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Shares in major Indian state banks tumbled on Tuesday as investors got their first chance to
react to a government plan to consolidate the country’s sprawling public-sector lending system.

Finance minister Nirmala Sitharaman late on Friday announced a plan to combine 10 state
banks into four new entities to boost lending and combat a liquidity squeeze. The series of
mergers would bring the total number of public sector banks down to 12, from 27 in 2017 when
the government first started consolidating the sector.

Shares in most of the soon-to-be-merged banks sold off on Tuesday as traders returned from a
long weekend, reflecting worries that the merged outfits would struggle with bad debts.

Punjab National Bank, the second-largest state lender, Canara Bank and Indian Bank each fell
about 8 per cent, while others such as Union Bank of India and Oriental Bank of Commerce
registered losses of 5 per cent or more.

The sell-off came amid concern that merging stronger banks with their weaker peers would hurt
their asset quality, while analysts also questioned how swiftly the new entities would be able to
integrate and resume normal operations. Nomura, for one, projected that growth and
profitability would suffer in the short term.

“The market is concerned about the fact that you’re merging a relatively weak bank with a
weaker bank,” said Amit Tandon, founder of Institutional Investor Advisory Services.
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Nevertheless, most analysts suggested that the move would prove positive in the long run.
India’s public-sector banking system has been wracked by problems in recent years, including
growing amounts of bad debt that restricted their ability to keep credit flowing and concerns
that weak governance left them vulnerable to ill-advised lending decisions. 

Trouble at the state banks has in turn strained the broader financial system, prompting repeated
calls for the government to act. Punjab National Bank, for example, was last year at the centre of
an international scandal when it reported that it was allegedly defrauded of $2bn by companies
associated with celebrity jeweller Nirav Modi. A lawyer for Nirav Modi has denied the
allegations.

The mergers should leave state banks “more competitive and enable them to withstand
increasing competition from private banks that have been gaining size”, said analysts at
brokerage Motilal Oswal.

But asset quality at a number of the banks would suffer as a result, Motilal Oswal said. The gross
non-performing asset ratio of Indian Bank would rise to 11.4 per cent from 7.3 per cent after its
merger with Allahabad Bank, the brokerage said, while the gross NPA ratios of Canara Bank and
Union Bank would also be pushed higher by their respective mergers.

In order to help the new entities start on a stronger footing, the government said it would fast-
track payouts of about Rs550bn ($7.6bn) to recapitalise the state banking sector, part of a
previously announced $10bn package.
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