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Financial
Infrastructure

Regulatory Structure

The assessment of the
regulatory and super-
visory environment
of financial institu-
tions has been done
with reference to the
Basel Core Principles
(BCPs). The coverage
of the assessment has
been made broader to
include the non-
banking sector as
well because of the
inherent linkages that
such institutions have
and their consequent
impact on the stabil-
ity of the financial
system. The assess-
ment of regulation
and supervision in
the insurance sector
has been done with
reference to Interna-
tional Association of
Insurance  Supervi-
sors (IAIS) Core Prin-
ciples. The assess-
ments found the regu-

latory environment to
be generally satisfac-
tory, the major gaps
being in risk manage-
ment and cross-
border supervisory
co-operation.

Similarly, the Interna-
tional Organisation of
Securities = Commis-
sion (IOSCO) Princi-
ples for Securities
Regulation are gener-
ally applicable to the
equity and corporate
bond markets. How-
ever, taking into ac-
count their impor-
tance for systemic
stability, the Advisory
Panel on Financial
Regulation and Su-
pervision has also as-
sessed the foreign ex-
change, money and
government securi-
ties markets against
I0SCO principles as
relevant and applica-
ble. The overall as-
sessment shows that
the regulatory and
supervisory infra-
structure is generally

robust as evidenced
by the fact that the
recent market volatil-
ity has not resulted in

any settlement
failure though home-
host co-operation re-
mained a major gap
across market seg-
ments.

The CFSA feels that
the existence of mul-
tiple regulators is
perhaps  consistent
with the current stage
of financial develop-
ment in India, but
stressed the need for
further improvement
of effective regulatory
coordination.




Alluding to principles-
based versus rules-
based regulation, the
CFSA observes that
both needed to play a
complementary role.
Ideally it is desirable to
identify a set of princi-
ples and then group the
existing rules under
them and consider vali-
dating the rules under
these broad principles.
This would also obviate
the rules/regulations
degenerating into ad-
hocism.

There is no legislation
specifically permitting
regulation of financial
conglomerates and
holding companies in
India. The Reserve
Bank could, in the in-
terests of financial sta-
bility, be armed with
sufficient supervisory
powers and monitoring
functions in respect of
financial conglomer-
ates. Legislation of a
new Act is required to
empower the Reserve
Bank to have regula-
tory jurisdiction of the

holding company. Al-
lowing ‘intermediate’
holding companies,

however, may not be
feasible till an appro-
priate regulatory struc-
ture for such an entity
is in place. In the inter-
est of financial stabil-
ity, there is a need for
strengthening  inter-

regulatory co-
operation and informa-
tion-sharing arrange-
ments, both within and
across borders among
the regulators.

There is a view that
SROs could potentially
enhance regulatory ef-
ficiency and optimise
regulatory costs. As
SROs are essentially
trade bodies, issues re-
lating to conflict of in-
terest could arise.
Hence, it is necessary
that issues like arm’s
length relationship of
SROs with the associ-
ated trade bodies and
their corporate govern-
ance policies be looked
into by the regulator
before according SRO
status to any entity.

Liquidity Infrastructure

Systems and proce-
dures need to be devel-
oped for smoothing out
volatility in liquidity
and call money rates
arising out of quarterly
tax payments. Hence,
there is a need to
strengthen manage-
ment of government
cash balances. The in-
troduction of auction of
Central Government
surplus balances with
the Reserve Bank in a
non-collateralised
manner could be con-
sidered, though with

appropriate  caution,
which would also make
available the govern-
ment securities in the
Reserve Bank’s invest-
ment accounts for its

own market opera-
tions.
There is a need for

strengthening the asset
-liability management
of banks, including the
development of the
term money market as
also the development
of liquidity forecasting
techniques. In the con-
text of the management
of the capital account,
the key issue for the
monetary authority is
to determine whether
the capital inflows are
of a permanent and
sustainable nature or
temporary and subject
to sudden stops and re-
versals. There is a need
to examine the likely
implications of exces-
sive inflows and out-
flows on monetary op-
erations. Strategic
management of the
capital account would
warrant preparedness
for all situations. Since
the currency risk has
the potential to trans-
form into credit risk,
banks should
strengthen monitoring
of unhedged positions
of corporates.




Accounting and

Auditing Standards

The ongoing global fi-
nancial crisis and sub-
sequent problems re-
lating to derivatives
transactions in India
have brought to the
fore the necessity for
early adoption of ac-
counting standards AS
30 and 31 relating to
financial instruments.
The autonomy of the
Accounting Standards
Board (ASB) would be
greatly enhanced if it is
given the authority to
issue the standards and
the Council of Institute
of Chartered Account-
ants of India (ICAI) con-
fines itself to the ad-
ministrative, but not
the functional, control
of the ASB. There is a
need for the ASB to
consider the develop-
ment of standards on
various subjects as also
to provide sector-
specific guidance. Simi-
larly, there is a need to
give functional inde-
pendence to the Audit-
ing and Accounts Stan-
dards Board (AASB) vis
-a-vis the Council of the

Business
Management

Continuity

The increased depend-

ence on information
technology systems by
financial institutions

for transactions as well
as record maintenance
gives rise to a need for
proactively managing
business continuity.
The assessment of com-
pliance to business
continuity principles,
as applied to select
banks, and the pay-
ment and settlements
systems has indicated
that, overall, the sys-
tems available in these
institutions were in
consonance with the
requirements. How-
ever, certain issues like
outsourcing applica-

tions, system mainte-
nance and change con-
trol and incident re-
sponse simulation are

Payment and
Settlement Infrastruc-
ture

A smooth and efficient
payment and settle-
ment infrastructure
plays an important role
in maintaining stability
in the financial sector.
The CFSA acknowl-
edges that significant
progress has been
made in improving the
payment systems infra-
structure in India with
the introduction of
RTGS, High Value
Cheque Clearing Sys-
tem, setting up of Clear-
ing Corporation of In-
dia Ltd. (CCIL) as the
central counterparty in
the government securi-
ties, foreign exchange
and CBLO segments as
also system improve-
ments in the settlement
of equities transac-
tions. The legal frame-
work for payment and
settlement has also
been strengthened by
the recent notification




improving its risk management
measures. The current low utili-
sation of the electronic payments
infrastructure can be increased
with the use of technology to
make the facilities more accessi-
ble to customers, thus optimising
the use of this infrastructure and
achieving greater financial inclu-
sion.

Legal Infrastructure

The CFSA notes that though there
have been improvements in legal
infrastructure in the financial
sector like setting up of Debt Re-
covery Tribunals (DRTs) and the
enactment of the Securitisation
and Reconstruction of Financial
Assets and Enforcement of Secu-
rities Interest (SARFAESI) Act,
the major concern is that, despite
the robust insolvency laws, the
time taken for completion of liq-
uidation proceedings is one of
the highest in the world and the
recovery rate one of the lowest.
The operationalisation of the
Companies Act (Second Amend-
ment), 2002 will address the cur-
rent problems relating to delays
in completion of liquidation pro-
ceedings. The CFSA considers
that a separate insolvency re-
gime for banks and other catego-
ries of financial institutions is

companies and the listing agree-
ment forms an important pillar of
corporate governance framework.
There is a need to strengthen the
corporate governance framework
with regard to risk management
in listed companies. Listed compa-
nies need to disclose the reasons
for non-compliance with non-
mandatory requirements. Steps
need to be taken to protect the
interests of shareholders, such as
equitable treatment of all share-
holders including minority share-
holders and alternate methods of
voting, which are convenient for
shareholders and in which inves-
tor associations can play a con-
structive role. There is a need for
strengthening the disclosure
mechanism to bring about greater
transparency in ownership struc-
tures and stringent penal action
needs to be taken where such
practices are unearthed. Penal
provisions for fraudsters may be
strengthened in corporate law by
providing for disgorgement of
gains and confiscation of assets.
The corporate governance frame-
work needs to evolve with the
changing times and there is a par-
allel need to strengthen the corpo-
rate governance framework for
unlisted companies.

Safety Net - Deposit Insurance

The coverage limit of deposit in-

adjusted premium could prove
to be expensive for weak finan-
cial entities. An increase in ceil-
ing of flat rate premia could,
therefore, be considered to
strengthen the deposit insur-
ance fund, if required. The de-
lay in the failure resolution
process and the non-
involvement of the DICGC in the
failure resolution process re-
main major concerns. In order
to enhance the efficacy of the
deposit insurance system in
India, it is felt that the pros and
cons of DICGC’s involvement in
the bankruptcy process need to
be deliberated upon. Alterna-
tively, delinking of DICGC
claims from liquidation pro-
ceedings by amendments to the
DICGC Act and Banking Regula-
tion Act could be considered.
There is a case for providing
exemption from income tax to
the DICGC.

Review of AML/CFT

Major areas where action needs
to be taken to further
strengthen Anti-money Laun-
dering and Combating the Fi-
nancing of Terrorism (AML/
CFT) practices and align them
with international standards
are the effective implementa-
tion of recordkeeping require-
ments and a robust regime for
submission of  Suspicious
Transactions Reports (STRs)
and inclusion of money transfer
agencies in Prevention of
Money-Laundering Act (PMLA).
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Transparency and
Data Dissemination

India has made signifi-
cant progress in en-
hancing transparency
in monetary and finan-
cial policies, fiscal
arena and data dis-
semination. There are
some areas where fur-
ther transparency and

disclosure can be
achieved.
Transparency in
Monetary Policy

India is largely compli-
ant with the IMF’s Code
of Good Practices on
Transparency in Mone-
tary Policy. The roles,
responsibilities and ob-
jectives of the Reserve
Bank are well-defined.
The Reserve Bank has
explicit multiple objec-
tives of monetary pol-
icy with changing rela-
tive emphasis. It also

work at present is the
flexibility enjoyed by
the Reserve Bank while

at have

main issues
come out of the assess-
ment of transparency
in monetary policy per-
tain to the review of

legislations with re-
gard to the objectives
of monetary policy, the
issue of operational in-
dependence and ac-
countability of the Re-
serve Bank and the

amendments to exist-
ing legislations as
needed, which would
not call for a funda-
mental review of legis-
lations or an overhaul
of the existing legal
framework. The CFSA
feels that an overhaul
of legislation may not
be appropriate at the
current juncture.

Following the an-
nouncement in the Un-
ion Budget 2007-08,
the Central Govern-
ment is proceeding
with the establishment
of a Middle Office, as a
prelude to setting up of

a full-fledged Debt
Management Office
(DMO). While most

members of the CFSA
concurred with the
proposal to set up a
DMO, one member felt'
that the DMO should be
an independent body.
The Chairman, how-
ever, was personally of
the view that the time
is not ripe for the com-
plete separation of
debt management from
the Reserve Bank at the
current juncture.

Transparency in Finan-
cial Policies

The Reserve Bank, SEBI
and IRDA are compli-
ant with the relevant
standards in transpar-
ency in financial
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policies. Any move to institutional-

ise the High Level Coordination
Committee for Financial Markets

(HLCCFM) could prove to be

¥ counter-productive as it could re-

W /Dil/\u duce flexibility in the formulation
of financial policies; however, the

. |present information-sharing

mechanism could be improved.

— Fiscal Transparency

The major area of concern arising
out of the assessment of fiscal

after data submission became a
voluntary process. There is also
a need to consolidate the proc-
ess of compiling labour data and
this should be done by a profes-
sional statistical organisation.
As far as price indices are con-
cerned, updating the weights
and inclusion of new products
in the basket of goods needs to
be expedited.

Development Issues in the
Socio-economic Context

i transparency is in the reporting of
| | | | | | | off-budget items, like oil bonds,
00 00000 ([ [i] B and the need to have an additional
0 000 000 O augmented fiscal deficit measure
CIelelelelol BN | IS BT [« to capture these items. Likewise,
0000 ¢ 0 i any move towards accrual-based| text which affect social stability
000000000 54 accounting should also be at- 354 have an indirect bearing on
0 . 000 tempted in a gradual manner. financial stability.

! Y / o Financial inclusion is one of the
Data Dissemination Standards major determinants of eco-
nomic growth. Higher economic
growth and infrastructure, in
turn, play a crucial role in pro-
moting financial inclusion. In
order to achieve the objective of
growth with equity, it is impera-
tive that infrastructure is devel-

A stability assessment of the fi-
nancial sector should also ad-
dress broader development as-
pects in the socio-economic con-

0
00.0000000 d B There has been significant im-
) 0 provement in the data dissemina-
0000 000 tion practices of various agencies,
) 006 000 namely, the Central Statistical Or-
900 000 (0 ¢ ganisation, the Office of the Eco-
008 O G[')] nomic Adviser in the Ministry of
0 00 00 Commerce and Industry and the

v .O 0‘1
00 000000
00000000

00000

¢

% Reserve Bank. There is an urgent
~ need to strengthen the functioning
'and data dissemination practices

r C of the CSO, which had weakened

Harrod-Domar Growth Model, the rationale:

Increased Savings

oped in tandem with financial
inclusion, as this would facili-
tate and enhance credit
absorptive capacity.
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