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Issue of RBI Autonomy 
 History 

o RBI was established based on the recommendations of Hilton Young 
Commission (The Royal Commission on Indian Currency and Finance) 

o The then governor general gave his assent on the RBI Bill in 1934 and hence 
RBI started operations from 1st April 1935 

o There are a total of 61 sections (some of the important sections are)  
 Section 3 - Establishment and incorporation of RBI 
 Section 4 - Capital of the bank 
 Section 7 - The government to consult and give instructions to the 

governor to act on certain issues that the government considers 
serious and of public interest  

 Section 8 - Composition of the CBD (Central Board of Directors) 
 Section 17 - Business Carried out by RBI 
 Section 21 - RBI must conduct banking affairs for the central 

government and manage public debt 
 Section 22 - RBI has exclusive rights to issue currency notes in India 

o The first governor, Sir Osborne Smith had difference with the government 
over the interest rates and exchange rates, and had to resign before end of 
his term (appointed in 1935 and resigned in 1936) 

o The first Indian RBI governor - C D Deshmukh - had differences with the 
government over the nationalisation of the central bank. He wanted to keep 
the RBI private and out of reach of the central government  

o Second Indian RBI governor, Sir Benegal Rama Rau resigned in 1957 over his 
differences with the then finance minister (T T Krishnamachari) 

 
 Composition of RBI - under section 8(1)(a), there shall be a Governor and not more 

than four deputy governors who shall be appointed by the central government   
o Governor - Is appointed by the PMO, based on the recommendation given by 

the FM 
o Deputy governor - appointed on the basis of ACC (Appointments Committee 

of Cabinet)  
o CBD (Central Board of Directors) - will consist of Official (governor and 4 

deputy governors) and Non-official directors (14 non-official directors) 
o Has four Zonal offices - Chennai, Delhi, Kolkata and Mumbai and 20 regional 

offices 
 

 How does RBI earn 
o Like any company RBI (remember it’s a full time Central Bank and not a 

company or organisation) incurs expenditure on one side and earns 
revenue/incomes on the other and makes profits 

 Income/earnings 

 Earnings on its foreign currency assets — bonds and treasury 
bills of other central banks or top-rated securities, and 
deposits with other central banks 
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 Interest on its holdings of local rupee-denominated 
government bonds or securities 

 Lending to banks for very short tenures 

 Management commission on handling the borrowings of state 
governments and the central government 

 Seigniorage - the difference between the value of notes 
printed and the cost of printing and distributing them   

 Expenditure 

 Printing of currency notes 

 Expenditures related to staffs 

 It pays commission to banks for undertaking transactions on 
behalf of the government (exchange, remittance etc) across 
the country 

o The equity capital of RBI is ₹ 5 Cr. Its strength are reserves of about ₹ 10 tn of 
which ₹ 7 tn are because of the revaluation of gold and foreign exchange that 
it holds and ₹ 2.5 tn is the sum total of profits that it has made over the last 
decade. Thus its capital is about 27% of its balance sheet   

 
 Sticking points between the government and central bank 

o The difference over the interest rates between the central bank and the 
North block have been a common phenomenon over the period of time  

o RBI is of the opinion that; it does not have sufficient powers to regulate the 
PSBs (which the Govt doesn’t accept). This was very evident in the public spat 
when the government criticised RBI for not detecting the Nirav Modi scam, to 
which RBI shot back saying it needs more powers to regulate the PSBs in 
areas such as  

 Removing the chiefs of the banks 
 Enforcing some of the guidelines as the chiefs’ of these banks are 

appointed by the government  
 removing/forced removal of members such as CMDs, board of 

directors etc   
 Having said so,  
 The central banker has the rights to conduct physical inspections and 

audits of the banks 
 It nominates the directors on the boards of the banks 
 The government consults the Governor of RBI when appointing the 

chiefs to many banks  
 It has been the main driver of some of the mergers wherein a bank is 

on the verge of the collapse  
o RBI is sitting on a huge value of reserves. The central government wants to 

have a piece of it 
o The government wants to set up a payments regulator which has been 

opposed by the central banker 
o The February 12 circular issued by RBI which redefined NPAs and revised the 

framework for the resolution (For loans above ₹ 2000 Cr non-
repayment/default by a day will trigger a process and these will have be 
resolved within 180 days from the day of default. If not these have to be 
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taken to IBC). The RBI governor referred to this circular as “the Samudra 
Manthan of the modern day Indian economy, until the churning is completed 
and the nectar of stability is secured for the country’s future, someone must 
consume the poison that emanates 

o RBI is not taking any extraordinary measure to take care of the menace of the 
NPAs 

o Is unhappy with some of the regulatory measures such as PCA of the central 
bank 

 
 Relation between the central bank and the government 

o In case of India 
 It is owned by the government  
 Appointments and removal of CBD are done by the government   

o US 
 It is an independent agency 
 Is audited annually by an outside auditor 
 Is accountable to the US Congress and the people  

o Bank of England 
 Owned by UK government 
 Parliament gives specific goals and responsibilities  
 Is free from day to day interference of the government 
 Answerable to Parliament and the people  

o Japan 
 Legal mandate to maintain price stability 
 Parliamentarians appoint the central bank governor or board 

members 
 Government cannot remove the governor and board members 

o China 
 Serves the Communist Party and its objectives 

 
 Issues/concerns 

o The credibility of RBI/confidence over RBI will be hit (its already under 
question because of the way of implementation of demonetisation) 

o There is no water tight compartmentalisation in case of monetary policy and 
fiscal policy. Both have to complement each other 

o In the period of tumultuous forex market, declining exports, higher deficits 
these two institutions are the most important ones 

o Why is the government hell bent over relaxation of the PCA framework. If 
done it would lead to more lending by banks which have weak balance 
sheets. Moreover, the non-food credit this year has already achieved a 
growth rate of 14.5% compared to the previous year, then why this 
obsession?  

o It will have an impact on the investor confidence     
o This kind of frictions will undermine the importance of RBI in the market 

 
 Way forward 

o Hold regular consultations to ease the tensions  
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o More transparency in terms of advice given and decisions taken (like minutes 
of meeting of MPC) 

o More freedom to RBI in terms of regulating the PSBs, deciding interest rates 
etc 

o Smoother dividend distribution rather than staggered one 
o Lesser interference by DFS (Department of Financial Services)  

 
 

 


