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ABSTRACT

The banking industry is the centrepiece of the financial system across the globe,
especially in developing nations, where it is one of the drivers of economic stability and
growth. The instability of the banking system can lead to an economic collapse; the most
recent one was in 2008. The effect of the crisis was seen the world over. Therefore, it
becomes essential to ensure the stability of the banking system. One element widely
affecting the banking system’s strength and stability is the poor asset quality measured by
non-performing assets.

India has been reeling under the pressure of poor asset quality due to high non-
performing assets especially post GFC and came into the limelight after the asset quality
review of banks. This work is thus motivated to study various aspects of non-performing
assets. One critical part of understanding the rise in the figures for non-performing assets
was identifying its determinants. Sufficient attention was paid to two categories of
determinants- the bank-specific one and macroeconomic determinants. However, the
corporate governance determinants are ignored in the literature on determinants of non-
performing assets in India, which is the first study of this work.

Since the Indian banking system has a distinct differentiation between the types of
banks that operate, the work then identifies the difference in the impact of corporate
governance determinants between the public and private sector banks. These two sectors
shared a 93.2 per cent market share in the credit market as of 31% March 2019.

The next aspect that this work covers about the non-performing assets is related to
the legal environment in India. The third study focuses on the Companies Act, 2013, and

the Insolvency and Bankruptcy Code, 2016. While the Company Act has significantly



affected all companies' corporate governance, including banks, the Insolvency and
Bankruptcy Code has greatly enabled banks to improve their asset quality. This study thus
identifies the impact of the Companies Act on the corporate governance determinants of
non-performing assets and checks for spillover effects of the Insolvency and Bankruptcy
Code (on the corporate governance determinants).

The last study of this thesis has the banks' capital as the centrepiece for discussion.
The fourth study identifies the impact of the constituents of capital adequacy ratio, namely
tier 1 and tier 2 capital, separately, which is extremely rare in the existing literature,
especially in India. The result of the four studies combined will give insights into
improvising the policy framework around the corporate governance of banks in India,
focusing on improving the poor non-performing assets status.

The studies use a dynamic panel data method called the General Method of
Moments to analyze data collected from 45 Indian banks (24 private sector banks and 21
public sector banks). The method is suitable for analyzing panel data which is dynamic and
thus gives rise to the concern of endogeneity. The method gives reliable, consistent, and
unbiased results in the presence of unobserved heterogeneity and autocorrelation. The data
has been collected for the period between 2010 and 2019. Three sources have been used
for three categories of variables used in this study. The data relating to the banks' financials
have been collected from the Ace equity database. The macroeconomic data has been
collected from the World Development Indicators of the World Bank. The data for
corporate governance variables has been manually extracted from the banks' annual

reports.



The first study's main findings reveal that corporate governance variables are
significant determinants of the non-performing assets in the Indian banking system. The
analysis finds that the variables of the intensity of board activities, board functioning, and
ownership concentration are significant determinants of non-performing assets. The results
also suggest that more research is needed to identify the impact of gender diversity and
special committee activity. An interesting outcome was the non-significant result of board
independence, one of the most sought-after corporate governance attributes.

On deeper analysis, the second study states that the impact of these corporate
governance determinants differs between the public sector and private sector banks. The
study finds that corporate governance determinants differ in their effect on non-performing
assets of public and private sector banks. Specifically, the board size, gender diversity,
special committee activity, intensity of board activities, ownership concentration, board
independence, and board functioning bring about the difference. Results show that board
size has a greater impact on the non-performing assets of private sector banks while board
independence has less impact. More specific results were reported for gender diversity,
special committee activity, and board functioning. Private sector banks were utilizing these
corporate governance factors more effectively to handle poor asset quality than public
sector banks. The intensity of board meetings is the only variable that the public sector
banks utilize better. The last factor of ownership concentration gives mixed results.

The third study is on the impact of two significant laws of the Companies Act and
the Insolvency and Bankruptcy Code, on the corporate governance determinants. While the
provisions of the former directly impact the factors as the clauses include changes for

corporate governance setup, the latter has a spillover effect as it has provisions that affect

Vi



the NPA levels. The determinant of board functioning has a positive correlation with NPA,
the effects of which reduce after the passage of the Act, signifying a better impact of the
Act. However, special committee activity and ownership concentration’s impact worsens.
Further, the negative correlation of the intensity of board activities weakens. One reason
for such a result is that the board characteristics are in a transition phase making these
changes and adjusting to the new norms laid down by the Companies Act.

As far as IBC is concerned, its spillover effect on asset quality is positive. The
positive correlation of special committee activity and board functioning with NPA weakens
signifying improvement in its impact on NPA post the Act. However, the findings of this
objective must be considered under the caveat that other market forces impact the corporate
governance determinants. Therefore, the findings must be carefully utilized for policy
purposes.

The last objective’s results find that tier 1 capital negatively correlates with NPA
while tier 2 capital’s correlation with NPA is insignificant. It supports the existing literature
in stating that tier 1 capital has the loss-absorbing capacity as core equity capital forms a
significant portion of tier 1 capital. The results also find support for the decision taken by
BCBS to increase the ratio for tier 1 capital and increase the capital adequacy norms.

Based on these findings, the following recommendations are made to the
government, central banks, and commercial banks. The government should ensure bringing
the two sectors of banks on the same level by removing the dual source of regulation and
monitoring of public sector banks. They should also implement the Nayak committee’s
suggestion of incorporating a professional body to manage PSBs. Moreover, incorporating

separate legislation for the corporate governance of banks will foster great strength in the
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banks’ abilities to perform. The central bank should emphasize corporate governance
factors as a tool to improve the NPA situation and realize that the impact of these
determinants is different for the public and private sectors. So, either they should persuade
the government to level the playing field for both sectors or issue separate guidelines to
make the best use of these factors in each sector. Commercial banks need to utilize
independent directors, special committee activity, and gender diversity more effectively,
considering their importance in literature. They should recognize the importance of tier 1
capital and ensure strict adherence to the policies laid down by RBI in this domain.
Moreover, they also need to be vigilant about the changing legal environment as they affect
the corporate governance determinants of banks.

The findings also motivate the future scope of research into key corporate
governance determinants. Firstly, more profound insights into the relationship between
board independence, special committee activity, and gender diversity with NPA will
strengthen the corporate governance framework. Further, getting into the specifics of the
utilization of gender diversity, special committee activity, and board functioning by the
private sector and the utilization of the intensity of board meetings will prove beneficial
for the overall banking sector.

Keywords

Corporate Governance Asset Quality, India, Emerging Economy, Companies Act,
Insolvency and Bankruptcy Code, Basel, Capital Adequacy, NPA, Public Sector Bank,
Private Sector Bank, Regulatory Capital, Bank, Central Bank
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