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WHY #RBIVSGOVT IS
VIRAL STORM IN A TEACU

RBI remains one of the most unreformed central banks in the world. The present rift could be a turning point

Ila Patnaik
feedback@livemint.com
NEW DELHI

entral bank deputy

governor  Viral

Acharya’s speech on the

issuesbetween Reserve Bank

of India (RBI) and govern-
menthasbrought therifthetween the two
into public domain more visibly than per-
haps ever before. One reason for the
suresseems (o be thatin theboard meet-
ingofthe RBI there wasa debate on some
items listed on the agenda. There are
reported to be differences of opinion
between the independent directors and
the management of the RBI on these
items.

,\l Iil\lh[mh thisscemsrather strange
itis thejob of the board of aregu-
r 1o discuss regulations. Regulations
board approvals, at such
s should be given aftera detailed
costbeneflitanalysisolcach regulationis
tobe expected. Itshould be quite normal,
forexample, todiscuss what impact these
regulations would have for the health of
thebanks and the cconomy, for small and
big firms, for consumers and otherstake-
holders. It should be equally normal to
have differencesin opiniononsuch com-
plexissues.

Why then did adiscussionin the board
turn into such a public storm? It scems
thatin the normal courseof affairs the RBI
board didnot hold discussions on agenda
itemsand merely approved what the man-
agementbrought (o it. Regulations were
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lation making processes by

regulatory boards were

accepted by all members of

the Financial Stability and

Development Council, these

were not followed by some regula-

tors. But there was noserious follow up by

government. Now at thisstage, after pub-

icly airing differences between the man-

agementandotherboard members,ifthe

government uses Section 7 (o give direc-

tions to the RBIon regulations, itisnota

step towardsimproving the functioning of

RBIgovernance. Itwould be astep back-
ward in the reform process.

AMATTEROF RESERVES
Anull)ul' question in the speechis that
ol RBIreservesand its transfer to gov-
pecch begins with
s from a

aswasl se of Argentina.
The RBI Act requires RBI to create a
Reserve FundofR5 crore. Inaddition, RBI
board canmalse regulations governing the
manner and form in which the balance-
sheet of the Bank shall be drawn up. But
this requires the previous sanction of the
Central Government.

In the pastunder Section 47 of the RBI
Act, 1934, the RBI board created discra
tionary operational reservesand revalu
tionaccounts to account for fluctuations
and unforeseeable
nding June 2018,
RBI's reserves, at X rillion, consti-
tuted 28% of its total assets (See box for
details). Thisis higher than almostall cen-
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WHAT

Therifthetween the Urjit Patel-led
RBIand the Narendra Modi gov-
ernment hascome outin the open.
The trigger was a speech by the
RBI's Viral Acharya that warned of
a“[ull-blown i sautonomy
wasattacked.

BUT

One issue was discussions in the
RBIboard, butahealthy function-
ingboardwhich debatesonimpor-
tant issues should have been the
norm. Moreover, RBI has massive
reserves, which should by law have
Deen paid to government.

WHAT NEXT

Ifthe government uses thisoppor-
tunity to improve governance at
RBLitwouldbeamovein the right
direction. If it merely asser S
powers by giving directio
could well turn into a u\ldslmphu
as predicted by Acharya.

Theboard should dis t
achieve compliance with lh(- [aw and what
should be done with the remaining
reserves. Inprinciple, thismoney should
havebeen paid o governmentin theyears
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In happier times, finance minister”
Arun Jaitley and RBI governor

Urjit Patel atan Rl —
meeting last yea HD ZAKIR/HT

The math behind RBI's massive reserves
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he total reserves of the RBis the
Tsum of its capital (statutory

reservesol 5 crore) and avariety
of contingency and revaluation
accounts. In the balance-sheet of the
REBL these components are shown as
Schedule 3 under the head “Other lia-
bilities and provisions”. The current
total amounts to 39.63 trillion. These
“reserves” are not foreign exchange
reservesthatweoften talkabout. These
are provisionsmade by the RBIfor
metimes, they are also
wpitalor risk capital.
normally make profits.
RBI has two main sources of income.
RBI gets scignior:  whichis
the difference between the face value of
money and the cost to produce and dis-
tributeit. The second source of income:
is from the hanking department,
wherein, the RBI earns interest and
revaluation from its portfolio of securi-
both domestic and foreign. RBI's

Reserve stock of cash

Value of reserve as on June 2018

M Currency and gold revaluation account

I Contingency reserve

W Asset development reserve

[ Investment revaluation account

W Foreign exchange forward contracts
valuation account

(in % rllion)

Total reserves
on

Source: RBI
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expenditure is primarily on account of
three heads: establishment expenses,
agency charges, and security printing.
Asper Section47 of the RBIAct, the

central bank “after making provision for
bad and doubtful debts, depreciationin
assets, contributions to staffand super-
annuation fundsand for all other mat-
ters forwhich provision is to be made”
shall transfer the balance of the profits
to the central government. At the same
time, Section 58 requires the RBI'scen-
tral board to make regulations “to pro-
vide forall mattersforwhich provision
isnecessary.

However, thereare currently norules
regarding the purpose forwhich these
reserve funds may be created; the pro-
portion of profits that may be trans-
ferred to these reserve funds; the pro-
portion of profits that may be distrib-
uted o the government.

In1996-97, agroupwasset up torec-
ommend guidelines [or theallocation of
RBI'scapital and profits. It suggesteda
targetof 12% of total assets to be set aside
for reserves. In 2013-14, a technical
panel of the RBI Board reviewed the
adequacy of reserves and the surplus
distribution policy and found the availa-
blereserves to be in excess of needs.

independentaswellas more accountable.
Forexample, it proposed to do away with
the government’s power to give direc-
tions, while it sought to make boards of
regulators more accountable and trans-

Long termreform canonly be undertaken
nocrisis. If the board mem-

scussing short termsolutions to
the credit crunch forsmall firms, the RBI
management cannotabsolve itsellof the

Atthesame time, even though the RBI
independentand free o give out com-
mercial banklicences, itonly gave out two
banklicencesinmore thanadecade. This
ldllud lu umlv a u)m])ullllw ummn—
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Board (CCB) towhich the hoard had dele-
gated all its functions. This meant that
CCB could take decisions on any of the
matters that the hoardshould have delib-
erated upon. Itresulted inasubset of the
board, withlargely RBImanagement, get-
ting practically all the powers of the board.
Thisisunlike mostboards which dele-
gate specific functions o sub-committees
of the board. The board would rarely
question the decisionsof the CCB. A nor-
mal healthy tension that should exist
between the management and the hoard
did not exist. A question arising from
Acharya'sspeechiswhethera discussion
by h(mul me mhn rsinthe RBIboard con-
1thejobof

Forits part, until now, the gov-
ernment did not pay adequate
attention to the functioning of the
RBIboard. A healthy functioning
board with discussions and
debates on important issues and a more
accountable RBI should have been the
norm. Debatesin board meetings should
not have kicked off storms.

The governmentsoverall commitment
to financial sector reform was also weals
when it rolled back bills like the Public
Debt Management Agency (PDMA) and
Financial Resolution and Deposit Insur-
ance (FRDI).

In2015, when new guidelines forregu-
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‘Acentral bankisnotanormal bank. Itis
notacommercial bank—soitbears negli-
giblecreditrisk. Asa consequence, there
isnoclear frameworlk, as the;
mercial banks, on the resc y
capital required to be held by a central
bank. It is not correct to use the Basel
framework (o compute the equity capital
required in a central bank. In fact, as
former momist of the IMF, Prof
Olivier Blanchard, has emphasised, it's
perfectly feasible fora central bank to run
onnegativecquity capital. A central bank
could havenegative values of “equi

and this does not induce any stres:
The reserves with the RBI have been

give directions to the RBl on
regulations, it would be a step

backward in the reform process

created by the board of the RBL However,
these funds were not created with the
prior permission of the central govern-
ment, asrequired by the law. Further, the
RBIboard has not made rulesabout how
much should go into each reserve. Inits
2015 Annual Report it said that it would
come up withaframework for equity capi-
tal, buthas not done that so far. As noted
before, the present RBI Act requires only
one Reserve Fund of 5 crore.
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where by most central banks. Today the
discussion mustinvolve the prosand cons
of transferring it to government or hold-
ing it back. Ifit is transferred, then the
inflationary or other effects must be dis-
cussed. Ifitis held back or moreis to be
accumulated, then the board should putin
placea framework and set of rules about
cachof the funds.

PRC

E

thirdissue raised by \lhd is that
governments have ashort term view
while central banks have a longer term
view. Butis thisalways true? Let us look at
the case of RBIreform. Based on difficul-
tiesin the financial sector, aread-

1

independ-  |f the government uses Section 7 to g of India’s archaic Luvs and

learning lessons from the global
[inancial crisis, the Financial Sec
tor Legislative Reforms Commi:
sion (FSLRC) highlighted the
need for reform. Initsreport sub-
mitted in 2013, it recommended
changesinIndia’s financial sector laws to
provide the rapidly growing Indian econ-
omy anew financial regulatory architec-
tur

The Commission based its work on a
number of RBIand government commit-
tee reports which had recommended
changes, but it was the first to propose
legal changes in the form of the Indian
Financial Code. It sought to moderniz
governance and make regulators mor

meetings to be public, and with boards
having the responsibility of approving all
regulationsafter due process.

The government'sattempts at reform
following the FSLRCreportover the last
5years have, in general, been opposed by
the RBL The exception, also mentioned in
Acharya’sspeech, was FSLRC's proposal
for making RBIan inflation targeting cen-
tral bank. Mediareported RBIas opposing
the larger number of external members
proposed by FSLRC, as it would under-
mineitsindependence. The government
compromised. Evenwhen three external
and three internal members were to con-
stitute the committee, the new law gave
the RBI governor a casting vote.

this point. There is little doubt that the
proposal tolet weak banks lend more isa
risky one, but thereisalso little doubt that
poor supervision by RBI management
failed toarrest the slide early on.

hy is India’s banking sector not

lending to small companies? The
RBI has been an important stumbling
blockin the attempt to develop deep and
liquidbond markets. Ithaskeptastrong-
hold over the government bond market,
whichisanintegral partofthe bond ma
ket, by allowing limited participation inits

market infrastructure—the exchange
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Toans to small firms. For its part, no gov-
ernmentover the last 15 years addressed
theissue of the lack of competition in the
banking sector either.
The DG'sspeechis peppered with the
usual fear mongering and buzzwords RBI
oftenuseswhenever there isanattemptat
RBI reform—*hyper-inflation”, *full-
blown cri asset-price crashes”,
“financi udden-stops”, “col-
lapse”, “unchecked [inancial fragility” and
soon. Needless to say, many a country has
undertaken central bank reforms without
leading toacrisis. In Indlia, fear mongering
has often resulted in governments back-
ingoffon the question of reform. Asacon-
sequence RBIremainsoneof the

Thistilted the balance in favourof.  Thea proposal tolet weak banks lend  mostunreformedcentralbanksin

RBL
On other

orm, including

mor

arisky one, but poor

theworld.
The present rift s a turning

governancereform,reformofthe  supervision by RBImanagement  point Ifthe governmentuses this

regulation making process,
appeals on RBI orders, etc RBI
consistently opposed reforms.
Then RBI governor Raghuram Rajan’s
speech titled, “Financial Sector Legis
tive Reforms Committee Report (FSLRC)
-what todo and when?” famously argued
“Ifitain’t broke, don’t fixit".

Itseems thatas the economy grew rap-
idly, RBI's capacity to evolve and reform
didnotkeep pace. RBI failed to recognize
that if we wait to fix things when they get
broken, then the short term solutions that
need to be provided are rarely optimal.

failed to arrest the slide early on

(NDS-OM) and the depository (SGL).
While most major central banks in the
world stopped trying to manage govern-
ment debt after being given an inflation
target, RBI protected its turf and forced
the government to withdraw the bill that
proposed toreform the hond market. This
created afinancial system inwhich large
firms with better ratings and collateral
accessed the banking sectorat the costof
small firms.

opportunity Lo improve govern-
ance, initiate changesin laws and
regulations that strengthen
India’sfinancial regulatory architecture,
itwould be amove in the right direction.
I it merely asserts its powers by giving
directions or imposing its will Dy other
means, it could well turn into a catastro-
pheas predicted by Acharya.

(Ila Patnail:is an economist and profes
sor at the National Institute of Public
Financeand Policy in New Delhi. She previ-
ouslyserved as principal economic adviser
to the Government of India.)
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