In line with international practices and as per the recommendations made by the Committee on the Financial System (Chairman Shri.M Narasimham), the Reserve Bank of India has introduced, in a phased manner, prudential norms for income recognition, asset classification and provisioning for the advances portfolio of the banks, so as to move towards greater consistency and transparency in the published accounts. 
Provisioning should be made on the basis of the classification of assets, based on the period for which the asset has remained non-performing and the availability of security and the realisable value thereof.
While granting loans and advances, it should be ensured that, realistic repayment schedules are fixed on the basis of cash flows/liquidity with borrowers, which would go a long way to facilitate prompt repayment by the borrowers and thus improve the record of recovery in advances. 

ASSETS CLASSIFICATION
All borrower accounts, irrespective of their outstanding, are required to be classified as 
 Standard Assets or( 
 Non-Performing( Assets (NPAs). 

STANDARD ASSETS:
A Standard Asset is one which does not disclose any problem and which does not carry more than normal risks attached to the business. Such an asset is not an NPA.

NON-PERFORMING ASSETS: 
An asset becomes nonperforming when it ceases to generate income for the bank. Now they have been classified by RBI according to the time period. An asset is classified as NPA when :
(i) Interest and/or installment of principal remain ‘overdue’ for a period of more than 90 days in respect of a Term Loan,
(ii) The account remains ‘out of order’ for a period of more than 90 days, in respect of an Overdraft/ Cash Credit (OD/CC),
(iii) The bill remains ‘overdue’ for a period of more than 90 days in the case of bills purchased and discounted,
(iv) Any amount to be received remains ‘overdue’ for a period of more than 90 days in respect of other accounts.
(v) A loan granted for short duration crops will be treated as NPA, if the installment of principal or interest thereon remains overdue for two crop seasons and a loan granted for long duration crops will be treated as NPA, if installment of principal or interest thereon remains overdue for one crop season.
(vi) An account would be classified as NPA only if the interest charged during any quarter is not serviced fully within 90 days from the end of the quarter. 

‘Out of Order’ status
A account should be treated as ‘out of order’ if the outstanding balance remains continuously in excess of the sanctioned limit/drawing power.

In cases where to outstanding balance in the principal operating account is less than the sanctioned limit/drawing power, but there are no credits continuously for 90 days as on the date of Bank Balance Sheet, or where credits are not enough to cover the interest debited during the same period, such accounts should be treated as ‘out of order’.

‘Overdue’
Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid on the due date fixed by the bank. 

CLASSIFICATION OF NON-PERFORMING ASSETS:
NPAs are required to be classified further into the following three categories, based on the period for which the asset has remained non-performing and the reliability of the dues. 

1) Sub-standard Assets
With effect from 31st March 2005, a sub-standard asset would be one, which has remained NPA for a period less or equal to 12 months.

2) Doubtful Assets
With effect from 31st March 2005, an asset would be classified as doubtful, if it has remained NPA for a period exceeding 12 months.

3) Loss Assets
A loss asset is one where loss has been identified by the Bank or internal or external auditors or the RBI inspection but the amount has not been written off wholly. In other words, such an asset is considered uncollectible and of such little value that its continuance as a bankable asset is not warranted although there may be some salvage or recovery value. If the realisable value of the security, as assessed by the Branch/approved valuers/ RBI is less than 10 per cent of the outstanding in the borrowal accounts, the existence of security should be ignored and the asset should be straightaway classified as loss asset, and it may either be written off or fully provided for by the Bank

PROVISIONING REQUIREMENTS:
Standard Assets: The continued high credit growth in the real estate sector, personal loans, and loans and advances qualifying as capital market exposure and a higher default rate in regard to personal loans is a matter of concern to Reserve Bank. It has, therefore, been decided to increase the provisioning requirement in respect of the standard assets in the following categories of loans and advances from the present level.
Therefore the provisions on such assets are taken as follows:
Sr. No. Category of standard asset Rate of provisioning
(a) Direct advances to agricultural and SME sectors 0.25 %
(b) Personal loans, Loans and advances qualifying as capital market exposures, Commercial real estate loans and loans and advances to systemically important NBFCs-ND. 2.00 %
(c) All other loans and advances not included in (a) and (b) above 0.40%

Sub-standard assets
A general provision of 10 percent on total outstanding should be made without making any allowance for DICGC/ECGC guarantee cover and securities available. The ‘unsecured exposures’, which are identified as ‘substandard’ would attract additional provisions of 10 per cent, i.e., a total of 20 per cent on the outstanding balance. The provisioning requirement for unsecured ‘doubtful’ assets would remain unchanged at 100 percent.

Doubtful Assets
(i) 100 percent of the unsecured portion, i.e., 100% of the extent of which the advance is not covered by the realisable value of the security to which the bank has a valid recourse and the realisable value is estimated on a realistic basis.
(ii) In regard to the secured portion, provision should be made on the following basis, at rates ranging from 20 percent to 100 percent of the secured portion, depending upon the period for which the asset has remained doubtful:

Period for which the advance has remained in doubtful category Provision requirement (%) 
Up to one year 20
One to three years 30
More than three years 100 percent with effect from March 31, 2005.

Loss Assets: 100 percent of the outstanding should be provided for.

Advance against Term Deposits, NSC’s KVP/VP, etc
Advances against Term Deposits, NSC’s eligible for surrender, IVPs, KVPs and life policies need not be treated as NPAs. Advances against gold ornaments, government securities and all other securities are not covered by this exemption.

Government guaranteed advances
With effect from the year ending March 31, 2006, State Government guaranteed advance and investment in State Government guaranteed securities would attract asset classification and provisioning norms, if interest and/or installment of principal or any other amount due to the bank remains overdue for more than 90 days 

Advances covered by ECGC guarantee
In the case of advances guaranteed by ECGC, provision should be made only for the balance in excess of the amount guaranteed by the Corporation. Further, while arriving at the provision required to be made for doubtful asset, realisable value of the securities should first be deducted from the outstanding balance in respect of the amount guaranteed by the Corporation and provision made as given below:

EXAMPLE:
Outstanding balance of loan 5,00,000
ECGC Cover 40%
Period for which the advance has remained doubtful is 
more than 2 yrs.
Book value of security held 2,00,000
Realisable value of security held 2,10,000

Provisioning requirement:
Outstanding balance of loan 500,000
Less: Realisable value of security held 210,000
Unrealisable value 290,000
Less: ECGC Cover @ 40% 116,000
Unsecured balance 174,000

Provision required: 100% Unsecured portion + 30% Secured Portion
= 174,000 + 30% 210,000 = Rs. 237,000
• There is no provisioning requirement on ECGC Cover.

Treatment of Interest Suspense Account : Amount held in Interest Suspense Account should not be reckoned as part of provisions. Amounts lying in the Interest Suspense Account should be deducted from the relative advances and thereafter, provisioning as per the norms, should be made on the balance after such deduction. 

INCOME RECOGNITION -POLICY 
Income from non-performing assets (NPA) is not recognised on accrual basis but is booked as income only when it is actually received. While on standard assets, we can recognise interest income on accrual basis. Interest on advances against term deposits, NSC, IVP, KVP and Life
Insurance policies may be taken to income account on the due date, provided adequate margin is available in the accounts.
