 and 2018. While public sector banks were focused on restructuring large 
loans to infrastructure and energy projects, both NBFCs and private banks were 
providing credit to the economy, much of which was directed to the real estate 
sector.

According to the RBI’s December 2019 Financial Stability Report, much 
of the new lending since 2013-14 from NBFCs and private banks went to the 

14. A few years later, in May 2023, the authorities announced the withdrawal of the 2000-rupee 
note from circulation. The note, introduced into circulation in 2016, remained legal tender but 
citizens were asked to deposit or exchange these notes by September 30, 2023.



214     INDIA POLICY FORUM, 2023

real estate sector. Their examination of 310 large real estate companies showed 
that the aggregated exposure of the financial system to the real estate sector 
had approximately doubled, with housing finance companies and private banks 
increasing their share sharply. However, this figure might understate the banking 
system’s exposure to the real estate sector, as it does not account for the indirect 
exposure of banks to the sector through lending to NBFCs.

F I G U R E  9 .   Exposure of Financial System to Real Estate
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Based on supervisory data published by the RBI, the total exposure of banks 
to the real estate sector (directly and indirectly through NBFCs) grew 14-
18 percent annually, despite a sizable fall in overall credit during this period 
(Figure 9, panel B). The analysis also reveals that the direct exposure of public 
banks to the real estate sector barely grew over the past few years, but their 
indirect exposure through NBFCs grew by about 12 percent each in FY2017 
and FY2018 and 7 percent in FY2019 (Figure 7, panel A). Thus, the exposure 
of real estate is not restricted to NBFCs and private banks alone, as some public 
banks also have exposure to real-estate-focused NBFCs (RBI 2019a).15

At the peak of the real estate sector lending cycle, banks found themselves 
exposed to real estate in three ways: (1) direct lending to real estate developers, 
(2) indirect exposure to NBFCs highly exposed to real estate developers, and 
(3) mortgage and personal loans to individual borrowers collateralized by real 
estate.16

2.3.2. Negative Shocks to the Real Estate Sector and Downside Risks

The Indian real estate sector was already under pressure before the IL&FS 
default. The government implemented the Real Estate Development and 
Regulation Act (RERA) in May 2017, which required developers to keep 
advance payments in a dedicated bank account. This regulation squeezed a key 
source of working capital for the sector.

After the IL&FS default, fresh lending to the real estate sector declined 
sharply, leaving many projects stalled and resulting in unfinished construction 
sites, unpaid vendors, laid-off workers, and buyers who had pre-purchased 
units without homes. In September 2019, the stock of unfinished housing 
inventory in 35 top cities was estimated to be nearly 1.3 million units, with 
nearly 1 million concentrated in the largest eight cities alone.17 Worse, the stock 
of unsold inventory in these cities had grown by 5 percent year-on-year since 
September 2018, when the NBFC shock began. Based on the sales rate at the 
time, it would have taken approximately 3 years to sell off the unsold inventory, 
which was especially high in major cities such as Mumbai, Delhi, and Chennai 
(Figure 10). In addition, housing prices were under pressure pre-pandemic due 
to excess supply, leading to a contraction since mid-2019 when adjusted for 
inflation (Figure 11).

15. Moreover, the report found that “the flow of funds to the sector has continued, notwithstand-
ing a general slowdown in credit growth documented earlier. Since September 2018, when the 
IL&FS induced risk aversion was noted, all categories of financial intermediaries have increased 
their exposures to REs (real estate companies), the sharpest being that of HFCs.”

16. Note that given the size and diversity of the Indian economy, we must appreciate variations 
within sectors. In this context, while several developers were under stress, non-negligible demand 
remained in some geographies and segments (such as for affordable housing).

17. See second quarter (Q2) FY2019–20 Residential Real Estate Market Report by Liases Foras.
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Excess supply put pressure on real housing prices, which declined after mid-
2019. The rise in stalled real estate projects raised serious concerns about some 
banks and non-banking financial companies (NBFCs). The illiquidity problems 
of real estate developers had turned into insolvency problems, with non-
performing loans already on the rise in the sector. Moreover, worries remained 
about potentially bigger write-downs in the future. Underwriting standards may 
have loosened in recent years, as the financial system accelerated lending to 
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the real estate sector, while leverage on developers’ and buyers’ balance sheets 
increased significantly, leading to high debt servicing burdens relative to their 
incomes. These concerns around the financial system’s exposure to the real 
estate sector were driven by both a higher risk of default and lower recovery 
rates.

Exposure was sizable, amplified by the intricate interconnectedness between 
banks and NBFCs. Fitch Rating’s India division estimated that about $10 billion 
(or 0.4 percent of GDP) of developer loans were due for repayment in the first 
half of 2020, with several NBFCs and banks directly exposed to these loans. 
Banks also had sizable indirect exposure through their lending to the NBFCs. 
Therefore, a rise in defaults in these loans could have had a significant impact 
across the financial system.

3. Part II: The Defaults of IL&FS and DHFL (2018 and 2019)

3.1. IL&FS Default and NBFC Lending Collapse (2018)

3.1.1. The IL&FS Default: June–September 2018

IL&FS had been established in 1987 as an infrastructure project finance company. 
However, over time, the company expanded to become a conglomerate with 
302 entities, with a focus on infrastructure development and financial services 
(Figure 12). By March 2018, the group’s reported assets had grown to Rs 1.2 
trillion (about 0.7 percent of GDP), making it one of India’s biggest companies. 
IL&FS had a wide range of stakeholders, including private and foreign partners, 
and a significant stake from state-owned companies.

IL&FS was involved in both financing and developing infrastructure projects. 
However, many of the group’s infrastructure projects had long investment 
horizons (often over 10 years), which it initially financed through medium-term 
loans from banks. Banks had become less willing to roll over these loans in 
recent years, leading IL&FS to increase its reliance on short-term borrowing by 
issuing commercial paper and debentures. By March 2018, 35 percent of IL&FS 
liabilities were due to be paid to creditors within 12 months.18 Additionally, 
IL&FS was operating with very high leverage, with a debt-to-equity ratio 
reaching 17:1 by March 2018.19 The combination of an asset-liability maturity 
mismatch, high dependence on short-term wholesale funding, high leverage, 
an opaque balance sheet, governance concerns, and large exposure to stressed 
infrastructure/real estate sectors created a perfect recipe for a financial tragedy.

In June 2018, a subsidiary of IL&FS delayed the repayment of inter-
corporate deposits and was unable to service some debt obligations. This led 
rating agencies to downgrade some of IL&FS subsidiaries below investment 

18. Based on reported current liabilities as a share of current and non-current liabilities in the 
consolidated financial statement in the 2018 annual report.

19. This information is based on “IL&FS: One Year Progress Report” of October 1, 2019.
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grade in July, putting funding pressures on the group (although still rated 
AAA). On September 4, 2018, it was revealed that the IL&FS group and its 
subsidiary had defaulted on short-term bank loans of Rs 1,000 crore and Rs 500 
crore, respectively, to a development finance institution (SIDBI), followed by a 
series of defaults in subsequent weeks. By the end of September 2018, IL&FS 
had external borrowing of almost Rs 1 trillion, making it a systemic player with 
significant exposure to the financial system and to public sector institutions. 
Public banks and institutions held a majority of IL&FS debt.20 The moment of 
reckoning arrived on September 21, 2018, when fears about widespread defaults 
by IL&FS shook markets, affecting the commercial paper market and mutual 
funds. The 30-share Sensex index fell 1,128 points before partially recovering, 
while non-banking financial companies (NBFCs) were hit hard, with the DHFL 
share price falling 60 percent at one point in intraday trading.

To calm markets, the Reserve Bank of India (RBI) and the Securities and 
Exchange Board of India (SEBI) issued a rare joint statement emphasizing 
that they were closely monitoring the situation and stood ready to take 
action if necessary. To contain the risks to the system and avoid contagion, 
the Government of India filed a petition before the National Company Law 
Tribunal (NCLT) against the IL&FS Board. The NCLT allowed the government 
to supersede the previous board of IL&FS and appoint a new board to carry 
out an orderly resolution of IL&FS, motivated by substantial public interest in 
ensuring such an outcome. At that stage, a further wide-scale default from the 
group would have threatened financial stability in addition to direct adverse 
impact on the real economy due to IL&FS’ prominent role in the infrastructure 
sector.

3.1.2. The Collapse of NBFC Lending (2018-2020)

The NBFC sector suffered system-wide disruption following the collapse of 
IL&FS. Funding costs for most institutions surged, and some struggled to access 
funding markets, while those with strong fundamentals maintained access at 
higher costs. To make up for the shortfall, NBFCs increasingly turned to bank 
financing between March 2018 and March 2019. This shift saw bank lending 
increase from around 24 percent to 30 percent of total lending, while debentures’ 
share fell from around 50 percent to 40 percent. The cost of borrowing in the 
commercial paper market spiked for NBFCs, and their issuance of commercial 
paper declined sharply.

The IL&FS crisis highlighted two types of vulnerability in the NBFC 
sector. Firstly, it exposed funding vulnerabilities for some NBFCs with sizable 
asset-liability mismatches, which made those with a greater need to roll over 
short-term debt exposed to unforgiving investor sentiment immediately after 

20. According to a petition filed before the NCLT by the Government of India an estimated Rs 
0.57 trillion of IL&FS debt obligations, out of over Rs 0.9 trillion, is from public sector banks 
and institutions.
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the default. Secondly, concerns mounted over credit risk in NBFC loan books. 
NBFC lending had grown rapidly, and the IL&FS shock prompted investors 
to scrutinize their asset quality before funding them. It brought attention to 
asset quality concerns and exposure of NBFCs to the ailing infrastructure and 
real estate sectors. With easy access to funding cut off for most NBFCs, the 
sector as a whole slowed down its lending plans, clogging another important 
flow-of-funds channel to the real economy. This, in turn, triggered a liquidity 
crunch across the entire economy, with the liquidity problems morphing 
into insolvency problems, leading to more defaults and further deterioration 
in corporate/financial sector health. This macro-financial spiral is discussed 
further in a later section.

3.2. DHFL Default and Aggregate Lending Collapse (2019) 

3.2.1. Vulnerabilities in Banks Exposed to NBFCs Emerge

During Q2 2019, concerns mounted about the potential spread of shadow 
banking troubles from NBFCs to the broader financial system. Banks’ quarterly 
results released in April 2019 revealed ongoing issues with stressed assets and 
brought greater clarity to exposures between banks and NBFCs. This prompted 
markets to scrutinize bank lending to NBFCs and focus on banks with exposure 
to stressed groups such as DHFL, IL&FS, and Reliance Housing.21 In response, 
the RBI directed banks to disclose their loans outstanding to IL&FS and the 
provisions required against this exposure, highlighting the linkages between 
banks and NBFCs.22 As a result of the increased scrutiny, bank stock performance 
diverged, with the market differentiating between supposedly healthier banks 
and the rest.

3.2.2. The DHFL Default: June-August 2019

Dewan Housing Finance Corporation (DHFL), incorporated in 1984, provided 
loans for housing and residential properties, loans against property, construction 
and project finance, and SME lending. The company’s focus on tier II/III cities 
and suburban areas of metropolitan cities allowed it to provide financing to an 
urbanizing India. As of March 2019, DHFL had about Rs 1.2 trillion in assets 
(or 0.63 percent of GDP).

DHFL faced trouble following the IL&FS default, which highlighted NBFC 
asset liability mismatches and growing concerns about liquidity and credit risks. 
The IL&FS default caused a sharp increase in yields of debt paper issued by 
NBFCs, including DHFL, in the secondary market. The effectiveness of credit 

21. For more information see https://theprint.in/economy/nbfc-crisis-threatens-another-bad-
loan-crunch-for-indian-banks/250834/

22. For more information see: https://economictimes.indiatimes.com/industry/banking/finance/
banking/disclose-exposure-to-ilfs-rbi-tells-banks/articleshow/69029143.cms?from=mdr
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rating agencies’ due diligence was also questioned in light of IL&FS’s AAA 
rating, adding to uncertainty about hidden vulnerabilities in NBFCs, especially 
those exposed to the ailing real estate sector.23

 Following the IL&FS debacle, credit rating agencies became more vigilant. 
In February 2019, DHFL’s short-term debt instruments were downgraded, 
and the company’s managing director resigned. Funding pressure on DHFL 
surged as it struggled to roll over its short-term debt, resulting in further rating 
downgrades. By May 2019, the company stopped accepting and renewing fixed 
deposits due to a credit rating revision.

Despite its efforts to shore up liquidity, DHFL was unable to find a strategic 
investor, sell significant portions of its loan book, or draw liquidity from bank 
credit lines or the debt market.

DHFL’s default on its interest servicing obligations on June 4, 2019, triggered 
a series of payment defaults and a downgrade of its debt issuances to default 
by rating agencies. The mutual fund sector was hit hard, with several funds 
exposed to DHFL experiencing a decline in net asset value (NAV) and investors 
pulling out their money. The outflow of funds caused a major disruption in 
India’s wholesale funding market.

In the following months, DHFL continued to default on its payments 
and entered into talks with creditors and bondholders to restructure its debt. 
However, the company was unable to find a strategic investor to restore investor 
confidence or draw liquidity from bank credit lines or the debt market. On July 
15, 2019, DHFL reported significant losses and defaults in its regulatory filings.

3.2.3. Contagion to the Rest of the Financial System: Summer–Autumn 2019

DHFL’s series of defaults caused concerns about the exposures of banks and 
debt funds to DHFL and other NBFCs. The mood in the financial markets 
was already grim, with Punjab National Bank reporting a second instance of 
fraud worth $0.55 billion. Benchmark equity indices took a hit, and banking 
and NBFC stocks sold off sharply. Altico Capital, a real estate-focused NBFC, 
defaulted on external commercial borrowing on August 12, 2019. Eight days 
later, insolvency proceedings were initiated against Housing Development and 

23. According to the RBI’s December 2019 Financial Stability Report (RBI 2019a): “Over the 
last year, there have been growing concerns over the liquidity and credit issues at NBFCs and 
HFCs, starting with defaults on short term obligations by IL&FS followed by a sharp rise in the 
yields of certain debt papers issued by DHFL in the secondary market. These episodes have war-
ranted a review of the framework under which credit rating agencies (CRAs) are operating. Inabil-
ity to detect emerging financial troubles in the IL&FS group on time has also raised questions on 
the effectiveness of due diligence by CRAs. In November 2018, in its continued efforts to enhance 
the quality of disclosures made by CRAs and strengthening the rating framework, Securities and 
Exchange Board of India issued various guidelines to CRAs such as disclosure of parentage sup-
port, group companies and a specific section on liquidity.”
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Infrastructure Limited (HDIL), a real estate firm, for failure to repay Rs 522.3 
crore, affecting the balance sheets of several banks exposed to HDIL.24

Subsequently, hidden exposures of Punjab and Maharashtra Cooperative 
(PMC) Bank to HDIL were revealed, prompting the RBI to place the bank 
under directions to protect its funds and prevent erosion. These developments 
crystallized concerns about the banking-NBFC-real-estate nexus and deepened 
investors’ worries about the entire financial system’s cross-exposures to the 
troubled sectors.

Meanwhile, DHFL was in discussions with creditors throughout the summer, 
but by September, it was evident that the resolution had stalled, and creditors 
and bondholders were unable to reach an agreement. To expedite the resolution 
of DHFL, the Government of India introduced a special interim framework for 
insolvency resolution of financial service providers under the Insolvency and 
Bankruptcy Code (IBC) on November 15. To contain systemic risks, the RBI 
superseded the DHFL Board of Directors on November 20 and appointed an 
administrator to expedite the orderly resolution of DHFL under the IBC. DHFL 
became the first financial company to be referred to the NCLT under the code.

3.2.4. Aggregate Lending Collapse (2019Q3 to 2020Q1)

The DHFL and Altico defaults and troubles at Punjab and Maharashtra 
Cooperative Bank could be compared to a quick sequence of undersea 
earthquakes. While they were widely reported, their immediate impact was not 
felt nor fully understood by the wider economy. Nevertheless, the occurrence 
of these events—in the shadow of the IL&FS collapse less than a year earlier—
forced a major re-assessment of risks in the system.

In the aftermath of these events, the financial markets were gripped by 
high uncertainty and flight-to-safety behavior—as if they were waiting for the 
tsunami to come. They crowded onto the limited space on the highest peak 
possible, abandoning any ground that could possibly be hit by the incoming 
tsunami. Thus, the ample liquidity available from RBI operations flowed to 
the strongest firms, while investors remained averse to firms/banks that may 
be exposed to vulnerable sectors/borrowers. A situation of “too much money 
chasing too few good assets” materialized—with the strongest firms/banks 
outperforming the rest by a big margin.

In turn, this led banks and NBFCs to predominantly focus on demonstrating 
to the markets that they had strong fundamentals. Thus, banks and NBFCs 
prioritized balance sheet repair and strengthening asset-liability matching 
rather than fresh lending. These dynamics led to a total collapse of lending in 

24. Later, in October 2019, lenders to Housing Development and Infrastructure Limited learned 
that they must set aside provisions for their entire exposure to the real estate developer, as required 
by RBI’s prudential norms when a borrower is classified as fraudulent.
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the system, with nearly no new lending coming from banks or NBFCs to the 
commercial sector (see Figure 4).

Figure 13 provided a timeline of events presented thus far and explained the 
macro-financial linkages in the Indian system. The numbered events (in black 
boxes) referred to the following sequence of events:

1.	 Before the NBFC shocks, a significant share of public banks was already 
under the prompt corrective action framework, which placed supervisory 
limits on bank lending, restricting bank loan growth from the scheduled 
banking sector.

2.	 Meanwhile, post-demonetization restrictions on cash transactions and 
income tax regulations discouraged informal money lending channels, 
leading to a decline in the volatility of cash.

3.	 The IL&FS default created fear of hidden vulnerabilities and forced 
lenders to re-assess risks in NBFCs and, in particular, sectors such as 
real estate and infrastructure, leading to a run on the money market/debt 
mutual funds potentially exposed to the troubled NBFCs/sectors.

4.	 Mutual funds and banks cut exposure to potentially troubled NBFCs/
sectors to reassure customers, leading to a crash in commercial paper and 
short-term debt markets.

5.	 More robust NBFCs, striving to stand out from their weaker counterparts, 
focused on strengthening their loan books and liquidity positions, which 
curbed fresh lending.

6.	 Borrowers and sectors highly dependent on NBFCs were impacted, 
ongoing projects stalled, and liquidity problems gradually turned into 
solvency problems across the supply chain.

7.	 A second NBFC default, of DHFL, led to another re-assessment of risks 
in mutual funds and commercial bank exposure to NBFCs and real estate, 
leading to a second run on mutual funds, with the problem now spreading 
to private sector banks.

8.	 Under pressure, the commercial banks were forced to improve liquidity 
and contracted lending to the private sector.

4. Part III: Why the Defaults Led to a Slowdown: Macro-Finance Spiral

Part II of the paper highlighted the significant stress in the Indian financial 
system, leading to increased uncertainty and flight-to-safety behavior, 
ultimately affecting funding costs, credit flows, and the overall economy. This 
part explains how the financial stress has amplified impacts on the real economy 
through the macro-financial spiral (Figure 3).
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Section 4.1 presents evidence of rising uncertainty and flight-to-safety 
behavior, while Section 4.2 documents the run on the shadow banking system. 
In Section 4.3, we explore the spillovers to the banking system and liquidity 
hoarding by banks. Finally, Section 4.4 presents evidence of the broader 
economy-wide impact of financial stress and the amplification of the financial 
shock in the real sector.

4.1. Rise in Uncertainty and Flight to Safety

To document the rise in uncertainty, flight to safety, and demand for liquidity, 
this section presents four types of evidence.

4.1.1. Evidence 1: Rise in Credit Spreads

One method to assess the increased demand for safety or liquidity is by 
examining the spread between AAA-rated bonds and the yield of 10-year 
government securities (G-Secs). Although AAA-rated bonds are viewed as 
low-risk, their yields are often higher than government bonds with similar 
maturity—largely due to the safety and liquidity that government bonds 
provide, especially in times of economic uncertainty. This difference in yield is 
known as the convenience yield. Krishnamurthy and Vissing-Jorgensen (2012) 
have quantified this convenience yield, highlighting the special position of U.S. 
Treasuries among other safe U.S. dollar assets.

In the Indian context, however, the convenience yield may not have the 
same interpretation due to the non-negligible interest-rate risk associated with 
government securities, given the size of bank exposure to G-Secs and the high 
duration of the bonds (Acharya 2018b). Therefore, movements in G-Sec yields 
can have a significant impact on bank profitability, making them not entirely 
risk-free for banks (see discussion below). Nonetheless, it is informative to 
examine the AAA/G-Sec spread around the stress events.

A second measure of the rise in demand for safety is the corporate bond 
spread between AAA-rated bonds and relatively lower-rated bonds such as 
BAA, AA, or A-rated bonds. In advanced countries, much of the literature 
focuses on the BAA/AAA spread (Bernanke and Gertler 1995; Hakkio and 
Keeton 2009). However, since the Baa market is small and illiquid in India, this 
analysis will focus on the AA/AAA spread. (The results are similar for the A/
AAA spread.)

During good times, the yield on these bonds will exceed the yield on AAA 
bonds by a small margin, as investors perceive the difference in default risk 
between AA and AAA bonds to be relatively small. However, during periods of 
increased risk perception or decreased willingness to bear risk, investors may 
demand a higher yield on Aa bonds, causing the AA/AAA spread to widen and 
reflecting a flight to quality. Furthermore, investors may worry that within the 
A-rated category, some A bonds are riskier than others, leading to a problem 
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of adverse selection that causes the A rating to move even further above the 
AAA yield. Therefore, the AA/AAA spread may also capture increases in 
information asymmetries.

Figure 14 examines the trends in both these measures in India around the key 
stress events. The two measures provided insight into different aspects of the 
story. Firstly, after demonetization, the AA/AAA spread fell by about 100 basis 
points (bps) as large amounts of liquidity entered the financial system, allowing 
debt markets to easily access funding. In this period, the market perception of 
relative risk between AA and AAA corporates securities declined. However, 
this trend immediately reversed after the IL&FS default. With a sharp decline in 
debt funds, the AA/AAA spread climbed back from about 50 bps to 150 bps in a 
few months. Then, as the spreads were starting to stabilize at a new equilibrium, 
the DHFL default occurred, leading to another spike in the AA/AAA spread. 
As of the end of 2019, Aa rated corporates had to pay about 200 bps more than 
AAA-rated corporates to borrow in the debt markets. This was 150 bps higher 
than the spreads observed pre-IL&FS-default.

F I G U R E  1 4 .   Credit Spreads

0

50

100

150

200

250

2
0
1
4
m

4

2
0
1
4
m

7

2
0
1
4
m

1
0

2
0
1
5
m

1

2
0
1
5
m

4

2
0
1
5
m

7

2
0
1
5
m

1
0

2
0
1
6
m

1

2
0
1
6
m

4

2
0
1
6
m

7

2
0
1
6
m

1
0

2
0
1
7
m

1

2
0
1
7
m

4

2
0
1
7
m

7

2
0
1
7
m

1
0

2
0
1
8
m

1

2
0
1
8
m

4

2
0
1
8
m

7

2
0
1
8
m

1
0

2
0
1
9
m

1

2
0
1
9
m

4

2
0
1
9
m

7

2
0
1
9
m

1
0

Aaa/G-Sec Spread

Demonetization –>

Aa/Aaa Spread

IL&FS Default –>

DHFL Default –>

Credit Spreads
(Basis Points)

Source: CCIL, Author's calculations.

As for the AAA/G-Sec spread, a similar rise was seen in the spread after 
the IL&FS default, with the relative borrowing cost for AAA-rated corporates 
increasing by about 50 bps immediately after. However, the response of 
the spread after the DHFL default was markedly different, with the spread 
registering no discernible movement immediately after, and possibly declining 
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by about 10 bps in the months since. This may be due to the rising fiscal 
concerns in the second half of 2019, which may have reduced bank appetite to 
buy long-duration G-Secs (more on this below).

F I G U R E  1 5 .   Inter-Bank Spreads
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4.1.2. Evidence 2: Rise in Interbank Spreads

At least two measures of financial stress are relevant from the interbank market 
perspective: (1) the TED spread and (2) the spread between interbank rates and 
the policy rate (referred to as the “MIBOR spread” for India).

The TED spread is the difference between the 3-month interest rate on 
interbank loans and on 3-month government securities (T-Bills). Although not a 
closely tracked measure in India, this spread has been the focus of considerable 
literature since the global financial crisis. The MIBOR spread is similar, and 
is calculated as the difference between the 3-month interest rate on interbank 
loans and the RBI policy repo rate. Both indicators measure the funding cost 
that banks charge each other over the short term.

The interbank spreads can be higher than the rate on a Treasury bill or the 
policy repo rate of the same maturity for three reasons: (1) default risk, (2) 
liquidity risk, or (3) adverse selection. Default risk arises when lending banks 
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are concerned that the loan may not be repaid, while liquidity risk arises when 
banks anticipate an unexpected need for funds before the loan matures. Adverse 
selection occurs when lending banks have difficulty assessing which borrowing 
banks are good or bad risks. These two spreads can capture three distinct 
aspects of financial stress: flight to quality, flight to liquidity, and asymmetry of 
information between buyers and sellers of financial assets (Hakkio and Keeton 
2009).

Figure 15 portrays the TED spread in India surrounding the critical stress 
events. The interbank market seems to demonstrate a similar picture of stress as 
the corporate debt market. After demonetization, the surplus cost of interbank 
borrowing declined from about 50 bps to zero, as a considerable amount of 
liquidity entered the system. As re-monetization occurred, this trend partially 
reversed, but interbank borrowing costs stayed very close to the government’s 
cost of short-term borrowing. In late 2017, when the RBI imposed the prompt 
corrective action framework on several banks, the interbank rates’ cost surged 
immediately by around 100 bps, which was somewhat offset by RBI’s liquidity 
easing operations. The cost of interbank borrowing increased again by 50 bps 
immediately after the default of IL&FS, and a similar increase of about 40 
bps was observed after the DHFL default. Despite significant liquidity easing 
operations by the RBI in 2019, the interbank borrowing cost measured by 
the TED spread stayed elevated, indicating the persistence of strains in the 
interbank market. This is more evidence consistent with a potential flight to 
safety behavior continuing to grip the financial system.

4.1.3. Evidence 3: Stock Market Polarization (Stock Market Puzzle)

Large-cap stocks tend to outperform small-cap stocks during flight-to-safety 
episodes, according to cross-country evidence (Baele et al. 2020). This sheds 
light on the 2019 puzzle of the divergence between the real economy and equity 
price indices. The results of this subsection are consistent with this phenomenon.

India’s Sensex and Nifty, consisting of 30 and 50 of the largest firms, 
respectively, are widely followed benchmark indices. Despite a severe economic 
slowdown in 2019, the two indices delivered total returns of 15 percent and 12 
percent, respectively, leading many to question why.

A prominent magazine, Business Today, even ran a cover story on December 
15, 2019, titled The Great Stock Market Mystery: Why the Sensex is on fire 
even as the economy hurtles downhill?25

Figure 16 illustrates the performance of small, mid, and large-cap firms 
during 2018-19. The dynamics of the Indian stock market align with flight-
to-safety episodes seen in other countries, with large-cap stocks performing 

25. Rashmi Pratap. 2019. The Great Stock Market Mystery: Why the Sensex Is on Fire Even as 
the Economy Hurtles Downhill. Business Today. https://www.businesstoday.in/magazine/cover-
story/the-great-stock-market-mystery/story/390959.html
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strongly while mid and small-cap stocks lag behind. Since the end of March 
2018, the Sensex’s 30 firms’ returns have increased by about 25 percent, while 
small-cap firms’ returns have dropped by over 20 percent, and even mid-cap 
firms saw a decline of around 10 percent during this period. Figure 16 shows 
that polarization began in Q2 2018 and accelerated around both the IL&FS and 
DHFL defaults. Even in 2019, nearly 80 percent of firms listed on the Bombay 
Stock Exchange (BSE) experienced negative returns.

Excess aggregate liquidity can exacerbate polarization in asset markets. 
Cheap liquidity provided by the central bank needs to be allocated to available 
assets, which, in a polarized environment, leads to an increase in the relative 
demand for safer assets, further polarizing asset prices between safe and less-
safe assets (Agarwal 2022).

F I G U R E  1 6 .   BSE Stock Market Index by Firm Size
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It’s worth noting that the polarization phenomenon in Indian asset markets 
cannot be attributed solely to NBFC shocks. Rather, these shocks have 
accelerated a broader trend that has been ongoing since at least 2014. For 
example, between 2014 and 2019, the share of the top 10 firms in market 
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capitalization increased from about 14 percent to 23 percent.26 This suggests 
that the economic environment over the past few years has favored larger, more 
established firms relative to their smaller counterparts.

4.1.4. Evidence 4: Yield Curve Movements 

Economists have long viewed a decrease in the slope of the yield curve, or 
term spread, as a reliable predictor of impending recessions (Estrella and 
Trubin 2006). This phenomenon is often attributed to investors’ anticipation 
of economic weakness and more monetary policy stimulus, leading to lower 
short-term rates (Adrian et al. 2013; Favara et al. 2016). During times of high 
uncertainty and risk, such as during the global financial crisis, government 
bonds can act as an insurance policy, driving investors to hold bonds even as 
the term premium approaches zero or becomes negative (Cohen et al. 2018).

F I G U R E  1 7 .   Slope of the Yield Curve: 10-yr vs 1-yr G-Sec Spread
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Figure 17 uses data from secondary markets to plot the term spread in 
India, measured as the difference in yields between the 10-year G-Sec and the 

26. Financial Express. 2019. Markets 2019: Nearly 80 percent Listed Companies on BSE 
Slipped in Red. December 31. https://www.financialexpress.com/market/markets-2019-nearly-
80-listed-companies-on-bse-slipped-in-red/1808064/
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1-year G-Sec. The term spread flattened significantly immediately following 
the defaults of IL&FS and DHFL, declining by about 25 bps and 50 bps, 
respectively. This suggests a temporary surge in demand for G-Secs after the 
defaults. However, the decline was short-lived as market concerns about fiscal 
slippage increased.

The behavior of the term spread is consistent with the pattern observed in 
other credit spreads.

F I G U R E  1 8 .   Illustrative Depiction of Flight to Safety Dynamics
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Fiscal concerns are a strong driving force for longer-maturity G-Secs 
demand, despite having limited default risk—due to the sizable interest rate risk 
associated with them and their implications for bank profitability. Banks can 
only classify a certain quantity of G-Secs as held-to-maturity (HTM), shielding 
them from any valuation changes, and currently, they can only classify around 
half of their G-Sec holdings as HTM. For the rest, they must book losses when 
the value of the bonds falls, or when secondary market yields rise. (Acharya 
2018b) provides a further discussion on this issue in the Indian context.

G-Secs make up approximately 20 percent of total banking sector assets, 
and are a vital source of profits for banks, contributing over one-fourth of total 
profits during certain periods. However, their contribution to profits is volatile 
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because of sizable duration risk, whereby the average maturity of G-Secs held 
by banks is quite high, leading to large valuation changes in the non-held-to-
maturity holdings of G-Secs. Therefore, in an environment where bank profits 
are already under significant pressure, banks require substantial compensation, 
in the form of risk premium, to hold additional quantities of long-maturity 
G-Secs.

In addition, Figure 17 demonstrates that the introduction of external 
benchmarking, which required banks to link their floating rate loans to the 
RBI policy rate starting from October 1, 2019, had a significant impact on the 
slope of the yield curve. This was likely driven by the fact that the external 
benchmarking requirements introduced additional interest rate risk for the 
banks for their existing loan exposures. This in turn reduced the banks’ appetite 
to absorb additional interest rate risk, increasing the risk premium associated 
with duration risk. As a result, long-term yields may have moved up. In a way, 
this was akin to a “reverse-crowding-out effect,” with government borrowing 
costs increasing because of the exposure of banks to the commercial sector.

Thus, at that juncture, the flight-to-safety dynamics pushed investors away 
from both (1) credit risk, and (2) interest rate/duration risk (Figure 18). The 
combined implication of this was unusually strong demand for shorter-term 
securities issued by either the government or a few AAA-rated corporates. One 
fundamentally strong government entity that supplied unlimited quantities of 
such securities was the RBI through its liquidity window. As seen in the next 
section, demand by banks for such liquidity instruments shot up.

4.2. A Run on the Shadow Banking System

4.2.1. Overview of Mutual Funds in India

Mutual funds played a central role in financial intermediation in India, 
mobilizing funds from net savers and channeling them to net borrowers, 
including nonbanks, banks, governments, and corporates (Figure 11). As one 
of the main net suppliers of funds to the financial system, they were crucial 
in nonbank credit creation, with NBFCs relying heavily on mutual funds for 
funding (RBI 2018).

As of the end of August 2018 (just before the IL&FS default), mutual funds 
had total assets under management (AUM) of Rs 25 trillion (or about 15 percent 
of GDP). Half of these resources were with mutual fund schemes investing in 
debt instruments, such as debt funds or money market funds, while 35 percent 
were with schemes investing in equities, such as equity funds or ETFs.2728

27. The term “money market mutual funds” is used here to refer to both “liquid funds” and 
“money market funds”.

28. For further details on the industry, please refer to statistics provided by the Association of 
Mutual Funds in India.
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According to the Association of Mutual Funds in India (AMFI) data, debt 
funds and money market funds typically raised over 90 percent of their funding 
from institutional investors, such as corporates, banks, and high-net-worth 
individuals. On the other hand, about half of all investors in equity funds 
were retail investors, such as regular households. This distinction matters, as 
international experience had demonstrated that investments from institutional 
investors were likely to be relatively less sticky and thus more prone to outflows 
in periods of stress.

F I G U R E  1 9 .   Gap in Mutual Funds AUM
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4.2.2. Exposure of Mutual Funds to Nonbank Financial Corporations before IL&FS

Immediately after demonetization in November 2016, mutual funds experienced 
large net inflows as liquidity in the formal financial system surged. According 
to a simple estimation that compares assets under management in mutual funds 
relative to the trend observed between 2010 and 2016, mutual funds received 
excess inflows of nearly Rs 3 trillion between the end of 2016 and mid-2017 
(Figure 19).

During this period, mutual funds’ exposure to the NBFC sector also 
significantly increased. Although the share of debt/money market funds as a 
share of the total industry remained roughly stable, the composition of their 
assets shifted considerably toward funding NBFCs and corporates during 
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2017-18. Securities and Exchange Board of India data show that mutual fund 
holdings of spread products, such as commercial paper, certificates of deposit, 
and corporate debt, as a share of total debt assets under management increased 
from about 10 percent to 25 percent between September 2017 and March 2018.

Thus, just before the IL&FS default, the mutual fund industry was one of the 
main suppliers of credit to NBFCs, with significantly increased exposure to the 
NBFC sector.

4.2.3. The Impact of the IL&FS Default 

According to the Securities and Exchange Board of India, the total exposure of 
Mutual Fund schemes to the IL&FS group was only Rs 5,200 crore including 
debt issued by SPVs of IL&FS) as on 31st August 2018 that is, around 0.35 
percent of the debt AUM (assets under management) of the Mutual Fund 
industry. This exposure amounted to Rs 0.05 trillion or 0.025 percent of GDP.

However, despite this small exposure, the default by IL&FS on its debt 
obligations led to major stress and a run on mutual funds in September 2018. 
The default created significant volatility in debt and money market instruments 
issued by NBFCs/HFCs, which in turn, created redemption pressure on mutual 
fund schemes that were potentially exposed to the NBFC sector.

Within a month, by the end of September 2018, the assets under management 
of open-ended debt-oriented schemes declined by about 20 percent. The majority 
of the outflows occurred in liquid/money-market schemes, where assets under 
management declined by 35 percent within one month (Figure 19). Overall, the 
outflows from mutual funds were nearly Rs 3 trillion (or 1.5 percent of GDP) in 
one month, 60 times the exposure of mutual funds to IL&FS.

4.2.4. Why the IL&FS Default Led to A System-Wide Run: A Crisis of Confidence

After the default, the sector was gripped by fear dynamics. This was similar to 
the run on mutual funds during the global financial crisis (Gorton and Metrick 
2012; Kacperczyk and Schnabl 2010), where a small credit event can cause 
widespread fear and uncertainty.

Two factors in the Indian context may have contributed to the mutual fund 
panic. Firstly, mutual funds used varying valuation practices when faced with 
the downgrade of IL&FS debt securities, resulting in different haircuts being 
applied. Secondly, the timing of applying these haircuts varied, leading to 
investor uncertainty about true exposure to IL&FS debt.

This delay and variation in applying haircuts created a first-mover advantage, 
similar to that seen in a classic bank run. Those who redeemed their funds 
first would escape the eventual haircut on IL&FS instruments, while those left 
behind would suffer a larger impact of the haircut and be forced to redeem their 
funds at a lower net asset value.
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Investors were incentivized to panic and withdraw funds from debt-oriented 
mutual funds. In March 2019, the Securities and Exchange Board of India 
discussed the impact of IL&FS debt valuation practices by mutual funds. 
The Board stated that such practice(s) may also have resulted in a first mover 
advantage with certain investors taking advantage of the gap between the credit 
event and the date of taking the haircut, by redeeming at a higher NAV.29

To restore the health of the mutual fund sector following the run, the Securities 
and Exchange Board of India took action, requiring segregated portfolios for 
debt and money market instruments. In June 2019, new investment norms for 
liquid and debt mutual funds were also released. These norms mandate that 
liquid mutual funds must invest at least 20 percent of their corpus in liquid assets 
such as cash, government securities, treasury bills, and repos on government 
securities.30

Despite these measures, risk uncertainty remained high in the second half of 
2019, with credit spreads not returning to pre-IL&FS levels. This uncertainty 
was exacerbated by a series of credit events from large corporates and financial 
institutions, deterring investors from the mutual fund industry.31 The default of 
DHFL was one such major credit event.

4.2.5. The Impact of the DHFL Default 

The restored calm in the mutual fund industry was short-lived as the default of 
DHFL in June 2019 sent another shockwave. Several mutual funds that were 
exposed to DHFL saw their net asset values impacted. The collective exposure 
of mutual funds to DHFL was similar to that of IL&FS before their respective 
defaults. As of the end of April 2019, mutual funds had a collective exposure of 
Rs 5,200 crore (or Rs 0.05 trillion or 0.025 percent of GDP). Moreover, it was 
later discovered that 56 percent of this exposure was concentrated in schemes 
held by two mutual funds.32

The DHFL default caused a similar shock to the mutual fund industry as the 
IL&FS case. Within a month, by the end of June 2019, assets under management 
of open-ended debt-oriented schemes declined by about 15 percent. Liquid/
money-market schemes also saw a decline of 25 percent within a month (Figure 
19).

29. See https://www.sebi.gov.in/sebi_data/meetingfiles/mar-2019/1553497521494_1.pdf
30. Other norms include sectoral limits on liquid funds’ investments and mark-to-market valu-

ation of all debt and money market investments. Further liquid and overnight schemes have been 
prohibited from investing in short-term deposits, debt and money market instruments with struc-
tured obligations, or credit enhancements.

31. In several of these episodes, holders of debt were forced to restructure the maturity of their 
bond holdings, but the eventual write-downs on these exposures were not immediately clear.

32. See https://ecomictimes.indiatimes.com/markets/stocks/news/these-two-fund-houses-alone-
have-56-exposure-to-dhfl-debt/articleshow/69700830.cms?from=mdr
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The total outflows from mutual funds were nearly Rs 1.7 trillion (or 1 percent 
of GDP) in a month, which is about 35 times the exposure of mutual funds to 
DHFL. The second major shock widened the gap in assets under management 
of mutual funds compared to the pre-2017 trend. By the end of 2019, the mutual 
fund industry should have been bigger by roughly Rs 2 trillion (or 10 percent), 
or by Rs 4 trillion (or 20 percent) if one takes into account the positive inflows 
from demonetization.

4.2.6. The Collapse of Commercial Paper

India’s commercial paper market was restricted to short-term, unsecured 
promissory notes with maturity up to one year, and only those with a minimum 
credit rating of A3 are eligible for issuance as per RBI rules.33 This market 
serves as a money market instrument for highly rated corporates, NBFCs, and 
other financial institutions to diversify their sources of short-term borrowing.

At the time of the IL&FS default in mid-September 2018, the total outstanding 
commercial paper was approximately Rs 6.4 trillion (or 3 percent of GDP), out 
of which NBFCs had issued around Rs 1 trillion.

The IL&FS default had a severe impact on the commercial paper market in 
India. In just three months, between mid-September and the end of December 
2018, the amount of commercial paper outstanding decreased by about 22 
percent. This decline caused the market to contract from Rs 6.4 trillion to Rs 
5 trillion (Figure 20). The impact was even more severe for commercial paper 
issued by NBFCs, which declined by over 70 percent in just two months.34

The commercial paper market had begun to recover by Q1 of 2019. However, 
the default of DHFL was another major blow. Within three months of the DHFL 
default, commercial paper outstanding had contracted by roughly 18 percent, 
or Rs 1 trillion.

The contraction of the commercial paper market led to a loss of access 
to cheaper short-term funds for NBFCs and some corporates. Mutual funds 
and other investors became wary of unsecured lending, even to highly rated 
institutions. This created a two-sided run, with corporates and investors running 
on mutual funds, who in turn ran on debt instruments issued by NBFCs and 
some corporates.35

33. See RBI’s directions on commercial paper for more details:
https://rbidocs.rbi.org.in/rdocs/notification/PDFs/NT43D0D6575DBD184C22B71E-

859294DA1969.PDF
34. See RBI’s financial stability report for June 2019. Additional coverage of the issue can be 

found in market analysis at https://www.financialexpress.com/industry/banking-finance/commer-
cial-paper-issuance-by-nbfcs-fall-66-pct-in-august-as-cost-of-funds-rises/1703619/

35. In addition, as per RBI data, banks subscribing to about 20 percent of commercial paper is-
sued, reduced their exposure to commercial paper, with only about 16 percent participation in the 
market by March 2019. This led the collective participation of mutual funds to increase from about 
69 percent to 74 percent over the same period.
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F I G U R E  2 0 .   Commercial Paper Outstanding (Rupees Trillions)
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These dynamics forced the NBFC sector to abruptly transition from its 
former business model of borrowing short-term in wholesale funding markets 
to lend long-term. Instead, apart from a few highly regarded institutions, many 
NBFCs continued to face difficulty accessing short-term debt markets. This 
liquidity crunch in the sector was compounded by some rating downgrades 
over the past quarters. NBFCs were compelled to find longer-term sources of 
financing and increasingly relied on banks to step in.

RBI’s efforts to address the liquidity crunch may have increased the bank-
non-bank linkage as many measures to relax liquidity pressures focused on 
encouraging on-lending and co-lending by banks to non-banks (which is 
discussed in more detail below).

4.2.7. Why the IL&FS and DHFL Shocks Led to a Decline in Lending from NBFCs

Based on an analysis of audio recordings of investor earnings calls and related 
material in the public domain, four broad themes emerge on why the IL&FS 
and DHFL shocks led to a decline in lending from NBFCs:

•	 Precautionary saving and liquidity hoarding: NBFCs adopted a 
precautionary savings mode and paid higher costs to secure ample 
liquidity. Banks hesitated to lend liquidity to the NBFC sector due to 
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a lack of confidence. Only a handful of NBFCs/HFCs with excellent 
governance, high capital adequacy ratios, and strong parental support 
were able to access funding easily. The rest of the sector remained in need 
of liquidity. This resulted in NBFCs preserving liquidity, which meant 
that their target cash balances rose as a share of total assets, leading to less 
fresh lending to the real economy.

•	S hift in borrowing mix toward longer-term liabilities: Second, NBFCs 
aimed to shift their borrowing mix from short-term debt to long-term 
liabilities and reduce leverage. This aimed to lower refinancing risks in 
a cautious wholesale funding market. NBFCs worried about rolling over 
large amounts of short-term debt when market sentiment could change 
rapidly. As a result, they cut back on commercial paper borrowings and 
increased long-term debt, primarily from banks. However, not all NBFCs 
managed to fully replace their short-term liabilities with long-term ones 
due to tight funding conditions. Consequently, NBFC balance sheets 
didn’t grow enough—or even shrank—compared to pre-IL&FS shock 
trends. This slower balance sheet growth impacted the amount of fresh 
lending by NBFCs.

•	 Prioritize loan health over growth: Many investors expressed concerns 
about asset quality, particularly in real estate. NBFC management aimed 
to maintain the performance of existing loans to prevent them from 
becoming NPAs. Several NBFC leaders prioritized preserving the health 
of their current loan book rather than focusing on balance sheet growth 
and new lending. This approach was mainly driven by NBFCs needing to 
reassure anxious investors that the issues causing the IL&FS and DHFL 
defaults were absent from their companies, confirming their fundamental 
strength.

•	D iversify portfolio toward retail, away from real estate: Amid concerns 
about the real estate sector and the perceived strength of retail loans, 
many NBFCs—including those specializing in real estate lending—
began avoiding real estate and increasing their exposure to retail. This 
segment had relatively low asset quality concerns based on NPA data. 
The IL&FS and DHFL experiences showed that large exposures to single 
borrowers could quickly jeopardize financial institutions. Consequently, 
NBFCs aimed to reduce large exposures to individual borrowers.

In summary, these four factors led to severely constrained fresh lending 
following the IL&FS and DHFL shock. This dynamic can be viewed through 
the lens of asymmetric information theory. In the NBFC context, heightened 
uncertainty about solvency may have led to adverse selection issues in the market 
(Akerlof 1978). Consequently, NBFCs felt compelled to send a credible, costly 
signal to showcase their strength (Spence 1978). They focused on improving 
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F I G U R E  2 1 .   The Tradeoff between Loan Health vs Fresh Lending
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F I G U R E  2 2 .   Composition of Interest-Bearing Liabilities of NBFCs (Percent)
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their loan book and addressing asset-liability mismatches, sacrificing fresh 
lending in the process (Figure 21).

4.2.8. Overall Impact

The IL&FS and DHFL defaults triggered a major risk reassessment. Uncertainty 
surrounding mutual funds’ exposure to these entities and the collective 
exposure to the NBFC sector resulted in significant redemption pressure on 
the mutual fund industry. Many mutual funds faced severe liquidity challenges, 
forcing them to de-lever existing holdings, cut exposure to NBFCs, and reduce 
corporate debt issuance demand.

These developments impacted the NBFC sector and the broader economy. By 
October 2019, mutual funds’ exposure to NBFCs had dropped about 30 percent 
since July 2018 (CARE Ratings 2019), making it harder for NBFCs to roll over 
debt and finance the real sector. The decline in mutual fund funding for NBFCs 
extended beyond commercial paper, with debenture holdings also decreasing 
significantly. Between September 2017 and September 2019, wholesale debt 
financing as a share of NBFCs’ interest-bearing liabilities fell from about 60 
percent to 48 percent (Figure 22). This decline included a roughly 7 percentage 
point drop in debentures and a 5-percentage point drop in commercial paper, 
with commercial paper reliance nearly halved over this period.

The following section explores the consequences of the NBFC troubles 
and how these issues spilled over to traditional banking, leading to liquidity 
hoarding among banks.

4.3. Spillover of Stress to Commercial Banks and Liquidity Hoarding

4.3.1. Funding Structure of Banks: Public versus Private Banks

Indian banks have predominantly followed a traditional model. They raise 
funds from depositors and market borrowings, then use these funds to lend 
to firms, households, and financial institutions or to purchase investment 
securities. Recently, lending to financial institutions, particularly NBFCs and 
HFCs, increased as a share of total banking assets.

As of March 2019, on the asset side, around 63 percent of banks’ interest-
earning assets consisted of loans and advances, while 28 percent were 
investments (mostly government securities). Meanwhile, deposits accounted 
for approximately 88 percent of interest-bearing liabilities, with market 
borrowings making up the remaining 12 percent.36

These overall numbers, however, conceal significant variation within the 
banking system—particularly between public and private banks in terms of 
funding structures.

36. About 60 percent of deposits were term deposits, while the remaining 40 percent were cur-
rent and savings account deposits.
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First, private banks depend more on market borrowing. In March 2019, 
market borrowing accounted for 17 percent of private banks’ interest-bearing 
liabilities, compared to 8 percent for public banks. Second, private banks have 
relatively less access to retail depositors than public banks. In March 2019, 
retail deposits made up 33 percent of interest-bearing liabilities for private 
banks and 60 percent for public banks (Figure 23).

F I G U R E  2 3 .   Composition of Interest-Bearing Liabilities of Banks (Percent, as of 
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These features imply that only 1/3 of private bank funding is sticky (retail 
deposits), while they must actively compete to raise funds from wholesale 
funding markets, money markets, and large institutional depositors. This 
reliance on non-retail funding also means that private banks are relatively 
more exposed to funding risk—either when wholesale or money markets are 
disrupted or when concerns arise about their own health (e.g., due to asset 
quality or governance issues). Funding risk is especially relevant for banks that 
have aggressively increased lending and for newer or weaker banks struggling 
to grow their retail depositor bases.

4.3.2. Dispersion in Credit-Deposit Ratios

Between 2013 and 2018, private banks maintained strong annual deposit growth 
of 10-15 percent, while public banks’ deposit growth fell from about 15 percent 
in 2014 to near zero since then. This divergence reflected the new reality as of 
March 2019, with public banks having easy access to depositor funding but 
constrained lending, and private banks seeking to lend more aggressively but 
without easy access to depositor funding.

After the IL&FS default disrupted wholesale and money markets, private 
banks were further incentivized to compete for deposits to secure a stable 
funding base.

Consequently, dispersion in credit-deposit (C-D) ratios of banks in the 
system increased. Many private banks have lending opportunities but struggle 
to compete for funds (high credit-deposit ratios), while numerous public banks 
have lending constraints but access to ample funding (low credit-deposit ratios). 
Over time, credit-deposit ratios have become more dispersed, with a significant 
increase for private banks and a decline for public banks, especially after 2015. 
In fact, the credit-deposit ratio for private banks as a group has remained at or 
above the 90th percentile level, suggesting that the larger private banks have the 
highest credit-deposit ratios (Figure 24).

The rise in credit-deposit ratios for private banks since 2013 has been 
associated with substituting investments with loan advances and greater reliance 
on market borrowing. Conversely, public banks have gradually increased their 
investment holdings relative to loan advances.

4.3.3. Shrinkage Interbank Market and Increased Reliance on Market Borrowing

Simultaneously, the interbank market in India continued to shrink, with banks 
preferring to utilize their resources for loans or investment products (Figure 25). 
This was partly due to the introduction of new liquidity regulation (the liquidity 
coverage ratio (LCR)) and, more recently, high uncertainty in the interbank 
markets. The shrinking interbank markets compelled banks with high financing 
needs to increasingly rely on market borrowing to fund their operations. In 
this context, both public and private banks have been actively borrowing in the 
interbank market.
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F I G U R E  2 5 .   Size of Inter-Bank Market (Percent of Total Banking Sector Assets)
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F I G U R E  2 6 .   Net Receivables/Payables by Financial Institutions (Rs. Trillions)
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Greater reliance on market borrowing can be seen by examining cross-
linkages in the Indian financial system (Figure 26). Mutual funds and insurance 
companies were the major fund providers to the system, while NBFCs, HFCs, 
and SCBs were the major receivers of funds. However, experiences varied 
within the banking system: private banks were net receivers relative to the entire 
financial sector, while public banks were net fund providers. Private banks’ 
dependence on the rest of the financial system is similar to that of NBFCs/
HFCs, demonstrating their high non-deposit funding needs.

After the IL&FS and DHFL shocks, the divergence in the financial network 
became more pronounced. The net receivables of mutual funds and insurance 
companies from the financial sector grew at 12.5 percent (YoY) and 17 percent 
(YoY), respectively, as of the end of September 2019. Over the same period, 
public banks’ net receivables declined by 12.4 percent. On the other hand, private 
bank net payables to the financial system grew 20.8 percent. For NBFCs and 
HFCs, net payables grew 10.6 percent and 5.5 percent, respectively, primarily 
due to increased borrowings by public sector NBFCs and large HFCs.

4.3.4. Widened Differentiation in Banking Sector

Fears of shadow banking trouble spreading from NBFCs to the broader financial 
system increased in the second quarter of 2019. April 2019’s quarterly results 
revealed ongoing issues with stressed assets and provided more clarity on bank 
exposures to NBFCs and the troubled real estate sector. Markets scrutinized 
bank lending to NBFCs and focused on banks exposed to stressed groups like 
DHFL, IL&FS, and Reliance Housing. Later in April, the RBI directed banks 
to disclose loans outstanding to IL&FS and the provisions required against this 
exposure, sharpening the focus on the linkages between banks and NBFCs. 
Consequently, bank stock performance diverged as the market differentiated 
between supposedly healthier banks and the rest (Figure 27).

The DHFL defaults, as well as Altico’s default and Punjab and Maharashtra 
Cooperative Bank’s troubles (exposed to the defaulting real estate firm Housing 
Development and Infrastructure Limited), forced a major re-assessment of 
risks in the system. In the aftermath, financial markets were gripped by high 
uncertainty and flight-to-safety behavior, amplifying differentiation within 
banks that had started after the end of March 2019 (Figure 27). This increased 
scrutiny of asset quality and governance concerns in banks.

4.3.5. Rise and Fall of the Certificates of the Deposit Market 

Before the IL&FS default, the CD market in India had been gradually shrinking. 
However, after the default, the banking system came to depend more heavily on 
the CD market for short-term funding, with mutual funds providing much of the 
short-term funds to banks in this market. The size of the market grew significantly 
between October 2018 and March 2019, with CDs outstanding increasing from 
Rs 1.5 trillion to Rs 2.7 trillion—an 80 percent increase (Figure 28).
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F I G U R E  2 7 .   Share Prices of Indian Banks
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F I G U R E  2 8 .   Certificates of Deposits (CD): Amount Outstanding (Rs. Trillions)
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However, once Q4 results began revealing weaknesses in bank balance 
sheets in April 2019, the CD market contracted quickly. This contraction 
accelerated after DHFL’s default. By the end of 2019, CD market growth had 
almost completely reversed, with CDs outstanding standing at Rs 1.6 trillion in 
December 2019.

This collapse was symptomatic of the greater problems commercial banks 
were having in accessing short-term funding. Critically, the collapse triggered 
major competition for deposits by commercial banks to ensure access to a stable 
funding base. Unlike the commercial paper market, the issuance of CDs faces 
no minimum ratings requirement. All banks, independent of their credit ratings, 
are permitted to issue CDs, and some banks with high funding needs relied 
sizably on the CD market for short-term borrowing. Banks without large retail 
deposit bases (and those not among the highest-rated banks) were particularly 
hurt by the loss of access to CD financing. This triggered fierce competition 
in the deposit market, with some banks aggressively focusing on deposit 
mobilization, especially by targeting large depositors (i.e., bulk deposits) to 
secure a more stable funding base. This increased their term deposit rates and, 
owing to competitive forces in the deposit market, other banks were compelled 
to raise their deposit rates.

4.3.6. Competition for Deposits and Clogging of Monetary Policy Transmission 

After the IL&FS and DHFL defaults, banks faced increasing difficulty raising 
short-term funding from market borrowing. To secure access to stable funding 
bases, banks aimed at expanding their depositor base. Private banks took the 
lead by raising their term deposit rates (relative to prevailing market rates). Due 
to stiff competition from private banks, public banks were compelled to follow 
suit by raising their own deposit rates. Initially, the spread in term deposit rates 
between private and public banks widened, but it gradually narrowed again 
(Figure 29).

Overall, term deposit growth in private banks accelerated, reaching about 
30 percent annual growth by March 2019. Over the fiscal year, private banks 
attracted almost 80 percent of new term deposits in the system. Meanwhile, 
growth in term deposits remained near zero for public banks, suggesting that 
their term deposit rate policy was targeted to ensure no shrinkage in their 
depositor bases. The public banks may be acting as price takers with respect to 
the term rates set by private banks and, in turn, responding to choose their own 
term deposit rates consistent with zero growth in their depositor bases.

As a result, the spread between term deposit rates and repo rates spiked 
significantly—both after the IL&FS default and further after the DHFL default 
(Figure 29). This led to clogging of the monetary policy transmission channel, 
with reduced pass-through from the policy repo rate to both deposit rates and 
lending rates. However, this is primarily due to uncertainty in banks’ access to 
liquidity.
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The dynamics in the spread between deposit rates and repo rates over the past 
five years can be broken into five phases. First, before demonetization, the spread 
had stabilized at about 1 percent. Second, immediately after demonetization 
with surplus liquidity flowing into the banking system, the spread quickly 
declined to about 0.5 percent. Third, with the recognition of problems in public 
banks post-asset quality review and the announcement of a plan to recap them 
in the second half of 2017, term deposit rates diverged between public and 
private banks. Until June 2017, term deposit rates in public and private banks 
had tracked each other very closely, but over the next year, a gap of about 0.25 
percent emerged between them, with public banks facing constraints in growing 
their balance sheet. Fourth, the IL&FS default in September 2018 changed the 
dynamics drastically, with the spread between term deposit rates and the repo 
rate of all banks spiking by roughly 1 percent within 7 months. Fifth, the spread 
of all banks spiked about a further 0.5 percent after the DHFL default in May 
2019.

Thus, even though the RBI cut its policy rates by about 1.35 percentage 
points since the IL&FS default, key deposit and lending rates have not fallen 
by much, due to the ongoing and major liquidity crunch affecting the system. 
Therefore, owing to liquidity shortages and uncertainty, the effectiveness of 
monetary policy has declined on a per-unit basis—as each basis point cut in 
policy rates has had less impact on the key borrowing-lending rates faced by 
borrowers and lenders.

F I G U R E  2 9 .   Gap in Term Deposit Rates vs Repo Rate
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F I G U R E  3 0 .   Net Liquidity Absorbed by RBI
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4.3.7. Liquidity Hoarding and Lending Collapse

The IL&FS default and the DHFL-triggered scrutiny of bank balance sheets 
caused significant liquidity hoarding by banks. These factors likely contributed 
to the collapse of commercial bank lending in 2019’s second half. The DHFL 
default highlighted contagion risks in the banking system.

We can assess the impact on banks’ liquidity hoarding by looking at the 
funds parked in RBI’s liquidity adjustment facility (LAF) in Figure 30. The 
LAF is RBI’s main tool for injecting and absorbing liquidity through repo or 
reverse repo transactions.

Post-demonetization in November 2016, the RBI absorbed substantial excess 
liquidity. Banks then deployed this liquidity to the private sector and NBFCs/
HFCs by 2017’s end. While the IL&FS shock temporarily increased liquidity 
hoarding, it didn’t cause persistent hoarding.

In contrast, the DHFL default triggered a significant shift in banks’ liquidity 
strategies. By 2019’s end, banks parked excess liquidity of about Rs 3 trillion 
(2% of their assets) in the LAF, reaching Rs 4 trillion in January 2020’s first 
week. Notably, this excess liquidity equaled 40 percent of banks’ fresh lending 
in FY2018-19, greatly impacting the economy.

The RBI financial stability report (RBI 2019a) suggested some banks were 
hoarding liquidity due to precautionary motives against potential drawdown 
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from large credit lines to nonbank financial intermediaries (Ivashina and 
Scharfstein 2010).

Overall, investor behavior in markets reflected flight-to-safety dynamics and 
high uncertainty. Access to liquidity remained uncertain. During such times, 
precautionary saving is common, and evidence pointed to significant liquidity 
hoarding in the banking system.

The next section discusses the broader economic impact of these 
developments.

4.4. Broader Economy-Wide Impact

4.4.1. A Large Deficit in the Flow of Credit to the Real Economy 

Determining the right amount of credit for an economy is tough. Ideally, we’d 
quantify the credit justified by economic fundamentals. The gap between actual 
credit and this amount would indicate excessive or deficit credit. However, 
understanding credit demand and supply factors in an economy often requires 
some judgment. Researchers and authorities use a statistical approach to 
estimate the credit gap, avoiding some complexities (see (Lang and Welz 2017) 
for details).

A common statistical measure is the credit-to-GDP gap, which compares the 
total credit-to-GDP ratio to its long-term trend. The RBI uses this gap for its 
countercyclical capital buffer requirements under Basel III.37

The BIS has estimated the credit-to-GDP gap since September 2016 for 44 
countries, including India (Figure 31). Since 2014, India has seen a growing 
credit deficit, reaching about -8 percent of GDP in 2019. This negative gap 
suggests a severe constraint on credit flow to the real economy, highlighting the 
importance of financial factors in India’s economic slowdown.

A key question is why the IL&FS shock led to reduced credit supply. The 
next subsection addresses this.

37. The countercyclical capital buffer (CCyB) is an additional capital layer of typically up to 
2.5 percent of risk-weighted assets under the Basel III framework, which can be released so that 
banks may absorb growing losses during a prolonged downturn while maintaining the flow of 
credit to the economy. Many jurisdictions that have implemented the countercyclical capital buffer 
under the Basel III framework use the Basel gap as one input (but not necessarily the only input) 
in guiding the operation of the countercyclical capital buffer. In India, the RBI’s countercyclical 
capital buffer framework envisages the credit-to-GDP gap as the main indicator, which is used in 
conjunction with other supplementary indicators, such as the credit-deposit ratio for a moving pe-
riod of three years (given its correlation with the credit-to-GDP gap and GNPA growth), industrial 
outlook assessment index (due to its correlation with GNPA growth), and interest coverage ratio 
(due to its correlation with the credit-to-GDP gap) (based on RBI 2015). In April 2018, based on 
the review and empirical testing of countercyclical capital buffer indicators, the RBI decided that 
it is not necessary to activate countercyclical capital buffer at that point in time (RBI 2018).
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F I G U R E  3 1 .   Credit-to-GDP Gap
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F I G U R E  3 2 .   Demand versus Supply of Loans from NBFCs
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4.4.2. Demand versus Supply of Credit

The decline in non-banking financial companies’ (NBFCs) lending in 2018 and 
2019 raises a crucial question: Was the reduced credit flow to the economy 
a result of inadequate financial system supply or insufficient demand from 
eligible borrowers? Disentangling general equilibrium effects in the credit 
market is a formidable challenge, but examining whether healthy borrowers 
who merit credit were being denied access can provide insights.

Loan-by-loan data from credit-reporting agency TransUnion CIBIL can 
illuminate this issue. Specifically, they gather information on loan inquiries 
(when borrowers formally initiate loan requests at financial institutions) and 
loan sanctions (if institutions ultimately approve these inquiries). Figure 32 
presents data exclusive to NBFCs.

The micro-data indicates that loan demand had steadily risen even after 
IL&FS’s collapse, increasing from approximately 190,000 inquiries in the 
first half of 2018 to about 230,000 in the first half of 2019 (a 22% growth). 
Conversely, loan sanctions dropped from over 180,000 to just below 170,000 
(an 8% contraction) during the same period. Consequently, NBFCs’ loan 
approval rate plummeted within a year, from about 95 percent to 70 percent.

Despite robust credit demand, NBFCs significantly curtailed their credit 
supply, resulting in a sharp decline in loan approvals. This is likely attributable 
to the precautionary savings and adverse selection dynamics that emerged in 
the NBFC sector following the IL&FS default.

Faced with tighter funding conditions and increased scrutiny of their 
fundamentals, NBFCs may have felt compelled to: (1) reduce new credit 
volume and (2) tighten lending standards to fortify their loan books and limit 
the rise of non-performing assets. These combined effects could account for 
the post-IL&FS slump in fresh lending from NBFCs—highlighting the primary 
role of shrinking credit supply.

4.4.3. Severe Impact on Micro, Small, and Medium-Sized Enterprises

Micro, small, and medium enterprises (MSMEs) form a cornerstone of 
India’s economy, contributing almost 30 percent of GDP. The Development 
Commissioner for MSMEs reports they employ around 111 million people and 
account for nearly half of total exports. Following the disruptions from GST 
implementation and demonetization, and with multiple public banks leaving 
the PCA framework, lending to the MSME sector was expected to surge in 
2018 and 2019. However, the sector suffered a severe credit crunch.

Lending to MSMEs plummeted after the IL&FS default in September 2018 
and further after the DHFL default in June 2019. To observe this, one must 
analyze lending data to MSMEs across various sectors (private banks, public 
banks, NBFCs, others), which TransUnion CIBIL data enables (Figure 33). 
Prior to the IL&FS default, both NBFCs and private banks rapidly expanded 
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F I G U R E  3 3 .   Composition of Credit Growth to MSME Sector (Percentage Points)
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F I G U R E  3 4 .   Non-Performing Assets (Percent of Total Credit)
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MSME lending, partly filling the void left by public banks restricted by the 
prompt corrective action framework. By September 2018, private banks and 
NBFCs more than compensated for the reduced credit flow from public banks. 
However, MSME credit growth sharply decelerated following the IL&FS 
default. The initial slowdown was due to decreased credit growth from NBFCs, 
while the second phase—post-DHFL default—involved deceleration from all 
financial institutions, including private banks.

Furthermore, restricted funding access caused MSME liquidity issues to 
escalate into insolvency problems. TransUnion CIBIL’s on-balance sheet credit 
exposure data (Figure 34) reveals that MSME defaults soared from about 8.5 
percent to around 12 percent within two quarters in 2019 after the IL&FS 
collapse. In contrast, large firms—those with credit exposure exceeding INR 
100 crore (approximately $14 million)—did not experience a significant NPA 
increase post-IL&FS collapse. This is partly because the insolvency process 
was clearing the historical backlog of large-firm NPAs, counterbalancing the 
rise in new NPAs among large firms. This differs starkly from the post-asset 
quality review in 2015, when large firms were the primary NPA drivers.

The MSME sector’s credit contraction was a serious concern. The rise in 
liquidity hoarding in 2019 indicated ongoing credit flow constraints. Moreover, 
the decline in average risk weights of bank assets suggested that lenders were 
shifting their loan book composition from unrated or lower-rated corporates 
towards top-rated corporates and the retail sector. Consequently, both the 
credit volume decline and credit composition shift intensified the MSME 
credit crunch.38 This likely had a significant impact on the broader economy, 
considering the sector’s importance.

4.4.4. Second-Round Effects as Illiquidity Turns into Insolvency

With limited working capital and an increasing number of stalled projects, 
immediately prior to the pandemic, the concern was that liquidity issues 
had escalated into insolvency problems for otherwise healthy MSMEs and 
corporates. As payments were delayed and projects remained on hold, the 
impact spread through the supply chain, affecting various sectors. These were 
the second-round effects of the initial shocks to the NBFC sectors.

One way to assess the severity of these second-round effects is by examining 
the migration in corporate ratings. CRISIL, a credit rating agency, calculates 
a debt-weighted ratio representing the value of debt upgraded relative to the 
value of debt downgraded. A ratio below one signifies more value-weighted 
downgrades compared to upgrades. Figure 35 displays the 12-month moving 
average of the ratio. Before the IL&FS crisis, the corporate credit outlook was 

38. Notably, various attempts to revive lending to the MSME sector were not effective, including 
a “loan mela” (fair) across 250 districts during the festive season in October 2019, in which public 
banks were called in to lend to MSMEs and retail borrowers.
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improving, with the ratio exceeding 2. However, the trend reversed sharply 
after the IL&FS default, dropping to around 0.25 by March 2020, indicating 
four times as many value-weighted downgrades compared to upgrades.

This shift may have reflected both a deteriorating credit outlook and 
increased vigilance from credit rating agencies after the IL&FS default caught 
them off guard. On December 26, 2019, the Securities and Exchange Board of 
India fined two leading rating agencies for failing to exercise proper skill, care, 
and due diligence in assigning credit ratings for IL&FS debt. Some agencies 
maintained the highest possible AAA rating for IL&FS until its default, even 
though its subsidiary had defaulted a few months earlier.

Additionally, potential laxity and oversight lapses by credit rating agencies 
contributed to market uncertainty, as investors questioned the health of banks, 
NBFCs, and corporates, despite their high credit ratings. As a result, dispersion 
had increased for credit spreads of debt instruments issued by equally rated 
financial institutions.

F I G U R E  3 5 .   Value of Debt Updated versus Downgraded
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Note: From CRISIL. A value less than 1 signifies more value-weighted downgrades than upgrades.

Other factors driving uncertainty and worsening credit outlook at that time 
included ongoing issues in some cooperative banks (with deposit restrictions 
introduced in at least two urban cooperatives), concerns about rising defaults 
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in social-scheme loans (such as Mudra loans), and increased risks in retail loan 
segments, which had grown significantly in previous quarters.

4.4.5. GDP Impact

In this section, we examine the synchronized deceleration in sectoral credit flow 
and GDP growth, providing another perspective on the influence of financial 
factors on India’s growth deceleration. Figure 36 illustrates the sector-wise 
contributions to real GDP growth.

F I G U R E  3 6 .   Contraction in Manufacturing and Construction during 2019 and 
2020
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A comparison of sectoral growth in 2018, just prior to the IL&FS shock, with 
subsequent performance offers some insights. Real GDP growth took a steep 
fall from 8.9 percent in Q4 FY2017-18 to a mere 2.9 percent in Q4 FY2019-
20. Simultaneously, contributions to GDP growth from the manufacturing and 
construction sectors sharply declined from 3.2 percent to -0.7 percent. These 
sectors thus significantly contributed to the pre-pandemic GDP deceleration, 
partially offset by a robust agricultural recovery.

The analysis implies that financial factors likely catalyzed the economic 
slowdown, with credit-sensitive sectors like manufacturing and construction 
enduring the most severe disruptions to economic activity.
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5. Part IV: Policy Actions and Resilience Building
This section discusses the policy responses before the pandemic (2018 and 
2019), events in the financial system during the acute phase of the pandemic 
(2020 to 2022), and the increased resilience in the Indian financial system that 
enabled them to avoid the problems facing western banks in the first half of 
2023.

5.1. Policy Response Before the Pandemic (2018 and 2019)

The policy response before the pandemic can be categorized under liquidity 
operations, monetary policy, financial policy, and fiscal policy. These are 
discussed below, and Table 2 provide a list of key events and policy responses 
in chronological order.

T A B L E  2 .   Timeline of Key Events (2018 and 2019)

Date Event

2018 Q1

14-Feb-18 Punjab National Bank (PNB) reports fraudulent and unauthorized transactions in its 
branches amounting to $1.77 billion

16-Feb-18 RBI’s issued statement on PNB, notifying that it has undertaken a supervisory assessment 
of control system in PNB

20-Feb-18 RBI constitutes an Expert Committee to assess misclassification and frauds in banks, and 
measures needed to prevent it

15-Mar-18 Government-owned NBFCs advised by RBI to submit periodic returns

2018 Q2

Jun 2018 IL&FS group's subsidiary delays repayments of inter-corporate deposits and unable to 
service some debt obligations

2018 Q3

Jul 2018 IL&FS subsidiaries are downgraded below investment grade by rating agencies, leading to 
funding pressures for the group 

4-Sep-18 IL&FS group and its subsidiary defaults on short-term bank loans of Rs 1,000 crore and 
Rs 500 crore respectively

Sep 18 IL&FS group and subsidiaries default on a series of payments

21-Sep-18 Commercial paper and mutual funds affected by fears of widespread default by IL&FS; 
Stock market crashes

23-Sep-18 Joint statement by the RBI and SEBI stating that they are closely monitoring situation and 
are ready to take action, if necessary
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Date Event

2018 Q4

1-Oct-18 GoI petitions NCLT against IL&FS Board; appoints independent Board for orderly IL&FS 
resolution.

4-Oct-18 New Board takes charge of IL&FS group with aim of achieving orderly and transparent 
resolution of the group

2-Nov-18 To ease funding problems of NBFCs, RBI permits bank to provide partial credit enhancement 
to bonds issued by NBFCs

29-Nov-18 To improve systemic liquidity, RBI informs banks regarding the applicability of NSFR with 
effect from April 1, 2020

2019 Q1

1-Jan-19 RBI allows a one-time restructuring of existing loans to MSMEs to relief funding stress in 
the sector

22-Feb-19 To improve flow of credit to well-rated NBFCs risk weights of bank exposure to NBFCs 
were harmonized by the RBI

Early-Feb 19 Rating agencies downgrade DHFL instruments; CEO resigns

2019 Q2

16-May-19 NBFCs with asset size of more than Rs 50 billion were advised to appoint a chief risk 
officer (CRO) by the RBI

6-Jun-19 RBI introduces a minimum leverage ratio of 4 percent for systemic banks, and 3.5 percent 
for other banks, effective Oct 1, 2019

4-Jun-19 DHFL delays interest payments; Net asset values (NAV) of several mutual/debt funds 
exposed to DHFL impacted

7-Jun-19 RBI releases Prudential Framework for Resolution of Stressed Assets

10-Jun-19 Urban cooperative banks (UCBs) having liquidity stress permitted to sell securities from 
Held-to-Maturity (HTM) portfolio

2019 Q3

Jul-Aug 19 DHFL defaults on a series of payments; enters talks with creditors and bondholders to 
restructure its debt

15-Jul-19 DHFL reports huge loss in regulatory filing and reveals defaults; Share price plunges on 
fear of DHFL collapse 

5-Jul-19 The Union Budget announces recap of public sector banks by Rs 0.7 trillion; RBI given 
further authority to regulate NBFCs

5-Jul-19 To ease liquidity, the GoI introduced a partial credit guarantee to PSBs for purchase of 
high-rated pooled assets from NBFCs

5-Jul-19 RBI announces additional liquidity facility to banks for purchase of assets from and/or 
onlending to NBFCs/HFCs

30-Jul-19 To ease funding, RBI relaxes end-use stipulations under External Commercial Borrowings 
Framework for Corporates and NBFCs

Sep-19 DHFL resolution stalled with creditors and bondoholders unable to reach agreement

13-Aug-19 Transfer of regulation of Housing Finance Companies (HFCs) to RBI; HFCs henceforth 
treated as a category of NBFCs

contd...
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Date Event

13-Aug-19 To boost credit for borrowers reliant on NBFCs, RBI classifies bank on-lending to NBFCs 
as priority sector lending

Mid Sep 19 Hidden exposures of Punjab & Maharashtra Cooperative (PMC) Bank revealed; Few large 
depositors begin withdrawals

24-Sep-19 RBI placed the PMC Bank under Directions to protect funds; Deposit withdrawal limit of 
Rs 1,000 introduced

2019 Q4

1-Oct-19 To improve transmission of policy rates to lending rates, RBI requires banks to link floating 
rate loans to external benchmark

Early Oct 19 RBI enhances withdrawal limit for depositors of PMC Bank to Rs 25,000, and later to Rs 
40,000

1-Nov-19 To absorb large liquidity surpluses in system, RBI announces longer term reverse repo 
auctions 

1-Nov-19 RBI reorganises its regulation and supervision departments to having a holistic approach 
to supervision and regulation

4-Nov-19 RBI enhances the Liquidity Risk Management Framework for NBFCs to strenghten liquidity 
risk management in NBFCs

5-Nov-19 RBI enhances withdrawal limit for depositors of PMC Bank to Rs 50,000

6-Nov-19 Cabinet approves a Rs 25,000 crore fund to provide priority debt financing for completion 
of stalled housing projects

15-Nov-19 GoI introduces special interim framework for insolvency resolution of financial service 
providers under the IBC

20-Nov-19 RBI supersedes the Board of Directors of DHFL and appoints Administrator to expedite 
resolution under the IBC 

29-Nov-19 DHFL becomes first financial company to be referred to the NCLT under IBC 

19-Dec-19 To lower long-term yields, RBI announces special open market operation purchase and sale 
of GSecs ("Operation Twist")

Sources: RBI Press Releases, RBI Annual Reports, Union Budget, and other relevant materials.
Color Codes:  PNB events;  IL&FS;  DHFL;  PMC Bank;  Actions by GoI/RBI.

5.1.1. Liquidity Operations 

The RBI’s liquidity policy in India followed a conventional lender-of-last-
resort approach, focusing on injecting aggregate liquidity into the system and 
encouraging banks to channel excess liquidity to the NBFC sector. Measures 
taken include significant open market purchases, sizable net purchases of 
foreign currency, and various initiatives to encourage banks to channel excess 
liquidity to the NBFC sector.

At the onset of the financial crisis in the United States, (Cecchetti 2007) 
highlighted the limitations of central banks in distributing funds to the areas 
that need them the most. Central banks can provide liquidity to primary dealers, 
but they cannot ensure that these reserves are then lent out to the banks that 
need them.
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In India, the RBI’s liquidity policy followed the conventional lender-of-last-
resort approach without expanding the scope of lender-of-last-resort operations 
(as described by Cecchetti 2007). Since the IL&FS default, the RBI’s liquidity 
operations can be classified under two broad approaches: (1) inject aggregate 
liquidity into the system, and (2) in turn encourage banks to channel the “excess” 
aggregate liquidity to the NBFC sector. Actions under these two approaches are 
discussed below.

Injecting Aggregate Liquidity into the System

The RBI uses the liquidity adjustment facility (LAF) to manage system liquidity 
in the banking system. If the banking system is a net borrower from the LAF, 
the RBI considers system liquidity to be in deficit (meaning system demand for 
borrowed reserves is positive). Conversely, if the banking system is a net lender 
to the RBI, the system liquidity is considered to be in surplus (meaning system 
demand for borrowed reserves is negative) (RBI 2019b).

Following the IL&FS shock, system liquidity turned negative in September 
2018, indicating a deficit in the banking system. However, by June 2019, the 
RBI successfully managed to turn the system liquidity into a surplus. This was 
achieved through significant open market purchases initiated immediately after 
September 2018 and sizable net purchases of foreign currency from authorized 
dealers. These measures helped to gradually bring system liquidity into positive 
territory, alleviating the financial stress caused by the IL&FS crisis.

Encouraging Banks to Channel Liquidity to the NBFC Sector

The RBI and the Government of India implemented a series of measures 
to encourage banks to channel excess liquidity to the NBFC sector. These 
measures were:

•	 November 2, 2018: RBI allowed banks to provide partial credit 
enhancement to bonds issued by systemically important non-deposit 
taking NBFCs/HFCs.

•	 February 22, 2019: RBI reduced/harmonized risk weights of bank 
exposure to NBFCs, improving credit flow to well-rated NBFCs.

•	 July 5, 2019: Union Budget announced a partial credit guarantee for 
public sector banks to purchase high-rated pooled assets worth Rs 1 lakh 
crore from NBFCs.

•	 July 30, 2019: RBI liberalized the external commercial borrowings 
framework, enabling NBFCs to raise funds for on-lending and repayment 
of rupee loans.

•	 August 13, 2019: RBI allowed bank lending to NBFCs for on-lending to 
agriculture, micro and small enterprises, and housing to be classified as 
priority sector lending, up to specified limits.
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Additionally, on August 18, 2019, the Ministry of Economic Affairs removed 
the redemption reserve requirement for debenture issuance by NBFCs/HFCs, 
reducing their cost of capital. These measures aimed to provide financial support 
to the NBFC sector and alleviate the challenges faced during the IL&FS crisis.

5.1.2. Monetary Policy Actions

The RBI implemented three broad monetary policy actions in response to the 
slowdown: interest rate cuts, measures to improve policy rate transmission, and 
the operation twist.

1.	I nterest rate cuts: The RBI began cutting rates in February 2019, reducing 
the policy repo rate by 135 bps (Figure 37). However, in December 2019, 
they paused the cuts due to rising food price inflation and reduced policy 
rate transmission, keeping the repo rate at 5.15 percent while maintaining 
an accommodative stance.

2.	M easures to improve the transmission of policy rates: In September 
2019, the RBI mandated that banks link all new floating rate loans to 
MSMEs and retail loans (for buying homes, vehicles, and personal 
consumption) to an external interest rate benchmark from October 1, 
2019. This aimed to improve policy rate transmission to lending rates, 
which had weakened since the end of 2018.

3.	O peration twist: In December 2019, the RBI introduced operation twist 
transactions, involving simultaneous purchases of long-maturity G-Secs 
and sales of short-maturity G-Secs. This aimed to reduce the slope of 
the yield curve and enhance policy rate transmission beyond short-term 
market rates. By mid-January 2020, the RBI had conducted three such 
transactions, each with a target transaction amount of Rs 10,000 crore.

5.1.3. Macro-Financial Policy

Six broad actions were taken to address the financial issues:

1.	C lean up of NBFC Sector: In 2018, over 10,000 NBFCs operate in India. 
To address the issues in the Non-Banking Financial Company (NBFC) 
sector, the Reserve Bank of India (RBI) withdrew the license of nearly 
2,000 small NBFCs between 2018-19. This involved either canceling the 
Certificate of Registration of these NBFCs or having them surrender the 
certificates to the RBI (Figure 38).

2.	R egulatory Forbearance to the MSME Sector: To provide relief to 
the Micro, Small, and Medium Enterprises (MSME) sector, the RBI, 
in January 2019, allowed a one-time restructuring of existing loans to 
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F I G U R E  3 7 .   Central Bank Policy Rate
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MSMEs with exposures up to Rs 25 crore as of January 1, 2019. Under 
this scheme, restructured loans would not lead to an asset classification 
downgrade, which typically requires banks to set aside 15 percent of the 
outstanding amount as provisions. Instead, lenders were required to set 
aside 5 percent of the outstanding loan amount as additional provisions 
while continuing to classify the loan as standard (performing).

3.	S trengthening Regulation/Supervision: The RBI took steps to strengthen 
regulation and supervision. On June 7, 2019, it revised the prudential 
framework for the resolution of stressed assets, aligning provisioning 
norms between banks and NBFCs and giving lenders 30 days to review a 
borrower’s account before labeling it as a Non-Performing Asset (NPA) 
in case of default. The revised framework replaced the previous circular, 
which required lenders to start resolution even if there was a default of one 
day. On August 13, 2019, the regulation of Housing Finance Companies 
(HFCs) was transferred to the RBI by the Government of India, and 
HFCs were treated as a category of NBFCs, harmonizing regulation in 
the shadow banking sector. On November 1, 2019, the RBI announced 
the reorganization of its regulation and supervision departments to have a 
holistic approach to supervision and regulation.

4.	 Expanding the Insolvency Process: On November 15, 2019, the 
Government of India introduced a special interim framework for 
insolvency resolution of financial service providers under the Insolvency 
and Bankruptcy Code, laying the path for expedited resolution of Dewan 
Housing Finance Corporation Limited (DHFL). This new framework 
aimed to improve the insolvency resolution process for financial service 
providers, ensuring more efficient outcomes.

5.	M ergers of Public Banks: On August 30, 2019, the Ministry of Finance 
announced mergers that would consolidate 10 public banks into 4 entities. 
This plan aimed to create larger, more efficient banks that can better serve 
the credit needs of the Indian economy:
a.	 Oriental Bank of Commerce and United Bank of India would be 

merged into Punjab National Bank, creating India’s second-largest 
public bank.

b.	 Canara Bank and Syndicate Bank would be merged, forming the 
fourth-largest public bank.

c.	 Union Bank of India, Andhra Bank, and Corporation Bank would be 
merged, resulting in the fifth-largest public bank.

d.	 Indian Bank and Allahabad Bank would be merged, creating India’s 
seventh-largest public bank.

6.	 Expanded Support from All-India Financial Institutions: All-India 
Financial Institutions (AIFIs) are government-guided development 
finance institutions that play a crucial role in the Indian economy. They 
assist in allocating resources between savers and borrowers and provide 
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various oversight functions. The four main AIFIs are: (a) EXIM Bank 
- which focuses on promoting cross-border trade and investment, (b) 
NABARD - which focuses on the agriculture sector, (c) SIDBI - which 
focuses on MSMEs, and (d) National Housing Board - which focuses on 
promoting housing finance. As of March 2019, AIFIs’ combined balance 
sheet stood at Rs 8.3 trillion (or about 4% of GDP). Over FY2018-19, 
their balance sheets expanded significantly, growing 19 percent year on 
year. Beyond their core functions, AIFIs have been involved in different 
schemes to support the struggling MSME and NBFC/HFC sectors. In 
particular:
a.	 On November 2, 2018, the Government of India announced an interest 

subvention scheme for MSMEs. This scheme provided a 2 percent 
interest subvention for all GST-registered MSMEs on fresh lending 
or incremental loans. SIDBI was designated as the nodal agency to 
channel the interest subvention to various lending institutions.

b.	 On August 13, 2019, the Ministry of Finance announced liquidity 
support of Rs 0.2 trillion to HFCs from the National Housing Board. 
This move aimed to address liquidity concerns in the housing finance 
sector, which had been negatively impacted by the IL&FS crisis and 
the subsequent credit crunch in the NBFC sector.

5.1.4. Fiscal Policy

Several targeted fiscal measures were taken.
On July 5, 2019, the Ministry of Finance announced additional tax deductions 

of up to Rs 1.5 lakh for interest paid on affordable housing loans. This move 
aimed to encourage home buyers and support the housing sector by making 
housing loans more attractive.

On November 6, 2019, the cabinet approved the establishment of an 
Alternative Investment Fund (AIF) worth Rs 0.25 trillion (Rs 25,000 crore) 
to provide relief to developers with unfinished real estate projects and ensure 
the delivery of homes to buyers. The fund’s primary purpose was to provide 
priority debt financing for the completion of stalled affordable housing projects, 
addressing the challenges faced by developers and homebuyers due to delays 
in project completion.

On December 31, 2019, the Ministry of Finance unveiled a national 
infrastructure plan worth Rs 1 trillion to be implemented over the next five 
years. A key aim of the plan was to front-load some of the already-identified 
investment projects, accelerating infrastructure development and boosting 
economic growth. The ambitious plan targeted various sectors, including 
energy, transportation, agriculture, and urban infrastructure, aiming to enhance 
overall connectivity and development across the country.
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5.2. Policy Response During the Pandemic (2020-22)

The COVID-19 pandemic significantly disrupted the macro-financial dynamics 
set in motion by the defaults of IL&FS and DHFL. While the pandemic brought 
with it major disruptions, including strict lockdowns initially that halted the 
economy, the Reserve Bank of India (RBI) and the government stepped in with 
unprecedented liquidity support and fiscal measures (RBI 2023).

This section provides a brief overview of the key developments during 
COVID-19 and their consequences before we turn to the challenges ahead in 
the following section.

5.2.1. Key Developments during the Pandemic

The COVID-19 pandemic has significantly impacted the Indian financial 
system, leading the authorities to implement various measures to mitigate its 
effects. These measures, presented in chronological order, include:

1.	Y ES Bank Crisis Resolution (March 2020): In response to YES Bank’s 
crisis due to a sharp increase in bad loans, the RBI intervened on March 
13, 2020. The central bank approved a reconstruction plan involving an 
equity infusion from a consortium of eight banks and financial institutions 
led by the State Bank of India. As a result, a total of Rs 10,000 crore was 
infused into the bank, and the moratorium was lifted on March 18, 2020. 
The crisis highlighted the need for better governance and risk management 
in India’s banking sector.

2.	L oan Repayment Moratorium (March 2020 – August 2020): The RBI 
initially announced a three-month moratorium on loan repayments in 
March 2020, which was extended to six months in August 2020. This 
relief measure provided borrowers facing financial difficulties due to the 
pandemic with additional time to repay their loans, easing their financial 
burden during this challenging period.

3.	I nterest Rate Reduction (March – May 2020): The RBI implemented 
a series of interest rate reductions to stimulate economic growth and 
encourage banks to lend more. Between March and May 2020, the central 
bank reduced the repo rate by 115 basis points, ultimately bringing it 
down to 4 percent. The reverse repo rate was also reduced by 155 basis 
points, from 4.90 percent to 3.35 percent. The reverse repo rate is the rate 
at which banks lend money to the RBI, and the reduction in the rate made 
it less attractive for banks to park their excess funds with the central bank 
and incentivized them to lend more to borrowers.

4.	 Enhanced Liquidity Support to Banks & Nonbanks (April – July 2020): 
The RBI launched various measures to ensure banks and nonbanks had 
sufficient liquidity to meet the economy’s credit needs.
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a.	 TLTRO: In March 2020, the RBI introduced Targeted Long-Term 
Repo Operations (TLTRO) to inject liquidity into the financial system 
and ensure credit flow to specific sectors, particularly NBFCs and 
MSMEs. Under TLTRO, the RBI conducted auctions of targeted term 
repos for up to Rs 1 trillion. Through this window, banks could access 
three-year funding from the RBI at a floating rate linked to the policy 
repo rate to invest in investment-grade securities. (Later in October 
2020 this scheme evolved into the “On Tap TLTRO” and in February 
2021 the RBI allowed banks to provide funds to NBFCs under the On 
Tap TLTRO Scheme).

b.	 TLTRO 2.0: In April 2020, the RBI launched TLTRO 2.0, providing 
an additional Rs 0.5 trillion specifically for NBFCs, microfinance 
institutions (MFIs), and smaller financial institutions. Banks had 
utilized the TLTRO 1.0 funds for investing in high-rate corporate 
securities. This left out the small- and mid-sized NBFCs and MFIs, 
which were facing liquidity challenges. Under the TLTRO 2.0 
window, banks could access three-year funding from the RBI to invest 
in investment-grade securities of NBFCs, with at least 50 percent 
invested in smaller NBFCs and MFIs.

c.	 SLF-MF: In April 2020, the RBI also introduced a special liquidity 
facility for mutual funds (SLF-MF) of up to Rs 0.5 trillion, which 
lasted until May 2020. This facility aimed to ease liquidity pressures 
on mutual funds during the pandemic.

d.	 SAF: In July 2020, the government launched a Special Liquidity 
Scheme worth Rs 0.3 trillion to help Non-Banking Financial 
Companies (NBFCs) and Housing Finance Companies (HFCs) 
overcome their liquidity problems. Under this scheme, a Special 
Purpose Vehicle (SPV) managed by the State Bank of India (a 
government-owned bank) bought short-term debt from NBFCs/HFCs 
using funds from a Stressed Asset Fund (SAF). The SAF issued 
special securities backed by the Government of India and sold to the 
RBI only. The Department of Financial Services at the Ministry of 
Finance oversaw the scheme. This scheme was different from the 
Partial Credit Guarantee Scheme, which required multiple deals 
between public sector banks and NBFCs, forced NBFCs to sell their 
current assets, and used funds from public sector banks. Instead, this 
scheme offered a single platform for the SPV and the NBFCs without 
affecting their current assets. The scheme also enabled the NBFCs to 
get better ratings for their bonds.

5.	 Emergency Credit Line Guarantee Scheme (ECLGS) (May 2020): The 
government introduced the ECLGS in May 2020 to provide collateral-
free loans to micro, small, and medium enterprises (MSMEs) and other 
eligible businesses impacted by the pandemic. Offering a 100 percent 
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government guarantee on loans, the scheme incentivized banks to lend to 
businesses during the crisis.

6.	R BI’s Restructuring Framework for Stressed Assets (August 2020): 
In August 2020, the RBI introduced a one-time restructuring framework 
for stressed assets. This measure allowed banks and financial institutions 
to restructure loans for borrowers affected by the pandemic, preventing 
a surge in non-performing assets (NPAs) in the banking system and 
providing borrowers with relief.

7.	L akshmi Vilas Bank Failure (November 2020 – December 2020): In 
November 2020, the RBI placed Lakshmi Vilas Bank (a private bank) 
under moratorium due to its weak financial position, capping deposit 
withdrawals at Rs 25,000. The bank was later merged with DBS Bank 
India on November 27, 2020. This move aimed to protect the interests of 
depositors and maintain financial stability.39

8.	S uspension & Reactivation of the IBC (2020-2021): India’s Insolvency 
and Bankruptcy Code (IBC), which came into force in 2016, aims to 
resolve the cases of distressed debtors in a time-bound and creditor-
driven manner. The framework has been hailed as a landmark reform that 
aims to facilitate the recovery of billions of dollars of bad loans. However, 
the framework has also faced some challenges, such as delays, litigation, 
lack of capacity, operational glitches and regulatory uncertainty. The 
COVID-19 pandemic added to the woes of the framework, as it forced the 
government to suspend it for nine months to protect the businesses from 
insolvency. The suspension was lifted in March 2021, and also introduced 
a new pre-packaged process for small and medium enterprises (Pre-
Packaged Insolvency Resolution Process or PIRP), which allows them 
to negotiate a resolution plan with their creditors before approaching the 
tribunal. The government plans to extend this process to larger firms as 
well.

9.	C reation of a Bad Bank (February 2021): In February 2021, the National 
Asset Reconstruction Company Limited (NARCL) was announced, 
which is 51 percent owned by public banks. It was established as a ’bad 
bank’ to help dispose of the stressed assets of commercial banks. The 
NARCL would purchase NPAs with 15 percent of the sum paid in cash 
and 85 percent in tradable securities. The government will guarantee Rs 
306 billion against these securities, valid for 5 years.

10.	 Bank Privatization (August 2021): In August 2021, the government 
announced plans to privatize two public sector banks. This initiative aimed 
to improve the banking sector’s efficiency and reduce the government’s 

39. Prior to this, on April 5, 2019, the board of Lakshmi Vilas Bank approved a merger with 
the country’s second-largest housing finance company, Indiabulls Housing Finance. However, the 
plan was discarded after the RBI refused to give approval.
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financial burden. In the Union Budget 2021-22, the government identified 
two public sector banks for privatization and initiated the process of 
selling its stake in IDBI Bank to strategic investors.

11.	A ddressing Regulatory Arbitrage (October 2022): The Reserve Bank 
of India (RBI) introduced a scale-based regulatory framework for NBFCs. 
The regulatory structure for NBFCs comprises of four layers based on 
their size, activity, and perceived riskiness. The scale-based framework 
encompasses different facets of regulation of NBFCs covering capital 
requirements, governance standards, prudential regulation, and others. 
This framework aims to further reduce potential regulatory arbitrage 
between banks and NBFCs and became effective in October 2022.

12.	 PMC Bank Crisis Resolution (2019 – 2022): The Punjab and Maharashtra 
Co-operative (PMC) Bank crisis came to light in September 2019 when 
the RBI placed the bank under regulatory restrictions due to severe 
financial irregularities. Investigations revealed that PMC Bank had a 
significant exposure to the financially troubled Housing Development 
and Infrastructure Limited (HDIL) group, with over 70 percent of its 
loan book concentrated on this single borrower. The bank’s management 
had hidden this exposure by creating thousands of fictitious accounts 
to conceal non-performing assets. The crisis raised questions about the 
governance, risk management, and regulatory supervision of cooperative 
banks in India. In response, the RBI announced measures to strengthen 
the regulatory framework for urban cooperative banks (UCBs), including 
revised exposure norms, governance reforms, and increased reporting 
requirements. In June 2021, the RBI granted approval to an NBFC, to 
set up a small finance bank that would acquire the assets and liabilities of 
PMC Bank. This was completed in January 2022.

13.	A  New Development Bank (2021-2023): The National Bank for Financing 
Infrastructure and Development (NaBFID) was established by an Act of 
Parliament in 2021 with the primary objective of addressing gaps in long-
term non-recourse finance for infrastructure development in India. The 
DFI has a dual focus on both developmental and financial objectives and 
aims to boost the country’s economy by strengthening the development 
of bonds and derivatives markets. In December 2022, NaBFID disbursed 
its first loan of Rs 520 crore for a National Highway project, and its loan 
pipeline stands at Rs 50,000 crore (or about 2.5 percent of GDP). The 
bank is expected to disburse Rs 15,000 crore in the first quarter of 2023.

Overall, during the COVID-19 pandemic, various developments unfolded 
in the financial system. The RBI implemented a range of measures such as 
cutting interest rates, providing targeted liquidity support to specific sectors, 
and implementing loan moratoriums to help borrowers navigate the crisis. 
Meanwhile, the government introduced several fiscal packages to support 
businesses and individuals affected by the pandemic. The period also saw a 
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number of bank resolutions, regulatory changes, and the introduction of new 
government-guided institutions.

5.3. Financial Health Restored? 

Reflecting on the past ten years, we can see a concerted policy effort to repair 
balance sheets, a process that unfolded in three significant stages. The journey 
began with the asset quality review in 2015, progressed with a comprehensive 
crisis response in 2018 and 2019, and culminated with the implementation of 
a pandemic playbook from 2020 to 2023. The critical question that emerges is: 
did these policies ultimately succeed in rejuvenating the health of the financial 
system?

F I G U R E  3 9 .   Rise and Fall of Non-performing Assets
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As of mid-2023, the answer leans towards the affirmative. After years of 
diligent efforts, these policies eventually succeeded in reviving the financial 
system by enhancing asset quality and strengthening capital and liquidity 
positions (Figure 39). Still, it’s important to balance these gains against the 
cost of the economic activity that was sacrificed during the nearly decade-long 
credit crunch, even though quantifying this cost poses challenges. Moreover, 
it is important to recognize that some favorable external factors, such as the 
global interest rate decline prompted by the pandemic, also contributed to the 
mending of balance sheets.
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The financial sector policies of the past decade have produced two significant 
positive outcomes. First, the policy response to the pandemic, implemented 
from 2020 to 2023, successfully staved off a financial meltdown. This was 
achieved through a blend of accommodative monetary policy, emergency 
liquidity, guarantees, fiscal measures, and regulatory easing. Authorities deserve 
credit for a broad range of initiatives such as loan repayment moratoria, credit 
guarantee schemes for MSMEs, and emergency liquidity measures, which 
fortified the financial sector and facilitated its repair.

Second, a decade of active repair, coupled with a shift towards prudent 
lending policies after the Indian Financial Criss of 2018-20 and accommodative 
policies during the pandemic, steered numerous banks and non-banks back to 
profitability and stronger balance sheets.40 This happened due to at least five 
factors:

1.	C orporate Deleveraging: Envision a corporation as a mountaineer, 
burdened by a heavy backpack of debt, striving to reach the peak of 
financial success. What if this mountaineer could shed some weight, 
making the ascent less strenuous and more efficient? Since 2018, Indian 
corporations have been systematically unburdening themselves of debt, a 
process known as deleveraging. This shedding of debt has been propelled 
by a confluence of factors. Some firms have liquidated assets, channeling 
the proceeds towards debt repayment. Others have prioritized settling 
existing loans over acquiring new ones. In certain instances, insolvency 
resolutions under the NCLT processes have facilitated debt reduction. 
This deleveraging trend was already underway pre-pandemic, but the 
health crisis accelerated the process.

40. Over the past few years, Indian banks have cut down their bad loans and increased their 
capital, making them more robust against economic stress. The rate of bad loans in relation to 
total loans for Indian banks has been decreasing since it hit 10.8 percent in September 2018. 
This ratio dropped from 7.3 percent in March 2021 to 5.8 percent in March 2022 and further to 
4.4 percent by the end of 2022. Also, banks have been setting aside more money for bad loans, 
reaching 71.5 percent coverage by September of that year. The health of banks, measured by their 
Capital to Risk Weighted Assets Ratio (CRAR) and Common Equity Tier 1 (CET1) ratio, stood 
at around 16 percent and 13 percent by the end of 2022. These figures are above the minimum 
regulatory requirements of 9 percent and 5.5 percent, respectively. In comparison to their U.S. 
counterparts, Indian banks have less risk associated with changes in interest rates. The NBFC 
sector also showed a strong recovery after the pandemic, with the quality of assets continually 
improving. The rate of bad loans in this sector (excluding core investment companies) dropped 
from 6.9 percent in June 2021 to 5.1 percent by September 2022. Although some stress remains 
in specific NBFC groups, the sector’s capital position stayed robust, with a CRAR of 27.4 percent 
as of end-September 2022. New regulations starting from October 1, 2022, require all NBFCs to 
collect the full overdue amount to upgrade a bad loan. The classification of bad loans will now 
start from the exact overdue date, unlike the previous practice of starting 90 days from the end of 
the month in which the loan became overdue. These regulatory changes may affect the sector’s 
near-term assessment of asset quality.



270     INDIA POLICY FORUM, 2023

2.	 Pandemic Policies & Lower Interest Rates: During the pandemic, the RBI 
implemented several policy measures that had a positive impact. These 
measures included reducing interest rates, providing liquidity support, 
implementing regulatory forbearance, and granting a moratorium on 
loan repayments. These actions effectively alleviated liquidity pressures, 
lowered borrowing costs, and offered relief to borrowers in distress. 
These policies also helped deleveraging efforts. The reduction in interest 
rates by the RBI contributed to a decrease in borrowing costs for both 
businesses and consumers, making it easier to manage debt payments. 
Additionally, the decrease in the reverse repo rate encouraged banks to 
allocate more funds to productive sectors of the economy, ultimately 
enhancing the flow of credit.

3.	L imited Fresh Lending & Decline of Bad Debts: Banks witnessed a 
decrease in their non-performing asset (NPA) ratio and an increase in 
their capital ratio. Meanwhile, listed firms demonstrated a decline in 
leverage, and delinquency rates decreased across various sectors and 
borrower types. These advancements can be attributed to the recovery 
of the corporate sector, as mentioned earlier, with financial institutions 
prioritizing balance sheet repair over fresh lending. Additionally, efforts to 
address existing bad debts gradually, without accumulating significant new 
ones, have contributed to this positive trend. Furthermore, the unexpected 
surge in metal and commodity prices following the Russian invasion of 
Ukraine inadvertently provided support to certain infrastructure, metal, 
and energy sector corporates, who were sizable contributors to the bad 
debts problem.

4.	T emporary Shift Away from Infrastructure Financing: In recent years, 
there has been a noticeable shift in infrastructure financing, with the 
government assuming a more prominent role. This change has allowed 
banks and nonbank financial institutions to reduce their exposure to the 
sector. The establishment of NaBFID in 2021 exemplifies the government’s 
increasing involvement in infrastructure financing and its recognition of 
the need for specialized financial institutions to support infrastructure 
development. This initiative signifies a return to the Development Finance 
Institution (DFI) model, which was previously abandoned in the early 
2000s. NaBFID’s primary objective is to provide long-term financing for 
infrastructure projects in India, aiming to foster economic growth and 
development. Additionally, the creation of NARCL in 2021, a ’bad bank’ 
with a majority stake held by public banks, demonstrates the government’s 
willingness to use the public balance sheet more freely to address losses 
arising from failed past project lending.41

41. For instance, in 2023, NARCL acquired its first stressed asset, a loan extended by IDBI and 
other lenders to an infrastructure development company, Jaypee Infratech.
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5.	S trengthened Supervision: The RBI’s new supervisory approach 
integrates the supervisory processes for commercial banks, NBFCs, and 
urban cooperative banks. The RBI now focuses more on risk, supervises 
continuously, and strengthens both on-site and off-site surveillance. New 
regulatory frameworks for NBFCs and cooperative banks, issued in 
October 2021 and July 2022 respectively, have also been implemented to 
improve governance and risk management.

While the Indian financial sector has made significant strides, it continues to 
navigate a turbulent global environment and some domestic headwinds in 2023. 
With global inflation driving interest rates up and pandemic-related support 
coming to an end at home, new challenges emerged. Complicating matters 
further, the global banking system experienced turmoil in 2023, with bank 
failures affecting both the United States and Europe.

Notably, even though substantial regulatory changes such as the new scale-
based framework have been implemented, some important financial reforms 
(such as bank privatization) have moved slower.42 Some of this delay stems 
from the understandable need to pivot between crises during the pandemic’s 
onset. Still, some vulnerabilities revealed by the failures of IL&FS, DHFL, and 
Yes Bank are yet to be fully addressed.

As India charts its course post-pandemic, it is crucial to maintain focus on 
financial reforms. We will delve deeper into these reform priorities in Part V.

5.4. A Calm Amidst Global Storms (2023)

5.4.1. Bank Failures in the US and Europe

March 2023 marked a tumultuous period for the global banking system, with 
a wave of bank failures sweeping across the US and Europe. The epicenter 
of this financial earthquake was the collapse of Silicon Valley Bank (SVB), a 
titan in tech industry lending, on March 10. SVB found itself in the throes of 
a classic bank run as customers, fearing losses from its holding of long-dated 
securities, withdrew their deposits en masse. Despite the US government’s 
Federal Deposit Insurance Corporation (FDIC) stepping in to take control, the 
damage was irreversible.

42. In the 2021 budget speech, the government announced intentions to privatize two state-run 
banks as a part of their disinvestment plan. NITI Aayog, in response, proposed two such banks 
for privatization to the disinvestment department in April 2021. However, by mid-2023, no final 
decision has been taken. The government also drafted the Banking Laws Amendment Bill in 2021 
but it has not been introduced in Parliament yet. The bill aims to amend the Banking Companies 
Acts of 1970 and 1980 and make necessary changes to the Banking Regulation Act of 1949, with 
the goal of streamlining the privatization process of state-run banks. Media reports from mid-2023 
suggest that the government is considering the formation of a panel to prepare a new list of public 
sector banks that could be potential candidates for privatization.
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The fall of SVB sent shockwaves through the markets, leading investors to 
question the solvency and liquidity of other banks with similar profiles. The 
tremors reached Signature Bank, another US regional bank, which was shut 
down by the FDIC on March 13, after failing to meet its obligations to creditors 
and depositors. Signature Bank’s downfall was precipitated by its heavy 
investment in long-dated securities, which lost value due to delayed interest 
rate increases.

The crisis then crossed the Atlantic to Europe, where Credit Suisse, one of the 
continent’s largest and most influential banks, grappled with a liquidity crunch. 
Struggling for years to restore its profitability and reputation after a series of 
scandals and losses, Credit Suisse’s share price plummeted to a record low on 
March 15, as it failed to secure sufficient capital from markets or shareholders.

In response to this dire situation, the Swiss central bank and financial 
regulator intervened, brokering a takeover deal between Credit Suisse and 
its rival UBS. Announced on March 16, the deal saw UBS acquiring Credit 
Suisse’s core businesses and assets, while a ’bad bank’ was left to wind down 
the remaining liabilities. This drastic measure was seen as a last-ditch effort to 
stave off a systemic collapse of the European banking system.

These bank failures in the US and Europe laid bare the vulnerability of many 
financial institutions to interest rate risk, as they had taken substantial positions 
in long-dated securities that depreciated due to delayed interest rate hikes. The 
crisis also unveiled the fragility of some banks’ balance sheets and liquidity 
positions, which had relied on short-term funding sources and risky assets to 
inflate their profits.

The crisis has sparked a debate about the adequacy of global banking 
regulation and supervision, as well as the effectiveness of crisis management 
and resolution mechanisms.

The aftermath of SVB’s collapse echoed worldwide, leading investors to 
contemplate the possibility of a similar collapse in their own countries.

5.4.2. Is the Indian Financial System Insulated?

In the wake of these global banking failures, the question arises: is the Indian 
financial system exposed to similar risks? Despite having grappled with crises 
like IL&FS, DHFL, and YES Bank, various factors suggest that India is unlikely 
to experience a collapse of this nature at present.

The primary reason for SVB’s collapse was an asset-liability mismatch in 
the wake of rapidly rising interest rates, triggered by persistently high inflation 
and geopolitical events like the Russian invasion of Ukraine. However, most 
Indian banks are better insulated against such risks due to stringent regulatory 
norms and a diversified loan portfolio.

Indian banks are required to invest a portion of their deposits in bonds, 
predominantly government securities, to meet the mandatory Statutory 
Liquidity Ratio (SLR). The Reserve Bank of India (RBI) has also put in place 
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enhanced held-to-maturity (HTM) limits to insulate SLR from mark-to-market 
losses.

 Unlike SVB, which was heavily concentrated in Silicon Valley and 
largely funded start-ups and technology companies, most Indian banks have a 
geographically and industrially diverse deposit base.

Moreover, unlike SVB, which predominantly had bulk deposits, Indian 
banks’ deposits are granular, with retail deposits contributing nearly 60 percent 
of total deposits.

The resilience of the Indian financial system can also be attributed to the 
proactive decade-long repair and restructuring of the system—in part driven 
by RBI’s efforts to strengthen financial supervision. This initiative, which also 
targeted asset-liability mismatches following the IL&FS and DHFL defaults, 
fortified Indian banks and non-banks, preparing them to weather the global 
banking storm triggered by SVB’s default.

Additionally, the recent restructuring or merger of vulnerable banks, like 
YES Bank, helped effectively removed potential weak links. This further 
strengthened the system against significant risks.

In summary, while the collapse of SVB underscores the inherent risks 
associated with banking, the Indian financial system appears to be relatively 
well shielded from SVB-like shocks in the near term. Yet, banks or nonbanks 
could still face unexpected risks from areas of their balance sheets previously 
considered safer.

6. Part V: Challenges and Opportunities

As the Indian economy exits the acute phase of the pandemic, several structural 
challenges remain (which may remain hidden until the next crisis hits). At the 
same time, the authorities are confronted by a difficult global environment with 
high global inflation, still-rising interest rates, and major stress in the global 
banking system after the failures of Silicon Valley Bank and Credit Suisse in 
March 2023. On the domestic front, economic growth appears to be slowing 
down as per national accounts data from early 2023.

Against this backdrop, this section discusses the challenges ahead for the 
Indian financial system and outlines the necessary steps to ensure its long-
term stability and resilience. This requires addressing three macro-financial 
structural challenges: (1) India’s Great Funding Imbalance, (2) India’s Financial 
Deepening Hurdle, and (3) India’s Macro-Finance Trilemma.43 In addition, 
a comprehensive approach to financial sector reform must include measures 
to enhance regulatory oversight, strengthen the balance sheets of financial 

43. Note that a discussion of these three challenges also features as a Comment in the India 
Policy Forum 2023 (Agarwal Forthcoming).
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institutions, improve risk management practices, and foster transparency and 
accountability. By addressing these fundamental vulnerabilities, India can 
build a more robust financial system capable of weathering future crises and 
supporting sustainable economic growth.

6.1. Challenge #1: India’s Great Funding Imbalance

Indian banks predominantly adhere to a traditional model, gathering funds from 
depositors and market borrowings to lend or invest. However, public and private 
banks in India exhibit stark differences in their funding sources. Private banks 
rely more on market borrowing, making them more susceptible to funding 
risks, while public banks benefit from a higher proportion of retail deposits.

In the 2010s, the banking landscape shifted as several public banks faced 
lending constraints under the RBI’s Prompt Corrective Action (PCA) framework, 
while private banks aggressively pursued deposit growth. However, the defaults 
of two major non-bank financial institutions (IL&FS and DHFL) in 2018 and 
2019 disrupted wholesale and money markets, heightening competition for 
deposits and destabilizing funding for non-bank financial institutions.

The Great Funding Imbalance in India’s financial system stems from public 
sector banks and a few large private banks enjoying access to affordable depositor 
funding, while the rest of the system faces funding scarcity despite vast lending 
opportunities in the Indian economy. This results in higher borrowing costs for 
many Indian households and businesses, particularly those outside Tier 1 cities 
or big business houses.

We can see the greater reliance of private banks on market borrowing by 
examining the cross-linkages in the Indian financial system (Figure 26). In 
inter-sectoral exposure, mutual funds and insurance companies were the major 
fund providers to the system, while NBFCs and HFCs were the major receivers 
of funds. However, experience varied within the banking system: private banks 
were net receivers relative to the entire financial sector, and public banks were 
net providers. As Figure 26 demonstrates, the private banks’ dependence on the 
rest of the financial system is like that of the NBFCs and HFCs— highlighting 
their high non-deposit funding needs.

India’s Great Funding Imbalance was muted during the COVID crisis—
mainly due to the RBI’s massive injections of aggregate liquidity. In the first 18 
months of the pandemic alone (Feb 2020 to Sept. 2021), the RBI implemented 
liquidity measures worth 8.7 percent of the GDP. Even afterward, the RBI has 
kept the financial system flush with surplus liquidity, even though the acute 
phase of the pandemic is over. However, persistently high inflation may put 
greater pressure on the RBI to withdraw liquidity. Once the wave of aggregate 
liquidity recedes, the funding imbalance will become prominent again. This is 
especially concerning as many much-needed reforms in the financial system 
could not be prioritized due to the pandemic and remain unaddressed.
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Any privatization efforts or reorganization of the Indian financial system is 
an opportunity to address the Great Funding Imbalance. A significant risk is 
that India’s retail deposit base becomes concentrated in the hands of a few 
large private banks. That scenario will lead to a persistence of the Imbalance, 
just under a different guise. Such an outcome is likely to hinder India’s growth 
significantly. Instead, ensuring better access to stable and cheap funding for 
medium-sized banks, NBFCs, and HFCs will potentially support convergence 
in incomes across states, rural and urban areas, and families. This may require 
some well-managed non-banks to become deposit takers. It will also require 
careful attention to the ex-post distribution of deposits in the banking system 
after the privatization of public banks.

To summarize, the concrete implication of challenge #1 is to situate the 
reorganization of the financial sector (including privatization efforts) amidst 
a broader strategy to address India’s Great Funding Imbalance. This could 
include the following steps:

•	 Design a path for well-managed non-bank financial institutions to convert 
into deposit-taking institutions.

•	 Consider mergers between strong and well-managed non-bank financial 
institutions and medium-sized (public and private) banks.

•	 Support the development of the wholesale funding market—including by 
reducing asymmetric information through frequent and transparent asset 
quality reviews. This will reduce the funding advantages of public banks, 
in turn helping address the underlying problems that lead to the need for 
privatization in the first place.

6.2. Challenge #2: India’s Financial Deepening Hurdle

The Financial Deepening Hurdle for India is the critical need to increase access 
to financial services across the country, including credit and insurance. One way 
to measure this challenge is through the credit-to-GDP ratio, which represents 
the amount of credit provided by banks relative to the size of the economy.

Bank credit-to-GDP ratios remain very low in poorer states—and are up 
to three times lower than those in richer states (see Figure 39). For instance, 
the bank credit-to-GDP ratio in Bihar and Uttar Pradesh, two of the country’s 
most populous states, is much lower than the national average. Bihar and Uttar 
Pradesh (where about 1 in 4 Indians live) have credit-to-GDP ratios between 
25-30 percent, compared to the national average of over 55 percent. Many 
people in these states have limited access to credit, which can impede their 
ability to start businesses, invest in education or healthcare, and build wealth.

The dispersion in the credit-to-GDP ratio can have significant consequences 
for the overall growth and development of the country. When some regions have 
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limited access to credit, it can lead to a less efficient allocation of resources, 
hampering economic growth and exacerbating regional disparities.

In recent decades, the government of India has taken steps to address the 
financial deepening hurdle. For instance, the Pradhan Mantri Jan Dhan Yojana, 
a national financial inclusion program launched in 2014, aims to provide every 
household with access to basic financial services. And, as Figure 39 shows, 
there has been a modest increase in the credit ratios among the poorer states 
during the 2010s.

Yet, since the 1970s, India’s primary financial deepening tool has been 
Priority Sector Lending (PSL). Under this policy, banks must lend 40 percent 
of their total credit to agriculture, small-scale industries, and other marginalized 
sectors.

Banks that fall short of meeting the required percentage of lending to priority 
sectors can make up for the deficit in one of three ways. They either (i) purchase 
Priority Sector Lending Certificates (PSLCs) from other banks, or (ii) invest in 
Rural Infrastructure Development Fund (RIDF) deposits, or (iii) lend funds to 
non-bank institutions for “on-lending” to priority sectors. Private banks tend to 
be more active in buying PSLCs and in on-lending to non-banks to meet their 
priority lending targets—as public banks are more active in priority sectors due 
to their historical and social role. Thus, the burden of this policy de facto falls 
much more on the public sector banks than the private banks.

The priority sector lending policy has several shortcomings. For instance, 
the policy incentivizes banks to lend to specific sectors and areas, regardless of 
their creditworthiness. Also, the policy leads to a crowding-out effect, as banks 
divert funds from profitable sectors to meet their priority sector lending targets. 
This results in reduced profitability and competitiveness of banks, ultimately 
harming the economy. Lastly, it has increased financial stability risks as it 
has deepened interlinkages between banks and non-banks due to on-lending 
activities.

Overall, it will be important to assess how the reorganization of the financial 
sector interacts with the distortive effects of priority sector lending and related 
policies. Further, priority sector lending is a type of “push policy” as it pushes 
finance first and waits for growth to happen. Instead, there is a need for greater 
emphasis on “pull policies” that encourage the development of a pipeline of 
high-quality projects in all areas of the economy and improves financial literacy 
(RBI 2020; RBI 2021a). Without attention to such complementary policies, the 
privatization efforts may not yield the desired benefits and could even heighten 
the systemic interlinkages in the system.

To summarize, the concrete implication of challenge #2 is to ensure that 
India’s financial sector reform is part of a comprehensive strategy to overcome 
India’s Financial Deepening Hurdle. This could include the following steps:
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•	 Assess the effectiveness and distortions of the priority sector lending and 
related policies.

•	 Place greater emphasis on “pull policies” to develop a strong pipeline 
of projects in neglected areas (e.g., through cash-flow-based lending and 
leveraging digital financial services).

•	 When choosing a pool of buyers, pay attention to the lending functions of 
public banks and their niches (e.g., geographies, sectors, etc.).

F I G U R E  4 0 .   Bank Credit to GDP Ratio (%) across States
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F I G U R E  4 1 .   Growth Strategy Trilemma (based on Agarwal 2023)
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6.3. Challenge #3: India’s Growth Strategy Trilemma

The Growth Strategy Trilemma poses a complex challenge for governments 
seeking to balance economic growth, financial stability, and nurturing national 
champions. Pursuing any two of these objectives necessarily comes at the cost 
of partially sacrificing the third, thus making it a trilemma. I refer to this as the 
Growth Strategy Trilemma (see Figure 41), which is based on Agarwal (2023).

The Safe Champions strategy focuses on financial stability and reliable 
national players, sacrificing high economic growth. In India, the Tata and 
Bajaj Groups exemplify this strategy, maintaining long-term sustainability and 
dominating industries like steel and automobile production.

The Bold Champions strategy prioritizes aggressive growth and market-
driven national champions at the expense of stability. The 2018 Infrastructure 
Leasing & Financial Services (IL&FS) crisis and other infrastructure lending 
episodes serve as examples of this strategy.

Fair-market capitalism emphasizes financial stability and economic growth 
without picking winners, instead promoting free entry. However, governments 
may avoid this strategy due to growth anxiety, fear of instability, or electoral 
cycles.

India’s financial sector reform faces the trilemma in at least four ways.
First, India has set in motion a large-scale plan to revamp its transport 

infrastructure with a projected expenditure of $1.7 trillion, equivalent to 8 
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percent of its GDP, within the next half-decade. As part of this initiative to 
enhance connectivity within ports, coal, steel, fertilizer, and food grain sectors, 
the government has designated 100 critical transport infrastructure projects for 
augmented investments. During the Budget speech for 2023-24, delivered on 
February 1, the Finance Minister stated these projects would be prioritized with 
a proposed investment of Rs 75,000 crore, inclusive of Rs 15,000 crore from 
private entities. As of 2023, capital expenditure on roads and railways accounts 
for about 11 percent of the central government’s capital spending, a fourfold 
increase from ten years ago. Despite the necessity of such infrastructure 
advancement to address significant growth bottlenecks in the country, any 
nation undergoing such swift capital spending growth could face governance 
challenges. In this context, it would be prudent for the authorities to exercise 
judicious support, avoiding any over-emphasis on ’national champions’. 
Lessons from emerging markets have repeatedly shown that, under particular 
situations, large infrastructure conglomerates could encounter complexities 
including cronyism, politically-guided lending, inefficient project allocation, 
related party dealings, or substantial debt accumulation—all of which ultimately 
hurt the taxpayers and economic growth.

Second, the creation of the NaBFID in 2021 marks a renewed focus on 
development banks. India’s history of challenges in long-term infrastructure 
finance, as seen through the collapse of development finance institutions (DFIs) 
in the 1990s, public sector banks in the 2000s, and shadow banks like IL&FS in 
the 2010s, underscores the need for robust oversight in infrastructure lending. 
Financial institutions in this sector have often faced setbacks, leading to fiscal 
expenses. Addressing governance and structural concerns in lending is essential 
to ensure that the new development bank does not become a national champion 
that is subject to capital misallocation and fiscal costs in the long run.

Third, if the privatization of public sector banks is mishandled, it could 
unfairly favor established champions, leading to anti-competitive results and 
further cementing ’too-big-to-fail’ financial institutions. It’s also crucial to 
guarantee that prospective owners are incentivized to extend their lending 
to underbanked areas or non-traditional sectors such as rural India or Tier 2 
and 3 cities. Additionally, selecting winners during the privatization process 
could foster a monopolistic environment, thereby solidifying the supremacy of 
incumbent players in the financial system. This could inhibit the entry of new 
participants, curb competition, and obstruct innovation and growth. Moreover, 
centralizing deposits and power within a few large banks could worsen the 
macro-fiscal nexus, as these banks become more deeply involved with the 
government and pose a larger risk to fiscal stability during a crisis. All in all, 
policymakers must evaluate the implications of privatization initiatives and 
advocate for a more inclusive and robust financial system.

Fourth, the corporate sector may favor national champions, supporting ’too-
big-to-fail’ firms active across diverse sectors. The centralization of economic 
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activity in the hands of a few potent firms can result in capital market aberrations 
due to elements such as market power, asymmetric information, systemic risk, 
moral hazard, decreased competition, barriers to entry, and ineffective resource 
allocation. Large firms can secure favorable financial terms, overshadow smaller 
businesses, and create entry barriers, thereby promoting moral hazard and 
systemic risks. This may lead to asset mispricing, diminished innovation, and 
an overall decrease in productivity and economic growth. To counteract these 
distortions, policymakers can encourage competition, consider dismantling 
select large business conglomerates, improve financing opportunities for 
smaller businesses, and confront systemic risks tied to dominant firms.

To summarize, the concrete implication of challenge #3 is to pay careful 
attention to India’s Growth Strategy Trilemma when designing the financial 
sector reforms, competition policies, and infrastructure plans. This could 
include the following steps:

•	 Establish strong oversight and address governance, lending standards, 
and risk-sharing issues in long-term infrastructure financing—whether 
projects are budget financed or development bank financed.

•	 Mitigate fiscal vulnerability by spreading the risks associated with 
infrastructure projects and fostering the development of the corporate bond 
market. Alongside suitable protective measures, think about allowing a 
greater degree of foreign ownership as this could improve transparency 
and enforce accountability.

•	 In the privatization process, consider the ex-post market concentration 
in deposits and implications of ’too big to fail’ when determining the 
potential buyers. Facilitate free market entry through simplified licensing 
and standardized regulations.

6.4. A Unique Opportunity: India’s Digital Revolution

India’s emergence as a global leader in digital payments, with the Unified 
Payments Interface (UPI) at its forefront, marks a significant stride toward 
digitizing the economy through the India Stack initiative. This initiative, 
designed to move the population into the digital age, is structured around a 
comprehensive four-layered model: Identity, Payments, Data, and Aggregators, 
with a particular emphasis on leveraging the Aggregators layer to unlock digital 
lending opportunities.44

44. See Carriere-Swallow et al. (2021a) and Carriere-Swallow et al. (2021b) for a discussion of 
the India Stack in the international context. Also, for a more detailed discussion on digital pay-
ments in India, see RBI (2021b) and RBI (2022).
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Identity Layer (Aadhaar): Launched in 2010, Aadhaar introduced a 
biometrically authenticated digital identity system, issuing unique 12-digit 
IDs to citizens. This initiative has enrolled over 1.2 billion individuals, linking 
Aadhaar to bank accounts and enhancing financial inclusion by simplifying 
ID verification for banking and reducing fraud risks. The Pradhan Mantri Jan 
Dhan Yojana, aimed at universal bank account access, further capitalized on 
this infrastructure, significantly increasing the number of banked individuals 
and improving service delivery despite challenges of account inactivity.

Payments Layer (UPI): UPI, introduced in 2016, revolutionized India’s 
payment landscape by enabling instant bank-to-bank transactions via mobile 
platforms. As a cornerstone of the India Stack, UPI facilitated over $1 trillion in 
transactions by FY 2021–22, integrating 400 banks and processing billions of 
transactions monthly. This layer has democratized access to digital payments, 
benefiting small traders and contributing to financial inclusion and economic 
transparency.

Data Governance (DEPA): The Data Empowerment and Protection 
Architecture represents the third layer of India Stack, focusing on secure and 
consent-based data sharing. DEPA contrasts with global data governance 
models by prioritizing individual control over personal data, building on the 
digital identity and payment infrastructure to enhance access to financial 
services and ensure data privacy and security.

Aggregators Layer (AA): The Account Aggregators framework, a novel 
component of India Stack, facilitates secure financial data sharing, aiming 
to revolutionize financial services access. By enabling consented data flow 
between financial entities, AAs promise to lower barriers to credit, especially 
for underserved sectors like MSMEs, showcasing rapid growth and potential in 
enhancing financial inclusion.

To maximize the potential of digital lending in India, the following initiatives 
could be explored:

1.	C redit Scoring Based on Digital Transactions: Develop a mechanism 
to assess creditworthiness based on UPI or digital transaction history. 
This would enable users, especially those with limited financial history, 
to build credit profiles and access formal financial services from banks 
and NBFCs.

2.	 Expanding UPI’s Capabilities: Allow non-banking entities, subject to 
meeting capital and prudential regulations, to issue credit cards or provide 
overdraft facilities via UPI. As of April 2023, the RBI has proposed 
expanding UPI’s digital payment capabilities to include credit offerings 
through pre-approved bank lines. This expansion could increase credit 
access and utilization on the UPI platform.

3.	 Encouraging Peer-to-Peer Lending: Support sandbox experiments 
to integrate peer-to-peer lending platforms within India Stack. 
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Simultaneously, ensure that regulations and data protection measures 
under DEPA preserve the safety and integrity of these transactions.

6.5. Orchestrating Reforms

India’s financial sector, standing at a pivotal juncture, holds the promise to drive 
long-term growth and promote inclusion. Realizing this potential requires a 
robust reform plan, one that addresses present challenges while capitalizing on 
emerging opportunities.

In conceptualizing this reform agenda, I have identified ten critical elements. 
When orchestrated together, these reforms could create a harmonious, resilient, 
and inclusive financial system—a foundation for sustainable, long-term growth 
that reaps benefits for the economy and society at large.

While Annexes I and II of the working paper version of this paper provide a 
deeper, more technical dissection of these ten elements, I present here a high-
level overview using a metaphor. The ten elements can be grouped into three 
categories, akin to conducting a successful orchestra performance: Rhythm 
(Financial Stability), Harmony (Financial Sector Performance), and Melody 
(Financial Development and Access).

Steady Rhythm in Financial Stability. As in a symphony, a consistent rhythm 
is crucial. It sets the pace, binding disparate instruments together. In the 
financial realm, this rhythm signifies the stability imperative to keep the system 
on track and prevent disruptions. It encompasses the enhancement of regulation 
and supervision, systemic risk and asset quality management, improvement 
of the framework for handling bad loans, bankruptcy, and resolution, and the 
fortification of the toolkit for emergency liquidity assistance.

Harmony in Financial Sector Performance. Each instrument in an orchestra 
contributes to the overall harmony of the performance, producing a balanced 
ensemble. Likewise, the performance of different financial institutions in a 
competitive financial landscape is crucial, assuring system efficiency and 
profitability. This element covers the improvement of asset quality and 
infrastructure financing, the reform of public sector banks, and the restructuring 
of the financial sector.

Accessible Melody in Financial Sector Development. An orchestra aims to 
create an engaging melody that resonates with a broad audience. Similarly, 
financial sector development and inclusion represent the score that engages 
the wider society, particularly the underserved segments. This sphere covers 
financial sector deepening, the improvement of monetary policy transmission, 
and the support of real estate transactions.

I invite the readers to read Annex I and II in the working paper version to 
learn more about each of these elements.
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In this orchestral analogy, the government assumes the role of the insightful 
conductor, coordinating the reform agenda elements to ensure harmonious, 
coherent outcomes. The government also charts the vision and trajectory for the 
financial sector, ensuring it aligns with the national objectives and aspirations.

Final Thoughts

With over 1.4 billion inhabitants, India represents about one-sixth of the world’s 
population. India’s financial system holds the key to its progress, impacting 
both the domestic and global economies as India claims a bigger share of the 
world output.

As the COVID-19 pandemic was about to strike, India was already wrestling 
with one of its most pronounced economic downturns. By March 2020, as the 
last quarter of the 2019-20 fiscal year wrapped up, GDP growth had tumbled to 
a mere 2.9 percent, significantly lower than the 7 percent decade average. For 
the first time in over a decade, aggregate investment—which forms a quarter of 
GDP—underwent continuous contraction, shrinking by over 4 percent across 
three back-to-back quarters. This paper contends that the Indian Financial 
Crisis of 2018-20 was the primary driver of this slowdown, underscoring the 
critical role of the financial system in India’s growth story.

Even with the current balance sheet improvements, a well-functioning 
financial system remains critical for saving mobilization, resource allocation 
enhancement, and risk diversification—all integral to India’s growth path.

Thus, the relevance of financial reforms in India’s economic narrative is 
undeniable. Yet, these reforms sometimes take a backseat in policy discussions, 
potentially due to the general public’s limited interaction with financial policies. 
This paper aspires to bridge this gap and foster wider participation in these 
pivotal debates.

The field abounds with intriguing and vital questions that remain 
unanswered. These explorations will greatly benefit from the engagement of 
a diverse community of scholars, policymakers, and the broader public. My 
hope is that this paper will serve as a guide for future work in this field and an 
analytical record of India’s experience with two unprecedented shocks—the 
Indian Financial Crisis of 2018-20 and the COVID pandemic of 2020-23.
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Introduction

The Indian financial landscape has experienced significant transformations 
over recent decades. Ruchir Agarwal presents intriguing and exhaustive data 
illustrating the evolution of financial intermediation in India. I recommend 
this insightful paper to anyone interested in Indian banking. My commentary, 
however, will not encompass the vast array of data he presents but will rather 
concentrate on the recent financial crisis in Indian banking to comprehend 
the underlying economic mechanisms. In particular, my focus will be on the 
default incidents of Infrastructure Leasing & Financial Services (IL&FS) 
and Piramal Capital and Housing Finance Limited [(earlier Dewan Housing 
Finance Corporation Ltd. (DHFL)], the emergence of shadow banking, and the 
ensuing macroeconomic repercussions. What triggered these defaults, and do 
they have implications for India’s growth narrative, if any?

Intermediation Channels and Bank Balance Sheets

Diamond and Dybvig (1983) underscore the vulnerability associated with 
maturity transformation. Banks perform maturity transformation by borrowing 
short-term and lending long-term, a process vital for economic growth yet 
making them susceptible to self-fulfilling runs, as explained by Diamond and 
Dybvig (1983). The risk of bank runs induced by coordination failure can be 
mitigated by deposit insurance, thus ensuring financial system stability. Banks’ 

* To preserve the sense of the discussions at the India Policy Forum, these discussants’ com-
ments reflect the views expressed at the IPF and do not necessarily take into account revisions to 
the conference version of the paper in response to these and other comments in preparing the final, 
revised version published in this volume. The original conference version of the paper is available 
on NCAER’s website at the links provided at the end of this section.
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assets are typically illiquid with longer maturities, while their liabilities are 
more liquid and short-term. This structure allows banks to earn returns on 
equity by paying lower interest on liabilities than the returns earned on assets. 
Shadow banks, such as securitization vehicles and money market mutual funds, 
also adopt this balance sheet structure but operate mostly outside the regulated 
banking system. While the Diamond–Dybvig model depicts a run induced by 
coordination failure, in the Dang, Gorton, and Holmström (2020) model, a 
financial crisis is essentially an information event. Adverse news about collateral 
backing short-term debt depreciates the debt, leading to a crisis due to the fear 
of adverse selection in securities, resulting in a reluctance to hold the debt. Such 
an event constitutes a financial crisis. To maintain information insensitivity, 
measures like issuing less debt, increasing the haircut in repos, shortening the 
maturity, or enhancing collateral can be adopted. Any of these crisis events 
in intermediation can have significant consequences for the macroeconomy. 
According to Bernanke (1983), the failure of banks disrupts established banking 
relationships, leading to severe credit crunches with significant macroeconomic 
repercussions. Data on U.S. per capita GDP illustrates the profound impact 
of banking activities during the Great Depression and more recently, the 
Great Recession. A substantial body of work provides empirical support for 
this mechanism. The intermediation failure to GDP effects, as highlighted by 
Bernanke, disrupts the intermediation of credit between lenders and borrowers, 
yielding severe credit constraints for bank-dependent borrowers and magnifying 
economic downturns. Collateral constraints (debt financing constraints) on 
borrowing, as shown by Gertler, Kiyotaki, and Prestipino (2020) and others, 
act as an additional magnification channel for macro shocks. Adverse net worth 
shocks on intermediaries limit their ability to raise capital and constrain their 
lending capabilities.

The NBFC Shock

In India, following the Asset Quality Review and demonetization, NBFCs 
emerged as significant credit providers, marking a shift in the financial 
intermediation landscape away from traditional banks. The default of shadow 
banks and the subsequent run on money market funds, which highlight a 
substantial systemic risk, a core idea in Ruchir Agarwal’s paper, is reproduced 
in Figure 1, depicting a graph taken from the paper. 

The defaults of the two shadow banks, labeled as ‘NBFC Shock Begins’, 
coincide with a decline in GDP. The NBFC shock pertains to the crises involving 
IL&FS and DHFL. Non-Banking Financial Companies (NBFCs) are shadow 
banks that lend long-term but rely on short-term non-deposit borrowing. 
IL&FS, established to finance infrastructure projects, became vulnerable due 
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to its high leverage ratio and reliance on short-term borrowing. The subsequent 
default by DHFL, closely following the IL&FS crisis, led to significant market 
panic. NBFCs had become a crucial credit provider credit to the economy 
recently. There was significant growth in NBFCs following the Asset Quality 
Review and demonetization. The paper argues that the government increased its 
focus on infrastructure in the 2000s, leading to rapid credit expansion by banks 
between 2005-2013 (25 percent year-over-year), with public banks playing 
a key role (accounting for 70 percent of the credit). By the early 2010s, this 
turned into what is termed as ‘zombie lending,’ followed by the Asset Quality 
Review (AQR) in 2014-15 to clean up banks. By the end of 2017, 11 public 
banks and 1 private bank were under the PCA framework. Figure 2 (also taken 
from the paper) documents the decline in lending by commercial banks.

Identification: Liquidity versus Solvency

Why did a small shock to NBFCs have a significant impact on mutual funds 
(MFs) and the macroeconomy?

The total exposure of MFs to the IL&FS group and DHFL was only 0.35 
percent of the MF assets (or 0.025 percent of GDP). However, despite this 
minimal exposure, the defaults by IL&FS and later by DHFL on their debts led 
to major panic. Outflows from MFs in one month were 60 times and 40 times 
the exposure, respectively. The paper posits that MFs’ large exposure resulted 
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from a collapse in public bank lending toward capital-intensive investments, 
leading MFs to become providers of short-term capital to shadow banks. The 
IL&FS and DHFL defaults led to a significant run on mutual funds, highlighting 
the sensitivity of the financial sector to information and market sentiment.

Does this NBFC shock episode indicate a liquidity crisis, as the paper argues? 
The distinction is far from clear; it could represent either a liquidity crisis or 
a solvency crisis. Distinguishing between crises driven by liquidity and those 
driven by solvency is crucial for formulating appropriate policy responses, 
preventing inefficient asset liquidation, or avoiding unjustified bailouts. In a 
liquidity crisis, healthy firms collapse because they lack access to credit. The 
central bank can address such a crisis through the provision of temporary 
liquidity. On the other hand, in a solvency crisis, companies cannot survive 
despite any temporary liquidity provisions. The Central Bank is incapable of 
resolving a solvency crisis, which may occur if the economy enters a recession 
due to exogenous factors, such as a negative supply shock (e.g., a rise in input 
prices). The economic solvency of shadow bank investments remains a point 
of ambiguity. If the profitability of these investments is expected to decline, 
particularly with an expected decline in GDP, then a run on shadow banks 
is likely, which would subsequently impact their creditors, including mutual 
funds. The paper does not conclusively address this significant issue of channel 
identification and therefore, its policy implications are also somewhat unclear.

In the context of the 2008 Great Recession, Taylor and Williams (2009) 
highlight the distinct roles of liquidity versus counter-party risks. They argue 
that the turmoil in the interbank market was not merely a liquidity problem 
solvable by central bank liquidity tools. Instead, it primarily involved counter-

F I G U R E  2 .   Lending Growth in Commercial Banks (Percent)

-10

0

10

20

30

40

50
AQR->

Lending Growth in Commercial Banks
(Percent)

60

2005 2007 2009 2011 2013 2015 2017 2019

Private Banks Other Public Banks Public Banks 
under PCA

Source: RBI, Author’s calculations. The Public-PCA group includes 11 banks under PCA by end-2017.



290     INDIA POLICY FORUM, 2023

party risk (solvency issues), tracing back to the fundamental causes of the 
financial crisis.

Policy Questions and Considerations

Central Bank Intervention: The feasibility and mechanisms of central bank 
interventions in liquidity crises need to be both clear and politically viable. 
The trade-off between higher prospective growth through investments in 
capital-intensive projects (e.g., infrastructure) and the associated solvency 
risks necessitates careful evaluation of the funding model for a capital-starved 
economy.

Conclusion

The intricate interplay between financial intermediation, macroeconomic 
stability, and policy interventions underscores the complexity of managing a 
dynamic and interconnected financial system. The cases of IL&FS and DHFL 
defaults exemplify the systemic risks inherent in the financial architecture. 
Understanding the underlying mechanisms of crises, distinguishing between 
liquidity, solvency, and counter-party risks, and formulating prudent policy 
responses are paramount for maintaining financial stability and fostering 
sustainable economic growth in the Indian context.
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Rajeswari Sengupta
IGIDR

In the run-up to the COVID-19 pandemic, the Indian economy was in a 
precarious condition, which manifested in a sharp decline in the real GDP 
growth rate from 8.9 percent in January–March 2018 to 2.9 percent in January–
March 2020. This paper contends that the Indian Financial Crisis of 2018–19 
inflicted widespread damage on the economy between 2018 and 2020, and was 
primarily responsible for the drastic growth contraction. Through this assertion, 
the paper highlights the role of the financial sector in India’s growth story. In 
addition, it also describes the COVID-19 pandemic of 2020–2023, focusing on 
the policy responses by the Government to tackle the financial challenges that 
had arisen in the pre-pandemic period. 

The paper emphasizes that the actions taken by the Government during this 
period were responsible for bolstering a fragile financial system and shielded 
Indian banks against the shocks faced by the Western banking system in 2023. 
Finally, the paper discusses at length three challenges that the Indian economy 
faces, namely, a funding imbalance between shadow banks and traditional 
banks; lack of credit accessibility; and striking a balance between growth, 
financial stability, and nurturing national champions. The paper also talks about 
the potential of India’s digital payments revolution and concludes that India’s 
growth is a critical function of financial sector reforms. 

This is an extensive and voluminous paper that covers a wide gamut of issues 
involving various facets of the Indian financial sector. In particular, it provides a 
comprehensive description of the manner in which the Non-Banking Financial 
Company (NBFC) defaults of 2018–19 impacted the rest of the financial sector 
and the larger economy. My comments are divided into three broad sections: (i) 
Main Thesis of the Paper, (ii) Objective of the Paper, and (iii) Some Gaps in the 
Paper, as detailed below. 

Main Thesis of the Paper

According to the paper, the default by two large NBFCs triggered a macro-
financial spiral, which in turn, led to a sharp slowdown in the Indian economy. 
This thesis is based on a somewhat narrow view and does not pay adequate 
attention to the developments in the financial sector that unfolded during the 
decade preceding the pandemic, and in particular, to the protracted problems 
in the banking sector that were also responsible for the economic slowdown.

In India, NBFCs (net of bank credit) account for less than 3 percent of the 
total commercial (non-government) credit whereas banks contribute more than 
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65 percent. Banks are the largest providers of credit. While it is true that in 
the last decade, the NBFCs also emerged as important sources of credit, the 
banking system accounts for nearly half of the funding for these NBFCs. The 
non-performing loans crisis that engulfed the Indian banking sector roughly 
from 2013 to 2019 was arguably bigger, and more severe in terms of its impact 
on the real economy as compared to the NBFC defaults, and this does not 
receive a commensurately nuanced treatment in the paper. While the paper 
mentions some of the developments in the banking sector, it constitutes only a 
small portion of the entire description provided and there too, the motivation 
seems to be to explain the rise of the NBFC sector, as opposed to connecting 
these developments to the economic slowdown. Given the near simultaneous 
occurrence of problems in these two sectors and their close interconnections, it 
is also difficult to disentangle the effects and attribute the economic slowdown 
to any one of these two sectors. 

Moreover, by the time the Infrastructure Leasing & Financial Services 
(IL&FS) default took place in September 2018, the economy was already in 
significant stress. In India, official GDP data, especially the 2011-12 base year 
series, suffers from a wide range of measurement issues and the credibility 
and reliability of this data have been repeatedly questioned over the years by 
a number of experts (see for example, Sapre and Sinha 2016; Dholakia et al. 
2018; Nagaraj et al. 2019; and Subramanian 2019; among others). This GDP 
series shows that the economy was growing on average at 7 percent during the 
decade preceding the pandemic. However, multiple high-frequency indicators 
show that the economic slowdown had started much before the NBFC defaults 
took place and the NBFC crisis amplified the existing stress in the system. 

Banking Sector Crisis

During the period from roughly 2014 to 2019, the Indian economy was grappling 
with the Twin Balance Sheet (TBS) crisis, which manifested in the form of high 
levels of Non-Performing Assets (NPAs) on bank balance sheets, especially for 
the inadequately capitalized public sector banks (PSBs), combined with over-
leveraged and financially stressed companies in the private corporate sector 
(see, for example, Government of India 2017; Sengupta and Vardhan 2017; 
2019; 2022). 

After several years of staggering credit growth in the banking sector, there 
was a steep increase in the proportion of restructured loans in total loans from 
roughly 2008 to 2013 (Figure 1). A slew of restructuring schemes initiated by 
the Reserve Bank of India (RBI) (such as Corporate Debt Restructuring scheme 
or CDR, Strategic Debt Restructuring scheme or SDR, Scheme for Sustainable 
Structuring of Stressed Assets or S4A, etc.) enabled banks, especially PSBs, to 
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hide the bad loans, and engage in “loan evergreening”. This often amounted to 
banks lending to financially stressed companies at the expense of the healthier 
ones, and hence resulted in capital misallocation.

F I G U R E  1 .   Share of Restructured Loans in Total Advances of Public Sector and 
Private Banks
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Source: Chari et al. (2021).

In 2015-16, the RBI introduced the Asset Quality Review (AQR), which 
forced all banks to recognize the bad loans on their balance sheets. Consequently, 
the gross NPAs increased manifold and by 2018, reached a level of almost 14 
percent of the total loans (Sengupta and Vardhan 2022). It was significantly 
more acute for PSBs (Figure 2). According to the paper, the RBI recognized the 
problem in the banking sector and implemented the AQR to resolve it. However, 
the paper is silent about the role played by the RBI in the pre-AQR period in 
aggravating the problem through the alphabet soup of restructuring schemes, 
which suppressed the true extent of the problem for years, and deferred NPA 
recognition, thereby further weakening the balance sheets of the banks. The 
paper also does not talk in detail about the TBS crisis, and only mentions the 
NPAs in the banking sector. 
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F I G U R E  2 .   Share of NPAs in Gross Advances of Public Sector and Private Banks
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In reality, alongside the banking sector, the corporate balance sheets were 
also severely stressed. Credit Suisse reported that by early 2017, around 40 
percent of the corporate debt monitored by it was owed by companies that had 
an interest coverage ratio of less than 1; they did not earn enough to pay the 
interest obligations on their loans. The stress in the private corporate sector, 
especially in the large, infrastructure companies, was a critical factor in the 
TBS crisis, which adversely impacted the real economy. 

What is also missing in the paper is a detailed discussion of the various ways 
in which this crisis dealt a severe blow to the larger economy, presumably a 
shock that the economy was still reeling from by the time the pandemic hit 
India in 2020. On one hand, the punitive actions taken by both the RBI and 
the Government to address the TBS crisis resulted in heightened risk aversion 
in the banking sector, as demonstrated by a decline in the risk asset density, 
which is the ratio of risk weighted assets to total assets of the banking system. 
This ratio which was 65 percent until 2016, and dropped below 55 percent 
by 2020 (Figure 3). The growing risk aversion in the banking sector was also 
reflected in the rising share of investments in safe government securities (called 
the Statutory Liquidity Ratio or SLR investments). Against the regulatory 
requirement of 18 percent, the banks’ investment in SLR securities increased to 
more than 22 percent of Net Time and Demand Liabilities. 

On the other hand, the balance sheet stress faced by the private corporate 
sector resulted in a collapse of demand for credit, both for capacity expansion 
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as well as for working capital requirements. In fact, the pre-pandemic period 
witnessed a remarkable deleveraging trend in the corporate sector. Large 
companies systematically reduced their leverage, especially from 2015 onwards. 

F I G U R E  3 .   NPAs and Risk Aversion in the Banking Sector
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Source: Sengupta and Vardhan (2022).

The net result was a dramatic decline in bank credit, the biggest source of 
commercial credit in the economy. Even before the NBFC crisis, by 2017, total 
bank credit was growing at a decade’s low of 8.4 percent per year.1 The growth 
rate of bank credit fell from 14.6 percent in 2011–15 to 8.8 percent in 2016–
2020 (see Sengupta and Vardhan 2022). The share of the banking sector in total 
commercial credit declined from 73 percent in 2011 to 63 percent in 2018. 
The banks gradually reduced their share of credit to industry [large companies 
and Micro, Small and Medium Enterprises (MSMEs)] and increasingly began 
to focus on lower-risk weight carrying retail loans (Figure 4). The share of 
industry in bank credit fell from 44 percent in 2011 to 35 percent in 2018 and 
during this period, the share of consumer credit increased from 19 percent to 25 
percent, thereby ushering in a phase of “consumerisation of bank credit” (see 
Sengupta and Vardhan 2021). 

1. All growth rates reported here are Compound Annual Growth Rates (CAGRs).
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While the paper talks about the decline in lending growth of PSBs, it misses 
the important point about increase in risk aversion of the banking sector, which 
continued well into the pandemic and was also arguably one of the factors 
responsible for the shift in focus of the banks from lending to industry to 
lending to retail sector; this, in turn, has a direct implication for GDP growth. 

Along with the sharp decline in bank credit growth, and fall in the share 
of industrial credit, another important feature of the decade preceding the 
pandemic was the steady deterioration in private sector investment. The paper 
looks at official data on Gross Fixed Capital Formation and concludes that in 
2019–20, for the first in more than a decade, aggregate investment contracted 
by more than 4 percent over three consecutive quarters. 

However, data from the Capex database of the Centre for Monitoring 
Indian Economy clearly shows that in nominal terms, private sector projects 
(across all industries) under implementation, an indicator of the strength of 
economic activity, had been steadily declining from 2013 onwards. Likewise, 
announcements of new projects in the private sector, an indicator of business 
optimism, had been falling in nominal terms from 2011 onwards, and after a 
brief recovery during 2015–2017, began falling again from 2017 onwards. In 
other words, private sector investment in India, one of the primary drivers of 
economic growth, had been deteriorating much before the NBFC crisis of 2018. 

The economic slowdown that gets reflected in the official data in the run-
up to the pandemic in 2019-20 was, therefore, not simply a function of the 
NBFC defaults of 2018-19 and resultant repercussions on the financial sector, 
but also of the prolonged crisis in the banking sector and the private corporate 
sector, which led to an investment collapse. As mentioned earlier, it is difficult 
to disentangle causality and attribute the slowdown only to the problems in the 
NBFC sector.

Objective of the Paper

The paper, on one hand, covers a wide spectrum of myriad issues, such as 
the health of the financial system, policy actions during the pandemic, India’s 
economic growth strategy, digital revolution, and financial sector reforms. On 
the other hand, it is also quite narrow in its focus, with the main emphasis on 
the NBFC crisis and the repercussions thereof. As a result, the objective of the 
paper is not clear nor is the motivation properly laid out. It would have been 
better if the paper had a core point around which a comprehensive and relevant 
discussion could be centered. 

Relatedly, the title of the paper gives the impression that it will include a 
detailed discourse on the important developments in every critical segment of 
the Indian financial sector in the past as well as throw light on the potential 
new developments in the financial landscape going forward, and the associated 
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challenges and opportunities. Yet, the paper looks at only a specific set of 
financial sector entities, namely the banks, and to some extent, mutual funds, 
but predominantly the NBFCs.

The financial sector in India does not only consist of these institutions but 
markets such as the equity market and debt market, among others, also matter 
substantially for the overall economic growth. In fact, these markets have 
grown in importance over the last several years. For instance, the share of the 
bond market in total commercial credit went up from 16 percent in 2011 to 20 
percent in 2020. During this decade-long period, credit from the bond market 
outpaced that from banks with a CAGR of 15.5 percent as against 11.3 percent 
for bank credit. Credit through the commercial paper market also grew faster 
than bank credit. But the paper does not include a discussion of these markets 
and only mentions them to describe the impact of the NBFC crisis. Even in 
the context of financial institutions, the paper is silent about the role played 
by the private equity funds in facilitating the deleveraging process of the large 
companies during the TBS crisis or about the growing importance of pension 
funds and insurance companies as investors in the bond market or about the 
emergence of a private credit market in India led by the Alternative Investment 
Funds (AIFs). 

To improve its focus, maybe the paper could talk about the past and future 
of India’s institutional credit landscape. Alternatively, it could focus only on 
the NBFC crisis of 2018–19 and its ramifications for the economy. However, 
an extensive literature exists on both these topics in India and the paper would 
need to add value to contribute to that literature in a meaningful manner. This 
also highlights the gaps in the literature review that is included in the paper. 
Several Indian studies on the financial sector have not been referred to even 
though these studies have already described many of the issues touched upon 
(see, for example, Sengupta and Vardhan 2022; Sengupta, Son, and Vardhan 
2021; among others). 

Some Gaps in the Paper

I have mentioned here a few important gaps in the paper, with the objective 
that addressing these might help to improve the paper. For instance, the paper 
discusses at length the problems in the real estate sector of India during the 
period from 2013 to 2018. The critical problem of the last decade, especially 
in the context of stress in the Indian financial sector, was, however, in the 
infrastructure (comprising roads, ports, power, aviation, telecommunications) 
sector. In fact, the 12 largest corporate default cases against which the RBI 
directed the banks to trigger the IBC in 2017, were all in the infrastructure 
space. A commensurate discussion of this issue is missing in the paper. 
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Secondly, it is important to note that the NBFCs are not a monolith in India; 
instead they are highly heterogenous. This is relevant because depending on 
their size and ownership, the NBFCs were impacted differently by the default 
of IL&FS. For instance, the top 20–25 NBFCs, which account for nearly 70 
percent of the total NBFC loan book, could still issue bonds after the crisis but 
at higher costs. They also had access to bank funding. It was mostly the small 
and mid-sized NBFCs, which in any case cannot access the bond market, that 
suffered the most because bank funding to them shrank in 2018–19. The paper 
is also silent about why the NBFCs failed; it was a function of unsustainable 
credit growth and hence, it might help to have a discussion on the role of suitable 
credit risk assessment, which applies to the banking sector as well. 

Third, the paper mentions that the dependence of the private banks on 
rest of the financial system is similar to that of NBFCs and Housing Finance 
Companies (HFCs) because of their reliance on market borrowing for funding 
themselves. Comparing banks and NBFCs on the basis of their liability structures 
is inherently problematic. Indian banks, private or public, cannot issue bonds 
other than capital bonds (i.e., Tier 1 and Tier 2 bonds) unlike NBFCs for which 
a substantial portion of the overall funding (around 30 percent for the whole 
system and more than 50 percent for large bonds) comes from bonds. On the 
other hand, while NBFCs do not have access to public deposits, these constitute 
more than 70 percent of bank funding. Another related and important point 
that the paper misses is that the stress on the debt mutual funds (such as the 
Franklin Templeton case) following the NBFC defaults effectively helped the 
banks garner deposits as investors moved away from debt funds to banks. 

Fourth, a critical factor that aggravated the problems in the Indian financial 
sector, especially the banking sector, during the decade preceding the pandemic 
was weakness in banking regulation and supervision. This was responsible 
not only for the worsening of the NPA problem in the PSBs but also for the 
fragilities in private banks such as ICICI Bank, Axis Bank, and Yes Bank, all of 
which unfolded during this period. While the paper discusses the steps taken by 
the RBI to deal with the NPA problem or the Yes Bank crisis, it is remarkably 
silent about how lax supervision and regulatory weaknesses on the part of the 
RBI led to these problems in the first place. 

Fifth, in the context of the funding imbalance mentioned in the paper, it is 
important to note that there is indeed a comparative advantage here. The PSBs are 
good at getting deposits (because their social mission calls for them to establish 
branches in places that the private banks cannot do profitable business in), while 
the private banks are good at identifying lending opportunities. There is no way 
to alter this situation, short of privatizing the PSBs, and even if the PSBs are 
privatized, which is nearly impossible in the Indian political environment, the 
government is likely to insist that it maintain its village branches. So, the proper 
objective of the RBI must be to minimize the risks that arise from this structural 
situation. Private sector banks or NBFCs might need to hold more capital or 
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have less risky loan portfolios, to take account of the fact that their liabilities are 
more likely to run. Relatedly, the suggestion that well-managed NBFCs should 
convert into deposit-taking institutions is also problematic. RBI stopped giving 
licenses to deposit-taking NBFCs back in the 1990s and converting NBFCs into 
banks will rob them of their comparative advantages and defeat the purpose of 
having a non-banking sector in the first place. 

Finally, given that the paper also talks about the future of Indian finance, some 
interesting developments in the financial sector that might become crucial going 
forward and might usher in structural changes in the overall financial landscape 
are conspicuous by their absence in the paper. These include the emergence of 
a private credit market led by credit AIFs, the shift of banks from lending to 
industries to lending to the retail sector and the consequent consumerization 
of bank credit, the growing importance of the bond market, especially for the 
highly-rated companies, the emergence as a result of a less bank-centric credit 
ecosystem, and the potential shift of credit oversight and regulation from the 
RBI to the Securities and Exchange Board of India (SEBI). In particular, while 
the banking sector health may have improved significantly as compared to the 
days of the TBS crisis, the resumption of bank credit growth, however, has 
been primarily driven by growth in unsecured consumer credit and home loans. 
Lending to industry has not shown any substantial improvement and this has a 
direct bearing on the future investment and growth path of the Indian economy. 
The RBI’s latest Financial Stability Report shows that the growth rate of bank 
loans to industry fell from close to 10 percent in 2021-22 to 4.9 percent in 
2022-23. 

In summary, there is a lot of good material in the paper and some are presented 
in elaborate detail. I would recommend sharpening the focus of the paper and 
plugging in some of the gaps mentioned above and also positioning the paper in 
the context of the existing Indian literature to highlight the value-added. 
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General Discussion

Arvind Panagariya commenced the discussion by raising the question regarding 
the timing of the RBI’s response to the financial crisis. He pointed out that 
concerns about the crisis were evident as early as 2013, and he had himself 
written about it in 2014. He wondered as to why the RBI had waited until 2015 to 
take action, suggesting that earlier intervention might have been more effective 
in addressing the crisis. He acknowledged the importance of Ruchir Agarwal’s 
paper in shedding light on Non-Banking Finance Companies (NBFCs) and 
their role in the financial crisis. He concurred with the point raised by Rajeswari 
Sengupta that the financial crisis had been going on for an extended period and 
that the banking crisis was occurring alongside other significant developments. 
This underscores the complexity and interconnected nature of financial crises 
and their impact on the broader economy.

Rajeswari Sengupta argued that the political economy had played a 
significant role in the delay, given that a large portion of Indian banks were 
government-owned, and the Non-Performing Assets (NPAs) of public sector 
banks accounted for a substantial share of the total loans. Stopping restructuring 
schemes and mandating NPA disclosures would have required banks to set aside 
significant capital to cover losses, which would ultimately have had to come 
from the government. This complex situation likely contributed to the delay in 
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taking decisive action. She also emphasized that the government’s willingness 
to recapitalize the banking sector played a crucial role in determining the RBI’s 
actions. The Asset Quality Review was a turning point, revealing the inadequacy 
of capital in many banks. Subsequently, the government had to grapple with 
political and economic challenges to determine how much capital it could 
provide to the banks, leading to significant losses for public sector banks as 
they had to accept substantial haircuts during the Insolvency and Bankruptcy 
Code (IBC) process. She also clarified that the RBI did not have the discretion 
to end the restructuring schemes earlier, and suggested re-orienting the focus of 
the paper to address specific aspects of the NBFC crisis rather than the broader 
economic slowdown.

Ravi Bansal commented on the paper’s lack of details regarding the price 
of the transfer to the new government structure and its current valuation. He, 
however, noted that the positive aspect was that the government did not incur 
any financial losses in this process. He asserted that this transfer appeared more 
like a liquidity event, indicating the need for a robust mechanism to manage 
such situations if and when they recur in the future. 

Surjit Bhalla raised two points regarding the discussion. First, he questioned 
how a solvency crisis could be identified without a preceding liquidity issue. 
He noted that liquidity problems resulting in high interest rates or a slowdown 
could be understood, but the reverse causality was less clear. Second, he talked 
about the time frame given in the paper, and expressed disagreement with the 
argument that the paper solely focused on the period from 2018 to 2020, as the 
paper also extensively discussed events dating back to 2014, leading up to the 
period 2018-20. However, the paper did not comment on whether these actions 
were necessary or not. He emphasized that infrastructure projects worldwide 
often lead to the creation of supernormal profits and rents; and taxing these 
supernormal profits is an effective way of addressing the political economy 
problems associated with infrastructure development, including issues related 
to rents and bailouts. This approach is well-recognized globally and aligns with 
the need for market mechanisms to correct such problems. Foregrounding the 
unique challenge caused by the exemption of taxation on agriculture, land, or 
property in the country, he noted that since a significant portion of infrastructure 
projects is carried out in rural areas, this lack of taxation on agriculture creates 
additional challenges. 

Martin Wolf commented on the broader financial crisis and the state of 
balance sheets of public sector banks. According to him, a significant challenge 
in addressing these issues is the reluctance of politicians to acknowledge the 
extent of the problem and the potential need for capital increases in these 
banks. He noted that this reluctance is not unique to any specific country 
but is a common challenge. The second question he posed was whether it is 
reasonable to conclude that the challenges in the Indian banking and financial 
system are over, and if it can now support sustainable growth. He also touched 
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upon the complex issue of financing infrastructure, highlighting the importance 
of revenue capture in infrastructure projects, and averred that the feasibility 
of revenue capture is not just a regulatory matter but often a political one. He 
further noted that successful infrastructure projects often lead to increased 
property prices. One way to achieve revenue capture, especially when the 
public sector is involved in financing, is through mechanisms related to land, 
such as land prices, land rents, or land taxes. 

Ratna Sahay outlined the RBI’s role in risk assessment and whether it had 
been aware of certain risks but may have disregarded them for political reasons. 
She also posed a question on risk assessment in the context of financial stability 
and infrastructure financing. Responding to an earlier observation regarding 
land taxes in China, she pointed out that comparing land ownership models 
between China and India is not entirely fair. In China, individuals cannot own 
land; instead, they hold long-term leases, typically for 99 years or similar 
durations. In this system, land benefits primarily accrue to local and provincial 
governments. 

Ram Singh discussed the challenges related to the funding of infrastructure 
projects, particularly the constraint posed by political and economic factors. 
He mentioned that property or land taxes are typically levied and regulated by 
municipalities and State governments, which can limit their use in federally-
funded projects. Proposing an innovative approach for infrastructure funding, 
he suggested that in the case of road or railway projects that involve land 
acquisition, the government could explore the option of acquiring land and then 
renting it out for various purposes. He cited the example of the Delhi airport 
as an experiment in this direction. This approach could potentially provide an 
alternative revenue source for funding infrastructure projects, addressing some 
of the challenges associated with traditional funding models. Touching upon 
the issue of co-funding of infrastructure projects, he cited the example of the 
Yamuna Expressway or Taj Expressway project, funded by the JP Group, which 
entailed the development of five townships as part of the overall plan. However, 
these mechanisms necessitate drawing up well-designed contracts with the 
private sector. He also noted that there is a perception among policymakers that 
the public sector may not always get a fair deal in such arrangements, leading 
to risk aversion toward adopting this approach. 

Poonam Gupta highlighted the evolving landscape of infrastructure 
finance, suggesting that what is currently referred to as infrastructure finance 
will soon be recognized as climate finance. She drew parallels between the 
challenges of financing infrastructure and climate-related projects, particularly 
the question of who would bear the financial burden. She mentioned Martin 
Wolf’s idea of property tax as a potential source of funding. Additionally, she 
referred to the previous day’s discussion about privatizing State-owned assets, 
noting the possible challenges in this approach, including the size and ease of 
privatization. She also raised the issue of financial intermediation, emphasizing 
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the complexities involved in both securing financing and effectively channeling 
it to the intended projects. She also alluded to her earlier NCAER paper titled, 
“Slowdown in 2019-20: Enigma or Anomaly”, which had explored three 
hypotheses and contributing factors to the slowdown, carefully analyzing data 
down to the last available data point. The paper concluded that it was indeed 
an anomalous year, and while banking sector issues did not appear to be an 
additional contributing factor that year, two other factors were at play: the onset 
of COVID-19, which began impacting economic activity in the last quarter of 
that year, and the slowdown in global trade. 

Charan Singh shared insights from his experience as the chairman of a 
government-owned public sector bank with a significant branch network. He 
reflected on the evolution of banking institutions in India, noting that earlier, 
development institutions like IDBI and private sector banks like ICICI played 
a substantial role in infrastructure financing. However, during a phase when 
India transitioned to universal banks, many of these institutions merged, 
including the recent reverse merger of HDFC. He highlighted that public sector 
banks increasingly entered infrastructure financing during this phase, which 
subsequently led to the rise of NPAs. These banks were originally commercial 
banks and were not necessarily equipped to assess the commercial viability 
of infrastructure projects. The Government had also established the National 
Bank for Financing Infrastructure and Development (NaBFID) to address these 
issues. He further clarified that the shift from infrastructure financing to retail 
lending, particularly in housing, is a relatively recent development and is seen 
to be highly collateralized. 

Manish Sabharwal expanded on Arvind’s earlier comment regarding 
discretion and the recognition of bad loans in State-owned banks. He provided 
specific data, noting that corporate lending by State-owned banks increased 
from Rs 18 lakh crores to 52 lakh crores between 2008 and 2014. This increase 
in lending was the result of a voluntary decision by the banks, and exceeded 
what may be referred to as the ‘speed limit’. He highlighted that there was 
a ‘tone from the top’ at the RBI, indicating that regulatory forbearance was 
necessary to facilitate infrastructure development. This tone was set within 
the RBI itself rather than being an external influence. He pointed out that the 
liquidity and solvency crises were mainly associated with private sector banks, 
suggesting that public sector banks could declare significant NPAs without 
causing a corresponding significant change in deposits. There was discretion 
and awareness of the NPAs in public sector banks, but there were no immediate 
constraints on revealing the extent of the NPAs because depositors believed in 
the sovereign guarantee for the vast deposits held by nationalized banks. 

The Chair, Ratna Sahay, concluded the discussion by asserting that the answer 
to the critical question about accountability during financial crises might vary 
depending on the specific circumstances of the crisis. However, it is important 
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to understand and establish accountability in order to prevent similar crises 
from occurring in the future. She highlighted the need for clear mechanisms 
and responsible parties to address financial crises and their underlying causes 
effectively. This is a crucial aspect of financial regulation and oversight to 
ensure stability and prevent systemic risks.

The session video and all slide presentation for this IPF 
session are hyperlinked on the IPF Program available by 
scanning this QR code or going to:  
https://www.ncaer.org/IPF2023/Agenda.pdf


