Preserving the independence of the RBI

fn part1of a series, the author says if proposals to set up an appellate body to review RBi's regulatory and supervisory
decisions were to be implemented, the whole supervisory process would get mired in constant litigation

RAKESH MOHAN

he last decade has witnessed an
I almost constant attack on the
Reserve Bank of India {RBI, cma-
" nating sometimes from within the gov-
ernment, sometimes from expert com-
mittees appointed by the government,
and otherwise from independent ana-
lysts, rescarchers, commentators and
economists, That this has happened is
quite curious, particularly since the RBI is
generally acknowledged 1o have negoti-
ated very well the vicissinudes of financial
muarkets, both global and dormestic, resulr-
ing trom the Asian financial crisis 1996-97,
the north Atlantic financial crisis (NAFC)
of 2008-09, and the taper tantrun of 2013,
Itsotherwise consistent performianee has,
however, been marred in recent vears by
the high inflation of 201013, the current
ongoing emergence of some large frauds
and excessive non-performing assets in
the banking and non-banking linancial
sectors, and acouple of episodes of exces-
sive volatility in the exchange rate.

The saving grace has been that wiser
counsel seems to have prevailed most of
the time, and most of the recommenda-
tions that would have adversely affected
the functions of the RBI were eventually
notimplemented.

RBIperformance pre-NAFC

During the period before the eraption of
the NAFC in 2008-09, the REI suftered
substantial criticism for being excessive-
Iy conservative in its approach to the reg-
ulation and supervision of the banking
and non-banking financial sectors, andin
being excessively cauriols in permitting
introduction of then-popular financial
innovations. Similarly, there was wither-
ingcriticismof its monetary policy-mak-
ing, which did not contorm to the inter-
nationally popular inflation targeting
framework often characterised as the gold
standard in monetary policy-making.
Therewas also a view that its approach 1o
external sector mansgeinent, consisting
of forex intervention to achicve a man-
aged flual of the exchange rate, sccumu-

intlon of lorvign exchiange reserves, com-
Lined with capital account management,
wits teo cautiony and indimical to Indian
financial markel development, Such
views were fhen reflected in the observa-
tions of viwiows comimittees such as the
High Powuered BExpert Commitree on
Making Mumbai an  International
Financial Centre (HPEC, 2007 Chairman
Percy Mistry), Comumnittee for Financial
Sector Reforms (CFSR, 2009; Chairman:
Raghuram Rajan), and the Financial
Sector Lepislative Retorms Commniission
(FSLRC, 2013; Chadrman B N Srikrishna).

Adthoughtherewere differences in the
specific recommendations of these com-
mitees, herewere broad comumonalities,
which essentially proposed the dilution
of RBI functions us a full-service central
bank. On the monetary policy side, even
though the RBI had practiced a multiple
indicators approach, its inflation man-
agement record benween the mid-1990s
and the late 2000s had been exemplary
and not ditferent fron other centrat banks
that did practice inflation targeting. The
average inflation between 1995 and 2008
wirs around 5,5 per cent. It is, therefore,
surprising thar each of these compmittees
proposed a simpler single-objective, sin-
vle-instrument marker policy framework
centered o intlation targeting.

Similarly, between the early 2000s and
2008, the RBI had successfully managed
the external sector and malntained finan-
Clal stability dospite consistent and exces-
sive capital inflows that seached & peak of
alinost 10 per cent of GDP in 2007-08. The
capital account had been opened incre-
mentally and the exchiange rate allowed to
luctuate in response to market funda-
mentals while curbing excessive unwar-
ranted fluctuation. A whole range of
instrurnents had to be used toaccomplish
relatively successtul steiilisation, which
involved the introduction of the market
slabilisation scheme (MSS), changes in
the cash reserve ratio (CRR), the use of
open maket operations (OMO), and the
judicious upuration of the liquidity adjust-
ment facility (LAF), along with corre-
sponding monetary policy changes.
Furelgn exchange reserves were aug-
mented substantially through consistent
lorex intervention. thereby providing a
significant degrec of forex buffers to cope
with the high degree of volatility that char-
acterises internationa capital lows, The
utility of such reserves was demonstrated
i the aftermath of the NAFC and the
Taper tantrum. Yet the general recom-
mencdiations from these committees (and
the IMF) proposed much greater capital
AcCou opening towards a liberalisation

of both inflows and outflows, a reduction
in forex interventicn, greater participa-
tion of foreign investors in beth the
domestic bond and stock markets, and
the elimination of restrictions on both
sovereign and corporate forelgn borrow-
ing. It is ironic that these recommenda-
liens were being made just when inter-
naticnal financial markets, particuiarly
in advanced economies, were demon-
strating the severe problems that can arise
from excessive financial innovation,
excessive global capital fiows, and lack of
capital account management. In effect,
these recommendations amounted to a
significant reduction in
REI roles related to the
pursuit of financial sta-
bility through external

management. process that
characterises
Afull-service regulation and
centralbank supervision of banks
TheRBlhasbeenafull-  and other financial

service central bank institutions

since its inception in

1935, encompassing its role, inter alia, as
amonetary authority, a banking regulator,
the lender of last resort, a foreign
exchange and exchange rate manager,
and asovereign debt manager, apart from
other functions such as currency issuer
and payment systern regulator and facil-
itater. The 1990s and 20005 had seen a
general movement in some countries
towards making the central bank a pure
menetary authority, while separating out
itsrelated functions to aseparate agency.
This movement was led by the UK when
it made the Bank of England (BoE) a pure
monetary authority, set up aseparate debt
management office (DMO), and shifted
ail financial sector regulation to the new-
ly created Financial Services Authority
(FSA) in the late 1990s, In India, the vari-
ous commitiees recommended similar

A rara

There seems to be
little understanding
of the continuous

action, proposing the shifting of some of
these roles from the RBI, though they did
shy away (reluctantly) from taking away
the banking regulation function, Once
again, some of these recommendations
were being made just when global expert
opinion had begun to change atter the
NAEC.

Ironically, the FSA In the UK has
been abolished since, and its financial
tegulatory and supervisory functions
have been brought back to the BoE. In
addition, a financial stability objective
has been added explicitly to the func-.
tions of the BoE, with a formal Financial
Policy Committee established
within the BoE. Similarly.
while the European Central
Bank (ECB) was originally
established as a pure mone-
tary authority, in the wake of
the NAFC, it is now entrusted
with  bank supervisory
responsibilities as well,

That having been said,
new questions have arisen
with regard to the RBI's functioning in
regulation and supervision of both
banks and non-bank financial instiru-
tions. After continuous and substantial
improvement in the performance of
public sector banks in the 20005, they
have exhibited significant deterioration
with the emergence of large non-per-
forming assets in recent years.
Governance issues have arisen in some
private sector banks as well. Most
recently, one of the most significant
non-bank financial institutions has
suddenly begun to default on jts debt
obligations.

The collective impact of each of the
developments is serious for the Indian
financial sector. In view of the increasing
size, complexity and interconnectivity in
India’s financial sector, the RBI's regulatory
.
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and supervisory apparatus clearly needs to
be re-examined and modernised, along
with technicil strengthening and expan-
sion of its personnel. That would include
anonganised programme for greater laterai
entry into the RBL Separating out this
function from the RBI would net be asolu-
Tion, Cne approach would be greater for-
malisation and strengthening of the exist-
ing Board of Financial Supervision
within the RBI, which already mectson a
monthly basis. There also needs 1o be a
greater clarity on the supervision of sys-
temically imporrant financial institutions
as the inter-linkages between different
segments of the financial sector become
more complex. This includes arrange-
ments for regulatory cooperarion where
there are overlapping regulatory respon-
sibilities. Indeed, central banks, as
monetary and regulatory authorities and
lenders of last resort, are almost universally
seen as critical to the maintenance of
financial stability.

In the wake of the NAFC, in other
countries, the financial stability and
macro-prudential regulatory function
has now been specifically entrusted to
the central bank, By contrast, in Indija
the Financtal Stability and Development
Council {FSDC) was establishie] in 2010
with this explicit respensibility. In fact,
when the FSDC was first proposed to be
created, the RBI govermor was placed on
par with the other reguiators on the board
of the FSDC. Good sense, however, pre-
vailed and the governor is now designat-
ed as the vice-chair of this committee,
cotisistent with the key role of the central
bank in financial stability and macra
prudential policy.

‘There have also been puzzling propos-
als toset up an appellate body to review the
RBI's regulatery and supervisory deci-
sions, as there are for other regulatory
authorities. There seems to be litle under-
standing of the continuous process that
characterises regulation and supervision
ofbanks and other financial institutions. If
such decisions could be appealed, the
whole supervisory process would get
mired in constant litigation with result-
antchaos inthe system. This is the reason.
why such provisions for appeals against
banking regulation and supervision do
not exist in any other major jurisdictions
either, There have been other more recent
developments that have also been some-
what disturbing,

{Tomuarrow: Responsibility fulfilled)
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Responsibility fulfilled

In part 2 of the series, the author argues that some changes made to the RBI board lack merit and examines the role of the
central bank in regulating the payment and settlement system

the Reserve Bank of India (RBI}

board without adequate discus-
sion, Since the inception of the RBI in
1935, the Act provided for only one gov-
ernment director on jts board. It had also
been specified that this director would be
a nonvoting position. This provision is
more impertant symbeolically than in
actual practice; in fact, votes are seldom
resorted to in the functioning of RBI's
board. Even without a tormal vote the
reality is that the government's repre-
sentative always has an influential and
effective voice in the board. The intention
of this provision was 1o provide a strong
signal in favour of independence of the
central bank. After the Department of
Financia] Services was carved out from
the Department of Economic Affairs in
the Ministry of Finance, provision has
been made for a second nonvoting gov-
ernment director on the RBI board.

This provision amending the RBI Act
was quietly inserted in 2012 as a clause in
the Factoring Regulation Act (1) with
almost no discussion in Parliament. A
second amendment was carried out in
2013 as part of the Banking Amendment
Act. Prior to this amendment, although
members of the RBI board were appoint-

S ome changes have been made to

ed for perieds of four years, the Act pro-
vided forthem to continue as members of
the board until their successors were
appointed. Consequently, the member-
ship of the RBI board was always full
and continuous.

This amendment has removed this
provision so members of the board now
have to demit office after their four-year
term is over even if their successors have
not yet been appointed. As a result,
because of delays in the appointment
process, positions on the RBI board have
often remained vacant ever since this
amendment was adopted. At present,
for example, four cut of the 14 inde-
pendent director positions are vacant

. on the central board; and as many as

eight were vacant when the momentous
decision on demonetisation was made
in November 2016,

Inflation targeting & MPC

Second, the preamble to the RBI Act
was amended in 2016 to give statutory
status to the Monetary Policy
Committee (MPC), and to mandate
inflation targeting as the primary objec-
tive of India's monetary policy frame-
work. This move implemented the rec-
ommendaticns of the various
committees mentioned eurlier and has
been widely welcomed as a major mon-
etary policy reform. The composition of
the MPC has, however, received little
discussion in India. Unlike other major
central banks where, in general, all the
deputy governors are represented in
the MPC, three of the four in the RBI
have been excluded. This is particular-
ly unfortunate in a fuli-service central
bank where it is important to derive the
benefits of knowledge, information and
expertise that the other deputy gover-

nors bring from their financial market
and banking portfolios and experience,
As the NAFC demonstrated all too
clearly, monetary policy decisions can
depend on assessments of market and
banking conditions, and monetary pol-
icy can have important implications for
other central bank activities. It is critj-
cal that central' bank activities not take
place in “silos”; rather, information and
expertise should be brought to bear on
decision making across the institution.
Thus, the current composition of the
MPC effectively weakens the function-
ing of the RBI as a full-service central
bank cum monetary authority.

Payment & settlement system

Third, and most recently, there is a pro-
posal to move the responsibility for
governing the payment and settlement
system out of the RBI, The Payment
and Settlement Systems Act, which
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currently prescribes the governance of
this system, was promulgated as
recently as 2007. It formally designared
the RBI as the authority for regularion
and supervision of payment and set-
tlement systems, It further prescribed
that the céntral board of the RBI should
set up a committee for exercising this
responsibility conferred on it by this
Act. The Act provided for the rational-
isation and modernisation of the vari-
ous payment and settlement systems
that existed in the country.

By and large, this arrangement has
functioned very well and it has facili-
tated the many digital-technology-
related changes that have characterised
the transformation of the Indian pay-
ment and settiement systems in recent
years. It is therefore very surprising that
a government appointed official com-
mittee has now come out with recom-
mendations for sweeping changes to

g
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be made in the legal framework gov-
erning payments and settlements in the
country. The panel has apparentiy pro-
posed the creation of an independent
Payments Regulatory Board (PRB) and
suggested replacing the central bank
governor as chairperson with a person
appointed by the government in con-
sultation with RBI.

The governance.of payment and set-
tlement systems have long been among
the core responsibilities of central banks
all over the world. A review of the current
institutional arrangements in major
countries in this area is available with the
Bank for International Settlements (BIS).
A careful examination of these BIS doc-
uments reveals that the legal responsi-
bility for governing payment and settle-
ment systems in the 20 largest systems
rests with their regpective central banks,
except for the United States (where the
Federal Reserve has substantial, but not
unique authority) and Canada. It is not
clear what the provocation has been for
proposing such a far-reaching change in
this area, which is at variance with estab-
lished global practice, )

Thope that in this case also wiser coun-
sel will prevail and the recent recom-
mendations for setting up an independ-
ent payments regulatory board outside
the RBI will not be implemented. What is
certainly desirable, however, is that the
current oversight committee, which is
entirely internal to the RBI, should be
more broadbased so that other stake hold-
ers are adeguately represented in gover-
nance of the payment system.
(Tomorrow: Protect RBI's balance sheet)

The authoris senior fellow, Jackson Institute
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/Protect the RBI's balance sheet

In the concluding part of the series, the author says the continued pressure on the RBI might have been successfully resisted
but it has taken a toll on the reputation of the institution buiit up painstakingly over its long existence

RAKESH MOHAN

he most disturbing develop-
T ments in recent years have been

formal suggestions emanating
from the government’s official statu-
tory Econoinic Survey proposing araid
cn the RBI's balance sheet, with the
purpose of funding the recapitalisa-
tion of public sector banks. The pro-
posal was to transfer a portion of the
stock of seeurities held in the RBIs bal-
ance sheet to public sector banks, It
was argued that the RBI has excess cap-
ital in its balance sheet.

As It happens, the composition of
central banks’ balance sheels remains
an arcane subject for discussion.
Regardless of conclusions on how such
balance sheets should be structured, it
should be understood that the idea of
using central bank capital to fund gov-
ernment expenditures of any kind is a
bad one in almost any circumstances,
and essentially shortsighted.

First, what are the practical conse-
quences of making such a transfer? In
the short run, the central bank balance
sheet would contract and the govern-
ment would receive an equivalent lump-
sum, As it is. the RB} transfers to the
government the profits it makes lrom its
interest income from its portfolio of
securities, hoth forcign as well as domes-
lic, after accounting for its expenses.
Bt with the contraction of the central
bank stock of government securities, it
will suffer a reductien in the future
stream of income from the interest that
would have emanated from the securi-
ties it transferred or sold to fund the
government. The lonper-term fiseal con-
sequence would bethe same if the gov-
ernment issued new securities today to
fund the same expenditure. Thus, raid-
ing the RBI's capital creates no new gov-
ernment revenue on a nel basis over
time, and only provides an illusion of
free money in the short term.

Second, such funding of the povern-
ment from the RBI goes against the let-
ter and spirit ol the FRBM Act that pro-

hibits the RBI from subscribing directly
to government securities in the primary
market. The use of such atransfer would
erode whatever confidence that exists in
the government's intention 1o practice
fiscal prudence.

Third, we need to examine whether
the RBI's capital is indeed excessive, In
theory, a central bank can implement
monetary policy appropriately with a
wide range of capital levels, including
levels below zero. [n practice, the danger
is that it may lose credibility with the
financial markets and public at large,
and may then be unable to attain its
objectives if it has substantial losses and
is seen as having insufficient capital,

As it happens, the RBYs total assets
have been around 20 per cent of GDP for
along period. Such a proportion iy sim-
ilar at the current time to those of the
Luro area, the UK, the US, and lower
than that of Japan. The proportion is
much higher than that of a host of
emerging market central banks. Onthe
liability side, how much capital does a
central bank need and why? In princi-
ple, the RBI needs adeguate capital
reserves for:
® Monetary policy operations;
= Appreciation of the rupee against cur-
rencies held as part of foreign currency
assets (FCA) and a possible fall in pold
prices with respect to the rupee. FCA
currently constitute meore than 70 per
cent of RBIs total assets;
® A possible fall in the value of bonds,
both deneminated in foreign currency
and those in rupees, on account of rising
bond yields;
® Sterilisation costs related to open-
market operations and other innovative
MEAIS;
® Credit risks arising from the lender of
last resort function;

B Other risks arising from unexpected
increascs in expenditure, such as those
that arose frem demonetisation.

How such risks should be provided
for can be a subject of honest discus-
sion with the possibility of ditferent con-
clusions. The current practice in the RBI
is o make provision for contingency
rescerves from the profits that accrue
aniually, betore transferring the rest to
the government. In recent years, there
has ilso been yuestioning from the pov-
ernment whether there is need for such
provisioning and en the magnitudes of
provisioning that the R131 has been
resorting 1o. Consequently, the RBI in
some vears has had to transter its full
profits under pressure {rom the povern-
ment. For the first time. perhaps, inits

history the RBl had to transfer an inter-
im dividend to the government this past
year to relieve some fiscal pressures.
Once again the gain to the government
was temporary since the transfer after
the full fiscal year had te be reduced by
cxactly the same amount.

Are fears with regard to possible cen-
tral bank losses {lusory? According to
the Bi§ 43 out of 108 central banks
reported losses for at least one vear
berween 1984 and 2005. 8o the matnie-
nance of a prudent central bank balance
sheet is a real issue. It may
be recalled that the RBI's
balance sheet contracted
during 2008-09 due to the
use ofits foreign exchange
reserves at the time of the
NAFC. The contraction was
due both to the use of
reserves and a reduction in
their US dollar vatue
because  of  external
exchange rate movements.
Similarly, RBI expenditure
increased significantly threugh absoip-
tion of excess liquidiry following
demonetisation, when  currency
deposited in banks increased rapidly for
a time. There was, of course, the addi-
tional expenditure incurred in printing
the new currency notes as well.

It is also argued by some that the
government can always recapitalise a
central bank when necessary. This is
certainly true in principle but is practi-
rally difficult when the government
itself suffers from fiscal pressures and
maintains a relatively high dets-GDP
ratio, asisthe casein India. What is also
impoerant is the erosion of central bank
independence both in reality and per-
haps, even more tmportantly, inoptics.

The governors and
deputy governors in
most central banks
have tenures of
greater than five
years. All such
appointments in
India over the last
decade or so have
been restricted to
three years

Onece again. better sense has pre-
vailed and the yovernmeant has not raid-
cd the RBIs balance sheet.

The way forward

This continued decade-long pressure on
the REI may have been successiudly
resisted both by the RRI and by xaner
voices within the government, But it has
takenitstollon the reputition of the RBI
that has been built up painstakingly over
itslong existence Whike there can beno
doubt that tiwe I has stumbled every
nevy and thew inits fune-
rioning. as in the exees-
sfve monerary stimulus
after the NAFG and
soniewhat fax tegulation
of the banking secior
through coniinuing for-
Desrance durine the 2000-
L3 period. overall it has
functivned  with great
credibibity, probity snd
respionsihilite, I is among
the fow instintions inthe
conniry thit cun boast such a recored over
as long a peried of time,

S For most of i1s history, it has had o
very cooterarive and productive reia-
tionship with the government, which
unfortenarely has been vitiared ovoer
the Jast decade or so. These depreda-
tions have also hod an impact on e
functioning of s top management
during this poriod und diled morale
down rthe line. Given the stiase of
India’s development and 1he various
uncertainties that now chagacterise the
aobal ceonomy amd financinl markets,
it isof urmost importance that the sov-
ernment wnder<tamis the need 1o
strengthen fis central bank and pro-
vide the kind of suppart that it

deserves, so that the RBILcan continue
serving the country in the way it has
throughout its history.

what would this entail? As a conse-
quence of the varieus reports and pan-
els suggesting curtailment of the RBI's
funerions, an impressien has grown
over the last decade that the govern.
ment and the RBI function as adver-
saries, leading to decreasing confidence
in the authority and competence of the
RRBI Whereas actions must be taken to
fuster @ more cooperative refationship
between the government and the RBI,
there is a simultaneous need for
strengthening the latter's indepencd-
ence. Public airing of ditferences in kev
policy areas shouid be eschewed as far
a5 possible. There will always be ten-
sions between the government and the
REI in view of the different roles that
they perform. Vigorous and contentious
discussions between the two have
always Laken place but in an atmosphere
of mutual trust and respect.

This must be restored. The public
and markets need to be reassured that
the RBI enjoys fuil confidence of the gov-
ernment. There should be clear articu-
jation from the government of its con-
tinued support of the RBI as a full service
central bank, and that it intends to
strengthen its various functions as the
key [inancial sector regulator and super-
visor. This could, tnter alia, include for-
malisation of the Board of Financial
Supervision asthe key body incharge of
tinancial stability. continuation and
strengthening of the Board for Pavment
and Settlement Systems as the kev reg-
ulator for these systems, and continued
functioning of the RBI as the govern-
ment’s fiscal agent and debt manager.

The governors and deputy governors
in most contral banks have tenures of
wreater than five vears. All such appoint-
maents in Indis over the lastdecade or sa
have been restricted to three years, even
though the RBL Act permits tenures of
up to five vears. Since monetary and
repulatory authorities need to have
langer time horizons longer tenures pro-
mote better decision-making and alse
more confident exercise of independ
eniee. On s part, the RBT must demon-
strate improved technical competence
and performance to earn the kind of
independence of operation that it
should have,
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