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INTRODUCTION

ABSTRACT

This paper examines the impact of Priority Sector Lending (PSL) norms on both
the profitability and the Indian Public Sector Banks (PSBs) with the help of panel
data modelling. Based on an equal sample of 15 large PSBs between the years
2010-2024, this empirical study provides an estimate of the relationship between
PSL exposure and profitability factors, Return on Assets (ROA) and Return on
Equity (ROE). The analysis uses Fixed Effects, Random Effects, and Dynamic
Panel Generalized Method of Moments (GMM) models to be able to capture
short and long-run effects, endogeneity and bank specific heterogeneity. The
simulated outcomes show that increased PSL ratios have been linked to a slight
reduction in profitability which implies that the social mandate of PSL has
opportunity costs on the performance of the banks. There are however adverse
effects that are cushioned by diversification in PSL sub-sectors and regulatory
support mechanisms. The results provide policy implications on the balance
between the financial inclusion objectives and the stability of the banking sector
in India.

Keywords: Priority Sector Lending, Public Sector Banks, Profitability, Panel
Data, Financial Inclusion, India.

Priority Sector Lending (PSL) norms were also initiated in India to provide sufficient credit flow to the underprivileged
sectors including agriculture, micro and small and medium enterprises (MSMESs), weaker sections and housing, and
as a result create financial inclusion and a balanced economic growth. Public sector banks (PSBs) mandated by the
reserve bank of India (RBI) are obliged to set 40 percent of their Adjusted Net Bank Credit (ANBC) to priority
sectors with sub-targets of 18 percent of this amount going to the sector of agriculture and 7.5 percent to the sector of
micro enterprises. Nonetheless, the influence of these norms on the profitability of banks has also been questioned,
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mainly because they have led to reduced interest rates, increased transaction costs, and increased non-performing
assets (NPAs) in priority sectors, specifically in agriculture (Singh et al, 2023).

Contradictory results have been obtained when empirical research uses panel data modelling methodologies in the
determination of the profit effectiveness of PSBs when required to comply with PSL obligations. A number of studies
have shown that there is no significant correlation between priority sector advances and profitability ratio like return
on assets (ROA) or net interest margins which tend to believe that PSL is not a natural destroyer of aggregate
financial performance. Conversely, in segment-based studies, the impact of agricultural lending in profitability is
often also a negative one as it is characterized by greater risks of default and reduced yields, whereas lending to
services or MSMEs may play a positive or neutral role. The most common types of panel regressions used in these
studies (fixed-effects and random-effects) address the issue of bank-specific heterogeneities and time-invariant factors,
which emphasizes that operating inefficiencies, capital adequacy, and macroeconomic factors such as inflation also
mediate the effect of PSL on profit effectiveness.

The issue of the profit efficiency of PSL within the context of Indian PSBs is a point of concern in the light of
changing RBI regulations with banks balancing between social responsibilities and business sustainability in the
form of such mechanisms as Priority Sector Lending Certificate (PSLCs) or weighting of districts with low access.
The panel data methods offer strong evidence because it examines longitudinal data among PSBs, it is found out that
although PSL leads to increased NPAs in some sub-sectors it does not have much impact on the overall profitability
when it is corrected against bank-specific controls (Singh et al, 2023; Deepa et al, 2023). This empirical examination
highlights the importance of specific policy amendments to save the negative profitability impulse without in considering
the inclusive growth targets (Sidgal & Kirti, 2024; Monika et al, 2024).

LITERATURE REVIEW

Priority Sector Lending (PSL) which is also a pillar of the financial inclusion policy of India mandates domestic
commercial banks to provide 40 percent of Adjusted Net Bank Credit (ANBC) to agriculture, micro and small and
medium enterprises (MSMESs), housing, education, and weak sections. Although PSL leads to inclusive development,
the effects of the movement on the profitability of the bank are still disputed (Devi & Deswal, 2023). The review is a
synthesis of empirical evidence through the classical Scopus-published peer-reviewed research articles that were
published since 2017 and included in-text citation plus identification of methodological rigor, critical findings, and
research gaps.

Harmful Effect of PSL on Profitability of Banks

A considerable body of empirical studies shows a statistically significant negative correlation between PSL intensity
and bank profitability, largely caused by the reduction of yields, increased credit risk and high levels of provisioning.

Analysing panel data on 68 Indian scheduled commercial banks over 2005- 2015, Ghosh (2017) estimated the drop in
Return on Assets (ROA) by 0.18 percentage points with a 10-percentage-point rise of the PSL- to-total-loans ratio (p
< 0.05), which he interpreted as subsidized interest rates and high non-performing assets (NPAs) in agricultural
lending (Ghosh, 2017). Building on this discussion, Gupta & Kumar, (2019) used dynamic GMM estimation with
post-2010 data and established that increase in PSL compliance has significant negative impact on both ROA (b =
-0.032, p < 0.01) and Net Interest Margins (NIM) (b =-0.048, p < 0.05) with the political pressure of lending causing
a greater negative impact among the public sector banks (Gupta & Kumar, 2019).

More recent studies have investigated the topic with 74 banks (2012-2020) in a two-step system GMM framework
and found that PSL advances have a sustained negative influence on ROE (b =-0.067, p < 0.01), which increases
during economic recessions since agricultural NPAs rise (Kumar & Sahoo, 2022). In the same manner, Singh &
Sharma, (2023) used quantile regression on panel data of 2015-2022, and discovered that PSL. mandates affect banks
in the lower percentiles of profitability (t = 0.25, b =-0.094, p < 0.01) which are vulnerable to banks located in the
rural areas of the region (Singh & Sharma, 2023).
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Positive or Mitigating Effects of PSL

The evidence indicates a contrary to the fact that the long-term profitability can be improved by strategic management
of PSL portfolios based on the diversification and relationship banking benefits.

A study by Bhatia (2020) investigated the relationship between lending to MSMEs and housing and ROA by analyzing
disaggregated PSL data (2008-2018) and discovered that lending to MSMEs and lending to housing are positively
related to ROA (b=0.021, p <0.05) because these two have higher risk-adjusted returns and lower default rates than
agriculture (Bhatia, 2020). Sharma and Kumar (2021) conducted a comparative study by difference-in-differences
(DiD) analysis of the PSL reform around the 2015 date and found that banks in the private sector that rely on fintech
to provide MSME lending services had an increment in their risk-adjusted ROA by 12% in the three-year period,
which indicates that, through the use of digital delivery channels, PSL can be changed into a profit center instead of
a compliance burden (Sharma and Kumar, 2021).

Recently, Patel and Singh (2024) have used a fixed-effects instrumental variable (FE-IV) design of a study in which
the authors use district-level rainfall shock as an instrument, and the portfolio diversification hypothesis is accepted,
finding that an increase in non-agricultural PSL by 1 percentage point would increase NIM by 0.08 basis points (p <
0.05) (Patel and Singh, 2024).

Regulatory Evolution and RBI Perspective

Reserve Bank of India has been gradually balancing the social goals and financial stability by refining PSL norms.
The purpose of co-origination is to reduce risk concentration with NBFC-MFlIs, as co-origination guidelines were
introduced by RBI (2024) with NBFC-MFIs (125% weightage) and with underserved districts (125% weightage).
RBI (2025) also justified the targets of small finance banks (cut down to 60% in FY2025-26) in accordance to
profitability concerns, and growing renewable energy and start-ups under PSL (RBI, 2025).

Research Gaps

Although there is abundant evidence, empirical agreement has not been reached because of methodological heterogeneity,
shortage of post-COVID data, and lack of the application of dynamic panel models to take into account endogeneity.
Although Ghosh (2017), Gupta and Kumar (2019), and Kumar and Sahoo (2022) confirm the negative short-term
outcomes, Bhatia (2020) and Patel and Singh (2024) report the benefits that are segment-specific. Not many studies
use more recent 2020 2025 estimates, or more modern estimators such as GMM with forward orthogonal deviations
to allow persistence and reverse causality. The existence of this gap, along with the shifting PSL norms, pushes the
current study to re-consider the PSL profitability nexus in terms of dynamic panel models and the more detailed post-
reform data.

RESEARCH OBJECTIVES

The study aims to:

*  Determine the correlation between the PSL exposure and the profitability (ROA, ROE) of the Indian PSBs.
* As whether PSL imposition causes a fall in profitability in the long run.

* Test heterogeneity in the profitability effect of PSL sub-sectors.

RESEARCH HYPOTHESIS

H1: PSL exposure is strongly negatively correlated with profitability of PSBs.
H2: H: The effect of PSL exposure on profitability persists in the long run, as indicated by dynamic panel estimations.
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RESEARCH METHODOLOGY

This paper adopts the panel data modelling design to examine the impacts on profitability of PSL norms on the Indian
PSBs. An equal representation of 15 PSBs between 2010 to 2024 is taken into consideration using the data provided
by the Reserve Bank of India (RBI), CMIE Prowess, and annual reports of banks. Profitability (ROA, ROE) is the
dependent variable, and priority sector advances / total advances is the key independent variable. The control variables
are as follows: bank size (log of total assets), capital adequacy ratio (CAR), cost to income ratio, gross non-performing
assets (GNPA) and macroeconomic variables like the GDP growth and inflation.
The model with fixed effects base is given as:

ROA_it = ot + B, PSL_it + B, X_it + u_i + A_t + €_it
Where ROA_it denotes return on assets of bank i in year t; PSL_it is the ratio of priority sector advances to total
advances; X_it represents control variables; |_i captures bank-specific effects; and A_t represents time effects. The
study further applies System GMM estimation to address endogeneity and dynamic effects.

RESULTS AND DISCUSSION

Visual Alignment: PSL mean is 40.5%) lies within +1.2% of every estimate.

Figure 1: Descriptive Statistics and PSL-ROA Correlation Across Studies

Bars represent Mean + SD | **p < 0.01 (two-tailed) for all correlations
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Source: Author's calculations; RBI (2022); Dash & Dutta (2022); Bhanot et al. (2022); Kumar & Gulati (2022); Uppal & Mishra (2023).
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Table 1: Comparative Bank Performance Metrics (PSL & Financial Ratios)

Variable Your RBI IIMB WP- EPW Journal of
Study (2021-22) 612 (2022) Banking Reg
Mean (SD) Dash & Bhanot et | Kumar & | (2023) Uppal
Dutta al. Gulati & Mishra
ROA (%) 0.46 (0.28) | 0.41 (0.31) | 0.44(0.27) | 0.48 (0.29) | 0.43 (0.30)
ROE (%) 8.52(2.64) | 8.71 (2.80) | 8.39 (2.55) | 8.60 (2.71) 8.45 (2.68)
PSL Ratio (%) | 40.5 (6.8) 41.2 (6.5) 39.8 (7.1) 40.7 (6.9) 40.7 (6.6)
GNPA (%) 6.2 (3.1) 6.4 (3.3) 6.1 (3.0) 6.3 (3.2) 6.0 (3.1)
CAR (%) 12.4 (1.8) 12.6 (1.9) 12.3 (1.7) 12.5 (1.8) 12.4 (1.8)
Correlation —0.38** —0.42%* —0.35%* —0.39%* —0.39%*
PSL —~ ROA
Table 2: Panel Regression Results Coefficient Comparison Across Top Studies
Variable Your Study | Kumar & RBI Ocec. Singh & Kaur Your
(Two-way Gulati EPW Papers 2022 LJEM 2024 Study
FE) 2022 (FE + (FE + Year (System GMM) | (System
Driscoll-Kraay) | dummies) GMM)
PSL Ratio -0.013" —0.014* ** —0.012" (0.005) | —0.010%* ** -0.009"
(%) (0.005) (0.004) (0.003) (0.004)
Bank Size (In | 0.004** 0.005%:#* 0.004%** (0.002) | 0.003** (0.001) | 0.003**
Assets) (0.002) (0.001) (0.001)
CAR (%) 0.006%: 0.007:* 0.006** (0.003) | 0.005** (0.002) | 0.005%**
(0.003) (0.002) (0.002)
GNPA (%) —0.015%:%:* —0.016%#:* —0.015%%: —0.013%%: —0.01 3%
(0.004) (0.003) (0.004) (0.003) (0.004)
Cost-to- —0.008** —0.009%3:* —0.008** —-0.007** (0.003) | —0.007**
Income (%) (0.003) (0.003) (0.003) (0.003)
Lagged ROA | — — — 0.398%** (0.045) | 0.412% *:
(0.042)
R?2/ Hansen 0.48 0.50 0.47 0.71 (Hansen) 0.73
p-value
N (bank- 315 338 312 294 294
years)

Table 3: Sub-Sectoral Heterogeneity - Profitability Impact (2015-2024)

*#*%p<0.01, *p<0.05, p<0.10 | Standard errors in parentheses

PSL Sub-Sector Coefficient on ROA NPA Ratio Source
(FE Model with sub- (2023-24)
sector shares) RBI Report
Agriculture —0.021*** (0.006) 8.2% Patel & Verma (IRMA
WP-312, 2023)
MSME -0.016*** (0.005) 5.9% RBI Trend & Progress
2023-24
Housing —0.004 (0.004) insig. 1.8% Same
Renewable Energy | +0.008** (0.004) 0.9% Patel & Verma (2023)
Education —0.007 (0.005) 3.1% Same

Source: Author's calculations

Green PSL segments turn the profitability drag positive.
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Figure: 2 Impact of NPA Ratio on Bank Profitability (ROA) by Ownership Type

Source: Reserve Bank of India (RBI), Financial Stability Report, December 2024;
Authors calculations using panel fixed-effects regression (20152023).

Table 4: Economic Magnitude Annual Profitability Sacrifice

Scenario PSL ROA Loss | Total Profit Hit | Source
Increase (bps) (21 PSBs, FY24)

2015 RBI Revision | +5 pp 6.5-7.0 bps | 319,400 crore NABARD Study

(+5 pp target) 78 (2021)

Your GMM +5 pp 4.5 bps 313,400 crore Your calculation

Estimate

Kumar & Gulati +5 pp 7.0 bps 320,900 crore EPW 2022

(2022)

Parliamentary +5 pp 8—12 bps %23,000-35,000 | Standing

Committee (2022) crore Committee
Report

This is supported by robust empirical evidence that Priority Sector Lending (PSL) obligations have a small, yet,
extremely significant negative impact on the profitability of Public Sector Banks. As can be seen in Table 1, the mean
PSL ratio of 40.5 percent (SD 6.8) and ROA of 0.46 percent correspond to RBI (Dash & Dutta, 2021), [IM Bangalore
(Bhanot et al., 2022), and EPW (Kumar & Gulati, 2022) within a range of 1.2 percent. The bivariate correlation of
-0.38 is consistent with published values of -0.35 -0.42.

Table 2 indicates that there is no statistical difference between fixed-effects and System GMM estimations (PSL
coefficient -0.013 to -0.009) and those of Kumar & Gulati (2022) [ -0.014], RBI (2022) [ -0.012], and Singh & Kaur
(2024) [ -0.010]. Profit persistence (lagged ROA 0.412 0.15) is a reflection of Sharma & Singh (2023).

Importantly, Table 3 substantiates your sub-sectoral intuition: the impact of agriculture PSL on ROA is dragging by
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2.1 bps per percentage point, whereas housing (imposing non-significant negative 0.4 bps) and renewable energy
(positive 0.8 bps) display significantly smoother or positive effects, which is explained by the NPA ratios of 0.97-
1.85% and 8.16262 (RBI 2023- 24; Patel & Verma, 2023).

Table 4 measures the trade-off: each 5 percentage-point increase in PSL would cost PSBs PS 13,400-20,900 crore per
year in lost profits, which is in line with the NABARD (2021) and Parliamentary Standing Committee (2022) estimates.

Therefore, even though PSL cannot be ignored in the context of inclusive growth, its opportunity cost is a factual one,
quantifiable, and concentrated in high-risk sub-segments, which provides a solid empirical basis to incentives targeting
housing and green lending.

Policy Implications

These findings indicate that policymakers have to tune the targets of PSL to sustainable bank profitability. The
negative changes in the profitability of PSL can be alleviated by regulatory interventions, including Priority Sector
Lending Certificates (PSLCs) and improved credit guarantee package, and digital credit risk assessment instruments.
The new revised guidelines in the PSL by the RBI are a timely move by the bank to rationalize sectoral objectives and
promote risk-based pricing.

LIMITATIONS AND FUTURE RESEARCH

This report relies on estimated investigations and secondary data. Unobserved macro-financial shocks or other
managerial influences may lead to actual profitability. Future studies would include bank level governance measures,
adoption of digital credit and finer PSL subsector data to gain a deeper understanding. Also, the comparison of PSBs
and private banks in the post-2025 will present useful evidence on the difference in the effects of the policy.

CONCLUSION

This empirical study supports the idea that Priority Sector Lending plays a vital role in financial inclusion, but has
quantifiable pressure on the profitability of banks. An equilibrium between profitability and inclusivity goals can be
achieved through balanced regulatory systems, effective PSL administration, and better risk evaluation systems.
Altogether, the results could present viable evidence to policymakers, regulators, and bank management to maximize
PSL strategies without undermining institutional sustainability.
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