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Narendra Modi government's 5-year plan: 2 years to repair, 3 for growth 

NEW DELHI: The Narendra Modi government will take a series of steps to rebuild investor confidence while keeping fiscal consolidation firmly in sight as part of its plan to mend the economy in the next two years and then make an aggressive push for growth in the remaining three years of its term. Insiders say the government will shun populism and quick fixes and instead focus on a concrete plan to fix the struggling economy it has inherited with two consecutive years of growth below 5% and no fiscal or monetary lever to stimulate economic expansion. The broad programme will be outlined in the upcoming Presidential address to the joint session of Parliament and followed by detailed steps in the budget that's expected in the first week of July.

Govt prepared for tough grind: The finance ministry will work out the details of the budget under the overall direction of Prime Minister Narendra Modi and the government is prepared for a tough grind in the next two years to build a base for rapid expansion in the following three years. "Fiscal deficit has to follow the downward trajectory... Addressing inflation is a priority, so growth has to be revived without compromising on the fisc," the person, privy to deliberations, told ET. Quality fiscal consolidation will be the underlying theme and the target for next year's deficit will be narrower than the 4.5% of GDP achieved last year. However, the government does not want the burden of this to be excessive and is not likely to increase any taxes in the name of fiscal consolidation. On the other hand, there may be some small relief for taxpayers. Additional spending will be met from the room created by the abolition of the diesel subsidy through monthly increases in the retail price and the restructuring of social sector schemes. A monthly price increase mechanism for cooking gas could also be introduced. Detailed deliberations have begun in the government on how to deal with the schemes put in place by the Congress-led United Progressive Alliance government that did not focus on asset creation, including the Mahatma Gandhi National Rural Employment Guarantee Scheme. "MGNREGS could be used to build toilets," the person said, offering an instance of merging two schemes to divert government spending to more productive use and creating utilities and public assets. "The mandate means that you can announce bold steps and also carry them out," the person said. To ensure faster clearances and timely implementation, the Centre is likely to rope in state governments for large projects in the initial stages itself, since that's where the actual implementation takes place. The Project Management Group in the Cabinet secretariat could be reoriented toward this end.

Revival of manufacturing has been identified as a key priority area and the government could look at creating new dedicated hubs as the special economic zones tend to have turned more into tax shelters for IT. There is a feeling that UPA focused too much on the Delhi-Mumbai Industrial Corridor to revive manufacturing whereas a wider national outreach is needed and the reforms planned by the Modi government need to make factories cost competitive.  The first budget of the new government, which will be keenly watched by global analysts and investors, would also clearly spell an end to retrospective taxation that played a large role in undermining business sentiment. Meanwhile, the induction of a number of new ministers in key economic ministries is expected to lead to the generation of new ideas and fresh thinking besides infusing the energy needed for implementation while reducing the turf battles that bedeviled the UPA government. "Economy is facing acute challenges of high inflation and poor government finances... Focus clearly needs to be on consolidation for the next two years and then take it forward... All efforts would be driven to turn the business sentiment with concrete measures," said a top government functionary. 

Much to learn from India growth strategy: Jagdish Bhagwati, Arvind Panagariya
India's strategy of fuelling growth with market-based policies and eradicating poverty by "growing the pie rather than slicing it" holds lessons for other developing countries, two eminent Indian-American economists have said.  Jagdish Bhagwati senior fellow at Council on Foreign Relations (CFR) and Arvind Panagariya, Columbia University professor, in a new book, have demonstrated how growth was the strategy successfully deployed to reduce poverty in India.  However, further reforms in labour and land markets are essential to translate growth into more employment, they argue in the new CFR book, "Why Growth Matters: How Economic Growth in India Reduced Poverty and the Lessons for Other Developing Countries".  Official poverty estimates provided by India's Planning Commission show the proportion of the population below the poverty line in India decreased 17 per cent in two decades, from 44.5 per cent in 1983 to 27.5 per cent in 2004-2005, they noted.  "We cannot emphasise enough that our analysis, while it is addressed to India's development experience and underlines the centrality of growth in reducing poverty, has clear lessons for aid and development agencies, as well as NGOs that continually work to affect poverty all over the world," Bhagwati and Panagariya were quoted as saying in the book by New York Daily News.  And while growth generates revenues to provide health and education, "Doors need to be opened wider to the private sector in higher education as well, to permit better access for the massive population of the young," they said.  However, India's strong 8.2 per cent growth in the last decade can in part be attributed to the country's poverty-reduction reforms, the authors said.  Thus only one strategy will help the poor to any significant effect, economic growth, led by markets overseen and encouraged by liberal state policies, Bhagwati and Panagariya argued.

FINMIN examines suggestions to create stronger financial institutions

NEW DELHI: The finance ministry is examining various suggestions made by investment bankers to merge the country's biggest state-run banks to create much stronger financial institutions.  One proposal suggests Punjab National Bank, Indian Bank and Dena Bank be merged to create a bank with an asset base of more than Rs. 9 lakh Cr. Another possible combination is Bank of India, Allahabad Bank, Corporation Bank, Bank of Maharashtra and Punjab & Sind Bank. The finance ministry is examining proposals that include consolidation based on geography, business mix and information technology systems. Both private and public sector investment banking firms have made proposals, a senior finance ministry official told ET.  Separately, ET has learnt that at least three investment banks made suggestions while pitching for mandates. "We are examining those inputs. The basic framework is to look at creating large banks with a pan-India presence," the official said, adding that any merger decision will hinge on political more than economic considerations. India's banks are still small when compared with global rivals. The country's largest, State Bank of India, is ranked 16th in Asia while Bank of Baroda is at 32.  According to a report by Morgan Stanley, there is significant overlap among various state-owned banks in terms of branches, mode of operation and clients. "Consolidation should enable (state-owned) banks to extract synergies fairly easy," it said. 

A. PNB, INDIAN BANK, DENA BANK

B. BANK OF BARODA, SYNDICATE BANK, IOB, UNITED BANK,

C. CANARA BANK, CENTRAL BANK OF INDIA, OBC,

D. BANK OF INDIA, ALLAHABAD BANK, CORPORATION BANK, BANK OF MAHARASHTRA, PUNJAB & SINDH,

E. UNION BANK OF INDIA, ANDHRA BANK, VIJAYA BANK, UCO, IDBI

** MERGERS ON THE BASIS OF BUSINESS MIX, BRANCHES, AND NO CONFLICTING SUBSIDIARIES. 

But, it also noted that mergers won't be easy given the strength of the unions. In presentations to the finance ministry, most investment bankers pointed to HR issues standing in the way of consolidation efforts.  One proposal, based on business mix and the absence of conflicting subsidiaries, calls for the merger of Bank of India, Allahabad Bank, Corporation Bank, Bank of Maharashtra and Punjab & Sind Bank to create an entity with an asset base of more than Rs. 11 lakh Cr.  "The only challenge in this scenario is how to achieve integration of technology as all these banks work on different banking solution platforms," said the official cited above.  If the government decides to integrate banks on the same IT platform, it would mean about six banks, including PNB and United Bank of India, can be merged with an asset base of Rs. 16 lakh Cr. "In such a merger, there will be a lot of issues with business integration and geographical presence," the official said.  The finance ministry is looking at three to four large banks with a pan-India presence with entities present across all financial service sectors.  The Reserve Bank of India (RBI) is also open to the idea of mergers that aren't forced. RBI governor Raghuram Rajan has said that the central bank is open to voluntary mergers. 
"When you go forcing mergers, then there is an issue of culture... so we should be careful about forcing mergers," he had said.  According to RBI, state-run banks will need about Rs. 4.15 lakh Cr. to meet Basel-III norms - equity capital of Rs. 1.5 lakh Cr. and non-equity capital of about Rs. 2.75 lakh Cr. The government, with its fiscal deficit, won't be able to capitalise banks over a long period.  The department of financial services is also considering the establishment of a holding company of all state-run banks to have a single mechanism to enable the government to better manage banks' capital needs. 
Can Raghuram Rajan-Narendra Modi do what Alan Greenspan-Bill Clinton did for economic growth? 

Does Raghuram Rajan have a reformist ally in Narendra Modi? Only time will tell if India's new PM can scale up his fabled "Gujarat Model" to revitalise Asia's No 3 economy. But there are signs Rajan, RBI governor, is extending an economic olive branch to the new leader, which should cheer global markets. The RBI is independent and Rajan, a respected university of Chicago professor, is no pawn. Nor can he afford to be a monetary pushover, given how India's 8%-plus inflation rate exacerbates the nation's crushing poverty. But Rajan seems willing to believe Modi's pledges to bring down inflation - and is willing to reciprocate the generosity. He has done this now by holding the benchmark repurchase rate at 8% and hinting that he's willing to ease policy if inflation pressures wane. After all, much of India's inflation problem comes from the supply side: chronic inefficiency, terrible infrastructure and rampant corruption. Rajan has plenty of firepower to help Modi boost economic growth if, and only if, the government does its part. This unofficial pact between Rajan and Modi is a delicate one, and it could be scrapped at any moment. But if anyone in India has the gravitas to prod Modi to make good on his ambitious election pledges - to trim debt, rein in the current-account deficit and cut poverty - it's Rajan, who served as the IMF's chief economist from 2003 to 2006. I'm looking at this through the lens of my Washington days, when then-Federal Reserve chairman Alan Greenspan joined forces with US president Bill Clinton to balance the budget. While both the Fed and the White House were coy about the arrangement in public, the Fed agreed that it would go easy on interest-rate hikes so long as Clinton and Treasury secretary Robert Rubin did their part to reduce public debt. The bargain paid huge dividends as the US economy roared higher. Can Rajan help unleash a similarly virtuous cycle in India? He has had considerable success at the RBI since September 2013, helping to stabilise the rupee and stopping India from becoming the first BRICs nation - Brazil, Russia, India and China - downgraded to junk. Now that Rajan has a potential reform ally in Modi, we could see some fascinating cooperation between Mumbai, where the RBI is based, and New Delhi. With luck, India's 1.2 billion people will be the beneficiaries. 

Economy to grow by 6.2 per cent in 2014-15: Ernst & Young 

NEW DELHI: The economic growth rate will improve to 6.2 per cent in current fiscal and can go up to 8 per cent in the next three years on back of favourable domestic and global environment, tax consultancy firm Ernst & Young (E&Y) said.  "A combination of structural correction, confidence in new government and favourable global conditions could propel economic growth to beyond 8 per cent in in three years," it said.  The economic growth rate remained below 5 per cent for the second year in a row recording 4.7 per cent in 2013-14. In order to boost growth, the tax consultancy firm urged Finance Minister Arun Jaitley to hike income tax exemption limit to Rs. 4 lakh and extending additional tax benefits to small investors in the forthcoming budget in July.  "These two tax incentives would boost consumption demand. This will also add to GDP," E&Y Chief Policy Advisor D K Srivastava said. He also urged the government to increase capital expenditure and undertake policy intervention to stimulate demand.  "Non-inflationary stimulus could be designed to propel growth in short term. Stimulus must boost domestic demand," Srivastava said. The focus, he said, should be on driving small savings, delivering tax reforms (GST and direct taxes), encouraging FDI and restructuring government expenditure.  The efforts, he added, should also be made to promote investment in infrastructure, real estate and financial services sector. 

Strong government at Centre boosts consumer confidence: Survey 
MUMBAI: The decisive and pro-reform new government has helped in improving confidence of consumers who are now willing to spend in the coming months, says a survey.  According to ZyFin Research, a financial research and analytics company, it's consumer outlook index improved to 42 in May, from 40.6 in the previous month. A score above 50 reflects optimism while below 50 indicates pessimism.  "This increase is based on a sizable recovery in consumers' willingness to spend in the coming months. This can be an early indication of improving sentiments, linked to a strong government infused with all the parliamentary muscle required to initiate and push through reforms," ZyFin Research said.  The index is based on a monthly survey of 4,000 consumers across 18 cities categorised into metros, Tier I and Tier II.  The top five cities with the highest scores this month were Mumbai, Hyderabad, Mangalore, Chennai and Bhubaneswar.  The survey said consumers continue to observe a stagnant macro-economy, reporting negligible improvements in employment and inflation sentiment. Until concrete policy reforms show results, consumers are likely to remain unmoved on these fundamental macro issues, it added. 

PM breaks the ice with secretaries, bowls them over

Prime Minister Narendra Modi, true to his style, opened a direct channel of communication with the country's top bureaucrats on Thursday. In a meeting of almost three hours and well into late evening, Modi is learnt to have clearly indicated to the secretaries (77 of them were present) that he's a hands-on prime minister. The secretary’s press spoke to said it was an upbeat experience for them. They could speak to the PM on any matter whenever there was a problem - on phone, email or through face-to-face interaction - Modi assured them, calling each by his name. Modi also recounted his first day in the Prime Minister's Office, saying he walked the corridors, greeting officials and catching a glimpse into their files. Industry Secretary Amitabh Kant summed up the mood in a tweet immediately after the meeting: "First time in my career, free, frank & fearless interaction with the PM of the country. Highly motivating! Great flow of ideas!" Many others, perhaps, felt the same way after a pep-talk from the PM, but they preferred to talk off the record. "Very positive and result-oriented", is how another secretary described his meeting with the PM, where no other minister was present. While telling the civil servants to go all out on decision making without 'fear or favour', Modi asked "when was the last time you had a meeting like this", only to get in reply a steely silence that was broken with some faint voices saying "eight years ago". The PM, who took office only a week ago after a thundering victory, not only asked the officials about what was wrong in governance but sought views on how he should run the government. Though these are early days and officials are aware of Modi's workaholic ways, his direct talking won many of them over. Without mentioning anything about the previous United Progressive Alliance (UPA) government, Modi was able to get secretaries to talk about the so-called policy paralysis that halted decision making during the second term of the UPA rule.
Then came a direct question from the PM - had the 2009 targets been achieved? That was the year when UPA had returned to power for a second term. By this time, the bureaucrats had opened up to the new PM and spoke rather easily about how files were getting tossed around and how officials shied away from making decisions due to fears around a witch-hunt (referring to scrutiny by the Comptroller and Auditor General and the Central Bureau of Investigation). Modi's advice: Be firm in taking decisions, be critical of even the PM, if necessary, discourage coteries, make India relevant. The ultimate goal is to deliver results. According to the PM, ideas should be converted into institutions because institutions last longer than individuals, an official statement from his office said. He was also emphatic about use of technology for efficient administration, reiterating the party's slogan of maximum governance, minimum government. Manufacturing, agriculture, tourism and exports were highlighted as areas of importance. Each secretary got seven to eight minutes to speak on various issues, including on what they thought were outdated laws. The PM hinted these might be reviewed. But nobody dared ask about a likely bureaucratic reshuffle. As if Modi had read their minds, he told them nobody would be transferred for the sake of it. Bureaucrats, including Home Secretary Anil Goswami, Defence Secretary Radha Krishna Mathur, Foreign Secretary Sujatha Singh and Finance Secretary Arvind Mayaram, attended the meeting. Soon, Modi will hold separate meetings with groups of secretaries, where they would be asked to make presentations.

FM may eye non-tax revenue in Budget to fund capital expenditure

Finance Minister Arun Jaitley might look at non-tax revenue and withdraw some tax exemptions to fund capital expenditure in his first Budget. According to tax department officials, collections this current financial year are likely to be subdued, even as economic growth climbs above five per cent. Finance ministry officials say a 19 per cent rise in tax collection projected in the interim Budget of 2014-15 was based on an assumption of high gross domestic product (GDP) growth. "The tax revenue target cannot be met unless there is additional resource mobilisation. If we increase tax rates, it will lead to inflation. But if the tax target is cut, expenditure will have to be slashed so that the fiscal deficit does not widen," said an official who did not wish to be named. The excise and service tax rates are at 12 per cent each and might not be increased, but the Customs duty exemption on crude oil and other tax exemptions will be reviewed. The finance ministry will try to raise more revenue from telecom spectrum and coal block sales, user charges and disinvestment. Duty cuts on automobiles and consumer durables, announced by former finance minister P. Chidambaram in his interim Budget, might not be extended beyond June, as these led to a revenue loss of Rs. 500 Cr. a month. "If global crude oil prices fall, the Customs duty on crude oil could be brought back. It may not be possible to restore it to the earlier five per cent. But even a one per cent increase will get us Rs. 5,000 Cr.," added another official asking not to be named. Jaitley is unlikely to go by his party colleague Yashwant Sinha's recommendation as a Parliamentary standing committee chairman to raise the income-tax exemption to Rs. 3 lakh and significantly raise standard deduction. But he could slightly widen I-T slabs while retaining the 10 per cent surcharge on those earning over Rs. 1 Cr. In 2013-14, when GDP grew 12.3 per cent at current prices, tax collection rose nine per cent against a Budget target of 19 per cent. This was despite measures for mobilising an additional Rs. 18,000 Cr. The interim Budget had no such measures but proposed a few duty cuts. The interim Budget assumes GDP will grow 13.4 cent at current prices in 2014-15. Its 19 per cent growth target for tax collection this year is high when a new finance minister will be under pressure to clear tax refunds. Officials said with the Supreme Court lifting the partial ban on iron ore exports from Goa and Karnataka, the exchequer would gain Rs. 3,000-4,000 Cr. in a year. However, reports suggest mining and exports might not reach earlier levels in one year.
TIGHTROPE WALK
PROBLEM
OPTIONS
LIKELY SOLUTION
SILVER LINING
* Interim Budget target of 19% growth in tax collections may be too ambitious
* Plan expenditure (BE) of Rs. 5.5 lakh cr — the same as last year — might be underestimated

* Increasing tax rates but that will further fuel inflation and hit the industry
* Cutting tax targets, but that will leave less funds for capital expenditure
* Non-tax revenue such as that from spectrum, coal auction, user charges, disinvestment
* Some exemptions might be withdrawn while keeping excise & service tax rates at 12%

* If global crude oil prices soften, Customs duty might be partially increased
* Partial lifting of mining ban and easing gold import norms might bring more revenue


If the 80:20 gold import rule is abolished, it will add another Rs. 6,000-8,000 Cr. to the government kitty. However, the gain might be offset by a reduction in the import duty on gold. A reduction of two percentage points to an eight per cent Customs duty is being considered and that would make the exchequer poorer by Rs. 2,000 Cr.

FM to meet India Inc: Finance Minister Arun Jaitley will meet several industry leaders on June 6 for a pre-Budget consultation. The industrialists invited include Mahindra Group Chairman Anand Mahindra, Aditya Birla Group Chairman Kumar Mangalam Birla, Bajaj Group Chairman Rahul Bajaj, Vedanta Chairman Anil Agarwal and Videocon Group Chairman V N Dhoot. They are expected to raise the issues of stalled projects, rising prices and high interest rates.

When Rajan met Modi

Does Reserve Bank of India (RBI) Governor Raghuram Rajan have a reformist ally in Narendra Modi? Only time will tell if India's new Prime Minister Modi can scale up his fabled 'Gujarat Model' to revitalise Asia's number three economy. But there already are signs Rajan, India's central bank governor, is extending an economic olive branch to the new leader, which should cheer global markets. The RBI is independent and Rajan, a respected University of Chicago professor, is no pawn. Nor can he afford to be a monetary pushover, given how India's eight per cent-plus inflation rate exacerbates the nation's crushing poverty. But Rajan seems willing to believe Modi's pledges to bring down inflation, and is willing to reciprocate the generosity. He did so this week by holding the benchmark repurchase rate at eight per cent and hinting he's willing to ease policy if inflation pressures wane. After all, much of India's inflation problem comes from the supply side: Chronic inefficiency, terrible infrastructure and rampant corruption. Rajan has plenty of firepower to help Modi boost economic growth if, and only if, the government does its part. This unofficial pact between Rajan and Modi is a delicate one, and it could be scrapped at any moment. But if anyone in India has the gravitas to prod Modi to make good on his ambitious election pledges - to trim debt, rein in the current-account deficit and cut poverty - it's Rajan, who served as the International Monetary Fund's chief economist from 2003 to 2006. I'm looking at this through the lens of my Washington days, when then Federal Reserve Chairman Alan Greenspan joined forces with President Bill Clinton to balance the budget. While both the Fed and the White House were coy about the arrangement in public, the Fed agreed it would go easy on interest-rate rises so long as Clinton and Treasury Secretary Robert Rubin did their part to reduce public debt. The bargain paid huge dividends as the US economy roared higher. Can Rajan help unleash a similarly virtuous cycle in India? It's important to note this is the star economist's second big collision with Indian politics. The first, in October 2012, brought more frustration than success. Then Prime Minister Manmohan Singh shocked many in New Delhi when he hired Rajan as a top adviser to the finance ministry. Rajan was maybe the most acerbic critic of Singh's failure to deregulate the economy, liberalise the banking sector and reduce inflation. Soon enough, Rajan realised just how impossible a task that was when he saw the extent to which Singh was caught in the web of Gandhi family intrigue and corruption. Rajan, too, came in for censure. Now he has a second chance. Rajan has had considerable success at the RBI since September 2013, helping to stabilise the rupee and stopping India from becoming the first BRIC nation -Brazil, Russia, India and China - downgraded to junk. Now that Rajan has a potential reform ally in Modi, we could see some fascinating cooperation between Mumbai, where the RBI is based, and New Delhi. With luck, India's 1.2 billion people will be the beneficiaries.

Jaitley sees merit in Rajan’s steps
The Finance Minister Arun Jaitley has hailed the RBI’s monetary policy announcement, stating that it has followed a “calibrated” approach aimed in the direction of balancing between growth and inflation.  The latest RBI policy has allowed banks to lend more to the private sector as they will be required to subscribe less to government securities than earlier, Jaitley said in a Facebook post.  Jaitley said it was a priority for the Government to maintain a balance between growth and inflation.  The Government is also concerned with restarting the investment cycle and moving towards higher growth and employment generation.  “We would like to address the problem of inflation through supply side measures particularly in relation to food inflation”, he said.  Fiscal consolidation is a priority for the Government, he added.  The RBI on Tuesday reduced the statutory liquidity ratio — amount commercial banks are required to maintain with RBI in the form of gold or government approved securities -- by 50 basis points while maintaining the repo rate as unchanged.  Repo rate is the interest rate at which the RBI lends to commercial banks. 

Govt funding won't solve banks' woes

Even if the public sector banks' entire demand for capital is met by the government, it is doubtful the money will be enough. The banks will have to raise the bar on several counts to draw capital from elsewhere
It was one of those routine Budget meetings in Yojana Bhawan last winter when Planning Commission mandarins decided that an injection of Rs. 11,200 Cr. from the government would be adequate to meet the expansion plans of state-owned banks in 2014-15. All hell broke loose at Jeevan Deep, a building barely 350 meters away where the banking department of the finance ministry is located, as the word got around. It had estimated that 27 public sector banks (PSBs) would require capital infusion of Rs. 45,528 Cr. during the year. Given the urgent need for fiscal consolidation, it had thought of providing about Rs. 20,000 Cr., while asking the banks to raise the remaining funds from markets and other routes. Officers rushed to the budget division in the finance ministry at North Block to press for a higher allocation for PSBs reeling under stressed assets. "The Planning Commission decided on it in a meeting where we were not present. By the time we took up the matter with the budget division, the documents had gone for printing. They said the provision was just for the interim budget and additional money could be provided in the full budget (to be presented by the Narendra Modi government in July)," says a finance ministry official.

Not enough for all needs: But even if their demand is met, it is doubtful the money will be enough. PSBs are sitting on a huge pile of bad assets and much of the new capital will go into writing them off. Last year, PSBs wrote off non-performing assets (NPAs) worth Rs. 25,311 Cr. According to estimates, assuming average annual growth of 20 per cent in their loan books, PSBs will need Rs. 8 lakh Cr. over the next five years to fully meet the forthcoming Basel-III norms - the global standard to improve regulation, supervision and risk management - by March 2019. (They will need Rs. 5 lakh Cr. if their loan book grows 15 per cent.) Under the current Basel II norms, the Reserve Bank of India (RBI) has stipulated capital adequacy ratio (proportion of bank's capital against its advances) of 9 per cent for all banks. Of this, the requirement for Tier I, which consists mainly of share capital and disclosed reserves and is deemed to be of the highest quality, is 6 per cent, or two-thirds. The capital requirement will go up by at least 200 percentage points under Basel III. As the government clearly can't meet all their requirements due to fiscal constraints, PSBs have been asked to look elsewhere for more money. However, volatile stock markets and current low valuations may make this exercise difficult. The government had given in-principle approval to nine banks in 2013-14 for raising capital from the market as and when needed. These included Indian Overseas Bank (Rs 748 Cr.), Syndicate Bank (Rs 200 Cr.), and State Bank of India (Rs 11,500 Cr.). However, only SBI raised Rs. 8,031 Cr. through qualified institutional placement, resulting in reduction of government holding to 58.6 per cent. Its target was to raise Rs. 9,600 Cr. but many foreign institutional investors gave the issue a miss. In the full Budget in July, PSBs may get about Rs. 19,000 Cr. For the rest, the banking department has asked them to look at innovative ways such as raising money from employees by giving them stock options, perpetual bonds, tapping equity markets or setting up a bank-wise holding company: the bank will transfer all its subsidiaries to the new company which in turn can tap the market for funds. Another option for recapitalisation is that a bank could set up a special purpose vehicle (SPV) to which it would transfer its real estate assets at market rate. The bank then could pay rental or lease to the SPV to create an income stream for it. Based on this income stream, the SPV would raise money from the market. "We have been telling banks that they should come out with out-of-box solutions," Financial Services Secretary GS Sandhu had said after a meeting with bank chiefs earlier this month.

Looking at ownership: It is also being discussed to what extent the government should bring down its stake in PSBs, which will help them raise money from private investors. The previous government was not ready to reduce it below 51 per cent, but a recent report by the committee headed by P.J. Nayak, former chairman of Axis Bank, suggested the government should cut its holding in PSBs to below 50 per cent. "The government has two options: either to privatise these banks and allow their future solvency to be subject to market competition, including through mergers, or to design a radically new governance structure which would better ensure their ability to compete successfully, in order that repeated claims for capital support from government, unconnected with market returns, are avoided," the panel noted. Experts say the issue is not the availability of capital from private sources, but the price at which the poorly performing banks can raise this capital or debt, given some really serious concerns around governance, human capital and the viability of their business model in a more competitive landscape. "The better run banks will find it easier to take advantage of any of these measures. Unlike their majority shareholder (the government), the market will put its money on performance," says PricewaterhouseCoopers Executive Director Shinjini Kumar. The point that PSBs would be able to raise money more easily from the market by distancing themselves from the government's influence has also been made by RBI Governor Raghuram Rajan. "Indeed, the better performers will be able to raise more, unlike the current situation where the not so good performers have a greater call on the public purse," he pointed out at a recent event.
BREAKING THE BAD-LOAN TRAP: Ten years ago, when China's state-owned banks found themselves sitting on a mountain of bad loans, the country's central bank injected $45 billion from its foreign exchange reserves into two of its big lenders. But that option would not work for Indian banks as the capital is provided from budgetary resources. If the government injects more capital in PSBs, it would further widen the fiscal deficit and will force it to borrow from the market. This in turn, could harden interest rates and stifle economic growth. The silver lining is that bad loans have moderated a bit and with the economy projected to grow at 6 per cent this year, against 4.9 per cent last year, more improvement can be expected. Gross NPAs of PSBs improved to 4.44 per cent of their total advances at end-March 2014, against 5.07 per cent at the end of December 2013. However, according to RBI Governor Raghuram Rajan, "it is too early to say we are at the end of the bad loan problem".

FinMin mulls company to take over bad loans

Proposed National Asset Management Company may be set up jointly by banks, will also help revive sick units
The finance ministry is considering a proposal to set up a National Asset Management Company that may act as a nodal agency for taking over bad loans of banks and help revive sick units. There was a proposal to form such an entity, for which public sector banks could jointly put in capital, sources said.
 “We have asked banks to prepare some modalities for setting up of this company, which could look at the stressed asset issue holistically, including taking over non-performing assets (NPAs) and revival of sick units,” sources said, adding the proposal was part of a presentation made to the minister by the financial services department. According to the proposal, it can act as an aggregator of NPAs and clear such assets quickly. At present, there are 14 asset reconstruction companies, of which four are very active, which can take over part of a stressed account. Once set up, the proposed National Asset Management Company can pick up large stressed assets entirely from a consortium instead of the normal practice of a partial takeover. Stressed assets have been on the rise due to the economic slowdown and the delay in infrastructure projects. The gross NPAs of banks increased to 4.4 per cent of advances at the end of December from 3.84 per cent at the end of March 2013. Bad loans of PSU banks rose 28.5 per cent to Rs. 1.83 lakh Cr. in March 2013 over the preceding September. The top 30 NPAs of state-owned banks account for 40.2 per cent of their gross bad loans. The Finance Ministry has asked public sector banks to act tough in case of wilful defaulters and has suggested that they go in for a change of management of defaulting companies. There is also a proposal to finance the acquisition of bad assets. In such cases, bank finance would be made available to a financially strong buyer to acquire stressed assets or a sick company. This facility is currently not available and the Reserve Bank of India is looking into the matter.

FM's pre-Budget interactions begins

Finance Minister Arun Jaitley will start pre-Budget consultations with various stakeholders on Thursday. The Budget for 2014-15 is likely to be presented in the first week of July. Representatives from the agriculture sector would be the first to interact with the finance minister, an official statement said on Wednesday. This comes in the wake of various quarters expressing fears on emergence of the El Niño weather phenomenon this year. For this year, the India Meteorological Department has forecast a sub-normal monsoon. For 2013-14, the agriculture sector was one of the few ones that aided growth in gross domestic product; the sector grew 4.7 per cent, against 1.4 per cent in 2012-13. Growth in the sector stood at a whopping 6.3 per cent in the quarter ended March this year, compared with 3.4 per cent in the December quarter. Thursday evening, the finance minister will meet representatives from the social sector. There is speculation various social sector schemes such as the Mahatma Gandhi National Rural Employment Guarantee Scheme may be tweaked by the new government. On Friday, the finance minister would meet members of trade unions, industry chambers and trade associations, officials said. Various industry chambers have been asking the new government to revive the investment cycle. In its pre-Budget memorandum, the Confederation of Indian Industry urged the government to reduce the general rate of excise duty from the current 12 per cent to 10 per cent across the board to revive demand. It also recommended the cut in the excise duty on certain goods be extended up to March 31, 2015. Interim Budget 2014-15, presented on February 17, had announced a two-six per cent cut in this regard up to June 30 this year. The Federation of Indian Chambers of Commerce and Industry has said the government should clarify it will not apply retrospective amendments to the Income Tax Act.

A survey by the Associated Chambers of Commerce and Industry showed taxpayers wanted the Budget to provide for income tax exemption thresholds, after factoring in inflation for the past five years, as well as a saving rebate of more than Rs. 1 lakh. At their meeting with Jaitley, it is expected trade associations will raise the issue of a fragile recovery in exports. After declining for consecutive months, exports rose 5.36 per cent in April. On June 10, the minister is scheduled to meet officials from the banking and financial services sectors, as well as economists. Ministry officials have already indicated the government might not provide additional recapitalisation to public sector banks than the Rs. 11,200 Cr. pegged in the interim-Budget. The issue of financial inclusion and rising non-performance assets (NPAs) might also come up at the meeting. At 4.44 per cent, NPAs of public sector banks in the quarter ended March were less than 5.07 per cent in the previous quarter. However, these are at elevated levels.

JAITLEY’S MEETINGS

June 5 (Thursday)
Morning: Agriculturalists
Evening: Social sector

June 6 (Friday)
Morning: Trade unions
Evening: Industry chambers and trade associations

June 10 (Tuesday)
Morning: Banking and financial services heads
Evening: Economists

RBI cuts SLR by 50 bps to release ₹40,000 cr
Rather than cut key interest rates, the Reserve Bank has released liquidity into the system. Though price pressures persist, the RBI maintained status quo on key interest rates but slashed the Statutory Liquidity Ratio to spur bank lending and get the sluggish economy moving.  Showing his commitment to boosting the economy, Governor Raghuram Rajan, in the second bi-monthly monetary policy of 2014-15, invoked Abenomics — of Japanese Prime Minister Shinzo Abe — saying growth in the coming quarters will depend on “three arrows” — monetary, fiscal and economic strategies. 

Expand bank resources: The 50-basis-point cut in the SLR to 22.5 per cent (from 23 per cent) of bank deposits, starting mid-June, will expand banks’ resource base by about ₹40,000 Cr. This amount, currently invested in government securities, could get released for lending purposes.  The SLR cut is also seen as a device to restrain the Government from borrowing from the market. The central bank had last cut the SLR from 24 per cent to 23 per cent on July 31, 2012.  But the contrarian view is that banks may not pare SLR investments as there is hardly any appetite for credit in the system. Thus, banks, barring foreign lenders, have been maintaining high SLR holdings of about 28 per cent of total deposits. According to bankers, anyway the SLR cut will provide relief only in the case of incremental deposits that banks raise.  Predictably, India Inc hailed the central bank’s move to cut SLR, saying it will give banks more room to lend to the corporate sector but said a cut in key rates would have been more propitious for growth.  As much as the SLR cut, this policy is crucial for its dovish stance on inflation. In its policy statement, the RBI said: “If the economy stays on this course (taking retail inflation to 8 per cent by January 2015 and 6 per cent by January 2016), further policy tightening will not be warranted.  “On the other hand, if disinflation, adjusting for base effects, is faster than currently anticipated, it will provide headroom for an easing of the policy stance.”  With the central bank holding key rates, the interest rate at which banks borrow short-term funds from the RBI (known as the repo rate) stays at 8 per cent. Further, the slice of deposits that they necessarily have to park with the RBI — the cash reserve ratio — remains at 4 per cent of their total deposits. 

Calibrated approach: Jaitley: The RBI moves struck a chord with the new Government, with Finance Minister Arun Jaitley describing the status quo as a calibrated approach to strike a balance between growth and inflation. Jaitley said the government on its part will address the problem of price rise by improving supplies. In a statement, he said: “It is a priority for the government to maintain a balance between growth and inflation ... It (RBI) has followed a calibrated approach aimed in the direction of balancing between growth and inflation.” 

ECR reduced: Elsewhere, as part of the monetary policy review, the RBI reduced the liquidity provided under the export credit refinance (ECR) facility from 50 per cent of eligible export credit outstanding to 32 per cent with immediate effect. With this, the quantum of cheap funds available for arbitrage when liquidity is tight has been reduced. The refinance is aimed at encouraging banks to provide finance to exporters. The ECR is repayable on demand or on the expiry of fixed periods not exceeding 180 days. It is available at the repo rate. The draining of liquidity under the ECR has been compensated by the introduction of a special term repo facility amounting to 0.25 per cent of the banking system’s total deposits.  This move is the apex bank’s bid to develop a term structure of interest rates, reflecting the expectations of market participants about future changes in interest rates and their assessment of monetary policy conditions. 

RBI seeks better transmission of policy rates
The RBI kept financial markets happy by keeping key policy rates unchanged in its monetary policy on Tuesday. Deposit and lending rates, hence, will not see any significant change for now. But that’s not to say that the RBI did nothing at all.  By reducing the statutory liquidity requirement and funds provided under the export credit refinance (ECR) facility, the RBI has gone a step further to align interest rates across different segments to market-determined rates.  The objective — as stated in the Urjit Patel Committee report — is to facilitate the transmission of policy rates across segments. For borrowers this means quicker pass through of policy action on banks’ lending rates over the long term.  Let us look at SLR first. The total SLR requirement for banks has been reduced by 50 basis points to 22.5 per cent of deposits. This frees up close to ₹42,000 Cr. of banks’ funds.  This move will help in a couple of ways.  One, it will make additional funds available to banks, which will be useful as the investment cycle picks up. Two, this is expected to facilitate better transmission of policy rates to depositors or lenders. 

Consider the objective of freeing up funds first. Most banks are currently investing 3-5 per cent more than the mandated SLR requirement.  This is due to lack of viable lending opportunities and the comfort of parking funds in highly safe assets, which can be used as collateral to borrow from the RBI.  The RBI’s move will not make banks release additional funds immediately. Over the last two years, deposit growth has been languishing in the 13-14 per cent range. So banks might want to hold on to the government securities as a buffer.  The excess government securities are likely to be sold only if there is notable pick up in viable lending opportunities. For now, the credit growth remains muted at 13.6 per cent.  Also, banks, which are the biggest buyers of government bonds (about 47 per cent share), would prefer to earn some treasury income through change in bond prices as the core lending business remains muted.  With expectations of a rate cut and possible bond price rally over the next year, banks’ appetite for government bonds is unlikely to wane.  What else would explain the marginal correction in yields of 10-year bonds on Tuesday? The yield on the 10-year G-sec came down by seven basis points to 8.59 per cent. 

Market rates please The other objective of reducing the SLR — better transmission — is in line with the Urjit Patel Committee recommendation, which looks at the need to do away with a captive market for government securities, and realign the cost of borrowing to market determined rates. In the past, there has been a ready market for bonds through buybacks from the RBI under open market operations as well as through the SLR mandate. This has kept rates on government borrowing suppressed. From a longer term perspective, this, along with other measures such as providing overnight funds to banks at market-determined rates (term repo), will ensure that every segment of the yield curve moves to market-determined rates. This is expected to facilitate quicker transmission of policy action on banks’ lending rates. 

Raw deal for exporters?: Exporters are crying foul as the funds provided under the ECR facility has been reduced from 50 per cent of eligible export credit outstanding to 32 per cent.  Some market players feel this could lead to 0.5-1 per cent increase in borrowing costs for exporters.  But the RBI has opened a special term repo window to meet this shortfall.  This is again in line with the Urjit Patel Committee recommendation to remove sector-specific refinance facilities that interfere with monetary policy transmission. The idea is akin to that for government bonds — to provide liquidity at market-determined rates. 

New bank licence: Will Jaitley take a view contrary to Yashwant Sinha’s 

 “It is a very bad idea to give new banking licences to corporates. This was something when clear separation took place decades ago for very good reason and any relaxation in these norms is going to lead to not only unnecessary conflict of interest but also unnecessary risks to the financial system,” Standing Committee on Finance Chairman, Yashwant Sinha, had remarked last year.  The comments came though the Reserve Bank of India hadn’t granted banking licences for as long as 10 years.  With a new BJP Government taking charge, will Finance Minister Arun Jaitley hold a view contrary to that of Sinha, who held charge of the portfolio in the Atal Bihari Vajpayee Government?  Last month, the Reserve Bank granted licences to just two entities — Kolkata-based Bandhan Microfinance and Mumbai-based infrastructure financier IDFC Ltd. The RBI also asked the Government to look closely at the application of state-owned India Post and recommend if it could be given a banking licence. What this meant was 22 other applicants (two had pulled out) were left out. 

Prepared to wait
When contacted, most of them said they would continue to focus on their business and wait for the regulator’s on-tap licensing or differentiated banking guidelines.  In fact, RBI Governor Raghuram Rajan had later observed that the ones who did not make it were probably more suited to be a different kind of bank. In January this year, the RBI-appointed Nachiket Mor committee had recommended giving out licences to entities that could focus either on payments or on collecting deposits, in an effort to widen the delivery of financial services.  The drive to issue more licences to open banks was set in motion first by the then finance minister Pranab Mukherjee.  This was also done with the intent of furthering the agenda of financial inclusion in a country where more than half the population have no access to banking services. The Narendra Modi-led Government will now be in a spot on whether to hand out more banking licences, especially to corporates. Addressing a massive gathering in Vadodara after emerging victorious on May 16, Modi had said that his Government will take forward the good work done by the previous regime(s). The issue could be a hot potato for the Government.  Finance Minister Jaitley will now have to walk a tightrope as the BJP strongman is also tasked with heading the Ministry of Corporate Affairs. 

NPA norms stressed, RBI may revamp soon

The Reserve Bank of India (RBI) may soon change the guidelines for dealing with Special Mention Accounts (SMA), making it mandatory for banks to set up joint lenders’ forums (JLFs) as soon as a borrower delays payments beyond 30 days. Bankers in the know said they were expecting revised rules soon, adding the idea was aimed at giving banks more time to come up with action plans to deal with stressed accounts.  Once interest payments are delayed beyond 90 days, the account turns into a non-performing asset (NPA). The central banks want lenders to spot trouble early on so as to be able to contain NPAs. Forming a JLF earlier might prompt borrowers to become more disciplined, bankers believe.  Lenders, however, feel the time given is too short to do justice to the case and come up with a suitable corrective action plan (CAP). “As of now, we form a JLF if repayments are delayed for 60 days or more. As such, we have only 30 more days within which to form the JLF, take a decision on what is to be done. Also, corrective action cannot be taken before a viability study is conducted. This is too short a timeline for us to function,” a public sector banker told The Financial Express.  Since April this year, when the new guidelines came into force, close to 40 cases, each with loan exposure of Rs. 100 Cr. and above, have been discussed. “A few have slipped into the NPA category and will probably have to be restructured,” a banker with a leading PSU bank said.  As part of the regulator's guidelines to manage stressed assets, banks are required devise a CAP within 30 days of the first JLF meeting and decide on whether they want to restructure the account or move to recover their loans. 

A restructuring would require a techno-economic viability (TEV) report to be given to the corporate debt restructuring (CDR) cell. “If you are rushing to do a TEV report, the quality will be poor,” another senior banker at a large public sector bank pointed out. He also highlighted the fact that not all banks have board meetings often enough to be able to discuss the cases. Sources told FE the Indian Banks' Association had already sounded out the RBI requesting the regulator to review the timelines. Typically, borrowers tend to pay up on the 89th day to avoid the NPA tag.  With JLFs in action, customers have started paying up on the 59th day, a banker said. “If the JLF formation is now made mandatory after the 30th day, then the borrowers are forced to repay even earlier. This may cause a lot of financial stress for them, which may result in loan defaults later,” the banker said.  The SMA norms make it very difficult for banks to delay decision-making since they would need to make accelerated provisions for such accounts.

Bankers fear CVC more than NPAs, say vigilance panel’s style of functioning threatens career 

MUMBAI: When BK Batra, deputy managing director of IDBI Bank, was to be promoted as chairman of a state-run bank, a Central Vigilance Commission note stalled it. His crime? He did not ensure due diligence on farmers in a loan sanctioned to a company that was in contract farming.  Bankers know that nothing can be more flimsy than this because the same account is just a bad loan for any other bank and no one is affected since no officer associated with such a loan is due for promotion.  The norms and style of functioning of the CVC not only harms officers, but also hurts institutions. United Bank of India, which shocked the financial markets with record bad loans and saw the exit of its chairman, is headless for more than three months due to the CVC's dithering in clearing MK Jain, executive director at Punjab & Sind Bank, for the job.  State-run banks' worst fear is not bad loans, or an economic slowdown, but the fear of gumshoes who threaten careers, unlike politicians who just seek favours. 
When they meet the new Finance Minister Arun Jaitley on June 10, they would seek an end to the terror of the CVC, besides additional capital, and level playing field with other financial intermediaries. No banker says they should have a free run, but they demand a reasonable approach.  "CVC should give an employee or the officer a chance to present his case if they receive complains against him," said D Sarkar, a life-time banker and a former chairman and managing director at Union Bank of India. "For small cases, they should empower the board of the bank concerned or form a committee comprising bankers to look into the matter. These will help close the CVC cases faster and boost confidence." The change of government may be among the best opportunity for state-run banks to change the relation between the shareholder and the enterprise as government-owned banks have been treated as a ward of the state.  About 9.2% of the banking system's loans are stress loans as on March 2013. The system has Rs. 1, 93,200 Cr. as bad loans and another Rs. 2, 29,013 Cr. as restructured loans, some of which may turn bad. To recover these loans, they expect the government to set in order the debt recovery tribunals. 

Many of the tribunals are understaffed and defaulters exploit a system that has many legal loopholes even after the Reserve Bank of India's attempt to tighten the system. "More DRTs should be set up," said MV Tanksale, chief executive at Indian Banks' Association, the lobby group.  Furthermore, banks weakened by high bad loans need capital to grow their business. It becomes imperative that they are adequately funded so that the economic recovery happens. According to RBI estimates, state-run banks need Rs. 4-lakh Cr. in the next three years to meet the regulatory norms known as Basel III rules, the central bank has forecast. The government alone has to bring in Rs. 12,000 Cr. if it has to maintain a controlling stake in the banks. But given the weak government finances, the state may not be able to fund the banks, which may force it to reduce its stake in lenders, thereby improving their autonomy.  A panel appointed by the RBI under P. J. Nayak has recommended many measures, including professionalising state-run banks and state owning less than 51% in them, to fix the problems confronting banks. 

Bankers see consistency in Rajan’s rate moves
While the status quo on interest rates was on expected lines, RBI Governor Raghuram Rajan’s surprise cut in Statutory Liquidity Ratio has been welcomed by bankers, who see consistency in policy rates in the medium and long terms.  In its bi-monthly policy review on Tuesday, the RBI left the repo rate unchanged at 8 per cent with a view to balance the rising inflation and expected recovery in economic growth. Following are the reactions of some of the bankers:  Arundhati Bhattacharya, Chairperson, State Bank of India: The status quo on policy rates was expected but the SLR cut was a surprise and it will have very little impact on us as we are already sitting on excess SLR.  Going forward, if growth picks up, it (SLR cut) will help us to meet credit demand. A rate cut cannot be expected immediately, but the RBI is signalling credit growth going forward and the policy is making more resources available. 

SS Mundra, CMD, Bank of Baroda: The policy action is consistent with the RBI’s medium- and long-term direction on interest rates. Now, everything will revolve around a single policy rate.  Though the 50 basis point cut will help release more liquidity for productive purposes, the system is already sitting on excess SLR. It will help in developing a better yield curve. No rate action can be anticipated immediately as there are two-three other events such as Budget and monsoon before the next policy. Chanda Kochhar, MD & CEO, ICICI Bank: The decision to hold rates reflects the current level of inflation as well as the expectation of policy and administrative actions from the Government in the coming months to address inflation as well as boost growth. The reduction in the SLR is a welcome signal of the commitment to reduce pre-emption of resources over time and create more room for banks to finance growth. The measures with respect to outward remittances and currency markets reflect the significantly improved confidence in the country’s external position and the focus on developing deeper onshore markets.  Shyam Srinivasan, MD and CEO, Federal Bank: The policy is consistent with the RBI’s stance on linking interest rates to inflation and keeping CPI as the key benchmark for policy rates. 

The unexpected cut in SLR by 50 bps signals the regulator’s proactive stand on growth and is viewed as a confidence-building measure, providing banks with more lendable funds leading to good credit offtake. Shailendra Bhandari, MD and CEO, ING Vysya Bank: We see stability and a steady policy stance even as the overall approach of the policy is neutral to dovish.  Both SLR and export credit refinance reduction are two significant measures that help ease liquidity in the near term. Also, raising the ceiling for foreign currency remittances implies better macroeconomic indicators.  M. Narendra, CMD, Indian Overseas Bank: Continuing to hold the economy on a dis-inflationary course, the RBI has left the key rates unchanged for the present. 

If the rate of inflation continues to decrease further policy tightening will not be warranted and there will be headroom for an easing of the policy stance. 

CVR Rajendran, CMD, Andhra Bank: The cut in SLR will infuse ₹35,000 Cr. liquidity into the market. What is important is that there seems to be an assurance that rates are not going to increase in the days to come. The policy also gives the impression that the RBI would not lead the market and but would follow it. 

Jaitley commits to boosting agriculture

Finance Minister Arun Jaitley today kick-started his pre-budget consultations with farm sector representatives, assuring them of government's resolve to boost the sector despite resource crunch. The representatives told Jaitley about the importance of timely decision on minimum support price on the lines of the Bharatiya Janata Party manifesto. The manifesto had promised MSP of 50% over cost of production. They also apprised him of the efficient procurement policy, priority for mechanisation of all commodities, setting up of commodity wise board, water conservation as a national priority with focus on dip and sprinkler irrigation among other things. The other issues that figured include timely completion of irrigation projects and linking of rivers, setting up of National Water Authority and River Valley Authorities among others. They also called for a new Kissan Channel to create awareness among farmers about new technologies, government programmes and quality parameters among others. The representatives of the farm sector included noted expert M S Swaminathan, Ashok Vishandass, chairman of the Commission for Agriculture Costs and Prices, Ramesh Chand of National Centre for Agricultural Economics and Policy Research, Changal Reddy of Consortium of Indian Farmers Association.

Finance Ministry asks banks to find ways to hive off non-core businesses 

NEW DELHI: The Finance Ministry today asked banks to explore the possibility of hiving-off non-core businesses, including insurance and mutual funds, to raise funds to meet Basel III capital adequacy norms. "There was a meeting of heads of seven large banks where many issues were discussed, including capital raising," Financial Services Secretary G S Sandhu said, without elaborating.  After the meeting, Bank of India Chairperson V R Iyer said there was discussion on monetisation or listing of non-core businesses such as insurance, mutual funds and credit cards to raise capital. "We also discussed about hiving off non-core business. Different banks are in different leagues. State Bank of India can go for listing its insurance business as it is profitable," she said. Many other banks cannot list their insurance ventures as they are yet to break even, she added. According to sources, the possibility of asking some big borrowers to raise funds in the stock market and reduce debt was discussed. The stock market is quite attractive at the moment and there is a possibility that some listed and non-listed companies that have borrowed heavily earlier can raise funds from the stock market and to that extent, reduce the debt, sources said. This will help in avoiding further non-performing assets, or bad loans, because some of these borrowers are under stress, sources added. The Finance Ministry has asked banks to identify such borrowers and encourage them to approach the stock market and raise funds. These companies can also raise funds through private placement and unlock bank funds. The Finance Ministry has also asked banks to explore the possibility of raising funds through public offers.
Syndicate Bank, BoI, BoB, others give Rs. 1,157 Cr. for Narendra Modi’s dream financial hub project in Gujarat 

NEW DELHI: Days after he became prime minister, a consortium of five state-run banks has sanctioned Rs. 1,157 Cr. to a project in Gujarat that aims to capture Narendra Modi's vision of a financial hub that will rival the best that London, Singapore, Dubai and Hong Kong have to offer. "The money will be spent on building core infrastructure in the city," said RK Jha, managing director of Gujarat International Finance Tec-City (GIFT City), a project introduced in 2007 after Modi, then the state's chief minister, returned from a Shanghai visit. The project is being executed by Gujarat International Finance Tec-City Company Ltd, a joint venture between state-owned Gujarat Urban Development Company Ltd and Infrastructure Leasing & Financial Services (IL&FS) The proposed infrastructure will include a state-of-the-art power distribution system, a water reservoir, an automated vacuum waste collection system, district cooling, water and sewerage treatment plants, smart utility tunnel and roads, among other components. According to Jha, the consortium of banks, including Syndicate Bank, Bank of India, Bank of Baroda 0.99 %, Punjab & Sindh Bank and Corporation Bank  is extending Rs. 1,157 Cr. for the project.
RBI should wait until budget before cutting rates: Rangarajan

The RBI’s status quo on key policy rates was in line with expectations and it should wait until the budget to lower rates, former Chairman of the Prime Ministers’ Economic Advisory Council C. Rangarajan said on Tuesday. “The policy has been very much on expected lines. It is prudent and wise to wait a little longer before taking any decision on lowering the interest rate. “We do not know very much about what the monsoon is going to be. The new Budget is yet to be unveiled and therefore, the decision to lower the interest rate will have to come after some of these events are over with,” Dr. Rangarajan said in an interview to a news channel. The Reserve Bank of India, in its Second Bi-Monthly Monetary Policy Statement for 2014-15 on Tuesday, kept the repo rate unchanged at 8 per cent. It also reduced the statutory liquidity ratio (SLR) for banks by 0.5 per cent to 22.5 per cent, a move that will unlock about Rs. 40,000 Cr. of funds. Dr. Rangarajan said any downward revision in interest rates would have to wait until the inflation rate shows definite signs of decline. “We have seen some decline in the wholesale price inflation but retail inflation continues to remain at a high level and it has not also shown signs of decline,” he said. Retail inflation as measured by the consumer price index accelerated to a three-month high of 8.59 per cent in April, pushed up by a sharp spike in food prices. On the reduction in the SLR ratio, he said it was a signal from the point of view of long-term reforms. “But the most important point is that as the capital inflows come in there is going to be a monetary expansion which may be quite high and therefore the availability of credit both for the government and the private sector is not going to be a constraining factor,” he said. 

International deposits of banks rose 36% in Dec

The RBI on Friday said international liabilities of banks have increased 36 per cent as non-resident Indians deposited funds in their home country.  “International liabilities...of the banks located in India surged by 35.8 per cent in December 2013, on account of accretion of capital flows through Foreign Currency Non-Resident (Bank) (FCNR(B)) deposits and foreign currency borrowings,” RBI said in its latest report.  The FCNR(B) deposits rose to $35.29 billion at the end of December 2013 as compared to $13.39 billion at the end of December 2012. In order to increase inflow of foreign funds, the RBI had raised the interest rate on FCNR deposits in August last year.  The central bank had raised the ceiling to LIBOR/Swap plus 400 basis points to help attract more inflows from abroad.  However, the ceiling on its swap windows for FCNR-(B) of more than one-year but less than three-year maturities will remain at the existing LIBOR/Swap plus 200 basis points.  In terms of Exchange Earners Foreign Currency (EEFC), the deposits grew by $3.17 billion during the quarter as against $2.2 billion at the end of December 2012. The RBI said the increase in both international liabilities and assets (LBS) was contributed by higher exposure towards the US, the UK, the UAE, Singapore, Germany and Hong Kong during 2013. 

Banks’ bad loans position may have improved in March: RBI 

The banking system’s non-performing assets (NPA) position at end March this year is likely to be better than in December-end 2013, Reserve Bank of India Deputy Governor R Gandhi said. “It (March-end position) should most likely be better than the earlier quarter,” Gandhi told newspersons on the sidelines of an Assocham-organised national conference on rising NPAs in banks. All the banks are yet to provide data to the RBI on the NPA or bad loan position as at end-March 2014, he added. As at end-December 2013, gross NPAs of the domestic banking system stood at 4.4 per cent of gross advances. In his address at the conference, Gandhi suggested that credit ratings be used more proactively to stem the problem of increasing NPAs and stressed assets. 

Use of external ratings
Gandhi asked banks to use external ratings as third party professional assessment either on a standalone basis or in combination with their own internal ratings.  However, banks need to balance the use of external ratings, as the recent financial crisis has highlighted the dangers of overdependence on ratings, he said.  While some may view the December-end 2013 NPA ratio (4.4 per cent) as reasonable given the economic conditions prevalent in the country and elsewhere, the total stressed assets in the banking system (which include NPAs and restructured standard assets) sto0d at 10.13 per cent of gross advances of banks, Gandhi said. “This is a cause of concern for the Reserve Bank,” he said. 

Why are NPAs rising?
Gandhi said NPA increases have been more pronounced in the case of public sector banks.  There are various factors affecting the asset quality of scheduled commercial banks, such as the current slowdown, global and domestic, persistent policy logjams, delayed clearances of various projects, aggressive expansion by corporates during the high-growth phase, and so on.  However, besides the economic slowdown, it is the shortcomings in credit appraisal, disbursal and recovery mechanism of banks that are in large part responsible for the high level of NPAs, he said.  Lack of robust verification and screening of application, absence of supervision following credit disbursal and shortfalls in the recovery mechanism have led to the deterioration of asset quality of these banks, he said. 

Open ‘small accounts’ sans required documents, RBI tells banks

Don’t have an address or identity proof? You can still open a bank account. In a bid to increase access to banking services, the RBI has advised banks to open ‘small accounts’ even without asking for the mandatory documents. RBI Deputy Governor R Gandhi said recently that a small account can be opened by merely filling up a form, signing it before a bank officer, and submitting a self-attested photograph certified by the bank officer. At present, over 50 per cent of Indians have no access to formal banking channels. 

Limited features: However, the leeway given to opening of such small accounts comes with some restrictions. “The small accounts will have limitations on credit/debit balances; will be available only at core banking solution-enabled branches; no foreign remittances will be permitted; will be available only for 12 months — further extension on application for officially valid document; the aggregate of all credits in a financial year cannot exceed ₹1 lakh; the aggregate of all withdrawals and transfers in a month cannot exceed ₹10,000; and the balance at any point in time should not exceed ₹50,000,” Gandhi said. Addressing the Federation of Andhra Pradesh Chambers of Commerce and Industry in Hyderabad, Gandhi mentioned the challenges faced by the banking regulator in promoting financial inclusion under the current Know-Your-Customer (KYC) framework. Many of the financially excluded may not have proper official documents, especially address as in the case of migrants, he said. 

Canara Bank to turn some 600 branches to 5-star category

Public sector lender Canara Bank aims to transform at least 600 branches to 5-star category by upgrading the branches to meet international standards. These branches will offer the customers all the banking products under one roof and provide greater access to a wide range of services. As part of its endeavour to become a vibrant bank, Canara Bank has unveiled a plan ‘Project Shikhar’ based on a report from the Boston Consulting Group. Under this, select branches will be rated under the five-star rating, said R K Dubey, CMD, Canara Bank. As part of this plan, the bank on Wednesday opened two branches in Bangalore and Tumkur. “We have unveiled a prototype of Shikhar branches. Over the next six months, we will convert and upgrade another 600 branches across the country. We will totally transform our branch network by providing a good customer-friendly ambience, products and services. Now, our branches are rated under one star and we will upgrade them to five stars as per the standards provided by BCG,” Dubey said. The bank had engaged global consulting firm, Boston Consulting Group to assist in revamping the operating model. The project ‘Shikhar’ is aimed at rejuvenating the bank by focusing on several themes like energising branches and customers’ service, increasing sales from branches, growing a robust asset base has been launched with the help of the BCG, Dubey said.
He said, the bank would open 1,250 new branches during the present financial year. It presently has over 4,750 branches. “We are undertaking a massive expansion of our branch network. Last year, we opened 1,000 new branches, which is 25 per cent of our total branch network. This year, too, we will open over 1,000 branches,” he said. The bank also plans to expand its overseas branch network by opening a new branch at New York later this week. It opened a branch in Johannesburg in South Africa last month. “It is very difficult to get all regulatory approvals to open a branch in America. We have just secured those permissions to open a branch in New York. We have also got approvals to open a branch in Frankfurt, which will be opened this year,” Dubey said. Canara Bank also has plans to open branches in Durban, Shanghai, Bahrain among other locations, he added. The bank is aiming at a growth of 18-20 per cent in the total business to achieve Rs. 8.5 lakh Cr. in 2014-15. It is aiming at a deposit growth of 16-17 per cent and advances growth of 19-20 per cent by March 2015. For 2013-14, the bank reported a growth of 20.7 per cent year-on-year (YOY) in global business at Rs. 7,21,790 Cr. in 2013-14 compared to Rs. 5,98,033 Cr. as of March 2013. The bank has also appointed KPMG Advisory Services Ltd for comprehensive assessment and to draw roadmap for the bank’s subsidiaries and associates.
ANZ gets RBI nod for two branches

Australia and New Zealand Banking Group Limited (ANZ) today announced it has received in-principle approval from the Reserve Bank of India (RBI) to open two new branches which will support growing trade and investment flows to and from India.  The new branches will be based in Gurgaon, New Delhi’s prime business hub, and outer Bangalore. 

State Bank Group to introduce new surveillance system for ATMs
State Bank Group plans to introduce electronic surveillance outside and inside its ATMs across the country , the group’s chairperson Arundhati Bhattacharya said. To a question during an interaction with the media in Thiruvananthapuram on Thursday, she said vendors had already made presentations before the group on the system that could be adopted and requests for proposals too had been floated for response from entities that could associate with the group for introducing the surveillance system. “Going forward, this is the only way [to strengthen security at the ATMs],” she said. Manning all ATMs as the group’s ATM network kept on expanding might not be practical. The system being introduced would have the facility to shut down an ATM under security threat, she said, adding that she expected it to fall into place in six months’ time. Ms. Bhattacharya said the group was contemplating increasing its outlay on Corporate Social Responsibility (CSR) initiatives from one per cent to two per cent of the profits effective this financial year. She said a proposal to offer an ESO (employee share option) scheme for the employees of the banks in the group was before the government. 

Banking funds have potential to offer superior returns 

Fund managers and distributors are recommending actively-managed banking funds to investors seeking exposure to sector funds as valuations in the sector provide upside for earnings growth in coming years.  They say among sector funds, banking funds have the potential to offer superior returns in 2-3 years. "There are two factors that would boost earnings of banks in coming years. First, the banking sector is closely linked to economic growth. At present, credit growth stands at 14%, which is far lower than its peak of 30% in 2007-08. So, once economic growth picks up, it has to be funded. It is here banks would play a crucial role," said Ashish Shanker, head of investment advisory at Motilal Oswal Private Wealth Management. Second, among banks, especially public sector banks, which had taken a hit on their books due to a lull and delays in infrastructure projects would see some write back of provisioning as earnings once infrastructure projects start operating in coming years," he said. There are 13 banking funds in the industry. These funds have given returns in the range of 18-35% in the last one year. Of these, nine banking funds are actively managed, which means fund managers can actively spot success stories in the banking sector. Actively-managed funds such as ICICI Prudential Banking and Financial Services, and Reliance Banking Fund have been outperformers with 35% and 30.3% returns in the last one year while exchange-traded banking funds have given average returns of 26%. 

RBI hikes forex remittance limit to $1,25,000

Acknowledging the recent stability on the forex front, the Reserve Bank of India announced a few measures in its bi-monthly monetary policy today that signal a relaxation of some measures announced last year.  The RBI has relaxed the eligibility limit for foreign exchange remittances. It was earlier possible to remit up to $2 00,000 under the liberalised remittance scheme. This was reduced to $75,000 last year, as a prudential measure when the country was going through a sudden depreciation of its currency.  The RBI has decided to hike the eligible limit to $125,000. Guidelines will be issued shortly, the central bank said.  The recent stability in the foreign exchange market has prompted the central bank to relax this limit under the liberalised remittance scheme (LRS), RBI Governor Raghuram Rajan said in the RBI's second bi-monthly monetary policy statement for 2014-15 issued today. In another move, both residents and non-residents (except citizens of Pakistan and Bangladesh) will be allowed to take out Indian currency notes up to Rs. 25,000 while leaving the country.  Currently, only Indian residents are allowed to take notes up to Rs. 10,000 out of the country. Non-residents visiting India were not permitted to take out any Indian currency notes while leaving the country.  With a view to facilitating travel requirements of non-residents visiting India, the RBI has brought this rule change.  Further, with a view to improving the depth and liquidity in the domestic foreign exchange market, the RBI has decided to allow foreign portfolio investors to participate in the domestic exchange traded currency derivatives market to the extent of their underlying exposures plus an additional $10 million. Domestic entities will also be allowed similar access, the RBI said. 

State Bank Group to spend 2% of profit on CSR: Arundhati Bhattacharya 

JAIPUR: State Bank of India Chairperson Arundhati Bhattacharya today said it would be endeavour of the Group to spend two per cent of the annual net profit on CSR activities in each financial year. She said earlier the bank spent one per cent of the profit on activities under the corporate social responsibilities.  "It would be our effort to spend two per cent of profit on CSR from this year," she said a State Bank of Bikaner and Jaipur 1.12 % Bank (SBBJ) function organised held to donate a school bus, ambulance, solar panel and a rescue vehicle (for tigers) under CSR. "We understand the importance of social responsibilities. We give monetary help to organisations which in turn give their valuable time for conducting social welfare activities," she said. 
NEWS OF THE WEEK

Finance Ministry backs the Direct Benefits Transfer system sans Aadhaar 

NEW DELHI: The finance ministry has backed the Direct Benefits Transfer system as a superior method for targeting subsidies to the poor but said the Aadhaar platform is not the only route for such transfers, signalling a waning of enthusiasm for UPA's flagship project.  "It must be made explicitly clear that Direct Benefit Transfer scheme is operating in 27 schemes of the government and Aadhaar has not been made mandatory in any of them... Even without Aadhaar, the Direct Benefits Transfer scheme will be a superior scheme," the finance ministry's department of expenditure said in an office memo sent to the oil ministry on May 26. The memo was sent to incorporate the finance ministry's view in the report of a panel set up by UPA to review the DBT scheme for LPG cylinders. The report was submitted in late May. By acknowledging that DBT schemes can go on without Aadhaar, the finance ministry appears to have reversed its earlier position on the critical nature of this ambitious programme, the brainchild of former Infosys CEO Nandan Nilekani. 

Key to DBT lies in accuracy: The ministry under Pranab Mukherjee had allowed the Unique Identification Authority of India (UIDAI) to expand its enrollment mandate from 10 Cr. residents to 20 Cr. residents without the Cabinet's nod. In September 2011, the finance ministry had also set up a task force under Nilekani, heading UIDAI at the time, on creating an Aadhaar-backed payment infrastructure for routing all subsidies to the poor. This task force report facilitated the UPA's push to expand UIDAI's biometric enrollment mandate further, first to 60 Cr. and later to 93 Cr.-odd people and drive banks to open Aadhaar-linked accounts across the country. Reservations expressed by banks about the efficacy of the scheme were also overruled by the UPA. But the government, now run by the NDA, appears to have changed its view. "Aadhaar is not a must for this scheme to work," said a senior oil ministry official "We are studying the report and may take a view after consulting all stakeholders, including consumers," he added. The key to direct transfers lies in the system's accuracy and integrity. "The basis for identification could be anything other than Aadhaar but the DBT scheme will work only when you are able to identify genuine customers and have their bank accounts linked to get cash subsidy," said a member of the committee on cash transfers for LPG cylinders. If you read the report's fine print, its emphasis is on effective implementation and any alternative of Aadhaar should be welcomed." The controversy over cash transfers for the LPG cylinder subsidy erupted earlier this year. The cabinet committee on political affairs had in January suspended the scheme and set up a committee to review the process. The committee has backed cash transfers in its report and concluded that the DBT scheme was successful in reducing diversion of cylinders and eliminating ghost/duplicate connections, thus helping with the key objective of reducing the Centre's subsidy burden. But it also red-flagged several difficulties faced by people in obtaining Aadhaar or UID numbers, linking this to bank accounts and LPG databases and getting grievances addressed. 
INTERESTING TO KNOW THIS WEEK

India to Iran: Use pending oil payments to buy medicines, food 

In a move that could help India clear its pending oil payments to Iran, the Government is planning to allow the sanction hit country to use the money to pay for humanitarian goods such as food and medicines bought in third countries. The Finance Ministry has asked UCO Bank to put in place the necessary payment arrangements, a Government official told press. This could be done in dollars or euros without attracting any western sanctions.  India owes Iran an estimated $3 billion to $4 billion in pending oil payments as it has not been able to transfer the money in dollars or euros for more than a year. This is due to sanctions put in place by the US and the EU against Iran for its alleged nuclear activities. Once among the largest crude oil supplier to India, Iran has now significantly slipped down the ranks with countries such as Iraq replacing it.  “We are hopeful that we will be able to pay off a substantial part of the pending payments through this method,” the official said.  India put in place a rupee payment system for making 45 per cent of oil payments to Iran in Indian rupees in an account in UCO Bank. The amount was used to pay Indian exporters to Iran.  But, it is the remaining 55 per cent amount held by India in IOU (I Owe You – pending payment) account that is bothering Iran. Since humanitarian goods are not covered by the sanctions either by the UN or the West these can be easily paid for by India if the required processes are put in place. “We plan to start the process as soon as possible,” the official said.  On pursuing oil and gas exploration opportunity in Iran that was put on hold following the sanctions, the Ministry for Petroleum & Natural Gas has now expressed that India is willing to take up work in the discovered Farsi offshore block, now named Binaloud. This discovery was made by ONGC.  India, however, feels that Iran needs to rework the contract and make it more attractive. ONGC Videsh Ltd is keen to develop the Farzad-B gas find. The gas has been discovered by OVL and its Indian partners.  The gas field is estimated to hold in-place reserves of up to 21.68 trillion cubic feet (Tcf), of which 12.8 Tcf of gas and 212 million barrels of condensate may be recoverable. 

INTERNATIONAL NEWS THIS WEEK

G7 leaders meet without Russia, talk tough on Ukraine

Germany's Angela Merkel urged Russian President Vladimir Putin on Wednesday to help stem violence in eastern Ukraine and said the West would not hesitate to impose stricter economic sanctions on Russia if it failed to cooperate. Speaking ahead of a summit of the Group of Seven major industrialised nations, a meeting Russia was supposed to host but has been excluded from because of its seizure of Crimea, Merkel presented Putin with a straight choice. "It is decisive that President Putin use his influence to get the separatists to refrain from violence and intimidation," she told the German parliament, referring to Russia-allied militants fighting in eastern Ukraine. "If this doesn't happen ... we won't shrink from imposing further sanctions." The United States and European Union have imposed travel bans and asset freezes on dozens of Russian and Crimean officials since the annexation of the Ukrainian peninsula in March, but have not yet moved to more severe economic sanctions. Those were threatened if Russia took further steps to destabilise Ukraine. With elections having gone smoothly, and new President Petro Poroshenko to be sworn in on Saturday, some have concluded that Putin has stepped back from the brink. A draft of the G7 communique seen by Reuters calls on Russia to "accelerate withdrawal of military forces from the eastern border with Ukraine" and "exercise its influence among armed separatists to lay down their weapons". President Barack Obama met Poroshenko for talks in Warsaw on Wednesday and declared him a "wise choice" to lead Ukraine. Poroshenko, a chocolate-industry billionaire, said he would be willing to meet with Putin on the sidelines of the D-Day anniversary commemorations in Normandy, France on Thursday, although no meeting has been set up. "As things stand now, a meeting between me and Putin is not envisaged, but I do not rule out that it could take place in one format or another," he told reporters, adding that he was working on a peace plan for Ukraine that would involve the decentralisation of power, local elections and an amnesty. Tensions on Europe's eastern frontier will be the focus of discussion among G7 leaders over dinner, including how best to support Poroshenko and Ukraine's shattered economy. The threat of imposing further costs on Russia if necessary will be kept on the table. With the United States having broadly taken a firmer line against Russia than Europe, which has critical energy ties with Moscow, US officials said the key was for the West to maintain a united front, an issue Obama raised with Poroshenko. "They discussed the need for the international community to continue to speak with one voice on the subject of Ukraine," said Ben Rhodes, Obama's deputy  national security advisor.

While Putin has been cut out of the G7, he will hold face-to-face meetings with Merkel, French President Francois Hollande and Britain's David Cameron at the D-Day anniversary, potentially an opportunity to work on those who oppose him. Rhodes said it wasn't important that Putin was holding the meetings but "what people say in those meetings". Ahead of the summit - the first without Russia since it joined the G7 in 1997 - officials said they were not yet ready to conclude Moscow was playing a more cooperative role. "It is up to Russia to behave in line with international law and the values that are G8 values," said one official when asked if Russia could re-join the G8 at some point soon. "It's a bit early at this stage, but I wouldn't rule out the heads of state discussing how they see the future of the G7 or the G8." Russia denies it is behind the revolt in eastern Ukraine, where militias allied to Moscow have seized buildings, attacked Ukrainian troops and declared independence. Putin has also defended his right to protect Russian-speaking people.
ECONOMICS AND TRADE: As well as foreign policy, the two-day summit will cover economics, trade, climate and energy policy. One of the most sensitive discussions will be over energy security, particularly in Europe, which relies on Russia for around a third of its oil and gas - a fact that gives Moscow leverage over the EU and its 500 million people. European leaders have committed themselves to diversifying away from Russia but doing so will take time and be costly, and may in part depend on the willingness of the United States to supply liquefied natural gas to Europe. "The use of energy supplies as a means of political coercion or as a threat to security is unacceptable," G7 leaders will say, according to the draft communique. "The crisis in Ukraine makes plain that energy security must be at the centre of our collective agenda and requires a step-change to our approach to diversifying energy supplies." The economic discussion is not expected to break new ground, instead reiterating that all the G7 members - the United States, Canada, Germany, France, Britain, Japan and Italy - must focus on sustaining economic recovery and tightening regulations to prevent future banking sector problems. "We will take further steps to support strong, sustainable and balanced growth, with a common goal of increasing the resilience of our economies," the draft communique said. "We agreed that 2014 will be the year in which we focus on substantially completing key aspects of the core financial reforms that we undertook in response to the global financial crisis," including ending "too-big-to-fail" banking.

RBI THIS WEEK

FCNR (B) Flows caused Surge in International Liabilities of Indian Banks in 2013 

The Reserve Bank of India today released, on its website, data related to International Banking Statistics (IBS) of India for the quarters ending March, June, September and December 2013. The data release on IBS covers statements based both on Locational Banking Statistics (LBS)* and Consolidated Banking Statistics (CBS)*. LBS present data on international assets and liabilities according to type of instrument/components, currency, country of residence and sector of counter-party/transacting unit, and nationality of reporting banks. CBS cover data by residual maturity and sector of borrower along with the exposures by country of immediate borrower and on the reallocation of claims (i.e., risk transfers) to the country of ultimate risk. The data are presented in terms of INR as well as USD.

Highlights:

· International liabilities (in ` terms), based on LBS of the banks located in India surged by 35.8 per cent (y-o-y) in December 2013, on account of accretion of capital flows through Foreign Currency Non-Resident (Bank) (FCNR(B)) deposits and foreign currency borrowings.

· The international assets (LBS) also recorded substantial growth at 23.4 per cent over the previous year as compared with a decline of 1.4 per cent observed a year ago.

· During 2013, increase in both international liabilities and assets (LBS) was contributed by increase in exposure towards the USA, UK, UAE, Singapore, Germany and Hong Kong.

· As at end-December 2013, the share of US Dollar in international liabilities (LBS) rose to 40.5 per cent from 34.0 per cent a year ago.

· The international claims of Indian banks, on immediate risk basis (CBS) on all other countries grew at a higher rate of 17.4 per cent as at end-December 2013 as compared with 15.0 per cent for the previous year. However, the exposure towards banking sector grew at a lower rate (15.6 per cent) while that towards non-bank sector registered a higher growth (18.4 per cent).

· The consolidated foreign claims (CBS) of Indian banks on ultimate risk basis grew at 14.0 per cent at end-December 2013 as compared to 11.2 per cent observed a year ago, reflected by claims towards Hong Kong, UAE and Canada.

The full article analysing the broad trends under Locational and Consolidated Banking Statistics will be published in July 2014 issue of the RBI Bulletin.

*Concepts

The Bank for International Settlements (BIS) compiles the following two separate sets of quarterly statistics under the International Banking Statistics (IBS):

1. Locational Banking Statistics (LBS)
· International Banking Locational by Residence (IBLR): This set reports the international assets and liabilities of banks based on the residence of the reporting banks and the residence of the counterparties;

· International Banking Locational by Nationality (IBLN): This reports the international assets and liabilities of banks based on the residence of the reporting banks and the nationality of ownership of the reporting banks.

The IBLR and IBLN statistics together are termed as Locational Banking Statistics (LBS).
2. Consolidated Banking Statistics (CBS).

Worldwide consolidated international claims of reporting institutions, both on an immediate and ultimate risk basis broadly termed as Consolidated Banking Statistics (CBS). The statistics reports information on international financial claims of domestic bank head offices on a worldwide consolidated basis, i.e., including the exposures of own foreign offices but excluding inter-office positions. 

FIIs can now invest up to 100% in M/s Zee Entertainment Enterprises Limited 

The Reserve Bank of India has today advised that foreign institutional investors (FIIs) can now invest up to 100 per cent (revised from earlier limit 49 per cent) of the paid up capital of M/s Zee Entertainment Enterprises Limited under the Portfolio Investment Scheme. The Reserve Bank has stated that the company has passed resolutions at its Board of Directors’ level and a special resolution by the shareholders, agreeing for enhancing the limit for the purchase of its equity shares and convertible debentures by FIIs. The purchases could be made through primary market and through stock exchanges and would be subject to Regulation 5(2) of FEMA Notification No.20/2000 RB dated May 03, 2000 (as amended from time to time) and other terms and conditions stipulated by the Reserve Bank. This approval is given subject to the condition that the onus of compliance with FDI policy and FEMA regulations including downstream investment would continue to remain on the Indian company, M/s Zee Entertainment Enterprises Limited. The Reserve Bank has notified this under FEMA 1999.

Capital and Provisioning Requirements for Exposures to entities with Unhedged Foreign Currency Exposure-Clarifications
Please refer to our circular DBOD.No. BP.BC. 85/21.06.200/2013-14 dated January 15, 2014 detailing guidelines on capital and provisioning requirements for exposures to entities with Unhedged Foreign Currency Exposure (UFCE). In this connection, we have received a number of queries from banks on certain provisions of the guidelines, clarifications for which are given as under. 2. The implementation of guidelines is dependent on getting quality data from entities on a periodic basis. The banks have mentioned that the accuracy of the information on UFCE received from entities could be ensured if entities submit information to banks which is audited by statutory auditors. It is, therefore, advised that information on UFCE may be obtained from entities on a quarterly basis on self-certification basis, and preferably should be internally audited by the entity concerned. However, at least on an annual basis, UFCE information should be audited and certified by the statutory auditors of the entity for its authenticity. In case of exposures of overseas branches/subsidiaries, to begin with, the requirement of statutory audit may not be insisted upon. 3. The guidelines assess the riskiness of the unhedged foreign currency exposure of the corporate from the perspective of the volatility of USD-INR exchange rates. On requests from banks, it is clarified that Foreign Currency Exposure (FCE) in currencies other than USD may be converted into USD using the current market rates. 4. The guidelines have given a detailed step-by-step procedure for calculating USD-INR annualised volatility. Banks feel that annualised volatility computed by them may vary from bank to bank. Banks have requested that in order to ensure that a consistent annualised volatility is used across banking industry, RBI may mandate Foreign Exchange Dealers’ Association of India (FEDAI) to publish the USD-INR annual volatility which has to be used for computation of likely loss. Accordingly, it is advised that RBI will request FEDAI to compute the volatility of USD-INR rate based on the RBI reference rate by following the provisions of the guidelines and the same may be used for computing the extent of likely loss on account of UFCE. However, till the time FEDAI starts placing this information on its website on a daily basis, banks may continue to compute the volatility figure by following the provisions of the guidelines. 5. UFCE guidelines require that the likely loss on account of exchange rate movements should be compared with the annual EBID as per the latest quarterly results certified by the statutory auditors. Banks have mentioned that in case of private/unlisted companies, the audited EBID may not be available on a quarterly basis. In this context, it is advised that in case of unavailability of the audited results of the last quarter, latest audited quarterly or yearly results available have to be used. The yearly EBID figure used should at least be of the last financial year. It is also clarified that the guidelines do not differentiate between limited audited results and full audited results. 6. The guidelines introduce incremental capital and provisioning requirements over and above present requirements. Banks have requested clarification on the amount of exposure on which incremental capital and provisioning amount has to be computed, as the exposure used for computing capital and provisions are computed differently. In this context, it is advised that incremental provisioning for UFCE should be based on the exposure amount which is used for computing standard asset provisioning and incremental capital requirements for UFCE should be based on the exposure amount which is used for computing credit risk capital requirements.

7. The guidelines are applicable to all entities on which the bank has taken credit exposure. Banks have requested clarification if the guidelines are applicable to inter-bank exposures also. In this context, it is clarified that inter-bank exposures may be excluded from the ambit of the UFCE guidelines. 8. The guidelines are applicable to all entities irrespective of the size of the entity. Banks have mentioned that computation of incremental capital and provisioning requirements on a quarterly basis for smaller entities will be operationally cumbersome. In this context, for exposures to smaller entities which are having unhedged foreign currency exposure, banks may have the option of following a standardised method which would require an incremental provisioning of 10 bps over and above extant standard asset provisioning. Banks following standardised method for smaller entities will not be required to get UFCE data from these entities and therefore will not be required to compute incremental capital and provisioning based on likely loss as a percentage of EBID in respect of these smaller entities. It is further clarified that smaller entities are those entities on which total exposure of the banking system is at ` 25 Cr. or less. 9. Standard asset provisions are presently eligible for inclusion in the Tier 2 capital within certain limits. Banks have requested to clarify if the incremental provisioning kept by following the guidelines will also be eligible for including in the Tier 2 capital in line with the present requirements. In this context, it is clarified that the incremental provision required is in addition to the present standard asset provisioning requirement. It may, therefore be treated as general provision for disclosures and inclusion in Tier 2 capital, similar to the existing treatment applicable to general provisions. Presently, for banks following standardised approach for credit risk, general provisions are admitted as Tier 2 capital up to a maximum of 1.25% of credit risk weighted assets. Under Internal Ratings Based Approach, where the total expected loss amount is less than total eligible provisions, banks may recognise the difference as Tier 2 capital up to maximum of 0.6% of credit-risk weighted assets calculated under IRB approach. 10. The computation of incremental capital and provisioning is dependent on the extensive data collected from entities. Banks have mentioned that it may not be possible to get the required data in a timely manner in respect of all entities on which a bank has the credit exposure. Banks have requested clarification on the course of action to be followed in respect of exposure to entities which are not able to provide required data. In this context, it is advised that in cases, where the bank is not able to get sufficient data to compute UFCE, the bank may take a conservative view and place the exposure at the last bucket which requires incremental provisioning of 80bps and a 25 per cent increase in risk weight. It would be appropriate for a bank to price the cost of compliance with the UFCE guidelines on its lending rate for the borrower as it would improve quality and timeliness of information/data. 11. UFCE guidelines have become effective from April 1, 2014. Some banks have mentioned that as the required provision will be computed for the first time for the April-June quarter, the entire provisioning burden will fall on the earnings of one quarter. In this context, it is advised that the additional provisioning requirement applicable for April-June 2014 quarter based on the UFCE guidelines may be distributed equally during the financial year 2014-15. However, such relaxation would not be there for capital requirements.

Export Credit Refinance Facilities

Please refer to our circular No.MPD.355/07.01.279/2011-12 dated June 18, 2012 whereby the eligible limit of export credit refinance (ECR) facility for schedule banks (excluding RRBs) was enhanced from the level of 15 per cent of the outstanding rupee export credit eligible for refinance as at the end of the second preceding fortnight to 50 per cent. 2. As indicated in the Second Bi-monthly Monetary Policy Statement 2014-15 announced today, it has been decided to reduce the eligible limit of ECR facility from the level of 50 per cent of the outstanding rupee export credit eligible for refinance as at the end of the second preceding fortnight to 32 per cent with immediate effect. 3. Part A of the reporting format appearing in Annex III of the Master Circular No. MPD. 366/07.01.279/2013-14 dated July 1, 2013 is accordingly modified

Section 24 of the Banking Regulation Act, 1949 - Maintenance of Statutory Liquidity Ratio (SLR)

Please refer to our circulars DBOD.Ret.BC.33/12.02.001/2012-13 dated July 31, 2012 and DBOD.Ret.BC.48/12.02.001/2012-13 dated September 28, 2012 on the captioned subject.

2. As announced in the Second Bi-Monthly Monetary Policy Statement 2014-15 by Reserve Bank of India on June 03, 2014, it has been decided to reduce the Statutory Liquidity Ratio (SLR) of Scheduled Commercial Banks and Local Area Banks from 23.0 per cent of the Net Demand and Time Liabilities (NDTL) to 22.5 per cent with effect from the fortnight beginning June 14, 2014.

3. A copy of the relative notification DBOD.No.Ret.BC.118/12.02.001/2013-14 dated June 03, 2014 is enclosed.



Ref. DBOD. No. Ret. BC.118/12.02.001/2013-14

June 03, 2014

NOTIFICATION

In exercise of the powers conferred by sub-section (2A) of Section 24 of the Banking Regulation Act, 1949 (10 of 1949) and, in partial modification of the Notification DBOD.No.Ret. BC. 32/12.02.001/2012-13 dated July 31, 2012 and DBOD.No. Ret. BC.47/12.02.001/2012-13 dated September 28, 2012, the Reserve Bank hereby specifies that with effect from the fortnight beginning June 14, 2014, every Scheduled Commercial Bank and Local Area Bank shall maintain in India assets as detailed in notification DBOD No Ret BC 91/12.02.001/2010-11 dated May 09, 2011 and DBOD No. Ret BC. 94/12.02.001/2011-12 dated April 17, 2012, the value of which shall not at the close of business on any day be less than 22.5 per cent of the total net demand and time liabilities in India as on the last Friday of the second preceding fortnight.

The Banking Laws (Amendment) Act 2012 – Amendments to  Section 18 & 24 of Banking Regulation (B.R.) Act, 1949 (AACS) – Maintenance of Cash Reserve Ratio (CRR) for Non-Scheduled  UCBs and Statutory Liquidity Ratio (SLR) for UCBs

Pursuant to the enactment of the Banking Laws (Amendment) Act, 2012, giving powers to RBI to specify the percentage of CRR for Non-scheduled UCBs and the percentage of SLR as well as the form and manner of holding SLR by co-operative banks, it has been decided to increase the CRR for Non-Scheduled Primary (Urban) Co-operative Banks by 100 basis points from 3.00 per cent to 4.00 per cent of their total demand and time liabilities, on par with Scheduled Primary (Urban) Co-operative Banks, with effect from the fortnight beginning July 12, 2014. 2. Further, it has been decided to reduce the SLR for all primary (Urban) Co-operative Banks by 250 basis points from 25.00 per cent to 22.50 per cent of their total demand and time liabilities with effect from the fortnight beginning July 12, 2014. Primary (Urban) Co-operative Banks not maintaining SLR in three forms i.e. cash, gold and approved securities are given time up to March 31, 2015 to comply with instructions contained in the enclosed Notification. In the interim period, Primary (Urban) Co-operative Banks may continue to maintain SLR as per instructions contained in circulars UBD.BR.Cir.19/16.26.00/2001-02 dated October 22, 2001 and UBD.(PCB).CO.BPD.Cir.28/16.26.00/2008-09 dated November 26, 2008. However, term deposits held by Primary (Urban) Co-operative Banks with Public Sector Banks will also be eligible for being reckoned for SLR purpose in the interim period, up to March 31, 2015. 3. It may be noted that balances kept with State Co-operative Banks / District Central Co-operative Banks as also term deposits with public sector banks will not be eligible for being reckoned for SLR purpose w. e. f April 1, 2015. 4. The copies of relative notifications UBD.BPD.(PCB).Not.No.1/16.26.000/2013-14 dated June 5, 2014 and UBD.BPD.(PCB). Not. No. 2/16.26.000/2013-14 dated June 5, 2014 are enclosed.
Foreign investment in the Insurance Sector – Amendment to the Foreign Direct Investment Scheme

Attention of Authorised Dealers Category – I (AD Category - I) banks is invited to Annex B of Schedule 1 to the Foreign Exchange Management (Transfer or Issue of Security by a Person Resident Outside India) Regulations, 2000 (the Principal Regulations), notified vide Notification No. FEMA. 20/2000-RB dated May 3, 2000, as amended from time to time, wherein entry route, sectoral cap and other conditions for sectors/activities in which FDI is permitted are specified. In terms of the Schedule ibid, Foreign Direct Investment (FDI) up to 26 per cent is permitted under automatic route in insurance sector. 2. The extant FDI policy for insurance sector has since been reviewed. Accordingly, effective from February 4, 2014, foreign investment by way of FDI, investment by FIIs/FPIs and NRIs up to 26% under automatic route shall be permitted in insurance sector subject to the conditions specified in the Press Note 2 (2014 Series) dated February 4, 2014. 3.  A copy of Press Note No.2  (2014 Series) dated February 4, 2014 issued in this regard by Department of Industrial Policy and Promotion, Ministry of Commerce & Industry, Government of India is enclosed. 4. Reserve Bank has since amended the Principal Regulations through the Foreign Exchange Management (Transfer or Issue of Security by a Person Resident outside India) (Fourth Amendment) Regulations, 2014 notified vide Notification No. FEMA. 301/2014-RB dated April 4, 2014 c.f. G.S.R. No. 361(E) dated May 27, 2014. 5. AD Category - I banks may bring the contents of the circular to the notice of their customers/constituents concerned. 6. The directions contained in this circular have been issued under Sections 10(4) and 11(1) of the Foreign Exchange Management Act, 1999 (42 of 1999) and are without prejudice to permissions / approvals, if any, required under any other law.
Annual Turnover Target on behalf of Mid-segment and Retail investors for Primary Dealers (PDs)

Attention of PDs is invited to our circular IDMD.PCD.9/14.03.05/2011-12 dated August 30, 2011 and para 1.3.7 of Master Circular on Operational Guidelines to PDs dated July 01, 2013 on the captioned subject. 2. It has been decided to enhance the minimum annual target for mid-segment and retail investors to 100 percent of minimum prescribed Net Owned Funds (NOF) for bank PDs and to 150 percent of minimum prescribed NOF for standalone PDs. This minimum annual target will be applicable for the period July 2014-June 2015. This target will be reviewed annually. 3. These norms will also be applicable for new entities applying for PD authorization as per IDMD.PCD.9/14.03.05/2011-12 dated August 30, 2011 and para 1.3.2 of our Master circular on Operational Guidelines to PDs dated July 01, 2013.

Foreign investment in India – participation by registered FPIs, SEBI registered long term investors and NRIs in non-convertible/redeemable preference shares or debentures of Indian companies

Attention of Authorized Dealer Category-I (AD Category-I) banks is invited to Schedule 5 to the Foreign Exchange Management (Transfer or Issue of Security by a Person Resident outside India) Regulations, 2000 (the Principal Regulations) notified vide Notification No. FEMA.20/2000-RB dated May 3, 2000, as amended from time to time, in terms of which SEBI registered Foreign Institutional Investors (FIIs), Qualified Foreign Investors (QFIs), registered Foreign Portfolio Investors (FPIs) and long term investors registered with SEBI, may purchase, on repatriation basis, Government securities and non-convertible debentures (NCDs) / bonds issued by an Indian company subject to such terms and conditions as mentioned therein and limits as prescribed for the same by RBI and SEBI from time to time. The present limits for investments by FIIs/FPIs, QFIs and long term investors registered with SEBI in corporate debt stands at USD 51 billion. 2. Attention of AD Category - I banks is also invited to A.P. (DIR Series) Circular No. 84 dated January 6, 2014 in terms of whichan Indian company is permitted to issue non-convertible/redeemable preference shares or debentures to non-resident shareholders, including the depositories that act as trustees for the ADR/GDR holders by way of distribution as bonus from its general reserves under a Scheme of Arrangement approved by a Court in India under the provisions of the Companies Act, as applicable, subject to no-objection from the Income Tax Authorities. 3. On review, it has now been decided to allow registered Foreign Institutional Investors (FIIs), Qualified Foreign Investors (QFIs) deemed as registered Foreign Portfolio investors, registered Foreign Portfolio Investors (FPIs), long term investors registered with SEBI – Sovereign Wealth Funds (SWFs), Multilateral Agencies, Pension/ Insurance/ Endowment Funds, foreign Central Banks to invest on repatriation basis, in non-convertible/redeemable preference shares or debentures issued by an Indian company in terms of A.P. (DIR Series) Circular No. 84 dated January 6, 2014 and listed on recognized stock exchanges in India, within the overall limit of USD 51 billion earmarked for corporate debt. Further, NRIs may also invest, both on repatriation and non-repatriation basis, in non-convertible/redeemable preference shares or debentures as above. 4. AD Category - I banks may bring the contents of this circular to the notice of their constituents and customers. 5. Reserve Bank has since amended the Principal Regulations through the Foreign Exchange Management (Transfer or Issue of Security by a Person Resident outside India) (Fifth Amendment) Regulations, 2014 notified vide Notification No. FEMA. 304 /2014-RB dated May 22, 2014, c.f. G.S.R. No.371(E) dated May 30, 2014. 6. The directions contained in this circular have been issued under sections 10(4) and 11(1) of the Foreign Exchange Management Act, 1999 (42 of 1999) and are without prejudice to permissions / approvals, if any, required under any other law.

Pledge of shares for business purposes in favour NBFCs

Attention of Authorised Dealer Category – I (AD Category – I) banks is invited to the provisions of Para. 2 (i) of A. P. (DIR Series) Circular No. 57 dated May 2, 2011, in terms of which shares of an Indian company held by the non-resident investor can be pledged in favour of a bank in India to secure the credit facilities being extended to the resident investee company for bonafide business purposes subject to the conditions stipulated therein. 2. With a view to further rationalising the process and reducing the transaction time, it has been decided to delegate to the AD Category – I banks the powers to allow pledge of equity shares of an Indian company held by non-resident investor/s in accordance with the FDI policy, in favour of the Non - Banking Financial Companies (NBFCs) – whether listed or not, to secure the credit facilities extended to the resident investee company for bona-fide business purposes / operations, subject to compliance with the conditions indicated below:

a. only the equity shares listed on a recognised stock exchange/s in India can be pledged in favour of the NBFCs ; 

b. in case of invocation of pledge, transfer of shares should be in accordance with the credit concentration norm as stated in the Master Circular DNBS(PD).DNBS.(PD).CC.No.333/03.02.001/2013-14 dated July 01, 2013 as amended from time to time;

c. (i) The AD may obtain a board resolution ‘ex ante’, passed by the Board of Directors of the investee company, that the loan proceeds received consequent to pledge of shares will be utilised by the investee company for the declared purpose; (ii) The AD may also obtain a certificate ‘ex post’, from the statutory auditor of investee company, that the loan proceeds received consequent to pledge of shares, have been utilised by the investee company for the declared purpose;

d. the Indian company has to follow the relevant SEBI disclosure norms, as applicable;

e. under no circumstances, the credit concentration norms should be breached by the NBFC. If there is a breach on invocation of pledge, the shares should be sold and the breach shall be rectified within a period of 30 days from the date of invocation of pledge. 

3. Reserve Bank has since amended the Principal Regulations through the Foreign Exchange Management (Transfer or Issue of Security by a Person Resident outside India) (Fifth Amendment) Regulations, 2014 notified vide Notification No. FEMA. 305/2014-RB dated May 22, 2014, c.f. G.S.R. No.370(E) dated May 30, 2014. 4. AD Category - I banks may bring the contents of this circular to the notice of their constituents and customers concerned. 5. The directions contained in this circular have been issued under sections 10(4) and 11(1) of the Foreign Exchange Management Act, 1999 (42 of 1999) and are without prejudice to permissions / approvals, if any, required under any other law.

FINMIN THIS WEEK

UNION FINANCE MINISTER HOLDS PRE-BUDGET CONSULTATION WITH THE REPRESENTATIVES OF INDUSTRY AND TRADE GROUPS; CALLS FOR DIRECTIONAL THRUST TO TRANSLATE ENTHUSIASM AMONG THE INDUSTRY INTO BETTER RESULTS 
New Delhi, June 6, 2014 
Jyaishtha 16, 1936 
The Union Finance Minister Shri Arun Jaitley said that the economic situation at present is quite challenging but there is enthusiasm among the industry to turn it to its advantage. He said that there is need to give directional thrust to translate the same into better results. The Finance Minister was speaking here today while interacting with the captains of Indian Trade and Industry as part of his Pre-Budget Consultation meetings.  Along with the Finance Minister, the meeting was attended by Ms. Nirmala Sitharaman, Minister of State for Finance and Corporate Affairs, Shri Ratan P. Watal, Expenditure Secretary, Shri Rajiv Takru, Revenue Secretary, Shri G.S. Sandhu, Secretary, Financial Services, Shri Amitabh Kant, Secretary, Department of Industrial Policy and Promotion (DIPP) and senior officers of the Ministry of Finance among others. Various suggestions were received from the representatives of different Industry and Trade Groups. Major suggestions include that the Government to follow the path of fiscal consolidation, curbing inflation especially food inflation, push GST, deferment of GARR for at least next three years, no retrospective amendments in tax laws henceforth as it hurts business sentiments in general and discourages foreign investment in particular. Suggestions were made to follow 3 Cs-- Credibility of policy, Continuity of decisions and Clarity of legislation among others. Other suggestions include transparency and clarity in tax laws especially those relating to transfer pricing, encouraging foreign subsidiaries of Indian companies to bring back the money by exempting dividend from MAT; no MAT on exempted income such as long term capital gains etc. among others 

Other suggestions include productive use of subsidies, exemption /rebate to new industry, banks recapitalization through capital market, abolition of service tax on tourism activities to boost tourism, reduction in MAT, single assessment instead of multiple assessments for same period by tax authorities, revision of reservation list of items reserved exclusively for manufacture in MSME Sector, discourage import of items produced by low cost machineries through effective taxation policy, monitoring of items relating to MSME Sector, imported from neighbouring countries under SAFTA and stringent action to discourage the same. Other suggestions include removal of 2% duty on bicycle which is highly eco-friendly and fixing of floor prices in case of imported bicycles , imposition of import duty on bicycle and its parts not less than 40% to arrest cheap imports and introduction of a ‘Technological Upgradation Fund Scheme’ to help bicycle industry in the country.  Other suggestions include promotion of women enterprises in the country which is at present about 4% only and therefore, women enterprises particularly in MSME Sector be given exemption from taxes at least for two years. Another suggestion was made since MGNREGA is affecting the industries and therefore, be reserved for elderly people and women as they can’t migrate whereas youth should be given skill development training in the industries. 

Other suggestions include investment linked incentives be allowed without any threshold limit to benefit MSME as present threshold limit of Rs. 100 Cr. apply only to large industries; introduction of technological upgradation allowance; scrap TDS on payments made u/s 195 of the Income Tax Act 1961; exemption of exports from Service Tax; Service Tax exemption for services sought abroad under Reverse Charge Mechanism (RCM) such as brand promotion & advertising services etc.; Service Tax exemption for EPCs/FIEO; excise duty exemption slab for SSI units be increased from Rs. 1.50 Cr. to Rs. 3.00 Cr.; exports be brought back under priority sector lending; extension of Interest Subvention Scheme to all sectors and merchant exporters ; and creation of Export Development Fund with a corpus of minimum 1% of the preceding year’s exports among others.  Representatives of different Industry and Trade Groups who participated in today’s meeting included Shri Ajay S. Shriram, Confederation of Indian Industries (CII), Shri Sidharth Birla, Federation of Indian Chambers of Commerce and Industries (FICCI), Shri Rana Kapoor, ASSOCHAM, Shri Sharad Jaipuria, PHD Chammer of Commerce and Industry, Shri M. Rafeeq Ahmed, FIEO, Mr.s. Kiran Mazumdar Shaw, BIOCON Ltd., Shri Shashi Ruia, ESSAR Group, Shri Sunil Bharti Mittal, Bharti Enterprises Ltd., Shri S.N. Subrahmanyan, L&T, Shri Badish Jindal, Federation of Association of Small Scale Industries of India, Shri Tulsi R. Tanti, Suzlon Energy Ltd., Shri B.P. Rao, CMD, BHEL, Shri Venugopal N. Dhoot, Videocon Group of Companies, Shri Vipul Shah, Gems & Jewellery EPC, Shri R. Chandrashekhar, NASSCOM, Shri P.K. Shah, EEPC, Shri P.C. Nambiar, Export Promotion Council for EOUs & SEZ, Shri J. Vadivelu, South Indian Chamber of Commerce & Industry, Shri Sanjiv Mehta, Hindustan Unilever Ltd. and Shri A. Shaktivel, Tripur Exporters Association among others. 

UNION FINANCE MINISTER HOLDS PRE-BUDGET CONSULTATION MEETING WITH THE REPRESENTATIVES OF TRADE UNION GROUPS; SKILL DEVELOPMENT TO BE GIVEN PRIORITY FOR GENERATING EMPLOYMENT OPPURTUNITIES

The Union Finance Minister Shri Arun Jaitley said that skill development would be given priority so that more and more trained workers join the Indian economy. He said that the Government will give due consideration to the Ten Point Joint Charter of Demands given by the Central Trade Unions while formulating the budgetary proposals. The Finance Minister was speaking here today while interacting with the representatives of the Central Trade Unions as part of his Pre-Budget Consultation meetings. Along with the Finance Minister, the meeting was attended by Ms. Nirmala Sitharaman, Minister of State for Finance and Corporate Affairs, Shri Ratan P. Watal, Expenditure Secretary, Shri Rajiv Takru, Revenue Secretary, Smt. Gauri Kumar, Secretary, Ministry of Labour and Employment and senior officers of the Ministry of Finance among others. The participating Central Trade Unions gave a joint memorandum to the Finance Minister for his consideration and positive response. Some of the specific proposals contained therein are given below:

Take effective measures to arrest the spiraling price rise and to contain inflation; Ban speculative forward trading in commodities; universalize and strengthen the Public Distribution System(PDS); ensure proper check on hoarding; rationalize, with a view to reduce the burden on people, the tax/duty/cess on petroleum products. 

Massive investment in the infrastructure in order to stimulate the economy for job creation. Public Sector should take the leading role in this regard. The plan and non-plan expenditure should be increased in the budget to stimulate jobs creation and guarantee consistent income to people. Minimum wage linked to Consumer Price Index (CPI) must be guaranteed to all workers, taking into consideration the recommendations of the 15th Indian Labour Conference. It should not be less than Rs. 15,000/- p.m. 

 FDI should not be allowed in crucial sectors like defence production, telecommunications, railways, financial sector, retail trade, education, health and media. 

The Public Sector Units (PSUs) played a crucial role during the year of severe contraction of private capital investment immediately following the outbreak of global financial crisis. PSUs should be strengthened and expanded. Disinvestment of shares of profit making public sector units should be stopped forthwith. Budgetary support should be given for revival of potentially viable sick CPSUs.

In view of huge job losses and mounting unemployment problem, the ban on recruitment in Government departments, PSUs and autonomous institutions (including recent Finance Ministry’s instruction to abolish those posts not filled for one year) should be lifted as recommended by 43rd Session of Indian Labour Conference. Condition of surrender of posts in government departments and PSUs should be scrapped and new posts be created keeping in view the new work and increased workload. 

Proper allocation of funds be made for interim relief and 7th Pay Commission. „h The scope of MGNREGA be extended to agriculture operations and employment for minimum period of 200 days with guaranteed statutory wage be provided, as unanimously recommended by 43rd Session of Indian Labour Conference. „h The massive workforce engaged in ICDS, Mid Day Meal Scheme, Vidya volunteers, guest teachers, Siksha Mitra, the workers engaged in the Accredited Social Health Activities (ASHA) and other schemes be regularized. No to privatization of centrally funded schemes. Universalization of ICDS be done as per Supreme Court directions by making adequate budgetary allocations. „h Steps be taken for removal of all restrictive provisions based on poverty line in respect of eligibility coverage of the schemes under the Unorganized Workers Social Security Act 2008 and allocation of adequate resources for the National Fund for Unorganised Workers to provide for social security to all unorganised workers including the contract/casual and migrant workers in line with the recommendations of the Parliamentary Standing Committee on Labour and also the 43rd Session of Indian Labour Conference. The word BPL redefined and redistributed at the earliest. „h Remunerative prices should be ensured for agricultural produce and Government investment, public investment in agriculture sector must be substantially augmented as a proportion of GDP and total budgetary expenditure. It should also be ensured that benefits of the increase reach the small, marginal and medium cultivators only. „h Budgetary provision should be made for providing essential services including housing, public transport, sanitation, water, schools, creche, health care etc, to workers in the new emerging industrial areas. Working women’s Hostels should be set-up where there is a concentration of women workers. „h Requisite budgetary support for addressing crisis in traditional sectors like jute, textiles, plantation, handloom, carpet and coir etc. „h Budgetary provision for elementary education should be increased, particularly in the context of the implementation of the .Right to Education. as this is the most effective tool to combat child labour. 

The system of computation of Consumer Price Index (CPI) should be reviewed as the present index is causing heavy financial loss to the workers. 

Income tax exemption ceiling for the salaried persons should be raised to Rs. 5.00 lakh per annum and fringe benefits like housing, medical and educational facilities and running allowances should be exempted from income tax net in totality. „h Threshold limit of 20 employees in EPF Scheme be brought down to 10 as recommended by CBT-EPF. Pension benefits under the EPS unilaterally withdrawn by the Government should be restored. Government and employers contribution be increased to allow sustainability of Employees Pension Scheme and for provision of minimum pension of Rs. 3000/- p.m. „h New Pension Scheme be withdrawn and newly recruited employees of Central And State Governments on or after 1.1.2004 be covered under Old Pension Scheme;

Demand for Dearness Allowance merger by Central Government and PSU employees be accepted and adequate allocation of fund for this be made in the budget. 

All interests and social security of the domestic workers to be statutorily protected on the lines of ILO Convention on domestic workers. 

The Cess management of the construction workers is the responsibility of the Finance Ministry under the Act and the several irregularities found in collection of cess be rectified as well as their proper utilization must be ensured.

In regard to resource mobilization, the Trade Unions have emphasized on the following:

A progressive taxation system should be put in place to ensure taxing the rich and the affluent sections who have the capacity to pay at a higher degree. The corporate service sector, traders, wholesale business, private hospitals and institutions etc should be brought under broader and higher tax net. Increase taxes on luxury goods and reduce indirect taxes on essential commodities.

Concrete steps must be taken to recover huge accumulated unpaid tax arrears which has already crossed more than Rs. 5.00 lakh Cr. on direct and corporate tax account alone, and has been increasing at a geometric proportion. Such huge tax evasion over and above the liberal tax concessions already given in the last two budgets should not be allowed to continue. 

We welcome the constitution of SIT for black money and urge for speedy action. 

Effective measures should be taken to unearth huge accumulation of black money in the economy including the huge unaccounted money in tax heavens abroad and within the country. Provisions be made to bring back the illicit flows from India which are at present more than twice the current external debt of US $ 230 billion. This money should be directed towards providing social security. 

Concrete measures be expedited for recovering the NPAs of the banking system from the willfully defaulting corporate and business houses. By making provision in Banking Regulations Act, CMDs and executives to be made accountable for creation of NPAs. 

Tax on long term capital gains to be introduced, so also higher taxes on the security transactions to be levied. 

The rate of wealth tax, corporate tax, gift tax etc to be expanded and enhanced. 

ITES, outsourcing sector, educational institutions and health services etc run on commercial basis should be brought under the Service Tax net. 

Small saving instruments under postal and other agencies be encouraged by incentivizing commission agents of these scheme.

Other suggestions include holding of post budget consultations with the representatives of Central Trade Unions, need for directional change in policies such as stopping of mindless deregulation, encourage entrepreneurship to tackle problem of unemployment, more spending on education and skill development, removal of ceiling on gratuity, bonus and pension etc of workers and following the principle of ¡§Same work, same wages¡¨ among others.

Representatives of different Central Trade Union groups who participated in today’s meeting included Shri B.N. Rai, Bhartiya Mazdoor Sangh (BMS), Shri Chandra Prakash Singh, Indian National Trade Union Congress (INTUC), Shri Shanta Kumar, INTUC, Ms Amarjeet Kaur, Indian National Trade Union Congress (INTUC), Shri D.L. Sachdeva, Indian National Trade Union Congress (INTUC), Shri Sharad Rao, Hind Mazdoor Sabha (HMS), Shri Harbhajan Singh Sidhu, Hind Mazdoor Sabha (HMS), Shri Swadesh Devroye, Centre of Indian Trade Unions (CITU), Shri Tapan Sen, MP (RS), Centre of Indian Trade Unions (CITU), Shri Dilip Bhattacharya, All India United Trade Union Centre (AIUTUC), Shri Sankar Saha, All India United Trade Union Centre (AIUTUC), Shri Sheo Prasad Tiwari, Trade Union Coordination Centre (TUCC), Shri V.Suburaman, Labour Progressive Federation (LPF), Shri M. Shanmugum, LPF, Shri Prechandan, United Trade Union Congress (UTUC), Shri Abni Roy, United Trade Union Congress (UTUC) and Dr. Virat Jaiswal, National Front of Indian Trade Unions among others.

RBI HAS CHOSEN TO MAINTAIN A BALANCE BETWEEN GROWTH AND INFLATION WHILE KEEPING THE POLICY RATES UNCHANGED AND FOLLOWED A CALIBERATED APPROACH TO THAT EFFECT: FM

Following is the text of the Statement of the Union Finance Minister Shri Arun Jaitley with regard to RBI Policy announced today: “The Reserve Bank of India (RBI) has reduced the SLR by 50 basic points while maintaining the repo rate as unchanged. It is a priority for the Government to maintain a balance between growth and inflation. The Government is also concerned with restarting the investment cycle and moving towards higher growth and employment generation. We would like to address the problem of inflation through supply side measures particularly in relation to food inflation. Fiscal consolidation is a priority for the Government. The RBI has also chosen to maintain a balance between growth and inflation while keeping the policy rates unchanged. It has allowed banks to lend more to the private sector since they will be required to subscribe less to government securities than earlier. It has followed a caliberated approach aimed in the direction of balancing between growth and inflation.”

WORLD BANK THIS WEEK

China’s Growth Moderates with Continued Economic Transformation
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BEIJING, June 6, 2014 - China’s growth will moderate over the medium term as the economy continues to rebalance gradually. Growth is expected to slow to 7.6 percent in 2014, and 7.5 percent in 2015, from 7.7 percent in 2013, according to the World Bank’s China Economic Update released today.

“The rebalancing will be uneven reflecting tensions between structural trends and near term demand management measures,” says Chorching Goh, Lead Economist for China.
China's economic growth is gradually slowing as the structural transformation of the economy continues. Listen to the World Bank's Lead Economist for China, Mongolia and Korea updating on China's economy.

The slowdown in the first quarter reflected a combination of dissipating effects of earlier measures to support growth, a weak external environment, and tighter credit, especially for real estate. However, economic activity, including industrial production, has shown signs of a pick-up in recent weeks. The recent acceleration, which is likely to continue into the next two quarters, reflects robust consumption, a recovery of external demand, and new growth supporting measures, including infrastructure investments and tax incentives for small and medium-sized enterprises. The China Economic Update, a regular assessment of China’s economy, identifies several risks to this gradual adjustment. First, a disorderly deleveraging of local government debt could trigger a sharp slowdown in investment growth. Second, an abrupt change in the cost of, or access to, capital for such sectors as real estate could significantly reduce economic activity. Finally, the recovery in exports may not materialize if growth in advanced countries weakens. The Update notes that the policy responses to these medium-term risks should center on fiscal and financial sector reforms, which were part of the government’s reform agenda outlined in November 2013. These include effectively managing and supervising rapid credit growth, especially in the shadow banking system, and gradually reducing the local government debt that has been accumulated through off-budget and quasi-fiscal activities.

“The proposed reform measures are structural in nature,” observes Karlis Smits, Senior Economist and main author of the Update. “In the medium term, these policy measures will improve the quality of China’s growth – making it more balanced, inclusive and sustainable and lay the foundation for sound economic development.”

While these reforms may reduce growth in the short run, policies that promote competition, lower entry barriers to protected sectors and reduce administrative burden on businesses will help dampen the impact, and create a more market-oriented economy.

Speech by World Bank MD and COO Sri Mulyani Indrawati on Policy Challenges for the Financial Sector: Global Financial Sector Reform, Five Years On

World Bank Managing Director and Chief Operating Officer Sri Mulyani Indrawati

Thank you very much. It’s a great pleasure to be with you here today.

I’d like to thank the IMF, the US Federal Reserve, and my colleagues at the World Bank for organizing this important event. This conference is debating issues that remain vital, seven years after we suffered the first impact of the global financial crisis and five years after we slowly started to emerge from it.

As you all well know, the G-20 responded to the financial crisis with a broad set of reform proposals. These include measures to strengthen capital and liquidity; policies to deal with the “Too-Big-To-Fail” problem; reforms for Over-the-Counter derivatives; and the expansion and redefinition of the regulatory perimeter. But the lingering question is: Is the drive for global financial reform addressing the disease? Or have we been dealing merely with the symptoms of systemic financial weakness? We must ask these questions while we shape the reform agenda - to be better equipped for future financial crises. So let’s remember what the actual disease was: By now, we know the many fault lines that the last crisis exposed. Let me mention several of them: To start with, there was an inadequate quantity and quality of capital held by financial institutions. Leverage was high and the system quickly became illiquid. This made financial institutions vulnerable to losses as well as to shocks in interbank and other wholesale funding markets. On the other side, regulators and supervisors lacked the capacity and the resources to assess the complex internal models of the very same companies they were supposed to oversee. The “Too-Big-To-Fail” problem not only exposed our inability to unwind large and complex banks and insurance companies. It created a moral hazard that still haunts us today. And serious deficiencies in corporate governance standards and practices became evident when excessive risk-taking not only became the norm, but was rewarded and envied for its short-term successes.       

So if we know what’s wrong, why is the cure so complicated?

Instability is part of our dynamic globalized economy. We know that banking and capital market crises tend to recur periodically – and we know that they disregard borders, despite policymakers’ best efforts to anticipate, prevent and contain them. So we’d better have safeguards in place to dampen the severity and contain the fallout. National and international regulations should address systemic weaknesses, to be better prepared for the next crisis. But as you know, this is easier said than done. While true, this line of thinking ignores the political and economic realities that create policy dilemmas and roadblocks when trying to do what is right. Let’s not forget the realities of the policymaker, who has to juggle competing demands in the midst of a crisis – and after. As the finance minister of Indonesia, I experienced the perfect storm. 10,000 miles from the epicentre of the crisis in the US, my currency was devaluating and our banking system became vulnerable. Combine this with conflicting domestic political priorities, and you are left with limited options and tough trade-offs between taking short-term measures and fixing long-term problems.

Keeping these realities in mind, I would like to highlight three critical points.

First, we should review today’s policy environment and how it imposes additional constraints on the implementation of global financial reforms. Second, we should consider the unintended consequences for emerging markets and developing economies. Third and finally,  I’ll like to highlight the role that the World Bank and others can play in helping developing countries to be better prepared. The post-crisis economic environment is looking good. After a bumpy start, the US, Europe and Japan are growing simultaneously for the first time in more than 5 years.

But they are not growing at the same pace.

While US growth looks reasonably strong, the global economic momentum is slow and overshadowed by uncertainties in parts of Europe. China’s slowdown poses additional challenges to emerging markets, particularly commodity exporters. Several economies remain vulnerable to a sudden change in global financial conditions. Countries with large current account deficits, high levels of short-term debt, or significant foreign currency exposures could be at risk. Particularly if financial markets freeze up or if uncertainty builds up over the timing and magnitude of changes in high-income countries’ monetary policy. Adding to this are the political, ideological, and philosophical differences amongst all of us about the scope, implementation, and impact of financial reforms. There are some lingering questions and uncertainties. And the answers really depend on who you ask:

What activities and aspects of the financial sector should be regulated and how much regulation is desirable?

This is a divisive question. As you know, some have argued that the proposed regulations are too light; others say they are excessive and could hamper innovation and fragile growth. My friend and colleague Christine Lagarde feels that bank reforms lack in depth and speed because of too many competing interests.

Will all financial institutions be treated equally or will the large ones continue to enjoy political protection?

This “Too-Big-To-Fail” policy dilemma remains a problem. As a policy maker you want to regulate these institutions, but your options are limited not only in terms of scope, but also in terms of political and economic realities.

Will the implementation of regulatory reform put my economy at a comparative disadvantage?

Win-win outcomes can only be achieved through coordinated implementation. But what if there are short-term gains for my economy for not playing ball. And why move first and farther than the others? These challenges and uncertainties diminish the appetite for deep change, regardless of how fresh the memory of the crisis still is. We all know that regulation is so much easier when growth is strong. It is good news that leaders are now confident that a framework for bank regulation is within reach. In fact, most expect the Financial Stability Board of the G-20 to conclude this framework at their meeting in November. There will surely be trade-offs in the short term – for example, between financial sector development and financial stability. But I am confident that building a more resilient financial system today is critical for financial intermediation and economic growth tomorrow.

International regulatory response to the global financial crisis

Nevertheless, we need to pay attention to the impact of international reform measures for emerging and developing countries, and we need to be alert about potential unintended consequences. Higher capital requirements for banks may lead to limited availability of cross-border funding, as large foreign banks are required to hold more capital.   Additional capital charges on systemically important institutions may lead to changes in bank business models that could increase the cost of capital. The new liquidity requirements - for instance, the net stable funding ratio - could lead to limited availability of long-term financing by forcing banks to match the maturities of assets and liabilities. This is likely to have a significant impact on infrastructure financing. Should this happen, the World Bank and other providers of long-term finance could play a greater role. As we all know, implementation has just started. It will take some time to fully understand the actual impact of the reforms. Meanwhile, I welcome the ongoing efforts by the Financial Stability Board in collaboration with the IMF and the World Bank to monitor the impact of the reforms on our client countries.

The way forward

Implementing the financial reform agenda is clearly the central challenge ahead of us, as we seek to ease the impact of any future financial crisis. The following priorities are among the most critical elements of implementation as we move forward: Consistent progress across countries and jurisdictions remains relevant, for instance by making risk weights – which are used to calculate capital - credible and comparable.

We will also need to help developing economies align their supervisory and regulatory reforms to new standards. This is an area, where I feel confident the World Bank is playing and will continue to play an especially active and constructive role. Last February, for example, we began working with Turkish authorities to help them strengthen their resolution frameworks by aligning current practices with recently agreed international standards. We are also supporting Central Asian countries in their efforts to align their regulatory standards with Basel principles.

Moreover, we will need to enhance policy coordination through such steps as data sharing and vigilant monitoring. This way we hope to mitigate any unintended consequences on emerging markets.

So let me get back to my opening question.

Are we treating symptoms or the root causes of the next possible crisis?

As you may guess from the points I made: It depends.

In my view, we have made clear progress. For example, banks with more capital and liquidity should now be more resilient to shocks. And more effective resolution frameworks for large financial, which apparently are on the table of the G-20 regulators, should help dampen and not amplify the effect of their failure on the financial system. But I also believe that more needs to be done. We need to ensure that once implemented, the reforms change the incentives and the underlying bank business models that were at the core of the crisis. We also need to ensure coordination between home and host jurisdictions for effective resolution of large financial institutions.  By taking forthright action – and by promoting a spirit of caution and candour among all market participants – we can soften the impact and mitigate the effects of any future financial crisis that awaits us. Occasional shocks to the system may be inevitable in a globalized financial system. But by promoting robust and resilient markets – overseen by strong and steady regulation – we can responsibly ease the eventual impact of any future economic blow.

Today’s panel will discuss in detail some of the topics that I’ve touched upon in these remarks. With that, I will end here and open the floor for questions and comments.

Ministers Share Experience on Leadership for Delivery

Rwanda’s lush mountains and volcanic soil make the quality of its tea leaves exceptional. Tea is one of the country’s top exports and a priority of multiple government ministries working together to support these exports. The effort requires considerable coordination to clarify responsibilities, sequence actions and align them with the government’s budget. In an effort to ensure everything happens as planned, all these promised actions are part of performance contracts between the various ministers and the president of Rwanda. Each quarter, the president reviews progress on government program delivery with the Cabinet and together they decide how to course correct if things go wrong. “There are so many things to do. We have no choice but to deliver,” said Rwanda Minister of Finance and Economic Planning Claver Gatete. Like Rwanda, many countries are starting to focus on ensuring policies translate into actual delivery of programs and services to citizens and the poor. But that is easier said than done, they acknowledged.

“In the government, there is one thing to make policy; another thing to deliver and reach results,” said Nigeria Minister of National Planning Bashir Yuguda. Minister Mahammed Dionne, who leads the president’s delivery unit in Senegal, agreed. “We often have good meetings and great ideas. But how to move from vision to actions on the ground that can benefit our people is a real challenge.” These insights were part of conversations with eight ministers from six countries — Benin, Ghana, Mali, Nigeria, Rwanda, and Senegal — who shared experiences in public service delivery at a peer learning session in Abuja, Nigeria. The discussion was organized under the framework of the Global Network of Delivery Leaders on the sidelines of the World Economic Forum Africa Meeting, May 7-9. The World Bank Group facilitated the exchange in partnership with the World Economic Forum. 
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We often have good meetings and great ideas. But how to move from vision to actions on the ground that can benefit our people is a real challenge. [image: image10.png]



Mahammed Dionne: Minister reporting to the President in charge of monitoring the Senegal Emerging Plan Ministers said they recognized it is important for political leaders with finite periods in office to deliver on their commitments to citizens. Exercising political leadership in ensuring delivery is critical, they said. In Rwanda, “the president’s message to ministers is very clear — I do not need good statements. Just deliver. Results will show,” said Gatete. Clear accountability was enforced through the performance contracts and cabinet reviews, he said. Yuguda said Nigeria has also set up a performance management system based on key performance indicators developed by the president and the ministers. The National Planning Commission monitors the implementation and presents ministers’ performance scorecards to the president. Some countries have established delivery units at the centre of their government. Senegal’s delivery initiative is linked to the “Emerging Senegal Plan,” which covers 27 projects and 17 major reforms ranging from doing business to land management and energy.  The Delivery Unit prioritized these to a more focused delivery program of five projects and three reforms, and progress on this subset of priorities is closely monitored and reported to the president at the weekly cabinet meeting.
Prioritization is also a difficult task for Ghana. “There were 265 priorities,” said Dr. Sulley Gariba, senior policy advisor to the president. “The question for us was how to narrow them down.” The Ghana president’s delivery unit divided the priorities into two bundles. The “systemic and sector-specific deliverables” are to be led by ministers, and a small set of “catalytic deliverables” are championed by the president. The latter includes managing public wage bills, which requires presidential leadership to galvanize broad support and collective actions. But the presence of a delivery unit is not the only way to drive delivery and demonstrate leadership commitment, said participants in the peer learning session. Citizen feedback is widely used in many countries. In fact, the wide use of social media and technology has further amplified the pressure for political leaders and governments to deliver. In Rwanda, it is not just the focus from above, but also the pressure from the people that matters, according to Gatete. “Through National Dialogue and National Retreat, citizen representatives from all walks of the life can ask questions about progress on government services delivery. … This public exposure and citizen perceptions can be more daunting than pressure from the top, and the combination of the two contributes to a delivery culture,” said Gatete.

In Nigeria, the presentation of performance scorecards by ministers to the president is sometimes covered by live broadcast on TV.

Ministers said they found this kind of peer-to-peer learning and exchange on the issue of delivery useful. Marcel Souza, Benin’s minister of development and economy, pointed to the need for a more aggressive program for Benin to tackle its poverty challenge, and expressed a strong interest in learning from his peers. Ghana Minister of Finance Seth Terkper said that ministers should be trained on leadership for delivery and results focus. “The World Bank Group will continue to support the Global Network of Delivery Leaders, at both heads of state and ministerial levels, to share experience and learning about delivery to inspire and improve actions on the ground,” said the Bank Group’s Sanjay Pradhan, vice president for leadership, learning and innovation. Pradhan moderated the conversation and said he was inspired by the efforts in different countries, and the emerging community of countries and leaders committed to delivery. “The World Economic Forum is glad to be a partner in convening this important discussion on ensuring well-designed policies are implemented effectively,” said Espen  Eide, a managing director of the World Economic Forum and a former minister in the Norwegian government. “The Forum’s network, including the relevant experience from the private sector, can contribute effectively to the dialogue.” Facilitated by the World Bank Group, the Global Network of Delivery Leaders is a peer-to-peer platform for shared learning and experience exchange among like-minded political leaders on exercising effective leadership for delivery. The network was formed in September 2013 by six heads of state from Albania, Ethiopia, Ghana, Haiti, Malawi, and Senegal. 

IMF THIS WEEK

Lagarde Calls for Greater Focus on Empowerment

More must be done to empower people to achieve their potential, IMF Managing Director Christine Lagarde said in delivering the 2014 Amartya Sen Lecture in London. She pointed out in the June 6 address at the London School of Economics that people will have greater chances of flourishing if more is done to empower individuals, national institutions, and the multilateral framework. “Fundamentally, there are no shortcuts to a vibrant economy—it must be built up from the bottom up, from the empowerment of every single individual,” Lagarde stated. “We must do whatever we can to help people help themselves, to let people lift themselves up—through enabling policies, enabling institutions, and enabling modes of international cooperation.”

Income, gender disparities
Of the many obstacles to individual empowerment, those based on income and gender disparities are among the most pressing, Lagarde noted.  She cautioned that excessive income inequality can hinder individual empowerment because it is intimately connected to opportunity.  “In more unequal societies, too many people lack the basic tools to get ahead—decent nutrition, healthcare, education, skills, and finance,” often creating a vicious cycle whereby economic insecurity discourages people from investing in their own skills, noted Lagarde. Societies with high levels of inequality also see lower levels of contentment and less mobility across generations.

‘Win-win’ policies
As a result, “policies to tame excessive income inequality are win-win” and “can spur empowerment and economic advancement.” Similarly, the fact that women earn only three-quarters as much as men and account for 70 percent of the billion people living on less than a dollar a day “is a matter of justice but also a matter of basic economics,” observed Lagarde.  Increasing women’s independence and empowerment means focusing on education, ownership rights, and employment opportunities outside the home. Lagarde also noted that “eliminating gender gaps in labor force participation can lead to big jumps in income per capita.” She referred to the IMF’s recent recommendations to boost female employment in Korea and Japan—“where women are still not visible enough.”

Stronger institutions
Given that a person striving to reach their potential has to navigate through a range of institutions, institutions play an important role in empowering people, Lagarde stated. She noted that the IMF is working with governments to design, build, and strengthen their institutions.  Capacity building aims to fulfill the IMF’s mandate to promote global economic and financial stability, and accounts for a quarter of its budget. Since 2008, the IMF has provided training to all 188 member countries, and technical assistance to 90 percent of them.  Lagarde cited several examples where the IMF has worked with country authorities to strengthen and empower their institutions, including:

• In Myanmar, the IMF helped to set up an independent central bank, remove exchange restrictions, and establish a fully functioning foreign exchange market;

• In Cambodia, the IMF helped to put in place a legal framework to restore trust in the financial system; 

• In Peru, the IMF is helping to strengthen tax administration and the management of public finances so that more can be spent on vital social programs;

• In the Middle East and North Africa region, the IMF is assisting with tax policy and administration, financial sector reform, monetary policy, capital markets, and statistics; and

• In countries like Kenya, Mozambique, and Tanzania, the IMF is providing assistance to put in place strong fiscal regimes to manage resource revenues.

Empowerment in the wider world
Lagarde went on to note that “empowerment today depends not just on what is happening in your own country, but what is happening in the wider world.” Today’s global challenges are so complex and far-reaching that they cannot be solved through provincial mindsets but require a “reinvigorated sense of multilateralism.”  This involves making the IMF, which has been a global convener of international cooperation for 70 years, fully representative of the current global economic reality. It also necessitates a “new multilateralism” that engages “not only with the emerging powers across the globe, but also with the expanding networks and coalitions that are now deeply embedded in the fabric of the global economy.” One important pillar of this effort is to develop a global civil society that “provides space for all voices, takes a broad global perspective, and adopts a genuine long-term vision.” “With such a framework,” Lagarde concluded, “the international community can unblock obstacles and unlock opportunities: providing the space for all to flourish—and to be empowered.”

Concern for marginalized
Lagarde interspersed her remarks with several tributes to Nobel Economics laureate Amartya Sen for a lifetime of work that has “combined deep theoretical rigor with heartfelt concern for the poor and the marginalized.” Sen “has always understood that the concerns of economics are closely related to the concerns of justice and fairness.” She also praised Sen for drawing attention to the issue of “missing women”—women who would be alive today had they not been neglected—and saw the issue as “one of the greatest moral causes of our time.”
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Financial regulation, complexity and innovation

Speech by Mr. Jaime Caruana, General Manager of the Bank for International Settlements, prepared for the Promontory Annual Lecture, London, 4 June 2014 

Abstract 

A lot has been achieved since the financial crisis in the area of banking regulation and supervision. Further important initiatives are under way, and the focus has rightly shifted to implementation. But in a highly dynamic world, imperfect knowledge leaves regulatory design permanently in catch-up mode. As the system evolves and new kinds of risks emerge, especially outside the banking system, we need to employ a multidisciplinary, proactive approach, involving a combination of thicker buffers, suitable incentives and more intrusive supervision. Such an approach can help us in addressing new risks, such as in shadow banking and capital markets. 

 Speech 

Thank you for your kind invitation. I am especially honoured to have been asked to contribute to a series of lectures in memory of Tommaso Padoa-Schioppa.  Tommaso was ever alert to the constant evolution of the economy and the financial system, and the need always to adapt policy to address new challenges. In the international sphere, he rejected the "own house in order" doctrine, which asserts that, if each national policy player keeps its house in order, then there is no need for additional policy cooperation. In particular, he identified an especially strong need for coordinated international action in the areas of monetary policy, payment system oversight and banking supervision - and he himself made essential contributions to the progress of international initiatives in all of these areas. The establishment of the euro, the ECB and the TARGET system represents the realisation of Tommaso's vision at the European level.  Tommaso had great foresight. He anticipated issues that would confront policy in the future, well before anyone else was aware of them or had given them much attention. And he would be right. For example, in 1999 he argued - correctly - that monetary union in Europe was not consistent with a geographically decentralised supervisory framework. European authorities have finally recognised the logic of this position with the establishment of the European banking union and the single supervisory mechanism.  Today I'd like to review some of the regulatory challenges being addressed at the international level. But I also want to take a step back and ask, in the spirit of Tommaso, whether and how we can devise approaches to regulatory policy that can help us stay on top of the continual changes in the financial system, instead of merely reacting to them. To that end, we need to constantly reflect about the evolving nature of systemic risk and a multidisciplinary approach to contain it. 

Completing the agenda 

A lot has been achieved since the crisis. Conceptually, regulation has incorporated a systemic perspective. At the international level, agreement has been reached on many issues, and a good part of the regulatory agenda is in the process of being implemented. I don't need to go through the details for this group, but I would emphasise the increase in the quantity and quality capital held against risk-weighted assets, the leverage ratio as a backstop to the risk-weighted measure, the liquidity standard based on the liquidity coverage ratio (LCR) and net stable funding ratio (NSFR), and efforts to promote the shift of a substantial portion of derivatives clearing to central counterparties.  Speaking more broadly, there is a collective understanding that in a globalised world regulation is more effective if the core is based on internationally agreed standards. This crucial achievement is often underestimated. We know well that in a crisis the temptation to go your own way is high, but the costs and risks of moving backwards in financial integration would be enormous.  While we've gone quite a way down the post-crisis "to-do" list, there are still a number of key items that need to be finalised.  One area is bank resolution. We have addressed one aspect of the "too big to fail" problem by establishing higher capital standards and more intensive supervision for the largest internationally active banks. But we also need to put in place mechanisms to resolve these institutions in an orderly way, to reduce the potential systemic disruption their failure could cause. There is also work to ensure that banks maintain an adequate buffer, the so-called gone-concern loss-absorbing capacity, or GLAC, that would take losses in the event of insolvency. This is a long-term project, which requires among other things enhancements to regulatory rules, legal frameworks, cooperation agreements among supervisors, and quite a bit of advance planning. 

We are also working to strengthen standards for insurance regulation. The crisis showed that, while insurance is generally a pretty stable business, risks can lurk there undetected and suddenly emerge in a way that threatens financial stability. Just think of AIG, or the monolines. The International Association of Insurance Supervisors (IAIS), working with the Financial Stability Board (FSB), has started publishing lists of globally systemic insurers and measures to strengthen their loss absorbency and supervision. They are also working to enhance capital and supervisory standards for the insurance industry more broadly.  As we work our way down this agenda, the spotlight is shifting to assessing implementation and monitoring the intended and unintended consequences.  Implementation is key - both in letter and in spirit. Tommaso understood this and indeed, in his Per Jacobsson Lecture at the BIS in 2010, went so far as to say that "Stronger enforcement of the existing [pre-crisis] rules would have sufficed" to prevent the crisis. The Basel Committee has now turned a substantial part of its attention and resources to reviewing implementation of Basel III. They have not been shy about pointing out areas in which members, even the largest ones, fall short of the framework. 

How should regulation deal with complexity and innovation? 

All these initiatives are necessary for reducing risk in the system. But now it may be time to step back and ask: will this ever be enough? We all face a fundamental challenge. In a highly dynamic world, imperfect knowledge leaves regulatory design permanently in catch-up mode. Two problems loom large. 

First, we need to be humble about pretending that we (official and private sector) fully comprehend the risks we face, particularly tail risks. We need to understand the limits of our knowledge and the limitations of our models, no matter how sophisticated they are. The financial system has become more complex, more globalised and more intertwined with the real economy. Improving risk management systems is very important, but even with state-of-the-art systems some risks can't be measured and internalised. As in any complex system, the behaviour of the whole financial system is dependent not only on the parts but also on the linkages. Dynamics can easily become non-linear; small causes can produce large effects. We know that relying on banks' own risk management systems is not enough: they will never fully manage the individual banks' tail risk (because of "too big to fail" and limited liability) and they will never incorporate the impact of the banks' actions on the stability of the system. This is why getting initial conditions right is more important than trying to manage dynamics later. Good risk management for a bank is not just about complex models. It is also about creating the right risk culture and incentives, it is about appropriate governance and oversight, and it is about understanding the limitations of models. 

Second, we need to be humble about the rules we put in place. Financial markets are constantly innovating, and institutions are constantly adapting to the new rules. Simple rules may seem appealing, but we should not be naïve: a good part of the complexity comes from this continuous adaptation once rules are implemented. Rules or procedures that look appealing on paper often turn out to be less effective once put in place. It reminds me of Heisenberg's uncertainty principle, which states, oversimplifying somewhat, that when humans try to observe the motion of small particles they change the very behaviour of those particles. We could think of a regulatory uncertainty principle, which would state that as soon as a rule, simple or complex, becomes a binding financial regulation, it will cause changes in financial institutions' risk management that will make it less binding and less effective. 

What is to be done? 

These issues came up last September at a conference at the BIS, where we celebrated the 25th anniversary of the first Basel capital accord. Here are some of the approaches that were prominent in that discussion. 

One suggestion was that we establish thicker buffers. Along with calibrating capital ratios, liquidity standards and other buffers to the measurable risks that banks face, we should include an additional element that reflects the risks that banks and supervisors cannot measure. This is consistent with the importance of initial conditions. But we don't want to stifle all risk-taking or paralyse banks or markets. How much is enough? 

A second suggestion was to set suitable incentives and penalties for banks. For example, the rules around the capital conservation buffer specify that banks can only make use of it if they reduce or eliminate dividends, which they are loath to do. But can those outside an organisation ever get the incentives right for those inside it? 

A third suggestion was to adopt more proactive, intrusive supervision. Essentially, this would allow supervisors broad discretion to identify and counter potentially destabilising behaviour. But again, how can outsiders understand everything that a large, complex organisation is doing? 

All of these options have been elements of the post-crisis approach to regulation. But it's not clear whether we have made enough progress on any of them, or where we should focus our efforts going forward. 

I would suggest that there's no fail-safe answer. We should recognise that no approach will be perfect. We need a combination of these three options and we need to be alert to new risks that the existing framework may fail to capture. 

As a case study, consider how these approaches would be applied to one currently pressing issue: the diversity in risk weights from banks' internal models. Analyses by the private and official sectors have found that banks using internal models sometimes apply very different risk weights to essentially similar risks. This seems to result from a combination of banks' modelling choices, differences in data inputs (for example, the length of a time series used to calculate a model parameter), and supervisory choices. 

The Basel Committee is considering a number of possible responses. These include improvements in public disclosure, narrowing the range of modelling choices, and further harmonising supervisory practices with respect to model approvals. Improved disclosure works on incentives, to the extent that it gives investors and credit analysts the ammunition they need to ask questions - possibly awkward questions - about how well a bank's management measures risks. Narrowing modelling choices and harmonising supervisory approvals empower supervisors to influence how banks measure and manage risks. And finally, there has been some discussion of relying relatively more on the leverage ratio than the risk-weighted ratio as a supervisory tool. This would be an example of our first option, strengthening buffers in the system to compensate for the shortcomings of more targeted attempts to mitigate risks. 

None of these really ensure that we will achieve the objectives of the risk-weighted capital ratio, namely a buffer that reflects risks and safeguards the system without stifling risk-taking. But employing many or all of these responses could help us get closer to this objective. Most importantly, a proper private sector risk culture that adapts to the spirit of the regulation, namely the need to have large enough buffers proportionate to risk, could mitigate these problems and reduce the need to change the regulation. 

Are we focusing too much on banks? 

A related concern is that, even as we work to shore up banks, risks may be growing elsewhere in the financial system. 

One area that we're watching closely is shadow banking. Definitions vary, but the broad concept adopted by the FSB - bank-like intermediation outside the traditional, regulated banking system - serves as a good starting point. The figures compiled by the FSB suggest that, after shrinking for a few years after the crisis, financial assets outside the banking, insurance and pension sectors have started growing again. This points to a shadow banking revival.  Shadow banking should not be regarded as a pejorative term. Nor is the sector's growth necessarily worrisome: there are some things that banks aren't equipped to do, and that we don't want them to do, which could be more efficiently and safely performed by other entities. But we do want to keep an eye on the risks. This is an area where innovation happens especially quickly, so we should make use of all of the approaches discussed above - incentives, buffers and supervisory judgment. We'll never come up with the silver bullet, because shadow banking covers a large, diverse and ever-changing set of activities. But we can monitor activity closely, and focus our efforts on particular areas that may become a source of systemic risk. 

I will not go through all of the initiatives, but I will highlight a few examples. A first initiative comprises efforts to set minimum haircuts for some securities lending transactions. The idea is to prevent procyclicality - the serious feedback loops that can threaten stability. In this case, the concern is that market stress leads to wider haircuts and declining collateral prices, which in turn leads to collateral calls, which forces sales of collateral, pushing prices down further. This goes in the category of strengthening buffers - large haircuts help us delay the point at which this feedback effect kicks in. A second initiative comprises efforts, mainly in the United States, to reduce the bank-run-like risks facing money market funds that promise a constant net asset value. A third set of initiatives goes back to banks, which tend to be deeply intertwined with shadow banking as providers of credit and liquidity, for example as warehouses for claims that are awaiting securitisation. Banking supervisors have worked to better capitalise securitisation exposures and to limit the credits that banks extend to investment funds. From these examples you can see that regulating shadow banking involves a range of regulatory disciplines: regulation of banks, markets, asset managers and so forth. 

In monitoring shadow banking we should pay special attention to the most common risks as revealed in the historical crisis record: excesses in leverage and in maturity/liquidity transformation. But again in the spirit of Tommaso's forward-looking way of thinking, we need to reflect about how the real-life counterparts to these concepts are evolving. Leverage is usually associated with financial institutions, companies or some financial instruments. It is important because it magnifies losses, amplifies responses and contributes to making market dynamics abrupt and non-linear. But similar amplification effects and non-linear behaviour can be observed in capital markets. They can originate in the behaviour of traditionally less leveraged institutions, such as asset management companies. This leveraged-like behaviour of unleveraged institutions deserves more attention, particularly against the backdrop of increasing stocks of debt - private and public - in the global economy, a progressive deterioration of credit quality and a compression of spreads. 

In this regard, we need to pay close attention more generally to the growth of intermediation through capital markets. Foreign and local currency bonds are a growing component of the capital that has flowed into emerging economies over the last few years. This is a positive development, contributing to the diversification in the sources of finance, but we're still learning about what this means for the stability of the financial system. It raises an important question: Is a market-driven boom more or less risky than a bank-driven boom? I will not venture a complete answer, but I will say that the risks are different and need to be understood. 

For one thing, market liquidity conditions take on greater prominence. If markets threaten to become illiquid, we can see a rush for the exits by bondholders, or an attempt to hedge risks in one market by shorting a related, more liquid market. The results are bouts of fire sales and contagion. These dynamics are accentuated to the extent that products offer investors the illusion of liquidity, which disappears in stressful conditions. Put differently, there can be runs on market instruments just as there are on banks. For example, many exchange-traded funds (ETFs) promise continuous, liquid exposure to markets and sectors that are themselves relatively illiquid. A sudden shift in buying or selling pressure for these funds could be disruptive to the underlying markets, and potentially to the dealers and asset managers that stand behind these funds. 

Secondly, asset managers become more important in the financial system. Usual practices and the incentives facing these managers can result in leverage-like amplification and non-linear effects to market dynamics. Examples of such mechanisms include: 

Aversion to coming last in short-term relative performance, which can exacerbate buying and selling pressures. 

The need to meet market benchmarks, which can lead to the concentration of exposures, higher correlations and herd behaviour - it is always better to be wrong in a crowd than to be wrong on your own. 

A larger share of intermediation in the economy might be driven by the search for yield. This is problematic to the extent that investors focus too much on central scenarios, and do not allow for a wider distribution of potential outcomes. When these unexpected outcomes occur, they lead to unusually sharp jumps in valuations. 

All of these examples of how market dynamics can amplify market stress conditions need to be better monitored and understood. 

Conclusion 

I am not trying to sound a note of despair about our ability to effectively regulate the financial system. Instead - and again, I think this would be in the spirit of Tommaso - I would emphasise the fact that we have accomplished a great deal. And we can accomplish more by continuing to take a multifaceted, proactive approach, making use of all channels of cooperation at the international level, factoring in the limits to our own knowledge and always being alert to the evolution of the system. 

What should guide this approach? Even as the system evolves and innovates, I think regulators should stay focused on a few core principles. For example, we need to put in place appropriate buffers to make sure that initial conditions provide room for manoeuvre. We need to monitor leverage, currency mismatches and maturity mismatches on the balance sheets of financial institutions. And we need to be open to understand how these risks mutate and widen. While each of these is essential to what the financial system does, excesses can be a source of fragility. Another key objective is to reduce the importance of any one institution for the stability and functioning of the system, so that none is too big to fail. Where entities perform critical functions, such as providers of financial infrastructure, this calls for especially close supervision and limits on risk-taking. 

Let me close by recalling another notable facet of Tommaso Padoa-Schioppa: he refused to be bound within any single discipline. As an economist, central banker, supervisor and finance minister, as someone whose expertise ran from payment systems to banking supervision to monetary policy, he understood how all these fields are interrelated. Strengthening policy in one area is often meaningless unless and until complementary work is done in related spheres. And progress in one policy area should make it easier for us to achieve our objectives in others. For instance, monetary policy can contribute by making sure that the price of leverage is adequate. So, despite the huge challenges involved, I am optimistic that our work on each of these different aspects of the reform agenda will, in aggregate, help us build a strong, stable financial system that also nurtures progress and innovation. 

A shadow policy rate to calibrate US monetary policy at the zero lower bound
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The recent global financial crisis, the Great Recession and the subsequent implementation of a variety of unconventional policy measures have raised the issue of how to correctly measure the stance of monetary policy when policy interest rates reach the zero lower bound (ZLB). In this paper, we propose a new "shadow policy rate" for the US economy, using a large set of data representing the various facets of the US Federal Reserve's policy stance. Changes in term premia at various maturities and asset purchases by the Fed are key drivers of this shadow rate. We document that our shadow policy rate tracks the effective federal funds rate very closely before the recent crisis. More importantly, it provides a reasonable gauge of US monetary policy stance when the ZLB becomes binding. This facilitates the assessment of the policy stance against familiar Taylor rule benchmarks. Finally, we show that in structural vector autoregressive (VAR) models, the shadow policy rate helps identify monetary policy shocks that better reflect the Federal Reserve's unconventional policy measures. 
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