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Preface

The reform of the credit risk capital framework is nearly complete. The Ingtitute of
International Finance and its Steering Committee on Regulatory Capital have been pleased to
participate in the policy dialogue concerning the reform proposals. At the beginning of this yesr,
the Basel Committee on Banking Supervision released a consultative document spanning over
600 pages for consideration by the financial industry. We are pleased to offer our comments on
the document and to contribute to the continued dialogue through this report and the supporting
reports from the Working Group on Capital Adequacy and the Working Group on Operationa
Risk.

The Basd Committee proposals will stimulate innovation within both the supervisory
process and the financial systemitself. Thereis much to commend in the principles of the
proposed framework, asit appears likely to create a series of incentives for banks to enhance their
data-gathering capacities and their internal risk control processes. However, there is much to
discuss regarding practical application. The January 2001 consultative papers advanced the
reform proposals in a number of important aspects. However, they also contained a number of
new ideas, particularly concerning the treatment of operational risk, collateral and maturity,
project finance, and equity holdings in the banking book. This report addresses many of these
ideas, some of which raised questions within the banking industry regarding their fina shape and
gpplication.

The Institute would like to express its appreciation for the candor, transparency, and
mutual exchange that have been the hallmark of the informal dialogue with the Basel Committee
to date. The creation of arisk-sensitive capital framework that creates incentives for improved
risk management is agoa that banks and their supervisors can both support strongly. We believe
the Basel Committee is taking amajor step toward this goal, but the attached report highlights a
number of areasin which additional work is needed if this goal isto be met. We hope that the
efforts of the Steering Committee and the Working Groups continue to provide constructive
feedback to the Basel Committee as it seeks to finalize this far-reaching reform of the regulatory
capital framework.

P. Jan Kalff Sir John Bond
Chairman Chairman of the Board
I1F Steering Committee on Regulatory Capital The Ingtitute of International Finance, Inc.

Peter C. Godsoe CharlesH. Dallara
Vice Chairman Managing Director
I1F Steering Committee on Regulatory Capital The Ingtitute of International Finance, Inc.
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EXECUTIVE SUMMARY

Last year, the Steering Committee on Regulatory Capital (“SCRC”) strongly endorsed the
decision by the Basel Committee on Banking Supervision (“Basel Committeg”) to develop a new
regulatory capital framework for banks. The Steering Committee then offered a number of
suggestions for how to ensure that the new capital framework could enhance banking system
safety and soundness while also creating incentives for banks worldwide to improve the caliber of
their risk management systems.

One year later, both banks and regulators have sharpened their thinking about the scope
and structure of the new capital framework. Much progress has been made by the Basel
Committee toward creating a capital framework that can meet the needs of arapidly evolving
banking business. This has been accomplished in an atmosphere of unprecedented and close
informa dialogue among banks and supervisors at the internationa level. The Steering
Committee especialy appreciates the care with which the Basel Committee has undertaken the
regulatory capital reform effort. In particular, the use of two different commentary periods over
the course of the past two years, with the second set of proposals presenting significantly more
detailed and comprehensive proposals, should ensure that the new capital framework will be able
to reflect better the context in which it will operate.

The Steering Committee is pleased to note that a number of its recommendations have
been accepted by the Basel Committee. These include:

Elimination of the link between sovereign and bank ratings in the Standardized
Approach

Reliance oninternal bank ratings (and, ultimately, internal loss given default and
exposure at default estimates) for setting regulatory capital

Creation of separate capital assessment processes for different portfolios
Expanded recognition of credit risk mitigation

Recognition of maturity as a second-order driver of credit risk

Preliminary agreement on a definition of operational risk

Clarification of how Pillar Two supervisory assessments should be concluded.

These elements should facilitate the creation of a regulatory capital framework that reflects risk
and creates incentives for banks to improve their risk management processes. It also putsin place
the building blocks for credit risk modeling processes that should further enhance risk assessment
and risk management within the banking community.

At the same time, however, the Steering Committee notes that a number of new elements
have been incorporated in the Basel Committee proposals that could detract from the good
progress made so far. These include:

Requiring capital to cover expected as well as unexpected loss

Assigning risk weights based on an assumption that al banks will systematically
underestimate al default probabilities

Assigning risk weights and, thus, requiring capital, to compensate for perceived
weaknessesin Tier Two capital structures



Requiring banks to implement a costly “ Granularity Index” that calculates a capital
charge to reflect portfolio concentration without taking into account diversification
benefits

Imposing a“w factor” that discounts severely the value of al collatera

Failing to recognize physicd collatera, third-party guarantees, and accounts
receivable

Insufficient attention to the impact that the proposed capital framework will have on
smal and medium-sized enterprises

Possible deterioration of level playing fields among banks, as well as between banks
and financia services providers operating in different regulatory regimes.

Taken together, these elements could create an excessively conservative and costly capital
framework that overestimates the amount of risk on banks balance sheets. We express our desire
to continue a dialogue on these issues and to exchange views on concerns that remain in the Basel
Committee.

With respect to operationa risk, the Steering Committee notes that quantitative
measurement of operationa risk is still in itsinfancy, in comparison with credit and market risks.
Over the past eighteen months, much progress has been made. At this stage, however, the
Steering Committee believesit is too early to identify a specific methodology for measuring
operational risk for regulatory capital purposes. The Steering Committeeisalsointerested
in ensuring that any regulatory capital methodologies for operational risk not create
excessiveregulatory compliancerequirements. Steering Committee membersrecognizethat a
capital adequacy framework needs to be finalized quickly. However, the issues related to
assessing regulatory capital for operational risk are too important to risk making hasty decisions
on the specifics of individual methodologies that could be codified into regulatory frameworks
and legidation that could prove difficult to amend in the future. Therefore, the Steering
Committee strongly recommendsthat the Basel Committee support a framework for
operational risk that contains a placeholder for quantification under Option 3 without
making methodological choices at this point in time, before the industry and regulators
have had a chanceto test the validity and relevance of the methods under consideration.

Implementation of the new capital framework will be expensive for al banks around
the world, regardless of their sophistication level, as well as for regulators. The validation
requirements for the Internal Ratings-Based (IRB) Approach are voluminous and generate cost
concerns, athough on balance they are perceived to increase the likelihood that the capital
framework will be implemented in a consistent manner internationaly. Implementation of those
requirements on a globally consolidated basis as contemplated in the proposals may require “rules
of reason” to guide banks and regulators during the transition period.

The proposals aso raise significant level-playing-field concer ns among banks
worldwide. It is possible that the cost of implementing the IRB Approach may create
disincentives for banks to use internal ratings for many banks, especidly for those operating in
emerging markets or for banks operating in over 20 different jurisdictions. Thisis especidly the
case since early tests suggest that capital requirements may increase as a bank moves from the
Standardized to the IRB Approach. The Steering Committee will await the results of the
Quantitative Impact Study now under way through the Basel Committee before making more
detailed comments on thisissue.

By far, the most significant level-playing-field concerns arise with respect to bank
competition with nonbanks. Firms not regulated as commercia banks will not need to comply



with the validation and transparency requirements proposed within the new capital framework.
Rating agencies also will not be subject to the rigorous supervisory assessment process for
assgnment and validation of ratings. Real questions exist concerning whether the cost of
implementation will accelerate disintermediation trends.

Concerns with the impact on banks relative to other credit intermediaries are accentuated
by the failure to recognize the mgjority of collatera types used by banks to secure their lending:
physical collateral, accounts receivable, and third party guarantees. The Steering Committee
would like to underscore the importance of expanding collateral recognition to these instruments.
Recognition would create a more risk-sensitive framework because regulatory capital would
reflect better the true risk of a credit. Recognition would aso provide appropriate incentives for
banks to continue their centuries-long tradition of seeking security to minimize risks.

Serious concer ns also exist with the technical capacity of banking regulatorsto
implement the new framework in a consistent manner. The Steering Committeereiteratesthe
crucia importance of supervisors worldwide seeking the educationa and training services of the
Toronto Centre and the Financial Stability Ingtitute. Staffing structures should also be reviewed
to ensure that sufficient numbers of appropriately trained staff are ready, willing, and able to
implement the new capital tandards. Finally, to minimize the inevitable conflicts among
national supervisors in implementing the capital framework, the Steering Committee recommends
that the Basel Committee create or serve as an “ombudsman” for banks and regulators to help
resolve possibly contradictory implementation standards applicable to an individua bank and any
level-playing-field issues that may arise.

On the whole, the Steering Committee supports the broad direction and intent of the
Basel Committee’ s proposals since the expectation is that implementation will result in regulatory
capital requirements more closely aigned with risk profiles. This should foster the development
of banking systems that are more resilient, with capital cushions more appropriate to risk profiles
if the remaining concerns are addressed properly. Further analysis of the proposals will need to
be undertaken based on the cdibration work currently under way as well as the results of the
Quantitative Impact Study. The Steering Committee looks forward to continued dialogue with the
Basal Committee to address the remaining open issues as the new regulatory capital framework
for banksis findized.



Summary of Steering Committee Positions

This section summarizes the Seering Committee positions on regulatory capital reform

The firs section highlights improvements in the proposed regulatory capital framework that
incor porate the Seering Committee’ s recommendations last year. The second section
summarizes the positions the Seering Committee has taken with respect to the January
2001Basd Committee proposals, the details of which are dscussed in the body of this Seering
Committee report and the accompanying reports from the Working Group on Capital Adegquacy
and the Working Group on Operational Risk

| mprovements

The Steering Commiittee is pleased to see that the Basel Committee has eliminated the
sovereign link for risk weights in the Standardized Approach. This should make the
Standardized Approach a more reliable tool for ng the relative risk of different
obligors without introducing a distortion based on a smplistic assessment of country risk.

The Steering Committee broadly welcomes acceptance of the [IF s recommendations that
a Spectrum Approach be created permitting banks to rely on progressively more
advanced components of their internal credit risk measurement systems for regulatory
capital purposes, using a single continuous risk function.

The Steering Committee supports the decision by the Basel Committee to generate capita
requirements for different portfolio types using different processes, particularly
differentiating among corporate, retail, sovereign, bank, equity, and project finance
portfolios.

The Steering Committee supports the Basel Committee’ s intention to recognize maturity
in the Internal Ratings-Based (IRB) Approach.

The Steering Committee welcomes the Basel Committee’ s efforts to expand the
recognition of collateral for regulatory capital purposes beyond those categories of
collatera currently recognized (residential homes, sovereign guarantees, bank
guarantees).

The Steering Committee strongly supports the emerging consensus between banks and
supervisors on an agreed definition of operational risk, asit will help ensure that the
regulatory capital framework targets losses that are concrete and can be measured.

With respect to the Pillar Two proposals, the Steering Committee is pleased to note that
the mgjority of its recommendations last year concerning process and transparency were
accepted.

Concerns and Recommendations

The Steering Committee would like to be clear: capital servesto cover unexpected loss,
which is defined as the volatility of expected loss estimates. The Steering Committee
therefore endorses and underscores the importance of the Basel Committee making the
following structural adjustments to the regulatory capital framework:



* InthelRB Approach, the credit risk capital charge should be clearly
disaggregated between the amount of regulatory capital allocated to EL and the
amount of minimum regulatory capital to cover voldtility of the EL estimate (i.e.,
to cover UL). The different amounts of abank’s regulatory capita alocated to
those components should be disclosed separately. Such transparency would
create a mechanism whereby banks with good risk management practices for
managing EL and UL would receive a benefit because it would be transparent to
the markets and reflected in the capital requirement.

= AlsointheIRB Approach, the maturity adjustments and the Granularity Index
should not be applied to the EL calculation since these adjustments are more
properly related to UL.

* |nthe Standard Approach, banks should not be required to apply a 150% risk
weight against extremely low quality loans that have aready been subject to
provisioning and, thus, are aready covered by a cushion. The sameistrue
regarding extremely low qudity loansin the IRB Approach.

= If EL isincluded with the definition of capitd, then 100% of genera loan loss
reserves should be recognized as part of Tier Two capital.

The Granularity Index should be diminated. Imposing a charge for portfolio
construction based solely on the negative issues (concentration) without taking into
account the positive aspects (diversification) is inappropriately one-sided.

Similarly, the granularity requirement limiting exposure to 30% in any one PD grade
should be diminated.

The estimation error should not be applied to al banks and all default probability grades.
It should instead be imposed as part of the Pillar Two review only on those banks whose
internal systems have been proved deficient.

The wfactor should either be eiminated and concerns with collateral enforceability
reflected in loss given default haircuts, or at a minimum it should be adjusted to avoid the
anomalous situation where collateral such as cash receives a haircut of 0.15.

The Steering Committee remains concerned with the binary approach to the treatment of
maturity generaly in the Standardized Approach, believing that “the regulatory
framework should not provide excessive incentives or penaties for banks to offer credit
within a specified maturity band.” The Steering Committee continues to believe that
short-term interbank credit is being penalized unfairly compared with current guidelines.
The Steering Committee therefore recommends that the definition of “ short-term”
remains at 12 months.

One of the most serious shortcomings of the Basel proposals is the failure to recognize
physica collaterd, third-party guarantees, and accounts receivable. The Steering
Committee strongly recommends that the Basel Committee make find decisions on the
eligibility and value of these collatera typesin the fal of thisyear, based onthe lIF' s
globa survey that is currently under way.
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The Steering Committee urges regulators and banks together to develop an acceptable
approach to the treatment of small and medium-sized enterprises (SMEs) before the fall.
Itiscritical that any mispricing of regulatory capital for SME lending be corrected to
avoid the cost of credit to these companies from increasing unnecessarily to cover the
regulatory capital charge.

The number of risk weights in the Standardized Approach should increase by adding a
75% risk weight to the framework. Thiswould increase the risk sensitivity of the
Standardized Approach.

The new regulatory capital framework should recognize local currency ratings in both the
Standardized and IRB Approaches for purposes of setting regulatory capital risk weights
for obligations in loca currency as well as trade finance credits.

The Basdl Committee should create an “ombudsman” function for the implementation of
the regulatory capital framework to facilitate discussion of implementation plans with
individua banks as well as level-playing-field issues.

The Steering Committee believes that the data points requested by the Basel Committee
under the Pillar Three proposals are excessively broad and not likely to enhance
transparency even if they do increase the amount of information disclosed by banks.
Instead, banks should provide the following data points under Fillar Three:

= Quantitative Disclosures: All of the following from IRB banks, by PD band:
1) Funded amount
2) Unfunded amount
3) Weighted average EAD
4) Weighted average LGD
5 Weighted average maturity
6) Expected loss
7) Regulatory capital

= Qualitative Disclosures. Descriptions of the following
8) PD vadlidation process
9) LGD methodology
10) EAD Methodology

= Additiond Disclosures: Top 5 geographic and industry segments as a percent of
total exposures.

The Steering Committee urges the Basel Committee to seek comparable treatment of
credit risks in other regulated sectors to ensure that credit risks are appropriately priced,
regardless of the corporate form undertaking the extension of credit. Appropriate forafor
pursuing comparable standards include the Joint Forum on Financia Conglomerates and
the Financial Stability Forum.

Itisessentia that the Basel Committee promote increased cooperation and coordination

in the application of the regulatory capital framework worldwide. The Steering
Committee thus reiterates its previous recommendation that the Basel Committee expand
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its role to serve as a clearinghouse for guidelines, interpretations, and implementation
processes related to the new regulatory capital guidelines.

The Steering Committee also recommends that Pillar Two supervisory reviews should be
used to evaluate the speed with which implementation is proceeding at individua banks.
This would enable supervisors to urge banks long with implementation plans without
creating arbitrary deadlines.

All assets that expose the bank to loss due to obligor default or bankruptcy should be
assessed in a conceptually consistent manner. All assets that expose the bank to loss due
to trading, where the assets in question are valued on a mark-to-market basis, should be
assessed in a conceptually consistent manner.

Assessing internd ratings for project finance is substantially similar to the process used
to assign country ratings in banks, where both qualitative and quantitative processes are
used to assign risk ratings. The appropriate method for calculating regulatory capital for
al project finance exposures should be a modified PD/LGD/EAD structure. The
necessary modifications are:

= Specidized LGD values should be crafted to reflect loss experience in each
portfolio segment. Thus, LGDs associated with infrastructure projects would be
different from those assigned to asset-backed projects.

= Vadlidation procedures for PD and LGD values must be amplified to take into
account the specia structures of the projects in question and the role that cash
flows play in assessing risk. It isaso possble that procedures specific to project
finance lending affiliated with multilateral development banks may be necessary
to reflect the relative lack of experience with defaults in these instruments.

Equity holdings held by banks indefinitely or for sufficiently long periods of time that
expose the bank to loss only in the event of the issuer’s bankruptcy should be subject to a
regulatory capital charge using a modified default-type of analysis. Those equities held
for shorter periods of time that expose the bank to risk of loss associated with market
downturns should attract a regulatory capital charge based on a market risk/ stresstesting
framework.

= Theterm PD should be replaced by the term “probability of loss’ (PL) and
should be determined as the probability that the company in which the bank has
the strategic investment will experience a default event in any senior debt
instrument held by the bank. Thus, the PL value for a strategic investment would
be identical to the PD estimate made by the bank for any senior debt.

= Theterm LGD should be replaced by the term “loss’ (L) and should be set at
100%. Thus, the bank would be assumed to suffer a complete loss of its strategic
investment at the time of the credit default evert.

» To avoid cherry-picking in the designation of where equity holdings are placed in
abank’s portfolio, the Steering Committee additionally recommends that each
bank articulate a policy for placing equity holdings in the banking book based on
(8) its underwriting role or (b) its intention to acquire bargaining leverage or



control over the company’s affairs such that the bank’s investment would be
recovered or (c) the lack of atraded market for private equity or (d)
establishment of strategic alliances through cross-shareholdings.

= Within the Standardized Approach, the current treatment should continue to

apply to these holdings (i.e., they should be subject to an 8% risk-weighted
capital requirement).
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Chapter 1. Background

In July 1999, the Board of Directors of the Institute of International Finance (11F) formed
a Steering Committee on Regulatory Capital (Steering Committee) chaired by Jan Kalff, who was
then Chief Executive Officer and Chairman of the Managing Board of ABN AMRO Bank, with
Peter Godsoe, Chairman of the Board and Chief Executive Officer of the Bank of Nova Scotia, as
Vice Chairman. The Steering Committee was created to increase the Institute’s commitment and
involvement in the process of reforming the regulatory capital framework that had been initiated
by the Basel Committee the previous month.

Specifically, the Board of Directors sought to ensure that the Institute’ s response to the
Basal Committee represented the broad consensus of the banking industry, including both the
perspective of the most senior officers at leading global banks and the views of senior risk
managers with daily responsbility for measuring risks and managing a bank’s portfolio. The lIF
Board asked the Steering Committee, composed principally of chief executive officers and chief
risk officers of the leading globally active banks in the world, to undertake two tasks:

Firgt, the Steering Committee was asked to guide the technical work of the senior risk
managersin the Ingtitute’ s Working Group on Capital Adequacy (WGCA) in response to
a consultative paper issued by the Basel Committee on Banking Supervision (Basdl
Committee) proposing reform of the regulatory capital framework for banks.

Second, the Steering Committee was asked to develop an overall response to the Basel
Committee’ s reform proposals, taking into account the recommendations of the WGCA.

The Steering Committee additionally created two working groups to address specific issuesin
detail. These are:

A Working Group on Country Risk (WGCR), to focus on the measurement of country
risk in banks' portfolios and to identify the components of a prudent internal control
system concerning the measurement and management of country risk. It was chaired by
William R. Rhodes, Vice Chairman of Citibank/Citigroup.

A Working Group on Operationa Risk (WGOR), to determine how best to approach the
regulatory capital treatment of operational risk and to articulate some best risk
management practices for this category of risk. The Chairman of the WGOR is Dr.
Thomas Fischer, Member of the Board of Managing Directors and Chief Risk Officer at
Deutsche Bank. The Vice Chairman is Mr. Christopher Roberts, Joint Chief Executive
Officer at Toka Bank (Europe) plc.

Through these working groups, as well as through direct meetings with the Basel Committee, the
Steering Committee has been actively engaged in diaogue with supervisors on the regulatory
reform proposals for the past two years. In addition to meetings, the I1F Steering Committee and
working groups issued formal responses to the firgt set of consultative documents. Specifically,
the Steering Committee, the WGCA, and the WGCR each issued reports during 2000.*

L Report of the Steering Committee on Regulatory Capital (March 2000) [hereinafter, “SCRC

2000"]; Report of the Working Group on Capital Adequacy (March 2000) [hereinafter, “WGCA 2000°];
Report of the Working Group on Country Risk (October 2000) [hereinafter, “WGCR 2000"]. The WGOR
has been actively engaged in dialogue with the Basel Committee but has not yet published any documents.
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In January 2001, the Basel Committee issued a more detailed set of consultative
documents addressing a broader range of issues associated with regulatory capital reform.
Comments on this second set of proposas are due on May 31, 2001. This Steering Committee
report, and the companion WGCA and WGOR reports, isissued in response to the January 2001
detailed proposals.

The consultative process within the banking community has been intense, owing in part
to the scope of the proposals and the short four-month commentary period. Nonetheless, the
Institute and its member banks have devoted significant attention to the various issuesraised in
the consultative papers. The discussions have included the following meetings:

The Steering Committee on Regulatory Capital met twice (March in Zurich; May in New
Y ork).

The WGCA has met three times, each time with over 20 globa banks in attendance
(January in Frankfurt; March in New York; April in Rome).

The WGOR has met four times, each time with over 20 global banks in attendance
(January in Amsterdam; February in New Y ork; March in Zurich; April in Rome).

Numerous meetings between regulators and these |1 F groups have aso occurred during the four-
month commentary period. Four regional emerging market meetings also were held to ensure
that the views of leading banks in those areas were included in the |1 F process. These meetings
were as follows:

Central and Eastern Europe (Budapest, Hungary on January 31)
Middle East/North Africa (Doha, Qatar on February 7)

Asia (Singapore on February 9)

Latin America (Miami, Floridaon March 2).

In addition, the chief executive officers of 11F member banks in two emerging market regions
(Middle East/North Africaand Latin America) considered the Basel Committee proposals during
the annual meetings of those I1F groups, in Jordan and Mexico, respectively. The Asian Working
Group aso met with some members of the Basel Committee and regiona banking regulatorsin
February in Hong Kong.

The IIF Board of Directors has reviewed this Steering Committee report, as well as the
working group reports, and approved their release. A list of 11F Board members appears as
Appendix A to thisreport. A list of WGCA members appears as Appendix B to thisreport. A
list of WGOR members appears as Appendix C to thisreport. A list of WGCR members appears
as Appendix D to this report.

Conseguently, the views presented in this Steering Committee report and the companion

working group reports represent the considered views of the leading banks worldwide on the
regulatory capita reform proposals.
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Chapter 2. Specific I ssues

Banks and supervisors share an interest in devel oping a safe and sound banking system in
which competition encourages efficient intermediation and economic growth within a framework
of transparent and stable rules. Thisis best accomplished by creating a regulatory framework that
provides incentives for prudent behavior and rewards good risk management practices by
establishing level playing fields and enhancing transparency. The Steering Committee therefore
strongly supports the Basel Committee’' s efforts to reform the regulatory capital framework in a
manner that encourages and rewards banks that improve their internal risk measurement
practices.

Crafting aregulatory capita framework that promotes the safe and sound operation of the
banking system presents a variety of chalenges for policymakers, especidly given the evolution
of theindustry. As noted in the previous Steering Committee report, financia innovation and
competition with financia services providers that operate in different or n regulatory environment
create amoving target for regulatory policymakers.

The new proposals present in many ways dramatic improvements from the first set of
proposals. They dso present significantly more detail than the previous proposal, providing
proposals in over 600 pages of detailed text. Increased detail, while daunting to sift through,
represents a good faith effort on the part of supervisors to ensure that market participants clearly
understand the assumptions and processes contemplated for creation of a regulatory capital
charge. This permits both banks and regulators to debate issues in an informed manner.

The Steering Committee also commends the Basel Committee for itsfocus. In particular,
Steering Committee members support the Basel Committee’ s decision to focus on banking book
items, leaving the Market Risk Amendment “largely unchanged.”? This ensures that efforts and
comments will remain targeted to the banking book and enhances the possibility of generating
conceptually consistent methods for assessing regulatory capital in the banking book.

A review of the proposals therefore demonstrates a number of improvements to the

origina outline as well as a number of areas where concern exists within the banking community.
This section will first assess the improvements before addressing the concerns.

A. Improvements

1 Standardized Approach: Sovereign Link Eliminated

As originaly proposed, the Standardized Approach would have assigned risk weights to
banks and corporates in relation both to their external rating and to the rating of the sovereign of
incorporation. In addition, the proposa indicated that no bank or corporation could receive arisk
weight better than or equal to the risk weight assigned to the sovereign. This proposal caused a
great dedl of concern within the banking community since the sovereign link eliminated a great
ded of the risk sengitivity in the Standardized Approach and it was likely to exacerbate systemic
stresses during crises.® The Steering Committeeispleased to seethat the Basel Committee
has eliminated the sovereign link. This should make the Standardized Approach a more

2 Overview of the New Capital Accord, Basel Committee on Banking Supervision (January 2001),

para. 67.
s SCRC 2000, p. 14; WGCA 2000, pp. 13-15; WGCR 2000, pp. 30-31.
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reliabletool for assessing therelativerisk of different obligorswithout introducing a
distortion based on a simplistic assessment of country risk.

This does not mean, however, that the Steering Committee is completely comfortable
with the use of external ratings as the key determinant of regulatory capital for banks. Risk
assessment is a core competence of banks. For those banks without well-developed internal
rating systems that will be required to use the Standardized Approach, it is possible that some
might choose to outsource their credit decisions to external rating agencies and not seek to
progress to the IRB Approach. Such an outcome could have potentidly problematic systemic
effects, since ratings tend not to migrate dowly downward during times of crises and since
excessive use of ratings could increase pressures toward herd behavior and procyclicality in the
capital framework. The Steering Committee and WGCA addressed in detail their concerns on
this issue in their responses to the Basel Committee last year.*

2. IRB Approach: Reliance on Interna Ratings

Where the original Basel proposals presented a few paragraphs on the possibility that
internal ratings might be used to assess regulatory capital in the new framework, the January 2001
proposa devotes hundreds of pages to the standards that will be used to create and validate a
capital framework based on banks' internal ratings. The breadth and detail associated with the
proposals present some cost concerns. Nonetheless, the Steering Committee br oadly welcomes
acceptance of the | | F'srecommendationsthat a spectrum approach be created permitting
banksto rely on progressively more advanced components of their internal credit risk
measur ement systems for regulatory capital purposes, using a single continuous risk
function.

This proposal demonstrates a significant step forward by the Basel Committee toward a
capital framework that can reflect real risksin banks portfolios. The Steering Committee would
like to emphasize that the concerns with the risk-weighting function and the overall caibration of
the regulatory capital framework should not be interpreted as arejection of the basic premise that
internal ratings should form the backbone of the new capita framework. The Steering
Committee hopes that the concerns articulated in this report, together with those raised in the
WGCA report, provide helpful suggestions for how to craft a better proposal.

3. IRB Approach: Creation of Separate Portfolios for Different Exposure
Types

The Steering Committee supportsthedecision by the Basel Committeeto generate
capital requirementsfor different portfolio types using different processes, particularly
differentiating among cor por ate, retail, sovereign, bank, equity, and project finance
portfolios. This separation was not contemplated in the original proposals, prompting the
Steering Committee and the WGCA to request different standards for different portfolios, in light
of the fact that “the drivers of credit risk, the performance of obligors, and the contours of good
risk management differ substantially across portfolio types generaly.”®

Much work remains to be done on the proposals before they can be considered robust
enough to be incorporated into the regulatory capital framework. As noted in the companion
WGCA report, significant issues concerning the definitions used to segment each portfolio must

SCRC 2000, p. 13; WGCA 2000, pp. 9-13.
5 SCRC 2000 p. 16; WGCA 2000, pp. 10-11, p. 23, pp. 26-27, p. 35.
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be resolved, and methodologica issues surrounding appropriate risk measurement must be
settled. It seems clear that portfolio-level dtatistical models should be used to assessthe risks in
retail portfolios. The WGCA report and Chapter 4 of this Steering Committee report provide
some suggestions for how best to approach generating regulatory capital requirements for equity
and project finance exposures. The important point to note in this section, however, is that the
Basel Committee has improved the ability of the new capital framework to promote banking
system safety and soundness by permitting differentiation and more targeted methodologies for
assessing risk based on the underlying risk drivers. Thistrend is fully supported by the Steering
Committee even if questions concerning the actual methodology exist.

4, |RB Approach: Recognition of Maturity

The Steering Committee supports the Basel Committee' s willingness to incorporate a
maturity component in the regulatory capital calculation. Thisis congstent with the Steering
Committee’ s recommendation that “the capital framework should be expanded to include more
meaturity bands and that capital alocations associated with a particular maturity should
correspond with the real risk in each maturity band, taking into account an abligor’s credit quality
and any relevant credit enhancements.”® The Basel Committee’ s intention to recognize
maturity in the Internal Ratings-Based (IRB) Approach istherefore supported by the
Steering Committee members aswell asby WGCA members. While the treatment of
maturity in the Standard and IRB Approaches raised questions, as detailed below, it isimportant
to note that the creation of a capital framework that recognizes the importance of maturity as a
second-order driver of credit risk is awelcome step forward that banks around the world support.

5. Expanded Recognition of Credit Risk Mitigation

The Steering Committee welcomes the Basel Committee’'s effortsto expand the
recognition of collateral for regulatory capital purposes beyond those categories of
collateral currently recognized (residential homes, sover eign guar antees, bank guar antees).
Thisis congstent with the recommendations made by the Steering Committee and the WGCA in
2000. Specifically, the Steering Committee noted that collatera “is a key component of good risk
management practice that should be recognized in the regulatory capital framework in both the
standard and internal-ratings-based approaches.”’

Expanded recognition of collateral will permit banks to receive a capital benefit for
seeking to ensure that their credit risk is mitigated in the event that an obligor defaults. Such a
rule should create incentives for banks to accept collateral and ensure that collection on the
collatera is not significantly in doubt. It is particularly helpful to note that the new collateral
standards would apply to both the Standardized and IRB Approaches. Thus, benefits for good
risk management practice would not be limited only to the more sophisticated banks participating
in the IRB Approaches.

Although the Steering Committee supports this trend, it also notes that the full scope of
the IIF' s recommendation has not yet been accepted. While it is certainly helpful to expand the
range of collatera recognized in the capita framework to awide range of financid instruments
beyond bank and government guarantees, such expansion does not cover the mgjority of collatera
instruments used by banks to mitigate their credit risks. These include third-party guarantees as
well as security interests in awide range of physica collatera, including automobiles, planes,

SCRC, pp. 15-16.
7 WGCR, p. 16.
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trains, and ships as well as tradable commodities and intangibles such as accounts receivable.
The concerns raised by this omission are discussed below.

6. Opeationa Risk Definition

Much progress has been made by both regulators and banks concerning the appropriate
regulatory definition of “operational risk” since the Basel Committee rel eased the first set of
consultative papers in June 1999. Following a productive and dynamic dialogue process on
operationd risk, banks through the WGOR and supervisorsin the Basel Committee are reaching
consensus on the exclusion of strategic and reputational risks from the regulatory capital
definition of operationa risk.

The Steering Committee strongly supportsthisdevelopment, asit will help ensure
that theregulatory capital framework tar getslossesthat ar e concreteand can be measur ed.
This approach a so avoids creating a situation where the roles of regulators are confused with the
role of stakeholdersin abank (e.g., equity owners, bondholders, managers). Thisis accomplished
by crafting a regulatory framework that does not require regulators to second-guess management
decisions where such decisions did not result in aloss to the bank.

7. Pillar Two Clarifications

One mgjor innovation in the regulatory capital framework proposed by the Basdl
Committeeis the formal use of supervision to augment regulatory capital charges assessed on
specific banks. This development is cautiously welcomed by the Steering Commiittee, as it
should help ensure that capital requirements are indeed bank-specific. However, banks
worldwide are concerned that inappropriate or overly zealous use of the Fillar Two provisions
could result in ingppropriate capital charges and procedures for assessing those charges as well as
arbitrariness.

In its March 2000 response to the original consultative proposalss, the Steering Committee
expressed support for the Pillar Two concept as well as concern regarding the potential for
differencesin regulatory styles and juridical frameworks to undermine the fair and even
implementation of the new capital framework. The Steering Committee last year recommended
that the following four safeguards should be ingtituted to avoid creating distortions. These were:

The Basel Committee should establish clear and unambiguous guidelines on how
al three pillars of the regulatory capita framework should be implemented.
These guiddines should include limits on how much additional capital could be
required of any bank under Fillar Two.

Supervisors should ensure that their staffs are comfortable and proficient in the
analysis of risk management systems. The training services of the Toronto
Centre and the Financial Stability Institute as well as internships with the Basdl
Committee and its members may be useful in this regard.

The exercise of supervisory discretion should also incorporate a transparency

component requiring written notice of the need to assess additiond regulatory
capital charges and a review process.
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The Basel Committee could expand its role and serve as a clearinghouse for
guiddlines, interpretations, and implementation processes related to the new
regulatory capital regulations?®

The Steering Committeeis pleased to note that the majority of itsrecommendationswere
incor porated into the January 2001 consultative proposals.

Specificaly, the Base Committee proposals contain 14 pages of detailed guidance for
supervisors on how to approach use of Pillar Two for assessing regulatory capital. In addition,
the consultative document specifically advises that “to facilitate transparency and accountability,
the criteria used in the supervisory review of banks' interna capital assessment should be
publicly available. Similarly, when a supervisor requires a bank to improve itsinterna capital
assessment program, it should communicate to the bank the specific deficiencies of the program
that were identified and the reason such deficiencies are materia in view of the bank’ s business
profile”® Steering Committee banks also support the Basel Committee’' s guidance that
supervisors “should explain to the bank’s management the risk characteristics specific to the bank
which resulted in the (higher than minimum capital) requirement, why these risks are not
adequately captured under Pillar One and the contribution of each of the identified characteristics
to the additional requirement.”*® The Annex to the paper providing alist of documents and
guidance produced by the Basel Committee over the past five years should aso serve as a helpful
reference for supervisors and goes along way toward creating the kind of clearinghouse
suggested by the Steering Committee last year.

B. Concerns

Whereas the second set of consultative papers contains many positive elements, the
Steering Committee notes that a number of aspects of the proposal aso raise serious concerns
within the global banking industry. These concerns must be addressed if the capital framework is
going to function effectively as a provider of incentives for good risk management behavior and
establish a prudent capital cushion. Some of the elements of the proposal may have a counter
productive effect by creating excessively large capital cushions and high compliance costs (thus
decreasing the amount of capital available for productive purposes in the intermediation process)
and creating distortions in risk measurement.

1 Expected Loss (EL) and Unexpected Loss (UL)

The Steering Committee notes with grave concern the Basel Committee' s choiceto create
acapital charge that reflects both expected and unexpected loss estimates. Thisisa
fundamentally misguided concept that could result in serious misunderstandings concerning the
function of capital and the size of abank’sredl risk profile. The Steering Committeewould like
to beclear: Capital servesto cover unexpected loss, which is defined as the volatility of
expected loss estimates.™

8 SCRC 2000, p. 26.

o Pillar 2 (Supervisory Review Process), Supporting Document to the New Basel Capital Accord,
Basel Committee on Banking Supervision (January 2001), para. 65.

10 1d., at para. 66.

11

“Regulatory and economic capital seek to cover the unexpected losses (UL) in abank’ s portfolio.
Capital serves as a cushion to ensure that unanticipated market situations or deterioration in borrower credit
quality do not present catastrophic challengesto any given bank’s solvency. Capital does not, however,
seek to ensure that banks will be immune from failure.” WGCA 2000, p. 2.
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The Basel Committee cites as a main reason for including expected loss within the capital
cushion the difference in national accounting arrangements for general provisions™ as well as an
interest in being prudent. The Steering Committee notes the Basel Committee’ s desire to
generate prudent capital cushions that protect the financial system from shocks. However, the
Steering Committee shares the WGCA' s concerns that requiring banks additionaly to hold
minimum regulatory capital to cover EL would create double-counting, especially for banks
that hold general loan loss reserves to cover the aggregate possible losses associated with all
credits. This approach is particularly harsh when applied to retail assets, which have
comparatively high, but fairly stable, expected losses. The high margins available on these assets
act as a buffer against losses, before recourse to general provisions.

The result is a systematic over statement of risk and capital for each obligor. Failure
to recognize the mgjority of risk mitigation instruments normaly used by banks (e.g., physical
collatera, third-party guarantees, accounts receivable) diminishes significantly the utility of
assessing obligor-specific risk weights. The Steering Commiittee strongly endorses the WGCA's
conclusion that aregulatory capital charge to cover EL is unnecessary if banks disclose EL
amounts publicly asis contemplated in the response to the Fillar Three proposals.

Banksinvolved in both the Steering Committee and the WGCA believe that the Basel
Committee’ s efforts to structure a capital framework around both EL and UL is based mostly on a
practical desire to finalize the framework without waiting for compatible changes in tax and
accounting rules, particularly related to provisioning. In this context, it isimportant to note that
the international accounting standards are under review. Changesin accounting rules would
necessarily have implications for provisioning policies and practices as well as the definition of
capital since the Basel Accord currently permits Tier Two capital to include some genera loan
loss reserves. None of the banks active in the [1F working groups or the Steering Committee have
an interest in delaying completion of the capital framework until the accounting rules have been
findized. However, it will be important to ensure that conflicts with accounting standards are not
inadvertently created.

Capital market participants require certainty and many aspects of the proposa can be
finalized this year if the conceptua basisis correct. The conceptua basis for establishing
regulatory capital based on EL and UL together is not, however, correct. Confusing the two
could create significant arbitrage opportunities, especially for those banks that have moved into
pricing capita at the transaction level. 1t would also undermine the informational content of
spreads and create uncertainty among analysts and bank counterparts since a combined capital
amount would obscure which portion of the capital charge covered EL and which portion covered
the volatility of that EL estimate. This could create distortions in the market since the key
variable to consder when eva uating the relative riskiness of different banking ingtitutions is the
volatility of the EL estimates.

L “The proposed risk weights are based on calibration to assessments of EL plusUL. The effect of
setting weightsin this manner will vary depending on national definitions of provisions and loan loss
reserves and on the extent to which banks have general provisionsthat are greater or |ess than the limit of
1.25% of risk-weighted assets that applies to the inclusion of general provisionsin supervisory capital. The
Committee welcomes comment on this specific issue aswell as the broader issue of how to ensure adequate
coverage of both EL and UL within the context of regulatory definitions.” The Internal Ratings Based
Approach, Basel Committee on Banking Supervision (January 2001), para. 259 [hereinafter, “IRB

Proposal”].
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The Steering Committeether efor e endor sesand under scor estheimportance of the
Basel Committee making the following structural adjustmentsto the regulatory capital
framework:

» Regulatory capital should cover UL.

= InthelRB Approach, if regulatorsinsist on covering EL with regulatory
capital, then the credit risk capital charge should be clearly disaggregated
between the amount of regulatory capital allocated to EL and the amount of
minimum regulatory capital to cover volatility of the EL estimate (i.e., to
cover UL). Thedifferent amountsof abank’sregulatory capital allocated to
those components should bedisclosed separately. Such transparency would
create a mechanism wher eby banks with good risk management practices
for managing EL and UL would receive a benefit because it would be
transparent to the markets and reflected in the capital requirement.

» AlsointhelRB Approach, the maturity adjustments and the Granularity
Index should not be applied to the EL calculation since these adjustments
aremore properly related to UL.

* Inthe Standardized Approach, banks should not berequired to apply a
150% risk weight against extremely low quality loansthat havealready been
subject to provisioning and, thus, are already covered by a cushion. The
sameistrueregarding extremely low quality loansin the IRB Approach.

= |f EL isincluded with the definition of capital, then 100% of general loan
loss reserves should be recognized as part of Tier Two capital.

These recommendations would not, however, address the underlying definition of capita directly.
Both the definition of capital and the IIF recommendations are likely to need revision depending

on the outcome of the accounting debate. These revisions can be contemplated and discussed at a
different point in time, however.

2. Excessve Conservatism/Calibration

Banks in the Steering Committee accept that regulators will always want banks to
maintain a minimum amount of capital to protect the resilience of the banking system. They dso
accept that regulators are unlikely to accept as sufficient the output of banks' internal processes
used to allocate economic capital without some adjustment factor to represent a prudential
cushion. However, there is a difference between establishing prudentia cushions and
systematically incorporating elements of conservatism in every aspect of a capita caculation.

TheBasel Committee’ sJanuary 2001 proposalsfor calculating regulatory capital in
the IRB Approach in particular add multiple layers of conservatism on top of each other.
The result is a process that systematically overstates the risk and the regulatory capital cushion.
The systemic costs of generating an excessively conservative capital cushion are high. First,
capital is diverted from productive purposes in the intermediation process to cover regulatory
requirements. Second, risks are mispriced. Increased risk estimates will be passed along to bank
obligorsin the form of higher prices or spreads, thus systematically tightening access to credit for
awide range of borrowers. Good quality borrowers will then seek other sources of credit with
nonbanks. Therefore, and third, as banks' profitability and competitiveness are reduced,



disintermediation trends will be accelerated and banking regulators will lose the ability to exert
prudential supervision over a growing range of credit intermediaries that operate without a
banking license.

These outcomes are to be avoided. The elements of excessive conservatism in the Basal
proposals are as follows:

The risk-weighting function contains an adjustment of 30% for each default
probability grade to protect againgt “ measurement error” in the estimation of
default probabilities.

The risk-weighting function aso contains an unspecified adjustment factor to
protect against a situation where Tier Two capital cannot absorb losses
sufficiently.

A blanket 20% asset correlation is assumed in the corporate risk weight
function, which would apply to al other portfolios. It is unclear whether such an
assumption is vaid for noncorporate portfoliosin al countries.

A Granularity Index would impose an additiona capital charge based on
portfolio concentration without taking into account diversification.

A granularity requirement would prohibit a bank from using the IRB Approach
if its portfolio had one rating grade that contained 30% of al exposuresin the
portfolio.

A wfactor would be imposed on al collateral instruments, limiting the amount
of recognition provided to any risk mitigation tool.

Overly conservative haircut valuesfor eligible collateral.

Highly conservative and excessively largeinitial calibration for the
operational risk capital charge.

Taken together, these elements create an excessively conservative capital framework that
systematically overestimates risk and the capital needed to cover that risk. They must be
eliminated or modified to ensure that the capital framework does not inadvertently create capital
requirements unacceptably inconsistent and incompatible with proper risk management.

Banksin the Steering Committee believe that the proposed capital framework effectively
assumes that all banks will operate suboptimal risk management systems. It assumes that
shareholders, market discipline, and supervisory oversight standards will not be sufficient to
establish incentives for a bank to measure and manage its risks in a prudent and responsible
manner. The Steering Committee would like to emphasize that it is neither appropriate nor
desirable to assume that all banks will operate as “black sheep.” Such an assumption creates
inappropriately priced risks and capita charges that will distort pricing and risk management
decisions, to the detriment of both shareholders and borrowers in an economy. Systematic over-
pricing of risk will generate over time systematically higher credit costs, an outcome with magjor
implications for economic growth and stability.
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The Steering Committee would like to underscore the importance of resolving these
problems. Creating a new regulatory capital regime that seeks to enhance incentives to improve
risk management practices but creates serious discontinuities in the evaluation and pricing of risk
could have a severely negative impact on credit markets worldwide as well as on banks
competitiveness. The Steering Committee therefore strongly endorses the recommendations
made by the WGCA on how to address these problems. These are as follows:

First and foremost, the Granularity |ndex must be eliminated. Imposing a
charge for portfolio construction based solely on the negative issues
(concentration) without taking into account the positive aspects (diversfication)
isingppropriately one-sided. Similarly, the granularity reguirement limiting
exposur e to 30% in any one default probability (PD) grade should be
eliminated.

Second, the estimation error adjustment should not be applied to all banks
and all default probability grades. Instead, regulators should use their Pillar
Two supervisory review authority to take all necessary action to correct
situations in which a bank’ s internal systems have been proved deficient. This
can include, but not necessarily be limited to, assessing additional capital. Banks
whose interna default probability process are systematicaly flawed likely will
require more than higher capital requirements, including fundamental revisions

of their rating systems.

Third, the wfactor should either be eliminated and concer ns with collateral
enfor ceability reflected in loss given default haircuts, or at a minimum it
should be adjusted to avoid the anomalous situation wherecollateral such as
cash receives a hair cut of 0.15.

Making these adjustments should result in a capital framework more closely aigned with real risk
and, therefore, better able to provide incentives for good risk management practice within banks
around the world.

3 Treatment of Maturity

A capital framework that recognizes the term structure of credit risk can help facilitate
development of good risk management systems by encouraging banks to focus on the issue.
Therefore, the Steering Committee supports the use of a maturity adjustment in both the
Foundation and Advanced IRB Approaches, since it should not present excessive implementation
challenges relative to the benefits of having a maturity-adjusted capital cushion. The Steering
Committee agrees with the WGCA that the appropriate transition matrix to use for this purpose is
the default mode methodology outlined in the consultative proposal.

The Steering Committee cautiously supportsthe default mode adjustment factor.
The Steering Committee' s overriding goal is to foster the development of a capital framework
that should present a coherent and consistent approach to measuring regulatory capita to avoid
opportunities for regulatory arbitrage. The Basel Committee has chosen to use a single-factor
model to establish the risk-weighting function in the capital framework and applies that modd to
bank assets that are valued mostly on a default mode basis. The Steering Committee believes that
only a default mode adjustment for maturity islogically consistent with these choices made by
the Basel Committee. Effective and appropriate use of a mark-to-market maturity adjustment
factor would require banks to use credit risk models. The Basel Committee has made it clear that
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the use of credit risk models by banks to set regulatory capital is not up for consideration at this
time. Consequently, the Steering Committee agrees with the WGCA that a mark-to-market
maturity adjustment should be implemented only at the same time as credit risk models.

The situation with the Standardized Approach is more complex. Idedlly, a maturity
adjustment factor could also be applied in this context. However, concerns with the complexity
of implementation and an awareness of the resource constraints in many emerging market banks
and regulatory agencies (which are the most likely to implement the Sandardized Approach
widely) make imposition of amaturity adjustment in the Standardized Approach impractical.

The Steering Committee remains concerned with the binary approach to the
treatment of maturity generally in the Standardized Approach, believing that “the
regulatory framework should not provide excessive incentives or penaltiesfor banksto
offer credit within a specified maturity band.”* Inappropriate treatment of short-term
interbank credits in particular could have significantly adverse consequences on the stability of
banks funding activities, especially in the emerging markets. Last year, the Steering Committee
expressed concern that shortening the definition of “short-term” in the Standardized Approach to
six months from 12 months “ could accelerate volatility at the short end of the maturity spectrum
without achieving meaningful differentiation for exposures with tenors in excess of six months.”*
The Steering Committee is extremely concerned to find that the new proposals would shorten
even more significantly the definition of “short-term” down to three months, without rollovers.

The Steering Committee continues to believe that short-term interbank credit is
being penalized unfairly compared with current guidelines. The mgority of barksin the
world continue to rely on traditional interbank markets as tools for asset and liability
management. Creating disincentivesto participate in these markets will have seriously harmful
effects on the business and risk management processes of many emerging market banks that
cannot turn to the swaps markets to achieve similar asset and liability management effects. The
Steering Committee believes that the changes in the treatment of short-term interbank lending are
being made largely in response to the Asian financial crises. However, Steering Committee
members would like to emphasize that macroeconomic imbalances are the fundamental drivers of
financial system instability. These factors are well beyond the scope of issues that can or should
be addressed through the regulatory capital framework applicable only to commercia banks. In
particular, attempting to address the velocity of money without addressing the underlying cause
of interbank activity would ingtill a policy that would be incapable of having the desired effect
(increasing stability in the market) and would impose excessively harsh costs on banks relative to
other providers of short-term finance. The Steering Committee ther efor e recommends that
the definition of short-term remainsat 12 months.

4, Failure to Recognize Most Collateral Types

One of the most serious shortcomings in the Basel proposals is the failure to recognize
physica collaterd, third-party guarantees, and accounts receivable. The mgjority of banksin the
world use these tools to cover the risk in their lending portfolios. This provides banks with items
of vaue to help mitigate their loss in the event of default. Thisis also an activity in which banks
have been engaged for centuries, providing banks with useful leverage over recalcitrant
borrowers and helping to ensure that obligors are aware of the consequences of defaullt.

1 SCRC 2000, p. 15
u Id.
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Failure to recognize physical collateral in particular effectively requires a bank to indicate
that the collateral has no vaue and to hold capita against the full credit risk without taking into
account the value of the collateral. Many physical assets do, however, have areadily
determinable value. A variety of externa valuation agents exist that provide objective, third-
party values for specific types of physical collateral; these values are used to determine the fair
market value for resale of the assets in the event that a bank forecloses on aloan and seeksto sell
the asset to cover itsloss on the loan. Vauation sources exist for alarge range of ships as well as
for arplanes (often disaggregated by model and year) and farm equipment. In other words,
trading markets exist for these assets even though they are not securities. These values should be
recognized by the Basel Committee; otherwise a number of borrowers (especially individuals and
smdl and medium-sized enterprises) may find that the price of their credit will increase
substantially to reflect the fact that collateral values are not recognized within the capital
framework. Failure to recognized tradable commodities in particular could reduce banks' ability
to offer credit to this area, thus undermining trade flows.

Failure to recognize physical collateral may have a particularly harsh impact on trade
finance. In cross-border trade finance, the lender often takes some control over the movement of
goods. This gives the lender more control over EAD and LGD than would be the case with other
forms of lending. While the Advanced IRB methodology would permit a bank to use itsinterna
EAD and LGD egtimates across portfolio types, the Steering Committee believes that the specific
features of trade finance merit recognition in the Foundation IRB or in the collateral rules.
Without such recognition, it is possible that the new capital framework could produce unintended
adverse consequences on trade finance markets.

Third-party guarantees a so represent an important source of credit risk mitigation with
long track records within banks. Historica recovery rates on these instruments aso should be
recognized within the capital framework to ensure that time-honored and reliable methods for
mitigating credit risk are not rendered valueless within the regulatory framework and, thus,
discounted in the markets. Accounts receivable aso provide amajor source of credit risk
mitigation, especidly with respect to lending to small and medium-sized enterprises (SMES).
Small companies rely extensively on their income stream to help finance expansion. Failureto
recognize accounts receivables as ardliable source of credit risk mitigation in the new capita
framework could seriously undermine banks' ability to offer credit to these entities at a
competitive rate, thus hastening disintermediation.

The Steering Committee strongly supports the WGCA’'s efforts to collect recovery rate
data on awide range of physical assets for consideration by the Basel Committee. It is expected
that this global survey of recovery rates will be completed in late summer or early fall. Itisaso
expected that the WGCA will deliver with the statistics some recommendations on how to assess
the enforceability of the risk mitigant so as to ensure that reliable collatera arrangements and
third-party guarantees are included within the capital framework. The Steering Committee
strongly recommendsthat the Basel Committee makefinal decisionson the eligibility and
value of these collateral typesin thefall of thisyear, based on thelIF’ s global survey.

5. Treatment of Small and Medium-Sized Enterprises

SMEs are the backbone of most economies and often the engine of growth. They foster
innovation and provide the mgjority of employment opportunities in most economies &t all
development levels. However, it isfar from clear how extensions of credit to these companies
should be assessed within the regulatory capital framework. Definitional issues complicate
discussion, because most definitions associated with size (e.g., number of employees, turnover,
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assets) do not trandate well across economies. A small company in alarge economy will look
like alarge company in asmall economy. Organizational structure also varies across countries,
making a globa standard difficult to reach.

All bankers seem to agree that the risk-weighting function for corporate obligors may
generate an excessively high capital charge for SVIE lending. Opinions within the risk
management community are divided, however, as to how to fit SMEsinto the regulatory capital
framework. Some would prefer to include them within the retail portfolio; others would prefer to
include them in the corporate portfolio. Both of these groups believe that increased recognition
of physical collatera and third-party guarantees would ease the severity of the capita charge by
recognizing the types of collaterad most often used by SMEs. A few members would prefer to
create a separate portfolio with a different risk-weighting structure and a different asset
correlation assumption.

Clarity is needed on how best to address this dilemma. The Steering Committeeur ges
theBasel Committee and the WGCA together to develop an acceptable solution beforethe
fall. Itiscritical that any mispricing of regulatory capital for SM E lending be corrected to
avoid the cost of credit to these companies from increasing unnecessarily to cover the
regulatory capital charge.

6. Treatment of Operationa Risk

Quantitative measurement of operationa risk is till inits infancy, in comparison with
credit and market risks. Over the past eighteen months, much progress has been made.
Nonetheless, it is still too early to reach clear conclusions on many issues. Banks have aways
managed many aspects of operationd risk, although the isolation of operational risk factors and
attempts to quantify the scope of thisrisk are quite fairly new. The unbundling of risk types was
perhaps an inevitable consequence of creating a more precise approach to calculating credit risk
capital. However, crafting a regulatory capital framework for both credit and operational risks
creates significant challenges for both banks and their regulators since the regulatory standard-
setting process is occurring simultaneoudy with the banking industry’ s exploration of a variety of
mechanisms for measuring and managing operationa risk. This has generated a situation where
the amount of operational risk relative to tota risk has been overstated.

The Steering Committee questions seriously the proposal that operational risk
should constitute 20% of regulatory capital. Thisinitial calibration was set in relation to very
preliminary industry estimates of the amount of economic capita held to cover a wide range of
“other” risksincluding, but not limited to, operationd risk. During the intervening eighteen
months, the focus of quantification and regulatory attention has sharpened to include a definition
that more properly targets clearly identifiable events that could fall within the scope of
“operational” risk. This scope expressy excludes business, reputation, and strategic risks, which
were incorporated into initid industry estimates. Consequently, the initial 20% calibration is
clearly too high. It is expected that the true scope of operational risk will be substantialy lower
than 20% of total capital. The Steering Committee therefore urges the Basel Commiittee to revise
its estimates in accordance with the newly agreed definition of operational risk and results from
current studies.

The Steering Committee additionally believesit istoo early to identify a specific
methodology for measuring operational risk for regulatory capital purposes. After ayearin
existence, the WGOR is recommending a four-stage evol utionary approach for calculating
operationa risk regulatory capital. With respect to the third stage in that approach the WGOR
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has agreed a testing paradigm for a statistically based approach to calculating regulatory capital,
based on internal lossdata. The resulting capital amount would be adjusted to reflect the quaity
of the control environment. It istoo soon to say whether this approach presents an appropriately
robust methodology for assessing regulatory capital for operationa risk because it has not yet
been tested. The WGOR is aso exploring a scorecard-based concept for calculating regulatory
capital that would use internd loss data for validation purposes. Considerable interest existsin
exploring this concept, athough most Steering Committee members doubt at present about
whether this methodology can provide an alternative to the statistical capita calculation
methodology or whether a scorecard-based tool could be used as a qudlitative adjustment to the
statistical approach.

The Steering Committee understands that another consultative paper on the regulatory
capital treatment of operational risk will likely be released by the Basd Committee in mid-
summer. Thiswould be welcomed, as it would provide another opportunity for banks and the
Basal Committee to have a constructive dial ogue on measuring operationa risk for regulatory
capital purposes. It would aso provide an opportunity for both the WGOR and the Basel
Committee processes to reflect the significant advances made in the last few months and those
that are anticipated in the near term.

The Steering Committee thus supports conceptua work on both methodologies at this
time, given the fact that insufficient evidence and lack of industry-wide testing make it difficult to
justify endorsement of any one specific approach. In particular, the Steering Committeeisnot
willing to endor se any specific methodology prior to rigoroustesting using real data and
real bank portfolios. The Steering Committeeisalso interested in ensuring that any
regulatory capital methodologies for operational risk not present excessive regulatory
compliance requirements.

Steering Committee members recognize at the same time that a capital adequacy
framework needs to be finalized quickly. However, the Steering Committee believes that the
issues related to assessing regulatory capital for operational risk are too important to risk making
hasty decisions on the specifics of individua methodologies that could be codified into regulatory
frameworks and legidation that could prove difficult to amend in the future. Thisis true with
respect both to the quantification of operational risk and to the recognition of risk mitigation
instruments (e.g., insurance), both of which should be included in any regulatory capital
framework for operationa risk. The Steering Committee therefore suggests the use of a*can”
approach to finalizing the capital caculation for operational risk. This approach would establish
the mandate and goal of arriving at a methodology or formula without making irrevocable
commitments to any specific formula

Therefore, the Steering Committee strongly recommendsthat the Basel Committee
support a framework for operational risk that contains a placeholder for quantification
under Option 3 without making methodological choices at this point in time, before the
industry has had a chanceto test the validity and relevance of the methods under
consideration. This could be accomplished by supporting alegidative process in Europe that
would not require finalized quantitative details in a draft directive before year-end.

The Steering Committee notes that precedents exist for taking this approach. When
the market risk capital framework was being crafted in the early part of the 1990's, the main
aspects of the new capital framework were finalized while the Basel Committee and bankers
continued to work on the details of how to calculate specific risk. At the request of the Basel
Committee, globally active banks undertook atesting exercise to demonstrate the validity,
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relevance, and robustness of their internal systems for estimating specific risk. The process lasted
for about eighteen months. All policymakers were aware that additional research was being
conducted and final details on calculation methods for specific risk regulatory capital were

inserted toward the end of the process, after a rigorous testing program had been completed. Asa
consequence, regulators and legidators had a high degree of comfort that the revisions were both
prudent and based on sound market practice.

The European legidative process has changed since the market risk rules were finalized.
However, the interests of legidators, bankers, and regulators have not changed. All share agod
of creating a capital adequacy framework that is meaningful, relevant, and consistent with good
risk management practice. Making those determinations with respect to operationa risk
regulatory capital will take 18-24 months as the banking industry undertakes a rigorous testing

program.

The Steering Committee thus underscores the importance of arigorous, transparent, and
deliberative process concerning the establishment of aframework for setting operational risk
regulatory capital charges. Mistakesin this area could fundamentally alter the cost structure of
operating as a“bank” and could create fundamental misperceptions about the size of operational
risk and how best to manage it. Banks in the Steering Committee believe that a framework can
be finalized within the next 18 months. They urge regulators and legidators to work with the
banks to develop a capital framework in this areathat can truly be called “risk-sensitive” after a
proper evaluation of the strengths and weaknesses of quantification mechanisms using real bank
portfolios.

Within the context of operational risk, the Steering Committee would a so like to express
concern with the possibility that regulatory capital may be used to cover EL aswell asUL. The
Steering Committee endor ses the recommendation of the WGOR that if both EL and UL
areto becovered by regulatory capital, then the capital framework must also recognizethe
capacity of a bank’scurrent period revenueto absorb EL especially in thecalibration of an
overall operational risk minimum capital requirement.

The Steering Committee would aso like to underscore the importance of recognizing the
risk-reducing effects of mitigation tools such asinsurance. The Steering Committee
encour ages the WGOR and the Basel Committee to collabor ate in developing a capital
framework in which regulatory requirements arereduced to reflect risk transfer through
insurance products.

Finaly, the Steering Committee endorses the WGOR conclusion that operationd risk is
non-linear with respect to firm size or activity level. Asaresult, based on (a) the empirical
research of PricewaterhouseCoopers, (b) the intuitive understanding of operational risk managers,
and (c) mathematical indicators using reasonable distribution assumptions, both the Steering
Committee and the WGOR recommend that al calculation methods be adjusted in the capita
framework. Specifically, the capital calculation methodsin Options 1,2 and 3 of the
proposed framework should be adjusted by applying a squarer oot function to the Exposure
Indicator, or some part thereof, in the formula used in each of those options.

7. Standardized Approach: One Additional Risk Weight Needed

Currently, the Basel Accord contains four risk weights (0%, 20%, 50%, 100%), athough
the vast mgjority of obligorsfal into the last risk-weighting bucket. The Basel Committee
proposdas for the Standardized Approach would increase the granularity of the capital framework
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by adding one risk weight (150%). However, since the mgjority of banks likely to use the
Standardized Approach will likely operate in countries where the number of rated obligorsis
high, the reform proposas will result still in the mgjority of obligors being assigned to the 100%
risk-weighting bucket because they are not rated. Last year, the WGCA recommended that the
minimum number of risk weights in the Standardized Approach be at least eight for the corporate
portfolio, with substantial increases (rather than step-wise increases) as credit quality
deteriorates.™

Emerging market banks, where the Standardized Approach is most likely to be applied
broadly, are particularly worried that the Standardized Approach’s five risk weights do little to
help local banks prepare to implement an IRB approach. They note that the move from a system
that relies on five buckets for assessing credit risk to a system with a minimum of six to nine
performing and two nonperforming grades is significant and costly, especialy in areas where
relationship banking remains the market norm. Therefore, the Standardized Approach creates a
structure in which the incentives to improve internal risk management are small and the cost to
borrowersislikely to be large.

The Steering Committee understands and supports the policy that the regulatory capita
framework should create incentives for banks to move into the IRB Approach and that therefore
the Standardized A pproach should not become too comfortable. However, increasing the number
of risk weights in the Standardized Approach would not likely make the Standardized Approach
more attractive than the IRB Approach for banks looking to improve their interna risk
management structures. Instead, it would ensure that banks were encouraged to apply more
detailed analysis to obligors and develop a credit culture emphasizing credit qudity. Thus, the
Steering Committee recommends that a 75% risk weight be added to the framework.

8. Standardized Approach: Expanded Use of Loca Currency Ratings

The Steering Committee notes that the proposed framework fails to differentiate between
foreign and local currency obligations to the private sector. However, beneficial risk weights are
applied to lending extended to local sovereigns using local currency and loca funding. The logic
underpinning this treatment aso holds for smilar obligations to private sector entities: transfer
and currency risks are not present. In addition, default probabilities associated with lending to an
obligor can be affected by whether or not an instrument is funded using foreign or local currency,
afact reflected by the growing use of differentia rating structures for such instruments by
independent rating agencies. Lending to local borrowersin loca currency by definition is less
risky than lending to such borrowers using foreign currency. Consequently, the Steering
Committeerecommendsthat the new capital framework recognizelocal currency ratingsin
both the Standardized and IRB Approaches for purposes of setting regulatory capital risk
weightsfor obligationsin local currency.

In addition, the Steering Committee believes that local currency ratings should be used
for trade finance. Although such obligations are funded in foreign currencies, the transfer risk
(i.e, therisk of default due to the imposition of foreign exchange controls by the local authority)
isquitesmadl. In particular, it is worthwhile to note that:

few historical losses are associated with trade finance obligations
cash flows from trade are countercyclical

15 WGCA 2000, p. 4.



the risk spread charged to these loans, even during periods of stressin emerging
markets, is lower than that charged for different credit or debt instruments of the
same maturity.

Thus, trade finance credits are seen by global banks to present substantially less risk than even
government instruments of the same maturity. Consequently, the Steering Committee

recommendsthat local currency ratingsbe used for trade finance obligations even though
these obligations are nominally funded in foreign currency.

C. Pillar One: Other Portfolios

The Basel Committee reform proposals demonstrate a serious desire by banking
regulators to craft a capital framework that generates cushions tailored to the risk characteristics
of different exposures. This development is welcomed by banks around the world, because it
provides the foundation upon which risk-sensitive and individualized capital requirements can
reflect the real risks undertaken by the bank. In addition to the corporate, retail, bank, and
sovereign portfolios, the Basel proposalsindicate an interest in tailoring capital requirements to
cover two different additiona types of exposures. equities and project finance.

The banks participating in the Steering Committee and the WGCA support this effort.
The Ingtitute’ s response to the difficult questions raised within the consultative papers focuses on
one guiding and overarching god: comparability. Specificaly, banks active in the 11 F processes
beieve that the capita framework should treat smilar risksin asimilar manner. Thus, all assets
that expose the bank to loss due to default or bankruptcy should be assessed in a
conceptually consistent manner. All assetsthat expose the bank to loss due to trading,
wheretheassetsin question arevalued on amark-to-market basis, should beassessed in a
conceptually consistent manner.

This analytica approach is driven by recognition within banks that regulatory capita
rules based on product types may soon become obsolete. The number and types of credit assets
that will soon be traded is growing. Similarly, some traded assets with little or low liquidity (e.g.,
private equity) may require risk rather analysis closer to that which accompanies assessment of
bankruptcy or default risk rather than a market risk paradigm. Rather than craft a capital
framework based on notions that may soon become obsolete, the Steering Committee believes
that instead the appropriate approach is to consider whether the assets will be held by the bank for
their full life or may be traded prior to maturity.

1 Project Finance

The Basel Committee proposes to segregate for special treatment assets characterized by
a structure in which the risk of the obligor is closely correlated to that of the project or guarantor,
where repayment is linked to the cash flows generated by the project, which serves as security of
theloan. The asset itsdlf is often a highly idiosyncratic item with little or no secondary market
(e.g., adam).

Both the Steering Committee and the WGCA accept the genera definition of project
finance contained in the Consultative Proposal, with one clarification. A distinction must be
made between cash flow finance (i.e., “infrastructure projects’) and the financing of both the
construction and leasing of movables such as airplanes and ships (i.e., “ asset-based finance”) and
some commercia rea estate finance of smilar risk profile.
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The appropriate method for calculating regulatory capital for all project finance
exposur es should beamodified PD/L GD/EAD structure. Thenecessary modificationsare:

Specialized L GD values should becrafted toreflect loss experiencein each
portfolio segment. Thus, L GDs associated with infrastructure projects
would be different from those assigned to asset-backed projects.

Validation procedures for PD and L GD values must be amplified to take
into account the special structures of the projectsin question and therole
that cash flows play in assessing risk. It isalso possible that procedures
specific to project finance lending affiliated with multilateral development
banks may be necessary to reflect therelative lack of experience with
defaultsin these instruments.

It is possible that terminology may changeto reflect better a focus on the
praobability of failure of the project rather than just the obligor.

In summary, it may not be reasonable to require statistically validated estimates of PD,
LGD, and EAD for project finance exposures. This does not mean that quantifying the risk
associated with those projects and allocating an appropriate amount of capital for themisan
impossible task. Instead, assessing internal ratingsfor project finance is substantially
similar to the process used to assign country ratingsin banks, where both qualitativeand
quantitative processes are used to assign risk ratings.

The WGCA will work during the next four months to develop a set of recommended best
practices and oversight standards for vaidation of banks' project finance rating and risk
management systems. At the same time, the WGCA will investigate whether standard LGD
factors can be established for use in the Standardized and IRB Approaches based on observable
market information and/or internal data. For example, some portions of project finance (e.g.,
asset-based finance) could be treated as a collateralized corporate loan if sufficient quantitative
evidence of LGD values could be established. Thiswork should be completed by August 2001.

The Steering Committee strongly supports this work, viewing it as essentid to building a
relevant and meaningful capital framework that is tailored to the risks in the banking business. It
strongly recommends that the Basel Committee remain open to making necessary changesin the
fall based on the outcome of this market research.

2. Equity Exposures

The Basel Committee's proposals to assess a regulatory capital charge for equity holdings
are based on two concerns, one backward looking and the other forward looking. First, looking at
market experiences in the past few years, policymakers at the Basel Committee observed that
bank losses associated with venture capital investments (especialy in high-tech and dot-com
companies) had spiked with the recent genera market downturn. Second, the Basel Committee
observed that banks' underwriting activities are likely to increase over time as the financia
services industry continues to evolve, especially with the elimination of the Glass-Steagall
restrictions on bank underwriting activities in the United States.

The Steering Committee endorses the recommendations developed by the WGCA for

assessing regulatory capital against equity exposures. The recommendations are based on making
afundamental distinction between equities held in the banking book that are not traded and
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equities held for trading purposes. Those equity holdings held by banks indefinitely or for
sufficiently long periodsthat exposethebank tolossduetotheissuer’sbankruptcy rather
than exposing the bank to loss due to mar ket downturns should be subject toaregulatory
capital charge using a modified default-type of analysis. Those equities held for shorter
periodsthat expose the bank to risk of loss associated with market downturns should
attract aregulatory capital charge based on a market risk/stress-testing framework.

To avoid cherry-pickingin the designation of whereequity holdingsareplaced in a
bank’s portfolio, the Steering Committee additionally recommends that each bank
articulate a policy for placing equity holdingsin the banking book based on (a) its
underwritingrole, (b) itsintention to promote along-termrelationship with thecompany or
to acquire bargaining leverage or control over the company’s affairs such that the bank’s
investment would be recovered, (c) the lack of atraded market for private equity, or (d)
establishment of strategic alliances through cross-shar eholdings.

Within the Standar dized Approach, the current treatment should continueto apply
to these holdings (i.e., they should be subject to an 100% risk-weighted capital
requirement). Thisrecommendation is driven mostly by the need to ensure smplicity of
approach and implementation. Within the IRB Approach, these holdings should be treated in a
manner comparable to that used for other banking book exposures that are not traded (i.e., a
PD/LGD/EAD framework) with some modifications.

The modifications proposed by the WGCA are endorsed by the Steering Committee since
they seek to capture the actual risk associated with holding equity instruments for long periods,
using methodologies that are accepted as robust indicators of risk. The adjustments identified
below seek to avoid confusion with the credit risk framework since such holdings are not
properly subject to default risk. These recommendations may expand, as the WGCA and the
Steering Committee consider additional e ements such as EAD in more detail this summer.

*  Theterm PD should be replaced by the term probability of loss (PL) and should be
determined as the probability that the company in which the bank has the strategic
investment will experience a default event in any senior debt instrument held by the
bank. Thus, the PL value for a strategic investment would be identical to the PD
estimate made by the bank for any senior debt.

*  Theterm LGD should be replaced by the term loss (L) and should be set at 100%.
Thus, the bank would be assumed to suffer a complete loss of its strategic investment
at the time of the credit default event.

This structure would establish comparability and consistency with the credit risk framework
without creating conceptua confusion or the implication that equity investments expose a bank to
default risk. In addition, supervisors using their Pillar Two authority should be permitted to
determine whether a bank had chosen its calculation method appropriately given the particular
structure of the markets in question.

All other equity investments would be treated as if they were trading assets, relying on a stress-
testing approach to set the regulatory capita requirement. Alternatively, venture capital could be
treated as aloan collateralized by the entity’s equity if consistency with the banking book is
deemed a higher policy priority.



Chapter 3: Pillar Two Issues

The length and breadth of the capital proposals suggest that more effort may be needed to
ensure adequate international implementation. The concerns of the Steering Committee in this
arearelate mostly to the dynamics associated with implementing the consolidation requirements
and the interplay of supervisory jurisdictions between Home and Host banking supervisors. Even
with the improvements and clarifications concerning use of Pillar Two provided by the Basdl
Committee, bankers in the Steering Committee remain concerned that differencesin
implementation across borders could serioudy compromise their ability to meet the capita
standard on a globaly consolidated basis and that the regulatory burden associated with
differentia implementation could undermine their ability to operate on level playing fields. Also,
it isto be expected that individual nationd regulators will pursue domestic objectives, possibly to
the detriment of foreign banks.

At the same time, banks and their supervisors share an interest in building a global
supervisory framework that is internationally consistent, fair, relevant to the risks, and as smple
aspossible. If the regulatory capital framework isto contain detailed validation standards (asis
currently proposed by the Basel Committee to promote consistent application across
jurisdictions), there is a shared global interest in creating a process by which level-playing-field
issues can be discussed and possibly resolved.

The Steering Committee ther efor e recommendsthat the Basel Committee either
create or provide an “ombudsman” function for the implementation of the regulatory
capital framework. Thiswould permit individual banks to meet with groups of supervisors
responsible for overseeing their activities to discuss a plan of implementation that would be
congistent with the bank’s activities and the relevant nationa priorities. This structure would not
imply cession of sovereignty by any one regulator beyond that which is already contemplated
through the Home/Host state division of responsibilities established through the Basel Concordat.
Instead, it would smply provide a mechanism by which the level-playing-field issues associated
with implementation of the regulatory capitd rules could be discussed and pragmatic solutions
consistent with existing regulatory and juridica structures could be found.

The Steering Committee also recommends that national supervisors for internationally
active banks increase their cooperation. This could take the form of standardized regulatory
reporting templates or joint meetings with supervised banks, as was recommended in 1998 by the
Ingtitute’ s Task Force on Conglomerate Supervision. *°

The Steering Committee consequently believesit is essential for the Basel
Committee to promote increased cooperation and coor dination in the application of the
regulatory capital framework internationally. Without such coordination, the resulting mix of
varied implementation standards and possibly conflicting requirements could render impossible
the determination of areasonable capital charge for large, complex banking organizations. The
Steering Committeethusreiteratesitspreviousrecommendation that the Basel Committee
could expand itsroleto serve as a clearinghouse for guidelines, inter pretations, and
implementation processes related to the new regulatory capital guidelines.” Thiswould

16 Report of the Task Force on Conglomerate Supervision, “ Response to the Consultative Papers
released by The Joint Forum on Financial Conglomerates’ The Institute of International Finance (July
1998).

1 SCRC 2000, p. 26.



serve the dua function of increasing transparency in the regulatory process while aso facilitating
cross-border supervision of banks' regulatory capital alocation processes and increasing
supervisory comfort levels with applying the new standards.

It isimportant to note that the Steering Committee strongly supports the goa of creating
comprehensive and consistent risk management structures across globally active banks. The
concern is not with the necessity or even the regulatory incentive to establish such systems.
Instead, the concern is with the timing of implementation and the possibly severe and adverse
consequences associated with failing to achieve statistical validity in default or recovery rate
satistics for alarge operation in amajor country. The legitimacy of this concern aready has
been recognized by some regulators.’®

This situation requires a “rule of reason” to be applied when implementing the new
capital framework. For example, one type of “rule of reason” could seek to encourage banks to
implement risk management systems commensurate with the bank’ s activity levels rather than
require al banks globaly to implement immediately best risk management practices regardless of
their appropriateness to the bank’s business. The Steering Committee supports the Basel
Committee' s efforts to avoid “ cherry picking” behavior by banks seeking to minimize capita
requirements by determining which approach would generate the lowest charge. The Basel
Committee aso rightly seeks to establish a defined and limited path to move banks quickly aong
the path toward implementation of improved risk management systems that can qualify for the
IRB Approach. However, the use of a blanket consolidation requirement in the face of strong
evidencethat it is neither practical nor possible for banks to comply serves no supervisory
purpose.

The Steering Committee therefore also recommends that Pillar Two supervisory
review should be used to evaluate the speed with which implementation of the IRB
Approach is proceeding. Thiswould enable supervisorsto urge banks along with
implementation plans without creating arbitrary deadlines.

1 “Although both supervisors and financial institutions support the concept of consolidated risk

management, few if any financial firms have fully developed systemsin place today. The absence thus far
of fully implemented consolidated risk management systems suggests that there are significant costs or
obstacles that have historically led firms to manage risk in amore segmented fashion. We argue that both
information costs and regulatory costs play an important role here by affecting the trade-off between the
value derived from consolidated risk management and the expense of constructing these complex risk
management systems.” Christine M. Cumming and Beverly J. Hirtle, “The Challenges of Risk
Management in Diversified Financial Companies,” Federal Reserve Bank of New York Economic Policy
Review, val. 7, no. 1 (March 2001), p. 2.



Chapter 4: Pillar Three/Transparency

The Steering Committee reiterates its support for increased transparency in the banking
business. Increased disclosure can enhance competition as well as risk management by
facilitating counterparty risk assessment. Banks in the Steering Committee aswell asin the
working groups agree that more relevant and reasonable disclosure under Fillar Three of the
regulatory capital framework is both desirable and necessary to building a capital adequacy
regime that is both robust and effective.

Inits report last year, the Steering Committee identified the following elements of a good
credit risk disclosure framework:

Theleve of detail for disclosure should be clearly defined, and any additiona
requirements should not place an undue compliance burden on banks relative to
other financial services providers. At a minimum, comprehensive information on
capital structure and types of risk exposures should be provided.

Disclosure should balance the importance of forward-looking information with
historicd information. Indeed, information on the way abank has acted or is
prepared to act when faced with important risk management challengesis
possibly more important to investors than past results and other quantitative
information. Therefore, improved disclosures should provide markets with a
perspective on a bank’ s ability to respond successfully to stress scenarios,
induding liquidity-related stresses.

More active use of the Internet by both banks and supervisors to disseminate
information should be explored.

The Basel Committee’ s “supervisory information framework” should be updated
to reflect credit-risk-related issues.™

The Steering Committee notes that Basel Commiittee’ s current Pillar Three proposals do not
demonstrate recognition of the importance of these guiding principles for purposes of building an
effective and efficient transparency regime.

Deep concern exists within the banking community that the Pillar Three proposals
present an overly broad attempt to provide information into the market without considering first
whether the information is helpful to the assessment of the adequacy of a bank’s capital cushion.
This issue should be the focus of any disclosure requirements attached to a capital framework.
Consstency with existing accounting standards also isimportant. In particular, it is criticaly
important that regulatory capital standards on transparency do not conflict with existing
accounting requirements.

Increased transparency can increase market efficiency and enhance market discipline, but
only if the information provided to the markets is relevant, timely, meaningful, and capable of
being understood. Excessive amounts of irrelevant data can be as bad as having too little data.
More information can actually increase opacity in markets if the information is not relevant to
risk analysis. It isfar from clear whether the portfolio breakdowns suggested in the Pillar Three

19 SCRC 2000, p. 28.



proposals meet these standards. Portfolio breakdowns would provide more insight into a bank’s
portfolio Strategy, but not necessarily itsrisk. A variety of models exist to evaluate credit risk in
banks portfolios. These models are “highly sensitive to subtle changes in assumptions about
correlations and vauations, as well as default probabilities. This means that a range of responses
could be correct estimates of credit risk, if the underlying assumptions were consistent with
market redities.”® Consequently, market analysts could draw starkly different conclusions about
the risk of a portfolio using as inputs the information requested in the Pillar Three proposals.
These estimates could dl be correct, but they would not provide any insight into the adequacy of
abank’s capita cushion or the adequacy of the bank’ s management processes.

Consequently, the Steering Committee believesthat the data pointsrequested by the
Basel Committeeunder thePillar Threeproposalsareexcessively broad and costly. They

are also not likely to enhance transparency even if they do increase the amount of
information disclosed by banks. A competition issue exists as well: Nonbank providers of

credit intermediation services would not be required to fulfill the same disclosure standards. This
could expose banks to unfair competition in certain markets where their portfolio breskdowns
were exposed. It isaso important to note that credit rating agencies, whose assessments will be
used to set risk weights within the Standardized Approach, will not be subject to comparable
disclosure standards to qualify for use within the regulatory capital framework. Finaly, questions
about the feasibility of implementing the Pillar Three proposas in emerging markets need to be
addressed carefully, especialy those markets where existing disclosure practices are not
consigtent with global standards.

The Steering Committee believes that a more appropriate approach would be to require a

targeted set of disclosures by banks under Pillar Three. Steering Committee members therefore
endorse the following data points recommended by the WGCA:

A. Quantitative Disclosures: All of the following from IRB banks, by PD band:

I Funded amount

ii.  Unfunded amount

iii.  Weighted average EAD

iv.  Waeighted average LGD

v.  Weighted average maturity
vi.  Expected loss

vii. Regulatory capita

B. Qualitative Disclosures: Descriptions of the following:

viii. PD validation process
ix. LGD methodology
X.  EAD methodology

C. Additional Disclosures. Top five geographic and industry segments as a
percentage of total exposures.

2 Modeling Credit Risk: Joint |1F/ISDA Testing Program The Institute of International Finance
and the International Swaps and Derivatives Association (February 2000), p. 55.
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The Steering Committee hopes that disclosing these items will increase market efficiency and
transparency by assisting users of financid statements in assessing both the bank’ s capital
adequacy and the systems used by the bank to assess and validate its risk measurement processes.



Chapter 5: Level Playing Field

A. Among Banks Internationdly

From itsinception, the Basal Accord has identified the establishment of level playing
fields among commercid banks to be akey god of internationally harmonized regulatory capital
standards. One magjor motivating factor behind the original Basel capital framework was in fact
to facilitate bank competition on the basis of price rather than on the basis of artificial advantages
created by national regulatory capita requirements while simultaneoudy creating a common
minimum standard below which no bank should fal and possibly endanger the system.

Banks share with their supervisors an interest in creating common minimum standards
that facilitate competition within the banking industry. Encouraging banks to develop
increasingly advanced risk management systems that measure risk more accurately should
enhance level playing fields over time by emphasizing equality of competitive opportunity. As
the WGCA noted in 1998, “An emphasis on minimum risk management standards would also
benefit the financial system by encouraging banks to upgrade the rigor of their internal systems.
The playing field would be level in that al banks would have an equal opportunity to compete for
recognition of their internal models for capital adequacy purposes.”

Achieving that level playing field within the banking sector will be a chalengein aworld
whereit isfar from clear that al regulators have either the ability or desire to implement the IRB
Approach and/or the Fillar Three disclosure guidelines. Significant discretion will dso exist in
interpreting and implementing the Fillar Two supervisory review guiddines. It will be essentia
that all G-10 governments and at least the leading emerging market countries implement the IRB
Approach if alevel playing field in fact is to be developed. Some examples can demonstrate
graphicaly concernsin this area

Example 1: A leading emerging market bank is required to use the Standardized
Approach to calculate regulatory capital. This meansthat all loans by the bank to the best quality
unrated corporate in that country must attract a 100% risk weight. Costs are passed along to the
borrower who, being a strong company, decides to seek financing from another bank. The local
regulator has authorized sophisticated foreign banks to use the IRB Approach. This would permit
the foreign bank qualifying to use the IRB Approach localy to offer aloan at alower price than
the local bank if the borrower in fact is of high quality. This scenario could occur if alocal
regulator determines that it did not have sufficient resources to offer the IRB Approach to all
banksinitsjurisdiction or if it determined that no local banks were sophisticated enough (or did
not have sufficient historical data) to qualify to use the IRB Approach. AsaHost country
authority, it could rely principaly on the external Home country authority to validate the foreign
bank’ s internal rating system and, thus, pass along the regulatory authorization cost to the Home
country.

Example 2 A large (but not necessarily cutting-edge) bank is required by its Home
country regulator to implement the Foundation IRB Approach. The implementation plan calls for
the bank to devote resources to creating information technology and management information
systemsto link its entire global banking operation to anew interna rating system that assesses all

a Recommendations for Revising the Regulatory Capital Rules for Credit Risk, Report of the

Working Group on Capital A dequacy (1998), p. 32.
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borrowers from Africato Canada using the same system. More complex global banksin other
countries are permitted a period of five to seven years to establish such systems. This bank must
implement the system in three years, regardless of the impact that implementing such a system
would have in terms of diverting resources away from lending activities. More important, the
bank must implement the Foundation IRB despite the fact that the risk-weighting function will
inappropriately require excessive amounts of capital for the same lending activities.

Example 3 A large bank is required to use IRB and a small bank allowed to use the
Standardized Approach. The large bank will avoid business with badly rated corporates that
attract a 625% risk weight. This businessislikely to migrate to the small bank where the same
corporate would attract a 100% risk weight. On the other hand, the large bank will offer
attractive conditions for highly rated corporates. The small bank will not be able to offer smilar
conditions, asit is required to attribute this corporate higher risk weights. Over time, the “bad”
corporates are likely accumulated with the small bank, while good quality corporates migrate to
the large bank.

Example 4 Two banks with identical risk profiles located in different countries (A and
B) go under Pillar Two review. The supervisor in country A lacks resources and interprets the
guidelinesin alax fashion, while the supervisor in country B has highly qualified staff and has a
highly conservative interpretation of capital requirements. The review outcome ends with the
bank in country A not requiring additiona capital under Pillar Two while the bank in country B is
asked to prop up its regulatory capital.

These examples demonstrate that inappropriate implementation of the new framework
could generate profound inequalities of competitive opportunity without regard to the underlying
quaity of abank’s capital base and risk management capabilities for the market in which it
operates. Some of these problems would disappear with gradua elimination of the Standardized
Approach and/or gradual predominance of banks using the IRB Approach. However, neither of
these outcomes can occur if the IRB Approach is not calibrated to set appropriate incentives for
banks to devote resources to qualify to useit. In addition, it is possible that the prevalence of
unrated entities in the Standardized Approach might create a disincentive for banks in emerging
market countries to create complex interna rating systems because the cost of implementing such
internal systems could outweigh the capita benefit of such implementation.”? This is because
lower-qudity obligors would receive risk weights much greater than 100% in the IRB Approach.

Steering Committee banks note that reliance on an incentive-based structure implies
freedom of choice. An incentive rewards the right choice and penalizes abad choice. It does not
require a specific choice. The key element to establishing level playing fields among banks
therefore is not to mandate that individual banks must use the Foundation IRB Approach.

Instead, the key element is to make the IRB Approach more attractive than the Standardized
Approach so as to encourage banks to improve their systems and data to be eligible to use the
IRB Approach. This requires that regulators have sufficient resources to implement the IRB
Approach to make it a viable alternative for a critical mass of banks worldwide. It also requires
that appropriate calibration be established as between the different methods for calculating
regulatory capital for credit risk.

2 Giovanni Ferri, Li-Gang Liu, Giovanni Majnoni, “ Therole of rating agency assessmentsin less

developed countries: Impact of the proposed Basel guidelines,” 25 Journal of Banking & Finance 115-146
(2002).



The Steering Committee notes that effective implementation of the Fillar Three
transparency proposas could enhance level playing fields significantly by providing a basis for
comparison across banks. However, the data points chosen for such disclosures would need to be
crafted in amanner that provided sound information on a bank’s risk profile. The proposed data
points for Pillar Three disclosure seem to fail this test because they are more appropriate to the
analysis of a stock price than targeted to facilitate analysis of a bank’s capital adequacy. The
WGCA has proposed an dternative set of disclosures that we believe will enhance transparency
concerning regulatory capital while providing timely and relevant data to the markets so that
competition can occur based on an analysis of the bank’s capital cushion.

B. Among Financid Firms

Level-playing-field issues are not limited to the banking sector. In fact, many members
of the Steering Committee believe that the most urgent level-playing-field issues exist with
respect to intermediation activities offered by financia firms that are not subject to comparable
regulatory capital requirements. The existence of electronic delivery mechanisms will only
accelerate disintermediation trends, especialy if commercia banks are not permitted to recognize
portfolio asset correlations within the regulatory capital framework. This creates a Situation
where nonbanks operating in different regulatory environments will regp adua benefit. Firg,
they are not required to comply with the vast validation and disclosure standards associated with
the IRB Approach. Second, they are free to assess and price credits based on an assessment of
asset correlation and diversification effects. Third, they are not subject to Pillar Two supervisory
reviews. Fourth, they are not subject to capital requirements to cover operationd risk.

The role of nonbank financid ingtitutions relative to banks in internationa lending has
tripled in the past 10 years® and the level-playing-field issues with respect to these ingtitutions
are growing more acute each year. The Steering Committee therefore urges the Basel
Committeeto seek compar able capital treatment of credit, market, and operational risksin
other regulated sectorsto ensurethat risks are appropriately priced, regardless of the
cor porate form providing the financial service. Thisrecommendation is consistent with
suggestions made by other [1F groups in recent years, favoring the creation of globally
standardized regulatory reporting forms for specific risk silos that could decrease compliance
costs without decreasing the amount of information available to regulators for supervisory
purposes.* Appropriate fora for pursuing comparable standards include the Joint Forum on
Financia Conglomerates and the Financial Stability Forum.

3 In 1988 (the year the Basel Accord was originally promulgated), commercia banks extended

45.3% of all external debt for emerging market economies and “ other private creditors’ accounted for only
12.5%. The balance had shifted significantly by 1997: lending by commercial banks had dropped to

34.3% while lending by other private creditors had almost tripled to 31.9% of total lending. Some
academics have additionally observed that “the fact that deposit insurance is commonplace among
industrialized countries, yet financial crises still occur, suggests that models of bank runs are insufficient
for understanding modern financial crises.” Report of the Working Group on Financial Crisesin Emerging
Markets, The Institute of International Finance (January 1999), Table 1, at p. 16.

A “The Task Force also strongly recommends that the regulatory reporting framework for globally
active financial institutions should be revised to incorporate a portfolio-level, risk-based approach that
could replace some outdated and duplicative reporting requirements currently in place.” Report of the Task
Force on Conglomerate Supervision, Response to the Consultative Papers rel eased by the Joint Forum on
Financial Conglomerates, The Institute of International Finance (July 1998), pp. 3-4; pp. 18-22.
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Chapter 6: Compliance and Cost | ssues

As noted, the compliance costs associated with implementing the new capital framework
are expected to be extremely large. Here banks refer specifically and only to the personnel and
information technology costs associated with building globa internal rating systems within a
defined period of time (two to three years). For purposes of illustration only, it might be helpful
to suggest avariety of implementation costs that could be incurred by the global banking industry
(at least 30,000 banks worldwide) if the Basel Accord were implemented as designed. A variety
of hypothetica cost estimates appear below, using both a one-year and five-year horizon:

30,000 Banks Hypothetical Compliance Cost

Assumed additional Number of Cost for 1 Over 5 years
average cost per bank Banks Year
LISD . m
usD 500 X 30,000 = USD 15 bn USD 75 bn
uUsD 1 Mn. X 30,000 = USD 30bn USD 150 bn
uUsD 5Mn. X 30,000 = USD 150bn USD 750 bn
USD 10 Mn. X 30,000 = USD 300 bn USD 1,500 bn
USD 15 Mn. X 30,000 = USD 450 bn USD 2,250 bn

For scding purposes, it isimportant to note that the total Tier 1 capital of al banksin the world is
estimated at USD 2000 billion. The losses associated with the Asian and Russian crises together
ranged from USD 140 hillion (officia support) to USD 250 billion (investor losses). These
numbers make it clear that even a modest implementation cost associated with the new capital
proposa s will have alarge impact on the profitability of the banking industry.

In addition to these costs, one must consider the hidden costs associated with failure to
meet the consolidation provisions of the new capital framework. The Basel reform proposal
indicates that a bank using the IRB Approach for one portfolio (e.g., corporate exposures) must
implement the IRB Approach for al portfolios on a globally consolidated basis. Capital may be
assessed using the Standardized Approach only for “non-significant business units that are
immaterial in terms of size and perceived risk profile subject to nationd discretion ... No capital
relief would be granted for intra-group transactions between the IRB bank and a business unit on
the Standardized Approach. This includes asset sales or cross guarantees.” % It isunclear also
how insurance activities conducted within a bank (as opposed to insurance subsidiaries, which are
not subject to the consolidation requirements) would be treated.

The compliance costs associated with implementing this provision, especialy in low-
information environments where obligor histories are not available presently, is staggering. Itis
aso highly unclear how the consolidation provisions could be implemented if aregulator in one
country chose not to make the IRB gpproach available within its jurisdiction. Would application
of the IRB Approach to the foreign banks active in that country be exempted from the general
consolidation standard? Would a bank be required to cease operating in that country if continued
operation were to invalidate the bank’ s ability to qudify for the IRB Approach? Legal
compliance costs associated with obtaining all necessary approvas would likely soar.

s The New Basel Accord (January 2001), para. 159-160.
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