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¥ G20 Leaders

tasked the
Working Group on Enhancing
Sound Regulation and
Strengthening Transparency
(Working Group 1) Co Chair-
man : Dr. Rakesh Mohan, Dep-
uty Governor, RBI, with re-
viewing work underway and
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making recommendations
that will strengthen interna- G20 Working Group 1
tional regulatory standards, Enhancing Sound Regula-
enhance transparency in tion and
global financial markets and Strengthening Trans-
ensure all financial markets, parency
products and participants are
appropriately regulated or Final Report
EIMANAIAL pRAGL subject to oversight, depend-
FINANVIRG ViAYI ing on their circumstances. March 25,2009

Identified Drivers of Market Turmoil

The turmoil which began to
unfold during the Summer of
2007 was, in part, a conse-
quence of an extended period
of low real interest rates
around the world, supported
by an expansionary monetary
policy, large current account
imbalances, robust global
growth and limited volatility

in economic conditions. This
benign environment caused
investors to extend their
search for yield further out
the credit quality curve,
leading to overly optimistic
assessments and lack of due
diligence in assessing credit
risk.
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In response to the increased de-
mand for credit instruments offer-
ing higher yield, the financial sys-
tem developed new structures and
created new instruments, some
with embedded leverage. Many of
these instruments were opaque
and masked the extent of leverage
and interconnectedness of risk,
which appeared to be globally dis-
persed across a wide range of insti-
tutions and markets. Much of the
due diligence in examining these
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innovations was outsourced to
credit rating agencies.

The trading of innovative over-the-
counter financial products, particu-
larly those aimed at transferring
credit risk, notably credit default
swaps and collateralized debt obli-
gations, expanded very rapidly. Fi-
nancial institutions failed to prop-
erly manage and monitor risks to
liquidity in the event that these
markets froze.

At the same time, regulated banks
and financial institutions sup-
ported the acceleration of financial
innovation and the push towards
more unregulated pools of capital
by establishing off-balance sheet
and structured investment vehi-
cles. These unregulated investment
vehicles, created in response to fea-
tures of the regulatory and ac-
counting framework, often fi-
nanced their operations without-
minimum capital buffers or ade-
quate liquidity plans. In addition,
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the risks they were exposed to,
including maturity mismatches,
were often misunderstood.

Risk management within institu-
tions and the expertise of regula-
tors did not keep pace with these
innovations. Financial sector com-
pensation schemes based on short
-term returns, without considera-
tion of the attendant risks, rein-
forced the momentum for risk
taking.

Eventually the increase in asset
prices could not be sustained. De-
linquencies translated into price
decreases on U.S. sub-prime mort-
gage-backed securities, which in
turn produced losses for investors
and led to margin calls for lever-
aged sub-prime asset holders. As
the market turmoil spread across
a wide range of markets for struc-
tured and securitized products,
increased risk aversion, reduced
liquidity, and concerns about the
soundness of major financial insti-
tutions fed on each other. Many
institutions experienced signifi-
cant balance sheet pressures,
which led to a tightening of lend-
ing standards with adverse effects
on real economic growth.

In hindsight, policymakers, regu-
lators and supervisors in some
advanced countries did not act to
stem excessive risk-taking or to
take into account the intercon-
nectedness of the activities of
regulated and non-regulated insti-
tutions and markets. This was due
in part to fragmented regulatory
structures and legal constraints
on information sharing. Further,
uncertainties concerning expo-
sures to, and the valuation of,
structured products and the diffi-
culty of valuing financial instru-
ments when markets are under
stress may have exacerbated the
turmoil.



VOLUME 2, ISSUE 1 PAGE 3

SEVEN BIG

== ==

Reasons for fall What happened next
World credit crunch and recession Up 2.54 pc on January 22

S
o
=
=
g
-~
[
]

__§___
S
S
5

...............................................................................

Sept“,zom .............
Oct 21-28 1997

Oct 19-26, 1987 17.9 Fears over UK economic outlook Index dimbing by end of year

What is a Credit Default Swap?
A credit default swap is an agreement between two parties that works like a side bet on a football game. Swap

sellers promise swap buyers a big payment if a company’s bonds or loans default. In return for the promise they get
quarterly payments. Neither needs to hold the underlying debt when entering into a swap.

WIDGETS “ft” US
|

7 Widgets “"R” Us Corp. ‘E
e ~ Borrows money from banks 2
Credit Default Swap Seller or issues bonds to finance

operations.

Promises to pay swap buyer a
amount if Widgets “R™ Us d
often $10 million

®m Receives annual payments

2ceives promise of large payout if’
bond defaults

from swap buyer in return for m Can include banks, insurance

“insurance”™ companies, hedge funds or others
®m Can include banks, insurance m If Widget’s financial fortunes turn

companies, hedge funds or others sour, the swap becomes more valu-

able. A swap holder can resell it
and get high payments in return




Some of the more salient weak-
nesses identified as drivers of the
current turmoil include:

Weaknesses in Underwriting Stan-
dards: The credit quality of loans
granted with the intention of trans-
ferring them to other entities
through the securitization process
was not adequately assessed.

W Lack of Oversight of Systemic Risks:
While the build-up of leverage and
the underpricing of credit risk were
recognized in advance of the tur-
moil, their extent was under-
appreciated and there was no coor-
dinated approach to assess the im-
plications of these systemic risks
and policy options to address them.
There was also insufficient recogni-
tion of the interconnectedness of
risks within both regulated and un-
regulated markets.

Lack of Oversight of Unregulated
Pools of Capital: Unregulated and
lightly regulated pools of capital,
such as hedge funds, private equity
funds, and a number of the banks’
off-balance sheet securitization ve-
hicles, grew rapidly in importance
during the period preceding the cri-
sis. Regulatory arbitrage pushed
risks outside the regulatory frame-
work and, in many jurisdictions,
oversight of these markets and enti-
ties consisted to a large extent of in-
direct oversight through the super-
vision of counterparties and market
discipline. Weak performance by
Credit Rating Agencies: There was
an over-reliance on credit rating
agencies and shortcomings in rating
models and methodologies, as well
as insufficient attention to conflicts
of interest in the rating process.

Risk
Management
Process

Procyclical Tendencies Fed by Regu-
latory and Accounting Frameworks:
Certain aspects of accounting frame-
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works and capital regulation tend
to enhance the natural tendency of
the financial system to amplify
business cycles, affecting both the
degree of credit expansion in be-
nign conditions and the degree of
credit contraction in the downturn.

Shortcomings in Risk Management
Practices: A number of the stan-
dard risk management tools used
by financial firms relied on sam-
ples of historical data from short
periods and were not suited to esti-
mating the likelihood and the scale
of potential losses in the adverse
tail of risk distributions for struc-
tured credit products. In addition,
compensation arrangements often
created incentives for excessive
risk-taking through insufficient
regard to longer-term risks.

Financial Innovation Outpacing
Risk Management: There was a sig-
nificant acceleration of financial
innovation in years leading up to
the crisis that far outpaced the
ability of firms to manage risks and
of regulators to effectively monitor
them.

Weaknesses in Disclosure: Weak-
nesses in public disclosures by fi-
nancial institutions damaged mar-
ket confidence during the turmoil.
Public disclosures by financial in-
stitutions did not always make
clear the type and magnitude of
risks associated with their on- and
off-balance sheet exposures.

Weaknesses in Resolution Proce-
dures: Existing procedures for re-
solving troubled institutions have
been shown to be inadequate when
an institution imposes substantial
systemic risks. In addition, na-
tional resolution mechanisms have
not been effective in some cross-
border resolutions.
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financial system

The financial system will continue
to play a vital role to intermediate
savings and provide funding to the
real sector, thereby supporting
economic growth. The Working
Group recognises that financial
markets will remain global and in-
terconnected, while financial inno-
vation will continue to play an im-
portant role to foster economic ef-
ficiency. Protectionist moves must
be strongly resisted. In order to
address the underlying causes and
weaknesses identified above, the
Working Group envisages the need
for a reform of the regulatory
framework to avoid the emergence
of similar crises and to mitigate the
consequence of any future episode
of financial stress.

The regulatory framework will
need to keep pace with the associ-
ated risks in a more rapid and ef-
fective manner. Large complex fi-
nancial institutions will continue
to operate in multiple jurisdictions
in order to meet the needs of their-
large global clients, and supervi-
sion will need to be better coordi-
nated internationally with a robust
global resolution framework. In
order to avoid regulatory arbi-
trage, there is a need for greater
consistency in the regulation of
similar instruments and of institu-
tions performing similar activities,
both within and across borders.

In addition, capital markets will
require greater emphasis on re-
ducing counterparty risk and on
ensuring that their infrastructure
allows them to remain a source of
funding during periods of stress.

The post-crisis period will likely
be characterized by a financial
system with lower levels of lever-
age, reduced funding mismatches
(both in terms of maturity and
currency), less exposure to coun-
terparty risk, and greater trans-
parency regarding financial in-
struments. After credit markets
recover from the crisis, it will be
important to mitigate the inevita-
ble pressure to expand profits
through increased risk-taking. A
more developed macro-
prudential approach will be an
important element in this context. |

The type, size, and cross-border
exposures of institutions and mar-
kets that will emerge from this
crisis will likely be considerably
different than before. As banks
and financial institutions consoli-
date, policy makers will have to
adapt prudential regulation to
varying degrees of size and con-
centration. Similarly, competition
policy will play an important role
in ensuring healthy competition.

Financial institutions, markets
and instruments will therefore
continue to evolve in ways which
pose challenges for regulation,
notwithstanding the retrench-
ment that is currently underway.
Financial institutions, policymak-
ers, supervisors and regulators
will all need to become better
equipped to manage the intercon-
nectedness of markets, both do-
mestically and globally, the effects
of innovation, and the potential
for incentives to become mis-
aligned.

REGULATORY
FRAMEWORK



