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After a prolonged period of disheartening economic indices of inflation, exchange
rates, GDP and CAD (current account deficit), we could see the beginnings of a silver
lining within these dark clouds in the form of slight shrinkages in CAD and inflation. It
could be too pre-mature for us to decode this as early signs of revival but there is a
positive change that is good for us. The FY 12-13 results of almost all the major players
in the financial services industry has been encouragingly robust and to perform so well in
the middle of a slowdown is in itself a feather in the Industry's cap which highlights the
intrinsic strength of the fraternity to be able to do well even during turbulent times.

The fresh bank licensing framework looks more and more incompatible with the core
competencies of the NBFCs when one sees the guidelines. With the most likely names
withdrawing or wanting fo convert themselves as a bank with conditions clearly indicates
the lack of alignment with the prospects in framing the norms for issue of fresh licences.
FIDC will have to engage itself more intensely with the regulator in the coming days and
ensure that the norms laid don't strait jacket the banks from delivering efficiently to the
credit starved community which was the intent in the first place. We will need active
support from all of you in making our wish listimplementable and well thought out.

We had floods in Uttarkhand because the State was dragging its feet on decisions
regarding land and we had a near draught in Maharashtra because the state there was
delaying decision regarding water. Delays in implementing reforms in the financial
sector will have similar disastrous effects and from FIDC we will be pushing the entire
system to see that all the systemic changes initiated like the Usha Thorat Committee
report and bank licensing etc. are taken to their logical conclusion in good time and in a

manner which gives us as an industry and the community at large a win - win status.
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Committee’s Al Qaida Sanctions List
and Consolidated List RBI/2012-
13/482-DNBS (PD).CC. No
324/03.10.42/2012-13: May 2, 2013,

KYC Norms/AML Standards /
Combating Financing of Terrorism -
Unique Customer Identification Code
for NBFC Customers in India
RBI/2012-13/489- DNBS (PD).CC. No.
325/03.10.42/2012-13; May 03, 2013
Lending against Gold : RBI/2012-13/509
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RBI's Fraud Monitoring Cell to function from Bengaluru from
July 01, 2013 : RBI/2012-13/ 532 DNBS (PD) CC.No.329
/03.10.42/2012-13 June 13, 2013

Raising Money through Private Placement by NBFCs-
Debentures etc: RBI/2012-13/560; DNBD(PD) CC No. 330
/03.10.001/2012-13, June 27,2013.

Raising Money through Private Placement by NBFCs-Non-
Convertible Debentures (NCDs) -Clarification: RBI/2013-14/115
DNBS(PD)CC No.349/03.10.001/2013-14, July 02,2013

RBI tightens norms for NBFCs raising money via private
placement

Tightening norms, the RBI on 27 June said NBFCs raising money
through private placement of debt “The minimum subscription
amount for a single investor shall be Rs 25 lakh and in multiples of
Rs 10 lakh thereafter... Private placement by all NBFCs shall be
restricted to not more than 49 investors," it said in a notification.
There should be a minimum time-gap of at least six months between
two private placements and the NBFCs should not extend loans
against the security of its own debentures, it said,. NBFCs are
allowed to raise money by issuing capital/debt securities including
debentures by way of public issue or private placement. For public
issue of such securities, institutions and retail investors are allowed
to participate. [Economic Times/PTI, 27 June]

RBI puts on hold private debt placement rules for NBFCs
The RBI on July 2 said it would hold off implementing a notification
issued last week that mandated a minimum wait of six months
between two private placements from a non-bank financial firm
Instead, the RBI said a decision on “the appropriate minimum time
gap” would be taken by the central bank “in due course," after the
industry raised some concerns about the measures. The
clarification could allay the concerns of NBFCs, which rely heavily
on capital markets to fund their businesses but have attracted less
regulatory oversight than banks. The RBI said NBFCs would be
further given time until the end of September to put in place clear
plans forraising funds

The central bank added that its previous notification would not be
applicable for primary dealers, while defining private placements as
‘non-public” issuances of non-convertible debt by NBFCs, ciearing
doubls if last week's provisions would have applied to convertible
bonds

In another key clarification, the RBI said the earlier provisions would
not apply lo core investment companies, or special investment
vehicles that are created by some NBFC groups to raise funds on
behalf of the group. However, the RBI kept other provisions such as
the mandate that debt issues must be fully secured by underlying
assets, and that only up to 49 investors can buy into a private
placement. [Reuters/Deccan Herald, July 3]

RBI nod may be must for NBFCs takeover

The takeover of shell NBFCs will have to pass through a new and
high obstacle as the Reserve Bank of India moves to implement a
plan to empower itself to approve the acquisition and transfer of
licence of such companies to new buyers. The plan follows
allegations of misuse of licence by the acquirers and flipping of
licences by many defunct NBFCs. It may take as long as a year for
companies taking over to start operations, said a person familiar
with the regulator’s thinking. Now, it takes a month after intimating
RBI. Stricter due diligence for the takeover of finance companies
comes in the backdrop of the plan to issue new banking licences
where many finance companies could apply after & management
change. Though the RBI reserves the right to issue a banking
licence, it aims to avoid frivolous issues, said the person who did not
wantto be identified.

"New entrants may prefer to apply for a new licence from RBI over
buying a small NBFC at a premium since the due diligence and
process around a takeover case are likely to be similar to those in the
case of a new licence," said Shinjini Kumar, partner, PwC. [Economic
Times, April 11]

NBFCs finance for Purchase of Gold

RBI has directed the NBFCs on May 27 that “no advances should be
granted by NBFCs for purchase of gold in any form, including
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Dr Subba Rao,Governor, RBI released knowledge paper at the
7th International Banking and Finance Conference organised
by Indian Merchants' Chamber (IMC) on 5th June 2013.

primary gold, gold bullion, gold jewellery, gold coins, unils of gold
Exchange Traded Funds (ETF) and units of gold Mutual Funds”. It
may be recalled that the annual monetary policy statement made by
the RBI governor on May 13 said that RBI proposes lo Issue
guidelines to NBFCs in view of recommendalions in final Report of
the Working Group on Gold.
Core investment companies can now set up insurance
biz
The RBI has unveiled guidelines for core investment companies
(CICs) to set up a joint venture company for undertaking insurance
business with risk participation. CICs, which are in the nature of non-
banking finance companies (NBFCs), invest primarily in group
enlities in different sectors of the economy. Being holding
companies, they investin both financial and non-financial activities.
In its guidelines, the RBI has specified that for floating an insurance
venture, the CIC's owned funds should not be less than Rs 500 crore
and it should have earned net profit for three consecutive years
Further, the CIC's non-performing assets should not be mare than
one per cent of the total advances; and the track record of the
performance of the subsidiaries, if any, should be satisfactory.
[Business Line. April 2|
Large NBFC-MFIs can lend at 12% margin this fiscal
A NBFC that predominantly operates as a microfinance institution
(MFI) can extend credit at 12 per cent over its cost of borrowing
during this fiscal, according to a notification issued by RBI. However,
with effect from April 1, 2014, RBI said the 12 per cent cap for large
MFls and 10 per cent for others will be restored. [Business Line, June
3]
RBlasks NBFCs to give customers unique ID code
The Reserve Bank on May 3 asked NBFCs to allal customers
unique identification code to avoid multiple identities. “The
increasing complexity and volume of financial transactions
necessitate that customers do not have muitiple identities within a
financial institution or across the financial system.” RBI said in a
naotification. It has asked NBFCs to initiate steps for allotting Unique
Cuslomer Identification Code (UCIC) to all their customers while
entering into any new relationships. Existing individual customers
may also be allotted UCIC by end-June 2013, itadded.
A Working Group by the government has proposed intreduction of
unigue identifiers for customers across different financial institutions
for setting up a centralised know your customer ( KYC) registry, it
said. However, setling up such as system for the entire financial
system is likely to take time, NBFCs can make an immediate
beginning in this regard by putting in place such identification code
for their own customers, it said. “The UCIC will help NBFCs to
identify customers, frack the facilities availed, monitor financial
transaclions in a holistic manner and enable NBFCs to have a belter
approach to risk profiling of customers. It would also smoothen
NBFC's operations for the customers,” it added further. [Economic
Times/PTI, May 3]
In-principle nod for new bank licences will be valid
longer
The RBI made a few concessions to aspirants intending to float
banks. One, it extended the validity period of the in-principle
approval o promoter/promoter groups for selting up a bank from 12
to 18 months. Two, it decided to grant the new entities more time to
meel priorily sector lending norms. [Business Line, June 3 L}
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Governance issues have been engaging the attention of policy makers, more intensely in the
aftermath of the global financial crisis. Many instances of governance failures have come to the fore
as the contributory factors that had exacerbated the crisis. With lessons learnt from the crisis, the
framework is being revisited so as to strengthen the governance standards.

What is Governance?

What exactly is Governance? Governance, in general terms, means the process of decision making
and the process by which decisions are implemented (or not implemented), involving multiple actors.
Good governance is one which is accountable, transparent, responsive, equitable and inclusive,
effective and efficient, participatory and which is consensus oriented and which follows the rule of
law...

Good corporate governance should provide proper incentives for the board and management o
pursue objectives that are in the interests of the company and its shareholders and should facilitate
effective monitoring....

The whole gamut of corporate governance could be considered as a blend of various segments
namely, regulatory governance, market governance, stake holder governance and internal
governance. For an economy to perform well and for the financial system to be stable, good corporate
governance would be required across all these segments. Regulatory governance refers to control
exercised by regulators over firms through statutes, policies and regulations. Market governance
denotes the use of market based controls which discipline the corporate behaviour. While stakeholder
governance alludes to the direct or indirect control by various stakeholder groups having direct or
indirect Interest in the corporations, internal governance refers to the institutional arrangement of
checks and balances within the corporation.

Why is corporate governance important for financial institutions?

While good governance is essential for any entity, it has deeper significance for financial institutions.
There are many compelling reasons, some of which are:

a. Financial institutions are central to economic activity — banks and a large part of the non-banking
financial system (the shadow banking system) undertake credit intermediation. Failures of financial
institutions would thus impede the economic growth and would cause serious damage to the system.
Economies take longer time to rebound from financial crisis than the business cycle recessions.

b. Financial institutions operate on a higher leverage. As per a study by the Bank for International
Settlement (BIS) for the period 1995-2009, compared to non-financial institutions that had a leverage
of about 3, banks operated at a leverage of 18.3 while non-bank financial firms had a leverage of 12.1.
Higher leverage makes financial intermediaries more vulnerable to shocks. From a systemic
perspective, the inherent procyclicality of the financial system leads to the build up of high leverage
during upturn phase of the economy which amplifies booms and busts. Therefore, while the
procyclicality issues need to be dealt with from a financial stability perspective, it is apparent that
these financial institutions must be well governed for achieving financial stability.

c. Financial institutions, especially banks, deal in people’s savings and frust of customers forms the
cornerstone of their existence. Any breach of trust leading to loss of confidence is bound to lead to a
run, notjust on a particular bank but on others too who are perceived to have weakness or even similar
business models. The non bank financial intermediaries who lose the trust of their lenders would not
be able to raise resources at a reasonable cost making it hard for them to operate efficiently and
profitably. All these can lead to snowballing effect impairing the functioning of the entire financial
system due to interconnectedness. Good governance ensures customers’ and other stakeholders'
trustin banks and non-banking financial intermediaries.

d. Among the financial intermediaries, banks occupy a special place due to their centrality in the
transmission of monetary policy and the functioning of the payment and settlement systems. They
also are the beneficiaries of deposit insurance which may weaken their incentive for strong
management monitoring as well as monitoring by other stakeholders including depositors. Good
corporate governance would ensure strong internal controls which would offset the weakened
incentive for monitoring. A robust and stable banking system is an absolute necessity for a well
functioning economy. " - »

Governance and Ethics

Lack of ethics too played a significant part in the erosion of governance standards in institutions.
Values and culture define ethics. Ethics are principles that recommend proper conduct, help
distinguish right from wrong and drive people to do the right thing even when no one is looking. While
ethical behaviour is a minimum requirement for any dealing or transaction, it becomes all the more
essential for financial intermediaries, and particularly for banks, for whom trust is the cornerstone.
Honest and prudent behaviour by banks and other financial intermediaries is integral to their
reputation and public confidence in the system. However, the conduct of financial institutions that
caused the crisis does not suggest any measure of enduring interaction between ethics and banking.
in fact, financial markets and entities displayed significant moral bankruptey through the period
spanning pre-crisis, crisis year and beyond. Some of the recent high profile events have emphatically
highlighted the complete lack of ethics in some financial institutions. London interbank offered rate
(LIBOR) rigging episode wherein a few financial institutions colluded in rigging the LIBOR so as to
profit from the trades or to give an inflated impression about their creditworthiness shook the world.
LIBOR is one of the most important interest rates and is used for pricing of about US$ 800 trillion worth
of financial instruments (reportedly 11 times the GDPs of all nations on earth). There are several such
episodes. Closer home too, in India, we have witnessed a few high profile cases which have shaken
the public trustin the financial system. Satyam, once regarded as having good corporate governance,
was found to have been deeply involved in one of India's biggest corporate frauds. The 1932
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securities scam which brought out the nexus between bankers and
brokers led to massive overhaul of the financial system in India. The
unethical practices adopted by some banks in recent past in selling
inappropriate financial products (exotic derivatives) to their
corporate customers and the unfair and unscrupulous methods
adopted by some microfinance institutions (MF1s) in their operations
are some recent reminders of erosion of ethics in the financial
system.

Causes of governance failure

A systemic failure of corporate governance means the failure of the
whole set of regulatory, market, stakeholder and internal
governance, which has largely contributed to the on-going financial
crisis.

a. Regulatory governance failure :

The regulatory framework in the pre-crisis period was veering more
towards deregulation and liberalisation. The Chinese wall that
separated investment banking from retail banking was brought
down with the repeal of Glass-Steagall Act of 1933 which led to the
proliferation of universal banks. While this enabled the institutions to
achieve economies of scale and scope, it also led to transmission of
risks of investment banking into retail banking. The exemption from
regulation of OTC derivatives enabled by the passage of
Commodity Futures Modernisation Act 2000 is alleged to have
encouraged excessive trading in Credit Default Swaps which were
an important feature of the global crisis. Other regulatory
dispensations such as permitting banks to move massive amounts
of assets and liabilities off balance sheet through structured
investment vehicles also fuelled the crisis. Further, the regulatory
gaps which led to proliferation of shadow banking entities have also
been significantly instrumental in exacerbating the crisis. There
were lapses in the supervisory framework also. In the run-up to the
crisis, it was observed that the supervisors were staying on the
sidelines and not intruding sufficiently into the affairs of participants.
They were not being proactive in dealing with the emerging risks and
in adapting to changing environment. There was a lack of capacity to
identify, or to act on identification. For example, supervisors could
not see the risks building up when banks started dealing in very
complex products or when banks started relying excessively on
short term funding sources for their operations. Supervision was not
comprehensive and even when supervisors found some anomaly, it
was not taken to conclusion.

b. Market Governance failure :

The prevailing dogma prior to the crisis was that markets were
always right and will find their own balance, left to themselves. There
was unflinching faith in the invisible hand of markets, despite the well
known fat tails in statistical distributions representing herd
behaviour of markets signifying irrationality driven by excessive
optimism or pessimism. However, the crisis established that
markets are indeed fallible. As observed by Joseph E. Stiglitz, a
Nobel laureate in economics, when information is imperfect,
markets do not often work well and information imperfections are
centralin finance. .

c. Stakeholder governance failure :

The crisis has also highlighted the failure on the part of various
stakeholders who did not have active involvement in corporate
governance.,

d. Internal Governance failure :

Itis observed that the lapses in internal systems and controls such
as Board oversight, managerial competence, compensation
policies, audit etc. were instrumental in exacerbating the crisisLet
me now briefly touch upon some of the specific internal governance
failures in the financial institutions that have contributed to and/or
exacerbated the crisis.

a. Complex and opaque Organisational structures :

There was a massive growth in the complexity of Organisational
structures in the pre-crisis period, with a view to taking advantage of
regulatory arbitrage and also of gaps in regulations. Regulators
found it difficult to look through the structures and enforce
regulation. Many times, such complex structures fell in the gaps
between regulatory jurisdictions and escaped regulations,

b. Inadequate Oversight by Board

Boards were found to be not actively involved in formulating risk

appetite framework of firms. Incomplete risk information due to gaps
in MIS coupled with inadequate understanding of risk due to the lack
of expertise among the directors, hampered effective and timely
decision making. Improper pricing of risk led to suboptimal allocation
of capital and inadequate preparation for the tail events eventually
leading to the precipitation of the crisis.

c. Weaknesses in the Senior Management :

Senior management failed to adopt and integrate necessary
systems to identify, manage and report risk. The misalignment of
incentives also resulted in the management pursuing objectives
which, attimes, were at cross purposes to those of the firm,

d. Proliferation of complex products :

There was a significant spurt in the complexity of financial products
in the run-up to the crisis. Abundance of cheap liquidity prodded the
participants to innovate ways to deploy the funds and earn a return.
Complexity and opacity led to inadequate understanding and
mispricing of risk. The long chain of transactions also obfuscated the
true risks inherent in the transactions and led to a false sense of
comfort.

e. Flawed remuneration policies :

Compensation structures which focussed excessively on short term
performance incentivised managers to lake excessive risks in order
to meet the short term objectives at the expense of long term
sustainability of the firm. Further, the framework where the
participants get to keep the gains while the losses are assured to be
borne by the society (either explicitly by the government guarantee
or implicitly due to the inevitable governments' intervention to bail
out due to systemic concerns), was an incentive for participants to
take-up risky activities. Equity incentives, put in place with the
objective to align managers' incentives with those of shareholders,
may also have induced managers to take excessive risks.

. Weak risk management systems and internal controls ;

With significant developments in technology, risk management in
the run up to the crisis became highly quantitative on the lines of an
exact science. Models proliferated with a false assurance to capture
and measure every kind of risk. It is said that economists suffered
from a syndrome of Physics envy. The models tried to anticipate the
future based on assumptions of normality and on the basis of past
data. In their exuberance, quants, however, forgot that the
assumption of normality does not correspond to reality, particularly,
in highly stressed situations. For example, the probability of a 5-
sigma loss on any given day would mean that such an occurrence
should happen once in about 14,000 years (assuming 250 trading
days in a year) that is much longer than the period of time that has
elapsed since civilisation evolved. During the crisis the Wall Street
Journal (2007) reported that events that models predicted would
happen only once in 10,000 years, happened everyday for 3 days.
Further, the assumption, orrather the dogma, which was the basis of
many models, that future could be predicted on the basis of past
data, led to disastrous outcomes. With the rapid development of
technology, increased integration of markets and entry of
sophisticated players, the present and the future are much different
from the past and it would be very naive to predict the future based
on the pastdata.

g. Inadequate emphasis on financial literacy and consumer
protection ;

While the complexity of financial products was increasing,
inadequate attention was paid to imparting financial education to the
public. Financial literacy would not only to enable customers to
make use of the available products but, more importantly, help them
understand the inherent risks in the products and to guard
themselves if the financial institutions indulged in mis-selling and
otherunfair practices.

International initiatives in strengthening corporate
governance

Global crisis has highlighted the significance of good corporate
governance for the survival and well functioning of financial
institutions. The Senior Supervisors' Group's Report ‘Observations
on Risk Management Practices during the Recent Market
Turbulence' (March 2008) confirms that the financial institutions
which survived the crisis better were those who had, among others,
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