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Financial Sector Self Assessment finds System
Broadly Robust but Identifies Specific Concerns

India’s financial sector
is generally sound, resil-
ient and fairly liquid.
The financial infrastruc-
ture is also assessed to
be robust. But there are
some concerns, accord-
ing to the report of the
Committee on Financial
Sector Assessment
(CFSA). These concerns
include corporate gov-
ernance in the co-
operative sector, fund-
ing constraints of Non-
Banking Finance Com-
panies and the lack of
up-to-date data to gauge
household indebted-
ness. The report also
finds serious gaps in the
timely implementation
of bankruptcy proceed-
ings. This self assess-

TO ASSIST THE COM-
MITTEE IN THE PROC-
ESS OF ASSESSMENT,
THE CFSA DECIDED TO
CONSTITUTE FOUR AD-
VISORY PANELS RE-
SPECTIVELY FOR THE
ASSESSMENT OF FINAN-
CIAL STABILITY ASSESS-

ment of India’s financial
sector—a comprehensive
health check-up of the
country’s financial sector
--was carried out by the

Committee on Financial
Sector Assessment (CFSA)
set up by the Government
of India and the Reserve
Bank in September 2006.
The self assessment is
motivated by the desire
to ensure compatibility of
the Indian financial sec-
tor with international

MENT AND STRESS TEST-
ING, FINANCIAL REGULA-
TION AND SUPERVISION,
INSTITUTIONS AND MAR-
KET STRUCTURE AND

TRANSPARENCY  STAN-
DARDS.

The Advisory Panels pre-
pared separate Reports

standards and assess
its overall stability.

The Committee on Fi-
nancial Sector Assess-
ment (CFSA) consti-
tuted by the Govern-
ment of India in con-
sultation with the Re-
serve Bank of India
(Chairman: Dr. Rakesh
Mohan, Deputy Gover-
nor, Reserve Bank of
India; Co-Chair: Dr. D.
Subbarao, Finance Sec-
retary, Government of
India) has undertaken
a comprehensive as-
sessment of the Indian
financial sector focus-
ing upon stability and
development.

covering each of the
above aspects. The Advi-
sory Panels comprised of
non-official experts with
domain knowledge in
respective areas and offi-
cials with similar exper-
tise represented as Spe-
cial Invitees.
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The Advisory Panel
on Financial Stability

Assessment and
Stress Testing
(Chairman: Shri

M.B.N Rao, Chairman
and Managing Direc-

tor, Canara Bank)
conducted macro
prudential surveil-

lance (including sys-
tem level stress test-
ing) to assess the
soundness and stabil-
ity of financial system
and suggest meas-
ures for strengthen-
ing the financial
structure and system
and its development
in a medium-term
perspective.

The other three pan-
els identified and
considered the rele-
vant standards and
codes as currently
prescribed and appli-
cable to different ar-
eas, evaluated their
implementation in
the Indian context,

identified gaps in ad-
herence to respec-
tive standards and
suggested possible
roadmaps towards
compliance in a me-
dium-term perspec-
tive. The Advisory
Panel on Financial
Regulation and Su-
pervision (Chairman:
Shri M.S. Verma, For-
mer Chairman, State
Bank of India) would
considered the rele-
vant standards and
codes applicable for
financial regulation
and supervision per-
taining to the bank-
ing sector, securities
markets and insur-
ance; the Advisory
Panel on Institutions
and Market Struc-
ture (Chairman: Shri
C.M. Vasudev, For-
mer Secretary , Eco-
nomic Affairs, Gov-
ernment of India)
considered the rele-
vant standards and
codes applicable to

bankruptcy laws, ac-
counting and audit-
ing, payment and set-
tlement systems and
corporate  govern-
ance policies; and
the Advisory Panel
on Transparency
Standards
(Chairman: Shri Nitin
Desai, Former Under
-Secretary-General,
United Nations) con-
sidered the relevant
standards and codes
applicable for trans-
parency in monetary,
financial, fiscal and
data dissemination
policies.

The Committee sub-
mitted its six-volume
Report, India’s Finan-
cial Sector - An As-
sessment, to the
Hon’ble Finance Min-
ister, Shri Pranab
Mukherjee on March
25, 2009 at New
Delhi.

Framework

based on three, mu-
tually reinforcing
pillars:  Pillar 1
(Financial stability
assessment and
stress testing), Pil-
lar II (issues relat-
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lar III (assessment of

financial standards

and codes).

What tests are per-
formed as part of
this financial sector

how the country’s
financial institutions
would handle
shocks. This is done
through “stress
tests” that show
whether the individ-
ual institutions and
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tests” that show whether
the individual institutions
and the banking system
would remain solvent in
the face of interest rate
risks or changes in credit
quality. The assessment
also looks at indicators—
called “financial sound-
ness indicators” -such as
capital adequacy, asset
quality and profitability
ratios, that signal the risks
and vulnerabilities in the

the strength and ade-
quacy of financial infra-
structure. The third ana-
lytical component looks
at the observance of in-
ternationally accepted
standards, such as the
Basel Core Principles for
Effective Banking Super-
vision, the I0SCO Objec-
tives and Principles of Se-
curities Regulation and
the IAIS Insurance Super-
visory Principles, the IMF
codes of Good Practices
for Transparency in
Monetary and Financial
Policies and Fiscal Poli-

The reports put forward
by the Advisory Panels,
inter alia identified gaps in
adherence to international

standards and codes and,

suggested possible policy
actions. These advisory
panel reports were also
peer reviewed by reputed
international

ent reviews have further

The Report’s Findings

Sustainability of
Macro Economic
Growth

India’s growth in the
recent period is con-
tributed by several fac-
tors. These are high do-
mestic demand, pro-
ductivity, credit growth
and high levels of sav-
ings and investment.
The current global fi-
nancial crisis, however,
has resulted in the out-
look being uncertain in
the short term. Though
India may face decel-
eration in its macro
economic growth in the

short term, 8 per cent
plus growth for India is
sustainable in the me-
dium-term. For growth
sustainability, however,
India needs to focus on
revival of growth in agri-
culture, address quick
restoration of the fiscal
reform path, continue
financial sector consoli-
dation and development
and address the infra-
structure deficit. While
fuller capital account
convertibility (FCAC) is
desirable, it should be
concomitant with mac-
roeconomic and market
developments.

Financial Institutions
Commercial Banks

Based on the stability as-
sessment and stress test-
ing of the financial institu-
tions, the CFSA has found
that commercial banking
system in India is broadly
sound. While the
banks were gen-
erally in a posi-
tionto  absorb
significant
shocks due to
credit, liquidity
and market risks,
there were some
concerns relating

experts in/
the field. These independ- 5
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FINDING THE PATH

TO FINANCIAL

STABILITY

to liquidity risk due to
increasing illiquidity in
banks’ balance sheets.
There is, therefore, a
need to strengthen li-
quidity management.
Looking forward, the
stress tests need to be
conducted on a more
systemic basis, to cap-
ture second round and
contagion risks. For
this purpose, CFSA has
recommended setting
up of an inter-
disciplinary Financial
Stability Unit.

The Government own-
ership of commercial
banks poses dilemmas
as it has been argued
that this could lead to a
conflict of roles and
regulatory forbear-
ance. The possibility of

conflicts of interest
could be minimised
through even-handed

regulation which has
been the case in India.
Also, the cost of recapi-
talisation of Indian
public sector banks has
also been relatively
low.

The Government has,
in the past, consis-
tently shown willing-
ness to contribute capi-
tal and the growth of
public sector banks has
so far not been con-
strained because of
lack of capital. But,
capital augmentation
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of these banks in future
could be a challenge.
This could be managed
through a variety of
ways, such as, amalga-
mation where commer-
cial synergies exist, rais-
ing capital through
newer instruments (like
issuance of perpetual
preference shares in for-
eign currency). If no
other alternative is
available, there could be
case for selective dilu-
tion of government eq-
uity which would re-
quire amendment of ex-
isting legislation.

There is a need for ca-
pacity building in the
commercial banking
sector with accent on
training, succession
planning, lateral recruit-
ment and improved re-
muneration

(particularly for public
sector banks) while at
the same time discour-
aging excessive risk-
taking through an ap-
propriate and balanced
incentives structure. A
well considered ap-
proach for entry of for-
eign banks in India
needs to be followed,
while adhering to the
WTO commitment and
norms. Recommending
that competition must
be encouraged, CFSA
has advised encouraging
market-based consolida-
tion of banks.

The CFSA notes that the
power of the Competi-
tion Commission regard-
ing combination could
result in delay of amal-
gamation of banks. Also,
certain provisions in the
Competition
(Amendment) Act 2007
may result in regulatory
overlaps and conflicts
between the Commis-
sion and the statutory
regulatory authorities.
In the view of CFSA, Cen-
tral Government could
give necessary exemp-
tion under Section 54 of
the Competition
(Amendment) Act 2007
in respect of banks to
avoid regulatory con-
flicts.

The CFSA highlights risk
management as a prior-
ity area and notes that
the counter-cyclical pru-
dential norms imposed
by the Reserve Bank
have paid dividends in
the recent times. It high-
lights the growing re-
quirement of appropri-
ate accounting and dis-
closure norms, particu-
larly with regard to de-
rivatives transactions as
well as better manage-
ment of liquidity risk. In
this context, the report
recommends earmark-
ing a specific capital
charge if dependence on
purchased liquidity by a
commercial bank goes
beyond a threshold.
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Co-operative Sector

While the financials of
urban co-operative
banks have improved,
these entities still remain
vulnerable to credit risk
as observed in the stress
tests conducted for this
sector. The financial indi-
cators of the rural co-
operatives throw up
some cause for concern.
Noting that co-operative
and rural banks have
dual control, the CFSA
has stressed the need for
better governance in
these institutions.

Non-banking Financial
Companies

The CFSA notes that
while Non-banking Fi-
nancial Companies
(NBFCs) are important
players in financial mar-
kets and their financials

Financial Markets

The equity, government
securities, foreign ex-
change and money mar-
kets along with their
corresponding deriva-
tives segments have de-
veloped into reasonably
deep and liquid markets
and there has been sig-
nificant increase in do-
mestic market integra-
tion over the years. How-
ever, the credit deriva-
tives market is yet to
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were broadly satisfac-
tory, funding of this sec-
tor is constrained. De-
velopment of the corpo-
rate bond market would
ease funding constraints
of this sector. Further
strengthening of pru-
dential regulations of
NBFCs has also been
suggested.

Housing Finance Compa-
nies

For the growing and im-
portant segment of
housing finance compa-
nies, the CFSA has noted
that having a National
Housing Price Index and
a Housing Starts Index is
a priority.

Insurance Sector

The CFSA noted that the
insurance sector has sig-
nificantly grown in size,

take off in any signifi-
cant manner. Though
the primary market in
corporate bonds has
seen an increase in is-
suance, the secondary
market has not yet de-

veloped commensu-
rately.
Equity Market

The equity market has
witnessed  wide-spread
development in infra-
structure and its func-
tioning is comparable to

penetration and diversi-
fied products, has com-
fortable solvency and
capital adequacy. Ac-
cording to the CFSA the
following measures
need to be taken for fur-
ther development of the
sector:

e Supervisory powers of
Insurance  Regulatory
and Development Au-
thority (IRDA) need to
be improved;

» An effective policy for
group-wide supervision
needs to be put in place;
e Risk management
processes require to be

improved;
e There is a further re-
quirement of skilled [

professionals - actuar-|
ies and treasury manag- §
ers.

that in advanced markets.
It has seen significant in-
crease in growth and diver-
sity in composition in the
past two decades. Certain
areas, however, could be
further developed. Among
the major steps to be con-
sidered are:

e According Self-regulatory

Organisation (SRO) status|

to certain trade and indus-
try associations to enhance
regulatory efficiency, sub-
ject to appropriate safe-
guards;

e Further improvements in
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infrastructure and risk management
systems;

» More focussed monitoring of mar-
ket intermediaries; and

e Streamlining of issuance proce-
dures by setting up of a central inte-
grated platform.

Foreign Exchange Market

With the economy moving towards
fuller capital account convertibility
in a calibrated manner, focussed
regulation and monitoring of the for-
eign exchange market assumes
added importance. There is though a
need to strengthen infrastructure,
transparency and disclosure, and
product range in the forex deriva-
tives segment. Strengthening the
trading infrastructure, market con-

duct, transparency of Over-the-
counter (OTC) derivatives in the
forex market, accounting and disclo-
sures in line with international prac-
tices, including disclosures by non-
bank corporates, needs to be done
on a priority basis. The recent intro-
duction of currency futures is a step
in this direction.

Government Securities Market

The government securities market
has witnessed significant transfor-
mation in its various facets: market-
based price discovery, widening of
the investor base, introduction of
new instruments, establishment of
primary dealers and electronic trad-
ing and settlement infrastructure.
This is the outcome of persistent and
high-quality reforms in developing

the government securities market.
Increased transparency and disclo-
sures, gradual scaling down of man-
dated investments and development
of newer instruments are some ma-
jor areas which could be considered
for further development. Regulatory
incentives to increase the size of
trading book could also be consid-
ered as a measure to further develop
the government securities market.

Money Market

The money market is an important
channel for monetary policy trans-
mission and India has generally con-
formed to being a liquid market. In
the ongoing global financial crisis,
the Indian money market has contin-
ued to function normally. The grad-
ual shift towards a collateralised in-
ter-bank market, phasing out of non-
bank participants from the call and
notice money market, policy direc-
tion towards reductions in cash re-
serve requirements, the introduction
of new instruments, such as, Collat-
eralised Borrowing and Lending Ob-
ligation (CBLO), implementation of
Real Time Gross Settlement (RTGS),
significant transformation of mone-
tary operations framework towards
market-based arrangements and fa-
cilitating trading through Negotiated
Dealing System - Call Money (NDS-
CALL) are some of the reform meas-
ures that have contributed to the
development of a relatively vibrant
and liquid money market. However,
the limitations of market partici-
pants in taking a medium- term per-
spective on interest rates and liquid-
ity, coupled with the absence of a
credible long-term benchmark, con-
straining further market develop-
ment that needs to be addressed.

Corporate Bond Market
The development of the corporate

bond market could be a source of
long-term finance for corporates.

The development of this market
currently suffers from lack of
buying interest, absence of pric-
ing of spreads against the bench-
mark and a flat yield curve. It
requires further regulatory and
legislative reforms for its devel-
opment and reforms in the pen-
sion and insurance sectors to aid
in the emergence of large institu-
tional investors.

Credit Derivatives

The unbridled proliferation of
complex credit derivatives and
excessive risk transfer by adop-
tion of the originate-to-distribute
model is recognised as one of the
root causes of the current finan-
cial crisis. The recent credit tur-
moil has also underscored the
importance of liquidity risk aris-
ing from off-balance sheet com-
mitments, implicit or explicit, of
the credit intermediaries. The
Reserve Bank had put in place
regulatory guidelines that were
aligned with global best prac-
tices while tailoring them to
meet country-specific require-
ments. While the development of
markets for credit derivatives
and asset securitisation products
could play a critical role in fur-
thering economic growth, this
requires to be pursued in a grad-
ual manner by sequencing re-
forms and putting in place ap-
propriate safeguards before in-
troduction of such products.

NEXT ISSUE WILL HIGH-
LIGHT ON OTHER MAJOR
FINDINGS OF THE CFSA RE-
PORT LIKE—FINANCIAL IN-
FRASTRUCTURE, TRANS-
PARENCY & DATA DISSEMI-
NATION AND DEVELOP-
MENT ISSUES IN THE SOCIO
ECONOMIC CONTEXT
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