
The Governor reflected on the developments of the

last one year in financial markets and, in particular,

the foreign exchange markets. Cutting across market

segments, regulatory and institutional reforms were

implemented to usher in a simplified, principle-

based regulatory framework that aimed to broad-

base markets by easing access, enhancing

participation, facilitating innovation, protecting

users, and promoting fair conduct. The Governor

discussed the imperatives and the building blocks of

the recent reforms by placing them in the context of

the big picture of a modern and efficient financial

market, equipped to support the aspirations of an

open and integrated economy.

While referring to the near-term macro concerns, he

highlighted that a key source of resilience in recent

months was the comfortable external balance

position of India supported by surplus current

account balances over two consecutive quarters,

resumption of portfolio capital inflows on the back

of robust FDI inflows, and sustained build-up of

foreign exchange reserves. Domestic financial

market conditions were benign at the start of the

year but witnessed severe stress and dislocation as

the COVID-19 pandemic unfolded. Thinning out

of activity impacted market liquidity. Increased

volatility of financial prices was observed across

most asset classes. Against this backdrop, the

Reserve Bank (RBI) has taken steps to usher in the

next phase of reforms to accelerate the pace of

liberalization. The recent reform measures, many of

which are in the works, have been fashioned around

the four major themes of (i) liberalizing financial

markets and simplifying market regulation; (ii)

international izing financial markets; ( i i i )

safeguarding the "buy-side" - user protection; and

(iv) ensuring resilience and safety.

Principle-based regulations for interest rate

derivatives and foreign exchange derivatives had

aimed to achieve the broad objective of liberalizing

financial markets and simplifying market

regulations. The internationalization of financial

markets sought to lower transaction costs with

efficiency gains. The Governor pointed out that

foreign portfolio investment (FPI) in Indian debt

markets had been expanded within calibrated

macro-prudential norms. Limits under the Medium-

Term Framework for FPIs were gradually increased

and procedures were rationalized and a Voluntary

Retention Route (VRR) has been introduced. In a

major step towards greater internationalization, the

Fully Accessible Route (FAR) was introduced under

which non-residents can invest in specified

government securities without any restriction. An

anonymous order matching electronic trading

platform, called FX-Retail, was launched by the

Clearing Corporation of India (CCIL) to allow users

with small transaction sizes to undertake

transactions at the best available market rates. These

measures were aimed at ensuring greater

transparency and protection of the retail user. To

safeguard the "buy-side" and provide greater

protection to less sophisticated users, a User

Classification Framework segregating users into

'retail' and 'non-retail' was introduced for OTC

foreign exchange and interest rate derivative

transactions.

RBI has taken measures to implement the G20 over-

the-counter (OTC) derivatives market reforms and

has mandated the use of the Legal Entity Identifier

(LEI) which uniquely identifies financial market

participants and enables aggregation of risks for

participants in the markets it regulates. A key issue

that had engaged global attention was the transition
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from the LIBOR to alternate reference rates. In this

regard, Governor pointed out that several measures

were taken to make financial benchmark processes

more transparent and robust. These reforms will

stand in good stead in preparation for the LIBOR

transition and that the Indian Banks' Association is

working closely with market participants to facilitate

the transition to alternate benchmarks.

The Governor concluded the address on the note

that the recent changes were aimed at enabling

financial markets to enhance allocation efficiency

and thereby contribute to economic development.

He emphasized that the simplification and flexibility

provided in the regulations must reach the end-user.

In designing new products and new market

segments, a responsible market conduct is

imperative and it should evolve in tandem to open

up to global players. The achievement of desired

outcomes is contingent on financial institutions and

market participants in taking forward the reform

agenda to achieve vibrant financial markets and

efficient financial intermediation.

Source: www.rbi.org.in
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Non-Banking Financial Companies (NBFCs) have

come a long way in terms of their scale and diversity

of operations and play a critical role in financial

intermediation and promoting inclusive growth by

providing last-mile access of financial services to

meet the diversified financial needs of less-banked

customers. Recent failures of certain large NBFCs,

severe liquidity strain confronting the sector and the

consequent financial stability concerns have

brought NBFC regulations back into focus. As at

end-March 2020, NBFCs have been the largest net

borrowers of funds from the financial system, of

which, more than half of the funds were from

banks, followed by Asset Management Companies-

Mutual Funds (AMC-MFs) and insurance

companies. Therefore, the need of the hour is to

understand vulnerabilities in the NBFC sector and

how shocks are transmitted to or from the sector.

In the aftermath of liquidity stress post IL&FS and

DHFL events, the market funding conditions

turned difficult for NBFCs. While NBFCs with

better governance standards and better operating

practices did well, others bore the brunt of the

market forces. RBI, in response, took several

calibrated steps to channel credit flow into the

NBFC sector and improve the sector's long-term

resilience. As the sector was slowly inching towards

normalcy, the outbreak of COVID-19 and

disruptions in economic activity due to lockdowns

led to the building up of huge stress in the financial

system. While the entire financial system was

affected, the impact was significantly greater on

NBFCs due to their underlying business models,

thereby straining their profitability.

The regulation-light structure of NBFCs has

enabled the flexibility enjoyed by them. This

flexibility is the primary advantage of NBFCs over

banks, enabling them to serve the last mile of

financial intermediation. Therefore, it is imperative

to strike a balance between regulating the NBFCs

more tightly and the need to provide them the

required flexibility. Any regulatory framework

would ideally be designed according to the principle

of proportionality. So, NBFCs with significant

externalities and which contribute substantially to

systemic risks must be identified and subjected to a

higher degree of regulation. RBI's regulatory

approach has adapted to the increase in complexity

of the entities within the NBFC sector as well as the

growing significance of NBFCs within the financial

sector. While the core principles of NBFC

regulation i.e. protection of depositors and

customers and preserving financial stability has

remained intact, NBFC regulation has undergone

certain fundamental changes in recent years.

First and foremost, in line with RBI's emphasis on

ownership-neutral regulations, Government owned

NBFCs have been brought under the purview of

prudential regulation since May 2018. Second, all

NBFCs, irrespective of size are encouraged to

follow the liquidity risk management framework.

The framework expects the Boards of NBFCs to

take an active role in the management of liquidity

risk and deploy internal monitoring tools suitable to

their business profile. The third important

development is in connection with creating

conducive environment for FinTech based product

delivery. RBI revised the regulatory framework

under the principles of proportionality for Core

Investment Companies (CICs) with transparency

and disclosures being the focus of the revised

NBFC Regulation- Looking ahead

(Shri M. Rajeshwar Rao, Deputy Governor, Reserve Bank of India - speech delivered at

the 'National E-Summit on Non-Banking Finance Companies' organized by ASSOCHAM

on November 6, 2020.)
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regulations. Changes in the regulatory framework

of HFCs have been issued after wide public

consultations. Several large MFIs have converted

into Small Finance Banks. The share of NBFC-

MFIs in the overall microfinance sector has come

down. There is a need to re-prioritize the regulatory

tools in the microfinance sector so that regulations

are activity-based rather than entity-based. The

dynamic nature of the FinTech focused NBFCs

keeps throwing up new challenges and orderly

growth with customer protection and data security

will remain the guiding principles for RBI.

The NBFC sector has become extremely diverse.

The business model, customer profile and nature of

financial products vary substantially depending on

the category of the NBFC. The uniqueness of this

sector lies in the inherent diversity of activities

carried out by different NBFCs and thus, there can

be no 'one-size-fits-all' prescription in the

regulatory approach for NBFCs.

Source: www.rbi.org.in
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