PROPOSALSFOR THE INCL USION OF GENERAL PROVISIONS/
GENERAL LOAN-LOSSRESERVESIN CAPITAL?
(February 1991)

Introduction

1 In July 1988 the Basle Committee on Banking Supervision, with the endorsement
of the central bank Governors of the Group of Ten countries, reached agreement on a
framework for measuring capital adequacy and for applying a minimum capital standard to
banks engaged in international business. This Accord stated that the national supervisory
authorities represented on the Committee intended to implement the arrangements in their
respective countries within a specified timescale. Subsequently a large number of other
countries have announced that they intend to implement similar arrangements.

2. The definition of capital in the Accord is structured according to quality. The
amount of the highest quality capital (tier 1 or core capital) is unlimited. Capital elements of
lesser quality (tier 2 or supplementary capital), which include general provisions and loan-loss
reserves, are admitted up to an amount equal to that of core capital (i.e. core capital must
comprise a least 50% of the eligible total). Within the tier 2 elements there is a further
constraint in that subordinated debt is limited to 50% of tier 1 capital .2

3. In concluding the July 1988 Accord, particular difficulty was experience in
defining general provision or general loan-loss reserves. The final text recognised this
problem in the following passage (paragraphs 18-21).

"General provisions or general loan-loss reserves are created against the
possibility of future losses. Where they are not ascribed to particular assets and do not reflect a
reduction in the valuation of particular assets, these reserves qualify for inclusion in capita
and it has been agreed that they should be counted within tier 2. Where, however, provisions
have been created against identified losses or in respect of a demonstrable deterioration in the
value of particular assets, they are not freely available to meet unidentified losses which may
subsequently arise elsewhere in the portfolio and do not possess an essential characteristic of
capital. Such specific or earmarked provisions should therefore not be included in the capital
base.

The Committee accepts, however, that, in practice, it is not aways possible to
distinguish clearly between general provisions (or general loan-loss reserves) which are
genuinely freely available and those provisions which in reality are earmarked against assets
already identified as impaired. This partly reflects the present diversity of accounting,
supervisory, and, importantly, fiscal policies in respect of provisioning and in respect of

! This consultative paper explains the rationale for the amendment to the Basle Capital Accord

subsequently introduced in November 1991 (see paragraph 15 of this text).

2 These limits were subject to certain concessions in the transitional period up to end-1992.



national definitions of capital. This means, inevitably, that initially there will be a degree of
inconsistency in the characteristics of general provisions or genera loan-loss reserves
included by different member countries within the framework.

In the light of these uncertainties, the Committee intends during the proposed
transitional period (see paragraphs 45 to 50 below) to clarify the distinction made in member
countries between those elements which should conceptually be regarded as part of capital and
those which should not qualify. The Committee will am to develop before the end of 1990
firm proposals applicable to all member countries, so as to ensure consistency in the definition
of general provisions and general loan-loss reserves digible for inclusion in the capital base
by the time the interim and final minimum target standards fall to be observed.

As a further safeguard, in the event that agreement is not reached on the refined
definition of unencumbered resources eligible for inclusion in supplementary capital, where
general provisions and general loan-loss reserves may include amounts reflecting lower
valuations for assets or latent but unidentified losses present in the balance sheet, the amount
of such reserves or provisions that qualify as capital would be phased down so that, at the end
of the transitional period, such items would constitute no more than 1.25 percentage points, or
exceptionally and temporarily up to 2.0 percentage points, of risk assets within the secondary
elements.”

4. In accordance with the intention expressed in the third paragraph quoted above,
the Committee has examined this aspect further and is now presenting proposals which it
believes will clarify the definition of capital and significantly improve the quality of the
capital employed in the international banking system. The details are set out in the attached
annex, which is drafted in the form of a proposed amendment to paragraphs 18-21 of the main
text and paragraph D of Annex 1 of the Capital Accord.

Criteriafor inclusion in capital

5. The conceptual basis for the inclusion of general provisions in capital derives
from such reserves being freely available to meet future losses that are currently not identified.
In effect, once the operating expenses (before provisioning expenses) and extraordinary
expenses of a bank have been met, the remaining income can be used for three purposes. First,
provisions can be made with respect to identified deterioration in the value of specific assets.
It is generaly agreed that such provisions should not be part of capital. Second, provisions can
be made with respect to credit risk but where no specific deterioration in value has been
identified. Under certain conditions described below, it is appropriate to include such balances
in capital, but only in tier 2. The remaining income represents the balance of post-tax profits
after all charges and provisions have been made. These funds, because they constitute
shareholders funds, and because losses on impaired assets cannot be charged directly to them
without first being charged to the profit and loss account, can appropriately be included in tier
1 capital.

6. Banks in al countries have mechanisms for adjusting the value in their accounts
of assets which are identified, for one reason or another, to have lost value. This identification



of loss of value may arise from a failure by the borrower to make contractua payments of
interest and principal. It may equally stem from a number of other factors influencing the
lender to believe that the asset is likely not to be serviced fully in the future. Alternatively, the
collateral may have diminished in value to such an extent that the protection it once furnished
is no longer adequate. In such circumstances a prudent banker will write down such aloan or
make a specific provision against it. The write-down or provision will be a charge against
current earnings. In some cases similar value adjustments may be made to a group or subset of
a bank’s assets that have been identified as having lost value. Action of this type may be taken
because of external factors, such as the deterioration of the credit standing of the country or
region in which the assets are located or of the industry in which the borrowers are active.
Such adjustments may be made on a disaggregated basis, that is separate write-downs or
provisions would be made to each loan in the group or subset. Alternatively, the loans may be
carried at their gross value and a generic provision set up for the whole of the group of assets.
But such a provision or reserve still reflects a judgement that the value of the particular assets
has become impaired.

7. It is the task of senior management, interna auditors, externa auditors and
supervisors to ensure that this process of review and judgement is carried on in a prudent and
timely manner and that the resulting net values adequately reflect any identified deterioration
in asset quality. Normally it would be the value of the asset net of provisions for identified
deterioration that appears in the balance sheet but, where the asset is still shown gross and the
provision held on the liabilities side of the balance sheet, these provisions clearly fall into the
first of the three classes enumerated above and should not form part of capital.

8. Banks in most countries also establish what are known as general provisions or
loan-loss reserves, which may in certain cases not be publicly disclosed. Where such generad
loan-loss reserves or provisions are not allocated in any way, formally or informally, to an
identified deterioration in any asset or group or subset of assets, and are therefore genuinely
available to meet losses which are subsequently identified wherever they may occur, these
balances fall into the second class and it would be reasonable to include them in capital.
However, because additions to such balances are made before a final measure of profit is
reached, because losses may be charged directly to such balances and because such balances
are often either not disclosed or are shown as a deduction from assets, it was accepted in the
Capital Accord that such provisions or reserves should only be included in tier 2 capital,
although supervisors in some countries have chosen to exclude them altogether.

0. Finally, the residual of profit after tax and dividends is credited to variously
named shareholders’ equity accounts, e.g. retained earnings, free or genera reserves, balance
of profit and loss account, etc. Such balances, where they are unambiguously shareholders
funds, properly belong to tier 1. In afew European countries earnings are sometimes retained



in an unpublished or hidden reserve. Although such retentions are freely available, because of
their lack of transparency they are included in tier 2.

10. In order to facilitate the gradual phasing-out of hidden reserves, the European
Community has provided in its Bank Accounts Directive® for afund for general banking risks.
This account is designed to form part of retained earnings. Amounts can only be transferred to
or from the fund via the post-tax balance on the profit and loss account, i.e. losses cannot be
directly charged to the fund but must be taken through the profit and loss account.
Consequently, it has been agreed that balances in such accounts are properly a part of core
capital. Funds with the same characteristics in the accounts of non-EC countries will be
entitled to the same treatment.

11. The maor area where practice has differed in an economic rather than an
accounting sense has lain so far in the treatment of the adjustments made by banks in respect
of their sovereign clams on countries with severe debt problems. In most countries
represented on the Basle Committee, provisions or reserves in respect of such clams are
regarded as specific, even if the adjustments are in some cases in respect of a group of
countries, rather than in respect of individual borrowers. In some countries, however, such
adjustments have not been so regarded on the grounds that the reserves were not linked to a
specified group of assets and could therefore be used to meet losses occurring elsewhere. This
different treatment is often due to important differences in the tax treatment of these reserves
against sovereign borrowers.

The proposals

12. The attached proposals for amending the Capital Accord are designed to achieve
further convergence in the definition of capital as well as an improvement in the quality of
capital. They clarify the terms on which those elements designed to provide against identified
deterioration in specified assets, and therefore unavailable to meet other losses wherever they
may arise, are to be excluded from capital. Conversely, the proposals recognise the redlity that
some banks have reserves which have exactly the same quality as retained earnings and allow
for the inclusion of such elements in tier 1, subject to certain strict criteria designed to make
them indistinguishable from retained earnings. Elements which reman in generd
provisions/general loan-loss reserves would continue to be eligible as tier 2 capital, on
condition that they constitute no more than 1.25 percentage points of risk assets.

3 This Directive, whose full title is "Council Directive of 8 December 1986 on the annual accounts and

consolidated accounts of banks and other financial institutions', was to be implemented in national
legidation by 1st January 1993.



Procedural arrangements

13. In order to ensure that the proposals are having the desired effect of achieving
further convergence and improving the quality of capital, the Committee will keep these
arrangements under periodic review. Such areview would include, inter aia, an assessment of
the following aspects:
(i) that the fund for general banking risks (or other reserves in non-EC countries
having the same attributes) is being or islikely to be used in the way anticipated,;
(i) that the level of the limit on general provisions/general loan-loss reservesin tier 2
capital is appropriate;
(iii) that differing tax arrangements are adequately catered for.
14. Since the proposals constitute an amendment to the 1988 Accord, a period for
consultation with commercia banks and other interested parties is envisaged. This
consultative process will be handled at national level in the first instance and the Committee
will coordinate the comments and responses made to individual member supervisory
authorities. The closing date for the receipt of comments will be set by national supervisors,
but the Committee intends to issue a final amendment to the 1988 Accord in the second half
of 1991.

* %k * % %

15. On 6th November 1991 the Basle Committee announced that no objections of
substance had been received to this proposal. It accordingly confirmed that the proposed
Amendment would be introduced into the Basle Capital Accord forthwith, subject to a single
change, namely to replace the word "future" with other wording in two parts of the text which
referred to the fact that general provisions are created against the possibility of future losses.
This was because the accounting profession had noted that law and accounting practice in a
number of countries prohibited the setting-up of provisions for unidentified losses that related
to unknown conditions which could arise in the future, requiring this to be done by transfer to
a separate reserve. The Committee also confirmed that it would keep these arrangements
under review according to the terms of paragraph 13 above.



Annex
PROPOSED AMENDMENTSTO THE BASLE CAPITAL ACCORD

A. Replacement for paragraphs 18-21

(ili) General provisions/general loan-loss reserves

18. General provisions or general loan-loss reserves are created against the possibility
of future losses. Where they do not reflect an identified deterioration in the valuation of
particular assets, these reserves qualify for inclusion in tier 2 capital. Where, however,
provisions or reserves have been created against identified losses or in respect of an identified
deterioration in the value of any asset or group or subsets of assets, they are not freely
available to meet unidentified losses which may subsequently arise elsewhere in the portfolio
and do not possess an essential characteristic of capital. Such provisions or reserves should
therefore not be included in the capital base.

19. The supervisory authorities represented on the Committee undertake to ensure that
all assets are appropriately valued to reflect any identified deterioration in value. They will
also ensure that general provisions or general loan-loss reserves will only be included in
capital if they are not intended to deal with the deterioration of particular assets, whether
individual or grouped.

20. This would mean that all elements in general provisions or general loan-loss
reserves designed to protect a bank from identified deterioration in the quality of specific
assets (whether foreign or domestic) should be ineligible for inclusion in capital. In particular,
elements that reflect identified deterioration in assets subject to country risk, in real estate
lending and in other problem sectors would be excluded from capital.

21. Genera provisions/general loan-loss reserves that qualify for inclusion in tier 2
under the terms described above do so subject to a limit of 1.25 percentage points of weighted
risk assets.

B. Amendmentsto Paragraph D of Annex 1

Indent (i) (first sentence)

Tier 1. includes only permanent shareholders equity (issued and fully-paid ordinary
shares/’common stock and perpetual non-cumulative preference shares) and disclosed reserves
(created or increased by appropriations of retained earnings or other surplus, e.g. share
premiums, retained profit, general reserves and legal reserves). Disclosed reserves also
include general funds (such as afund for general banking risksin certain EC countries) of the
same quality that meet the following criteria:



« allocations to the funds must be made out of post-tax retained earnings or out of
pre-tax earnings adjusted for al potential tax liabilities;

 the funds and movements into or out of them must be disclosed separately in the
bank’s published accounts;

e the funds must be available to a bank to meet losses for unrestricted and
immediate use as soon as they occur;

« losses cannot be charged directly to the funds but must be taken through the profit
and loss account.

Indent (ii)(c)

General provisons/general loan-loss reserves. provisions or loan-loss reserves held against
future, presently unidentified losses are freely available to meet losses which subsequently
materialise and therefore qualify for incluson within supplementary elements. Provisions
ascribed to identified deterioration of particular assets or known liabilities, whether individual
or grouped, should be excluded. Furthermore, general provisions/general loan-loss reserves
eligible for inclusion in tier 2 will be limited to a maximum of 1.25 percentage points of
weighted risk assets.
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