What you need to know about the RBI vs Centre standoff
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Money trail: The RBI’s contingency fund has come down from 12 per cent to 6 per cent - PTI
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What is the RBI’s war chest? Why does the bank require it? An explainer on the standoff between
the government and the central bank

Days after it was reported that the government was seeking %3.6 lakh crore from the Reserve Bank of India (RBI) came the rebuttal. The
discussion, said the secretary (economic affairs) Subhash Chandra Garg, was only over a proposal to fix an appropriate “economic” capital
framework for the central bank.

The reports, on the other hand, had suggested that the government wanted to reset the current framework, if necessary through recourse to a
section never before used in the RBI’s 83-year history, to free up %3,60,000,00 — approximately 2.1 per cent of last year’s GDP — for transfer to
the government.

The framework governs the risk capital the RBI maintains for absorbing the losses in its various money and forex market operations. While
this is not the first time a review is being proposed, such a move by a government that has barely months left in its tenure, ahead of a general
election, may be without precedent. The timing has raised questions over the motivation behind the government’s move to dip into the RBI’s
war chest.

What is this war chest? How does it get created? And why does the RBI require it?

Income accrues to the RBI from interest on its holdings of government securities, its overnight lending to commercial banks and the returns
on its foreign currency assets. Under the expenditures head, its main outgo tends to be towards the cost of printing currency, agency

commission paid to commercial banks to act on its behalf for government transactions, and the cost of employing over 17,000 staff.

Out of the surplus, the RBI makes allocations to various statutory reserve funds. The controversy pertains to the policy for determining how
much the RBI must maintain as statutory reserves.

“The first reserve fund is meant mainly to absorb losses from its operations in money, securities and forex markets, and to absorb shocks
arising out of variations in exchange rates and gold prices,” explains former RBI governor D Subbarao in his memoir Who Moved My Interest
Rate?

The second reserve fund is for meeting the RBI’s internal capital expenditure and investments in its subsidiaries and associated institutions.
The surplus after allocations to the reserves as per predefined formulae is transferred every year to the government.

As on June 30, 2018, the RBI had accumulated %6.91 lakh crore in its currency and gold revaluation reserve, and 22.32 lakh crore in its
contingency reserve.



“For a cash-strapped government, the surplus transfer from the Reserve Bank, typically of the order of 0.5 per cent of GDP, is a significant
source of revenue,” writes Dr Subbarao, who was a finance secretary before his appointment as RBI governor. If as finance secretary he pushed
the RBI to raise the payment to the government, as governor he resisted the same pressure.

Every year, in the “weeks before the budget, it is common practice for the finance ministry to shore up revenues by pressuring public sector
enterprises to raise dividend payments. The Reserve Bank too comes under pressure to scale down its allocations to the reserve funds so as to
leave a higher surplus for transfer to the government.”

A settlement is reached every year with “both sides showing flexibility” to find common ground. “...even as this issue is contentious, it has

never turned acrimonious,” he writes.

The standard argument the government makes, as it has in the current stand-off too, is that the RBI is far too conservative in estimating its
contingent liabilities and is building reserves in excess of reasonable requirements. The RBI’s usual response is that it puts away no more than

is required by minimum levels of prudence.

Over time, many technical committees have examined the question of how much reserves the RBI ideally needs. Central banks can almost
always discharge their financial obligations by simply creating new money if necessary, but large exposures and sustained losses can weaken
their ability to conduct policy effectively.

The norms in place currently for maintaining reserves were evolved over a period of time, through deliberations between successive
governments and the RBI, and were guided by the recommendations from various committees. The RBI’s contingency fund, for instance, has
been reduced from 12 per cent of RBI’s assets to 6 per cent over the past 10 years. The RBI is working on a framework that will systematically
assess its risk-buffer requirements to determine the transferable surpluses every year.

Former governor Raghuram Rajan, guided by a committee that said the accumulated reserves had exceeded the needed buffer, transferred the
surpluses in totality to the Centre, without keeping any for the reserves. Following demonetisation, however, the costs incurred for printing

new notes had pared down the surpluses and, in turn, the RBI’s dividend to the government, which upset its fiscal deficit calculations.
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What would happen if a consensus is not reached on the quantum of reserves needed, and the RBI is made to part with a portion of its “excess’
capital buffer? It would diminish the central bank’s capacity for absorbing losses on account of its interventions under the monetary policy or
rupee exchange rate management in the securities, money and forex markets; losses on account of revaluation of its foreign assets and gold,;

and losses on account of systemic risks, internal frauds and unforeseen contingencies.

Former RBI governor YV Reddy notes in his memoir Advice and Dissent: My Life in Public Service the RBI has “to be endowed with sufficient
capital”. It cannot “afford to run into losses and depend on infusion of capital from the government, without losing its independence”.



Puja Mehra is a Delhi-based journalist

Published on November 16, 2018

TOPICS RBI and other central banks

Next Story

Previous Story
Upon the word

Help, | need somebody

Get more of your favourite news delivered to your inbox

Email Subscribe

Recommended by

Promoted Content

|

One Cup of This (Before Bedtime) Will Burn
Your Belly Fat Like Crazy
healthyindia.life

Diab:etes hasn't kept tﬁese people from
creating their best possible lives.
Abbott

Barcelona: the captivating city which is

always fully awake
Air France

More From The Hindu Business Line


https://www.thehindubusinessline.com/topic/rbi-and-other-central-banks
https://www.thehindubusinessline.com/blink/know/help-i-need-somebody/article25514872.ece
https://www.thehindubusinessline.com/blink/know/upon-the-word/article25452566.ece
https://nym1-ib.adnxs.com/click?tfgUAOOZ9D9hLHh2nnXxPwAAAMD1KA5A1-VK831H9z-cS3FV2Xf7PxifJR8Il8FOjK3LoikW1QEt0e9bAAAAADJXqgCtHQAAUQoAAAIAAACwHI0GHzwTAAAAAABVU0QAVVNEAAEAAQC2GgAAAAABAgUCAAAAALoAxSMBGQAAAAA./bcr=AAAAAAAA8D8=/pp=0.50044495/cnd=%21ZA7-bwj7k4AKELC5tDQYn_hMIAAoADEAAAAAAAAAADoJTllNMjozNTk0QNEBSRPVWwNbJew_UQAAAAAAAAAAWQAAAAAAAAAA/cca=MjY0MSNOWU0yOjM1OTQ=/bn=72717/referrer=http%3A%2F%2Fwww.thehindubusinessline.com%2Fnews%2Fworld%2Fchinas-advanced-hypersonic-missile-threat-to-india-us-japan-report%2Farticle10008894.ece/clickenc=https%3A%2F%2Fwww.airfrance.in%2Ftravel-guide%2Fbarcelona%3Futm_medium%3Ddisplay_nativeads_inspirational%26utm_source%3Drtboutbrain%26utm_campaign%3DstructBCN082018%26ESV_market%3DIN%26utm_content%3Ddesti&obOrigUrl=true
http://godseye.online/trk/index.php?pgmid=207&campaign_id=00be696267f7e1b93fc160bc05ec6037bf&site_id=$publisher_name$_$section_name$&creative_id=00967f375388b61c85c8c9c02c862888a9&subid1=$ob_click_id$&obOrigUrl=true
https://www.outbrain.com/what-is/default/en

Bandhan Bank plunges to all-time low India’s first engine-less train set to hit Welspun MD buys flat worth Rs 150 cr in

tracks on Oct 29 central Mumbai tower

Is Manipur ready to face the wave of infra Binny Bansal’s email to Flipkart employees  Tata Sons’ debt rises by a billion dollars in
change? FY18


https://www.thehindubusinessline.com/markets/stock-markets/bandhan-bank-plunges-to-all-time-low/article25093645.ece?obOrigUrl=true
https://www.thehindubusinessline.com/economy/logistics/indias-first-engine-less-train-set-to-hit-tracks-on-oct-29/article25308372.ece?obOrigUrl=true
https://www.thehindubusinessline.com/news/real-estate/welspun-md-buys-flat-worth-rs-150-cr-in-central-mumbai-tower/article25319495.ece?obOrigUrl=true
https://www.thehindubusinessline.com/news/is-manipur-ready-to-face-the-wave-of-infra-change/article25498346.ece?obOrigUrl=true
https://www.thehindubusinessline.com/info-tech/binny-bansals-email-to-flipkart-employees/article25486976.ece?obOrigUrl=true
https://www.thehindubusinessline.com/companies/tata-sons-debt-rises-by-a-billion-dollars-in-fy18/article25373035.ece?obOrigUrl=true

Tata Harrier: What we know till now Isuzu Motors launches 7-seater SUV o China making efforts to make yuan
dominant currency: Gita Gopinath

MORE FROM BUSINESSLINE
More skeletons could soon be tumbling out of Flipkart’s closet

Vi =0 L =L a3 -
wWwalrm»ar

Realty deal, start-up takeover in focus


https://www.thehindubusinessline.com/specials/auto-focus/tata-harrier-facts/article25393826.ece?obOrigUrl=true
https://www.thehindubusinessline.com/companies/isuzu-motors-launches-7-seater-suv/article25245165.ece?obOrigUrl=true
https://www.thehindubusinessline.com/economy/macro-economy/china-making-efforts-to-make-yuan-dominant-currency-gita-gopinath/article25403013.ece?obOrigUrl=true

Bombay House meeting ends without a deal structure

Tata Sons’“agenda meeting” at the Bombay House discussed the possibility of investing in Jet Airways.However, the deal structure
of a possible acquisition was “not discussed.”The initial discussions h

GST: HC allows adjustment of wrong payment

In relief to tax-payers, rules that tax paid mistakenly under one head can be transferred to the correct account



2 comments ¥ Recommend 0

Write a comment

1000

Name
or .
Email

L I agree with Vuukle's Privacy Policy

Sort by: Latest Best Editor's Pick More ~

Ajit 5 points

11 hours ago

Is is 36000000 or 3.6 lakh crore(trillion). it's a blunder from u guys....y would RBI and government fight for 36000000....pls avoid such
disasters


https://docs.vuukle.com/privacy-and-policy/

i Like Reply

Load more comments
TALK OF THE TOWN {)

With outlook weak, cotton farmers eye higher

PSA puts building blocks in place as India car
prices

project gets into shape

1 comment 1 comment

. New development norms to cut construction

NFRA rules notified, ICAl wings clipped
cost, ease congestion in Mumbai

1 comment
1 comment

Jawa motorcycles back in India

1 comment

é Vuukle


https://vuukle.com/redirect.aspx?host=thehindubusinessline.com&uri=https://thehindubusinessline.com/economy/agri-business/with-outlook-weak-cotton-farmers-eye-higher-prices/article25508873.ece
https://vuukle.com/redirect.aspx?host=thehindubusinessline.com&uri=https://thehindubusinessline.com/specials/auto-focus/psa-groupe-india-car-plans/article25509317.ece
https://vuukle.com/redirect.aspx?host=thehindubusinessline.com&uri=https://thehindubusinessline.com/news/real-estate/new-development-norms-to-cut-construction-cost-ease-congestion-in-mumbai/article25508404.ece
https://vuukle.com/redirect.aspx?host=thehindubusinessline.com&uri=https://thehindubusinessline.com/money-and-banking/nfra-rules-notified-icai-powers-clipped/article25508419.ece
https://vuukle.com/redirect.aspx?host=thehindubusinessline.com&uri=https://thehindubusinessline.com/companies/jawa-india-mahindra-perak-classic-legends/article25504467.ece
https://vuukle.com/
https://vuukle.com/comments-widget.html
https://docs.vuukle.com/privacy-and-policy/

1. Comments will be moderated by The Hindu Business Line editorial team.

2. Comments that are abusive, personal, incendiary or irrelevant cannot be published.

3. Please write complete sentences. Do not type comments in all capital letters, or in all lower case letters, or using abbreviated text. (example: u cannot
substitute for you, d is not 'the’, n is not 'and').

4. We may remove hyperlinks within comments.

5. Please use a genuine email ID and provide your name, to avoid rejection.



