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Financial crisis is a sudden disturbance to financial markets that disrupts the market’s capacity to allocate capital and investment comes to a halt. Other financial disasters such as stock markets crashes, currency crisis, credit crunch and liquidity crisis are referred to financial crisis. Many theories have been developed by economists to observe and prevent financial crisis as well as economic recession. But still they occur frequently in the world wide. The financial crises of 2008 are a major financial disaster. It became clearly visible in September, 2008 with the failure and merger of several large US based financial agencies. This crisis led to a liquidity problem of finical institutions especially in the United States and Europe.
      The growth of the financial technologies that created trading platforms to trade equities, corporate bonds and treasury bonds among the large variety of financial assets that exist, has meant that the entire world is a player of the trauma of the US investment banks. As the investment banks of the US meltdown, there will be distributed panic since the shares and bonds of these entities acquired by investor across the globe. 
What is financial crisis?
Financial crisis is a situation where financial institutions or assets suddenly lose a major portion of their values. At this moment demand for money quickly rises relative to money supply. The term financial crises often denote banking crisis or debt crisis or foreign exchange market crisis. All crises create the problem of liquidity. 

Types of financial crises

· Bank Run:  when a huge number of customers rushed to the bank to withdraw cash immediately. If bank suffers to pay the cash on demand due to lack of liquid funds, this situation is called ‘a bank run’. Sometimes a ‘Ban Run’ may push the bank into bankruptcy.
· Systematic banking crisis:  a situation in which bank runs are wide spread it called a systematic banking crisis.
· Credit crunch :  

It is a position where there are no wide spread bank runs, but banks are reluctant to lend money because they suffer from inadequate funds. It is called ‘credit crunch’.
· Currency crisis or International financial crises:
A country’s fixed exchange is suddenly forced to devalue its currency due to speculative forces, this situation is called currency crisis.

· Wider economic crises
The global financial turmoil of 2008 is a major crisis in the field of finance. Beginning with failures of lager financial institutions in the US, it turned into global financial crisis resulting in a number of European banks were baldly hit and lost their share market holding and a massive digester in the market value of equities and commodities Globally.  “The financial crisis created a massive liquidity problem and hence many agencies filed their bankruptcy petition especially in the United States and Europe”. 
What is economic recession?

A downturn in economic growth lasting several quarters or more is generally called as ‘recession’. In economics, the term recession is generally used to describe a situation in which a country’s GDP (gross domestic product) sustained a negative growth for at least two consecutive quarters. The National Bureau of Economic Research (NBER) defined recession as a “significant decline in the economic activity lasting more than a few months”. Some economists also suggest that a recession occurs when the natural growth rate in GDP is less than the average of 2%. Normally an economic recession continues at least a 1 year.

Types of recession:

· U shape 

· W shape 

· V shape 

· L shape - this type of recession will last for 10 years. (Japan economy was the victim of this )
Depression: 
It is more severe than a recession. When depression occurs, it will continue for several years. There is no official definition for ‘Depression’. A prolonged recession may be called a ‘depression’. A depression is characterized by an unusual increase in unemployment, rigidity on credit, slowdown in industrial output and investment, price deflation , numerous bankruptcies , great fall in trade and commerce as well as volatile currency valuation (mostly devaluation). “A devastating breakdown of an economy is called economic collapse”.
Causes and consequences of financial crises:
· Jargon crunching:
Financial institutions in the US started adopting aggressive marketing strategies to expand their businesses. ‘Innovation’ and ‘new products’ became the buzz words. Instead of collecting their outstanding loans over the stipulated periods, such outstanding debt was “securitized” and sold away.
· Sub-Prime Lending (SPL) : 

In simple English it means giving loan to a non-credit worthy clients. This infamous word spurred competition among the financial institutions and took unsafe and unprincipled lending to a maximum extent. This over enthusiasm has given a birth to present financial crisis and made global economies vulnerable. The United States' sub prime crisis has turned out to be a real nightmare and has the potential to drag the world's largest economy into a recession. “The rising defaults on sub prime mortgages in the US triggered a global crisis for the money markets”. Many of the world’s leading investment banks have collapsed due to sub prime lending.
· Priority to Service sector:

                  Agricultural sector has been neglected and service sector got much prominence. This has led to more dependence on banking and other financial intuitions.  Abrupt downfall in this sector has created a shock and pushed global economies into recession. 
· Weak regulations: 

                 Experts said that weak regulations are added fuel to the present global finical carnage. They blamed the present state of regulation for the current mess, stating that free markets do not need government interference. Without regulation, the markets would have functioned by themselves and bad agencies would have automatically collapsed and good ones only will exist. When the government provides guarantees and protection to the bad element, it gives a chance to the good to turn into bad- that is called moral hazards  

Impact of financial crises on India
The US financial system is the main engine that drives the entire global economy. Obviously, if the prime engine gets breakdown, it will show a negative impact on others. Despite many measure taken by the RBI and government of India, the fact remains that India, like the rest of the Asia, is very much linked to the health of the American financial system. Capital flows in the Indian stock market under FII depend on the easy liquidity in the American financial system. The recent catastrophic global shockwaves form the US blocked the liquidity so that world stock markets witnessed    a massive disaster of stock markets in the Asia and Europe.
Impact on India:
The reserve bank of India has been pumping in liquidity into the system and local banks have been borrowing at lease Rs 70,000 crores on an average  under the liquidity adjustment facility (LAF). India’s GDP growth rate estimate for the current fiscal (2008-2009) bas been downgraded from 8 % to 7.4%.wtih the financial turmoil in the US and Europe showing signs of worsening since the publication of ADB’s half – yearly report  that the GDP growth in India turns out to be even lower than that projected by ADB – just around 7%.
Slow down of Verticals 

 It is hard to find a vertical that’s untouched by the crisis Mr. Peter Allen – MD of TPT Said  that “Verticals such as insurance, retail, travel land transportation, hospitality, healthcare and life sciences are all impacted by crisis in some or other way”.  Many Indian industries, especially in the service sector, depend on US Markets badly hit.
Panic on bourses:

In India, there is a serious concern about the likely impact on the economy of heavy foreign exchange outflows in the wake of sustained selling by FIIs on the bourses and withdrawal of funds by others. Equity values are very low level and many established companies are unable to complete their right issues even after fixing offer prices below related market quotations.

Adverse impact on IT sector:

The US financial crisis is having an adverse impact on the India IT sector as customers reduce or delay their spending on deploying new technology applications. Due to sudden collapse of major investment banks Lehman Brothers, Merrill Lynch and AIG, Indian IT industry has lost contract renewals. While US companies upgrade addition to new system, IT companies in India would face the heat.
 Indian Outsourcing Industry vulnerable:

Since the Indian BPO industry depends largely on BFSI sector (banking, financial services and insurance) the US slowdown impact can be high. It would mean contract terminations, fewer renewals, cutting jobs and pricing pressures. Since nearly two-thirds of revenues of Indian BPOs come from the US, (giant companies like AIG, Citibank and Lehman Brothers) the impact on small and medium sized players would be high.  Now outsourcing industry is in a great panic and losing business substantially because their clients are in serious financial troubles. 
Decline in capital flows:

There is another downturn is decline in capital flows into the stock markets as a result of sudden fall of share prices has led to a change in exchange rate and fall in the rupee vs US dollar. It is painful to insulate India from the effects of the American problems.”The complexity of the financial products and innovations introduced in the US financial system are the main reasons for financial turmoil”. This innovation has led to a historic financial disaster. The American bitter experiences should be a future guide to the rest of the world to avoid pitfalls. 
Impact on the Indian stock market:

FIIs, which are the key source of liquidity in Indian stock markets. A leading domestic bank in India invested in Lehman Brothers faced tough times. Bank depositors were in panic until reports clarified the finical and liquid position of the bank. The baking Index too was in the red until the Finance Minister gave the assurance that the public sector commercial banks had little impact of Lehman’s bankruptcy.  Institutional investors, who had invested in securitized paper from the sub prime home loan market, saw their investments turning into losses. Most big investors have a certain fixed proportion of their total investments invested in various parts of the world. Once investments in the US have been declared as bad, these big institutional investors, to make good of their losses on the sub prime market, have been selling their investments in India and other emerging markets. Since the amount of selling in the market is very less than the amount of buying, Indian stock prices have been falling. 
Impact on commodity prices:
Fears of global economic slowdown are showing an identifiable impact on commodity prices. Apprehensions of slowing world growth have combined with appreciation with of the dollar (against euro) to drag commodity prices lower. In 2008, the prices of many commodities, specifically oil and food, rose so high as to cause genuine economic disturbance, threatening stagflation and a reversal of globalization. 
Role of India in handling financial crisis:

Dr.Singh said that the existing global financial architecture was not robust enough to deal with the international turbulence in financial markets. Addressing the UNGA (UN General Assembly) session, Dr.Singh said there is a need for a new international initiative to being structural reform in the world’s financial system with more effective regulation and stronger system of multilateral consultations and surveillance. The explosion of financial innovation unaccompanied by credible systemic regulation has made the financial system vulnerable. 
Indian banking system insulated from financial turbulence:

The finance minister, Mr.P.Chidambaram said the Indian banking system must reasonably insulate from the financial market woes unfolding in the US. He hinted at the possibility of a ‘credit squeeze’ in the domestic economy as fallout of the global finical precipitated by the recent collapse of Lehman Brothers and buyout of Merrill Lynch by bank of America. Our banks have strong balance sheet and they are very well regulated, he added.
 Lessons for the future:

The ongoing upheavals in the banking and financial sectors worldwide largely exposed the inadequacies in the system  due to absence of healthy risk assessment and management system and strong capital base to absorb the shocks of these crises. The present global financial carnage has become one of the most radical reshaping of the global banking sector, as governments and the private sector battle to shore up the financial system.As all economies connected with the US economy, when it sinks, it will take the rest of the world along with it. However, if the right lessons are learnt from this disaster, the US meltdown would at least have served a purpose. Baking and other financial institutions would have to go back to basics. To safe guard the people’s money, professional integrity and morality in transaction have to be resorted. The financial sector is the life-stream that supports and nourishes the real economy. 
Recommendations:
· It is important for a public regulator to sand by and vigil to safe guard the interest of the customers (depositors) and to prevent excessive risk taking, malpractices.
· Basel committee recommendations must be straightly imposed management norms for credit risk and market risk.

· Regulations must lay greater emphasis on liquidity risk management and there is need for uniform norms in the era of international banking. Investment banks must be regulated at par with commercial banks.

· Stick capital adequacy regulations will keep a check on excessive lending.

· Investment banks desperately need some amount of liability insurance to prevent ‘bank runs. They require a formal lender of last resort door from the central banks and that door must remain open to extend helping hand in case of meltdown.
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