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PREFACE

The G-24 Discussion Paper Series is a collection of research papers prepared
under the UNCTAD Project of Technical Support to the Intergovernmental Group of
Twenty-Four on International Monetary Affairs (G-24). The G-24 was established in
1971 with aview to increasing the analytical capacity and the negotiating strength of the
developing countries in discussions and negotiations in the international financial
ingtitutions. The G-24 is the only formal developing-country grouping within the IMF
and the World Bank. Its meetings are open to al developing countries.

The G-24 Project, which is administered by UNCTAD’s Macroeconomic and
Development Policies Branch, aims at enhancing the understanding of policy makersin
developing countries of the complex issues in the international monetary and financial
system, and at raising the awareness outsi de devel oping countries of the need to introduce
adevelopment dimension into the discussion of international financial and institutional
reform.

Theresearch carried out under the project is coordinated by Professor Dani Rodrik,
John F. Kennedy School of Government, Harvard University. The research papers are
discussed among expertsand policy makersat the meetings of the G-24 Technical Group,
and provideinputsto the meetings of the G-24 Ministersand Deputiesintheir preparations
for negotiations and discussions in the framework of the IMF's International Monetary
and Financial Committee (formerly Interim Committee) and the Joint IMF/IBRD
Development Committee, aswell asin other forums. Previously, the research papersfor
the G-24 were published by UNCTAD in the collection International Monetary and
Financial Issues for the 1990s. Between 1992 and 1999 more than 80 papers were
publishedin 11 volumesof thiscollection, covering awide range of monetary and financial
issues of mgjor interest to devel oping countries. Since the beginning of 2000 the studies
are published jointly by UNCTAD and the Center for International Development at
Harvard University in the G-24 Discussion Paper Series.

The Project of Technical Support to the G-24 receives generous financial support
from the International Development Research Centre of Canada and the Governments of
Denmark and the Netherlands, as well as contributions from the countries participating
in the meetings of the G-24.
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Abstract

The Basle Capital Accord of 1988 was the outcome of an initiative to develop more
internationally uniform prudential standards for the capital required for banks' credit risks.
The objectives of the Accord were not only to strengthen the international banking system but
also to promote convergence of national capital standards, thus removing competitive
inequalities among banks resulting from differences on this front. The key features of this Accord
were a common measure of qualifying capital, a common framework for the valuation of bank
assetsin accordance with their associated credit risks (including those classified as off-balance-
sheet), and a minimum level of capital determined by a ratio of 8 per cent of qualifying capital
to aggregate risk-weighted assets.

The 1988 Basle Agreement was designed to apply to the internationally active banks of
member countries of the Basle Committee on Banking Supervision but its impact was rapidly
felt more widely and by 1999 it formed part of the regime of prudential regulation not only for
international but also for strictly domestic banks in more than 100 countries.

From itsinception the 1988 Basle Accord was the subject of criticisms directed at features
such as its failure to make adequate allowance for the degree of reduction in risk exposure
achievable through diversification, at the possibility that it would lead banks to restrict their
lending, and at its arbitrary and undiscriminating calibration of certain credit risks. In the
aftermath of the East Asian crisis other issues of special interest to developing countries also
became a focus of attention: firstly, the Accord's effectivenessin contributing to financial stability
in devel oping countries; and, secondly, the incentives which the Accord was capabl e of providing
to short-terminterbank lending, a significant element of the volatile capital movements perceived
as having contributed to the crisis.

The eventual response of the Basle Committee to the belief in the need for an overhaul of the
framework of the 1988 Accord was its proposal of June 1999 for a New Framework for Capital
Adequacy (henceforth New Framework) incorporating three main elements or “ pillars”:
minimum capital rules based on weights intended to be more closely connected to economic risk
than those of the 1988 Accord, supervisory review of capital adequacy in accordance with
specified qualitative principles, and market discipline based on the provision of reliable and
timely information. However, the rules of the 1988 Accord may have a continuing practical
relevance since a version modified in certain ways (such as the inclusion of more stringent
criteria for the short-term interbank loans qualifying for a low risk weight) may be included in
the Basle Committee’s revised proposals owing to disagreements expressed during the
consultation process over the proposals concerning numerical standards for capital adequacy
in the New Framework.

The New Framework contains two basic approachesto such numerical standardsfor capital
adequacy, the standardized and the internal-ratings based approaches. A feature of the
standardized approach is the contentious proposal for recourse to the ratings of credit rating
agencies in setting weights for credit risk. Moreover, owing to technical difficulties the Basle
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Committee’s proposal regarding the internal-rating based approach is still somewhat tentative
and likely to be applied only to large banks with sophisticated systems for handling credit risk.

An issue of special interest to devel oping countriesin the context of initiatives for reform of
theinternational financial systemregarding the second and third “ pillars” of the New Framework
istheir likely incorporation in criteria for surveillance of compliance with the Core Principles
of Effective Banking Supervision. In both casesthisincorporation may be a source of considerable
difficulties: in the case of the second “ pillar” owing to the problems of formulating effective
guidelines for the surveillance of different dimensions of banks' capital adequacy; and in the
case of the third “pillar” owing to possible obstacles to the implementation improved
transparency for banks hitherto subject to lax standards in this area.

The most contentious of the New Framework’s proposalsis that for recourse to the ratings
of credit rating agenciesin setting weights for credit risk. The paper reviews evidence suggesting
that the recourse to the ratings of credit rating agencies for setting risk weights may actually
exacer bate fluctuationsin the cost and availability of external financing for devel oping countries.
This would be an unfortunate outcome in the context of the New Framework’s potential
contribution to greater international financial stability, since a major part of this contribution
would be in the form of the improved procedures for pricing and allocating bank loans which
the framework is intended to foster.

The Basle Committee’s progression from being a source of regulatory initiatives directed at
internationally active banks of its member countries to its current role as a global standards
setter hasraised questions concerning its representativeness — questions which are particularly
understandable in relation to rules regarding capital adequacy that are a linchpin of regimes
for prudential supervision. Here the paper proposes an approach involving an extension of
procedures already used for its work by the Basle Committee.

Various implications of long-term trends in the control and regulation of banking risks are
highlighted by the proposals of the New Framework. Changes in this area are taking place at
different ratesin different countries, complicating the task of global standard setting especially
with regard to the objective of a reasonable degree of uniformity (and thus of contributing to a
“level playing field” ). The changes are also increasing the skillsrequired for banking supervision
and are leading to the introduction of new activities and operations by banks for many of which
supervisory capacity, especially in most developing countries, is not yet prepared. Appropriate
policy responses to some of these changes are fairly straightforward in principle, though not
necessarily easy to implement in practice: for example, countries can license banks to engage
only in activities which they have the capacity to supervise. Solutions are more difficult, and
thinking is in many respects more preliminary, concerning the challenge posed to the
establishment of globally uniform standards by the heterogeneity of the set of banks to which
such standards must be applied, and concerning the problems posed for effective banking
supervision by the growing complexity of banking operations.
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THE BASLE COMMITTEE’S PROPOSALS
FOR REVISED CAPITAL STANDARDS:
RATIONALE, DESIGN AND
POSSIBLE INCIDENCE*

Andrew Cornford

. Introduction

The Basle Capital Accord of 1988 (BCBS,
1988a) * was the outcome of a long drawn-out ini-
tiative to develop more internationally uniform
prudential standards for the capital required for
banks' credit risks. The objectivesof the Accord were
not only to strengthen the international banking sys-
tem but also to promote convergence of national
capital standards, thus removing competitive in-
egualities among banks resulting from differences
onthisfront. The key features of this Accord werea
common measure of qualifying capital, a common
framework for the valuation of bank assets in ac-
cordancewith their associated credit risks? (including
those classified as off-balance-sheet), and aminimum
level of capital determined by aratio of 8 per cent of
qualifying capital to aggregate risk-weighted assets.
In the following years a series of amendments and
interpretations were issued concerning various parts
of the Accord: these extended the definition and pur-
view of qualifying capital, recognized the reductions
in risk exposure which could be achieved by bilat-
eral netting® meeting certain conditions, interpreted
the Accord's application to multilateral netting
schemes, allowed for the effects on risk exposure of

* The author is grateful for the comments of Yilmaz Akylz.

collateralization with securities issued by selected
OECD public-sector entities, and reduced the risk
weights for exposures to regulated securities firms.
Simultaneously, the Basle Committee continued its
work on other banking risks of which the main prac-
tical outcome so far was the amendment of the 1988
Accord to cover market risk* adopted in 1996.

The 1988 Basle Agreement was not a legal
document. It was designed to apply to the interna-
tionally active banks of member countries of the
Basle Committee on Banking Supervision,® but the
form of its implementation was left to national dis-
cretion. Thus, in some countries implementation
required changes in the legal framework of banking
regulation, whilst in others it was achieved on the
basis of supervisory authorities' powerstoissuebind-
ing guidelines without the need for changes in the
law (BCBS, 1990: 10). Moreover, the way in which
the Accord’s minimum ratio of 8 per cent was in-
corporated in regulatory regimes varied among
countries, and several applied amore stringent stand-
ard. Theimpact of the Accord was rapidly felt more
widely and by 1999 it formed part of the regime of
prudential regulation not only for international but
aso for strictly domestic banks in more than 100
countries (BCBS, 1999a: 19).
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From itsinception the 1988 Basle Accord was
the subj ect of much criticism, an outcome which was
hardly surprising for an agreement which had to ac-
commodate banking practices and regul atory regimes
that diverged in important respects owing to differ-
encesinlegal systems, businessnormsand prevalent
institutional forms. Such criticisms were directed at
its failure to make adequate allowance for the de-
gree of reductioninrisk exposure achievablethrough
diversification, at the possibility that the Accord
would lead banks to restrict their lending (particu-
larly if the new capital requirementswereintroduced
in deflationary conditions characterized by down-
ward pressure on their profits), and at its arbitrary
and undiscriminating calibration of certain credit
risks. Thelast of these features was a source of par-
ticularly persistent criticism: for example, ontheone
hand, the zero weight attributed to the debt of OECD
governments was felt to be a powerful incentive to
banks to increase their holdings of such securities;
and, on the other hand, the uniform weight attrib-
uted in amost al circumstancesto private borrowers
(regardlessof their creditworthiness) was considered
an incentive to regulatory arbitrage under which
banks were tempted to exploit the opportunities af-
forded by the Accord’sclassification of risk exposure
toincreasetheir holdings of higher-yielding but also
higher-risk assetsfor agiven level of regulatory capi-
tal. The eventua response of the Basle Committee
to the belief in the need for an overhaul of theframe-
work of the 1988 Accord was its proposal of June
1999 for a New Capital Adequacy Framework
(henceforth New Framework) for capital adequacy
(BCBS, 19994a) incorporating three main elements
or “pillars’: minimum capital rulesbased on weights
intended to be more closely connected to economic
risk than those of the 1988 Accord, supervisory re-
view of capital adequacy in accordancewith specified
qualitative principles, and market discipline based
on the provision of reliable and timely information.

Section |1 of the paper is devoted to the nuts
and bolts of the 1988 Accord. These nuts and bolts
are important to an understanding of the Accord's
perceived shortcomings and thus of the changes in
the Basle Committee’s proposed New Framework.
Moreover, owing to disagreements over the New
Framework expressed during the consultation proc-
ess, therulesof the 1988 Accord, modified in certain
ways such asthe inclusion of more stringent criteria
for the short-term interbank loans qualifying for a
low risk weight, are now quitelikely to be one of the
options included in the Basle Committee's revised
proposals. Section |11 discussestheway inwhich the
rules of the 1988 Accord were eventually adopted

much more widely than was initially envisaged by
its framers, paying specia attention to the role in
this process of the EEC/EU regime for banking and
to licensing procedures for foreign banks as part of
the growing internationalization of financial services.
Section 1V reviews the criticisms of the 1988 Ac-
cord to which the New Framework for capital
adequacy is aresponse. Of these three involved is-
sues of special concern to devel oping countries. The
first of these issues was the Accord’'s system of
weights for sovereign risk whose arbitrary calibra-
tion was felt by some developing countries to give
inadequate recognition to their creditworthiness. The
second and third issues, which were a focus of spe-
cial attention during the aftermath of the East Asian
crisis, werethe Accord's effectivenessin contributing
to financial stability in developing countries whose
regulatory regimes, on paper at least, included rules
based on the 1988 Accord, and the incentives which
the Accord was capable of providing to short-term
interbank lending, asignificant element of the volatile
capital movements perceived as having contributed
to thecrisis.

Section V is mainly devoted to the contents of
the New Framework: the two basic approaches to
numerical standardsfor capital adequacy (the stand-
ardized and the internal-ratings based approaches),
and the second and third “pillars’ (supervisory re-
view and market discipline). Under the standardized
approach the discussion looks in some detail at the
contentious proposal for recourse to the ratings of
credit rating agencies in setting weights for credit
risk. The somewhat tentative nature of the Basle
Committee’s proposal regarding the internal-rating
based approach is noted. Under the second and third
“pillars’ of the New Framework there is some dis-
cussion of problems likely to be posed by their
incorporation in criteria for surveillance of compli-
ance with the Core Principles of Effective Banking
Supervision, an issue of specia interest to develop-
ing countriesin the context of initiatives for reform
of theinternational financial system. The final topic
taken up in section V is the currently rapid pace of
innovation in methods for managing credit risk, a
conseguence of which is likely to be further revi-
sions in the not too distant future of any New
Framework for capital adequacy.

Section VI discusses selected issues either di-
rectly raised by the Basle Committee's proposals or
likely to become increasingly important as part of
the evolving framework for financial regulation and
supervision of which new rulesfor capital adequacy
will be a major building-block. Firstly, it reviews



The Bade Committee’s Proposals for Revised Capital Sandards: Rationale, Design and Possible Incidence 3

evidence suggesting that the recourse to the ratings
of credit rating agenciesfor setting risk weights may
exacerbate fluctuations in the cost and availability
of external financing for developing countries. This
would be an unfortunate outcome in the context of
the New Framework’s contribution to greater inter-
national financial stability, since amajor part of this
contribution would be in the form of the improved
procedures for pricing and allocating bank loans
which theframework isintended to foster. Secondly,
section V1 looks at arguments for broader participa-
tion in the process of global standard setting for
banking regul ation and proposes an approach involv-
ing an extension of procedures already used for its
work by the Basle Committee. Thirdly, the section
looks at someimplications of long-term trendsin the
control and regulation of banking risks highlighted
by the proposals of the New Framework. Changesin
this area are taking place at different ratesin differ-
ent countries, complicating thetask of global standard
setting especially with regard to the objective of a
reasonable degree of uniformity (and thus of con-
tributing to a“level playing field”). The changesare
also increasing the skillsrequired for banking super-
vision and are leading to the introduction of new
activitiesand operations by banksfor many of which
supervisory capacity, especialy in most developing
countries, is not yet prepared.

II. The 1988 Capital Accord: major
features and review

A. Capital

The 1988 Accord reflected a consensus of the
member countries of the Basle Committee on Bank-
ing Supervision as to the proportions in which
different suitable financial instruments should be
permitted to be part of banks capital bases, given
the objectives of being available to support an insti-
tutionintimesof crisisand of contributing to funding
its business.® Three basic categories of capital can
servethese purposesto varying degrees. equity capi-
tal, debt capital and hybrid capital (thethird of which
combinesfeatures of the other two). Of thethree debt
capital is the least well suited to fulfil these objec-
tives since most forms carry fixed funding costs
whose suspension constitutes a breach of the terms
of the debt contract, and cease to be available in the
event of insolvency. By contrast hybrid capital such
as preference shares and subordinated debt has fund-
ing coststhat may be suspended in certain conditions,

thus providing alayer of protection for other, senior
creditors. Such forms of capital, however, like other
forms of debt, generally ceaseto be available in the
event of insolvency (even though their holders
claims on a bank’s assets are subordinated to those
of other, senior creditors). In the case of equity capi-
tal, although many forms exist, the investment is
locked in if insolvency occurs. The problem of
achieving consensus as to the categories qualifying
for inclusion in capital as defined for the 1988 Ac-
cord was due to significant divergences in market
and regulatory practices among member countries
of the Basle Committee as well as the number of
actual instruments to be considered for possible in-
clusion in the three basic forms of capital.’

The solution adopted for the 1988 Accord in-
volved distinguishing between two Tiers of capital.
Tier 1 consists of items qualifying as pure or “core
capital”, namely equity shares or common stock,
perpetual non-cumulative preference shares,® and
disclosed reserves. Tier 2, which comprisesless pure
forms of capital, may include the following items (a
measure of discretion being left in many cases to
national regulators): undisclosed reserves (subject to
the condition that they are freely available to meet
unforeseen | osses); asset reval uation reserves (which
may reflect periodic revaluation of fixed assets and
which, inthe case of |atent reval uation reserves, must
be prudently valued to reflect the possibility of price
volatility or forced sale, a discount of 55 per cent
being applied for this reason to the difference be-
tween current market value and historic cost); general
provisions or loan-loss reserves held against future
unidentified losses and freely available to meet such
losses as they materialize; hybrid (debt/equity) se-
curities subject to such conditions as being unsecured,
subordinated, and carrying interest obligationswhich
allow for deferral in the event of the issuer being
unable to pay (even though the obligations are not
waived as in the case of non-cumulative preference
shares mentioned above); and various types of sub-
ordinate term debt (subject to amortisation at a rate
of 20 per cent ayear during thelast five yearsbefore
maturity to reflect its diminishing value as capital).

Tier-2 elementsinthe aggregate arelimitedto a
maximum of 100 per cent of thosein Tier 1, i.e.to one
half of total capital;® and there are additional lower
ceilings for individual Tier-2 elements. Goodwill*°
is subtracted from Tier-1 capital, and investmentsin
unconsolidated financial firms (as well as possibly
al investmentsin such firms at the discretion of na-
tional regulators) are subtracted from total capital.
Under the Accord by the end of 1992 qualifying
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capital was to constitute 8 per cent of banks' risk-
weighted assets.

B. Risk-weighted assets

Measurement of banks' exposure for the pur-
pose of estimating the denominator of the 8-per-cent
ratio was based on the attribution to defined asset
classes of weights reflecting their credit risk. Off-
balance-sheet exposures were converted to their
credit risk equival ents by the multiplication of nomi-
nal principal amounts by factors specified for this
purpose, the results then being weighted according
to the counterparty asin the case of on-balance-sheet
EXPOSUres.

With the omission of certain detailsthe attribu-
tion of risk weights can be described as follows:

(i) Oper cent: (a) cash and (subject to certain con-
ditions) gold bullion; (b) claims on central
governments and central banks denominated
and funded in national currency; (c) other claims
on OECD central governments and central
banks; and (d) claims collateralized by cash or
securities issued by OECD governments, or
guaranteed by OECD governments;

(ii) 0, 10, 20 or 50 per cent (at national discretion):
claims on domestic public-sector entities and
loans guaranteed by such entities;

(iii) 20 per cent: (@) claims on multilateral devel-
opment banks,'? and claims guaranteed or
collateralized by securities issued by such
banks; (b) claims on banks incorporated in the

OECD and loans guaranteed by such banks; (c)

claims on banks incorporated in non-OECD

countries with aresidual maturity of up to one
year, and loans with this maturity guaranteed
by such banks; (d) claims on non-domestic

OECD public-sector entities, and loans guar-

anteed by such entities; and (e) cash itemsin

the process of collection;
(iv) 50 per cent: loansfully secured by amortgage
on residentia property;

(v) 100 per cent: other claims, assets, and invest-
ments, including claims on the private sector
not otherwise specified, on banksincorporated
outside the OECD with aresidual maturity of
over one year, on non-OECD central govern-
ments (unless denominated and funded in local

national currency — see earlier), and on pub-
licly owned commercial companies, as well
asinvestments in commercial real estate and
in capital instruments issued by other banks
(unless deducted from capital as specified in
section I1.A).

Theterm, “OECD country”, isused in a some-
what special way for the purpose of thisclassification.
Initially it covered not only full members of the
OECD but also countries which had concluded spe-
cial arrangements with the IMF in connection with
its General Arrangementsto Borrow, in other words
at that time Saudi Arabia. But with the expansion of
the OECD from 1994 onwards to include some
emerging-market and transition economiestheterm,
“OECD country”, for the purpose of the Accord was
redefined to include the additional condition of not
having rescheduled external sovereign debt within
the previous five years (BCBS, 1994: 74, 78).

The Bad e Committee divided off-bal ance-sheet
exposures into five broad categories:

(i) substitutesfor loans carrying a conversion fac-
tor of 100 per cent such as general guarantees
of indebtedness, bank acceptances and standby
letters of credit serving asfinancial guarantees
for loans and securities;

(if) certain transaction-related contingencies car-
rying aconversion factor of 50 per cent such as
performance bonds where the risk of loss
relates as much to the performance of thetrans-
action astothefinancial risk of the counterparty;

(iii) short-term, self-liquidating trade-related contin-
gent liabilities carrying a conversion factor of
20 per cent (such as documentary credits col-
|ateralized by the underlying shipment asinthe
case of finance provided on the security of a
bill of lading);

(iv) commitments such asstandby commitmentsand
credit lines with an original maturity exceed-
ing one year carrying a conversion factor of 50
per cent (short-term commitments and those
which can be cancelled at any time receiving a
zero weight); and

(v) interest-rate and exchange-rate related items,
agreement on whose credit-risk equivalents
proved moredifficult and which requiredlightly
more extended discussion.

The underlying rationale of the Accord’s treat-
ment of items under (v) (such as forwards, futures,
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swaps and options) is that banks exposure to credit
risk hereis only to the cost of replacing the contract
inthe event of default by acounterparty. Sinceabank
isunder ageneral obligation to manage its business
in a prudent manner, it should maintain a matched
book of over-the-counter (OTC) derivative contracts
designed to avoid or minimize risk exposures due to
asymmetriesin contracts' terms. Thus, the theoreti-
cal basis for estimating the credit risk of such
contracts is the behaviour of matched pairs under
alternative assumptions about volatility. The Basle
Committee was not able to obtain unanimity as be-
tween two alternative methods for such estimates.
The first (the current exposure method) was based
on an assessment of the current market value of re-
placement cost plusan add-on factor intended to take
account of future exposure: replacement cost isposi-
tive only if the contract is “in the money” (that isif
the present val ue of the contract impliesthat the bank
will be the recipient of net receipts), and is zero oth-
erwise;® and the add-on factor depends on the
maturity and the category of the contract, longer
maturities being subject to ahigher factor than shorter
ones and exchange-rate contracts to a higher factor
than interest-rate ones.* The alternative option (the
original exposure method), which ceased to be avail-
able after the adoption of the amendment to the 1988
Accord to cover market risk, involved not an esti-
mate of the current replacement value of a contract
but rather the application of conversion factors de-
signed to reflect potential future exposure on a
dlightly more conservative basis. The credit equiva
lents so calculated for interest-rate and exchange-rate
contracts are then risk-weighted according to the
counterparty as in the case of other exposures ex-
cept that only a50-per-cent weight is applied to those
which would otherwise attract a 100-per-cent weight
since counterparties in the markets for interest-rate
and exchange-rate contracts tend to be first-class
names.’

[11. The 1988 Accord and other regimes
and jurisdictions

Asmentioned in section |, the 1988 Basle Ac-
cord has come to serve as a model for prudentia
standards regarding the minimum levels of capital
required for credit risk far more widely than solely
for the internationally active banks'® of the member
countries of the Basle Committee on Banking Su-
pervision itself. There are severa reasons for this
more extended application. Firstly, the work of the
Basle Committee was closely parallelled by analo-

gous efforts in the EEC/EU. Secondly, the supervi-
sors in other OECD countries readily accepted the
incorporation of frameworks following the lines of
the 1988 Accord into their own prudentia regimes,
and this tendency soon spread to non-OECD juris-
dictions, a process aided by the Basle Committee's
proselytizing of other supervisors and supervisory
groups. Finally, an additional fillip was provided by
the internationalization of banking: increasingly the
granting of market access to foreign banks has be-
come conditional on the standards attained by the
regulatory regimes in their home countries, stand-
ards for which the rules enunciated by the Basle
Committee (aswell asthose of the EEC/EU banking
regime in the case of entrants to the EEC/EU mar-
ket) are mostly accepted as amodel.

A. TheEEC/EU regime

The principal EEC directives which cover the
same ground asthe 1988 Capital Accord arethe Own
Funds Directive'’ (which definesitemsqualifying as
banks' capital for regulatory purposes) and the Sol-
vency Ratio Directive® (which providestherulesfor
estimating banks' risk-weighted exposure). Un-
surprisingly, in view of the fact that the Basle
Committee included representatives of seven mem-
ber states of the EEC, the rules of the 1988 Accord
and of these two Directives are very similar. How-
ever, there are divergences, many of which reflect
thediffering objectives of thetwo regimes: the Basle
Committeeisconcerned principally with stability and
efficiency in cross-border banking, while the aim of
the EEC/EU isto establish theregulatory framework
for the banking sector of asingle market.*® Thus, the
EEC/EU regime was never designed only for inter-
nationally active banksbut for all credit institutions®
covered by its remit, whether or not they were en-
gaged in cross-border business. For example, there
isgreater emphasisin the Owns Funds Directivethan
inthe 1988 Accord on national regulatory discretion
regarding itemsqualifying for inclusion in capital so
long as they meet specified conditions (Article 3 of
the Directive); the Directive specifically lays down
rules for credit institutions set up as co-operative
societies (Article 4(1));% and, owing to the still
provisiona character of EEC/EU’s regime for con-
solidated supervision at the time of the adoption of
the Directive, member states were also accorded
greater discretion as to the accounting methods for
estimating banks' capital than under the 1988 Ac-
cord which specifies that it is to be applied to banks
on a consolidated basis.
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B. Other developed countries

In view of the overlapping of memberships of
the Basle Committee on Banking Supervision, the
EEC/EU and the OECD it is scarcely surprising that
prudential standards for bank capital along the lines
of the 1988 Accord were adopted throughout most
of the OECD. But although the general framework
of its incorporation in regulatory regimes even in
countries which are members neither of the Basle
Committee nor of the EEC/EU follows the Accord,
detailed features of the rules adopted sometimes dif-
fer in ways intended better to reflect the position of
local banks, while none the less observing the Ac-
cord’s general spirit. In the case of Australia,? for
example, there are anumber of differences between
therisk-weighting of on-balance-sheet assetsand that
prescribed by the Accord. For example, the zero-per-
cent weighting applies only to cash, gold bullion,
balances with the Reserve Bank of Australia, and
claims collateralized by cash and Commonwealth
government money-market securitieswith amaturity
of up to 12 months (as well as claims collateralized
by such securities); claims on other OECD govern-
ments and central banks and on non-OECD
governments and banks, if denominated and funded
inlocal currency, are attributed a 10-per-cent weight-
ing; and the Reserve Bank of Australia hasthe right
to agree to the application of a 20-per-cent weight-
ing to al claims on certain specified non-OECD
banks incorporated in the Asia-Pacific area (a right
exercised by the early 1990s, for example, in favour
of the Hongkong and Shanghai Banking Corpora-
tion, the Overseas-Chinese Banking Corporation,
Overseas Union Bank Limited, and the Devel opment
Bank of Singapore).

C. Developing countries

During the last decade the capital standards of
the 1988 Accord have a so been widely incorporated
into the regimes of banking regul ation of non-OECD
countries. Emulation has doubtless played arole here
as have the efforts of the Base Committee to pro-
moteitsregulatory standardsthroughitscontactswith
supervisors throughout the world.Z Also important
has been the growing internationalization of bank-
ing, since the granting of market access to foreign
banks hasincreasingly become subject to host coun-
tries' insistence on the observance of satisfactory
regulatory standards in these banks' parent or home
countries. For example, the Foreign Bank Supervi-
sion Enhancement Act of the United States enacted

in 19912 imposed as a mandatory standard for the
establishment by aforeign bank of abranch, agency
or commercia-lending-company subsidiary that the
foreign bank be subject to comprehensive supervi-
sion or regulation on aconsolidated basisinitshome
country. Among the criteriato be applied in consid-
eration of the quality of the bank’s home-country
supervision is whether this supervision includes the
evaluation of prudential standards on a worldwide
basis, for example, for capital adequacy and risk-as-
set exposure.

Under the regime of the EEC/EU subsidiaries
of foreign banks (including those of non-OECD coun-
tries) incorporated in a member state according to
the provisions of the single banking licence (the so-
called European passport) can carry out throughout
the EEC/EU activities covered by their original li-
cence but are of course subject to all the provisions
of the EEC/EU regimeincluding the Own Fundsand
Solvency Ratio Directives. This regime leaves to
discretion of member statesthe regulation of branches
of non-EEC/EU banks, including their initial authori-
zation. Without conducting an examination of the
banking regimes in all member states it can be
assumed that such branches enjoy no specia exemp-
tionsunder national lawssince Article 9 of theEEC's
First Banking Directive of December 1977% speci-
fiesthat member states are not to “ apply to branches
of credit institutions having their head office outside
the Community ... provisions which result in more
favourable treatment than that accorded to branches
of credit institutions having their head office in the
Community”. Moreover, athough the minimum
standards enunciated by the Basle Committeein June
1992 for the supervision of international banking
groups and their cross-border establishments were
directed at supervisory standards generally? and not
at those for the prudentia capital required for credit
risk, in practice implementation of these standards
will generally entail evaluation by the supervisor of
the host country of the capital requirements applied
by the regulator in the home country of the bank ap-
plying for market access.

However, the practical impact of adoption of
Badle capital standards depends on theway inwhich
they are implemented, and this in turn will reflect
not only the quality of a country’s banking supervi-
sion but also itsaccounting standards and other norms
and standards of the way in which its banking sector
conducts its business.?” Recent experience in devel-
oping and transition economies, including that of the
financial crisis in East Asia, has pointed to major
shortcomings here, although capital standards for
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banks' credit risk based on the 1988 Accord have
frequently been in force.® At the best of times the
capital requirements of this Accord were designed
to be minimum standards for handling credit risk.
Financial crises point not only to the frequent inad-
equacy of these minimum levelsin times of serious
stress but also to the interaction and mutual exacer-
bation of different banking risks (especially of market
and credit risks) during such periods. Moreover, they
bring out the complementary character of the essen-
tial building-blocks of effective banking regulation
and supervision: for exampl e, the useful ness of capi-
tal requirements (which areintended to protect abank
from unexpected losses) will be reduced by the ab-
sence of adeguate loan-10ss reserves (which are
intended to protect it from expected loss levels); the
effectiveness of both capital requirements and loan-
loss reserves depends on standards of financial
reporting, accounting and auditing; the lack of pre-
cision inherent in any attempt to measure liquidation
valuesfor many of theitemson banks' balance sheets
is made worse by the lack of established insolvency
procedures; and so on. The links between the differ-
ent prerequisites for effective banking supervision
are an essential part of the Basle Committee’s 1997
statement, Core Principles for Effective Banking
Supervision (BCBS, 19974a). One of the objectives
of thisinitiative is that the Core Principles should
provide an additional fillip to the spread of prudential
standards earlier enunciated by the Basle Commit-
tee as elements of a more fully fleshed out overall
framework for banking supervision.®

V. The 1988 Capital Accord: further
development and perceived
shortcomings

A. Other work on banking risksin relation
to the 1988 Capital Accord

Asmentionedinsectionl, intheyearsafter 1988
the Capital Accord was the subject of amendments
intended to refine and extend its treatment of banks
exposure to credit risk and the list of instruments
eligiblefor inclusioninrequired capital. At the same
timethe Basde Committee continued itswork on other
banking risks. So far, only with regard to market risk
has this work resulted in afurther major agreement
on prudential standards, the 1996 Amendment to the
Capital Accord to Incorporate Market Risk (BCBS,
1996b). This Amendment is based on a distinction
between abank’ strading book, on the one hand, that

isits “proprietary positionsin financial instruments
... intentionally held for short-term resale and/or ...
taken on by the bank with the intention of benefiting
in the short-term from actual and/or expected differ-
ences between their buying and selling prices, or from
other price or interest-rate variations, and positions
in financia instruments arising from matched prin-
cipal brokering and market making, or positionstaken
in order to hedge other elements of the trading
book”,* and its other assets and off-balance-sheet
exposures, on the other hand, which are often de-
scribed asitsbanking book. The Amendment accom-
modatestwo alternative ways of measuring minimum
levelsof capital for market risk, one based on banks
own internal risk-management models and the other
on a standardized methodology under which capital
requirements are estimated separately for different
categories of market risk® and then summed to give
an overall capital charge (asin the 1988 Accord).

The acceptance of banks' use of proprietary in-
house models for measuring market risk can be con-
sidered as an important manifestation of thetrendin
the conceptua approach to banking supervision away
from reliance on compliance with numerical stand-
ards towards greater concern with more qualitative
ones involving such concepts as good governance,
sound risk management and effective proceduresfor
auditing and internal control .* Thus, the Amendment
lays down not only quantitative standards for the
measurement of value at risk, i.e. the maximum loss
estimated at a particular level of confidence, which
could be generated by a bank’s trading book during
a specified period, but also standards for stress-
testing procedures for a bank’s internal models and
for the risk-management systems of which the mod-
els are a part. The more quantitative of these stand-
ardsrefer to the key parameters of the measurement
process (and not to numerica benchmarks cal culated
directly from accounting data), whilst the othersre-
fer to more qualitative dimensions of banks man-
agement and operations. Whilst the state of the art
regarding the measurement of credit risk has not yet
attained levels commanding the same confidence as
for the measurement of market risk (as described in
section V.D), supervisory reliance on risk estimates
generated by banks' internal models and the associ-
ated vetting of the systems of management and in-
ternal control supporting them arelikely in futureto
become increasingly widespread features of regula-
tory regimes.

The work of the Basle Committee on other
banking risks has included statements on credit-
concentration risk (BCBS, 19914), interest-rate risk
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(BCBS, 1993, 1997b), liquidity risk (BCBS, 1992b),
and operational risk (BCBS, 1989, 1998c) in addi-
tion to severa on banks' internal controls which
support al their risk-management functions.® Credit-
concentration risk is that due to large exposures to
single counterparties or groups of related counter-
parties. Interest-rate risk coversall exposures dueto
changes in interest-rates. many of these exposures
are due to mismatches between interest rates on, and
the maturities of, assets and liabilities but they also
overlap market risk for investmentsin fixed-rate debt
owing to the price effects on such investments of
changes in interest rates. Liquidity risk is that in-
volving a bank’s ability to meet its obligations as
they become due: it overlapsinterest-rate risk in the
event that the bank’s illiquidity results from its in-
ability to pay the high rates at which alone borrow-
ing is possible, and with market risk to the extent
that this inability is linked to the need to sell assets
at sharply reduced (“forced-sal€”’) prices. Operational
risk arises out of day-to-day operations: it may be
dueto fraud, for example, or to risks associated with
technology (which has grown increasingly complex
with banks dependence on computers and tel-
ecommunications). All these risks are potentially
capable of being tranglated into credit risk owing to
their unfavourable effectson banks' profitsand losses
but are none the less treated separately in discussion
of financial regulation. The objectives of the Basle
Committee’s statements in these areas have been to
clarify issues and to set standardsfor banks manag-
ers and banking supervisors rather than to establish
agreed supervisory rules of the kind contained in the
Capital Accord.

B. The perceived shortcomings of the 1988
Accord

From the time when it was agreed the 1988
Capital Accord hasbeen criticized for various short-
comings, some of them almost inevitable outcomes
of the negotiating process necessary for the achieve-
ment of such an agreement. Presumably partly in
response to the insistence of these criticisms, the
Basle Committee established aworking group to re-
view evidence on the Accord’s impact (BCBS,
1999b). The proposals for a revised framework of
June 1999 reflected the acceptance that changes in
banks management of their credit riskssincethelate
1980s and extended experience of the Accord indi-
cated the need for itsoverhaul in key respects. Much
of the early criticism centred on the failure of the
1988 Accord to make proper alowance for the risk
reduction attainable through diversification, on its

failure to differentiate adequately the creditworthi-
nessof different countriesand different private-sector
counterparties, and the exclusivefocuson credit risk
(a point to which the work of the Basle Committee
described in section 1V.A constitutes an effective
reply). There was also concern that implementation
of the Accord's capital requirements would |lead
banksto cut back their lending with effectslikely to
be particularly adverse in countries experiencing re-
cessions in the early 1990s.

Thecriticismregarding diversificationiswidely
accepted as having substantial validity. It is reason-
ableto assumethat thedifficulty herelay indesigning
generally acceptable rules to alow for diversifica
tion’s impact, a shortcoming which may eventually
be met through gresater reliance for supervisory pur-
posesonbanks' interna systemsfor measuring credit
risk (see section V.D). The inadequate differentia-
tion of the credit risk of different countriesis taken
up in section 1V.C as part of the discussion of issues
of special concern to developing countries. Regard-
ing the crudeness of the calibration of therisk weights
of private-sector counterparties attention wasdrawn,
for example, to the attribution of a 100-per-cent
weight to blue-chip corporates but one of only a
20-per-cent to some or all of banks exposure in the
interbank market. Theirony of the latter wasnot lost
during a period which witnessed the collapse of BCCI
aswell as troubles in the banking sectors of severa
OECD countries.* In extenuation it could be argued
here that assessment of the credit risk of banks in-
corporated in an OECD country tended to be less
complex than that of the credit risk of corporatessince
such banks were generally subject to more central-
ized and more uniform supervisory regimes.® This
argument did not necessarily hold, however, for most
non-OECD banks, where the short maturity of the
exposure alonewas groundsfor the attributionin the
1988 Accord of alow 20-per-cent risk weight. As
for failure to differentiate among corporates of dif-
ferent creditworthiness once again the framers of the
1988 Accord would have been confronted with a
problem of feasibility: in the absence of reliance of
banks' own rating systems or on rating agencies the
choice of abasisfor such differentiation would have
been extremely difficult.

During the years following the introduction of
the 1988 Accord there was a significant rise in the
ratio of capital to risk-weighted assets in the mgjor
banks of member countries of the Basle Committee
(BCBS, 1999bh: 6-10). How far thisincrease, which
wasfrom an averageinitial level already above 8 per
cent, was due to the Accord is difficult to discern
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with any precision. However, the Accord does ap-
pear to have set new standards for transparency
regarding bank capital, and the 8-per-cent ratio is
now generally taken to be aminimum benchmark by
investors. Asto the question of whether implemen-
tation of the 1988 Accord led to reductions in bank
lending one would expect the outcome to depend,
inter alia, both on banks' initial capital positionsand
on the interaction of implementation with the busi-
ness cycle or with sectoral or regional economic
conditionsstrongly affecting borrowers. Althoughthe
Accord provided some scope for flexibility as to
implementation in the form of a transition period
before the 8-per-cent minimum became the stand-
ard, the evidencereviewed by the Basle Committee's
working party does indicate that lending to certain
sectors of the United States economy such as real
estate and small enterprises may have been adversely
affected by pressures on banks' capita in the early
1990s; and the weakness of bank lending in Japan
throughout most of the decade may also be partly
dueto banks' effort to meet the new capital standards,
though the effects here are difficult to disentangle
from other weaknesses.*

One consequence of the 1988 Accord'’s rather
crude calibration of private-sector credit risk hasbeen
the source of increasingly insistent criticism in the
regulatory community. Thisistheincentive provided
for banks to employ various techniques to increase
higher-risk, higher yielding assets in relation to a
given level of capital (aform of so-called regulatory
capital arbitrage). Overall assessment of the extent
to which capital requirements increase the levels of
risk assumed by banks within broad categories of
assets is difficult, and the research reviewed by the
Basle Committee's working party is inconclusive
(BCBS, 1999b: 20-21). Nevertheless, regulators
believe that a significant part of banks' issuance of
securitized assets in recent years, above al in the
United States but also in Canada, Japan and Western
Europe, can betraced to regulatory capital arbitrage.*
A common technique for this purpose is the estab-
lishment of a“ special purposevehicle’ (SPV) which
finances its purchase of a bank’s assets through the
issuance of asset-backed securities to private inves-
tors. Although SPVsareusudly recipientsof abank’s
higher-quality assets, the bank typically provides
someform of credit enhancement which raisesagen-
cies rating of the SPV’sassets. Thus, such operations
can reduce (but do not eliminate) the bank’s expo-
sure, and with it the associated capital requirements.®

Other forms of regulatory capital arbitrage to
which the Basle Committee’s working group has

drawn attention involve shifts of assets from bank-
ing to trading books in cases where this would lead
to lower capital requirements, and reductionsto less
than one year in the maturity classification of inter-
bank lending to institutions from countries to which
a higher than zero risk weight applies for loans of a
longer original maturity. Evidence concerning the
extent of the first of these forms of arbitrage is till
unsystematic. However, pairwise comparisons of
interbank lending to similarly rated countries to
which the zero risk weight does or does not apply
indicate a greater concentration of short-term lend-
ing to the latter.®

C. Issuesfor developing countries

At thetime of the agreement on the 1988 Capi-
tal Accord the concerns expressed by developing
countries focused more on the differences in risk
weightsfor OECD and non-OECD countriesand on
their implications for the cost of external sovereign
borrowing than on the way in which the Accord’s
capital standardsmight beincorporated into their own
systems of banking regulation. This reaction was
scarcely surprising: at first the Accord appeared to
be an instrument for the regulation of the interna-
tionally active banks of developed countries since
the spread of capital standards based on it to devel-
oping countries (described in section 111.C) took some
time to gather momentum. But as the adoption of
such standards became more common and as their
purview in many countries extended beyond inter-
nationally active banks to much or all of banking
sectors, broader questions began to be raised. One
of these questions concerned the appropriateness of
the Accord's standards to countries with less devel -
oped banking sectors. Moreover, in the aftermath of
the East Asianfinancial crisisvoiceswerealsoraised
that capital standardsfor banks might beusedtoraise
the costs of some categories of their lending in such
a way as to restrain volatile international capital
movementsat their source. Finally, astheincreasingly
global impact of the Basle Committee's prudential
standards has become evident, there has been greater
attention to theissue of the desirability of wider par-
ticipation in the formulation of these standards than
one limited to the Committee’s member countries.*
However, since this last issue was not considered
especially significant during the earlier years of the
1988 Accord, itistakenupin section VI.B under the
subject of the proposed New Framework for capital
adequacy.
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In the initial proposal of December 1987 sub-
mitted to a consultation process that eventually led
to the 1988 Accord a neutral approach was taken to
country credit risks: the risk weights were to make
no distinction between exposures based on the
country of the borrower. However, “virtualy al the
comments submitted by banks and banking associa-
tions in G-10 countries expressed strong views in
favour of applying the sameweightingsto governments
and banks from a selected group of economically
stronger countries as those applied to claims on do-
mestic governments and banks” (BCBS, 1988b:
15-16). Membership of the OECD or fulfilment of
certain other restrictive criteriawere sel ected for this
differentiation since it wasfelt that such an approach
was the most practical and prudentially readlistic,
albeit arbitrary, that could be devised” (BCBS,
1988b).** The objections to differentiation on these
lines raised by developing countries were made by
certain oil exporters (amongst others) which pointed
to the strength of their balance of payments and
international reserves as reflecting alevel of credit-
worthiness not adequately taken into account by the
Accord's risk weightings. That the relative ratings
among countries of the 1988 Accord were not al-
ways justifiable is implicitly acknowledged by the
Basle Committeeitself in the remarks quoted above.
Since 1988 a small number of developing countries
which were not accorded a zero risk weight have
achieved consistently high performanceswith respect
to economic indicators of creditworthiness but these
were not those protesting most vigorously when the
Accord was adopted.

Asthereform of banking regulation became an
important item on the policy agenda of developing
and transition economies in the 1990s (a tendency
given much additional impetus by the East Asian fi-
nancial crisis), the appropriateness of the Basle
standards to such economies became the subject of
debate. Inter alia, the question was raised whether a
more stringent standard than the 8-per-cent ratio was
not justified for economies more vulnerable to mac-
roeconomic shocks and with more fragile financial
sectorsthan their devel oped counterparts.*? Such re-
marksdid not really constitute acriticism of the 1988
Accord which specifiesthe 8-per-cent ratio asamini-
mum standard and does not exclude the imposition
of a higher figure by supervisors if they see fit.
Moreover, the example of Australiadescribed in sec-
tion 111.B points to ways in which a country can
introduce the capital standards of the 1988 Accord
in away which observesits spirit but adaptsit to the
exigencies of anexusof economic relationshipswith
other countries different in significant respectsfrom

those of members of the Basle Committee. A more
significant set of problems related to the application
of the Accord to developing and transition econo-
mies concerned its effectiveness in countries where
financial reporting and banking supervision fell short
of standards attained in more developed countries.
These are problems now being more fully addressed
in recent initiatives of the Basle Committee includ-
ing the proposed revisions to the 1988 Accord:
standardsfor capital adequacy (as mentioned in sec-
tion111.C) arean integral part of the Core Principles
for Effective Banking Supervision and, conversely,
supervisory review of capital adequacy in accord-
ance with specified qualitative criteriaisthe“ second
pillar” of the proposed New Framework for capital
adequacy and standards of financial reporting are an
integral part of the “third pillar”.

Thereisawidely observed tendency for coun-
tries that experience currency crises to manifest a
high level of dependence on short-term borrowing.
Since this dependence may reflect creditors' dete-
riorating confidencein aborrower’s creditworthiness
(aprocessin many ways analogous to that observed
for corporationsinfinancial difficulties), the autono-
mous contribution of short-term borrowing to a
financial crisis is often difficult to identify. Never-
theless, short-term borrowing sometimes becomesa
major part of countries capital inflows well in ad-
vance of an eventual currency crisis, and in the case
of several East Asian countries such dependencewas
also accompanied by high levels of dependence
on interbank lending (see, for example, BCBS,
1999c: 23; and Annex 3). Although figures for in-
ternational bank lending to these countries which
combine breakdowns by maturity and the sector of
the borrower arenot available, it isgenerally assumed
that the two features of short-term and interbank were
connected and that much of this short-term interbank
lending was driven by interest-rate arbitrage. In or-
der to restrain the destabilizing potential of such
capital flows (aswell asto reduceincentivesto regu-
latory arbitrage in the case of interbank lending to
non-OECD countries of the kind mentioned in sec-
tion1V.B) theattribution of arisk weight to short-term
interbank lending better consonant with itsreal risks
has been part of the agenda of the Basle Committee
in its development of new proposals for capital ad-
equacy. But the new proposals do not contain other
provisions specifically directed at restraining the
morevolatile categories of capital flow at their source
(although it should be recalled here that one of the
objectives of the Basle Committee's standards for
capital adequacy has always been to contribute to
financial stability generally through the standards’
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effect of achieving better pricing and control of
banks' international lending).

V. The proposed New Framework

A. Overview

The proposalsin the Basle Committee’s docu-
ment, A New Capital Adequacy Framework, have a
somewhat tentative quality. Thismay reflect the pres-
sures under which they were developed. The final
stages of the New Framework’s preparation began
in the aftermath of the turbulence in financial mar-
ketswhich followed the Russian government’ sforced
restructuring of its own short-term debt and its
moratorium on the servicing of awide range of pri-
vate-sector external obligationsin August 1998, and
the rescue operation for the hedge fund, Long-Term
Capital Management, which followed in the au-
tumn.*® Yet the perceived urgency of the Basle
Committee's task was not sufficient to furnish the
impetus needed to reach clear-cut solutions to many
of the problems of enunciating standards which, the
Committeeisfully aware, will inevitably be applied
to amoredisparate group of banksthanthat for which
the 1988 Capital Accord was originally designed.

The numerical standards proposed involvetwo
basic approaches, one so-called standardized ap-
proach and one based on banks' own internal ratings.
Under the first approach, however, two aternative
options are possible for setting the capital require-
mentsfor banks exposuresto other banks. Moreover,
there are indications that difficulties over the appli-
cation of these two basic approaches raised in the
consultative process following publication of the
New Framework have led to consideration of the
possibility of accommodating in the definitive ver-
sion of the proposals a third approach which would
consist of that of the 1988 Accord revised in only
fairly minor respects.* Other notable features of the
New Framework are its fully fleshed-out sections
(“pillars™) on supervisory review and market disci-
pline. Neither of these subjectswere absent from the
earlier work of the Basle Committeein thisarea. But
the greater emphasis on the quality of supervision
and on the importance of disclosure and of stand-
ards of financial reporting appears to reflect the
Committee’s awareness in its increasingly global
standards-setting role of the need to acknowledge
more explicitly the essential contribution of mini-
mum standards under these headings to effective
regulation of banks capital adequacy.

B. Objectives and scope; the definition of
capital

After reaffirming the fundamental objectivesof
the 1988 Capital Accord (promotion of the safety
and soundness of the financial system and the
enhancement of competitive equality), the New
Framework statesthat arevised Accord “should con-
stitute amore comprehensive approach to addressing
risks’ (thus evolving with changes in the market it-
self) and that, while its focus should continue to be
internationally active banks, “its underlying princi-
ples should be suitable for application to banks of
varying levels of complexity and sophistication”
(BCBS, 19994, para. 9) — an explicit acknowledg-
ment of the Basle Committee’s new more extensive
role in standards setting for bank regulation and su-
pervision. The New Framework spellsout morefully
than the 1988 Capital Accord the way in which the
proposalswould be applied to whol e banking groups:
their application would be to a group on a consoli-
dated basis, including to its parent holding company,
and supervisors are enjoined to “ensure that each of
the banks within a group is adequately capitalized
individually”.*

Thefocusof the New Framework iscredit risk,
and reference is made to the Basle Committee’s ob-
jective of developing explicit capital chargesfor other
banking risks such as operational risk and interest-
rate risk. In the 1988 Capital Accord there was a
somewhat greater (though imprecise) emphasis on
the links between credit and other banking risksin
setting its capital requirements.*

Thedefinition of capital inthe New Framework
remains unchanged from that of the original Accord
(as amended and clarified since 1988).

C. The standardized approach to capital
requirements

Much of the discussion stimulated by the pub-
lication of the New Framework has focused on its
standardized approach to the risk weighting of dif-
ferent elements among the assets of banking books.
Thisis because of the proposed reliance on external
credit assessments which could be those of credit
rating agencies (used in the text to illustrate the way
inwhich the approach would work). This section will
be devoted to an explanation of how the standard-
ized approach would work, and a subsequent one
(VI.A) discusses problems posed by this recourse,
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many of which are pertinent for developed as well
as devel oping countries.

The standardized approach isaresponseto criti-
cisms of the calibration of creditworthinessimplied
by the risk weights of the 1988 Capital Accord, es-
pecially the grouping of “OECD countries’# for the
purpose of the attribution of the lowest weights in
the case of sovereign risk, the weights for interbank
exposures, and the failure to differentiate the credit-
worthiness of corporates. The nature of the reliance
on external credit assessmentsisillustrated intable 1
which specifies the risk weights that would apply to
different categories of counterparty (sovereign enti-
ties, banks and corporates) on the basis of the rating
system of Standard and Poor’s.* The calibration of
sovereign credit risk is considerably finer than that
of the 1988 Accord which, it will be recalled, pro-
vided for only two categories. Moreover, while the
highest risk weight under the 1988 Accord was 100
per cent, the new standardized approach specifies a
weight of 150 per cent for the lowest rated coun-
tries, those with arating below B-.%°

Asalready mentioned, the New Framework puts
forward two alternative options for the risk weight-
ing of banks. The first would be linked to the
weighting attributed to the country in which the bank
is incorporated. The weight attributed to the bank
would be one category less favourable than that ap-
plying to the country (asillustrated under option 1in
table 1). However, there would be a ceiling of 100
per cent on the weights for exposuresto banks of all
but the lowest rated countries, for which the ceiling
would be 150 per cent.

The second option would involve recourse to
agencies' own ratings of banks. Under this option
claims on bankswith arating of AA- or better would
be assigned aweight of 20 per cent; those on banks
with ratings between BBB- and A+ (arange cover-
ing most claims on banks according to the Basle
Committee) would be assigned a 50-per-cent weight;
and other banks would receive a weight of 100 per
cent or 150 per cent according to their range of rat-
ings.

Under the second option (unlike the first)
interbank claimswould also be differentiated by their
maturity but the benchmark for such differentiation
has been tightened from aresidual maturity of up to
one year in the 1988 Accord to an original maturity
of up to six months. Short-term interbank claims
under thisdefinition for bankswith ratings better than
BB+ would be assigned a weighting one category

more favourable than the risk weight on claimson a
bank with longer maturities subject to a floor of
20 per cent or the level of the risk weight applying
to its country of incorporation. For banks with rat-
ings of BB+ and below short-term claims would be
assigned the same weights as other claims.>®

The weights of the New Framework aso pro-
vide for differentiation in the case of non-financial
corporatesto recognizevariationsin their credit qual-
ity. A weight of 20 per cent is attributed to entities
with a credit rating of AA- or better (subject to a
floor determined by the condition that no corporate
should receive aweight lower than that of its coun-
try of incorporation);> and corporates with arating
below B- would be assigned aweight of 150 per cent.
Corporates not belonging to either of these ranges
would continue to be assigned a weight of 100 per
cent as in the 1988 Accord. In July 1998 the 1988
Accord had already been amended to treat claimson
securities firms incorporated in OECD countries
morelike (non-short-term) claims on these countries
banks: such claims henceforth received arisk weight
of 20 per cent so long as they were subject to super-
visory and regulatory arrangements comparable to
those applying to banks.* The New Framework pur-
suesthe samelogic: securitiesfirmswould generally
be weighted in the same way as banks.

Other changes in the standardized approach as
compared with the 1988 Capital Accord concernthe
weightsfor off-balance-sheet items and the treatment
of securitized assets. Under thefirst heading the only
change proposed in the New Framework concerns
short-term commitments such as standby commit-
ments and credit lines. Under the 1988 Accord these
received a zero weight. Partly owing to evidence of
extensiverolling-over by banks of commitmentswith
aterm of up to one year — a practice often likely to
be related to the higher conversion factor of 50 per
cent applying to commitments with a maturity ex-
ceeding ayear —aconversion factor of 20 per centis
proposed for those which are not unconditionally
cancellableat any time or not automatically cancelled
in response to a deterioration in the counterparty’s
creditworthiness.

The proposals on asset securitisation reflect the
Basle Committee’sconcern that thistechnique aswell
as others covered by the term, “structured financ-
ing”,%® can be used by banks to reduce their capital
reguirements, while not necessarily also lowering
their true exposure to credit risk. Since the market
for securitized assetsisincreasingly agloba onein
which the asset-backed securities typically have an
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Table 1

RISK WEIGHTS OF BASLE COMMITTEE’SNEW CAPITAL ADEQUACY FRAMEWORK
EXEMPLIFIED WITH RATINGS OF STANDARD AND POOR’S

Assessment
AAAtO A+ to BBB+ to BB+ to Below

Claim AA- A- BBB- B- B- Unrated
Sovereigns 0% 20% 50% 100% 150% 100%
Banks  Option 12 20% 50% 100% 100% 150% 100%

Option 2° 20% 50% °© 50% °© 100% 150% 50% °©
Corporates 20% 100% 100% 100% 150% 100%

Source: BCBS (1999%a: 31).

a Risk weighting based on risk weighting of sovereign in which the bank isincorporated.

b Risk weighting based on the assessment of the individual bank.

¢ Claimsof ashort original maturity of lessthan six months on bankswith arating above BB+ would receive aweighting that
isone category more favourable than the usual risk weight on the bank’ s claims subject to afloor of 20 per cent or thelevel
of the risk weight applying to its country of incorporation.

external credit rating, the Basle Committee proposes
reliance on these ratings for the attribution of risk
welights, the relation between such weights and rat-
ings above BBB- being the same as for interbank
exposures under the first option of the standardized
approach and more stringent treatment being reserved
for assetsrated BB+ and lower.

The standardized approach raises questions
concerning the weighting of unrated exposures and
the choiceof digible externa credit assessors (which
will presumably be more fully answered in the de-
finitiveversion of the proposals). Regarding thefirst
issuetable 1 providesweightsfor unrated exposures.
But it is interesting to note that the weights are less
than for borrowers rated below B-, although a rea
sonabl e assumption might bethat for some countries
failure to seek a rating might be connected to the
likelihood that the rating would prove to be B- or
lower and that the borrower would be thus assigned
arisk weight higher than the 100 per cent specified
for unrated exposures.>

The New Framework sets out anumber of con-
ditions to be met in the case of the use of external
credit assessments under the standardized approach.
Either two assessments by eligibleinstitutionswould
be required or only one assessment where no €ligi-

ble institution had given a lower assessment. To be
eligible an institution would have to meet certain
criteria regarding the objectivity and independence
of the methods employed to assign credit assess-
ments, the transparency and the access to the results
of its assessment for non-domestic parties, and its
credibility and size. The institutions envisaged for
this purposein the New Framework include not only
credit rating agencies but a so export insurance agen-
cies. But the description in the New Framework
would appear to leave several questions open as to
how such a system would be implemented. For ex-
ample, there may be the problem of reconciling
different ratings by different agencies for a particu-
lar borrower. Moreover, when an export insurance
agency is used, there may be difficulties in estab-
lishing a concordance between its ratings and those
of credit rating agencies. Furthermore, the focus of
many export insurance agencies is generally differ-
ent aspectsof country risk, and their assessmentswill
not necessarily include ratings for banks, non-finan-
cia corporates and securitized assets.

This uncertainty about the modalities of the
application of the New Framework’s standardized
approach points to the need for caution in establish-
inglistsof likely winnersand losersunder it. Inview
of the New Framework’s use of the sovereign rat-
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ings of Standard and Poor’sto illustrate how the ap-
proach would work, commentators naturally seized
upon its existing country ratings to establish such
lists. If proposals along these lines are eventually
adopted, there will be increases and decreasesin the
minimum capital requirements for exposure to cer-
tain countries: the countries or territoriesmost likely
to benefit would be certain Asian countries whose
risk weights would fall from 100 per cent to zero
(Singapore and Taiwan Province of China, for exam-
ple); various, primarily middle-income, developing
countrieswould also be likely to receive lower than
their current 100-per-cent weights (Chile, Chinaand
Thailand, for example); some OECD countries, pri-
marily those which have acceded to membership
recently, would lose their current zero weights; and
a number of developing and transition economies,
including some which have recently experienced
financia crises, might havetheir current 100-per-cent
weights increased to 150 per cent.®® But any such
forecastsaretentative. Moreovey, it should beremem-
bered that the subject hereis minimum risk weights,
which may not correspond to the weights actually
used by banks in their capital alocation for credit
risk.

D. Theinternal ratings-based approach;
other possible options

As an alternative to the standardized approach
theNew Framework proposesan internal ratings-based
(IRB) approach, under which capita requirements
would be set on the basis of a bank’s own guantita-
tive and qualitative assessment of its credit risk, an
option likely to be applicable only to “ sophisticated”
institutions (aterm which for an internationally ac-
tive bank would presumably cover the quality of its
international research as well as the technical capa-
bility of its risk management function). The IRB
approach would require supervisors to evaluate,
monitor and validate banks' rating systems (in a
process in some ways analogous to that of the non-
standardized methodology for capital requirements
for market risk describedin section IV.A). TheBasle
Committee acknowledges the still preliminary na-
ture of itsproposalson thistopic and promisesgreater
detail after conducting consultations with the bank-
ing industry.

In a discussion paper published at the begin-
ning of this year the Committee sets out in greater
detail the following key elements to be included in
the“architecture” of an IRB approach: (i) thebank’s

assessment of the risk of default in a borrower, as
embodied in its internal rating and the measurable
risk characteristics associated with these ratings;
(if) asystem for slotting those exposures within a
given bank grade into a regulatory capital bucket
based on the bank’ s quantifiable concept of borrower
default, aswell asloss-given-default and potentially
other asset characteristics; (iii) development of a
capital charge associated with each regulatory capi-
tal bucket based on estimates of itsrelativeriskiness;
(iv) minimum standards and sound practice guide-
linesfor key elements of therating process, including
key characteristics of the rating system and process;
and (v) asupervisory process for validating this ap-
proach including, inter aia, ways of ensuring that
the underlying measures of loss are consistent and
comparabl e across banking institutions and countries
aswell asover time (BCBS, 2000a: 4-6). Subsequent
elaboration of the “architecture” (not necessarily
possible within the timeframe envisaged if the op-
tion is to be included in the initial revision of the
1988 Accord) couldincludethefollowing: (i) increas-
ing the number of dimensions in the architecture to
incorporate other asset characteristics; (ii) breaking
theunitsof measurement in each dimensioninto finer
gradations; (iii) extending the degree of bank discre-
tion in estimating key inputs as banks demonstrate
the adequacy of their data collection; and (iv) intro-
ducing additional refinements for the treatment of
complex instruments in banks' portfolios (BCBS,
2000a).

The New Framework acknowledges consider-
able advantages in the IRB approach. For example,
internal ratings may incorporate supplementary in-
formation about borrowers which is usually beyond
the reach of institutions providing external credit
assessments, and may cover a much broader range
of borrowers. Moreover, the existence of the regula-
tory option of the IRB approach with the flexibility
it provides could offer banks the incentive to under-
takefurther development of their internal techniques
for managing and measuring credit risks (including
the modelling of credit risk)

The counterbalancing drawbacks cited in the
New Framework arethelack of homogeneity among
rating systems at different banks and the central role
still played by subjective risk factors and business
judgements in the assignment of risk grades to par-
ticular borrowers, circumstances unfavourableto the
degree of comparability among banks necessary for
the setting of supervisory benchmarks for vetting
internal ratings. These points are elaborated in the
Basle Committee’s discussion paper on the basis of
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a survey of practices at 30 predominantly large in-
ternationally active banks, which reveaed substantial
variation in the coverage of interna rating systems,
the methods used to grade different sub-portfolios
or groups of borrowers, the balance between quanti-
tative methods and more qualitative ones or judge-
ment, the incorporation of external into internal
ratings, and even in the definitions of default and
loss (BCBS, 20004, especially Parts 2—4).

As dready noted, reservations have been ex-
pressed in several quarters concerning the New
Framework’s standardized approach. At the same
time the alternative option put forward, the IRB ap-
proach, is likely to be feasible for only a limited
minority of sophisticated international banks. There
isthusthe possibility that in the definitive version of
its proposals the Committee will also alow the op-
tion of maintaining the system of risk weightingsin
the 1988 Accord subject to relative minor amend-
ments reflecting supervisory experience (such as a
tightening of the rules regarding which exposures
qualify asshort term). But in all cases supervision of
capital adequacy would include not only minimum
capital requirements but also the other two “pillars’
of the New Framework, supervisory review and mar-
ket discipline.

E. Thesecond and third “pillars’

As mentioned above, the New Framework de-
votes more attention than the 1988 Accord to the
gualitative prerequisites of banks' capital adequacy.
The second and third “pillars’ of the New Frame-
work, supervisory review of capital adequacy and
market discipline, belong under this heading. The
Basle Committee has given special emphasis to the
fact that it “ does not view the three pillars discussed
in A New Capital Adegquacy Framework ... as being
separate initiatives but rather as being complemen-
tary parts of a general attempt to enhance the
international capital adequacy framework and to
improve its overall effectiveness and operation”
(BCBS, 2000hb: 3). Arguably, this statement applies
with special forceto developing and transition econo-
mies where in most cases standards for supervisory
review and disclosure still have further to go thanin
industrialized countries.

The discussion of supervisory review in the
New Framework is concerned primarily with the
application of the following four principles: (i) su-
pervisors expect banksto operate above the minimum

regulatory capital ratios and should be able to re-
guire banksto hold capital in excess of the minimum;
(i) a bank should have a process for assessing its
overall capital adequacy in relation to its risk pro-
file, as well as a strategy for maintaining its capital
levels; (iii) supervisors should review and evaluate
a bank’s internal capital adequacy assessment and
strategy, as well as its compliance with regulatory
capital ratios; and (iv) supervisors should seek to
intervene at an early stage to prevent capital from
falling below prudent levels. Unsurprisingly, these
four principles are closely linked to criteria for as-
sessment of compliance with the Core Principlesfor
Effective Banking Supervision in the area of capital
adequacy discussed in another paper of the Basle
Committee, Core Principles Methodology (BCBS,
1999d: 1-4). These assessments are not to be car-
ried out by the Basle Committee itself but by other
parties such as the IMF, the World Bank, regional
development banks, regional supervisory organiza-
tions and even private consultants or as part of “peer
reviews’ inwhich supervisors of one country assess
another and vice versa. The assessmentsareintended
to be part of global and regional efforts to promote
financial stability, and the role of the IMF will be
related to its efforts to encourage compliance with
the Core Principlesin the context of its surveillance
mandate.>

The criteria regarding capital adequacy (dis-
cussed under Principle 6 of the Core Principles
Methodology) include the following: “capital ad-
equacy requirementstakeinto account the conditions
under which the banking system operates’ so that
“minimum requirements may be higher than [those
under] theBadle Accord”; “the supervisor determines
that bankshave aninternal processfor ng their
overall capital adequacy inrelation to their risk pro-
file"; “regular ... reporting by banksto the supervisor
isrequired on capital ratios and their components’;
and “laws and regulations clearly give the supervi-
sor authority to take measures should a bank fall
below the minimum capital ratio” and “the supervi-
sor clearly sets out the actions to be taken if capital
fallsbelow the minimum standards’ (BCBS, 1999d:
20). The Core Principles Methodol ogy a so contains
an extensive list of other requirements for the legal
framework of banking supervision and for procedures
to be followed by supervisors. Nevertheless, in the
context of current initiatives to reform the interna-
tional financial system, itiswell to recal the lesson
of much recent experience in countries with state-
of-the-art bank supervision that such requirements
do not provide failsafe protection against outbreaks
of instability in the banking sector. In the worked
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example (BCBS, 1999d: 50) of asample assessment
of compliance with supervisory criteria regarding
capital adequacy in the Core Principles Methodol-
ogy the emphasis is interestingly on lacunae in the
legal framework of the country in question and the
example does not provide amodel for assessment of
other aspects of the supervision of capital adequacy
(which have been important in somein recent finan-
cia crises, including those in industrial countries,
and require more complex guidelines).

The principles linked to the second “pillar” of
the New Framework and the assessment criteriafor
the CorePrinciplesalso servetoillustratetheincreas-
ingly pervasive shift in emphasis among the norms
for effective banking supervision away from numeri-
cal standards towards more qualitative ones. This
shift was noted above in section IV.A in connection
with the Basle Committee’'s acceptance of banks' use
of proprietary in-house models for measuring mar-
ket risk so long as the performance of the models
meets specified supervisory standards. Moreover, as
explained in section V.D, the Basle Committee is
considering the option of allowing banksto set capi-
tal requirementsfor credit risk onthe basisof internal
rating systems which have obtained supervisory
validation, but this option is envisaged only for “so-
phisticated” institutions. The second “pillar” of the
New Framework, however, indicatesthat supervisory
skills similar to those required for effective auditing
will also be needed for implementation of other pro-
posals of the New Framework, and that such skills
will have to be continuously upgraded to enable su-
pervisorsto handle changesin banks’ operationsand
products (which have been rapid in recent years).

The potential of market discipline to reinforce
capital regulation (as well as prudential supervision
more generally) dependson the disclosureof reliable
and timely information enabling banks' counterpar-
ties to make well-founded risk assessments (as well
on these counterparties’ actionsin response to these
assessments). In arecent discussion paper the Basle
Committee has elaborated the recommendations of
the New Framework concerning the nature of the
information which should be disclosed under thethird
“pillar” (BCBS, 2000b: 4-8). This should include
the structure and components of abank’s capital, the
terms and main features of its capital instruments,
the accounting policies used for the valuation of as-
sets and liabilities and for provisioning and income
recognition, qualitative and quantitativeinformation
about its risk exposures and its strategies for risk
management, its capital ratio and other data related
toitscapital adequacy on aconsolidated basis, and a

breakdown of itsrisk exposures cal culated in accord-
ance with categories specified in the 1988 Accord
and the eventual revised version. This information
should be supplemented by an analysis of factors
affecting the bank’s capital adequacy. Moreover
banks are encouraged to disclose the ways in which
they alocate capital among their different activities.
Asin the case of the second “pillar”, the disclosure
standards of the third “pillar” figure amongst the as-
sessment criteria for compliance with the Core
Principles which were mentioned above but in this
case with aless explicit specified link to the regula-
tion of capital adequacy.®

The introduction of more uniform regulatory
standards for capital adequacy in alarge number of
countries is believed to have been due in part to an
improvement in the market’s ability to exert pres-
sureinthisarea(BCBS, 1999h: 2, 6). The effects have
varied among countries, to a significant extent ow-
ing to differences in standards of disclosure linked
to both accounting and auditing practices and other
dimensions of transparency.®® Owingto itsapparently
uncontroversial nature the third “pillar” attracted
relatively little attention at the time of the publica-
tion of the New Framework. However, itsimplemen-
tation may pose particularly awkward problems in
several developing and transition economies (and
thus proveto be amajor source of difficulties during
compliance assessment) owing to weaknesses in
accounting and other disclosure standards and to the
widespread existence of state-owned banks or banks
controlled by small groupswhich have previoudy been
subject to at best lax rules regarding transparency.

F. The New Framework’s context of
innovation in the management of
credit risk

The New Framework discusses at some length
recent devel opmentsin the management of credit risk
and their potential implicationsfor the setting of capi-
tal requirements. Two of the subjects singled out for
discussion by the Basle Committee aretaken up here
owing to their relation to the likely future direction
of rules for banks' capital adegquacy, namely credit-
risk models and credit derivatives.

Banks modelling of credit risk isclosely linked
to their internal rating systems for such risks. When
these model sare used, they areintended “to aid banks
inquantifying , aggregating and managing risk across
geographical and product lines’ and their “outputs
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also play increasingly important rolesin banks' risk
management and performance measurement process’
(BCBS, 1999e: 1). This suggests a potential for the
use of such modelsin the supervision of banks' capi-
tal adequacy for reasons similar to those for the IRB
approach. However, before this potential can be re-
alized, asthe New Framework putsit: “supervisors
would have to be confident not only that the models
are being used to actively manage risk but also that
they are conceptually sound, empirically validated,
and produce capital requirementsthat are comparable
across institutions” (BCBS, 1999a: 41). At present
the Basle Committee takes the view that these con-
ditions have not yet been met.

Elsewhere the Committee has elaborated its
reasons for taking this position (BCBS, 1999¢; 1-2
and 51-55). Of specia importance herearedatalimi-
tationsand model validation. Unlikethosein the case
of themodelling of market risk, predictionsfor mod-
elsof credit risk cannot rely on statistical projections
based on comprehensive records of historical prices.
The scarcity of pertinent data also results from the
infrequent nature of defaults. Owing to the resulting
use of simplifying assumptions and proxy data the
sensitivity of models of credit risk to structural as-
sumptions and parameter estimates is essential to
their validation. But thetimeframerequired for such
validation, which should cover a number of credit
cycles,*® requires testing on the basis of amounts of
dataso large asto beimpractical for individual insti-
tutions or as to necessitate co-operative efforts from
theindustry which are currently still only at an early
stage.®° In considering the possibility of increased
reliance on models here (along lines analogous to
that for market risk), supervisors have also to take
account of the greater size of banking than of trad-
ing booksat most ingtitutions and thusthe potentially
more serious effect of errors in the measurement of
credit risk for a bank’s soundness.

The 1988 Accord and its amendments have
recognized the effect in reducing credit risk of tech-
niques such as collateral, third-party guarantees and
netting arrangements. The New Framework has
added to these techniques credit derivatives, whose
use has expanded rapidly since the early 1990s.5!
Stripped to their essentials, most credit derivatives
are transactions in which one party receives a fee
and commits itself to provide the other party with
some specified payment or transfer of value, should
the credit quality of a third party deteriorate. The
consequent opportunities for disaggregating and
transferring credit risk are used to meet various needs
such as the management of credit lines, reduction of

capital required by regulation, the hedging and di-
versification of portfolios, and pure risk reduction
(BBA, 1997, chapter 3). Practicesregarding valuation
and regulation have yet to become firmly estab-
lished.®® Partly this is due to the novelty of credit
derivatives. But the situation also reflects the diffi-
culty of classifying them as a separate and distinct
instrument. For example, an option to purchase a
fixed-rate debt instrument whose priceishighly credit
sensitive could be characterized either as a standard
financial option or as a credit derivative.®* The New
Framework devotes considerable attention to the
problems of measuring the extent of the risk reduc-
tion which can be achieved by credit derivatives and
other new techniquesfor mitigating credit risk. While
recognizing the potential benefits of such techniques
and the need for their recognition in setting capital
standards, the Basle Committee does not commit it-
self inthe New Framework to any particular formula
or solution. Instead, it expresses the hope that con-
sultations with the banking industry will lead to
identification of differencesin the degree of mitiga-
tion of credit risk among credit derivatives and other
new hedging techniquesfor the purpose of establish-
ing regulatory standards. Despite this absence of a
commitment to a particular form of regulatory rec-
ognitioninthe New Framework some quarters appear
confidently to be anticipating increased incentives
for using credit derivativesin the revised version of
the 1988 Accord (Fleming, 1999: 33). If the expected
growth of these instruments then follows, there will
beimportant implicationsfor the supervision aswell
as banks' management of credit risk.

VI. Someissuesarising in connection
with the New Capital Adequacy
Framewor ks

A. Credit rating agencies; pro-cyclicality

Probably the most contentious proposal of the
New Framework isthat for the use of the ratings of
credit rating agencies to set risk weights under the
standardized approach. There is a widespread view
that the agencies' track record, especially with re-
spect to identifying the probability of seriousthreats
to the debt-service capacity of, or defaults by, sover-
eign borrowers is not good enough to justify such
reliance. Most of the expansion in the number of
sovereign ratings since the Second World War has
taken place since the 1970s. However, such ratings
were common in the inter-war period, and critics of
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agencies performance also point, for example, to
the fact that a majority of the countries which de-
faulted between 1929 and 1935 had investment-grade
weightingsfrom Moody’sin 1929 (Cantor and Packer,
1995: 2—-3). Recent criticism hasfocused on the agen-
cies performance during the Asian debt crisis. A
notable feature of this crisis was the large and swift
downgrading of some of the countries affected: Thai-
land, for example, was downgraded four notches®
by both Moody’s and Standard and Poor’s between
July 1997 and the early 1998; Indonesiafive notches
by Moody’sand six by Standard and Poor’s between
June 1997 and the early 1998; and Republic of Ko-
rea six notches by Moody’s and no less than 10 by
Standard and Poor’ s during the same period (BCBS,
1999c: 20-23).

Two magjor concerns about the proposed use of
agencies ratings under the New Framework’s stand-
ardized approach are the effect such a shift would
have on borrowers' cost of credit at thetime of adop-
tion and the possibility that if credit rating agencies
announcements simply paralel changes in market
sentiment or, still worse, actually follow such changes,
then they are capable of exacerbating fluctuations of
conditionsin credit markets and thus financia crises.

The first of these concerns has already been
raised in section V.C, where the necessarily tenta-
tive nature of any forecasts of the effects of using
agencies' ratings for setting risk weights was em-
phasized. The reasons given were the imprecise
nature of the correspondence between the minimum
risk weights of the standardized approach, on the one
hand, and the allocation by banks of capital to their
exposures to different borrowers and thus the pric-
ing of their lending, on the other. Consideration of
agencies' rating record should reinforce this caution
since major agencies often disagree in their attribu-
tion of ratings. For exampleasurvey of the sovereign
ratings of Moody’s and Standard and Poor’s as of
June 1995 showed that they agreed for ratingsof AA/
Aaor abovein 67 per cent of cases, for other ratings
of investment grade in 56 per cent of cases, and for
ratings of below investment grade in 29 per cent of
cases (BCBS, 1999c: 4). Thelow level of agreement
for borrowersof below investment gradeisespecialy
significant for developing and transition economies
since a large magjority belong to this category, and
would make the impact on such economies of the
adoption of risk weights based on the agencies' rat-
ings particularly difficult to forecast.

The statistical evidence concerning the effects
of agencies’ announcements® concerning credit

worthinesson countries’ borrowing costsrelates pri-
marily to the spreads on dollar-denominated bonds
above the yields of United States Treasury bonds of
the same maturity. This evidence shows strong cor-
relations between agencies's announcements and
yield spreads. But mere correlation does not settle
questions regarding the nature of agencies' role dur-
ing fluctuations in credit conditions: only if the
announcements of credit agencies concerning changes
in credit- worthiness preceded changes in market
conditions, would it seem reasonable to credit them
with an effective ex-ante capacity to rate credit risk.
And the results of research provide at most rather
weak support for this proposition.

This emerges clearly, for example, from event
studies in which daily movements of yield spreads
are tracked during the periods before and after an-
nouncements. In the case of announcements of nega-
tive changesin creditworthinessyield spreadsfor the
borrower in question on average rose throughout the
month before the event, and in the case of announce-
ments of positive changes fell.” Such movements
do not preclude the possibility that rating announce-
ments have some independent, generally limited,
impact onyield spreads: one study, for example, iden-
tifies atypically large daily movements in yield
spreads on the day of and that after announcements,
and findsthat ratingsthemselves explain more of the
variancein yield spreads than a standard set of mac-
roeconomic indicators used to estimate the determi-
nants of such spreads.® Movementsin spreadsduring
the days after the announcements were frequently
but not always the same direction as before.®® Other
tests of the direction of causality of the relation be-
tween announcements and yield spreads suggest that
the causality goes both ways.™

As the authors of one of these studies put it,
their findingsimply that while sovereign ratings have
the potential to moderate large cycles in conditions
in credit markets for borrowers from emerging mar-
kets, “the rating agencies have failed to exploit that
potential over the last decade” (Reisen and von
Maltzan, 1999: 5). These findings help to explain
the wariness regarding recourse to agencies’ ratings
for setting banks' minimum capital levels in many
official circles(and not only thosein devel oping and
transition economies), awarinesswhich, it should be
noted, isapparently matched by somereluctanceamong
the agencies themselves to assume such arole.”

Thus an important part of the misgivings con-
cerning arole for agencies' ratings in the setting of
capital requirementsrelatesto the possibility that the
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result might be an accentuation of fluctuationsin the
availability and cost of financing from credit mar-
kets. Systematic studies bearing on the question of
whether use of the external credit assessments of
export insurance agencies (another possible source
of such assessments under the New Framework’s
standardized approach) would appear to be lacking,
though there is no reason to suppose that their track
record in identifying shiftsin creditworthiness ahead
of market participantsis necessarily superior to that
of the rating agencies. It should be emphasized that
the idea of a system of rules for capital adequacy
completely free of elements likely on occasion to
reinforce cyclical movements in credit conditions
seems utopian.” What can reasonably be asked of
such asystem isthat on balance it contributes to be-
haviour by lenderswhich makelarge movementsless
rather than morelikely, apoint of special importance
to developing countries regarding revised capital
standards in view of the highly cyclical nature of
capital flowsduring recent financial crises. Thus, the
discussion above of credit rating agencies’ track
record suggests that formulation of detailed rules
incorporating the external credit assessments of such
agencies into the regulatory rules for banks' capital
will be adifficult task, requiring safeguards against
the possibility of perverse effects.

B. Broader participation in standards
formulation

At severa points in this paper reference has
been made to the Basle Committee’s progression
from being asourceregulatory initiatives directed at
internationally active banks by its member countries
to that of a global standards setter. This process has
inevitably raised questions concerning itsrepresenta-
tiveness, and such questions are particularly under-
standableinrelationto rulesregarding capita adequeacy,
alinchpin of regimesfor prudential supervision and
aparticularly prominent subject of the Committee’s
work.™

The Committee’smembershipisstill limited to
agencies(regulatory bodies, ministries of financeand
central banks) from 12 countries.™ Argumentstradi-
tionally put forward in favour of its composition and
working methodsincludethefollowing: that itscom-
pact size is closely connected to the smoothness of
its working methods and to its ability to achieve re-
sults fairly speedily and on the basis of consensus;
that this consensus plays an important rolein the way
inwhich standards enunciated by the Committee are

incorporated in national regulatory and supervisory
regimes, that the credibility of the Committee’ swork
in the financial sector itself, which is also important
for the effective implementation of its results, de-
pends on the quality of its membership, quality here
reflecting the sophistication of a country’s financial
markets as well asthe calibre of its supervisors; and
that the Committee devotes considerable efforts to
its contacts with supervisory bodies throughout the
world (mentioned above in section 111.C). These are
weighty arguments, especially when one compares
theworking methods of, and the results achieved by,
the Committee with the performance of many other
major international organizationsin the areaof estab-
lishing internationally accepted rules. Nevertheless,
they do not preclude changes in the direction of
broader participation in the Committee’s work, and
indeed recent actions of the Committee itself sug-
gest that its members may be open to such changes,
provided they do not compromise the strengths just
mentioned. Moreover, it might be argued that the
beneficial effectsof broader participationin the Com-
mittee’'s work would not be limited to satisfying
demands which are anatural concomitant of its glo-
bal impact. As those parts of the banking industry
and the network of financial markets outsidethe main
industrial countriesgrow increasingly important, the
credibility of the work of the global standards setter
for banking regulation in the banking sector itself
may actually be enhanced by greater participation
in preparation of these standards on the part of
representatives of countries outside its traditional
membership, especialy in view of the general ac-
knowledgement that supervisors, banks and markets
inanumber of such countrieshave now attained high
levels of sophistication.”™

The Basdle Committee itself took steps in this
direction in its work on the Core Principles for
Effective Banking Supervision. This document was
prepared in a group containing not only representa-
tives of the Committee’s membership but also from
Chile, China, the Czech Republic, Hong Kong
(China), Mexico, Russia and Thailand. Nine other
countries (Argentina, Brazil, Hungary, India, Indo-
nesia, Republic of Korea, Malaysia, Poland and
Singapore) were a so closely associated with thework
(BCBS, 1997a: 1-2). This could be a model to fol-
low in future.”® Modalities would of course need to
be discussed. These would include such questions
as whether broader participation in the Committee’'s
work should entail an expansion of itsforma mem-
bership or whether it should be based on ad hoc
arrangementsrelated to work on particular subjects.”
The compactness of the Committee’ sworking groups



20 G-24 Discussion Paper Series, No. 3

could be preserved through limitation of their size
decided by the Committeeitself (although exclusion
from some working groups of members of an even-
tually expanded Committee might easily proveto be
a source of delicate political problems). But specu-
lation asto the nature of appropriate modalities may
not be helpful at this stage. More important is ac-
ceptance that the expanded participation which
characterized the preparation of the Core Principles
should be amore general characteristic of the Basle
Committee's future work.

C. A brief look into the future

Banks' capita is directed at the risk of unex-
pected losses. In principle, al categories of banking
risk which can lead to such losses should be cov-
ered, and al of them are ultimately capable of being
trandated into credit risk for the institution itself.
Those concerned with the management of banks
are inevitably confronted with the interrel ationships
among different categories of banking risk. Banks
internal controls reflect awareness of this and are
designed, more or less effectively, to deal with the
problemswhich these interrel ationships pose. Recent
periods of financia turbulence have dramatized con-
nections between different banking risks, in particular
those between credit and market risk. These connec-
tions have been highlighted in publications of both
the Basle Committee and the Bank for International
Settlements. In a review of supervisory lessons of
the Asian crisis, for example, aworking group of the
former noted that “ The correlation of market risk and
credit risk in the Asian crisis also represented an
important risk phenomenon. As the market value of
many claims against Asian counterparties rose dur-
ing the crisis, the financial stability and soundness
of many counterparties fell, thus increasing the risk
of non-payment by those counterparties’.”

Unsurprisingly, the efforts of major banks to
upgrade their risk management function in response
to the increased complexity of many of their opera-
tions and products (which have proved the source of
large losses for severa institutions in recent years)
are characterized by an increasingly integrated ap-
proach to the handling of different risks.” There is
still some question as to how robust the new meth-
ods of risk management will provein timesof stress,
but thefocusof attentioninthisareaislikely to betheir
further improvement. Moreover, invariousformsthese
methodswill inevitably spread from thelarger, more
sophisticated institutions throughout the industry.

Considered from the standpoint of integrated
risk management the series of international initia-
tives on capital standards and other aspects of the
prudential supervision of banking risks have apiece-
meal, slightly adventitious quality, which isno doubt
the consequence of their being driven by supervi-
sory concerns linked to actual experience of mgjor
banking risks at different times and by the uneven
progress of different parts of the state of the art of
risk management. Thus, for example, as explained
earlier in this paper, the initial focus of these initia-
tives was the traditional counterparty risk of bank-
ing books; the next major steps concerned market
risk, reflecting the growing importance of many
banks' trading books and the increasing sophistica-
tion of their techniques for managing such risk; the
current move to revise the 1988 Capital Accord is
driven partly by changesin market practicethat have
accentuated some of the Accord’sanomalies, and the
new proposals are also intended to accommodate to
some extent developmentsin banks' techniques for
managing credit risk; and further attention can be
expected to the development of prudential standards
for operational and interest-rate risk as techniques
for managing these risks improve. As suggested at
several pointsin this paper, this process has entailed
an apparently inexorable tendency for the focus of
banking supervision to shift towards vetting firms'
systems for monitoring risks and setting capital re-
quirements at levels reflecting their own estimates
of possible unexpected losses. The growing complex-
ity of banks' operations and the increasing sophisti-
cation of the requirements for successful banking
supervision have implications for international ini-
tiatives regarding financial regulation, the function-
ing of theinternational financia system, and policies
in developing and transition economies in the area
of regulation and supervision. Thefull range of these
subjects cannot be treated in this paper but in con-
clusion afew of theissueswith amore or lessdirect
bearing on matters discussed earlier in this paper will
be taken up.

Firstly, as frequently emphasized above, the
increasingly heterogeneous banking sector with
which the Basle Committeeis concerned is a source
of growing difficulty for global standards setting
since its objectives include a reasonable measure of
regulatory uniformity for theinstitutions covered and
thus the reduction to minor proportions of advan-
tagesin competition among them due to differences
in national regulatory regimes (so that the so-called
“level playing field” applies).® Not only competi-
tive conditions are involved here but also the scale
of international capital movements. Thisis because
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asignificant amount of such movementsisaresponse
to regulatory differences among jurisdictions and
firms understandable determination to take advan-
tage of them.®!

Secondly, the progressive shift in the nature of
banking supervision away fromrelianceon relatively
simple rules and procedures is increasing the skills
required of supervisors (in particular placing a pre-
mium on enhanced quantitative skills). Not all coun-
tries will be affected equally by these changes, and
those with less developed banking sectors will be
affected least (initially at any rate). But the trend is
aready widespread and likely to becomeincreasingly
important. It has already contributed to several in-
ternational training initiativesto strengthen supervi-
sors skills. But the problems for national policy are
not limited to expanding training. As supervisors
acquirethe new skills (which will often include most
or al of those required of auditors, for example), the
public sector will often find itself competing for their
serviceswith banks and accounting firms capable of
offering substantially higher remuneration. To some
extent the resulting situation may be amenable to
amelioration through linking the training provided
to supervisorsto contracts which require a period of

service in the public sector. But such a measure is
unlikely to eliminate this difficulty.

Thirdly, in licensing foreign banks countries
need to take account of their capacity to supervise
the activities the banks are permitted to engage in
(activities subject to rapid innovation of the kinds
exemplified in section V.F). This is not necessarily
an easy counsel. To some extent supervisorscanrely
on their counterparts in the country of the bank’s
parent institution (in accordance with the principles
of the Basle Committee's 1992 statement, Minimum
Sandardsfor the Supervision of International Bank-
ing Groups and their Cross-Border Establishments
(BCBS, 1992a), discussed in section 111.C), but there
may be limits to the extent to which such relianceis
feasible.®? Moreover in situations of banking crisis
where infusion of capital to local institutions from
foreign banking groups is regarded as essential to
restructuring, countries can be in aweak bargaining
position regarding the licensing of the activities
which new entrants are permitted to undertake. With
time convergence in banking practices and supervi-
sory standards, one can hope, will attenuate these
difficulties but it is foolhardy to expect the process
to be other than gradual.

Annex A

RATING SYMBOLSFOR LONG-TERM SENIOR DEBT OF SELECTED CREDIT RATING AGENCIES

Investment grade ratings Foeculative grade ratings
X P2and X P2and
others®  Moody's Interpretation others® Moody's  Interpretation
AAA Aaa Highest quality; BB+ Bal Likely to fulfill obligations;
extremely strong BB Ba2 ongoing uncertainty
BB- Ba3
AA+ Aal High quality B+ B1 High risk obligations
AA Aa2 B2
AA- Aa3 B- B3
A+ Al Strong payment capacity CCC+ Caal Current vulnerability to default
A A2 CCcC Caa2
A- A3 CCcC- Caa3
CcC
BBB+ Baal Adeguate payment capacity Ca In bankruptcy or default,
BBB Baa2 or other marked shortcoming
BBB- Baa3
Source: Cantor and Packer (1994) as updated in Caouette et al. (1998: 69).

a Standard and Poor’s.

b Other major credit rating agencies in industrial countries with the exception of Canadian Bond Rating Service and

Dominion Bond Rating Service.
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Notes

10

Basle Committee on Banking Regulation and Supervisory
Practices, the forum which was the source of this Accord,
was subsequently renamed Basle Committee on Banking
Supervision.

Credit risk results from the possibility that a bank’s
counterparty will default on its obligations. The principal
focus of the discussion which followsis credit risk. Other
banking risks such as market risk will be covered only
incidentally.

Netting refers to the amalgamation of sums due to and
from abank for the purpose of estimating its net risk ex-
posure. Such netting can be bilateral, in which case it ap-
plies to the mutual obligations of the counterparties, or
multilateral, in which caseit appliesto the mutual obliga-
tions originating within a group of counterparties (net
amounts due being settled through a central clearing
house). So long asthey are supported by appropriatelegal
rules, such netting arrangements can reduce banks' risk
exposure, and the Basle Committee's role here has con-
sisted in specifying when such a reduction should be re-
flected in lower capital requirements for banks.

Market risk is that of loss due to changes in the market
value of a bank’s assets before they can be liquidated or
offset in some way.

The Basle Committee on Banking Supervision comprises
representatives of the central banks and supervisory au-
thorities of Belgium, Canada, France, Germany, Italy, Ja-
pan, Luxembourg, Netherlands, Sweden, Switzerland,
United Kingdom and United States.

The discussions here of the definition of capital for the
1988 Accord and of its risk weights draw extensively on
Dassesse et al. (1994, chapter 14), and on Murray-Jones
and Gamble (1991, chapter 2).

Comprehensive classifications of non-standard financial
instrumentswith examples of their usein practice are hard
to find. The most comprehensive known to this writer is
that (for the United States) contained in Graham and Dodd
(1934, note 3). This“partial list of securities which devi-
ate from the normal patterns’ takes 17 pages, and covers
bonds, preferred stocks (including the example of non-
cumulative preferred with no claim whatever to assets),
and common stocks which deviate from the standard pat-
tern as well as miscellaneous non-standard securities.
Perpetual non-cumulative preference shares (an instrument
firstintroduced in and most commonly used in the United
States among countries of the Basle Committee) are not
redeemable at a pre-set date or at the option of the holder,
and the holder has no right to recoup eventually a divi-
dend which has been passed for any reason.

The Basle Accord lays down a standard for the minimum
level of capital. Tier-2 capital in excess of that required
for meeting this minimum may thusin some countriescon-
tribute to satisfying supplementary level srequired by regu-
lators.

The goodwill component of the investments in a bank’s
portfolio reflects the excess of the going-concern value of
assetsover their liquidation value, i.e. the sum available on
an investment if the businessinvolved were wound up and
its assets turned into cash. Goodwill is an intangible asset,
whosevalue derivesfrom the capitalization of future profits
expected to accrue asaresult of someintangible advantage,
such as agood reputation or strategic location. The sum at
which goodwill is carried on a balance shest is generaly
only an approximate estimate of itstrue value.

11
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In the case of items under (c) and (d) regulatory authori-
tieshave the discretion to attribute a higher weight. Inthe
caseof collateral and guarantees here and below theweight
of the entity bearing the ultimate risk applies only to the
extent to which the risk is covered: where aclaim is par-
tially guaranteed or secured, only that part of it will attract
the lower weight of the entity in question.

The multilateral development banks explicitly specified
are the World Bank, the Inter-American Development
Bank, the Asian Development Bank, the African Devel-
opment Bank and the European Investment Bank. But
other such banks in which Group-of-Ten countries are
shareholding members may also be included under this
risk weight at national discretion.

This can beillustrated for an interest-rate swap in which
one party (A) pays a fixed rate and receives a floating
rate, while the other (B) receives fixed and pays floating.
At the contract’s inception its terms are set so that its
present valueiszero, but if interest rates subsequently rise,
the contract movesinto the money for A (whiletaking on
anegative present value for B), so that its replacement in
the event of B’s default would entail a cost to A (and is
thus a source of credit risk).

No potential future credit exposureis cal culated for swaps
involving the exchange of paymentsat two different float-
ing interest rates, the credit equivalent being estimated
solely on the basis of replacement value.

Contracts traded on exchanges may be excluded where
they are subject to daily margin requirements (the credit
risk in such cases being assumed to have become that of
the exchange).

Internationally active banksarethosewith foreign branches
or undertaking significant cross-border or Eurocurrency
business.

Council Directive of 17 April 1989 on the own funds of
credit ingtitutions (89/299/EEC).

Council Directive of 18 December 1989 on a solvency
ratio for credit institutions (89/647/EEC).

The preamble to the Own Funds Directive contains the
statement; “Whereas credit institutionsin acommon bank-
ing market engage in direct competition with each other,
and the definitions and standards pertaining to own funds
must therefore be equivalent; ... whereas the adoption of
common basic standardswill beinthe best interests of the
Community in that it will prevent distortions of competi-
tion and will strengthen the Community banking system”.
“Credit institution” isthe term in EEC/EU banking regu-
lations for “an undertaking whose business is to receive
deposits or other repayable funds from the public and to
grant credits for its own account”.

“The commitments of the members of credit institutions
Set up as co-operative societies ... shall comprise those
societies’ uncalled capital, together with the legal com-
mitments of the members ... to make additional non-re-
fundable payments should the credit institution incur a
loss, in which case it must be possible to demand those
paymentswithout delay”.

See Murray-Jones and Gamble (1991: 155-156). The
speed with which Australiaadopted capital standards based
on the Basle Accord — in August 1988 on the basis of a
prudential statement of the Reserve Bank of Australia—
no doubt partly reflected its position as one of the 28 coun-
tries at that time whose central banks were shareholders
of the Bank for International Settlements, which provides
the secretariat support for the Basle Committee.

These contacts are described at length in the biennial Re-
ports on International Developments in Banking Super-
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31

vision of the Basle Committee on Banking Supervision.
See also BCBS (19983, section C) and Cornford (1993:
9-11).

For agood review of this Act see Misback (1993).

First Council Directive on the co-ordination of laws, regu-
lations and administrative provisions relating to the tak-
ing up and pursuit of the business of credit institutions
(77/780/EEC).

SeeBCBS(19924). These minimum standards can be sum-
marized as follows: (i) all international banking groups
and international banks should be supervised by a home-
country authority that capably performs consolidated su-
pervision; (ii) the creation of a cross-border banking es-
tablishment should receive the prior consent of both the
host-country supervisory authority and the bank’s, and if
different, banking group’s home-country supervisory au-
thority; (iii) supervisory authorities should possesstheright
to gather information from the cross-border banking es-
tablishments of the banks or banking groups for which
they are the home-country supervisor; and (iv) if a host-
country authority determines that any one of the forego-
ing minimum standardsis not met to its satisfaction, that
authority could impose restrictive measures necessary to
satisfy its prudential concerns consistent with these mini-
mum standards, including the prohibition of the creation
of banking establishments. Several problems posed by the
implementation of these minimum standards, together with
recommendations for handling them, are discussed in a
subsequent joint report of the Basle Committee and off-
shore banking supervisors (see BCBS, 1996a).

This point has been particularly eloquently madein are-
cent commentary as follows: “the establishment of mini-
mum, international ly-agreed supervisory standardsavails
nothing if the standards are not strictly and diligently en-
forced or if a supervisory authority lacks the sophistica-
tion or resources necessary to supervise the operations of
credit institutions which it has authorised. ... the stand-
ardsthat have been agreed internationally or which, inthe
case of the EC, have been imposed by law, are merely
crude skeletons onto which the intricacies of supervising
particular businesses must be grafted: the skeleton is of
no useif the muscle and skin grafts do not hold or do not
fit, or are not attempted at all.” See Dassesse et al. (1994:
164).

On bank regulation in East Asia at the outbreak of the
financial crisis see UNCTAD (1998, Part One, chapter
111, box 3).

Principle 6 of the 25 Core Principlesisasfollows: “Bank-
ing supervisors must set prudent and appropriate mini-
mum capital adequacy requirements for banks. Such re-
quirements should reflect the risks that the banks under-
take, and must define the components of capital, bearing
in mind their ability to absorb losses. At least for interna-
tionally active banks, these requirements must not be less
than those established in the Basle Accord and its amend-
ments.”

See BCBS (1996b, Introduction, section 1). A more com-
plete definition of a bank’s trading book along the same
lines is contained in Article 2 of the EEC’s Council Di-
rective of 15 March 1993 on capital adequacy of invest-
ment firms and credit institutions (93/6/EEC).

The categories of market risk specified under the stand-
ardized methodology are those due to interest rates, eg-
uity positions, foreign exchange, and commodities. The
treatment of derivatives other than options under each of
these headings is integrated with that of the underlying
positions or instrumentsin accordance with specified pro-

32

33

34

35
36

37

38

39

40

41

cedures; and that of options consists of three alternatives,
of whichtwo (the“simplified” and “ scenario” approaches)
involve separate calculation of capital requirements for
their market risks, whilethe other (the* delta-plus method”)
trandlates option exposure into values equivalent to those
used for other items of the trading book for the purpose of
calculating capital requirements but also adds on figures
to cover option-specific gamma and vega risks, i.e. the
risks due to the sengitivity of option values to changesin
those of their underlying assetsand to changesinthevola
tility of those values.

See, for example, BCBS (1998b: 3-4). The initia pro-
posal of the Basle Committee for an amendment of the
Capital Accord to incorporate market risks was based on
the standardized methodol ogy a one, and thuswould have
entailed a much smaller role for banks' own risk model-
ling. This provoked a highly critical reaction from thein-
dustry which pressed for an approach recognizing meth-
ods of managing market risk developed by banksasare-
sponse to market behaviour. For accounts of the ensuing
debate that led to the 1996 Amendment see BCBS (1994:
82-87) and Best (1998: 185-189).

Banks' internal controlsare aubiquitoustopic of theBasle
Committee’s statements on different subjects, unsur-
prisingly since these are often directed as much to con-
tributing to the improvement of these controls as to the
development of standards and rules for banking supervi-
sion. Nonetheless, the Committee has given its attention
to the subject of systems of internal controlsassuchinits
statement (BCBS, 1998d).

For asurvey of banking crisesin several OECD countries
during this period see Davis (1992, chapters 6 and 8).
Thisargument is discussed in Dassesse et al. (1994:162).
See BCBS (1999h: 27-35). The causes of the contraction
of banks' lending in some major OECD countries, includ-
ing their efforts to increase capital in relation to assets,
are also discussed in UNCTAD (1992, Part Two, chapter
I1, section B). The ultimate macroeconomic effects of in-
creasesin banks' risk-weighted capital ratios also depend
on such factors as borrowers’ access to alternative forms
of financing and the success of tighter capital standardsin
reducing excessive risk taking and thus the likelihood of
financial instability.

According to estimates of the United States Federal Re-
serve, outstanding non-mortgage-related, asset-backed
securities and asset-backed commercial paper issued
through programmes sponsored by the 10 largest United
States bank holding companies exceeded 12 per cent of
the firms' total risk-weighted assets and 25 per cent of
total risk-weighted loans. Such securitization activitiesare
frequently motivated by capital arbitrage (BCBS, 1999b:
25-26).

For schematic exemplification see BCBS (1999b, Appen-
dix 1).

BCBS (1999b: 25). This evidence is discussed in more
detail in BCBS (1999c: 24-25; and Annex 4).

One should not overemphasi ze the autonomous power of
atechnical group like the Basle Committee, even over its
own membership. As Kapstein putsit, the Committee “is
not a supra-national organization, and it has no enforce-
ment powers on its own; banking supervision remainsthe
province of national authorities. The committeeisonly as
effective as its member states want it to be” (Kapstein,
1994: 128).

A good account of the political as well as the technical
dimensions of the processleading to the 1988a Accord is
to be found in Kapstein (1994, chapter 5).
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Evidence on the high volatility of major macroeconomic
variables and its relation to banking crises in selected
emerging-market countries is surveyed in Goldstein and
Turner (1996: 9-14).

Concerning theimpact of financial turbulenceontheBade
Committee’s work see Fleming (1999: 29).

That this possibility is under consideration was indicated
to me during contacts with the regulatory community.
BCBS (19993, para. 18). A diagrammatic illustration of
the way in which the new proposals should be applied to
banking groups is provided in Annex 1.

Asthe 1988 Accord putsit (in remarks which, of course,
antedated the amendment to incorporate market risks):
“The framework in this document is mainly directed to-
wards assessing capital inrelationto credit risk ... but other
risks, notably interest rate risk ..., need to be taken into
account by supervisors in assessing overal capital ad-
equacy” (BCBS, 1988a, para. 8). The New Framework
elaboratesthat the 1988 Accord “was primarily concerned
with minimum standards to cover credit risk”, but “inso-
far as these capital charges covered other types of risk,
these were effectively assumed to be proportional to credit
risk” (BCBS, 19994, para. 13).

Concerning the meaning of “OECD countries’ see sec-
tion 11.B.

The system of Standard and Poor’s is selected solely for
illustrative purposes. A concordance of thisrating system
with that of Moody’sis provided in Annex A to this paper.
In order to sanction countries not providing sufficient fi-
nancia and economic information, the Basle Committee
proposes that, to be eligible for aweight of less than 100
per cent, a country would have to subscribe to the IMF's
Specia Data Dissemination Standards (SDDS).

Asin the case of claims on countries, the attribution of a
less than 100-per-cent weight to claims on banks would
be subject to a supplementary condition, in this case that
the supervisor in the bank’s country had implemented, or
had endorsed and was implementing, the Basle Commit-
tee’'s Core Principles for Effective Banking Supervision
(BCBS, 19974a).

Over the years corporate entities have only exceptionally
been accorded ratings or risk premia for their borrowing
rates of interest reflecting creditworthiness superior to that
of their home countries. But owing to the proliferation of
credit enhancements of various kinds, this phenomenon
may become more common in future.

BCBS, “Amendment to the Basle Capital Accord of July
1998", Press statement, 7 April 1998.

Asset securitization is used to transformiilliquid financial
obligations (such asthose linked to mortgages or receiva-
bles on credit cards or in the accounts of corporations)
into tradeabl e asset-backed securities. Several techniques
can be employed for this purpose including the establish-
ment of “special purpose vehicles’ (SPVs) for the issu-
ance of high-quality securitieswith ratings benefiting from
various forms of credit enhancement, such as over-
collateralization and third-party guarantees, and the crea-
tion of credit tiers with differentiated pricing designed to
atract demand from different categories of investor. For a
fuller discussion see Caouette et a. (1998, chapter 23).
Unsurprisingly, unrated countriesinclude alarge number
of low-income ones. According to the Meltzer Commis-
sion Report (IFIAC, 2000: 52), more than two thirds of
IDA loans went to countries without access to interna-
tional financial markets.

| am indebted to an exercise of Colin Miles of the United
Kingdom'’sFinancial Services Authority showingwinning
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and losing countries in the event that the risk weights of
the 1988 Capital Accord werereplaced by theschemelink-
ing their current ratings from Standard and Poor’s to the
proposed new weights (IDS, 1999, table 1).

The need for intensified IMF surveillance of financial-
sector issues was a recommendation of the Interim Com-
mittee in its Communiqué of 16 April 1998.

See the discussion of assessment criteriafor Principle 21
(“Banking supervisors must be satisfied that each bank
maintains adequate records drawn up in accordance with
consistent accounting policies and practices that enable
the supervisor to obtain atrue and fair view of the condi-
tion of the bank and the profitability of its business, and
that the bank publishes on aregular basis financial state-
mentsthat fairly reflect its condition”) in BCBS, (1999d:
45-46).

Concerning differences in disclosure standards for banks
inagroup of mainly industrialized countries see Cornford
(1999, section I11).

It should also be noted that the current state of the art is
still not well developed regarding correlations between
deteriorations in the credit risk of different counter par-
ties (and thus regarding the effects of contagion on the
danger of default) which are a frequent feature of credit
cycles (BCBS, 1999¢: 48).

Asan analysis of the New Framework in the Institutional
Investor putsit: “But the banks are well awarethat ... the
job of persuading regulators to accept the use of credit
risk models ... for capital adequacy purposes will take
years’ (Fleming, 1999: 33).

On the basis of a survey of the London market for credit
derivativesthe British Bankers' Association estimated its
sizein notional terms to be about $20 billion in October
1996, and forecast that this figure would rise to $100 hil-
lion by 2000. See BBA (1997: 14).

For a succinct account of the pricing and closely related
process of hedging credit derivatives see Caouette et al.
(1998: 316-320).

See Caouette et al. (1998: 13). Asarecent treatise on de-
rivatives regulation puts it: “While the regulators have
managed to classify the other formsof derivative, the credit
derivative has posed different problems (for example in
relationtoitscategorisation for capital adegquacy purposes).
The principal difficulties revolve around the intangible
nature of the credit derivative as a separate category of
derivative... the credit derivative can be structured as a
swap or option and may relate to debt, equities, or com-
modities’ (Hudson, 1998: 84).

Theissues discussed in section V1 were selected for their
importanceto devel oping and transition economies. How-
ever, some of them, in particular, those related to credit
rating agencies, pose very similar problemsfor industrial -
ized countries.

Notches are gaps between ratings. For example, the gap
between a rating from Standard and Poor’s between A+
and A- istwo notches. See Annex A.

Announcements in studies concerning this subject cover
not only those of actual changesin ratings but also those
classified under “outlook” by Standard and Poor’s or
“watchlist” by Moody’s. For the purposes of analysisthese
categories may be disaggregated.

See Cantor and Packer (1996); Larrainet al. (1997); Reisen
and Von Maltzan (1998, 1999). These studies deploy
mostly very similar techniques of analysis, but those of
the authors associated with OECD Development Centre
are based on larger samples of announcements, which in-
clude the Mexican and Asian crises.



The Bade Committee’s Proposals for Revised Capital Sandards: Rationale, Design and Possible Incidence 25

68

69

70

71

72

73

74

75

See Cantor and Packer (1996: 44, 46). There are similar
findings concerning yield spreads at thetime of announce-
ments in the studies of the authors associated with the
OECD, especially for borrowers from emerging markets
(though they are less marked in the 1999 study).

Thus the 1997 study of Larrain, Reisen and von Maltzan
finds not only more pronounced movements in the yield
spread for borrowers from emerging markets than for the
whole sample during the period before the announcement,
but also an actual reversal of the movement afterwards, a
result suggesting some market overshooting (Larrain et
al., 1997: 20-21). There are similar findings in the 1998
and 1999 studies of the OECD authors, athough the pat-
tern of the movement in spreads becomes less clear as
announcements are disaggregated into negative and posi-
tive under “watchlist/outlook”, actual upgrades, and ac-
tual downgrades.

The 1997 and 1999 studies of the OECD authors contain
Granger-causality tests of the impact of ratings on yield
spreads and vice versawhich reject the hypothesis of one-
way causality, though in the case of the latter study this
result ceases to hold if the sample of announcements is
disaggregated by rating agency —in one case lagged yield
spreads actually determining ratings (Reisen and von
Maltzan, 1999: 17).

See, for example, Fleming (1999: 32), who notesthat agen-
cies’ unregulated status might be compromised by such a
role—aprospect which elicits mixed feelingsamongst the
agenciesthemselves.

Elements other than the use of agencies' ratings to deter-
mine risk weights are also capable of reinforcing such
movements. For exampl e, the discussion of the shortcom-
ings of the 1988 Accord in section |V.B pointsto the pos-
sibility that the imposition of capital standardsis capable
of depressing banks' lending, and the resulting contrac-
tion may coincidewith recession, thusreinforcing it. How-
ever, such effects can belargely or completely avoided by
flexibility in the way new standards are implemented.
Another way inwhich capital standards such asthose enun-
ciated by the Basle Committee are capable of depressing
lending in arecession is a consequence of the recession’s
effect on banks' loan loss reserves: the recession is quite
likely to lead to the need for higher specific loan less pro-
visions against particular loans (which do not count as
capital eligiblefor meeting regulatory requirements) at the
expense of general loan loss reserves (that do count as
part of the bank’s capital base to which the volume of a
bank’s lending is related).

Other statements of the Basle Committee which are argu-
ably of special importance for the development of global
standards for banks' regulation and supervision are the
CorePrinciplesfor Effective Banking Supervision (BCBS,
19974), and Minimum Standards for the Supervision of
International Banking Groups and their Cross-Border
Establishments (BCBS, 1992a) —whose relation to stand-
ardsintended to accompany the granting of market access
to foreign banks is discussed in section 111.C.

A frequently cited brief account of the origin of the Basle
Committee is that contained in the paper of its chairman,
W.P. Cooke (1981).

The need for extending the Basle Committee’s outreach
is, of course, accepted by its member countries. As a sen-
ior United Kingdom supervisor put it in connection with
thework on revised capital standards, the Basle Commit-
tee's “outreach to a worldwide audience will need to be
demonstrated again on the New Capital Adequacy Frame-
work if that is to be a framework for al, and not simply
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for internationally active banksinthe G-10" (Evans, 2000:
18). The question |eft open by such statements is the ex-
tent to which, and the methods whereby, this extended
outreach should involve broader participation in prepara-
tion of the Committee’s standards.

This suggestion seems to be in accord with the spirit of
the recommendation of the Meltzer Commission that “any
expansion of membership in ...committees or groups [of
the BIS] should be undertaken gradually and deliberately
to avoid disruption of the information exchange that cen-
tral bankersfind valuable’ (IFIAC, 2000: 79).

One (athough not the only envisageable) way of approach-
ing this problem would consist of providing for the par-
ticipation of developing and transition economies in the
work of the Committee on arotating basis, as suggested
in Griffith-Jones and Kimmis (1999: 44).

See BCBS (1999c: 14). For asuccinct account of the way
in which market and credit risk (in the form of aflight to
quality) interacted in bond marketsin the aftermath of the
Russian crisisin 1998 see BIS (1999: 88-91).

“The current holy grail in risk management is to create
one big integrated model to capture all the different types
of risks banksface— " getting one number for risk’. Thisis
agigantic task and is like trying to hit a moving target —
risk management, both conceptually and in practice, is
moving so fast. The first step, though, isto complete the
modelling of credit risk and then fuse these models to-
gether with market risk models’ (Weller, 1999: 38).
Adoption of the internal-rating based approach to capital
requirements (described in section V.D) may also make
difficult the achievement of the objective of competitive
equality among banks, unless the standards imposed by
regulators are uniform across jurisdictions.

On the way in which differences in regulatory regimes
have contributed to the expansion of both international
banking and international capital movements see Dale
(1984: 10-16).

These limits are illustrated in the following interesting
comment of Q. Hermans, the Governor of the Central Bank
of Botswana, quoted in Goodhart et al. (1998: 221-222):
“1 will mention two or three of the sorts of things that |
think need to be addressed. One is the question that in
many small or emerging countries the banks are largely
subsidiaries of large metropolitan banks. What are the
specia kinds of issues that that poses? One is that when
you send in your own country banking supervisors, the
top management of the bank say *Why do you bother? We
areBank A, and thereis adequate supervision of Bank A in
the UK, and thisis paperwork that's a nuisance to us, and
you are second-guessing management - we have avery pow-
erful board in the UK that doesthat’. That isin my experi-
ence totally incorrect. The management of the subsidiaries
of large metropolitan banks in countries like Botswana is
inadequate, and there are two or three sets of problems that
we have experienced time and time again. Oneisthat there
are no internal auditors in the subsidiaries. They rely on a
vidit by an internal auditor from Head Office who comes
out once ayear for one week. That'swholly inadequate. A
similar problem isthat the external auditors go through the
motions of saying that the statement of assetsand liabilities
reflects the true condition of the bank. They don't make
subjective comments on the adequacy of the provisioning
of bad debts, for example. If theinternal and external audi-
torsarenot asking those questions, if you have awesk local
board with very limited authority, that does mean that the
domestic supervisors have got to play a different kind of
role. They cannot simply rely on internal mechanisms.”
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