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FOREWORD

| feel pleasure in presenting the first publication of Members’ Information and Education
Series (MIES). Institute has selected the subject of Basel Capital Accord Il generally known
as Basel Il, as the first publication of this series.

Basel Il is a round of deliberations by central bankers from around the world, under the
auspices of the Basel Committee on Banking Supervision (BCBS) in Basel, Switzerland, aimed
at producing uniformity in the way banks and banking regulators approach risk management
across national borders.

Pakistan intends to be fully compliant to this important international development. This
represents an important subject for our sustained economic development and compliance
to international best practices.

MIES Series is a part of Continuing Professional Development Programme of the Institute.
This is in line with the strategy laid down in the Annual Report 2005.

Research and Publication resources at the Institute are being developed. At present, these
form part of Directorate of Technical Services. On the availability of resources, a separate
Directorate will be formed for this purpose.

It is our desire to publish a book under this series with monthly intervals. | request the
members to identity subjects and assist the Institute in compilation of data.

Contents of the material in this publication may not cover wide and whole spectrum of matter
under consideration, however, the objective at this stage is to create awareness amongst
members on such important subject. In future, the extent of contents will be further improved.

| am sure that the Institute will continue to bring out more of such topical publications for
the benefit of the members.

| express my sincere gratitude to Syed Faraz Anwer, a member of the Institute for drafting
the document and also to those who reviewed it afterwards and gave valuable suggestions.

Syed Mohammad Shabbar Zaidi, FCA
President
Karachi
January 31, 2006
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PREFACE

Basel Il, is the second Basel Accord and represents recommendations by bank supervisors and
central bankers from the 13 countries making up the Basel Committee on Banking Supervision
to revise the international standards for measuring the adequacy of a bank's capital. It was
created to promote greater consistency in the way banks and banking regulators approach risk
management across national borders.

An earlier Accord, Basel I, adopted in 1988, is now widely viewed as outmoded as it is risk
insensitive and can easily be circumvented by regulatory arbitrage. The Basel Il deliberations
began in January 2001, driven largely by concern about the arbitrage issues that develop when
regulatory capital requirements diverge from accurate economic capital calculations.

IMPLEMENTATION OF BASEL Il IN PAKISTAN

State Bank of Pakistan vide its BSD Circular No. 3 of 2005 dated March 31, 2005 has decided
to adopt the Basel Il in Pakistan. The timeframe for adoption of different approaches under
Basel Il is as under:-

i)  Standardised approach for credit risk and basic indicator / standardised approach for
operational risk from January 1, 2008.

ii)  Internal Ratings Based (IRB) approach from January 1, 2010.

Banks/DFls will be required to adopt a parallel run of one and a half year for standardised
approach and two years for IRB approach starting from July 1, 2006 and January 1, 2008
respectively.

State Bank of Pakistan has also issued a roadmap for implementation of Basel Il requiring all
Banks / Development Financial Institutions (DFIs) to ensure completion of the actions on their
part within the specified timeframe. The roadmap is available on SBP’s website.

SALIENT FEATURES AND OVERVIEW
The objectives of the Accord are:

e to maintain safety and soundness in the financial system and to therefore maintain at least
the current level of capital in the system;
to enhance competitive equality;
to introduce a more risk sensitive framework that closely aligns internal economic capital
with regulatory capital; and

e to focus on internationally active banks.

The Accord has formalised a framework consisting of three pillars:

e Pillar 1 - minimum capital requirements
e  Pillar 2 - supervisory review
e  Pillar 3 - market disclosure

Pillar 1

Pillar 1 provides approaches to the calculation of capital charges in the areas of credit, operational
and market risk. Increasingly complex methods of calculation are allowed and the Basel
Committee expects banks to move to the advanced approaches as their internal risk management
techniques develop. 07
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Capital charges in relation to Operational Risk have been considered for the first time in the
Accord and are due to a number of areas: new complex financial products and strategies,
specialised processing operations and reliance on rapidly evolving technology, outsourcing
and recent bank failures and associated losses. A wider range of credit risk mitigants has also
been considered for the first time.

Pillar 2

Pillar 2 provides the framework to ensure that each bank has sound internal processes to enable
it to perform a thorough evaluation of its risks and therefore assess the required economic
capital.

Supervisors are required to assess the banks internal processes based upon their knowledge
of best practices elsewhere.

The Accord promotes an active dialogue between the banks and their supervisors to enable
the supervisors to focus their attention on those banks who most warrant it.

Interest rate risk arising from the banking book is treated under Pillar 2 and supervisors will
have the responsibility for assessing the various methodologies for calculating this risk.

Pillar 3

This requires new disclosures to encourage market discipline. The disclosures address market,
credit and operational risks and supervisors are required to implement at least a minimum core
set of disclosure requirements. In addition, they can request further supplementary disclosures
where appropriate. It is assumed that this will not be an onerous task, as the banks should be
already producing this information.

The new Accord will apply on a fully consolidated basis including holding companies, which
are parents of groups that are predominantly banking groups. The Accord should be applied
to every tier within a banking group on a consolidated basis and on a stand-alone basis.
Transitional periods have been suggested for those countries where sub-consolidation is not
a current requirement.

Insurance activities are currently excluded as the requirements of the Accord do not specifically
address insurance risks, supervisors should look at the capitalisation of these activities separately.

Supervisors need to ensure that the various components of the organisation, as well as the
organisation space as a whole, are adequately capitalised.

It is hoped that the members would find this information and education series useful in
understanding this complex but important subject.

Shahid Hussain, ACA
Directorate of Technical Services
Karachi
January 31, 2006




1. INTRODUCTION AND BACKGROUND
1.1 The background

The publication by the Basel Committee on Banking Supervision (BCBS) in June 2004 of their
document — “International Convergence of Capital Measurement and Capital Standards: A
Revised Framework” (Basel Il) — was never intended to be the definitive agreement determining
the capital adequacy of internationally active banks. It is a further, albeit significant, milestone
in the process of international convergence, and has been endorsed by the Central Bank
Governors and Heads of Banking Supervision of the so-called “Group of Ten” countries (Belgium,
Canada, France, Germany, Italy, Japan, Luxembourg, the Netherlands, Spain, Switzerland, the
UK and the US). This document provides an introduction to the framework as it stands at the
end of 2005, incorporating as it does some elements of the original 1988 Accord (the basic
minimum capital ratio of 8 per cent of risk-weighted assets) and the 1996 Market Risk Amendment,
although the framework is subject to continuing developments to ensure that it keeps pace
with market developments and advances in risk management practices.

BCBS has recently issued an updated version of ‘International Convergence of Capital
Measurement and Capital Standards: A Revised Framework’ in November 2005, along with
an updated version of the Amendment to the Capital Accord to incorporate market risks. Earlier,
BCBS had also issued a paper in July 2005 relating to ‘“The Application of Basel Il to Trading
Activities and the Treatment of Double Default Effects’. This paper, which has been incorporated
in the updated version of the accord, sets forth capital requirements for banks’ exposure to
certain trade-related activities, including counterparty credit risk, and for the treatment of double
default effects, or the risk that both a borrower and guarantor default on the same obligation.

1.2 The objectives

The Basel Committee has stated that its fundamental objective in revising the 1988 Accord
was:

“....to develop a framework that would further strengthen the soundness and stability of
the international banking system while maintaining sufficient consistency that capital
adequacy regulation will not be a significant source of competitive inequality among
internationally active banks.”

The intention was never to increase the overall requirements for capital in the banking system,
but rather to ensure that capital requirements better reflected the risks inherent in that system.
More detailed objectives included:

e the promotion of stronger risk management practices by the banking industry;

e the development of “more risk-sensitive capital requirements that are conceptually sound”
while at the same time having regard to particular features of the present supervisory and
accounting systems in individual countries;

e adesire in particular to develop a more risk-sensitive and prudent approach to exposures
arising from securitisations, both those of the originating lender and those exposures
created by investment in securitisations originated by other banks;

e  greater reliance on assessments of risk provided by banks’ internal systems as inputs to
capital calculations; and

e inclusion of a range of options to allow banks to select approaches to determining capital
requirements that are most appropriate for their operations and their financial market
infrastructure, as well as a limited degree of national discretion to adapt the standards to
different national markets.
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The revised framework has not been without its critics. While few doubted the benefits of
stronger risk management practices and more risk-sensitive capital requirements, many feel
that these are achieved only at the expense of undue complexity and cost. Many feel that BCBS
is, intentionally or not, prescribing banks’ risk management policies and practices to some
extent, even though the introduction to the revised framework explicitly states that this is not
their intention. Many have felt, too, that the complexity of the approach to determining capital
requirements in relation to credit risk will be pro-cyclical, pushing up banks’ capital requirements
when the economic cycle is in downturn and reducing such requirements as it turns up. As
the revised framework is implemented, the truth or otherwise of these predictions will become
evident.

1.3 The Three Pillars
The Basel framework is based on three pillars:

e the First Pillar — the determination of eligible capital and minimum capital requirements
in relation to the credit risks, operational risks and market risks taken by the bank;

e the Second Pillar — the supervisory review process, designed to ensure that other risks
are taken into account in supervisory interaction with banks; and

e the Third Pillar — market disclosure, achieved through disclosure of information to its
peers in respect of the risks taken by a bank.

This is expressed diagrammatically in the Basel Committee’s own explanation of the structure
of their framework (see Figure 1).

Figure 1: Structure of the Basel Framework

Part 1: Scope of Application
|

1 1 1
Part 2: Part 3: Part 4:
___ The First Pillar The Second The Third Pillar
Minimum Capital Requirements Pillar Market
Supervisory Disclosure
Review

I. Calculation of minimum capital
requirements

|
| | |
II. Credit risk V.. VL.
Standardised Operational Trading Book
Approach Risk Issues

Il Credit Risk
Internal

Approach

IV. Credit Risk
Securitisation
Framework




1.3.1 The First Pillar

The First Pillar provides a consistent measure of eligible regulatory capital and of risk-weighted
assets for each institution.

1.3.1.1 Eligible regulatory capital

This comprises both equity shareholders’ funds and subordinated debt, and also in some
circumstances (where banks use the standardised approach to credit risk) includes general loan
loss provisions of up to 1.25 per cent of risk-weighted assets. It is subject to deductions of
significant minority and majority investments in commercial investments which exceed
materiality levels, and also to deductions for goodwill and other intangible assets.

1.3.1.2 Tier 1 capital

The principle established in the 1988 Basel Accord that 50 per cent of eligible regulatory capital
should comprise equity capital and published reserves (including minority interests subject to
certain constraints) remains (“Tier 1”). This represents what is conventionally regarded as equity
shareholders’ funds, though excluding revaluation reserves. Certain forms of innovative hybrid
capital instruments can also be included within Tier 1, as explained further below. The key
criterion for inclusion within Tier 1 is the ability of the capital instruments to absorb losses
(before they impact creditors of the bank).

1.3.1.3 Tier 2 capital

Supplementary capital, now more generally known as Tier 2, includes unpublished or hidden
reserves (now much more of a rarity than in 1988), revaluation reserves, general loan loss
provisions subject to the limitations described above, hybrid capital instruments and subordinated
term debt with an original maturity of more than five years, suitably amortised, and with an
upper limit for subordinated debt of 50 per cent of Tier 1 capital. Certain innovative capital
instruments can also be included in Tier 1 subject to stringent conditions and a maximum of
15 per cent of Tier 1 capital.

1.3.1.4 Tier 3 capital

In addition, short-term subordinated debt can be used as Tier 3 capital. Such short-term debt
because of its short-term nature is not regarded as so well able to absorb losses, but Tier 3
capital is regarded as regulatory capital solely to meet part of the eligible capital requirements
in respect of market risk. Such capital will be limited to 250 per cent of a bank’s Tier 1 capital
that is required to support market risks. In addition such capital must:

be unsecured, subordinated and fully paid up;

have an original maturity of at least two years;

not be repayable before the agreed repayment date unless the supervisor agrees; and
be subject to a lock-in clause which stipulates that neither interest nor principal may be
paid (even at maturity) if such payment means that the bank falls below or remains below
its minimum capital requirement.

~—

a
b
c
d

=

1.3.1.5 Risk-weighted assets

The determination of risk-weighted assets (RWAs) involves more complex calculations. These
require first the computation of capital requirements for market risk and operational risk, which
are multiplied by 12.5 (the reciprocal of the minimum capital ratio of 8 per cent). This amount is
then added to the sum of risk-weighted assets determined by the approach to credit risk which has
been adopted, for comparison with eligible regulatory capital. This calculation lies at the heart of
the Basel approach: the desire for more risk-sensitive capital requirements is principally satisfied
by the greater sophistication of the approach to credit risk and to operational risk.
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1.3.1.6 The approach to credit risk in Basel

There is an increased risk sensitivity in respect of credit risk which can be seen in what is
described by Basel as “the Standardised Approach”: an approach which involves the measurement
of credit risk in a standardised manner, supported by external credit assessments. There is also
a “Simplified Standardised Approach” to credit risk within the Basel framework, which provides
for a simpler means of calculating minimum capital requirements without compromising
capital strength. This is contained in Annex 9 to the Basel framework.

1.3.1.7 The internal ratings based approach

The alternative internal ratings based approach (IRB) is introduced by BCBS in its revised
Framework (paragraph 211) as follows:

“Subject to certain minimum conditions and disclosure requirements, banks that have received
supervisory approval to use the IRB approach may rely on their own internal estimates of risk
components in determining the capital requirement for a given exposure. The risk components
include measures of the probability of default (PD), loss given default (LGD), the exposure
at default (EAD), and effective maturity (M). In some cases, banks may be required to use a
supervisory value as opposed to an internal estimate for one or more of the risk components.”

There are essentially two different approaches, the Foundation IRB and the Advanced IRB,
both of which are discussed in further detail below.

Minimum requirements have been introduced by BCBS to prevent a dramatic fall in regulatory
capital where banks’ models indicate that significantly less capital is required than had been
determined by supervisors. Some of these minimum levels apply only on a transitional basis.
These and other transitional arrangements are also discussed in Section 6.

1.3.1.8 Securitisations

One of the objectives stated by several Basel Committee members was that of addressing
anomalies created since the 1988 Accord by the rapid development of securitisations, and the
complexity of the exposures taken by banks to securitisation vehicles both as originators (and
sellers) of loans, and as investors in other banks’ securitisation vehicles. The approach in the
revised Basel Framework goes some way to reflecting the economic substance of such exposures
rather than their legal form. The approach is described in more detail in Section 2.

1.3.1.9 Operational risk
Operational risk is defined as:

“the risk of loss resulting from inadequate or failed internal processes, people and systems or from
external events. This definition includes legal risk, but excludes strategic and reputational risk.”

It is a categorisation of risk for which banks’ own models are less well developed, and indeed
one that many would regard as not being particularly susceptible to prediction, but as for
credit risk Basel is keen to take into account banks’ own assessments of the operational risk
to which they are subject. Accordingly, Basel permits them to choose one of four methodologies
for the computation of a capital requirement for operational risk:

a) the Basic Indicator approach;

b) the Standardised approach;

c) the Alternative Standardised approach; and
d) the Advanced Measurement approach.

(
(
(
(




Further details of these approaches are provided in the next section. To progress between these
approaches, banks are required to satisfy their supervisors as to the quality, robustness,
independence and effectiveness of their operational risk management systems. The qualitative
and quantitative threshold for the Advanced Measurement approach is inevitably significantly
higher. As for credit risk, transitional arrangements limit the benefit that can be taken in terms
of reduction in capital requirements.

1.3.1.10 Market risk

The final input to the minimum capital requirements under the First Pillar is market risk. Market
risk covers the various market risks run by a bank’s trading books: interest rate, equity, foreign
exchange and commodity risk. A trading book is defined as being made up of positions in
financial instruments and commaodities held either with trading intent or in order to hedge
other elements of the trading book. As for credit and operational risk, banks may use models
to determine the capital requirement for market risk (“Value at Risk” models) and indeed to
determine the capital requirements in respect of market risk acquired through derivatives.

1.3.2 The Second Pillar

The Second Pillar, “Supervisory Review”, is intended not only to ensure that banks have
adequate capital to support all the risks in their business, but also to encourage banks to develop
and use better risk management techniques in monitoring and managing their risks. It is
inevitably a far more subjective aspect of the revised framework than the First Pillar, and is
one that will present a greater challenge to supervisors in resourcing it and to the Basel Accord
Implementation Group in ensuring consistency of approach across countries. Through supervisory
review, supervisors will ensure that banks are considering the capital needed to support a
wider range of risks than those addressed directly by the First Pillar, risks such as interest rate
risk in the banking book, strategic, reputational and credit concentration risk, as well as cases
where the First Pillar’s formulaic approach does not address risks such as operational risk
adequately.

Section 3 of this document explains something of the way in which the Second Pillar is expected
to be applied and the matters that banks are expected to take into account in considering their
own capital requirements. Section 5 comments further on the techniques which banks might
use to model “economic capital” requirements, as a basis for showing that management is
adequately addressing the capital needs generated by their activities and positions, and also
to informing the debate with the bank’s supervisor on its capital requirements. It also explores
whether economic capital models will, in effect, be mandatory for larger institutions.

1.3.3 The Third Pillar

The Third Pillar — market discipline — focuses on the disclosures that banks should be required
to make. The guiding principle underlying it may be stated as follows:

“The purpose of Pillar 3, market discipline, is to complement the minimum capital requirements
(Pillar 1) and the supervisory review process (Pillar 2). The Committee aims to encourage
market discipline by developing a set of disclosure requirements which will allow market
participants to assess key pieces of information on the scope of application, capital, risk
exposures, risk assessment processes, and hence the capital adequacy of the institution.”

The intent is for such disclosures to reflect the way in which senior management assesses risk,
rather than to amount to a “boiler plate” type of disclosure. Inevitably, the interaction of such
requirements with financial reporting standards is important. BCBS makes clear that the inclusion
of disclosure requirements in Pillar 3 does not mean that they must be included within the
audited section of a bank’s financial statements, nor indeed in the documents attached to the
audited financial statements, which are normally required to be at least reviewed by external
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auditors for consistency with the audited financial statements. Basel-required disclosures may
be disclosed to market participants by other means, though there are attractions in allowing
external scrutiny of the information and, in the case of banks whose shares are publicly traded,
potential problems if certain information is made available only to some shareholders. Section
4 provides further details of the required disclosures.

1.4 The scope of the Basel Framework

The preamble to the Basel Framework makes clear that it is to be applied on a consolidated
basis to internationally active banks. The extent to which individual supervisors will apply the
Basel requirements to individual banking subsidiaries, particularly if these are in the same
jurisdiction as the holding company, depends on local rules.

1.4.1 Application to bank holding companies

Of equal importance for banks is the extent to which the framework applies to any holding
company that is a parent entity within a banking group. There are of course problems in
applying the techniques for determining capital adequacy to activities unconnected with
financial services and therefore banking groups are defined as groups that engage predominantly
in banking activities. The activities to be consolidated should include both banking and other
financial activities, but should exclude insurance activities given the difficulties of subjecting
insurance business to the Basel type of capital adequacy framework, though work is continuing
on this issue at Basel. Financial activities that should be consolidated include securities, leasing,
credit cards, investment management and advice, custody and safekeeping.

While work continues on the issue of the consolidation of insurance activities, banks’ equity
and other regulatory capital investment in insurance entities is to be deducted from the capital
of the banking group (50 per cent from Tier 1 capital, 50 per cent from Tier 2). It is also
important for banking groups to look at the adequacy of the insurance entities’ own capital.
If there is a regulatory capital shortfall or indeed group management determine that more
capital is required in the insurance entities which may be unregulated (for example, in
reinsurance companies, which are not regulated in certain jurisdictions), then this will need
to be taken into account in determining the capital adequacy of the group generally. Disclosure
is required of the way in which insurance entities are treated, and there is also an exemption
for regulators which already measure the risks inherent in insurance activities and determine
capital requirements for them, provided this is on a basis consistent with the treatment of
banking subsidiaries of insurance groups.

Commercial groups with banking subsidiaries will normally apply the Basel framework by
identifying a holding company for their banking and financial subsidiaries and regarding the
group under that holding company as the banking group to which the Basel requirements
should apply. The precise level at which the banking group is established is important and
could have significant implications for the adequacy of capital, including the question of
whether the group should be identified at such a level as to include insurance operations.
Supervisors will need to be involved in discussions about the appropriate level to be used.

1.4.2 Minority interests

Minority interests in financial subsidiaries also require special consideration: in general the
interests are included in consideration of the capital adequacy of the group, but of course
surplus regulatory capital in subsidiaries which are only partially owned can only be taken
into account to the extent that it is attributable to the banking group, and not subject to
restrictions on distributability.

Similarly, minority investments in banking, securities and other financial entities will normally
be deducted from banks’ capital in the same way as for significant investments in other
commercial entities or insurance entities, but where a minority interest in a banking, securities
or financial entity is either held as part of a joint venture or, in the view of the supervisor, such




investment involves an expectation that the parent will support the entity proportionately (and
other shareholders have similar obligations) then a pro-rate consolidation of assets and liabilities
may be more appropriate.

1.5 The wider implications of the revised Basel framework

The objectives of the revised Basel framework are clearly enunciated and it would be surprising
if greater reliance on banks’ own risk assessments were not achieved. Similarly, capital
requirements will be more risk sensitive than under the 1988 Accord, particularly in respect
of credit risk where the simplistic approach underpinning the 8 per cent requirement for all
commercial lending failed to respect the wide variety of credit ratings in a portfolio.

This does not mean that the capital within the banking system, including capital in banking
groups as well as banks themselves, will increase, though undoubtedly the pressure on certain
banks to improve their capital ratios will intensify. The capital that management and boards
of directors consider appropriate will take into account the views of analysts and rating agencies,
and involve a judgment as to the particular rating to which the group aspires: a group may
have a Basel capital requirement of 100, for example, but need capital of 150 to aspire to an
A rating and 200 or more to achieve a AAA rating. Management will often seek to maintain
a buffer over regulatory capital requirements, if only to avoid the need to raise more capital
at short notice (and at inflated costs) or to wind down activities if capital levels fall as a result
of material losses in any area of the bank.

One consequence of the revised framework will be an increase in the importance of rating
agencies. Their ratings will have a more direct impact on the availability of credit for some
borrowers, and a significant downgrading could increase the cost of lending to the bank as
higher capital requirements are imposed. Borrowers will be encouraged to obtain ratings,
providing they regard themselves as worthy of a reasonable rating, and this process in itself
will help to improve the management of risk in the economy.

The management of risk in banks themselves will also be impacted by the focus of supervisors
on risk management techniques. Supervisors will now be looking more closely at risk management
processes, either as minimum requirements for authorisation, or as threshold requirements for
use of models in respect of the assessment of credit, operational or market risk. It would be
surprising if the consequence was not a greater degree of conformity in risk management.
Nevertheless, supervisors need to ensure that they do not create a culture in which management
feel that it is the supervisors who specify the risk management criteria that must be used in the
management of banks. The essence of the Basel framework is that it places responsibility for
risk measurement, monitoring and control firmly on management, and takes account of the
conclusions that management draw from their own risk management in assessing whether they
have decided to allocate enough capital to their business.

Nothing in the Basel framework itself or indeed in this document should be taken to suggest
that the Basel framework has taken over rule making from national supervisors. National
supervisors remain responsible for determining minimum capital requirements for banks under
their supervision. The Basel agreement sets minima for such rules, which are binding on G10
countries, though the detail is left to national supervisors.

1.6 The use of this document

This document is intended to be a guide to assist practitioners in understanding the Basel
framework and how it works. It is not intended to be an alternative to study of the framework
and its appendices (available on the internet to all on http://www.bis.org/publ/bcbs.htm). Nor
does it preclude the need to refer to the draft or final regulations implementing that framework
into national legislation. It should, however, avoid unnecessary frustration for those who look
at the rules without understanding their intent.
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2. THE FIRST PILLAR — MINIMUM CAPITAL REQUIREMENTS
2.1 Calculation of minimum capital requirements
2.1.1 An overview

Under the 1988 Basel Accord and its 1996 Market Risk Amendment, a bank needs to meet a
minimum capital adequacy ratio of 8 per cent. This ratio represents the relationship between
the bank’s eligible regulatory capital (i.e., Tier 1, 2 and 3 capital) and an estimate of the
prudential risks run by the bank.

The main changes in the calculation of minimum capital requirements (which are also referred
to as Pillar 1) in the Accord are in relation to a bank’s measurement of credit risk in the non-
trading book and a charge for operational risk.

In summary, under Pillar 1 of Basel 2, a bank will need to maintain a minimum of 8 per cent
capital adequacy ratio between its eligible regulatory capital and the sum of its risk-weighted
and notional risk-weighted assets for credit, operational and market risks.

For operational and market risks as well as for the Foundation and Advanced Internal Rating
Based methods for credit risk, total notional risk-weighted assets are determined by multiplying
the calculated capital charges by 12.5 (i.e., the reciprocal of the minimum required capital
ratio of 8 per cent). Under the Standardised approach for credit risk, a bank calculates directly
its risk-weighted assets and risk-weighted credit converted off balance sheet commitments.

The approaches to calculating credit and operational risk under the Accord are explained
below.

2.1.2 Approaches to calculating credit and operational risk in Pillar 1

Similarly to market risk (with its current “standard” versus model-driven methodologies for
calculating capital charges), a hierarchy of approaches to calculating credit and operational
risks is being introduced.

Basel Il sets out three approaches to calculating the amount of credit risk:

(@) the Standardised approach — which represents a refined measure of a bank’s Basel 1 credit
risk-weighted assets and off balance sheet commitments, through the use of more granular
risk buckets, external agencies’ counterparty ratings, and a wider recognition of risk
mitigation;

(b) the Foundation Internal Ratings Based approach (“FIRB”) — under which a bank can use
its own methodology and rating system to estimate the probability of default of its credit
counterparties (“PD”), while other data inputs, for example, loss given default (“LGD”)
and exposure at default (“EAD”), are provided by the bank’s regulator; and

(c) the Advanced Internal Ratings Based approach (“AIRB”), where a bank can use its own,
internally modelled measures for PD, LGD and EAD.

The FIRB and AIRB approaches are based on measures of unexpected losses (“UL") and expected
losses (“EL”), where the risk weight functions set by the Basel Committee are used to produce
the capital requirement for the UL portion only. Expected losses are calculated and considered
separately.

For both FIRB and AIRB, the capital charges — which are then translated into notional risk-
weighted assets by applying EAD and the factor of 12.5 — are calculated from pre-set supervisory
formulae, incorporating the measures for PD and LGD.




In a similar manner, Pillar 1 establishes three approaches to calculating operational risk:

(@) the Basic Indicator approach, where the capital charge is equal to 15 per cent of a bank’s
average annual gross income over the previous three years;

(b) the Standardised approach, under which a bank would apply different pre-set percentages
to annual gross income for each of eight business lines (e.g., 18 per cent is applied to
income arising from trading and sales, while 12 per cent is applied to retail banking
income) when calculating the required capital as an annual average over a three-year
period; and

(c) the Advanced Measurement Approach (“AMA”), where banks calculate the capital
requirement for operational risk using their own internal models. A bank is expected to
calculate its regulatory capital charge under the AMA as the sum of expected loss (“EL”)
and unexpected loss (“UL”), unless the bank can demonstrate that it has captured, measured
and accounted for its EL exposure elsewhere in its internal business practices. In this case,
a bank can calculate its minimum regulatory capital charge for operational risk on UL
alone.

Under the Advanced Measurement Approach or AMA, a bank is allowed to recognise the risk
mitigating effect of insurance in the Pillar 1 regulatory capital measure for operational risk. The
recognition of insurance mitigation is limited to 20 per cent of the total operational risk capital
charge calculated under the AMA.

As banks move towards more complex approaches to calculating required capital for credit
or operational risk, they have to comply with more rigorous risk management and operational
requirements, including the need to validate internal models.

2.1.3 Credit risk approaches and supervisory categories of assets
2.1.3.1 The Standardised approach

The Standardised approach to credit risk sets out fixed risk weights corresponding, where
appropriate, to external credit assessment levels to improve the risk sensitivity of the current
Accord. These risk weights are generally different for the different supervisory categories of
assets, which include claims on sovereigns, banks, corporates, or claims secured by residential
property or commercial real estate. For example, a claim on a sovereign, which is externally
rated A+ to A-, is assigned a risk weight of 20 per cent, while a claim on an A+ to A- corporate
can be risk-weighted at 50 per cent.

Higher risk weights (e.g., of 150 per cent) apply to certain “past due loans” (i.e., loans which
are overdue for more than 90 days) and to “higher risk categories” (such as claims on sovereigns
or banks rated below B-).

It is worthwhile noting that where no external rating for a corporate exposure is applied or is
available, the Standardised approach allows, at supervisory discretion, a risk weight of 100
per cent to be used, which is the same as the 8 per cent capital requirement under the original
1988 Accord.

The Standardised approach establishes a lower risk weight (75 per cent) for retail exposures
compared to the risk weight for unrated corporate exposures (100 per cent). Retail exposures,
which can include loans to small and medium-sized enterprises, must meet certain criteria to
be included in a “regulatory retail portfolio” and to qualify for the 75 per cent risk weight.
Furthermore, loans which are fully secured by mortgages on residential property are risk
weighted at 35 per cent (under the existing Accord the corresponding risk weight is 50 per
cent).
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Finally, the Standardised approach significantly expands, compared to the 1988 Accord, the
range of eligible collateral (to include many financial instruments), guarantees and credit
derivatives for credit risk mitigation purposes.

2.1.3.2 The IRB approaches

Similarly to the Standardised approach, the IRB approaches cover a wide range of asset
categories, such as claims on sovereigns, corporates, or banks. In addition, the IRB methods
distinguish several sub-classes of wholesale lending from other forms of corporate lending and
refer to them as “specialised lending”, where the repayment of the claim is dependent on the
performance of the underlying collateral. Separate treatments under the IRB approaches also
apply to equity exposures, retail exposures and purchased receivables.

2.2 Credit risk: securitisation

A distinct and significant section in the Basel 2 framework for credit risk relates to the treatment
of securitisation exposures.

Securitisation was not specifically covered in the 1988 Basel Accord and its subsequent
amendments and therefore the development of capital requirements for securitisation was seen
by the Basel Committee as an important priority. The reasoning for separate capital treatments
for securitisation is derived from: (1) the specific credit nature of the exposures which is
dependent on the credit standing of the underlying securitised assets; and (2) the supervisors’
objective to curb opportunities for capital arbitrage where banks avoid (through securitisation)
maintaining regulatory capital relevant to the residual risks to which they are exposed.

Similarly to the approach for other credit exposures, the capital requirements for securitisation
exposures can be measured using the Standardised or the Internal Ratings Based (“IRB”)
approach. A key principle in applying either of these approaches is that the capital treatment
for the securitisation exposures must be in line with the capital treatment for the underlying
securitised assets. For example, a bank which uses the Standardised approach for risk-weighting
mortgage loans can only use the Standardised approach for exposures arising from the
securitisation of such loans.

2.2.1 Standardised approach for securitisation exposures

Risk-weighted assets are calculated by multiplying the securitisation exposure by the risk
weights given by the Basel Committee, depending on the exposure’s external credit rating.

However, unrated and some lower quality rated exposures are deducted from regulatory capital
rather than being risk weighted in the normal way (which is the case for all unsecuritised
exposures under the Standardised approach for credit risk). The reason for this harsh treatment
is the supervisory perception that such exposures absorb most if not all losses on the underlying
pool of securitised assets.

For an off-balance sheet exposure, a bank applies a pre-set credit conversion factor (“CCF”)
and then risk-weights or deducts from regulatory capital the resultant credit equivalent amount.
If the off-balance sheet exposure is rated, then a CCF of 100 per cent is applied before the
credit equivalent amount is risk weighted according to the external credit rating of the exposure.

2.2.2 IRB approach for securitisation exposures
The IRB approach for securitisation exposures consists of a hierarchy of methods (the Ratings-

Based Approach, or “RBA”, the Internal Assessment Approach, or “IAA”, and the Supervisory
Formula, or “SF”).




A bank can apply an IRB method for securitisation exposures provided it uses the Foundation

or the Advanced IRB approach for the underlying securitised assets.

Table 1 below summarises when and how each of the IRB methods is used.

Table 1: IRB approaches for securitisation exposures

IRB Approach:

When

How

Ratings-Based
Approach (RBA)

Applied to exposures which
are externally rated or where
arating can be inferred from
another rated exposure,
subject to operational
criteria.

Similarly to the Standardised approach, the risk-weighted assets
are calculated by multiplying the exposure by the risk weights
specified by the Basel Committee, depending on the exposure’s
external credit rating.

The difference compared to the Standardised approach is that three
separate sets of risk weights are prescribed by the Basel Committee
for the majority of the externally rated credit quality levels, depending
on the seniority of the position and the granularity of the underlying
pools of assets.

Internal
Assessment
Approach (IAA)

IAA is only available to
exposures which banks
extend to ABCP
programmes, such as
liquidity facilities and credit
enhancements.

A bank can use its own internal assessment of the exposures’ credit
quality, provided its internal assessment process meets a number
of operational criteria. The internally assessed rating equivalents
are used to determine the appropriate risk weights under the RBA
which are then applied to the notional amount of the exposures.

Supervisory
Formula (SF)

SF is used where the RBA
and the IAA methods cannot
be applied (i.e., where an
external or an inferred rating
is not available and where
the exposures are not of a
type covered by the 1AA).

Similarly to the IRB approaches for credit risk, the capital charge
under the SF is multiplied by 12.5 to calculate notional risk-
weighted assets. Under the SF, the capital charge for a securitisation
exposure is formula-based and depends on five bank-supplied
inputs: the IRB capital charge (called Kirb) had the underlying
assets not been securitised; the exposure’s credit enhancement
level and thickness; the pool’s effective number of exposures; and

the pool’s exposure-weighted average Loss given default (LGD).

2.3 Applying a single scaling factor

As noted above, the Basel Committee’s objective is broadly to maintain the aggregate amount
of Pillar 1 regulatory capital in the system while providing banks with incentives (at the “cost”
of having to meet more onerous qualifying criteria) to adopt the more risk-sensitive approaches
for measuring the level of required capital. The Committee plans to review the calibration of
Pillar 1 again prior to its implementation. Should this additional review reveal that the objective
of maintaining the overall level of regulatory capital in the system would not be attained, the
Committee may increase or decrease the IRB capital requirements by a single scaling factor.
The current upward estimate for the scaling factor, using the Quantitative Impact Study 3 (“QIS
3”) data adjusted for calculating the IRB capital charges with reference to “unexpected losses”
only, is 6 per cent.

2.4 Principles behind Pillar 1

2.4.1 The “silo” approach to credit and market risks

Supervisors largely see and deal with credit and market risks in “silos” for minimum capital
requirement purposes: they have traditionally defined certain market risks as attributable to a

bank’s trading book (such as equity or interest rate risk) while other risks (such as credit risk
generally) have been seen as relevant to a bank’s non-trading book.
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Table 2 summarises how the 1988 Accord and its amendments allocated credit and market
risks across a bank’s non-trading and trading books.

Table 2: Non-trading and trading book credit and market risks

Non-trading book Treatments common to non-trading Trading book
and trading books
Credit risk Counterparty risk Interest rate risk
Foreign exchange risk Equity risk
Commodity risk Option risk

The prudential credit and counterparty risks are seen as credit risk generally, while foreign
exchange, commodity, interest rate, equity and option risks are perceived as market risks.

Pillar 1 in Basel 2 largely continues to be built on this silo approach to credit and market risks.
As noted above, the effect of certain market risks (e.g., commaodity or foreign exchange risk)
in the non-trading book has long been recognised while other risks (interest rate risk through
Pillar 2) and some equity risk elements in the non-trading book receive more attention. Pillar
1 generally continues to ignore the prudential risk impact on the non-trading book of, for
example, the day-to-day pricing effects of interest rate and spread movements, the optionalities
embedded in many credit products, the correlations between credit and market risks (such as
the effect of changes in equity prices on equity-like credit products), or the gradual convergence
of loan and bond markets.

2.4.2 The relative freedom of measuring operational risk under the AMA

Banks may enjoy relative freedom in developing advanced operational risk models for Pillar
1 purposes and such models could be used, possibly with some adjustments, for full economic
capital assessment purposes under Pillar 2.

The Basel Committee has recognised the continuing evolution of model-based approaches for
operational risk and therefore the Committee has not specified an approach or distributional
assumptions to be used in generating the operational risk charge. The Basel Committee has
only stipulated the holding period (of one year) and the confidence interval to be used under
the AMA. Therefore, a key supervisory principle in setting up the operational risk requirements
under the AMA is one of minimum quantitative prescriptions.

2.4.3 Other principles behind Pillar 1

Despite Basel 2 limitations in modelling credit risk, which perhaps could not be overcome at
this stage in the absence of a uniform, universally agreed approach to credit risk, the framework
as a whole, including the standardised and the IRB approaches to credit risk, much better
reflects the underlying risks compared to the original Basel Accord. It also aims to provide
incentives to banks to adopt more complex methods for measuring risk and to improve risk
management.

The IRB approaches for credit risk aim to align more closely the resulting capital charge to the
risk of credit loss, while the AMA for operational risk is designed as a risk-sensitive method
for capturing and assessing the capital effect of operational risk losses. Neither the IRB approaches
nor the AMA are intended to be neutral between different banks and exposures.

At the same time, as pointed out above, Pillar 1 intends to maintain broadly the existing
aggregate level of minimum regulatory capital in the system.




3. THE SECOND PILLAR — SUPERVISORY REVIEW
3.1 Introduction

Of the three pillars of the New Basel Accord most of the debate to date has focused on Pillar
1, minimum capital requirements. Since the first consultative paper was published, the Basel
Committee on Banking Supervision’s efforts have focused predominantly on refining Pillar 1
with little or no further deliberation or consultation on Pillar 2. Similarly, firms’ own
implementation efforts have also been dominated by Pillar 1 work-streams; in particular in
respect of the minimum standards they must meet to be eligible for the more advanced
approaches for credit and operational risk. In this sense, Pillar 2 — internal capital assessment
and the supervisory review process — has been somewhat the poorer relation. This is surprising
given the potential role and importance of Pillar 2 in the overall framework and philosophy
of the Accord. For policy-makers, Pillar 2 will ultimately determine whether the revised Accord
has achieved its aims of keeping systemic capital requirements broadly the same, and providing
incentives for better risk management. Similarly, firms’ main concerns — the degree of intervention
by regulators and the effect on the level playing field — are inextricably bound to the workings
of the Pillar 2 framework.

The purpose of this section is to consider the practical issues for firms in implementing Pillar
2, drawing on the various sources available, including the high-level principles provided by
the BCBS.

3.2 The key principles of supervisory review

Whereas Pillar 1 sets out a generic, albeit no longer a one-size fits all, framework for minimum
capital requirements, Pillar 2 takes this to the level of the individual firm. Its emphasis is on a
firm-specific assessment of internal capital needs, which is in turn subject to the process of
supervisory review. Within this internal capital assessment, firms are expected to have policies
and procedures in place to identify, measure, and report all the risks to which they are exposed
and to hold and allocate capital accordingly. “All risks” includes all Pillar 1 risks (operational,
market and credit risk); all risks not fully captured under Pillar 1 (e.g., where the measure of
risk under the Pillar 1 process adopted by the firm and the true economic measure of risk posed
to the firm differ significantly); non-Pillar 1 risks (interest rate risk in the banking book, liquidity
risk, concentration risk, residual risk); and risk factors external to the firm (e.g., macro-economic
factors, accounting rules, pro-cyclicality).

Additional capital (i.e., over and above the Pillar 1 minimum), may be required by the supervisor
if the supervisory evaluation process indicates that not all risks are adequately identified or
sufficiently covered by capital, or if the firm’s control environment is not robust. It is important
to note that additional capital is one of many tools available to the supervisor. The supervisory
review process will also assess compliance with the minimum standards for Pillar 1 methodologies
and disclosure requirements under Pillar 3. This reinforces the reality that Pillar 2 is not solely
about capital.

The four principles of Pillar 2

1. Banks should have a process for assessing their overall capital adequacy in relation to their risk
profile and a strategy for maintaining their capital levels. There are five components to the assessment
process:

(@) Board and senior management oversight.

(b) Elements of a sound capital assessment process. This includes policies and procedures designed
to ensure that the bank identifies, measures and reports all material risks, processes relating to
capital and capital adequacy goals to the level of risk, and processes for internal control to ensure
the integrity of the overall management process.

(c) Comprehensive assessment of risks; notably credit, market, interest rate, liquidity and other.

(d) Monitoring and reporting of risk exposure and related capital needs.

21




22

(e) Internal control review, including the role of internal and external audit where appropriate.

2. Supervisors should review and evaluate banks’ internal capital adequacy assessments and strategies,
as well as their ability to monitor and ensure their compliance with regulatory capital ratios.
Supervisors should take appropriate supervisory actions if they are not satisfied with the result of
this process.

3. Supervisors should expect banks to operate above the minimum regulatory capital ratios and should
have the ability to require banks to hold capital in excess of the minimum.

4. Supervisors should seek to intervene at an early stage to prevent capital from falling below the
minimum levels required to support the risk characteristics of a particular bank and should require
rapid remedial action if capital is not maintained or restored.

Source: BCBS “International Convergence of Capital Measurement and Capital Standards: A Revised
Framework”, November 2005.

But capital is clearly important. On average given the wider scope of risks covered by Pillar
2, it is unlikely that the capital required under Pillar 1 will be sufficient fully to support all risks
as per Pillar 2. It is thus expected that the internal capital assessment of firms will generate a
greater capital requirement than the minimum. By how much, and for what, are the key
questions facing firms in the first instance, and then supervisors in their review process.

3.3 Firm-specific assessment of overall capital adequacy
3.3.1 Five components of Principle 1

There are five components to a firm’s internal assessment of its overall capital adequacy. The
two key features relate to the process for assessing how much capital a firm should have:

(@) a*“comprehensive assessment of risks”, whereby all risks are identified and managed; and
(b) a“sound capital assessment” where capital is held and allocated against these risks through
an internal capital assessment (ICA).

These features are thus more quantitative in nature, in that they are about the quantum of
capital a firm needs to hold.

The three remaining components relate to the processes and structures a firm should have in
place to ensure the overall control environment is adequate given the risks to which the firm
is exposed, namely: corporate governance; risk monitoring and reporting; and internal control.
These elements are by their nature more qualitative and serve as a foundation not just for the
internal capital assessment but to the wider aspects of control within an organisation.

3.3.2 Approaches to ICA

There are a number of “stylistic” interpretations of how the first phase of the Pillar 2 process,
the ICA, will operate in practice. One such approach is “top-down”. As stated above this is
essentially a self-assessment of the firm’s own capital needs. This could be through an assessment
of “economic” capital, employing a model that is integrated into the business and adopts a
holistic view of the organisation and the risks it faces. It should be noted however, that an
economic capital model is only one such approach, and there is no requirement in Pillar 2 to
follow this particular methodology in developing an internal capital assessment. However, it
is expected that with the evolution of such models, the more sophisticated firms will elect to
use them, and in some jurisdictions may be required to do so by the supervisor.

A second interpretation, a “Pillar 1 plus” approach takes Pillar 1 requirements as minimum
capital and proceeds with a series of “add-ons” for elements which are outside the scope of
the Pillar 1 model, such as interest rate risk, residual risk, concentration risk etc. Here, therefore,




there is a much more explicit link between Pillar 2 and Pillar 1. A top-down approach is related
to Pillar 1 only by outcome; the assessment of economic capital may not be less than the Pillar
1 minimum.

There are no requirements in the Accord regarding precisely which approach firms should
adopt. The principle of proportionality applies where each firm should adopt an approach that
is proportionate to the nature, size and complexity of the activities of the organisation. Thus,
smaller, less sophisticated firms will be more likely to favour a less complex approach while
larger organisations can, and in some cases may be expected to, employ more advanced
techniques and methodologies.

From a policy-maker’s perspective a tension exists in creating the flexibility within Pillar 2 to
ensure that individual firms can develop an internal capital assessment that is proportionate
as discussed above, but which yet provides sufficient prescription to ensure a consistent
application across firms, both within the same country and across different ones. However,
in contrast to Pillar 1, this built-in flexibility will leave firms with much less supervisory guidance
than they have traditionally been given. Firms are now in a position where they have to develop
an ICA, to a supervisory standard, and this must be integral to firms’ business planning and
strategic process, where the “use test” applies as elsewhere in the Accord. For some firms, this
will be quite a radical and difficult change to implement, and the management of stakeholder
expectations will be a significant challenge.

3.4 Process of supervisory review

The preceding sections of this document have covered the first phase of Pillar 2 — individual
firms’ internal capital assessment and associated risk management and control environment.
The second phase of Pillar 2 consists of the process of the supervisory review and evaluation
of the firm’s ICA and controls and an ensuing supervisory response where appropriate.

3.4.1 Key components of the supervisory review process

By its definition, Pillar 2 is a two-way process and involves a two-way commitment. Where
firms are expected to have in place the requisite internal controls and to have developed
internal capital assessments to Basel standards, there is a responsibility for supervisors to put
in place a supervisory evaluation process such that they can form their own assessment of a
firm’s risk profile, ICA, and adequacy of the control environment.

The investment by firms to date in preparing for the Accord has been significant. An equivalent
investment is expected from supervisors if the supervisory review process is to work effectively.
A key issue in this regard is the adequacy of supervisory skills and resources in order to
undertake prompt and effective supervisory review.

This evaluation process should be part of an overall risk-based approach to supervision, and
should underpin the relationship between the firm and the supervisor. The foundation of this
relationship should be based on extensive dialogue and communication between the two. It
is not intended that the evaluation process should replicate the role of the firm’s management,
but rather that the supervisor should understand the nature of the firm’s risks and the assumptions
employed by the firm in arriving at an ICA. As with the firm-specific capital assessment process
the principle of proportionality applies to the supervisory evaluation process, based on the
systemic importance, scale and complexities of the firm concerned.

The evaluation process should result in the identification of existing or potential problems and
key risks faced by the firm or deficiencies in the control and risk management frameworks.
Where necessary this should lead to prudential measures or supervisory actions being taken
promptly to address any issues arising (see below).
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3.4.2 Supervisors’ toolkits and supervisory intervention

Where inadequacies or deficiencies are identified, supervisors have a number of prudential
measures, in addition to the imposition of additional capital, to ensure remedial action is taken.
The BCBS Accord Implementation Group (“AlG”) recently concurred that “additional capital
would not be the only answer as capital is not a substitute for appropriate risk assessment
practices or adequate internal control processes”. In addition to imposing capital requirements
surplus to the Pillar 1 minimum, supervisors may require:

increased supervisory monitoring of the firm;

improvements in the control environment of the firm;

improvements in the firm’s risk assessment and capital allocation processes and procedures;

the restriction of the payment of dividends and/or bonuses;

e the firm to implement a satisfactory capital adequacy restoration plan;

e the firm to raise additional capital immediately;

e credit institutions to apply a specific provisioning policy or treatment of assets in terms
of capital requirements; and

e  senior management and/or the Board be replaced.

Through the evaluation process supervisors will gain a deeper understanding of firms’ individual
assessments and control frameworks. This will present the regulator with a potentially powerful
instrument where supervisors can benchmark firms against one another, and assess if individual
assessments are realistic, both in isolation and in comparison with peers.

The results of the supervisory evaluation process will be communicated to the firm, together
with the action that is required of the firm and any significant action planned by the supervisor.
Where additional capital is to be imposed on the firm, the risk characteristics which resulted
in the additional requirements will also be communicated to the firm, with any associated
remedial actions.

In this regard, the onus should be on the supervisor to demonstrate that all relevant factors
have been taken into account in recommending or requiring further action by the firm. The
nature of the supervisory relationship with the firm, and the strength of dialogue between the
two, is key. The supervisor should be able to demonstrate that it has understood the assumptions
underlying the firm’s ICA. This is particularly important given the subjective nature of the
supervisory evaluation process of the more qualitative aspects of the internal capital assessment
process, such as internal controls and risk management. The supervisory challenge process
becomes more difficult if it amounts to a subjective criticism by the supervisor of a subjective
judgment by the firm.

3.4.3 Challenges of the supervisory review process

A significant source of industry concern surrounding the supervisory review process has been
the consistency of application and outcomes across firms both within and between individual
jurisdictions. The supervisory review process is by its nature subjective and thus the challenge
for supervisors is to develop techniques and frameworks to ensure it is implemented consistently
on a universal basis.

An interesting issue in this regard is the extent to which Pillar 2 will encourage the convergence
of supervisors’ approaches to prudential supervision. Pillar 2 goes beyond capital and into key
areas of internal control and risk governance. To the extent that we can expect harmonisation
of supervisory standards for the purposes of Pillar 2, does this in turn suggest that over time,
we can expect to see the convergence of supervisory styles and practices? If the Accord is to
fulfil its objective of creating a level playing field, then it remains an open question as to how
far supervisors need to converge their approaches to ensure consistent application across
countries.




As noted, a key issue facing supervisors is the adequacy of resources and expertise to assess
firms’ internal capital assessments and associate internal controls. Retaining the policy expertise
developed in the process of Basel negotiations and transferring this knowledge to line-side
supervisors who are ultimately responsible for Pillar 2 will prove challenging. Who pays for
the Accord implementation is also an issue taxing many supervisors. Industry wants the job
done well but has little or no appetite to absorb the costs.

For those regimes based on risk-based supervision, a key issue will be how the supervisory
review process interacts with these frameworks. The essence of risk-based supervision is that
supervisory resources are expended where risk is greater — as such larger, systemically important
complex organisations will be subject to more supervisory scrutiny and monitoring. With
respect to the supervisory review, it is difficult to see how there can be a consistent and uniform
assessment of both large and medium firms’ internal capital assessments where the essence
of the regime is to differentiate amongst firms. This could undermine consistency in the
application of Pillar 2 and lead to frustration in industry if smaller firms are subject to a more
lenient assessment than their larger peers. There is a fundamental tension here. Supervisors
cannot both be consistent in their application of Pillar 2 and risk-based in their prudential
supervision.

3.4.4 Accountability and transparency

The creation of competitive distortions, through the potential inconsistent application of the
Accord, is the foremost concern of firms across the world. One possible remedy to level playing
field concerns that has been suggested is for supervisors to disclose information regarding
validation, capital requirements and the supervisory review process. This will thus highlight
for example, where one authority is routinely setting supplementary capital requirements and
another is doing it on an exceptional basis only. The Accord states that supervisors should
make publicly available the criteria to be used in the review of firms’ ICA. In addition supervisors
should disclose the factors that may be considered in setting capital in excess of the regulatory
minimum. Traditionally regulators have been very reluctant to disclose the nature and extent
of the supervisory review process. It is yet to be tested to what extent this will change going
forward.

3.5 Conclusions

Firms have to date focused their preparations for the Accord predominantly on Pillar 1. However,
Pillar 2 may actually overtake Pillar 1 in importance as capital benefits gained from Pillar 1
may evaporate if firms have not prepared sufficiently for Pillar 2.

The challenges to ensure the robustness of surrounding systems, controls, governance and
cultural issues should be incorporated into Basel implementation programmes if firms are to
minimise the burden of supervisory review and maximise the potential benefits. Particular
emphasis is being placed on Board understanding of, and responsibility for, defining risk
appetite and related capital levels; firms need actively to engage in programmes to raise
awareness and to increase understanding amongst Board members and senior management,
and more generally across business lines.

The onus will be on firms to demonstrate compliance with Pillar 2 standards; self-assessment
of compliance is not in itself sufficient. The adequacy of documentation is thus a major challenge
facing firms in preparing for Pillar 2. Key in this regard is the strength of the supervisory
relationship where it is imperative that the supervisor fully understands the firm’s ICA, risk
management and control framework. Active and continuing dialogue with the supervisor is
critical.
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4. THE THIRD PILLAR — MARKET DISCLOSURE
4.1 Introduction

In recent years, there has been a concerted effort in a number of policy contexts to increase
and enhance the amount of information banks reveal in their public statements. While this
drive has partly been a reactionary response to a number of both bank and non-bank incidents
of significant misreporting of balance sheet positions, it also represents a proactive initiative
by policy makers to strengthen the role of market discipline in the prudential supervision of
banks.

Market discipline is the term that describes the monitoring and control of a bank’s management
by outside stakeholders to ensure that the bank acts in their best interests. Stakeholders are
expected to monitor the activities of the bank and to respond accordingly, which may lead to
a movement in the bank’s cost of capital, thus forcing management to act in a way more
conducive to stakeholders’ interests. Through the behavioural effects of Pillar 3, effective
discipline can be brought to bear. The anticipation of such market discipline should discourage
banks from behaving imprudently.

For the market discipline mechanism to operate effectively, it is imperative that stakeholders
receive frequent, relevant and meaningful information regarding the risk-taking and operations
of banks, and for the disclosure of such information to be mandatory.

The BCBS has taken a very significant step by formally introducing disclosure requirements,
through Pillar 3, as part of the new capital adequacy framework. This is particularly critical
where disclosure requirements are linked to the qualifying criteria for the advanced methodologies
for credit risk, and therefore to the potential for capital release under the New Accord. In
addition to the Basel Committee, other organisations are also focusing attention on the issue
of bank disclosure.

The disclosure requirements introduced by Pillar 3 are substantial and for most institutions will
represent a significant increase in the amount of information they make publicly available.
Pillar 3 should also have a distinct role in banks’ internal preparations for Basel Il (e.g., location
of disclosures, verification process, systems implications). Banks also have to prepare for the
potential reaction of stakeholders to the sudden publication of large quantities of hitherto
unfamiliar information.

While broadly recognising that a review of disclosure standards for banks has been long
overdue, there has been a strong industry reaction against the detail in Pillar 3. This has been
accompanied by a general industry hope, if not indeed an expectation in the minds of some,
that Basel would capitulate and revert to compliance with the disclosure standards put forward
by the IASB as being sufficient for the purposes of the New Accord. Thus Pillar 3 implementation
has tended to lag Pillar 1 preparations. While Pillar 3 has been fine-tuned since the first
consultative paper, the substance of the detail remains. Banks are now faced with the reality
of determining what to disclose, where to disclose it, how to verify it, and how to educate
stakeholders on what this information actually means.

In this document we present an overview of the detail of the Pillar 3 requirements and highlight
some of the challenges and decisions firms face in implementing Pillar 3. The role of market
discipline in financial stability generally and bank behaviour specifically has been the subject
of increasing research in the academic arena.

4.2 Overarching requirements and considerations

Pillar 3 addresses the issue of improving market discipline through effective public disclosure.
Specifically, it presents a set of disclosure requirements that should improve market participants’




ability to assess banks’ capital structures, risk exposures, risk management processes and their
overall capital adequacy. A requirement to produce a formal, board approved, disclosure policy
has been introduced, addressing the bank’s approach for determining what disclosures it will
make and the internal controls it should have in place over the disclosure processes. Banks
therefore need to have a comprehensive, documented strategy for disclosure going forward.
This policy document, at a minimum, should address the frequency of disclosures, location
and verification process (below).

4.2.1 Frequency

If disclosures are to be relevant, then they should also be timely. The disclosures in Pillar 3
will be required on a semi-annual basis except certain general qualitative disclosures that can
be disclosed annually. Information on capital adequacy (Tier 1 capital, total capital, and total
required capital) is required on a quarterly basis. Due to the volatility of certain risk types,
banks are expected to disclose on quarterly basis information that is likely to become obsolete.
More generally, banks are expected to publish material information as and when it arises.

4.2.2 Materiality, proprietary and confidential information

An important facet of a framework for disclosure is that information must be comparable across
institutions. While this has to be balanced against the need for firm-specific information, a
certain degree of harmonisation of disclosure requirements is necessary to ensure comparability
across institutions (both within and across jurisdictions) and over time.

BCBS has, however, recognised that there is certain information that banks should not be
expected to disclose. Where the disclosure of certain information would undermine an entity’s
competitive position, and reduce the value of an entity’s investment in certain products, then
such information is regarded as proprietary. Similarly, certain information regarding counterparties
will be confidential. The BCBS has stated that where the disclosure of proprietary or confidential
information could jeopardise the position of the bank then, subject to the bank making general
disclosures on the subject matter and an explanation as to why information has been omitted,
this information need not be disclosed.

All “material” information should be disclosed. Information is classified as material if its omission
or misstatement could change or influence the assessment or decision of a user relying on that
information for the purpose of making economic decisions. Thus, banks have the discretion
not to disclose information that is regarded as immaterial.

4.2.3 Location and verification process

Given the sheer volume of disclosures required under Pillar 3 (see below), particularly for those
banks using advanced methodologies for credit risk, it would not necessarily be practicable
for banks to include all the information requirements under Pillar 3 as part of the financial
statements. This is recognised where the location of the disclosures is not mandated, other
than that they should ideally be located together, and reference should be made in the financial
statements as to where the information is located.

The disclosures under Pillar 3 must be validated. This does not however constitute a requirement
that they be subject to an external audit. Precisely how this validation process will operate will
have to be decided by banks.

4.2.4 Enforcement
The key mechanism through which supervisors can ensure appropriate disclosure is through

the inclusion of disclosure in the minimum requirements for advanced methodologies for
determining minimum capital requirements. In this way banks seeking to release capital through
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a more risk-sensitive capital allocation approach will have to disclose information pertaining
to that approach in order to qualify for the more advanced methodology. Failure to disclose
this information will be regarded as failure to comply with the minimum standards for that
approach and will be dealt with as such.

Aside from the specific measures associated with the advanced approaches it is anticipated
that supervisors will use a variety of measures from moral suasion, to reprimands and financial
penalties (additional capital penalties are not envisaged).

4.3 Detail of Pillar 3

The proposed disclosure requirements consist of qualitative and quantitative information in
four broad areas; scope of application (and corporate structure therein); capital structure; capital
adequacy; and the assessment and management of key risks.

4.3.1 Scope of application

The Pillar 3 requirements will apply at the top consolidated level of the banking group to which
the Accord applies. Disclosures pertaining to individual banking entities within the group are
not required, except for Total and Tier 1 capital that should be disclosed for significant bank
subsidiaries where appropriate. Specific information on corporate governance and consolidation
is required, such as the identity of the top corporate entity in the group and how its subsidiaries
are consolidated for accounting and regulatory purposes. Specific information is also required
on the capital treatment of insurance subsidiaries, and other subsidiaries not included in the
consolidation.

4.3.2 Capital structure and capital adequacy

Capital structure refers to the capital that is issued by institutions and the form that it takes.
Institutions are required to disclose the breakdown of the components of Tier 1 capital and
also Total Tier 2 and Tier 3 capital. Qualitative information on the terms and conditions of all
capital instruments will also be required, particularly with respect to hybrid capital instruments.

The disclosure requirements for capital adequacy consist of a breakdown of the capital
requirements for each risk type, and for each approach adopted. For credit risk, banks are also
required to disclose capital requirements for separate portfolios. In addition, banks are asked
to provide a summary discussion of the bank’s approach to assessing its current and future
capital adequacy.

4.3.3 Risk measurement and management

Pillar 3 requires information on the key risks that constitute the basis of the Pillar 1 minimum
capital requirements: credit risk; operational risk; market risk; and equity risk in the banking
book. In addition, there are disclosures pertaining to credit risk mitigation and securitisation
where both of these impact the Pillar 1 charge. The only “Pillar 2” type risk which is included
is interest rate risk; there are no quantitative disclosures pertaining to strategic risk, reputational
risk, concentration risk, or liquidity risk. A general qualitative disclosure requirement applies
for each risk outlining the bank’s risk management objectives and polices for that risk.

4.3.3.1 Credit risk

The disclosures for credit risk are the most burdensome of the disclosures in Pillar 3, reflecting
the increased discretion afforded to banks in calculating the capital charge for this risk. Banks
must disclose not only their aggregate position, but also the position held under the different
approaches to credit risk that they use. In disclosing specific information on the approaches
applied, the market can differentiate across banks, and across jurisdictions. In this way the




process of market discipline is enhanced and competitive concerns regarding the consistent
application of the Accord by different supervisory authorities, and associate level playing field
considerations, are to some extent mitigated.

There are three broad categories: general credit risk disclosures across all banks; disclosures
for portfolios subject to the standardised approach and supervisory risk weights in the Internal
Ratings Based (“IRB”) approaches; and disclosures for portfolios subject to IRB approaches.
Banks must provide information on key definitions such as past due and impaired, and also
provide a discussion of their risk management policies. Credit risk exposures should be disclosed,
disaggregated by geographic distribution, industry or counterparty type and residual contractual
maturity, together with an analysis of impaired loans similarly categorised. Where banks have
partly adopted either of the IRB approaches, they must disclose their plans for full migration,
and also the actual exposures covered by each approach.

For those banks on the standardised approach, the names of the rating agencies used should
be provided. A description of the processes used to transfer public issue ratings into comparable
assets in the banking book is required, and also the alignment of the agency’s scale to the banks’
risk buckets, where this is different from the supervisory standard. Exposure amounts after risk
mitigation for all risk buckets should also be disclosed (both standardised and foundation IRB).

As noted, a key element of the Accord is the increased risk sensitivity of the capital adequacy
framework for credit risk, where banks use internally generated parameters to arrive at minimum
capital requirements. The disclosure requirements for portfolios subject to IRB approaches
correspondingly reflect this information set and are designed to allow market participants to
assess the asset quality of individual institutions’ portfolios.

Information is thus required on the risk assessment process (for example, total exposures for
each portfolio category across a sufficient number of PD grades to allow for a meaningful
differentiation of risk, and exposure weighted-average risk-weight for each of those buckets)
and historical information on the default outcomes on these portfolios (for example, actual
losses incurred over the preceding period with a discussion of factors that impacted on the loss
experience). This thus allows the market to assess the reliability of banks’ internal processes
and risk estimates. Disclosures are also required over a longer-time horizon (ideally 10 years)
that should capture longer-term trends in banks’ asset quality and also banks’ ability to assess
credit risk accurately through different phases of the business cycle.

Given the complexity of the input variables into the advanced approaches, the scale of these
disclosures is potentially very large. For example, a bank with five broad credit portfolios, each
with ten PD grades, will require 50 information points for a given year. This sum multiplies
significantly when historical information is also disclosed, as well as the input variables (on
some approaches) for example, loss given default, and exposure at default.

These quantitative disclosures are supplemented by qualitative disclosures that provide
background information on the assumptions underlying the IRB framework, the use of the IRB
systems as part of the risk management framework and the means for validating the results of
the IRB system.

Where credit risk mitigation techniques have been employed to reduce minimum capital
requirements, disclosures are required on the exposures covered by these techniques, and
general qualitative information on the types of credit risk mitigation employed and related
policies and procedures. There are also detailed disclosures pertaining to exposures subject
to the securitisation framework. It is well recognised that the level of disclosure on banks’
securitisation activities is currently insufficient to assess the full impact of securitisation
transactions of the originating banks’ financial statements and risk profiles. The securitisation
disclosures in Pillar 3 will go some way to allow market participants to assess the extent of
individual institutions securitisation activities and the resultant impact on capital adequacy.
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4.3.3.2 Market risk

For market risk under the standardised approach, banks must disclose the capital requirements
for interest rate risk, equity position risk, foreign exchange risk and commodity risk. For those
banks using the internal models approach (IMA) for trading portfolios, a description of the
statistical approach employed must be provided for each portfolio, with information on the
scope of acceptance by the supervisor. Various VaR values are also required with a comparison
of these measures against actual outcomes (including analysis of “outliers” in backtest results).

4.3.3.3 Operational risk

In keeping with the explicit introduction of operational risk into the capital adequacy framework,
disclosures on operational risk have also been introduced. In addition to the general qualitative
discussion of the approach followed by the institution for operational risk, institutions that
choose to use the advanced measurement approach under the new accord must describe their
modelling approach, including any relevant internal and external factors considered. A description
of the use of insurance, where relevant, is also required.

4.3.3.4 Interest rate risk in the banking book

Banks must report the nature of interest rate risk arising in the banking book, including any
behavioural assumptions pertaining to prepayments. The sensitivity of earnings to upward and
downward movements in interest rates is also required.

4.4 Challenges for firms

In preparing for Basel Il, the industry has tended to underestimate the potential impact of Pillar
3 and the associated implementation efforts, perhaps hoping that the new requirements will
be subsumed within the proposed new international financial reporting standard on disclosures
in respect of financial instruments, but this has not been the case.

As part of their overall Basel Il implementation plans, banks should ensure that there is a
cohesive project plan for the implementation of Pillar 3. While the actual disclosure requirements
faced by a bank will partly depend on the approach chosen, this is not in itself a reason to
postpone Pillar 3 until Pillar 1 has been finalised. There are numerous challenges to be addressed
that can be dealt with independently of the implementation of Pillar 1. Given that Pillar 3 will
involve the collation of data from various sources, it is imperative that the process is properly
managed with clear milestones, and identification of relevant stakeholders. A key challenge
in this regard is ensuring appropriate allocation of responsibility and ownership for Pillar 3.
While much of the information to be disclosed is located within the risk management function,
financial disclosures more generally will rest with the finance function. It is thus not immediately
apparent where the responsibility for Pillar 3 should lie; the establishment of clear and
documented responsibilities for Pillar 3 is a critical first step. Furthermore, where Board approval
of the disclosure policy is required, a process should be put in place to ensure Board and senior
management awareness of the Pillar 3 disclosure requirements, and the potential impact of the
new disclosures.

For disclosures to be meaningful they must be consistent and comparable across time. In this
way market participants can evaluate trends in an organisation’s risk exposures, risk management
and capital adequacy. Consistency is also necessary for effective peer evaluations. In implementing
the Pillar 3 disclosures, institutions should be mindful of the need for consistency; while the
disclosure requirements are prescriptive there is discretion in the precise nature and presentation
of the disclosures and the information that accompanies them. Considerable changes from year
to year are not advisable and rescinding disclosures previously made tends to give rise to
suspicion in the market.




4.5 Conclusion

Pillar 3 is unlike any other aspect of the Accord in that the debate surrounding it has been, and
largely remains, polarised. Banks see Pillar 3 as wholly negative; rating agencies and bank
analysts have responded almost entirely positively. The reality, as always, lies somewhere in
between.

Banks can certainly benefit from the greater transparency of other banks. Those that invest in
bank-originated asset backed securities will find themselves better placed to undertake their
own risk analysis and rely less on the rating agencies. The same holds true for the inter-bank
market; at present banks are happy to lend vast sums to each other on the basis of credit
assessments that would not make it past the first corporate credit committee on account of the
lack of transparency of information. All banks can reap the benefits of greater disclosure here.

But looking more inwardly, how disclosure affects the perception of the bank depends on the
circumstances and attitude of the individual firm. Those banks that adopt a proactive and
strategic view of Pillar 3 will undoubtedly reap benefits. These banks have seen Pillar 3 not so
much as a consequence of the options they choose under Pillar 1, but very much as an iterative
part of the new Accord. Banks should not be seeking to be on more advanced approaches to,
say credit risk, if they are not prepared to disclose their assessments of the quality of their
portfolio, and the basis for these, to the market. This would imply that they believe they can
convince their regulators that their assessments and risk management systems are credible, but
not necessarily “experts” in the market. It is no wonder the regulatory community takes a dim
view of this. In contrast, banks that are confident enough in their own risk management systems
to open them up to public scrutiny can reap the benefits not only of lower regulatory capital,
but of greater discrimination by the market, and the better ratings and lower cost of capital that
accompany this.
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5. ECONOMIC CAPITAL AND SUPERVISORY REVIEW
5.1 Introduction

On the face of it, Basel Il says little about economic capital and certainly does not require that
all banks should have an economic capital model. So why should banks be concerned about
economic capital?

One of the principal reasons for the creation of the new accord was that the simple bucket
approach of Basel | was becoming increasingly out of line with the more sophisticated measures
of capital used by major banks. One unintended consequence of this misalignment was that
the more advanced banks took advantage of regulatory arbitrage to improve their reported
return on capital. Under Basel | there is an incentive to move low yielding, high quality assets
off the balance sheet to improve aggregate return on capital. This reduces the quality of the
remaining portfolios, but the bluntness of Basel | means a bank can demonstrate apparently
more attractive returns on the remaining capital, which, despite its higher risk, has the same
capital weighting. As a result capital (and returns) could become misaligned with risk.

Economic capital is only mentioned occasionally in the Basel Il accord and the Committee’s
consultative papers, but it is clear that this is the model of best practice that the Committee
has used to guide its deliberations. In particular, the speeches of Jaime Caruana, Chairman of
the Basel Committee on Banking Supervision, make this point consistently.

5.2 Main thrust of the Accord

The main thrust of the accord is to encourage banks to measure and manage risk more effectively
and adjust their capital levels accordingly. The Accord provides a helpful summary of what
is expected.

The bank should establish an adequate system for monitoring and reporting risk exposures and
assessing how the bank’s changing risk profile affects the need for capital.

The bank’s senior management or board of directors should, on a regular basis, receive reports
on the bank’s risk profile and capital needs. These reports should allow senior management
to:

evaluate the level and trend of material risks and their effect on capital levels;
evaluate the sensitivity and reasonableness of key assumptions used in the capital
assessment measurement system;

e determine that the bank holds sufficient capital against the various risks and is in compliance
with established capital adequacy goals; and

e assess its future capital requirements based on the bank’s reported risk profile and make
necessary adjustments to the bank’s strategic plan accordingly.

Economic capital is used by many of the world’s major banks to achieve these goals. The roll
call is impressive and includes ABN Amro, ANZ, Bank of America, Barclays, BNP Paribas,
CSFB, Citigroup, Deutsche Bank, ING, JP Morgan Chase, etc. Even though some very successful,
internationally active institutions do not use these models as extensively (including, for example,
UBS, HSBC and the Royal Bank of Scotland), a very significant and increasing proportion of
the world’s banking assets is managed by institutions that use economic capital models. In
some relatively concentrated markets such as Canada and Australia, the majority of capital is
managed in this way.

Despite the lack of prescription in Basel Il, regulators such as the FSA regard economic capital
models as important tools for banks and insurers to use in strengthening risk management. In
the US the Federal Reserve has explicitly stated to international banks that it expects them to




use economic capital models. The reason is simple: the outputs provide useful input to the
regulators’ assessments of risk and capital requirements. Some regulators are already developing
their own risk-based capital models to provide outside-in assessments of capital adequacy.
However, as we shall see, economic capital approaches have limitations.

5.3 The role of economic capital in Basel Il

In Basel I, the internal ratings approaches use the same principles as those that underpin
economic capital modelling. For example the AMA approach for operational risk estimates the
regulatory capital required to cover unexpected losses over a one-year holding period at the
99.9th confidence interval. A recent example of Basel II’'s economic capital thinking is the
“Madrid compromise”. In January 2004 the Committee amended the proposed calculation of
risk weights to cater solely for unexpected losses.

In announcing this change to Pillar 1, the Basel Committee said that one of the main reasons
for the change was that:

“[it] will align regulatory capital more closely with the concepts underpinning banks’
economic capital modelling processes.”

In some ways it is surprising that this change was not announced sooner. The delay seems to
have been caused by an initial desire to make regulatory capital align better with accounting
capital. However risk management has, rightly, assumed pride of place.

Economic capital approaches potentially have a more important role in Pillar 2 (Supervisory
Review) and Pillar 3 (Market Disclosure). To meet the requirements of these two Pillars, banks
must demonstrate clearly that their decisions regarding capital are linked to risk management.
An important paragraph in Pillar 2 reads:

“Banks must be able to demonstrate that chosen internal capital targets are well founded and
these targets are consistent with the bank’s overall risk profile and its current operating
environment...”

It may be difficult for banks without economic capital models to make the case to their regulator
that their capital assessments are closely linked to their risk profile. It could therefore be more
difficult for them to argue that they should enjoy reduced Pillar 2 capital “add-ons”. However
economic capital frameworks do not yet quantify all risks. Therefore, whether economic capital
is used or not, banks are likely to use techniques such as top-down scenario modelling and
stress testing to demonstrate to their supervisors that their overall capital levels are adequate.

5.4 Senior management burden

It is not just a question of having a model in place. The Accord expects management of risk
and capital to be central elements of an institution’s strategic planning process. As ever the
burden on senior management and the Board gets heavier.

No one would suggest that internationally active banks do not already take their responsibilities
in these areas very seriously indeed. The recent risk management track record of those that
do not use economic capital has generally been excellent. However expectations about the
quality of information and the sophistication with which risk is analysed, quantified and
understood are rising.

Looking ahead to disclosures under Pillar 3, Basel Il does not mention economic capital
specifically. However it is clear that, in principle, external communications should “allow
market participants to assess key pieces of information on the scope of application, capital,
risk exposures, risk assessment processes, and hence the capital adequacy of the institution”.
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In addition disclosures are intended to be consistent with the way in which the institution
assesses risks internally.

In principle, banks’ disclosures should be consistent with how senior management and the
board of directors assess and manage the risks of the bank. Under Pillar 1, banks use specified
approaches/methodologies for measuring the various risks they face and the resulting capital
requirements. The Committee believes that providing disclosures that are based on this common
framework is an effective means of informing the market about a bank’s exposure to those risks
and provides a consistent and understandable disclosure framework that enhances comparability.

5.5 Economic, regulatory and physical capital

Banks hold capital for a wide variety of reasons and to satisfy the needs of many stakeholders,
for example to:

e  protect depositors, bondholders and creditors against expected and unexpected losses;
fund growth opportunities (including acquisitions);

satisfy bank supervisors’ rules and limits;

meet rating agency expectations.

Banks maintain a capital cushion above regulatory minima because the adverse consequences
of allowing capital to fall below these levels would cause severe damage to reputation and
the cost of funding. Capital levels also fluctuate across the economic cycle — typically being
higher during economic upturns.

One reason for shareholders’ funds generally being greater than economic capital is that
economic capital represents capital for the risks that the bank has assumed not that it is planning
to assume. Management may decide to hold significant additional equity to fund expansion
opportunities — both organic and inorganic.

5.6 The limitations of economic capital

It might be tempting to infer that economic capital is a panacea. It is not. Despite its undoubted
usefulness, economic capital is an emerging science that has limitations.

Numerical quantification of risk is beguiling, but can be misleading for the unwary. In the early
days of economic capital, in some institutions a common mistake was to rely on black box
calculations to inform management decisions. Another common mistake was to create a
wonderfully complex model at group level but not to use it effectively in business decisions
because it failed to be embedded in the management process.

It is concerns like these that explain why some leading institutions are wary of adopting such
models. They are only too well aware of the risks of “black-box decision-making” and the
dangers arising when models are allowed to supersede management judgment.

But even if economic capital is embedded appropriately, it is essential to be aware of the
limitations in the calculations. Let us consider three of the more important limitations.

First, past performance is not necessarily a guide to the future. Many economic capital models
for credit risk rely on historic loss history to create the loss distributions. These can then be
simulated to estimate unexpected losses under a wide range of scenarios or at random using
Monte Carlo simulations. However the base data is drawn from the past, it is essential to
consider how future shocks may differ from the past. A practical example is the difficulty in
estimating the future loss profile for mortgage lending in the EU and the US where lending has
increased significantly over the last decade in a completely unfamiliar environment of low
interest rates and high asset inflation.




Second, operational risk is difficult to quantify in economic capital terms. After credit risk,
operational risk is the next most important source of risk for most banks. The data on operational
risk losses is often sparse and inconsistently calculated. Similarly the fat-tailed distributions
of operational loss data mean that robust statistical analysis can be challenging. This means
that operational risk numbers usually have a high degree of error attached to them. This does
not mean that there is not immense value in estimating economic capital for operational risk
and challenging a business to manage its causes more effectively.

Third, diversification benefits are significant but difficult to estimate. In a typical bank
diversification benefits may account for a reduction of 20—30 per cent of aggregate economic
capital. This is after allowing for diversification within each risk type (e.g., the lack of correlation
between lending losses in SME lending and consumer lending). However, the estimate of
diversification benefits between risk types such as between credit and market risk, or credit
and operational risk is often just that — an estimate.

For external observers, and regulators, it must also be recognised that there are, as yet, no
common standards in terms of internal ratings models or economic capital models. Aside from
the obvious point that data histories vary from institution to institution many other factors can
vary: risk appetite (e.g., desired credit rating), the treatment of surplus physical capital, the
shape of the assumed probability distributions, and measurement of the “difficult to handle”
risks (such as settlement risk, reputational or strategic (business) risk). This is why it is common
to link bottom-up economic capital calculations (for credit, market, operational risk etc) with
top down approaches such as earnings volatility analysis and scenario modelling.

This means that today, one needs to be careful in comparing economic capital numbers from
different institutions.

Nevertheless, even if no model is perfect, banks that use economic capital effectively attest
to major business benefits. These fall into three main categories:

e atastrategic level it informs portfolio decisions;
e atan operational level it allows institutions greater discrimination in pricing for risk;
e at a management level it underpins stronger and more coherent risk management.

To realise the benefits requires a significant wide-ranging effort to embed the approach in a
number of management processes.

5.7 The way forward

Economic capital will play a major role in risk management and capital estimation. The
evolution in methodology over the last few years has been immense and is likely to continue.
As the science matures, standards will emerge over the next few years and collaboration of
the leading banks in developing these standards will result in increasingly consistent and
comparable economic capital data. There is a significant opportunity for the leading banks
to set industry standards and gain competitive advantage. However we should not underestimate
the length of time that it will take standards to emerge. The world’s largest banks are enormous
organisations and it will take time to agree on standards and even longer to implement them.

Regulators have begun to embrace economic capital, but they are at the beginning of their
journey in understanding how they should regulate capital under Pillar 2. A tick box approach
will not work. Risk-based capital assessment requires informed judgment. As a result, Pillar
2 is likely to require a step change in the capabilities of the banking teams in most supervisory
bodies.
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6. TRANSITIONAL ARRANGEMENTS

The transitional arrangements under the revised Framework can essentially be broken down
into two areas:

(@) the staggered implementation of the Framework itself; and

(b) the relaxation of certain data and other requirements during the initial period after
implementation

State Bank of Pakistan has given the timeframe for adoption of different approaches under Basel
I, vide BSD Circular 3 of 2005:

i)  Standardized Approach for credit risk and Basic indicator / Standardized Approach for
operational risk from January 1, 2008.

ii) Internal Ratings Based (IRB) approach from January 1, 2010. Banks interested in
adopting Internal Ratings Based Approach for capital requirement against credit risk
before January 1, 2010 may approach SBP for the purpose. Their request will be
considered on case-to-case basis.

Banks/DFIs will be required to adopt a parallel run of one and a half year for Standardized
Approach and two years for IRB Approach starting from July 1, 2006 and January 1, 2008
respectively.

At the same time, a series of floors will apply for the first three years after implementation, for
those banks using either the IRB approaches for credit risk or AMA for operational risk. The
purpose of these floors is to ensure that capital levels do not fall too drastically after implementation,
giving the BCBS time, if necessary, to adjust the “scaling factor” that will apply to the calculations
of risk-weighted assets under the Revised Framework.

SBP has issued detailed transitional arrengements for implementation of Basel Il in Pakistan
in its draft Guidelines on “Minimum Capital Requirements for Banks and DFIs” (December
2005).




