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DEDICATION - DR. GANGADHAR DARBHA

Dr. Gangadhar Darbha most shockingly passed away all of a sudden on September 11,
2015. While a few weeks before that he was put on dialysis, when | enquired about it to
him over the phone just a week before his sad demise he had told me that he was doing
well and that the dialysis was going to be a temporary treatment and was expected to be
discontinued after ayear. A very generous and helpful friend of many of us was suddenly
no more.

Born on 30.08.1969, Gangadhar joined the Gokhale Institute of Politics and Economics
for hisM.A. in economics, after doing hisB.A. from Andhra Loyola College, Vijayawada.
During his M.A. days at Gokhale Institute itself, all of us teachers there had marked him
as a very exceptional student, chasing teachers with difficulties from origina journal
articles. He went on to complete his Ph.D. at Indira Gandhi Institute of Development
Research in 1999, on the theme of "Role of Capital Market Imperfections in Monetary
Transmission M echanism: Somelndian Evidence" under Professor Kirit Parikh’ sguidance.
After apost-doctoral stint at the Wharton School of Finance, Gangadhar launched himself
in a bristling research and operational career in investment banking and monetary and
macro economics. His areas of professional expertise included fixed income analytics,
algorithmic trading and high-frequency quantitative trading strategies, quantitative risk
capital allocation strategies, and macro-economic modeling. He worked in a wide range
of academic and financial institutions. He was employed in Royal Bank of Scotland, ABN
AMRO and Morgan Stanley in London; Indian School of Business, Hyderabad, National
Stock ExchangelndialLtd., Mumbai; National Institute of Public Finance and Policy, New
Delhi; University of Pretoria, South Africa; and Free University, Amsterdam. He was a
member of Committee on Financial Benchmarksandthe Urjit Patel committeeon Monetary
Policy framework set up by the RBI. He was also a member of the academic council of
BSE Institute Limited and aregular columnist in Mint/Wall street, Financial Express and
Economic Times. This rich and varied experience had given him arare insight into the
intricate working of domestic and international money and finance.

At the time of his sudden demise, he had just resigned as Executive Director, Nomura
Securities, heading Algorithmic Trading Strategies and Execution Services, to join as
Advisor in the Reserve Bank of India to work on an important two-year assignment to
unearth possible fixing of the exchange rates of the Indian Rupee by some global bankers.

In this issue of the journal, we publish Dr. Gangadhar Darbha’s comments on Professor
Nachane's paper on Financia Stability, in which Gangadhar addresses the question as to
whether private interests can drive ustowards optimal social outcome when choices made
by financial institutions areinvolved and considers market and institutional design towards
achieving this object.

In Gangadhar’ s untimely demise, the profession has lost a brilliant young economist, with
immense potential and possibilities. All those possibilities have now simply evaporated.
Asamark of our respect to hismemory, we dedicate thisissue of thejournal to hismemory.

Vikas Chitre
Editor




BACKGROUND TO THE JOURNAL |ISSUE

Sometime back the Indian School of Political
Economy decided to organise public lectures by
eminent scholars on themes of current interest of
the speaker’s choice. It was visualised that the
guest speaker would make a prepared research
paper on the theme available for circulation in
advance to three or four invited scholars for
preparing written comments on it, which were
also to be presented immediately following the
lecture by the guest speaker. It was expected to
subsequently publishthefinal revised versionsof
thelecture and the commentson it in the Journal
of Indian School of Political Economy.

Accordingly the School organised a public
lectureon February 7, 2015, by Professor Dilip
M. Nachane, then Emeritus Professor at Indira
Gandhi Ingtitute of Development Research, and
aMember of the Economic Advisory Committee
of the then Prime Minister. Professor Nachane
selected the theme, "Safeguarding Financial
Stability in An Era of Financial Fragility: An
Indian Perspective". Thethreeexpert discussants
wereinvited to comment on Professor Nachane's
paper, namely, Shri Deepak Mohanty, Executive
Director of the Reserve Bank of India, Professor
Ashima Goyal of Indira Gandhi Institute of
Development Research, Mumbai, and Dr. Gan-
gadhar Darbha, then Executive Director, Nomura
Securities. Thus, the three eminent Discussants
represented expertise and perspective, from the
regulator institution, an academic institution and
an active market participant, respectively. We
were most fortunate to have the country’s fore-
most macroeconomist, Professor Mihir Rakshit,
former Professor of Presidency College, Kolkata
and Indian Statistical Institute, Kolkata, and
Director, ICRA Money and Finance Project, as
the Chief Guest and the Chairperson for the
occasion. It is needless to add that the views
presented by all the speakers were their personal
viewsand not these of theinstitutionswhich they
have been associated with.

We are very pleased to publish together in the
present issue of the journal, the final, carefully
revised and extended versions of the papers and
commentaries, presented in the above-mentioned

function. Unfortunately, and most sadly, on
account of the untimely demise of Dr. Gangadhar
Darbhaon 11 September, 2015, while thejournal
issuewas being put together (seethe Dedication),
his paper published here is only the version pre-
pared by us based on the recorded transcript of
his speech and his Power Point Presentation.
Professor Nachane also painstakingly prepared
written Replies to al the comments on his paper
made by the Discussants and the Chairperson,
which we have published in the present issue of
the journal aswell.

The Documentation section includes excerpts
from important relevant Reports on Financial
Stability, namely, the de Larosiére Report, the
International Monetary Fund’'s Global Stability
Report for October 2015 and the Reserve Bank
of India’ s Financial Stability Report, 2015. We
have also included Annex 1.1. on Global Finan-
cia Stability Map: Construction and Methodol-
ogy of thelMF Global Financial Stability Report,
2009, and Annex 2 of Reserve Bank of India
Financial Stability Report in order to reflect the
methodologiesfor constructing the IMF s global
financial stability map and the RBI’s banking
stability map, respectively.

In addition to the excerpts of the relevant
reports, we have also added Data tables and
Charts on variables relevant for assessing the
financial stability situation world-wide and in
selected countries. In selecting these variables,
we were guided by the indicators used in the
construction of global financial stability map by
IMF and banking stability map by the RBI and
the ready availability of data. The Standard &
Poor country ratings were used to arrange the
selected countries for reporting the data and for
grouping them into different charts, where nec-
essary to avoid cluttering of charts.

Wearegrateful to theauthors of the papersfor
their contributions. The editorial and research
assistanceprovided by Mrs. Manasi Phadke, who,
in particular, suggested the use of Standard &
Poor country ratings as above, is highly appre-
Ciated.



ON FINANCIAL STABILITY- OPENING REMARKS'

Vikas Chitre

The Genesis of the Global Financial Crisis:

The following elements primarily in the con-
text of the US economy played critical rolesin
the origin and the spread all over theworld of the
Global Financial Crisis of 2008.

(i) The economic boom since 2000 was sus-
tained and over-extended by elastic
financeduetolax regulation of thebanking
system (with a loose monetary policy
under Greenspan in the US). The elastic
finance was further fostered by (@) efforts
for providing inclusive housing finance
through government-sponsored institu-
tions like Fannie Mae and Freddie Mac,
which went out of hands and ended in the
sub-primecrisis; and (b) global imbalances
between saving and investment (and hence
in the current account balances), with
excess saving inthe emerging economies
keepingadownward pressureon theglobal
interest rates.

Almost unregul ated activitiesof what have
been called shadow banks, including the
investment banks like Lehman Brothers
and Bear Stearns;

Financial innovations bordering on mis-
adventure leading to opague credit deriv-
atives and securitisation;

The not necessarily dependable ratings
doneby therating agencies, which not only
failed to assesscorrectly the systemicrisks
associated with the possible de-leveraging
by thefinancial institutionswhich held the
highly risky portfolios, but also bolstered
theratingsof variousfinancial instruments
andfinancia institutions by uncritically or
even fraudulently accepting incorrect
information supplied by their clients
[Kindleberger and Aliber, 2011].;

(i)

(iii)

(iv)

(v) Theremuneration structures of executives
in key decision-making positions in
financial institutions linked to short-run
profits.

Thecrisisspread rapidly throughout theworld
because of: (a) massive international financia
flows; and (b) the much closer global trade links,
which prevail now.

Most of these elements are going to be around
in one form or another in developing as well as
developed countries.

New Initiatives since the Global Financial
Crisis:

The deep and prolonged recession which fol-
lowedthe Global Financial Crisishasdirectedthe
attention of the world community towards
developing appropriatefinancial architectureand
regulation of national and international financial
system, with a view to incorporating macro-
prudential regulation aswell as strengthening the
existing micro-prudential regulation. The setting
up of the Financial Stability Board through the
initiative of the G-20, to promote financia sta-
bility (with a membership of G-20 countries and
four more, including India, and international
financial institutions like the IMF, the World
Bank and the BIS), the Dodd-Frank Act, legis-
lated by the US Congress in 2010, and the
introduction of Basel 111, areinstancesof the steps
already initiated in this direction.

While Basel 111 norms will primarily cover
banks and may also be applied to Global Sys-
temically Important Insurance companies, pro-
visons for supervision of a wide range of
systemically important non-banking institutions

Vikas S. Chitre is Honorary Fellow of Indian School of Political Economy. E-mail: vikas.chitre09@gmail.com;

ispe@vsnl.net

1. Author isgrateful to Professors Dilip Nachane and Nilakantha Rath for very thoughtful comments on an earlier draft
of this note, which made it more comprehensive and improved its content. Needlessto say that he alone isresponsible for the

inadeguacies which still remain in these Remarks.
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and financial entities, limits imposed on the
amount of shares in hedge funds and private
equity firms which banks can hold, on the risky
derivatives which banks can hold and the
restrictions placed on compensation packages of
mortgage originators and requirements on them
to hold 5 per cent of the mortgages which they
originate, under the Dodd-Frank Act, cast amuch
wider net and may be more useful. [See Kind-
leberger and Aliber, 2011] Though the Dodd-
Frank Act is obviously an initiative limited
domestically to the US, it may help contain the
impul sesof possiblefuture crisesemanating from
the world's largest financial economy and also
serve as amodel which can be considered by the
other countries as well.

The International Monetary Fund has started
bringing out regularly an assessment of the cur-
rent global financial situation from the point of
view of global financial stability through Global
Financial Stability Reports. Many central banks,
including the Reserve Bank of India, similarly
publish country-specific Financial Stability
Reports and conduct stress tests of banks and
major non-bank financial institutions. In 2010,
the Government of India has set up the Financial
Stability and Development Council to coordinate
thepoliciesof theregulatorsof thefinancial sector
in the economy (the Ministry of Finance, the
Reserve Bank of India, the Securities and
Exchange Board of India, the Insurance Regu-
latory and Development Authority of India, and
the Pension Fund Regulatory and Devel opment
Authority) with a view to ensuring financia
stability and promoting financial development. In
spiteof thesemultifariousinitiatives, the problem
of financial instability is not completely resolved
at al asyet.

There have been suggestions and attempts to
extend the scope of pure monetary policy to
explicitly include concerns of financial stability
inthe formulation of monetary policy. Woodford
[2011] has extended the familiar Taylor Rule for
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conducting monetary policy through changes in
the policy rate (short term rate), to address the
concerns about financial stability. He recom-
mendedincludingintheTaylor Rulethepremium
on credit default swaps in addition to the output
gap and difference between current inflation and
the target inflation rate. This means raising the
policy rate beyond what would be required
otherwise, if financial stability is threatened.
However, Svenssone [2014a, 2014b] evaluating
Sweden’ sexperience of theextended Taylor Rule
by itsCentral Bank, the Riksbank, hasargued that
such leaning back against wind has not proved
sufficiently effective. The effect of the corre-
sponding policy rate on housing indebtednesshas
been very weak and its further effect in terms of
mitigation of risk associated with household debt
miniscule. Indeed, the lower than otherwise
desired level of inflation has increased the real
burden of household debt and, if at all, increased
the risk associated with household debt.

Inarecent paper, Acemoglu et.al [2015] point
out that greater denseness of financial network
may help dampen financial contagion when the
financial shock is smaller than a threshold by
permitting an optimum use of the available
liquidity of the system, but greatly enhances the
contagion when the financial shock exceeds the
threshold defined by the avail ableliquidity inthe
system. Thus, the Central Bank’s lender of the
last resort function in quick and timely provision
of liquidity inthe systemisof critical importance
in controlling the contagion. But that, in turn,
raises the questions of moral hazard and bailouts
involved in the process.

Thelndian Context: Theseissuesare of current
relevance to the Indian economy as well. The
following initiatives and devel opments bring this
out:

(i) The RBI is considering modernizing
monetary policy framework. The Urjit Patel
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Committee, appointed by the RBI for this, has
recommended flexible inflation targeting for the
purpose.

Asacritique of the Urjit Committee Report, it
may be pointed out that the Urjit Patel Committee
Report takes a somewhat ambivalent position on
the impact of inflation on growth. It states that
"persistently high inflation adversely impacts
economy’s alocative efficiency and impedes
growth". Elsewhere, it fixesahigher end-point of
the range for target inflation rate at 6.2 percent,
claiming that to bethe threshold inflation rate for
combined CPI, applying Akerlof et.al. [2000]
logic for a backward bending long-run Phillips
Curve. It also statesthat "theoutput gapwasfairly
close to zero" during the period when the CPI
inflationwasat 4 percent. The Report presents no
estimate of how muchgrowthwouldbelostif CPI
inflation is 6.2 percent rather than 4 percent.
While it may be argued that the loss of growth
would be much less when inflation expectations
areanchored by moving toinflation targeting, the
following comparison between the US and the
Canadian experiences is worth paying attention
to. Fortin, Akerlof, Dickens and Perry [2002]
compared the Canadian experienceof strict target
of 2 percent inflation rate with the US dual goal
of low inflation and low unemployment. Annual
consumer price inflation, excluding food and
energy called core inflation, ranged between just
over 1 percent to just over 2 percent in Canada
and between 2 and 3 percent in the US, but,
surprisingly, the unemployment rate remained
much lower between 4 and 6 percent in the US
compared to between 7 and 11.4 percent in
Canada.

(ii) Whereas a major source of financial
instability in the advanced countries may be the
excessive and unrestricted development of
finance, for developing countries like India it is
likely to beinadequate and | opsided devel opment
of finance, for example, lack of availability of
long-term finance in general and infrastructure

ON FINANCIAL STABILITY- OPENING REMARKS

347

finance in particular; inadegquate devel opment of
corporate debt market; excessive dependence of
small and medium industries on banks and of the
unorganised sectors on informal finance. The
burden of financing infrastructure has created a
serious problem of asset-liability mismatch and
significantly increased the NPAS, particularly of
nationalised banks, in turn, also posing athreat to
financial stability.

(iii) We are in the process of breaking new
grounds in financial inclusion through schemes
like Jan Dhan Y ojana. We are trying to experi-
ment with new types of banks with mandates
mainly for expanding the payments mechanism.

Will these initiatives strengthen or weaken
financial stability in the country?

Outstanding Current Concerns:

Attheinternational level, the US President has
claimed that that country has come out of the
shadow of the crisis. But has that economy
successfully scaled down the "fiscal cliff"? High
household debt |evel sand government deficit and
current account deficit along with imbalancesin
thecurrent accountsof different countriesare still
major worries. Euro zone has serious economic
and political problemswith serious challenges of
avoiding loan defaults and instabilities in cur-
rency and bond markets, threatened due to the
now on and now off possibility of the exit of one
or other member country, such as Greece, from
the euro area.

The falling price of oil may be a boon to oil
importing countries. But it is creating huge fiscal
problems and stagnation or recession of incomes
in the oil exporting countries. If these countries
try toadjust their exchangereservesgresatly, could
that de-stabilize the world exchange markets?
Also, how would the oil importing countries
adjust their economieswhen oil pricestartsrising
again, asis expected?
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Again, at the international level, the IMF,
which was designed to meet the challenges of
trade imbalances, would not have been/will not
beableto do thefirefighting by itself aoneinthe
face of any future possible globa financia
turmoil of the type of the recent Global Financial
Crisis. With globalisation, not only has interna-
tional trade as proportion of the world GDP as
well as the proportions of it in many countries
greatly increased, but the shares of world trade
andthetradeimbal ances of anumber of countries
havealsogreatly altered. (See Table19)? Besides,
of course, the international capital flows have
expanded hugely. The governance and the con-
duct of operations of the IMF are thereforein the
protracted process of undergoing consequent
necessary reform.

Overall Message Emanating from the
Paper s-an Assessment

The papersincluded in thisissue of thejournal
exhaustively examine the multifarious aspects of
the analytical issues relating to the question of
financial stability, the developments emanating
from the global concern for financial stability
provoked by the Global Financial Crisis and the
regulation of the financial system necessary for
financial stability. Comprehensively analysed in
the paper by Nachane, and effectively amplified
and qualified in the papers by Mohanty, Goyal,
Darbha and Rakshit, commenting on Nachane's
paper, and Nachane's responses to these com-
ments, which follow, the ever-widening scope of
the agenda for the policy reforms necessary for
achieving financial stability, involves:

(i) going beyond the objectives of growth and
commodity price stability of monetary policy to
encompass the question of financial stability
which, in particul ar, necessitates monitoring and
supervision to address emergence of asset price
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inflation and asset price bubbles. However, as
argued by Rakshit "It cannot be sufficiently
emphasised that for containing sectoral bubbles
and imbalances the central bank needs to curb
financial flowstotheoverheated asset market, not
imposerestrictionson creditin general.” (p. 428);
In fact, Rakshit points out that "real and/or
financial sector imbalances even when they are
not accompanied with a cumulative rise in asset
prices' could "erode resilience of banks and end
up in systemic financial problem” and such
imbalances"arerequired to be addressed through
sector-specific  rather than macroeconomic
monetary measures' (p. 429) not only, indeed not
primarily by the central banks, as pointed out by
Rakshit, but by the government. Recall the mas-
sive businesscycles caused by the steep increases
inoil pricesin 1973 and 1979, which compressed
the aggregate demand of the net importers of il
and subsequently the world over;

(ii) going beyond monetary policy to monitoring,
regulating and supervising the entire financia
sector;

(iii) "structured and continuous communication
with market participants' (Mohanty p. 398) and
forward guidance on the part of the regulators;

(iv) strengthening standards of capital adequacy
andthequality of capital aswell asassetsof banks
and other financia institutions to take into
account macro-prudential as well as micro-
prudential norms to address systemic as well as
institution-specific risks,

(v) designing of the incentive structure for the
executivesinthefinancial institutions, so that the
risk-takers' compensations are based on maxi-
mising not the current profits but the "average
profits' over a number of future years [Darbha,
Pp. 425-426];

2. All page references here are to those in the present issue of the journa and al referencesto Tablesand Figures areto

thosein the Statistical section in thisissue.
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(vi) -coordinating the regul atory and supervisory
policies and actions of the central bank and other
financial regulatory agencies. But despite wide-
ranging suggestions by the Financial Sector
Legidlative Reforms Commission for reforming
the regulatory structure, as correctly argued by
Goyal (Pp. 406-408), "Changing the existing
balance of power towards politicians in search of
soft optionswill only aggravatetheseissues. Only
marginal changes are required in the Indian reg-
ulatory structure.” (p. 408) In particular, on the
controversial proposal for settingup aPublicDebt
Management Agency, separate from the mone-
tary authority, Goyal argues that "..., the regu-
latory division proposed with all trading to go to
a new Unified Financial Agency will split
regulation of debt products and of credit. The
government securities market could be set back,
and the conduct of monetary policy harmed" (p.
407).;

(vii) ensuring independence of the regulators
from the government as well as the market par-
ticipants (Nachane p. 373);

(viii) managing international capital flows;

(ix) developing adequate architecture for coor-
dinating the regulation and stabilisation policies
and actions of national and international
regulators.

Comprehensive as the papers are, the follow-
ing points still make one uneasy about having
ensured afuture of global financial stability, and
would warrant further consideration:

Itistruethat macroeconomic stability by itself
may not ensure financial stability. Indeed,
"monetary stability could not only co-exist with
financial instability but there could also occa
sionally be acausal nexus from the former to the
latter”. (Nachane, p. 364). However, it also needs
to be emphasised that the fault linesin the macro
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economy and the underlying sources of macroe-
conomic instability can gravely raise the proba-
bility of the confluence of macroeconomic and
financial crises, and of the severity and duration
of the ensuing recession. History tells us that the
Great Recessions or the Great Depressionsin the
past have occurred precisely under these condi-
tions. Even at the present juncture, for example,
the consequences for the global economy of the
steep declinesin oil price or the difficulty in the
structural adjustmentsin Euro zoneor theslowing
down of the Chinese economy in the face of its
"re-balancing” could be severely aggravated if
these underlying sources of macroeconomic
instability happen to engender financial insta-
bility by causing turmoil in the currency, bond
and stock markets.

Even more certainly " ... the viability of the
financial sector is crucially dependent on
macroeconomic policies’ (Rakshit, p. 429). The
current persisting problems of the banks and the
other financial institutions are quite likely due to
the below average growth rates of GDP after
2011.

Regulating growth and build-up of onetype of
investment and asset prices in one sector or one
country drivesfundsinto marketsfor other assets
and for the same assets in other countries. Reg-
ulating one class of shadow banks leads to
emergence of other kinds of shadow banks, thus
we often have shifting nodes of financial insta-
bility, making it difficult to monitor and regulate
them. "... when regulated firms are forced to hold
more costly capital than what the market requires,
they have incentive to shift activity outside the
regulatory perimeter" (Mohanty, p. 398) making
"cycle-proof regulation” difficult.

An "imposition of a minimum haircut
requirement at thelevel of asset-backed securities
of al investors, not just banks... can constrain
short-term leverage for all investorstaking posi-
tion in credit assets, thus restraining shadow
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banks also" (Goyal, p. 409). Goyal argues that
experience of Lehman Brothers with a leverage
of 30 and Bear Sternswith aleverage of 33 at the
time of the onset of the global financial crisis has
shown that aleverage of 33 implied by Basel 111
normsis precariously inadequate, and endorses a
leverageratio aslow as5times. Whilethismakes
sense, itiseasy to seethat auniversal capping of
al investors leverage at 5 means a substantial
capping on all financial intermediation.®> Goyal
even brings capping of leverage centre stage of
the reform of international financial architecture
by suggesting that the emerging economies
should press for reducing financia over-
leveraging in order to reduce the volatility of
international capital flows. She also refers to
proposals for taxing financial transactions or
financial activities or financial services and
financial derivatives, albeit at very low rates
(inviting global co-ordination to avoid double
taxation as well as double non-taxation). While
these measures may be desirable to usher in
financial stability, containing financialisation in
thismanner inthe heydays of financial capitalism
isgoing to be easier said than done.

In view of this, the probability of future
financial crises would always remain positive,
and therefore, considerably greater attention
needsto be provided toreducing costsof financial
failures, as suggested by Nachane (Pp. 379-80).
Notwithstanding the effortsto put forth the Basel
[11 norms to reduce systemic risk, the inherent
limitations of such an exercise [See Acharya,
2011; cited by Nachaneon p. 381] reflectedinthe
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aggravationof systemicrisk at theaggregatelevel
and over time, also point to the inadequacy of
Basdl 111 kind of measures in warding off future
financial crises. Therefore, continuous monitor-
ing of incipient threats to financial stability
through periodic systemic risk surveys, financia
stability reports and banking financia stability
maps as presented by the IMF and the RBI [See
the Documentation section of this issue of the
journal] isessential to providethe necessary early
warning systems.

Indeed, as Schumpeter argued long time back,
capitalist development unfolds through business
cycles caused in the process of clustering of
innovations resulting from entrepreneurial
activity. Under financial capitalism, animportant
driving force working for increasing productivity
and growth is the continuous stream of innova-
tions in financial instruments, financia institu-
tions and financial markets, aimed at a better
matching of the investors and savers' liquidity
andrisk preferences. For example, thelarge credit
supply based on these financial innovations also
created the world-wide boom and high growth of
2003-2008. Innovations such as zero-baance
accounts, pure payment banks and mobile bank-
ing can promote the much desired financia
inclusion necessary for a wide dispersal of the
benefits of growth. However, the line between
enterprise, experimentation andinnovationonthe
onehand and greed and mi sadventure on the other
isvery thin. How to judiciously regulatefinancial
development without discouraging financial
innovation altogether and blocking financia

3. Recall the 100 per cent reserve requirement for all chequable or demand deposits by the banks accepting such deposits,

initially advocated by Paul H. Douglas, Irving Fisher, Frank D. Graham, Earl J. Hamilton, Willford |. King and Charles R.
Whittlesey in the wake of the Great Depression of the 30s, and later strongly recommended by Milton Friedman, which
effectively would placeacap of unity on al money (and credit) creation by banks, effectively removing atogether the ability
of the banks to create money. Money supply changes being the main cause of business cycles according to him, Friedman
had proposed aconstant rate of growth of money supply to ensure stable macroeconomic conditions, and 100 per cent reserve
requirements would make it easier for the central banks to better regulate the growth of money supply. Recall also how the
early deposit banking was indeed a 100 per cent reserve banking, which transformed itself into the present day fractional
reserve banking as the bankers started exploiting the profit opportunities involved in the much lower probability than unity
of withdrawal of depositsduring any given short period. Indeed, monetary targeting on thelines proposed by Milton Friedman
became unworkable, among other reasons, because the demand for money was rendered unstabl e very soon on account of the
growth of financial innovations introducing various close money substitutes. Monetary policy making then shifted to using
interest rate variable in place of the control of monetary reserves, and monetary targeting was replaced by inflation targeting.
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inclusion is the key question that we need to
answer in promoting financial stability without
unduly hurting growth.

A message coming out loud and clear from the
papersisthe need and the success of international
co-operation and co-ordination of the stabilisa-
tion policies. World opinion has now moved
towards firmly accepting the futility of
competitiveprotectivetariffs. Theinternationally
synchronised quantitative monetary easing and
the near-zero policy rates in major countries
prevented the recession turning into adepression.

Because of the peculiar circumstancein which
the banks and the financia institutions happened
to have been trapped with large stocks of "toxic
assets' most major central banks adopted an
unconventional policy of purchasing such assets,
thus deviating from the normal policy of con-
ducting open market operations through gov-
ernment securities. But the dominance of New
Consensus Macroeconomics led to a dependence
on easy money policy rather than expansionary
fiscal policy. "The argument that in a balance
sheet recession when the private sector is de-
leveraging, and there is a possibility of a debt
deflation trap, the government must spend has
validity." (Goyal, p. 418). Long insidelags, weak
effects of tax cuts due to permanent income
hypothesis, vertical long-run Phillips curve,
monetarists’ claim of vertical LM curve, crowd-
ing out of private expenditures by government
expenditures, small fiscal multipliers with
government budget constraints, Clinton's
deficit-reduction package (long-run fiscal con-
solidation) for stimulating aggregate demand by
lowering long-term interest rates by "credible
reduction in expected future budget deficits*, and
the Ricardian Equivalence of tax financed and
bond financed government expenditure- all these
ideas which surfaced over the years through the
academic and fiscal policy history of the US and
the other western developed countries have
weakened the main-stream economists ‘and
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policy makers belief in the efficacy of fiscal
policy as a stabilisation tool [see Blinder, 2004].
Y et, the slow recovery out of the recession dueto
the banks and other financial institutions being
firmly caught in a prolonged liquidity trap natu-
rally raises the question as to whether an expan-
sionary fiscal policy by the governments of the
major global countries (accompanied with an
accommodative monetary policy) would not
have induced a more rapid recovery.

The present value constraint isthecrux of Life
cycle or permanent income hypothesis, or
Ricardian Equivalence. As pointed out by
Nachane (p. 360), thetransversality or theclosing
condition of the inter-temporal (stochastic) opti-
misation by a representative individual, that all
debts are settled in full, may not be satisfied in
al contingent states, invalidating the present
valuebudget constraint, and createcircumstances
of general debt deflation everywhere. Equally
possible failure of the present value budget con-
straint may occur when the economic agents
cannot borrow against future anticipated receipts,
andfindtheir spending to beliquidity constrained
in the current period. "If liquidity constraints are
binding, ..., current income will matter more than
future income because it loosens liquidity con-
straints. In that case, a debt-financed tax cut will
raise spending”. [Blinder, 2004, p. 19]. After a
detailed econometric study of the quarterly time
series data from 1954 to 1984 on real purchases
of nondurable goods and services, in which they
split current real wealth and current income
between anticipated (given by their respective
expected values, given as the one-period-ahead
forecastsof thesevariablesbased on avector auto
regression for these variables which includes
lagged values of al variables influencing them)
and unanticipated (given by the difference
between their actual and the expected values),
concludethat: "It seemsto be mainly unexpected,
not expected, changes in income and wealth that
cause consumption to change..." Further, their
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examination of the Barro (Ricardian Equiva-
lence) hypothesis ‘clearly implies that a debt-
financed tax cut raises consumptions
substantially’. [Blinder and Deaton, 1985]. Also,
asiswell-known, even under permanent income
hypothesis, consumers may increase their saving
in response to temporary increases in disposable
income by spending on durables, and consumer
expenditure reacts more than consumption
[Blinder, 2004, p. 20]. Indeed, in the context of
the zero bound on nominal interest rate ‘a
combined monetary-fiscal effort-deficit spending
or tax cuts financed by printing money-may be
needed. Indeed, fiscal policy might well be the
senior member of such a partnership, since a
liquidity trap not only reduces the power of
monetary policy but also increases the power of
fiscal policy (because there is little or no
"crowding out® from higher interest rates.
[Blinder, 2004, p. 38]. In his paper in the present
issue, Rakshit arguesthat in theabsence of afiscal
stimulus, the easy money policy merely led to
exchange rate depreciation which did ‘little to
boost global demand for goods and services' (p.
430, also see Figure 18), leading to a lack-lustre
performance of the global economy after 2011.

To besure, most major countries showed high,
though gradually tapering, fiscal deficits during
the post-crisisyears(see Table 10 and Figure 10).
It is possible that these fiscal deficits represent
"the mutually re-inforcing effects of fiscal con-
solidation everywhere" which "magnify the loss
of employment and output and tend to widen
budget deficit in al countries’ (as hypothesised
by Rakshit (p. 430)) rather than efforts at pro-
viding fiscal stimuli. In any case, the largefiscal
deficits after the crisis (whether representing
activefiscal policy actions or passive outcome of
contracting output due to fiscal consolidation)
also raised the government debt-GDP ratios
above average for most countries (see Table 11)
which possibly must have also ruled out raising
fiscal deficits further for providing additional
fiscal stimulus.

JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY

APRIL-DEC 2015

IMF immediately after the crisis initially
strongly recommended expansionary fiscal poli-
cies to ward off spread of recession, but soon
reverted to its traditional scepticism about the
efficacy of counter-cyclical fiscal policy and
began to advocate strict fiscal consolidation after
2011 [Ban, 2014]. The US and the UK ran large
fiscal deficits during the post crisis years (see
Figure 10). The average GDP growth rate for the
US was the highest among the developed coun-
triesfor the years 2009-2014, and that of the UK
wasthe sameasthat for Germany whichfollowed
a much tighter fiscal policy (see Table 13). In
India, the Government allowed thefiscal deficits
toriseabovethetimepath prescribed by theFiscal
Responsibility and Budget Management Act, for
afew years after the crisis. Notably for India, the
post-crisis GDP growth rates have remained
higher than average for the period from 1991 to
2014. (See Table 13) The fisca deficits did,
however, aso raised the interest rates (and
possibly added to inflation heightened and sus-
tained by supply - side shocks) and made it
difficult for the Reserve Bank to lower the policy
rates.

While the focus of discussion in the papers
included here hasbeen primarily on monetary and
financial policies, there is much scope for re-
examining and re-emphasising the working of
fiscal policy and a better co-ordination of
monetary and fiscal policiesfor macro-economic
stabilisation, especially whentheinterestratesare
low in the context of developed economies and
when the supply shocks are at work in the context
of the devel oping economies. In the former case,
low nominal interest rates make it difficult to
lower these rates further, hence make it more
difficult to operate monetary policy. On the other
hand, when credit and private spending show low
growth rates even when the real interest rates are
low (aswasthe case during the post-crisisyears),
itisprecisely thesituationinwhich expansionary
fiscal policy may benecessary for stimulating the
economy. Itisonly when eventhereal (post-tax)
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interest rate on government borrowing, adjusted
for, that is, reduced by, the return on government
investment, cannot be lowered bel ow the growth
rate of real GDP [see Rakshit, 2000] or alter-
nately, when the latter cannot be rai sed abovethe
former that the government wouldfind it difficult
to carry larger fiscal deficits lest the government
debt GDP ratios should worsen and the interest
burden should mount still further. In the context
of the developing economies, plagued by supply
congtraints, for example, in respect of the food
sector, it may be necessary to go beyond purely
Keynesian monetary and fiscal policies. To be
sure, the sticky food inflation during recent sev-
eral yeaswasdriven by both demand pull factoOrs
on account6 of growth of real private disposable
income, including rural wage incomes, money
growth, fiscal deficits, Growth of world GDP,
global commodity price trends and inflationary
expectations, and alsothe supply sidefactorssuch
as slow growth of food production, minimum
support prices (Gopakumar and Pandit, 2012],
and lack of post harvest and supply chain infra-
structure. Therefore, pure monetary policy had a
role in containing growth of demand and
preventing spill-over of existing food inflationin
the wage-price spiral. However, these policies
must be extended to include appropriate sectoral
tax, government expenditure/investment and
credit policies aimed at relaxing the supply con-
straints impinging on the constrained sector or
sectors. It may also be necessary to supplement
these policies with reforms of the economy and
the financial sector, for achieving the same pur-
pose.

The critical analyses in the papers and the
material in the Documentation and Statistical
sectionsincluded in thisissue will attract further
attention of researchers to the above-mentioned
and other issues relating to the important goal of
financial stability.
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SAFEGUARDING FINANCIAL STABILITY IN AN ERA OF FINANCIAL
FRAGILITY: AN INDIAN PERSPECTIVE

D.M. Nachane

The recent global crisis has brought several issues to the forefront of macro-policy analysis
including most prominently (i) pro-cyclicality of bank capital regulation (ii) role of asset bubbles
(iii) high social costs of financial failuresand (iv) high leverage of financial institutions. It has been
realised by the global community that tackling these problems calls for a globally coordinated
approach in which both national regulators and multilateral global institutions/agencies will have
to play a vital role. The focus of this paper is on the role of national regulatory and supervisory
authorities, with special emphasison sevenkey policy areas, viz, (i) making monetary policy respond
to asset prices (ii) strengthening and expanding the scope of regulation and supervision (iii) con-
trolling leverage of financial institutions (iv) dampening pro-cyclicality of capital requirements (v)
reducing costs of financial failures (vi) devising market incentives for prudent behaviour and (vii)
a shift from micro-prudential to macro-prudential regulation. We examine to what extent the official
financial supervisory and regulatory authoritiesin India have fulfilled this role successfully. In the
latter part of the paper, some attention is also devoted to the role of global multilateral institutions

in ensuring financial stability.
1. Recent Global Crisis: A Brief Overview

The recent global crisis has thrown into tur-
moil both the theoretical perceptions about how
the macro-economy works as well as several of
the well-entrenched notions about how policy
(especially monetary policy) should beconducted
and towardswhat goals. For abetter appreciation
of these consequences, it is appropriate to delve
(albeit briefly) into the causes of the extent and
severity of thecrisis.* Thereisgeneral agreement
among economiststhat the causesof thecrisisare
to be located primarily in six factors, viz., (i) the
so-called Great Moderation (ii) the Global Sav-
ings Glut (iii) loose monetary policy by the Fed
under the Chairmanship of Alan Greenspan (iv)
the home price bubble (iv) sub-prime lending
growth and (vi) mortgage based securitisation
(MBS).

TheGreat Moderationisusually takentomean
the relatively tranquil period of 1990 -2007 for

the global economy (though marred by the Asian
Crisis of 1997-98 and the dot.com bust of 2001)
in which most of the Western economies expe-
rienced|ow inflationaccompanied by low interest
rates and steady (though moderate) rates of
growth while the Emerging Market Economies
(EMEs) grew rapidly and asset prices generally
(but residential property pricesin particular) rose
sharply. Coincidentally, this period aso wit-
nessed asteepriseinsavingsratesin China, Japan,
OPEC, and East Asiain view of the high growth
rates and possibly an increasingly skewed dis-
tribution of income. Parts of these savings were
invested in US Treasury Securities as well as
European bonds, leading to chronic low long-
term interest rates in these countries, in turn
stimulating credit-based spending on consumer
durables and housing. Savings rates correspond-
ingly declined in the US and Europe, while cur-
rent account deficits widened.

One of the important factors often held
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responsible for the global crisisisthe conduct of
U.S. monetary policy under Alan Greenspan.
Greenspan succeeded Paul Volcker to the
Chairmanship of FRB in June 1987 and system-
atically began a process of reversing his prede-
cessor's conservative  monetary  policies,
beginning with the October 1987 Wall Street
Crash. He is widely believed by many to have
been responsible for the dot.com bubble disaster
-- by refraining from raising interest rates or
imposi ng stock market marginsasthebubblebuilt
up, till it was too late [see Krugman, 2009c;
Canterbery, 2011 etc.). The easy money policy
continued in the wake of the bubble burst, as part
of the mop-up operations. Within aspan of about
3yearsthefed fundsrate (the key FRB monetary
policy target) was down from 3.5% to 1%. Not
surprisingly this provoked a boom in asset mar-
kets, including housing prices, and a corre-
sponding fall in the U.S. dollar. Unfazed by the
riseinhousing prices, Greenspan actually seemed
to view it favourably claiming that "Besides
sustaining the demand for new construction,
mortgage markets have also been a powerful
stabilising force over the past two years of eco-
nomic distress by facilitating the extraction of
someof the equity that homeownershavebuilt up
over the years'? In mid-2004, Greenspan
reversed theinterest rate cycle, and in the process
brought about a hard landing of housing prices
shortly after his tenure ended in Jan. 2006.

What lent the global crisisits special severity
was, however, the emergence and proliferation of
mortgage-based securitisation (MBS) inthe U.S.
Traditionally, the U.S. housing market has been
characterised by four types of mortgages, viz.

1.  Prime Mortgages (following standards set
by FREDDIE MAC (Federal Home Loan
MortgageCorporation) and FANNIEMAE
(Federal National Mortgage Association))

2. Jumbo mortgages (exceeding loan limits
set by FM1 (FANNIE MAE) and FM2
(FREDDIE MAC))
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3. Alt-A mortgages (not satisfyingthecriteria
lad down by FM1 and FM2 but with
borrowers having good credit (FICO?®)
scores)

4.  Sub-Primemortgages (covering borrowers
with poor credit history and FICO scores).

Actually, sub-prime mortgages originated in
the U.S. with the decision of the Clinton
Administration in the mid-1990s to promote
home-ownership among the economically and
socially backward, who would otherwise be
denied mortgages by commercial financial
companies and banks, under the CRA (Commu-
nity Reinvestment Act 1977). This had the
immediate effect of driving up home demand and
home prices. Private financial players saw inthis
a unique opportunity to expand their business
with resort to the derivative instrument of MBS.
Securitisation or the bundling of bank loans to
create tradeable bonds may be said to have
commenced in 1968 with GINNIE MAE (Gov-
ernment National Mortgage A ssociation) issuing
saleableinstruments based on combining Federal
Housing Administration (FHA) and the U.S.
Department of Veterans Affairs (VA) loans. In
1981, FANNIE MAE introduced MBS based on
prime mortgages. Government Sponsored
Enterprises (GSEs) began to pool conventional,
prime mortgages, to create "mortgage-backed
securities” (MBS), for sale with guarantees
against default on the underlying mortgages.
Securitisation is often referred to as an O-D*
model in contrast to the traditiona O-H (or
"originate-to-hold” model) wherein the bank
originating the mortgage held it till maturity and
bore the risk of default.

By about 2002 a pronounced change was
occurring in the MBS market. Instead of MBS
being issued by government agencies (GSES)
based exclusively on prime mortgages, their
originationwasincreasingly being undertaken by
privatecompanies(privatelabel securities) based
on sub-prime mortgages. These "private label"
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originators used "structured finance" to create
securities. Structuring involved "dlicing” the
pooled mortgages into "tranches’, each having a
different priority in the stream of monthly or
quarterly principal and interest stream. The top
buckets/tranches possessed considerable credit-
worthiness, capable of attracting "triple A" credit
ratings, making them saleable to money market
and pension funds that would not otherwise deal
with subprime mortgage securities. With aview
to marketing the MBS tranches|ower in payback
priority that could not earn higher ratings
investment banks developed another security-
known as the collateralised debt obligation
(CDO). These CDOs pooled the leftover BBB,
A-, etc. rated tranches, and produced new tranches
- 70% to 80% of which were rated triple A by
rating agencies. The 20-30% remaining mezza-
nine trancheswere sometimes blended with other
CDOs. The credibility of these new instruments
was underpinned by a network of credit rating
agencies. A thriving market for these low quality
private label securities was sustained by the
global "Giant Pool of Money" (estimated at
around $70trillion) arising from the savings glut
in the rapidly growing economies of China and
East Asia, which sought higher yields than those
offered by U.S. Treasury bonds during the years
2002-07.

Banks found it increasingly convenient to
entrust the task of issuing such CDOs to Special
Purpose agents Vehicles (SPVs) and Trusts. Side
by side Specia Investment Vehicles (SIVs)
emerged to market these securities to individual
buyers. Thus there was afairly longish securiti-
sation chain linking several agents:

Home Owner / Borrower — Broker — Orig-
inator (Bank / Mortgage Company) — Arranger
[ Issuer — Trust / SPV — Asset Fund / SIV —
End-Investor (who could be any Individual,
Bank, Finance Company, etc., located anywhere
in the World)
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Home lending proliferated under schemes
suchasSIVA, NIVA and NINA (or Ninjaloans),’
while subprime mortgages grew from 5% of total
originations ($35 billion) in 1994, to 20% ($600
billion) in 2006.

Many financial institutions, investment banks
inparticular, issued large amounts of debt during
2004-2007, and invested the proceeds in
mortgage-backed securities (MBS), essentially
betting that house prices would continue to rise,
and that householdswould continueto maketheir
mortgage payments. Thisstrategy was essentially
bare-faced speculation yielding huge profits
while the housing boom was on.

Another financial innovation that made its
appearance around this time was the Credit
Default Swaps (CDS), proposed as a hedge for
MBSinvestors, from therisk of default but could
also beused by speculatorsto profit from default.
The volume of CDS outstanding increased
100-fold from 1998 to 2008, with estimates of the
debt covered by CDS contracts, as of November
2008, ranging from US$33 to $47 trillion. CDS
are lightly regulated, largely because of the
Commodity Futures Modernisation Act of 2000.
As of 2008, there was no central clearing house
to honour CDS in the event a party to a CDS
proved unable to perform his obligations under
the CDS contract. Required disclosure of CDS-
related obligations has been criticised as inade-
guate and an important contributory factor to the
crisis.

Around this time, several weaknesses were
becoming evident in the securitisation chain.
(i)  Brokers driven by commission based on
guantum of loans rather than their quality
created a situation of moral hazard, with
manipulation of credit scores, etc.
Originators had no incentives to ensure
quality of loans under the O-D system in

(i)
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contrast to the earlier O-H system. Simi-
larly, bankerswere unavailable for sorting
out borrower problems and minimise
defaultsduring the course of the mortgage.
Huge profits from securitisation encour-
aged strong leveraging

Tranching enabled SPVstotailor CDOsto
needsof variousinvestors (CDOsbased on
senior tranches with AAA ratings for
pension funds, CDOs based on lower
tranches with BBB ratings for SIVs and
conduits, etc.)

A large share of the business of rating
agencies emanated from CDOs, CDS, etc.
Asthey get their feesfrom theissuer rather
thantheinvestor, thereare someincentives
for rating agencies to compromise their
standards.

Fund managers motivated by bonuses
based on competition relative to peers,
offered CDOs on the market with high
returns but often with the underlying risk
carefully cached.

Less liquid tranches which could not be
easily "marked to market" wereallowed to
be "marked to model", i.e., their valuation
was based on the internal models of
financial companies, often misleading the
regulators, clients, etc. about the true net
worth of the companies.

(iii)
(iv)

v)

(vi)

(vii)

An additional dimension of riskiness was
imparted to the mortgage market by the ARM
(adjustable rate mortgage) wherethe interest rate
is not fixed but floating with the current market
interest rate.* Many ARMs also had "teaser" rates
below 4% for the initial period, with the possi-
bility of monthly paymentsrising steeply after the
initial period. In his February 2004 speech,
Greenspan suggested that more homeowners
should consider taking out ARMs. The Fed’ sown
funds rate then was at an all-time-low of 1%.
Shortly after this, the interest rate cycle was
moved upwards with ratesrising to 5.25% about
two years later. Thisis widely believed to have
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brought about the 2007 subprimemortgagecrisis,
as ARMs were adjusted to interest rates much
above those originally negotiated by borrowers.

Excessive securitisation led to the emergence
of aparallel / shadow banking system, which was
not subject to the same degree of regulatory and
supervisory controls as depository banks. The
ABCPs (asset-backed commercial paper) and
other securities, (e.g., auction-rate preferred
securities, tender option bonds and variable rate
demand notes), issued by these non-banking
financial companies(primarily hedgefunds, asset
funds, money market mutual funds, etc.) by 2007,
amounted to over $6 trillion - about 60% of the
overall U.S. banking assets (of around $10
trillion). These entities were especially vulner-
able because they borrowed short-term in liquid
marketsto purchase long-term, illiquid and risky
assets. This meant that disruptions in credit
markets would make them subject to rapid dele-
veraging, selling their long-term assets at
depressed prices. Overlaying this shadow
banking structure was the fact that in the years
leading up to the crisis, the top four U.S. depos-
itory banks moved an estimated $5.2 trillion in
assetsand liabilities off-bal ance sheet into special
purpose vehicles or other entities in the shadow
banking system. Thisenabled them to essentially
bypass existing regulations regarding minimum
capital ratios, thereby increasing leverage and
profits during the boom but increasing losses
during the crisis. Such a huge superstructure of
loosely regulated and volatile finance created a
classic Minsky-type of situation of financial fra-
gility [Minsky, 1986, 1992; Papadimitriou and
Wray, 1997; Sinapi, 2011], etc.

Thisfragility became increasingly evident as
mortgage rates started rising following the
tightening of theinterest rate cycleover theperiod
2004-07. By mid-2005 the downturn in housing
prices became evident and sub-prime mortgage
defaults showed a rapid rise leading to foreclo-
sures. By October 2007, approximately 16% of
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subprime adjustabl e rate mortgages (ARM) were
delinquent, the proportion rising rapidly to 25%
by May 2008. By September 2009, about 14.5%
of all U.S. mortgages were delinquent and about
a million residences faced foreclosure over the
period Aug. 2007-October 2008. Indomino-style,
beginning 2007, financial ingtitutions and indi-
vidual investors holding MBS also suffered sig-
nificant losses from mortgage payment defaults
and the resulting decline in the value of MBS.
This spread uncertainty across the system, as
investors wondered which companies would be
required to cover the mortgage defaults. In June
- July 2007, CDOs backed by MBS were down-
graded 4 notchesfrom AAA to A+. In Aug. 2008,
Fannie Mae and Freddie Mac share prices did
sharply. They were taken over by the Treasury on
7 September 2008.

SIVs had funded their purchase of CDOs by
issuing short-term ABCPs, which needed to be
rolledover monthly. Inview of theadversecapital
market developments, short-term funding to
support such roll-overs was rapidly drying up,
leading to a seizure of the ABCP market.
Effectively, the securitisation markets supported
by the shadow banking system started to close
down inthe spring of 2007 and nearly shut-down
inthefall of 2008. M orethan athird of the private
credit markets thus became unavailable as a
source of funds, while the traditional banking
system did not have the capital to close this gap.
Bear Stearnsannounced on 18 July 2007 that they
would incur losses on sub-prime investments
through their two hedge fund arms. In March
2008, the Fed staved off a Bear Stearns bank-
ruptcy by assuming $30 bn in liabilities and
engineering asaleto J.P. Morgan at athrow-away
price. Then in a climactic development, on 12
September 2008, one of the maor investment
banks Lehman Brothers went bankrupt after the
U.S. Treasury refusedtobail it out.” A bankruptcy
of this dimension created much uncertainty as to
whichfinancial firmswould berequired tohonour
the CDS contracts on its $600 billion of bonds
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outstanding. Merrill Lynch’slargelossesin 2008
were attributed in part to the drop in value of its
unhedged portfolio of collateralised debt
obligations (CDOs) after AIG ceased offering
CDSon Merrill’s CDOs. Theloss of confidence
of trading partners in Merrill Lynch’s solvency
and its inability to refinance its short-term debt
ledtoitsacquisition by theBank of America. Thus
during 2008, three of the largest U.S. investment
banks either went bankrupt (L ehman Brothers) or
were sold at fire sale prices to other banks (Bear
Stearns and Merrill Lynch). These failures aug-
mented the instability in the globa financia
system. The remaining two investment banks,
Morgan Stanley and Goldman Sachs, opted to
become commercial banks, thereby subjecting
themselves to more stringent regulation.

Insurance companies such as American
International Group (AlG), MBIA, and Ambac
faced ratings downgrades because widespread
mortgage defaults increased their potentia
exposureto CDSlosses. Thesefirmshadtoobtain
additional funds (capital) to offset this exposure.
AlG with aholding of CDSs against $440 billion
of MBS sought and obtained a Federal govern-
ment bailout in late 2008. Several monoline
insurance companieswere driven out of business
in 2008-2009.

2. A Paradigm Shift in Macro-economic
Theory

The New Consensus Macroeconomics
(NCM), which established itself in the 1980s as
the mainstream view of the macroeconomics
profession, essentially represented an "uneasy
truce" between the then dominant new classical
school [Lucas, 1972; Sargent, 1979, etc.] and the
nascent neo-Keynesian view [Mankiw, 1989;
Phelps, 1968; Taylor, 1980, etc] -- a truce
achieved by securing the micro-foundations of
Keynesian sticky prices and wages with  opti-
misation under rational expectations. The NCM
(and especialy its twin pillars - the Rationa
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ExpectationsHypothesis (REH) and the Efficient
Markets Hypothesis (EMH)) also supplied the
intellectual basis for the wave of financial liber-
alisation that surged in the 1980s. The recent
global crisis has posed a very serious challenge
to the NCM, partly because the NCM failed to
anticipate the extent and severity of thecrisisand
partly because solutions proposed within its
framework have met with limited success so far
[seee.g., Rakshit, 2009]. Thishasled to a serious
guestioning of the NCM from four major alter-
native schools, viz., the Post-Keynesian, the
Austrian, the Structuralist and the Marxist. Of
these, the Post-Keynesian critique has been the
most dominant and has already had a substantive
influence on the post-crisis re-orientation of
macroeconomic policy. Hence in this paper, we
confineourselvesexclusively tothiscritique. The
policy matrix emanating from the NCM essen-
tially revolved around four prescriptions (i)
Inflation Targeting (ii) Taylor Rule (iii) The
Jackson Hole Consensus (see below) and (iv)
Advocacy of Financialisation.?

As mentioned earlier, the NCM essentially
incorporates most aspects of the New Classical
and Real Business cycle schools but with the
important new Keynesian feature of limited
flexibility of prices(andwages), though thelatter
is now solidly grounded in rationa, (i.e,
model -consistent expectations) micro-
foundations [see Bagchi, 1994, Pp. 19-88, for a
lucid exposition]. Thus the following elements
may be said to congtitute the core theoretical
propositions of the NCM [Goodfriend & King,
1997; Gali & Gertler, 2007; Woodford, 2003,
2009, etc.]:

1. NAIRU Hypothesis: The long-run Phillips
curve is vertical, though its short-run
counterpart could be upward dSoping
[NAIRU hypothesisof Friedman, 1968; and
Phelps, 1968]. Thus the natural rate of
unemployment is fixed in the short-run,
independently of the level of aggregate

JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY

APRIL-DEC 2015

characteristics of the labour market and
changing only in a secular manner [see
Mankiw, 2001; Ball & Mankiw, 2002, Pp.
115-36; Blanchard & Katz, 1997, Pp. 51-72,
etc.].

2. Ergodic Uncertainty: Uncertainty is "er-

godic", i.e., future events can be attached
specific probability generating functions
which arereasonably stable over thetypical
short-run horizons that concern macro-
economists.

3. Representative Agent & Rational Expecta-

tions; The NCM builds its "micro-
foundations® on the assumption of a
representative  agent basing his
consumptiondecisions onaninter-temporal
utility maximising framework, with
expectations formed rationally, i.e., by
makingbest useof all availableinformation.
This is the famous rational expectations
hypothesis (REH) of the NCM. If the
assumption of perfectly competitive mar-
kets is grafted onto the REH, weak effi-
ciency of markets can be easily derived
(EMH).

4. Transversality condition: A rather innocu-

ous looking assumption in the NCM has
shown up as a major limitation post-crisis.
This, of course, is the "transversality con-
dition" [Blanchard & Fischer, 1989,
Appendix 2A], which postulates that in the
inter-temporal optimisation of the repre-
sentative individual, all debts are settled in
full, thus effectively leaving no space for
money, finance and liquidity to enter the
model inameaningful way. Thisrendersthe
theoretical model particularly inappropriate
to analysethereal world problems of credit
risk and default.

Dissatisfaction with the NCM on theoretical
grounds predates the crisis [see Davidson, 1982,
Pp. 182-98; Kirman, 1992; North, 1999, etc.].
However, the crisis brought a certain poignancy

demand, being determined by structural to these criticisms, especially as it revealed the
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fault lines of the policy implications of the NCM.
We will begin with a discussion of the main
contoursof thetheoretical criticismsand later turn
totheir policy implications. Asmentioned earlier,
weare confining ourselvesto the post-Keynesian
critique. We therefore review the criticisms lev-
elled against each of the four major planks of the
NCM mentioned above.

Natural Rate Hypothesis: The NCM, posits the
NAIRU asasummary statisticfor thesupply-side
equilibrium. However, empirical evidence
strongly conflicts with the postul ated invariance
of the NAIRU with respect to shiftsin aggregate
demand. Empirical studiesdealingwith U.S. and
European data seem to cast doubt on the verti-
cality of the Phillips curve aswell as the alleged
invariance of the NAIRU to aggregate demand
shifts[see Gordon, 1997; Juselius, 2008; Arestis,
et a, 2007, Pp. 125-48, etc.]. Further, using a
simple "triangle model" of inflation, it can be
shown [see Gordon, 1997] that inflation is "an
excess nominal GDP phenomenon” and that
supply shocks can induce positive correlation
between inflation and the unemployment gap.
Theseand similar considerations supply thebasis
for the hypothesis of the "backward bending
Phillipscurve" [Akerlof, et a 2000, Pp. 1-76; and
Palley, 2008], i.e., a threshold inflation level,
below which employment/output and inflation
are positively correlated and beyond which the
correlation turns negative. Much of the empirical
evidence available for India also seemsto disfa-
vour theNAIRU invarianceto aggregate demand
hypothesis [see Nachane and Lakshmi, 2002;
Patra and Ray, 2010; Dholakia and Sapre, 2011;
Kapur, 2013, etc.].

Natureof Uncertainty: Oneof thecentral features
of Keynes General Theory was that the uncer-
tainty confronting investors was viewed in a
Knightian sense (or what we have called above
as "non-ergodic" uncertainty), characterised by
abelief that there iswisdom in numbers, leading
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to herd behaviour in financial markets. By con-
trast the REH, in particular, presumes that the
future is ergodic and hence predictable (within
known error bounds). The global crisis brought
out the fatal flaw in the REH and its associated
premise, viz., the EMH. Asisnow well-known,
the elaborate models used by credit rating agen-
ciestorate/ monitor complex productslike CDOs
predicated on complicated multidimensional
probability distributions and copulas, were sim-
ply inappropriateto foreseetheilliquidity in U.S.
money markets that arose from investor herd
behaviour in the face of the non-ergodic uncer-
tainty intrinsic in new complex financial inno-
vations. The foundations of a more redlistic
macroeconomics need to be based on atheory of
decision making under non-ergodic uncertainty.
The quest for such foundations may have to be
located in the emerging field of "behavioura
finance" [see Shefrin, 2000; Lo, 2007; Allington,
et a 2011, Pp. 1-42, etc.] using "agent-based
modelling" in a framework of "adaptive mar-
kets'.? In the context of financial crises, these
theories would tend to focus on the complex
institutional structure of financial marketsand on
decision rules circumscribing the behaviour of
market participants. From an operational point of
view, this line of thinking prompts regulators to
pay close attention to nodal interactions within
the financial sector and the build-up of systemic
risk.

Representative Agent & Rational Expectations:
The representative agent model postulates the
existence and stability of an overall economic
equilibrium, arrived at by aggregating over
individual demand/supply curvestoarriveat their
market counterparts. Such a procedure is valid
under very restricted assumptions [see Fisher,
1992] and is also subject to the "fallacy of com-
position” critique [see Kirman, 1992]. A more
forma criticism comes from the successive
writings of Debreu [1974, Pp. 15-21], Sonnens-
chein[1972] and Mantel [1974], and goes by the
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name of the DSM theorem.’® In spite of Hahn's
[1975] admission that the DSM results are "most
damagingtoneoclassical theory", themainstream
economics profession seems to have largely
ignored these implications (some political econ-
omy explanations for this neglect are discussed
in Hodgson [1997] and Rizvi [1994]). Rational
expectations similarly have continued to domi-
nate thinking in the New Classica and neo-
Keynesianframeworks, eventhoughitsempirical
foundations are extremely shaky.™ A more
realistic assessment of inflation expectations
formation will haveto contend with the limitson
individuals' cognitiveand computational abilities
as well as their inability to separate their per-
ceptions of their local environment from the
overall macro environment [see Sims, 2003;
Caballero, 2010, Pp. 85-102, etc.].

Transversality Condition: The transversality
condition, by closing the intertemporal utility
maximisation model of the representative agent
soastoruleout liquidity constraints, failstoallow
for the endogenous build-up of banking/financial
crises[seeBuiter, 2009; Goodhart, 2010, etc.]. As
such the NCM models can only treat crises as
exogenous shocks. There is some controversy as
to whether the sub-prime crisis was a random
shock or an endogenous development [Lucas,
2009; and Fama, 2010, argue for the former
viewpoint, whereas Allington, et al 2011, takethe
oppositeview]. Theunfolding of the sequence of
events leading up to the collapse of recent crises
such as the Long-Term Capital Management
(LTCM), [1997], Northern Rock [2007] and
Lehman Brothers [2008] (see Section 1 above)
seems, however, to strongly suggest that banking
and financial crises are usually the outcomes of
institutional changes, financial innovations and
regulatory shortcomings which are path depen-
dent and which therefore cannot be analysed
within the framework of the NCM.
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3. Revised Approach to Macro-economic
Policy

In line with the episodic revision in academic
thinking discussed in Section 2, it was but natural
that the contours of central banking policy (a
broad term to include monetary and credit policy
as well as financial sector regulation and super-
vision) be redrawn with added emphasis on the
role of nationa regulatory and supervisory
authorities in crisis prevention and crisis man-
agement. The new thinking in the immediate
aftermath of the crisis is encapsulated in two
detailed Reports, viz., those of the de Larosiere
Group (Feb. 2009) in the EU and the Working
Group 1 of the G20 (March 2009). Currently, a
broad implicit agreement seemsto have emerged
among central bankers globally on the following
seven point agenda:

1. A thorough overhaul of Monetary Policy
2. Re-thinking on Full Capital Account Con-
vertibility
3. Strengthening and expanding the scope of
regulation and supervision (R & S)
4. Improved Prudential standardsfor financial
institutions
5. Specia attention to non-performing assets
(NPAS)
Reducing costs of financial failures
7. A Shift from Micro-Prudentia to Macro-
Prudential Regulation.

o

But it isalso being increasingly realised that
national regulators acting on their own cannot
completely firewall their domestic jurisdictions
from disturbances originating in the rest of the
world and that coordinated efforts are needed at
the global level, if not to avert, then at least to
attenuate the consequences of acrisis of similar
dimensions. The main partners in such a coordi-

nated approach are envisaged to be:
1. National Regulatory & Supervisory
Authorities

2. IMF
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3. Financial Stability Forum (FSF)/Board
(FSB)

4. International Standard Setting Bodies like
the BCBS (Basel Committee on Banking
Supervision) of BIS (Bank of International
Settlements), IOSCO (International Orga
nisation of Securities Commissions) , etc.
and

5. Globally influential organisations like
G-20

Our primary focusin this paper will be on the
first of these aspects, though as all the issues are
inter-connected, and also for the sake of com-
pleteness, we will be including brief discussions
on the other aspects al so.

We therefore begin with the seven point
agendafor the national regulatory authoritiesand
discuss each in some detail below.

4. A New Look at Monetary Policy

Jackson Hole Consensus (JHC) : Prior to the
Crisis, the thinking on monetary policy was
relatively clear-cut and reflected in what was
termed asthe Jackson Hole Consensus (following
Issing (2009)) (JHC for short). The major
dimensions of the JHC were the following:

(i)  that commaodity inflation control should be
the overriding (if not exclusive) objective
of monetary policy (inflation targeting)
that asset price bubbles are better left alone
as attempts to control (or worse "prick")
such bubbles could lead the economy into
dangerous territory and

if, and when, asset prices burst central
banks should "mop up the mess’, i.e., go
into the "lender of last resort" act [see
Greenspan, 2004; Blinder & Reis, 2005;
Mishkin, 2007, etc.].

(i)

(iii)

Theintellectual roots of the JHC are based on
a conventional Friedmanian argument that
financial instability isthe outcome of unexpected
shocksto theinflation level, mainly arising from
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over-enthusiastic central banks trying to stimu-
late the economy beyond its natural rate [see
Friedman & Schwartz, 1963; Schwartz, 1998;
Bernanke& Gertler, 1999] cryptically summarise
thisviewpoint as" central banksshould view price
stability and financial stability as highly com-
plementary and mutually consistent objectives’.

As is now universal knowledge, the global
crisisbrought out thefatal flaw inthisConsensus.

Sipping Transmission Belt of Monetary Policy
and Inflation Targeting: As seen earlier, the
NCM had carved out the task of monetary policy
as the single-minded pursuit of price stability
(inflation targeting). However, long before the
current global crisis set in, it was becoming
increasingly evident that the profound institu-
tional changes set in motion by the successive
globalisation waves of the 1980s and 1990s, had
considerably reduced both the manoeuvrability
spaceand theefficacy of monetary policy. Several
factorsseemto be at play here[seee.g., Nachane
and Raje, 2007, etc.] including most prominently
(i) unchecked financial innovation which led to
the emergence of several new near substitutesfor
money (ii) arelative decline in the role of banks
in credit creation (iii) the switchover from a
reliance on direct monetary policy instruments
such as Cash Reserve Ratio (CRR), Statutory
Liquidity Ratio (SLR), credit ceilings, etc., to
indirect measures such as open market operations
(OMO) and repo ratesand (iv) unrestricted global
capital flows. The mechanics via which such
changes weakened the link between monetary
policy and the credit market have been detailed,
for example,in D’ Arista[2009] (to whomweal so
owetheterm "dlipping transmission belt"). Inthe
light of these considerations, IT has attracted a
great deal of criticism. As these criticisms have
been detailed in several papers[seee.g., Gordon,
1997; Arestis and Sawyer, 2008, Pp. 629-53;
Nachane, 2008, etc.], | only mention the main
points here, viz., (i) neglect of the possibility of
sustained cost-push factors [Arestis & Sawyer,
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2008] (ii) time-varying NAIRU [Gordon, 1997]
(iii) 1T can compound balance of payments dis-
equilibria[Mendonza & Uribe, 2001; Kumhof et
al, 2007] (iv) political and lega problems
involved in the I T process.”

Advocatesof inflation targeting also often slur
over akey issue, viz., the choice of thetarget rate.
That some confusion exists over the choice is
indicated by thefact that whereas someadvocates
propose the so-called OLIR (optimum long run
inflation rate) defined as the long run inflation
rate that achieves the best average economic
performance over time with respect to both the
inflation and output objectives [see Bernanke,
2004, Pp. 165-68], others take amorerigid view
denying any systematic trade-off between growth
andinflation. Asamatter of fact, as argued above
(see Section 2) such atrade-off may well exist
at low inflation rates where the benefits from
reduced microeconomic distortions emanating
from further lowering of rates are counterbal-
anced by the costs of an increased probability of
setting off arecession [see aso Meyer, 2004]. If
oneis convinced of the backward-bending shape
of the Phillipscurve, thenthecusp of such acurve
yields an inflation rate which is optimal in the
sense of being the one which minimises the
unemployment rate. Such arate has been called
asthe MURI (minimising unemployment rate of
inflation) and becomes anatural candidatefor the
targetedinflationrate. Such aratemay in practice
be calculated aong the lines of Coenen et a
[2003] (who do it for the Euro area).

Monetary Policy and Asset Prices. Perhaps the
biggest flaw inthe JHC framework wasitsneglect
of balance sheet disorders arising in the current
environment of deregul ated financial marketsand
financial innovation. Even before the global cri-
sis, strong empirical evidence was building up to
the effect that even prolonged episodes of price
stability could conceal severe imbalances build-
ing up in the financial sector through asset price
bubbles. Thus, monetary stability could not only
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co-exist with financial instability but there could
also occasionally be a causal nexus from the
former to the latter (see e.g., Borio and Lowe,
2003, Pp. 247-70; Laevenand Valencia, 2008, for
empirical illustrations]. This can eventuate
because periods of monetary stahility (suchasthe
so-called Great M oderation spanning thetwo and
ahalf decades fromtheearly 1980stoabout 2007)
are often accompanied by robust output growth
and correspondingly bullish expectations of
future prospects, which in turn, lay the founda-
tions for booms especially in equity markets and
real estate. Demand for credit soarsespecially for
investment in highly profitable and rising asset
markets. Central banks (exclusively focussed on
commodity market inflation) may keep interest
rates low, which can enhance the "disaster myo-
pia’ psychology of speculative investors [see
Rajan, 2005]. This sets the stage for the kind of
asset price booms which have preceded many
crisis episodes (in the U.S)) including those of
1893, 1907, the Great Depression (1929-33), and
of coursethe current global crisis beginning with
the Lehman collapse of 2007.

With the benefit of hindsight, it is now clear
that central banks cannot afford to play the
combinedroleof abystander whilean asset boom
is in progress and a Good Samaritan once the
boom goes bust of its own accord. In short, the
facts argue for a more pro-active role for central
banks in asset markets [see Bean, et a 2010,
Buiter, 2008, etc.]. In practice, central bank
intervention could assume either of three forms
(including combinations).

(i)  Firstly monetary policy could be made
responsive to asset price developments,
either by using asset prices as explicit
targets (as originally suggested by Good-
hart (1995)) or minimally as indicators.
Secondly, a stricter system of controls on
capital requirements in banks and other
financial institutions could be instituted,
and

(1)
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(iii)  Thirdly, restrictions could be imposed on
certaintypes of tradesin asset markets[see
Friedman, 2010].

Turning now to the situation in India, in
recognition of the need to revisit the conduct of
monetary policy, an Expert Committee was
appointed (Urjit Patel Committee or UPC for
short) in 2013. However, in a rather surprising
twist, the approach adopted by the Committee
[seeRBI, 2014] doesnot seemto bein consonance
with the revised thinking on monetary policy set
out above. Instead, (asBox I1.1 of the Committee
makes it amply clear) the theoretical framework
of this Report closely follows that of its ante-
cedents, viz., the Percy Mistry Committee Report
and the Raghuram Rajan Committee Report. This
theoretical framework, rooted in the twin
hypotheses of rational expectations and contin-
uously clearing efficient marketsis precisely the
NCM approach, whichin our view, standslargely
discredited in the post-crisis era [see eg.,
Allingtonet al. 2011; Arestis& Karakitsos, 2011;
Nachane, 2013, etc.].

Even though the finely balanced opening
remarksof the UPC almost |ead oneto expect that
it would favour a monetary policy moving away
from a "narrow focus on inflation towards a
multiple targets-multiple-indicators approach”
(seeParall.3), thetheoretical framework (NCM)
espoused by the UPC drives it inexorably to a
flexible inflation targeting framework, (i.e., one
where the inflation target is expected to be
maintained on the average over the business
cycle). By and large, the empirical evidence does
indicate that inflation targeting regimes are suc-
cessful in their avowed purpose of moderating
commodity inflation and tempering its volatility
[see Agenor and da Silva, 2013, Box 3, Pp. 32-34
for a summary of the latest evidence in this
regard]. But this, of itself, does not constitute an
unqualified criterion for success. There is an
abundant theoretical literature supported by
adequate econometric evidencethat such regimes
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could unfavourably impact several other
macroeconomic dimensions of direct /indirect
significance for social welfare [see Blanchard,
2005; Akram & Eitrheim, 2008, Pp. 1242-54; Lo,
2010; Nachane, 2014, etc.].

5. Revisiting Full Capital Account Convert-
ibility

Advaocacy of open capital accountsisbased on
the neo-liberal view that free global capital
markets enable EMEs and LDCs to get cheaper
accessto international credit, thereby promoting
growth and stability. This view, aways of
dubioustheoretical merit [see Arteta, et al, 2003;
Nachane, 2007; De Long 2009, etc.], was seri-
ously challenged both by the currency crises of
the 1990s in Latin America and Asia [see
Ocampo, Spiegel and Stiglitz, 2008] and the
recent global crisis. In the wake of the last crisis,
as the developed world struggled with a tepid
industrial recovery, weak financial systems,
burgeoning fiscal deficits and unsustainable
debt-GDP ratios, it was becoming increasingly
clear that part of the burden of the painful
adjustment to global imbalances waslikely to be
shifted to the EMEs. The low interest rates,
guantitativeeasing of credit and frequent bailouts
in the U.S. and Europe all injected massive
amountsof global liquidity which wendeditsway
inexorably to EMEs, driven by the search for
greater returns and the relatively sound macroe-
conomic fundamentals of the latter. Confronted
with capital flow upsurges, severd EMEs
imposed some form of capital restrictions (most
notably Brazil, Venezuela, Thailand, Indonesia,
South K oreaand Taiwan), though Indiaremained
a notable exception, with official pronounce-
ments repeatedly reaffirming commitments to
further capital account liberalisation.

The received theoretical literature as well as
empirical evidence availableat thetime [seeBIS,
2009a] were broadly pointing to arethinking on
the benefits of full capital account liberalisation,
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withamorenuanced consensusemerging onthree
issues: (i) the benefits of capital account liber-
alisationin EMEshave been vastly overstated (ii)
they (benefits) are circumscribed by too many
conditionalities which are unlikely of fulfilment
in many EMEs and LDCs and (iii) controls over
capital inflows can effectively reduce the vul-
nerability of economies to financial crises. Asa
result, full capital account liberalisation need not
besomekind of anultimategoal for all developing
economies - a conclusion quite at variance, inci-
dentally, with the official Indian thinking on the
subject.

Capital management is a broad term used to
refer to apolicy which seeksto managethe capital
account as warranted by the overall domestic and
global macroeconomic situation As a matter of
fact, it iswell to take cognisance here of some of
the well-known benefits of such an approach:

1. Capital inflows typically confront an
economy with adilemma on the exchange
rate front. As complete sterilisation of
large inflows usually raises domestic
interest rates (and thereby stimulates fur-
ther inflows) and entails a fiscal burden,
central banks have either to resort to
incomplete sterilisation and risk inflation
or alow the real exchange rate to appre-
ciate. Most central banks, whether infla-
tion targeters or not, areinclined to favour
the latter alternative. As a matter of fact,
the RBI hasin recent years been favouring
a"hands off" policy on the exchange rate
front [see EPW Research Foundation,
2010]. This has resulted in a steady
appreciationinthereal effective exchange
rate (REER). Thus, for example, [in the
case of India the 36-country trade-
weighted REER based on the new CPI
series (base year 2004-05) has risen from
102.75 (Jan. 2014) to 111.46 ( Jan. 2015)
- an (annual) appreciation of 8.47%. A
secular riseinREER isfraught with serious
conseguences for the economy. Firstly it
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dampens exports and hence growth. Sec-
ondly it raises the prices of non-tradeables
(especially real estate and labour) versus
tradeables. The implied relative rise in
wages is likely to affect labour intensity
adversely. Thus, employment faces a
double jeopardy from an appreciating
REER, viz., reduced labour intensity and
falling aggregate demand. Capital man-
agement techniques can resolve this
dilemma by moderating inflows and
thereby controlling REER appreciation.

2. Oneof theimportant beneficial fallouts of
capital management is that if used appro-
priately it can reinforce financial stability
-- asthe REER stabilisation via capital
controls can considerably dampen carry
trade in the concerned currency by setting
at rest specul ation centred around expected
one-way movements inthat currency and
prevent the emergence of currency crises.

3. Capital controls by cutting the Gordian
knot of the impossible trinity can provide
additional space for domestic monetary
policy [see Epstein, 2009; Reinhart and
Rogoff, 2008, etc.].

There are other, more general, advantages to
capital management techniques. They lead to an
overall reduction in the political power of the
financial community, especially foreigninvestors
and multilateral institutions. This creates vitally
needed space for the interests of other groups
(such asthe peasantry, urban poor, SMEs) to play
aroleinthedesign of economic and social policy.

Turning now to a discussion of capital man-
agement techniques, it isimportant to emphasise
that the focus of these measuresis on preventing
banking and currency crises. They are not
designed to address the issue of the salvage
measures that need to be adopted once a country
is actually overcome by a crisis. Preventive
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measure comprise two aspects (i) the actual
content of these measures and (ii) a mechanism
for their activation.

A variety of capital controls have been sug-
gested in the theoretical literature and many of
these have been invoked by different countries at
various periods in the post-World War 11 period
[see Epstein et al., 2005 for details].

Perhaps the oldest such proposal isthe Tobin
tax on capital inflows, suggested by Tobin (1978)
in an influentia article. Other types of capital
controls (on inflows) include (i) unremunerated
reserve requirements (URR) which require a
certain percentage of inflowsto be deposited with
the domestic central bank for a lock-in period
(usually not lessthan ayear) (ii) taxeson external
commercial loans (iii) sectoral regulation of FDI
(iv) interest equalisation taxes (v) restriction on
domestic spending of NRI deposits, etc.

Controls on outflows are less common but
have nevertheless been resorted to in times of
duressby countriessuch asMalaysia, Taiwanand
Singapore. They could include (i) exchange
controls (ii) restraints on domestic institutions
from extending credit (denominated in domestic
currency) to non-residents (iii) graduated exit
levies (inversely?) proportional to length of stay
of the investment in the country (iv) repatriation
waiting periods, etc.

Two broad mechanisms have been suggested
intheliteratureto activatethesepreventivecapital
management techniques. The first is the Early
Warning Systems (EWS) approachinitiatedinan
early paper by Sachs et al [1996], and elaborated
in several later papers by Goldstein et al [2000],
Edison and Reinhart [2001], Abiad [2003], etc.
The essential logic here is simply to identify a
group of variables relevant for crisis prediction
and then use probit/logit models or signal
extraction methods to recognise particular pat-
terns associated with banking/currency crises.

SAFEGUARDING FINANCIAL STABILITY IN AN ERA OF FINANCIAL FRAGILITY

367

Thus, EWS methods can, in principle, be used by
central banks (or financial stability authorities) to
identify situations that have the potential to lead
uptoacrisis. However, thereare several problems
with the use of an EWS. Firstly, at the conceptual
level, it is not clear whether these should be used
exclusively by the central bank or whether the
signals emanating from an EWS should be made
public. Several proponents seem to believe that
making the signals public could avert impending
crises by inducing market stabilising behaviour
by rational investors. But it seemsequally (if not
more) likely that the herd mentality and proclivity
to panic behaviour noted famously by Keynes,
could actually resultin precipitating the crisisthat
the EWS was intended to forestall in the first
place. Secondly, as pointed out by Grabel [2004]
the presence of an EWS (whether exclusive or
public) might prompt investorsto assume amore
than normal risky behaviour aslong asthe EWS
does not indicate a looming crisis. Finally, the
actual prediction performance of EWS seems to
be quite unsatisfactory [see e.g., Sharma, 1999;
Edison, 2000].

The second approach has been somewhat
colourfully termed the Trip Wires-Speed Bumps
(TW-SB) Approach, whose essence rests on the
idea that specific changes in policy ought to be
activated to curtail particular financia risks as
soon as the vulnerabilities become evident. The
approach has been exciting increasing interest
among economists in recent years [see Ariyoshi
et al., 2000; Grabel, 2003, etc.]. The TWs are
usually simple indicators that are designed to
warn policymakers of impending risks."® Under
the approach, whenever TWSs cross pre-
determined critical thresholds, variousregulatory
actions called speed-bumps (SBs) are called into
play.* Theideahas parallelsinthetypical circuit
breakers employed routinely in several stock
exchanges around the world (including the BSE
and NSE in India), to stabilise excess market
volatility. In contrast to the EWS, this approach
does not presume that the self-correcting actions
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of market agentswill prevent financial risksfrom
developing into full-blown crises. Instead, it
assumes that the actions of private sector agents
in response to evident financial vulnerabilities
can actually trigger instability. It, therefore,
assigns to regulators the task of activating regu-
latory measuresassignsof financial vulnerability
start to emerge.

Surprisingly, the pronounced swing of opinion
against unfettered capital account liberalisation,
whichhasoccurred amongamajority of academic
economists™ as well as several foreign govern-
ments and multilateral institutions (the IMF not
excepted) in the light of the recent financial
upheavals, seems to have completely by-passed
Indian policy circles. Itisimportant to realisethat
central banksin EMEslikelndia, with substantial
segments of vulnerable population, cannot be
narrowly focused on commodity inflation tar-
geting alone (though thisis an extremely impor-
tant objective), but have to worry about a host of
other objectives such as equitable growth,
financial stability, availability of credit, etc.
Today with theinterest rate asthe soleinstrument
of monetary policy, the central bank findsitself
burdenedwith too many objectivesand resembles
"an army with only a single corps’ [Friedman,
1999].

6. Strengthening and Expanding the Scope of
Regulation and Supervision

There is increasing awareness in the global
community that crisis prevention and manage-
ment requires aconsiderabl e strengthening of the
national financial regulatory and supervisory
framework. This would essentially involve a
three-pronged approach:

1. Entrusting a special regulatory authority
(either an existing one or a newly consti-
tuted one) with an explicit financial sta-
bility mandate.

2. Ensuring coordination between different
regulatory authorities.
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3. Expanding the scope of regulation to
include credit rating agencies and private
poolsof capital (including hedgefunds) via
a system of registration, disclosure
requirements and oversight.

Soecial Regulatory Authority: Onthefirst two of
theabove aspectsthe I ndian authoritieshave been
particularly active. The Board for Financia
Supervision (BFS) had already been established
as early as Nov. 1994 and the RBI carries out its
financial stability mandate under the general
guidance of the BFS. The Financial Stability
Assessment Update (FSAU) of the IMF [2013],
while expressing overall satisfaction with the
regulatory and supervisory process in India
highlighted several important lacunae in this
regard [IMF, 2013, Pp. 24-32]. As regards the
banking sector, for example, the FSAU felt that
(i) Indian banks operating in overseas jurisdic-
tions display a considerable lack of communica-
tionwith the overseas supervisory authorities. (ii)
Legal provisions of the Banking Regulation Act
(1949) limit the de jureindependence of the RBI
from the central government and (iii) Similarly
while deposit-taking NBFCs (non-banking
financial companies) had been brought under the
ambit of prudential regulation, regulatory gaps
and latent arbitrage opportunities were present in
the interconnected operations of non-deposit
taking NBFCs, which could pose systemic risks
to the financial sector.

Coordination among Regulators: Any modern
economy is characterised by a diversity of
financial institutions, each under a possibly dif-
ferent regulatory and supervisory (henceforth
R& S) authority. In India, the R & S mandate for
the financial sector is vested in several different
bodies with reasonably well delineated domains.
The apex R & S bodies aong with their main
domains are (i) Reserve Bank of India (RBI)
(banks, nonbanking finance companies (NBFCs)
and micro-finance institutions (MFIs)) (ii)
Securities & Exchange Board of India (SEBI)
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(securities markets) (iii) Insurance Regulatory
Development Authority (IRDA)  (insurance
sector) (iv) Forward MarketsCommission (FMC)
(forward commodity markets) and (v) Pension
Fund Regulatory & Development Authority
(PFRDA) (pension funds). September 29, 2015
marked the amalgamation of the FMC, (the
erstwhile commodities regulatory body) with
SEBI, anideafirst floated in 1997 in the wake of
the Asian crisis.™®

In addition to these apex bodies there are a
number of Tier 2 bodies performing certain R& S
functions under the overall directions of an apex
body such as the National Bank for Agriculture
and Rura Development (NABARD), Deposit
Insurance and Credit Guarantee Corporation
(DICGC), National Housing Bank (NHB), etc.
The Ministry of Finance is also a key player in
thefinance sector, being responsible for financial
planning and legiglation.”’

Until the establishment of the Financial Sta-
bility and Development Council (FSDC), coor-
dination between the three major regulators RBI
(Reserve Bank of India), SEBI (Securities &
Exchange Board of India) and IRDA (Insurance
Regulatory Development Authority) was weak
and potentiality for conflicts not ruled out. The
rise of hybrid products in recent years has con-
siderably raised the possibility of turf wars or
inter-regulatory conflictsin amultiple regulatory
system.™® K eeping these considerations in mind,
the Indian government established the (FSDC) as
an apex level body in December 2010. The FSDC
is chaired by the Finance Minister and its mem-
bersinclude the heads of the entirefive apex R &
Sinstitutions mentioned above in addition to the
Finance Secretary and the Chief Economic
Advisor. Most of the operational matters of the
FSDC are handled by a Sub-Committee, chaired
by the RBI Governor. In addition, there are
several working groupsfocused on special issues
such as the Inter-regulatory Technical Group
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(IR-TG), the Inter-regulatory Forum for Moni-
toring Financial Conglomerates (IRF-FC), the
Macro Financial and Monitoring Group (MFMG)
, EtC.

Expanding the Scope of R & S The defining
featurethat setsthe current crisisapart from other
crises of comparable intensity in the past is the
critical role played by the shadow banking sector.
In the last three decades or so, there has been a
proliferation of non-deposit taking financia
intermediaries, which engage in lending but (in
the absence of accessto public depositsor central
bank funding) rely on funding via asset-backed
commercial paper or in the repo market against
collateral. The institutions typically constituting
the shadow banking sector are hedge funds,
money market mutual funds, private pension
funds, specia purpose vehicles (SPVs), etc. The
growth of such institutions is attributable to
several factors including the emergence of
securitisationand new financial products(suchas
credit derivatives, collateralised debt obligations
(CDOs), etc.) as well as the proliferation of the
universal banking syndrome [see Gorton and
Souleles, 2006]. Intimes of liquidity panics such
asset-backed commercial paper markets are
prone to collapse (as happened in the U.S.
financial crisis of 2008) [see Brunnermeier and
Pedersen, 2009, Pp. 2201-38]. As such, it is
critical for financial stability to bring the shadow
banking sector under the regulatory pale. The
large number of ingtitutions in the shadow
banking sector and the opacity of their operations
pose formidable obstacles in the way of placing
them on aregulatory par with traditional depos-
itory institutions.

In India, regulation and supervision of the
shadow banking sector isweak and riddled with
loopholes. About the only effective restriction is
that imposed on members of the Bombay Stock
Exchange (BSE) and National Stock Exchange
(NSE) to maintain several types of marginswith
these Exchanges including most prominently
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daily margins, mark-to-market margins, carry
forward margins, ad-hoc margins, etc. The FSAU
[IMF, 2013, p. 27] has highlighted several basic
shortcomings so far as the non-banking financial
sector is concerned such as (i) loose supervision
of mutual funds and other fund managers (espe-
cialy hedge funds) (ii) frequent non-compliance
of security issuers with reporting and disclosure
requirements (iii) much needed up-gradation of
accounting and auditing standards (iv) weak
enforcement of criminal procedures(v) unusually
light sanctions , etc. The New Companies Act
2013isdesignedto addressmany of theselacunae
but it istoo early to comment on the degree of its
likely success.

Financial Sector Legislative Reforms Commis-
sion: It has long been recognised that the legis-
lationin respect of financial sector regulationand
supervision in India was in serious need of
overhaul. To address this stupendous task, the
government of India set up the Financial Sector
Legidative Reforms Commission (FSLRC)
under the Chairmanship of Justice B.N. Srik-
rishnain March 2011. In its Report submitted to
the government two years later (March 2013) the
FSLRC suggested a broad sweep of reforms
spanning several aspects of the financial system.
The general approach of the FSLRC is best
described as a non-sectoral principles-based
approach (as opposed to the current sectoral
rules-based one). Among the most important of
the suggestions are the following: (i) Consumer
Protection for safeguarding the interests of con-
sumersin their interactions with financia firms.
For thisit has proposed a new unified agency to
betermedtheFinancial Redressal Agency (FRA).
(ii) Micro-prudential Regulation. This aspect
needs strengthening and the FSLRC emphasises
the following five dimensions of micro-
prudential regulation, viz., regulation of entry,
regulation of risk-taking, regulation of loss
absorption, governance rules and regulatory and
supervisory independence. (iii) A new Resolution
Corporation is recommended to look after the
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unwinding proceedings of firmsin financial dis-
tress. (iv) The FSLRC proposes to statutorily
empower the FSDC to deal with its mandate of
systemic financial stability. (v) Monetary Policy.
The FSLRC seems to implicitly endorse an
inflation targeting strategy. Its recommendation
isfor the Ministry of Finance to set up thistarget,
withthe RBI entrusted with thetask of monitoring
and implementing this target, with a Monetary
Policy Committee (MPC) aiding the task. The
compositionof theMPC, itsrolevis-avisthe RBI
(whether advisory or executive) and the terms of
its appointment have been left quite vague. (vi)
Public Debt Management. The establishment of
a new agency, the Public Debt Management
Agency (PDMA), has been proposed by the
FSLRC asitwasfelt that under the present system
(where the RBI handles all government debt
issues) the RBI facesapotential conflict between
its monetary policy objectives and debt man-
agement objectives™ (vii) Unified Financial
Agency. The existing sectora regulatory
architectureis disfavoured by the FSLRC, which
proposesto moveto anew system, wherethe RBI
(asbefore) continuesto be entrusted with banking
regulation and supervision, whereas regulation
and supervision of all other financial transactions
are sought to be brought under a common
umbrella organisation to be called the Unified
Financial Agency (UFA).

The FSLRC explicitly espouses a principles-
based approach to financial regulation more or
less along the lines recommended by the Rajan
Committee earlier (see Government of India
(2009)). Even though it is fashionable in the
economics and accounting literature to speak of
principlesversusrulesbased regulatory systems,
legal theorists emphasise the futility of pursuing
such a binary classification [see e.g., Cunning-
ham, 2007, Pp. 1411-93]. Several criteria have
been advanced to classify given provisions as
rules or principles, including most prominently
temporal orientation,” thelevelsof abstractness,
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specificity, universality (as opposed to particu-
larity), vaguenessand scope of discretion. Since
most provisions would partake of these
characteristics to varying degrees, actua legal
systems are collections of hybrid provisions
located along a continuum. Bearing thisin mind,
the existing Indian financia legidative system
may be classified as rules-heavy, while what the
FSLRC isadvocating is a principles-loaded sys-
tem. Even if it is conceded that such atransition
cannot be immediate, nevertheless, there are the
following reasonable grounds for skepticism
about a principles-loaded system for India as a
long-term goal:

1. A principles-based system vests consid-
erable discretionary power with the regu-
lator and does require a supra-regulatory
mechanism for resolving conflicts of
interpretation between regulators and
compliers along the lines of the UFA and
Financia Services Appellate Tribunal
(FSAT) proposed by the FSLRC. But even
with a supra-regulator in place, much of
thelitigation involving regulatorsislikely
to be disruptive of efficiency, given the
notorioudly slow judicial system in India
[see Debroy, 2000; Armour and Lele,
2008, etc.]. Of course, conflicts of inter-
pretation arise also within a rules-based
framework, but are much less likely to be
severe, if rules are well-specified.

2. Rules are also appealing because of their
relative predictability and certainty. This
certainty isespecially important in modern
financial markets dealing with complex
products, where risk-assessment tools are
of the essence and one key risk dimension
is regulatory and enforcement risk [BIS,
2009b]

3. An important argument in favour of a
rules-based system is the judicial ascen-
dancy of interpretive textualism.? While
not solely focused on the literal definition
of a statute, judges display reluctance to
deal with fuzzy principles, preferring not
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to deviate too far from the conventional
meaning embodied in the statute [see
Nelson, 2005].

4. Asnoted by Wallison [2007], there is the
safe haven effect of arules-based system.
Rules, which are well specified and
unambiguous, reduce the scope for dis-
cretionary interpretation by regulators.
Compliance with such transparent rules,
gives the regulated entities a sense of
absolution, which isnever fully present in
aprinciples-based system, wherethethreat
of interpretative issues arising ex-post is
ever looming.

5. Finaly, in many emerging market econo-
mies, such as India, there is a concerted
move to involve regulated entities in the
promulgation of financial legidation. In
this new atmosphere of collaborative
governance, there is a demand from reg-
ulated entities that the articulation of pro-
visions be free of vagueness, explicitly
stating exceptions, riders and
gualifications. Such perceptions would
favour arules based system of regulation
and supervision over a principles-based
one.

Thus, whilethedistinction, between principles
and rules-based systemsis not as sharp in reality
as made out in the FSLRC, on a balance of
considerations, the case for a switchover of the
Indian regulatory system to a principles-based
onein the foreseeable future is far from clear.

The FSLRC aso makes out a strong case for
integrated regulation and supervision of the
financial sector in which a single agency is
responsible for regulating and supervising all
financial transactions (except banking). The case
for integrated regulation and supervision derives
from the rapid pace of modern financial innova-
tions, in which hybrid products (such asULIPsin
India)® often create inter-regulatory conflictsin
amultipleregulatory system. Theriseof financial
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conglomerates also poses special regulatory and
supervisory challengesin thetraditional multiple
regulatory model. Increasingly, therefore, a
number of developed countries have opted for
integrated financial regulation and supervision
under afinancial servicessupervisory agency [see
e.g., Grunbichler and Darlap, 2003]. A priori,
thereis no reason why such an integrated agency
be located outside the central bank [see Mas-
ciandaro, 2006]. However, pragmatic consider-
ations argue against a central bank also taking
over theregulation and supervision responsibility
of the entire financial sector.** However, this
argument needs to be balanced against two other
considerations. Firstly, thelender of thelast resort
function requires for its judicious execution
central bank’s access not only to detailed bank-
specificinformation but also to such information
regarding other financial entities. Of course, in
theory there is no difficulty in envisaging an
arrangement under which the financial supervi-
sory agency is required to share sensitive infor-
mation with the central bank. However, such
communication can often fail, as tellingly
illustrated in the Northern Rock collapse in the
U.K. in September 2007% [see The Economist,
2007] Secondly, it is often contended that the
availability of overall financial sector supervisory
information on an on-line basis enhances the
efficiency of monetary policy, as non-bank
financial companies are increasingly becoming
important players in the forex, government
securities and equity markets and thus constitut-
ing a key link in the transmission of monetary
policy. Interestingly, Bima Jaan and C.
Rangarajan (both former Governors of the RBI)
have expressed views disfavouring the intro-
duction of afinancial sector supra-regulator [see
Jalan, 2012; Rangarajan, 2012].

Another important aspect emphasised by the
FSLRC is the independence of regulators. Here
the FSLRC seems to interpret Regulatory and
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Supervisory Independence (RSI)® in the nar-
rower sense as independence from the govern-
ment but not in the broader sense encompassing
alsoindependencefromtheindustry andfinancial
markets (regulatory capture). The neglect of RS
assumes importance when one considers the fact
that almost all episodes of financial distress have
been associated with a weak RSI.?” While inde-
pendence of the regulatory (and/or supervisory)
agency is now recognised as the sine qua non of
successful regulation in all spheres, the need for
such independence is paramount for financial
sector regulator(s), since financia stability par-
takes of the nature of a public good [Goodhart,
2008]. The received literature views RSl as
spanning four dimensions [see Quintyn and
Taylor, 2002], viz.:

(i) Regulatory Independence: This refers to
the autonomy enjoyed by the agency in
formulating regulations (which involve
both prudential regulations aswell as dis-
closure requirements) within the overall
legal framework of the country.
Supervisory Independence: The supervi-
sory functions of an agency involves sev-
era dimensions including on-site
inspection, off-site monitoring, sanctions
and their enforcement, granting and
revoking of licenses , etc. Independence
from government and market entities is
particularly crucial in thedischarge of this
function for effective financial stability.
Ingtitutional Independence: This refersto
the status of the agency being independent
of the executive and legidlative branches
of the government and is reflected in the
manner and terms of appointment of senior
executives, governance structure and
transparency of decision making.
Budgetary Independence: This refers to
the funding sources of the regulatory
agency, viz., whether it is self-financing,

(i)

(iii)

(iv)
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or supported through the general govern-
ment budget, as well as the degree of
control exercised by the agency over the
disbursal of itsfunds.

Each of theaboveaspects of independence can
becompromisedto varying extent by interference
from the government as well as market partici-
pants. Whilethe FSLRC isquiteright in stressing
independenceof regulatorsfrom the government,
the other major dimension of regulatory and
supervisory autonomy, viz., autonomy from the
influence of financial markets is equally impor-
tant but has not received the attention it
deserves® Independence from markets is more
difficult to ensure than independence from the
government, since the forces operative here are
extremely subtle. The influence of markets on
regulatorsand supervisorscan be exerted through
several channels, all of whichhavebeenoperative
to varying degreesin the Indian context. Firstly,
we often have an over-representation of financial
sector and corporate representativesin high-level
official committees and bodies, concerned with
the designing of  regulatory and supervisory
frameworks. This usually occurs with the
ostensible purpose of taking on board the "fi-
nancial industry" point of view.” Secondly, in
India post-liberalisation, most media outlets are
under corporate ownership, with edito-
rial/broadcasting functions not sufficiently inde-
pendent of proprietary control. As aresult, large
sections of the media are strongly aligned with
corporate interests and are usually successful in
setting up agrading system in which supervisors
andregulatorsareroutinely rated publicly onhow
friendly they are to markets. As a result, "the
needs of investors, as opposed to investors and
empl oyees, appear to havebeenheard mostloudly
by those responsible for reform™ [Armour and
Lele, 2008, p. 31]. In addition, where regulators
are funded through charges on their regulated
congtituents, this is likely to undermine their
autonomy from markets at least to some extent,
though blatant moral hazard may be curtailed if
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these charges are jointly determined by the reg-
ulators and the government,. Finally and perhaps
most importantly, financial market institutions,
industry bodies and corporate think tanksin India
have, in the last two decades, increasingly
becomeinvolved in regulatory agenda-setting by
organising seminars, roundtables and workshops
involving regulators, civil servants, academics
and market participants with a view to achieve
consensus on various issues of governance and
regulation. This has resulted in both the private
sector and regulators internalising an ideology
favouring "light touch" regulation [Lall, 2009].
Inherent in such an arrangement is the danger of
ultimately having a regulatory authority overtly
sensitive to financial market demands to the
relative neglect of prudential considerations of
financial stability.

7. Reinforcing Prudential Standards

Improving the Quality of Bank Capital: Common
equity (defined as common shares plus retained
earningsminusgoodwill) isgenerally regarded as
higher quality capital than preferred equity.
Hence, given the objective of helping banks
recapitalise quickly in the event of stress, it may
be desirable to increase the share of common
equity in bank capital. Reflecting this logic, the
Basel 111 proposalshaveincreasedtheratioof Tier
1 capital to total risk-weighted assets from 6 per
cent under Basel 11 to 8.5 per cent, while simul-
taneously putting in place a staggered system of
restrictionson distribution of earningsif theratio
of common equity in Tier 1 (to risk weighted
assets) falls short of the minimum of 7 per cent.
Additionally, Tier 2 capital hasbeen strengthened
while Tier 3 capital has been dropped altogether
[see BIS, 2014]. The RBI has already agreed to
move to a Basel 11l framework on the interna-
tionally agreed time line. In animportant circul ar
[RBI, 2014], it has been dtipulated that the
minimum Common Equity Tier 1 (CET1) of
Indian scheduled commercial banks should be
raised from the current (March 2014) level of 5%
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to 5.5% by March 2015. A capital conservation
buffer (CCB) of 0.625% is proposed to be intro-
duced in March 2016, to be progressively raised
to 25% by March 2019. Additionaly, the
minimum total capital (Tier 1 + Tier 2 + CCB)
would beraised from the current 9% to 11.5% by
March 2019.

Pro-cyclicality of Capital Requirements: That the
capital standards imposed under Basel | and Il
tended to be pro-cyclical has been well-knownto
economists for quite some time (see Borio et a
2011, for an early critique of this feature). They
can hence beapossible accentuating factor inany
crisis, by leading to shrinkage in the size of bank
balance sheets. As the current crisis runs its
course, thereisagreater realisation among central
bankers globally that ways have to be found to
counter this pro-cyclicality. At least three
operational suggestions have been made in this
context: (i) Requiring financial institutions to
build-up capital buffers during economic
expansions, (which could then be unwound in
times of recession) [Ghosh and Nachane, 2003;
Gordy and Howells, 2006, etc.] (ii) Capital
insurancewherein abank insuresagainst acapital
shortfall via a collateralised (insurance) policy
(seeKashyap et al 2008 for a detailed exposition
of this concept) and (iii) Introducing so-called
contingent convertibles (securitiesthat areissued
as debt by a bank but which are automatically
convertibleinto equity if regulatory capital of the
bank fall sbel ow acertainthreshold[see Flannery,
2005; French et al., 2010; Hanson et al., 2011,
etc.]). As discussed in the previous paragraph, a
Capital Conservation Buffer is proposed to be
introduced for Indian banks within a well stipu-
lated time frame.

Leverage of Financial Institutions: Animportant
amplification factor for the recent crisis has been
not only the high degree of leveraging of many
financial institutions but also the fact that this
leveraging hasvery often been quite opaque. [ See
Kalemli-Ozcan et a., 2011]. Reflecting the need
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for more accurate measures of balance sheet
exposures, the following suggestions have
emerged: (i) A stronger focus by regulators on
loan-to-value ratios (LTVs). The RBI, for
example, now insists on a cap of 75 per cent on
the loan to value (LTV) ratio, with risk weights
on exposures varied according to the LTV ratio.
(ii) Limits on leverage ratios of banks. In tune
withthisthinking, Basel 111 proposestointroduce
a minimum Tier 1 leverage ratio of 3 per cent
defined asratio of Tier 1 capital to total exposure
(onand off balance sheet). It isinteresting to note
that as of March 2014, thisratio stood at 6.1% for
scheduled commercial banks in India, while it
stood considerably lower at 5.2%for public sector
banks.

Devising Market Incentives for Prudent Beha-
viour: Theissueof market disciplinewasbrought
into the forefront of debates on sound regulatory
practicesby thegreat emphasislaid onit by Basel
I1, as one of its three pillars (Pillar 111) of sound
prudential regulation. Market discipline is a
generic term referring to the monitoring of
financial institutions by market participants and
intheBasel 11 schematawassought to beachieved
by imposing various kinds of disclosure
requirements on financial institutions (most par-
ticularly banks) relating to their capital, assets,
credit risk, market risk, operational risk, etc. The
rationale for disclosures is to provide adequate
information to enable counterparties (mainly
depositors, shareholders and occasionally junior/
subordinated debt holders) to assess whether the
available capital is sufficient to meet measured
and non-measured risks. To the extent that such
disclosuresare comprehensive and objective, itis
expected to assist market participants in judging
how abank’ smanagement of itscapital adequacy
relatestoitsother risk management processesand
its ability to withstand future volatility. The BIS
has elaborated considerably on the recom-
mendations of the Accord concerning the nature
of information which should be disclosed under
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this pillar. The salient components of this infor-
mation (for abank) comprise: (i) thestructureand
components of bank capital (ii) the terms and
main features of its capital instruments (iii) the
accounting policiesused in theval uation of assets
and liabilities and for provisioning and income
recognition (iv) qualitative and quantitative
information about risk exposuresand strategies
for risk management (v) capital ratio and other
datarelated to capital adequacy on aconsolidated
basisand (vi) abreakdown of risk exposures. The
information needs to be supplemented by an
analysis of factors affecting the banks' capital
position. Moreover, banks are encouraged to
disclose ways in which they allocate capital
among their different activities. The disclosures
envisaged under thispillar arerequiredtobemade
on a semi-annual basis.

Since Basdl Il Pillar 111 has gone into imple-
mentation in Indiain March 2009, the disclosure
component of market discipline seemsto befairly
in place. But it hasto be remembered that while
disclosures do contribute to greater transparency
in financial sector operations, and to that extent
to better monitoring by all counterparties, they
congtitute only a necessary condition for market
discipline. Basel 1l more or less reiterates the
Basel Il approach to market discipline but
emphasisesmoretheregulators’ role. Onbalance,
such an assessment seems appropriate in a
country like India, where financial markets are
riddled with too many inefficiencies, and where
excessive reliance on market discipline may
prove of limited value.

Monitoring of banks and financial institutions
by depositorsin Indiaisweak, primarily because
of the prevalent flat-rate deposit insurance pre-
mium, which imposes a uniform premium on
depositinsurancefor all banks, irrespectiveof the
riskiness of their loan and investment portfolios.
Such a system subsidises high-risk, poorly run
institutions at the cost of their well-run counter-
parts. Anideal depositinsurancepremiumpricing
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system would involve (a) banks paying premium
indexed to their own levels of risks, and (b) a
premium level that ensures a continually solvent
insurance fund [see e.g., Demirguc-Kunt and
Huizinga, 2004]. However, it isdifficult to assess
individual banks' risks accurately ex ante, i.e.,
before problems emerge. Thus, risk-based pre-
mium (RBP) systems should be viewed as a
complement to, rather than a substitute for, other
methods of checking excessive risk taking like
risk-based capital requirement prescriptions,
strong supervision and direct restraints on risky
activities. There is an increasing move towards
risk based premium systems (RBPs) across the
globe and moving towards an RBP system could
be an important move in the direction of
strengthening market disciplinein India.

Monitoring of banks by shareholders tradi-
tionally occurs via responses of equity valuesto
changesin the perceived risks of banks. If market
discipline is effective in improving bank gover-
nance, then we must have publicly listed banks
(with constantly available market signals from
their equity and bond prices) assuming less risk
than similarly placed non-publicly traded banks.
Therehavebeen several empirical testsof thisand
similar hypotheses [see e.g., Nier and Baumann,
2006; Park and Peristiani, 2006; Stephanou,
2010]. While the empirical conclusions vary
somewhat, neverthelessthere seemsto beafairly
broad consensus around two propositions, viz. (i)
lack of asignificant difference in therisk profile
between publicly traded and non-traded banks
and (ii) publicly traded banks often tend to have
worse supervisory ratings than non-publicly
traded banks® Little econometric evidence
seems to be available in India in this regard,
though bank stock indices do show a significant
response to declaration of bank quarterly results.
However, this effect isin most cases transitory,
and overall shareholder apathy seems widely
prevaent. It is highly doubtful whether share-
holder discipline can operate in improving bank
risk profilesin the Indian context.
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An interesting additional way to strengthen
market disciplineisviatheso-called Chicago Fed
Plan [see Keehn, 1989], which proposes the
inclusion of amandatory subordinated debt, (i.e.,
debt that is unsecured and has lower order of
claims than other debts in the event of closure)
componentinbank capital requirements|seeal so,
Calomiris and Powell, 2000; Evanoff and Wall,
2000, etc.]. Interestingly subordinated debt can
act as an important market disciplining factor,
since as perceived risks of a bank increase,
holders of subordinated liabilities will require a
higher return to compensate for the extra per-
ceivedrisk. Severa studies[Jagtiani & Lemieux,
2001; Evanoff and Wall, 2002; Sironi, 2003, etc.]
have noted that issuance and secondary market
risk premia on traded subordinated debt are cor-
related positively with risk measures such as asset
portfolio composition, credit ratings, probability
of undercapitalisationand/or failure, etc. Inindia,
asinother South Asian countries, asof now, there
is no mandatory requirement for a subordinate
debt component in regulatory capital, and itis a
suggestion worth careful consideration as to
whether such a mandatory requirement be
imposed in the interests of market discipline.

Other Prudential Measures: Several other pru-
dential measures have also been suggested and
discussed in detail in the literature. Anindicative
list would comprise:

(i) Higher loan-loss provisioning norms
[Saurina, 2009]. InIndia, for example, loan
loss provisioning has been steeply raised
by the RBI in the wake of the crisis. (It
currently stands at 70 per cent).

Imposing higher capital requirements on
systemically important financial institu-
tions [see Pennacchi, 2010; Bullard et dl .,
2009, etc.). Once again referring to the
Indian case, systemically important non-
bank financial intermediariesaresubject to
a higher CRAR (capital to risk-weighted

(i)
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assetsratio) of between 12 per cent and 15
per cent, as opposed to the regularly
applicable CRAR of 9 per cent for banks.
Stress testing exercises to be conducted
periodically to monitor leveraging on an
on-going basis [Lopez, 2005; Matsakh et
al., 2010, etc.]. In India, stress testing for
banks is being done regularly by the RBI
since 2007. The tests are designed to test
theresilienceof thebanking system against
macroeconomic shocks. Two adverse
scenarios are considered (medium and
severe) around a basdline scenario
involving 10 year historical data. The
macro-variables included are the GDP,
inflation, interest rate and merchandise
exports (to GDP) ratio, with the two
adverse scenarios being based, respec-
tively, on 1 and 2 standard deviations
around the baseline. The stress variables
examined are the credit risk, foreign
exchange risk, interest rate risk, liquidity
risk and market (equity price) risk. The
exercise is done separately for scheduled
commercial banks, urban cooperative
banks and non-bank financial companies.
Disclosure requirements for complex
structured products and reducing pro-
cyclicality of accounting standards [Borio
and Tsatsaronis, 2005; Novoaet al., 2009,
etc.]. Accounting standards in India for
financial entities are aligned with those of
the Institute of Chartered Accountants of
India (ICAI). Unfortunately these are not
widely accepted internationally. Conver-
gencetointernational standards(IFRS) has
commenced from April 2013 and in the
interim the RBI has been periodically
issuing prudential guidelines on asset
classification, income recognition, provi-
sioningand investment valuation. The RBI
also lacks access to external auditors
working papers and the power to rescind
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auditors appointments. These can and
often do impose effective limits on the
RBI’ s supervisory powers.

Risk concentration limits involving ceil-
ings on growth of particular types of
exposures [BIS, 2006; Bonti et al., 2006,
etc.]. Aswas pointed out by the FSAU of
the IMF [2013] the current exposure limit
(in India) for large loans of 55% of a
banking group’s capital isfar in excess of
global practicesof 10%to 25% and should
be brought down in stages.® The Report
also observed (p. 49) that the issue of
"connected exposures’ was not getting
enough attention in the case of the Indian
financial system. More specifically
"cross-guarantees’  between  financial
entities should be sufficiently highlighted
astheseresultinfinancial interdependency
and commensurate concentration of risk
and finally,

The establishment of clearing houses in
OTC (Over the Counter) derivatives mar-
kets [see Norman, 2011; Pirrong, 2011,
etc.]. About 75 per cent of the OTC
derivative contracts in India are routed
through a centralised exchange, viz., the
Clearing Corporationof IndiaLtd. (CCIL).

v)

(vi)

8. Special Attention to Non-Performing Assets
(NPAS)

NPAs constitute an important dimension of
financial stability, apart from affectingtheoverall
efficiency and profitability of thebanking system.
In India, the problem of NPAS, which had lain
dormant in the high growth phase of the last
decade, seemsto havere-surfaced sincetheglobal
crisis of 2008-09. Two trends are particularly
worrisome - firstly, the fact that the problem has
not subsided with the tapering off of the global
crisis but instead accentuated especialy in
2011-13; secondly, India is among the few
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countries in Asia to display such a trend, most
other countries showing a moderation in NPAs
over 2009-12.

As per the extant guidelines of the RBI, a
loan/advance dlips into the NPA category if the
interest and/or instalment of principal repayment
thereof remain overduefor aperiod exceeding 90
days. NPAs are further classified as (i) substan-
dard (anasset withNPA statusof upto 12 months)
(ii) doubtful (an asset of more than 12 months
status as substandard) and (iii) lossasset (an asset
on which loss has been identified by the bank, its
auditors or an RBI inspection team).

Several issues come to the fore as soon as an
asset is qualified as an NPA. (i) The first issue
pertains to the accounting norms for recognising
any income that may occur from the NPA either
pre- or post- restructuring (Income Recognition).
(ii) Since an NPA represents a potential (par-
tial/total) loss asset, the accounts of the bank
should be adjusted to take cognisance of this
possible loss (Provisioning). (iii) The third and
easily the most contentious issue pertains to the
restructuring of an account, specifically under
what circumstances an asset has claims to be so
restructured and what should be its accounting
status post such restructuring (Restructuring).
(iv) Banks are aways engaged in the recovery
effortson NPAs. Thesecaneither bethrough legal
recourseor market-based sell-offs(Recovery). (v)
Finally, banks need to take a decision on the
write-off of NPAs which have been overdue for
long, with aview to save provisioning costs and
to economise on regulatory capital requirements
(Write-offs).

Over thelast few months, NPAshave emerged
as an active area of concern for the RBI. As of
end- March 2015, thegrossNPA ratioisestimated
a 4.5%, or Rs. 3,50,000 cr., while the total
stressed assets [NPAs and All Special Mention
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Account categorieslisted below] are estimated at
about 12.5% of the total bank assets (see Eco-
nomic Times 3 April 2015).

In a recent Report [RBI, 2012] the RBI has

proposed a slew of measures to confront the
various problemsinvolved in NPA management.
Briefly these may be classified as

1

Early recognition of stressed assets: A new
asset category has been introduced, viz.,
SMASs (Special Mention Accounts) with
three sub-categories (i) SMA-1 (Princi-
pal/or interest payment overdue between
31-60 days) (ii)) SMA-2 (Principal/or
interest payment overdue between 61-90
days) and (iii) SMA-NF (accounts which
signal certain non-financial signs of stress,
e.g., delays in submission of stock state-
ments, devolvement of deferred payment
guarantees, shortfalls in  projected
saleg/profits, etc.). Additionally, a new
entity called CRILC (Central Repository of
Information on Large Credits) will be
established to collect /disseminate data
relating to large borrowers (exposures
exceeding Rs. 50 million). Any account
dipping into the SMA category will be
immediately reported to CRILC by the
concerned bank setting in motion the for-
mation of Joint Lenders Forum (JLF)
among the creditors (including banks as
well as systematically important NBFCs).
The JLF will work out a Corrective Action
Plan (CAP) and decide on the appropriate
course of action, viz., rescheduling,
restructuring, recovery or write-off.

Modification of Restructuring Process:
Among the important new features being
suggested for restructuring the following
may be noted. (i) The corporate debt
restructuring (CDR) mechanism will be
made accessible also to non-memberson a
transaction to transaction basis. (ii) Time
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lagsinvolved at various stagesin the CDR
decision making process to be drastically
shortened. (iii) Restructuring of accounts
with exposure exceeding Rs. 5 billion to be
evaluated by an Independent Evaluation
Committee (IEC) comprising experts ful-
filling certain eigibility conditions. (iv)
Greater emphasisthancurrently prevailson
promoters either infusing fresh equity into
thestressed company or transferring part of
their equity to creditors. (v) Possibility of
ushering in a shift in management contral,
if favoured by amajority of lenders.®

Accelerated Provisioning Requirements:
With aview to forestalling the abuse of the
asset restructuring facility by borrow-
ers/creditors, accelerated provisioning
norms are proposed to be applied where
banks/financial institutions (FIs) do not
intimate the SMA status of problem
accounts to CRILC in a timely fashion.
Creditors who renege on the terms of an
agreed CAP, or retreat from agreements
already negotiated under inter-creditor
agreements (ICA) or debtor-creditor
agreements (DCA) could aso invite
accelerated provisioning on their NPA
exposures to the concerned borrowers.

Greater Accountability of Directors/Pro-
moter s/Auditors: Accelerated provisioning
norms will also apply to exposures to
companies whose directors/promoters fig-
ure more than once in the list of wilful
defaulters. Similar treatment will apply to
exposures to borrowers classified as non-
cooperative. RBI will compilealist of such
directors/promoters /borrowers to be
disseminated to all lenders. Company
auditors involved in falsification of
accounts/mis-certification of stock state-
ments will be reported to ICAI for disci-
plinary action, while their identity will be
made public to all banks.
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Contrary to apopular mis-conception, itisnot
the priority sector in which the NPA problem is
rooted. Even though the Gross NPAs (GNPA)
ratio stands uniformly higher for the priority
sector compared to the non-priority sector, a
closer look at the totality of stressed assets indi-
cates that the problem lies elsewhere. In partic-
ular, big-ticket loans to highly leveraged
corporates accounted for a large share of
distressed assets. In recent years, both borrowers
and creditors are taking increasing recourse to
restructuring under the CDR mechanism. While
not denying the case for genuine restructuring in
times of distress conditions beyond the control of
theborrower, evidence seemsto be mounting that
some large borrowers might be actively engaged
in attempts at ever-greening of loans with the
active connivance of the creditors. Recovery of
NPAs through asset sales to securitisation com-
pani es/asset reconstruction companies
(SCYARCs) isbecomingincreasingly popular in
recent years, though themarket in distressed asset
salesis not really well developed. Write-offs are
provingincreasingly popular asacosmeticdevice
for cleansing balance sheets, though they impose
the moral hazard of slackening the efforts at
recovery. Thesilver lining, of course, isprovided
by the fact of the RBI being seriously seized of
the problem and engaged in working out a series
of effective measures aimed at addressing both
the micro and macro dimensions of the NPA
problem. However, these effortsmay fall short of
the mark unless banks/Fls as creditors respond
with a greater sense of responsibility towards
credit appraisal, credit monitoring, credit risk
management and better information systems to
quickly identify assets under stress and initiate
remedial actions.

9. Reducing Costs of Financial Failures

The welfare costs of financial crises are gen-
erally severe and fall disproportionately on dis-
advantaged groupsin any society, and the current
crisisis hardly an exception [see Government of
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India, 2008; I1LO, 2009; Nachane, 2009, etc.].
With aview to reducing such costs, thefollowing
two major suggestions have been proposed at
variousinternational policy forums.

EarlyWarning Diagnostic System: Early warning
systems purport to detect underlying financial
fragilities well in advance of acrisis, permitting
central bankerstoinitiate pre-emptive action [see
Bussiere and Fratzscher, 2006, Pp. 953-73, etc.].
The RBI introduced the Prompt Corrective
Action (PCA) scheme in December, 2002, under
which, the central bank would initiate structured
as well as discretionary actions in respect of
banks, which have hit certain trigger points (de-
fined in terms of capital to risk weighted assets
ratio (CRAR), net non-performing assets (NPA)
and return on assets (ROA)).

Orderly ClosureRules: Theinstituting of Orderly
ClosureRulesfor important financial institutions.
In the U.S. under the Federal Deposit Insurance
Corporation (FDIC) Improvement Act and the
Competitive Equality Banking Act, apart from
capital based triggers, there are dtipulations
ensuring that banksare closed beforeitistoolate,
(i.e., beforethey gointo negativeworthterritory).
Thebrunt of thelossis borne by shareholdersand
the FDIC becomes the receiver. A temporary
bridge bank is set up to pay off depositors and
creditors and organise the fire-sale of assets. In
India, to date no such provision exists - failing
banks are either merged with another stronger
(publicor private) bank or thereiscapital infusion
from the government. Both courses have obvious
drawbacks [see Goldstein, 2008]. Pending the
initiation of such closure rules, suggestions have
been madein the Indian context to raisethe limits
for deposit insurance [Nachane, 2009] and to
replace the existing flat premium with a risk-
sensitive premium [see Government of India,
2009].
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In the Indian context, with the huge overhang
of NPAs in the banking system, the recouping of
bank losses lends an additional dimension to the
financial failure problem.

Recouping of Bank Losses due to NPAs: As per
the existing arrangements in India, recovery of
losseson problematic loans can proceed viathree
channels, viz., (i) sale of assets to SCYARCs
(established under the SARFAESI Act 2002) (ii)
debt recovery tribunals (DRTs) and (iii) Lok
Adalats.

Sale to SCYARCs. Under the SARFAESI Act,
banks/ Fls can sell NPAs (and even standard
assets under certain stipulated conditions) to
SCS/ARCs. The sae can be on mutually agreed
terms, though the selling banks/FIs have to show
any shortfall in sale pricebel ow thenet book value
(NBW™) in their Profit & Loss account.

Debt Recovery Tribunals (DRTS): The Debts
Recovery Tribunals have been established under
anAct of Parliament (The Recovery of DebtsDue
toBanksand Financial Institutions Act, Act 51 of
1993) with a view to providing an avenue for
banks and financial institutions to salvage a part
of their losses on assets through a process of
expeditiousadjudicationand recovery. Currently,
there are about 33 DRTs across the country.
Additionally, the DRTs can also function as a
court of appeal for creditors seeking redress for
sales of assets under the SARFAESI Act.

Lok Adalats: These were established under the
Legal Services Authorities Act, 1987, and are
basically designed to settle outstanding debt
issues via arbitration between small borrowers™
indistressand banks/Fls. Such borrowersarealso
entitledto receivelegal servicesprovided that the
concerned authority is satisfied that the person
involved has aprima-facie case to prosecute or to
defend. The system is a multi-tiered one, com-
prising the National Legal Services Authority at
the apex, and State, District and Taluk Lega
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Services Authorities at the lower rungs of the
hierarchy. Lok Adalats within a Taluk are orga-
nised by the respective Taluk Lega Services
Committee.

Thedominant rolein NPAsrecovery isplayed
by the SARFAESI channel [seeRBI, 2013, p. 69].
Further, the share of this channel in total NPAs
recovery increased from 70%in 2011-12 to 79%
in 2012-13. The importance of thisrouteislikely
to increase even more in the future with the
increased popularisation of the securitisation
route. Given their very nature, the Lok Adalats
deal with alarge number of casesinvolving small
amounts. But their role is essentialy seen as
supportive of the overall objective of financial
inclusion. One modification which suggestsitsel f
isamoreliberal regulatory treatment of asset sales
to SCY/ARCs, with a view to encouraging
banks/FIs to recover losses on NPAs via this
route. Some progressin thisdirection is already
evident. The RBI has promised to allow lenders
to spread | osses on such asset salesover two years
(instead of one year as at present). Leveraged
buy-outs will be permitted for acquisition of
stressed assets. Further, greater leeway is pro-
posed for private equity firms in the distressed
asset sales market. Finaly, the Finance Ministry
has already raised the foreign investment limit in
ARCsto 74% (from 49% earlier) in August 2013,
and now intends to ease the norms for nominee
directors in ARCs [Economic Times, 30 Jan.
2014].

10. A Shift from Micro-Prudential to
M acr o-Prudential Regulation

Financial stability as an explicit concern of
central bankscertainly antedatestherecent global
crisis in most advanced countries and severa
EMEs((including India). Thecrisis, however, has
brought it into a much sharper focus. Even more
importantly, the crisis brought about a shift of
emphasis from micro-prudential regulation (es-
sentially centred on a partial-equilibrium
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approach to regulation aimed at preventing the
costly failure of individual financial institutions
(Fls)) to macro-prudential regulation (constit-
uting a general-equilibrium approach to regu-
lation aimed at safeguarding thefinancial system
asawhole). The string of successive failures of
financial institutions in the U.S. and Europe
subsequent to the Lehman collapse, highlighted
the inadequacy of a micro-prudential regulatory
structure, gearedto addressingidiosyncraticrisks
specific to individual Fls. Instead, it was
becoming increasingly clear that financial crises
tend to be typically characterised by a Domino
scenario in which the collapse of afew key Flsis
followed by a general collapse of the financia
systemand that only aregulatory and supervisory
(R&S) framework designed to address systemic
risk®® provided ameasure of insurance against a
genera "Minsky moment" [Minsky, 1986; Cas-
sidy, 2009]. Inter-institutional linkages, accom-
panied by low capitalisation and an excessive
reliance on short-term sources of funding
(maturity mismatch) oftenleadtogeneral rollover
problems thus creating a potential for financia
crises. Asnoted by Whelan [2009], systemic risk
can often arise even with individual institutions
having good risk-management systemsin place.
Further, such systemic episodes can be triggered
by relatively minor impulses. Itisoften generated
by individual institutions taking decisions in the
interest of their own prudent risk management.

The Basel Il framework [2004] did play an
important role in putting (globally active) indi-
vidual Fls (especially banks) on a sound footing,
but with its emphasis on micro-prudential
regulationitfell considerably short of forestalling
the global financial crisis of 2007-2008. The
proposed Basel Ill framework seeks to steer
financial regulatory (and supervisory) structures
towards macro-prudential regulation but severa
critiques have stressed its limitations. Acharya
[2011, p. 17-19], for example, has indicated four
pitfals: (i) Firstly, the approach tends to be
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focused on individua Fls; (ii) Secondly, reduc-
tion of institution-specific risk can aggravate
systemic risk, as in their attempts to diversify
away idiosyncratic risk the portfolio holdings of
Fls tend to get increasingly correlated; (iii)
Thirdly, Basel 111 ignores the dynamic evolution
of endogenous risks of FlI portfolios, as asset
quality can deteriorate by the very fact of
increased hol ding of the asset classacrossvarious
institutions; and (iv) Finally, over-leveraging on
thefavoured asset class could aggravate systemic
liquidity risk, if and when the risk on this class
turns adverse.®

InIndia, without awaiting cuesfrom Basel 111,
the RBI in collaboration with the Sub-Committee
of the FSDC, has been seriously engaged in
identifying, anticipating and attempting to mod-
erate systemic financial risks since 2011. Thisis
being done at three levels:

(i) Firstly,asystemicrisk survey isconducted

six-monthly (the seventh in this series
being concluded in October 2014)
involving experts and market partici-
pants assessment of systemic risk span-
ning five dimensions - globa risks,
macro-economic risks, market risks,
institutional risksand general risks(natural
disasters, social unrest, etc.).
Secondly, stability maps are constructed
for the macro-economy, the corporate
sector and banking sector. The indices
used are as follows: macro-economy
(global output growth, domestic output
growth, inflation, current account defi-
Cit/GDP ratio, and fiscal and primary
deficits), corporate sector (profitability,
leverage, interest coverageratio, liquidity
and turnover), and banking sector (CRAR,
net NPAs/total assets, net interest margin,
liquidity and efficiency) [RBI, 2014, Pp.
61-63].

(i)
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(iii) Systemic risk posed by the intercon-
nectedness of the financia system is
sought to be ascertained via two
approaches, viz., solvency contagion
analysis and liquidity contagion analysis.
In the first approach, the gross loss to the
banking system owing tothedomino effect
of abank failureisassessed, whereasin the
second, the corresponding loss is calcu-
lated in the event of the failure of a net
lender. A sophisticated network analysis
methodology forms the basis of both
approaches.

11. Overview of the Role of Select M ultilateral
Institutionsin Financial Stability

Our paper has discussed at length the role of
the national regulatory and supervisory authori-
ties in ensuring financial stability in a world
dominated by an over-arching financial
super-structure. In the globally integrated world
of today, emergent distress in one country can
easily transmititself to other countries, oftenwith
amplificatory effects. The role of global multi-
lateral institutions becomes particularly relevant
in containing such contagion. Of late, many of
theseinsgtitutions have also been activein striving
for adoption of harmonised best global practices
by national regulators. However, the rights of
national authorities to adapt and modify these
practices in consonance with their specific
national circumstances, has often not been taken
into consideration. Astheoldest andal sothemost
influential multilateral organisation, the role of
theIMFisparticularly crucial and to thiswe now
turn.

Reforming the IMF: There has been a general
feeling of dis-satisfactionwiththeroleof thelMF
in handling financial crises among LDCs and
EMEs. It haslong been felt that the IMF playsan
asymmetric role in handling crises, being more
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interested in protecting the interests of interna-
tional lenders/bankers and imposing conditiona-
lities on crisis-afflicted countries which very
often draw them into long-term structura
problems. This has been a source of perennial
concern among LDCs and EMEs about inade-
guate representation of their point of view. The
main demands of these countries are three- fold:

(i) Radical changes in access, pricing and
conditionality for IMF borrowers, with a
particular emphasis on the introduction of
flexible credit lines (FCL).

(ii) Raising quotas/votes of EMEs and LDCs
asagroup.

(iii) Negating the U.S. veto on crucia IMF
decisions.

The Committee on IMF Governance Reform
(under the Chairmanship of Trevor Manuel),
which submitted its Report on 24 March 2009,
makes an honest effort to address several of these
concerns, though in what form these will be
finally incorporated in the IMF Charter isas yet
unclear. Among the major recommendations of
the Report are the following:

(i) severa changes in access, pricing & condi-
tionality for IMF borrowers (with amore liberal
use of Flexible Credit Lines)

(ii) with alowering of threshold on critical deci-
sions from 85% to 70-75%, the US veto is
proposed to be annulled (as the US has 16.7%
voting power)

(iii) doubling of quotas and shifting of 6% of
voting power to dynamic EMEs.

(iv) aproposed tripling of basic votes (number of
votes every country has qua member) which
would increase developing country votes from
32.3% to 34.4% (the corresponding world bank
figureis 42.6% proposed to be raised to 43.8%)

(v) Some countries have aso argued for the
adoption of a double majority voting process for
major IMF decisions. Double majority implies
both a majority of weighted votes (as prevails
currently) as well as amajority of country votes.
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The system prevails a the Inter-American
Development Bank, ADB, African Devel opment
Bank , etc. in crucial matters such asthe election
of anew president/head [see Birdsall, 2009].

At its 2010 Seoul Meeting, the G20 pledged
to implement an IMF governance reform centred
on the following 3-point agenda:

(i) Shifts in quota shares to dynamic EMEs
and LDCs of over 6%.
A doubling of quotas (the financial
resources of the IMF) and a review of the
guota formula by January 2014.
Greater representation for EMEs and
LDCs at the Executive Board by reducing
the number of advanced European chairs
by two. Further, moving to an all-elected
Board with a commitment to maintain the
Board size at 24 chairs.

(1)

(iii)

However, the Euro crisis distracted policy
makersfrom the M F governance agendato more
pressing intra-Eurozone issues. A complicating
factor impeding progress on the IMF reforms is
that in most IMF member countries, many of the
proposed changes require parliamentary appro-
val, which can be avery slow process. Currently,
only about half of the G20 members have taken
action on the approval process.

At the 14th General Review of Quotas (Dec.
2010) while the above three-point agenda was
approved, three conditionalities were imposed
before the provisions could become operational,
viz., (i) thequotaincreases must have the consent
of members with an aggregate quota holding of
a least 70% of the total quotas (ii) the 2008
Amendment on Voice and Participation must
have entered intoforce and (iii) the acceptance of
the amendment to reform the Executive Board by
three-fifths of the members with more than 85%
of the total voting power.
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Asof April 2013, 146 of the 188 IMF members
holding 77.07% of quotas had consented to the
guota increases, while the 2008 Amendment on
Voice and Participation entered into force in
March 2011 [see IMF Annua Report, 2013].
Thus, of the threelisted conditionalities, only the
last conditionality remainsto befulfilled. But this
cannot be done without the approval of the U.S.
(asmentioned above, it holds 16.7% of thevoting
share). While President Obama has expressed
support for the IMF reforms, a Republican-
dominated U.S. Congress is reluctant to accord
its approval. However, there is reason for
optimism in the fact that the IMF Managing
Director Christine Lagarde has called the "2010
governance and quota reforms a must" and
expressed the hope that they will be completedin
2015.%

Financial Sability Forum(FSF)/Board: TheFSF
isagroup consisting of major national financia
authorities such as finance ministries, central
bankers, and international financial bodies. The
Forum was founded in 1999 to promote interna-
tional financial stability. The Forum facilitates
discussion and co-operation in supervision and
surveillanceof financial institutions, transactions
and events.

FSF includes about a dozen industrialised
nations (USA, Japan, Germany, UK, France, etc.)
who participate through their central banks,
financial ministries and departments, and secu-
rities regulators. It also includes several interna-
tional economic organisations. The 2009 G-20
London Summit decided to establish a successor
to the FSF, the Financial Stability Board (FSB),
with the explicit mandate to address global vul-
nerabilities and to devel op and implement strong
regulatory, supervisory and other policiesin the
interest of financial stability. Inthisrole, the FSB
should alert international standard setting bodies
about loopholes and structural deficiencies
identified in existing nationa regulatory struc-
tures. The standard setting bodies like BCBS,
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|OSCO (International Organisation of Securities
Commissions), etc., can then devise specific
operational guidelines for incorporation into
national regulatory and surveillance frameworks.
The FSB is also empowered to issue general
warnings on emergent systemic risks in specific
zones[Brunnermeier et al., 2009]. As pointed out
by Ocampo and Griffith-Jones (2010), the FSB
suffersfrom several limitations of which themost
prominent seem to be (i) the total absence of
representation of small and medium-sized econ-
omies (ii) the ad-hoc nature of the arrangement
and the lack of a formal secretariat and (iii) the
absence of accountability to a representative
political body.

International Standard Setting Bodies: Interna-
tional standard setting bodies have also been
fairly active in promoting financial stability
around the globe and in redesigning the global
financial architecture in response to specific
episodes of global turbulence. The BCBS of BIS
has been particularly active in promoting good
governance in the financial sector especially the
banking sector. In the aftermath of the recent
global crisis, it put forth anew blueprint for bank
regulation, supervision and governance, viz.
Basel 111, which goes considerably beyond its
predecessors Basel | & I1. The central feature of
Basdl 1l isitsfocuson"systemicrisk" whichwas
largely neglectedintheearlier Basel accords. This
is sought to be accomplished through severa
important measures including

(i) Improvement of the "quality of capital”
(insisting that Tier | capital should include
a mandatory "common equity” compo-
nent)
Raisingthe"Minimumcapital" ratio (from
the current level of 8% under Basdl 1l to
10.5%). The additional minimum capital
of 2.5% constitutes the so-called capital
conservation buffer.

(i)
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(iii) Additional capital requirements for sys-
tematically important financial institutions
(9Fls) via the issuance of "Contingent
capital”

Reduction of pro-cyclicality of capital
requirements by introducing (in addition
to the minimum capital ratio) a "counter-
cyclical buffer" of between 0-2.5% (at the
discretion of national regulator) of Risk
Weighted Assets composed of Tier 1
capital

Introduction of a minimum leverage ratio
(LR) of 3% { LR =(Tier 1 Capital) / Tota
exposure (on and off-balance sheet))}

In addition, a liquidity coverage ratio
(LCR) of 100% is introduced {LCR=
(Stock of high-quality liquid assets)/ (Total
net cash outflows expected over next 30
calendar days)}

(iv)

v)

(vi)

G-20 and Its Role: The Group of 20 was formed
in 1999 and comprises 19 individual nations and
the European Union. Thereis general agreement
thatitsinitiativesplayedakey roleincoordinating
national stimuli measures in the wake of the
post-Lehman crisis situation. Since then it has
sought to transform itself from a "crisis-
management forum" to an effective "global
governance steering forum" [see Jorgensen,
2013]. AttheL ondon Summit of the G-20in April
2009, an ambitious agenda was adopted to reju-
venate the global trading and investment system,
while maintaining financia stability and
moderating global imbalances. The main com-
ponents of this agenda were:

1 A substantial increase in IMF resources
($750bn + $250bn SDR allocation) asalso
of the Multilateral Development Banks
(MDBs) ($100 Bn).

2. Greater flexibility in IMF Support Pro-
grammes (Flexible Credit Lines)

3. Strengthening Financial Supervision &
Regulation (Regulatory Oversight of
Credit Rating Agencies, action against
Non-cooperative Jurisdictions & Tax
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Havens, Improving Accounting Stan-
dards, and Establishment of a New
Financial Stability Board (FSB), etc.).

4. Supporting growthin EMEsand LDCs by
helping to finance counter-cyclical
spending, bank recapitalisation, infra-
structure, etc.

5. Countering Rising Protectionism in
response to the post-Lehman crisis

6. Reaffirmation of Millennium Develop-
ment Goals

7. The establishment of an effective mecha-
nism to monitor theimpact of the crisison
the poorest and the most vulnerable.

Assessments of the G-20 show considerable
variation. There seems to be general agreement
that the Mutual Assessment Process (MAP) ini-
tiated under the G-20 auspices at its Pittsburg
summit [2009] by ensuring greater co-operation
among members on key post-crisis issues (such
as fiscal stimulus, financial reform, etc.), pre-
vented theworld sliding into arepeat of the Great
Depression. Similarly, the G-20 deserves credit
for its repeated emphasis on inadequate supervi-
sionof "shadow banking" activitiesastheprimary
cause of the recent crisis. This set in train
important improvements in the financial regu-
latory landscape such as Basdl Il and the
Dodd-Frank Act. Additionally, the continual
rhetoric at the G-20 against a renewal of protec-
tionism fended off the kind of tariff conflicts
witnessed in the post Depression era. However,
the G-20 hasnot been ableto makemuch headway
in certain key dimensions of global stability such
as (i) the design of an equitable and credible
international debt resolution mechanism (ii)
striking a proper balance between fiscal consol-
idation and the need to use fiscal policy as a
component of counter-cyclical macroeconomic
policies (iii) reducing the global dependence on
US macroeconomic policies stemming from the
use of the US dollar as a reserve currency (iv)
recognition of the threatsto financial stability of
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the LDCs posed by pro-cyclical cross-border
capital flows and (v) removal of major impedi-
ments to international movement of |abour.

12. Conclusion

This time is different is a common refrain in
discussions following every major crisis (and is
also the title of an interesting book written in
response to the current one [see Reinhart and
Rogoff, 2009]. However, in one essential regard,
this crisis is indeed different from its predeces-
sors, viz., that for thefirst time nationshave come
together to chalk out a coordinated global effort
to fight the crisis instead of each country
attempting to build walls of insulation around its
own domestic economy. In the immediate wake
of the crisis, certain facts emerged with stark
clarity - in particular the inconsistencies in reg-
ulatory systems across countries and clear con-
flicts of interests between regulators across
borders as well as between regulators and
financial markets. The need wasquite evident for
anew eraof global financial coordination to deal
with global systemic risk. The major issues that
seemed to call for inclusion in the agendaof such
an endeavour were:

(i) Regulation of domestic financial markets
and the coordination of regulations across
jurisdictionsto avoid regulatory arbitrage
Regulation of cross-border capital flows
To device global lenders of last resort
mechanisms to supplement emergency
liquidity financing of national central
banks
To ensure adequate global debt-resolution
mechanisms
To ensure coordination of debt resolution
tools as well as coordination in depositor
and investor protection
To provide frameworks for enhanced
information sharing among regulators and

(i)
(iii)

(iv)
v)

(vi)
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(vii) Towork towardsan international financial
architecture that addresses international
stability considerations in a fair and
forthcoming manner, with specia atten-
tionto EMEsand LDCs.

The global co-ordination process was envis-
aged asinvolving fivemajor partners (see Section
3 above), viz., (i) National Regulatory &
Supervisory Authorities (ii) IMF (iii) Financia
Stability Forum (FSF)/Board (FSB) (iv) Inter-
national Standard Setting Bodies like the Basel
Committee on Banking Supervision (BCBS) of
Bank of International Settlements (BIS), (Inter-
national Organisation of Securities Commissions
IOSCO), etc., and (v) Globally influentia
organisations like G-20.

This paper has gone into an extended discus-
sionof therangeof tasksconfronting each of these
partnersin the conduct of the overall mandate of
global stability. Difficulties abound but signifi-
cant signsof progress are also discernible. While
it is premature to prognosticate on the likely
success of this ambitious endeavour, one cannot
but welcome the overall efforts at facilitating
consensus building among the comity of nations.

NOTES

1. Detailed accounts of the crisis are available in several
writings. Of particular relevance are Brunnermeier [2009],
Gorton [2008, 2010] Giovanni & Spaventa [2008], etc. The
impact of the crisis on India is described in Reddy [2009],
Nachane [2009], etc.

2. Of course, apart fromthe FRB policies, therewere other
factors feeding the home price bubble including (i) awidely
held belief in the robustness of U.S. growth (ii) the growing
incidence of securitisation in the housing market and (iii) a
herd instinct in asset markets.

3. Fair, Isaac & Co.

4. Acronym for "originate-to-distribute" model, as the
original mortgages are now removed from the bank’ s books
and therisk of default is correspondingly shifted from banks
toinvestorsinthe MBS. Banksfavoured the new arrangement
as it released valuable capital for them to expand their loan
base.

5. Under SIVA (stated income, verified assets) loans,
proof of income was replaced with a "statement” on faith.
NIVA (no income, verified assets) loans replaced proof of
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employment requirements with a proof of money in Bor-
rowers  bank accounts, whereas "No Income, No Assets’
(NINA) or Ninja ("no income, no job and no assets') loans
were based only on credit scores with no proof of any owned
assets.

6. Within the ARM there were further options. The
interest-only ARM, alowed the homeowner to pay only the
interest (not principal) of the mortgage during an initial
"teaser" period. Even looser was the payment option ARM
loan, inwhich thehomeowner hasthe option to makemonthly
payment that do not even cover the interest for the first two
or three year initial period of the loan.

7. Possibly to avert a general collapse of the financial
system, however, on 16 September 2008, the Fed bailed out
AlG viaan $85 bn lifeline.

8. The NCM attitude to financial markets was that they
posed no grave dangers of instability being generally self-
equilibrating and further that, through several channels,
financial development could play adefiningrolein promoting
real growth [see e.g., Aghion et a., 2004]. As a natura
consequence, financialisation became an important ingredi-
ent of the standard IMF prescription of neo-liberalismfor the
many countries that faced structural macro-economic crises
in the 1980s and early 1990s.

9. The adaptive markets hypothesis put forth by Farmer
and Lo [1999] and Farmer [2002] is an attempt to synthesise
Simon’s notion of "bounded rationality" and "satisfying
behavior" with the theory of efficient financial marketsusing
the new discipline of "evolutionary psychology” [see Rabin,
2002; Gigerenzer, 2000, etc.].

10. The theorem may be simply explained asfollows. The
foundationsof neoclassical economicsrest ontheassumption
that if individual demand functions satisfy Wald's [1936]
WARP (weak axiom of revealed preference) (implying
individual demand curves are downward sloping) then a
unigue stable market equilibrium exists. The DSM theorem
asserts that whereas the WARP is sufficient to ensure the
existence and local uniqueness (of a market equilibrium),
global unigqueness and stability are not ensured by WARP (or
by even stronger restrictionsonindividual demandfunctions).

11. Evidence lined up against the REH comes from
behavioural scientists [Kahneman and Tversky, 1979; Kun-
reuther, 1978; Gleitman, 1996, etc.], from manageria pro-
fessionals concerned with devising industry compensation
packages[see Rock and Berger, 1991; Milkovich et ., 2007,
etc.] aswell asfrom economists[Shiller, 1997; Akerlof eta.,
2000, etc.].

12. For example, should the target (or a target band) be
set by the central bank, the Finance Ministry or the Parliament
and what should be an appropriate incentive-cum-penalty
system for success or failure on the part of the central bank in
achieving the target? etc.
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13. Among suggested TWswe may prominently mention
(i) Ratio of official reserves to total short-term externa
obligations (foreign portfolio investment and total, -- i.e,
private plus public-- short-term hard-currency denominated
foreign debt) (ii) ratio of foreign currency denominated debt
to domestic currency denominated debt (appropriately
weighted by maturity) (iii) ratio of short-term debt to long-
term debt and (iv) ratio of total cumulative foreign portfolio
investment to gross equity market capitalisation.

14. SBs could take severa forms including (i) require-
ments on borrowers to unwind positions involving location-
a/maturity mismatches (ii) curbs on foreign borrowings (iii)
restrictions on certain types of FPI (foreign portfolio
investment) and (iv) import curbs (in exceptional circum-
stances).

15. To give one leading example, Willem Buiter in the
Financial Times (18 Feb. 2009) notesthat "For countrieswith
aminor-league currency (every currency except for the U.S.
dollar, the euro and the yen) an open capital account will
aways be a mixed blessing. The joys of an open capital
account - the undoubted benefits from decoupling domestic
capital formation from national saving and from unrestricted
portfolio diversification and risk trading - cannot be enjoyed
without the pain: therisk of itsdomestic financial institutions,
capital markets, non-financial enterprises, consumers and
public finances becoming the flotsam and jetsam on massive
and mindless killer waves propelled by an out-of-control
global financial storm”. Krugman [2009a & b] expresses
similar sentiments.

16. For abrief history of therationale for this merger and
the chronology of events leading up to the merger see The
Economic Times (30 June 2015, Article by D.Narayanan) and
Business Sandard (24 March 2015, Article by R. Bhayani)

17. Of thefive apex regulatory bodies listed above, three
have been established as statutory bodies via parliamentary
enactments, viz., the RBI (viathe RBI Act, 1934), SEBI (via
the SEBI Act, 1992), IRDA (viathe IRDA Act, 1999), while
theremaining two are part of Government of Indiaministries.
TheFM Cfallswithinthepurview of theMinistry of Consumer
Affairs, Food & Public Distribution, while the PFRDA is
under the Ministry of Finance.

18. An important case in point is the recent controversy
in India over ULIPs (or unit linked insurance plans), which
are similar to mutual funds with an added insurance compo-
nent. In August 2009, a turf war erupted between the SEBI
and IRDA over an order issued by SEBI banning 14 insurance
companies from issuing ULIPs, with the IRDA counter-
manding this order. The matter was ultimately decided in
favour of the IRDA through government intervention in June
2010.

19. Thisproposal was dropped from the Finance Bill 2015
by the Finance Minister on 30 April 2015, though it may be
revived again later. While the potential conflict between
monetary policy making and public debt management cannot
be ruled out a priori, there is considerable evidence that the
RBI has acquitted itself creditably in the role of banker and
debt manager to the government, without letting thisimpede
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its primary monetary policy mandate. Asamatter of fact the
RBI’s continued efforts have resulted in the development of
an orderly government securities market, which has
streamlined its open market operations for monetary policy
(Severa other arguments for a more nuanced and graduated
approach to the establishment of a separate PDMA (public
debt management agency) have been recorded in an incisive
articlein the Indian Express [see R. Pattnaik, 12 May 2015]

20. Rules define boundaries ex ante, while principles
define them ex-post [Kaplow, 1992]

21. Principlesgenerally place morediscretion at thehands
of the regulator as compared to rules [Nelson, 2005].

22. According to Ghoshray (2006), "Anchored in thetext,
structure and history of the statute, textualism seeksthe most
literal meaning, free from the perceptive idealism of broader
social purpose”.

23. ULIPs (or unit linked insurance plans) are similar to
mutual funds with an added insurance component. In August
2009, aturf war erupted between the SEBI and IRDA over an
order issued by SEBI banning 14 insurance companies from
issuing ULIPs, withthe|RDA countermanding thisorder. The
matter was ultimately decided in favour of the IRDA through
government intervention in June 2010.

24. Firstly such anarrangement would overl oad thecentral
bank with too many diffuse responsibilities. Secondly, since
responsibility for the different market segmentswould most
likely be vested in distinct departments of the central bank,
oldinter-regulatory rivalriesand differing mindsets are likely
to be now internalised interfering with the primary responsi-
bilities of monetary and financia stability.

25. As is well known, the Financia Services Authority
(FSA) was established in the UK in 1997, with the explicit
purpose of supervising individual financial institutions, while
the responsibility for overall financial stability continued to
be vested with the Bank of England. The Northern Rock was
thefifth biggest mortgage provider in the UK, shortly before
the crisis in August 2007. The FSA was fully aware of the
problemsat the Northern Rock, viz., excessive securitisation,
overwhelming reliance on wholesal e deposit funding, falling
share price, a rise in market share combined with a fall in
profits, etc. Yet these problems were ignored and not com-
municatedto the Bank of Englandtill themoney marketsfroze
in mid-August. The lack of communication in the entire
episode is best illustrated by two remarks - one by the
Chairman FSA (in parliamentary testimony, 9 October 2007)
that the money market situation was " Sunprecedented” and
could not have been foreseen either by Northern Rock or the
FSA, the other by thethen Bank of England Governor that he
was "concerned in a general way about the growth of
wholesalelending" but was unaware of the detailsat Northern
Rock.

26. RSl isoften confused with central bank independence
(CBI), though as stressed in the literature [see Lastra, 1996;
Taylor & Fleming, 1999; Quintyn & Taylor, 2002], the two
are conceptualy distinct and need not necessarily co-exist
even when the regulation & supervision functions and the
monetary policy functions are vested in the same authority.
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27 See DeKrivoy [2000] for the Venezuelan experience
of the mid-1990s, Lindgren et a., [1999] for the East Asian
experience, Hartcher [1998] for Japan, etc.

28. Inthe words of avery famous US central banker " ..it
is just as important for a central bank to be independent of
markets as it is to be independent of politics' [see Blinder,
1997].

29. As a matter of fact, if this were the sole purpose, it
could be easily accommodated by calling in such repre-
sentatives as observers or witnesses and recording their
testimonies.

30. Inatypical moral hazard framework, bank manage-
ment acts in the interest of shareholders that have voting
power. If the shareholders of abank are interested mainly in
thedividend pay-out , thebank’ smanagement may beinduced
to oblige them by increasing the bank’s risk profile -thisis
especially trueintheabsenceof arisk-based depositinsurance
system [see Flannery, 1998; Park and Peristiani, 2006, etc.],
This tendency is counter-balanced by the fact that bank
managements(aswell asshareholdersto someextent) arealso
concerned with the banks’ charter value, (viz., theratio of an
organisation’s market value of equity to its book value of
equity) [see Keeley, 1990; Demsetz, Saidenberg and Strahan,
1996, etc.]. Inthe event of bank failure, bank managerslose
prestige and shareholders forfeit charter value. Thus the
considerationof preservation of charter valueactsasarestraint
on the risk assumption of banks. Depending on which ten-
dency prevails, supervisory ratingswill tend to be positively
ornegatively correlatedwithdividend pay-outs. Theempirical
evidence cited in the above and related papers seems to bear
out that risk-averse bankstend to exhibit apositive correlation
between bank share earnings and supervisory ratings while
the oppositeistrue for bankswith riskier portfolios (or lower
bank capital).

31. Asaprudentia indicator, what isrelevant isthe ratio
of the exposure limit to the size of the bank’s capital, rather
than the exposure limit per se.

32. Asof 1 April 2015, al restructured loans will have to
be treated as NPAs. The provisioning for such loans will
accordingly be raised from 5% (as prevails currently for
restructured assets) to 15%.

33.NBW of anassetisitsbook value minusthe provisions
held against it.

34. This category includes (a) a member of a Scheduled
Casteor Scheduled Tribe (b) avictim of trafficking in human
beingsor beggar asreferred toin Article23 of the Constitution
(c) awoman or achild (d) amentally ill or otherwise disabled
person (e)aperson inreceipt of annual incomelessthan rupees
nine thousand, etc.

35. There are severd (closely related) definitions of
systemic risk and we mention here the two most commonly
used. The G-10 (2001) define systemic risk as "therisk that
an event will trigger aloss of economic value or confidence
in, and attendant increases in uncertainty about, a substantial
portion of the financial system that is serious enough to quite
probably have adverse effects on the real economy”, whereas
the IMF [2009] definition runs somewhat parallel as"a risk
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of disruption to financial services that is (i) caused by an
impairment of all or parts of the financial system and (ii) has
the potential to have serious negative consequences for the
real economy".

36. Acharya[2011] alsoillustratesthese possibilitieswith
several examples.

37. 2010 governance and quota reform is an absolute
must. It has to be implemented and everybody knows that it
is currently stuck before the U.S. Congress. We very much
hopethat the different branches of the U.S. authorities... will
understand the relevance of having an IMF that is repre-
sentative of the global economy". Christine Lagarde quoted
in The Financial Times [9 October 2014].
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COMMENTSON
SAFEGUARDING FINANCIAL STABILITY IN AN ERA OF FINANCIAL
FRAGILITY: AN INDIAN PROSPECTIVE by Prof. D M Nachane

Deepak Mohanty

| consider this my honour to discuss this
excellent paper by eminent economist and scholar
Professor Dilip Nachane. | thank Prof. Vikas
Chitre and the Indian School of Political Econ-
omy for this opportunity.

The paper has a wide canvass, and covers a
number of complex issues. To be more specific:
First, it dwells on the new paradigm for monetary
policy that evolved in the run-up to the Great
Moderation (from 1982 to 2007) and how it was
negated during thecrisis. Inthiscontext, it draws
significantly from the reports of the Larosiere
Group [February, 2009] and the Working Group
of G20 [March, 2009].

Second, it discusses at length the regulatory
and supervisory policy initiatives at the global
level, by both policymakers (e.g., G-20) and
standard setting bodies (e.g., Basel Committeeon
Banking Supervision (BCBS), Bank for Interna-
tional Settlement (B1S), Financial Stability Board
(FSB) and International Organisation of
Securities Commissions (I0SCO). In our
domestic context, it draws significantly on the
findings of the IMF [2013] "India: Financial
System Stability Update” for identifying the
shortcomings in the Indian financial system.
Third, it reviews the governance of the emerging
global economic and financial architecture,
including IMF resources.

In order to keep the discussion contextual, it
drawsupon extant Indian evidence at every stage
toprovidethereader asense of how policymakers
in India have responded to the crisis and the
subsequent devel opments. Thus, awhole host of
issues that have a bearing on the evolving finan-
cial and supervisory architecturein India besides
the monetary policy framework have been dealt

with. Theoretical argumentshavebeenbuttressed
with empirical evidence to provide readers with
asense of what’s going on.

It needs no gainsaying that only someone of
the stature of Prof. Nachane with his grounding
inacademicsand experience regarding the policy
discourse could have woven a common thread
through a wide range of complex issues and yet
made it comprehensible even to ageneral reader.
Whilel am in broad agreement with the thrust of
the paper, | propose to provide an update on some
of the regulatory standards before drawing upon
my experience as a practitioner to raise some
issues.

Update on Key Financial Regulations

The global banking regulatory initiatives are
built around the considerations of the quality and
guantity of capital, adequacy of liquidity, sys-
tematically tackling the "too-big-to fail" syn-
drome and challenges of shadow banking.

First on capital, al the 27 jurisdictions that
comprise the Basel Committee have started
implementing Basel |11 capital regulations. India
implemented Basdl 111 from April 1, 2013. The
minimum common equity tier 1 (CET1) (com-
prising common sharesissued by the banks, share
premium resulting from issue of shares, retained
earnings, accumulated other comprehensive
income and disclosed reserves and regulatory
adjustments, according to Basel 111 norms) to risk
weighted assets (RWAS) (a bank’s assets or
off-bal ance-sheet exposures, weighted according
torisk) ratio hasbeen set at 5.5 per cent, minimum
tier 1 at 7 per cent, minimum total capital at 9 per
cent and a capital conservation buffer (CCB)* at
2.5 per cent. Thus, the total minimum capital

Deepak Mohanty is Executive Director, Reserve Bank of India, Mumbai. The author would like to thank Saibal Ghosh
and Ashok Sahoo for their assistancein preparation of these comments. The views expressed here are personal.
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requirement including CCB would go up from 9
per cent of RWASscurrently to 11.5 per cent, apart
from layering the capital provision as indicated
above, by March 2019 when Basdl 111 is fully
rolled out. Of course, this is without taking into
account the capital requirement for total loss
absorbing capacity (TLAC).? The point that | am
making is that in the years to come, the capital
requirement of Indian banks will go up sharply.

Second on liquidity, under Basel 111, banks are
requiredtomaintaintheLiquidity CoverageRatio
(LCR), where

High quality liquid assets
LCR=

> 100%
Total net liquidity outflows over 30 days

The LCR aims to ensure that banks have an
adequate stock of unencumbered high quality
liquid assets (HQLA) that can be converted into
cashat little or no loss of valuein private markets
tomeet their liquidity needsfor a30 calendar day
liquidity stress scenario. Banks in India are
required to maintain a minimum LCR of 60 per
cent from January 1, 2015, whichwill increase by
10 percentage points every year to reach 100 per
cent from January 2019.

In this context, banks' investment in govern-
ment securities (in India) has come handy. Banks
have been permitted to include government
securities held by them up to 5 per cent of their
net demand and time liabilities (NDTL) within
the mandatory Statutory Liquidity Ratio (SLR)
requirement aslevel LHQLA inorder tofacilitate
their meeting the LCR requirement in addition to
2 per cent under the margina standing facility
(MSF). Thus, thetotal SLR securities within the
statutory stipulation that are now available to
bankstowardsL CR comprise7 per cent of banks’
NDTL.
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Third, withregardtotheinitiativesconcerning
too-big-to-fail, the FSB and the BCBS have
identified 30 globally systemically important
banks (G-SIBs) in November 2014. No Indian
bank isaG-SIB, noristhereany likelihood of any
Indian insurance company qualifying asa G-SlI.
Nonetheless, there are large complex financia
entities, known as Financial Conglomerates
(FCs)® in India which are subject to closer and
continuous supervision by an Inter-Regulatory
Forum (IRF). The IRF was set up under the aegis
of the Financial Stability Development Council
(FSDC) and undertakes coordinated supervision
of FCsthrough off-site returns and periodic dis-
cussions. The RBI has, in the interim, come out
with a framework for classifying Domestically
SIBs(D-SIBs).* Themethodology for classifying
banks as D-SIBs is similar to that proposed for
G-SIB, but suitably modified to the country-
specific context and the operating environment of
these banks.

In this context, gone-concern loss absorbing
capacity (GLAC) concept isnow changed tototal
loss absorbing capacity (TLAC).> To ensure that
G-SIBshaveadeguate | oss absorption capacity in
resolution, the FSB® has devel oped aproposal for
minimum TLAC for G-SIBs. Overall, the TLAC
for G-SIBscould beintherange of 16-20 per cent
of their total risk weighted assets (RWAS) and at
least twice the minimum Basel leverage ratio
requirement of 3 per cent. Though the proposed
TLAC framework is applicable to G-SIBs,
spillover impact on the emerging market econo-
mies (EMEs -) in terms of banks in EMEs
maintaining higher than required capital under
peer pressure thereby constraining credit flow -
cannot be ruled out. Understandably, there is a
concern among EMEs including India.

Fourth, regarding shadow banks, the FSB will
begin reporting the progress on reforms from
2015. India s shareis estimated to be around 0.4
per cent of the global exposure. The bulk of this
sector covers NBFCs and Mutual Funds which
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are already regulated. However, there are many
entities/schemes like collective schemes, micro-
financial institutions (MFIs), money lenders and
pawn brokers which are largely outside the
regulatory perimeter. In that sense, India's * sha-
dow banking’ sector essentially pertains to the
large number of such ‘unregulated’ entities of
varying sizes and activity profiles. This raises
concern al so because of the public perception that
they areregulated. Lack of easy accessto formal
financial instruments and inadequate financia
literacy often tempts gullible investors towards
unscrupul ouselementswhichraise depositsinthe
penumbra of the regulatory perimeter. To deal
with such issues, the State Level Coordination
Committee (SLCC) has been strengthened under
the initiative of the Financial Stability and
Development Council (FSDC). The SLCC is
presently being chaired by the state finance sec-
retary so asto ensure better coordination between
the government and the regulators in checking
unlawful deposit mobilisation and minimise
financial frauds.

Observations on the Paper

Let me now raise afew observations on some
of the issues highlighted in the paper.

First, on the macroeconomic front, | think the
author could have elucidated a bit more on the
inverted triangle hypothesis - an otherwise
small-sized real sector trying to support a bal-
looning financial sector. The experience of the
EU economies where financial assets to GDP
ratio zoomed during the years of the ‘Great
Moderation’ is ample testimony. A stark mani-
festation of thiswas evidenced by Cyprus, where
bank asset to GDP trebled from around 200 per
cent prior to the crisis to over 600 per cent by
2011, finally leading to a crash of the economy.
The case of Iceland was aso not very much
different, should | say! Even in the US, this
inverted triangle played itself out in a dlightly
different form: innovative financial engineering
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embedded in mortgage-backed securities lulled
investorsinto afalse sense of security, giving the
impression of significant wealth creation on a
small quantum of real assets, which ultimately
brought the economy to its knees.

Second, continuing on the macroeconomic
aspect, | thought the author could have dwelt upon
the issue of liquidity. As many of us would be
aware, traditionally, liquidity hasnot beenamajor
concernfor either banksor regulators. If onelooks
at the initial Basel Accord, it contains very little
documentation about liquidity or the possible
risks it engenders. However, this strategy of
liquidity management was called into questionin
the wake of the recent financial meltdown. The
crisisalso revealed that liquidity risk at financial
institutions had significant consequences for
financial stability and macroeconomic perform-
ance, in part through common asset exposuresand
their increased reliance on short-term wholesale
funds. Management of liquidity risk, in turn,
spilled over to other markets and institutions,
contributing to each other’s losses and exacer-
bating overall liquidity stress.

Not surprisingly therefore, recent research has
veered towards making an explicit distinction
between funding liquidity - ability to meet cash
obligations when due - and market liquidity -
ability of financial investorsto literally liquidate
a non-cash asset. These two liquidity risks are
mutually reinforcing: shocksto funding liquidity
can lead to asset sales and depress asset prices,
with serious consequences for market liquidity.
Theloopiscompletewhen lower market liquidity
leadsto higher margin calls(marginsaretypically
higher in an illiquid market), which increases
funding liquidity risk as outflows rise. Brun-
nermeier and Pedersen [2009, Pp. 2201-38],
whom Prof. Nachane quotes in the paper, have
documented significant episodes - the "Black
Monday" of 1987, the Asian crisis of 1997, the
long term capital market (LTCM) crisisin 1998
and more recently, the subprime crisis - when
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weaknesses in one fed into the other, leading to
an overall worsening of liquidity for both insti-
tutions and markets.

Third, it would have been useful to have some
discussionontheinterlinkagesbetween monetary
policy and bank risk-taking; this is popularly
called as the "risk-taking channel of monetary
policy". Low interest rates can lead banks to
assume excessive risks for severa reasons. It
might induce banks to search for yields and
thereby indulgeinrisky investments. Further, low
interest ratesal so affect perceptionsof valuations.
In particular, ascollateral valuesincrease, banks
perceptions of risk decline, exacerbating greater
risk-taking. Additionally, low interest rateslower
banks incentives to screen loan applicants.
Considerabl e research has emanated over thelast
few of years highlighting the importance of this
channel and its possible adverse consequences. |
am sure Prof. Nachane would give some thought
to this argument.

Fourth, more insight into the issue of central
bank communication would have been very
useful indeed. Yes, central bank communication
wasimportant prior to thefinancial crash, but has
become more so during and even after the crisis.
Many of us in the central bank would recollect
how Fed communication (or mis-communication
should | say!) on May 22, 2013 caused serious
upheavalsin bond and equity markets across the
globe and led to avirtual financial meltdown.’

Even in the Reserve Bank, structured and
continuous communication with market partici-
pants has become more prominent than earlier.
Asmany would beaware, besidesthe Governor’s
monetary policy statement, we also have inter-
actions with the mediaand other researchers and
market participants to provide a better sense of
what we are trying to do and why. The gist of
discussion in the Technical Advisory Committee
on Monetary Policy, in which Prof. Nachane was
a member for several years, is placed in public
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domain with alag. The Governor’s policy state-
ment itself has become more focused, providing
confidencebandsastothefuturepath of evolution
of major macroeconomic variables such as GDP
and inflation alongside the associated risks. Even
a decade ago, some of this was as good as
unthinkable!

Fifth, on the issue of supervision, Prof.
Nachaneindicates several deficienciesas pointed
out by the IMF in their country assessment.
Needless to state, some of these require lega
changes (which are obviously time consuming),
whereasinanumber of other cases, wehave made
progress. For instance, the home-host coordina-
tion mechanism has been strengthened through
the signing of bilateral Memoranda of
Understanding (MoUs) with several countries.
We have established ‘supervisory colleges to
deal with supervisory issues for some of the
large-sized banks and enhance cooperation for
cross-border supervision.

Sixth, as regards regulation, given the ten-
dency for pro-cyclicality of the financial system,
there has been alot of discussion that arguesin
favour of ‘ counter-cyclical’ capital - raising bank
capital requirements a lot in good times, while
allowing them to fall somewhat in bad times - as
asolutiontothispro-cyclicality. Sometimeback,
we issued guidelines for countercyclical capital
buffers. However, there are analytical issues on
which | would have liked to hear Prof. Nachane.

| am reminded of a paper by Governor Rajan
[2009, Pp. 397-402] where he argues that, while
sensible prima facie, these proposals might not
be as effective as intended. This is because in
boom times, the market requires banks to hold
very low levels of capital, in part because
euphoria makes losses seem remote. So when
regulated firms are forced to hold more costly
capital than what the market requires, they have
anincentiveto shift activity outsidetheregulatory
perimeter. We are witnessing this at present with
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the expansion of shadow banking both in
advanced and emerging markets. Banks can, asa
result, subvert capital requirements by taking on
risks that the regulators do not foresee or do not
penalise adequately.

Likewise, in situations of bust, attempts to
increase capital requirements could be equally
challenging. Themarket might want banksto hold
more capital than what the regulators require.
Therefore, to have a better chance of creating
stability through the cycle - being cycle-proof -
Rajan [2009] advocates that regulations be
premised on 3-Cs. comprehensive, contingent
and cost-effective.

The regulations should be comprehensive in
the sense that they apply comprehensively to al
leveraged financia firms so that it is less likely
to encourage the drift from heavily regulated to
lightly regulated institutions during the boom.
Regul ationsshould al so be contingent so that they
have greater force when the private sector is most
likely to do itself harm, but impose fewer
restrictions at other times. This will make regu-
lations more cost-effective and as a result, less
prone to arbitrage or dilution.

Seventh, Prof. Nachane al so touches upon the
issue of bank capital, on which | am aware that
he has done extensivework. The sense | get from
hisargumentsisthat capital might be anecessary
but not a sufficient condition to stave off bank
failures. Notwithstanding Basel exhortations, |
am sympathetic to this observation. Indeed, some
recent research appearsto suggest that regul atory
capital ismuchlessrisk sensitive. Usingasample
of internationally large banks, Vallascas and
Hagendorff [2013, Pp. 1947-1988] find that
regulatory capital requirements are only loosely
related to portfolio risk, so that pronounced
increases in the latter (a proxy for market risk)
generate only small changesin capital. Although
| am not aware of any research on this aspect for
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India and more so, given the pre-dominantly
state-owned nature of our banking system, | am
sureitisan areathat may interest Prof. Nachane.

Eighth, ontheissue of risk sensitivity of public
and private banks, internationally there is evi-
dence to suggest that depositors penalise banks
for excessiverisk taking. Although Prof. Nachane
suggestslittle econometric evidence on thiscount
for India, | am reminded of some work by my
colleagues in the Reserve Bank, which suggests
that riskier banks, proxied by higher non-
performing loans, pay higher deposit rates.

Ninth, another issue of concern is the asset
quality of the banking sector. The gross non-
performing assets (NPAS) of commercial banks
were 4.5 per cent of their gross advances as at
end-September 2014. If we add to this the
restructured standard advances, the stressed
advances work out over 10 per cent of gross
advances. For public sector banks, these numbers
areeven higher. Large quantum of NPAs actsas
a‘'double whammy’: not only do they impair the
ability of banksto recycle credit, since they have
to set aside significant amount as provisions, but
thereis also an opportunity cost in terms of loss
of interest income, both on the money not repaid
as well as the amount set aside.

While the deterioration in asset quality could
partly be attributed to the slowdown in the
economy, there are also related issues of gover-
nance and credit culture. Itisimportant to eschew
forbearance and recognise loan impairments
promptly and take corrective measures. In this
regard, the Reserve Bank has come out with
manifold measures, which include disincentives
for ‘wilful defaulters and ‘non-cooperative
borrowers aswell asfor ‘ auditors, advocatesand
valuers who provideincorrect information about
the borrowers. Improvement in credit culture is
as much important as credit for ensuring better
asset quality in banks.®
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Tenth, we have the issues of reforms of IMF
guota and governance. Y es, these are underway
and are often time-consuming, given the large
number of actors with widely divergent interests
involved. Once the reform package is approved,
there would be a doubling of quotas from about
SDR 238.4 billion to about SDR 476.8 billion
(about US$ 720 hillion) with a more than 6 per
cent shift in quota shares from advanced econo-
mies to emerging market and devel oping econo-
mies (EMDEs), besides reallocation of two
additional chairs in the IMF Board for EMDEs.
Whilethenecessary majority (70 per cent of quota
share) for quota increase has been achieved, the
accompanying governance reform® requires 85
per cent voting. As is well-known, the fina
agreements have been held back in the absence
of concurrence from the largest shareholder, the
USA, which has 16.75 per cent of voting share.
This is not because of lack of effort by the US
administration, but due to lack of Congressional
ratification. In this context, perhaps the author
could have examined the implication of the
recently constituted BRICS bank (which hasbeen
formally inaugurated recently) and howitislikely
to shape the contours of the international mone-
tary and financial arrangements, going forward.
Broadly, could strong regional arrangements
hasten reforms at global institution?

Finally, before | conclude let me say a few
words about the changes to the RBI’s monetary
policy framework which Prof. Nachane refersto.
The proposed change in the monetary policy
framework from a‘ multipleindicators’ approach
to a‘flexibleinflation targeting’ approach needs
to be seen in the context of persistently high
inflation in India when inflation has remained
moderatein most part of theworld, including our
peer countries.

When one sieves through the numbers, the
evidence suggests that, for the recent 6-year
period 2009-14, the annual average consumer
inflation in India has remained quite stubborn at
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nearly 8 per cent plus despite some negative
output gap compared to an annual average of 5.0
per cent during the 5-year high growth phase of
2003-08. Persistence of high inflation makes it
hard to dent inflation expectations despite sig-
nificant growth sacrifice. Several countries have
tackled this chalenge by demonstrating a
stronger commitment to price stability and
adopting some form of inflation targeting.

The inflation targeting framework of central
banks has also evolved over time. Modern day
central banks are not merely inflation ‘nutters':
focused solely on bringing down inflation to the
exclusion of everything else. The medium-term
inflation targeting framework provides adequate
flexibility to subsume other objectives, particu-
larly financia stability. To exemplify, the Bank
of England is an inflation targeting central bank,
theBank of Japan hasturnedtoinflation targeting
recently, and the US Fed now has an explicit
inflation target. But their inflation-centric mon-
etary policy does not make them any less com-
mitted to financial stability. In fact, they have
vigorously responded, some would even say
being ‘hyperactive’, to financial instability by
using both conventional and unconventional
policy tools. In fact, acouple of months back, the
ECB unveiled a Euro 60 hillion a month bond
buying programme, far larger than what markets
had envisaged. Even some purists have come to
termsin accepting interest rate, the key monetary
instrument in inflation targeting, asaninstrument
of financial stability in exceptional circum-
stances.

The inflation target of ‘4 per cent +/(-) 2 per
cent’ proposed by theDr. Urjit R Patel Committee
seems to provide reasonable scope for accom-
modating supply shocks. At the same time, the
centre of theband at 4 per cent appears consistent
with the recommendations of the Chakravarty
Committee way back in the mid-1980s that sug-
gested a ‘tolerable level of inflation’ for India
around this number. Whether and to what extent
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the proposed flexible inflation targeting
approach, when fully formalised, will play itself
out, is an aspect that will be closely watched as
we go forward. The point that 1 am trying to
emphasize is that the inflationary conditions in
Indiaprovide ample justification for arethink on
the monetary policy framework with a greater
emphasis on enduring price stability.

| amawarethat | havegoneon for toolong and
highlighted certain issues which are perhaps not
directly germanetothepaper, but thevast expanse
and topicality of Prof. Nachane' slecture appears
to have overwhelmed me with enthusiasm and
zedl, that | could not resist the temptation to
perhapsover-extend myself, just that extrabit. All
inall, I greatly enjoyed reading this paper and feel
privileged to be a discussant.

NOTES

1. Under Basel 11l norms, a mandatory ‘capital conser-
vation buffer’, equivalent to 2.5% of risk-weighted assets, is
requiredto beheld by the banks. A capital conservation buffer
isacushion that banks haveto build under no-stress scenarios
so that these can be drawn upon whenever the banks start
experiencing stresses.

2 TLAC istheamount to be held in addition to the Capital
Adequacy Ratio reguirements, by Global-Systematically
Important Banks. This was mandated by the Financial Sta-
bility Board as aregulatory response to the 2008 crisis (http
s:/fen.wikipedia.org/wiki/List_of_systemically_important_b
anks).

3. In India, financial conglomerates are financial groups
that have ‘significant presence’ in at least two of the five
financial segments viz,, banking, insurance, securities, pen-
sion fund and non-bank business. The criteria for ‘signifi-
cance’ of an entity in asector are determined by the concerned
sectoral regulator.

4. See https://www.rbi.org.in/scripts/bs_viewcontent.asp
x?1d=2861 for details.

5. Every bank needs to have an overall Loss Absorbing
Capacity that isa percentage of itsrisk weighted assets. This
LAC is defined in terms of the regulatory capital as well as
long term debt. However, when we are looking at "gone-
concern”, i.e., a stressed bank, the equity of a bank that is
moving into stress is wiped out. And so the Gone-Concern
Loss Absorbing Capacity that was given for G-SIBs focused
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on the capacity of debt to replenish equity when the bank
movesinto stress. However, in India, since none of the banks
qualify asG-SIBs, theRBI hasdefined aTotal LossAbsorbing
Capacity rather than Gone-Concern.

6. TheFSB hasalready published aconsultativedocument
on November 10, 2014 setting forth its proposal for TLAC.

7. Fed Chairman Ben Bernanke addressed Congress' Joint
Economic Committee on 22nd May, 2013. He hinted that the
QE taper "could happen over the next two FOM C meetingsif
warranted by the data". See http://www.forbes.com/sites/af
ontevecchia/2013/05/22/bernankes-ge-dance-fed-coul d-tape
r-in-next-two-meetings-tightening-woul d-coll apse-the-mark
et/. The markets reacted sharply and Flls started moving to
thedollar within minutes. Even though he had indicated in the
earlier part of his speech that "premature tightening [would]
carry a substantial risk of slowing or ending the economic
recovery", market playersin the US disregarded his previous
remarks and went into asharp rally.

8. RBI Circular dated February 26, 2014 on Framework
to Revitalise the Distressed Assets https://www.rbi.org.in/s
cripts/FS_Notification.aspx? d=8754& fn=2& Mode=0. Also
Circular dated December 22, 2014 on Non-Cooperative
Borrowers https://www.rbi.org.in/scripts/FS_Notification.as
px?21d=9420& fn=2& M ode=0.

9. The Fund' s governance structure must keep pace with
the rapidly evolving world economy to ensure it remains an
effectiveand representativeinstitution of all of its 188 member
countries. To secure this objective, in December 2010 the
Board of Governors of the IMF approved a package of
far-reaching reforms of the Fund's quotas and governance.
These include: an unprecedented doubling of quotas and a
major realignment of quotaand voting sharesto emerging and
developing countries; a comprehensive review of the current
quota formula; a more representative, all-elected Executive
Board. In order for the proposed amendment on Reform of
the Executive Board to enter into force, acceptance by
three-fifths of the Fund's 188 members (or 113 members)
having 85 per cent of theFund’ stotal voting power isrequired.
As of mid-March, 2015, 146 members having 77.1 per cent
of total voting power had accepted the amendment, short of
the required 85 per cent threshold. See
http://www.imf.org/external/np/exr/facts/govern.htm
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FINANCIAL STABILITY: UNDERLINING CONTEXT

Commentson D. M. Nachane * Safeguar ding Financial Stability in an Era of
Financial Fragility: An Indian Per spective

Ashima Goyal*

The paper commendably manages the very
difficult twin tasks of being comprehensive and
up-to-date in an area where there are continuous
new developments. It draws lessons from the
global financial crisis and evaluates the success
of Indian policies in following the seven point
agenda identified by the G-20 as necessary for
financial stability. In these comments, | will
attempt to extend the analysis of some of these
agendaitems, by bringing in moreissuesrelevant
in the Indian context. Thisis very much in the
spirit of the paper sinceits sub-titleis‘An Indian
perspective'.

We first discuss how macroeconomic para-
digms and monetary policy issues point to the
importance of introducing relevant market
failures. In going to the core topic of financia
reforms, we explore weaknessesin domestic and
international reforms and ways of overcoming
them, based on mitigating the fundamental fail-
ures finance is subject to, before taking up some
special features of Indian reforms such as
methods used to cap leverage, the evolution of
non-performing assets (NPAS) and possihilities
of inclusion.

M acr oeconomic Paradigms

In arguing for a paradigm shift in macroeco-
nomics Dr. Nachane makes a compelling case
against what he labels the New Consensus
Macroeconomics. Certainly, there is much to
criticise in the package he puts under this label
especialy that it led to an advocacy of finan-
cialisation. | would, however, make four caveats.

First, while new classical macroeconomics, with
its belief in perfect market clearing, could cer-
tainly be said to have subscribed to the efficient
market hypothesis (EMH), the neo-Keynesian
view emphasised imperfections in markets,
including financial markets. Many authors
belonging to thisschool, for example, Stiglitzand
Krugman, contributed to the analysis of financial
crises, and studied persistent deviations from
equilibria.

Second, a macroeconomic perspective differs
fundamentally from an efficient markets one,
becauseit isabout marketsfailingtofully employ
resources, and getting caught in vicious cycles of
over- or under-shooting. Therefore, a consensus
that includes the EMH cannot be called macroe-
conomic.

A major reason the globa financia crisis
(GFC) occurred was inadequate financia regu-
lation. The latter was inadequate because of a
belief in self-regulating markets. To attribute the
GFC to macroeconomic theoriesisto give them
more power than they had and to absolve the
financial market view that caused the real prob-
lem. Neglect of the basic macroeconomic insight
of market malfunction resulted in lax regulation,
and led to the GFC.

Third, a common criticism made is that
inflation targeting regimes did not internalise the
effect of monetary policy on financial stability.
This s true, but monetary policy should not be
asked to give financial stability first priority
either, since that would elevate the financia

* Ashima Goydl is Professor in Indira Gandhi Institute of Development Research Gen. Vaidya Marg, Santosh Nagar,
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sector over the real sector. Growth and inflation
must continue to be the priorities since supervi-
sion, rules and regulations are available to target
the financial sector. These are often more
effective against sectoral imbalances such as a
housing bubble, in comparison with a general
monetary tightening. The effect of monetary
policies on the financial sector must, of course,
also be kept in mind. The prevailing macroeco-
nomic policy paradigm can rightly be blamed for
neglecting this, but in doing soit wasitself going
against the basic imperfect markets macroeco-
nomic insight.

Fourth, later on in the paper, Dr. Nachane
showswhy systemic failuresrequire giving more
weight to macro-prudential over micro-
prudential policies. But systemic failures arise
from feedbacks and contagion across markets,
and therefore the analytical frame must include
several markets - this is precisely what general
equilibrium, that includes frictions and imper-
fections, tries to do, even as it provides the
necessary discipline and framework of analysis.
So, macroeconomics cannot dispense with gen-
eral equilibrium, but must include the relevant
market failures. In any complex system, her
ability to include and emphasise the correct
components tests the skill of the analyst or the
policy maker. In this respect, there were failures
in the pre-crisis paradigm. But whatever it was,
the consensus was not macroeconomic.

In macroeconomics, progress has aways
consisted in learning from experience to fill in
discovered gaps. For example, the Great
Depression brought in the analysis of demand.
The current slowdown comes as a reminder to
those who were tending to once again focus too
much on the supply-side, even bringing in the
EMH. The GFC has led to a lot of work on
including finance meaningfully in general equi-
librium models. There is regression whenever
there is a movement away from the relevant
generality. For an emerging market (EM) like
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India generality requires including structural
aspects that effect aggregate outcomes, such as
the large share of food in the consumption basket
[Goyal, 2011, Pp. 1392-1404]. We take up this
issue in the next section.

Monetary Policy

Thefirst point in the agenda list Dr. Nachane
takes up is an overhaul of monetary policy. He
criticisesmonetary policy’ sneglect of asset price
bubbles, and therefore is wary of inflation tar-
geting which can lead to a neglect of financial
stability, and iscorrectly worried by the EMH on
which many of the committees recommending
inflation targeting for India are based.

But apart from EMH, to return to the theme
running through these comments, the problem
oftenisnot inflation targeting but the ignoring of
the relevant frictions and context. For example,
the Urjit Patel report on inflation targeting uses
the New Keynesian (NKE) framework to justify
inflation targeting, but the presentation of that
framework does not discuss the NKE analysis of
supply-shocks. The omission is al the more
glaring since such shocks played amajor rolein
recent episodes of high Indian inflation.

NKE models have shown that under
forward-looking behaviour thereisno output cost
of monetary tightening if demandisinexcess. But
policy hasto choosethetrade-off between current
growth and inflation under supply shocks, and if
thereis excess capacity the growth sacrificed can
be much larger compared to the effect on infla-
tion. In the report’s view there is no growth
inflation trade-off. Rather, inflation beyond a
threshold hurts growth. But any analysis of the
trade-off should include supply shocksin Indian
conditions. These raise inflation while growth
falls under conventiona tightening, thus
explaining the negative relationship between
inflation and growth. The RBI’ s explanation of a
backward bending supply curve does not match



VOL. 27 NOS. 2-4

Indian data and excess capacity [Goyal and Tri-
pathi, 2015, Pp. 93-103]. While their estimate of
the threshold inflation is 5%, with their target
range of 4-6%, other estimates are higher. Policy
that reduces inflation expectations yet maintains
demand is required—one such is supply-side
measures to reduce food inflation.

A nuanced analysis of supply shocks, and the
degree to which they are persistent, can identify
if secondround effectsareoccurring. Thenpolicy
must tighten, but if there are multiple supply
shocks a subtler response is feasible. The most
critical lacunae in the recent inflationary period
was poor policy coordination between the gov-
ernment and the RBI, since what the government
didraisedfoodinflationandwhat the RBI did hurt
industry and employment.

The report begins by discussing flexible
inflation targeting, with the target to be reached
over atwo year business cycle. But then saysin
the Indian high inflation context the first priority
must bethenominal anchor. Growth andfinancial
stability can be considered only subject to its
achievement. But true flexibility implies being
able to give other abjectives priority in the
short-run and to the extent they affect inflation
forecasts.

The report also takes away flexibilities given
in a gradua glide path to reduce inflation, by
asking that the real policy rate must always be
positive. Policy rates should rise one-to-onewith
headline inflation above the target, even in the
short term, without the smoothing central banks
worldwidepractice. Thisisnot warrantedin India
where interest rate spreads are high and
forward-looking behaviour isnot extensive. Loan
rates are much higher than policy rates. Headline
inflation that is expected to persist and affect
inflation forecasts should be reacted to, while
temporary inflation spikes should be looked
through.
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The report justified raising the policy rate
above avolatile headline inflation target because
thisis theinflation that is most visible to house-
holds and affects their expectations. But since
severe externa shocks buffeted the economy in
recent periods, the report could not ignore these.
So, it asks for a flexible set of interventions to
deal with such shocks. Butthenitisintellectualy
inconsistent because the simplicity that was to
anchor household expectationsislost. Then why
isflexibility not possiblefor other typesof supply
shocks affecting headline inflation?

But evenintheevent of an external shock, first
preference is to be given to the interest rate
defense, in order to synchronise market expec-
tations with the RBI. This, even though the
interest rate defense did not work in 2013, hurt
both the real and the domestic financial sector,
increased fragility and is not applicablein Indian
conditionswhere equity flows still dominate debt
flows. What worked were the swaps with oil
companies and banks, by smoothing peak dollar
demand[Goyal, 20154]. Thesealso do not reduce
domestic growth the way arise in interest rates
does. Genuine flexible inflation forecast target-
ingwouldbeagoodviamediainIndiaconditions,
since it would alow consideration of multiple
indicators, as is the current practice, but would
more clearly communicate the expected path of
inflation. As the understanding of what causes
inflation in India deepens and is shared, it would
credibly reduce inflation expectations [Goyal,
2014b], even while supply and external shocks
relevant in the Indian context, and financia
indicatorsrelevant for financial stability can also
be considered. Flexihility will enable the growth
sacrifice necessary to be kept to the minimum.
That the financial sector itself wants strict infla-
tion targeting since that will alow it to pre-guess
the RBI and take profitable but risky positions,
should be taken as a warning by regulators to
retain flexibilities. Flexibility is essential for real
sector considerations to get greater weight over
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financial sector interests. Flexible inflation tar-
geting could meet Dr. Nachane' s concerns about
possible neglect of asset bubbles under inflation
targeting.

In the international context, Dr. Nachane
emphasises the neglect of asset price booms,
recommending an early pricking. But the new
factor isthe deliberate use of quantitative easing
(QE) to create asset booms in order to raise
household wealth and spending, irrespective of
the financial risks also building up, and without
an adequate strengthening of prudential regu-
lations. The next section examines what is
required for such a strengthening.

Regulatory reform

‘An Indian perspective’ is part of the title of
the paper, but the analysis of regulatory changes
following the GFC, while admirably thorough,
tendstofollow theinternational literature. Weadd
somemorediscussion of special Indian needsand
experience keeping in mind the fundamental
failures to which finance is subject, and which
reforms have to therefore address. The funda-
mental failures are asymmetric information,
leading to exclusion and to arbitrage across
asset-types and markets, large systemicaly
important financia institutions (SIFIs) that are
too big to let fail; and excess volatility or pro-
cyclicality [Goyal, 2013]. There are also regu-
latory failuresthat includedelay, and either laxity
or over zealousness. Improving transparency and
reducing incentives for pro-cyclical excessive
risk-taking are essential to mitigate the failures.
Moreover, implementation, totheextent possible,
should minimise regulatory discretion.

Dr. Nachane does systematically discuss
shadow banking, improving the quality of bank
capital, reducing pro-cyclicality of capita
requirements and the leverage of financial insti-
tutions, and devising market incentives for pru-
dent behaviour in the context of Indian reforms.
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Although the first topic he takes up is
strengthening regulation and supervision, he does
not discuss the Financia Sector Legidative
Reforms Commission (FSLRC) which wants a
restructuring of Indian regulators, and their way
of functioning. The FSLRC unfortunately does
not sufficiently emphasise the fundamental fail-
ures. These issues need to be debated.

Strengthening regulation and supervision

The FSLRC seeks to simplify financial laws
and regulatory structure using a principle-based
approach. It wants drastic regulatory restructur-
ing, tending to ignore both domestic context and
international post-crises|earning[Goyal, 2014c].

Weeding out obsolete and conflicting laws
should be made a national objective to be fol-
lowed with vigour in a number of areas, not just
infinance. The FSLRC did make an early start on
this and offers many useful suggestions. The
concept of deemed approval, if timelines are not
met, should be adopted. But many of the simpli-
fications the FSLRC promises are illusory.
Sector-specific laws are to be replaced by a
simpler principle-based unified financial code.
This will guide regulators, who are to draft
subordinate regul ation as required, but subject to
judicial oversight. So, the complexity of regu-
lation does not go away, but is simply pushed
down to amessy process of appeals, even against
rules and policy decisions. This would harm the
exercise of regulatory judgment, which is
essential when financial contractsareincomplete
and so cannot be proved in Court.

Moreover, the principles followed are arbi-
trary. In the financial system, as elsewhere in a
democracy, a delicate balance has to be
maintained between conflicting interests. The
FSLRC seeksto tilt the balance towardsfinancial
firms, political representatives, and the lega
community. This is dangerous because the first
two have a short-run perspective, and thelast has
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severecapacity constraintsin India. It followsthe
poor would remain unprotected while the rich
would use the legal system to more easily avoid
regulation.

Principles such as consumer protection and
competitive neutrality in treatment, for example,
of domestic and foreign firms are unexceptional .
But qualifications to the principles tend to privi-
lege firms by requiring, for example, that con-
sumers take adequate responsibility for their
decisions, while financial innovation, efficiency,
access and competition are not compromised.
Any obligation on a firm is expected to be
consistent with the benefit expected from such
obligation.

The key lacunae, however, is the FSLRC
viewsafinancia crisisasdueto failures of large
systemically important financial institutions
(SIFIs), human errorsand malfeasance more than
to the type of behavioural aberrations that cause
pro-cyclicality. It aims to protect firms from
regulatory over-reach. Firms are provided with
safeguards such as legal appeal even against
micro-prudentia regulations. Macro-prudential
regulation and SIFIs are to be made the respon-
sibility of the Financial Stability and Develop-
ment Council (FSDC), even though this may
increase response time.

In actuality, the FSDC is better suited to
improve coordination among Indian financia
regulators, which is poor, rather than to enact
macro-prudential  policy, where timing and
detailed information are crucial. Better coordi-
nation would reduce the need for a unified regu-
lator. The FSDC can homogenise compliance
requirements to reduce transaction costs,
introduce centralised reporting, and encourage
innovation. In a country of India's size and
complexity, some regulatory competition is
healthier than an error-prone one-size-fits-all
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unified regulatory regime. Adequate democratic
oversight can be imposed through transparency
and accountability to Parliament.

Behavioural aspects are important in finance.
Too much risk is taken in good times, without
internalising negative spillovers on others. These
risky strategies are widely copied, so SIFls are
not the only potential threats. Therefore, micro-
prudential regulations, applying at the firmlevel,
should work in tandem with macro-prudential
regulation. Information acquired for the first
helps in the design and timely application of the
second. The FSLRC's proposed restructuring
would result in a serious loss of information and
hinder regulation.

The experience of the global financial crisis
made most countries give more responsibility for
financial stability to their central banks. The UK
had shifted to a financial sector funded unified
financial regulator. Its mandate required it to
focus on supporting innovation rather than sta-
bility, when abalanceisrequired betweenthetwo.
The FSLRC wantsto follow thisexperiment. But
the UK found it to work poorly and returned
powersto an independent Bank of England. The
FSLRCisnot abletoestablishthecasefor moving
away from current systemin whichtheRBI could
implement  innovative protective  macro-
prudential policies, to a design that proved
unstable elsawhere.

Moreover, the regulatory division proposed
with all trading to go to a new Unified Financial
Agency will split regulation of debt productsand
of credit. Thegovernment securitiesmarket could
be set back, and the conduct of monetary policy
harmed.

It isin the short-run that financial risks build
up. For along time after independence the RBI
was forced to help finance the government’s
development expenditure. It maintained financial
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stability by squeezing the private sector. A mea-
sure of independent reforms established with
great difficulty should not be reversed by giving
more power to the Finance Ministry.

Cash-starved and growth-hungry govern-
ments are often tempted to ease foreign borrow-
ing. Again, this is a soft short-term option that,
without complementary domestic reforms,
creates long-term risks. The FSLRC wants the
FinanceMinistry todecideoninflowsandtheRBI
on outflows. But international agreements often
make it difficult to restrict outflows of foreign
capital, sothe RBI will beasked to ensureastable
balance of payments without adequate instru-
ments. Consider the recent experience of foreign
investment in local currency debt. Indiafollowed
a careful sequencing in capital account convert-
ibility with risk sharing equity inflowsliberalised
beforeriskier debt inflows. Butinthe2000s many
EMsallowed local currency debt inflows, which
at least shared currency risk.

Following these trends, and to finance wid-
ening current account deficits, the cap on debt
inflowsto Indiafrominstitutional investorsbegan
to be expanded from 2007. In 2004, the cap was
$1bn; in 2013, it reached $81bn. The larger debt
exposure now impacted domestic interest rates,
not just the exchange rate.

Ten per cent of the $6.6bn that had come in
since2011 |eftinJuneafter theMay 2013 taper-on
announcement, popularly referred to asthe taper
tantrum’. The rupee depreciated from around 60
rupeesto adollar in July to alow of 68 rupeesto
adollar in August. A 3% rise in short-term rates
wasaimed at retaining debt flows since zero open
positionsalready prevented domestic banksfrom
speculating against the rupee. But higher short
ratesdid not stop debt outflows and by November
40% of the debt that had comein had | eft. Interest
rate spreadsand long-termratesal so rose, hurting
the domestic recovery and domestic financia
markets, whereturnover fell further. Asisthecase
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for equity flows, macroeconomic stability and
low country risk, rather thaninterest differentials,
proved more important in attracting debt flows.
As stability improved, debt flows jumped up
despiteapartia reversal of therisein short-rates.

The interest rate defense was motivated by
applying mainstream thinking to a context where
itwasnot applicable. That theinterest ratedefense
did not work was not surprising since perhaps it
was not even required asyet. In September 2013,
the share of debt securities was still small at 36
per cent of equity securitiesand 6 per cent of total
liahilities. Debt flows also revived after Sep-
tember 2013, but even so of the approximately
USD 50bn FII inflows over 2013 and 2014, debt
inflowswerejust alittleover half. ASIMF[2014]
pointed out, bond mutual funds, especially retail
fundsaretwiceassensitiveasequity mutual funds
to global sentiment. Domestic debt markets must
be devel oped before allowing large scale entry so
that volatility can be absorbed. Changing the
existing balance of power towards politicians in
search of soft options will only aggravate these
issues. Only marginal changes arerequired inthe
Indian regulatory structure.

While the FSLRCC seeks to change the legal
and institutional structure of the financial sector,
banking sector reformsareinfluenced by changes
intheinternational regime, such asBasel I11. But
international financial regulations also fail to
addressthefundamental failuresoutlined, and are
sometimes especially inadequate in the Indian
context.

Weaknesses in international financial reforms

Weaknesses are continuing gaps and exemp-
tions that will invite arbitrage, encourage pro-
cyclicality, excessiveleverage, andleadtodelays.
Dr. Nachane pays considerable attention to
prudential regulation. Wewill revisit theissueto



VOL. 27 NOS. 2-4

bring out the trade-offs between types of regu-
lation, and how a particul ar subset may better suit
Indian conditions.

Arbitrage and shadow banking: Incompleteness
shows up in many dimensions. It affects institu-
tionsand transactions, and al so appearsover time.
Any kind of incompleteness gives rise to
arbitrage. TheBasel |11 and Dodd-Frank focuson
bankswill drive morefinancial intermediation to
the shadow-banking sector. Shadow banks
include a broad array of institutions engaged in
bank-like activities, among them hedge funds,
private equity groups and money market funds.

Therefore, the proposed reforms are in some
ways too strict in focusing regulations on banks,
but aretoo weak inleaving many gapsthat enable
escape from regulation.

Hanson et al. [2011] suggested imposition of
a minimum haircut requirement at the level of
asset-backed securities for all investors, not just
on banks. Such a measure can constrain short-
term leverage for all investors taking a position
in credit assets, thus restraining shadow-banks
also.

Transparency, including records of different
typesof transactions, isapre-requisitefor broader
based regulations. There has been progress on
improving reporting including creating what are
called legal entity identifiers (LEIS). These give
a unique number to each registered legal entity
globally, and are overseen by the FSB. They have
the potential to improve risk management for the
individual firm and at the system-wide level.
They help identify counterparties, and linkages
among counterparties, all potential sources of
default contagion, so that firmsand regulatorscan
take steps to reduce risk. By 2014, more than
320,000 LEIs had been issued to entitiesin 190
jurisdictions, but the system is still in process.
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Systemic risks: Sinceindividuals do not takeinto
account systemic spilloversfrom their decisions,
risks build up cyclically. Countercyclical macro
prudential regulationsthat increasethelong-term
cost of giving credit during booms and reduce
these costs during busts are therefore required.

Traders cluster in activities that appear to be
low risk, but the clustering makes the activities
risky. This endogenous creation of risk is one
reason why the own-assessment-of-risk-based
capital buffers of Basel 11 were inadequate.* But
Basel Ill continues this approach. Risks also
change for exogenous reasons—Euro sovereign
debt had zero risk weights before the problemsin
Greece exposed underlying risks.

The primary purpose of capital adequacy or
liquidity coverage-type regulation is often to
provide a buffer to absorb shocks. While they
should be countercyclical, loss-absorbing buffers
are often built up in bad times, hurting recovery,
and neglectedin goodtimes. Defacto bufferstend
tobepro-cyclical. Shinand Shin [2011] arguethe
focus should be on preventing risky behaviour
rather than on the loss-absorbing or shock-
insulating role of buffers.

For this, the quality of capital matters. Pru-
dential regulation can align incentives by putting
theentity’ sown equity capital at risk. Admati and
Hellwig [2013] believe in the importance of
equity buffers that create own liability for risk
taken and suggest 20 units of equity must be held
for 100 units of assets. In contrast, Basel Il
requires only 7% of equity (core or tier | capital)
against risk-weighted assets. The latter can be
strategically chosen to be much lower than total
assets, so that leverage’ over equity can be very
high.

Basel Ill for the first time restricts total
leverage through a leverage ratio® requiring 3%
of equity against total assets. But this is till
generousin capping leverage at 33.3times. A 3%
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fall in asset valueswould wipe out equity making
the bank insolvent, or putting the burden on the
tax-payer. Suchafall invaluecancomeevenfrom
socalledrisklessassetssuchasgovernment bonds
asinthe Greek case. It isuseful to remember that
the leverage in Lehman Brothers was 30 and in
Bear Sterns 33 when they collapsed. The Admati
and Hellwig suggestion would restrict total
leverageto 5 times.

A given level of leverage can be achieved
either by mandating the capital held (through a
leverage ratio), or restricting leverage or bank
asset creation (such aslending) itself. Thus, caps
on total leverage can complement capital held,
reducing total capital requirements, even as the
share of high quality capital is raised. Caps on
total leverage also prevent risky behaviour, thus
reducing pro-cyclicality. Different types of broad
pattern regul ation such asloan to value ratios can
cap leverage at alevel below theleverage ceiling
derived from the level of capital held and the
leverageratio.

Theappendix systematically contraststhe two
methods. A leverage cap may make the delays
being negotiated in implementing full capital
adequacy less harmful, by restricting leverage
even though full capital adequacy is not yet
attained Combined with more own capital at risk
and sectoral lending restrictionsit would not lead
to a shift to higher risk activities, even while
avoiding the concentration on low risk activities
that then become high risk as happens with over
reliance on internal risk assessments. Clustering
on low risk activities reduces diversification and
thereforeincreases risk.

Since the potentia rise in leverage is much
larger for large banks with large capital, alever-
age cap more effectively reduces the leverage in
large banks that could otherwise create systemic
risk [Goyal, 20144, Pp. 4-26]. Thus, it is another
way of mitigating the risk from SIFIs, which has
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increased because of greater post-crisis concen-
tration. There is an attempt to break them up by
imposing higher capital adequacy requirements
for SIFIs, but implementation has proved diffi-
cult. We explore below some direct ways that
restrict leverage.

Direct measuresthat restrict leverage: Although
the Basal framework continues to emphasise
internal risk-based (IRB) capital adequacy mea-
sures, there does seem to be some movement
towards more universal measures and effective
caps. The Financia Stability Board (FSB), in
January 2015 set out a framework imposing
minimum requirements on the collateral needed
when firms borrow money from banks through
short-term loans secured by stocks or bonds. The
repurchase, or "repo,” market isakey segment of
the shadow banking world. A "fire sale" of assets
used ascollateral for loanscouldimpact thewider
financial system. Tougher rules on collateral for
short-term lending will affect both banks and
non-bank players, reducing the build-up of
liquidity risk and excessive leverage by non-
banks during peaks in the credit and economic
cycle.

The FSB wantsaminimum 1.5 per cent "haircut"
for corporate bonds with a maturity of between
one and five years, and a 6 per cent haircut for
equities. Thelatter impliesaborrower would have
to post $106 of equity collateral for a $100 loan.
The haircut floors could in future be raised and
lowered as part of efforts to lean against fluc-
tuationsin the financial cycle.

While the standards are also to apply to deals
between non-banks, transactions that use gov-
ernment bonds as collateral are still exempt, in
response to governments worry about the
potential impact onsovereign debt markets. There
are also fears restricting the repo market could
affect liquidity in many financial assets.
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Other potential toolsthat restrict leverage are
taxes and margin requirements. They are auto-
matically counter-cyclical since the tax base
expandsin good times, and they can be designed
to fall more on highly leveraged activities, thus
providing good forward-looking incentives.
International harmonisation could perhaps be
feasible for a simple universal tax. Its mobility
made finance under-taxed, but new technology is
changing that. A low tax that matches transaction
fees charged would not be burdensome since the
same technology has substantialy reduced
transaction costs. A low Financial Transaction
Tax (FTT) may beeasier toimpose. Taxeswould
havetofal inEMsand riseinthe major financia
centres where they tend not to exist.

Belgium, Germany, Estonia, Greece, Spain,
France, Italy, Austria, Portugal, Slovenia and
Slovakia agreed in 2013 to levy a financial
transaction tax of 0.1 per cent on stock and bond
trades and 0.01 per cent on derivatives transac-
tions. Thetax would apply tofinancial institutions
with headquartersin the tax area, or who trade on
behalf of a client in the tax area, or for an
instrument issued in the tax area but traded
anywhereintheworld. There are exemptionsfor
thetradesof central banksand pensionfunds. The
move is strongly resisted by the US and UK.
Business groups fear double taxation.

Given resistance to a tax on transactions
independent of profits made, a financial activi-
ties tax (FAT) that falls on profits and therefore
is not passed on to consumers of financia
services, could be negotiated. From an EM per-
spective, an FTT hasthe advantagethat it applies
in the jurisdiction where a transaction is made,
and potentia profits earned, while at present a
profitstax earns revenues only for the country of
residence or the country of source depending on
tax agreements to avoid doubl e taxation. Most of
these treaties have tax by residence clauses, so
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that tax is paid in the country of residence. These
favour advanced economies (AEs), from where
the majority of portfolio investments originate.

The OECD model tax conventionimplied only
profits of a non-resident company with a ‘per-
manent establishment’ could be taxed. The aim
was to prevent double taxation of the increasing
number of firmswith crossborder business. Since
thisconvention has been misused to escapetaxes,
there is a proposal to replace it by ‘mutual
agreement on place of residence’. Thisis part of
the OECD and G-20 | ed initiative to counter base
erosionand profit shifting (BEPS),"inanecessary
course correction. At the 2013 G-20 meet in
Petersburg, it was decided: ‘Profits should be
taxed where economic activities deriving the
profitsare performed and wherevalueiscreated' .

Financia services, which tend anyway to be
under-taxed, are often also ableto unfairly escape
taxes. It is easy to locate strategically, using
treaties designed to avoid double taxation, to
achieve double non-taxation. For example, the
India-Mauritius treaty alows tax by domicile.
Mauritiusacceptsregistration asdomicilesoFlls
comeinto Indiathrough the Mauritiusroute, thus
going against the spirit of the treaty. Another
example is VAT on cross-border retail sales.
Financial services are VAT exempt but self-
assess input VAT, they are able to escape this
using inputs from abroad or from related firms.

There is a requirement, therefore, for smple
tax regimesthat prevent both doubl e taxation and
double non-taxation. Thus, even if new taxes are
not imposed, EMs should actively participate in
the G-20 BEPS initiative to make sure foreign
investorsdo not unfairly escapetaxes. While one
country acting alone can frighten away foreign
capital, global co-ordination can reduce the
under-taxation of finance, even while reducing
theexcessvolatility that createsrisk. G-20 hasthe
potential to be very productive in areas that
require co-ordination across countries.
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Margin requirements and position limits are
also not uniform across countries. There is evi-
dence that short-term futures price bubbles were
more pronounced in domains with lax regulation
[Goyal and Tripathi, 2012], and contributed to the
deviation of commaodity prices from fundamen-
tals.

Quantitative easing (QE), which consciously
sought to drive up asset prices, aso drove up oil
prices hurting importers such as India. As
restrictions on bank’ s proprietary trade led to the
largeinvestment banksexiting commodity trades,
commodity market speculation reduced. More-
over, highoil pricesbrought about asustainedrise
in supply, weakening OPEC’'s market power.
Chinese demand also slowed, but was not the
primary reasonfor thesharp 2014 fall inoil prices.
Chinese growth had slowed to 7.7 in 2012 from
9.3 the previous year without reducing oil prices
[Goyal, 2014€]. Better prudential regulation in
commodity markets, such as position limits that
wererelaxed in the USin 2000 and are absent in
the UK, could have mitigated the oil price bubble
and itsfallout.

Measures to restrict leverage in India:
Leverage in EMs has aways been much lower
than in advanced countries. The RBI seeks to
preserve thisregulatory comfort by prescribing a
higher leverage ratio of 4.5%, against the Basel
[11 norm of 3%. This allows a leverage of 22:1,
but thecurrent leverageislower at 10:1 for Indian
banks(5:1in PSBs) comparedto 25:1 averagefor
AE banks (the Basel cap is 33.3:1).

Indian bank leverage is lower than the regu-
latory cap because of strong broad pattern regu-
lation such as counter-cyclical provisioning on
credit to some sectors, position limits and limits
on exposure to different types of risk, high stat-
utory liquidity ratiosto finance government debt,
and other types of taxation. Prompt corrective
action, that reduces regulatory delay, iseasier in
responseto sectoral cyclesthan aggregate cycles.
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When Indian real estate prices rose, a counter-
cyclical risein provisioning for bank housing and
commercial real estate loans was more effective
than changing risk weights, since provisioning
affectstheprofit and loss account of banks. There
was scope for escaping the effect of rising risk
weights since average capital adequacy ratios
were above the minimum [Sinha, 2011].

The broad-pattern regulations outlined above
reduce risk-taking without forcing large pro-
cyclical capital buffers, or leaving open the pos-
sibility of arbitrage through strategic use of risk
weights. A better combination of financia
stability and financial innovation then results.

Moreover, financial systemsinEMstendtobe
bank dominated, and banks and their lending has
to expand with development, even as other legal,
governance, and market reforms occur. There-
fore, a solely bank-focused reform programme
hurts them disproportionately, while the neglect
of shadow banking and liquidity creation hurts
them again through volatile capital flows.

Despite the features contributing to financial
stability, Indian regulators are implementing
more than the required Basel 1l criteria, and
advancing the implementation schedule, since
they are concerned about the reputation of Indian
banks. Although the BCBS is a ‘comply or
explain’ not a‘comply or else’ framework, mar-
kets may regard any deviation unfavourably
[Sinha, 2011]. While burdening bankswith these
regulationsthey also allowed cyclical riskstorise,
raising interest rates to retain foreign debt flows,
although structural features such asalarger share
of loansin assets make banks more vulnerable to
such risks.

There is a case, therefore, for reducing
required capital buffers in view of these other
types of regulation. To prevent reputational fall-
outs any exemptions or tradeoffs should be
introduced into global regulations, not just for
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Indiaasaspecial case. It could fill gapsin global
regulatory regimes, such as the re-negotiations
and delays discussed in the section below. Les-
sons from EMs, where simpler regulations suc-
cessfully restricted leverage and acted counter
cyclically, should befollowed rather than forcing
them to follow international regulations that
continue to have weaknesses. India should
articulate these issuesin G-20 and in the BIS.

Delays: Apart from incompleteness and lack of
international harmonisation, Basel 111 and other
proposed post-GFC regulatory changes are
inadequate also because of delays. Although
enhanced capital requirementsunder Basel 111 are
only to kick in from 2018, countries are actively
negotiating to weaken the standards. The Dodd-
Frank Act is passed but its sheer size and com-
plexity will create protracted legal wrangling
aimed at expanding the ambit of the many
exemptions given. It seeks to ban proprietary
trading by deposit-taking banksin order to reduce
their risk-taking. But exemptions include loans,
spot foreign exchange or commaodities, and also
repurchase and reverse repurchase agreements or
securities lending transactions required for
liquidity management. It isinherently difficult to
distinguish between trading on own account and
that undertaken for clients.

In the EU, the 2012 Liikanen report proposed
milder ring fencing, without full separation of
investment and retail banking, in order to support
the European universal banking model. Propri-
etary trading (with some exceptions to allow
client servicing within narrow position risk
limits) was to be hived off to alegally separate
unit in the same bank holding company. But
Europe is softening these proposals so banks do
not have to separate out key market-making
business. France and Germany are aso diluting
the capital requirements on their universal banks
agreed under the Basel 111 framework. The out-
flow calculations determining the liquidity cov-
erageratio and the quality of liquid assets banks
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have to carry, in order for them to survive a
possible future short-term funding freeze, were
moderated in 2013 and the implementation date
further postponed. Apart from the government
bonds and top-quality corporate bonds required
intheinitial draft, even equities, BBB- corporate
bonds and discounted top-quality mortgage-
backed securities are now to be counted in
liquidity buffers. This is a boost for the
securitisation industry and has steeply reduced
banks' liquidity shortfall. The collateral require-
ment for OTC derivatives has al so been softened
[Goyal, 2013].

International harmonisation is much more
difficult to achieve and this failure also creates
arbitrage gaps. The disagreements among US,
UK and the EU originate from differing financia
structures. The UK wants to preserve the current
dominance of the city of London as a financial
centre. The US and UK want reforms that do not
hurt the market-based Anglo-Saxon model of
finance. They areworried about competitionfrom
fledging Asian financial centres. Major EU
countries have a more bank-based model and
want to protect their banks, especially since the
GFC and the Euro-debt crisis that followed has
left them weak.

Simpleregulatory or tax-based measures have
a greater chance of being applied universally.
They can prevent one jurisdiction stalling regu-
latory reform in order not to lose competition to
another moreliberal jurisdiction. Reformsthat are
simple yet improve market incentives are pre-
ferable also since the GFC demonstrated regu-
latory failure. Simple robust reforms are less
vulnerable to regulatory capture, discretion and
delays.

Inadditionto delaysintheimplementationand
harmonisation of reforms, the new institutional
structure being created may be inherently more
subject to delays. Systemic concerns have been
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left to systemic councils where problems of reg-
ulatory discretion and co-ordination may lead to
critical delaysin response.

Non-Performing Assets

Dr. Nachane brings out Indian weaknesses
with respect to NPAs very well but there are al'so
certain Indian strengths, given the continuing
weaknessesin international financial systems.

The post-reform shift from micro intervention
to a strategy of macro management in India
included strengthening prudential (safety) norms
and the supervisory framework. The Basal |
Accord capital standardswereimplemented fully
by March 1996. Indian capital adequacy norms,
however, were kept higher than the Basel norms
to make sure the risky exposures were not
under-capitalised sincethestandardised approach
to Basel norms was followed. It was feared the
absence of accurate and detailed historical data
forwholesaleand retail, together with theabsence
of industry benchmarksto be used in calculation
of internal parameters, could distort risk-based
pricing. Given diverse capabilities, banks were
allowed learning time for migrating to internal
risk based capital buffers. BIS[2015] hasrecently
recognised these risks by warning that banks in
EMs and small economies could move to the
internal risk based approaches without being
ready and respond to higher capital requirements
by not revealing and recognising al potentia
risks associated with their balance sheets.

Standardised versions of Basel-type pruden-
tial norms were supplemented with broad pattern
regulation, which turned out to have incentive
features that reduced pro-cyclicality. Additional
prudential (safety) norms included provisioning
requirements that effectively moderated sectoral
booms. Indian financial institutionswere thought
to be behind their global peers in modern risk
management practices, but it should be recog-
nised that a risk assessment methodology not
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based wholly on self-assessment helped them
avoidmany problems. Although thechoicesmade
originated in inadequacies, such as the lack of
skills for complex risk-based assessment, they
helped avoid systemic failures even through the
GFC. Simpler regulation turned out to have good
stability-enhancing incentives.

The new philosophy of regulation, together
with high growth and legal reform that made debt
recovery easier, led to non-performing assets
falling to historic lows. Reforms reduced exces-
sive government ownership and its draft on the
finances with the banking sector. As aratio to
gross advances, NPAs fell to 2.4 per cent in
2009-10 from 12.8 per cent in 1991. There were
structural improvements in the health of Indian
banks.

The chart shows the steep fall in Indian gross
NPAs.> US gross NPAs even rose above Indian
during the GFC. Diversity lends strength to any
eco-system—a mono-culture tends to be fragile,
especialy inthefinancia sector wherefollowing
each other’'s strategies builds risks. So, even
though public sector bank ownership is often
attacked as a weakness, a diversified banking
system may be a source of strength.

Freer post-reform entry resulted in an even
split by ownership by 2009-10: 27 public sector
banks (PSBs) with majority government owner-
ship, 22 private sector banks, and 32 foreign
banks. PSBs, however, still dominated with 75
per cent of the assets of the banking system. But
thiswas lessthan their 1991 share of alittle over
90 per cent. With diverse ownership in place
—policy now aims to diversify by activity-type.

Changesin relative competitivenessillustrate
the benefits from diversity. The public sector did
unexpectedly well after the reforms of the nine-
ties, and even overtook private banks on some
parameters. It also outperformed during and
immediately after the GFC.
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Bank nonperforming loans to total gross loans (%)
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Features such as high leverage, short-term
market-based funding, risky endogenous expan-
sion of balance sheets, and exposure to cross-
border risks, which had led to massive bank
failures in the West, were limited. Most banks
followed a retail business model. Loans domi-
nated market investments in bank balance sheets.
But this varied by bank type. In 2010-11,
contingent liabilities as a percentage of the
group’s total liabilities were 41.4 per cent for
PSBs, 167.9 per cent for privatebanksand 1892.7
per cent for foreign banks. Although technology
and skillsimproved, PSBslagged behind private
banks in systems, fee based services, retail
banking, and in use of sophisticated productsand
derivatives. Or, this may reflect choice of a dif-
ferent business model. Business contracted for
private banks after the GFC — some were in
trouble.

PSBs heeded the government’ spost crisiscall
and participated much morethan private banksin
infrastructure financing. Meanwhile, private
banks concentrated on retail. They used their
more flexible hiring patterns to design effective
servicesfor the growing middle class, overtaking
foreign banks who concentrated on high-net
worth accounts. The paralysis in many large

infrastructure projects, and interest rate hikes hit
PSBs. A loan-based system is highly sensitiveto
ariseininterest rates. But again regulations, such
as position and sectoral exposure limits, were
protective although these limits need to be
brought down further as industry diversifies. In
2011, banks had reached the exposure limit in
financing infrastructure.

NPASs rose again, reaching 4.45 in 2015 but
are not expected to rise much above this level.
They showed some signs of stabilisation as the
economy bottomed out in 2014 and projects
started moving. While some PSBs may have
madenon-commercial decisions, external shocks
also were responsible for outcomes. Errors are
always possible, but stronger boards and
improved governance mechanisms can ensure
that independent decisions are made on purely
commercial grounds. Private parties must, of
course, be prevented from gaming the system and
passing on bankruptcies to the tax payer. Pro-
cesses in debt recovery tribunals must be rede-
signed to prevent the delaysthat allow debtorsto
escape repayment. But disincentives from
taxpayer support are not limited to PSBssince no
large bank is allowed to fail for fear of systemic
spillovers.
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Diversity helped again, since privatebanksdid
well in this period. In 2011, the market capital-
isation of 24 listed public sector banks, till
controlling 73 per cent of bank deposits, fell
below that of the 15listed private sector banksfor
thefirst time. The latter also tended to have more
foreign investment.

The recent emphasis on technology driven
financial inclusion and on mobile banking, may
again give some surprise reversals. SBI has the
highest number of mobilebanking accounts, more
than double those of ICICI bank, which isin the
second place. PSBs tend to follow government
directions, but this need not be harmful so long
as social purposes are consistent with viable
business decisions, such as in new financia
inclusion initiatives discussed in the section
below.

Inclusion and financial stability

Any discussion of financia stability in India
must also include an analysis of financial inclu-
sion, and a sustainable expansion of financial
services, beyond just credit, to the poor. An RBI
survey (2012-13) showed while 74% of villagers
had savings accounts, only 34% used loan faci-
lities, 24% sent remittances, 12% used overdraft
facilities, and 15% el ectronic transfers. The rural
share of ATMs was 14.6% while business cor-
respondents (BCs) covered 50% in 2.21 lakh
villages. A large under-banked population
implies a huge potential market for a well-
designed set of banking services.

The 2014 Jan Dhan Yojana may be more
sustainable than the earlier credit and farm loan
waiver based initiatives that stressed banks' bal-
ance sheets, precisely because it offers abouquet
of services meeting customer needs. These
include conditional overdraft; insurance; direct
benefit transfer and RuPay credit cards. It may
not lead to arise in NPAs down the road, since
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along with lower transaction costs, and support-
ing technological advances, these accounts may
actually be used and generate revenue. The UID
link will enabledirect benefit transfers(DBT) and
make KYC easier. By December 2014, 100.8
million accounts had been opened under the
scheme, and 72.8 million RuPay cards issued.

Proposed diversity in types of banks, and
easier entry, may leadto anew phase of beneficial
competition. In August 2015, 11 new payments
banks were licensed. These include mobile tele-
phone companies and the Indian Postal service,
whose wide spread will make financial inclusion
easier. Payment banks can accept deposits and
remittances, but cannot make loans, so their
capital and regulatory requirements are lower.
Bricks and mortar banks are difficult to scale up.
Mobile telephones, however, have large pene-
tration, and there is great potential in mobile
banking, which has done very well in some EMs.

Indiaand Pakistan both started mobilebanking
in 2008. Both had bank linked models unlike the
African model, whose success was attributed
partly to mobile service providers (M SPs) being
allowedto goit aone. In South Asia, regulations
did not permit monetary value to be stored in
mobiles, in order to protect customers. Banks
were responsible for security, stability and data
records. Each transaction had to be through a
customer account.

Even so, expansion was much faster in Paki-
stan than in India. Goyal [2015b] analyses the
crucia differencesto bein moreflexibilitiesand
functions, such as higher initial levelsand limits;
more income categories; a wider Business Cor-
respondent universe; lower transaction costs,
such as no mandatory physical presence for
customer registration. All this brought in all
classes, allowed customisation, expanded market
size, and led to a virtuous cycle of cumulative
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inclusive innovation and use, without compro-
mising on security and stability. Since encour-
aging relevant content creation was critical, the
new initiatives may finaly lead to a rapid
expansion of mobile banking with the emphasis
on bank led mobile banking paying off in the
ability to provide a wider range of services. As
M SPs become payment banks they will be able
to accept deposits.

Cooperation between M SPsand banksmay be
helped also by new trends such as the greater use
of digital money inretail, migration of customers
to e-commerce, technological changes such as
near field communication, the cloud and cheap
smart phones, whose sales in India are expected
to cross 650m. The entry of large non-bank
players such as Google and Applein the payment
space will provide competition and push inno-
vation.

Global financial architecture and regional
alternatives

Dr. Nachane discusses the role of multilateral
institutions comprising the global financia
architecture in financial stability, and notes the
paralysisin IMF quota reform leading to dissat-
isfaction in EMs. The comprehensive reform list
G-20 produced reliesoninternational institutions
to monitor or implement. Therefore, governance
reform at these ingtitutions is a pre-condition for
full credibility. There are some improvements.
The membership of the Bank of International
Settlement (BIS), and the FSB, has been made
more representative. But asymmetric power
continues to result in asymmetric adjustment.

After the East Asian crisis, EMsreformed, but
developed countriesdid not. The global financial
architecture(GFA) wasalsonot modified. If some
of the ideas such as more transparency and pru-
dentia regulation of cross border capital flows,
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had been adopted, risk-taking would have
reduced, the GFC could have been avoided,
making AEs also better off.

Post- GFC QE-led easy liquidity tended to
depreciate AE and appreciate EM currencies as
largecapital flowsentered EMsin search of yield.
As part of raising asset pricesit also contributed
to a sharp rise in oil prices even though global
demandremainedlow. Thishit oil importingEMs
such as India, whose current account deficit
(CAD) of the balance of payments widened as a
conseguence. Outflows of foreign portfolio
investment that occurred in risk-off periods
whenever global financia fragility rose, due to
events such as the European debt crisis, made it
difficult to finance the CAD. Episodes of rupee
depreciation increased the import bill, given
inelastic demand for commodities such asoil and
gold.

AEs take the position that commaodity price
rise was not due to QE but to EM demand, again
putting the onus on EMs. Another argument isif
EMs benefit from inflows they cannot complain
about outflows. But inflows are like a drug that
weakens domestic muscle, making a country
more vulnerable to outflows. A third argument is
if QE weakens domestic currency it is aright
sinceit is a side-effect of increasing demand for
all countries while EM exchange rate interven-
tionsare trade distorting. But, in many AES, now
the only aim of QE isto weaken their currencies
sinceat zero interest ratesit is the only monetary
transmission channel left.

WhileEMsallowed currency appreciationand
stimulated domestic demand to correct global
imbalances, fiscal deficit reduction in AEs was
indefinitely postponed. Inthe Toronto G-20 meet
June, AEs committed to at least reduce deficitsto
half by 2013 and by 2016 to begin reducing
government debt GDP ratios that were expected
to have stabilised. But at the 2012 summit in
Mexico City, it wasadmitted thistarget woul d not
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be achieved. Moreover, it was said to be not
advisable to reduce deficits given low demand
with continued global fragilities. Instead, AEs
only committed to sufficient fiscal consolidation
to support the recovery [Goyal, 2013], even as
monetary policy continued to be highly accom-
modative. The argument that in a balance sheet
recessionwhen theprivate sector isdeleveraging,
and there is a possibility of adebt deflation trap,
the government must spend has some validity.
Reducing debt and deficitsis easier when growth
is higher. But EM deficits are treated very dif-
ferently.

A IMF staff discussion paper takesthe position
that while a country can give greater weight to
domestic concerns over international spillovers,
where the latter impose costs on other countries
there is a case for multilateral coordination that
can either ask for areduction in capital controls
or ask lendersto partially internalise the risks of
volatile capital flows[Ostry et. a., 2012]. It says
the latter is “much thornier’! It will be a major
steptowardssymmetry if theonusfor capital flow
volatility is put on source countries also instead
of the current system where the entire burden of
adjustment isborne by recipient countries. But it
isunlikely to be accepted.

Advice given to EMs, even if not motivated,
is often not appropriate since it is based on
inadequate frameworks designed for mature
markets. Rajan [2015] calls this ‘ cognitive cap-
ture’. Since internalising spillovers may be dif-
ficult for them, he suggests large central banks
could reinterpret their domestic mandate to take
into account other country reactions over time.
This weak "coordination” of policy could be
supplemented with improvement of global safety
nets. In the absence of such a global response,
domestic policy in EMs may have no choice but
to movein directions that limit opportunities for
other countries.
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The analysis of financia reforms suggests
EMs should also press for measures that reduce
financial over-leverage, which makes capital
flows more volatile. The strength of the G-20
forum liesin coordination on measures that it is
difficult for one country to do alone. That iswhy
BEPS has been one of its more successful ini-
tiatives, and the success could be extended to
other types of coordination. Another alternative
istodevelop regional safety nets. Participatingin
regional initiatives may contribute to a better
balance of power and more symmetric sharing of
the costs of adjustment, even while reducing the
dependence on costly self-insurance forced on
EMs.

Conclusion

Dr. Nachane ably discusses many features
essential for a stable Indian financia system. In
these comments, we underline the context by
further developing the ‘Indian perspective’. We
show why only marginal changes are required in
India sfinancial regulatory structure, bring out a
possible trade-off between capital adequacy and
leverage caps following from special features of
Indian regulations some of which need to be
preserved, give the history behind the rise in
NPAs, point to technological changes that may
make financial inclusion more compatible with
financial stability, and suggest that regional ini-
tiatives could help to correct current skews
against EMsin the global financial architecture.

The arguments indicate points that could be
emphasised in the global dialogue to further
develop an EM perspective. First, the effective-
ness of direct restraintsin reducing leverage and
apossible trade-off with capital buffers; second,
thepossibility of coordinating onsimpleleverage
reducing measures with good incentive possibi-
lities; third, supporting regional alternatives asa
corrective for asymmetriesin bargaining power.
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In domestic policy, the arguments point to a
better alignment of international prescriptionsto
domestic needs whether in monetary policy,
restructuring financial regulators, capital ade-
guacy criteria, or action against NPAS, rather than
just blindly keeping up with the Joneses.

NOTES

1. The measure of risk can also be selected strategically.
For example, one reason banks capital varies widely for
similar exposuresis strategic use of number of years' datain
their VAR models used to calculate risk (BIS, 2013).

2. Accounting conventionsthat affect the measurement of
assets also affect leverage. Economic leverage is actualy a
broader measure. Off balance sheet assets also need to be
captured.

3. A leverage ratio of 0.03 implies 3 units of capital must
be held against 100 units of the asset, that is the accounting
or balance sheet leverage is limited to 1/0.03 or 33.3 to 1.
Accounting leverage is the inverse of the leverage ratio and
isalso known as the leverage multiple.

4. These remarks are based on my presentation on ‘ Tax-
ation Issues in the G 20" at the 2014 annual G20 ICRIER
conference.

5. Thus, as pointed out below, it was only after the GFC
that thegrossNPAsof Indian banks(particularly, public sector
banks) began to increase because of increased lending to
infrastructure sector, as commonly talked about and as
referred to by Prof. Rakshit, in his Observations.

6. Thisis adapted from Goyal [20144].

7. Economic leverage is a broader measure that captures
off balance sheet assets. Thecapital buffer C, or what isknown
asTier | capital, isthefraction of bank assetsheldin the form
of aliquid liability such as high class equity.
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APPENDIX

In the Figure,® the 45 degree line shows outcomes
where change in bank capital buffers (5C) equals that
in assets (8A) such as bank loans. The line rotates
inwardsasthedegree of leverage rises— the samelevel
of assets is possible for a lower capital buffer. The
dashed line denotes the combination of A and 6C for
any given leverage ratio’ [or, capital adequacy norm]
o (=8C/3A), O<a<l. The Figure shows the changein
assets for a given change in capital (0A =3Cl/a) as
leveragerises (o fallsbelow 1) is much higher at high
assetlevels(HAL) comparedtolow asset levels(LAL).
That is ab > cd. Commonly advanced country banks
have much higher assets levels compared to EMs. The
vertical distance between the 45° line and the dashed
line gives the difference between the minimum (8A)
and the maximum (AA) change in assets possible for a
given 3C, where the dashed line gives the lowest
possible ?that permitsthe maximum leverageallowed.
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Second, a given leverage can be achieved either by
mandating the capital required for a given leverage
(through the leverage ratio), or restricting the leverage
itself. Therefore, a trade-off is possible between the
level of capital and aleverage cap. If leverage itself is
restricted (through different types of broad pattern
regulation such as loan to value ratios found in
emerging markets), capital held can be reduced. For
exampleif dA isrestricted to the EM linein Figure 1,
leverageisbel ow the ceiling AA possible, given capital
held 8C, . So capital canfall below §C, consistent with
the dashed sloped line.

Moreover, the potential rise in leverage is much
larger for large banks with large capital so aleverage
cap isamore effective instrument for large banks that
could otherwise create systemic risk.
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Figure 1: Regulation and fragility in banks



SAFEGUARDING FINANCIAL STABILITY -

SOME ISSUESIN MARKET DESIGN
Commentson Prof. Nachane' s Paper

Gangadhar Darbha*

Dr. Nachane' s paper is an outstanding survey
of various issues concerning a very complex
problem. | would say that financial crises are a
social problem. These definitely are recognised
more as macro problems and are being increas-
ingly recognised aspolitical problems. But | think
there is insufficient recognition of the social
ramifications of theissue, whichisavery serious
dimension to financial crisis episodes. | would
like to present some supporting stories to this
thought as we go ahead.

As an admiring student of Dr. Nachane, it
would be indeed preposterous on my part to find
faults in the paper. But | would like to use this
paper asaguiding light to tell animportant story.
This story would relate to the vantage point of a
market participant sitting at the New York,
London trading desks, as an observer, if not asa
culprit, of thecrisisitself. Whilst maintaining this
view, | have tried to look at the crisis as an aca-
demically trained person and, in that sense, | do
hope that my comments will complement the
extensive issues that Prof. Nachane has already
covered.

Financial Stability in an Era of Financial
Fragility:

Now, the issues raised in the paper aswell as
the general issues concerning discussions on
global financia crises can be categorised into
three broad categories (Figure 1).

One category isabout the academic consensus
on New Consensus Macroeconomics (NCM)
versus Post Keynesian, which Prof. Nachane
comments about extensively. The second is a
public policy block. This largely concerns itself
with regulation. What should the regulation do?
How should you respond to future crises- preand
post the event? How should the public policy
response be, in terms of mopping up the bubble
or blowing up thebubbl e or preventing thebubble
from forming? So here, the control variable is
Government reaction. How should the Govern-
ments react?

And third block or category, on which basi-
cally I would like to spend sometime, isthe one
that istotally neglected, or at best istreated with
only apartial response, and hasto do with design
of internal organisations. How do we design
internal organisations that are relatively failure
proof? | have not seen this third category being
discussed in any regulatory documents or aca-
demicresearch. And that wouldbeakintomissing
an important part of the story. In spite of best
intentions and best intellectual input, if you deal
with the first two blocks, and if thethird block is
not addressed, you will again get the similar
crises, albeit in a different form, because the
internal organisational structure has not really
developed sufficiently. | will tell this story from
the vantage point of global investment banks of
which | have been a part.

*Dr. Gangadhar Darbha had just resigned the post of Executive Director, Nomura Securities, to join as Consultant to
Reserve Bank of India, on an important two-year assignment. It is with great sadness that we report his most shocking and
untimely demise very recently on September 11, 2015. See Dedication on p. in thisissue. As Dr. Darbha became extremely
busy and pre-occupied with his new assignment after delivering his lecture to present his comment on Professor Nachane's
paper, we prepared the text of this paper, based on the transcription of the recording of his lecture and sent it to him for
finalisation. Dr. Darbha wrote back that the text was aright but that there were a few gaps still remaining which he would
address. Unfortunately, he never got around to doing that. We havetried to revise the text as well as we could by once again
listeningtotherecorded tapeof hislectureandinsertinginthetext some pointsfrom hisPower Point Presentation. Unfortunately

and sadly, now there is nothing better that we can do.
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Figure 1: Overview
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The issues raised in the paper can be categorised as

Global Financial Crisis

Academic P
Consensus
NCM vs. Post-
Keynesians

| want to present an interesting counter view
here. Prof. Nachane mentioned earlier how eco-
nomic thoughts are driven by the events that
unfold. But, while there is academic consensus
built up over years around crisis events, there is
alimit to the relevance of academic consensusin
the process of development of the event itself.

Academic "models' are, by definition,
incomplete description of more complex reality.
To put it lightly, arriving at academic consensus
is a limited participation, high visibility event.
The Washington consensus and the Jackson Hole
consensusare casesin point. Asl alwaysjocularly
say, these events are a bit like the Cricket World
Cup. It's called the World Cup in which only 8
countries dominate and 300 areleft out. So, there
is this aspect that there are obvious limits to
academic consensus.

The second issue is that most of the private
market participants (such as Risk-takers, Risk-
monitors and Risk-controllers) operate under
"heuristics' that are NOT necessarily driven by

ublic Policy
Regulation and Market
Response

Organizational
design

Incentives and
behaviour

"consensus'. Most of the private market partici-
pants are risk takers. Even whilst working under
therisk controllers such asthe Central Banks, the
risk taking banksarenot driven by any consensus.
Each person is his own master for doing things
and, inthat process, they devel op their own bench
marks.

The most famous example is that of Fisher
Black. At histrading desk at Goldman Sachs, he
usedtojokethat henever traded theBlack Scholes
option. It is the rest of the world which traded
using Fisher Black’ s option pricing model, but he
personally never believed in it. However, he
wrote a brilliant paper and made a career out of
it! The point | am making is that the heuristics
that are developed by the practitioners or by the
people in the market are almost orthogonal to
academic consensus. | am not saying that the
academic consensus is not relevant, but for
understanding the processor the behaviour aspect
of the market participants, | think that academic
consensus or agreement is far lesser an element
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thanit generally ought to be. Of course, academic
consensus is relevant and | will later talk about
where exactly it can become relevant.

We now go to the next part, whichisbasically
the public policy dilemma about how regulation
worksandwhat formit needstotake. Dr. Nachane
has touched upon the different issues concerning
regulation brought forward by theglobal financial
crises in his seven-point agenda, but the main
dilemmasis, of course, what form the regulation
should take.

Beforel go there, however, | want to makeone
statement on the point Dr. Nachane makes on
inflation targeting. As the co-culprit in the Urjit
Patel Committee Report, let me tell you my
responsetothe point that Dr. Nachane madeabout
inflation targeting. Wetried to work out the cost
of a financia targeting framework. When a
Central Bank putsinaninflexible or non-flexible
inflation targeting regime into operation, this has
aside effect on financial markets, which is also
the point Dr. Nachane makes when he mentions
the cost of a financial facility in his paper. The
view that we have taken or at least | have taken
as a committee member is that these costs have
to be compared to an appropriate counterfactual .
And the appropriate counterfactual in this case
would be the cost of unbridied commodity
inflation on the society at large. The society is
vulnerable to this inflation. Further, there is a
build-up in asset prices that gets created due to
the inflation that is going on. So, inflationary
expectations also get fundamentally altered to a
higher level.

Itishenceimportant that the Central Bank take
aview. So, we came up with the argument that
the very process of the Central Bank declaring a
transparent framework would smoothen our
inflation in terms of bringing down the risk. It
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would help reduce the transactional costs in
international markets. Hence, the notion that not
targeting inflation has no financia costs is
incorrect. So, we have to be careful here about
how we interpret Dr. Nachane's view on cost of
inflation targeting.

Whenwetalk about cost of inflation targeting,
we should compare it with cost of inflation non-
targeting. That is an appropriate counterpoint
factor bench mark. And this was decided in the
committee not based on any particular school of
thought but often based on our practical experi-
ences.

L et me get back to the comment on the public
policy response issue (Figure 2).

What form should publicpolicy responsetake?
Should its form be product or instrument based?
Or should it be activity based? Thisisan issue on
which | have lot of disagreement with many
officers at the RBI. For example, it is perceived
that derivatives such as CDOs, CLOs, Credit
Default Swaps and other products are not good.
Regulation of theseisaproduct based regulation.
But we don’'t have to go to instrument based
regulation; we can instead just do activity based
regulation.

Here | would like to talk about Universal
Banking versus Investment Banking. Banks
holding deposits as the principal agency should
not do trading. Thisisan activity based response.
The global crisis threw up this challenge of
whether we should take an activity based
approach or we should take an agent based
approach. Banks versus hedge funds; high fre-
guency trading versus low frequency trading;
whether trading should be over the counter or it
should be an exchange driven market; these are
someof thedilemmasof public policy regulation.
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Figure 2: Public Policy Dilemma vis a vis Regulation

What form should
regulation take?

Product or

Instrument
based
(derivatives)

| am not saying that Dr. Nachane’ spaper needs
to extend into that area, but we need to have more
understanding of what the optimal combination
of policy response should be. An easy way out is
to simply disallow derivatives, but in the process
of non-allowance of derivatives, there would be
someone else paying for hedging the risks.
Because, there is after all, no free lunch.

| haveoftenfelt of the RBI that by not allowing
hedginginstrumentsinmarkets, the RBI itself has
to provide the final hedge. Far from being the
lender of thelast resort, it becomesalender of the
first resort. By creating a whole universe of
structures, we are not allowing private agents to
settletheir risks against each other. So, instead of
coming to the RBI on a net basis, they come to
the RBI at agross basislevel.

Disallowingfuturesinstrumentsbecause some
of them havefailed el sewhere, for example, does
not work. All these risks, some explicit, some
implicit, will endup onthe RBI balance sheet. So,
the RBI isitself becoming the net hedger of the

Activity
based
(universal vs investment
banking)

Agent
based
(Banks versus
Hedge-funds)

Internal
Organization

entire system. Thiskind of regulation isfar more
subtlethanwhat isbeing pursued acrossthe globe
in the wake of the financia crisis.

Incentives and Organisational Structures:

| observed theglobal financial crisisunfolding
infront of mevirtually, both, in my capacity asa
member of aresearch department as well as that
of a desk trader reporting to the head of trading
of both Morgan Stanley in New York and then
Royal Bank of Scotland in London, essentially
thereby covering North American and European
Trading Desks. These two desks did, in fact,
significantly contribute to the entire global
financial crisis episode.

My trading desk experience suggests that the
way that organisational incentives are designed
within these teams itself creates a bias towards
promoting fragility infinancial organisations. So,
if a bank is fundamentally prone to a cyclica
shock and if the incentives are located such that
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you are going to create aresponse which is going
to be financially fragile anyway, then these sys-
tematic failures cannot be avoided.

TheDilemma:

How does amajor multinational bank fail? A
major multinational bank, which is amajor par-
ticipant in afinancial crisis, is not asmall orga-
nisation. There are complex layers of checksand
balances. Transactions pass through a global
investment trading hub. There is a Chief Risks
Officer, there is a Trading Desk, and there are
thousands of employees across the organisation
with well diversified views. Y et, the one impor-
tant question remains unanswered. How isit that
an organisational structure which is so
meticulously built over 100 years collapses?

For ahundredyearswebuilt these organisation
structures to precisely protect us in the event of
great crisis episodes and the organisationa
structure failed to do so. How did this happen?
That’savery important question. Thisiswhere
| say the incentives within organisations become
very important. Let me present an organisational
perspective. Between 2003 and 2008, in the
golden years of investment banking before the
crisis began, al CEOs of 30 major world banks
were CEOs who had been promoted from the
trading desks. How is it that not a single Chief
Risk Officer or officer from any other desk got
promoted? If we look at manufacturing firms,
what do we observe? We get great diversitiesin
the backgrounds of the CEOs. CEOs are chosen
from Human Resources (HR), Marketing and
from other diverse backgrounds. Yet, in the
banking sector alone, the risk takers, the traders
are seen as Gods and get promoted to CEOs.
These Universal Gods eventually became the
Gods of Nothing, as these risk takers are now
referredto. In hismuch praised 2005 article about
credit defaults, "Has Financial Development
Made the World Riskier?', Dr. Raghuram Rajan
was talking about these issues. This was a great
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revelation tolot of academiciansthoughit wasan
obviousthing for bankersand traders. The market
had sensed that a liquidity crisis could happen,
but the problem was human bias. Everybody
knew that the market would come down, but they
thought they were smarter than others and would
be ableto land safely.

Once | asked in Indian School of Business
"How many of you think that you are above
average?' Around 80% of the studentslifted their
hands! By definition, 80% can’t beaboveaverage
of the class. They will haveto be above or below
50. But 80% put up their hands. So, it was human
biasthat actually aggravated the financial crises.

Thus, the chief point here is that the key
decision making areas in commercial banks, the
favourite banks, went unduly to risk takers and
not to therisksmanagers. Therisk managerswere
shouting from the roof tops to the stake holders
that this is a wrong decision, do not put your
investmentsin thisplace, thiswill hurtinthelong
run; yet they were overruled.

L et ussay acompany doesn’t make 20%return
but makes 10% return, but the world and the
company are stableand thereisno crisis. Hasthe
Chief Risks Officer’s bonus gone up? It doesn’'t
0o up, because he didn’t make money and so the
company does not pay bonus to the chief risks
officer. So, what is the risk officer’s incentive?
Basically what should the risks managers maxi-
mise? Under the 2008 scenario, these officers
wereonly paid for the profitsthey actually made
by taking risks.

The key question is: How to empower "Risk-
managers’ versus "Risk-takers'? Alternatively,
how should the risk-takers compensations be
designed? Isit right that their compensations are
based on "profits in a year" which makes them
consider "Returns now and Risks later"? Would
it not make for socially better outcomes if the
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risk-takers' compensations are based on maxi-
mising "average" profits "over N-years', some-
thing which might be achieved by introducing
bonuses with "claw-back options”.

So, here is a thought experiment. Can this
bonus payment be made a function of the losses
that you did not make instead of always making
it function of the profits that you actually made?
So, this is the dilemma basically in my view.
Academic literature needs to contribute here
more.

Inall thesediscussions, we need to understand
whether a bank can define optimal risk for itself.
To give a parallel example, when the RBI does
inflation targeting, it is not trying to say that
inflation should be zero, but rather that it should
be between 2% and 6%. Can a similar risk ratio
beworked out for banks? Could wesay that return
on equity for acommercial bank holder should be
around 8%; 6%istoolow andabove10%istotally
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unacceptable because you are going to increase
risks? Can we apply such logic to risk designs of
the financial institutions?

All financial ingtitutions are public in asense,
and hence should be driven on the broader prin-
ciplesof public utilities(because of their systemic
conseguences). Can "public" utility model of
maximising in alimited way work for the design
of sound financial system?

And this brings us back to academic research.
We need to understand academically whether
private interests can drive us towards optimal
social outcome when choices made by financial
institutions are involved. Fundamental welfare
theorems present this kind of a view wherein
people driven by private agenda can generate
socially optimal outcomes. | think that thisis an
area where academic research and consensus
should focus more. Rather than focus only on
correlations that we witness at macro levels, it
would be very fruitful to also focus on the
structure that is generating this correl ation.



SOME NOTES ON SAFEGUARDING FINANCIAL STABILITY

Mihir Rakshit

Among the issues raised by Prof. Nachanein
hisexhaustive and thought-provoking discussion
of the post-2008 thinking on financial stability, |
shall consider only those that mark a major
departure from the pre-crisis conventional wis-
dom. The most important of theseissuesrelateto
macro-prudential policies and may be classified,
following Prof. Nachane, under these groups:

(a) monetary policy response to asset price

bubbles;

(b) pro-cyclicality of bank credit; and

(c) international policy coordination.

Monetary Policy and Asset Prices

Before the outbreak of the global financial
crisis, central bank policiesweredirected towards
keeping inflation low and the output gap closeto
zero. However, asthe experience of the USA, the
UK and a number of other advanced countries
during the 2000s suggests, even though the gen-
era pricelevel remains stable or does not show a
significantly  rising trend, bank-financed
speculative purchases may raise asset prices to
unsustainable heights and end up, when the
bubble bursts, in a severe financia crisis and a
prolonged economic downturn. This has now
produced a universal agreement among econo-
mists on the urgent need for central banks to
respond effectively to not only sharp increasesin
the general price level, but to the asset price
inflation as well. For preventing formation of
asset price bubbles, monetary tightening, it is
often advocated, may be supplemented by stricter
capital requirementsfor banksand other financial
institutions: high capital requirements, it is pre-
sumed, would moderate the flow of funds for
speculative investments and hence reduce the
excess demand in the asset market.

That asset price bubbles tend to engender
serious, long-lasting financial troubles and eco-
nomic slowdownisnot difficult to appreciate. But
theremedies suggested inthisregard are unlikely
to be effective in most instances. Note first that
the effects of central bank policies are macroe-
conomic in nature and operate through aggregate
demand for goods and services aswell as for all
typesof assets; in fact, response of asset pricesto
central bank policies constitutes an important
vehicleof themonetary transmission mechanism.
Since galloping prices of all assets are generally
accompanied with high CPI inflation, monetary
tightening would be effective in moderating both
the CPI and the asset price inflation. But what if
pricesof some particular asset go up by leapsand
boundswhilethe CPI inflation remainsmoderate,
as happened in the USA over 1997-2006 when
house prices were characterised by a speculative
bubble, but neither prices of other assets nor the
CPl showed any sharp northern movement?
Galloping home prices and expectations of its
continuance led, to be sure, to a sharp rise in
loan-financed investment in housing and created
acute imbalances in both the real and financia
sectors of the US economy. As we have noted
elsswhere,' during 1995-2007 the aggregate
investment ratio in the USA was fairly stable at
19.5 percent. Over 1995-2000 the ratio of resi-
dential investment to total capital formation was
also stableat 22.95 percent. However, withrising
house price inflation the share of residential
investment in thetotal registered asteeprisefrom
2001, reaching 27.3 percent by Q3 2003 and
remained at an elevated level thereafter until the
home priceinflation started slowing downin mid
2007. The resulting real sector imbalance con-
sisting in disproportionately large stock of
housing in relation to other capital stocks and
vulnerahility of banksduetotheir exposureto the
housing market and the liquidity mismatch in
their balance sheets, led to afinancial meltdown
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followed by aprolonged recession ashouseprices
tumbled, there was a scramble for liquidity, and
avertiginous fall in net assets of households and
banks reduced private consumption expenditure
and turned bank lending into atrickle.

But the question is, could the af orementioned
imbal ancesbeavoided through atimely monetary
tightening? The answer, contrary to the widely
held view, isin the negative. The reason is that,
adear money policy would have had a negative
impact on aggregate capital formation, but not
investment in housing, driven as it was by spec-
ulative excesses; the result, as per our analysis,
would thus have been counterproductive, with a
larger shortfall of the actual from the potential
output, inflation declining below the target level,
agreater distortion in theratio of non-residential
to residential investment and a more acute
financial fragility.

It cannot be sufficiently emphasised that for
containing sectoral bubbles and imbalances the
central bank needs to curb financial flows to the
overheated asset market, not impose restrictions
on credit in general. For this purpose it is neces-
sary that (a) the risk-weight of an asset be raised
progressively whenever its sharein anindividual
bank’ sbalance sheet or in assetsof all bankstaken
together exceeds some limits; and (b) the central
bank prevents any significant maturity mismatch
in the asset-liability position of banks, either
individually or collectively. In other words, the
corrective measures are required to be sector-
specific, not macroeconomic.

The aforesaid reasoning also suggests that
stricter capital requirements for banks and other
financial institutions can dampen the supply of
aggregate flow of credit, but are unlikely to be
effective in moderating or tackling sectoral
bubbles. This is apart from the fact that an
exorbitant hike in the capital adeguacy ratio can
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seriously impede financia intermediation and
have an adverse effect on productivity and
growth.

Real and financial sector imbalancessansasset
price bubbles

A major deficiency of the post-crisisliterature
on financial fragility consistsin its neglect of the
role of real and/or financial sector imbalances
even when they are not accompanied with a
cumulative rise in asset prices. Such imbalances
tend to erode resilience of banks and end up in
systemic financial problems, the resolution of
which is often difficult and long-drawn. For
exampl e, therewas no asset price bubblein India
during 2000-11 when investment in infrastruc-
ture, financed through bank loans and external
commercial borrowing (ECB), especially by
infrastructure companies operating under the
public privatepartnership (PPP), went up by leaps
and bounds. Since other types of investments
were growing at a much slower pace during this
period (from FY 2005 till FY 2011, gross fixed
capital formation (GFCF) in infrastructure
increased by nearly 230 per cent, compared to
nearly 160 per cent increase in total GFCF) and
infrastructural investments last for 30-40 years,
therewasagrowingimbalanceinthecomposition
of capital stock along with a serious maturity
mismatch in the balance sheet of the banking
sector. It is these imbalances that lie at the heart
of large scale debt defaults and banking woes in
the wake of the global financial crisis and slow-
down of thelndian economy. Theimportant point
to note in this connection is that, since the
investment-cum-lending boom was sectoral, not
economy-wide, monetary tightening would have
done little in tackling these imbalances. Hence
central banks, apart from remaining wary of
formation of asset price bubbles, need to closely
monitor indications of imbalances in (a) the
portfolio of individual commercial banks aswell
as of the financial sector as a whole; (b) the
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balance-sheet and cash flow-position of non-
financial firms; and (c) the composition/structure
of aggregate capital stock. The imbalances, our
earlier analysis suggests, are required to be
addressed through sector-specific rather than
Macroeconomic monetary measures.

Macr o-prudential Regulations

Themost important lesson of the crisisrelates
perhaps to the inadequacy of micro-prudential
norms for banks for guarding against systemic
financial upheavals. With the benefit of hindsight
it is not difficult to appreciate that close interde-
pendence of the operation of the real and the
financial sector, both domestic and international,
often gives rise to serious risks despite banks
adherence to capital adequacy and other pru-
dential norms, however stringent. Unfortunately,
the lesson has not prompted any significant
improvement in framing rules or policies at the
micro or macro level. Thus, the stress tests con-
ducted by the authorities in the USA and other
countries for assessing the
vulnerability/robustnessof abank’ sbal ance sheet
do not factor in the macroeconomic ramifications
of the shocks, their feed-backs and their dynamic
implications for the stability of the financia
system. The reason is that stress tests consider
only the first-round impact of a shock on banks,
but abstracts from effects operating through fire
sale of assets, severe contagion when financial
entities are closely interconnected, cumulative
declinein the level of economic activity as there
isaflight to liquidity and sources of credit dry
up.2 Again, there appears to be an inadequate
appreciation of how viability of the financial
sector is crucially dependent on macroeconomic
policies. The fact that even seven years after the
outbreak of the global financial crisis in most
countries GDP growth remains muted and the
banking system relatively weak casts serious
doubts on efficacy of changes in the post-crisis
policy rules and regulations, supposed to be
guided by considerations of (microeconomic)
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behaviour of economic agents on the one hand
andof interlinkagesbetweenthereal andfinancial
sectors on the other.

I nternational Policy Coordination

Given the sharp risein cross-border trade and
capital flowssincethemid 1980s, financial crises
havebecomehighly contagiousandtend to engul f
all (open) economies irrespective of their eco-
nomic fundamentals. In this context, the post-
crisis literature on financial stability, as Prof.
Nachane documents, has focused on two policy
imperatives. The first relates to international
policy coordination, the second to reforms of
global financia ingtitutions like the IMF and the
World Bank.

The casefor international policy coordination
isinfact based ontheK eynesian logic concerning
the large spillover effects of domestic macro-
economic measures, through changes in trade,
capital transfersand exchangerates, on aggregate
demand, balance-sheets of firms and the econo-
my's external asset-liability position vis-a-vis
other countries. This perspective underlines the
importance of policy coordination among coun-
tries for an early resolution of the crisis and
effecting arobust economic recovery. Indeed, on
the heels of the outbreak of the global crisisin
2008 there was an unprecedented cooperation
among world’s major central banks and govern-
ments in formulating policies for reversing the
financial meltdown and thesharpslideinthelevel
of economicactivity. Therecan belittledoubt this
coordinated policy intervention wasinstrumental
in preventing another Great Depression and
effecting a turnaround in practically all econo-
mies by the second half of 2009.

However, the (Keynesian) lessons of the
financial crisisweresoonforgotten and by thelate
2010s amost everywhere there was areversal to
new classical orthodoxy in framing macroeco-
nomic policies. While the central bank policy by
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and large remained loose,® reduction of budget
deficit through fiscal squeeze (euphemistically
called "fisca consolidation") became the top
priority of advanced aswell asemerging economy
governments. Therewaslittle appreciation of the
fact that such policies posed serious obstaclesto
both recovery of the world economy and
improvement of fiscal balance in individua
countries. Since chains of financial intermedi-
ation remain seriously impaired in the wake of a
major crisis, expansionary impact of easy money
policy operates primarily through exchange rate
depreciation - something which does little to
boost global demand for goods and services.
Much more damaging was the failure to appre-
ciate how the mutually reinforcing effects of
fiscal consolidation everywhere magnify the loss
of employment and output and tend to widen
budget deficit in all countries.* No wonder, from
2011 onward, performanceof theworld economy
has remained lacklustre, with little sign of any
sustained and robust recovery.

Reformingthelnternational Financial System

Attempts at overhauling the global financia
architecture in the post-crisis period have been
mostly in two areas: (a) cooperation among reg-
ulatory/supervisory authorities in different
countries for strengthening the shock-absorptive
capacity of the system; and (b) reforms of the
international financial institutionsin general and
the IMF in particular.

Inview of their operation in several countries,
transnational banks, insurance companies and
other financial firms constituted a veritable
source of cross-border contagion during the
financial crisis. A major problemintaking timely,
remedial measures was the inadequate informa-
tion individual supervisory authorities had con-
cerning the overal risk profile of these firms.
Again, while rapid resolution of transnational
firms balance-sheet problems is imperative for
revival of the global economy, in shoring up their
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portfolios, banksinindividual countriesareliable
to be guided by their own cost-benefit calculus.
Such policies tend to make the outcome grossly
suboptimal for the world economy. These con-
siderations have prompted cooperation among
G20 countries in a number of areas. Attempts at
formulating consensus programmes of remedial
and corrective measures for tackling financial
crises have not always been satisfactory. Never-
theless, as Prof. Nachane notes, since 2008 con-
siderable progress has been made in putting in
place a system of information sharing among
supervisory agencies for tracking the health/
vulnerability of transnational financial entities;in
harmonising rules across different jurisdictions
inorder to prevent regulatory arbitrage; in regular
consultation among countries for coordinating
their policies; inregulation of cross-border capital
flows; and in devising effective and fair global-
debt resolution mechanisms.

There has also been a large measure of
agreement among G20 countries concerning the
structural changes in the IMF to make it better
suited for dealing with financial crises and
addressing the serious liquidity problems EMEs
are often faced with due to large capital move-
ments, driven by speculative or/and herd beha-
viour. Since 1944 the share of EMEs in world
output, trade and finance has risen enormously
and so has the amount of funds needed by them
in times of financial troubles. But with no sig-
nificant change in the share of their quotas and
votesin the IMF since its inception and with the
near-veto power wielded by the USA in major
IMF decisions, developing countries often face
serious problems in accessing timely and ade-
guatelMF loanfor tiding over troubles. Again, in
most cases availing of IMF assistance by EMEs
involvesconsiderablebut needless/avoidableloss
of income and employment due to the monetary
and fiscal squeeze insisted on as a condition for
granting loans. The East Asian crisis during
1997-99 constituted perhaps the most egregious
examplesuchavoidablesuffering. Anunintended
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fallout of the conditionalities attached to the IMF
bailout programmes has been that since the late
1990s practically all EMEshave started piling up
huge war-chests of foreign exchange reserves -
something which seriously distorts resource
allocation in the world economy and was amajor
source of build-up of vulnerability in the US
financial system beforethe outbreak of theglobal
crisis.

Thecasefor amajor reorganisation of theIMF
and a radical change in its policy stance for
addressing financial turmoils thus appears open
and shut. But the progressin reforming the IMF
hasbeen glacial. Thereasonisbasically the same
aswhat prevented adoption of the Keynes Plan at
Bretton Woods: when reforms involve some
sacrifice on the part of the privileged and pow-
erful, they are unlikely to be implemented in a
hurry.

For global financial stability much more
important than IMF reforms, it should however
be noted, is adequate appreciation on the part of
the policy makers of the effects of fiscal, mone-
tary and financial initiativesat the national aswell
astheinternational level. Wehavenoted how lack
of such a perspective has led to adoption of
counterproductive macroeconomic measures
since late 2010. Particularly notable in this con-
nection have been the policies implemented for
resolving the euro crisis. Not only the European
Central Bank (ECB) did not deem it necessary to
goinfor quantitative easing (QE) until recently,
but all the countries in the euro zone, especially
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those facing acute financial difficulties, adopted
(or were forced to adopt) considerable fiscal
retrenchment. Thus, it is not so much the struc-
tural deficiency of the IMF, but adherence to
inappropriate economic orthodoxy that seemsto
lieat theroot of policy ineffectivenessin dealing
with the financial crisis. It is difficult to overes-
timate the power of "ideas of economists and
political philosophers, both when they are right
and when they are wrong" [Keynes, 1936].

NOTES

1. Rakshit, "Subprime Crisis : A Primer", Money &
Finance, May, 2008.

2. See Brunnermeier, Markus K. and Martin Oehmke
[2012], "Bubbles, Financial Crises and Systemic Risk",
Princeton University, Economic Theory Centre, Research
Paper No. 47, June 6.

3. Except in the euro zone and some devel oping countries
including India.

4. The important point to note in this connection is that,
ceteris paribus, a fiscal squeeze in a country improves its
budgetary balance, but impairs that of others through trans-
mission of the contractionary impulse. By the same logic, a
coordinated fiscal expansion in all nations raises output and
effects areduction in budget deficit everywhere.
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D.M.NACHANE'S RESPONSES

RESPONSE TO DEEPK MOHANTY

Deepak Mohanty (DM for short) hasraised a
number of issues both from a general macroe-
conomic perspective as well as from a more
specific perspective of central banking policy
making. Below, | have tried to respond to his
gueries at some length.

DM: First onthemacroeconomicfront, | think,
the author could have elucidated abit moreonthe
inverted triangle hypothesis - an otherwise small
sized real sector trying to support a ballooning
financial sector. (p. 397)

D.M. Nachane (DMN): The "inverted
triangle" hypothesis is a very important issue
meriting a detailed response. Prior to the 1980s,
the prevailing view among development econo-
mists seemed to be that finance wasincidental to
economic development [Robinson, 1952; Lucas,
1988; Seers, 1983, etc.]. McKinnon [1973] and
Shaw [1973] in their influential contributions
developed an anti-thesis to this position and
assignedakey roletofinancial intermediationand
innovationinoverall devel opment reminiscent of
Schumpeter [1912]. They (McKinnonand Shaw)
stressed theroleof financein (i) efficient resource
alocation (ii) mobilisation of savings for
investment (iii) expanding goods & services
markets (iv) facilitation of pooling, hedging and
diversification of risk (v) monitoring managers
and exercising corporate control and (one may
add in the EME context) (vi) providing credit to
informal sector (microfinance).

Undeniably, the McKinnon-Shaw thesis
supplied the intellectual basis for the wave of
financial liberalisation that rose in the 1980s in
the developing world. The recent global crisis,
however, seems to have cast considerable doubt
on the premises of thisthesis. In recent years, a
number of influential economists have raised
serious doubts about the perceived benefits of
financial liberalisation (beyond apoint) [seee.g.,
Friedman, 2013; Cecchetti & Kharroubi, 2012,
Shiller, 2012, etc.]. This post-crisis critique, of

course, recognisesthat financial devel opment can
be conducive to growth but sees definite l[imitsto
this process. Beyond a point, financial develop-
ments can be detrimental to growth, mainly
through a process of diversion of physical and
human capital. Ineffect, therelationship between
financial development and economic growth is
postulated to have an inverted-U shape. The
critique essentially rests on four pillars:

1 Firstly, a stylised fact about the Western
Capitalist economies evident in recent
years (post-1980s) is that whereas the
share of profits (including interest) in
Value Added of the manufacturing sector
has been steadily rising (with a corre-
sponding fall in the wage share), the ratio
of investment to profitshasbeen declining.
The "profits-investment”  disconnect
means that the aggregate national income
identity has to be satisfied by a rise in
domestic consumption and imports.

2. In the post-war years, regulations were in
place in various countries, (e.g., the
Glass-Steagall Act in the U.S) which
insulated thereal sector from the financial
sector. This led to the critique [see e.g.,
Jensen & Meckling, 1976] of the conflict
between management and shareholders
(so-called  principal-agent  problem),
which led to "lack of shareholder control
over management, and the pursuit of
market share and growth at the expense of
profitability”. The onset of financia lib-
eralisation led to the emergence of new
financial instruments, (e.g., junk bonds)
which provided a convenient means for
hostile takeovers, by groups of share-
holders who were dissatisfied with the
performanceof themanagement. Thereby,
an increasing proportion of profits was
distributed as dividends to keep share-
holders satisfied, instead of being re-
invested. Frequent buybacks of shares
became a popular method to keep share
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pricesbuoyant. Asretained profitsdecline
and shareholder payouts increase, invest-
ment shift from "real investment” in
machinery, etc., toinvestment in consumer
durables or real estate.

3. Hostile takeovers were often preceded by
substantial "downsizing" of the enterprise,
sothat financialisation marked ashift from
theearlier "retainand reinvest" philosophy
of thefirm to "downsize and distribute".

4. The financial sector is skill-intensive and
as it expands it draws talent from other
sectors especially those using high skilled
personnel (R&D intensive sectors like
pharmaceuticals or micro-electronics).

Apart from its adverse consequences for
growth, "financialisation" can increase systemic
risk and financial instability through severa
channels such as (i) furnishing avenues for
excessive leveraging (ii) introducing weak links
in the securitisation chain (shift from "originate
and hold" model to "originate and distribute”
model) via the emergence of new financia
instruments (iii) by encouraging the growth of
"shadow banking" institutions especially hedge
funds (iv) via increased inter-linkages across
institutions (v) by increasing co-movements of
risks across different financial institutions
(domino effect) and (vi) generally, by creating
pressures for lighter regulatory oversight and
instead placing greater reliance on "market dis-
cipline" especially shareholder discipline.

The natural question posing itself in the wake
of thisdiscussion ishow to decidewhether acusp
actually exists for a specific economy, and if
existence is reasonably gauged, how to know on
which side of the cusp that economy is currently
located. This issue can only be decided via
nonlinear econometric methods and not much
empirical research seemsto beasyet in evidence.
One very genera indication about the level of
financialisation of an economy isafforded by the
ratio of financial services in the national GDP
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(current prices). InIndia, theratio hasbeen around
5.85% for the last five years (2010-2014). This
seems modest when compared to some of the
OECD countries (UK 9.5%, U.S. 8%, Ireland
10.5%, Austraia 11%), though there are
advanced countries like France (5.5%), Japan
(6.3%), Germany (4.9%), etc., compared to
whichthelndianratiostartsappearing significant.
Thus, this issue of whether the finance sector is
really serving the Indian economy well needs a
very thorough investigation looking into the
broad components of financial services such as
banks fees and commissions receivable, net
spread earnings, other operating income, finan-
cia intermediation services indirectly measured
(FISIM), etc.

DM: The crisis aso revealed that liquidity risk
at financial institutions had significant conse-
guences for financial stability and macroeco-
nomic performance, in part through common
asset exposures and their increased reliance on
short-term wholesale funds. Management of
liquidity risk, inturn, spilled over to other markets
and institutions, contributing to each other's
losses and exacerbating overall liquidity stress.

(p. 397)

DMN: | am most thankful to DM for drawing the
important role played by liquidity risk in perpe-
trating the latest global financial crisis, into the
discussion. In this context, the distinction
between market liquidity and funding liquidity
suggested by Garleanu, and Pedersen [2007], to
which DM makes reference is crucial. To reit-
erate, market liquidity is an indicator of the
"ease" with which a security is traded on the
market (its bid-ask spread, priceimpact, resil-
ience, etc.) whereas funding liquidity is with
referenceto theavailability to abank or investor
sources of funding from its own capital or from
(collateralised) loans. Correspondingly, market
liquidity risk is the risk that the market liquidity
worsens precisely when you need to trade and
funding liquidity risk refers to the probability of
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a trader/investor being forced to unwind his
positions due to funds shrinkage. In the recent
global crisis, the mutualy reinforcing nature of
the two types of liquidity risk set up adownward
liquidity spiral which climaxed as one of the
biggest busts of recent years. The main stepsin
this spiral are discussed in several major works
[Cornett, et al., 2011; Gorton and Metrick, 2011;
Ivashina and Scharfstein, 2010; Strahan, 2012,
etc.] and may be briefly summed up asfollows:
(i)  Thebursting of the housing bubble started
ital.
(ii)  Highly leveraged financial institutionsand
banks with large exposures to mortgage
based securities (MBS) faced appreciable
losses with associated funding liquidity
problems.
Asbanks' balancesheetsdeteriorated, they
suddenly turned risk averse and had to
de-leverage by selling assets or hoarding
cash or becoming risk averse.
Risk aversion led to minimising counter-
party exposures subjecting the interbank
funding market to severe stress.
The funding risk now spread to other
investors, such as hedge funds, who rely
heavily on bank funding as banks become
lesswilling to lend and raised margins.
Thisfunding liquidity crisis brought in its
wake market illiquidity with bid-ask
spreadswidening in several markets, with
guotes becoming sparse or even disap-
pearing. This market illiquidity raised the
spectreof ageneral liquidity crisis, scaring
investors with crashing prices, especially
for illiquid assets with high margins.
Finally with Bear Stearns, AIG and Leh-
man episodes, there was a genera
unwinding and panic.

(iii)

(iv)

v)

(vi)

(vii)

The natural question arising out of the fore-
going discussion would be: What is being done
now to deal with liquidity risk? In this context,
the Basel 11l Accord assumes importance, as
central banks the world over benchmark their
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regulatory standards in the light of those stipu-
lated by the successive Basel Accords. In sharp
contrast to the earlier two Basel Accords which
had paid little attention to liquidity risk, Basel 111
addressesliquidity concernsinadetailed manner.
Three types of risks are distinguished as bearing
on macroeconomic liquidity, viz., (i) solvency
risk (if) market liquidity risk and (iii) funding
liquidity risk.

Theserisks are sought to be countered viatwo
stipulations (in addition to capital requirements),
viz., (i) A "simpl€" minimum leverage ratio LR
of 3% where LR = (Tier 1 Capital) / Total
exposure (on and off-balance sheet) and (ii) A
"liquidity coverage ratio" LCR of 100% defined
as LCR = (Stock of high-quality liquid assets)/
(Total net cash outflows expected over next 30
calendar days)."

The RBI initiated the process of implementa-
tion of Basel 111 Capital Regulations with effect
from April 1, 2013 in a phased manner. They are
expected to be fully implemented by March 31,
2018.

DM: ... it would have been useful to have some
discussion on the inter-linkages between mone-
tary policy and bank risk-taking; thisis popularly
called as the "risk-taking channel of monetary
policy". (p. 398)

DMN: | havemadesomereferencetolow interest
ratesfeeding the"disaster myopia" psychology of
speculative investors [Rajan, 2005] (p. 13 of my
article). However, | did not elaborate on the
bank-risk taking channel. In recent years, a
number of papers have devoted considerable
attention to both the theoretical and empirical
aspects of the bank risk-taking channel [see in
particular Borio and Zhu, 2008; Adrian and Shin,
2009; Gambacorta, 2009; Bomfin and Soares,
2014, etc.]. The two most important avenues of
this channel are the following:
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(i)  Firstly, inalow-interest rate environment,
there is the "hunt for yields' by asset
managers of banks, insurance companies,
pension funds and other finance compan-
ies, as yields on risk-free assets (such as
government securities) turn unattractive.
This happens particularly with institu-
tional investors under contractual or reg-
ulatory restraints to provide a guaranteed
nominal return on their liabilities. It can
also happen with private funds, where
manager competence is judged via short-
term returns. With safe asset yields con-
siderably below the contractual guaranteed
returns, funds may be driven to invest in
high-yielding risky assets.

Secondly, low interest rates create a reas-
suring macroeconomic atmosphere for
credit sanctioning as they are usualy
associated with low inflation and future
prospects of robust growth. More imme-
diately, asset values and collaterals of
borrowers get a boost. Lenders typically
now reassess the probabilities of default
and loss-given -default more favourably
[see Gambacorta, 2009, p. 44]. On the
whole, banks tend to relax their lending
criteria and increase the total quantum of
risky loans. Additionaly, their internal
VaR assessment models may underesti-
mate the riskiness of their portfolios,
besides prompting them to increase their
leverage [see Danielsson et al., 2004].

(i)

Empirical work for the US [Paligorova and
Santos, 2012], for Spain [Jimenez et al., 2014];
Bolivia [loannidou et al., 2009] and Portugal
[Bonfim and Soares, 2014] seemsto indicate the
strong presence of a bank risk-taking channel. |
am not aware of any similar work for India.

DM: .. moreinsight into theissue of central bank
communication would have been very useful
indeed. (p. 398).
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DMN: | absolutely agree that the paper should
have touched upon the issue of central bank
communication (henceforth CBC). By way of
amends, | discuss the issue here in some detail.

Traditional central banking has always had a
"mystique” attachedtoit, operating under thefirm
belief that only "unanticipated” monetary policy
can have rea effects but the NAIRU (non-
accelerating inflation rate of unemployment)
changed this perception. As the NAIRU
hypothesis gained momentum in the 1980s
monetary policy started taking on a more trans-
parent hue. Thiswas further consolidated by the
rational expectations "evolution” and the distinct
shift in central bank thinking in favour of
"rules-based/oriented” rather than purely "dis-
cretionary” monetary policy [see Ball and Man-
kiw, 2002]. Today, severa advantages are
claimed for monetary policy transparency and
increased CBC (or touseamorefashionableterm
effectiveforward guidance (EFG)). By providing
market participants with its own perspectives on
the fundamental factors that shape monetary
policy and thelikely scenariosfor thefuture paths
of such factors, the central bank can (i) improve
monetary policy transmission [Woodford, 2005;
Carney, 2012], (ii) reduce uncertainty in invest-
ment decisions [Barwell, 2013] (iii) make mon-
etary policy more credible [Blinder et al., 2008]
(iv) contribute to central bank independence
[Cukierman, 2007] (v) manage expectations
[Jansenand de Haan, 2013; Tomuleasa, 2015] and
SO on.

While the use of CBC for monetary policy
effectiveness has become fairly well established,
itsusefor financial stability purposesisrelatively
recent. The latter phenomenon is largely attrib-
utable to the unconventional monetary policies
deployed by the US Fed, and to some extent the
Bank of England, ECB, Japan and some OECD
countries during the recent global crisis. Most of
these economies (the US being a notable excep-
tiontill at least very recently), have had a history
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of inflation targeting and were operating at
near-zero interest rates (the ELB or effective
lower bound for the nominal interest rate). Such
economies faced with the recent prolonged
recessions had limited scope for further interest
rate cuts but found that they could operate on the
"expectations channel” by awell-managed CBC
strategy, promising for example that the interest
ratewould remain at the current level for the next
few quarters, or that QE (quantitative easing) or
other credit-relaxation policies, would not be
discontinued for a specific period of time. The
crisisalso brought out other valuable usesof CBC
for monetary policy as well as for financia
stability. Inthelatter context, especially, CBC has
been proving extremely useful in many advanced
countries for helping financial institutions and
markets, as well as the general public to intelli-
gently anticipate the central bank response to
emerging and identified risks, thusto some extent
moderating speculative behaviour of financia
market participants and forestalling destabilising
behaviour on their part [Nier, 2009; Born et a.,
2011; Siklos, 2014, etc.]. Donewithfinesse, CBC
can strengthen the public support for extensive
macro-prudential measures and stricter surveil-
lance, which might otherwiseflounder for lack of
popular support [see Geraats, 2010; Vayid, 2013,
etc.]. Of course, CBC/EFG can be of various
types[see Rudebusch, 2008; Vayid, 2013, etc.] -
first generation EFG in which only qualitative
statements are made by the central bank, second
generation or quantity based EFG and third
generation or data-contingent EFG. The ECB for
example, relies mostly on qualitative guidance,
the Bank of Canadaand the central banks of New
Zealand, Norway and Sweden are good examples
of quantitative EFG, whereas the US Fed now
seems to have gone into the third generation
EFG.

In the Indian context (see aso DM’s com-
ments, p. 7) over thelast few years EFG has been
increasingly resorted to for monetary policy. But
it must be considered asfirst generation EFG. The
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monetary policy statements accompanying the
announcements provide a very lucid analysis of
therationalefor monetary policy actionsbut there
is little guidance about the future evolution of
monetary policy or even about the likely duration
of the current policy stance. In particular thereare
no "fan charts’ of the expected inflation levels
over the medium term or of long term interest
rates. Thedeliberationsof the Technical Advisory
Committee on Monetary Policy (released with a
lag) can, of course, be informative on these and
related aspects, but theseessentially reflect views
of the individual members and not necessarily
those of the RBI.

TheEFG for financial stability islimitedtothe
Financial Stability Reports released by the RBI
bi-annually. These are extremely detaled
assessments of the various components of the
financial system and their interactions. There is
alsoaprofiling of thesystemicrisksinthesystem.

It is to be expected that as the RBI moves to
the proposed flexible inflation targeting regime
we will see greater and more sophisticated use of
EFG both for monetary policy and financia
stability.

DM: Theregulationsshould be comprehensivein
the sense that they apply comprehensively to al
leveraged financia firms so that it is less likely
to encourage the drift from heavily regulated to
lightly regulated institutions during the boom.
Regul ationsshould al so be contingent so that they
have greater force when the private sector is most
likely to do itself harm, but impose fewer
restrictions at other times. This will make regu-
lations more cost-effective and as a result, less
prone to arbitrage or dilution. (p. 399)

DMN: There is aimost universal agreement on
the comprehensiveness of regulations. However,
opinions differ on how thisisto be done and the
pace at which thisideal isto be achieved. Given
the scale of the problem, the global political
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lobbying and the strength of the shadow banking
institutions, any meaningful solution appears
infeasible in the medium term.

On the issue of contingent regulations, some
progress is achievable if the centra bank can
furnish EFG with finesse and flexibility. How-
ever, if EFG is lacking in finesse or where the
central bank lacks sufficient credibility, such a
move would prove politically unpopular. There
is also the danger of asymmetry -tighter regu-
lations can be eased without difficulty but lighter
regulations can become entrenched and resistant
to change even if the situation so warrants.

DM: Notwithstanding Basel exhortations ...
regulatory capital requirements are only loosely
related to portfolio risk ...(p. 399)

DMN: Thisis essentially an empirical observa-
tion and the study quoted is essentially a cross-
section study. Apart from the well-known
problems of interpreting the conclusions from
panel data models, | think there is an additional
problem here. Regulatory bank capital require-
ments change in a discrete fashion whereas
portfoliorisksarein continual motion. Thus, only
if the portfolio risks show a continual drift will
the capital requirements respond and that too in
a step-wise fashion. Risk weights also respond
with a certain lag to emerging portfolio risks.
Hence, portfolio risk changes will not be ade-
guately reflected in changes in capital require-
ments.

DM: ... on theissue of risk sensitivity of public
and private banks, internationally there is evi-
dence to suggest that depositors penalise banks
for excessiverisk taking. Although Prof. Nachane
suggestslittle econometric evidence on thiscount
for India, | am reminded of some work by my
colleagues in the Reserve Bank, which suggests
that riskier banks, proxied by higher non-
performing loans, pay higher deposit rates. (p.
399)
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DMN: | think depositor disciplining of bank
behaviour will be inoperative in a public sector
dominated banking system, since ultimately
deposits(in public banks) are underwritten by the
state. Hence, depositors have no incentive to
monitor risk taking in such banks. Private sector
banks occasionally do fail and cooperative banks
fail far too often. A study confined to asample of
domestic private banks and cooperative banks
could possibly throw more light on thisissue (of
depositor discipline).

DM: In this context, perhaps the author could
have examined the implication of the recently
congtituted BRICS bank (which has been for-
mally inaugurated recently) and how it is likely
to shape the contours of the international
monetary and financial arrangements, going
forward. Broadly, could strong regional
arrangements hasten reforms at global institu-
tion? (p. 400)

DMN: The idea of regional integration as a
counterweight to global dominance by the
Western advanced economies and international
financial institutions goes back at least to the
1960s. Its most systematic manifestation, how-
ever, comes in the wake of the East Asian crisis
whentherewaswidespread dissatisfactionin East
Asia over the IMF's crisis-resolution perform-
ance [(Wade & Veneroso, 1998]. This supplied
the trigger to along-felt sense of dissatisfaction
over the under-representation of East Asiain the
G-7 centred international financia institutions
such as the Financial Stability Forum (FSF),*
IMF, IBRD and BIS. The FSF was heavily
dominated by G7 representation and excluded
key emerging Asian Economies such as China,
Indonesia, Korea, Maaysia and Thailand.
Although G20included 3non-G7 Asian countries
(China, Indonesia and Korea) unlike the G7, the
G20 remains a non decision-making body.



VOL. 27 NOS. 2-4

My own view isthat regional integrationisan
idea whose time has come, as the traditional
economic hegemony of the Western advanced
economies is being increasingly challenged by
East Asiaand the fast-growing EMEs of BRICS.
From India s perspective, an important issue is
whether our search for regional partners should
be guided by geographical contiguity or eco-
nomic similarity. | think inthisregard aregional
integration programme centred around BRICS
members has much to recommend itself. What
could be the aobjectives of such aregional bloc?
Minimally, it could be a self-insurance against
shocks by provision of liquidity support for
member countries that experience short-run
balance-of-payments difficulties or excessive
currency volatility. A prerequisite for thiswould
bethe building up of regional forex reserves pool
and conducting policy surveillance and dialogue.
The Chiang Mai Initiative (CMI) launched in
2000, hasapool of US$ 240 bnwith contribution
in the proportion 20:80 between ASEAN and +3
members.® In successive stages (as was done in
the CMI) bilateral currency swapsand repurchase
agreements may be launched to provide greater
short-term liquidity. Of course the extent to
which regional integration should go would
depend on the future evolution of the economies
involved. Further integration could involve better
coordination of macro-economic policies among
the countriesand perhaps (looking into thedistant
future) in the ultimate stage a common central
bank and even a common currency.

NOTES

1. High -quality liquid assets = [cash + central bank
reserves + sovereign debt (Level 1) ] + 0.85 [ Govt. backed
mortgage-based securities + corporate bonds rated at least
AA-(Level 2)]. Level 2 assetsto comprise no more than 40%
of the Numerator in LCR.

2. In India, mention may be made of the PPF, LIC's New
Jeevan Nidhi and HDFC Life Guaranteed Pension Plan.

3. The following quotation from a recent FOMC press
release [FOMC, 2012] may be taken as atypical instance of
third-generation EFG "as long as the unemployment rate
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remains above 6.5%, inflation between 1 and 2 yearsahead is
projected to be no more than half a percentage point above
the Committee’s 2 percent longer-run goal".

4. The Financia Stability Forum has since then changed
to the Financial Stability Board (FSB)

5. The CMI members are the 10 ASEAN members
Indonesia, Malaysia, Thailand, Singapore, Brunei, Philip-
pines, Lao PDR, Cambodia, Vietnam, Myanamar and the + 3
members Japan, China And Korea.

6. Under these arrangements, borrowing countries typi-
cally receive dollars in exchange for a local currency for a
fixed period of time (usualy three months), after which the
borrower can renew the swap or pay it back to the lending
country’ scentral bank. Swap agreements can be reciprocal or
unidirectional, depending on a country’s reserves of foreign
currency.
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RESPONSE TO ASHIMA GOYAL

Ashima Goyal (AG for short) has raised a
number of critical issuesinreferenceto my paper.
Of these, | have focused on the following which
| believe to be of special relevance.

AG: First, while new classical macroeconomics,
with its belief in perfect market clearing, could
certainly besaidtohave subscribed totheefficient
markets hypothesis (EMH), the neo-Keynesian
view emphasised imperfections in markets,
including financial markets (p.403).

DMN: | certainly recognise that the neo-
Keynesians emphasised market imperfections.
My contention is that the NCM is a hybrid
--incorporating selectively certain features of
both new classical economics as well as neo-
Keynesianism. However, the NCM builds its
"micro-foundations” on the assumption of a
representative agent basing his consumption
decisions onaninter-temporal utility maximising
framework, in which expectations about the
future are formed rationally, i.e., by making best
useof all available resources. It also incorporates
important neo-Keynesian insights flowing from
the extensive discussion on state dependent or
Calvopricingwhichattemptstomodel temporary
wage and price stickinessintermsof transaction
and menu costs, staggered price setting, etc. [see
Calvo, 1983; Y un, 1996; McAdam and Willman,
2007 etc.]. However, the major failing of the
NCM was the assumption of the "transversality
condition" [Blanchard & Fisher, 1989, Appendix
2A], which postulates that in the inter-temporal
optimisation of the representative individual, all
debts are paid in full, thus effectively leaving no
space for money, finance and liquidity to enter
the model in a meaningful way. This renders the
model particularly inappropriate to analyse the
real world problemsof credit risk and default. The
transversality condition, by closing the inter-
temporal utility maximisation model of the rep-
resentative agent so as to rule out liquidity

congtraints, fails to alow for the endogenous
build-up of banking/financial crises [see Buiter,
2009; Goodhart, 2010 etc.]. As such, the NCM
modelscanonly treat crisesasexogenous shocks.
There is some controversy as to whether the
sub-prime crisis was a random shock or an
endogenous development [Lucas, 2009; and
Fama, 2010 argue for the former viewpoint,
whereas Allington et a., 2011, take the opposite
view]. The unfolding of the sequence of events
leading up to the collapse of the LTCM [1997],
Northern Rock [2007] and Lehman Brothers
[2008] seem, however, to strongly suggest that
banking and financia crises are usually the out-
comes of ingtitutional changes, financial inno-
vations and regulatory shortcomings which are
path dependent and which, therefore, cannot be
analysed within the framework of the NCM.

AG: Later on in the paper, Dr. Nachane shows
why systemicfailurerequiresgiving moreweight
to macro-prudential over micro-prudential poli-
cies. But systemic failures arise from feedbacks
and contagion across markets, and therefore the
analytical frame must include severa markets-
this is precisely what general equilibrium that
includes frictions and imperfections, tries to do,
even as it provides the necessary discipline and
framework of analysis. So, macroeconomics
cannot dispense with general equilibrium, but
must include the relevant market failures. In any
complex system, her ability to include and
emphasise the correct components tests the skill
of the analyst or the policy maker. (p. 404)

DMN: | think the entire focus on understanding
macroeconomics through micro-foundations and
general equilibrium of markets is misplaced. If
genera equilibrium theories were sufficiently
developed to take full account of the externalities
and disequilibriathat typically occur inamodern
world financial crisis, then perhaps this route to
macroeconomic analysis could have been
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appropriate and would haveyielded useful policy
guidelines. However, general equilibrium theory
till continues to be based on the paradigm of the
representative agent and an overall economic
equilibrium, arrived at by aggregating over
individual demand/supply curvestoarriveat their
market counterparts. Such a procedure is valid
under very restricted assumptions [see Fisher,
1992] and is also subject to the "fallacy of com-
position” critique [see Kirman, 1992]. A more
forma criticism comes from the successive
writings of Debreu [1974], Sonnenschein [1972]
and Mantel [1974], and goes by the name of the
DSM theorem. In spite of Hahn's[1975] admis-
sion that the DSM results are "most damaging to
neoclassical theory" (and by implication, the
representative agent model), the mainstream
economics profession seems to have largely
ignored theseimplications, (plausiblereasonsfor
thisneglect are discussed in Hodgson [1997] and
Rizvi [1994]). From theregulatory point of view,
what is being maintained in my paper is not that
macro-prudential regulation should be pursued
without any micro-prudential norms but simply
that an overt and excessive focus on micro-
prudential regulation could at times be counter-
productive in inducing a sense of false
complacency amongregulators. Puttingit simply,
idiosyncratic risk influences systemic risk but
systemic risk is not a simple aggregator of idio-
syncratic risksin various parts of the system. The
relation between the two is nonlinear and
complex.

AG: He (DMN) criticises monetary policy’s
neglect of asset price bubbles, and therefore is
wary of inflation targeting which can lead to a
neglect of financial stability, and is correctly
worried by the EMH on which many of the
committeesrecommending inflationtargeting for
India are based. (p. 404)

DMN: The entire section on Monetary Policy in
AG’s paper expresses her major points of dif-
ferences with the Urjit Patel Committee Report
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and its emphasis on inflation targeting. As such,
there is little disagreement between us on this
point. Her reservations about the "interest rate
defense” are justified but the solutions that she
advocates, viz., reserves and swaps may only
work inlimited contexts. Asamatter of fact,long
before the current global crisis set in, it was
becoming increasingly evident that the profound
institutional changes set in motion by the
successive globalisation waves of the 1980s and
1990s, had considerably reduced both the man-
oeuvrability space and the efficacy of monetary
policy. Several factors seem to be responsible,
including, most prominently (i) rapid financia
innovation which led to the emergence of severa
new near substitutes for money (i) a relative
declineintherole of banksin credit creation (iii)
the switch-over from a reliance on direct mone-
tary policy instruments, such as Cash Reserve
Ratio (CRR), Statutory Liquidity Ratio (SLR),
credit ceilings, etc., to indirect measures such as
openmarket operations(OM O) and reporates(iv)
the rapid growth of securitisation and (v) unre-
stricted global capital flows. The mechanics via
which such developments weakened the link
between monetary policy and the credit market
have been detailed, for example, in D’Arista
[2009] (to whom we also owe the term "slipping
transmission belt"), Friedman [1999], Disyatat
[2010], etc. Basically, what seems to have hap-
pened is that the above developments have
emasculated the direct effects of OMOs (open
market operations) on the quantum and direction
of credit flows, retarding monetary transmission
and making it less reliable. The primary reason
for monetary policy slippage seemsto stem from
the diminishing roles of commercial banks as
entrecotes of savings and credit. If the transmis-
sion of monetary policy impulses to the macro-
economy is to be strengthened then these
transmission channels have to be extended to
cover al major financial ingtitutions interfacing
inthe savings-credit nexus(and not confined only
to deposit accepting ingtitutions, as at present).
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In this context, an important suggestion made
by a prominent group of macro-economistsled by
Palley [2004, 2006, 2008, and 2010] deserves
serious attention.li They recommend an entire
overhaul in monetary policy thinking via a four-
pronged strategy

(i) Abandoningthecurrent practiceoflevying
reserve requirements on the deposits of a
bank.

Instead imposing reserve requirements on
the loans, differentiated according to the
characteristics (purpose, geographical
location, risk profile, etc.), of theloan, i.e.,
shifting the reserve requirements from the
liability side to the asset side.

Imposing such ABRRs on all important
financial institutions (especially savings
and mortgage institutions, pension funds,
insurance and leasing companies, hedge
funds, etc.).

Retaining all other current features of
regulation such as the system of capital
requirements, loan loss provisioning, etc.
but expanding their scopeto all financial
institutions.

(i)

(iii)

(iv)

The system of ABRRs being proposed here
differs from selective credit controls in one
important regard. Selective credit controls
essentiallyrestrict thequantumof credit extended
by banks against certain commodities by reduc-
ing the value of the collateral. They are thus a
rationing device and hence asatool of allocation
of credit inferior to ABRRs, which are a price-
based measure.

AG: "An Indian Perspective" is part of thetitle
of the paper, but the analysis of regulatory
changes following the GFC (global financial
crisis), whileadmirably thorough, tendsto follow
the international literature (p. 406).

DMN: | amvery grateful to AG for thiscriticism,
whichdidapplytotheearlier versionof my paper.
| have now revised the later sections of my paper
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(Sections 6 to 9) and discuss several issues
specific to the Indian context, especially the
recommendations of the FSLRC. Our respective
critiques of the FSLRC (though written inde-
pendently) are in broad agreement, except that
on the issue of principles-based versus
rules-based regulation her critique of the FSLRC
is somewhat more moderate than mine. One
particular aspect to which | have drawn specific
attention in my paper is the FS.RC recom-
mendation regarding independence of regu-
lators. Here the FSLRC seems to interpret
Regulatory and Supervisory Independence
(RY)2 in the narrower sense as independence
fromthe gover nment but not in the broader sense
encompassing also independence from the
industry and financial markets (regulatory cap-
ture). The neglect of RS assumes importance
when one considers the fact that almost all
episodes of financial distress have been asso-
ciated with a weak RS .3 While independence of
the regulatory (and/or supervisory) agency is
now recognised as the sine gua non of successful
regulation in all spheres, the need for such
independence is paramount for financial sector
regulator(s), since financial stability partakes of
the nature of a public good [ Goodhart, 2008] .

AG: Any discussion of financial stability in India
must also include an analysis of financial inclu-
sion and a sustainable expansion of financial
services, beyond just credit, to the poor. (p. 416)

DMN: I must thank AG for bringing thiskey point
to my attention. It had somehow escaped my
attention in the earlier draft of the paper. | have
now added a separate section which studies the
interrelationship between financial inclusionand
financial stability.

NOTES

1. There have been several notable precursors to this
suggestionincluding most prominently Thurow (1972), Pollin
(1993), Friedman (1999), Reati & Toporowski (2004) etc. But
Palley (op. cit) has been persevering with the idea for a



considerable time and seemsto have worked out most of the
important micro and macro-economic aspects. Hence,
ABRRs are closely associated with his name.

2. RSl is often confused with central bank independence
(CBI), though as stressed in the literature (see Lastra (1996),
Taylor & Fleming (1999), Quintyn & Taylor (2002) ), thetwo
are conceptualy distinct and need not necessarily co-exist
even when the regulation & supervision functions and the
monetary policy functions are vested in the same authority.
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3 See De Krivoy [2000] for the Venezuelan experience
of the mid-1990s, Lindgren et a., [1999] for the East Asian
experience, Hartcher [1998] for Japan, etc.

i. There have been several notable precursors to this
suggestionincluding most prominently Thurow (1972), Pollin
(1993), Friedman (1999), Resati & Toporowski (2004), etc.
But Palley (op. cit) has been persevering with the idea for a
considerable time and seemsto have worked out most of the
important micro and macro-economic aspects. Hence,
ABRRs are closely associated with his name.
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RESPONSE TO GANGADHAR DARBHA

Dr. Gangadhar Darbha tragically expired a few
weeks prior to the completion of my response to
his comments. | have known himfor the last two
decades as an extremely intelligent and incisive
scholar with deepinterestsin economic theory as
well as their policy fall-outs. In his death the
profession has lost an economist of great
potential and those of uswho knew himper sonally
have lost a warm and wonderfully generous
friend.

A part of theresponses bel ow was prepared after
Gangadhar’s demise. However in the interest of
honest academic debate, | have discussed the
issues raised by him purely on their merit, dis-
tancing them appropriately from my personal
sorrow at his premature departure.

Let me begin by complimenting Gangadhar
Darbha (henceforth GD) for so neatly categoris-
ing the issues raised in my paper under the
three-fold taxonomy: (i) academic consensus (ii)
public policy and (iii) organisational design. He
has offered a number of interesting observations
on each of these three setsof issuesand | will try
to respond to the most significant of these below.

GD: ...while there is academic consensus built
up over yearsaround crisisevents, thereisalimit
to the relevance of academic consensus in the
process of development of the event itself. (p.
422)

DMN: | am equally convinced about theveracity
of this assertion. Market participants act in
blissful unawareness of current academic con-
troversies. And perhaps as GD later observes the
mar ket heuristics are almost surely orthogonal to
the academic consensus. Equally true is the fact
that academicsintheir actionsaseconomic agents
rarely display much faith in their textbook theo-
ries(GD guotesthe exampleof Fisher Black). But
what GD overlooksisthat theregulatory response

tomarket devel opmentsisvery strongly informed
by the current academic consensus. Astwo prime
examples one may think of the IMF structural
adjustment programmes so strongly influenced
by the Washington consensus and the strong hold
of the Jackson Hole consensus on Fed monetary
policy making inthe eraof the Great M oderation.
Thus, the academic consensushasto bear itsshare
of responsibility in the unfolding of the recent
global crisis. And thisis precisely my reason for
discussing the limitations of the New Consensus
Macroeconomics at some length in my paper.

GD: When we talk about the cost of inflation
targeting we should compare it with the cost of
inflation non-targeting. (p. 423)

DMN: This statement | find very difficult to
support. Advocates of a particular viewpoint
often dlip into aphilosophical solecism. Theidea
that isbeing supportedispresented under themost
idealised set of circumstances, whereas the
contra-view is presented under the worst-case
scenario (thus GD seems to imply non-inflation
targeting as an invitation to "unbridied com-
modity inflation™, when the empirical record on
inflation of countries like the US (a non-targeter
till very recently) has been fairly impressive. As
amatter of fact, what is required isacomparison
of the two proposals under their most plausible
scenarios. Admittedly, this may be difficult to
accomplish empirically. In the absence of
empirical evidence, too strong a case need not be
made for either viewpoint. And if the existing
arrangement has worked out well so far, thereis
no point to launch a new experiment guided
purely by non-contextual experience. This was
the underlying theme of my critique of the Urjit
Patel Committee Report (which | have devel oped
in detail elsewhere [see Nachane, 2014]).

GD: The RBI isitself becoming the net hedger
of the entire system. (p. 424)
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DMN: This statement possessed considerable
forceafew yearsago, but inthe last five years or
s0, the RBI hasprogressively introduced hedging
instruments in the market such as Interest Rate
Swaps (3 months to 5 years), Forward Rate
Agreements, Currency Options (up to 2 years),
Currency Swaps (1 - 5 years), Commodity
Derivatives, Equity Derivatives, etc. [see Das,
2015]. Regulators are often blamed for being
hesitant in the introduction of new hedging
instruments. The RBI in particular hasbeen at the
receiving end of much criticism in this regard
from financial market participants and financia
analysts. But the fact of the matter is that most
hedging instruments can also be used for specu-
lation, and unless proper safeguards are in place
a mere multiplication of such instruments can
aggravate rather than mitigate systemic risk. The
critical role played by the credit default swapsin
the recent global crisis should serve as a cau-
tionary tale.

GD: ...if theincentives arelocated such that you
are going to create a response which is going to
be financially fragile anyway, then these sys-
tematic failures cannot be avoided. (p. 424)

DMN: Thisisavery important point and even
though | had taken note of it in my paper (see
page 5, Section 1) | had not devel oped the theme
fully. Asamatter of fact, aconsiderableliterature
exists on precisely how the pay levels and pay
structures in banks created a skewed incentive
system that favoured excessive risk-taking.
Firstly, asdetailed in Bebchuk and Fried [2004],
Jenkins and Masters [2009], etc., in most banks
executives pay-outs were strongly linked to
short-term results and virtualy delinked from
long-term shareholder value. Secondly, executive
compensation was insulated from losses to con-
tributors of capital other than ordinary share-
holders such as debenture holders, bond holders,
guarantorsof capital, etc. [ See Bhattacharyyaand
Purnanandam, 2011; Chesney et al, 2011, etc.].
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While the fact that these perverse incentives
do encourage risk-taking by banks beyond the
optimal level seemsunquestionableand borneout
by several recent empirical studies, [e.g., Spin-
dler, 2011; Tung, 2010, etc.], themoreinteresting
guestion is how such a system of incentives gets
perpetuatedinamoderneconomy. Sharma[2012]
in his detailed analysis, locates the causes of this
persistence in four factors' (i) Failure of share-
holder disciplineto curb excessiverisk taking by
banks, hedge funds and mutual funds. (ii)
Growing concentration in the finance industry
leading to increasing lobbying power with regu-
lators and governments and in extreme cases
leading to "regulatory capture”. (iii) The"closed"
and specialised nature of the market for finance
professionals and (iv) as a special factor for the
US the prolonged boom of the 1990s which
seemed to encourageaphilosophy of thefinancial
sector being aleading sector in the prosperity of
anation.

Various suggestions have been proposed to
align financial pay structures with an incentive
scheme that does not encourage excessive risk-
taking. Such suggestions include the following
[see Bebchuk and Fried, 2010; FSB, 2009;
Larcker etal., 2014, etc.]: (i) Modifying financia
sector pay structures to take into account long-
term shareholder value (ii) Rewarding financia
executives not only for profit making but also for
managing risk (as GD suggests) (iii) Linking pay
levelstothelevel of capital holdingsof afirm (iv)
Paying attention to long-term returns of other
contributors to capital (apart from shareholders)
of financial firms.

However, the difficulties in the implementa-
tion of such a modified pay structure may be
illustrated by a case study from our own country
. Some time in May 2007 in an address to the
Confederation of Indian Industry (CIl) the then
Prime Minister Manmohan Singh had cautioned
the business community against "excessive
remunerationto promotersand senior executives'
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[see Dasgupta, 2007, for more details]. Immedi-
ately there was a hue and cry from the corporate
sector [see Times of India, 27 May, 2007]. In the
teeth of such determined opposition, nothing
further seems to have emerged on this matter. It
appears that the most sacred of cows in atradi-
tionally cow-worshipping country isthesalary of
corporate executives!!

NOTE

11 only list these factors here. Reference may be made to
Sharma (2012) for details.
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RESPONSE TO MIHIR RAKSHIT

Prof. Mihir Rakshit (henceforth MR) has raised
three key issuesin his commentary on my paper.
Let me try to respond to these in succession.

MR: It cannot be sufficiently emphasised that for
containing sectoral bubbles and imbalances the
central bank needs to curb financial flows to the
overheated asset market, not impose restrictions
on credit in general. (p. 428)

DMN: MR is absolutely right in claiming that
asset price bubbles are often sectoral, and hence
merit a sector-based response rather than a blunt
overall response of monetary restraint. MR's
critique is possibly provoked by the following
statement in my paper "Firstly monetary policy
could be made responsive to asset price devel-
opments, either by using asset prices as explicit
targets (as originally suggested by Goodhart
[1995]) or minimally asindicators” (p. 13). | must
acknowledge that | should have clarified better
my own position in this regard, viz., that asset
prices (and their sectoral distribution) should be
used as "indicators' in deciding the monetary
policy stance and not as explicit "targets’ a la
Goodhart [1995] . Elsewhere [ Nachane, 2013], |
have indeed drawn attention to this problem in
detail.".... asnoted by Palley[ 2008, p. 6], raising
interest rates to moderate a bubble build-up can
have"blunderbuss" effect. Firstly, higher interest
rates may adversely affect the investment com-
ponent of aggregatedemand. Secondly, inaworld
of free international capital mobility, higher
interest ratesby attractingcapital inflowscanlead
to exchange rate appreciation thus having an
adverse effect on the balance of payments.
Thirdly, bubbles can be confined to particular
sectors or geographical regions, and a blanket
risein the overall interest rate may inflict long-
term damage on these non-affected sectors or
regions. ... ...asset based reserve requirements
(ABRRs), offer a possibleway out of both the debt
footprint and the blunder buss effects”. [ Nachane,

op. cit., p. 97]. Theconcept of ABRRsisdiscussed
indetail in my responseto one of Ashima Goyal’s
comments. Thus, all inall, myviewsrunveryclose
to those of MR on thisissue, though this escaped
a very precise articulation in my paper under
discussion.

MR: A magjor deficiency of the post-crisis liter-
ature on financia fragility consistsin its neglect
of the role of rea and/or financial sector
imbal ances even when they are not accompanied
with a cumulative rise in asset prices. Such
imbalances tend to erode resilience of banks and
end up in systemic financial problems, the reso-
[ution of which is often difficult and long-drawn
(p. 428)

DMN: | agree with MR that relatively little
attentionhasbeen paidintheliteraturetotherole
of the build-up of real and financial sector
imbalances in the precipitation of crises. The
historical paradigm of banks as purveyors of
short term credit has prevented a proper appre-
ciation of the changing reality of universal
banking, wherein banks are losing their pristine
commercial/merchant character and are
increasingly taking on the role of investment
vehicles. Section 7 of my paper presents a broad
overview of prudential standards currently in
effect, which do pay a great deal of attention to
issues such as quality of capital of financial
institutions and banks, pro-cyclicality of capital
requirements, leverage, loan-loss provisioning
norms, etc. But admittedly more needsto be done
onthisfront. Basel 111 hasbeen strongly informed
with this concern and has several provisions to
deal with additional issues not hitherto consid-
ered by regulators such as (i) Minimum Core
liquidity ratios (core funding=time deposits +
other sources of long-term funding /total liabili-
ties) (ii) Establishment of central counter-parties
for interbank lending (iii) Putting in place a
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risk-based deposit insurance system (iv) Regu-
latory code of conduct for Credit Rating Agen-
cies, etc. As India is expected to switch over to
Basel |1l progressively from 2017 onwards, it is
to be expected that the issues raised by MR will
be dealt with more adequately.

MR: Thus the stress tests conducted by the
authorities in the USA and other countries for
assessing the vul nerability/robustnessof abank’s
balance sheet do not factor in the macroeconomic
ramifications of the shocks, their feed-backs and
their dynamic implicationsfor the stability of the
financial system. (p. 429)

DMN: At onelevel, MR's statement sounds a bit
too severe, since most central banks in their
systemic risk surveys pay considerable attention
tomacroeconomicrisks (alongwith several other
risk parameters). To quote from the June 2015
Financial Stability Report of the RBI

"The systemic risk survey (SRS), the eighthiin the
series was conducted in April 20151 to capture
the perceptions of experts, including market
participants, on the major risks the financial
systemis facing. The results indicate that global
risks and macroeconomic risks continued to be
perceived as major risks affecting the financial
system. ...Within global risks, the risk of a global
slowdown and global funding risks remained
unchanged at an elevated mode in the current
survey. While the sovereign risks increased to
medium risk category in this survey, the global
inflation risk indicated upward shift to high risk
category among the global risk factors ...Within
the macroeconomic risk category, risks from
deterioration in the domestic economic outlook
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increasedintothehighrisk categoryinthecurrent
survey. Therisksonaccount of domesticinflation,
current account deficit and fiscal risks have
declined considerably in the current survey. The
risks emanating from slow pace of infrastructure
devel opment, capital inflows/outflows and cor-
porate sector, though marginally receded, were
till perceivedtoremaininthehighrisk category”
[RBI, op. cit. p. 64].

But if MR's statement is taken to imply that
central banks do not have an adequate modeling
framework to factor in macroeconomic risks to
bank balance sheets, the statement assumes full
force. The existing dynamic stochastic general
equilibrium (DSGE) models constituting the
central banks' singleweapon to analysea variety
of regulatory policy issues are singularly ill-
adapted to accommodate detailed impact analy-
sis of macroeconomic shocks on individual bank
balance sheets. Some of the alternatives
suggested include: (1) Network Approach which
tracksthe transmission of financial stress across
the banking systemvia linkagesin the interbank
market (2) Co-Risk Model in which market data
on credit default swaps (CDS) is used to assess
how default risk istransmitted acrossinstitutions
(3) Distress Dependence Matrices in which a
select group of ingtitutions is assessed and for
eachpair of institutions, distressprobabilitiesare
worked out conditional on the status in other
institutions and (4) Default Intensity Modes to
assessthelikelihood of default of alargefraction
of financial institutions, which is calculated
through their linkages. |1 am not sure how far
EME central banks are equipped to handle the
data base requirements of such approaches.
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The purpose of thissection isto make availableto the
readers official documents such as reports of commit-
tees, commissions, working groups, task forces, etc.,
appointed by various ministries, departments, agencies
of central and state governments and international
organisations, which are not readily accessible either
becausethey areold, or because of theusua problems
of acquiring governmental publications, or becausethey
wereprinted but not published, or because they were not
printed and remained in mimeographed form. We also
present in this section, official documents compiled
from scattered electronic and/or other sources for ready
reference of thereaders. It will bedifficult and probably
not worthwhile to publish the documents entirely. We
shall publish only such parts of them as we think will
interest our readers. The readers are requested to send
their suggestions regarding official documents or parts
thereof for inclusion in this section.

We are aso keen to publish Papers, Notes or Com-
ments based onthe material included inthissection. We
invite the readers to contribute the same to our journal,
which we shall consider for publication in subsequent
issues of the journal, after the usual refereeing process.

In the present section, we publish:

1. Report of The High-Level Group on Financial
Supervision in the EU, (Chairman: Jacques de
Larosiére) Chapters 1, 2, 3and 4.

2. Report of International Monetary Fund, Global
Financial Stability Report, April 2015, Chapter 1.

3. lbid., Navigating Financial Challenges Ahead,
October 2009, Annex 1.1. Global Financial Stability
MAP: Construction and Methodology

4. Reserve Bank of India, Financial Stability Report,
June 2015.



THE HIGH-LEVEL GROUP ON FINANCIAL SUPERVISION IN THE EU
Brussels, 25 February 2009
ThedelLarosihre Group JacquesdeLarosihre Chairman

AVANT-PROPOS

I would like to thank the President of the
European Commission, Josi Manuel Barroso, for
the very important mandate he conferred on me
in October 2008 to chair an outstanding group of
people to give advice on the future of European
financial regulation and supervision. The work
has been very stimulating. | am grateful to all
members of the group for their excellent con-
tributionsto thework, and for all other viewsand
paperssubmitted to usby many interested parties.

This report is published as the world faces a
very serious economic and financial crisis.

The European Union is suffering.
An economic recession.
Higher unemployment.

Huge government spending to stabilize the
banking system - debts that future generations
will have to pay back.

Financial regulation and supervision have
been too weak or have provided the wrong
incentives. Global markets have fanned the con-
tagion. Opacity, complexity have made things
much worse.

Repair is necessary and urgent.

Action is required at al levels - Global,
Europeanand National andinall financial sectors.

We must work with our partners to converge
towards high global standards, through the IMF,
FSF, the Basel committee and G20 processes.
This is critical. But let us recognize that the
implementation and enforcement of these stan-
dards will only be effective and lasting if the
European Union, with the biggest capital markets
intheworld, hasastrongandintegrated European
system of regulation and supervision.

In spite of some progress, too much of the
European Union’s framework today remains
seriously fragmented. The regulatory rule book
itself. The European Unions’ supervisory struc-
tures. Its crisis mechanisms.

This report lays out a framework to take the
European Union forward.

Towards a new regulatory agenda - to reduce
risk and improve risk management; to improve
systemic shock absorbers; to weaken pro-cyclical
amplifiers; to strengthen transparency; and to get
the incentivesin financial markets right.

Towards stronger coordinated supervision -
macro-prudential and micro-prudential . Building
on existing structures. Ambitiously, step by step
but with a simple objective. Much stronger,
coordinated supervision for all financial actorsin
the European Un ion. With equivalent standards
for all, thereby preserving fair competition
throughout the internal market.

Towards effective crisis management proce-
dures - to build confidence among supervisors.
Andreal trust. With agreed methods and criteria.
Soal Member Statescanfeel that their investors,
their depositors, their citizens are properly pro-
tected in the European Union.

In essence, we have two aternatives: the first
"chacun pour soi" beggar-thy-neighbour solu-
tions; or the second - enhanced, pragmatic, sen-
sible European cooperation for the benefit of all
to preserve an open world economy. This will
bring undoubted economic gains, and thisiswhat
we favour.

We must begin work immediately.

Jacquesde Larosihre
Chairman
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DISCLAIMER

The views expressed in this report are those of
the High-Level Group on supervision. The
Members of the Group support al the recom-
mendations. However, they do not necessarily
agreeon al the detailed points madein thereport.

1)

2)

INTRODUCTION

Since July 2007, the world has faced, and
continues to face, the most serious and
disruptive financial crisis since 1929.
Originating primarily inthe United States,
the crisisis now global, deep, even wors-
ening. It hasproventobehighly contagious
and complex, rippling rapidly through
different market segments and countries.
Many parts of the financial system remain
under severe strain. Some markets and
institutions have stopped functioning.
This, in turn, has negatively affected the
real economy. Financial markets depend
on trust. But much of this trust has evap-
orated.

Significant global economic damage is
occurring, strongly impacting on the cost
and availability of credit; household bud-
gets; mortgages, pensions; big and small
company financing; far more restricted
access to wholesale funding and now
spillovers to the more fragile emerging
country economies. The economiesof the
OECD are shrinking into recession and
unemployment is increasing rapidly. So
far banks and insurance companies have
written off morethan 1trillioneuros. Even
now, 18 months after the beginning of the
crisis, the full scale of the losses is
unknown. Since August 2007, falls in
global stock markets alone have resulted
in losses in the value of the listed com-
panies of more than € 16 trillion, equiva-
lent to about 1.5 times the GDP of the
European Union.

3)

4)

5)

6)
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Governmentsand Central Banksacrossthe
world have taken many measuresto try to
improvethe economic situation and reduce
the systemic dangers. economic stimulus
packagesof variousforms; hugeinjections
of Central Bank liquidity; recapitalising
financial ingtitutions; providing guaran-
tees for certain types of financial activity
and in particular inter-bank lending; or
through direct asset purchases, and " Bad
Bank" solutions are being contemplated
by some governments. So far there has
been limited success.

The Group believes that the world's
monetary authoritiesanditsregulatory and
supervisory financial authorities can and
must do much better in the futureto reduce
the chances of eventslike these happening
again. Thisis not to say that al crises can
be prevented in the future. Thiswould not
bearealistic objective. But what could and
should be prevented isthe kind of systemic
and inter-connected vulnerabilities we
have seen and which have carried such
contagious effects. To prevent the recur-
rence of this type of crisis, a number of
critical policy changes are called for.
These concern the European Union but
also the global system at large.

Chapter 1 of thisreport beginsby analysing
the complex causes of thisfinancial crisis,
a sine qua non to determine the correct
regulatory and supervisory responses.

CHAPTER I: CAUSES OF THE FINANCIAL CRISIS

M acr oeconomic issues

Ampleliquidity and low interest rateshave
been the major underlying factor behind
the present crisis, but financial innovation
amplified and accelerated the conse-
guencesof excessliquidity and rapid credit
expansion.  Strong  macro-economic
growth since the mid-nineties gave an
illusion that permanent and sustainable



454

7)

8)

9)

JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY

high levels of growth were not only pos-
sible, but likely. This was a period of
benign macroeconomic conditions, low
rates of inflation and low interest rates.
Credit volume grew rapidly and, as con-
sumer inflation remained low, central
banks- particularly inthe US - felt no need
tighten monetary policy. Rather thanin the
prices of goods and services, excess
liquidity showed up in rapidly rising asset
prices. These monetary policies fed into
growingimbalancesinglobal financial and
commodity markets.

In turn, very low US interest rates hel ped
create a widespread housing bubble. This
was fuelled by unregulated, or insuffi-
ciently regulated, mortgage lending and
complex securitization financing
techniques. Insufficient oversight over US
government sponsored entities(GSEs) like
Fannie Mae and Freddie Mac and strong
political pressure on these GSEs to pro-
mote home ownership for low income
households aggravated the situation.
Within Europe there are different housing
finance models. Whilst a number of EU
Member States witnessed unsustainable
increasesin house prices, in some Member
States they grew more moderately and, in
general, mortgage lending was more
responsible.

Inthe US, personal saving fell from 7% as
apercentage of disposableincomein 1990,
to below zeroin 2005 and 2006. Consumer
credit and mortgages expanded rapidly. In
particular, subprime mortgage lending in
theUSrosesignificantly from $180billion
in 2001 to $625 billion in 2005.

This was accompanied by the accumula-
tion of huge global imbalances. The credit
expansion in the US" was financed by
massive capital inflows from the major

10)
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emerging countries with external sur-
pluses, notably China. By pegging their
currencies to the dollar, China and other
economiessuch as Saudi Arabiain practice
imported loose US monetary policy, thus
allowing globa imbalances to build up.
Current account surpluses in these coun-
tries were recycled into US government
securities and other lower-risk assets,
depressing their yields and encouraging
other investors to search for higher yields
from more risky assets...

In this environment of plentiful liquidity
and low returns, investors actively sought
higher yields and went searching for
opportunities. Risk became mis-priced.
Those originating investment products
responded to this by developing more and
more innovative and complex instruments
designed to offer improved yields, often
combined with increased leverage. In
particular, financial institutions converted
their loans into mortgage or asset backed
securities (ABS), subsequently turned into
collateralised debt obligations (CDOs)
often via off-balance special purpose
vehicles(SPVs) and structured investment
vehicles (SIVs), generating a dramatic
expansion of leverage within the financial
system as a whole. The issuance of US
ABS, for example, quadrupled from $337
billion in 2000 to over $1,250 hillion in
2006 and non-agency US mortgage-
backed securities (MBS) rose from
roughly $100 billion in 2000 to $773
billion in 2006. Although securitisation is
in principle adesirable economic model, it
was accompanied by opacity which cam-
ouflaged the poor quality of theunderlying
assets. Thiscontributedto credit expansion
and the belief that risks were spread.

1. Evidenced by a current account deficit of above 5% of GDP (or $700 hillion ayear) over a number of years.
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Thisled toincreases in leverage and even
morerisky financial products. Inthemacro
conditions preceding the crisis described
above, high levels of liquidity resulted
finally inrisk premiafalling to historically
low levels. Exceptionally low interest
rates combined with fierce competition
pushed most market participants - both
banks and investors - to search for higher
returns, whether through an increase in
leverage or investment in more risky
financial products. Greater risks were
taken, but not properly priced as shown by
thehistorically very low spreads. Financial
institutions engaged in very high leverage
(on and off balance sheet) - with many
financial institutions having a leverage
ratio of beyond 30 - sometimes as high as
60 - making them exceedingly vulnerable
to even amodest fall in asset values.
These problems developed dynamically.
The rapid recognition of profits which
accounting rulesallowed led bothto aview
that risks were falling and to increases in
financial results. This combination, when
accompanied by constant capital ratios,
resulted in a fast expansion of balance
sheets and made institutions vulnerable to
changes in valuation as economic cir-
cumstances deteriorated.

Risk management

13)

There have been quite fundamental fail-
ures in the assessment of risk, both by
financial firmsand by thosewho regulated
and supervised them. There are many
manifestations of this: amisunderstanding
of the interaction between credit and
liquidity and a failure to verify fully the
leverage of institutions were among the
most important. The cumulative effect of
thesefailureswas an overestimation of the
ability of financial firms as a whole to
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manage their risks, and a corresponding
underestimation of the capital they should
hold.

The extreme complexity of structured
financial products, sometimes involving
severa layers of CDOs, made proper risk
assessment challenging for even the most
sophisticated in the market. Moreover,
model-based risk assessments underesti-
mated the exposure to common shocksand
tail risks and thereby the overall risk
exposure. Stresstesting too often was
based on mild or even wrong assumptions.
Clearly, no bank expected atotal freezing
of the inter-bank or commercial paper
markets.

This was aggravated further by a lack of
transparency in important segments of
financial markets - even within financia
institutions AV and the build up of a
"shadow" banking system. Therewaslittle
knowledge of either the size or location of
credit risks. While securitised instruments
were meant to spread risks more evenly
across the financial system, the nature of
the system made it impossible to verify
whether risk had actually been spread or
simply re-concentrated inlessvisible parts
of the system. This contributed to uncer-
tainty on the credit quality of counterpar-
ties, a breakdown in confidence and, in
turn, the spreading of tensions to other
parts of the financial sector.

Two aspects are important in this respect.
First, the fact that the Basel 1 framework
did not cater adequately for, and in fact
encouraged, pushing risk taking off
balance-sheets. This has been partly cor-
rected by the Basel 2 framework. Second,
the  explosive growth of the
Over-The-Counter  credit  derivatives
markets, which were supposed to mitigate
risk, but in fact added to it.
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The originate-to-distribute model as it
developed, created perverse incentives.
Not only did it blur the relationship
between borrower and lender but also it
diverted attention away from the ability of
theborrower to pay towardslending - often
without recourse - against collateral. A
mortgage lender knowing beforehand that
he would transfer (sell) his entire default
risks through MBS or CDOs had no
incentiveto ensure highlending standards.
Thelack of regulation, in particular on the
US mortgage market, made things far
worse. Empirical evidence suggests that
there was a drastic deterioration in mort-
gage lending standards in the US in the
period 2005 to 2007 with default rates
increasing.

This was compounded by financial insti-
tutions and supervisors substantially
underestimating liquidity risk. Many
financial institutions did not manage the
maturity transformation process with suf-
ficient care. What looked like an attractive
business model in the context of liquid
money marketsand positively slopedyield
curves(borrowing short and lendinglong),
turned out to be a dangerous trap once
liquidity in credit marketsdried up and the
yield curve flattened.

Therole of Credit Rating Agencies

19)

20)

Credit Rating Agencies (CRAS) lowered
theperceptionof creditrisk by givingAAA
ratingsto the senior tranches of structured
financial products like CDOs, the same
rating they gave to standard government
and corporate bonds.

Themajor underestimation by CRAsof the
credit default risks of instruments collat-
eralised by subprime mortgages resulted
largely from flaws in their rating
methodologies. The lack of sufficient
historical datarelatingtothe US sub-prime

21)
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market, the underestimation of correla-
tions in the defaults that would occur
during adownturn and theinability totake
into account the severe weakening of
underwriting standards by certain origi-
nators have contributed to poor rating
performances of structured products
between 2004 and 2007.

The conflicts of interests in CRAs made
matters worse. The issuer-pays model, as
it has developed, has had particularly
damaging effects in the area of structured
finance. Since structured products are
designed to take advantage of different
investor risk appetites, they are structured
for each tranche to achieve a particular
rating. Conflicts of interests become more
acuteastherating implicationsof different
structures were discussed between the
originator and the CRA. Issuers shopped
around to ensure they could get an AAA
rating for their products.

Furthermore, the fact that regulators
required certainregul ated investorstoonly
invest in AAA-rated products also
increased demandfor suchfinancial assets.

Corporate gover nance failures

Failures in risk assessment and risk man-
agement were aggravated by the fact that
the checks and balances of corporate
governance also failed. Many boards and
senior managements of financia firms
neither understood the characteristics of
the new, highly complex financial prod-
uctsthey were dealing with, nor were they
aware of the aggregate exposure of their
companies, thus seriously underestimating
the risks they were running. Many board
members did not provide the necessary
oversight or control of management. Nor
did the owners of these companies - the
shareholders.
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Remuneration and incentive schemes
within financial institutions contributed to
excessive risk-taking by rewarding short-
term expansion of the volume of (risky)
trades rather than the long-term
profitability of investments. Furthermore,
shareholders pressure on management to
deliver higher share prices and dividends
for investors meant that exceeding
expected quarterly earnings became the
benchmark for many companies per-
formance.

Regulatory, supervisory and crisis manage-
ment failures

25)

26)

These pressures were not contained by
regulatory or supervisory policy or prac-
tice. Some long-standing policies such as
the definition of capital requirements for
banksplaced too much reliance on both the
risk management capabilities of the banks
themselvesand on the adequacy of ratings.
In fact, it has been the regulated financial
institutions that have turned out to be the
largest source of problems. For instance,
capital requirements were particularly
light on proprietary trading transactions
while (as events showed later) the risks
involved inthesetransactions proved to be
much higher than the internal models had
expected.

One of the mistakes made was that insuf-
ficient attention was given to the liquidity
of markets. In addition, too much attention
was paid to each individual firm and too
littletotheimpact of general devel opments
on sectors or markets as a whole. These
problems occurred in very many markets
and countries, and aggregated together
contributed substantially to the devel oping
problems. Once problems escalated into
specific crises, therewerereal problems of
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information exchange and collective
decision making involving central banks,
supervisors and finance ministries.
Derivatives markets rapidly expanded
(especially credit derivatives markets) and
off-balance sheet vehicleswereallowed to
proliferate®V  with credit derivatives
playing a significant role triggering the
crisis. While US supervisors should have
been able to identify (and prevent) the
marked deterioration in mortgage lending
standards and intervene accordingly, EU
supervisors had a more difficult task in
assessing the extent to which exposure to
subprime risk had seeped into EU-based
financial institutions. Nevertheless, they
failed to spot the degreeto which anumber
of EU financia institutions had accumu-
lated - often in off balance-sheet
constructions- exceptionally high
exposure to highly complex, later to
become illiquid financial assets. Taken
together, these devel opmentsled over time
to opacity and alack of transparency.
This points to serious limitations in the
existing supervisory framework globally,
bothin anational and cross-border context.
It suggests that financial supervisors fre-
guently did not have and in some casesdid
not insist in getting, or received too late,
all the relevant information on the global
magnitude of the excess leveraging; that
they did not fully understand or evaluate
the size of the risks; and that they did not
seem to share their information properly
with their counterparts in other Member
States or with the US. In fact, the business
model of US-type investment banks and
the way they expanded was not really
challenged by supervisors and standard
setters. Insufficient supervisory and reg-
ulatory resources combined with an inad-
equate mix of skills as well as different
national systems of supervision made the
situation worse.
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Regulators and supervisorsfocused on the
micro-prudential supervision of individual
financial institutions and not sufficiently
onthe macro-systemic risks of acontagion
of correlated horizontal shocks. Strong
international competition among financia
centres also contributed to national regu-
lators and supervisors being reluctant to
take unilateral action.

Whilst the building up of imbalances and
risks was widely acknowledged and com-
mented upon, there was little consensus
among policy makers or regulators at the
highest level on the seriousness of the
problem, or on the measures to be taken.
Therewaslittleimpact of early warningin
terms of action - and most early warnings
were feeble anyway.

Multilateral surveillance (IMF) did not
function efficiently, asit did not lead to a
timely correction of macroeconomic
imbalances and exchange rate misalign-
ments. Nor did concernsabout the stability
of the international financial system lead
to sufficient coordinated action, for
example through the IMF, FSF, G8 or
anywhere el se.

Thedynamics of thecrisis

32)

The crisis eventually erupted when infla-
tion pressuresin the US economy required
a tightening of monetary policy from
mid-2006 and it became apparent that the
sub-prime housing bubble in the US was
going to burst amid rising interest rates.
Starting in July 2007, accumulating losses
on US sub-prime mortgages triggered
widespread disruption of credit markets, as
uncertainty about the ultimate size and
location of credit losses undermined
investor confidence. Exposure to these
losses had been spread among financia

33)
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institutions around the world, including
Europe, inter alia via credit derivative
markets.

The pro-cyclical nature of some aspects of
the regulatory framework was then
brought into sharp relief. Financial insti-
tutions understandably tried to dispose of
assets once they realised that they had
overstretchedtheir leverage, thuslowering
market prices for these assets. Regulatory
requirements (accounting rulesand capital
requirements) helped trigger a negative
feed-back |oop amplified by major impacts
in the credit markets.

Financia institutions, required to value
their trading book according to mark-to-
market principles, (which pushed up
profits and reserves during the bull-run)
were required to write down the assets in
their balance sheet asmarketsdel everaged.
Already excessively leveraged, they were
required to either sell further assets to
maintain capital levels, or to reduce their
loan volume. "Fire sales’ made by one
financial institutionin turnforced all other
financial institutionsholding similar assets
to mark the value of these assets down "to
market". Many hedgefundsactedsimilarly
and margin calls intensified liquidity
problems.

Once credit rating agencies started to
revise their credit ratings for CDOs
downwards, banks were required to adjust
their risk-weighted capital requirements
upwards. Once again, aready highly
leveraged, and faced with increasing dif-
ficulties in raising equity, a range of
financial institutionshastened todispose of
assets, putting further pressure on asset
prices. When, despite the fear of possible
negative signalling effects, banks tried to
raisefresh capital, moreor lessat the same
time, they werefaced by weakening equity
markets. This obliged them to look for
funding from sovereign wealth funds and,
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in due course, from heavy state interven-
tion. What wasinitially aliquidity problem
rapidly, for anumber of institutions, turned
into a solvency problem.

The lack of market transparency,
combined with the sudden downgrade of
credit ratings, and the US Government’s
decision not to save Lehman Brothers led
to awide-spread breakdown of trust and a
crisis of confidence that, in autumn 2008,
practicaly shut down inter-bank money
markets, thus creating a large-scae
liquidity crisis, which still weighs heavily
onfinancial marketsinthe EU and beyond.
The complexity of a number of financial
instruments and the intrinsic vulnerability
of the underlying assets also explain why
problems in the relatively small US sub-
prime market brought the global financia
system to the verge of a full-scale
dislocation. Thelonger it took to reveal the
trueamount of losses, themorewidespread
and entrenched the crisis of confidence has
become. Anditremainslargely unresolved
to this day.

The regulatory response to thisworsening
situation was weakened by an inadequate
crisis management infrastructure in the
EU, both in terms of the cooperation
between national supervisorsand between
public authorities. The ECB was among
thefirsttoreact swiftly by provideliquidity
to the inter-bank market. In the absence of
a common framework for crisis manage-
ment, Member States were faced with a
very difficult situation. Especialy for the
larger financia institutions they had to
react quickly and pragmatically to avoid a
banking failure. These actions, given the
speed of events, for obvious reasons were
not fully coordinated and led sometimesto
negative spill-over effects on other Mem-
ber States.
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CHAPTER I1: POLICY AND REGULATORY

REPAIR

I.INTRODUCTION

The present report draws a distinction between
financial regulation and supervision.

38)

39)
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Regulationisthe set of rulesand standards
that govern financial ingtitutions; their
main objective is to foster financial sta-
bility and to protect the customers of
financial services. Regulation can take
different forms, ranging from information
requirements to strict measures such as
capital requirements. On the other hand,
supervision is the process designed to
oversee financial institutions in order to
ensurethat rulesand standardsareproperly
applied. This being said, in practice, reg-
ulationand supervisionareintertwinedand
will therefore, in some instances, have to
be assessed together in this chapter and the
following one.

Asunderlined in the previous chapter, the
present crisis results from the complex
interaction of market failures, global
financial and monetary imbalances, inap-
propriateregul ation, weak supervisionand
poor macro-prudential oversight. It would
besimplisticto believe thereforethat these
problems can be "resolved" just by more
regulation. Nevertheless, it remains the
case that good regulation is a necessary
condition for the preservation of financial
stability.

A robust and competitive financial system
should facilitate intermediation between
those with financial resources and those
with investment needs. Thisprocessrelies
on confidence in the integrity of institu-
tions and the continuity of markets. "This
confidence, taken for granted in
well-functioning financial systems, has
beenlost inthe present crisisin substantial
part due to its recent complexity and
opacity,"Eweak credit standards, mis-
judged maturity mismatches, wildly
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excessive use of leverage on and
off-balance sheet, gaps in regulatory
oversight, accounting and risk manage-
ment practices that exaggerated cycles, a
flawed system of credit ratings and

weakness of governance'.?

All must be addressed. (para 41 omitted
here)

What should be the right focus when
designing regulation? It should concen-
trate on the major sources of weaknesses
of the present set-up (e.g. dealing with
financial bubbles, strengthening regu-
latory oversight on institutions that have
proven to be poorly regulated, adapting
regulatory and accounting practices that
have aggravated pro-cyclicality, promot-
ing correct incentives to good governance
and transparency, ensuring international
consistency in standards and rules as well
as much stronger coordination between
regulators and supervisors). Over-
regulation, of course, should be avoided
because it slows down financia
innovation and thereby undermines eco-
nomic growth in the wider economy.
Furthermore, the enforcement of existing
regulation, when adequate (or improving
itwherenecessary), and better supervision,
can be as important as creating new regu-
lation.

I1. THE LINK BETWEEN MACROECONOMIC AND

43)

REGULATORY POLICY

The fundamental underlying factor which
made the crisis possible was the ample
liquidity and the related low interest rate
conditions which prevailed globally since
the mid-nineties. These conditionsfuelled

2. G30 report, Washington, January 2009.
3. See "the global roots of the current financial crisis and itsimplications for regulation” by Kashyap, Raghuram Rajan
and Stein.
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risk taking by investors, banks and other
financial institutions, leading ultimately to
thecrisis.

Thelowlevel of longterminterest rateover
the last five years - period of sustained
growth - is an important factor that con-
trastswith previous expansionary periods.
Asindustrial economies recovered during
this period, corporate investment did not
pick up aswould have been expected. "As
a result, the worldwide excess of desired
savings over actual investment ... pushed
its way into the main markets that were
openedtoinvestment, housinginindustrial
countries, lifting house prices and rising
residential construction".® This phenom-
enon, which affected also financial assets,
took place in the US but also in the EU,
where significant housing bubbles devel-
oped in the UK, Ireland and Spain.

This explanation is not inconsistent with
the one focusing on excessive liquidity
fuelled by too loose monetary policy.
Actually the two lines of reasoning com-
plement each other: too low interest rates
encouraged investment in housing and
financial assets, but had monetary policy
been dtricter, there would have been
somewhat less expansion in the US, more
limited house prices increases and smaller
current account deficits. By the same
token, if countries with big surpluses had
allowed their currencies to appreciate,
smaller current account deficits and sur-
pluses would have been the consequence.
Thisraisesthe question of what competent
authorities can do in order to at least
mitigate the risks of bubbles building up,
instead of simply intervening ex-post by
injectingliquidity tolimit thedamagefrom
amacro-economic standpoint.
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The lack of precise and credible informa-
tion on whether a given state of asset
markets is aready a bubble is not a
sufficient argument against trying to pre-
vent a serious bubble.
Itiscommonly agreedtoday that monetary
authorities cannot avoid the crestion of
bubbles by targeting asset prices and they
should not try to prick bubbles. However,
they can and should adequately commu-
nicate their concerns on the sustainability
of strong increases in asset prices and
contribute to a more objective assessment
of systemic risks. Equally, they can and
should implement a monetary policy that
looks not only at consumer prices, but also
at overall monetary and credit develop-
ments, and they should be ready to grad-
ually tighten monetary policy whenmoney
or credit grow in an excessive and
unsustainable manner. Other competent
authorities can also use certain tools to
contain money and credit growth. These
are of particular importance in the context
of the euro zone, where country-specific
monetary policies tailored to countries
positions in the economic cycle, and
especialy intheasset market cycle, cannot
be implemented. The following are
examples of regulatory tools which can
help meet counter-cyclical objectives:

- introducing dynamic provisioning or
counter-cyclical reserves on banks in
"good times' to limit credit expansion
and so alleviate pro-cyclicality effects
inthe "bad times';

- making rules on loans to value more
restrictive;

- modifying tax rules that excessively
stimulate the demand for assets.

Thesetools were not, or were hardly, used

by monetary and regulatory authoritiesin

therun-up tothe present crisis. Thisshould
be a lesson for the future. Overal coop-
eration between monetary and regulatory
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authorities will have to be strengthened,
with aview to defining and implementing
the policy-mix that can best maintain a
stable and balanced macro-economic
framework. In this context, it will be
important for the ECB to become more
involved in over-seeing the macro-
prudential aspects of banking activities
(see next chapter on supervision). Banks
should be subject to moreand moreintense
scrutiny as the bubble builds up.

Finally, afar moreeffectiveand symmetric
"multilateral surveillance” by the IMF
covering exchange rates and underlying
economicpoliciesiscalled for if onewants
to avoid the continuation of unsustainable
deficits (see chapter on global issues).

I111. CORRECTING REGULATORY WEAKNESSES

Reforming certain key-aspects of the present
regulatory framework

51)

52)

Althoughtherelativeimportance assigned
to regulation (versus ingtitutional incen-
tives - such as governance and risk
assessment, - or monetary conditions...)
can be discussed, it is a fact that global
financial services regulation did not pre-
vent or at least contain the crisisaswell as
market aberrations. A profound review of
regulatory policy is therefore needed. A
consensus, both in Europe and interna-
tionally, needs to be developed on which
financial services regulatory measures are
needed for the protection of customers, the
safeguarding of financial stability, and the
sustainability of economic growth.

This should be done being mindful of the
usefulnessof self-regulation by the private
sector. Public and self-regulation should
complement each other and supervisors
should check that where there is self-
regulation it is being properly implem-
ented. Thiswasnot sufficiently carried out
in the recent past.
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Thefollowing issues must be addressed as
amatter of urgency.

The Basdl 2 framework

It is wrong to blame the Basel 2 rules per
sefor being one of the major causes of the
crisis. These rules entered into force only
on 1 January 2008 inthe EU and will only
be applicable in the US on 1 April 2010.
Furthermore, the Basel 2 framework con-
tains several improvements which would
have helped mitigate to some extent the
emergenceof thecrisishad they beenfully
applied in the preceding years. For exam-
ple, had the capital treatment for liquidity
lines given to special purpose vehicles
been in application then they might have
mitigated some of the difficulties. In this
regard Basel 2 is an improvement relative
tothe previous"leverageratios' that failed
to deal effectively with off-balance sheet
operations.

TheBasel 2 framework neverthelessneeds
fundamental review. It underestimated
some important risks and over-estimated
banks' ability to handle them. The per-
ceived wisdom that distribution of risks
through securitisation took risk away from
thebanksturned out, onaglobal basis, al'so
to be incorrect. These mistakes led to too
little capital being required. This must be
changed. The Basel methodology seemsto
have been too much based on recent past
economic data and good liquidity condi-
tions.

[Para 55 to 58 omitted here]

Against this background, the Group is of
the view that the review of the Basel 2
framework should be articulated around
the following elements:
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- The crisis has shown that there should
be more capital, and more high quality
capital,inthebanking system, over and
abovethe present regulatory minimum
levels. Banksshould hold morecapital,
especialy in good times, not only to
cover idiosyncratic risks but also to
incorporate the broader macro-
prudential risks. The goal should be to
increase minimum reguirements. This
should be done gradualy in order to
avoid pro-cyclical drawbacks and an
aggravation of the present credit
crunch.

- Thecrisishasrevealed the strong pro-
cyclical impact of the current regu-
latory framework, stemming in
particular from the interaction of
risk-sensitive capital requirementsand
the application of the mark-to-market
principle in distressed market condi-
tions. Instead of having a dampening
effect, the rules have amplified market
trends upwards and downwards - both
in the banking and insurance sectors.

60) How to reduce the pro-cyclical effect of

Basel 2? Of coursg, it is inevitable that a
system based on risk-sensitivity isto some
extent pro-cyclical: during arecession, the
quality of credit deteriorates and capital
requirements rise. The opposite happens
during an upswing. But there is a signifi-
cant measure of "excessive" pro-
cyclicality in the Basel framework that
must be reduced by using severa
methods.*

- concerning the banking book, it is
important that banks, as is the present
rule, effectively assess risks using
"through the cycle" approaches which

4. See Lord Turner, The Financia Crisis and the Future of Financial Regulation, Economoist’s inaugural city Lecture,
21 January 2009.
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would reduce the pro-cyclicality of the
present measurement of probability of
losses and defaullt;

more generally, regulation should
introduce specific counter-cyclical
measures. Thegeneral principleshould
be to slow down the inherent tendency
to build up risk-taking and over-
extension in times of high growth in
demand for credit and expanding bank
profits. In this respect, the "dynamic
provisioning” introduced by the Bank
of Spain appears as a practical way of
dealing with this issue: building up
counter-cyclical buffers, which rise
during expansions and allow them
under certain circumstances to be
drawn down in recessions. Thiswould
befacilitatedif fiscal authoritieswould
treat reserves taken against future
expected losses in a sensible way.
Another method would be to move
capital requirementsin a similar anti-
cyclical way;

this approach makes sense from a
micro-prudential point of view because
it reducestherisk of bank failures. But
it is also desirable from a macro-
prudential and macro-economic per-
spective. Indeed, suchameasurewould
tend to place some restraint on over
rapid credit expansion and reduce the
dangers of market over-reactions dur-
ing recessionary times,

with respect to the trading book of
banks, there is a need to reduce pro-
cyclicality and to increase capita
requirements. The present statistical
VaR models are clearly pro-cyclical
(too often derived, as they are, from
observations of too short time periods
to capture fully market prices move-
ments and from other questionable
assumptions). If volatility goes down
inayear, themodelscombined with the
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accounting rules tend to understate the
risksinvolved (oftenlow volatility and
creditgrowtharesignsof irrational low
risk aversion and hence of upcoming
reversals). More generally, thelevel of
capital required against trading books
has been well too low relative to the
risks being taken in a system where
banks heavily relied on liquidity
through "marketable instruments’
which eventually, when liquidity
evaporated, proved not to be market-
able. If banks engage in proprietary
activitiesfor a significant part of their
total activities, much higher capital
requirements will be needed.
It isimportant that such recommendations
bequickly adopted at international level by
the Basel committee and the FSF who
should define the appropriate details.
Measuring and limiting liquidity risk is
crucial, but cannot be achieved merely
through quantitative criteria. Indeed the
"originate-and-distribute® model which
has developed hand in hand with securiti-
sation has introduced a new dimension to
theliquidity issue. That dimension has not
sufficiently been taken into account by the
existing framework. The assessment by
institutions and regulators of the "right"
liquidity levelsisdifficult becauseit much
depends on the assumptions made on the
liquidity of specific assets and complex
securities as well as secured funding.
Thereforethe assets of the banking system
should be examined in terms not only of
their levels, but also of their quality
(counterparty risk, transparency of com-
plex instruments*E) and of their maturity
transformation risk (e.g. dependence on
short term funding). These liquidity con-
straints should be carefully assessed by
supervisors. Indeed a "mismatch ratio" or
increases in liquidity ratios must be con-
sistentwith thenatureof assetsandthetime
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horizons of their holdings by banks.

The Basel committee should in the future
concentrate more on liquidity risk man-
agement. Even though thisis a very diffi-
cult task, it should comeforward with aset
of norms to complement the existing
gualitative criteria (these norms should
covertheneedtomaintain, giventhenature
of therisk portfolio, an appropriate mix of
long term funding and liquid assets).
[para 62 omitted here]
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63) The EU should agree on a clear, common

and comprehensive definition of own
funds. This definition should in particular
clarify whether, and if so which, hybrid
instruments should be considered as Tier
1. This definition would have to be con-
firmed at international level by the Basel
committee and applied globally.
Consideration should also be given to the
possibility of limiting Tier 1 instruments
in the future to equity and reserves.

Recommendation 1: The Group sees the need for a fundamental review of the Basel 2 rules.

The Basel Committee of Banking Supervisorsshould thereforebeinvited to urgently amendthe

ruleswith a view to:

- gradually increase minimum capital requirements;

- reduce pro-cyclicality, by e.g. encouraging dynamic provisioning or capital buffers;

- introduce stricter rulesfor off-balance sheet items;

- tighten norms on liquidity management; and

- strengthen the rules for bank’s internal control and risk management, notably by rein-
forcing the " fit and proper” criteria for management and board members.

Furthermore, it is essential that rules are complemented by more reliance on judgement.

Recommendation 2: In the EU, a common definition of regulatory capital should be adopted,
clarifying whether, and if so which, hybrid instruments should be considered astier 1 capital.
This definition should be confirmed by the Basel Commiittee.

b) Credit Rating Agencies
66) Giventhepivotal and quasi-regulatory role

67) The Commission has made a proposal for
a Regulation on CRAs. However, the

that they play intoday’ sfinancial markets,
Credit Rating Agencies must be regulated
effectively to ensure that their ratings are
independent, objective and of the highest
possible quality. Thisisall the more true
given the oligopolistic nature of this
business. The stability and functioning of
financial markets should not depend onthe
opinions of a small number of agencies -
whose opinions often were proven wrong,
and who have much too frequently sub-
stitutedfor rigorousduediligenceby firms.

system of licensing and oversight con-
tained in this proposal istoo cumbersome.
The allocation of work between the home
and host authorities, in particular, islikely
to lack effectiveness and efficiency. The
Group is of the view that it would be far
more rational to entrust the Committee of
European Securities Regulators (CESR)
with thetask of licensing CRAsinthe EU,
monitoring their performance, and in the
light of this imposing changes (as is pro-
posed in the new supervisory framework
proposed in the next chapter).
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Beyond this proposal for a Regulation, a
fundamental review of CRAS economic
model should be conducted, notably in
order to eliminate the conflicts of interests
that currently exist. One drawback of the
present model is that CRAS are entirely
financed by theissuersand not by theusers,
whichisasourceof conflict of interest. The
modalities of a switch from the current
"issuer pays' model to a "buyer pays'
model should be considered at interna-
tional level. Furthermore, and even though
thismay well beadifficult task in practice,
consideration should be given to the ways
in which the formulation of ratings could

THE HIGH-LEVEL GROUP ON FINANCIAL SUPERVISION IN THE EU

69)

71)

465

be completely separated from the advice
given to issuers on the engineering of
complex products.

The use of ratings required by some
financial regulations raises a number of
problems, but is probably unavoidable at
this stage. However, it should be signifi-
cantly reduced over time.

[para 70 omitted here]

Finally, the rating of structured products
should betransformed with anew, distinct
code aerting investors about the com-
plexity of the instrument.

[para 72 omitted here]

CRAS,

a fundamental review of CRAS business model, its financing and of the scope for
separating rating and advisory activities should be undertaken;

the use of ratingsin financial regulations should be significantly reduced over time;
therating for structured products should be transformed by introducing distinct codes

for such products.

Recommendation 3: Concerning the regulation of Credit Rating Agencies (CRAS), the Group
recommends that:
within the EU, a strengthened CESR should bein charge of registering and supervising

It is crucial that these regulatory changes are accompanied by increased due diligence and
judgement by investors and improved supervision.

c)
73)

75)

Themark-to-market principle

The crisis has brought into relief the dif-
ficulty to apply the mark-to-market prin-
ciple in certain market conditions as well
as the strong pro-cyclical impact that this
principle can have. The Group considers
that a wide reflection is needed on the
mark-to-market principle. Whilst in gen-
eral this principle makes sense, there may
be specific conditionswhere thisprinciple
should not apply because it can mislead
investors and distort managers' policies.
[para 74 omitted here]

Differences between business models
must also be taken into account. For

example, intermediation of credit and
liquidity requires disclosure and transpar-
ency but not necessarily mark-to-market
rules which, while being appropriate for
investment banks and trading activities,
are not consistent with the traditional 1oan
activity andthepolicy of holding longterm
investments. Long-term economic value
should be central to any valuation method:
it may be based, for instance, on an
assessment of the future cash flows
deriving from the security aslong asthere
isan explicit minimum holding period and
aslong asthe cash flows can be considered
as sustainable over along period.
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[para 76 and 77 omitted here]

The valuation of impaired assetsis now at
the centre of the political debate. It is of
crucia importance that valuation of these
assets is carried-out on the basis of com-
mon methodologies at international level.
The Group encourages all partiesto arrive
at a solution which will minimise compe-
tition distortions and costs for taxpayers.
If there are widely variant solutions -
market uncertainty will not be improved.

79)
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Regarding the issue of pro-cylicality, asa
matter of principle, the accounting system
should be neutral and not be allowed to
changebusinessmodels-whichit hasbeen
doing in the past by "incentivising" banks
to act short term. The public good of
financial stability must be embedded in
accounting standard setting. Thiswould be
facilitated if the regulatory community
would have a permanent seat in the IASB
(see chapter on global repair).

complex products,

accounting standards should not bias business models, promote pro-cyclical behaviour

or discourage long-term investment;

the ASB and other accounting standard setters should clarify and agree on a common,
transparent methodology for the valuation of assets in illiquid markets where mark-

tomarket cannot be applied;

the | ASB further opens its standard-setting process to the regulatory, supervisory and

business communities;

the oversight and governance structure of the | ASB be strengthened.

Recommendation 4: With respect to accounting rulesthe Group consider sthat awider reflection
on the mark-to-market principleis needed and in particular recommends that:
expeditious solutions should be found to the remaining accounting issues concerning

d)
80)

Insurance

The crisis originated and developed in the
banking sector. But the insurance sector
has been far from immune. The largest
insurance company intheworld hashad to
be bailed out because of its entanglement
with the entire financial sector, inter alia
through credit default swaps activities. In
addition, thefailure of the businessmodels
of monoline insurers has created signifi-
cant market and regulatory concern. It is
therefore important, especially at a time
where Europe is in the process of over-
hauling its regulatory framework for the
entireinsurance sector, to draw thelessons

81)

from the crisisin the USinsurance sector.
Insurance companies can in particular be
subject to major market and concentration
risks. Compared to banks, insurance
companies tend to be more sensitive to
stock market developments (and less to
liquidity and credit risks, evenif the crisis
has shown that they are not immune to
those risks either).

Solvency 2 isan important step forward in
the effort to improveinsurance regulation,
tofoster risk assessmentsand to rationalise
the management of large firms. Solvency
2 should therefore be adopted urgently.
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Recommendation 5: The Group considers that the Solvency 2 directive must be adopted and
include a balanced group support regime, coupled with sufficient safeguards for host Member
States, a binding mediation process between supervisors and the setting-up of harmonised
insurance guarantee schemes.

€)
83)

84)

Supervisory and sanctioning power s

A sound prudential and conduct of busi-
ness framework for the financial sector
must rest on strong supervisory and
sanctioning regimes. Supervisory autho-
rities must be equipped with sufficient
powers to act when financial institutions
have inadequate risk management and
control mechanisms aswell asinadequate
solvency of liquidity positions. There
should also be equal, strong and deterrent
sanctions regimes against all financial
crimes - sanctions which should be
enforced effectively.

Neither of theseexist for thetimebeingin
the EU. Member States sanctioning

regimes are in general weak and hetero-
geneous. Sanctions for insider trading
rangefrom afew thousands of eurosinone
Member State to millions of euros or jail
in another. This can induce regulatory
arbitrage in a single market. Sanctions
should therefore be urgently strengthened
and harmonised. The huge pecuniary dif-
ferencesbetween thelevel of finesthat can
be levied in the competition area and
financial fraud penalties is striking. Fur-
thermore, Member States should review
their capacity to adequately detect
financial crimes when they occur. Where
needed, more resources and more sophis-
ticated detection processes should be
deployed.

Recommendation 6: The Group considers that:

Competent authorities in all Member States must have sufficient supervisory powers,
including sanctions, toensurethecomplianceof financial institutionswith theapplicable

rules

Competent authorities should also be equipped with strong, equivalent and deterrent
sanction regimesto counter all types of financial crime.

Closing the gapsin regulation

a)
85)

The" parallel banking system"

In addition to the weaknessesidentifiedin
the present regulatory framework, and in
particular in the Basel 2 framework, it is
advisabletolook into the activities of the
"parallel banking system" (encompassing
hedge funds, investment banks, other
funds, various off-balance sheet items,
mortgage brokers in some jurisdictions).
The Group considers that appropriate
regulation must be extended, in a propor-

86)

tionate manner, to all firms or entities
conducting financial activities which may
have a systemic impact (i.e. in the form of
counterparty, maturity, interest rate
risksE) even if they have no direct links
withthepublicat large. Thisisall themore
important since such institutions, having
no deposit base, can be very vulnerable
when liquidity evaporates - resulting in
major impactsin the real economy.

Concerning hedge funds, the Group con-
sidersthey did not play amajor rolein the
emergence of the crisis. Their role has
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largely been limited to a transmission
function, notably through massive selling
of shares and short-selling transactions.
We should also recognise that in the EU,
unliketheUS, thegreat bulk of hedgefund
managers are registered and subject to
information requirements. Thisisthe case
in particular in the UK, where all hedge
funds managers are subject to registration
and regulation, as all fund managers are,
and where the largest 30 are subject to
direct information requirements often
obtained on a global basis as well as to
indirect monitoring via the banks and
prime brokers.

Itwould bedesirablethat all other Member
Statesaswell astheUSadopt acomparable
set of measures. Indeed, hedge funds can
addtotheleverageof thesystemand, given
the scale at which they can operate, should
a problem arise, the concentrated
unwinding of their positions could cause
major dislocation.

There is a need for greater transparency
since banks, the main lenders to hedge
funds, and their supervisors have not been
able to obtain a global view of the risks
they were engaging in. At the very least,
supervisors need to know which hedge
funds are of systemic importance. And
they should have aclear on-going view on
the strategies, risk structure and leverage
of thesesystemically important funds. This
need for supervisory information requires
the introduction of a formal authority to
register these funds, to assess their strate-
gies, their methodsandtheir leverage. This
is necessary for the exercise of
macro-prudential oversight and therefore
essential for financia stability.
AppropriateregulationintheUSmust also
be redesigned for large investment banks
and broker dealers when they are not
organised as bank holding companies.

90)

91)

92)
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In this context, particular attention has to
be paid to ingtitutions which engage in
proprietary trading to create valuefor their
shareholders, i.e., investment banks and
commercial banks who have engaged in
these activities (that are not essentially
different from some hedge funds). The
conventional wisdom has been that light
regulatory principles could apply to these
because they were trading "at their own
risk". Evidence has shown that the
investment bankswere subject to very thin
capital requirements, became highly
leveraged and then created severe systemic
problems. Furthermore, it turned out that
theseinstitutionswere subject to only very
weak supervision by the Securities and
Exchange Commission (SEC), which
meant that no one had a precise view on
their involvement with hedge funds and
SPV's; nor had the competent authorities a
view on the magnitude of the proprietary
investments of these institutions, in par-
ticular in the USreal estate sector.

While these institutions should not be
controlled like ordinary banks, adequate
capital requirements should be set for
proprietary trading and reporting obliga-
tions should be applied in order to assess
their degree of leverage. Furthermore, the
wrong incentives that induced excessive
risktaking (inparticular becauseof theway
in which bonuses are structured) must be
rectified.

Where abank actually owns ahedge fund
(or aprivate equity fund), the Group does
not believe that such ownership should be
necessarily prohibited. It believeshowever
that this situation should induce very strict
capital requirements and very close mon-
itoring by the supervisory authorities.



VOL. 27 NOS. 2-4 THE HIGH-LEVEL GROUP ON FINANCIAL SUPERVISION IN THE EU 469

Recommendation 7: Concerning the" parallel banking system” the Group recommends to:

- extend appropriate regulation, in a proportionate manner, to all firms or entities con-
ducting financial activities of a potentially systemic nature, even if they have no direct
dealingswith the public at large;

- improvetransparency in all financial markets - and notably for systemically important
hedge funds - by imposing, in all EU Member States and internationally, registration
and information requirements on hedge fund managers, concerning their strategies,
methods and leverage, including their worldwide activities;

- introduce appropriate capital requirements on banks owning or operating a hedge fund
or being otherwise engaged in significant proprietary trading and to closely monitor

them.

b) Securitised products and derivatives the creation in the EU of at least one
markets well-capitalised central clearing house for

93) Thecrisishasrevealed that therewill bea over-the-counter credit-default  swaps
need to take awide look at the functioning (CDS), which would have to be simplified
of derivative markets. The simplification and standardized. This clearing house
and standardisation of most over-the- should be supervised by CESR and by the
counter (OTC) derivatives and the devel- relevant monetary authorities, and notably
opment of appropriate risk-mitigation the ECB (about 80% of the CDS market is
techniques plus transparency measures denominated in euros’). This is vita to
could goalongway towardsrestoring trust realize the highly needed reduction from
in the functioning of these markets. It grossto net positionsin counterparty risks,
might also be worth considering whether particularly in cases of default such as
there are any benefits in extending the Lehman Brothers.
relevant parts of the current code of con-  95) To restore confidence in securitized mar-
duct on clearing and settlement from cash kets, it is important to oblige at the inter-
equitiesto derivatives. national level issuersof complex securities

94) In the short-run, an important goal should to retain on their books for the life of the
be to reduce the counterparty risks that instrument a meaningful amount of the
existinthesystem. This should be done by underlying risk (non-hedged).

Recommendation 8: Concerning securitised products and derivatives markets, the Group
recommends to:
- simplify and standardise over-the-counter derivatives;
- introduce and requirethe use of at least one well-capitalised central clearing house for
credit default swapsin the EU;
- guarantee that issuers of securitised products retain on their books for the life of the
instrument a meaningful amount of the underlying risk (non-hedged).

5. Use of central bank money should be made for securities settlement, as proposed by Target 2 securities.
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Investment funds

Money market fundsissues

Another area which deserves attention is
the regulation of the investment fund
industry. A small number of investment
funds in the EU have faced temporary
difficultiesin meetinginvestor redemption
demands because of the unexpected con-
traction of liquidity in previously highly
liquid markets, (eg., asset backed
commercial paper, short-term banking
paper).

Thishighlightsin particular the need for a
common EU definition of money market
funds, and a stricter codification of the
assetsin which they can invest in order to
limit exposure to credit, market and
liquidity risks.

Depository issues
The Madoff case has illustrated the
importanceof better controllingthequality
of processes and functions in the case of
funds, funds of funds and delegations of
responsibilities. Several measures seem
appropriate:

- delegation of investment management
functions should only take place after
proper due diligence and continuous
monitoring by the "delegator";

APRIL-DEC 2015

- an independent depository should be

appointed, preferably athird party;

- The depository ingtitution, as custo-

dians, should remain responsible for
safe-keeping duties of all the funds
assets at al times, in order to be ableto
perform effectively its compliance-
control functions. Delegation of depos-
itory functions to a third party should
therefore be forbidden. Nevertheless,
the depositary institution may have to
use sub-custodians to safe-keep foreign
assets. Sub-custodians must be com-
pletely independent of the fund or the
manager. The depositary must continue
to perform effective duties as is pres-
ently requested. The quality of this
duties should be the object of
supervision;

- delegation practices to institutions out-

side of the EU should not be used to
pervert EU legislation (UCITS provides
strict "Chinese walls' between asset
management functions and depositary-
safe-keeping functions. This segrega-
tion should be respected whatever the
delegation model is used).

Recommendation 9: With respect to investment funds, the Group proposes to further develop
common rulesfor investment funds in the EU, notably concerning definitions, codification of
assets and rules for delegation. This should be accompanied by a tighter supervisory control
over the independent role of depositories and custodians.

1V. EQUIPPING EUROPE WITH A CONSISTENT

99)

SET OF RULES

Whilethe aboveareasfor regulatory repair
are relevant for all major jurisdictions in
the world, and should be addressed inter-
nationally, Europe suffers from an addi-

tional problem in comparison to all single
jurisdictions: thelack of aconsistent set of

rules.

100) An efficient Single Market should have a

harmonised set of corerules.
[para 101 to 109 omitted here]
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V. CORPORATE GOVERNANCE

Thisis one of the most important failures
of the present crisis.

Corporate governance has never been
spoken about as much as over the last
decade. Procedural progress has no doubt
been achieved (establishment of board
committees, standards set by the banking
supervision committee) but looking back
at the causesof thecrisis, itisclear that the
financial system at large did not carry out
itstaskswith enough consideration for the
long-terminterest of itsstakehol ders. Most
of the incentives - many of them being the
result of official action - encouraged
financial institutions to act in a short-term
perspective and to make as much profit as
possible to the detriment of credit quality
and prudence; interest rates were low and
funding plentiful; thenew accounting rules
were systematically biased towards
short-term performance (indeed these
rules led to immediate mark-to-market
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There should benoillusion that regulation
alone can solve all these problems and
transform the mindset that presided over
the functioning (and downward spiral) of
the system.
However, good, well-targeted measures
could help mitigate or eliminate a number
of mised incentives; the Group believes
that several recommendations put forward
in this report would be useful in this
respect. They are:

- reform of the accounting system;

- ahbuilding-up of buffersin the form of
dynamic provisioning or higher capital
requirementsin the good times;

- closing of regulatory gaps, (e.g., off-
balance sheet operations, oversight of
hedge funds).

The Group however wishes to stress two

further aspects of corporate governance

that require specific attention: remunera-
tion and risk management.

recognition of profit without allowing @ Remuneration issues

discount for future potential losses). Asa
result of all this, the long-term, "through
the cycle" perspective has been neglected.
In such an environment, investors and
sharehol dersbecameaccustomedto higher
and higher revenues and returns on equity
which hugely outpaced for many yearsreal
economic growth rates. Few managers
avoided the "herd instinct" - leading them
to join the competitive race even if they
might have suspected (or should have
known) that risk premia were falling and
that securitisation as it was applied could
not shield thefinancia system against bad
risks.

Thisis a sombre picture and not an easy
oneto correct; much of thisbehaviour was
ingrained in the incentive structure men-
tioned above.

117)

The crisis has launched a debate on
remuneration in the financial services
industry. There are two dimensions to this
problem: one is the often excessive level
of remuneration in thefinancial sector; the
other one is the structure of this remuner-
ation, notably the fact that they induce too
high  risk-taking and  encourage
short-termism to the detriment of long-
term performance. Social-political dissat-
isfaction has tended recently to focus, for
understandable reasons, on the former.
However, it is primarily the latter issue
which has had an adverse impact on risk
management and has thereby contributed
tothecrisis. It istherefore on the structure
of remuneration that policy-makersshould
concentrate reforms going forward.
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118) It is extremely important to re-align com- - thesestandards should apply not only to
pensation incentives with shareholder proprietary trading but also to asset
interests and long-term, firm-wide managers;
profitability. Compensation schemes must - bonuses should reflect actual perform-
become fully transparent. Industry has ance and therefore should not be

"guaranteed” in advance.

120) Supervisors should oversee the adequacy
of financial institutions compensation
policies. And if they consider that these
policies conflict with sound underwriting

already comeup withvarious setsof useful
principles to try and achieve this. The
principles agreed in 2008 by the Institute
of International Finance, for example, are

afirst step. practice, adequate risk management or are
119) Without deallng with remuneration in Waernanca”y encouragi ng short-term
financial institutions that have received risk-taking, they should require the insti-
public support, nor impinging on the tutions concerned to reassess their remu-
responsibility of financial institutions in neration policies. If supervisors are not
thisfield, it seems appropriate to outlinea satisfied by themeasurestaken they should
few principles that should guide compen- usethe possibility opened by pillar 2 of the
sation policies. Such principlesinclude: Basel framework to require the financial
- theassessment of bonuses should be set institutions concerned to provide addi-
tional capital.

in a multi-year framework. This would
allow, say over five years, to spread out
the actual payment of the bonus pool of
each trading unit through the cycle and

121) Of coursethesameguidelinesshouldapply
inrelation to other financial institutionsin
order to avoid competitive distortions and
loopholes. As suggested in the "global

to deduct any potential losses occurring repair" chapter of this report, consistent
during the period. Thiswould beamore enforcement of these measures at global
realisticand lessshort-termincentivised level should be ensured to avoid excessive
method than present practice; risk-taking.

Recommendation 11: In view of the corporate governance failures revealed by the current
financial crisis, the Group considersthat compensation incentives must be better aligned with
shareholder interests and long-term firm-wide profitability by basing the structure of financial
sector compensation schemes on the following principles:

- the assessment of bonuses should be set in a multi-year framework, spreading bonus

payments over the cycle;
- thesame principles should apply to proprietary traders and asset managers,
- bonuses should reflect actual performance and not be guaranteed in advance.

Supervisors should oversee the suitability of financial institutions' compensation policies,
require changes where compensation policies encourage excessive risk-taking and, where
necessary, impose additional capital requirementsunder pillar 2 of Basel 2 in case no adeguate
remedial action is being taken.
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Internal risk management

122)

123)

In many cases, risk monitoring and man-
agement practices within financial insti-
tutions have dramatically failed in the
crisis.

Inthefuture, therisk management function
must be fully independent within the firms
and it should carry out effective and not
arbitrarily constrained stress testing exer-
cises. Firms should organise themselves
internally so that incentives are not too
muchtiltedtowardsrisk taking - neglecting
risk control. To contribute to this, the
Senior Risk Officerinaninstitution should
hold a very high rank in the hierarchy (at
senior management level with direct
access to the board). Changes to remu-
neration structures will also be needed:
effective checks and balances are indeed
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unlikely towork if thosewho are supposed
to control risk remain under-paid com-
pared to those whosejob it isto takerisks.
But all this must not be construed as
exonerating issuers and investors from
their duties. For issuers, transparency and
clarity in the description of assets put on
the market is of the essence as this report
has often stressed; but investors and in
particular asset managers must not rely (as
hastoo often beenthecase) oncredit rating
agencies assessments; they must exercise
informed judgement; penalties should be
enforced by supervisors when this is not
applied. Supervisory control of firms’ risk
management should be considerably
reinforced through rigorous and frequent
inspection regimes.

on external ratings.

Recommendation 12: With respect to internal risk management, the Group recommends that:
the risk management function within financial institutions must be made independent
and responsible for effective, independent stress testing;

senior risk officers should hold a very high rank in the company hierarchy, and
internal risk assessment and proper due diligence must not be neglected by overreliance

Supervisors are called upon to frequently inspect financial institutions' internal risk manage-
ment systems.

V1. CRISSSMANAGEMENT AND RESOLUTION

125)

126)

As a general observation, it has been
clearly demonstrated that the stakes in a
banking crisis are high for Governments
and society at large because such a situa-
tion has the potential to jeopardise finan-
cia stability and the real economy. The
crisishasalso shownthat crisisprevention,
crisis management and crisis resolution
tools should al be handled in a consistent
regulatory framework.

Of coursg, crisis prevention should be the
first preoccupation of national and EU
authorities (see chapter on supervision).

Supervisors should act asearly aspossible
in order to address the vulnerabilities
identifiedin agiven institution, and use al
meansavailabletothemtothiseffect, (e.g.,
calling on contributions from sharehold-
ers, fostering the acquisition of the insti-
tution concerned by astronger one). Inthis
respect, therole of central bankswhich are
by essence well placed to observe thefirst
signsof vulnerability of abankisof crucial
importance. Therefore in countries where
supervisionisnotinthehandsof thecentral
bank, a close collaboration must be
ensured between supervisors and central
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banks. But crises will always occur and
recent experiencesinmanaging criseshave
shown that many improvements to the
present system are called for.

Dealing with the moral hazard issue
"Constructive ambiguity" regarding deci-
sionswhether or not public sector support
will be made available can be useful to
contain moral hazard. However, the cure
for moral hazard isnot to be ambiguouson
the issue of public sector involvement as
such in crisis management. Two aspects
need to be distinguished and require dif-
ferent trestment. On the one hand, a clear
and consistent framework for crisis
management is required with full trans-
parency and certainty that the authorities
have  developed concrete  crisis
management plans to be used in cases
where absence of such public sector sup-
port is likely to create uncertainty and
threaten financial stability. On the other
hand, constructive ambiguity and uncer-
tainty is appropriate in the application of
these arrangements in future individual
cases of distressed banks.’®

Framework for dealing with distressed
banks

In the management of a crisis, priority
should always be given to private-sector
solutions, (e.g., restructuring). When these
solutions appear insufficient, then public
authorities have to play a more prominent
role and the injection of public money
becomes often inevitable.

129)

130)
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As far as domestic national banks are
concerned, crisis management should be
kept at the national level. National super-
visors know the banks well, the political
authorities have at their disposal a
consistent legal framework and taxpayers
concerns can be dealt with in the demo-
cratic framework of an elected govern-
ment. For cross-border institutions at EU
level, because of different supervisory,
crisis management and resolution tools as
well as different company and insolvency
laws, the situation is much more complex
to handle. There are inconsistencies
between national legislation preventing an
orderly and efficient handling of an insti-
tution in difficulty.

For example, company law provisions in
some countries prevent in times of crisis
thetransfer of assetsfrom onelegal entity
to another within the same group. This
makes it impossible to transfer assets
where they are needed, even though this
may be crucial to safeguard theviability of
the group as awhole. Another problem is
that some countries place, in their national
laws, emphasis on the protection of the
institution while other countries attach a
greater priority to the protection of credi-
tors. In the crisis resolution phase, other
problemsappear: for example, the ranks of
creditors are different from one Member
State to the other.

The lack of consistent crisis management
and resolution tools across the Single
Market places Europe at a disadvantage
vis-a-visthe US and these issues should be
addressed by the adoption at EU level of
adequate measures.

6. This approach isrecommended by Charles Goodhart and Dirk Schoenmaker, "Fiscal Burden Sharing in Cross Border
Banking Crises’, in International Journal of Central Banking, to be published early 2009.
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c) Deposit Guarantee Schemes (DGS)
132) Thecrisishasdemonstratedthat thecurrent

133)

organisation of DGSsintheMember States
was a major weakness in the EU banking
regulatory framework.” The Commission
recent proposal is an important step to
improve the current regime, as it will
improve the protection of depositors.

A critical element of this proposal is the
requirement that all Member States apply
the same amount of DGS protection for
each depositor. The EU cannot indeed
continue to rely on the principle of a
minimum coverage level, which can be
topped-up at national level. This principle
presents two major flaws: first, in a situa-
tion where a national banking sector is
perceived as becoming fragile, thereisthe
risk that deposits would be moved to the
countries with the most protective regime
(thusweakening banksin the first country
even further); second, it would mean that
in the same Member State the customers
of alocal bank and those using the services
of a third country branch could enjoy
different coveragelevels. Asthecrisishas

THE HIGH-LEVEL GROUP ON FINANCIAL SUPERVISION IN THE EU

137)

475

shown, this cannot be reconciled with the
notion of a well-functioning Single Mar-
ket. [para 134 and 136 omitted here]
There is a specific case (of the Icelandic
type) when a supervisory authority allows
some of its banks to mushroom large
branchesin other EU countries, whilst the
home Member State is not able to honour
the deposit guarantee schemes which are
inadequate for such exposures. The guar-
anteeresponsibilitiesthen defactofal into
thejurisdiction of the host country. Thisis
not acceptable and should at least be
addressed, for example, in the following
way: the host Member State should have
the right to inquire whether the funds
availablein the DGS of the home Member
State are indeed sufficient to protect fully
the depositors in the host Member State.
Should the host Member State not have
sufficient guaranteesthat thisisindeed the
case, the only way to address this kind of
problemisto give csufficient powerstothe
host supervisory authorities to take mea-
sures that would at the very beginning
curtail the expansive trends observed.
[para 138-143 omitted here]

7. The Commission’s recent proposal is an important step to improve the current DGS-regime, as it strengthens har-

monisation andimprovesthe protection of depositors. However, thedirectivestill leavesalarge degree of discretionto member
states, particularly in relation to funding arrangements, administrative responsibility and the role of DGS in the overall crisis
management framework. Leaving these issues unresolved at EU-level implies that significant weaknesses remain in the
DGS-framework, including inter dia
Unsustainable funding - the current lack of sophisticated and risk sensitive funding arrangementsinvolves a significant
risk that governments will have to carry the financial burden indented for the banks, or worse, that the DGS fails on
their commitments(both of whichillustrated by thelcelandic case). In particular, inrelation to the any of the 43 European
LFClsidentified earlier in the chapter, no current scheme can be expected to have the capacity to make reimbursements

without involving public funds.

Limited useincrisismanagement - Evenif DGS' had that capacity, the pay box nature of most schemesmakesit unlikely
that they ever will be utilised for LFCls, because of the large externalities associated with letting such institutions fail.
Negative effects on financial stability - reliance on ex-post funding and lack of risk sensitive premiums weakens market
discipline (moral hazard), distort the efficient allocation of deposits, as well asit may be a source of pro-cyclicality.

Obstacle to efficient crisis management - due to incompatible schemes (trigger points, early intervention powers, etc.), and
diverging incentives among member.
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Recommendation 13: The Group calls for a coherent and workable regulatory framework for
crisismanagement in the EU:
- without pre-judging the intervention in future individual cases of distressed financial
institutions, atransparent and clear framework for managing crisesshould be devel oped;
- all relevant authorities in the EU should be equipped with appropriate and equivalent
crisis prevention and crisisintervention tools;
- legal obstacles which stand in the way of using these tools in a cross-border context
should be removed, with adeguate measuresto be adopted at EU level.

Recommendation 14: Deposit Guarantee Schemes (DGS) in the EU should be harmonised and
preferably be pre-funded by the private sector (in exceptional cases topped up by the State) and
provide high, equal protection to all bank customers throughout the EU.

The principle of high, equal protection of all customers should also be implemented in the
insurance and investment sectors.

The Group recognisesthat the present arrangementsfor safeguardingtheinterestsof depositors
in host countries have not proved robust in all cases, and recommends that the existing powers
of host countries in respect of branches be reviewed to deal with the problems which have
occurred in this context.

Recommendation 15: In view of the absence of an EU-level mechanisms for financing
cross-border crisisresolution efforts, Member States should agree on more detailed criteria for
burden sharing than those contained in the existing Memorandum of Understanding (MoU)
and amend the MoU accordingly.

supervision good regulatory policies will

CHAPTER I11: EU SUPERVISORY REPAIR be ineffective. High standards in both are

therefore required.

I.INTRODUCTION

Macro and Micro prudential supervision

145) The experience of the past few years has
brought to the fore the important distinc-
tion between micro-prudential and
macro-prudential supervision. Both are
clearly intertwined, in substance aswell as

144) The previous chapter proposed changesto
the European regulation of financial ser-
vices. This chapter examines the policies
and practices of supervision of financial
services within the EU and proposes both

short and longer term changes. Regulation in operational terms. Both are necessary
and supervision are interdependent: com- and will be covered in this chapter.

petent supervision cannot make good 146) Micro-prudential supervision has tradi-
failuresin financia regulatory policy; but tionally been the centre of the attention of

without competent and well designed supervisors around the world. The main
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objective of micro-prudential supervision
is to supervise and limit the distress of
individual financial institutions, thus pro-
tecting the customers of the institution in
guestion. Thefact that thefinancial system
as a whole may be exposed to common
risksisnot alwaysfully takeninto account.
However, by preventing the failure of
individual financial institutions, micro-
prudential supervision attemptsto prevent
(or at least mitigate) the risk of contagion
and the subsequent negative externalities
in terms of confidence in the overall
financial system.

The objective of macro-prudential super-
visionistolimitthedistressof thefinancia
system as a whole in order to protect the
overall economy from significant lossesin
real output. While risks to the financia
system can in principle arise from the
failure of onefinancial institution alone if
itislarge enoughin relation to the country
concerned and/or with multiple bran-
ches/subsidiaries in other countries, the
much moreimportant global systemicrisk
arises from a common exposure of many
financial institutions to the same risk fac-
tors. Macro-prudential analysis therefore
must pay particular attention to common
or correlated shocks and to shocksto those
parts of the financial system that trigger
contagious knock-on or feedback effects.

Macro-prudential supervision cannot be
meaningful unlessit can somehow impact
on supervision at the micro-level; whilst
micro-prudential  supervision  cannot
effectively safeguard financial stability
without adequately taking account of
macro-level developments.

The objective of supervision

149)

The prime objective of supervision is to
ensure that the rules applicable to the
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financial sector are adequately implem-
ented, in order to preserve financial sta-
bility and thereby to ensure confidence in
the financial system as a whole and
sufficient protection for the customers of
financial services. One function of super-
visorsistodetect problemsat anearly stage
to prevent crisesfrom occurring. However,
it is inevitable that there will be failures
from time to time, and the arrangements
for supervision haveto be seen with thisin
mind. But once a crisis has broken out,
supervisors have a critical role to play
(together with central banks and finance
ministries) to manage the crisis as effec-
tively aspossibleto limit the damageto the
wider economy and society as awhole.
Supervision must ensure that all super-
vised entities are subject to a high mini-
mum set of core standards. When
carrying-out their duties, supervisors
should not favour a particular institution,
or type of institution, to the detriment of
others. Competition distortions and regu-
latory arbitrage stemming from different
supervisory practices must be avoided,
because they have the potential of under-
mining financial stability - inter alia by
encouraging a shift of financial activity to
countries with lax supervision. The
supervisory system has to be perceived as
fair and balanced. Furthermore, a level
playing field is vital for the credibility of
supervisory arrangements, their accep-
tance by market operators big and small
and for generating optimal cooperation
between supervisors and financial institu-
tions. This is of particular importance in
the context of the Single Market, built as
itis, inter alia, on the principles of undis-
torted competition, freedom of establish-
ment and the free flow of capital.
Confidencewill be gainedinthe European
Union from common approaches by al
Member States.
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The supervisory objective of maintaining
financial stability must take into account
an important constraint which is to allow
the financial industry to perform its alo-
cative economic function with the greatest
possibleefficiency, and thereby contribute
to sustainable economic growth. Supervi-
sion should aim to encourage the smooth
functioning of markets and the
development of a competitive industry.
Poor supervisory organisation or unduly
intrusive supervisory rules and practices
will translate into costs for the financia
sector and, in turn, for customers, taxpay-
ers and the wider economy. Therefore
supervision should be carried-out as
effectively as possible and at the lowest
possible cost. This, again, is crucia if the
Single Market is to deliver all its benefits
to customers and companies.

I1. LESSONSFROM THE CRISIS: WHAT WENT

152)

a)

153)

WRONG?

Chapter 1 examined in detail the causes of
the crisis. These were many; often with a
global dimension. Although the way in
which the financial sector has been
supervised in the EU has not been one of
the primary causes behind the crisis, there
have been real and important supervisory
failures, from both a macro and micro-
prudential standpoint. The following sig-
nificant problems have cometo light:

Lack of adequate macro-prudential
supervision

The present EU supervisory arrangements
place too much emphasis on the supervi-
sion of individual firms, and too little on
the macro-prudential side. The fact that
thisfailing is duplicated elsewhere in the
worldmakesit agreater, not alesser, issue.
The Group believes that to be effective

b)
154)

c)
155)
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macro-prudential  supervision  must
encompass all sectors of finance and not
be confined to banks, as well as the wider
macro-economic context. This oversight
also should take account of global issues.
Macro-prudential supervision requires, in
addition to the judgements made by indi-
vidual Member States, a judgement to be
taken at EU level. The Group believes that
thisrequiresthat an Institution at EU level
be entrusted with thistask. It recommends
that the ECB/ESCB® be explicitly and
formally charged with this responsibility
in the European Union.

I neffective Early War ning mechanisms
Insofar as macro-prudential risks were
identified (and there was no shortage of
comments about worrying developments
in both macroeconomic imbalances and
the lowering price of risk, for example)
therewas no mechanismto ensurethat this
assessment of risk was translated into
action. The Group believes, if the respon-
sibility it proposes to be given to the
ECB/ESCB is to work, that there must be
an effectiveand enforceablemechanismto
check that the risks identified by the
macro-prudential analysishaveresulted in
specific action by the new European
Authorities (see below) and national
supervisors. The Group therefore recom-
mendsaformal processtogiveteethtothis.

Problems of competences

There have been a significant number of
instancesof different typesof failureinthe
supervision, by national supervisors, of
particular institutions, i.e., in their over-
sight duties supervisors failed to perform
to an adequate standard ther

ESCB isthe European System of Central Banks. It includes all the national central banks of the EU.
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responsibilities. One of these instances -
the supervision of Northern Rock by the
UK Financial Services Authority - has
been examined in detail, but other, less
well documented examples abound, (e.g.,
IKB, Fortis). The Group believes there is
advantagein analysing and publishing the
circumstances of those failures, so that
lessons can be learnt and future supervi-
sory behaviour improved. Although the
Groupdoesnot believethat any system can
avoid errors of judgment occurring, it
considers that the supervisory experience
of the crisis points to the need for well
staffed, experienced and well trained
supervisorsin all Member States, and the
Group accordingly makes recommenda-
tions designed to achieve this.

Failuresto challenge supervisory prac-
ticeson a cross-border basis

The present processes and practices for
challenging the decisions of a nationa
supervisor have proven to be inadequate;
for example the embryonic peer review
arrangements being developed within the
level 3 committees proved ineffective. At
present (and until any practical arrange-
ments for supervision on an EU basis are
both agreed in principleand translated into
practice), extensive reliance is and will be
placed on the judgements and decisions of
the home supervisor. This is particularly
important when a financial ingtitution
spreads its activities into countries other
than its home base by branching from its
home country. This can, as occurred with
thelcelandicbanks, createsignificant risks
in countries other than that of the home
regulator, yet the ability of the host coun-
tries affected to challenge the decisions of
the home regulator do not sufficiently
recognise these risks.
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TheGroup believesthat an effectivemeans
of challenging the decisions of the home
regulator is needed, and therefore makes
recommendations designed both to
achieve a step change in the speed and
effectiveness of the present arrangements
for peer review (which are at avery early
stage of development), and to give forceto
aconsidered decision (if arrived at), that a
home regulator has not met the necessary
supervisory standards. The Group con-
sidersthat abinding mediation mechanism
is required to deal with such cross-border
supervisory problems. Without such an
effectiveand binding mechanism, pressure
will build up and some Member States
might in the future try to limit the
branching activitiesof any firm supervised
by a supervisor which has been judged to
have failed to meet the standards. Such
fragmentation would represent a major
step backwards for the Single Market.
Equally, the Group believes that an effec-
tive mechanism is needed to alow home
supervisorsto challengedecisionsmadeby
host supervisors.

Lack of frankness and cooperation
between supervisors

As the crisis developed, in too many
instances supervisors in Member States
were not prepared to discuss with appro-
priate frankness and at an early stage the
vulnerabilities of financial institutions
which they supervised. Information flow
among supervisors was far from being
optimal, especially in the build-up phase
of the crisis. This has led to an erosion of
mutual confidence among Ssupervisors.
Although the Group recognises the issues
of commercial confidentiality and legal
constraintsinvolvedin candid discussions,
it believesthat much more frank exchange
of information is called for and makes
recommendations to achieve this.
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Lack of consistent supervisory powers
across Member States

There are substantial differences in the
powers granted to national supervisorsin
different Member States, bothin respect of
what they can do by way of supervision
and in respect of the enforcement actions
(including sanctions) opento themwhen a
firmisin breach of its duties. The Group
recommends an urgent review of these
differences in powers and subsequent
action to bring all supervisorsup to ahigh
level minimum standard. Thiswill involve
substantial increase in the powers of a
number of Member States supervisors.

Lack of resources in the level 3 com-
mittees

The resources available to the level 3
committees severely limited the work
which they could undertake, and their
speed of reaction. This, combined with the
heavy workload required of them in
implementing the Financial Services
Action Plan, meant that they were unable
toperform very much either by way of peer
review or by way of identifying sector wide
risk issues. The Group therefore believes
that the resources available to the three
committees should be significantly
increased, and makes recommendationsto
that end.

No means for supervisorsto take com-
mon decisions

There are a number of reasons why the
level 3 committees have been unable to
contribute to the effective management of
the crisis, notably their inability to take
urgent decisions. For example, they were
not able to agree and implement common

163)
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decisions in relation to money-market
fundsor short-selling. Thebasic reason for
this problemisthat the level 3 committees
do not have the legal powersto take deci-
sions. As a consequence, they under-
standably havefailed to devel op either the
attitude or the procedures needed to
respond rapidly to the emerging crisis. If
their legal powers are expanded, changes
in both will be required.

The above diagnosis is of course easy to
establish with hindsight. It is not the
Group’ sintention to blamethe supervisory
community in the EU for acrisiswhichis
theresult of the interaction of anumber of
complex and global factors - many of
which, (i.e, global imbalances, excess
liquidity, too low interest rates...) were
beyond the remit of micro-prudential
supervisors. We should al so recogni se that
some regulation applied by supervisors
played anegativeroleinfuellingthecrisis.
In the previous chapter on regulation, we
noted that some "public" regulation may
well have aggravated things, generated
perverse effects and contributed to the
excesses of securitisation. In addition, in
some instances, the absence of clarity of
some rules, (e.g., pillar 2 of Basel) led
supervisors to be passive, rather than pro-
active,

It remains however the case that the evi-
dence clearly shows that the crisis pre-
vention function of supervisors in the EU
has not been performed well, and is not fit
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for purpose.’

This chapter will not enter into the details
of recent trends that have resulted in an
increasingly integrated European financia
market (see annex 3) nor into the descrip-
tion of the present supervisory arrange-
ments (See annex 4).

What is proposed here is basically a new
structure to make European supervision
more effective and so improve financia
stability in all the member countries of the
EU. There are two elements to this:
strengthening the quality of both national
supervision and European supervision.
The evidence given to the" Group by the
level 3 committees was clear that, under
their existing mandate as advisory com-
mittees to the Commission and with their
present working methods, their ability to
developtheir work further will be severely
constrained.

.WHAT TO DO: BUILDING A EUROPEAN

SYSTEM OF SUPERVISION AND
CRISISMANAGEMENT

Therole of the ECB

A number of people, including repre-
sentatives of the ECB, have suggested that
the ECB could play amajor rolein anew
European supervisory system in two
respects: a role in macro-prudentia
supervision and arolein micro-prudential
supervision.

In the area of macro-prudential supervi-
sion, the suggested responsibilities could
cover financia stability analysis; the
development of early warning systems to
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signal the emergence of risks and vulner-
abilities in the financial system; macro-
stresstesting exercisesto verify the degree
of resilience of the financial sector to
specific shocks and propagation mecha
nisms with cross-border and cross-sector
dimensions; as well as the definition of
reporting and disclosure requirements
relevant from a macro-prudential stand-
point.

In the area of micro-prudential supervi-
sion, the views have been put forward to
the Group that the ECB could become
responsible for the direct supervision of
cross-border banksinthe EU or only inthe
euro zone. This could cover all cross-
border banks or only the systemically
important ones. In such a scenario, the
competences, currently assigned to
national supervisory authorities, would be
transferred to the ECB which would, inter
alia, licence the institutions concerned,
enforce capital requirements, carry-out
on-site inspections.

Alternatively, the ECB could be granted a
leading oversight and coordination func-
tion in the micro-supervision of cross-
border banksinthe EU. Whilst thecolleges
composed of national supervisors would
continueto directly supervise cross-border
banks, the ECB could play a binding
mediationroletoresolveconflictsbetween
national supervisors, define supervisory
practices and arrangements to promote
supervisory convergence and become
responsiblefor regulation related to issues
such as pro-cyclicality, leverage, risk
concentration or liquidity mismatch.

This general statement does not reflect the fact that some banks in the EU fared better than others. Was this related to
differencesin national supervision? It could be that some banks’ supervisors had amore "prudent” approach than others (see
for example the Spanish approach to off-balance sheet transactions which was the most rigorous and also their requirement
for dynamic provisioning which provided cushions to the banks when the crisis erupted). It could be aso that some financial
institutionshad devel oped, by tradition, better internal controlsand risk management whichled, for example, toamorecautious
behaviour to securitisation than had been the case in others (the US investment bank model wasless used by EU banks). Those
European banks which held to the universal banking model have been to some extent better protected although a number of
them, in their investment capacities, were caught by buying toxic securities.

All this shows that the context in which the crisis developed is complex and that there is no single explanation.
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171) Theseideas have been carefully appraised

by the Group. While the Group supports
an extended role for the ECB in macro-
prudential oversight (as discussed below),
it doesnot support any rolefor the ECB for
micro-prudential supervision. The main
reasons for this are:

- the ECB is primarily responsible for
monetary stability. Adding micro-
supervisory duties could impinge on its
fundamental mandate;

- incaseof acrisis, the supervisor will be
heavily involved with the providers of
financial support (typically Ministriesof
Finance) given the likelihood that tax
payers money may be called upon. This
could result in political pressure and
interference, thereby jeopardising the
ECB’sindependence;

- giving a micro-prudential role to the
ECB would be extremely complex
because in the case of acrisis the ECB
would haveto deal withamultiplicity of
Member States Treasuries and supervi-
Sors;

- conferring micro-prudential duties to
the ECB would be particularly difficult
given the fact that a number of
ECB/ESCB members have no compe-
tencein terms of supervision;

- conferring responsibilities to the
ECB/Eurosystem which is not respon-
siblefor themonetary policy of anumber
of European countries, would not
resolve the issue of the need for acom-
prehensive, integrated system of super-
vision;

- finally, the ECB is not entitled by the
Treaty to deal with insurance compan-
ies. In afinancial sector where transac-
tionsin banking and insurance activities
can have very comparable economic
effects, a system of micro-prudential
supervision which was excluded from

172)
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considering insurance activities would

run severe risks of fragmented supervi-

sion.
For all these reasons, the Group takes the
view that the ECB should not become
responsible for the micro-supervision of
financial institutions. However, the Group
considers that the ECB should be tasked
with the role in ensuring adequate macro-
prudential supervision in the EU.
M acr o-prudential supervision: the case
for reform
A key lesson to be drawn from the crisis,
as noted above, is the urgent need to
upgrade macro-prudential supervision in
the EU for all financial activities.
Central banks have akey roleto play in a
sound macro-prudential system. How-
ever, in order for them, and in particular
the ECB/ESCB, to be able to fully play
their role in preserving financia stability,
they should receive an explicit formal
mandate to assess high-level macro-
financial risks to the system and to issue
warnings where required.
Withinthe EU, the ECB, astheheart of the
ESCB, is uniquely placed for performing
this task: i.e. identifying those macro-
prudentia risks which all national super-
visors should take account of. The
ECB/ESCB therefore should be able to
require from national supervisors al the
information necessary for the discharge of
thisresponsibility.
In view of the integrated financial market
inthe EU and the geographical distribution
of financial activities, it is essential that
withinthe ESCB all national central banks
are associated to this process, not merely
those of the euro area.
This could be achieved in the following
way. A new group, replacing the current
Banking Supervision Committee (BSC) of
the ECB, caled the European Systemic
Risk Council (ESRC) should be set up
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under the auspices and with the logistical
support of the ECB. Itstask will betoform
judgements and make recommendations
on macro-prudential policy, issue risk
warnings, compare observations on
macro-economic and prudential develop-
ments and give direction on these issues.

As the responsibility for conducting

macro-prudential supervision is proposed

to be alocated to the ECB/ESCB, it is
logical to compose the ESRC with the
central banks of the ESCB. It would
therefore be composed of the members of
the ECB/ESCB General Council (the

President of the ECB, thevice-president of

the ECB and the Governors of the 27

central banks), plus the Chairpersons of

CEBS, CEIOPS and CESR and one rep-

resentative of European Commission. The

President of the ECB would chair the

ESRC. The ESRC should be supported by

asecretariat provided by the ECB.

But given the importance of having this

group interact closely with those supervi-

sors who are not part of central banks, it
should be clearly stated that whenever the
subject discussedjustifiesawider presence
of insurance and securities supervisors (as
well as banking supervisors for those
countries where banking supervision is
carried-out outside the central bank), it
would be assured. In such cases, a Gov-
ernor could chooseto berepresented by the

Head of the appropriate national

supervisory authority.

For a new system of macro-prudential

supervision to work effectively, two main

conditions must be met:

- A proper flow of information between
national supervisorsandthe ECB/ESCB
must be mandatory. Appropriate pro-
cedures will have to be put in place so
that all relevant information can be
transmitted to the ECB/ESCB in away
which guarantees confidentiality. Inthis
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context, ECB/ESCB staff could be
invited to attend meetings - and ask
guestions- between supervisors and the
systemically important financial groups
in order to receive first-hand relevant
information. ECB/ESCB staff could be
invited to participate in the relevant
colleges of micro-prudential supervi-
sors. But the ECB/ESCB would not be
responsible  for  micro-prudential
supervision;

- Itiscrucial that thereisan effectiveearly
warning mechanism as soon as signs of
weaknesses are detected in the financial
system. And a graduated risk warning
framework for ensuring that, in the
future, the identification of risks trans-
latesinto appropriate action.

181) Depending on the nature of the risks

detected, aproper action hasto betaken by

therelevant EU authorities. Different types

of actions could berequired. For example:

- if credit expansion appeared to become
excessive in one or several member
countries, the ESRC would liaise with
the relevant central bank (and/or bank-
ing supervisor), give advice on the
appropriate measures to be taken, (e.g.,
triggering dynamic provisions). Central
banks would be expected to take into
account thefindings of the ESRC. If the
ESRC hasissued aspecific risk warning
caling for a response by nationa
supervisors, the ESRC should review
their responses, and, if necessary, indi-
cate whether and what further action it
judged necessary, by reporting to the
Economic and Financia Committee
(EFC), on the basis described below;

- if the issue is more related to a global
dysfunctionof thesystem, (e.g., toohigh
maturity transformation, abuse of off-
balance sheet transactions, abuse of
regulatory arbitrage by non-banks), the
ESRC would have to warn the global
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supervisory system (see chapter 4 on
global repair) in order to define appro-
priate and coherent actions at both the
EU and global levels. If the problems
pertain to prudentia issues in the EU,
then the level 3 committees should be
required to address them;

- If the concerns were related to fiscal
matters (e.g. excessive deficits or the
accumulation of debt), the ESRC would
immediately relate to the EFC.

Assoon astherisks detected would appear
to have a potentialy serious negative
impact on the financial sector or the
economy as a whole, the ESRC should
inform the Chairman of EFC. In such
circumstances, the EFC, working with the
Commission, could play an essentia role
by developing an action-oriented strategy
todeal withseriousrisksrequiring political
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or legidlative action. It must be clear to
everyonewho should act and according to
which timetable. Furthermore, a process
should be established to regularly evaluate
the effectiveness of the supervisory/regu-
latory actions that have been agreed and
decidewhether other actionsarenecessary.
A "rendez-vous clause" should be set to
check that the actions taken have actually
been effective. 1t would be the responsi-
bility of the Chairman of the EFC to decide
if and when the EFC (in its full
composition, i.e., with the central banks)
and/or the ECOFIN Council should be
informed or associated inthe deliberations.
The EFC should also advise on how to
relatewith the European Parliament and on
whether the information needs to be made
public - which can be helpful in certain
circumstances.

Recommendation 16: A new body called the European Systemic Risk Council (ESRC), to be
chaired by the ECB President, should be set up under theauspicesandwith thelogistical support
of the ECB.
The ESRC should be composed of the members of the General Council of the ECB, the
chairpersons of CEBS, CEIOPS and CESR as well as one representative of the
European Commission. Whenever the subject discussed justifies the presence of
insurance and securities supervisors, the Governor could choose to be represented by
the Head of the appropriate national supervisory authority;

The ESRC should pool and analyse all information, relevant for financial stability,
pertaining to macro-economic conditions and to macro-prudential developmentsin all

thefinancial sectors.

A proper flow of information between the ESRC and the micro-prudential supervisors

must be ensured.
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Recommendation 17: an effective risk warning system shall be put in place under the auspices
of the ESRC and of the Economic and Financial Committee (EFC).

The ESRC should prioritise and issue macro-prudential risk warnings: there should
be mandatory follow up and, where appropriate, action shall be taken by the relevant
competent authoritiesin the EU.

If therisksareof aseriousnature, potentially having a negativeimpact on thefinancial
sector or the economy as a whole, the ESRC shall inform the chairman of the EFC.
The EFC, working with the Commission, will then implement a strategy ensuring that
therisks are effectively addressed.

If therisksidentifiedrelatetoaglobal dysfunction of themonetary andfinancial system,
theESRC will warn thel MF, theF SF andthe Bl Sin order to define appropriateaction
at both EU and global levels.

If the ESRC judgesthat theresponse of a national supervisor to a priority risk warning
isinadequate, it shall, after discussion with that supervisor, inform the chairman of the

EFC, with a view to further action being taken against that supervisor.

©)

183)

184)

Micro-supervision: moving towards a
European System of Financial Super-
vision (ESFS)

After having examined the present
arrangements and in particular the coop-
eration within the level 3 committees, the
Group considers that the structure and the
role bestowed on the existing committees
are not sufficient to ensure financial sta-
bility inthe EU and all its Member States.
Although the level 3 committees have
contributed significantly to the process of
European financial integration, there are a
number of inefficiencies which can no
longer be dealt with within their present
legal structure, (i.e., as advisory bodies to
the Commission).

This is why the Group proposes the
establishment of a European System of
Financial Supervision (ESFS).

The ESFS should constitute an integrated
network of European financial supervi-
sors, working with enhanced level 3
committees ("Authorities'). Therefore the
ESFS would be a largely decentralised
structure, fully respecting the proportion-
ality and subsidiarity principles of the

185)

186)

Treaty. So existing national supervisors,
who are closest to the markets and insti-
tutions they supervise, would continue to
carry-out day-to-day supervision and
preserve the majority of their present
competences (see annex 3).

Butinordertobeinapositiontoeffectively
supervise an increasingly integrated and
consolidated EU financial market (and
especialy the large cross-border institu-
tions, which pose systemic risks), the
Authorities will carry-out a defined
number of tasks that are better performed
attheEU level. Thesupervisor of thehome
Member State will continue to function as
thefirst point of contact for thefirm, whilst
the European centre should coordinate the
application of common high level super-
visory standards, guarantee strong coop-
eration with the other supervisors, and, as
importantly, guarantee that the interests of
host supervisors are properly safeguarded.
As far as cross-border institutions are
concerned, the ESFS should continue to
rely heavily on the colleges of supervisors
to be introduced by the revised CRD and
the Solvency 2 directives. However, these
colleges of supervisors should be
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strengthened by the participation of rep- high-quality and consistent information.
r&eentati\_/es of the secretariat of the level This means proper, primary, timely infor-
3 committees as well as of ECB/ESCB mation exchange among all supervisorsto
observers.

enable complete assessment - from the
national to European to global levels.
189) Finally, the ESFS should be neutral with

187) The ESFS must be independent from
possible political and industry influences,
at both EU and national level. This means

that supervisors should have clear man- respect to national supervisory structures:
dates and tasks as wel as sufficient national supervisory structures have been
resources and powers. In order to chosenfor avariety of reasonsanditwould
strengthen legitimacy and as acounterpart be impractical to try to harmonise them -
for independence, proper accountability to eventhough it may well bethat the current

the political authorities at the EU and
national levels should be ensured. In short,
supervisory work must be independent
from the political authorities, but fully

trend could continue towards the emer-
gence of a dua "twin peaks' system
(banks, insurance companies and other

accountable to them.X° financial institutions being covered by the
188) The ESFS must work with a common set same authority and markets/conduct of
of core harmonized rules and rely on business by another one).

10. Based on various internationally recognised standards and codes, (i.e., the G10 Basel Core Principles for Effective
Banking Supervision (BCP), the IAIS Insurance Core Principles and the IOSCO Objectives and Principles of Securities
Regulation), supervisory independence can be defined as a situation in which the supervisor is able to exerciseits judgment
and powers independently with respect to the enforcement of prudential and/or conduct of businessrules, i.e., without being
improperly influenced or overruled by the parties under supervision, the government, the Parliament, or any other interested
third party. As such, the supervisory authority must be empowered and able to make its own independent judgements, (e.g.,
with respect to licensing, on-site inspections, off-site monitoring, sanctioning, and enforcement of the sanctions), without
other authorities or the industry having the right or possibility to intervene. Moreover, the supervisor itself must base its
decisionson purely objective and non-discriminatory grounds. However, supervisory independence differsfrom central bank
independence, (i.e., in relation to monetary policy), in the sense that the government (usually the Finance minister) remains
politically responsiblefor maintaining the stability of thefinancial system, and thefailure of one or morefinancial institutions,
markets or infrastructures can have serious implications for the economy and tax payer’'s money10. Consequently, the
supervisory authority should operate within a certain scope of responsibilities and under an explicit delegation of powersin
the form of legidation passed by Parliament and the government should not exercise immediate powers on the supervisory
authority and interfere directly in its day-to-day activities. Independence should be balanced and strengthened by proper
accountability arrangements and transparency of the regulatory and supervisory process, consistent with confidentiality
requirements. National authorities should however relinguish control mechanisms such as having government representatives,
chairing or actively participating in the management board of the supervisory authority, or giving the government the right
to intervene in the day-to-day operations of the supervisory authority. Their influence should be limited to the possibility of
amending the legal framework, imposing long-run strategic goal's, and monitoring performance, on the condition that thisis
done in an open and transparent manner.
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Recommendation 18: A European System of Financial Supervisors (ESFS) should be setup.
This ESFS should be a decentralised network:
existing national supervisorswould continue to carry-out day-to-day supervision;
threenew European Authoritieswould be set up, replacing CEBS, CEIOPSand CESR,
with therole coordinate the application of supervisory standards and guarantee strong
cooperation between the national supervisors,

colleges of supervisorswould be set up for all major cross-border ingtitutions.

The ESFSwill need to beindependent of the political authorities, but be accountable to them.

It should rely on a common set of core harmonised rules and have access to high-quality
information.

IV. THE PROCESSLEADING TO THE
CREATION OF A EUROPEAN SYSTEM OF
FINANCIAL SUPERVISION

190) Thegoal set out aboveisanambitiousone.

191)

192)

It will require important institutional,
legislative and operational changes. It will
also require the emergence of the broadest
possible political consensus on the neces-
sity to movein this direction and the steps
that must be taken to do so. The Group
hopesthat all Member Stateswill aspireto
these changes. If not, a variable geometry
approach based on the mechanisms of
Enhanced Cooperation or an inter-
governmental agreement provided for in
the Treaty may be required.

The Group proposes a two stage process,
to strengthen the supervision of the Euro-
pean financial sector, thereby rebuilding
confidence in the market. The process
shouldbeasswiftaspossible, whilstgiving
sufficient timeto all stakeholdersinvolved
to converge towards the goal of a
strengthened and more integrated system.
Whilst the transformation of current EU
supervisory arrangements lie at the very
heart of this process, the Group considers
that improvements in the organisation of
supervisioncannot belooked atinisolation
from the rules which supervisors have to

193)

A)

a)

194)

implement and from the crisis manage-
ment and resol ution arrangementsthat they
have to implement (together with finance
ministries) when needed. Regulation,
supervision and crisis management/reso-
[ution arrangements are intertwined. They
form a continuum. There is no point in
converging supervisory practices, if the
basic financial regulations remain frag-
mented. And it will be impossible to
revamp the organisation of European
supervision, without clarity as to how a
crisis, shouldit break-out, will be managed
and resolved by the relevant authorities.
The two stage process proposed below
therefore brings together regulation,
supervision and crisis management/reso-
[ution.

Stage 1 (2009-2010): Preparing for a
European System of Financial Super-
vision

Preparingfor thetransformation of the
level 3 committees into European
Authorities.

The Commission, the Council and the
Parliament should immediately start the
necessary legislative work building a
consensus to transform the level 3 com-
mittees into three European Authorities: a
European Banking Authority, a European
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Insurance Authority and a European
Securities Authority. The actual transfor-
mation should be completed at the start of
the second phase (see below).

Concurrently, work should start in the
following aress:

Upgrading the quality of supervision

The Member States and the level 3 com-
mittees should, asamatter of urgency, find
practical ways to strengthen the national
supervisors. At national level, consider-
ation should be given to the following
issues: aligning supervisors competences
and powers on the most comprehensive
system in the EU; increasing supervisors
remuneration; facilitating exchanges of
personnel between the private sector and
supervisory authorities; ensuring that all

196)

197)
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modern and attractive personnel policy. At
European level, the level 3 committees
shouldintensify their effortsin the areas of
training and personnel exchangesto create
astrong European supervisory culture.
The European Commission should carry-
out, in cooperation with the level 3 com-
mittees, an examination of the degree of
independence of all national supervisors.
This examination should lead to concrete
recommendations  for  improvement,
including the ways in which national
supervisory authorities are funded.
Thelevel 3 committees should prepare the
modalities with the ESRC for a legally
binding mechanism, including for the
transfer of information, whereby the
identification of risks by the ESRC trans-
lates into expeditious regulatory, supervi-
sory or monetary policy examinationat EU

supervisory authorities

implement a level.

Recommendation 19: I n the first stage (2009-2010), national supervisory authorities should be
strengthened with a view to upgrading the quality of supervision in the EU.

In this first stage, the European Commission should immediately begin the work to prepare
legal proposals to set up the new Authorities.

Member States should give consideration to the following reforms: aligning supervi-
sors competencesand power son the most comprehensivesystemin the EU, increasing
supervisors remuneration, facilitating exchanges of personnel between the private
sector and supervisory authorities, ensuring that all supervisory authoritiesimplement
amodern and attractive personnel policy.

The level 3 committees should intensify their effortsin the areas of training and per-
sonnel exchanges. They should also work towards the creation of a strong European
supervisory culture.

TheEuropean Commission should carry-out, in cooper ation with thelevel 3committees,
an examination of the degree of independence of all national supervisors. Thisshould
lead to concrete recommendations, including on the funding of national authorities.
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Moving towards harmonised
powersand sanctions

The European Ingtitutions and the level 3
committees should initiate a determined
and concerted effort to equip the EU
financial sector withaconsistent set of core
rules by the beginning of 2013. A process
should be set-up, whereby the key-
differences in national legislation will be
identified and removed.

These differences stem from exceptions,
derogations, additions made at national
level,"* or ambiguities contained in direc-
tives which have a material impact on the
market; are laxer than the minimum core
standards; or which may induce competi-
tiondistortionsor regulatory arbitrage will
beidentified and removed. Inits effortsto
remove these differences, the European
Commission should concentrate its first
efforts on the main problems.
Thisprocessmay not lead toidentical rules
in every case. However, the core harmo-
nised rules should be sufficiently com-
prehensive. To that effect, the level 3

rules,
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committees will examine the differences
that exist and propose to the Commission
new or further developmentsof level 1and
level 2 rules, (e.g., harmonisation of the
sanctions regimes, definition of core cap-
ital rules, harmonisation in the areas of
short-selling, controls for  security
settlement systems).

The European Institutions should also set
in motion a process which will lead to far
more consistent sanctioning regimes
across the Single Market. Supervision
cannot be effective with weak, highly
variant sanctioning regimes. It is essential
that within the EU and elsewhere, all
supervisors are able to deploy sanctions
regimes that are sufficiently convergent,
gtrict, resulting in deterrence. This is far
from being the case now. The same
exercise should beinitiated with respect to
supervisory powers. These also differ
greatly from one Member State to ano-
ther.” This cannot be conducive to
coherent and effective supervision in the
Single Market.

TheEuropean | nstitutionsand thelevel 3committeesshouldinitiateadetermined effort
to equip the EU with a far more consistent set of rules by the beginning of 2013. Key
differences in national legislation stemming from exceptions, derogations, additions
madeat national level or ambiguitiescontainedin currentdirectivesshouldbeidentified
and removed, so a harmonized core set of standardsis defined and applied throughout

the EU.

The European I nstitutions should set in motion a process leading to far stronger and
consistent supervisory and sanctioning regimesin the Member States.

Recommendation 20: In the first stage, EU should also develop a more harmonised set of
financial regulations, supervisory powers and sanctioning regimes.

11. A practice sometimes referred to as "goldplating”.
12. For thetime being, for example, only 10 insurance supervisors are empowered to approve internal risk models; only
6 of them can increase capital requirements within firms; and 2 of them are not empowered to grant licences.
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Immediate strengthening of the level 3

committees

The level 3 committees should be subject

to a number of changes which should be

implemented rapidly:

i) Reinforcement of the resources of the
these committees, to be ableto employ
more people, with alarger budget;

ii) Development of the presently embry-

onicpeer review processeswithineach

committee, with a view to becoming
binding mediation processes;

Redefinition of their work and priori-

ties to become more pro-active in

identifying problems and proposing
solutions. The use of qualified
majority voting should be put into

i)

€)
203)
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practice;

iv) Cooperation between the level 3
committees should be further intensi-
fied and codified.

Supervisory colleges

The present relatively restricted use of
supervisory colleges should be expanded
immediately. The Group believes that by
the end of 2009 colleges for all major
cross-border firmsshould beestablishedin
the EU."® By mid-2009, the level 3 com-
mittees should make proposals for al
major cross border financial firms within
the EU to have supervisory colleges and
they should defineclear supervisory norms
for them.

resour ces;

upgrade the quality and impact of their peer review processes;
prepare the ground, including through the adoption of adequate supervisory norms,
for the setting-up of supervisory colleges for all major cross-border financial firmsin

the EU by the end of 2009.

Recommendation 21: The Group recommends an immediate step-changein the working of the
level 3 committeeswhich can be dealt with at once. The level 3 committees should therefore:
benefit from, under the Community budget, a significant reinforcement of their

f)
204)

B)

a)

Crisismanagement and resolution

L egidlative changes covering in particular
aspects of company and insolvency laws,
(e.g., winding-up, transferability of assets,
bankruptcy), should be proposed by the
Commission as soon as possible if the EU
is to deal with future crises in a more
effective and cost-efficient manner (see
section VI of chapter 2).

Stage 2 (2011-2012): Establishing the
European System of Financial Super-
vision

Role of the new European Authorities

205)

206)

207)

As early as possible during this second
phase, the level 3 committees would be
transformed legally into the three Autho-
rities mentioned above.

These Authorities would continue to per-
form all the current functions of the level
3 committees (advising the Commission
on regulatory and other issues, defining
overall supervisory policies, convergence
of supervisory rules and practices, finan-
cia stability monitoring, oversight of
colleges).

National authorities would continue to
remain responsible for the supervision of
domestic institutions. Cross-border insti-

13. Asan order of magnitude, this could encompass at least 50 financial institutions having asignificant market sharein
another Member State.
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tutionswould continueto be supervised by
home and host supervisors. Disputes
between home and host supervisorswould
be subject to decisions by the relevant
Authority.

But, inaddition, thenew Authoritieswould
carry-out a number of new, specific tasks
which, infull conformity withtheprinciple
of subsidiarity, the Group considerswould
be more effectively carried-out at the
European level. These tasks would be the
following:

i) In relation to cross-border institu-
tions:

- A legaly binding mediation role,
allowing the new Authoritiesto solve
disputes between national supervi-
sors. They should be ableto, when no
agreement can be found between the
supervisors of a cross-border institu-
tion, take certain supervisory deci-
sions directly applicable to the
institution concerned, (e.g., approval
of risk internal models, capital add-
ons, licence withdrawal, resolving
disputes about different legal
interpretationsrel ating to supervisory
obligations...);

- Thedesignation of Group supervisors
(in caseswherethe processlaid down
in the relevant directives has not led
to an agreement on this question);

- The aggregation of all relevant
information emanating from national
supervisors and pertaining to cross-
border institutions;

- Staff from the Authorities could take
part in on-site inspections carried out
by national supervisors;

- The Authorities would ensure a true
level playing-field for al cross-
border institutions and facilitate the
monitoring of the systemic threats
they pose;
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- The Authorities would be tasked to
ensure the consistency of prudential
supervision for al actors (and in
particular between cross-border and
smaller institutions), thereby avoid-
ing the risk of unfair competition
between supervised entities. To
guarantee this, any financia institu-
tion (including purely domestic ones)
should be able to submit complaints
to the Authority when they consider
that they suffer from any discrimina-
tion vis-a-vis a cross-border institu-
tion which has its home supervisor in
another Member State;

- Theprudential assessment of pan-EU
mergers and acquisitions (in combi-
nation with the assessment made by
the relevant Member States).

ii) In relation to specific EU-wide insti-
tutions:

- The Authority concerned would be
responsible for the licensing and
direct supervision of some specific
EU-Wide institutions, such as Credit
Rating Agencies and post-trading
infrastructures.

iii) In the area of regulation:

- The Authorities should play a deci-
sive role in the technical level 3
interpretation of level 1 and level 2
measures and in the development of
level 3 technical standards. A lega
mechanism should be put in place so
as to ensure that, once an Authority
has decided on a given interpretation
(through guidance, recommendations
etc), this interpretation becomes
legally valid throughout the EU.
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iv) In relation to supervisory standards
and practices:

v)

The Authoritieswould beresponsible
for defining common supervisory
practices and arrangements for the
functioning of the colleges of super-
VisOors,;

The Authorities should evaluate the
organi sation, processes, competences
and independence of the national
supervisory authorities through peer
reviews. These evauations should
lead to concrete recommendationsfor
improvements and should take place
frequently, without any scruples;
The Authorities would have a signif-
icant new responsibility of ensuring
that all national supervisors meet
necessary standards, by being ableto
challenge the performance by any
national supervisor of its supervisory
responsibilities, whether for domestic
or cross-border firms, and to issue
rulingsaimed at ensuring that national
supervisors correct the weaknesses
that have been identified. In the event
of the national supervisor failing to
respond to this ruling, a series of
graduated sanctions could be applied,
including fines and the launch by the
Commission of infringement proce-
dures. In exceptional circumstances,
where serious issues of financia
stability are at stake, the Authorities
should be able on a temporary basis
to acquire the duties which the
national supervisor is failing to dis-
charge.

In relation to macro-prudential

iSsues:

The Authorities would have binding
cooperation and information sharing
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procedures with the ESRC to allow
the latter to perform its macro-
prudential supervision task;

The Authorities should create and
lead groups of national supervisorsto
deal with specific events affecting
several Member States, (e.g., bank-
ruptcy of a third country systemic

group).

vi) In the area of crisis management:

In crisis situations, the Authorities
should have a strong coordinating
role: they should facilitate coopera-
tion and exchange of information
between competent authorities, act as
mediator when that is needed, verify
the reliability of the information that
should be available to all parties and
help the relevant authoritiesto define
and implement the right decisions.
Annex 5 to this chapter shows how
supervisory competences could be
shared between national supervisors
and the Authorities.

vii) Inrelation tointer national matters:

The Authorities would prepare (and
in some cases could adopt) equiva-
lence decisions pertaining to the
supervisory  regimes of  third
countries,

Theywouldrepresent the EU interests
in bilateral and multilateral discus-
sions with third countries relating to
supervision.

b) Governance and budget of the new
Authorities

From a governance standpoint, each
Authority would have a board structure
comprised of the highest-level repre-
sentatives from national authorities. Their
chairpersons and director generals should
be full-time independent professionals.

209)



VOL. 27 NOS. 2-4

210)

211)

These professionals would be chosen and
appointed by the board. This should not
excluderecruiting anindependent external
personality of the highest calibre. In
addition, the appointment of the chairs
should be confirmed by the Commission,
the Council of Ministers and the European
Parliament and should bevalid for aperiod
of 8 years.

TheAuthorities' decisionswould betaken
collectively, through the board structure
composed of the Heads of national super-
visors, by qualified-majority. However,
other arrangements could be considered
whendealing with binding mediation cases
(e.0. decisions by the chairpersons and
director generals). The Authorities would
havetheir own autonomous budget, which
could be financed by the industry and/or
contributions from the public sector (in-
cluding the EU budget). These budgets
would haveto be commensurate with their
responsibilities.

The Authorities would have the highest
degree of independence vis-a-vis the
European institutions, which should in not
interfere in the internal processes and
decisionsof the Authorities. However, the
Authorities would be accountable to the
Council, the European Parliament and the
Commission. They should report formally
to these three institutions on a frequent
basis.
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Crisismanagement and resolution

As soon as possible in this second phase,
the legidative changes recommended in
the previous chapter would need to enter
into force. An equal and high level of
protection to all depositors, investors and
policy-holders should be guaranteed,
avoiding competition distortions between
institutions and between sectors.

The changes recommended above are
ambitious and will be complex to imple-
ment. It is nevertheless vital to do so in
order, in particular, to seriously tackle the
issueof confidence that affects the present
relationship between home and host
countries. Recent developments in this
crisishavestrengthened thisdistrust. Fears
of most countries have deepened in terms
of the ability of their own supervisors to
prevent crises, stop withdrawals by parent
companies of liquidity held in local sub-
sidiaries or branches. The Group believes
that the reforms described above could do
alot to reduce such suspicions and provide
effective, practical and legally binding
mechanisms to resolve disputes. We
believe that this is probably the only way
at this stage to combine the efficiency and
needs of large groups on the one hand and
thenecessary safeguardsfor host countries
on the other.

Thefollowing diagram illustrates how the
ESRC and the ESFS would interact with
each other.
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Recommendation 22: In the second stage (2011-2012), the EU should establish an integrated

European System of Financial Supervision (ESFS).

- The level 3 Committees should be transformed into three European Authorities. a
European Banking Authority, a European Insurance Authority and a European
Securities Authority.

- The Authorities should be managed by a board comprised of the chairs of the national
supervisoryauthorities. The chairpersonsanddirector generalsof the Authoritiesshould
be full-time independent professionals. The appointment of the chairpersons should be
confirmed by the Commission, the European Parliament and the Council and should be
valid for a period of 8 years.

- The Authorities should have their own autonomous budget, commensurate with their
responsihilities.

- In addition to the competences currently exercised by the level 3 committees, the Authorities

should have, inter alia, the following key-competences:

i) legally binding mediation between national supervisors;

i) adoption of binding supervisory standards;

iii) adoption of binding technical decisions applicable to individual financial institu-
tions,

iv) oversight and coordination of colleges of supervisors;

V) designation, where needed, of group supervisors;

Vi) licensing and supervision of specific EU-wide ingtitutions, (e.g., Credit Rating
Agencies, and post-trading infrastructures);

vii) binding cooperation with the ESRC to ensure adequate macro-prudential supervi-
sion.

- National supervisory authorities should continue to be fully responsible for the day-to-day

supervision of firms.

Recommendation 23: The Group recommends that planning for the 2 stages of the new system
be started immediately. To this effect, a group of high-level representatives of the Finance
Ministries, the European Parliament, the Level 3 Committees, and the ECB to be chaired by the
Commission, should come forward before the end of 2009 with a detailed implementation plan.
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V. REVIEWING AND POSSIBLY STRENGTHENING

THE EUROPEAN SYSTEM OF FINANCIAL
SUPERVISION (ESFS)

215) The implementation of the arrangements

216)

described abovewill haveto bemonitored,
and their effectiveness carefully assessed.
A full-review should take place no later
than three years after the entry into force
of stage 2. Whilst it would be premature at
this stage to make detailed recommenda
tions as to how the ESFS could be
strengthened beyond stage 2, if stage 2
proves to be insufficient, the following
observations can be made.

Theremay be merit, over time, inevolving
towardsasystemwhichwouldrely ononly
two Authorities: The first would be
responsible for banking and insurance
issues, as well as any other issue which is
relevant for financial stability, (e.g., sys-
temically important hedge funds, system-
ically important financial infrastructures).
The second Authority would be
responsible for conduct of business and
market issues, across the three main
financial sectors. Combining banking and
insurance supervisory issues in the same
Authority could result in more effective
supervision of financial conglomerates

217)

218)
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and contribute to a simplification of the
current extremely complex institutional
landscape.

Furthermore, given the speed at which
financial marketsevolve, it isimportant to
maintain a consistent set of technical rules
applying to al financia firms. If it
appeared, after the review mentioned
above, that wider regulatory powers of
horizontal application wereneeded, such a
strengthening of the Authorities should be
envisaged.

Concerning one idea, that often appears,
suggesting the unification of all supervi-
sory activitiesfor cross-border institutions
at the pan-EU level, the Group considers
that this matter could only be considered if
therewere irrefutable argumentsin favour
of such a proposal. The complexities and
costs entailed by such a proposal (which
would result in a two-tier supervisory
system, one for cross-border institutions
and one for domestic institutions), its
political implications and the difficulty of
resolving cross-border burden-sharing are
such that the Group has doubts of it being
implemented at thisjuncture. Thisscenario
could become more viable, of course,
should the EU decide to move towards
greater political integration.

Recommendation 24: The functioning of the ESFS should be reviewed no later than 3 years
after its entry into force. In the light of this review, the following additional reforms might be
considered:
Moving towards a system which would rely on only two Authorities: thefirst Authority
would be responsible for banking and insurance prudential issues as well as for any
other issue relevant for financial stability; the second Authority would be responsible

for conduct of business and market issues;

Granting the Authorities with wider regulatory powers of horizontal application;
Examining the case for wider supervisory duties at the EU level.
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CHAPTER 1V: GLOBAL REPAIR
I.PROMOTING FINANCIAL STABILITY
AT THE GLOBAL LEVEL

Although Europe was not at the root of the
current financial crisis, it has nevertheless
both contributed to it and been hit severely
by it. Global economic and financial inte-
gration has by now reached a level where
no country or region can any longer
insulate itself from developments else-
wherein theworld. This pointsto the need
for a co-ordinated, global policy response
not only in the area of financial regulation
and supervision, but also in the macroe-
conomic and crisis management field.
Since the financia crisis has started to
unfold, the EU hasplayed apro-activerole
in international efforts, trying to contain
the economic fall-out from the financia
crisis and to reform the international
financial architecture. The EU was at the
origin of the G20 process launched at the
Washington Summit in November 2008
and is contributing to the political orien-
tations agreed at that summit. However,
beyond managing the current crisis,
attention must now be devoted to drawing
the lessons from the weaknesses of the
current international financial architecture
that have been revealed by the recent
events.

A variety of international institutions and
informal groups currently deal with
financial regulatory and supervisory
issues, often in a segmented way despite
theinteractionsand risk transfers between
different parts of the financial system.*
However, at present thereisan evident lack
of acoherent framework for designing and
enforcing minimum regulatory standards,
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for identifying risks to financial stability
and for coordinating supervisory policies
a the global level. Moreover, there are
practicaly no arrangements for cross-
border financial crisis management at the
global level and for enforcement. What is
needed now is a strengthened, more
coherent and streamlined international
financial regulatory and surveillance sys-
tem, building on the better use of existing
international institutions.

A start in addressing the weaknesses of the
existing international financial architec-
ture has been made at the G20 Summit in
Washington on 15 November 2008. By
agreeing on an action plan based on the
need to strengthen transparency, to
enhance sound regulation, to promote
integrity in financial markets and to rein-
force international cooperation, G20
leaders have set out the main priorities for
the months and years to come. However,
international cooperation will not work
without aproper representation of themain
players and key emerging market econo-
mies in each international organisation or
body.

It is clearly in the EU’s interest to try to
shape the reform of the international
financial architecture. The EU should take
the lead by improving its own regulatory
and supervisory system, which, necessary
inits own right, is also required for inter-
national convergence. In other words,
international convergence and agreement
on high standards needs strong EU
enforceability through strong EU institu-
tions. The EU has, after al, alarge share
of world capital markets. The EU’ s policy
development should dovetail with inter-
national developments. Furthermore,

14. These include the Basel Committee on Banking Supervision, other Basel-based Committees such as the Committee
ontheGlobal Financial Systemand the Committee on Payment and Settlement Systems, the Bank for International Settlements
(BIS), the Financial Stability Forum (FSF) as well as bodies like the International Organisation of Securities Commissions
(10SCO), the International Accounting Standards Board (IASB) and the International Association of Insurance Supervisors

(IAIS)
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convergence in international regulatory
and supervisory standards would ensure a
level playing field for the highly compet-
itive globally integrated financial services
sector.

I1.REGULATORY CONSISTENCY

Chapter 2 of this report has set out the
Group’'s recommendations for regulatory
reform. While some of the required
improvements specifically refer to the
legidative framework in the EU, most of
the recommended reforms either concern
existing rules agreed at the international
level (Basel 2; international accounting
standards) or new initiatives that should
preferably be implemented internation-
aly, (e.g., the regulation of credit rating
agencies, strengthened derivatives market
rules or corporate governance rules). The
EU has a clear interest in promoting
worldwide consistency of regulatory
standards towards the high level bench-
marks.

Such moves towards to international con-
sistency of regulatory standards will also
avoid unacceptable regulatory loopholes
and regulatory arbitrage which could
undermine financial stability. It would
moreover reduce the compliance burden
associated with cross-border economic
activity and avoid distortions of competi-
tion. Finally, seen from the point of view
of public authorities, enhanced regulatory
convergence would avoid regulatory fric-
tionbetweenjurisdictionsandfacilitatethe
supervision of globally active firms.
International  regulatory  convergence
towards a consistent set of rules could be
promoted by pursuing two parallel ave-
nues. Firstly, a strengthening and broad-
ening of bilateral regulatory dialogues
between the main financia centres.

227)

228)
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Secondly, a clear mandate, including pre-
cise objectives and timetables, for inter-
national standard-setters as currently
discussed in the G20 context.

Who should be in charge of coordinating
the international standard setting process?
Given its experience and track record as a
standard-setter in the field of banking, the
Basel Committee would seem well placed
to play an important role in developing
adequate standards in some of the above-
mentioned areas. However, asanumber of
international standard setters other than
central banks are concerned by the regu-
lation of the different aspects of financia
activity, the Group considers that a
reformed FSF would, in view of the
broader range of its participants and
expertise, be in the best position for coor-
dinating the work of the various interna-
tional standard setters in achieving
international regulatory consistency.
However, theFSFinitscurrent formwould
not be abletofulfil thistask. Itistherefore
proposed to strengthen the FSF by pro-
viding it with more resources and a stron-
ger governance structure (including a
full-time chairperson). Moreover, the FSF
should become more accountable by
reporting to the IMF and, like other inter-
national standard-setters, (e.g., Basdl
Committee) should swiftly enlarge its
membership to all systemically important
countries. Clearly, al international
standard-setters will need to combine
independence from political interference
with political accountability. Furthermore,
it will be essential to prepare such inter-
national financial standards transparently
and in close cooperation with market
participantsinorder to besufficiently close
to market realities.
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229) It would also be important to report regu- standard-setting authority, established by
larly (at least once or twice a year) to the atreaty. The objective should beto put in
IMF sInternational Monetary and Finance place an international standard setting
Committee(IMFC) inorder tomaintainthe process which would be binding on juris-

political momentum and to ensure
accountability. Inthiscontext, it would be
advisable to activate the Articles of
Agreement of the IMF in order to trans-

dictions and which would ensure imple-
mentation and enforcement of
international standards. This would have

form the IMFC into a decision making to be supplemented by providing the IMF
Council. with the tasks of surveying (in the frame-

230) Over the medium term, thought might be work of Article IV Reviews) the enforce-
given to establishing a full international ment of these standards.

Recommendation 25: The Group recommends that, based on clear objectives and timetables,
theFinancial Stability Forum (FSF), in conjunction with international standard setterslikethe
Basel Committee of Banking Supervisors, is put in charge of promoting the convergence of
international financial regulation to the highest level benchmarks.

In view of the heightened role proposed in thisreport for the FSF, it isimportant that the FSF
is enlarged to include all systemically important countries and the European Commission. It
should receive more resources and its accountability and governance should be reformed by
more closely linking it to the IMF.

TheF SF shouldregularlyreporttothel MF’ sl nternational Monetary and Financial Committee
(IMFC) about theprogressmadein regulatoryreformimplementing thelessonsfromthecurrent
financial crisis.

The IMFC should be transformed into a decision-making Council, in line with the Articles of
the IMF agreement.

[11. ENHANCING COOPERATION quate representations and information. As
AMONG SUPERVISORS agreed by the G20 summit, major global

231) Inorder to address the serious supervisory banks snould meet regularly and at least

failures experienced in the past, strength- once per year with their supervisory col-
ened international collaboration in the |lege for comprehensive discussionson the
supervision of large complex cross-border assessment of their risks.

financial groups is of crucial importance. 232) Withaview toensuring consistency andto
For this purpose, international colleges of identify potential systemic risks, in addi-
supervisors should be set up before sum- tion to the participation of macro- and
mer 2009 for al the largest financia micro-prudential authorities, the
institutions along the lines prepared by the participation of an official from an inter-
FSF. Pragmatic sol utionsmust befound on national body like the Basel Committeein
host supervisor involvement, striking the these colleges would be highly desirable.

right balance between efficiency and ade- On this basis, best practices could also be
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identified and promoted and coherence
could be ensured.

The emergence over the last few years of
financial conglomerateswhoareverylarge
in size and active in many different busi-
ness segments (including in proprietary
trading) throughout the world represents a
particular supervisory challenge. Thereis
arisk that thistrendwill intensify asaresult
of the crisis, (e.g., the merger between
commercial banks and investment banks),
asailing institutions are being acquired by
others. If the system is not going to move
towards a clear separation between pure
commercial banking activities (and some
investment activities carried-out for the
clients) and banksthat basically act likean
investment fund, then theworld ismoving
towards a more complex setting where
both activities will be mingled.

Such complex ingtitutions, as well as
conglomerates combining banking and
insurance, poseindeed specific challenges
both for their managers and their supervi-
sors: most frequently, increasing size goes
hand in hand with increased complexity
and increased cross-border activity. Such
financial giants are so vast and complex
that it is a huge challenge to assess in an
adequate way the risks to which they are
exposed or the risks that they may repre-
sent for the wider economy. Given their
size and the structural function they have
for the financial system as a whole, they
are, to some extent, "too big to manage"
and "too big to fail" - which means that
they can exposetherest of society tomajor
costsand are subject to acutemoral hazard,;
in some instances, these institutions can
even be "too big to save", for example
when they are head-quartered in a rela
tively small country or when the organi-
sation of a rescue package is simply too
complex toimplement. However, although

235)

236)

237)

238)
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this may be desirable in instances of
excessive market dominance under anti-
trust law, it isunlikely that large financial
institutions will be broken up into
component parts.

All this calls for a particularly stringent
supervision of these institutions. Supervi-
sors should be particularly attentive to
them, step up international cooperation to
ensure the best possible oversight and
carry-out robust comprehensive risk
assessments.  The extent to which these
institutionsareleveraged and how they are
funded should in particular be closely
scrutinised on an on-going basis. The way
in which they alocate and price capital
within the firm is crucial to their risk
management. Anti-trust authorities will
also have to enhance their vigilance in
relation to these institutions and be ready
to take any appropriate measure.

Faulty risk management has played a key
role in the run-up to the current crisis.
International firm supervisors should
therefore pay greater attention to banks
internal risk management practices and
insist on proper stresstests.

In the light of the corporate governance
weaknesses witnessed over the past few
years, supervisors will aso need to pay
greater attention to theincentive effects of
corporate remuneration schemes. Here as
well, acommon global approach would be
optimal in order to avoid regulatory arbi-
trage. Supervisors should therefore agree
on a common assessment of incentive
alignment in financial institutions and
apply such common criteria under pillar 2
of Basel 2.

The IMF should play a significant role in
surveying (in the framework of Article 1V
assessments) the enforcement by member
countries of international standards.
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Recommendation 26: Barring afundamental changein thewaysthat banksoperate, the Group
recommends that the colleges of supervisors for large complex cross-border financial groups
currently being set up at the international level should carry out robust comprehensive risk
assessments, should pay greater attention to banks' internal risk management practices and
should agree on a common approach to promoting incentive alignment in private sector
remuneration schemes via pillar 2 of Basel 2.

TheFinancial Stability Forum (FSF), working closely with other relevant international bodies,
should ensure coherent global supervisory practice between the various colleges and promote
best practice.

1V. MACROECONOMIC SURVEILLANCE AND

239)

240)

241)

CRISISPREVENTION

As has been described in chapter 1 of this
report, international macroeconomic
developmentsand global imbalances have
played amajor roleinleadingto thecurrent
crisis. While many were observing the
emergence of at least some of these
developments and imbalances, only few
rang the alarm bells. While the lack of
relevant aggregate dataof areliable nature
admittedly rendered any such warnings
less precise and thus less effective, thisis
no excuse for thefact that, where concerns
wereactually voiced, corrective action has
been totally inadegquate. Macroeconomic
surveillance therefore needs to be signifi-
cantly improved and needs to get more
teeth.

The experience of the last few years has
highlighted theimportance of establishing
amore robust macroeconomic framework
for the global economy. To this end, the
surveillance of macroeconomic policies,
exchange rates and global imbalances
needs to be reinforced. Central banks, on
their side, should more closely monitor the
growth in monetary and credit aggregates.
Beyond the strengthening of the IMF's
existing macroeconomic  surveillance
mechanisms one of the prioritiesin crisis
prevention should be the strengthening of
international early warning mechanisms

242)

building on the swift identification of
systemicvulnerabilities. A comprehensive
early warning system, jointly run by the
IMF and the FSF, could build on the
existing analytical framework for bilateral
and multilateral macroeconomic surveil-
lance, but would have to give greater
emphasis to macro-prudential concerns.
The existing financial reviews are not
designed to provide an assessment on
macro-prudential risks or vulnerabilities
ahead of crises. Drawing thelessonsfrom
the past, it will moreover be important to
ensure that any effective early warning
system is able to deliver clear and unam-
biguous messages to policymakers and
recommend pre-emptive policy responses.
Thekey failureinthe past was not so much
alack of surveillance, athough the mes-
sages emerging from the surveillance
could have been sharpened, but alack of
policy action. Thus, the follow-up to any
suchfinancia system assessmentsneedsto
be strengthened significantly.

A comprehensive early warning system
could also usefully be complemented by
the creation of an international risk map
and an international credit register. The
purpose of such a risk map would be to
build up a common data base containing
relevant information on risk exposures of
financial institutions and markets, both at
thenational andtheinternational level. The
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risk map should contain all theinformation
needed for identifying systemic risks on a
global scale. Clearly, in order to be effec-
tive, the risk map should go beyond the
banking sector and include major other
financial institutions like insurance com-
panies and hedge funds. It should also
include al major financia products.
Subject to suitable rules for protecting
confidentiality of firm-level data, such a
risk map would close the information gap
revealed in the current crisis and could
become an essential tool for everybody
interested in assessing risks to financia
stability.

An international credit register could be
instrumental when preparing, on aregular
basis, aglobal financial risk map. Such a
credit register, to be set up by the BISin
cooperationwith other relevant bodieslike
national central banksand theIMF, would
consist of adatabase compiling acoherent
set of interbank and customer-specific
credit data (above a certain threshold and
collected at regular interval s) for the major
creditors. Itwouldthereforeallow to better
assess the risk exposure of key financial
players. Complementing existing national
credit registers, an international credit
register, accompanied by a comparable
securities register, would be a useful tool
for all bodies concerned about assessing
risks to financial stability - provided this
can be achieved without excessive
bureaucracy.

Thelnternational Monetary Fund (IMF) is
in principleuniquely placed for playing an
over-arching role in ensuring high-quality
macroeconomic and macro-prudential
surveillance even if it may need to further
deepen its analysis of financial market
developments. The IMF has already, in
collaboration with the FSF, undertaken
substantial work on setting up an early
warning system (including apossibleearly

245)

246)

247)
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warninglist) and on proceduresfor afuture
Early Warning Exercise (EWE). The pur-
pose of such a EWE should be to increase
peer pressure in order to trigger timely
correctiveaction. TheMF, in cooperation
notably with central banks, would also
seem to betheinternational institution best
suited for preparing aglobal risk map.
Inaddition, thelMF/World Bank Financial
Sector Assessment Programmes (FSAP)
should in the future become compulsory
for all IMF member countries, based on a
fixed schedule particularly for systemi-
cally important countries. It should be at
the same level as macroeconomic
surveillanceandbefully integratedinto the
Art. 1V consultation process. Furthermore,
the FSAP results should be published and
countries should be obliged to set out their
reasons for not following IMF recom-
mendations, similar to the "comply or
explain” procedure now used in the EU’s
level 3 committees.

When reinforcing global early warning
mechanisms concerning risks to financia
stability, close cooperation between the
IMFwith itsexpertisein macro-prudential
meatters, the FSF and the BIS/Basel Com-
mittee with their knowledge of micro-
prudential supervision will be required.
These different tasks and warnings would
beregularly reported to theIMFC or to the
IMF Council as suggested above. More-
over, in order to build up an international
credit risk map and credit register, market
participants and national regulators will
need to be involved.

However, allowing the IMF to play itsfull
role in addressing globa macroeconomic
imbalances and in promoting financia
stability will require a strong political will
to accept its independent professional
advice. Too often in the past, the IMF was
hindered by the (large) member countries
concerned either from undertaking the
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necessary anaysis, (e.g., Financia Sector
Assessment Programme, FSAP) or from
voicingpubliclyitsconcerns. Itistherefore
particularly important that the IMF rein-
forces its surveillance over systemically
important countries in an even-handed
manner and that member countries
increase their commitment to implement-
ing the IMF's precise policy recom-
mendations. Even acknowledging that
there may aways remain legitimate
intellectual disagreements, the objective
must be to effectively address domestic
policiesin systemically important member
countries of the IMF which present a
serious risk to the stability of the interna-
tional economic and financial system. The
IMF's recommendations - discussed and
endorsed by theIMFC "V should therefore
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become internationally shared macroeco-
nomic policy objectives. In this context,
the IMF could also usefully resume its
multilateral consultations with key mem-
ber countries.

Asthe experience of the last few years has
demonstrated, analysis alone is not
enough. Corrective action is required.
Although a high-level ex ante political
commitment to theimplementation of IMF
recommendations would help, more
ambitious steps should be taken. In par-
ticular, when thrashing out the early
warning system, thought should be given
to the possibility of identifying "danger
zones' for key variabl es, theentry of which
would beto trigger the presumption of the
need for intervention, thus reversing the
"burden of proof".

Recommendation 27: The Group recommends that the IMF, in close cooperation with other
interested bodies, notably the FSF, the BIS, central banks and the European Systemic Risk
Council (ESRC), isputin charge of developing and operating afinancial stability early warning
system, accompanied by an international risk map and credit register.

The early warning system should aim to deliver clear messages to policy makers and to
recommend pre-emptive policy responses, possibly triggered by pre-defined " danger zones' .

All IMF member countries should commit themselves to support the IMF in undertaking its
independent analysis (incl. the Financial Sector Assessment Programme). Member countries
should publicly provide reasons whenever they do not follow these recommendations.

The IMFC/Council should receive a report, one or twice a year, on this matter.

249) Any effortsto reducetherisksto financial Leaving aside money laundering and tax

stability areindanger of being undermined
by systemically relevant jurisdictions that
refuse to use internationally agreed stan-
dards. The international community
therefore hasto deal withjurisdictionsthat
have weak regulatory and governance
standards, lack transparency or are not
cooperating in exchanging information,
like certain offshore financial centres.

issues, and focusing only on financia
regulation, offshore financial centres can
pose a risk to financial stability and also
create a substantial level playing field
problem: registration of financial institu-
tions can be weak; initial capital require-
ments (for services to non-residents) are
low; and supervision substandard or even
inexistent.
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250) In order to correct the associated risks to increasing capital requirements for those
the global financial system, different financial institutions that take higher risks
measureshave been proposed. Theserange by holding assets in poorly regulated
from added financial statement disclosure financial centres or where supervisorsfeel
rules (requiring the disclosure of off- hindered in getting pertinent information.
balance sheet structures on a jurisdiction Where necessary, these existing powers
by jurisdiction basisin a separate annex to should be used to the full.
the financial statement, accompanied by a 252) The effectiveness of these arrangements
risk statement for assets held in poorly should be monitored on a regular basis
regulated, and in some cases, "uncoope- under the auspices of the IMF. More
rative" financial centres) to more far- generaly, a transparent evaluation and
reaching rules prohibiting regulated benchmarking process should be set up by
financial institutionsfrom transacting with the IMF and the FSF, in cooperation with
entities located in these jurisdictions. theWorld Bank, the Financial Action Task

251) Without judging the merits of these pro- Force (FATF) and the OECD, in order to
posals at this time, which should be regularly assess the regulatory framework
examined in more detail, the Group in off-shore centres and other financia
considers that, already today, group centres, theresultsof whichwould bemade
supervisors have the possibility of public.

Recommendation 28: The Group recommends intensifying co-ordinated efforts to encourage
currently poorly regulated or " uncooperative" jurisdictions to adhere to the highest level
international standards and to exchange information among supervisors.

In any event, in order to account for the increased risks, group supervisors should increase
capital requirementsfor those financial institutions investing in or doing business with poorly
regulated or supervised financial centres whenever they are not satisfied by the due diligence
performed or where they are unable to obtain or exchange pertinent information from
supervisorsin these offshorejurisdictions.

The IMF and the FSF, in cooperation with other relevant international bodies, should assess
the existing regulatory standards in financial centres, monitor the effectiveness of existing
mechanisms of enforcing international standards and recommend more restrictive measures
wherethe existing applied standards are considered to be insufficient.

V. CRISISMANAGEMENT AND RESOLUTION thedifficultiesin separating liquidity from
solvency crises have again become
apparent.

254) The experiences of the last twelve month
have demonstrated the need for close

253) Even improved crisis prevention will not
completely avoid crises from happening.
However, the current crisis has revealed a
lack of effective crisis management and

coordination framework at the interna- coordination between supervisory, mone-
tional level. Thereareno clear multilateral tary and fiscal authorities. Effective
arrangements for coordinating national information sharing and close cooperation

responsesto financial crises. Furthermore, are essential not only for efficient crisis
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management, but they are also indispens-
able for avoiding negative spillovers, dis-
tortions to competition and regulatory
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ance of payment problems in a financial
crisis is critical. The Fund currently has
insufficient resources for assisting its

members. EU Member States should
therefore show their readiness to contrib-
ute to increasing IMF resources.

arbitrage.
255) In this context, strengthening the IMF's
capacity to support countries facing bal-

Recommendation 29: The Grouprecommendsthat EU Member Statesshould showtheir support
for strengtheningtheroleof thel MF in macroeconomic surveillance and to contribute towards
increasingthe IMF’sresourcesin order to strengthen its capacity to support member countries
facing acute financial or balance of payment distress.

V1. EUROPEAN GOVERNANCE AT THE
INTERNATIONAL LEVEL

256) While the European Union is one of the

key international players, its representa-
tion in international organisations and
other international bodies is fragmented
and lacks coherence and continuity. In
some cases, the EU’s representation is
incomplete (e.g. the FSF or G20 at Min-
isterial level), while in other cases the EU
as a whole - i.e, including its Member
States - is even perceived as being over-
represented, to the detriment of emerging
market economies. This weakens the
possibility of theEU speakingwithasingle
voice, and it is something that is aso
increasingly criticised by the EU’s inter-
national partners. It is therefore essential
to organise a coherent European

andfinancial architecture. Inthecontext of
amore ambitious institutional (and quota)
reform of the IMF, this could imply re-
arranging constituencies and reducing the
number of Executive Board members for
the EU to not more than two. A similar
consolidation of the EU’s representation
should be installed for other multilateral
fora. Recommendation 30: The Group
recommends that a coherent EU repre-
sentation in the new global economic and
financial architecturebeorganised. Inthe
context of a more ambitious institutional
reform, thiscould imply aconsolidation of
the EU’s representation in the IMF and
other multilateral fora

VIl. DEEPENING THE EU'SBILATERAL
FINANCIAL RELATIONS

representation in the new global economic [Para 257 omitted here]

Recommendation 31: In itsbilateral relations, the EU should intensify itsfinancial regulatory
dialogue with key partners.

This report sets out the regulatory, supervisory and global reforms that the Group considers
are needed. Work must begin immediately.
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Navigating Monetary Policy Challenges and M anaging Risks

CHAPTER 1
ENHANCING POLICY TRACTION
AND REDUCING RISKS

Financial Stability Overview

Devel opments over the past six months have
increased global financial stability risks. Risks
have also rotated from advanced economies to
emer ging markets, from banks to shadow banks,
and from solvency to market liquidity risks. The
global financial system is being buffeted by a
series of changesin financial markets, reflecting
diverging growth patterns and monetary policies
as global growth prospects have weakened.
Disinflationary forces have strengthened as ail
and commodity prices have dropped. Although
the latter has benefited commodity- and oil-
importing countries and increased the room to
maneuver for monetary policy in countries with
higher inflation, it has increased financial risks
in some exporting countries and in the oil sector.
As a result of these developments, inflation
expectations and long-term bond yields have
fallen. Bold monetary policy actions have been
taken in both the euro area and Japan to arrest
and reverse this disinflation pressure, while the
pull of expectations for rising U.S policy rates
and the push of additional monetary stimulus by
other major economies have sparked rapid

appreciation of the U.S dollar. Emerging mar-
ketsare caught in these global crosscurrentsand
facehigher financial stability risks, ascompanies
that borrowed heavily on international markets
could face balance sheet strains. Additional
policy measures are needed to enhance the
effectiveness of monetary policies, address crisis
legacies, and facilitate sustainable economic risk
taking while containing financial excessesacross
global markets.

Financial stability risks have increased since
the October 2014 Global Financial Sability
Report and are reflected in the Global Financial
Stability Map (Figure 1.1) and in its components
(Figurel.2). AsdiscussedintheApril 2015World
Economic Outlook (WEO), the distribution of
risksto global growth is now more balanced, but
still tilted to the downside. Weaker inflation and
greater uncertainty are weighing on the macroe-
conomic outlook. But these forces are broadly
offsst by favorable developments in
high-frequency indicators, reflecting the
expected benefits of lower oil prices and addi-
tional monetary accommodation, leaving
macroeconomic risks broadly unchanged since
October.

Figure 1.1. Global Financial Stability Map: Risks and Conditions

—m— April 2015 GFSR
—4— October 2014 GFSR

Away from center signifies higher risks, easier
monetary and financial conditions, or higher
risk appetite.

Source: IMF staff estimates.
Note: GFSR = Global Financial Stability Report.
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Figure 1.2. Global Financial Stability Map: Components of Risks and Conditions
(Notch changes since the October 2014 Global Financial Stability Report)
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The U.S. economy is expanding, with rising
employment and an improving investment out-
look, aseconomic risk taking hastaken hold. U.S.
monetary authorities have clearly communicated
that a process of monetary normalization could
begin this year with an increase in policy rates.
The bad news is that lower growth prospects
elsewhere, relative to October 2014, and disin-
flationary forces have continued to exert astrong
influence on the global economy. The number of
countries with low or negative rates of headline
inflation, and their share of global output,
increased significantly through 2014 (Figure 1.3,
panels 1 and 2). Falling commoadity prices, par-
ticularly oil prices, amplified this disinflation
pressure, and theinflation rate in many advanced
economies fell below inflation objectives. More
emerging market economies than advanced
economies have headline inflation above their
inflation goals, athough many major Asian
economiesareat their inflation cyclelows(Figure
1.3, panels 3 and 4).

Central banks have responded to increased
downward risksto price stability. Since October,
theBank of Japan (BOJ) and the European Central
Bank (ECB) have announced bold new monetary
measures designed to ward off deflation pressure
and movetheir economiescloser to their inflation
objectives (Figure 1.3, panel 5). Other centra
banks have cut rates or loosened their monetary
policy stances, and markets are generally pricing
in lower policy rates by the end of 2015 for a
number of countries (Figure 1.3, panel 6). The
policy easing has offset modestly tighter real
interest rates and thus loosened monetary and
financial conditionsoverall. Thisreport examines
some of the financial channels through which
guantitative easing (QE) works-and how to
maximize its benefits while mitigating the risks
tofinancial stability.

Emerging market financial stability riskshave
increased. The easing of inflation pressure is
benefiting many emerging market economies,
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giving them monetary policy space to combat
sowing growth. However, recent global
shocks-including higher political risks- leave
several emerging market economies more vul-
nerable. Oil and commaodity price declines have
hurt commodity exporters and sectorsfaced with
overcapacity, while companies that borrowed
heavily on international markets face balance
sheet strains from revalued foreign currency lia-
bilities. In China, the disinflationary force of
property price declines could strain bank and
shadow bank balance sheets and spill over more
broadly. ... Reflecting the challenges facing
emerging markets, risk appetite is lower as cur-
rency volatility and adjustments have prompted a
pullback of capital flows by foreign investors.
Lower allocations of global fundsto risky assets
and lower excess returns also point to slightly
lower risk appetite compared to October,
although appetite remains above its historical
average.

Credit risks are broadly unchanged. Although
the macroeconomic benefits of lower energy
prices should have afavorable impact on house-
hold bal ance sheets, the immediate credit impact
of oil and commodity price declines on firmsin
the energy sector is negative. ...

These developments have created various
tensions in global financia markets, raising
market and liquidity risks. Asynchronous mone-
tary policies have led to a sharp increase in vol-
atility in foreign exchange markets amid a rapid
appreciation of the U.S. dollar. Despite the
prospect of gradual U.S. policy rate tightening,
longer-term U.S. bond yields and term premiums
remain compressed asthe ECB and BOJramp up
their asset purchases. Asset valuations remain
elevated relative to the past 10 years as monetary
policies continue to exert downward pressure on
spreads (Figure 1.4, panel 1 not included here).
... Market volatility (Figure 1.2, panel 6) has
increased across the asset



VOL. 27 NOS. 2-4 GLOBAL FINANCIAL STABILITY MAP: CONSTRUCTION AND METHODOLOGY 509

Figure1.3. Panel 3, 4,5 and 6.
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spectrum, rising from the record lows at thetime  policy responses to these challenges. The report

of the October 2014 Global Financial Sability discusses how to maximize the effectiveness of

Report (Figure 1.4, pandl 2) [not included here].  these accommodative monetary policies while

minimizing the financial stability side effects,

This report takes a closer ook at recent chal-  with aparticular focuson QE. [Figure 1.3 Panels
lenges to the global economy and central banks' 1 and 2 omitted here]



510 JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY APRIL-DEC 2015

Box 1.1. The Qil Price Fallout-Spillovers and I mplications for the Financial Sector

The recent steep decline in oil prices reflects to a significant extent supply factors, providing a net benefit to the global economy.
Nevertheless, the speed and magnitude of the movement in oil prices raise questions about how stress can be transmitted through the
financial sector. This box addresses several channels through which lower oil prices could spawn financial vulnerabilities: a self-
reinforcing cycle of rising credit risk and deteriorating refinancing conditions for countries and companies, a decline in oil surplus
recycling in world funding markets, and strains on the financial market infrastructure’s ability to accommodate prolonged heightened
energy price volatility.

Background: Asone of the steepest on record (Figure 1.1.1, panel 1), the recent decline in oil prices appearsto reflect supply factors, a
net benefit to the global economy over the medium term.* Nevertheless, the speed and magnitude of the movement in oil prices may
produce financial strainsin selected areas as markets adjust to a new pricing environment. This box discusses three channels through
which such an adjustment could potentially contribute to an increase in market volatility.

Amplification of credit risk: Countriesand companies dependent on oil revenues have already been significantly repriced by investors
since summer 2014, asreflected in bond spreads, equity prices, and currency movements (Figure 1.1.1, panel 2). ... These effectsinclude
refinancing risk for energy-producing sovereigns and firms, and the reduction in bank funding lines to energy companies in response to
breachesin lending covenants.

Country refinancing risk: Fiscal breakeven prices vary widely across oil-producing countries in emerging markets, from $54 a

barrel for Kuwait to as much as $184 abarrel for Libya Barring spending cuts, new sources of revenue, or tapping fiscal buffers, theloss
in oil revenue will require new sources of financing. U.S. dollar-based bond spreads for emerging market oil-exporting countries have
already doubled since summer 2014, which suggests that refinancing conditions are now more problematic. Local currency depreciation
may also put upward pressure on inflation where domestic inflation expectations are not well anchored, further raising the risk premium
on sovereign debt.
Corporate refinancing in the energy sector: Scaled-back energy sector exposure by banks and corporate bond investors could amplify
strains associated with falling revenue and higher funding costs. Historically, corporate defaults in the energy sector have tended to pick
up in response to falling oil prices, with alag of about 12 months, (Fitch 2015b) likely reflecting a typical one-year hedging horizon by
producers. Since the downdraft in oil prices did not begin to accelerate until September 2014 (at which point Brent and West Texas
Intermediate prices were still higher than $100 abarrel), aftershocks for the corporate sector may not yet have fully filtered through.

The outstanding worldwide notional value of bank loans and corporate debt extended to the energy sector amounts to about $3
trillion,? $247 billion of whichisattributableto the U.S. high-yield bond market alone (Fitch 2015a) ... Themajority of global systemically
important banks have about 2 to 4 percent of their total loan book exposures devoted to the energy sector.® Available data suggest that
there are higher exposures by selected banks in emerging markets and among some U.S. regional banks (although firm estimates are
difficult to determine). A prolonged period of low oil prices will jeopardize the debt-servicing capacity of exploration and production
firmsthat have high cost bases.

Oil surpluses and global liquidity: Foreign exchange reserves accumulated by net oil-exporting countries have increased $1.1 trillion,
or almost fivefold, over the past decade. Accounting for about 15 percent of the cumulative rise in world foreign exchange reserves since
2004, these funds have been an important source [Figure 1.1.1 Omitted here] of funding for the global banking sector and capital markets
more broadly. Deposits from oil-exporting countriesin Bank for International Settlements- reporting banks have doubled to $972 billion
since 2004, and this group of countries (private and public sector) now holds more than $2 trillion in U.S. assets spread across equities
($1.3 trillion), Treasuries ($580 billion), credit ($230 billion), and agency debt ($21 billion).> Following the $88 billion contraction in
oil-exporter reserves in 2014, sensitivity analyses point to further significant declines in 2015 if oil prices follow the path implied by
futures markets. In principle, the decline in investable oil surplusesis part of global rebalancing and ought to be counterbal anced-at |east
to some extent-by wealth gains on the part of oil importers. But such redistribution between agents with potentially varying savings and
portfolio preferences may also have market repercussions, particularly if the pace of adjustment creates market dislocations.

Strainson financial infrastructure: Oil and other commodity marketshave attracted much greater focusfrom theinstitutional investment
community over the past decade. For example, noncommercia (that is, speculative) investors held about 45 percent of West Texas
Intermediate futures contracts in 2014, about triple the level held during the 1990s. Banks have also retreated from their market-making
and structuring rolesin energy markets, with ashift in trading activity to centrally cleared contracts (asdesired by regulators) and physical
commodity trading houses. With such major changesin market structure, questions have been raised as to whether an additional wave of
selling pressure might destabilize markets. There has already been substantial selling-net investment exposure is nearly what it was at its
peak in early 2014 and mutual fund data suggest that U.S. high-yield bond funds are already underweight in energy compared with the
benchmark. Assets under management in commaodity funds, combined with commodity-linked exchange-traded products, are nearly half
their 2010 peak. Implied volatility (a measure of insurance value) has increased, but only to levels recorded in 2011-12 and well shy of
levelsreached in 2008. On balance, few indicators point to severe dislocationsin oil markets. Commaodity exchanges have along history
of managing counterparty risk during heightened volatility (through changesin margining requirementsand circuit breakers). Neverthel ess,
financial intermediaries should remain on the alert for threats to efficient market functioning.

The authors of this box are Bradley Jones, Gabriel Presciuttini, Peter Breuer, Peter Lindner, Tsuyoshi Sasaki, and Fabio Cortes.
1. Seethe April 2015 World Economic Outlook.

2. Bank for International Settlements (BIS), Dealogic.

3. Bernstein Research; Bloomberg, L.P., industry reports, and IMF staff.

5. We concentrate here on assets held in U.S. dollars given this isthe currency in which oil revenues are denominated.
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In principle, QE can durably boost inflation
and growth through severa key transmission
channels (Figure 1.5). First, the QE program
itself-and an associated commitment to a signif-
icant expansion of the central bank’s balance
sheet-should help raise expectations of higher
inflation and build confidence in the economy.
Second, central bank purchases of government
bonds will lower risk-free interest rates in the
economy, which has a direct impact on real
interest rates and triggers various transmission
channelstoreal activity (seealso Draghi 2015and
Box 1in ECB 2015).1 Among thesetransmission
channels, investors selling government bonds
will seek to rebalance portfolios toward other
higher-yield assets; higher asset pricesand lower
risk-freerateswill drive down borrowing costsin
capital markets. Thisshould, inturn, helprekindle
banklending asbankspasson|ower funding costs
by reducing interest rates on their loans. These
channels, in combination, will aso lead to a
depreciation of the exchange rate, particularly if
there is a strong rebalancing toward foreign
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assets, lifting inflation and boosting competi-
tiveness. QE shouldthenlead to greater economic
risk taking, with firms investing more and
households increasing their consumption. This
should also help improvethefinancial position of
households and firms as a stronger economy and
increased asset val ueshel pimprove balance sheet
health.

QE is appropriate for addressing disinflation-
ary pressuresinthe euro areaand Japan, and some
of the key transmission channels are already
working. Financial markets have responded
swiftly and positively, appreciably lowering
sovereign and private borrowing costs and
weakening currencies. This has helped to sig-
nificantly reduce fragmentation and lift demand
for loans in the euro area. Inflation expectations
have improved, and strong gains in equity mar-
ketsunderscorefurther progressthrough portfolio
rebal ancing channels, laying thebasisfor positive
wealth effects.

Figure 1.5. Quantitative Easing Impact Channels
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However, to maximize the benefits of QE in
boosting real activity through higher credit
growth, additional measuresare needed torestore
balance sheet health in the private sector, partic-
ularly policiesaimedat comprehensively tackling
the burden of nonperforming assets in the euro
area. Moreover, steps should be taken to mitigate
some of the challenges that arise with QE. By
design, QE encourages greater financial risk
taking, yet monitoring and eventually addressing
any ensuing financial excesses and other unde-
sirable financia side effects is necessary.
Although awealth effect is a benefit of increased
asset prices, there isalso arisk of stretched asset
prices. Lower interest rates also place strains on
the profitability of financial institutions that
derive interest income by exploiting the slope of
the yield curve. Life insurers with guaranteed
payoutson their liabilitiesare at particular risk in
a low-interest-rate environment. Low interest
rates may also lead to a search for yield by
investors, prompting them to take on greater
creditandliquidity risksto generatemoreincome.
A sharp depreciation of the domestic exchange
rate from significant portfolio rebalancing into
foreign assets could increase volatility in cur-
rency markets.

Thisreport examinesthe risk landscape asthe
BOJ and ECB augment their expanded asset
purchase programswhile the Federal Reserveis
expected to start gradualy raising policy rates.
A key message of this report is that additional
policy measures are required to enhance the
effectiveness of accommodative central bank
policies. These measures are needed to facilitate
sustainable economic risk taking, contain the
resulting financial excesses, address crisis lega-
cies, and engineer a successful exit from the
global financia crisis.

M acr oeconomic Ver sus Balance Sheet
Deleveraging: What Isin the Mix?

Accommodative monetary policies in
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advanced economies have helped reduce private
nonfinancial debt ratios by supporting inflation
and growth and increasing asset prices. Balance
sheet deleveraging through CHAPTER 1
Enhanclng pollcy tractlon and rEduclng rlsks
debt repayment and write-offs has reduced debt
levelsin a number of euro area countries, while
macroeconomic deleveraging through growth
and inflation has played a larger role in the
United Kingdom and the United States. But pri-
vate sector leverage remains elevated in many
economies. Looking forward, expected growth
and inflation under existing monetary policies
will likely be insufficient to reduce debt levels
significantly. A more complete set of policy
actions is required to complement accommoda-
tive monetary policies and address the debt
overhang in the private sector.

In the years leading up to the global financia
crisis, the private sector in many advanced
economies, includingintheeuro area, the United
Kingdom, and the United States, increased
leverage on the strength of rising growth
expectations and favorable financial conditions
(Figure 1.6). The crisis exposed the fragil ity of
this credit-driven growth model and the risks to
growth associated with high debt. In particular,
high private debt levels raise the sensitivity of
borrowersto adverseshocks, reduceprofitability,
and put upward pressure on nonperforming loans
and corporate bankruptcies, increasing risks to
bank asset quality and broader financial stabili-
ty.! Furthermore, when highly indebted private
agents are unable to benefit from lower funding
rates to increase their borrowing, high debt also
undermines monetary policy transmis sion
mechanisms. This hampers private balance sheet
cleanup and economic recovery, asis discussed
inthe section"Disinflationary Risk and Financial
Stability". In countries where private balance
sheets remain over extended, debt reduction
necessary to reduce financial stability risks, but
debt reduction must be handled in a way that is

1. High debt can impede growth, which in turn can undermine financial stability. Studies have shown that high debt is generally
associ ated with low medium-term growth, although at different debt thresholds (see referencesin Chen and others 2015). Other studies
have shown that high private sector leverage has been detrimental to postcrisis economic performance (see Bornhorst and Ruiz Arranz

2013; ECB 2012).
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consistent with the recovery. The pace and
composition of deleveraging have important
macroeco homic implications.

Major advanced economies have made mixed
progress in deleveraging private nonfinancial
sector balance sheets. Households-especially in
the United Kingdom and the United States-have
sharply reduced their gross debt as a share of
GDP, but gross household debt is still high in

Figure 1.6. Private Nonfinancial Sector Gross Debt
(Percent of GDP)

1. Major Advanced Economies
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many countries. Although leverage among non-
financial firms is down from its peak in many
advanced economies, thecorporate sectorinsome
euroareacountriesisstill highly leveraged, in part
because resolution of impaired assets has prog-
ressed slowly. In the United States, where cor-
porateleverageisrelatively low, companieshave
stepped up borrowing in recent years amid
favorable financing conditions and increased
financial risk taking.

2. Selected Euro Area Countries
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What factors have contributed to deleveraging?

Reductionsin gross debt ratios can comefrom
two sources: macroeconomic deleveraging
(through growth and inflation) and balance sheet
deleveraging (through debt repayment and
write-offs). Countries that have been able to
generate higher growth and inflation have been
able to minimize the need for balance sheet
deleveragingandtheassociated credit contraction
[Figure 1.7 isomitted here]. But the deleveraging
process has varied substantially across countries.

Sources: Bank for International Settl ts; and IMF staff esti

Write-offs can play an important role in
tackling high debt burdens where efficient debt
resolution mechanismsareinplace. Inparticular,
the cleanup of impaired assets on balance sheets
can contribute to private sector deleveraging as
long as countries have efficient mechanisms for
debt restructuring [Figure 1.8 omitted here].
These mechanisms may allow countries to limit
the macroeconomic costs of debt restructuring
and restart credit flows more rapidly. A key
lesson from the crisis is that addressing weak
balance sheets early on canimprovethefinancia
and economic responses to unconventional
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monetary policies.

Asset price appreciation due to accommoda-
tive monetary policies (conventional and
unconventional) can aso contribute to
deleveraging. The appreciation of household and
corporate financial assets can help reduce the net
financial debt of the private sector, even if gross
debt remains unchanged. This is an important
channel for policy, especialy for countries in
which central bank asset purchases have helped
to lower the risk-free rate. Asset-side deleverag-
ing has not operated much in the euro area so far,
but it has played an important role in Japan, the
United Kingdom, and the United States. Since
2007, the net financial debt of households and
firms in these economies has declined by about
10 percentage points of GDP or more solely asa
result of asset price gains (Tables 1.1 and 1.2,
asset revaluation columns). In contrast, euro area
countries such as France, Greece, Portugal, and
Spain have not benefited as much from this
channel so far.

Howmuch moredeleveraging could beachieved
through unconventional monetary policies?

Macroeconomic deleveraging through 2020
could reduce corporate and household indebted-
ness, but in a number of economies it would not
be sufficient to eliminate high debt loads.
Although it is difficult to define athreshold for
asafelevel of debt, anumber of major advanced
economies whose debt increased sharply are still
likely to have debt abovetheir precrisisaverage.”
For example, grosscorporatedebtin France, Italy,
Portugal, and Spain would remain above or near
70 percent of GDP by 2020 under current World
Economic Outlook projections for growth and
inflation, higher thantheir precrisisaveragesand
higher than those of other major advanced
economies (Table 1.2; Figure 1.7, panel 4).
Similarly, under current World Economic Out-
look projections for growth and inflation, by
2020, gross household debt in Portugal and the
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United Kingdom would remain relatively high
compared with that of other major advanced
economies (Table 1.1).2

Paliciesto facilitate further private sector dele-
veraging

High private sector debt level s can continueto
pose obstacles to growth and financial stability.
Contributions may be needed from al three
deleveraging sources: macro deleveraging
(growth and inflation), balance sheet deleverag-
ing (debt repayment and restructuring), and asset
revaluation (for net indebtedness). A compl ete set
of policies is necessary to return debt to safer
levels:

* First, accommodative monetary policies
(including QE) should help support private
sector deleveraging, including by boosting
asset prices and generating wealth effects.
But these will likely not be sufficient if
potential growth remains low. In such
cases, countries need to enhance their
longer-term growth potential through a
comprehensive program of structural
reforms.

* Second, debt restructuring and write-offs
can improve the financial and economic
response to unconventional monetary
policies by unclogging the monetary
transmission mechanism.

* Third, minimizing the negative impact of
debt restructuring on the economy requires
efficientlegal andinstitutional mechanisms
for the prompt cleanup of impaired assets.

* Finally, countries with high public debt
must improve their fiscal frameworks, as
highlighted in the April 2015 Fiscal Mon-
itor. High debt and deleveragingin all three
sectors (public, corporate, household) has
been shown to be especially deleterious to
growth (see Bornhorst and Ruiz Arranz
2013). Fiscal frameworks with better

2. High debt is generally associated with low medium-term growth (see Cecchetti, Mohanty, and Zampolli 2011; Kumar and
Woo0 2010; Baum, Checherita, and Rother 2013; Reinhart and Rogoff 2010), albeit at different thresholds (Chen and others 2015).
3. Theprojectionsfor growth and inflation are based on the latest WEO forecasts and assume no new debt and no debt write-offs.
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guidance on the medium-term objectives
can provide moreflexibility onthe conduct
of fiscal policy over the economic cycle.

Disinflationary Risks and Financial Stability
Quantitative Easing in the Euro Area and
Japan: What Arethe Channelsand Risks?

Whilethe U.S. Federal Reserve isexpected to
start gradually raising policy rates, theeuroarea
and Japan have recently embarked on further
asset purchases (QE) to significantly strengthen
their responses to persistent disinflationary
pressures. Some key transmission channelsof QE
arealready beginning towork. Financial markets
have responded swiftly and positively, appreci-
ably lowering sovereign and private borrowing
costsand weakening currencies. To maximizethe
impact of QE, it is necessary to complement
central bank actions with measures to restore
balance sheet health in the private sector,
including through expeditious debt write-downs
and restructuring, enhance the soundness of
nonbank institutional investors, and promote
structural reforms. Failure to support current

Figure 1.9. Quantitative Easing and Financial Markets

QE began working well before it was announced...
1. Changes in 10-Year Sovereign Yields

(Percentage points)

First two years of program
1.00- ’ preg

Since
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0.00
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monetary policies will leave the economy vul-
nerable and risks tipping it into a downside
scenario of increased deflation pressure, a
still-indebted private sector, and stretched bank
balance sheets. Finally, QE-by design-entails a
continued low-interest-rate environment. While
this should help the macro economy, it will pose
severe challenges to institutional investors, par-
ticularly weak European life insurers, further
weighing on their ability to rerisk their balance
sheets in support of QE.

Central banks have embarked on further mone-
tary easing in the euro area and Japan

In October 2014, amid weak demand and
continuing downward price pressures, the BOJ
introduced an expanded program of quantitative
and qualitative easing (QQE2). The BOJ
announced that it was accelerating the pace of
Japanese government bond purchases from an
annual pace of %50 trillion to about %680 trillion,
and extending the average remaining maturity of
government bond purchases to about 7 to 10
years. The BOJ s balance sheet is expected to
exceed 70 percent of GDP by the end of 2015.

...and has delivered some price improvements

2, Changes in Equities and Exchange Rates
(Percent)

Since
QQE1

First two years of program
I—‘—\
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Jackson
Hole
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Similarly, the ECB increased its monthly asset
purchases to € 60 billion, after averaging about
€12 billion under the existing asset-backed
securities and covered bond purchase programs,
to address the risks of persistently low inflation.
Thiswill result in atotal program of about €1.1
trillion by September 2016 and will [Noteto copy
editor: All country name abbreviations may be
giventogether only onceat theoutset and omitted
in the footnotes to al charts, in order to save
space]. largely be accommodated in sovereign
markets, with a small portion also coming from
EuropeanUnion (EU) institutions. If fulfilled, QE
will take the ECB’s balance sheet from an esti-
mated 22 percent to 31 percent of GDP, in line
with the initial QE programs of the Federa
Reserve and the BOJ, which each subsequently
increased their programs to about 20 percent and
45 percent of respective GDP.

Although at different stages, QE programsin
Japan and the euro area have already had a
significant impact on financial markets. In the
euro area, much of thiswas achieved in thewake
of ECB President Draghi’s speech at Jackson
Hole in August 2014-a date widely taken as the
trigger for QE. Ten-year sovereign yields in
Germany, Italy, and Spain, among others,
declined before the implementation of QE by as
much as 10-year U.S. Treasury bonds did during
the first two years of the Federal Reserve’'s QE
programs (Figure 1.9, panel 1). Positive market
impacts were reinforced following the official
announcement of QE in January (Figure 1.9,
panel 2). As of late March 2015, more than 30
percent (or € 2.4 trillion) in short- and long-term
euro area government bonds had negative yields.
These improvements and associated positive
ripple effects through credit markets have helped
significantly to reduce fragmentation, improve
credit conditions, and raise demand for loans.
More-over, strong gainsin equity marketsin both
Japan and the euro area underscore progress
through the portfolio rebalancing channel, laying
the basis for positive wedlth effects. There has
also been a positive impact on inflation expec-
tationsin the euro area, as measured by inflation
swaps. In Japan, different measures of inflation
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expectations, which steadily rose until mid-2014,
have fallen recently and converged to about 1
percent.

The ECB’'s QE program complements a
broader set of measures to address tail risks and
safeguard monetary transmission, for example,
the lowering of policy rates to historic levels-
including negative territory, in line with some
other European countries. Progress toward
banking union, including the Single Supervisory
Mechanism, has helped strengthen the health of
banks through enhanced and harmonized regu-
lation and supervision.

A strong portfolio rebalancing channel will be
key to the transmission of QE

A strong portfolio rebalancing channel isakey
trans- mission channel for QE. Rebalancing could
occur in three central ways. First, rebalancing
lowersrisk-free rates, whichtrandatesinto lower
funding costs. Second, rebalancing from sover-
eign bonds into morerisky assets should reduce
lending spreads and thus credit costs. However,
thisismost likely to benefit large com paniesthat
have access to markets, with limited direct sup-
port for small and medium-sized enterprises.
Third, there could be portfolio outflowsfromthe
economies engaging in QE, primarily to the
United States, but also increasingly to emerging
markets.

Ingtitutional investors are key to the trans-
mission of QE to the private sector in the euro
area. European lifeinsurers, which hold about 20
percent of EU government bonds, may have
limited incentive to sell bond portfolios to the
ECB, partly becauseof regul atory considerations,
but also as aresult of their weak balance sheets
(as discussed later in this chapter).

In Japan, the government bond maturity
extension under QQE2 isexpectedtoleadto more
portfolio rebalancing at lifeinsurersand pension
funds. Life insurers and pension funds are now
thelargest holdersof Japanese government bonds
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and are in a better position to rerisk their balance
sheets, including toward higher-yielding secu-
rities.

Bank lending may take time to fully recover

In previous episodes of QE, bank credit has
taken time to fully recover. Bank lending has
accelerated only modestly in Japan andthe United
Kingdom since the launch of their QE programs
(Figure1.11, panel 1).” EvenintheUnited States,
wherebank credit isnow growing quickly, it took
at least a year after the launch of its third QE
program before lending started to pick up. Past
experience suggests that bank lending in the euro
areaand Japan may pick up with alag.

Furthermore, the ability and willingness of
banks to supply more credit will depend on the
business environment and regulatory conditions
they arefacing. Beforethe global financia crisis,
banks were primarily concerned about meeting
risk-weighted capital regulations. However
banks now need to operatetheir businesses under
a multidimensional set of regulatory and eco-
nomic targets that they need to meet simulta-
neously, including regular supervisory stress
testing and the new Total Loss-Absorbing
Capacity requirement for globa systemicaly
important banks (Figure 1.11, panel 2)

Evenif bankshavethe capacity to expandtheir
loan portfolios, there is a risk that they may
reallocatetheir portfoliostoward more profitable
strategies. Table 1.3 provides some stylistic
examples of possible alternative investment
choices. According to these estimates, banks may
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have incentives to invest in higher-yielding
bonds, such as U.S. and emerging market sover-
eign bonds.

In the euro area, improving asset quality is
important to boost bank lending

In the euro area, improving asset quality at
some banks could further bolster bank credit.
Asset quality continued to deterioratein the euro
area as a whole in 2014, although at a slowing
pace, with total nonperforming loans now
standing at more than € 900 billion (Figure 1.12,
panel 1). Furthermore, the stock of nonperform-
ing loansin theeuro areaisunevenly distributed,
with about two-thirds located in six euro area
countries’ In Cyprus, Greece, Ireland, Italy,
Portugal, and Slovenia, a mgjority, if not all, of
the banks involved in the ECB’s Asset Quality
Review werefound to have nonperforming assets
of 10 percent or more of total exposure (Figure
1.12, panel 2). These bad assets arelarge relative
to the size of the economy (Figure 1.12, panel 3),
even net of provisions. Euro area banks have
lagged the United States and Japan in the early
2000s in their write-offs of these bad assets,
suggesting less active bad debt management and
more limited improvement in corporate
indebtedness.

Nonperforming assets reduce banks willing-
ness and ability to supply credit (Figure 1.11,
panel 3) in three key ways. First, nonperforming
assets are a drag on profitability because they
require provisioning and generate less interest
income than performing assets (Figure 1.12,
panel 4).° There are also operating costs to
holding nonperforming assets on balance sheets
(including administrative expenses, legal costs,

7. This, however, does not imply that there has been no impact on bank lending from QE. For example, Saito and Hogen (2014)
find that a decrease in the interest rate risk at major Japanese banks under QQE1 has been associated with higher bank lending, after
controlling for loan demand, interest rate spreads, and the nonperforming loan ratio.]

9. The stock of nonperforming loans in Cyprus, Greece, Ireland, Italy, Portugal, and Spain in total amounts to more than e 600

billion.

10. Banks with large nonperforming loan portfolios may also face higher funding costs, although banks may seek to offset this

by charging ahigher interest rate on new loans.
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Figure 1.11. Bank Lending

Figure 1.11. Bank Lending and Constraints

Bank lending growth has lagged in past QE episodes...
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and maintenance of repossessed property). And
even if banks appear adequately provisioned at a
given point in time, additional provisioning may
be needed over time if economic conditions do
not improve. Second, nonperforming assets-net
of provisions-use scarce resources on bank bal-

demand

ance sheets. Net nonperforming assets need to be
backed by capital. They are particularly costly for
risk-weighted capital because net nonperforming
loans on average have a significantly higher risk
weight than do performing loans. Third, banks
with high levels of nonperforming loans on their
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balance sheets may be less willing to lend to
borrowers with borderline credit quality. While
many banks are chasing the same good-quality
firms-often in competition with capital markets-
other weaker companies are finding it more dif-
ficult to obtain loans.

As a result, banks with high levels of non-
performing assets may hamper the transmission
of QE viabanks. Figure 1.12, panel 4 shows that
bankswith ahigher ratio of nonperforming loans
have tended to lend lessrecently, even relative to
average lending by banks in the same economy

GLOBAL FINANCIAL STABILITY MAP: CONSTRUCTION AND METHODOLOGY
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Policy actions are needed to support bank
lending capacity

These observations suggest that policy actions
areneeded tofurther help bank lendingintheeuro
area and Japan. This can beillustrated through a
simulation, whichisbased on the assumption that
necessary actionsarenot taken. Thesimulationis
estimated using more than 100 banks in the euro
area and about 80 banks in Japan.

... The results suggest that without corrective
policy actions, outlined later in this chapter,
median bank |ending capacity could belimited to
ameager 1to 3 percent on average ayear, though

some individua institutions may be able to
increase lending by more. For banks that have
excess capital and are willing to run down their
capital buffers, bank lending growth could be
higher than suggested by these smulations.

that have faced similar demand conditions. This
negative relationship between bank lending and
nonperforming loans was also illustrated in the
April 2014 Global Financial Stability Report.

Table 1.3. Reallocating Assets: Stylized Investment Choices (Per cent)

Sovereign Bond Corporate Loan SME Loan
DEU ITA/ESP  JPN USA EM IG DEU ITA/ESP  JPN DEU ITA/ESP

(1) 2 ©) @ (5 (6) (7 8 ©) (10 (11)
Investment Return 0.4 14 0.4 21 39 1.0 17 0.9 24 37
Foeign Exchange - - - -0.3 -0.3 - - - - -
hedge
Credit Risk - -0.2 - - -0.2 -0.1 -0.3 -0.2 -05 -1.0
Operations - - - - -0.1 -0.3 -0.3 -0.3 -04 -04
Pretax Return 0.4 12 0.4 19 33 0.6 11 0.4 15 23
Required Capital 3 3 3 3 5 6 6 8 10 10
Pretax Return on
Required Capital 13 40 13 62 67 10 19 5 15 23

Sources: Bank of AmericaMerrill Lynch; Bank of Japan; European Central Bank (ECB); and IMF staff estimates.

Note: Investment returnsusing current yieldsfor 10-year sovereign bondsand anindex of emerging market investment-grade sovereign
bonds. Corporate |oan rates proxied using broad bond indicesfor large European firms, ECB (interest rate on all new loans), and Bank
of Japan (average contracted interest rate on new loans). SME loan rates are proxied using ECB data (interest rate on new loans under
<1 million). The foreign exchange (FX) hedge has a one-year roll-over period; hedging costs are currently comparable for European
and Japanese banks. Credit risk is based on the probability of default for an investment-grade loan rated A/BBB+ and for an SME
loan rated BBB-/BB, using sovereign credit risk as afloor. Operational costs are based on usual cost-to-income ratios for corporate
and SME loans. Emerging market credit risk assumed for asovereign rated BBB-. Capital requirementsare the maximum of aleverage
requirement of 3 percent and aCommon Equity Tier 1 target of 10 percent with risk-wei ghted assets of 50 percent for emerging market
sovereign bonds, 60 percent for corporate loans, 100 percent for SME loans, and 80 percent for loans to Japanese firms. DEU =
Germany; EM |G = emerging market investment grade; ESP = Spain; ITA = Italy; JPN = Japan; SME = small- and medium-sized
enterprise; USA = United States.
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Figure 1.12. Bank Nonperforming L oans and L ending Conditions

Figure 1.12. Bank Nonperforming Loans and Lending Conditions

Nonperforming loans remain at high levels...
1. Nonperforming Loan Stock
(Billions of euros)

1.000- Other _
! Cyprus, Greece, Ireland, and Portugal
900~ Spain -
800~ mm Italy -
700- -
600- -
500- -

0
2009 10 11 12 13 14
Sources: National central banks; IMF Financial Soundness Indicators; and IMF
staff estimates.
Note: National definitions have been adjusted according to Barisitz (2013). Other
comprises Austria, Belgium, France, Germany, and the Netherlands.

Provisioning and write-offs have lagged...
3. Nonperforming Loans, Provisions, and Write-offs
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Sources: European Central Bank; Financial Services Agency; and IMF staff
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Note: NPL = nonperforming loan; net NPL = gross NPL plus provisions;
provision ratio = provisions as a percentage of gross NPL; write-off ratio =
write-offs as a percentage of gross NPL.
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...concentrated in a few economies.
2. Nonperforming Assets: Distribution by Country
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Sources: European Central Bank; and IMF staff calculations.

Note: Based on a sample of 106 banks from 12 of the countries that took part in
the European Central Bank’s Asset Quality Review (AQR). Banks are sorted by their
nonperforming exposure (NPE) ratio. NPE ratio = AQR-adjusted NPE level as a
percentage of total credit exposure. Data labels use International Organization for
Standardization (ISO) codes.

...and so bank income and lending have been reduced.
4. Interest Income, Lending Growth, and Nonperforming Loans

(Percentage points)
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Sources: European Banking Authority; SNL Financial; and IMF staff calculations.
Note: Left chart shows annual interest income to gross loans, for over 100 euro area
banks, relative to the yearly average for banks with the same nationality, calculated
over the period 2009-13. The right chart shows annualized lending growth relative
to average lending growth in the same economy, and uses European Banking
Authority data for a sample of more than 60 banks over the period 2010-13.
Outliers have been excluded, based on extreme values for lending growth,
nonperforming loans and interest margins.

(continued on next page)
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Addressing the corporate debt overhang will
help support healthy credit demand

Boosting credit demand will require tackling
high corporate indebtedness. In the euro area,
thereisaclosecorrelation between countrieswith
a high volume of nonperforming loans and those
with high corporate debt. This is illustrated by
information on the distribution of corporate
interest coverage ratios, a key indicator of bor-
rower distress (Figure 1.12, panel 6). Companies
with high levels of debt arelesslikely to demand
more credit, potentially hampering growth in
bank credit. High indebtedness is aso likely to
reducethe sensitivity of loan demand to a change
in bank lending rates, reducing the effectiveness
of afurther compression in yields under QE.

In Japan, corporate leverage may also limit
credit demand for somesmaller firms. Companies
now have significant cash hol dings, amounting to
50 percent of GDP, up from 37 percent at the end
of 2007. Firmswithlarge cash holdingsarelikely
to demand less credit from banks. At the same
time, firm-level data and sectoral balance sheets
show that some small and medium-sized enter-
prises face the structural challenges of high
leverage and low profitability. Again, these
indebted firms arelikely to belesswilling to take
on more credit.

European life insurance: An unsustainable
business model in a low-interest-rate environ-
ment

... The current low-interest-rate environment,
which QE will further exacerbate, poses severe
challengestothe EU lifeinsuranceindustry. The
industry’ s practice of writing long-term policies,
sometimes of more than 30 years, without assets
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of a correspondingly long duration has resulted
in undesirable negative duration gaps. [Figure
1,12 Panel 5 omitted here] Moreover, many
policies contain generous return guarantees,
which are unsustainable in today’s low-
interest-rate environment. According tothe Euro-
pean Insurance and Occupational Pensions
Authority (EIOPA), morethan half of European
life insurers are guaranteeing an investment
return to policyholders that exceedstheyield on
the local 10-year government bond, thereby
incurring undesirable negative invest- ment
spreads (EIOPA, 2013)."

... Incontrast, countrieswith positive duration
gaps (reflecting a higher share of saving- and
unit-linked products), such as Ireland and the
United Kingdom, are less sensitive to the risks
arising from low or falling interest rates. They
may, however, face other vulnerabilities,
including high volatility in equity markets. In the
United States, life insurance companies also
appear less sensitive to the risks associated with
low interest rates, reflecting their product mix,
whichis similar to that of U.K. insurers, and the
more favorable U.S. economic outlook.”

A low interest rate scenario is materializing in
Europe

The results of the 2014 stress tests conducted
by EIOPA indicate the urgency and size of the
insuranceindustry problem. Thestresstestsshow
that 24 percent of insurers were not able to meet
their 100 percent Solvency Capital Ratio

11. In Germany, for example, despite a recent reduction in the guar- anteed policy rate on new products to 1.25 percent, the
guaranteed return on total policiesisabout 3.2 percent, whereas the 10-year bond yield is about 0.3 percent. For more information on
the health and challenges of German lifeinsurers, see Elekdag and others 2014.

12. Further analysis of U.S. insurers can be found in the forthcoming 2015 U.S. Financial Sector Assessment Program.
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requirement under a "Japaneselike scenario”.®®
Althoughtheindustry wasexpectedto haveabout
8 to 11 years before running into serious cash-
flow pressures, even these results seem optimis-
tic, as interest rates are now significantly lower
thaninthestresstest scenarios(Figure1.13, panel
2 omitted here). ...

Europeanlifeinsurersarevulnerabletodistress

Midsize insurers in Europe face a high and
rising risk of distress. The failure of one or more
midsize insurers could trigger an industry-wide
loss of confidence if the failure is believed to
reflect a generalized problem.

The high and rising interconnectedness of the
insurance industry and the wider EU financia
system is another source of potential spillovers.
Theindustry hasaportfolio of e4.4trillionin EU
credit. Furthermore, insurers are traditionally
closely linked to banks through liquidity swaps
and bank bond holdings, a trend that could
increase with the new Total Loss-Absorbing
Capacity requirements. A large mark-to-market
shock could force life insurers into asset reallo-
cations and sales that could engulf the financial
system (Figure 1.13, panel 3 omitted here).

Policies needed to maximize the effectiveness of
QE inthe euro area

QE provides a strong framework for address-
ing deflation risks, and some key transmission
channelsarealready beginningtowork. But given
the potential limitsto bank credit growth, further
steps to repair private balance sheets are needed
for the full potential benefits of QE to ....

Thechallengesfacing lifeinsurers should also
be tackled promptly to ensure these institutions
canplay anactiveroleintheportfolio rebalancing
channel. Regulators need to reassessthe viability

13."
low-interestrate environment. See also EIOPA 2014b.
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of guarantee-based products and promptly bring
minimum return guarantees offered to policy-
holders in line with any secular trend in policy
rates. At the same time, they must improve the
sector"Rs asset-liability matching and hedging
capabilities. Prompt regulatory and supervisory
actions are needed to mitigate damaging spill-
overs from a failure of a medium-sized insurer.
Introducing a nationally harmonized policy
holder protection scheme would further increase
the resilience of the industry by enhancing con-
fidence. Partnerships combining the credit risk
expertise of bankswith thebalance sheet capacity
of insurers could also help promote growth.

Finally, regulators should continueto improve
transparency and public disclosure of life insur-
ers. Despite EU regulators significant efforts to
strengthen transparency, including through the
publication of comprehensive stress test results,
it remains difficult to assess insurers true sol-
vency positions. This situation could undermine
public confidence and exacerbate industry
pressures if vulnerabilities start materializing in
smaller firms.

The effectiveness of QQE in Japan depends on
supporting policies

Steadfast implementation of fiscal and struc-
tural reformsis essential to boosting growth and
making QQE more effective. If thesereforms are
incomplete, efforts at pulling the economy out of
deflationarelesslikely to succeed, hampering the
effectiveness of QQE. The BOJ should consider
strengthening the portfolio rebalancing effects of
its asset purchases by increasing the share of
private assets in purchases and extending the
programto longer-maturity government bonds, as
necessary to achieveits 2 percent inflation target.
A more forecast-oriented monetary policy com-
munication would increase the transparency of
the BOJ*Rsassessment of inflation prospectsand

Japanese-like scenario” is used in EIOPA 2014a to test the resiliency of the insurance sector by assuming a persistent
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also signal commitment to its inflation target,
mainly through the discussion of envisaged pol-
icy changesif inflationisnot on track. To further
stimulate bank lending to the private sector,
authorities should expand the special lending
facilities; jump-start the securitization market for
bank |oansto small and medium-sized enterprises
and mortgages; and enhance risk capital provi-
sion, including by encouraging more asset-based
lending and removing barriers to entry and exit
of small and medium-sized enterprises.

United States

Despite the much-anticipated start of the
process for monetary policy normalization in the
United Sates, long rates have been lower than
expected as concerns over global growth and
disinflation feed back into U.S. markets. Plum-
meting crude oil prices have raised concerns
regarding the recent flurry of high-yield debt

Figure 1.14. United States: Nonfinancial Corporations
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issued by speculative-grade energy companies.
Diver gence between the expectations of financial
market participants and those of policy-makers
regarding the pace of U.S. monetary tightening
reflects the challenge of normalizing monetary
policyinaworldstill addressinglegacy problems
and trying to encourage economic risk taking.

U.S recovery solidifies as economic risk taking
takes hold

The fundamentals of the U.S. economy con-
tinue to strengthen. The April 2015 World Eco-
nomic Outlook projects growth of 3.5 percent in
2015 amid low interest rates, dissipating fiscal
headwinds, and |ower energy prices. Morepeople
are returning to the workforce, and wage growth
iswidely expected to start picking up. The World
Economic Outlook projects three-year average
growth at an annual rate of about 3 percent, the
fastest annual pace since 2005.

2. Capacity Utilization and Business Fixed Investment
(Percent)
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Other indicators support the view that U.S.
growthissuccessfully making thetransition from
dependence on asset appreciation and financial
risk taking to an economy led by economic risk
taking. Capacity utilization is returning to pre-
crisis levels, and business fixed investment is
rising, although at a slower pace than in previous
cycles (Figure 1.14, panels 1 and 2). Growth in
credit extended to nonfinancia firms is on the
rise, in contrast to growth inthe euro area, where
the trend is still negative. Funds raised through
corporate debt issuance are increasingly devoted
to capital expenditure rather than to equity buy-
backs and other forms of financial engineering.
The tepid recovery of housing activity, however,
remains a concern.

These devel opments are setting the stage for a
nor malization of U.S. monetary policy. U.S.
authorities are preparing markets for a shift
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toward monetary policy tight eningin 2015. Even
though much anticipated, such an exit remains
challenging, as discussed in the next section.

Financial risk taking continues at a strong pace
in U.S. markets

Alongside positivedevel opmentsin economic
fundamentals, the search for yield has continued
inU.S. credit markets.... Although the leveraged
loan market is still arelatively small part of the
U.S. credit market and does not pose an imme-
diate systemic threat, the sector is growing rap-
idly, and weak underwriting standards could pose
problems down the road, as highlighted by U.S.
supervisorsin their annual shared national credit
review program. These developments are also
indicative of broader trends toward weaker
underwriting standards. Relatively easy financ-
ing conditions and slower earnings growth could
encourage higher leverage in future deals. ...

Figure 1.15. (Panel 3 and 4)

Figure 1.15. U.S. Credit Spreads, Firm Leverage, and Interest Coverage
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Source: Standard & Poor’s Capital 1Q.

Note: Small-cap and large-cap firms are defined as having market
capitalizations of $100 million to $1 billion, and greater than $5
billion, respectively. The sample is a balanced panel of 1,695
firms. Standard & Poor’s Capital 1Q classifies duty taxes related
to exploration and production in the energy sector as operating
expenses. EBITDA =earningsbeforeinterest, taxes, depreciation,
and amortization; LTM = last 12 months.
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Source: Standard & Poor’s Capital 1Q.

Note: The weak tail is defined as the 25th percentile of the
distribution of the interest coverage ratio within the sample.
Small-cap and large-cap firms are defined as having market
capitalizations of $100 million to $1 billion, and greater than $5
billion, respectively. The sample is a balanced panel of 1,695
firms. S& P Capital 1Q classifies duty taxes related to exploration
and production inthe energy sector as operating expenses. LTM
=last 12 months.
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U.S. companies generally continue to add
leverage, asindicated by rising ratios of net debt
to assets. However, measuring leverage through
net debt to earnings shows a widening disparity
between large-capitalization and small-
capitalization firms (the latter with equity value
between$100million and $1billion). Themedian
small-cap firm has pushed leverage far higher
than the median large-cap firm, to levels above
those preceding the global financial crisis(Figure
1.15, panel 3). Smaller corporations are more
vulnerablethanthelargest U.S. companies, which
have the highest credit ratings among U.S. cor-
porationsand the easi est accessto both the capital
markets and banks. An examination of the "weak
tail" of corporations with the lowest debt repay-
ment capacity, reveals a stark picture (Figure
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1.15, panel 4). Theweakest quartile of small-cap
corporations are operating with relatively low
interest-coverage ratios, leaving them more
dependent on cash reserves and the continued
ability to roll over debt to serviceinterest.

Leverage is being increasingly employed by
equity market participants. Although there are
some recent signsof stabilization, margin debt as
a percentage of market capitalization remains
higher than it was during the late-1990s stock
market bubble. Theincreasing use of margin debt
is occurring in an environment of declining
liquidity. Lower market liquidity and higher
market leverage in the U.S. system increase the
risk of minor shocks being propagated and
amplified into sharp price corrections.

Figure1.16. U.S. High-Yield Energy Markets

Figure 1.16. U.S. High-Yield Energy Markets
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Declining oil prices could undermine credit
quality in high-yield debt markets

Inthewake of the sharp dropin oil prices, market
participantshave grown concerned about exposed
credit in the high-yield sector. Since oil prices
started to decline in June 2014, the cumulative
decline in total returns on energy-related issues
in the Barclays High-Yield Index peaked at 13
percent in January of thisyear, but arecovery in
February on the back of rising oil prices limited
the cumulative declineto 9 percent (Figure 1.16,
panel 1). Accordingly, the divergence between
the spreads of the energy subcomponents of the
BarclaysHigh Yield Index and the broader index
wasin January at thewidest it hasbeen in the past
10 years (Figure 1.16, panel 2).
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Oil-related issues comprise a significant por-
tionof theU.S. high-yield bond market. Theshare
has tripled during the past 10 years, largely
because of the U.S. shale oil boom. Combining
the high-grade and high-yield markets, energy-
related bonds account for 56 percent of the bonds
trading at distressed levels, and virtually al were
issued by firms engaged in extraction and pro-
duction and oil field servicing (Table 1.4 omitted
here). A positive point in thisregard is that U.S.
high-yield mutual funds have relatively limited
exposure to the energy sector, and accordingly
they have only alimited ability to amplify vola-
tility in any potential sell-off in the high-yield
energy sector. Also, thusfar the contagion to the
rest of the high-yield bond market has been lim-
ited.

Figure1.17. U.S. Interest Ratesand Term Premiums

Figure 1.17. U.S. Interest Rates and Term Premiums
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Committee.
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Markets remain concerned that global disin-
flationary forces and downside risks may yet
delay the U.S. recovery

Global developments are exercising strong
influence on U.S. Treasury markets. The
strengthening of thedollar and lower yieldsinthe
euro area and Japan have made U.S. Treasury
bonds more attractive on a relative value basis,
because buyers can benefit from both the favor-
ableyield differential and potential exchangerate
gains. As a result, 10-year Treasury yields
declined by 80 basi s pointsbetween October 2014
and the end of January 2015, before rebounding
by 50 basis points by mid-March. A large part of
this movement can be attributed to a recompres-
sion of the term premium. Indeed, the term
premiumon U.S. Treasuries briefly declined into
negative territory, pulling down U.S. long rates,
even as the expected terminal federal funds rate
remained steady at about 3.25 to 3.50 percent
(Figure 1.17), and expected short-term rates
remained stable.

Monetary developmentsin the euro area have
had a particularly strong effect on U.S. interest
rates. At the Jackson Hole Conference in August
2014, the ECB president indicated a willingness
to consider additional unconventiona policy
measures. Statistical analysis indicates that,
beforethisevent, changesinthe 10-year Treasury
ratewere morelikely to precede (Granger cause)
changes in the 10-year German bund rate; after
Jackson Hole, changesin bund yieldswere likely
to precede (Granger cause) changesin Treasury
yields (Figure 1.18, panel 1).

Recent developments in global asset markets
also reflect dissonance between financial market
concerns over global disinflationary pressures
and the Federal Reserve's signaling of the path
of U.S. monetary policy. Both market-based and
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survey-based expecta tions continue to point to
mid- to late 2015 for the first hike in the U.S.
policy rate. But market-based expectations for
the future path of policy rates remain notably
below the forecasts of most of the participants in
the Federal Open Market Committee’ s"dot" fore
casts (Figure 1.18, panel 2)."° These influences
have persisted despite the continuing improve-
ments in the U.S. economic outlook and con-
sistent signals from the committee on the likely
trajectory for policy rates.

Financial markets are effectively signaling a
significant risk that policy will not normalize as
soon as the central bank is forecasting, because
disinflationary forces at work in the global
economy will keep inflation contained below
target. Inflation swap markets are signaling a
lower level of expected inflation for both the
United States and the euro area, suggesting that
marketsaretakingamorebenignview of inflation
prospects. If thisview iscorrect, itispossiblethat
the Federal Reserve may act more slowly than
currently anticipated.

On the other hand, as the Federal Reserve
approaches exit and rate hikes appear more
imminent, Treasury yields could spike. Thisrisk
isnot currently a major focus for market partici-
pants. However, as was seen in May-June 2013,
a sudden rise of 100 basis points in the 10-year
Treasury yield is quite conceivable, even in a
generaly disinflationary context and even when
centra banks work to communicate their
intentions in advance. Shifts of this magnitude
can generate negative shocksglaobally, especially
in emerging market economies. The anticipation
of an imminent policy move could temporarily
overwhelm global disinflation concerns and
cause rapid decompression in the term premium.
Reduced structural liquidity could exacerbate the
volatility of yield adjustments.

16. Some market analysts' forecasts for thefirst U.S. rate hike extend to early 20186, citing the absence of price pressure and an
expectationfor aU.S. recovery slowed by astrong dollar andweak foreigngrowth. Ratesimplied by futures contractsare also affected
by risk premiums, and declines in those premiums can lower the implied path of the policy rate.
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Figure 1.18. Global Interest-Rate Developments

Figure 1.18. Global Interest-Rate Developments

1. Granger Causality Tests for Precedence in 10-Year Bond Yields
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Sources: Bloomberg, L.P.; and IMF staff estimates.

August 22, 2014-March 15, 2015

Note: The Jackson Hole Economic Policy Symposium was held on August 22, 2014. The arrows indicate the direction of the Granger Causality. The width of bands
indicates the significance of the chi-squared statistic from the Granger causality test. The widest band represents significance at the 1 percent level, the medium

band at the 5 percent level, and the narrowest at the 10 percent level.
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Policies need to support economic risk taking,
avert financial excesses, and enhancefinancial
resilience

The impact of international market forces
requires appropriately balanced policies, includ-

ing strong macroprudential policies. Inparticular,
regulators must continue their efforts to
understand the less closely regulated corners of
thefinancial sector that could cause problemsfor
the banking system. Existing regulatory frame-
works may need to be reassessed to enable
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authorities to better identify and measure the
activities of nonbank entities. Policymakers
should support further economicrisk taking, such
astax reformsthat could encouragefirmsto build
capacity and increase employment.

Given the risks and uncertainties surrounding
the normalization of U.S. monetary policy, cen-
tral bank officials must continue to follow a
transparent and carefully calibrated
communications strategy to manage the policy-
tightening process that is expected to commence
this year. The potential impact of increased
volatility and portfolio adjustments that could
accompany the move toward policy rate nor-
malization makesthistask especially crucia. The
sectiontitled "When Market Liquidity Vanishes"
examines some of the potentia risks from
decreased market liquidity and changing patterns
of correlation in key financial markets.

When Market Liquidity Vanishes

As U.S monetary policy normalizes, the tem-
porary boost to market liquidity provided by
monetary accommodation will ebb, revealing a
changed capital market landscape. Without the
buoyant liquidity provided by the Federal
Reserve, the liquidity-inhibiting impact of regu-
latory changes, industry consolidation, and other
secular factors will likely become more
pronounced. Markets could be increasingly sus-
ceptible to episodes in which liquidity suddenly
vanishes and volatility spikes.

Two recent price disruptions-the October 15,
2014, volatility in U.S Treasuries and the Janu-
ary 15, 2015, surge in the Swiss franc-involved
an initial shock that was likely amplified by
market makers withdrawal of liquidity support.
Many of the factorsresponsible for lower market
liquidity also appear to be exacerbating risk-
on/risk-off market dynamics and increasing
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cross-asset correlations during times of market
stress. These phenomena suggest that |ow mar ket
liquidity may act as a powerful amplifier of
financial stability risks.

Rising market liquidity risks

As discussed in the October 2014 Global
Financial Sability Report, capital markets are
now more important providers of credit than they
were in the past, with a growing share of fixed-
income instruments held by mutual funds.
Inflows into mutual funds have provided an
illusion of liquidity incredit markets, but changes
in market structure may exacerbate illiquidity in
times of stress.™’ ...

Economic and policy tensions leave global
markets vulnerable to bouts of illiquidity that
could prove systemic

... Asset valuationsremain elevated relative to
the past 10 years as monetary policies continueto
exert downward pressure on spreads, but could
widen on U.S. exit from monetary accommoda
tion. Thiscould reverse recent causality channels
discussed elsewhere in this chapter, sending
shock waves through global markets. Policy
tensions led the central bank of Switzerland to
unexpectedly abandonits support for aceiling on
the value of the franc against the euro on January
15, 2015. The franc immediately surged by as
much as 41 percent against the euro, and not
surprisingly, some participants widened bid-ask
spreads or refused to quote in the currency.
Foreign exchange liquidity overall collapsed and
became less available than it was during the
2011-12 euro crisis or the 2013 "taper tantrum”
concerning prospective U.S. monetary policy.

17. Financial stability risks related to mutual funds are also discussed in Chapter 3.
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On October 15, 2014, U.S. Treasuries and
related markets experienced one of their largest
intraday changesin yields in the past 25 years.*®
Yields on 10-year bonds fell by 37 basis points
from the previous day before rebounding quickly
(Figure 1.19 omitted here) and volatility spread
toclosely related asset classes (U.S. dollar swaps)
and to equities (with alag). To put this event in
perspective, the declinein yieldswas larger than
that on September 15, 2008, when Lehman
Brothersfiled for bankruptcy. ...

Why have market shocks become more ampli-
fied?

Market shocks are easily propagated when
liquidity islow. As highlighted elsewherein this
chapter, technological change, regulation, andthe
shifting composition of market participants have
altered the microstructure of the Treasury market
and fixed-income markets more broadly. As a
result, participants cannot alwaysrely on dealers
to provide sufficient liquidity involatile markets,
making them morevulnerableto liquidity shocks.
Moreover, market safeguards may no longer be
appropriately calibrated to changing market
conditions. More specifically,

*  Automation and the rise of high-
frequency trading- Treasury bonds and
Treasury futures trade almost exclusively
on eectronic platforms, which allow
algorithmic and high-frequency traders to
capture an expanding market share. ...
Market participants report that liquidity
provision has become more dependent on
programmed reactionfunctionsandlesson
client-based relationships. In a more
anonymous, short-term, profit-oriented
trading environment, fewer participants
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make their pools of liquidity available in
risky conditions to help stabilize the mar-
ket.

Reduction in market making by tradi-
tional dealerss Banks claim that their
ability to make markets and therefore
provide liquidity has diminished with the
tightening of regulation in recent years.”
Similarly, pension funds and insurance
companies are less able to play a counter-
cyclical role in financial markets because
of tighter requirements to minimize
asset-liability mismatches.

I nadequate market safeguards- Existing
safeguards can fail to limit abnormal price
movements in markets dominated by
automated trading.

Emergence of lessregulated nonbank
market intermediaries- Access of lever-
aged retail investors to foreign currency
brokers alowing bets against the Swiss
franc exacerbated the price surge. In many
cases, heavily leveraged positions
involved littlecoordination or oversight by
authorities.

Benchmarking- More market participants
are using benchmarks by investing in
indices or in underlying baskets of secu-
rities®® Asmore asset managers focus on
benchmarks, assets not in the benchmark
index suffer adeclinein liquidity.

Use of derivatives and exchange-traded
funds- The increasing trading of index-
based instruments such as derivatives and
exchange-traded funds may amplify the
effects of benchmarking in limiting

18. See Bouveret and others, forthcoming, for adetailed analysis of the events of October 15.

19. To adegree thismay berelated to restrictions on proprietary trading and to more demanding capital requirements, which may
have limited the capacity of banks to hold inventories and conduct repurchase agreement operations (see Powell 2015).

20. Mutual funds own arising share of risky assets, particularly in thelessliquid credit markets, and hedge fundsare increasingly
behaving in a more benchmark-centric manner (see the October 2014 Global Financial Stability Report).
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liquidity. When dealers use the cash mar- opposing order for each stock in the
ket to hedge their exposure to a client’s index.”* This leads to further differenti-
derivatives contract on an equity index, ation in liquidity between securities
they need to replicate a simultaneous included and excluded from indices.

Figure 1.20. Asset Comovements and Correlation Spillovers

Figure 1.20. Asset Comovements and Correlation Spillovers

Correlations among major asset classes have risen markedly since 2010. Cross-asset correlations increase with higher market volatility (VIX).
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21. Similar dynamicsapply to broad-index exchange-traded funds. Although buying afuture does not directly lead to the purchase
of the constituents in the index, it will have an impact on the underlying securities through the actions of index arbitrageurs such as
hedge funds.
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[liquidity events can spill over to other asset
classes and emerging markets

These structural shifts in markets may have also
contributed to higher asset price correlations.
With lower liquidity, less market making, and
more benchmarking, asset prices are more likely
to be driven by common shocks, particularly at
higher frequencies, than by their respective
idiosyncratic fundamentals. Both the decline in
market liquidity and the increasing use of deriv-
atives are associated with higher asset price cor-
relations over the past five years (Figure 1.20,
panels 3 and 4).2 This is particularly evident
during periods of stress, when flow liquidity
reverses and volatility increases.”

A risein correlations during periods of stress
is often seen as one of the main attributes of
contagion (see, for example, Pericoli and Sbracia
2004).

Correlations among risk-adjusted returns of
major asset classeshaveincreased markedly since
2010 (Figure 1.20, panel 1).** The correlation of
the S& P 500 with U.S. high-yield indices has
shown a steep increase, and the correlation with
commodities has increased fourfold. The sub-
stantial risein correlations between asset markets
in advanced and emerging market economies
pointsto an increased possibility of contagion or
spilloversin periods of stress.

Asset price comovement has become stronger
during periods of high market volatility. Corre-
lations normally increase during periods of mar-
ket turbulence. However, over the past fiveyears,
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correlations have been rising to much higher
levels, often to 0.7 or beyond, in periods of high
volatility (Figure 1.20, panel 2).

The increase in correlations during stress
periods suggestsgreater risksof contagion across
asset classes or borders. It adso points to the
importance of liquidity as an amplifier of other
risk factors. Conseguently, policies that address
the sourcesof low liquidity should be seen aspart
of acomprehensivefinancial stability framework.

What can policymakersdo to addressilliquidity
and stability spillovers?

Policymakers should seek to address the
liquidity mismatch in the asset management
sector. As discussed in the October 2014 Global
Financial Sability Report, amajor concernisthe
market liquidity risk arising from the mismatch
between the liquidity promised to mutual fund
owners in good times and the cost of illiquidity
when meeting redemptions in times of stress,
particularly in the less liquid corporate and
emerging market bond markets. Policymakers
should seek to address this mismatch by adopting
policiesthat removeincentives of asset ownersto
run by aligning redemption terms of funds with
theunderlying liquidity intheassetsinwhich they
areinvested. They could also adopt policies that
enhancethe accuracy of net asset values, increase
liquidity cash buffers in mutual funds, and
improvetheliquidity and transparency of second
ary markets, specifically for longer-term debt
markets.

Chapter 3 [Chapter 3 omitted here.] finds that
the asset management industry needs stronger
oversight that combines better micro- prudential
supervision of risks with the adoption of a
macroprudential orientation. ... The roles and
adequacy of existing risk management tools

22. The replication impact on the securities that make up an index when derivatives are traded naturally pushes up intra-asset
correlations. Increasing trading of derivatives also drives up cross-asset correlations. For example, it is not uncommon for credit
investors to hedge their portfolios with liquid futures and options on equity indices.

23. Flow liquidity, or the capacity to trade assets cheaply during normal market conditions, has been enhanced by the risein
flows into mutual funds and exchange-traded funds. The effect may be masking the negative impact of declining market making on
other measures of market liquidity, such as depth and breadth (see the October 2014 Global Financial Stability Report.

24. The median correlation of the risk-adjusted returns between the S& P 500 and the six major asset classes in the figure has
amost doubled from 0.44 in 1998-2007 to 0.70 in the past five years. Sharperatios are used to cal cul ate ri sk-adjusted returnsto control

for differing risk characteristics across asset classes.
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should be reexamined, taking into account the
industry’srolein systemic risk and the diversity
of its products.

Policies are a'so needed to strengthen market
structures, including in the more liquid fixed-
income markets such as government bond mar-
kets. Authorities could consider encouraging
market participantsin gov ernment bond markets
toprovideliquidity innormal trading conditions,
thereby forestalling the deterioration of trading
liquidity.... Reporting requirements could rein-
force these approaches, typi cally on an ex-post
basis.

Futures exchanges for U.S. Treasury markets
could consider introducing designated market
makers® Unlike some equity markets, futures
markets for Treasuries do not have designated
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market makers who provide liquidity. By pro-
viding fee rebates and other  incentives,
exchanges could effectively charge market
participants for the provision of risky market-
making services. Authorities could also consider
best-practice guidelines for market makers.

Market safeguards can help stop panics in
periods of heightened volatility. In the U.S.
Treasury futures markets, current market safe-
guardsshould berecalibrated to prevent amarket
dislocation of the scale observed on October 15,
2014, and periodically reviewed to ensure that
they are up to date and relevant. The authorities
could consider introducing similar market safe-
guards in the U.S. Treasury cash market. Ade-
guatecoordinationof suchsafeguardsacrosscash
and related derivatives markets would help
prevent liquidity arbitrage across platforms.

Figure 1.21. Wide Range in the Inflation Outlook of Emerging Market Economies
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25. For adiscussion of how designated market makers with well- designed obligations can support liquidity and price efficiency

in order-driven markets, see Bank of England 2012.
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Risk management at trading firms should be
reinforced, including from a macroprudential
perspective. Supervisors should provide coordi-
nated guidance to trading firms, allowing them
to set consistent and appropriate risk limits on
individual retail investors, or at the level of the
exchanges (circuit breakers and limits on trading
firms positions), or at the level of the clearing
firms. Supervisors should also investigate
whether retail platforms are adequately capital-
ized to honor guarantees on loss limits for
leveraged retail investorsunder  stressed
conditions. Retail firms need to improve their
ability to monitor the aggregate risk of their cli-
entsin real timewhile, as discussed in Chapter 3,
regulators should enhance the microprudential
supervision of risks from individual institutions
that builds on their own risk analysis and stress
testing. Regulators and monetary authorities
shouldtakethedynamicsof asset correlationsand
volatility into account when evaluating systemic
risksin financial markets.”®

Emerging Markets: Safeguarding the Finan-
cial Sector against Global Headwinds

Commodity price declines are exacerbating
ongoing cor porate balance sheet strainsin some
emerging market economies, adding to head-
winds from overcapacity, real estate sector
adjustments, and property price declines
(particularly in China). This is despite the bene-
fits of additional monetary policy space provided
bylower commodity pricesandlower inflationary
pressures. Elevated volatility and the rapid
depreciation of local currencies for some econ-
omies jeopardize financial stability of firms that
have borrowed heavily in foreign currencies.
These developments outweigh the financial sta-
bility benefits from improved competitiveness
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provided by depreciating currencies. Overall,
these shocks have increased financial stability
risks in emerging market economies, given the
increased leverage in the public and private
sectors, and authorities need to enhance sur-
veillance of vulnerable sectors.

Inflation dynamics vary across emerging
mar ket economies, and some of those economies
are gaining monetary policy space to support
growth

Inflation dynamics in emerging market econo-
mies are diverse (Figure 1.21, panel 1 omitted
here). Most of South American economies and
Russia continue to experience accelerating
inflation pressure or above-target inflation, while
Hungary, Poland, and many Asian economies
have seen falling or low inflation (Figure 1.21,
panel 2). Some economies are benefiting sub-
stantially from the impact of lower oil pricesand
increased monetary policy space. Indiaand South
Africa, for example, areexpectedto haveinflation
decelerate to their target bands by the end of
2015.%" Asnetcommodity-importing economies,
India, and toalesser extent Turkey, are expected
to reduce their external imbalances and have a
chance to improve their resilience by enabling
necessary reforms.

Easing inflation pressure provides awelcome
increase in monetary policy space for countries
in  which growth is expected to decelerate.
Markets expect real policy rates to decline
relative to recent yearsin economies with large
inflation gaps, such as Hungary, Poland, and
Thailand (Figure 1.21, panel 3), which in turn
canhelp strengthenfinancial stability by reducing
the debt burden of domestic currency debt. Else

26. Other initiatives, suchasthe G20 Financial Stability Board’ srecent proposal (issued jointly with the I nternational Organization
of Securities Commissions) on the supervision of global systemically important financial institutions to cover traditional funds and

their managers (rather than just the funds), also merit attention.

27.Hong Kong SAR and Singapore are categori zed as advanced economies, but they areincluded in thissection becauseasinternational
financial centersthat cater primarily to emerging market economies, their banking and corporate sectors are influenced by the forces

analyzed here.
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where, central banks may have only limited
ability, or willingness, to significantly cut rates.
For Brazil, India, Indonesia, and Turkey, the
expected increase in real policy rates in 2015
relative to the previous four years may boost the
cost of debt service in the private sector, where
credit has grown strongly in recent years.

The following challenges confront some

emerging market economiesto varying degrees:

*  Retrenchment of overinvested industries,

real estatesector adjustments, and property

pricedeclines, particularly in China, which

could spill over to emerging markets more
broadly.

*  Price declines in oil and other commodi-
ties, which hurt commodity-exporting
countries and related corporate sectors.

* Ongoing dollar appreciation and the
resulting upward revaluation of foreign
currency liabilities, which createsbalance
sheet strainsfor indebted emerging market
firms and sovereigns.
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Disinflationary pressures in China may com-
plicate thetransition to slower but safer growth,
while real estate sector adjustments and
overcapacity in leveraged industries are key
financial stability risks

In addition to food and energy prices, China's
disinflation pressure may reflect more durable
forces, includ ing debt-financed supply-demand
imbalances that have built up since 2008.
Overcapacity in some heavy industries and
excess supply in thereal estate market are likely
contributing to downward pressure on inflation.
Disinflationary pressuresarekeepingreal interest
rates high (even when calculated using less
volatile coreinflation) and contributing to tighter
real financial conditions, notwithstanding slow-
ing growth (Figure 1.22, panel 1 omitted here). If
these trends intensify, they could engender a
disinflationary feedback loop in which further
declines in inflation raise the real cost of debt
service for highly leveraged firms in weaker
sectors, leading to potentially abrupt and disor-
derly deleveraging, afurther slowdown in activ-
ity, and more downward pressure on prices.

Figure 1.22. China: Real Estate and Interest Rate Developments
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by different tiers. Tier 1 cities include Beijing, Guangzhou, Shanghai, Shenzhen, and Tianjin.
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Figure 1.23. Emerging Market Nonfinancial Corporate Investment Continues to Shrink

Emerging market firms are expected to continue reducing capital ...and stripping out maintenance reveals reduced investment, particularly
spending across most sectors... among commodity firms.
1. Emerging Market Capital Expenditure Growth by Sector 2. Net Capital Expenditures to Total Debt
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Lower real estatepricesare necessary in China
for an improved supply-demand balance, but they
could lead to higher-than-expected losses in the
financial sector [Figure 1.22 Panel 2]. Currently,
levelsof nonperform- ing property loansreported
by banksremain subdued. Credit exposurestoreal
estate, excluding mortgages, stood at about 12
trillion yuan ($1.9 trillion, or 19 percent of GDP)
at the end of 2014 (Figure 1.22, panel 3).%
Moreover, financial stressamongreal estatefirms
couldlead to direct cross-border spillovers, given
gross issuance of about $130 billion in external
bonds since 2010. ...

Falling output prices are eroding the profitabil
ity of sectors with overcapacity and worsening
their debt-servicecapacity (Figure1.22, panel 4).
These sectors, which include building materials,
chemicals, and mining, have also borrowed
heavily since 2009. Aswith the property sector,
falling output prices arewelcomeif they resultin
the exit of unprofitable firms and a return to
financially sustainable growth. Such an adjust-
ment, however, could mean potentially substan
tial losses for creditors. For  banks,
on-balance-sheet exposures to these sectors ook
manageable. But their off-balance-sheet expo-
sures, which some may have used to evade
macroprudential edicts against lending to these
sectors, may be much higher. Asbanksrecognize
these contingent liabilities, the losses could
quickly erode their seemingly ample capita
buffers.

China’ scaseisinstructive for some sectors of
other emerging market economies where excess
capacity and overinvestment could create addi-
tional disinflationary pressures. Emerging market
firms, which have been reducing their capital
investment since 2011 (seethe April 2015 World
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Economic Outlook, Box 4.1, for a broader expo-
sition), have more recently been cutting back
acrossall sectorson theinvestment plans (Figure
1.23, panel 1) that were funded by big debt
increases. The share of net capital expenditures
to total debt over the past two years has declined,
andismorepronounced among commodity firms,
which aso account for nearly half of capital
expenditures of nonfinancial firms (Figure 1.23,
panel 2). Aswith China, these devel opmentspose
the risk of a disinflationary feedback loop.

Commodity price declines are exacerbating
balance sheet strainsin some emerging market
economies

In most emerging market economies, lower
commodity prices are boosting consumption,
helping to offset lost output from general trade
shocks and providing greater monetary policy
space. However, they may also give rise to
financial stability concerns. For others, the
declinein commaodity prices during the past nine
months has | ed to sizable downward revisions of
economic activity for some major commaodity-
exporting countries (Figure 1.24, panels 1 and 2).
Commodity price shocks have become systemic
for the oil and gas sector in Nigeria, Russia, and
Venezuela, and markets have reflected that fact
(Figure1.24, panel 4). Lower revenue and higher
publicindebtednessin Nigeriaand V enezuel a, for
example, have limited the ability of those coun-
triesto react tothegrowth downturn (seethe April
2015 Fiscal Monitor).

Since2007, energy firmshaveissued one-third
of al hard-currency nonfinancial emerging
market corporate bondsasthey took advantage of
accommodeative financial conditions to borrow
heavily ininternational bond and syndicated |oan
markets to expand their operations and finance

28. Assuming most trust real estate and infrastructure assets (often related to property development) are in the form of loans.
However, thetruetotal may be higher if lenders and borrowersfound waysto overcometighter restrictions placed in 2010 on lending
for property development, such as by classifying loansfor other purposes.
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Figure 1.24. Dependence of Emerging Market Sovereigns on Commodities, and Market Reaction

Emerging market economies that rely heavily on commodity exports...
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Figure 1.25. Energy Corporate Sector Metrics

The balance sheet deterioration for the emerging market energy sector started even before the oil price decline...
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...and is notable in Argentina, Brazil, Nigeria, and South Africa, among others.
2. Energy Sector Balance Sheet Metrics (Medians)
12- Return on assets - Interest coverage ratio -14
2007 ==2014LTM EBIT to interest expense 2007
10- (percent) - ¢ pense) =2014LTM -T2

South Atrica
China
Philippines
Poland
Nigeria
Malaysia
Thailand
Indonesia
India
Argentina
Russia
Peru

United Arab Emirates

Sources; S& P Capital |
Note: S&P C:
taxes; EBITD.

; and IMF staff calculations.

investment. Given expectations of lower energy
prices, firms in the oil and gas and materials
sectorsare significantly cutting back their capital
expenditure plans. Because these sectors account
for, on average, half of investment in the major
emerging market economies, this may affect
long-term growth for other sectorsaswell (Figure
1.23, pandl 2).#

Onaverage, thedeterioration of balance sheets
for many oil and gas firms preceded the energy

South Africa
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Philippines
China
Indonesia
Malaysia
India
Thailand
Russia

United Arab Emirates

ital 1Q classi.es duty taxes related to exploration and production as operating expenses. EBIT = earnings before interest and
= earnings before interest, taxes, depreciation, and amortization; LTM = last 12 months.

pricedecline of 2014. Profitability (for example,
return on assets), leverage, and debt-servicing
capacity are now at their worst levelssince 2003
(Figure1.25, panel 1). Pricedeclineshavecutinto
the profitability of energy firms, particularly in
China, Nigeria, and South Africa (Figure 1.25,
panel 2). Strains in the debt-repayment capacity
of theoil and gassector may become moreevident
in Argentina, Brazil, Nigeria, and South Africa,
given their low interest-coverage ratios in 2014
(onalast-12-month basis; Figure 1.25, panel 2).%

29. For emerging market energy firms with available data, capital expendituresin fiscal year 2015 will decline by 31 percent from the
previous year, and earnings before interest, taxes, depreciation, and amortization will decline by 20 percent.
30. In Brazil, Petrobras’ s corporate governance concerns have resulted in credit rating downgrades and pushed its borrowing coststo their

highest level in more than 10 years.
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Figure 1.26. Large Increase in Emerging Market Debt

Indebtedness increased strongly across most major emerging markets.

APRIL-DEC 2015

1. Change in Private Sector and Government Indebtedness between 2007 and 2014
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The private sector in many economies increased its foreign currency
debt since the crisis or kept it high.
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Sources: Bank for International Settlements; IMF, Financial Soundness Indicators;
and IMF staff calculations.

Note: Foreign currency debt comprises domestic loans, international loans, and
international bonds.

Most emerging market economies increased their foreign currency
debt and exposure to foreign investors despite issuing relatively less
in foreign currencies.

3. Government Debt Breakdown in Foreign Currency and Nonresident
Holdings of Local Currency

(Percent of total)
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- 2014:03 FX == 2014:03 NRLC -70
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Sources: Bank for International Settlements; Haver Analytics; national authorities;
and IMF staff calculations.

Note: FX is the share of foreign currency government debt; NRLC is the share of
nonresident holdings of local currency government debt. The date for the left-hand
bar for Colombia is January 2010, for Romania is December 2010, for South Africa
is January 2011, and Russia is December 2011.
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Dollar appreciation could test firms and coun-
triesthat have accumulated dollar debt

FromOctober 2014 through February 2015the
U.S. dollar appreciated by 14 percent in nominal
termsand by 11 percent in real effective terms.
This dramatic movement in the exchange rate
over aperiod of five months has major implica-
tions for emerging market economies that have
high debt levels denominated in foreign
currencies. From 2007 to 2014, debt grew faster
than GDP in all major emerging market econo-
mies and in the international financial centers of
Hong Kong SAR and Singapore, which lend to
many emerg- ing market economiesin Asia. Most
of the growth in debt was in the nonfinancia
privatesector (firmsand households; Figure 1.26,
panel 1), and a significant portion isin foreign
currencies, especially in Chile, Poland, and
Turkey (Figure 1.26, panel 2), although in Chile
foreign currency mismatches of corporate bal-
ancesheetsappear limited, and househol dsdo not
have debt in foreign currencies.®
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Rapid depreciation of the domestic currency
canlead foreigninvestorsto abruptly reducetheir
holdings of local currency debt and thus create a
debt-rollover challengeto the public sector. Since
2007 the share of foreign currency and nonresi-
dent holdings of local currency general govern-
ment debt in total general government debt has
riseninanumber of countries, such asIndonesia,
Mexico, Poland, Romania, and South Africa, or
remains elevated, such as in Hungary (Figure
1.26, panel 3). Thisdevelopment iscritical where
theability of thelocal investor baseto absorb new
debt may be insufficient, such as in Hungary,
Indonesia, Mexico, and Poland.* Even though
foreign currency exposure may not have
increased for many emerg ing market economies,
the increased role of foreign investors in local
bond markets creates an implicit debt-rollover
risk, which can be loosely described as "original
sin 2.0."

Figure 1.27. Firms in Countries with Large Currency
Selloffs Also Had High Equity Volatility

(Percent)
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Sources: Bloomberg, L.P; and IMF staff calculations. Note: Changes cal culated over June 30, 2014-March 9, 2015. Vol tilitiesare three- month
realized. Currencies are quoted against the U.S. dollar, except in Hungary, Poland, and Romania, where they are quoted against the euro.
Volatility in Russia (not shown) increased 44 points for the ruble and 39 pointsfor equities. BRA = Brazil; CHL = Chile; COL = Colombig;

EMEA = Europe, Middle East, and Africa; HUN = Hungary; IDN =

Indonesia; IND = India; MEX = Mexico; MY S = Madaysia;, NGA =

Nigeria; OLS = ordinary least squares; PER = Peru; POL = Poland; ROU = Romania; THA = Thailand; TUR = Turkey; ZAF = South Africa.

31. Theexistenceof foreign currency hedges, financial (viafinancial derivatives) or natural (viaoffshorerevenues), are significant
offsetting factors to foreign currency risks of emerging market firms. Nevertheless, disclosures and data availability for such hedges

aredifficult to obtain or estimate.
32. See the October 2012 Global Financial Stability Report,
asset man agersin emerging market economies.

Chapter 1, for an analysis of the absorptive capacity of banks and
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Figure 1.28. Financial Stability of Emerging Market Banks

Nigeria, India, Turkey, and Brazil among others have a large share of
corporate debt-at-risk.

1. Corporate Debt-at-Risk
(Percent)
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Banks in Nigeria, Ukraine, Turkey, and Peru are highly exposed to
nonfinancial firms.
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Sources: S&P Capital IQ; and IMF staff calculations.

Sources: IMF, Financial Soundness Indicators; and IMF staff calculations.

Note: Debt-at-risk is the share of corporate debt held by the “weak firms” or those
with interest coverage ratios (EBITDA divided by interest expense) less than two. A
sample of more than 10,000 firms was used. EBITDA = earnings before interest,

taxes, depreciation, and amortization; LTM = last 12 months.

Banking buffers vary considerably among emerging market economies, and loan-to-deposit ratios have increased in places.

3. Loss-Absorbing Buffers

4, Banking System Loan-to-Customer-Deposit Ratio
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Sources: IMF, Financial Soundness Indicators; and IMF staff calculations.
Note: Loss-absorbing buffers = (Tier 1 capital + loan loss reserves —
NPL)/(risk weighted assets). Data are for 2014 or latest available (2013 for
China, Poland, and Thailand). NPL = nonperforming loan.

Source: IMF, Financial Soundness Indicators.
Note: Does not include interbank loans. Dashed line corresponds to 100
percent level.
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The dramatic movesin commodity pricesand
the exchange rates of many emerging market
economies over the past six months have already
had asignificant impact on market valuationsfor
emerging market cor porations (Figure 1.24,
panel 3). For some central and eastern European
countries, such as Poland, the high share of
foreign-currency-denominated or -linked debt
built up during the precrisis period also makes
them vulnerable to depreciation against other
currencies, such asthe Swissfranc. Sincetheend
of June 2014, financial markets have reassessed
equity valuations for firmsin Brazil, Colombia,
Malaysia, Mexico, Nigeria, Peru, Rus sia, and
South Africawith theincreaseinthevolatility of
their currencies (Figure 1.27). For emerging
markets moregenerally, higher volatility andloss
of market con fidence can causeasharp reduction
insecondary market liquidity of emerging market
assets and fast depreciation of local currencies,
similar to what hasbeen observedin Russiasince
the introduction of economic and financial
sanctions (Box 1.2).

Banks have large exposures to the corporate
sector in countries with significant corporate
debt at risk

A dignificant share of debt in Argentina,
Brazil, China, India, Nigeria, and Turkey isowed
by firms with relatively constrained repayment
capacity in terms of interest-coverage ratios®
(Figure1.28, panel 1), andin Turkey asignificant
share of thisdebt isin foreign currencies (Figure
1.26, panel 2). The exposure of banks to the
nonfinancial corporate sector is particularly high
in some emerging market economies. In 11 of the
21 emerging market banking systems analyzed
here, morethan half of thebank |oan booksconsist
of loans to firms, rendering them more exposed
to corporate weakness, particularly in Nigeria,
Peru, Turkey, and Ukraine (Figure 1.28, panel 2).
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Although it is difficult to match the precise
exposureof banksto firms, the higher the overlap
of thesetwometrics, themore significant therisks
of bank asset deterioration from weaknesses in
the corporate sector.

The broader impact of a sudden deterioration
in corporate health depends on the capacity of
banks to absorb losses and continue providing
liquidity, given that domestic banks still play the
primary financing role in emerging market
economies. An assessment of different measures
of bank health is provided in Table 1.5. Bank
balance sheets appear healthy in most emerging
market economies, but some vulnerabilities are
dtill - present. Loss-absorbing buffers appear
particularly low in Chile, Hungary, India, and
Russia (between 5 and 10 percent of risk-
weighted assets; Figure 1.28, panel 3), and dete-
rioration in loan quality could threaten capital
levels. Furthermore, in India, Russia, and Turkey
loss-absorbing buffers have deteriorated quite
substantially in recent years. System-wide Tier 1
ratios for most emerging market economies are
above 10 percent. However, thecountrieswiththe
lowest ratios are China, India, and Russia, which
account for about 70 percent of the aggregate
banking system assets in this sample of banks.
Buffers are still fairly low in some commodity-
sensitiveeconomies(such asRussia), while some
banking systems are also sensitive to dollar
funding and tighter liquidity conditions. This
sensitivity could in turn put pressure on banks
funding channel s, with many countriesexhibiting
high levels of loan-to-deposit ratios, including
Chile, Russia, South Africa, and Turkey (Figure
1.28, panel 4). Finally, although regulatory caps
mean that banks' direct currency exposures are
generaly limited, vulnerahilities could yet arise
via increasing nonperforming loans in places
where firms have a high proportion of foreign
currency debt.

33. Defined astheratio of earnings before interest, taxes, depreciation, and amortization to interest expenses.
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Box 1.2. Russia’s Financial Risksand Potential Spillovers

Russia' s economic outlook has deteriorated significantly under the combined shocks of sanctions and the sharp drop in
the price of oil-interest rates are higher, the ruble has depreciated, and the government has lost its investment-grade credit
rating. These devel opments threaten a further deterioration in asset quality and possible financial spillovers.

Foreign portfolio outflows amounted to $21 billion in the first nine months of 2014 ($13 billion of which wasin
equities), taking the stock of total foreign portfolio investment down to $225 billion. Inthe same period, Russiansincreased
their portfolio investments abroad by $10 billion, to $63 billion.

External debt is not insignificant (at $599 billion asof December 2014). But the short-term repayment burden-$74
billion is due April-December 2015 (Figure 1.2.1), of which 61 percent is due to the corporate sector and 36 percent to
banks- represents only one fifth of foreign exchange reserves ($352 hillion as of the end of March). And the public and
privatesectorshold significant assetsabroad (including $61 billionin portfolio assets, $184 billionin currency and deposits,
and $32 hillionin short-termloansat the end of December) that can beliquidated asneeded. Neverthel ess, asaconsequence
of the escalation of geopolitical tensions, lower oil prices, and sanctions, Russia' s sovereign and corporate spreads have
risen sharply, reflecting the market’ s perception of increased credit risk.

From a financial stability perspective, the Russian
banking sector deserves close attention. Solvency risksin the
sector appear contained overall, but some pressure is evident:
nonperforming loans increased steadily through 2014 (to 6.7
percent as of the end of December) and profitability declined
[Figure 1.2.2 omitted here]. Liquidity risk also appears rela-
tively contained to date-overall deposits grew through 2014,
with central bank funding representing 12 percent of liabilities
asof theend of 2014; however, thismay provemorechallenging
in the future. With a loan-to-deposit ratio of 150 percent, the
sector isheavily dependent on wholesale market financing, and
rollingover inexternal marketstheforeign financingthat comes
due in 2015 ($37 billion) will not be possible for the seven
sanctioned banks that account for about 75 percent [Figure
1.2.1 omitted here.] of Russian bank assetsAlthough the Rus-
sian banking sector wesathered the crisis of 2009 (when con-
ditionswere arguably tougher), and official sector support can
° be expected to continue, a significant deterioration in asset

Figure 1.2.3. Foreign Bank Exposures
(Billions of U.S. dollars)
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bility concerns. Foreign bank exposures to Russia have been
reduced. But the stability of the European banking system could
become significantly stressed should geopolitical concerns
boost investors' risk aversion, which would lead to a stronger

Exposure to central and eastern European economies

Sources: Bank for International Settlements (BIS); Bank of

Japan; European Central Bank; and IMF staff estimates.
Note: Size of bubbles is exposure (BIS Table 9D) to central
and eastern European economies as a percentage of total
assets.

dollar and higher rates. This could cause Russia' s intensified
difficultiesto spill over to central and eastern European coun-
tries, towhich somelarge European banking systemsare highly
exposed (Figure 1.2.3).

The authors of this box are Allison Holland and Luigi Ruggerone.
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Policiesto mitigate risks

Emerging markets generally should aim to
cushion the impact of globa headwinds and
disinflationary forces where possible, for exam-
ple, by alowing exchange rate adjustment if it
does not jeopardize smooth market functioning,
or if the currency is already significantly under-
valued, by boosting reserves, or by applying
policiesto increase macroeconomic policy space
and buffers. Furthermore, countries ought to
safeguard the resilience of the financial system
through enhanced surveillance of vulnerable
sectors. In China, the overall priority must beto
allow an orderly correction of excesses. Thiswill
requirepoliciesto play adual and finely balanced
role. Policies should contribute to a financia
rebalancing, curtailing the riskiest parts of
shadow banking. Policies should aso facilitate
corporate deleveraging and the transparent rec-
ognitionof costsarising fromtheexit of nonviable
firms. Authorities should discourage the
financing of nonviable borrowers, which will
require tolerating more defaults, including in
public bond markets. Orderly deleveraging
requires comprehensive policies that allow a
gradual slowdown in credit growth and, where
necessary, provides mechanismsfor orderly debt
restructuring. Given China's outsized level of
gross corporate debt and its importance to the
global economy, managing this processsmoothly
will be critical in order to minimize the macroe-
conomic headwinds it could create.

Across emerging markets more generally, the
large portion of debt denominated in foreign
currencies as well asin specific sectors, such as
energy firms, means that micro- and macropru-
dential measures have an important role to play
in limiting the risks from shocks, and authorities
need to enhance supervision of these sectors. The
relevant macroprudential toolsincludehigher risk
weights (capital requirements) for corporate
foreign currency exposures aswell ascapson the
shareof such exposuresonbanks' balance sheets.
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Inthelikely caseof |eakage, consideration should
also be given to changes in the tax code that
remove fiscal incentives in favor of debt or that
penalize foreign currency debt (see also IMF
2014b). To avoid these measuresfrom becoming
procyclical, they should beintroduced cautiously
and with sufficient phase-in periods. At the
microprudential level, regul ators need to conduct
bank stresstests related to foreign currency risks
and regularly monitor corporateforeign currency
exposures, including derivatives positions. The
hedges employed by corporations to limit their
exposure risks may be compromised when most
needed, so regulators should assess them con-
servatively. These macroprudential and micro-
prudential measures can be usefully
complemented by flexible exchange rates.
Flexible exchange rates can aid the adjustment to
shocks and facilitate an independent monetary
response to credit booms. They can also dis-
courage banks and corporationsfrom building up
large foreign exchange exposures in the first
place. Renewed efforts by authorities globally to
collect and provide better information on foreign
currency corporate indebtedness and offsetting
factors (such as hedges) is aso desirable.

To ensure properly functioning markets,
authoritiesneed to adopt and enforce policiesthat
protect against lapses of liquidity in local bond
markets. This calls for country authorities to
potentially use cash balances when needed or to
lower the supply of long-term debt to the market
to help curtaill bond spread increases. Policy-
makers can also adopt crisis management tools
that allow the smooth functioning of markets, by
using bilateral and multilateral swap line agree-
mentsto hel p reduce excessvolatility in currency
markets and provide foreign currency fundingin
times of stress. Multilateral resources, such as
IMF facilities, could also provide additional
buffers. Overall, keeping emerging market
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economies resilient calls for authorities to main-
tain astrong focus on domestic vulnerabilities, as
noted in previous Global Financial Sability
Report issues.

The authors of this chapter are Peter Dattels
and Matthew Jones (Team Leaders), Ali Al-Eyd,
Serkan Ardlanap, Magaly Bernal, Antoine
Bouveret, Peter Breuer, Yingyuan Chen, Martin
Cihak, Fabio Cortes, Reinout De Bock, Martin
Edmonds, Jennifer Elliott, Michaela Erbenova,
Tryggvi Gudmundsson, Sanjay Hazarika, Geof-
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frey Heenan, Allison Holland, Eija Holttinen,
Bradley Jones, David Jones, William Kerry,
Daniel Law, AndreaMaechler, Alejandro Lopez
Mejia, Peter Lindner, Daniela Mendoza, Evan
Papageorgiou, Vladimir Pillonca, Alvaro Piris
Chavarri, Jean Portier, Gabriel Presciuttini, Juan
Rigat, Shaun Roache, Luigi Ruggerone, Luca
Sanfilippo, Tsuyoshi Sasaki, Katharine Seal,
Nobuyasu Sugimoto, Narayan Suryakumar,
Shamir Tanna, Chris Walker, and Jeffrey Wil-
liams.

Annex Figure 1.2.1. Euro Area Negative-Yielding European Gover nment Bonds and Baseline Portfolio Rebalancing

Expectations of quantitative easing drove some core yields negative.

1. Sovereign Yields: Euro Debt-Weighted Yield Curve
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2. Potential Flows into Foreign-Exchange-Denominated Assets
(Billions of euros)
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Note: AE = advanced economies; EGB = European government bond; EM =
emerging markets; EUR = euro area; FX = foreign exchange; QE = quantitative
easing. See Figure 1.10 panel 2 for country groupings.
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*  Pension funds are assumed to follow the
GPIF slead, reducing their domestic bond
holdings to 35 percent of assets through a
reduction of JGB holdings.

*  Theoutstanding stock of JGBsrisesinline
with the latest World Economic Outlook
fiscal projection and the BOJ buys %80
trillion of JGBs every year, as announced
under QQE2.

As a result of this portfolio rebalancing,
insurance companies and pension funds could
invest as much as %42 trillion ($350 hillion), or
8percent of GDP,infor- eign assets(Table1.2.3).
This scenario is in line with the pace of their
portfoliorebal ancingabroad over thelast year and
the GPIF"Rs new target all ocation announced in
late2014. If theinsurance companiesand pension
funds maintain present international allocation
ratios, 80 percent of the outflow would go into
bonds of other advanced economies, 14 percent
into emerging market bonds, and 6 percent into
global equities.

Annex Table 1.2.2. Japan: A Potential Portfolio Rebalanc-
ing Scenario under QQE2, 2015-17 (Trillions of yen)

End- End- Chan

2014 2017 ge
Bank of Japan’s JGB Holdings 207 447 240
Other Financia Institutions’ 505 340 165

JGB Holdings
Pension Funds (public and private) 92 78 14

Insurance Companies 199 159 40
Domestic Banks (major and regional) 105 50 55
Japan Post Bank 110 53 57
Memo Items:
Outstanding Stock of JGBs 828 903 75

Sources: Bank of Japan (BOJ); Japan Post Bank; Ministry of
Finance; and IMF staff projections. Note: Pension fund holdings
of domestic bonds decline to 35 percent of assets by a reduction
in JGB holdings in line with the GPIF*Rs new target allocation.
Similarly, insurance company holdings of JGBs and Japan Post
Bank holdings of domestic bonds decline to 35 percent of total
assets. Domestic bank holdings of JGBs decline to 5 percent of
total assets (benchmark: other advanced economies). The BOJ
buys80trillionyenof JGBsonanet basisevery year, asannounced
under QQE2. Outstanding stock of JGBsrisesin line with World
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Economic Outlook fiscal projections. GPIF = Government Pen-
sions Investment Fund; JGB = Japanese government bond; QQE
= quantitative and qualitative easing.

Annex Table 1.2.3. Potential Portfolio Outflows by Japanese
Institutional Investors, 2015-17
(Billionsof U.S. dollars)

Baseline QE-plus Downsid
(complet e

e poli-
cies)

(€ @) (€) (@)
Insurance Companies 100 275 0
Private Pensions 25 58 0
Public Pensions 225 225 225
Tota 350 559 225

Source: IMF staff projections.

Note: All figuresare expressed at end-2014 exchangerates. Under
the baseline scenario, insurance companies and pension funds
continue their portfolio rebalancing abroad at the same pace as
since 2012:Q3. Under the complete policies/ QE-plus scenario,
insurance and private pension funds accelerate their portfolio
rebalancing abroad at twice the pace as baseline. Under the
downside scenario, they stop their portfolio rebalancing abroad.
QE = quantitative easing.

This baseline scenario assumes a significant but
partial implementation of the other two arrows of
Abe nomics (fiscal and structural reforms). If
announced policies are fully implemented and
work totheir fullest extent acrossthethreereform
arrows (the "QE-plus’ scenario, also referred to
as the "complete policies' scenario), portfolio
outflows could be as much as $550 hillion, as
insurance and private pension funds acceler ate
their portfolio rebalancing abroad (Table 1.2.3).
Alternatively, if the other two reform arrows are
not effectively deployed and effortsat pulling the
economy out of deflation are not successful
("downside" scenario), portfolio outflow couldbe
less than anticipated, as private financial insti-
tutions continue to demand JGBs as a hedge
against deflation. This would imply a partial
return to the status quo before Abenomics when
home bias of Japaneseinstitutional investorswas
strong and portfolio outflowswerelimited. Inthis
case, portfolio outflows could be limited to $225
bil lion by end-2017.
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GLOBAL FINANCIAL STABILITY REPORT
Navigating the Financial Challenges Ahead, October 2009

Annex 1.1. Global Financial Stability Map:
Construction and M ethodol ogy™

This annex outlines our choice of indicators
for each of the broad risks and conditions in the
global financial stability map (Figure 1.1). To
complete the map, these indicators are supplem-
ented by market intelligence and judgment that
cannot be adequately represented with available
indicators.

To begin construction of the stability map, we
determine the percentilerank of the current level
of each indicator relative to its history to guide
our assessment of current conditions, relative
both to the April 2009 GFSR and over a longer
horizon. Where possible, we have therefore
favored indicators with a reasonable time series
history. However, the final choice of positioning
on the map is not mechanical and represents the
best judgment of IMF staff. Table 1.10 showshow
each indicator has changed since the April 2009
GFSR and our overall assessment of the move-
ment in each risk and condition.

Monetary and Financial Conditions

The availability and cost of funding linked to
global monetary and financial conditions (Figure
1.34). Tocapturemovementsin general monetary
conditions in mature markets, we begin by
examining the cost of short-term liquidity, mea-
sured astheaveragelevel of real short ratesacross
the G-7. We a so take a broad measure of excess
liquidity, defined asthe difference between broad
money growth and estimates for money demand.
Realizing that the channels through which the
setting of monetary policy is transmitted to
financial markets are complex, some researchers
have found that including capital market mea-
sures more fully captures the effect of financial
prices and wealth on the economy. We therefore
also use a financial conditions index that incor-
porates movements in real exchange rates, real

50. Thisannex was prepared by Ken Miyajima.

shortand long-term interest rates, credit spreads,
equity returns, and market capitalization. Rapid
increases in official reserves held by the central
bank create central bank liquidity inthe domestic
currency and in global markets. In particular, the
recycling of dollar reserves in the United States
contributes to looser liquidity conditions. To
measure this, we look at the growth of official
international reserves held at the U.S. Federd
Reserve. While most of the above measures
capturethe priceeffectsof monetary andfinancial
conditions, tofurther examinethe quantity effects
we incorporate changes in lending conditions,
based on senior loan officer surveys in mature
markets.

Risk Appetite

The willingness of investors to take on addi-
tional risk by increasing exposureto riskier asset
classes, and the consequent potential for
increased losses (Figure 1.35). We aim to mea-
sure the extent to which investors are actively
taking on more risk. A direct approach to this
exploits survey data. The Merrill Lynch Fund
Manager Survey asks around 200 fund managers
what level of risk they arecurrently takingrelative
to their benchmark. We track the net percentage
of investors reporting higher-than-benchmark
risktaking. An alternative approach isto examine
institutional holdings and flowsinto risky assets.
The State Street Investor Confidence Index uses
changesin equity holdings by large international
institutional investors relative to domestic
investorsto measurerelativerisk tolerance.”* The
index extracts relative risk tolerance by netting
out wealth effects and assuming that changesin
fundamentals symmetrically affect all kinds of
investors. We also take account of flows into
emerging market bond and equity funds, asthese
represent another risky asset class. Taken
together, these measures provide a broad indi-
cator of risk appetite.

51. The estimated changes in relative risk tolerance of ingtitutional investors from Froot and O’ Connell (2003) are
aggregated using amoving average. The index is scaled and rebased so that 100 corresponds to the year 2000.
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Table 1.10. Changesin Risks and Conditions since the April 2009 Global Financial Stability Report

Conditions and Risks

Changes since April 2009 GFSR

@

@

Monetary and Financial Conditions
G-7 red short rates

G-3 excess liquidity

Financia conditions index

Growth in official reserves

G-3 lending conditions

Risk Appetite

Investor risk appetite survey
Investor confidence index
Emerging market fund flows

Macr oeconomic Risks

World Economic Outlook global growth risks
G-3 confidence indices

OECD leading indicators

Implied global trade growth

Global breakeven inflation rates

Mature market sovereign CDS spreads

Emerging Market Risks
Fundamental EMBIG spread
Sovereign credit quality
Credit growth

Median inflation volatility
Corporate spreads

Credit Risks

Global corporate bond index spread

Credit quality composition of corporate bond index
Speculative-grade corporate default rate forecast
Banking stability index

Loan delinquencies

Household balance sheet stress

Market and Liquidity Risks

Hedge fund estimated leverage

Net noncommercial positions in futures markets
Common component of asset returns

World implied equity risk premia

Composite volatility measure

Funding and market liquidity index

B A

T

5«7 > & —«1 17 « « R =

— 5« « «

«—
—

««<777°¢

Source: IMF staff estimates.

Note: Changes are defined for each risk/condition such that T signifies higher risk, easier monetary and financial conditions, or greater
risk appetite, and | signifies the converse; «» indicates no appreciable change. The number of arrows for the six overall conditions

and risks corresponds to the scale of moves on the global financial stability map.
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M acr oeconomic Risks

Macroeconomic shocks with the potential to
trigger a sharp market correction, given existing
conditions in capital markets (Figure 1.36). Our
principal assessment of the macroeconomic risks
is based on the analysis contained in the IMF's
World Economic Outlook and is consistent with
the overall conclusion reached in that report on
the outlook and risks for global growth. We
complement that analysis by examining various
economic confidence measures. Thefirst of these
is a GDP-weighted sum of confidence indices
across the major mature markets to determine
whether businesses and consumersare optimistic
or pessimistic about the economic outlook. Sec-
ond, recognizing theimportance of turning points
between expansions and slowdowns of economic
activity, we incorporate changes in the Organi-
zation for Economic Cooperation and Develop-
ment’s composite leading indicators. Third, in
order to gauge inflection points in global trade,
weinclude global trade growth estimatesimplied
by the Baltic Dry Index, a high-frequency indi-
cator based on the freight rates of bulk raw
materials that is commonly used as a leading
indicator for global trade. The fourth component
is market-implied inflation expectations, based
onintermediate-dated yield differential s between
nominal and inflationlinked domestic bonds.
Finally, in order to help assess stress levels on
sovereign balance sheets, we examine a GDP-
weighted average of the cost that investors need
to pay to protect themselves against defaults of
selected mature market sovereign debt.

Emerging Market Risks

Underlying fundamentals in emerging mar-
kets and vulnerabilities to external risks (Figure
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1.37). These risks are closely linked to the
macroeconomic risks described above, but con-
ceptually separate asthey focusonly on emerging
markets. Using an econometric model of
emerging market sovereign spreads, we identify
the movement in Emerging Market Bond Index
Global (EMBIG) spreads accounted for by
changes in fundamentals, as opposed to the
movement in spreadsattributableto other factors.
Included in the fundamental factors are changes
in economic, political, and financial risks within
each country.® This is complemented with a
measure of the trend in sovereign rating actions
by credit rating agencies, to gauge changesin the
macroeconomic environment and progress in
reducing vulnerabilities arising from externa
financing needs. In addition to these factors
relating to sovereign debt, we also include an
indicator of growthin private sector credit. Other
components of the subindex include ameasure of
the volatility of inflation rates, and a measure of
corporate credit spreads relative to sovereign
spreads.

Credit Risks

Changesin, and perceptions of, credit quality
that have the potential for creating losses
resulting in stress to systemically important
financial institutions (Figure 1.38). Spreads on a
global corporate bond index provide a market
price-based measure of investors assessment of
corporate credit risk. We aso examine the
credit-quality composition of the high-yield
index to identify whether it isincreasingly made
up of higher- or lower-quality issues, calculating
the percentage of theindex comprised of CCC or
lower-rated issues. In addition, we incorporate
forecasts of the global speculative-grade default
rate produced by Moody’s. Another component
of the subindex

52. The economic risk rating isthe sum of risk points for annual inflation, real GDP growth, the government budget balance as
apercentage of GDP, the current account balance as a percentage of GDP, and GDP per capita as a percentage of the world average
GDP per capita. The financial risk rating includes foreign debt as a percentage of GDP, debt service as a percentage of GDP, net
international reserves asmonths of import cover, exports of goods and services as apercentage of GDP, and exchange rate depreciation
over the last year. The political risk rating is calculated using 12 indicators representing government stability and social conditions.
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Figure 1.34. Global Financial Stability Map: Monetary
and Financial Conditions
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Sources: Bloomberg L.P.; Goldman Sachs; Federal Reserve Bank of New Y ork; lending surveysfor households and corporates by the Bank of
Japan, European Central Bank, and the U.S. Federal Reserve; and IMF staff estimates.

Note: Dashed lines are period averages. Vertical lines represent data as of the April 2009 GFSR.

1. Canadaand the United Kingdom are included in the composite but not shown separately.

2. A GDP-weighted average of China, euro area, Japan, and the United States. Each country index represents a weighted average of variables
such as interest rates, credit spreads, exchange rates, and financial wealth.

3. Monthly interpolated GDP-weighted average. Euro area 1999:Q1 to 2002: Q4 based on valuesimplied by credit growth. Composite and Japan
showing up to 2009:Q2.
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Figure 1.35. Global Financial Stability Map: Risk Appetite
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Sources: Merrill Lynch; State Street Global Markets; Emerging Portfolio Fund Research; and IMF staff estimates.

Note: Dashed lines are period averages. Vertical lines represent data as of the April 2009 GFSR.
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1. The estimated changes in relative risk tolerance of institutional investors from Froot and O’ Connell are integrated to a level, scaled, and

rebased so that 100 corresponds to the average level of the index in the year 2000. Three-month rolling average of the published index.
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Figure 1.36. Global Financial Stability Map:

Macroeconomic Risks
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Sources: The Baltic Exchange; Barclays Capital; Bloomberg L.P.; Datastream; Organization for Economic Cooperation and Development;

IMF, World Economic Outlook; and IMF staff estimates.

Note: Dashed lines are period averages. Vertical lines represent data as of the April 2009 GFSR.
1. 2010 growth forecast labeled as October 2009 GFSR Update accounts for risks to the baseline forecast.

2. Amplitude adjustment is carried out by adjusting mean to 100 and the amplitude of the raw index to agree with that of the reference series

by means of a scaling factor.

3. The Baltic Dry Index is a shipping and trade index measuring changes in the cost of transporting raw materials such as metals, grains, and

fuelsby sea

4. Tracking GDP-weighted |onger-term break-evens, or inflation expectationsfor Australia, Brazil, Canada, Colombia, France, Germany, Italy,
Japan, Korea, Mexico, Poland, South Africa, Sweden, Turkey, the United Kingdom, and the United States. The ranking of the observationsis

determined by z-score in absolute terms relative to their long-run averages.
5. GDP-weighted average of France, Germany, Italy, Japan, Spain, United Kingdom, and United States.
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Figure 1.37. Global Financial Stability Map:
Emerging Market Risks
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Sources: Bloomberg L.P.; JPMorgan Chase & Co.; The PRS Group; IMF, International Financia Statistics; and IMF staff estimates.
Note: Dashed lines are period averages. Vertical lines represent data as of the April 2009 GFSR.

1. EMBIG = Emerging Markets Bond Index Global. The model excludes Argentina because of breaksin the data series related to debt
restructuring. Owing to the short data series, the model also excludes Indonesia and several smaller countries. The anaysis thus
includes 32 countries.

2.Net actionsof upgrades (+1 for eachnotch), downgrades(-1 for eachnotch), changesinoutlooks (+/- 0.25), reviewsand creditwatches
(+/-0.5).

3. 44 countries.

4. Average of 12-month rolling standard deviations of consumer price changes in 36 emerging markets.

5. Unweighted average of Brazil, China, Colombia, Egypt, Kazakhstan, Mexico, Malaysia, Peru, Russia, and Ukraine.
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Figure 1.38. Global Financial Stability Map: Credit Risks
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Sources: Bloomberg L.P.; Merrill Lynch; Moody’s; Mortgage Bankers Association; U.S. Federal Reserve; and IMF staff estimates.
Note: Dashed lines are period averages. Vertical lines represent data as of the April 2009 GFSR.
1. 30-, 60-, and 90-day delinquencies for residential and commercial mortgages, and credit card loans in the United States. Quarterly data are

extrapolated into monthly frequency.
2. Financial obligations consist of the estimated required annua payments on outstanding mortgages, consumer debt, automobile lease, rental

on tenant-occupied property, homeowners' insurance, and property tax.
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Figure 1.38. Global Financial Stahility Map: Credit Risks
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Sources: Bloomberg L.P.; Merrill Lynch; Moody’s; Mortgage Bankers Association; U.S.
Federal Reserve; and IMF staff estimates.

Note: Dashed lines are period averages. Vertical lines represent data as of the April

2009 GFSR.

130-, 60-, and 90-day delinquencies for residential and commercial mortgages, and
credit card loans in the United States. Quarterly data are extrapolated into monthly
frequency.

2Financial obligations consist of the estimated required annual payments on
outstanding mortgages, consumer debt, automobile lease, rental on tenant-occupied
property, homeowners’ insurance, and property tax.
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isabanking stability index, which represents the
expected number of defaults among large com-
plex financial institutions (LCFIs), given at least
one LCFI default (see Segoviano and Goodhart,
2009). Thisindex isintended to highlight market
perceptions of systemic default risk in the
financial sector. To capture broader credit risks,
wealsoincludedelinquency rateson awiderange
of other credit, including residential and com-
mercial mortgages and credit card loans. Also
included is a measure of stress on household
balance sheets, constructed asthetotal amount of
financial obligations scaled by disposableincome
for U.S. households.*®

Market and Liquidity Risks

The potential for instability in pricing and
funding risks that could result in broader spill-
overs and/ or mark-to-market losses (Figure
1.39). An indicator attempting to capture the
extent of market sensitivity of hedgefund returns
provides an indirect measure of institutional
susceptibility to asset price changes. The subin-
dex aso includes a speculative positions index,
constructed from the net noncommercia
positions relative to overall open interest for a
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range of futures contracts as reported to the
Commodity Futures Trading Commission
(CFTC). The index typically rises when non-
commercial traderstakerelatively large positions
on futures markets, relative to commercia
traders.® Also included in the index is an esti-
mation of the proportion of variance in returns
across a range of asset classes that can be
explained by a common factor. The greater the
common factor across asset-class returns, the
greater the risk of a disorderly correction in the
face of a shock. An additional indicator is an
estimate of equity risk premiain mature markets
using athree-stagedividend discount model. Low
equity risk premiamay suggest that investors are
underestimating the risk attached to equity
holdings, thereby increasing potential market
risks. Thereisalso ameasureof implied volatility
across a range of assets. Finally, to capture per-
ceptionsof funding conditions, secondary market
liquidity, and counterparty risks, we incorporate
the spread between major mature-market gov-
ernment securitiesyields and interbank rates, the
spread between interbank rates and expected
overnight interest rates, bid-ask spreads on major
mature-market currencies, and daily return-
tovolume ratios of equity markets.

53. Estimated payments on outstanding mortgages, consumer debt, auto leases, rental contracts, homeowners’ insurance, and

property tax.

54. Not all "noncommercia" traders can accurately be described as "speculators'. Indeed, as of September 2009, the
CFTC no longer uses the terms " commercia™ and "noncommercial” to classify tradersin its weekly Commitment of Traders
report. Instead, the report disaggregates the data into four categories of traders: (1) producer/ merchant/processor/user; (2)

swap dealer; (3) managed money; and (4) other reportable.





