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The cumulative impact of 100 basis points reduction in the key policy
rates in last about a year together with efforts to strengthen the liquidity
management augur well for the process of softening of lending rates by
banks. While transmission of reduced interest rates to large business
and industry can be expected to be relatively prompt, we are genuinely
concerned with, how the SME sector gains from better availability of
bank finance at reduced interest rates. Needless to stress, the SME sector
is desperately seeking stimulus from the recovery of large industrial
enterprises as well as from comforts of banks’ lending. Revitalization
of SME sector would certainly go a long way in broad-basing of the
industrial recovery.
Further, we cannot be oblivious to a virtual industrial stagnation in
the current financial year. The likely industrial growth rate of 1.5 to
2% in the F.Y. 2012-13, does not inspire confidence. We are currently
going through one the worst phases of industrial performance of the last
two decades. We have, thus, a long way to traverse to realize our true
industrial growth potential. Like-wise, our cumulative exports growth
has actually been negative – export contraction of about 4% in 201213 so far. Our future exports growth, in the wake of sluggish global
trade outlook, would have to be driven by Indian manufacturing sector
regaining its competitive strength. While the budget has done its bit
in terms of strategic formulation of manufacturing and infrastructure
development, the next big initiative has to come from the forthcoming
New Foreign Trade Policy to be unveiled by the Minister of Commerce
by the end of this month.
Near home, it is imperative for us to take a closer look at the
latest Economic Survey of Maharashtra and its budget 201314. What transpires from the Survey is that the State’s real
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economic growth rate (measured in terms of its GSDP) of 7.1% in 2012-13 was exactly at the same level
as in the previous year. In the context of India’s real GDP growth rate drifting to a low of 5%, the State’s
performance can be considered as remarkable in comparative terms. The important contributory factor for
this better performance has to be found in significantly higher growth rate of both industrial and services
sector as compared to the national scenario.
However, there can be no grounds for complacency for the state administration. There has been a huge
setback to Maharashtra’s agricultural sector. Thanks to low intensity and deficit monsoon, a large part of
the State is in the throes of severe drought conditions creating acute scarcity of drinking water as well as
of availability of fodder for livestock. Given the frequency of monsoon failure and drought conditions in
the State, it is imperative for the government to formulate an enduring and holistic strategy of expansion of
irrigation potential, water management and water conservation.
In contrast, the State has done well to expand power generation capacity, improve transmission and
distribution network and consistently reduced technical and transmission losses in recent years. Also, the
electricity supply shortfall has reduced compared to average peak demand. But, the State has a long way
to go in expanding electricity capacity, keeping in view the projected growing needs of urbanization and
the manufacturing sector, growth rate in the coming years. There are several other challenges of ensuring
uninterrupted feed-stocks of coal and natural gas for power generation.
Against this backdrop of the Maharashtra’s economy, we welcome the latest State Budget thanks to its (a)
modest tax efforts; and (b) focus of infrastructure oriented expenditure strategy, dealing with challenges
of water scarcity, expansion of irrigation potential and water management; road development; tourism
infrastructure; electricity sector, etc. Adequate attention has also been provided for various social sector
schemes. However, the State has proposed only a modest increase of 10.4% in its annual plan for 2013-14
– the plan outlay is Rs.46,938 crores as compared to Rs.45,000 crores in the previous year. This contrasts
with a hefty increase of as much as 29.4% in the Central Plan outlay (Rs.555,322 crores). The State outlay
represents just about 8.5% of the Central Plan. Why the State’s plan outlay has to be so low certainly needs
to be reflected upon by all the concerned stakeholders.
But in the meantime, we believe that the plan is as good as its implementation and outcome. Business
and industry is desperately awaiting the Central and State governments to start spending on public plan
schemes expeditiously so as to stimulate investment confidence of the private sector and ensure rapid
growth recovery. We hope the concerned authorities are concerned and listening …. …..

Cdr. Dipak Naik
President, MEDC
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Finalise Policy for
Housing for All

Chandrashekhar Prabhu

The Government of Maharashtra has
committed to the Government of India
that it will spare no efforts to improve
the condition of those residing in the
state and especially in Mumbai. Mumbai is not only the financial capital of
India, but also the slum capital of the
country. The recent census figures
confirm that almost 50% of Mumbai’s
population lives in the slums. Not only
has this made Mumbai the slum capital
of the country, but also made Maharashtra the state with highest number
of families living in slums. The government can say that they have a scheme
in place under the development control regulations 33[10] for the redevelopment of slums, but in the past25
years the builder driven schemes have
resulted in creating only about one
lakh houses while the requirement is
over a million houses. Moreover most
residents of slums have been driven
away, either by considering them ineligible for the free house or due to the
brisk sale of the tenements in the newly
redeveloped buildings which have
come up in place of the slums.
With all the stake holders
the builders who stood to
tremendously agreeing that the
has failed to achieve the
objectives, the government has

except
benefit
scheme
desired
realised

the need for fresh policy initiatives for
the redevelopment of slums.
Slums which have come up on lands
belonging to the central government
or public sector undertakings are not
eligible for the benefits, if at all, of the
S.R.A schemes. The Union Government,
in its recent policy on housing has stated
that slums on central government lands
are to be developed under the Rajiv
Awas Yojana. While the guidelines of
the RAY have been circulated to the
states, it becomes the responsibility of
the states to come with a scheme or
set of schemes to redevelop the slums
on central government lands. No such
policy has yet been drafted, nor does
one see the chances of it being drafted
in the near future.

would not discuss this aspect at length
as we have already dealt with the subject
in our earlier editorials.
More than a million people residing
on plots owned by the Municipal
Corporation of Greater Mumbai [MCGM]
in the suburbs of Mumbai cannot avail of
the benefits of any of the redevelopment
schemes as the MCGM has yet not come
up with a policy for redevelopment for
residents of lands owned by the MCGM
in the suburbs.

Taking a closer look at Mumbai, one
would realise that it is not just the slums
which contribute to the pathetic living
conditions in which the entire population
lives. The 2.5 million residents of the
old and dilapidated cessed buildings
live constantly under the threat of being
buried under the debris of what has been
for generations their home.

Their brethren in the island city who reside
on plots owned by the MCGM or plots
acquired by the MCGM have a policy in
place for their redevelopment, but the
policy throws them at the mercy of the
builders. Most properties redeveloped
on MCGM owned plots under the
development control regulations 33[7]
have seen mass exodus of the original
tenants. It can be argued that the tenants
have sold the tenements made available
to them under the D.C. regulation 33[7],
and that they have monetarily benefitted
by such sale, the intention of the policy
was to rehabilitate the tenants and not to
ensure their ouster.

The 1 million residents residing in the
colonies built by MHADA are awaiting
the new policy decisions regarding
redevelopment of their colonies. We

With DCR 33[7] permitting redevelopment of individual buildings, it was noticed that haphazard development in bits
and pieces, adding to the chaos created
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by the rapid urbanisation. An attempt
was made to find a solution by permitting incentives for cluster development.
D.C. Regulation 33[9] was amended to
incorporate development of clusters.
This regulation was vague and unclear.
Except for a stray proposal or two,
cluster development did not take off.
A good idea, if not followed up with
clear cut directions, can well frustrate all
efforts aimed at bringing reforms.
Redevelopment under D.C. regulations
33[6] and 33[8] have been debated for
some time now and they need changes
in order to make them more effective.
The Municipal Corporation has recently
approved a policy for redevelopment of
municipal markets. There are over 300
such markets in prime locations and the
lands were sought to be appropriated
by those connected with the alleged
underworld. Vigilant citizen stopped this
usurping of prime property, and hence
the implementation of the new policy
will be watched. It is felt that this policy
too is inadequate, and cannot take care
of the real needs of the citizens.
The policy for trading parking with F.S.I
has been criticized by all who understand
development and it was expected that
basic changes would be initiated in the
D.C. Regulations pertaining to parking.
The plots allotted to co-operative
housing societies from government
lands have been built upon, and over the
years the buildings have outlived their
effective lifespan. While a proper policy
regarding redevelopment of buildings
on government lands is overdue,
the government is busy undoing the
circulars drafted by officials which make
redevelopment virtually impossible.
MHADA has reconstructed over 900
buildings in the past few decades.
Many of them have outlived their
effective lifespan and come up for
redevelopment. These reconstruction
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schemes were earlier undertaken
under D.C. Regulation 33[9]. Instead
of having a separate D.C.R. for cluster
redevelopment, the government chose
to amend the D.C.R. 33[9]. Now there
is no scheme for further reconstruction
of the buildings earlier reconstructed by
MHADA. Here too government needs to
get its act together at the earliest.
In the year 1986 MHADA act was
amended to incorporate chapter VIII A
which enabled 70% tenants of the old
and dilapidated cessed buildings to apply
for acquisition of lands on which they
live, by offering to pay a compensation of
100 times the monthly rent. Residents of
more than 1000 buildings came forward
and 300 buildings along with lands on
which they stood were acquired and
handed over to the residents. In 1986
the F.S.I. available for redevelopment
for old and dilapidated cessed buildings
was 2.00. and the same was available
to the buildings acquired under
chapter VIII A of MHADA act. F.S.I.
for redevelopment of cessed buildings
through the developers’ route has since
been increased to 2.5 and later to 3.00.
In some cases the developers have
exploited the provisions of D.C.R. 33[7]
and availed of unlimited F.S.I. Lands
acquired under chapter VII A get only
2.00 F.S.I, and hence they cannot be
redeveloped. A policy regarding these
properties needs to be made.

be taken at the earliest but has not acted
so far. When there was a change at the
helm in the state, there was a lot of hope
that policy decisions will be taken with
a view to make living in the city more
comfortable. It has been more than two
years since the new set-up is in control,
but we have not yet seen the decisions
coming. It is time that the government
takes these decisions which are crucial
to the well-being of Mumbai. Making
cities or megapolises slum free is just
a small part of the urban development
initiatives. Taking decisions in bits and
pieces can do more harm than good.
The government must move rapidly
and announce the correct decisions in
the next few months. Elections are near
and any delay may make the people
feel that the decisions are aimed at
garnering votes and that the government
is not serious in its attempts to improve
the living conditions for the people of

Mumbai.
__________________________________
The Author is Consulting Editor, MEDC
Economic Digest
chandrashekharp@hotmail.com

The public sector undertakings and the
central government owns huge tracts of
land in Mumbai. A comprehensive policy
needs to be drafter for redevelopment of
these lands. The railways have come up
with some proposals of developing the
suburban railway stations, but a holistic
policy needs to be put in place to ensure
balanced and sustainable development.
It is therefore very clear that many policy
decisions need to be taken to ensure that
the life of citizens in Mumbai becomes
more liveable. The government has
been promising that such decisions will
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Global Trade and
Investment Trends

Dr. Prakash Hebalkar

This month saw continuing growth in
the US economy even as Europe continued to falter; it is indeed vital for Indian
exporters to shift their traditional focus
on European markets to the US markets
if we have to get out of the continuing
export slump that 2012 has seen. China
continued its geopolitical sweep across
South Asia, most recently investing heavily in Myanmar, even as India quibbled
with its own states over agreements with
other countries of South Asia for freer
trade and settlement of old territorial
disputes. As a result, India’s exports to
Sri Lanka, for instance, suffered. Technological progress in oil-hunting made
Japan a hero of the day as it found a way
to get gas from deep ocean gas-hydrates
which India has known lie in its own
waters but has done nothing to exploit;
starving upstream companies of funds
by forcing them to subsidise rich farmers on diesel prices does not leave much
for exploration let alone technologically
riskier plays like in gas hydrates. Meanwhile Indian firms, that can, continue to
raise debt funding overseas adding to
India’s imbalance between external debt
and forex reserves.
Continuing US growth was in sharp
contrast to Europe’s malingering. The
unemployment figure hit a four year low
in the USA. In contrast, Europe shows
signs of no growth.
Economic (GDP) growth appears to
have resumed in March quarter after

December quarter lull.
We are expecting GDP growth of 2.2%
in 2013 and 2.9% in 2014. Growth is
supported by some fading headwinds,
growing business investment and continued recovery in the housing market.
Federal fiscal policy (sequestration i.e.
reduction in federal budgetary spending) will be a drag. Any tightening in
monetary policy is a long-way off. When
the Fed funds rate does start to rise we
expect that it will move towards a rate
of 4% in the long-term (the ‘equilibrium’
rate). Source: Australian NAB
PIMCO’s Bill Gross, manager of the
world’s biggest bond fund, said GDP in
the U.S. may expand 3 percent this year,
an increase from his firm’s most recent
growth estimate of less than 2 per cent.
The US is “moving towards a 3% real
GDP growth rate” this year, and a
nominal growth rate of 5%, Mr Gross
said Friday in an interview. Pimco said
in December that the US would grow
between 1.25% and 1.75% in Y 2013.
The housing recovery and advancing
stock prices are making it easier for
households to tolerate higher payroll
taxes and a logjam in Washington over
the nation’s budget. Job growth surged
last month as automakers, builders and
retailers pushed the unemployment rate
to a 4-year low, defying concerns that
budget battles in Washington would
harm the economic expansion.
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Employment rose 236,000 after a revised
119,000 gain in January, Labour Department figures showed today in Washington. A number of 200,000 is consistent
with real GDP growth of 3% this year,
Mr Gross said in the interview
Source:http://www.livetradingnews.com/
bill-gross-us-economic-growth-at-3-in-2013106900.htm#.UVAtVmfrYic

Preliminary EU GDP levels signal
-0.06%
6 March 2013
StockMarketWire.com - A preliminary
release of European Gross Domestic
Product (GDP) has posted a -0.6% level, in line with market expectation on
a quarter-on-quarter basis, which has
resulted in a mixed reaction against its
major counterparts.
Achieving the expected -0.6% would
signify eight consecutive months in
contraction for the Eurozone
The Oil pipeline from the Myanmar
coast on the Bay of Bengal to Kunming
is expected to be operational in May
of 2013. China is investing some
$2 Billion in the pipeline to avoid the
strategic bottleneck of the Straits of
Malacca to its oil supply. This rapid
progress contrasts with the multiyear
futile negotiations over the Iran-India
pipeline and the dubious fate of the
Turkmenistan India pipeline.
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The Bay of Bengal, India thinks, is its
backwaters. It should think again; for
Beijing is all set to transform the geo-economics of the Bay of Bengal. The China
National Petroleum Corporation (CNPC)
is about to complete the construction of
the natural gas pipeline from Myanmar’s
Rakhine coast to Kunming, the capital of
Yunnan in south-western China.
The pipeline traverses nearly 800 km
north-east from the island of Kyaukpyu
(pronounced “Tchapru”) to enter Yunnan. It is designed to carry nearly 12
billion cubic metres of gas per year,
nearly a third of current Chinese imports
of natural gas. A small portion of the
gas will be consumed along the way in
Myanmar.
The natural gas pipeline is only one
of the many projects that are centred
on the Kyaukpyu Island. CNPC is also
building an oil pipeline along the same
alignment as the gas pipeline. The oil
pipeline is expected to carry nearly 22
million tonnes of oil a year from Kyaukpyu to Yunnan.
An oil terminal is being built by Chinese companies near port de Bruno, the
capital of Kyaukpyu special administrative zone. Once operational, ultra-large
crude carriers (ULCC) sailing back and
forth from Kyaukpyu will be a common
sight in the Bay of Bengal.
This large capacity oil transportation
route will not be an alternative to the
Malacca Straits — through which most
of Chinese oil imports pass through. But
it will provide a useful complement and
a short-cut to moving hydrocarbons into
western China.
China also plans to build a highway
between Kyaukpyu and Yunnan as well
as a high-speed rail link. Chinese companies are developing a large special
economic zone in Kyaukpyu and power
plants to fuel it.
Beijing also has plans to build a deep
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water commercial seaport at Kyaukpyu’s natural harbour. The betting is
that Kyaukpyu could become a major
port for transshipment in the Bay of Bengal. Authorities in Yangon are reportedly considering China’s plans to build
a “mini-Singapore” on the Kyaukpyu Island. Chinese investments in Kyaukpyu
could amount to nearly $100 billion if
all the current plans materialise over
the next two decades.
Source: Indian Express.

India has a significant deposit of gas
hydrates, i.e. natural gas that has
compressed under pressure and low
temperature in deep sea waters into a
frozen substance. However no effort
has been made to utilise these deposits
for lack of technology and money. That
ONGC is routinely starved to feed
subsidies to rich farmers by way of
diesel subsidies is an additional factor
in India’s lack of progress. On the
technology fund, a demonstrator project
had success recently with the Japanese
succeeding in gasification of such
hydrates off Japan’s coasts. Clearly joint
development of this technology and
joint exploration in India’s exclusive
economic zone ought to be a high
priority for Indo-Japanese diplomacy!
Japan said Tuesday that it had extracted
gas from offshore deposits of methane
hydrate — sometimes called “flammable
ice” — a breakthrough that officials and
experts said could be a step toward tapping a promising but still little-understood energy source. The gas, whose
extraction from the undersea hydrate
reservoir was thought to be a world first,
could provide an alternative source of
energy to known oil and gas reserves.
That could be crucial especially for Japan, which is the world’s biggest importer of liquefied natural gas and is engaged in a public debate about whether
to resume the country’s heavy reliance
on nuclear power.

Experts estimate that the carbon found
in gas hydrates worldwide totals at
least twice the amount of carbon in all
of the earth’s other fossil fuels, making
it a potential game-changer for energypoor countries like Japan. Researchers
had already successfully extracted gas
from onshore methane hydrate reservoirs, but not from beneath the seabed,
where much of the world’s deposits
are thought to lie. The exact properties of undersea hydrates and how they
might affect the environment are still
poorly understood, given that methane
is a greenhouse gas. Japan has invested
hundreds of millions of dollars since the
early 2000s to explore offshore methane
hydrate reserves in both the Pacific and
the Sea of Japan.
Source: NYTimes March 12, 2013

Indian firms continue to raise funds
abroad driven by lower interest rates even
after hedging, by sectoral lending limits
being reached by banks and other such
considerations; the amount exceeded
$50 Billion. All of this borrowing adds to
India’s external debt which is no longer
less than India’s forex reserves was the
case in the early years of reform decade
of the 1990s and the early part of this
century.
Data from Sebi shows companies have
collected Rs 39,025 crore through this
route in January. This is the highest level
in the last six months. While Sebi data
does not show sector wise details, a
slightly older set from Prime Database
shows the private sector non-financial
companies have recorded a sharp 78 per
cent rise year-on-year.
It is outstripping bank lending and
making up for the slowdown in ECB
fund raising. The Sebi data shows Indian
firms have raised a total of Rs 3,02,668
crore in the April to January period, a
15 per cent jump over the last year.
Private placements is a method of raising
capital where firms issue debt securities
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or bonds to institutional investors instead
of routing their offers through the capital
markets. The amount raised in January
is the highest sum raised by Indian
companies through private placement
since July 2012, when they had raised
Rs 57,745 crore. The increase is also
visible in the more diversified nature of
the sectors trying out this route.
So commensurate with the rise of the private sector, the share of government organisations and financial institutions, the
usual leaders of the pack has declined
from 77 per cent last year to 68 per cent
this year. Private sector non financial
companies have mobilised Rs 75,214
crore in a year when bank lending has
withered. Obviously with bank credit
drying up a sharp rise in the debt private
placement from the private sector was
expected. Plus it is easy compared to
the time lag with public placement. The
other option of raising funds from the
equity market is in any case out as there
has been little activity there through
most of 2012.
Source: Indian Express

Finally a technological development that
should serve as a wakeup call for the
services sector of the economy. Al Gore
in his latest book, “The Future: Six Drivers of Global Change”, cautions about
two new trends: Insourcing and Robosourcing as game changers for countries
counting on low-cost physical labour
to manufacture goods. Word from Australia and China suggests that even in a
low-cost economy the rapidly decreasing
cost of robots is leading to some surprising substitution of workers by robots!

1

Heralding a new era of machines, robots
are increasingly becoming popular in
China replacing humans in most of the
hard labour jobs, including chefs in
restaurants. Hundreds of small Chinese
restaurants are using the robots which
donned the role of traditional cooks
dishing out a set menu at a faster
and cheaper rate replacing the chefs.
Robots in chef uniform working with
a firm dough, shooting noodles into
boiling water in see through kitchens
is becoming a common site in many
restaurants in Beijing and elsewhere.
“It’s cost-effective,” said a roadside restaurateur, Zhao. “A cook doing this job
usually asks for 40,000 yuan ($6,400) a
year. I bought the robot last month for
10,000 yuan ($1,600). It does a good
job,” he told Xinhua news agency.
Inventor of the robot, Cui Runquan, a 38year-old farmer from neighboring Hebei
Province, said he has sold robots like this
to more than 3,000 restaurants across
China since launching the mechanical
avatar in 2010.
He obtained his fist patent in 2010, for
a mechanical arm, and now has four
patents for his invention.
As wages grow by 10 to 20 per cent
annually in China, the age of the
machines is dawning.
From small restaurants to big factories,
relatively cheap robots are beginning
to change the country’s economic
landscape besides robot chefs, Chinese
factories use robots to take on jobs
like welding, painting, ironing and
packaging.

Source: Zeenews1

As interest grows in opportunities for
Australian farms to serve as Asia’s
food bowl, a team of six researchers at
Sydney University are developing robots
to compensate for the gap in available
labour. Funded by Horticulture Australia
with support from the Australian Centre
for Field Robotics, the team is developing robotics which can complete many
farming tasks.
Professor of Robotics and Intelligent
Systems Salah Sukkarieh at the Faculty of
Engineering and Information Technologies leads the team and says the robotic
devices will have the ability to sense,
analyse and respond to their surroundings. “Australia’s potential to become
the food bowl of Asia has triggered a
drive to develop robots for use in farming and agriculture and University of
Sydney mechatronics experts are leading
the way,” he said.
“Not enough people are working
on the farms, or wanting to work on
farms.”He said with an ageing farmer
population robotics could provide a
means for many of the tasks such as
collecting data, through to harvesting.
“Robotics have been shown to accomplish such tasks in mining, environment
management, defence and stevedoring
and hence will be a natural fit in this
problem space,” Professor Sukkarieh
said. Source: http://straightfurrow.farmonline.co.nz/news/state/agribusiness/
general-news/robots-to-pick-up-labourgap/2641600.aspx
He said there was a big drive to

India has around 2,000 trillion cubic feet of prognostic reserves of gas hydrates off the country’s east coast, directorate-general of Hydrocarbons (DGH) on Wednesday said. “Even if 10% of these reserves are recoverable, that is a huge potential waiting to be tapped,” DGH
director-general VK Sibal said at the International Conference on Gas Hydrates at Noida, on the outskirts of the national capital. Gas hydrate
is methane gas trapped in a cage of water molecules. They are ice-like crystals that lie 200 to 800 meters below the sea bed, at very high
pressures and very low temperatures. These have been found in Krishna Godavari, North East Coast, Mahanadi and Andaman basin, he
said. If mined and brought to atmospheric conditions, they produce 160 times their volume of methane but the technology to mine these
hydrates is at its infancy. Petroleum secretary MS Srinivasan said the vast gas hydrate reserves can meet the energy needs for centuries.
Source: Financial Express February 2008

Maharashtra Economic Development Council, Monthly Economic Digest

9  April 2013

conceptualise the future of Australian
agriculture in terms of a food bowl supplying the vast Asian market, which was
presently being restricted by labour costs
and technology. “This is where automation can help. We can use it to increase
efficiency and yield by having many of
the manual tasks of farming performed
by specially designed agricultural
robotic devices,” he said.

robots-to-pick-up-labour-gap/2641600.
aspx
The New Manufacturing Policy had better factor this changing technological

scene in its policy formulations!

__________________________________
The author is President, ProfiTech –
Globalisation and Infrastructure Strategy
Consultants
profitechconsultants@gmail.com

A lot of the sensing and actuation systems
for these robots already exist in other
farm technology. Support for the robots
will come in two forms: standard support
for the farm vehicle such as a tractor
to which the robot is mounted, and
technical support for the robotic systems.
“Expect a tractor that is autonomous that
can sense its surroundings, such as tree
health and can spray, apply fertiliser and
mow,” he said. He expects the devices
should be made commercially available
to farmers within the next couple of
years.
The robots have so far been trialled on
Tim Orr’s Lake Cullulleraine Almonds’
orchards
operation
at
Mildura.
“The robots can move through an
orchard gathering data and develop a
comprehensive in-ground and out-ofground model of the entire orchard,”
Professor
Sukkarieh
said.
“The
devices we’ve developed can collect,
analyse and present this information
autonomously, so a major part of the
farmer’s job can be done automatically.
”The second stage, which the team will
start in the new year, involves applying
this technology to standard farm
tractors. Professor Sukkarieh said the
third and most complex stage would
be to enable the devices to carry out
harvesting. As well as developing the
technology itself, the team is working
with farmers to determine how making
small changes to traditional agricultural
practices can allow them to make
the most of this technology. Source:
http://straightfurrow.farmonline.co.nz/
news/state/agribusiness/general-news/
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Excerpts from Executive
Summary “Financial Sector
Legislative Reforms
Commission“
MEDC Research Team

Introduction
The
Financial
Sector
Legislative
Reforms Commission (FSLRC) was set up
by the Government of India, Ministry of
Finance on March 24, 2011 to redesign and streamline the legal, institutional and regulatory frameworks of the
financial sector so as to bring them in
harmony with the requirements of India’s
fast growing financial sector. Doubtless,
there was an urgency for a holistic and
comprehensive evaluation of India’s
financial sector from such an expert
body. It was long felt that much of the
current financial laws and regulatory
instituions were formulated several decades back, when the financial outlook
was completely different from what is
prevailing today. Piecemeal modification
and multiplication of financial sector’s
rules, regulations and amendments without regard to the necessary changes in its
underlying foundation, have increased
the complexity and uncertainty of
the system.
Therefore, harmonizing the legislative
and regulatory framework of India’s
financial sector is of crucial importance
for dealing with the complexities and
dynamics of the existing and emerging
financial markets and institutions. In
particular, in the era of liberalization
and globalization, this aspect assumes
enormous importance. Keeping this in
view, it was most appropriate for the
Government to assign such vital task
to the FSLRC and seek its objective
assessment and recommendations to

remove any unintended outcomes
including ambiguity, regulatory gaps,
overlaps and regulatory arbitrage
between various legislations and also to
strengthen the foundations of a dynamic
and vibrant financial sector. The FSLRC
submitted its final report in two volumes
to the Finance Ministry on March 21,
2013. The following is the Executive
Summary excerpted from this Report.

Mandate
The
Financial
Sector
Legislative
Reforms Commission was constituted
by the Government of India, Ministry
of Finance, in March, 2011. The setting
up of the Commission was the result of
a felt need that the legal and institutional
structures of the financial sector in India
need to be reviewed and recast in tune
with the contemporary requirements of
the sector.
The institutional framework governing
the financial sector has been built up
over a century. There are over 60 Acts
and multiple rules and regulations that
govern the financial sector. Many of the
financial sector laws date back several
decades, when the financial landscape
was very different from that seen today.
For example, the Reserve Bank of India
(RBI) Act and the Insurance Act are of
1934 and 1938 vintage respectively.
Financial economic governance has
been modified in a piecemeal fashion
from time to time, without substantial
changes to the underlying foundations.
Over the years, as the economy and the
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financial system have grown in size and
sophistication, an increasing gap has
come about between the requirements
of the country and the present legal and
regulatory arrangements.
Unintended consequences include regulatory gaps, overlaps, inconsistencies
and regulatory arbitrage. The fragmented
regulatory architecture has led to a loss
of scale and scope that could be available from a seamless financial market
with all its attendant benefits of minimising the intermediation cost. A number
of expert committees have pointed out
these discrepancies, and recommended the need for revisiting the financial
sector legislations to rectify them. These
reports help us understand the economic and financial policy transformation
that is required. They have defined the
policy framework within which reform of
financial law can commence.
The remit of the Commission is to
comprehensively review and redraft the
legislations governing India’s financial
system, in order to evolve a common
set of principles for governance of
financial sector regulatory institutions.
This is similar to the tradition of Law
Commissions in India, which review
legislation and propose modifications.
The main outcome of the Commission’s
work is a draft ‘Indian Financial Code’
which is non-sectoral in nature (referred
to as the draft Code throughout), which
is in Volume II of the report and replaces
the bulk of the existing financial law.
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Work process of the
Commission
The Commission took a comprehensive,
first principles approach to the task,
rooting its analysis and decisions in
a conceptual analysis of financial
regulation and review of experience
till date. Some elements of the work
process that are used in India in Law
Commissions were utilised. The
Commission embarked upon an intense
two year process, which started in April
2011. Three elements were emphasised
in the work process. Commission has
followed a consultative approach,
reaching out into knowledge and
perspective across all elements of Indian
finance. Commission has cultivated a
multi-disciplinary approach, drawing
on the fields of public economics, law,
finance, macroeconomics and public
administration. Finally, Commission has
drawn on the experiences of emerging
markets and developed jurisdictions
in understanding how financial law
and agencies have been constructed
worldwide.
The drafting of law in a democracy
must necessarily give opportunities for
all viewpoints to be heard. In addition,
the drafting of law in finance involves
considerable technical challenges. Over
this two year period, more than 120
individuals participated in the process
of the Commission in various capacities.
This has helped ensure that diverse
viewpoints fed into the debates of the
Commission, and that the draft Code is
characterised by technical soundness in
terms of finance, economics, law, and
public administration.

The tasks of financial
law
The first set of questions that the
Commission dealt with was about the
purpose of the financial legal framework.
Regulation is not an end in itself; it exists
in order to address market failures. From
this point of view, nine components
were envisioned:
1. Consumer protection – The Commis-
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sion found that a mere ‘buyer beware’
approach is not adequate in finance;
regulators must place the burden upon
financial firms of doing more in the
pursuit of consumer protection. This
perspective shapes interventions aimed
at prevention (of inducing financial firms
towards fair play) and cure (redress of
grievances).
2. Micro-prudential regulation – When
financial firms make promises to
consumers, e.g. the repayment of a
bank deposit, regulators are required
to monitor the failure probability
of the financial firm, and undertake
interventions that reduce this failure
probability.
3. Resolution – Micro-prudential
regulation will diminish, but not
eliminate, the failure of financial firms.
A specialised resolution capability is
required, which swiftly and efficiently
winds down stressed financial firms, and
protects the interests of small customers.
4. Capital controls – These are
restrictions on cross-border activity on
the capital account. The Commission
has no view on the sequencing and
timing of capital account liberalisation.
The work of the Commission in this field
was focused on placing the formulation
and implementation of capital controls
on a sound footing in terms of public
administration and law.
5. Systemic risk – Micro-prudential
regulation thinks about the collapse
of one financial firm at a time. A very
different point of view is required when
thinking of the collapse of the entire
financial system. Micro-prudential
regulation is about the trees, and systemic risk regulation is about the forest.
It calls for measurement of sys-temic
risk, and undertaking interventions at
the scale of the entire financial system
(and not just one sector) that diminish
systemic risk.
6. Development and redistribution
– Financial economic governance in
India is charged with the development
of market infrastructure and processes,
and with redistribution. These objectives

have to be achieved through sound
principles of public administration
and law.
7. Monetary policy – Objectives, powers
and accountability mechanisms have to
be setup for monetary policy.
8. Public debt management – A
specialised framework on public debt
management has to be setup that takes a
comprehensive view of the liabilities of
Government, and establishes the strategy
for low-cost financing in the long run.
9. Contracts, trading and market abuse –
Certain adaptations to the foundations of
commercial law, surrounding contracts
and property, are required to enable
the financial system. Alongside this, the
legal foundations for the securities
markets are established.
The overall task of constructing financial
law comprises the above nine elements,
and of establishing sound foundations of
regulatory governance.
This problem statement differs considerably from approach taken by existing
laws in India, which are sector-specific.
The existing laws deal with sectors such
as banking, securities and payments.
The Commission analysed this issue at
length, and concluded that non-sectoral
laws constitute a superior strategy.
As an example, a non-sectoral
consumer protection law would lead
to harmonisation of the consumer
protection across multiple sectors. If
this approach were not taken, there
is the possibility of a certain sector
having more lax standards of consumer
protection than another. Profit-seeking
financial firms would rush to exploit
the profit opportunities, and distort the
structure of the financial system.
In similar fashion, a non-sectoral microprudential law would ensure that similar
reasoning about risk is applied all across
the financial system. If micro-prudential
regulation is done differently in different
sectors, then profit-seeking financial
firms will have an incentive to portray
activities as belonging to sectors where
capital requirements are weaker.
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Non-sectoral laws are closely related
to the idea of principles-based law.
The draft Code is non-sectoral principles-based law. Regulators will issue
regulations, that will often be sectoral
and often be rules-based. The advantage of this arrangement is that specific
details of technology and market process
are not embedded in the law. Over the
years, changes in technology and institutions would lead to modifications in
regulations. Timeless principles would
be re-interpreted in the future by courts
and the tribunal, which would create
case law. The Commission believes that
the draft Code will, with no more than
minor modifications, represent the essence of financial law for many decades
to come. In this respect, the work of the
Commission has taken Indian financial
law closer to its roots in the common
law tradition.
At present, financial law in India is fairly
complex. The drafting style used in most
current laws is relatively complex and
thus unreadable to non-specialists. The
Commission has tried to achieve a simple writing style for the draft Code. The
unification of many laws into a single
draft Code has greatly assisted simplification. A single set of definitions of terms
is utilised across all 450 sections of the
law. The entire draft Code is internally
consistent, and has a simple and logical table of contents. This emphasis on
simplicity would reduce the complexity
faced by law-makers, bureaucrats, legal
professionals and finance practitioners
in understanding the law and working
within it.
The first task of financial law is to establish
a clear strategy for the nine areas listed
above. The second task of financial law
is to establish financial regulators.
In a liberal democracy, the ‘separation of
powers’ doctrine encourages a separation
between the legislative, executive and
judicial functions. Financial regulators
are unique in the extent to which all three
functions are placed in a single agency.
This concentration of power needs to
go along with strong accountability
mechanisms.

There is a strong case for independence
of regulators. Independent regulators
would yield greater legal certainty. The
quest for independence of the regulator
requires two planks of work. On one
hand, independence needs to be
enshrined in the law, by setting out many
processes in great detail in the law. On
the other hand, alongside independence
there is a requirement of accountability
mechanisms.
The Commission has adopted five
pathways to accountability. First,
the processes that the regulator must
adhere to have been written down in
considerable detail in the draft Code.
Second, the regulation-making process
(where Parliament has delegated law
making power to regulators) has been
established in the draft Code with
great care, with elaborate checks and
balances. Third, systems of supervision
have been established in the draft Code
with a great emphasis on the rule of law.
Fourth, strong reporting mechanisms
have been established in the draft Code
so as to achieve accountability. Finally, a
mechanism for judicial review has been
established for all actions of regulators
through a specialised Tribunal.
At present, laws and regulations in India
often differentiate between different
ownership or corporate structures
of financial firms. The Commission
has pursued a strategy of ownershipneutrality: the regulatory and supervisory
treatment of a financial firm would be
the same, regardless of whether it is
private India, foreign, public sector and
co-operative. This would yield a level
playing field.
At present, many public sector financial
firms (e.g. Life Insurance Corporation of
India (LIC), State Bank of India (SBI)) are
rooted in a specific law. The Commission
recommends that they be converted
into companies under the Companies
Act, 1956. This would help enable
ownership-neutrality in regulation and
supervision. This recommendation is not
embedded in the draft Code.
A related concern arises with cooperatives which fall within the purview
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of state Governments. The Commission
recommends that State Governments
should accept the authority of Parliament
(under Article 252 of the Constitution)
to legislate on matters relating to the
regulation and supervision of cooperative societies carrying on financial
services. This recommendation is also
not included in the draft Code. The
Commission proposes that regulators
may impose restrictions on the carrying
on of specified financial services by cooperative societies belonging to States
which have not accepted the authority of
Parliament to legislate on the regulation
of co-operative societies carrying on
financial services.

The footprint of
regulation
As a first step in determining the
appropriate form and extent of regulation
for the Indian financial sector, the
Commission began with an identification
of the basic subject matter of regulation
- financial products and services. In
the view of the Commission, particular
forms of dealings in financial products,
such as securities, insurance contracts,
deposits and credit arrangements,
constitute the rendering of financial
services. This includes services such as,
sale of securities, acceptance of public
deposits, operating investment schemes
and providing credit facilities. The
Commission however recognises that a
principles-based approach to defining
financial products and financial services
comes with the risk of unintentionally
casting the net of regulation too wide.
Therefore, it was decided that financial
regulation should apply to only those
persons who are engaged in the business
of carrying on financial services.
While proposing a list of financial
products and services in the draft Code,
the Commission is fully aware of the
constant innovation in the field of
finance. In order to ensure that the law
can keep pace with these changes, the
draft Code empowers the Government
to expand the list of financial products
and services, as required. At the same
time, the draft Code also allows the
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regulators to exclude specific financial
services carried out by specific categories
of persons from the scope of financial
services. Using this power the regulator
will be able to specify exemptions, e.g.
for hedge funds that do not access funds
from more than a particular number of
persons or investment firms that only
advise their related persons. In doing so,
the regulator would of course be bound
by the objectives and guided by the
principles set out under the draft Code.

Structure of the
regulator
Just as the draft Code does not differentiate between different sectors in the
financial system, the draft Code establishes a single framework for regulatory
governance across all agencies. This is
rooted in the fact that the requirements
of independence and accountability are
the same across the financial system.
With small adaptations, this standard
framework is used in the draft Code for
all agencies created therein.
The draft Code creates a series of
obligations for the Government and
for regulators. The draft Code covers
all functions of regulators, and defines
the behaviour that is required from the
regulator.
All regulators will have an empowered
board. The Commission has drafted a
precise selection-cum-search process
for the appointment of all members.
Four kinds of members are envisioned:
the chairperson, executive members
including
an
administrative
law
member, non-executive members and
Government nominees. The role of each
of these kinds of members has been
defined. The appointment conditions for
board members have been defined.
The draft Code establishes certain
elements of the functioning of board
meetings, so as to ensure adequate
oversight of the board over the organisation, and an emphasis on transparency.
A general framework for establishing
advisory councils, that will support
the board, has been created. This is
sometimes invoked in the draft Code in
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constructing statutory advisory councils.
Apart from this, the board will be free
to construct additional advisory councils
based on its needs.
The Commission envisages that fees
charged to the financial system will
fund all regulatory agencies. Financial
regulation will, therefore, generally
impose no burden upon the exchequer.
This will assist independence by giving
regulators greater autonomy, and help
the creation of a specialised workforce.

Functions and powers of
the regulator
The actual functioning of the regulator
lies in three areas: regulation-making,
executive functions and administrative
law functions. In each area, the draft
Code defines the functioning of regulators
with considerable specificity.
At present, in India, there is a confusing
situation with regulators utilising
many instruments such as regulations,
guidelines, circulars, letters, notices and
press releases. The draft Code requires
all regulators to operate through a small
number of well defined instruments
only.
The first task of a regulator is that of
issuing regulations. If laws are poorly
drafted, there is a possibility of excessive
delegation by Parliament, where a
regulatory agency is given sweeping
powers to draft regulations. The
Commission has consistently sought
to define specific objectives, define
specific powers and articulate principles
that guide the use of powers. Through
this, regulation-making at the regulator
would not take place in a vacuum.
A structured process has been defined
in the draft Code, through which regulation-making would take place. The regulator would be required to articulate the
objective of the regulation, a statement
of the problem or market failure that the
regulation seeks to address, and analyse
the costs and benefits associated with
the proposed regulation. A systematic
public consultation process is written
into the draft Code. This structured regulation-making process would reduce ar-

bitrariness and help improve the quality
of regulations.
This structured regulation-making process requires a considerable expenditure of time and effort at the regulator.
This is commensurate with the remarkable fact that Parliament has delegated
law-making power to a regulator. In an
emergency, the regulator can issue regulations without going through the full
regulation-making process. However,
these regulations would lapse within six
months.
Alongside regulations, the draft Code
envisages a process through which
regulators can issue ‘guidelines’.
Guidelines clarify the interpretation of
regulations but do not, themselves,
constitute regulations. Specifically,
violation of guidelines alone would not
constitute violation of the law.
At present, regulations are not subject
to judicial review. The Commission
envisages an important process of
judicial review of regulations. It would
be possible to challenge regulations
either on process issues (i.e. the full
regulation-making process was not
followed) or substantive content (i.e.
the regulation does not pursue the
objectives, or exceeds the powers, or
violates the principles, that are in the
Act). The Commission believes that
these checks and balances will yield
considerable improvements in the
quality of regulation-making in India.
Turning to executive functions, the draft
Code has specifics about each element
of the executive powers. The first stage is
the processing of permissions. A systematic process has been laid down through
which permissions would be given.
The second element is information gathering. Regulators require a substantial
scale of regular information flow from
financial firms. The Commission envisages a single ‘Financial Data Management
Centre’. All financial firms will submit
regular information filings electronically
to this single facility. This would reduce
the cost of compliance, and help improve
data management within regulators.
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Turning to penalties, the draft Code
has a systematic approach where
certain standard categories are defined,
and principles guide the application
of penalties. This would help induce
greater consistency, and help produce
greater deterrence. A critical component
of the framework for penalties is the
mechanisms for compounding, which
are laid on a sound foundation, and
consistently applied across the entire
financial system.

is an unsophisticated consumer, and
an additional set of protections are
defined for these consumers. The basic
protections are:

Once an investigation has taken place,
and the supervisory team within a regulator believes there have been violations,
the principles of public administration
suggest that the actual order should be
written by disinterested party. At the
level of the board, an ‘administrative
law member’ would have oversight of
‘administrative law officers ’who would
not have any responsibilities within the
organisation other than performing quasi-judicial functions. A systematic process would operate within the regulator,
where administrative law officers and
the administrative law member would
be presented with evidence and write
orders.

5. Requirement of fair disclosure;

The working of the regulator ultimately
results in regulations and orders. These
would face judicial review at the
Tribunal. The Commission envisages
a unified Financial Sector Appellate
Tribunal (FSAT) that would hear all
appeals in finance. A considerable focus
has been placed, in the draft Code, on
the functioning of the registry of FSAT,
so as to achieve high efficiency.

Consumer protection
The work of the Commission in the
field of consumer protection marks a
watershed compared with traditional
approaches in Indian financial law.
It marks a break with the tradition of
caveat emptor, and moves towards a
position where a significant burden of
consumer protection is placed upon
financial firms.
The draft Code first establishes certain
basic rights for all financial consumers.
In addition, the Code defines what

1. Financial service providers must act
with professional diligence;
2. Protection against unfair contract
terms;
3. Protection against unfair conduct;
4. Protection of personal information;

6. Redress of complaints by financial
service providers.
In addition, unsophisticated consumers
have three additional protections:
1. The right to receive suitable advice;
2. Protection from conflicts of interest
of advisors;
3. Access to the redress agency for
redress of grievances.
The regulator has been given an
enumerated set of powers through which
it must implement these protections.
Alongside these objectives and powers,
the regulator has been given a set of
principles that guide the use of the
powers.
This framework of rights – powers –
principles will shape the drafting of
regulations. Once this has been done,
regulators are obliged to undertake
supervisory actions to verify that
regulations are being complied with.
This goes along with enforcement and
disciplinary actions.
This regulatory and supervisory strategy
will yield considerable gains in consumer protection, when compared with
the present Indian practices. At the same
time, there will be certain consumers
who are aggrieved. The Commission envisages a single unified Financial Redress
Agency (FRA) which would serve any
aggrieved consumer, across all sectors.
This would feature a low-cost process
through which the complaint of the consumer against the financial firm would
be heard, and remedies awarded.
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As with the FSAT considerable effort
has been made by the Commission to
obtain an FRA that has high operational
capabilities and thus imposes low
transactions costs upon all participants.
The FRA is important as a mechanism for
addressing the unfair treatment of one
consumer. The FRA is also envisaged as
a valuable measurement system, for the
case database of the FRA is a map that
shows where the problems of consumer
protection lie. Hence, the Commission
envisages a systematic process through
which the analysis of this data would
feed back into improvements in regulation and supervision.
The Commission recognises that competition is a powerful tool for the protection of consumers. The Competition
Act enshrines a non-sectoral approach to
competition policy. The Commission has
envisaged a detailed mechanism for better co-operation between financial regulators and the Competition Commission
through which there is greater harmony
in the quest for greater competition.

Micro-prudential
regulation
The pursuit of consumer protection
logically
requires
micro-prudential
regulation: the task of constraining the
behaviour of financial firms so as to
reduce the probability of failure. When
a financial firm makes a promise to a
consumer, it should be regulated so as
to achieve a certain high probability that
this promise is upheld.
The first component of the draft Code
is a definition of the class of situations
where micro-prudential regulation is
required. This is done in a principlesbased way, focusing on the ability of
consumers to understand firm failure,
to co-ordinate between themselves,
and the consequences of firm failure for
consumers.
Regulators have five powers through
which they can pursue the micro-prudential goal: regulation of entry, regulation of risk-taking, regulation of loss
absorption, regulation of governance
and management, and monitoring/
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supervision. The draft Code specifies
each of these powers in precise legal
detail.
Alongside this, it specifies a set of
principles that guide the use of these
powers. Eleven principles have been
identified that must be complied
with. For example, principles require
proportionality (greater restrictions for
greater risk), equal treatment (equal
treatment of equal risk), and so on.
It is envisaged that regulators will pursue
the micro-prudential objective by writing
regulations that utilise the five powers. At
the same time, these regulations would
have to satisfy the ten principles.
In this framework, there maybe broadly
three grounds for appeal against
regulations. A regulation engages in
micro-prudential regulation of an activity
where
micro-prudential
regulation
is not required. A regulation utilises
powers which are not prescribed in the
law. Finally, a regulation violates the
principles which the regulator is required
to follow.

Resolution
The Indian financial system has
traditionally been dominated by public
sector firms. When consumers deal with
a Public Sector Undertaking (PSU) bank
or insurance company, for all practical
purposes, they are dealing with the
Government, and there is no perceived
possibility of failure. Over the last 20 years,
however, India has increasingly opened
up entry into finance, and a new breed of
private financial firms has arisen. These
firms can fail, and when this happens, it
can be highly disruptive for households
who were customers of the failing firm,
and for the economy as a whole.
Sound micro-prudential regulation will
reduce the probability of firm failure.
However, eliminating all failure is
neither feasible nor desirable. Failure of
financial firms is an integral part of the
regenerative processes of the market
economies: weak firms should fail and
thus free up labour and capital that
would then be utilised by better firms.
However, it is important to ensure
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smooth functioning of the economy, and
avoid disruptive firm failure.
This requires a specialised ‘resolution
mechanism’. A ‘Resolution Corporation’
would watch all financial firms which
have made intense promises to households, and intervene when the net worth
of the firm is near zero (but not yet negative). It would force the closure or sale
of the financial firm, and protect small
consumers either by transferring them to
a solvent firm or by paying them.
At present, for all practical purposes, at
present, an unceremonious failure by
a large private financial firm in India
is not politically feasible. Lacking a
formal resolution corporation, in India,
the problems of failing private financial
firms are placed upon customers, taxpayers, and the shareholders of public
sector financial firms. This is an unfair
arrangement.
Establishing a sophisticated resolution
corporation is thus essential. Drawing
on the best international practice, the
draft Code envisages a unified resolution
corporation that will deal with an array
of financial firms such as banks and
insurance companies. It will concern
itself with all financial firms which make
highly intense promises to consumers,
such as banks, insurance companies,
defined benefit pension funds, and
payment systems. It will also take
responsibility for the graceful resolution
of systemically important financial firms,
even if they have no direct links to
consumers.
A key feature of the resolution corporation will be speed of action. It must stop
a financial firm while the firm is not yet
bankrupt. The international experience
has shown that delays in resolution almost always lead to a situation where
the net worth is negative, which would
generally impose costs upon the tax-payer. The choice that we face is between a
swift resolution corporation, which will
stop financial firms when they are weak
but solvent, and a slow resolution corporation which will make claims upon the
tax-payer. Hence, a sophisticated legal
apparatus is being designed, for a resolu-

tion corporation that will act swiftly to
stop weak financial firms while they are
still solvent. The resolution corporation
will choose between many tools through
which the interests of consumers are
protected, including sales, assisted sales
and mergers.
It is important to make a clear distinction
between micro-prudential regulation and
resolution. Micro-prudential regulation
and supervision is a continuous affair.
Occasionally, when a firm approaches
failure, resolution would come into
action, and it would behave very differently from micro-prudential regulation.
The resolution corporation would be
analogous to a specialised disaster management agency, which is not involved
in everyday matters of governance, but
assumes primacy in a special situation.
The resolution corporation will have
close co-ordination with micro-prudential regulation. For strong firms, the
resolution corporation will lie in the
background. As the firm approaches
default, the resolution corporation will
assume primacy.
The resolution corporation will charge
fees to all covered entities, who benefit
from greater trust of unsophisticated
consumers. This fee will vary based on
the probability of failure, and on the
financial consequences for the resolution
corporation of the event of failure. This
risk-based premium would help improve
the pricing of risk in the economy, and
generate incentives for financial firms to
be more mindful of risk-taking.
The first three pillars of the work of
Commission – consumer protection,
micro-prudential regulation and resolution – are tightly interconnected.
All three are motivated by the goal of
consumer protection. Micro-prudential regulation aims to reduce, but not
eliminate, the probability of the failure
of financial firms. Resolution comes into
the picture when, despite these efforts,
financial firms do fail.

Capital controls
India has a fully open current account,
but many restrictions on the capital ac-
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count are in place. A major debate in
the field of economic policy concerns
the sequencing and timing towards
capital account convertibility. The
Commission has no view on this question. The focus of the Commission has
been on establishing sound principles
of public administration and law for
capital account restrictions. A large
array of the difficulties with the present arrangements would be addressed
by emphasising the rule of law and by
establishing sound principles of public
administration.
In terms of creation of rules, it is
envisaged that the Ministry of Finance
would make ‘rules’ that control inbound
capital flows (and their repatriation)
and that RBI would make ‘regulations’
about outbound capital flows (and their
repatriation). With RBI, the regulation
making process would be exactly the
same as that used in all regulationmaking in the Commission framework.
With Ministry of Finance, the rulemaking process would be substantially
similar.
The implementation of all capital
controls would vest with the RBI. The
draft Code envisages the full operation of
the rule of law in this implementation.

Systemic risk
The field of financial regulation was
traditionally primarily focused on
consumer protection, micro-prudential
regulation and resolution. In recent
years, a fresh focus on the third field of
systemic risk has arisen. Systemic risk
is about a collapse in functioning of
the financial system, through which the
real economy gets adversely affected.
In the aftermath of the 2008 crisis,
governments and lawmakers worldwide
desire regulatory strategies that would
avoid systemic crises and reduce the
costs to society and to the exchequer of
resolving systemic crises.
The problem of systemic risk requires
a bird’s eye perspective of the financial
system: it requires seeing the woods
and not the trees. This is a very different
perspective when compared with the

engagement of conventional financial
regulation, which tends to analyse one
consumer, one financial product, one
financial market or one financial firm
at a time. The essence of the systemic
risk perspective to look at the financial
system as a whole. This differs from
the perspective of any one financial
regulatory agency, and particularly
divergent from the perspective of any
one sectoral regulator which is likely
to see that sector and not the overall
financial system.
To some extent, systemic crises are
the manifestation of failures on the
core tasks of financial regulation, i.e.
consumer protection, micro-prudential
regulation and resolution. If the three
pillars of financial regulation would
work well, many of the crises of the
past, and hypothetical crisis scenarios of
the future, would be defused. Systemic
risk in India will go down if institutional
capacity is built for the problems of
consumer protection, micro-prudential
regulation and resolution. However, it
will not be eliminated.
First, despite the best intentions, errors of
constructing the institutional framework,
and human errors, will take place.
Second, even if all three pillars work
perfectly, some systemic crises would
not be forestalled. This calls for work
in the field of systemic risk, as a fourth
pillar of financial regulation.
While there is a clear case for establishing
institutional capacity in these areas, it
is also important to be specific in the
drafting of law. Unless systemic risk
regulation is envisioned as a precise
set of steps that would be performed
by Government agencies, there is the
danger that systemic risk law degenerates
into vaguely specified sweeping powers
with lack of clarity of objectives.
The Commission deeply analysed the
problem of reducing the probability of
a breakdown of the financial system.
This
requires
understanding
the
financial system as a whole, as opposed
to individual sectors or firms, and
undertaking actions which reduce the
possibility of a collapse of the financial

Maharashtra Economic Development Council, Monthly Economic Digest

system. Each financial regulator tends to
focus on regulating and supervising some
components of the financial system.
With sectoral regulation, financial
regulators sometimes share the world
view of their regulated entities. What is
of essence in the field of systemic risk
is avoiding the world view of any one
sector, and understanding the overall
financial system. In order to achieve
this, Commission envisages a five-part
process.
The first step is the construction and
analysis of a system-wide database.
This effort, which will be located at the
Financial Stability and Development
Council
(Financial
Stability
and
Development Council (FSDC)), will
analyse the entire financial system and
not a subset of it. The discussions at
FSDC would communicate the results
of this analysis to all regulators, who
would co-operate in proposing and
implementing solutions.
The second step is the identification of
Systemically Important Financial Institutions (SIFIs). The analysis of the unified
database, using rules which are agreed
upon at FSDC, will be used to make a
checklist of sifis. These will be subjected
to heightened microprudential regulation by their respective supervisors.
The third step is the construction and
application of system-wide tools for
systemic risk regulation.
The fourth step is inter-regulatory
co-ordination. Effective co-ordination
across a wide array of policy questions
is an essential tool for systemic risk
reduction.
Finally, the fifth step is crisis management. The Commission envisages the
Ministry of Finance as playing the leadership role in a crisis. Here, FSDC will
only play a supporting role.
Four of the five elements of the systemic
risk process involve a leadership role at
FSDC. The Commission envisages that
FSDC would be a new statutory agency,
in contrast with its relatively informal
existence at present.
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Financial inclusion and
market development
The development agenda in Indian
financial economic policy comprises
two elements: (i) The development of
market infrastructure and processes, and
(ii) Redistribution and financial inclusion
initiatives, where certain sectors, income
or occupational categories are the
beneficiaries.
The framework proposed by the
Commission involves placing the
first objective with regulators and the
second with the Government. The draft
Code envisages regulators undertaking
initiatives in the first area. For the
second area, the Government would
issue notifications in the Gazette,
instructing regulators to impose certain
requirements upon stated financial firms.
The Government would be obliged to
make payments to firms to reflect the
costs borne by them.
The Commission felt that all initiatives of
this nature – in the pursuit of inclusion
or of development – should be subject
to systematic evaluation after a period
of three years. Decision making would
be improved by a process of articulation
of specific goals, followed by an evaluation of the extent to which these goals
were met.

Monetary policy
The framework envisaged by the
Commission features a strong combination of independence and accountability for RBI in its conduct of monetary
policy.
The first stage lies in defining the
objective of monetary policy. The
Ministry of Finance would put out
a Statement defining a quantitative
monitorable
‘predominant’
target.
Additional, subsidiary targets could also
be specified, which would be pursued
when there are no difficulties in meeting
the predominant target.
The draft Code places an array of
powers with RBI in the pursuit of this
objective. Decisions on the use of these
powers would be taken at an executive
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Monetary Policy Committee (MPC). The
MPC would meet regularly, and vote on
the exercise of these powers, based on
forecasts about the economy and the
extent to which the objectives are likely
to be met.
The MPC would operate under conditions of high transparency, thus ensuring that the economy at large has a
good sense about how the central bank
responds to future events.
Alongside this core monetary policy
function, RBI would operate a real time
gross settlement system, that would be
used by banks and clearing houses. It
would also operate mechanisms for
liquidity assistance through which
certain financial firms would be able to
obtain credit against collateral.

Public debt management
agency
The management of public debt
requires a specialised investment banking capability for two reasons:
1. Debt management requires an
integrated picture of all onshore
and offshore liabilities of the
Government. At present, this
information is fragmented across RBI
and the Ministry of Finance. Unifying
this information, and the related debt
management functions, will yield
better decisions and thus improved
debt management.
2. A central bank that sells government
bonds faces conflicting objectives.
When RBI is given the objective of
obtaining low cost financing for the
Government, this may give RBI a
bias in favour of low interest rates
which could interfere with the goal
of price stability.
In its entirety, the problem of debt
management for the Government
includes the tasks of cash management
and an overall picture of the contingent
liabilities of the Government. These
functions are integrated into a single
agency through the draft Code.

Contracts, trading and

market abuse
The last component of financial law is the
set of adaptations of conventional commercial law on questions of contracting
and property rights that is required in
fields such as securities and insurance.
Statutes as well as case laws have shaped
the rules regarding creation of financial
contracts, transfer of rights, title or interest in such contracts and enforcement of
such rights. These developments have
largely been sector specific.
The framework of the securities
markets requires legal foundations for
the issuance and trading of securities.
Issuance of securities requires three
kinds of restrictions. At the time of
the issue, adequate information must
be available for an investor to make
an informed decision about valuation.
Once the trading commences, a
continuous flow of information must be
available through which the investor can
make informed decisions. Finally, a set
of rules must be in place through which
all holders of a given class of securities
obtain the identical payoffs. These three
objectives would be achieved through
regulations.
Financial markets feature a important
role for Infrastructure Institution. The
rules made by these organisations
shape the design of financial markets
to a substantial extent. The draft Code
constrains the behaviour of Infrastructure
Institutions in three respects:
1. Infrastructure Institutions are required
to issue bye-laws and abide by them;
2. The objectives that these bye-laws
must pursue are defined in the law;
3. They are required to obtain approval
from the regulator for bye-laws.
The information about prices and
liquidity that is produced by financial
markets has a public goods character.
The draft Code has provisions
that require dissemination of this
information. In addition, the falsification
of this information is termed ‘market
abuse’. The draft Code defines market
abuse and establishes the framework
for enforcement against it.
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Financial regulatory
architecture
We now turn to the financial regulatory
architecture, or the division of the
overall work of financial regulation
across a set of regulatory agencies. Many
alternative structures can be envisioned
for the financial regulatory architecture.
Parliament must evaluate alternative
block diagrams through which a suitable
group of statutory agencies is handed out
the work associated with the laws. These
decisions could conceivably change
over the years.
At present, Indian law features tight
connections between a particular agency
(e.g. Securities and Exchange Board of
India (SEBI)) and the functions that it
performs (e.g. securities regulation). The
draft Code does not have such integration.
Changes in the work allocation should
not require changes to the underlying
laws themselves. From the outset,
and over coming decades, decisions
about the legal framework governing
finance would proceed separately from
decisions about the financial regulatory
architecture. This would yield greater
legal certainty, while facilitating rational
choices about financial regulatory
architecture motivated by considerations
in public administration and public
economics.
At present, India has a legacy financial
regulatory architecture. The present work
allocation, between RBI, SEBI, Insurance
Regulatory and Development Authority
(IRDA), Pension Fund Regulatory and
Development Authority (PFRDA) and
Forward Markets Commission (FMC),
was not designed. It evolved over the
years, with a sequence of piecemeal
decisions responding to immediate
pressures from time to time.
The present arrangement has gaps where
no regulator is in charge – such as the
diverse kinds of ponzi schemes which
periodically surface in India, which
are regulated by none of the existing
agencies. It also contains overlaps where
conflicts between laws has consumed the
energy of top economic policy makers.

Over the years, these problems will be
exacerbated through technological and
financial innovation. Financial firms will
harness innovation to place their activities
into the gaps, so as to avoid regulation.
When there are overlaps, financial firms
will undertake forum-shopping, where
the most lenient regulator is chosen, and
portray their activities as belonging to
that favoured jurisdiction.
An approach of multiple sectoral
regulators that construct ‘silos’ induces
economic inefficiency. At present, many
activities that naturally sit together in one
financial firm are forcibly spread across
multiple financial firms, in order to suit
the contours of the Indian financial
regulatory architecture. Financial regulatory architecture should be conducive to
greater economies of scale and scope in
the financial system. In addition, when
the true activities a financial firm are split
up across many entities, each of which
has oversight of a different supervisor,
no one supervisor has a full picture of
the risks that are present.
When a regulator focuses on one sector,
there are certain unique problems of
public administration which tend to
arise. Assisted by lobbying of financial
firms, the regulator tends to share the
aspirations of the regulated financial
firms. These objectives often conflict
with the core economic goals of financial
regulation such as consumer protection
and swift resolution.
In order to analyse alternative proposals in financial regulatory architecture,
Commission established the following
principles:
Accountability Accountability is best
achieved when an agency has a clear
purpose. The traditional Indian notion,
that a regulator has powers over a
sector but lacks specific objectives
and accountability mechanisms, is an
unsatisfactory one.
Conflicts of interest In particular, direct
conflicts of interest are harmful for
accountability and must be avoided.
A complete picture of firms A financial
regulatory architecture that enables
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a comprehensive view of complex
multi-product firms, and thus a full
understanding of the risks that they take,
is desirable.
Avoiding sectoral regulators When a
financial regulator works on a sector,
there is a possibility of an alignment
coming about between the goals of the
sector (growth and profitability) and
the goals of the regulator. The regulator
then tends to advocate policy directions
which are conducive for the growth of
its sector. Such problems are less likely
to arise when a regulatory agency works
towards an economic purpose such as
consumer protection across all or at least
many sectors.
Economies of scale in Government
agencies In India, there is a paucity of
talent and domain expertise in Government, and constructing a large number
of agencies is relatively difficult from
a staffing perspective. It is efficient to
place functions that require correlated
skills into a single agency.
Transition issues It is useful to envision
a full transition into a set of small and
implementable measures.
The Commission proposes a financial
regulatory architecture featuring seven
agencies. This proposal features seven
agencies and is hence not a ‘unified
financial regulator’ proposal. It features
a modest set of changes, which renders
it implementable:
1. The existing RBI will continue to exist,
though with modified functions.
2. The existing SEBI, FMC, IRDA and
PFRDA will be merged into a new
unified agency.
3. The existing Securities Appellate
Tribunal (SAT) will be subsumed into
the FSAT.
4. The existing Deposit Insurance and
Credit Guarantee Corporation of
India (DICGC) will be subsumed into
the Resolution Corporation.
5. A new Financial Redressal Agency
(FRA) will be created.
6. A new Debt Management Office will
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be created.
7. The existing FSDC will continue to
exist, though with modified functions
and a statutory framework.
The functions of each of these seven
proposed agencies are as follows:
Reserve Bank of India It is proposed
that RBI will perform three functions:
monetary policy, regulation and
supervision of banking in enforcing the
proposed consumer protection law and
the proposed micro-prudential law, and
regulation and supervision of payment
systems in enforcing these two laws.
Unified Financial Agency The unified
financial regulatory agency would
implement the consumer protection law
and micro-prudential law for all financial
firms other than banking and payments.
This would yield benefits in terms of
economies of scope and scale in the
financial system; it would reduce the
identification of the regulatory agency
with one sector; it would help address
the difficulties of finding the appropriate
talent in Government agencies.

Resolution Corporation The present
DICGC will be subsumed into the
Resolution Corporation which will work
across the financial system.
Financial Redressal Agency The FRA
is a new agency which will have to be
created in implementing this financial
regulatory architecture. It will setup a
nationwide machinery to become a one
stop shop where consumers can carry
complaints against all financial firms.
Public Debt Management Agency An
independent debt management office is
envisioned.
Financial Stability and Development
Council Finally, the existing FSDC
will become a statutory agency, and
have modified functions in the fields of
systemic risk and development.
The Commission believes that this
proposed financial regulatory architecture is a modest step away from present
practice, embeds important improvements, and will serve India well in
coming years.

The unification of regulation and supervision of financial firms such as mutual
funds, insurance companies, and a diverse array of firms which are not banks
or payment providers, would yield consistent treatment in consumer protection
and micro-prudential regulation across
all of them.

Over a horizon of five to ten years after
the proposed laws come into effect, it
would advocate a fresh look at these
questions, with two possible solutions.
One possibility is the construction of
a single unified financial regulatory
agency, which would combine all
the activities of the proposed Unified
Financial Authority and also the work
on payments and banking. Another
possibility is to shift to a two-agency
structure, with one Consumer Protection
Agency which enforces the proposed
consumer protection law across the
entire financial system and a second
Prudential Regulation Agency which
enforces the micro-prudential regulation
law across the entire financial system.
In either of these paths, RBI would then
concentrate on monetary policy.

Financial Sector Appellate Tribunal The
present SAT will be subsumed in FSAT,
which will hear appeals against RBI
for its regulatory functions, the unified
financial agency, decisions of the FRA
and some elements of the work of the
resolution corporation.

These changes in the financial regulatory
architecture would be relatively
conveniently achieved, given the
strategy of emphasising separability
between laws which define functions,
and the agencies that would enforce
the laws. Over the years, based on a

This proposed unified financial regulatory agency would also take over the work
on organised financial trading from RBI
in the areas connected with the BondCurrency-Derivatives Nexus, and from
FMC for commodity futures, thus giving
a unification of all organised financial
trading including equities, government
bonds, currencies, commodity futures
and corporate bonds.
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pragmatic assessment of what works and
what does not work, the Government
and Parliament can evolve the financial
regulatory architecture so as to achieve
the best possible enforcement of a stable
set of laws.

The outputs of the
Commission
The main result of the work of the Commission is the draft ‘Indian Financial
Code’, a single unified and internally
consistent draft law that replaces a large
part of the existing Indian legal framework governing finance. As has been
emphasised earlier, the use of simple
English should help ensure that everyone connected with the field would be
able to understand the draft Code. This
relatively large draft law – which is comprised of 450 sections – constitutes Volume II of the report. Volume 1 expresses
the arguments that led up to the key
decisions embedded in the draft Code.
The Commission vigorously debated the
ideas expressed in the draft Code over
a period of two years, in twenty four
full-day meetings. In any law of 450
sections, there are bound to be certain
areas of disagreement. The five areas of
disagreement within the Commission,
which are expressed in four dissent
notes, are as follows:
1. Authorisation requirements: Prof.
Jayanth Varma expresses concerns
about the authorisation requirements for
financial service providers.
2. Capital controls: Mrs. K. J. Udeshi,
Dr. P. J. Nayak and Mr. Y. H. Malegam
disagree with allocation of responsibilities on capital controls between the Ministry of Finance and RBI.
3. The role of the Ministry of Finance:
Dr. P. J. Nayak disagrees with the role
envisaged for the Ministry of Finance
in draft Code especially the role of the
FSDC.
4. Common-law tradition, principlesbased law. Dr. P. J. Nayak expresses
concerns about the strategy of the
Commission that has favoured a common
law, principles based approach.
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5. Regulation of Non-Banking Financial
Company (NBFC)s: Mr. Y. H. Malegam
disagrees with the allocation of regulatory
responsibilities for NBFCS.

Conclusion
Financial economic policy is implemented by front-line agencies who are
assigned functions by Parliament. The
main purpose of financial law is to
put these agencies on a sound footing,
with the trio of objectives, powers and
accountability mechanisms. Commission has focused itself upon this task, of
establishing a sound regulatory process.

the coming 25 to 30 years, Indian GDP
is likely to become eight times larger
than the present level, and is likely to
be bigger than the United States GDP
as of today. Over these coming years,
there will be substantial changes in
the financial system. The technological
change, and the financial products and
processes which will come into play,
cannot be envisaged today.
The aspiration of the Commission is to
draft a body of law that will stand the

test of time. The Commission has hence
focused on establishing sound financial
regulatory agencies, which will continually reinterpret principles-based laws in
the light of contemporary change, and
draft subordinated legislation that serves
the needs of the Indian economy. This
subordinated legislation, coupled with
the jurisprudence built up at the FSAT
and the Supreme Court, will continually
reflect the changing needs of the Indian
economy.
+

Most policy debates in the field of
finance pertain to the subordinated legislation that is drafted by financial regulatory agencies. The work of Commission does not directly engage with these
debates. As an example, Commission
does not have a view on the timing and
sequencing of capital account liberalisation. Similarly, a large number of the
recommendations of the Working
Groups which studied individual sectors
fall in the domain of modifications to subordinated legislation. The work of Commission is focused on the incentives in
public administration that shape the drafting and implementation of subordinated
legislation. As a consequence, while the
Commission has fully taken cognisance
of the policy problems analysed by the
expert committees of the last five years,
and by its own Working Groups, it does
not directly address them.
When the proposals of Commission are
enacted by Parliament, they will set in
motion a modified set of incentives in
public administration. Clear objectives
in law, and a sound regulation-making
process, will improve the quality of
subordinated legislation that is issued
by regulatory agencies. The emphasis
on legal process in the laws drafted
by Commission will induce improved
working of the supervisory process. A
common consumer protection law will
greatly benefit the users of financial
services. These elements will yield a
gradual process of change.
The Commission is mindful that over
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Shadow Banking –
Issues and Challenges
Shri. Anand Sinha

Mr. Hiranandani, President, Indian Merchants’ Chamber (IMC), Mr. Thakkar,
Co-Chairman, Finance and Banking
Committee, IMC, Mr. T T Srinivasaraghavan, Managing Director, Sundaram
Finance Ltd., Mr. K V Srinivasan, CEO,
Reliance Commercial Finance, Ms. Usha
Thorat, my erstwhile colleague in the Reserve Bank, currently the Director, CAFRAL and the Chairperson of the Working Group that examined the issues and
concerns in the Non Banking Financial
Companies (NBFC) sector, and all other
distinguished guests – it is a pleasure to
be here among you in this seminar on
NBFCs to discuss the recent guidelines
issued by us based on the recommendations of the Working Group on NBFCs
chaired by Ms. Usha Thorat.
2. The recommendations of the Working
Group have generated a lot of debate
in the industry, and as I observed from
the presentations of other speakers, the
issues continue to elicit considerable interest, if not apprehension. My aim during this talk would be to put the issues in
perspective. As a backdrop to my comments on Indian NBFC sector, I would
briefly touch upon the global shadow
banking sector along with the recent international initiatives in the regulation of
the sector. Then I would trace the genesis
and development of the NBFC sector in
India as well as the evolution of its regulatory framework, and finally the thought
process which led to the setting up of the
Working Group. I would like to focus on
the big picture and elaborate the rationale behind the recent guidelines which
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is the agenda of this seminar.
3. All of you must be closely observing
the global developments in the context
of financial crisis which shook the entire world, and the consequent overhaul
of the regulatory framework. Both the
regular banking system and the shadow
banking system have come under greater regulatory focus on account of gaps
in the respective regulatory frameworks
and also, most importantly, on account
of inter-linkages between both the systems. The shadow banking system that
had burgeoned in the run up to the
global financial crisis was one of the
major causes of the global turmoil and
quite understandably, the regulators are
revamping its regulation to ensure financial stability. Before I dwell further
on the regulatory developments, let me
touch upon some underpinnings to the
conceptual framework.

What is shadow
banking?
4. The term ’shadow banking system‘
was first used in 2007, and gained popularity during and after the recent financial crisis, as it highlighted the bank-like
functions performed by entities outside
the regular banking system. The more
comprehensive definition, as adopted
by the Financial Stability Board (FSB),
i.e., ‘credit intermediation involving
entities and activities (fully or partially)
outside the regular banking system’ has
been globally accepted. This definition
has two important components: First,

non bank financial entities or entities
outside the banking system that engage
in the ‘bank like’ activities of maturity
transformation, undertaking credit risk
transfer and using direct or indirect financial leverage. Second, activities such
as securitisation, securities lending and
repo transactions that act as important
sources of funding for non-bank entities.
Thus, shadow banks comprise entities
which conduct financial intermediation
directly, such as finance companies or
NBFCs, and entities which provide finance to such entities, such as mutual
funds. Globally, shadow banking entities could be covered under the broad
heads of (i) Money Market Funds, (ii)
Credit investment Funds, Hedge Funds,
etc, (iii) Finance Companies accepting
deposits or deposit like funding, (iv) Securities brokers dependent on wholesale
funding, (v) Credit insurers, financial
guarantee providers and (vi) Securitisation vehicles.
5. Such non-bank intermediation, when
appropriately conducted, provides a
valuable alternative to bank funding and
supports real economic activity. But experience from the crisis demonstrates the
capacity of some non-bank entities and
transactions to operate on a significantly
large scale, in ways that create bank-like
risks to financial stability (longer-term
credit extension based on short term
funding and leverage). Such risk creation
may take place at an entity level but it
can also form part of a complex chain
of transactions, in which leverage and
maturity transformation occur in stages,
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creating multiple forms of feedback into
the regulated banking system.
6. Like banks, a leveraged and maturitytransforming shadow banking system
can also be vulnerable to ‘runs’ and
generate contagion, thereby amplifying
systemic risk. Shadow banking can also
heighten procyclicality by accelerating
credit supply and asset price increases
during upswings and exacerbating fall in
asset prices during downswings. These
effects were powerfully revealed during
the global financial crisis in the form of
dislocation of asset-backed commercial
paper (ABCP) markets, the failure of an
originate-to distribute model employing
structured investment vehicles (SIVs) and
conduits, ‘runs’ on MMFs and a sudden
reappraisal of the terms on which securities lending and repos were conducted.
7. Traditionally, regulation of banks has
assumed greater importance than that
of their non-banking counterparts. One
reason, of course, is that protection of
depositors has been traditionally an important mandate of banking supervisors.
Banks are at the centre of payment and
settlement systems and monetary policy
transmission takes place through them.
Banks play a critical role in credit intermediation through maturity transformation, i.e., acceptance of short-term liabilities and converting them into long-term
assets viz., loans and advances. Along
with economic value, this function also
creates potential liquidity risk. Moreover, banks also operate on a significantly higher leverage compared to nonfinancial entities which could amplify
their vulnerability. For all these reasons,
banks are subject to a detailed and a rigorous regulatory framework. However,
when nonbank financial entities, which
are subject to no regulation or light
touch regulation, undertake bank like
functions, large risks are created which
could potentially be destabilising for the
entire system. The global financial crisis demonstrated many ways in which
shadow banking can have an impact on

the global financial system, both directly
and through its interconnectedness with
the regular banking system, prompting
the move to overhaul the regulation of
shadow banking system.

The importance and
benefits of shadow
banking
8. Shadows do not necessarily mean
dark and sinister. In fact, shadow banking activities constitute a very useful
part of the financial system. The main
advantages of shadow banks lie in their
ability to lower transaction costs of their
operations, their quick decision-making
ability, customer orientation and prompt
provision of services. In India, we have
always maintained that Non-Banking Finance Companies (NBFC1s), a significant
segment of shadow banking system, play
a crucial role in broadening access to financial services, and enhancing competition and diversification of the financial
sector. While NBFCs are, sometimes,
seen as akin to banks in terms of the
products and services offered, this comparison is strictly not accurate, as more
often NBFCs play a range of roles that
complement banks. They have carved
out niche areas of businesses, such as
auto financing, which enables them to
address specific needs of the people
more efficiently. In addition to complementing banks, NBFCs add to economic
strength to the extent they enhance the
resilience of the financial system to economic shocks. They can act as backup
financial institutions should the primary
form of intermediation come under
stress, thereby constituting an important
avenue for risk diversification away from
the banking system. Other non banking
finance entities such as mutual funds,
insurance companies, etc, provide alternatives to bank deposits and constitute
alternative funding for the real economy, which is particularly useful when
traditional banking or market channels
become temporarily impaired.

Risks of shadow banks2
9. Notwithstanding the complementary role played by shadow banks to
the banking system, their activities, on
the flip side, create risks which can assume a systemic dimension, due to their
complexity, cross-jurisdictional nature,
as well as their interconnectedness with
the banking system. The risks emanating
from shadow banking could be primarily
of four types viz., (i) liquidity risk, (ii) leverage risk, (iii) regulatory arbitrage and
(iv) contagion risk
l

l

l

Liquidity risk – This is one of the
most common risks faced by shadow
banks, as these entities undertake
maturity transformation i.e., funding
long-term assets with short-term liabilities. The risk of ALM mismatch
leading to liquidity problems is quite
high. In India, we had a situation
during the height of global crisis in
2008 when some NBFCs ran into severe liquidity problems as they were
using short-term liabilities such as
CPs (Commercial Paper) and NCDs
(Non-Convertible Debentures) to
fund their long-term lending or investment. I will be discussing this issue in detail a little later.
Leverage risk – As shadow banks
do not usually have prudential limits on borrowings, they can become
highly leveraged. High leverage exacerbates the stress in the financial
system and the real economy during
the downturn adversely affecting financial stability.
Regulatory arbitrage – Credit intermediation is, traditionally, a banking activity. Regulations applied to
banks in this regard can be circumvented by transferring components
of the credit intermediation function
to shadow banks which are subject
to less stringent regulation. Transfer
of risks outside the purview of banking supervision played an important
role in the build-up to the global

1 In India, NBFCs constitute a major segment of shadow banking system alongside other entities such as Insurance companies and Mutual Funds, both of which are
regulated by other regulators. In the address, NBFCs are referred to be largely representing the shadow ba nking sector.
2 Green Paper Shadow Banking European Commission March 2012
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financial crisis.
l

Contagion risk - Shadow banking
entities have close interlinkages with
the banking sector both from the
asset as well as the liabilities side,
and also with other segments of the
financial system, which can lead
to contagion risk in times of loss of
confidence and uncertainty.

Global approach to
regulation of shadow
banking
10. The developments during the global
crisis reflected the gravitas of the risks I
have highlighted above. The light touch
regulation enabled the shadow banking system to have high leverage. The
liquidity risks faced by the shadow banking system quickly got transferred to the
banking system due to its interconnectedness and interlinkages with the regular
banking system, largely through committed liquidity facilities and reputational
concerns. The contagion that followed,
prompted the policy makers to review
the regulation of the shadow banking
sector to ensure and preserve financial
stability. As such, at the November 2010
Seoul Summit, the G20 Leaders highlighted the fact that, after formulation of
the new capital standards for banks i.e.,
Basel III, ‘strengthening regulation and
supervision of shadow banking’ was one
of the remaining issues of financial sector
regulation that warranted attention. As
you are aware, the FSB has the mandate
to develop and promote the implementation of effective regulatory, supervisory
and other financial sector policies in the
interest of financial stability. Therefore,
the G20 requested the FSB to develop
recommendations to strengthen the oversight and regulation of the shadow banking system by mid-2011 in collaboration
with other international standard setting
bodies. The FSB formed a task force to
develop initial recommendations for discussion that would:
l

clarify what is meant by the ‘shadow
banking system’;
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l

l

set out potential approaches for
monitoring the shadow banking system; and

12. The activities identified by FSB can
be divided into 5 broad categories

l

l

l

l

l

explore possible regulatory measures
to address the systemic risk and regulatory arbitrage concerns posed by
the shadow banking system.

11. The FSB felt that the objective of regulation is to ensure that shadow banking is subject to appropriate oversight
and regulation, to address bank-like risks
to financial stability emerging outside
the regular banking system, while not
inhibiting sustainable nonbank financing models that do not pose such risks.
Their approach was activity specific rather than entity specific, as they focused
on identification of those activities that
can affect systemic stability, particularly
those that caused or exacerbated the
crisis. The approach also included
monitoring the shadow banking system so that any rapidly growing new
activities that pose bank-like risks can be
identified early and, where needed,
those risks are addressed.

l

and responses be guided by a two-stage
approach.

management of client cash pools with
features that make them susceptible
to runs (e.g. credit investment funds
with stable NAV features, leveraged
credit hedge funds);
loan provision that is dependent on
short-term funding (e.g. finance companies with short-term funding structure or that accept deposits);
intermediation of market activities
that is dependent on short-term
funding or on secured funding of
client assets (e.g. securities brokers
whose funding is heavily dependent
on wholesale funding);
facilitation of credit creation (e.g.
credit insurers, financial guarantee
insurers); and
securitisation and funding of financial
entities (e.g. securitisation vehicles).

13. The FSB advised that monitoring

l

Firstly, authorities should cast the net
wide, looking at all non-bank credit
intermediation to ensure that data
gathering and surveillance cover all
the activities within which shadow
banking related risks might arise.
Authorities should then narrow the
focus, concentrating on the subset
of non-bank credit intermediation
where maturity/liquidity transformation and/or flawed credit risk transfer and/or leverage create important
risks.

14. The FSB, working with the Basel
Committee on Banking Supervision
(BCBS) and the International Organisation of Securities Commissions (IOSCO),
has, therefore, examined and developed
recommendations in five areas where
financial stability risks from shadow
banking have arisen. Work streams were
created for analysing the issues in greater
detail and developing effective policy
recommendations in these areas, viz,:
l

l

l

l

l

To mitigate the spill-over effect
between the regular banking system
and the shadow banking system –
(BCBS);
To reduce the susceptibility of money market funds (MMFs) to ‘runs’ –
(IOSCO);
To assess and mitigate systemic risks
posed by other shadow banking
entities – (FSB sub group);
To assess and align the incentives
associated with securitisation –
(IOSCO and BCBS); and
To dampen risks and pro-cyclical
incentives associated with secured
financing contracts such as repos,
and securities lending that may
exacerbate funding strains in times
of ‘runs’ – (FSB sub group).

15. The policy recommendations have
been guided by the following five general principles for regulatory measures:
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l

l

l

l

l

Focus: Regulatory measures should
be carefully designed to target the
externalities and risks the shadow
banking system creates;
Proportionality: Regulatory measures should be proportionate to the
risks shadow banking poses to the
financial system;
Forward-looking and adaptable:
Regulatory measures should be
forward-looking and adaptable to
emerging risks;
Effectiveness: Regulatory measures
should be designed and implemented
in an effective manner, balancing the
need for international consistency
to address common risks and to
avoid creating cross-border arbitrage
opportunities against the need to take
due account of differences between
financial structures and systems
across jurisdictions; and
Assessment and review: Regulators
should regularly assess the effectiveness of their regulatory measures
after implementation and make
adjustments to improve them as
necessary in the light of experience.

exercise to 86 per cent of global GDP
and 90 per cent of global financial system
assets. The primary focus of the exercise
was on a ‘macro-mapping’ based on
national Flow of Funds and Sector
Balance Sheet data, that looks at all nonbank financial intermediation to ensure
that data gathering and surveillance
cover the areas where shadow bankingrelated risks to the financial system might
potentially arise.
17. The main findings from the 2012
exercise are as follows:
l

l

Size of the Shadow
Banking Sector
16. Efficient oversight of any sector
requires monitoring which involves
data collection and analysis. Given
its growing significance, monitoring
of the global shadow banking system
is being very vigorously pursued. The
FSB committed to conducting annual
monitoring exercises to assess global
trends and risks in the shadow banking
system through its Standing Committee
on Assessment of Vulnerabilities (SCAV)
and its technical working group, the
Analytical Group on Vulnerabilities
(AGV), using quantitative and qualitative
information. The FSB’s second annual
monitoring exercise, which was recently
concluded, covered 25 jurisdictions
and the euro area as a whole, thereby
bringing the coverage of the monitoring

l

According to the ‘macro-mapping’
measure, the global shadow banking
system, as conservatively proxied by
‘Other Financial Intermediaries’ grew
rapidly before the crisis, rising from
US$ 26 trillion in 2002 to US$ 62
trillion in 2007. The size of the total
system declined slightly in 2008 but
increased subsequently to reach US$
67 trillion in 2011 (equivalent to 111
per cent of the aggregated GDP of all
jurisdictions). The global estimate for
the size of the shadow banking system has increased by some US$ 5 to
6 trillion since last year.
The shadow banking system’s share
of total financial intermediation
(which includes banks, insurance
and pension funds, public financial
institutions and central banks) has
decreased since the onset of the
crisis and has remained at around
25 per cent in 2009-2011, after
having peaked at 27 per cent in
2007. In broad terms, the aggregate
size of the shadow banking system
is around half the size of banking
system assets.
There is also a considerable diversity in the relative size, composition
and growth of the non bank financial
intermediaries across jurisdictions.
For example, the size of the shadow
banking system in US and a number
of other jurisdictions continues to
be large relative to the regular banking system. The US has the largest
shadow banking system, with assets

of US$ 23 trillion in 2011, followed
by the euro area (US$ 22 trillion) and
the UK (US$ 9 trillion).
l

l

l

There is also considerable divergence among jurisdictions in terms
of: (i) the share of non-bank financial
intermediaries (NBFIs) in the overall
financial system; (ii) relative size of
the shadow banking system to GDP;
(iii) the activities undertaken by the
NBFIs; and (iv) recent growth trends.
Even during the period immediately
following the global financial crisis
(2008-11), the shadow banking
system continued to grow, although
at a slower pace, in seventeen
jurisdictions (half of them being
emerging market and developing
economies undergoing financial
deepening) and contracted in the
remaining eight jurisdictions.
Among the jurisdictions where data
is available, interconnectedness risk
tends to be higher for shadow banking entities than for banks. Shadow
banking entities seem to be more
dependent on bank funding and are
more heavily invested in bank assets,
than vice versa.

Shadow Banking in India
18. Notwithstanding the data constraints
in actual evaluation of its size, the shadow banking sector in India is still small
in size compared to its counterparts in
advanced economies. In 2011, assets
of Other Financial Institutions (OFIs) in
India were US$ 375 billion vis-a-vis bank
assets of US$ 1518 billion and GDP
of US$ 1766 billion. The assets of the
shadow banking system accounted for
21 per cent of GDP as compared to bank
assets which were 86 per cent of GDP.3
Apart from the fact that the sector is not
significant in terms of size, the activities carried out by these entities are also
limited.
19. In India, the shadow banks have
been brought under progressively tighter
regulations and many of the activities
which contributed to the global crisis

3 Source: RBI data
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are either not allowed, or, if allowed,
are allowed in a regulated environment
with appropriate limits. Illustratively, the
concern expressed by the FSB regarding
Money Market Funds and Credit Investment Funds including ETFs etc. was in
the context of the practice in some countries, including the US, regarding maintenance of constant NAVs, which led to
runs on these funds. On the contrary,
in India, Money Market Funds, investment funds and ETFs form part of Mutual
Funds and are regulated by the Securities and Exchange Board of India (SEBI)
under its Mutual Fund Regulations. SEBI
has been gradually mandating a shift
from NAVs valued on amortisation basis to mark to market. (In February 2012,
SEBI reviewed the valuation norms to ensure fair treatment to all investors based
on the principles of fair valuation i.e.
valuation shall be reflective of the realisable value of the securities/assets). The
entire Assets under Management (AUM)
of Mutual Funds stood at `5872.17 billion as on March 31, 2012 which was
6.6 per cent of GDP. Of this FIIs had a
holding of 0.9 per cent and NRIs 6 per
cent. Thus, cross border linkages and the
consequential impact are also not seen
as very high on such funds.4
20. Hedge Funds are not significant players in India. Moreover, comprehensive
guidelines (Alternative Investment Fund
Guidelines) have been put in place by
SEBI to regulate all funds established in
India, which are private pooled investment vehicles raising funds from Indian
or foreign investors.
21. Transferring of risk off balance sheet
by banks by using SIVs/conduits is not a
model adopted in India. Apart from this,
complex and synthetic derivative products which were at the core of the global
crisis are also not presently permitted in
India. Further, explicit regulations have
been put in place to ring fence NBFCs
from the adverse impact of cross border
linkages and minimising the financial
contagion. (For example, NBFCs can
take equity and fund based exposure
while investing overseas within a limit

liked to NOF). They are not permitted to
provide implicit support such as guarantees or letters of comfort.

NBFC sector in India –
Evolution of regulation
22. Non-Banking Financial Companies
(NBFCs) in India are defined as companies carrying out a range of financial
activities such as making loans and
advances; investing in shares/bonds/
debentures/and other securities; asset
financing including leasing, and hire
purchase finance. The recent additions
to this sector have been (i) Infrastructure
Finance Companies (IFC), (ii) Infrastructure Debt Funds (IDF), (iii) Micro Finance
Institutions (NBFC- MFI) and (iv) Factors.
In India, NBFCs quintessentially epitomise the shadow banking system as they
perform bank like credit intermediation
outside the purview of banking regulation. Apart from this, where the entire
OFI assets account for approximately 24
per cent of bank assets as on March 31,
2012, assets of the NBFC sector alone
account for 12 per cent, denoting the
significance of NBFCs in the Indian
shadow banking system.
23. As a background to the setting up of
the Working Group on NBFCs chaired
by Ms. Usha Thorat, let me briefly touch
upon the evolution of regulation of
NBFC sector in India. Steps for regulation of NBFCs were initiated as early as
in the sixties. Regulation of NBFCs was
found to be necessary for three reasons
viz., ensuring efficacy of credit and monetary policy, safeguarding depositors’
interest and ensuring healthy growth of
Non-Banking Financial Intermediaries
(NBFIs). Thus, the Banking Laws (Miscellaneous Provisions) Act, 1963 was
introduced to incorporate a new chapter
(i.e., Chapter III B) in the Reserve Bank
of India Act, 1934 to regulate the NBFIs. Subsequently, to enable the regulatory authorities to frame suitable policy
measures, several committees were appointed from time to time, to conduct
in-depth study of these institutions and
make suitable recommendations for

their healthy growth. These include the
Bhabatosh Datta Study Group (1971),
the James Raj Study Group (1974),
and the Chakravarty Committee, 1985.
Thereafter, the Narasimham Committee (1991) outlined a framework for
streamlining the functioning of the
NBFCs, which would include, in addition to the existing requirements of gearing and liquidity ratios, norms relating to
capital adequacy, debt-equity ratio,
credit-concentration ratio, adherence
to sound accounting practices, uniform
disclosure requirements and assets valuation. The Joint Parliamentary Committee
(JPC), appointed in connection with the
irregularities in the Securities Transactions, had also recommended that legislative framework should be strengthened
to vest in RBI more powers to effectively
regulate NBFCs. The extant regulatory
and supervisory framework as it stands
today is based on the recommendations
of the Shah and Khanna Committees
(1992 and 1995).
24. The growing significance of NBFCs was also recognised by the second
Narasimham Committee (1998) as well
as by the Reserve Bank in its Discussion
Paper on Harmonisation of the Role and
Operations of DFIs and Banks. Recognising the increasing significance of the sector, the Working Group on Money Supply (Chairman: Dr. Y.V. Reddy) in 1998
proposed a new measure of liquidity aggregate incorporating NBFCs with public
deposits of `0.20 billion and above.
25. There was a significant increase in
the nature of NBFC activities in the nineties. NBFCs grew sizably both in terms
of their numbers as well as the volume
of business transactions. The number of
NBFCs grew more than seven-fold from
7,063 in 1981 to 51,929 in 1996. Accordingly, based on the recommendations of the Shah Committee, the RBI
Act was amended in January 1997 to
provide a comprehensive legislative
framework for regulation of NBFCs by
effecting changes in the provisions contained in Chapter III-B and Chapter V of
the Act and vested more powers with the

4 Source SEBI Annual Report 2011- 12
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Reserve Bank. The regulatory framework
was based on the three pillars viz., onsite supervision, offsite monitoring and
exception reporting by auditors. Though
the amended Act provided for registration of all NBFCs, the focus continued to
be the protection of depositors’ interest
thus covering the deposit taking NBFCs,
while keeping the non-deposit taking
NBFCs subject to minimal regulation.
These measures resulted in consolidation of the sector, reduction in the number of deposit taking NBFCs, reduction
in the quantum of public deposits and
increase in the number of nondeposit
taking NBFCs. The number of deposit
taking NBFCs, including Residuary NonBanking Finance Companies (RNBCs),
decreased from 1,429 in March 1998, to
273 in March 2012. The deposits held
by these companies (including RNBCs)
decreased from `238 billion to `101 billion during the same period.5
26. With the consolidation of the
sector and stabilising of deposit taking
NBFCs, the focus in 2006 widened
to include non-deposit taking NBFCs
which were growing in number as well
as in size. Considering the issue of
systemic importance of large NBFCs in
view of their size, their enhanced risk
taking capabilities, growing complexity
of their activities, and the financial
market interlinkages, a comprehensive
regulatory framework was introduced
for these NBFCs. To begin with, non

deposit taking companies having asset
size of `1 billion (100 crore) and above
were classified as systemically important
non deposit taking NBFCs (NBFCs-NDSI) and subjected to capital adequacy
and credit concentration norms.
Subsequently, liquidity and disclosure
norms were made applicable to them.
Presently, as on March 31, 2012, there
are 375 NBFCs-ND- SI with a total asset
size of `9,213 billion.
27. The NBFC sector has been the fastest
growing segment in the Indian financial
sector today with year on year growth
higher than that of banking sector as
seen from the figures below (Table 1) :

NBFC sector during the
2008 crisis
28. The NBFC sector came under
pressure during the 2008 crisis due to
the funding interlinkages among NBFCs,
mutual funds and commercial banks.
NBFCs- ND-SI relied significantly on
short-term funding sources such as
debentures (largely non convertible
short-term debentures), and CPs, which
constituted around 56.8 per cent of the
total borrowings of NBFCs-ND-SI as
on September 30, 2008. These funds
were used to finance assets which were
reportedly largely a mix of long-term
assets, including hire purchase and lease
assets, long-term investments, investment
in real estate by few companies, and

Note: NBFCs include all deposit taking NBFCs and NBFCs-ND-SI
Source: Report on Trend and Progress of Banking in India, RBI, various issues

loans and advances. These mismatches
were created mainly as a business
strategy for gaining from the higher
spreads. However, there were no fall
back alternatives in cases of potential
liquidity constraints. The ripple effect of
the turmoil in American and European
markets led to liquidity issues and heavy
redemption pressure on the mutual funds
in India, as several investors, especially
institutional investors, started pulling out
their investments in liquid and money
market funds. Mutual funds being the
major subscribers to CPs and debentures
issued by NBFCs, the redemption
pressure on MFs translated into funding
issues for NBFCs, as they found raising
fresh liabilities or rolling over of the
maturing liabilities very difficult. Drying
up of these sources of funds along with
the fact that banks were increasingly
becoming risk averse, heightened their
funding problems, exacerbating the
liquidity tightness.

Measures taken by RBI to
enhance availability of
liquidity to NBFCs
29. The Reserve Bank undertook many
measures, both conventional as well as
unconventional, to enhance availability
of liquidity to NBFCs such as allowing
augmentation of capital funds of NBFCsNDSI through issue of Perpetual Debt
Instruments (PDIs), enabling, as a
temporary measure, access to short
term foreign currency borrowings under
the approval route, providing liquidity
support under Liquidity Adjustment
Facility (LAF) to commercial banks
to meet the funding requirements of
NBFCs, Housing Finance Companies
(HFCs) and Mutual Funds, and relaxing
of restrictions on lending and buy-back
in respect of the certificates of deposit
(CDs) held by mutual funds.
31. In addition to these measures,
a Stressed Asset Stabilisation Fund
viz., IDBI SASF, was set up to provide
liquidity to NBFCs through purchase of
securities of NBFCs which would in turn
5 RBI data
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be refinanced by RBI through purchase
of Govt. guaranteed securities issued by
the SASF.
31. Notwithstanding the market reports,
the actual condition of NBFCs was not
so alarming in as much as only one
NBFC availed refinance from the SASF
and no NBFCs went under. However,
this dichotomy between perception and
reality serves to show how susceptible
the sector could be to reputational risk.
Thus, the significance of the above
measures lies also in their ability to
create confidence in the sector.
32. The crisis did, however, highlight
some regulatory issues concerning
the non-banking financial sector,
particularly risks arising from regulatory
gaps, arbitrage and systemic interconnectedness. A need was, therefore,
felt to reflect on the broad principles
that underpin the regulatory architecture
for NBFCs keeping in view the
economic role and heterogeneity of
this sector and the recent international
experience. It was felt necessary to
examine in depth, the risks in the NBFC
sector in the changed scenario and
recommend appropriate regulatory and
supervisory measures to address these
risks with the aim of creating a strong
and resilient financial sector which is
vital for all round economic growth of
the country. Accordingly a Working
Group (Chairperson: Ms. Usha Thorat)
was constituted to suggest reforms in
various important areas relating to NBFC
sector. The Working Group comprised
representatives from the industry and coregulators like SEBI.

Recommendations of the
Working Group
33. The Working Group in its report
submitted in August 2011 made various
recommendations both to ensure the
resilience of the NBFC sector and also to
contain risks emanating from the sector in
the context of overall financial stability.
The recommendations of the Working
Group can broadly be divided into four
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categories, comprising issues relating to
(i) Entry Point norms, Principal Business
Criteria, Multiple and Captive NBFCs;
(ii) Corporate Governance including
Disclosures, (iii) Liquidity management
and (iv) Prudential regulation including
capital adequacy, asset provisioning, risk
weights for certain sensitive exposures,
and restrictions on deposit acceptance.
34. Based on the recommendations of
the Working Group and the subsequent
extensive deliberations with all the
stakeholders, viz., industry participants
as well as the Government of India, draft
guidelines have been formulated and
put in the public domain for comments
in December 2012.
35. As I have stated before, going by
press reports as well as the responses
observed today, some apprehension
has been expressed regarding the
proposed guidelines. However, let me
emphasise that our intention is not to
restrict the activities or constrain the
innovativeness of the sector but rather
ensure that possible risks to financial
stability are addressed, thereby creating,
or should I say, ensuring continuation
of a resilient system of non-bank credit
intermediation. To go back to my earlier
remarks on shadow banking and global
regulatory initiatives, I would stress that
the setting up of the Working Group and
implementation of its recommendations
was undertaken in line with the
international agenda for shadow banks.
36. Some apprehensions have been
expressed that the regulation of shadow banking is becoming as rigorous
as banking regulation, which is not
warranted given the differences in the
profiles of these two segments. I agree
with the concerns. While one can argue
that identical functions should be regulated in an identical manner irrespective
of the nature of the legal entity in which
these functions are housed, we have
gone for differential regulations between
banks and NBFCs due to differences in
business models, their significance in
the financial system and varying risk

profiles. Regulations for banks are much
more stringent than that for NBFCs and
the proposed new regulatory framework
for banks under Basel III proposes even
more stringent requirements to address
the risks of banks.
37. However, the distinction between
banks and non-banks is more fuzzy now
and as the global crisis has adequately
evidenced, non-banks are increasingly
taking up bank-like activities. In such
a scenario, where both banks and nonbanks undertake similar activities, if only
bank regulation is tightened, there is a
very distinct possibility of risks migrating
from the more tightly regulated sector
to a more lightly regulated sector, the
way water flows from high pressure
points to low pressure points. Therefore,
to contain risks in the overall financial
system, there is a case for reviewing the
regulations of the non-banking sector
along with that for banks, holistically. In
India, we have been alive to these issues
as I have already mentioned earlier.
Setting up of the Working Group on the
Issues and Concerns of the NBFC Sector
in September 2010 is another instance of
taking a proactive stance in dealing with
regulatory issues and concerns.
38. The overarching principles to the
new regulatory framework revolve
around some guiding principles:
l

l

l

l

appreciating the contribution of the
NBFC sector to the financial system
and the economy and rationalising
regulations to preserve the innovativeness of the sector;
recognising the need to address
systemic risk arising out of
concentration and exposure of
NBFCs to sensitive sectors;
Recognising that the NBFCs have
the ability to leverage on the
RBI registration and therefore,
rationalising the scope of regulation
to address risks appropriately;
conserving regulatory resources and
directing them where required;
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l

l

dealing with regulatory arbitrage
while not recommending completely bank-like policies and regulation
for NBFCs and

could adversely impact financial stability. This could happen in the following
two situations:
l

giving adequate transition period to
the industry so as to cause minimum
dislocation to the sector.

39. Let me briefly touch upon some of
the significant features of the draft guidelines.

Principal Business
Criteria
40. Under the present dispensation,
a company is treated as an NBFC if its
financial assets are more than 50 per
cent of its total assets (netted off by intangible assets) and income from these
financial assets is more than 50 per cent
of its gross income. Both these tests are
required to be satisfied. There is a problem with this definition. As a financial
regulator, Reserve Bank primarily regulates the financial activities of NBFCs,
while they can also engage in non financial activities of comparable magnitude.
It is, therefore, important to insulate the
sector from the spillover of possible risks
from non-financial activities. The most
preferred solution, therefore, from a regulatory perspective, would be the one in
which the NBFCs do not undertake any
activity other than financial activities on
the same lines as banks are permitted to
undertake only those activities which are
enumerated in Section 6 (1) of the Banking Regulation Act, 1949. However, that
is not possible for the NBFC sector given
the structure of the sector. As ensuring
100 per cent financial activity is not feasible, the next best alternative would be
to raise the threshold for principal business. Accordingly, the threshold has
been raised from 50 per cent to 75 per
cent of total assets/income, to ensure that
the regulation focuses on predominantly
financial entities. However, raising the
threshold could result in keeping out
of purview of regulations, certain non
banking financial entities having financial activities of significant scale which

l

The financial activities of these
entities are a significant proportion of
the total activities and of significant
magnitude; and
The financial activities of these
entities are not a significant
proportion of total activities but are
of large magnitude.

41. To cover (a) above, the definition of
principal business has been expanded to
cover those non-bank financial entities
whose financial assets or income from financial assets are 50 per cent or more of
total assets or gross income respectively
and total assets are `10 billion or more.
However, entities covered by (b) cannot
be possibly subjected to entity specific
regulation as the scale of non financial activities would be much larger than that of
financial activities. Regulatory approach
in such a situation will have to evolve
over time. One approach could be to subject their financial activities to prudential
regulations for those activities. The other
alternative would be, as envisaged in
FSB’s approach, to build up a data base,
identify vulnerabilities, and take suitable
regulatory action where vulnerabilities
could acquire systemic proportions.

Exemption from requirement of registration:
42. In formulating the threshold for registration of NBFCs, we were guided by
considerations of conserving limited regulatory resources and issues of materiality of the risk profile of NBFCs. Accordingly, we have proposed to exempt two
categories of NBFCs from registration –
one, all non-deposit taking NBFCs with
asset size below `0.25 billion and two,
NBFCs with asset size below `5 billion
and not accessing public funds. These
NBFCs would also be exempt from regulation. Small NBFCs having asset size of
less than `0.25 billion or NBFCs with
asset size below `0.5 billion and not

accessing public funds are not likely to
create systemic risk in view of their small
size and absence of leverage respectively. This is consistent with the recommendations of the Geneva Report6 which
suggested that such small companies,
which it termed ‘Tinies’, should have
minimal conduct of business regulations
especially if they are unlevered. It is possible that some of these companies may
pose insignificant risks as individual entities but their correlated behaviour may
create risks when they move together as
part of a larger group or ‘herd’ and these
may not be adequately captured. To address this risk, we have propounded the
group concept, in which all NBFCs in
a group will be individually treated as
Systemically Important (NBFCs-ND-SI) if
their aggregate assets total `1 billion and
above. This is not to deny that there may
be valid reasons for creation of multiple
NBFCs, but the possible risks from their
activities need to be addressed.
43. A lot of apprehension has been
expressed in some quarters that NBFCs
(i.e., non banking financial entities
meeting the Principal Business criteria)
having assets below the threshold will
be forced out of business. I would like to
clarify that this is not the intention of the
proposed regulations. All we are saying
is that from a materiality perspective
such entities need not be the focus of
RBI’s regulatory oversight and, therefore,
should be exempted from registration
and regulation. We also do not feel that
this will have an adverse impact on their
activities because after all, there must
be many entities doing business even
under the current regime, which have
significant financial activities but below
the 50/50 threshold and, therefore are
not NBFCs and not registered with RBI.

Captive NBFCs
44. There are some regulatory concerns
regarding the business model of captive
finance companies. As captives provide
finance for purchase of products of the
parent, their business is inextricably
linked to the parent’s fortunes. It is likely

6 The Fundamental Principles of Financial Regulation – Geneva Reports on the World Economy 11.
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that credit underwriting standards in
such companies may be weaker. Hence,
while setting up of captive NBFCs is a
commercial decision, the risks arising out
of the business model of such captives
need to be adequately addressed and
hence the review of guidelines, requiring
a higher Tier I Capital.

Prudential Norms
45. Apprehensions have also been expressed that tightening of prudential
norms as proposed in the draft regulations may affect the profits of the NBFCs and increase their lending cost. You
would observe that changes have been
proposed only in areas where there is a
heightened risk perception. While the
intention is not to mimic bank regulation
completely, I am sure, you all would
agree that we should take some of the
relevant best practices of the bank regulation which are well developed and tested and adapt them to other sectors where
the benefits of such approach outweigh
the costs. The proposed increase in the
capital requirements for NBFCs is to ensure that the risks in the financial system
which surfaced during the crisis are addressed and the regulatory gap between
banks and NBFCs does not widen, especially when the capital requirements for
banks have increased significantly under
Basel III. The proposed measures address
regulatory arbitrage between banks and
NBFCs in areas such as capital market
or realestate exposure through the calibrated use of prudential measures such
as higher capital requirements, and risk
weights for sensitive sectors, wherever
greater risks are perceived. Accordingly,
we have proposed to raise the minimum
Tier l capital requirement, for captive
NBFCs, NBFCs with major exposure to
sensitive sectors such as capital market,
commodities and real estate, and NBFCs predominantly engaged in lending
against gold jewellery. For NBFCs that
are part of a banking group, risk weights
for capital market exposure (CME) and
Commercial Real Estate (CRE) would
be the same as that for banks; for others
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these would be revised upwards.
46. Convergence in regulation between
banks and NBFCs is thought to be
required in the areas of asset classification
and provisioning norms. This is because
both banks and NBFCs are financing
similar assets and there is no logical
reason for prudential norms to be
different. In fact, initially when the 180
day norm was introduced for NBFCs, for
assets other than lease and hire purchase
transactions, for whom the norms were
even more relaxed, the norms were
similar to those of banks at that time.
However, while banks migrated to 90
day norm, NBFCs continue to be on
180 days norm. As regards the proposed
90 day norm for classification of assets,
it has been argued that the clientele of
NBFCs is very different from that of banks
and hence a longer collection period
is needed. I would like to emphasise
that once an amount becomes due
there is no reason why it should not
be paid within 90 days irrespective of
the nature of business and clientele. As
regards fixing the payment schedules,
there are no regulatory prescriptions
or constraints. As lenders, NBFCs have
the option of fixing the repayment
schedule suiting the credit cycle of the
borrowers. However, to ensure minimal
dislocation, this convergence of time
norms will be brought about in a phased
manner, and a one-time adjustment of
the repayment schedule which shall not
amount to restructuring, is proposed
to be permitted. Similarly, in the case
of provisioning for standard assets,
convergence with the banking sector is
envisaged and sufficient transition time
will be given for compliance.

Deposit acceptance
47. Since 2004-2005, we have
maintained that, as a policy, only banks
should be allowed to accept public
deposits. Deposit acceptance in the
NBFC sector is a legacy of the past but
no new NBFC has been given a license
for acceptance of deposits. Initially, the
concept of rating had been introduced

for NBFCs accepting public deposits,
but, as an exception, unrated AFCs
were allowed to accept deposits upto
`0.10 billion. You would all agree that
depositor protection is not a function of
the amount of deposit. It is, therefore,
proposed to make it compulsory for all
existing deposit accepting NBFCs to
obtain credit ratings from credit rating
agencies. In future, unrated NBFCs will
not be permitted to accept deposits and
existing unrated deposit taking NBFCs
will be given a period of one year to get
themselves rated if they wish to continue
to accept deposits. Further, to bring parity
in the sector, the limit for acceptance of
deposits for rated AFCs is proposed to be
reduced in line with other deposit taking
NBFCs.

Liquidity Management
48. I have spoken in detail about
the liquidity risk due to maturity
transformation
during
the
credit
intermediation process and how this
affected NBFCs in 2008. As seen during
the crisis, liquidity risks can rapidly
translate into solvency risks. Taking
lessons from the global crisis, the Basel
Committee on Banking Supervision
has stipulated that a banking institution
should maintain adequate levels of
high quality liquid assets which can
be converted into cash at very short
notice and at small discount to enable
it to survive a stress situation over a 30
day time horizon. The Committee has
also looked at a longer time horizon
by expecting institutions to fund their
activities with more stable sources of
financing on an on-going basis. These
are prudential practices and need to
be adopted by all financial entities.
Consequently, it is proposed that all
registered NBFCs would be required
to maintain high quality liquid assets
in cash, bank deposits available within
30 days, money market instruments
maturing within 30 days, actively
traded debt securities (valued at 90 per
cent of the quoted price and carrying a
rating not lower than AA or equivalent),
equal to the gap between total cash
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inflows and outflows over the 1 to 30
day time bucket as a liquidity coverage
requirement. For deposit taking NBFCs,
the extant requirement of maintenance of
liquid assets will continue. I would like
to clarify that the proposed requirement
is much less onerous than that for banks
in as much as the holding of liquid assets
is not calibrated to a stress scenario and
holding of financial sector liabilities as
liquid assets is permitted which is not
the case for banks.

Corporate Governance
49. The global financial crisis exposed
major weaknesses in corporate governance systems, particularly in risk
management policies and procedures.
Internationally, the emphasis on good
governance is increasing and it is firmly
believed that improving corporate and
risk governance could prevent, or at
least mitigate, systemic crises. In 2007,
the OECD lauded Asian countries for
substantially revamping their corporate
governance frameworks, but warned
that enforcement remained the most
significant challenge and an ‘unfinished
agenda’. CLSA and the Asian Corporate
Governance Association echo the same
conclusion in their 2010 Corporate Governance Watch Report for Asia. A key
observation is that ‘regulators make it
too easy for companies to get away with
box-ticking,’ which keeps even the best
Asian markets far from international best
practices. As per BCBS principles (October 2010) for enhancing corporate governance, effective corporate governance
practices are essential to achieve and
maintain public trust and confidence in
the banking system, which are critical
to the proper functioning of the banking
sector and economy as a whole.
50. The above arguments apply to the
NBFC sector also, especially, in view of
their growing size, multiplicity of stakeholders and the increasing complexity of
operations. For the purposes of corporate governance, we have felt it necessary to increase the focus on companies
with asset size of more than `10 billion,

i.e., the really large companies. Again,
the proposed prescriptions in this regard
centre around materiality, whether in
ensuring fit and proper shareholders and
management or the quality of disclosures.
The proposed prescriptions are aimed
at enhancing governance standards in
NBFCs by, interalia, stipulating that
all registered NBFCs will require prior
approval whenever these is a change in
control, or a significant increase in share
holding; requiring RBI’s approval for
appointing CEOs of large NBFCs. Other
measures are: restricting the number
of directorships a director can accept;
putting in place a system of due
diligence to ensure fit and proper
criteria; and requiring enhanced disclosure
requirements, including those mandated under Clause 49 of the SEBI listing
agreement, etc.

mainly due to the kind of regulation that
has been put in place. Nevertheless,
continuing fine tuning of regulation is
required to monitor the growth of this
sector as it can take unexpected and
unforeseen turns and mutations. That is
ultimately the objective of the proposed
Guidelines. In my remarks today, I have
elaborated on the rationale behind the
proposed guidelines so that there is
a better understanding of the revised
regulations. I am sanguine that the new
regulatory framework would address
risks and help build a more resilient and
robust NBFC sector.

Conclusion

Principles for enhancing corporate
governance; Basel Committee on
Banking Supervision (October 2010),

51. In conclusion, let me reiterate a
few points. The NBFC sector is a very
important segment of the financial
system warranting encouragement for
further development, but at the same
time, would also require to be watched
and regulated more closely given its
growth, increasing complexity and
impact on the financial system due to
increased interconnectedness. Said
differently, the very factors which would
require the NBFC sector to be actively
promoted would also require the sector
to be actively regulated. In India, we
have always been cognizant of the fact
that NBFCs play a significant role in the
financial system and in the economic
growth. The regulatory framework has
been designed and is reviewed from time
to time keeping in mind the requirement
of the sector as well as the changing
dynamics in the financial system due
to increased interconnectedness. It may
be said that while the shadow banking
sector in India did come under stress
during the global financial crisis, the
stress levels were comparatively modest
which did not threaten their solvency.
The sector has been largely sound,
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Monetary Policy Responds,
But Cautiously!

Mr. Sunil S Bhandare

With great deal of hesitation, the RBI
has conceded to “moral suasion” or
“compulsive pressures” from the
Ministry of Finance as well as from
business and industry at large, and
reduced the key policy rates by 25
basis points. The repo rate is now
fixed at 7.5% and the reverse repo
rate at 6.5%. Thus, since the initiation of a shift towards easy money
policy in April 2012, there is 100
basis points cumulative reduction
in key policy rates. The significance
of the new policy change is more
psychological/sentimental
rather
than real or substantive in nature.
From various accounts, there is unlikely to be pari passu softening of
lending rates by the banks. From the
perspective of banks, especially of
the public sector banks, three major
considerations would guide their
own response to lending rates.

Constraining
Transmission Mechanism
First, the banks’ deposit growth rate
during the current financial year is
consistently slowing down – as of Feb
22, 2013, the y-o-y banks’ deposit
growth was as low as 12.7% - one of
lowest for the past many years. Indeed,
since 2005-06, there has already been
a secular downtrend in deposit growth
rate from 24% to 13.5% in 2011-12.
With about 4% points lower deposit
growth as compared to the “normal”
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average growth rate of about 17%, the
banking system could be estimated to
have almost about Rs.200,000 crores
of less potential of credit deployment
capacity during the current financial
year so far.
In the context of rapidly decelerating
deposit growth rate, banks would
obviously be wary of reducing the
deposit rates; and unless the cost of
funds reduces, there would virtually be
no incentive for banks to reduce lending
rates. More importantly, there are either
some constraints or virtual reluctance on
the part of banks, especially the public
sector banks, to improve their profit
margins through productivity/efficiency
gains in their operations.
Second, bank depositors are in general
dismayed by the phenomenon of high
inflation eroding their “real” earnings.
The prevailing interest rates on term
deposits with maturity of one to three
years are in the range 7.5% to 9.25%,
while WPI inflation is averaging around
8 to 8.5% annum and the CPI inflation
is well over double-digit level. Such a
scenario of virtual zero or negative real
interest rates on bank deposits impairs
the depositors’ willingness/confidence to
save. For the past more than two years,
small and middle-income depositors
(including senior citizens) have suffered
a pincer movement of stubbornly high
inflation on one side and stagnant/
declining interest rates on their savings
in bank deposits on the other.

Consequently, there is also a shift in the
asset preferences of households in favor
gold, the growing imports of which in
the last couple of years has been causing
so much of unease for our policy makers.
Gold holding is found to be affording
better and effective hedge against
inflation for most of the low and middleincome families. Unfortunately, despite
being the most important stakeholder of
the banking sector, a bank depositor has
virtually no say in the framing of interest
rate policy, which determines so much
his/her earnings/fortunes.
Third, banks in general and public
sector banks in particular are extremely
concerned with shoring up their
declining profit margins especially in
the wake of rising incidence of nonperforming assets. As per the available
statistics, NPAs for all banks rose to
3.6% of their total assets in Sept 2012
and are expected to reach 4% by March
2013 and 4.4% by the March 2014.
Moody’s, in its latest report of 2013, has
downgraded Indian banking system’s
rating outlook from ‘stable’ to ‘negative’.
Why should then banks reduce their
lending rates and expose their profit
margins?

Inflation and Key Policy
Rates
It is evident from the Chart below that
with inflation surging from January 2010
and remaining high around double
digit level till the 2011-end, the RBI
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Relationship between inflation and key policy rates

had to stubbornly pursue high interest
rate policy regime. The noticeable
break in inflation scenario could come
only by mid-April 2012 prompting the
RBI to frontload the key policy rates
reduction.
Thereafter, with inflation still remaining
beyond the comfort zone, the RBI had
to take fairly long pause. The subsequent
RBI’s stance towards monetary policy
easing has been found to be hesitant. It
has focused the attention more towards
liquidity easing/management through
CRR cuts rather than effecting reduction
in key policy rates. The recent two quick
reductions of 25 basis points each in key
policy rates is apparently a reflection not
so much of RBI’s genuine conviction
about the need for monetary easing, but
one of being virtually directed to create conditions for credit expansion and
investment growth. But, most bankers
are not adequately convinced that they
would be able to transmit the full impact
of key policy rates reduction through
corresponding actual reduction in the
lending rates.

Cumulative RBI Efforts
Indeed, over the last year or so (starting
from early Feb 2012), the RBI has created fairly good conditions for softening
of lending rates through (a) 2% points
reduction in CRR (the ratio is now 4%),
thereby releasing liquidity worth about
Rs.140,00 crores in the system; (b) 1%
point reduction in SLR (the ratio is now
23%), thereby releasing another about

Rs.70,000 crores; and (c) 100 basis
points reduction in key policy rates – the
repo rate down from 8.50% to 7.50%.
Even granting for the lag effect, the
transmission mechanism of these measures appears to be quite weak. Hence,
the benefits of such policy initiatives are
not adequately replicated in the reduction of banks’ lending rates applicable
to most borrowers. Indeed, the SME sector in particular is groaning under high
interest rates regime of 15 to16 percent.
This is despite the fact that pressures of
bank credit growth are relatively moderate – 16.3% y-o-y basis as of Feb 22,
2013 (15.6% last year). However, in the
meantime, bank depositors have experienced reduction ranging from 50 to 100
basis points in their term deposit rates.
The fault-lines are perhaps in the structural rigidities of our banking system.

Further Long Pause
Inevitable (?)
On current reckoning, the RBI seems to
have virtually come to the end of perceived limits to monetary policy easing.
The obvious contextual framework is
one of high inflation, high fiscal deficit
(albeit there is a budgetary promise of reversing the trend in 2013-14), and high
current account deficit. The global economic and financial scenario is also far
from reassuring. Hence, the RBI would
prefer to have some safeguards in the
event of any external financial turmoil.
Surely, the RBI’s latest Monetary Policy
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Review has been far more cautious and
specific on some of the on-going challenges and risk factors. Witness the following key observations:
“There are several risks to the global outlook. The impact of sequestration in the
US on the global economy is likely to
be muted in view of legislation initiated
to avert the debt ceiling. Nevertheless,
lead indicators point to sluggish global
growth. Political economy risks that
block or delay credible and determined
policy actions in advanced economies
(AEs) are inhibiting recovery. For EDEs,
risks of spillovers from AEs remain significant. While global inflationary pressures are likely to be subdued, given still
large output gaps, several EDEs could
potentially face the threat of elevated
energy prices”.
The RBI also warns “there is still some
suppressed inflation related to administered prices which carries latent inflationary pressures. All this complicates
the task of inflation management and
underscores the imperative of addressing supply constraints. From an inflation perspective, upward revisions in the
minimum support prices (MSP) should
warrant caution in view of their implications for overall inflation”. Further, the
RBI now expects the government to play
a critical role “by remaining committed
to fiscal consolidation, easing the supply
bottlenecks and improving governance
surrounding project implementation”.
More importantly, the RBI itself cautions
about the limitations of interest rate policy in reviving investment. “The foremost
challenge for returning the economy to
a high growth trajectory is to revive investment. A competitive interest rate
is necessary for this, but not sufficient.
Sufficiency conditions include bridging
the supply constraints, staying the course
on fiscal consolidation, both in terms of
quantity and quality, and improving governance”.
Incidentally, the current scenario that
combines stagnating economic growth
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(especially of the industrial sector) with
high inflation seems to have prompted
Dr. C. Rangarajan, Chairman of PMEAC,
to state thus “stagflationary tendencies
have already reared their head in emerging markets like India …… ”. If that were
the case, then interest rate
reduction per se (even after
a cumulative drop of 100
basis points), would be of
not much consequence.
Therefore, apart from fiscal consolidation, the only
right way to deal with the
current/emerging situation
of stagflation lies in the
domain of UPA II government’s pending economic
policy reforms – like land
acquisition policy, environmental clearances, pricing
of natural resources, disinvestment and privatization of PSUs, strengthening
of banking and financial
institutions, etc.

implicit in the Finance Ministry’s strategy. But all that is a big, big if! ………
For the next few months (perhaps, till
the second half of the current financial
year), nothing more can be expected
from the RBI by way of further monetary

policy easing!
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In summing up, while we
need to welcome the RBI’s
new monetary policy initiatives of reducing key policy rates, it is imperative to
recognize their limitations
in ushering revival investment outlook and economic growth. The real action
falls within the purview of
fiscal policy; and the latest budget has unveiled a
plethora of new proposals
and programs, including
a hefty increase in central
plan expenditure. Even
if half of what has been
promised in the budget is
implemented in the course
of the current financial
year, and at the same time,
critical off-budget policy
reforms are implemented,
Indian economy can hope
to achieve real GDP growth
rate of 6 to 6.5% that is
34  April 2013
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Banking and Finance
Highlights :
•

FIIs Mid-cap holdings to 5-year Low.

•

FIIs get more sops through soft residency rules

•

Government talks tough to loan defaulters

•

Experts feel gold bank proposal may not curb
imports.

V.T. Pai

Preamble:
*During the month of March, 2013
Government of India and RBI have
indicated the shape of the things to
come and it’s likely impact on the
economy. * While on economy proving
residency rules to give more sops to FIIs
as usual the Government has kept the
beneficiary guessing by introducing a
famous sentence that “tax residency
certificate is necessary but not
sufficient to claim tax benefits”, this
was debated largely in the parliament.
There is enough of ambiguity in this
sentence; it is hoped it will be dropped
altogether. * While the Finance Minister
clearly says the RBI should go ahead
with rate cut in the monetary policy.
RBI has its own arguments and does
not readily agree with Government of
India’s proposal. * In view of increasing
NPA the Government has taken a tough
stand on the loan defaulters stating firms
we cannot have affluent promoter in a
sick company. * In 4th week of March
Central Bank has cut the repo rate by
25 bps points to 7.5% while the CRR
has been left untouched. * Banks do
not take it seriously as a signal from the
Ministry stating it will not benefit small
borrowers. It may be noted here RBI
began cutting the rates 13 times between

March 2010 – October 2011. It has also
cut repo rate by 1%. * The yellow metal
is the matter of concern for the policy
makers. It has, now swelled to record of
4.2% of gross domestic product during
the year 2011-2012. India happens
to be the world’s biggest Importer of
Gold an idle asset not facilitating the
economic growth.

such companies - the lowest in the last
five years while raising their holdings
in auto, finance and IT firms, making it
22% of the market cap for the top 50
companies.

1. FIIs Reduce Mid-cap 
Holdings to 5-year Low

Although portfolio flows to India have
been robust at over $23 billion last
year, the flows have been restricted
mainly to large-cap companies. Because of the low holding of FIIs in
mid-cap companies, the valuation gap
between mid-cap and large-sized companies has widened. This widening gap
provides a good investment opportunity for investors as valuations of midcap companies will catch up with their
bigger peers.

Foreign portfolio investors are loading
up on stocks in the automobile, financial
and information technology sectors, led
by Maruti Suzuki, Bajaj Auto, HDFC and
Cipla, while trimming their holdings in
real estate and the oil and gas sectors
and reducing their exposure to mid-cap
companies to a five-year low.

FIIs now appear to be buying into liquid
benchmark stocks which provide easy
exits till the macro-economic outlook
improves and which can lead to a secular market movement. Mid-cap companies pose problems in terms of easy exit
and FIIs now appear to be sceptical of
investing in such companies.

With the number of India-dedicated
funds, among foreign funds, on the
decline and a weak macro-economic
outlook, foreign portfolio investors FIIs,
have cut their holdings in mid-cap companies to 11% of the market cap for

2. Soft Residency Rules to
Give FIIs more Sops

In the following paragraphs we have
attempted to cover majority of the above
points if not all. Those interested in
further details may please write to the
author directly.
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India will make it easier for foreign
investors to claim tax concessions offered
under bilateral tax treaties by simplifying
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the process of proving residency of the
country from which the investment
originates. Further, the government
could also spell out forcefully its
disavowal of language in the February
28 budget — the now famous sentence
that a tax residency certificate was
necessary but “not sufficient” to claim
tax benefits — when the Finance Bill is
debated in Parliament. There is also a
possibility that the offending sentence
will be dropped altogether.
“We are looking at making the provision
as unambiguous as possible or even removing it altogether,” said a government
official, adding the intention was not to
create any unnecessary anxiety in the
minds of foreign investors about India as
an investment destination.

3. Finance minister says
the central bank should
take comfort from the 
government’s fiscal
consolidation plan
Aday ahead of the Reserve Bank of India’s (RBI’s) monetary policy announcement, finance minister P. Chidambaram
was clear about what he expected.
We have argued on the government side
that there is a case for lowering the policy rates,” he said in an interview broadcast on Bloomberg TV India.
“I think the RBI should take comfort
from what we have announced as the
fiscal consolidation path, and I am sure
the monetary policy advisory committee
will advise the governor appropriately,”
he said.

4. Government talks
tough on loan
defaulters
“I think the promoters have a duty to
bring in additional money and the companies have a duty to pay back the loans.
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We cannot have an affluent promoter
and a sick company.”
The gross NPAs of 40 listed Indian banks
increased to Rs.1.79 trillion from Rs.1.25
trillion in December, up 43.1% from the
year-ago period.
Increases in NPAs and debt recasts impact banks’ profitability as they need to
set aside more money for this in the form
of provisions.
Most airline loan recasts are outside
CDR, as with grounded Kingfisher Airlines Ltd.
“Banks are trying to make a distinction
between wilful defaulters and people
who are genuinely stressed and have
genuine problems. Anybody who is
genuinely stressed will get due consideration,” Takru said. “But anybody who
is a wilful defaulter will need to repay. If
the system needs to get tough with them,
it will.”

4. Your turn now, RBI
tells government
During 4th week of march, Central bank
cuts key repo rate by 25 bps to 7.5%, but
signals that the rate-easing cycle may be
nearing an end.
The Reserve Bank of India (RBI) on
19.03.2013 trimmed its key lending rate
by a quarter percentage point, doing so
for the third time in the past one year,
to breathe life into Asia’s third largest
economy, but signalled that its rateeasing cycle may be nearing an end
despite concerns of slowing growth.
And, while admitting the role of a low
interest rate regime in boosting economic
growth, it emphasized that it was more
important for the government to address
issues related to capacity building, fiscal
prudence and governance itself.
The apex bank kept the cash reserve ratio
(CRR), the portion of deposits banks need

to park with RBI, unchanged at 4%.
More than the RBI action, the decision
by the Dravida Munnetra Kazhagam to
withdraw support from the Congress-led
United Progressive Alliance government
dampened market sentiment, analysts
said.

Banks may not take 
signal
The 25 basis points (bps) cut in the
repo rate, at which RBI lends short-term
funds to banks, to 7.5% will not benefit
borrowers in the near future as leading
banks have ruled out any immediate cuts
in lending rates. A basis point is onehundredth of a percentage point.
For companies, there was not much
reason to cheer. “CII (Confederation
of Indian Industry) was hoping that
the RBI would go ahead with a 50
bps reduction in the repo rate to
make a significant impact on investor
sentiments,” said Adi Godrej, president
of the lobby group.
RBI began cutting rates in April last
year after hiking it 13 times between
March 2010 and October 2011 to fight
inflation. Since then, it has cut the repo
rate by 100 bps and slashed CRR by 75
bps.
While acknowledging the need to
support growth, the Indian central
bank reiterated its stance that efforts to
boost growth should come primarily
from the government. “A competitive
interest rate is necessary for this, but
not sufficient.
In fact, we now forecast further rate cuts
of only 50 bps for the remainder of the
year,” Mathur said.
Naresh Takkar, managing director of
rating agency Icra Ltd, said RBI might
go for up to half a percentage point rate
cut in the rest of calendar year 2013. “A
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reduction in the CRR seems likely only
in the event of a sizable external shock,”
Takkar said.

6. Experts critical of 
gold bank proposal, say
it won’t curb imports
A proposal by a Reserve Bank of India
(RBI) panel to create an exclusive gold
bank for tapping the idle stock of the
precious metal has been received with
scepticism by some economists and
experts.
The yellow metal is a concern for
policymakers with imports putting
pressure on the nation’s current account
deficit, which swelled to a record 4.2%
of gross domestic product (GDP) in

2011-2012. India is the world’s biggest
importer of gold, although these have
been easing in the current financial year,
except for a spike in January, 2013 ahead
of an increase in duty.
Economists and bullion experts are
sceptical about the move, saying the plan
may not help curb imports in a country
where gold is more than an investment
vehicle and is something to which
people have cultural and emotional
attachment.
“It is another non-workable idea,” said
Madan Sabnavis, chief economist, rating
agency CARE Ltd. “Gold is mainly bought
here for reasons of tradition. Also, much
of the and no institution will be able to
bring existing stock is unaccounted
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such gold into the market.”
India used to regulate gold imports till
1992, curbs that made smuggling the
metal lucrative. According to the World
Gold Council, nearly 50% of the gold
bought in India is for weddings.
The government has also proposed
to link gold exchange-traded funds
and the gold deposit schemes of
banks to encourage investors to
use existing release a part will gold
stocks in the domestic market, expecting
this of the gold physically held by
mutual funds.
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