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General Studies-3; Topic: Indian Economy and issues relating to planning, mobilization 
of resources, growth, development and employment 
 

Bad Bank 
 
Introduction 

• A Bad Bank can be construed an Asset Reconstruction Company (ARC) or an Asset Management 
Company (AMC) that takes over the bad loans of commercial banks, manages them and finally recovers 
the money over a period of time. 

• Union Finance Minister in her budget speech, said that an Asset Reconstruction Company Limited and 
Asset Management Company will be set up that will manage the bad debt of public sector banks. 

 
Features of Bad Bank 

• The bad bank is not involved in lending and taking deposits, but helps commercial banks clean up their 
balance sheets and resolve bad loans. 

• The takeover of bad loans is normally below the book value of the loan and the bad bank tries to recover 
as much as possible subsequently. 

• This will ultimately help clean up the balance sheets of banks. 
 
Need for Bad Bank 

• In the latest Financial Stability Report, the Reserve Bank of India (RBI) has stated that the banking 
sector’s gross non-performing assets (NPAs) could rise from 8.5% at the end of March 2020 to as much 
as 14.7% by March 2021. 
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• The high level of provisioning by public sector banks of their stressed assets calls for measures to clean 
up the bank books. 

• A large proportion of bad debt in terms of value is from big-ticket companies whose dues run into 
hundreds and thousands of crores. 

• Resolution of the claims of creditors of such companies is a long-drawn and messy business. 

• It also requires expertise in commercial and legal as well as business issues. 

• Countries like the UK, the US, Spain, Malaysia, France, Finland, Belgium, Germany, Austria and Sweden 
have successfully experimented with bad asset resolution through a bad bank. 

 
Merits 

• The burden of recovering bad loans is reduced for banks. 

• Speed of recovery will be better as Bad Bank’s main work is recovery and they are specialised in that. 

• Bad Bank increases profitability as banks can focus on other aspects of credit than recovery. 

• Bad Bank will seek to provide financial stability in the banking sector. 

• will help clean up the balance sheets of public sector banks and make future requirements of capital less 
onerous. 

• It could expedite the process of recovery given that the single entity will be driving decision-making as a 
lender. 

• It will bring transparency in decision-making if external private sector capital is allowed to participate in 
the recovery of stressed assets. 

 
Demerits 

• Some criticize the setup of bad banks, as it encourages banks to take undue risks, leading to a moral 
hazard. 

• The bad bank will require significant capital to purchase stressed loan accounts from public sector banks. 

• The chances of private participation are low unless investors are allowed a major say in the governance 
of the new entity. 

• Bad bank will not address more serious corporate governance issues plaguing public sector banks that 
led to the NPA problem. 

• Challenges on its ownership structure as well as the pricing of bad loans taken over from banks. 
Attracting Private interest 

• Past attempts at creating such vehicles, such as the National Investment and Infrastructure Fund-funded 
special purpose vehicle, have not been materially successful. 

 
Way Forward 

• Non-Performing Assets are a challenge that requires a response on multiple fronts. 

• It is imperative that banks be willing to take on certain levels of risk, instead of transferring all of it to the 
buyer. 

• The level of risk transfer should emerge from the process of bidding, with a reasonable level specified as 
a starting point. 

• New sources of domestic capital should be encouraged to participate in this market through a relaxation 
of laws. 

• A bad bank cannot be the sole response but can augment other measures. 

• An efficient approach would be to design solutions tailor-made for different parts of India’s bad loan 
problem. 
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