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tasked the

Sound Regulation and

| Strengthening Transparency

(Working Group 1) Co Chair-
man : Dr. Rakesh Mohan, Dep-
uty Governor, RBI, with re-
viewing work underway and
making recommendations
that will strengthen interna-
tional regulatory standards,
enhance transparency in
global financial markets and
ensure all financial markets,
products and participants are
appropriately regulated or
subject to oversight, depend-
ing on their circumstances.
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‘Identified Drivers of Market Tuer

The turmoil which began to

unfold during the Summer of
2007 was, in part, a conse-
guence 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- the risks they were exposed to,
mand for credit instruments offer- including maturity mismatches,
ing higher yield, the financial sys-  were often misunderstood.

tem developed new structures and

created new instruments, some  Risk management within institu-
with embedded leverage. Many of tions and the expertise of regula-
these instruments were opaque tors did not keep pace with these
and masked the extent of leverage innovations. Financial sector com-
and interconnectedness of risk, pensation schemes based on short
which appeared to be globally dis-  -term returns, without considera-
persed across a wide range of insti-  tion of the attendant risks, rein-
tutions and markets. Much of the forced the momentum for risk
due diligence in examining these  taking.
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Eventually the increase in asset

STANDARD prices could not be sustained. De-
%OR’S linquencies translated into price

decreases on U.S. subprime mort-
gage-backed securities, which in
turn produced losses for investors
_— and led to margin calls for lever-
aged sub-prime asset holders. As
I Il( h }\‘ll l “‘bb the market turmoil spread across
a wide range of markets for struc-
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I3fS€ jnnovations was outsourced to tured and securitized products,
E? credit rating agencies. increased risk aversion, reduced
iOg liquidity, and concerns about the
suwions world: =/ & The trading of innovative over -the- soundness of major financial insti-
r\?grrr%(ggri? 2 counter financial products, particu- tutions fed on each other. Many
= larly those aimed at transferring  institutions experienced signifi-
credit risk, notably credit default cant balance sheet pressures,
2 Jfree swaps and collateralized debt obli-  which led to a tightening of lend-
E;g—g; mbrt@“lhtgéégﬁg gations’ -expan.ded Ve-ry rapidly. Fi- ing standards Wlth adverse effects
s S ERONeysz;<: nancial institutions failed to prop- on real economic growth.
1 _—g erly manage and monitor risks to o _
= ==% liquidity in the event that these  In hindsight, policymakers, regu-
.= markets froze. lators and supervisors in some
.wpricevValue advanced countries did not act to
mquﬁ-g'ﬁﬁﬁjm@éﬂ% At the same time, regulated banks  stem excessive risk-taking or to
%{%E}%ackednm«:gf and financial institutions sup- take into account the intercon-
E_D-?Eg'&‘ork o ported the acceleration of financial nectedness of the activities of
TR CERGreS =5, innovation and the push towards  regulated and non -regulated insti-
ewr',mm-q_;helpar more unregulated pools of capital  tutions and markets. This was due
h%f;g% by establishing off -balance sheet in part to fragmented regulatory
L " and structured investment vehi- structures and legal constraints
Bl sles cles. These unregulated investment ~ on information sharing. Further,
ke 23 vehicles, created in response to fea- ~ uncertainties concerning expo-
gg_ §:>¢- tures of the regulatory and ac- sures to, and the valuation of,
f&mer[caagssetséglﬁ counting  framework, often fi- structured products and the diffi-
n]‘grrg;gégg fed8ral.e i nanced their operations without-  culty of valuing financial instru-
P COUNTYE - minimum - capital buffers or ade- ments when markets are under
quate liquidity plans. In addition,  stress may have exacerbated the
turmoil.




