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[ Regulatory Change at RISl(

Avariety of factors, mediated by the power 0T Tinance, are workingto abort the needed changes in the regulation of finance

ALOHK SHEEL

I Kenneth Rogoft and Carmen Reinha-
I riare to bebelieved, policymakershave

learni little frcan the experience offin-
ancial crises over the last eight eenturies.
Thesame frailties, deriving from overexu-
berance and overleveraging . have surfaced
time and fime again, with surprisingly
similar outcomes: banking crises, sover-
eign defanlts, protracted downturns and a
painfully long period of adjustment.

The financial eollapse during the Great
Depression in the 1980s laid the founda-
ticns of the post-war regulatory structure
that erected a firewall between tightly-reg-
ulated deposi is-basad banking that had ac-
cess to liquidity buffers from central ban-
ks, and relatively lightly-regulated imwest-
ment banking dependent on capital mar-
kets without liquidity baclkstops. through
the Glass-Steagall Act.

The growing sophistication of the finan-
cial secton and the ‘irrational exuberance’
deriving from the Great Moderation, grad-
ually eroded the regulatory structure. Sys-
temiecally-significant financial activity mi-
grated out of the regulat f‘[l(].[‘|][]\1|‘-rh‘1:~[‘(1
banking system. Financial institutions be-
came too big and interconnected to be al-
lowed tofail, facilitated by the repeal of the
Glass-Steagall Act and the rise of univer-
sal banking. Despite repeated warnings
from history, leverage was once again per-
mitted to build up. Central banks lost sight
of the fact that financial stability was the
original mandate onwhich they were foun-
dedl. They now focused almost entirely on
output and inflation. targeting the busi-
nesscyvelewhileneglect ing the erediteyele.

Reminiscent of the regulatory transfor-
mation in the wake of the Great Depres-
sion, the monumental collapse of the west-
ern financial is leading to a
fundamental reform of financial regula-
ticn under the watchful eves of the G20.
But will this time be any differeni?

Reforms agreed to so far, especially with

~oard tothenew Basel-11l capital and liqu-
idity standards, are impressive. But Basel-
11z still microre gulatory and focused on
deposits-based banks. The retention of
risk-weights and mark-to-market mecha-
nisms may leave it still too procyclical to
control build-upof leverage intheabsence
of arobust inweighted leverage ratio. The
shadow banking system, which vastly in-
creased the money multiplier, and lay at
the heart of the recent crisis. can only be
reined in through maeroprudential regu-

lation that would widen the perimeter of

regulation. This has still to be done. Stron-
ger regulation without widening the pe-
ritneter is likely to strengthen shacow
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banking. There are signs that this might,
indeed. be happening.

Effect ive enforeement, supervision, har-
monisation and monitoring have yet tobe-
gin. Cracks arealso appearing inthe globeal
CONSENSILS O compensation practices, acc-
ounting standards, reining in rating agen-
cies. financialtransactions taxes, regulati-
ng Global Systemically-Important Financ-
ial Institutions {G-8ifi) and the implemen-
tation of the new Basel-11l capital standar-
ds. With the collapse of major financial
institutions, remaining Sifis have become
temmically-important.

Theriseof banking and jointstock comp-
anieswas tofacilitate tapping intoindivid-
ualsavings forlarge, productive brick-and-
mortar projects that aceelerated growth,
anid, hence, per-capita incomes, that had
crept ahead at snail's pace ever since the
Neaolithic Revolutionand right up to the In-
dustrial Revolution.

If banking intermediated savings for the
real sectorn, returns in the financial sector
should be linked to productivity growth
and returns in the real secton But the fi-
nancial ssetor generated returns farin ex-
cessof the real sector thatenabled bankers
to get outsized emoluments compared to
real sectormanagers. Thiswas possible be-
cause the banking sector, at some point,
started intermediating for the financial
sactor itsalf,
arowth in advanced courmries, asreal sec-
toractivity started migrating to more pro-
ductiveemergingeconomies.

High refurns were possible in the finan-
cial sector through leveraged investment
in financial assets, which. through a com-
bination of locss monetary policy over an

which became the engine of

ANIKIEHA
extended period and the money multiplier
effectof leveraging in theshadow-banking
stem, vastly inflated asset prices. Profiis
were booked not through actual trades that
cleared the market, buton book profits cal-
culated on index-based valuations on thin
OTC trades. Since these returns were 0ot
based on productivity growth in the real
sector this was a bubble waiting to burst.
These outsized profits, it rned out, were
not— and eould not be — funded out of re-
trns in the real economy but eveniually
ot of taxpayer money

Prior to the financial crisis, financial
markets in developed countries were seen
asmaodelsfor developing couniries. The gr-
ounid reality, howewver, was that big emerg-
ingmarlkets such as China were able tosus-
tain high levels of grovthdespite less deves
loped financial markets, and alongside a
gooid measure of financial repression’,
that may have directed rising household
savings into investment in the real econo
my. Thisrepression also gave gover nimenis
aceess 1o resourees that enabled them to
make the large inmvestmentsrequired inph-
ysical and social infirastructure, Develop-
ed couniries, on the other hand, have seen
savings, investment and growih in the real
sector decline sinee 1980s, coineiding with
the ascendancy of the finanecial sector in
their economies. Today's advanced coun-
tries too experienced sustained and steady
grow th when theirbanking sector wasnot
ascompletelvdivorced from the real sector
s now, when their banking sector was
aliin to that in India and China tod

Indeveloping countries like India, finan-
cial markets were regulated like public
utilities on the unstated premise that there
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must be some underlyingreal sector expo-
sure to justify financial activity. Thereare
limits on borrowing for consum ption, un-
less the level of borrowing can be sustain-
&l by discounting incomes from labour or
profits from productive activities in the re-
alsector, opposs toa speculative discount-
ing of book profits from inflated asset pric-
&= that can vanish overnight. Central ban-
ks in developingcountries fixed one eveon
financial stability and always had an ele-
mentof macroprudential regulation.
Stringent regulation, however, comes
withacost, asitisaproxy fortaxthat raises
the cost of capital, notwithstanding large
capital inflows. Emerging markets, there-
fore, firned to the western model of light-
touch regulation as a long-term objective
to deepen financial marets to lower the
coet of capital. The priorities inemerging
markets, lilie Inclia. before the cri
not regulatery but devel opmental,

with
the aim of deepening and developing new

markefs tosustain high rates of growthin
the real economy Financial inclusion,
high eost of capital. long-term funding in-
struments for infrastructure,  develop-
ment of liquid bond markets to improve
monetary policy transmission, financiali-
sation of savings invested in physical as-
setssuchas gold sothat theycould be lever-
agel for productive investment, among
others, were financial sector priorities in
India before ihe cr MNothing has hap-
pened in Indian financial markets that
warrant changing these priorities.
So,where dowe go fromhere, now that the
G2is trying to harmoniss financial regul-
ationacroestmajor jurisdictions, which in-
cludes both devel oping and devel oped cou-
niries, toreduce regulatory arbitrage and
moral hazards in the emerging financial
landscape? Clearly, returning to the finan-
cial repression of the past is notan option,
buineither isa return tolargely self-regul-
ated and self-correct ing financial markets.
Historical experience indicates the exist-
ence of some kind of finaneial sector Kuz-
nets Curve, wherethere is aclose associafi-
on between financial dee pening and grow-
th, but up to a point, beyond which risks
multiply while growth and welfare benefi-
ts become ambivalent, as the financial sec-
tor begins to feed onitself than on the real
econommy 5o, i this time is to bedifferent. a
fundamental philcsophical shift is nesded
in the rules informing the regulatory fra-
mewark of the financial sector, However:
giventhe strength andreach of the financi-
al sector lobby: including the ‘group think'
in, and intelleciual capture of, financial in-
stitutions and centres, things may eventu-
ally turn outno different this time.
(Theauthor isacivilservant. Views arepersonal)
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