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Ten years after the Great Financial Crisis, more, not less, financial sector reform is urgently needed in India
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ntil  Lehman
Brothersfiled for
bankruptey onls
September 2008,
home loans going
bad in some pockets of the US
seemedlikeasmall problem for theworld.
1t was a local issue unlikely (o cause a
problem even for the US economy. If a
bank gave aloan toa household who could
not pay it back, it was going to be a prob-
lem for theindividual houschold, not even
particularly for the bank. It was assumed
that the bank would be able to absorb
small losses.
Banking regulators did not worry too
muchevenifabankhadalotofsuchioans
ontheirbooks. Governments did not look
alarge number of banks had alot
chloans on theirbooks. No onereally
worried that non-bank financial institu-
tions were also buying up some of these
mortgage backed securit

ith the bankruptey of Lehman
V \/ Brothersand the unfolding of the

understood that mis-selling of financial
products to consumers can create risks
the entire financial system. By banks giv-
ingloansfornearly the entire value of the
house being purch assuming that
when house pricesrise, the loan could be
repaid, they ereated a risk. When lots of
banks gavelots of suchloans, they created
arisk [or the banking sector. And, when
they created derivative products of these
loans that were bought and sold to many
other financial institutions, bothin the US
and globally, they created risks for the
alobal financial system.
The entire edifice was based on the
assumption that house prices could not
fall. Once house prices started falling,
home loans started going bad. Foreclo-
sure under the US law, orsimply handing
over the keys of the mortgaged house to
the bankand walking away was the most
rational step for borrowers (o take. As
banks’ books started going bad and the
sold theirsub-prime loans to other parts of
the financial system, the problem became
widespread.
Among thebiggestlessons from the GFC
for financial regulation wasthat consumer
protection must lic at the heart of financial
sector regulation. Consumer protection
goes beyond the concept of consumer
complaintand redress. Itisaboutnot being
allowed to sell loans that the consumer
‘may not beable to pay back. The consumer
may not even understand what is being
sold to her. Itis the job of the adviser to
advise the consumerso thatsheisnotsold
suchaproduct. Itisnot enough to get con-
sumers tosign offonsmall print disclosure
statements that they do not read.
Afinancial product, unlikea cup of cof-
fee, isnotsomething we consume when we
pay for it. What we receive by buying a
financial productisapromise by a financial
firm Lo pay us sometime in the future. In
bank deposits, it is a promise to pay back
the principleand the interestin the future.
Ininsurance, itisabout the promise o pay
undercertain statesofnature. In pensions,
itis a promise (o invest your money well
andpa \nu\hx principleandreturnswhen
youretire. Underannuity, itisa promise o
pay you n‘gular]} inreturn for your one-
time payment, or purchaseof the annuity.
Now, what happens if this promise is
not fulfilled by the firm? First, there may
be sheer fraud. Second, the firm may go
bankrupt. Third, the entire financial
temmay collapse. Thejob of regulationis
tominimize theriskofall of these. Note, it
has to minimize the risk, not completely
eliminateit. Soithas to allow firms to sell
linancial products, not ban them, and still
findways to protect consumer'sinterests.
Often only the financial firm under-
stands how the money it has raised from
itscustomersis being invested. Itmay put
itinvery riskyassetsin the hope of getting
high returns. Managers who get paid
bonuses |m~u| on high returns may
chooseisky assets. The regulatorsjobis
toreduce the
the system a
obligation
for such failure. Given the com-
»ffinance, the wayafinan-
adviser often gets a commis-
sion tosellafinancial product, be
italoanoraninsurance policy, or
avings product, there is ample
scope for mis-selling.
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YSTEMIC
P(N Lel lmmn it was understood that
when mis-selling is done on a large

urc of the firm, of

scale, it can lead to the risk of failure of
[inancialinstitutions and the financi
temasawhole. The regulation of institu-
tions, or micro-prudential regul
which was the old job of regulators,
looked at whether a bank was taking on
toomany and could fail, was notade-
here had tobeasystemic view of
llm financial systemas a whole.
temic risk could arise from two sour-
Il (oo many banks had the same kind
ay the risk of failing if house pri-
ystemas awhole could have

“toobigto fail”, sobig that they could
pull down the financial system asawhole,
then there would be acrisis.

Belore GFC, the boundariesof financial
regulation were more limited. Subs
quently, it was understood that a Bear
Sterns was “too networked to fai
sinceitwasnotabank, it wasnot simil
regulated. AIG, an insurance compai ¥
and not a bank, had a vilities
that no one even knew about because it
was not regulated under a resolution
framework. So far hedge funds had been
left more or less to themselves as their
investorswererichand well educated and
didnotneed tobe “protected”as the poor
did.

But now it was understood that hedge
funds had big positions that could impact
the financial systemasawhole. If the sys-
tem as awhole could collapse due to the
activities of some firms and if taxpayer
money had tobe used, then these bounda-
ries needed (o be expanded beyond the
hitherto regulated entities to those who
hadso farbeen unregulated. New tools of

Among the biggest lessons from the

GFC for financial regulation was that
consumer protection must lie at the
heart of financial sector regulation

regulation: macro-prudential tools were
ated. New powers were given (o regu-
tors. They were now o look for where
was the risk being concentrated. Bigger
financial institutions saw greaterscrutiny.
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Ten years after the bankruptcy of
Lehman Brothers and the unfold

ing of the Global Financial Cr
(GFC), it came to be understood
that mis-selling of financial prod-
uets to consumers can create risks
to the entire financial sys

tem as awhole. 'l‘l\urc had tobea
stemic view of the financial sys

The RBL insome speechesafter the
risis, said that the world should
learn lessons from Indian regula-
tors. Beyond the rhetoric, there
were few takers for banning finan-
cial products like Indian financial
sector regulators had done.

The post-GFC period saw a major
re-haul of the financial sector law
regulatory architecture. The Dodd-Franl
Actin the US, anew regulatory architec-
tureinthe UKin the formof “twin-peaks
model” towards [urthering prudential
regulation and conduct regula-
tion of market participant

van the most recentaddition to
the list of countries that have
overhauled their financial sector
regulationin theaftermathof the
global financ
By then [inancial re 'sin Britain,
Australia and many other countries had
already movedaway fromsectoral models
of regulation—such as separate banking
regulators, insurance regulators, pensions
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regulator and so on—to regulators who
looked at the different businesses and
arms of a financial company that could
m\t)l\vlmu]mw insurance, derivatives
ete. Thesenow Als«) started setting up sys-
temic risk

gulators, ormacro-prudential
regulators, and gave them new powers. In
some cases these were placed inside cen-
tral banks such as the Financial Policy
Committeein the UK, and insome cas
acouncilof regulatorssuchas in Austral

Inthe US, the Treasury had to putinbil-
Tionsof dollars of tax payer money to bail
outsomeof the biggest banlks which could
not be allowed to fail.
Smallbanks were allowed
to fail as the FDIC (the
Federal Deposit Insur-
ance Corp.) undertookan
orderly resolution proc-
ess. After the crisis more
than 30 countries
enacted laws for bank-
ruptey for financial firmsand set up reso-
lution corporations.

'he Indian financial system was much
less developed compared 1o the
edones thatwitnessed the cri-
attheotherendofthespectrum,
where instead of worrying aboutsophisti-
atives products being traded,
vative products have restric-
tions, or are banned, and the bulk of the
population has no access to bank loans.
The Reserve Bank of India, in some
speechesafter the crisi med that the
world should learn lessons from Indian
regulators because we weathered the eri-
sis well and were protected
Decause ofour policics.
However, beyond the rhetoric,
(here were few iakers forbanning
financial productsand services in
the manner that Indian financial
sectorregulators had done. While
advocated thatonly per-
pital controlslike those in India
and China could protect countries from
capitalsurges and capital flight, countries
that did impose controls after the GFC
imposed only temporary controls.
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AND AFTER

On September 5, 2008, just 10 days before the
Lehman bankruptcy shook the financial markets
globally, D. Subbarao (left) took charge as the
new governor of Reserve Bank of India from his
outgoing counterpart Y. V. Reddy (right) at the

RBI headquarters in Mumbai

Onelesson from the crisis was that each
regulator lookingat risks in her sectorwas
unabletosee risksarisingacross the finan-
cial sectorasawhole. Toaddress theissue
of financial stability the government of
India created a non-statutory council of
regulators, the Financial Stability and
Development Council (FSDC). Thisbody
was expected to review the system as a
whole.

However, no new macro-prudential
tools were created and the body was not
given any legal power. For example, it
decided thatregulation making by finan-
“eial sector regulators
must follow a better and
more formal regulation
making process that
involvedboard decisions
about regulations, the
need for them to be
clearly outlined, taking
feedback from stakehold-
ers, responding to the feed! This
process wasoutlined inamanual, ahand-
book for regulation making. But not all
changed theirways. The FSDC
ed legal powers.

Anumberolexpertcommittee reports.
thatlooked into the problems being faced
by Indian finance recommended changes
inregulationsand the regulatory architec-
ture. However, these could not be imple-
mented under the present legislative
framework. For example, to create a
framework for bankruptey of firms
required the Indian Bankruptey Code to
be enacted. Similarly, to enable changesin
the way financial regulations are made,
the Financial Sector Legislative Reforms

The Indian solution has been to treat
the lesson from the crisis as going
even more slowly on financial sector
liberalization than it had in the past

Commission (FSLRC), setup by the Gov-
ernment of India, proposed the Indian
Financial Code—ablueprintofa compre-
hensive law to create areformed financial
regulatory framework.
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Though the Indian Financial Code was
not tabled in Parliamentasas picce
oflegislation, many elements of the law
were implemented. These included the
merger of the commodities regulator
(Forw: Market Commission) with the
securities market regulator (Sebi), the
shift of regulation of non-debt capital
flows from RBI to the Ministry of Finance
and the setting up ofan inflation targeting
regime andaMonetary Policy Committee
of the RBL.

Two more bills were tabled in Pa
mentand laterwithdrawn. The firstaimed
at developingadeepand liquid hond mar-
ketin India. It was to enable setting up of
a Public Debt Management Agency and
unificationof debt market with the securi-
ties marketinfrastructure and regulatory
framework. The secondaimed at created
alegal framework for orderly resolution of
[ailing financial firms, where there exists
avacuum in India today. The act was to
enable the setting up of a resolution
framework for financial firmsandaReso-
lution Corporation. Today, without a
framework for bankruptey and orderly
resolution for financial firms, India faces
the risk that ifa large private sector bank
goes bankrupt, there is no legal way of
dealingwithitother than to force apublic
sectorbankor insurance company like the
[e Insurance Company (o buy it out.
This is a bad solution as it could weaken
the firm buying the failing banlk.

The Indian solution has been to treat
the lesson from the crisis as going even
moreslowlyon financial sector liber
tion thanithadin the past, rather thanto
allow financial sector products and servi-
cestobesoldand to regulate them
better. However, to serve the
arowingneedsof the economy for
debt, equity, payment systems,
and innovations n financial prod-
uctsandservicesrequire that reg-
ulatory reformis undertakenwith
much greater speed.

(la Patnail:is an economist and profes-
sor at the National Institute of Public
Financeand Policyin New Delhi. She pret
ouslyserved as principal economic adviser
1o the Government of India.)






