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IL&FS Crisis and Beyond: Assessing India’s

Regulatory Framework for Financial
Stability

SuMIT KUMAR SHARMA!

ABSTRACT
The IL&FS crisis of 2018, which involved a significant default by the infrastructure finance

company IL&FS, highlighted critical deficiencies in India's regulatory framework for
financial stability. The crisis exposed the lack of coordination among regulatory bodies
such as the Reserve Bank of India (RBI), the Securities and Exchange Board of India
(SEBI), and the Insurance Regulatory and Development Authority of India (IRDAI). These
gaps allowed regulatory arbitrage and hindered the effective identification and mitigation
of systemic risks. Additionally, the crisis revealed weaknesses in corporate governance, as
IL&FS exploited special purpose vehicles to obscure its financial condition, and its board
failed to exercise adequate oversight.

The crisis underscored the need for enhanced risk management, improved transparency,
and stronger corporate governance within the financial sector. In response, the
government and regulatory bodies have initiated reforms, including the establishment of a
Financial Stability Board (FSB) and stricter corporate governance regulations. However,
more comprehensive measures are required to ensure the resilience of the financial system
against future shocks.

Recommendations for reform include enhancing collaboration among regulators,
mandating greater independence and authority for audit committees, and implementing
advanced risk assessment models. Increasing transparency and disclosure requirements
for financial institutions is also crucial. Furthermore, empowering the RBI with the
authority to impose stricter capital requirements and conduct bail-ins for troubled
financial institutions could strengthen regulatory oversight.

These reforms are essential to protect investors, maintain financial stability, and support
India's economic growth and development. A robust regulatory framework is vital for
safeguarding the integrity of the financial system and ensuring its resilience in the face of
potential crises.

Keywords: RBI, FSB, IRDAI, SEBI.
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I. INTRODUCTION

It is observed that the regulatory architecture in India is intricate and dispersed, with many
authorities supervising distinct areas of the financial system. Systemic risk identification and
mitigation may be hampered by this lack of coordination, which may result in regulatory
arbitrage. Furthermore, we discover that the RBI's framework for overseeing risk management
is insufficient and that India's corporate governance laws are feeble. These flaws had a
significant role in the IL&FS disaster.? An important turning point in India's financial history,
the IL&FS crisis left a lasting impact on the nation's economy. The focal point of this crisis
was IL&FS, a well-known infrastructure finance company with over X1 lakh crore in debt. The
pivotal moment occurred in September 2018 when IL&FS discovered it was unable to pay its
debts, causing a cascade of financial instability.

The sector of non-banking financial companies (NBFCs), which is a vital source of funding for
infrastructure projects and small to medium-sized businesses (SMEs), was most hit by this
knock-on impact. The effects permeated every aspect of the Indian economy and went beyond
the banking industry. The fear that accompanied investor scepticism caused the economy to
grow far more slowly. To completely comprehend the complexity of this issue and the steps
being taken to lessen its effects, more research is necessary. To ensure financial stability, India
closely monitors all aspects of the financial system via the use of many bodies and a complex

regulatory structure.

The Reserve Bank of India, the Securities and Exchange Board of India (SEBI), and the
Insurance Regulatory and Development Authority of India (IRDAI) are in charge of this
regulatory system (RBI). As the country's central bank, the RBI's main responsibility is to
maintain financial stability. Its keen eye monitors interest rates, monetary policy, and other
economic aspects that support the nation's financial stability. When it comes to securities, SEBI
leads the charge to protect investors' interests and uphold the integrity of the securities industry.
SEBI guarantees fair conduct and transparency in the trading of financial products through a
multitude of laws. IRDALI is in charge of the insurance industry, a substantial portion of the
financial system. Serving as a guardian, this regulatory body keeps an eye on insurance
providers and their offerings to ensure that they are effective and serve policyholders' interests.

The comprehension of the complex interplay of regulatory forces is crucial for understanding

the maintenance of stability in India's financial system. Therefore, it is necessary to conduct

2 Acharya, Viral V., Anjan Bhattacharya, and Raghuram G. Rajan. “IL&FS Crisis and Beyond: Assessing India’s
Regulatory Framework for Financial Stability.” Working Paper No. 2020-005. International Monetary Fund,
2020.
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additional exploration into the functions and interactions of each regulatory agency.
1. REGULATORY GAPS EXPOSED BY THE IL&FS CRISIS

The IL&FS crisis highlighted a number of important issues, one of which was the clear absence
of harmonic cooperation among the regulatory bodies. A financial institution with many facets,
IL&FS has expanded its activities into capital markets, insurance, and infrastructure finance,
among other areas of the financial ecosystem. Due to its wide scope, IL&FS was under the
jurisdiction of several regulatory agencies, including the RBI, SEBI, and IRDAI. But the
problem was the ambiguity around these regulators' positions and responsibilities. This
regulatory ambiguity opened the door to regulatory arbitrage, a situation where entities exploit
inconsistencies in regulations to their advantage. Consequently, this created a formidable
barrier to the identification and resolution of systemic risks. For instance, while the RBI held
the mantle of supervising risk management within the financial system, it lacked the direct
authority to govern the NBFC sector. This gaping regulatory crevice rendered the RBI
powerless in promptly addressing the mounting perils posed by IL&FS, despite the company

manifesting financial distress signals over the course of several years.

This deficiency in regulatory coordination not only exacerbated the IL&FS crisis but also
unveiled a pressing need for a more cohesive regulatory framework. It is imperative to explore
the repercussions of this regulatory disconnect in-depth, as it significantly impacts India’s
financial stability and the protection of investors’ interests. The IL&FS crisis brought to light
yet another regulatory shortcoming — the frailty of corporate governance regulations. Notably,
IL&FS was a government-controlled entity, and its board of directors was predominantly
comprised of government appointees.®> This arrangement lacked an independent oversight
mechanism, thereby affording the company’s management undue latitude to indulge in perilous
risk-taking and questionable accounting manoeuvres. IL&FS's deft use of special purpose
entities (SPVs) to borrow debt while concealing its real financial condition serves as an
illustration of these governance flaws.* Understanding the risks involved in doing business with
the corporation was a difficult assignment for creditors and investors due to this complex web
of financial arrangements. In addition, the IL&FS board of directors disregarded their duty to
closely oversee the management's activities. Even when the firm's financial problems started
to become apparent, the leadership of the corporation was able to carry on with its bold risk-

taking and fraudulent activities because of this monitoring gap. These gaps in corporate

3 Reserve Bank of India. “Report on the Corporate Governance Framework of IL&FS Financial Services Limited.”
Mumbai: Reserve Bank of India, 2019.
41d
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governance not only made the IL&FS crisis worse, but they also made it clear how urgent it is
to reassess corporate supervision procedures. Understanding the wide-ranging effects of these
regulatory shortcomings on investor protection, business transparency, and the general health
of India’s financial system requires a closer investigation of these shortcomings. The need for
increased risk management monitoring in the financial sector was made abundantly clear by
the IL&FS disaster. At the core of this issue, the RBI bears the primary responsibility for
scrutinizing and mitigating risks within the financial realm. However, the IL&FS crisis laid

bare the inadequacy of the RBI’s risk management oversight framework.

Surprisingly, the RBI was unable to discern and address the looming perils emanating from
IL&FS, despite the company’s evident financial distress over several years. Several factors
contributed to this oversight lapse, including the RBI’s concentration on conventional banking-
related risks and its limited acquaintance with the intricate financial mechanisms employed by
IL&FS.> This oversight lapse highlights the urgent need for a thorough review of risk
management practices in the financial industry, as it affects not only the system's stability but
also the safety of investments and the general robustness of India's economic infrastructure.

Examining these flaws in further detail shows how widespread this regulatory vacuum is. °

The need for increased disclosure requirements and openness in the financial sector was starkly
brought home by the IL&FS disaster. IL&FS's deficiencies in this area were evident as it did
not give creditors and investors a true picture of its financial situation, making it difficult for
them to assess the risks involved in participating in the firm. Important information including
the total amount of IL&FS's debt commitments and its exposure to risky assets were left out,
which served to highlight the seriousness of these errors. In addition, the business raised
financing by using a complex network of SPVs to conceal its actual financial situation. This
complexity obscured the transparency even further, making it very difficult for creditors and
investors to get a clear picture of the company's financial health.” These lack of openness and
disclosure exposed the urgent need for a stronger regulatory framework in addition to making
the IL&FS crisis worse. Examining these shortcomings in further detail reveals their far-
reaching effects on investor confidence, risk assessment, and the general soundness of India's
financial system. The IL&FS crisis unveiled a series of regulatory shortcomings within India’s

financial system, encompassing the absence of harmonious coordination between regulatory

5 Vikram Jit. Singh, “Corporate Governance and Financial Stability in India.” Economic and Political Weekly,
vol. 54, no. 44, 2019, pp. 41-44.

& Corporate Governance and Financial Stability: The Case of Commercial Banks in Vietnam, Corporate
Governance and Financial Stability: The https://www.mdpi.com/1911-8074/15/11/514.

" Supra Note 3
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bodies, vulnerabilities in corporate governance regulations, insufficient oversight in risk

management, and deficiencies in transparency and disclosure standards.®

In response to these revelations, both the government and regulatory authorities have initiated
some remedial measures. Notably, they have set up a Financial Stability Board (FSB) and
fortified corporate governance regulations specifically tailored for financial institutions. While
these actions represent positive strides toward addressing the identified issues, it’s apparent
that more comprehensive efforts are warranted to ensure the financial system’s resilience
against potential future shocks. To achieve this goal, it is essential to delve deeper into each of
these regulatory gaps, understand their nuanced implications, and chart a more robust course
of action. This multifaceted approach will not only protect the interests of investors and bolster
financial stability but also fortify the foundation upon which India’s economic growth and

development rest.®

I1l. ASSESSING THE EFFECTIVENESS OF INDIA’S REGULATORY FRAMEWORK FOR

FINANCIAL STABILITY

(A) The Institutional Framework of Financial Regulation in India

India’s regulatory framework for financial stability exhibits a nuanced tapestry, with various
regulatory bodies overseeing distinct facets of the financial system. The principal regulators in
this intricate web are the RBI, SEBI, and IRDAI. The RBI serves as the nation’s central bank
and is entrusted with the pivotal role of upholding financial stability. Its jurisdiction extends to
the regulation of the banking system, encompassing commercial banks, cooperative banks, and
regional rural banks'®. Moreover, the RBI extends its regulatory grasp over the non-banking
financial sector, which includes entities such as NBFCs, asset management companies
(AMCs), and mutual funds. SEBI, on the other hand, is the watchdog for the securities market,
overseeing entities like stock exchanges, stockbrokers, and investment advisors. Ensuring fair
and transparent operations within this sector is at the core of its mandate. The insurance sector,
a crucial segment of the financial landscape, falls within the purview of IRDAI, which
diligently supervises life insurance companies, general insurance companies, and health
insurance companies. Beyond these primary regulators, there exists a constellation of other

authorities tailored to specific niches within the financial system. The Pension Fund Regulatory

8 Namrata Sen Chanda, Corporate Governance in India - Why is it so critical? Proschoolonline (Oct. 6, 2018),
https://proschoolonline.com/blog/corporate-governance-india.

® Role of the Reserve Bank in Maintaining Financial Stability, https://www.rba.gov.au/fin-stability/reg-
framework/role-of-the-reserve-bank-in-maintaining-financial-stability.html.

10 Jayati Ghosh, “Financial Stability in India: The Role of the Reserve Bank of India.” Financial Stability Institute
Bulletin, no. 12, 2012, pp. 1-20.
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and Development Authority of India (PFRDA) takes charge of regulating the pension sector,
while the Forward Markets Commission (FMC) exercises its authority over the commodity
derivatives market. The intricate interplay of these regulatory bodies is a critical element in
preserving India’s financial stability and fostering a climate of trust and transparency in the
financial markets. Delving deeper into this complex ecosystem is essential to understanding

the nuances and challenges that it presents.*!
(B) Regulatory Authority and Its Arsenal

The RBI, the SEBI, and the IRDAI wield an extensive array of regulatory powers and tools.

These authoritative mechanisms empower them to -
e Grant licenses and oversee the operations of financial institutions.

e Define capital requirements and other prudential standards, ensuring the financial

soundness of these institutions.

e Conduct meticulous inspections of financial entities to maintain transparency and

adherence to regulations.

e Launch investigations into instances of financial misconduct, thereby upholding

integrity within the industry.

e Impose penalties on financial institutions that contravene established regulations,

fostering accountability and compliance.

Interestingly, the RBI also has the power to carry out bail-ins for financially troubled
organizations. With this extraordinary authority, the RBI may easily shift the assets and
liabilities of a faltering financial institution to a stable counterpart, all without using public
funds. The nation's financial system is eventually strengthened by this mechanism, which
protects investor and depositor interests as well as financial stability.*2 These many regulatory
authorities and instruments are essential to maintaining the resilience and integrity of India's
financial system. Examining their finer points illustrates the delicate balance they make
between market vitality, financial stability, and oversight and growth.*3

(C)Upholding Compliance: The Muscle of Enforcement

With a plethora of enforcement tools at their disposal, the RBI, SEBI, and IRDAI make sure

that regulations are more than just words on paper; they act as a barrier to preserve the integrity

11 Ruchir Agarwal, The Past & Future of Indian Finance, 22 M-RCBG Associate Working Paper Series (2023).
12 |d
13 Supra Note 9
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of the financial system. Among these enforcement instruments are:

Warning Notice: The power to issue warnings that serve as a warning, allowing financial

institutions a chance to correct their regulatory errors.

Monetary Penalties: The power to levy financial fines as a deterrent against regulatory
violations, thus preserving market discipline.

License Suspension or Cancellation: The power to suspend or cancel licenses in cases of

serious infractions, acting as a harsh reminder of regulatory obligations.

Disqualification of Directors and Key Personnel: The ability to disqualify individuals holding

key positions within financial institutions if their actions contravene regulations.

Filing Criminal Complaints: The capacity to initiate legal proceedings when regulatory

infractions reach a level of criminal misconduct, ensuring accountability.

In recent times, the RBI, SEBI, and IRDAI have escalated their enforcement efforts, leading to
a series of high-profile cases against financial institutions and their leadership for breaches of
regulations. This concerted drive toward enforcement underscores the commitment to
maintaining the integrity of the financial system, safeguarding investors, and upholding the
trust that underpins the nation’s financial landscape. Exploring these enforcement mechanisms
not only highlights their vital role in preserving the financial ecosystem but also sheds light on
the evolving dynamics of regulatory oversight and the imperative to strike a balance between

growth and governance.'*
(D) Assessing the Efficacy of India’s Regulatory Framework for Financial Stability

India’s regulatory framework for preserving financial stability has largely succeeded in
averting major financial crises in recent years. Nonetheless, the IL&FS crisis laid bare several
chinks in the regulatory armor, shedding light on the imperfections within the system. These
imperfections encompass the existing discord among regulators, frailties in corporate
governance regulations, and the gaps in overseeing risk management. In response to these
revelations, both the government and regulatory bodies have embarked on measures to rectify
these shortcomings. However, the journey toward a more robust regulatory framework is far
from over. The government must prioritize enhancing collaboration between regulatory bodies,
bolstering corporate governance regulations, and fortifying risk management oversight.
Additionally, a significant boost in transparency and disclosure requirements for financial

14 Meena Bhatia, The Failure of Corporate Governance at Infrastructure Leasing and Financial Services Limited:
Lessons Learnt, 10 South Asian Journal of Business and Management Cases (2021).
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institutions is essential. India’s regulatory framework for financial stability, on the whole, can
be deemed moderately effective. Nevertheless, the path toward perfection remains uncharted.
The government, in tandem with regulators, must persist in its efforts to reinforce this
framework, thereby mitigating the risks of potential financial crises in the future. By
committing to these improvements, they safeguard not only the stability of the financial sector

but also the interests of investors, ultimately fortifying the economic foundation of the nation.

IV. RECOMMENDATIONS FOR REFORMING INDIA’S REGULATORY FRAMEWORK

FOR FINANCIAL STABILITY

A pivotal recommendation for reforming India’s regulatory framework to bolster financial
stability revolves around fortifying collaboration among regulatory bodies. The current
landscape is marked by fragmentation, with a multitude of regulators overseeing distinct
segments of the financial system. This lack of cohesive coordination has the potential to breed
regulatory arbitrage and complicates the identification and mitigation of systemic risks. The
government can take several measures to promote synergy among regulators. One strategic
avenue is the establishment of a Financial Stability Board (FSB). This high-level body would
bear the responsibility of recognizing and appraising systemic risks while forging synchronized
responses. Comprising representatives from diverse financial regulatory bodies, the FSB would
also engage stakeholders such as the government, the central bank, and the financial industry.

Alternatively, another means of enhancing regulatory coordination is the creation of a joint
forum where regulators convene to discuss matters of mutual concern. This forum could serve
as a platform for crafting cross-sectoral regulations and coordinating inspections of financial
institutions. By embarking on these initiatives, India can bridge the gaps in its regulatory
framework and foster a more robust and interconnected system to safeguard financial stability.

Another pivotal recommendation for reshaping India’s regulatory framework to fortify
financial stability is the augmentation of corporate governance regulations.® This imperative
stems from the recognition that shortcomings in corporate governance played a substantial role
in the unfolding of the IL&FS crisis. The government can enrich corporate governance
regulations through various avenues. One prospective approach involves mandating financial
institutions to appoint a greater number of independent directors to their boards. Independent
directors serve as a critical component in ensuring that the management of financial institutions

remains answerable to the interests of shareholders and creditors, thereby enhancing

15 Douglas W, Global Financial Regulatory Reforms: Implications for Developing Asia, 22 Asian Development
Bank (2020).
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accountability.

Alternatively, another pathway toward enhancing corporate governance regulations lies in
reinforcing the role of audit committees. These committees shoulder the responsibility of
overseeing the financial reporting process and guaranteeing that financial institutions adhere to
accounting standards. The government can empower audit committees by mandating a higher
proportion of independent members and by granting them expanded authority to scrutinize
financial irregularities. By adopting these measures, the government can institute a more robust
corporate governance framework, thereby fortifying financial stability and bolstering the trust
that underpins the nation’s financial landscape. A critical proposal for reshaping India’s
regulatory framework for bolstering financial stability revolves around the enhancement of risk
management oversight. The urgency for this arises from the inadequacy of the RBI’s risk

management framework in identifying and mitigating the risks posed by IL&FS.

The RBI can revamp its risk management oversight in multiple ways. One avenue is to develop
more sophisticated risk assessment models that can effectively pinpoint and evaluate the risks
posed by individual financial institutions and the financial system as a whole. Additionally, a
more profound approach to inspecting financial institutions would be instrumental. These in-
depth inspections can meticulously evaluate risk management practices and pinpoint areas of
concern. Another recommendation is the amplification of transparency and disclosure
requirements within India’s regulatory framework. This derives from the profound impact of
the IL&FS crisis, where a dearth of transparency and disclosure significantly contributed to the
turmoil. The government can foster transparency and disclosure through several measures. One
avenue involves mandating financial institutions to disclose a comprehensive array of
information regarding their financial health and risk exposure, ensuring this information is
shared with investors and creditors promptly and accurately. Another strategy entails obliging
financial institutions to publish their corporate governance policies and procedures, offering
investors and creditors valuable insights into the governance quality at these institutions.

(A) Introducing New Regulatory Tools and Powers

Furthermore, the government should contemplate the introduction of innovative regulatory
tools and powers to fortify India’s regulatory framework for financial stability. For instance,
the government could empower the RBI with the authority to impose more stringent capital
requirements on financial institutions posing elevated risks to the financial system.

Additionally, the RBI could be vested with the power to enact bail-ins for failing financial
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entities, facilitating the resolution of financial crises without resorting to public funds.*®
V. CONCLUSION

The IL&FS crisis spotlighted conspicuous deficiencies in India’s regulatory framework for
financial stability. While some initial steps have been taken by the government and regulators,
it is imperative that further actions be embraced. By advancing coordination among regulators,
enhancing corporate governance regulations, improving risk management oversight,
heightening transparency and disclosure requirements, and introducing new regulatory tools
and powers, the government and regulators can fortify India’s regulatory framework,
substantially mitigating the risk of future financial crises. This multifaceted approach is vital
for safeguarding the financial system’s resilience and securing the interests of investors and

the broader economy.

*hkkkikk

16 Tom Wheeler, Reforms for a 21st century global financial architecture, Brookings (Apr. 8, 2024),
https://www.brookings.edu/articles/reforms-for-a-21st-century-global-financial-architecture/.
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