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The Basel Comumittee has proposed a new
capital framework to respond to the deficiencies
of the 1988 Capital Accord (Basel 1). The
1988 Accord has been criticised for its crude
assessment of risk and for creating opportunities

Jor regulatory arbitrage. In principle, the new

approach, often referred to as Basel II, is not
intended to raise or lower the overall level of
regulatory capital currently held by banks, but
to make it more risk sensitive. The spirit of the
new Accord is to clicourdge the use O[ internal
systems  for measuring risks and allocating
capital (the Accord extends the use of internal
models from market risk to credit risk). A
number of issues have been raised, however,
with regard to its complexity, its cost, its
impact on procyclicality, the possibility that it
can lead to competitive distortions if some coun-

tries do not apply it (some big emerging econo-
mies) or apply it differently to small and big
institutions (the USA) and others. Banks in
Europe will also be obliged to comply with the
new Capital Directive, often referred to as
CAD III, which is the means by which the
EU will implement the new Basel Capital
Accord. CAD I will apply to all credit
institutions and investment firms and not only
to internationally active banks, as Basel does.
This paper presents a critical approach to these
developments and examines their impact upon
the banking industry.

INTRODUCTION

“The distinctive feature of the banker,
says Ricardo, begins when he uses the
moncy of others; as long as he uses his
own money he is only a capitalist”.”

This paper is divided into six scctions. The
first section surveys the rationale of capital
requircients as a core instrument of bank-
ing rcgulation and the limitations of such
an approach. The sccond scction surveys
why capital
become a major strategic theme for bank

the reasons adequacy  has
managers. The third scction provides a
revisionist account of Basel I, including a

bricf survey of the adjustment techniques
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that banks have used to raise their capital
standards to comply with the Basel for-
mula. The fourth section discusses the Basel
II proposals. The fifth section analyses the
expected impact of the proposals upon the
banking industry. The sixth scction pre-
sents a comparison between the process in
Basel and the process in Brussels, with
regard to the adoption of CAD I (the
proposed EC Dircctive that will incorpo-
rate the Basel I proposals into EU law).

CAPITAL ADEQUACY AND BANK
REGULATION
Banking is a risky business. But so arc other
businesses, financial and non-financial. The
rcasons why banking is a highly-regulated
business arc well known. The monctary
naturc of bank labilitics, the role of banks as
payment intermediaries and providers of
credit to the cconomy, the information defi-
ciencics that surround the business of bank-
ing (historical cost accounting, bank sccrecy
and confidentiality) and others have been
extensively studied in the literature. Despite
the generalisation of the universal banking
modecl, the rise of financial conglomerates
and complex fimancial groups, the advances
brought about by financial innovation and
new technologies and the blurring of the
fronticrs between the various types of finan-
cial intermediarices, banks arc still special.
The structurce of the bank’s balance sheet
is characterised by three features:”

—- low cash to asscts (fractional reserve
banking)

- low capital to asscts (high leverage)
maturity mismatch (combination of

short-term liquid liabilitics withdraw-

able on demand on a first-come-first-

served basis and longer-term highly illi-

quid asscts).

These three features which define the busi-
ness of banking arc also the source of finan-

cial fragility and the cause of regulatory
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concern. Under a fractional reserve system,
a bank will be unable at any time to
honour the convertibility guarantee.

Capital regulation has become the prin-
cipal regulatory response to deal with che
problems of the bank’s balance sheet struc-
turc. The usce of capital requirements as a
regulatory tool 1s no panacca however. It 1s
not a ‘curc for all’ the banking problems.
As the acronym CAMEL (used for supervi-
sory purposcs in the USA) indicates, capital
is onc of five clements that bank managers
(and their regulators) need to take into
account in order to preserve safe and sound
banking: assct quality, management, carn-
ings and liquidity are also important.

The bank’s ability to generate profits
through adcquate investment and lending
decisions i crucial.” Regulators  often
impose restrictions on banks’ lending activ-
itics to avoid excessive or undue concentra-
tion of loans and to prohibit connected
lending. Liquidity management cannot be
ignored cither, since it is an important tool
to address the problems inherent in a frac-
tional reserve system. Capital requirements
do not take into account either the compe-
tence, depth and integrity of management.
Indeed, the authoritics rely on fiduciary
rules to deal with the responsibilities of
management. Furthermore, there are other
instruments  (inspections or ¢xaminations)
and rules to preserve sound banking. But
nonc of these mstruments or rules have
become as prominent as capital adequacy
has in recent years.

Many cconomists identify banking regu-
lation with capital regulation. Risk-based
capital requirements have become the only
truc internationally accepted standards of’

bank soundncss.

CAPITAL ADEQUACY AND BANK
MANAGEMENT

Capital adequacy is not only a core part of
modern banking regulation. It has become

a major strategic theme for bank managers,



onc to which they devote an increasing
amount of time and cffort:

- capital provides a fund against which to
charge unexpected or temporary losses,
thus acting as a safety cushion for
cquity holders and debt holders

—— capital is considered by competitors,
customers and rating agencics as a
proxy for soundness. It has become an
indication of sharcholders’ value

— capital is costly. Pressures to increase or
maintain return on cquity and profit-
ability arc always an important consid-
cration for bank More
capital means less return on equity for
banks.

compctitive effect. More highly-lever-

managers.

Leverage has an  important

aged institutions can  charge lower
prices through less of a required spread,
and carn the same return on capital as
less highly-leveraged institutions. The
right capital level is a fundamental stra-
tegic decision. Excess capital would not
be good cither, since there is a danger
that capital would be under-utilised

— ‘regulatory incentives’ arc provided to
well-capitalised banks. There is a trend
to link the intensity of supervision to
the level of capitalisation, with better
capitalised banks recciving less attention
and undercapitalised banks subject to
increased supervision, and the possibi-
lity of ‘structured carly intervention
and resolution” (SEIR). Thesc proposals

prompt

(PCA) rules, have become law in the

known as corrective action
USA through the enactment of the
Federal Deposit Insurance Corporation
Improvement Act (FDICIA) of 1991
and are likely to be implemented in
Europe in the near future.* It is impor-
tant to point out that the academic
debate in the USA has linked capital
adequacy and deposit insurance (capital
acts as a buffer for the insurance fund
and rcduces moral hazard incentives).

This linkage, however, is not as strong
in Europe, where banks typically enjoy
‘minimalist’ deposit insurance

— capital adequacy mirrors market and
institutional  developments.  Increased
risk sensitivity, use of internal models,
rcliance on market discipline are among
some of the recent trends in finance
which have influenced capital rules.

Is regulatory capital necessary or will
market forces lead to an optimal capital
ratio? In the absence of protective bank
regulation, it could be argued that market
forces would lcad to an optimal capital
ratio. But in the presence of regulation,
externally imposed capital requirements arc
needed, since banks may have an incentive
to hold an iadequate level of capital.
(Although research on the financial struc-
turc of corporations focuscs on the cxis-
tence and character of an optimal structure,
in banking the concern is whether the
amount of capital is adequate.”)

Distortions in bank decision making
occur when regulatory constraints deter-
mine a bank’s choice of capital rather than
market requirements. Economic capital and
regulatory capital do not coincide. The
divergence is further compounded by the
difference  between  accounting  standards
and regulatory capital standards (since the
accounting notion of capital as nct worth
does not coincide with the regulatory
notion of capital).

Given this difference between the cco-
nomic definition of capital and the regula-
tory definition of capital (onc of the issucs
that Bascl II addresses, as explained below),
a simple leverage ratio of cquity capital to
total assets (one that does not take into
account risk), as the 3 per cent leverage
ratio that is applicable in the USA, should
complement a risk-based capital ratio.

BASEL |
The genesis of Bascel I can be traced back to
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the aftermath of the debt crisis following
Mexico’s suspension of payments i 1982,
Anxicty about the croded capital levels of
banks

through their exposures in Latin America

major  international weakened
and other less-developed countrics, as well
as concerns about competitive  cquality,
whereby Japancese and French banks had
benefited  from  ‘under-pricing’  mterna-
tional loans because of their low capitalisa-
tion, were the main rationales behind Bascl
[. The catalyst for the 1988 Accord was a
US/UK 1986
regarding capital adequacy.

The 1988 Accord (‘International Con-
vergence  of  Capital

bilateral  agreement  of

Mecasurements  and
Capital Standards’) is not a formal treaty
nor a binding legal rule. Tt 15 a report
issucd in 1988 by the Basel Committee on
Banking Supervision (an informal group of
central banks and supervisory agencies of
the Group of Ten countries plus Luxem-
bourg and Switzerland, which meets
Bascel under the auspices of the Bank for
International Scttlement). The Bascel propo-
sals are ‘soft law’, rules that have no legally
binding force, but nonctheless have practi-
cal cffects, since they are observed and
implemented by national jurisdictions.

In its 1988 Accord, the Basel Commiteee

Figure 1
1988°

Structure of the Basel Capital Accord

Definition of Capital

Credit Risk Market Risk

| |

Internal Models
Approach

Risk-Weighted

Assets
Standardised Approach

Capital Adequacy Ratio of 8%
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chosc a capital to assct ravo, instcad of a
debt to cquity ratio as a way of mecasuring
capital. It also chose a risk-based capital
ratio, taking into account credit risk, rather
than a simple leverage ratio. The Accord
was criticiscd  for not considering  other
risks, such as market risk, interest rate risk,
operational risk and liquidity risk.

Basel T has been amended five times.
Four of the amendments provide specific
changes to the language of the original
Accord. The fifth amendment which intro-
duces parallel risks for capital requirements
does not include language to amend the
1988 text. This amendment issucd i Janu-
ary 1996 is published as “Amendment to
the Capital Accord to Incorporate Market
Risks’.

Elements of Basel |

Bascl I is a ratio of capital to risk-weighted
asscts. Capital (the numerator of the Basel
formula) 1s divided into Tier T (cquity
capital plus disclosed reserves minus good-

will) and Tier 2 (assct revaluation reserves,
undisclosed  reserves,  general  loan loss

reserves, hybrid capital instrument and sub-
ordinated term debt). Tier | capital ought
to constitute at least 50 per cent of the total
capital base. Subordinated debt (with a
minimum fixed term to maturity of five
years, available in the cvent of liquidation,
but not available to participate in the lTosses
bank
limited to a maximum of 50 per cent of
Tier 1./

The denominator of the Basel formula is

of a which continues  trading) 1s

the sum of risk-adjusted assets plus off-bal-
ance sheet items adjusted to risk. There are
five credit risk weights: O per cent, 10 per
cent, 20 per cent, 50 per cent and 100 per
cent and cquivalent credit conversion fac-
tors for off=balance sheet items. Some of
the risk weights are rather “arbitrary” (0 per
cent for Organisation for Economic Co-
operation and Development (OECD) gov-
crnment or central bank claims, 20 per cent



for OECD interbank claims, 50 per cent for
residential mortgages, 100 per cent for all
The
weights represent a compromise between
differing views, and arc not ‘stated truths’
about the risk profile of the asset portfolio,

commercial and  consumer loans).

but rather the result of bargaining on the
basis of historical data available at that time
on loan performance and judgments about
the riskiness of certain parts of counterpart,
guarantor or collateral. The risk weights
have created opportunitics for regulatory
arbitrage.”

How much capital is enough? There is
no strong theory for the ‘target’ ratio 8 per
cent of capital (tier 1 plus der 2) to risk-
adjusted asscts plus off-balance sheet items.
Why was 8 per cent considered to be ‘sufhi-
cient’? Eight per cent was the median in
existing good practice at the time (US/UK
1986 Accord): the UK and the USA bank
around 7.5 per cent, Switzerland 10 per
cent and France and Japan 3 per cent ...

Despite the rather ‘arbitrary’ nature of
the definition of Tier 2 capital, of the risk
weights and of the target ratio, Basel I was
a simple ratio, a standard, broadly accepted
by the industry and by the authorities in
both developed and developing countries.
In contrast, Bascl IT is ‘absurdly’ complex,
combining standards, models and incen-
tives, and both the banks and their regula-
tors have been critical of it. The Basel 11
process has been protracted, with numer-
ous consultations, drafting and redrafting.

How can banks raise capital?
The Bascl Accord has led to a general
improvement i the capital position of
banks around the world. Augmenting capi-
tal 1s not always casy, however. Banks have
raised capital in ‘traditional’ and less tradi-
tional ways (related to the actual regulatory
tormulation) in order to meet the 8 per
cent target ratio of the Basel 1 formula.”
Banks can increase the numerator of the
Basel formula by sclling sharcs, retaining

carnings (both of them are traditional ways
of raising capital) or by increasing some of
the clements of Tier 2 capital.

The sale of shares 1s often disfavoured on
the basis that it dilutes the ownership of
current sharcholders (and if the bank is not
profitable, this option is not viable, since
there is no ‘casy market’ for the shares of
The

retained carnings 1s not without problem

such an institution). incrcasc  1n
cither, as increasing  profitability means
increasing risk, since the more profitable
loans and investments arc also the more
risky (cg banks may extend riskier loans at
higher interest rates). If banks arc forced to
reduce their dividends, they can create dis-
content among their sharcholders: a reduc-
tion of dividends can also affect the share
prices, impairing the bank’s ability to
attract new funds.

With regard to some of the clements
included i Tier 2 capital
authoritics
some discretion), the problem of counting
‘debt’ as capital 1s that all debt has a matur-

ity datc and that interest payments on the

(where  the

national have been  allowed

debt represent a contractual obligation of
the firm (as opposed to dividends on
common stock which do not have to be
paid and thercfore provide the firm with
greater flexibility in times of financial
stress).  Also, the danger of relying on
unrcalised gains on long-term holdings of
cquity sccurities (though subject to a dis-
count of 55 per cent applied to the differ-
ence  between  historic cost  value  and
market value) was cvidenced during the
stock market plunge in Japan at the begin-
ning of the 1990s. During the first cight
months of 1990, the Tokyo stock market,
as measured by the Nikkei stock average,
fell 15,000 points. For roughly cvery 1,000
point drop in the Nikkei index, the capital
ratios of Japancse banks declined by 0.1
per cent, so that banks found themselves
with a shortfall of 1.5 per cent in regula-

tory capital.
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Banks can decrease the denominator by scll-
g assets  (and shedding  corresponding
downsizing  off-balance
exposures, and repositioning  asset  cate-
gorics (or off-balance-shect items) from
higher to lower risk, through sccuritisation

liabilitics), sheet

or other adjustment techniques.

Sclling assets can prove a controversial
way of improving the capital position of a
bank since the market might only be inter-
ested in buying the bank’s least risky assets.
If banks scll their more liquid assets, the
overall maturity of the asset portfolio will
be lengthened. 1f banks are to shrink their
size (contracting asscts and deposits) and
refrain from new  activities, they may
improve their capital standards, but often
at the cost of reducing potential sources of
profit.

Bank

improving capital standards (a lowly capi-

mergers  arc  another  way  of
talised bank merging with a better capita-
lised onc).

In practice, the changes in the asset port-
folio through the repositioning of assct
categorics to lower risk has been a solution
favoured by many banks. This has led to
credit allocation, creating an incentive for
the banks to be active participants in mar-
kets or instruments assigned a lower risk
category, such as the market for sccuritisa-
tion, because of its favourable trcatment
(regulatory arbitrage).

Basel I had a specific cffcet in banks’
strategies: they have rearranged their asset
portfolio away trom high-risk weighted
assets and  towards lower-risk  weighted
asscts.

BASEL II

In June 1999, the Basel Committee on
Banking Supervision issued a proposal for
a new capital adequacy accord (a first con-
paper). A sccond
paper providing dctailed proposals  was

sultative consultative

issued in January 2001 and a third and
‘final’  consultative paper was issued in
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April 2003. On 11th May, 2004, the Bascl
Committee announced that consensus had
been reached on the New Basel Capital
Accord -
I1 -~ and that it expects to publish the text
of the new framework at the end of June,

commonly referred to as Basel

with a view to implementing the standar-
dised and foundation approaches by 2006
and the advanced approach by the end of
2007. The Basel II ‘package’ compriscs
three parts: an overview, detailed proposals
and supporting documents providing back-
ground information and technical details.
The proposals arc very extensive, prescrip-
tive and complex.

The Basel Committee has also published
since April 2001 several quantitative impact
studics (QIS) to assess the impact of the
proposals on a wide range of banks. In
May 2003, it published the results of its
third QIS, involving 360 banks from over
40 jurisdicti(ms.m

In principle, the new approach (Basel T1)
1s not intended to raise or lower the over-
all level of regulatory capital currently
held by banks, but to make it more risk
sensitive. The spirit of the new Accord s
to cncourage the use of internal systems
for mecasuring risks and allocating capital.
The new Accord also wishes to align reg-
ulatory capital more closely with cco-
nomic capital. Banks may hold significant
amounts of cconomic capital for a varicty
of strategic and reputational reasons, such
as to finance mergers and acquisitions or
futurc business cxpansions, or to satisfy
rating agencics prior to cxpanding into
other markets and to allow flexibility in

decision making.

Elements of Basel Il

The new capital framework (Basel IT) con-
capital
rCqUIrements, SUpCrvisory review  process

sists of three pillars: minimum
and market discipline.

Bascl 11 requires the calculation of the
total capital required (the sum of credit,



market and operational risks) to be more
risk sensitive and reflective of the way
mstitutions  arc  really managed.  While
market risk has not been changed (still
standardised approach or wvaluc at risk
(VaR) — similar to CAD 1II), credit risk
has been changed and operational risk has
been introduced for the first time. Opera-
tional risk is defined as the risk of loss
resulting from inadequate or failed internal
processes, people and systems (as well as
legal risk) — or from cxternal cvents (ter-
rorist threats and others).

Basel II provides three approaches, of
Increasing  sophistication, to  calculate
[credit] risk-based  capital.  The  first
approach, and the most basic, is the stan-
dardised approach, which relies on external
ratings. The sccond approach is the founda-
tion internal ratings-based approach, which
allows banks to calculate their credit risk-
based capital on the basis of their internal
assessment of the probability that the coun-
terparty will default. The third and most
sophisticated approach 1s the advanced
internal  ratings-based  (IRB) approach,
which allows banks to usc their own inter-
nal asscssment not only of the probability
of default, but also the percentage loss suf-
fered if the counterparty defaults and the

quantification of the exposure to the coun-
terparty.

The standardised approach refines the
risk categorics of the Bascl I formula. For
instance, risk weights for corporate credits
(100 per cent under Basel I) will range
from 20 per cent to 150 per cent depending
on their external rating. Sovercign debt
risk weights will no Jonger be dependent
upon whether a country is member or not
of the OECD, but rather on the external
rating identified for the country.

The internal  ratings-based  approach
(both foundation and advanced) extends the
use of internal models that was adopted in
1996 with regard to market risk to credit
risk. The onus of responsibility falls on
management. The Committee sets out the
criteria that institutions need to meet to be
cligible to use the IRB approach and speci-
fics the clements that ought to be taken into
account in the models.

There are four key imputs that arc
nceded under the IRB approach (both
foundation and advanced):

— PD:  probability of default of a
borrower

— LGD: loss given defaule, the estimate of
loss severity

Figure 2 The structure of the proposed new Basel Accord’’

Pillar 1 Plllar 2 Pillar 3
Minimum capital Supervisory Market discipline
requirements to review process and disclosure

cover: of capital
adequacy
— Credit risk To ensure banks Requirements that
— Market risk have good allow capital
— Operational risk monitoring and adequacy to be
management of risk compared across
processes institutions

Page 231

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyww.manaraa.com



Risk-based capital requirements: Basel Il and CAD IlI

EAD: exposure at default, the amount
at risk in the event of default
M: the facility’s remaining maturity

The bank is required to provide PD in
both foundation the
approaches. LGD, EAD and M arc pro-

the and advanced
vided by supervisors in the foundation
approach, but must be provided by banks
operating under the advanced approach
(subject to supervisory review). In order to
calculate the capital charge under the IRB
approach, banks have to break down their
portfolios into five categorics: corporate,
retail, bank, sovercign and cquity.

There are additional considerations that
banks may have to take into account when
determming the capital charge to credit
risk: credit risk mitigation and the treat-
ment of asset securitisation.

With regard to the capital requirements
tor operational risk, there are also three dif-
ferent approaches according to the level of
sophistication of the bank’s risk manage-
ment techniques: a basic indicator approach
(a pereentage of gross income), a standar-
dised approach and an advanced measure-
ment approach.

Pillar 2 deals with supervisory review,
given that not even complex rules can cap-
ture the risk profile and business strategy
that determine the soundness of a particular
banking institution. The inclusion of pillar
2 is an acknowledgment of what Litan clo-
quently stated back in 1986," that a capital
charge does not address the most important
clement of a bank’s balance sheet: the qual-
ity ot the assct portfolio. The problem
with Pillar 2 1s that 1t will probably lead to
a differentual implementation across coun-
trics. Also, while in some countrics there 1s
a fluid dialogue between supervisors and
bank

communicatton is less fluid.

managers, i other countries  such

Pillar 3 focuses on market discipline via
disclosure. Market discipline can also, how-
cver, be fostered via other mechanisms.
Calomiris and other members of the US
Shadow Fmancial Regulatory Committee
have advocated supplementing the Basel
capital standards with an additional subor-
dinated  debt  requirement  to promote
greater market discipline. This is because
subordinated debt holders (Calomiris has in
mind the US model, where depositors are

insured, and where there is a sophisticated

Figure 3 Approaches to the Minimum Capital Requirement available under the new Accord'”

Advanced
Internal Ratings-Based
Approach

(AIRB) Internal Models

Foundation

A

Advanced
Measurement
Approach (AMA)

Internal Ratings-Based

Approach
(FIRB)
Standardised
Revised Approach

Standardised
Approach (RSA)

Standardised
Approach (STA)

uolledl]siyaog pasesalou|

Basic Indictor
Approach (BIA)
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sccondary market for all sorts of debt
instruments) have an incentive to monitor
the risks incurred by a bank, since they
have a fixed income claim and arc not
entitled to sharc in upside gains by the
bank (contrary to cquity holders)."

IMPACT OF BASEL 1l UPON THE
BANKING INDUSTRY

‘In my view the complexity generated in
Basel I goes beyond what is reasonably
nceded to implement  sensible  capital
regulation.”"

Basel 11 has significant cconomic and struc-
tural conscquences that cannot be underes-
timated. Basel 1T will lead to a substantial
redistribution  of  capital  requirements.
Banks nced to take the following issucs
into careful consideration.

Cost: Bascl Il is costly to implement,
complex to understand and prescriptive in
its numerous recommendations.'® Basel 11
favours active risk management and in pre-
paration for its adoption banks arc improv-
ing their internal modecls. The costs of
compliance with the IRB approach are sig-
nificant, ranging from investments in data
collection and IT systems to training and
recruiting staff. Credit Suisse estimates the
initial cost to be around $100m just to
implement  the  system, plus  substantial
ongoing costs.' . A survey of industry pre-
parations for Basel II, suggests that the
Bascl 1T programme will cost anywherce
between £6m to £125m and indicates the
importance of the involvement of scnior
management in its implcmcntation.]8

‘The combination of a global IT project
and the mathematical complexity  of
modcling multiple financial risks has
made things hidcously complicated for
IT dircctors and their boardroom collea-
gucs. (...) Banks also have to cnsure
they have historical  financial  and

customer data going back a minimum of
two years — a task in itself that will take
banks between 18 months and  three

. 219
ycars, according to experts.

The incentive for banks to make these
investments in risk management and new
technologices is that banks will try to use
modecls to reduce the overall amount of regu-
latory capital™ and increase their return on
cquity.” According to one calculation, ‘for
a large bank with risk weighted assets of
Euro 500 billion, cutting the amount of
capital by just 0.5 per cent would save
Euro 2.5 billion”.” Banks arc rcady to
make investments in Basel 1T in the hope
that their overall amount of regulatory
capital will be reduced, and hence resources
can be freed up to apply against new busi-
ness. The overall reduction in the amount
of capital is, however, contrary to the
stated objective of the Basel process, the
stability of the banking system.

Commercial lending will be affected by
Bascl IL> Bascl 1 provides only onc risk
weight category for ordinary corporate
lending: 100 per cent; whereas Basel 1T will
provide four categories: 20 per cent, 50 per
cent, 100 per cent and 150 per cent, with
these risk weights refined by reference to a
rating provided by an cxternal rating
agency. High quality loans will attract a
higher external rating and a lower capital
charge, which will result in more attractive
pricing of such loans.

Retail lending will benefit from the Bascl
Il rules, in particular mortgage lending
which will be reduced from 50 per cent to
35 per cent risk weightings. Credit card
business and other consumer loans will also
cnjoy a drop in weightings from 100 per
cent to 75 per cent. This reduction in risk
weightings will be an incentive for banks
to push more capital into retail activitics.™

Bascl 11 is expected to affect securitisation
negatively. The Basel Committee has devel-
oped a complex framework of  capital
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charges for sccuritisation cxposures both
for banks using the standardised and the
IR approaches. This could discourage
banks from actively managing their credit
risk portfolios. In the USA the size of the
sccuritisation  market 1s  an  impressive
$2.7trn.” The actual impact of the propo-
sal on the industry is not known yet how-
ever. The Basel Committee recognises that
assct sccuritisation can serve as an cfficient
way to redistribute credit risks of a bank to
other banks or non-bank investors (risk
diversification). The Committee, however,
1s concerned with the use of structured
flnancing or assct sccuritisation to avoid
minimum capital commensurate with their
risk exposures (regulatory arbitrage). This
may result in an overall risk-based capital
ratio that is nominally high but which may
obfuscate capital weakness in relation to
the actual risks inherent in the bank’s port-
folio (difference between regulatory capital
and cconomic capital).

Level playing field: the implementation of
Basel TI raises at least four issucs of fairness
1 competition:

banks and non-banks: Bascl Il applics
only to banks, which can place them at
a competitive disadvantage with non-
bank competitors which can move into
some arcas of bank business, such as
assct management  and  payments
processing

large banks and small banks: the use of
models  (as in the foundations and
advanced TR B approaches) is expected
to lcad to a lower capital charge. This
could put smaller institutions that rely
on the standardised approach at a
competitive disadvantage

the different implementation of Basel 11
in the USA and in Europe (related to
the size of the bank and its level of
sophistication in risk  management):
The US regulatory authorities issued an

ANPR  or ‘Advanced Notice of

Proposed l{ulcmzlking’?(’ announcing
that Basel I will only apply on a
mandatory basis to the top ten or 12
largest internationally active banks in
the USA, though another ten banks are
expected to adopt it voluntarily. This
limited application is further restricted
by the intention of the US authorities
to only adopt the advanced internal
ratings-based (ATR B) version of Basel
I with regard to credit risk (not the
other two variants: the standardised and
the foundations IRB approaches) and
the advanced measurement  approach
(AMA) with regard to operational risk.
The rest of the banks (numbering
around  7,000) arc expected to stay
under the Basel I regime. The authori-
ties have said that the new Accord
would be too complex for the majority
of banks in the USA and for them to
supervise

~— cmerging  cconomies  and  developed
countrics: Some large emerging ccono-
mics, such as the People’s Republic of
China and India, have expressed their
mtention not to adopt Basel 11, As well,
countrics in  Latin  Amcrica  arc
concerned about implementing Basel 11,
on the basis that neither the banks nor
supervisors might be ready for this
substantial change in the region.”’
There are concerns that Basel 11 will
exacerbate the already high volatility of
capital flows to cmerging cconomics
(issucs  of  procyclicality  that  are
discussed below).

External rating agencies will have a key role
in determining risk weights in the revised
standardised approach to credit risk (cg
with regard to commercial loans, and
sovercign - loans).  The importance  and
influence of rating agencies will increase,
but also add to the demands made of
them.™ The role of cligible external credit

assessment nstitutions (ECAIs) is  given



prominence in Basel II. External ratings can
help reduce the amount of capital; claims
on banks of very high quality according to
the rating would reccive a lower risk
weight while claims on banks with a low
rating would reccive a higher risk weight.
In the light of their increasing demands
and given that internationally there are just
a handful of recognised rating agencics, ™ it
would be sensible, in the author’s opinion,
to allow new competitors to enter the
market. In the USA, the status of ‘Nation-
ally Recognised Statistical Rating Organi-
zation” (NRSRO) is confined to Standard
& Poor’s, Moody’s Investors Scrvice, Fitch
and Dominion Bond Rating Service. In
the EC, rating agencies need to be recog-
nised as eligible External Credit Assessment
Institutions by the national competent
authoritics. The problems with rating
agencics is that though they are lightly
regulated and lack accountability, investors,
lenders, supervisory authorities and market
participants rely on them heavily. Rat-
ings are qualified ‘opinions’ not official
scals of approval. Ratings arc tools for dif-
ferentiating  credit  quality. (Standard &
Poor’s defines a rating as an opinion on the
gencral creditworthiness of an obligor, or
with respect to a particular debt security or
other financial obligations.) In terms of
incentives, the rating agencies have an
interest in keeping things going, given that
their fees are paid by the companies that
they rate.

Operational risk: a novelty of Basel 1 is
that therc will be a capital charge against
operational risk, which is expected to
represent on average 10-15 per cent of the
total minimum regulatory c11;11'gc.7"I This
risk has often hit the news hecadlines:
roguc traders, scttlement failures, lapses in
internal controls, poor accounting and
others. The problem is that operational
risk is best dealt with not with equity
capital but with cffective corporate gov-
ernance, adequate internal  structurcs,

audit, compliance and insurance.”” John
Hawke, Comptroller of the Currency i
thec USA, in his Congressional testimony
of 27th February, 2003 suggested that any
charge for operational risk should be com-
mitted to the discretion of bank supervi-
sors, under Pillar II of the proposal, rather
than being calculated through a formulaic
approach under Pillar L.

Bank consolidation: Bascl II appears to be
to the benefit of larger and more sophisti-
cated banks. Small or unsophisticated
banks facing an incrcase in their capital
charge could be bought by more sophisti-
cated banks.™

Procyclicality: procyclicality refers to the
factors that cxacerbate the swings in the
cconomic  cycle, increasing  volatility.
Though a degree of cyclicality is accepta-
ble (onc could say unavoidable), excessive
procyclicality is not. Capital rules intensify
procyclicality if they aggravate or acceler-
atc downturns (eg by creating credit
crunches as banks have less capital avail-
able to lend to borrowers) or if they mag-
nify upswings (cg by creating an incentive
to overlend). The opposite of procyclical
is countercyclical, or anticyclical, ic mea-
sures that help smooth or moderate the
swings. It has been suggested that Basel 11
will increase procyclicality, since banks
will require more capital when companices
arc downgraded. Raising regulatory capi-
tal during a rccession (when actual levels
of capital arc falling) is very tricky. The
Bascl Committee has taken some steps to
reduce procyclicality. It requires banks to
carry out ‘stress tests’ under Pillar 2 by
calculating how much capital would be
needed in a crisis. It has also been sug-
gested  that  dynamic  provisioning  (as
applied by the Banco de Espaiia™®) could
be a helpful tool to reduce procyclicality,
with provisions built up in good times in
order to enhance the resources available to
deal with bad times (the Biblical image of
the years of fat cows and good harvests
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followed by thin cows and bad harvests
comes to mind).

THE PROCESS IN BASEL AND IN
BRUSSELS

The European Commission is expected to
publish proposals to change the CXISting
capital adequacy rules for banks, credit
mstitutions and mvestment firms in 2004,
The European Commission will propose a
new capital directive, known as CAD 11,
whose contents are expected to be aligned
with Basel II. There are, however, two
fundamental differences between Basel and
Brusscls:

differential impact: ‘hard law’ versus
soft law’. The Basel proposals are ‘soft
law’. EC law is hard law, and IMposcs a
legal obligation on member states to
modity their national legal systems. The
Community timetables are important
considerations  for all EC  countrics.
Thus, while a country may be reason-
ably relaxed with the Basel rules, regula-
tory convergence becomes a matter of
critical importance at the EC level.
FEnforcement is  the key element to
distinguish between ‘hard law’ and ‘soft
law’. The work of the Basel Committee
reflects a trend in banking and finance to
develop international financial standards
or codes of good practice

scope of application: EC capital rules
are designed to apply to credit institu-
tions and investment firms, while the
Basel rules target internationally active
banks on a consolidated basis.

The current EU rules on capital adequacy
are the Own Funds and Solvency Ratio
Dircctives, now  incorporated  ito  the
Consolidated  Banking Directive, CAD 1
and CAD IL In 1993, market risk was
mtroduced in the first Capital Adequacy
Dircctive (CAD 1) but was later amended
in 1998 (CAD 1) to allow for the use of

ValR models, which had been proposed in

the Basel rules for market risk (the 1996
Amendment to the Basel Accord).

This is an interesting example of what
happens when the process in Basel and in
Brussels do not go in parallel. Given the
informal role of the Basel Committee as
international bank regulator, any new EC
Dircctive on capital needs to be aligned
with the Bascl proposals. Therefore, in
terms of timetable for CAD 11I™ there will
be no new Dircetive (in the author’s opi-
nion) until Basel IT is adopted. And there is
a strong probability (in the light of the US
Congressional and regulatory debate on
the subject) that Basel 11 will be delayed
again.

Another issuc to be considered in the EU
is the possible adoption of the Lamfalussy
process for CAD I so as to speed up the
time it takes for the legislative proposal to
be agreed. According to  this so-called
Lamfalussy process, framework principles
arc adopted via Dircctives (regular co-deci-
sion), while technical rules are adopted by

O

- , . . 3
a Committee/Committecs.

CONCLUDING REMARKS

Capital regulation has become a prominent
feature of banking regulation and a major
strategic  theme  for bank  management.
Basel I has contributed to the convergence
i capital standards in banks around the
world. Bascl I, however, has become out-
dated and no longer provides internation-
ally active  banks  with a  mecaningful
measure of the capital that they should
hold against the risks of their investments.
Bascl 11 has been the subject of much criti-
cism and protracted negotiations.  Delays
may still occur in its implementation.
Whether the new capital adequacy regime
will be in the end Basel 11, Basel 111 or
Basel 1.5 remains to be seen.

POSTSCRIPT
On 26th June, 2004, the Central Bank gov-

crnors  and  heads  of  bank  supervisory



authoritics issued a  press  release  and
endorsed  the  publication of the revised
Bascel II capital framework.
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