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THE NEW CAPITAL ACCORD AND
ITS POSSIBLE IMPACT ON
SMALL JURISDICTIONS*

Karol J. Gabarretta®

Abstract: This paper describes the salient featofethe New Capital Accord and its
implications for regulators in small jurisdictions$.is argued that the provisions of the
Accord will have to be implemented in small jurisithns in spite of the fact that they
were intended primarily for banks operating intéiorzally. This is likely to create a
number of problems for regulators in such jurigdic$ concerning primarily the
interpretation of the Accord, the exchange of infation and the collection of data of
sufficient quality for the purposes of the Accord.
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Bank of Malta, for their useful comments and sutiges. Any errors as well as the opinions expresasedthe author's own
responsibility.
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Introduction

The regulation of financial services, particulatlyat with respect to banking, is a
constantly evolving process. Supranational insting such as the Basel Committee on
Banking Supervision (BCBS)!, the International Miamg Fund and World Bank —
particularly through their joint Financial Sectosgessment Programme (FSAP) — the
European Commission (EU) immediately come to mimtb@ng the drivers in the global
development for more comprehensive prudential egguy and supervisory standards.

It has been the general practice, especially up decade ago, for regulators (including

the entities mentioned above) to devise new prialesntd systemic regulator standafds
aimed at enhancing the safety and soundness ofciaanstitutions largely in response
to the increasingly sophisticated products and regles churned out by the world’s
larger banks and other financial institutions cagnipredominantly from developed
countries. Moreover, while regulatory initiativesrea frequently developed and
implemented after a relatively long incubation mes these are being formulated in an
environment characterized by a rapidly changingkgamund of financial innovation. All
this implies that, inevitably, the regulatory respe tends to be more a reactive one rather
than a proactive one.

A significant example that illustrates this drawkam the prudential regulatory
framework is the 1988 Basel Capital Accord (heratie 1988 Accord) which provides
that G-10 internationally active banks would havaiaimum 8% risk-weighted capital
adequacy ratio. “The agreement was made againsickglound of concerns about a
decline in capital held by banks and worries thatks from some jurisdictions were
seeking a short-term competitive advantage by ramimyg too low a level of capital”
(Jackson and Emblow, 2001: 119). Although the 1888ord has often been described
as being a milestone in the history of banking k&ipn, it has received widespread
criticism to the effect that, at best, its somewhiatplified methodology regarding the
risk weighting of assets is a very crude measureocoinomic risk. This is primarily
because degrees of credit risk disclosure are uftitiently calibrated as to adequately
differentiate between borrowers’ differing defaukks (June 1999 proposal by Basel
Committee as quoted ifheBanker April 2001: 6).

1. The Basel Committee on Banking Supervision é@mmittee of banking supervisory authorities, which
was established by the central bank governorseftoup of Ten countries in 1975. It consists ofice
representatives of bank supervisory authorities

and central banks from Belgium, Canada, Francem@my, Italy, Japan, Luxembourg, the Netherlands,
Sweden, Switzerland, the United Kingdom and theté¢hiStates. It usually meets at the Bank for
International Settlements in Basel, where its p&iena

Secretariat is located.

2. Prudential regulation concerns the safety anthdoess of financial institutions vis-avis consumer
protection while systemic regulation is about théety and soundness of financial institutions farety
systemic reasons (see Goodlaral, 1998: 5).



This inability of the 1988 Accord to distinguisheally between investment grade
borrowers and junk borrowers could have possibhytrdouted to entice some financial
institutions to be more risk-seeking, instead dpimg them control their risks. Another
related problem with the existing 1988 Accord ie #bility of banks to arbitrage their
regulatory capital requirement and exploit differes between the true economic risk and
risk measured under the 1988 Accoituld). Due to the limitations of the crude rules of
the 1988 accord, there has been broadbased prdestadically review this Accord. It
can be said that in effect the review process wiadginated in the early 1990s,
culminated in the publication in June 1999 of Emest Consultative Package on the New
Accord by the BCBS his was followed by the Second Consultative Bgek(or CP2) in
January 2001. As a result of this lengthy and oftaturous consultative process, the
BCBS is firmly committed to developing the New Ba€apital Accord (hereafter the
New Accord) whose implementation is scheduledtierénd of 2006.

While the introduction of common minimum capitatjperements against credit risk as
specified in the 1988 Accord was primarily directddstrengthening the soundness and
stability of internationally active G-10 banks, otoelay finds that the 1988 Accord has
been adopted by more than 100 countries (Banknternational Settlements, 2001: 2).
Undoubtedly, small states and islands also featamnedng these countries given that, the
1988 Accord, in spite of its shortcomings, graduakkcame universally accepted as the
minimum international benchmark that one had tceaglho. By the same token, one can
expect that notwithstanding that the New AccordcHs that it will be applicable to
internationally active banks — that is those widhefgn branches and subsidiaries or those
undertaking significant cross-border or Eurocuryebasiness (Cornford, 2001: 2) — the
proposed Accord will in future also have to be @ddpby a large number of countries
including jurisdictions falling within the smallate and island category, irrespective of
whether or not the New Accord is suited for suclaléstates or small operators.

This paper is divided into two main parts. Thetfpart, besides looking briefly into the
rationale for the adoption of New Accord, is maimgvoted to reviewing its salient

points. The second focuses on the premise thatiadapf the New Accord by regulators

responsible for small jurisdictions is virtuallyfaregone conclusion in spite of the fact
that the New Accord has been drawn up primarilyhvitternationally active banks in

mind. Given this assumption, the remainder of theoed part is devoted to evaluating
the possible impact that implementation of the NAwcord could have on small

jurisdictions. The paper concludes by referringhe experience that Malta underwent
when implementing the 1988 Accord and expoundserapproach which is expected to
be adopted with respect to the New Accord so dsdiolight particular problems which

small jurisdictions might face in the future implentation of this Accord.

Rationale for Adoption of the New Accord
The main reasons for the adoption of the New Acdme already been hinted at in the

introduction above. However, it is worth examinihgse reasons in more detail in order
to formulate a general idea as to what led the B&B$dertake such a drastic rework of



the 1988 Accord. It has been said that the manbates of the 1988 Accord could be
summed up under six headings (Magnusson and And@d02). These relate to the:
« financial stability aspect (the ‘safety and souess’ consideration);
* levelling of the competitive field (with partiad regard to ‘internationally
active’ banks);
* introduction of minimum requirements (the 8% talpadequacy ratio);
* standardisation element (common measure of guadifcapital);
* prudential requirements against credit risk;
« simplicity aspect (relatively simple to implemgnt

Subsequent to its implementation, the 1988 Accoas Wwailed as having contributed
significantly towards stopping the decline in capitheld by banks from some
jurisdictions (mainly G-10) and having ensured,rétgh the adoption by...[most]
countries of common rules, that this would not lead competitive distortions”
(Hadjiemmanuil, 2002: 1). Notwithstanding this admition, criticism soon started to
emerge from both developing and developed countieshe functioning of the 1988
Accord which forced, as will be seen below, a (€ab)irethink of some of the principles
underlying the present Accord. In fact, it has bstted that

“... from a developing country perspective, the QHEWN-

OECD distinction in risk-weights is crude, unfairdaprovides

a distorting incentive for developing countriesseek OECD

membership. Most importantly, the lower (20%) ng&ights

attached to short-term loans for emerging marke¢sited a

bias in their favour whilst credit to non-OECD bankith over

one year maturity was discouraged by a far high@0%o) risk

weight.” (Griffith-Jones and Spratt, 2001: 1).

On the other hand, “from the perspective of inteéamal banks...current regulations i.e.
the 1988 Accord, have created a disincentive tchtiiding of prime quality loans — the
uniform 100% risk weight attributed to private hmwers — regardless of their
creditworthiness” (Cornford, 2000: 3)]... “Consequgnbanks have an incentive to hold
a disproportionate quantity of poorer quality loaAko of concern has been the limited
recognition of credit mitigation instruments in thalculation of capital requirements”
(Griffith-Jones and Spratt, 2001).

Furthermore, though unsurprisingly not recognisaedugh in the early stages of the
Accord’s life, there was subsequently widespreadization that “the very broad risk

categories in the Basle Accord give scope for baalkarbitrage between their economic
assessment of risk and the regulatory capital rements” (BIS, 1999: 21). According to

the research carried out by the BIS’s Working PartyBank Capital and Behaviour to
assess the empirical evidence on the impact af988 Accord over a ten year period,



significant amounts of securitisationrelated® capérbitrage have been undertaken by
US* Canadian, European and Japanese banks.

Therefore, the 1988 Accord though “praised for ititernational convergence of capital
standards and for the improvement of these stasdarchany countries” (BIS, 2000:1)
has, because of the “broad-brush nature of the aag&gories” (Jackson and Emblow,
2001: 119), been held responsible “for severalodisins to the business of banking”
(Ibid). Besides these shortcomings, the lobbying bymationally active banks to utilise
the sophisticated systems they had developed ‘donneercial risk management and
performance measurement purposes [through] intenoalels which estimate credit risk
arising in significant geographical and productibess lines” (Hadjiemmanuil, 2002: 3),
as a basis for determining their regulatory capitquirements (against credit risk)
undoubtedly was also a determining factor behirel BICBS’ decision to undertake a
comprehensive review of the 1988 Accord. Moreovtiee, widespread criticism of the
1988 Accord particularly in the second half of th8@90s coincided with a series of
dramatic crises in the international financial wionvith catastrophic contagious effects,
especially on the financial sector in Asia, EastBurope and Latin America. These
events led the world’s major financial organisasioncluding the International Monetary
Fund, the World Bank and the Bank for Internatio®&ttlements, to marshal their
resources for the formulation of a new financiahétecture in order to be able to address
the new threats and challenges facing the finaiseietior worldwide.

Table | reproduced from the BIS consultative paekaf§documents issued in January
2001 summarises the reasons for the adoption dfi¢he Accord.

3. “Securitisation involves the sale of assets ttsecial purpose vehicle” (SPV), which financessth
purchase through issuance of asset-backed sesufifiBSs) to private investors. For bankruptcy,
accounting and regulatory purposes, SPVs genesadiytreated as legally separate from the sponsoring
bank, and so are not consolidated into the spondimancial statements and regulatory reports. &myn
cases, a bank can treat securitised assets assdfas” for accounting and regulatory purposesneve
though the bank retains most of the underlyingsridikough credit enhancements it provides to th&#B
Source: Bank for International Settlements, 19909: 2

4. “As of March 1998, outstanding non-mortgage AB&sd [Asset-Backed Commercial Paper
programmes] ABCP issued by...[the ten largest US Haslding companies] exceeded $200 billion, or
more than 12% (25%), on average, of the institstidatal riskweighted assets (loans). For sevesél |
these] institutions, the combined issuance of ABBd ABCP approached 25% (50%) of total risk-
weighted assets (loans)”. Source: Bank for Intéonat Settlements, 1999: 26.



Table 1
Reasons for the Adoption of the New Accord

The existing Accord The Proposed New Accord

Focus on a single risk measure More emphasis on bank’s own
internal methodologies, supervisory
review, and market discipline

One size fits all Flexibility, menu of approaches,
incentives for better risk management
Broad brush structure More risk sensitivity

After the setting up by the BCBS ofTask Force on the Future of Capital Regulation
December 1998, the process of amending the 1988rdwa@s initiated through the issue
for comment, in June 1999, of a propasa. theFirst Consultative Documento amend
the original frameworkfor setting capital charges for credit risk. Thecalment also
proposed todevelop capital charges for risks not taken intcoaot by the present
Accord, such as interest rate risk in the bankiogkband operationalisk (Santos,
2000:1). Despite the issue of tBecond Consultative PackageJanuary 2001 as well as
several working papers, presdeases and impact studies, the basic structutteedlew
Accord agproposed in th&irst Consultative Documemémains largely unchanged.

The Proposed New Accord — Key Aspects

This section draws extensively from the BIS docunf@éhe New Basle Capital Accord:
An Explanatory Note”, which forms part of the 20package, and highlights the main
features of the proposed New Accord.

The proposed time schedule for the implementatfidhedNew Accord is as follows:
*October 2002 — January 2003: Third Quantitativpdot Study (QIS3)

*Spring 2003: Third Consultative Document

*Autumn 2003: Final Paper

Parallel calculations of the old and new Capitaledaancy ratio (during 2006) with

actual implementation of the Accord is scheduledeiod 2006 for BCBS members (or
internationally active banks) although it has beecognised that other countries may
need more time to adopt it in its entirety (Nou§02).

Although perhaps not immediately apparent fromgbarded words of the BCBS itself,
the New Accord is a radical departure from the jgnes one. In fact:
[tihe new framework intends to provide approachegiware both more
comprehensive and more sensitive to risks thari®38 Accord, while
maintaining the overall level of regulatory capit@apital requirements
that are more in line with underlying risks will@k banks to manage
their businesses more efficiently. The new framéwsiless prescriptive



than the original Accord. At its simplest, the frwwork is somewhat
more complex than the old, but it offers a rangamgroaches for banks
capable of using more risksensitive analytical rméthogies. These
inevitably require more detail in their applicatiand hence a thicker
rulebook.” (Bank for International Settlements, 200).

The proposed New Accord is based on three mutuaithforcing pillars that allow banks
and supervisors to evaluate properly the variosissrihat banks face (Jeanneau, 2001:
61). Accordingly, the New Accord is structured alows:

* First pillar: Minimum capital requirements;

» Second pillar: Supervisory review process;

* Third pillar: Effective use of market discipline.

Pillar 1: Minimum Capital Requirements

Table 2 reproduced from the BIS documenfThe New Basel Capital Accord: an
Explanatory Note- summarises the principal elements founder this pillar. As can be
expected, a substantial part of the documentat@taining to the New Accord is taken
up by the various methodologiasd approaches falling under this pillar.

Table 2
How Capital Adequacy is Measured
Total capital (unchanged ) = the bank’s capital ratio
Credit risk + Market risk + Operational risk (minimum 8%)

Standardised Approach (a modified version of the agting approach)
Foundation Internal Rating Based Approach
Advanced Internal Rating Based Approach
Menu of approaches to measure market risk (unchangg
Standardised Approach
Internal Models Approach
Menu of approaches to measure operational risk
Basic Indicator Approach
Standardised Approach
Internal Measurement Approach

For the measurement of credit risk, two princigatians have been proposed. The first is
thestandardised approacland the second theternal rating based (IRB) approachhe
standardised approacis conceptually the same as that found in the pte&ecord, but

is more risk sensitive. Under this approach, thekkalocates a risk-weight to each of its
assets and off-balance-sheet positions and progusam of risk-weighted asset values.
A risk weight of 100% means that an exposure isughed in the calculation of risk
weighted assets at its full value, which translatés a capital charge equal to 8% of that



value. Similarly, a risk weight of 20% results ica@pital charge of 1.6% (i.e. one fifth of
8%).

Table 3 summarises the various options allowed wutitkestandardized approackor
slotting exposures according to ratings from el@gibxternalrating agencies (Bank for
International Settlements, 2001: 3-4)

Under thelRB approach banks will be allowed to use their internal esties of
borrower creditworthiness to assess credit riskthiair portfolios, subject to strict
methodological and disclosure standards. The usieedRB approachwill be subject to
approval by the supervisor, based on the standastdblished by the BCBS in the New
Accord. Distinct analytical frameworks will be pided for different types of loan
exposures, for example corporate and retail lendimgose loss characteristics are
different. Accordingly, a bank estimates each begs creditworthiness, and the results
are translated into estimates of a potential futass amount, which form the basis of
minimum capital requirements. The framework alldarsboth afoundationmethod and
more advanced methodologies for corporate, soueramgd bank exposures. In the
foundationmethodology, banks estimate the probability of dikfassociated with each
borrower and the supervisor will supply the othmauts. In theadvancednethodology, a
bank with a sufficiently developed internal capa#bcation process will be permitted to
supply other necessary inputs as well. Under bbéhfdundationand advancedRB
approacles, the range of risk weights will be far more ddee than those in the
standardised approagclhhus resulting in greater risk sensitivity.

Credit risk mitigation and securitisatiorifThe new framework introduces more risk
sensitive approaches to the treatment of collgtgradrantees, credit derivatives, netting
and securitisation, under both tstandardised approacand thelRB approach

Operational risk.The 1988 Accord sets a capital requirement simpl{erms of credit
risk (the principal risk for banks), though the mlkcapital requirement (i.e., the 8%
minimum ratio) was intended to cover other risksvadl. In 1996, market risk exposures
were removed from the framework hitherto adopted given separate capital charges.
In its attempt to introduce greater credit risk s@vity, the BCBS worked with the
industry to develop a suitable capital charge fogrational risk (for example, the risk of
loss from computer failures, poor documentationRésk weighting based on risk
weighting of sovereign in which the bank is incagied, but one category less
favourable or fraud). Although many major banke@dte a proportion of their internal
capital to operational risk, it should be emphasig®at the work on operational risk is
still in its developmental stage. However, thredfedent approaches of increasing
sophistication lfasic indicato, standardised and internal measurementhave been
proposed in theAccord The basic indicator approachutilises one indicator of
operational risk for a bank’s total activity. Tendardised approac$pecifies different
indicators for different business lines while theernal measuremergpproachrequires
banks to utilise their internal loss data in thgneation of required capital. It should be
noted that the calibration in the latest workinggrarelating to operational risk is based
on 12% of the current minimum regulatory capitalamiag that there has been a
reduction from the 20% charge proposed in Janud@y 2



Table 3

The Standardised Approach
Broad Summary using Standard & Poor’'s Methodology

Claim Assessment
AAA | A+ BBB+to | BB+ Below Unrated
to AA- | to A- BBB- to B- B-

Sovereigns(if Export 0% 20% 50% 100% 150% 100%

Credit Agencies) (2) (2) (3) (4-6) (7) (8)

Banks Option 4 20% 50% 100% 100% 150% 100%

Option 2 20% 50% 50% 100% 150% 50%

( (20%)c| (50%)c (20%)c (50%Y (150%f | (20%Y
BB+ Below Unrated
to BB- BB-

Corporates 20% 50% 100% 100% 150% 100%

RetailMortgages 40%

Other retail 75%

a. Risk weighting based on risk weighting of sogerin which the bank is incorporated

but one category less favourable.
b. Risk weighting based on the assessment of theidual bank.

c. Claims on banks of a short original maturitgslé¢han three months, would generally
receive a weighting that is one category more feafole than the usual risk weight on

the bank’s claim.

Source Daniele Nouy, BIS

Pillar 2: Supervisory Review Process

The supervisory review process requires supervigoensure that each bank has sound
internal processes in place to assess the adeauiaity capital based on a thorough
evaluation of its risks. The new framework stresbesimportance of bank management
developing an internal capital assessment progagseiting targets for capital that are
commensurate with the bank’s particular risk peoéihd control environment.

More specifically, the supervisory review under tNew Accord is based on four
interlocking principles (Bank of England , 2001) 57amely:



1. banks are required to have a process for asgetdmir capital requirements in relation
to their individual risk profile. They should go ywnd the scope of the Pillar 1
minimum requirements to consider risk concentrati@reas of risk without a specific
capital charge such as interest rate risk in tm&ibg book, and the appropriate level of
capital to meet their particular strategic needs;

2. this process will be evaluated by supervisor®) will take action if they are not happy
with any aspect of the bank’s internal process;

3. banks are expected to operate with capital abow€illar 1 minimum, both to reflect
their specific profile and provide a cushion andettessary, supervisors may use their
powers to enforce this;

4. supervisors should intervene at an early stageevent capital from falling below the
level required to support the bank’s risk charasties.

Under the new supervisory review process, supawiseould be responsible for

evaluating how well banks are assessing their @apdequacy needs relative to their
risks. This internal process would then be suliesupervisory review and intervention,
where appropriate. The implementation of these ggals will in many cases require a
much more detailed dialogue between supervisors laacks. This in turn has

implications for the training and expertise of bagiervisors, an area in which the
BCBS and the BIS’s Financial Stability Institutdivaprovide assistance.

Pillar 3: Effective use of Market Discipline

The third pillar of the new framework aims to belsinarket discipline through enhanced
disclosure by banks. Effective disclosure is esaktd ensure that market participants
can better understand banks’ risk profiles andattequacy of their capital positions. The
new framework sets out disclosure requirementsrandmmendations in several areas,
including the way a bank calculates its capitalga@ey and its risk assessment methods.
The core set of disclosure recommendations apptiesll banks, with more detailed
requirements for supervisory recognition of inténm&thodologies for credit risk, credit
risk mitigation techniques and asset securitisation

The Applicability of the New Accord

It has been stated time and again that the scop@mication of the New Accord is to
internationally active banks. Moreover, the New éwtspecifically states that it would
be “extended to include, on a fully consolidatedi®aany holding company that is the
parent entity within a banking group to ensure tihataptures the risk of the whole
banking group” (Bank for International Settlemer2901: 1). Therefore, because the
New Accord differentiates between internationaltyivee and non internationally active
banksprima facieit would appear that the New Accord should not ppliad to banks
classified under the latter category. Despite tths, following passage shows that the
BCBS recognizes the limitations of being categoand the rather narrow scope of
application mentioned above is further qualifiediia New Accord itself.



Although the new framework’s focus is primarily amternationally
active banks, its underlying principles are intahde be suitable for
application to banks of varying levels of complgxind sophistication.
More than 100 countries have adopted the 1988 Accand the
Committee [the BCBS] has consulted with supervisgosid-wide in
developing the new framework. The goal of this effoas been to
ensure that the principles embodied in the thrdargi of the new
framework are generally suitable to all types afksaaround the globe.
The Committee therefore expects the New Accordet@dhered to by
all significant[my italics] banks after a certain period of tinigBank
for International Settlemetns, 2001: 9).

Therefore, although the majority of banks comirgnfrsmall jurisdictions might not be
internationally active, at least a number of thésaks would surely possess those
inherent characteristics that render th&gnificantbanks in their own particular country.
From the above it appears then that the New Acwolideventually be expected to be
applicable to banks in different jurisdictions aaofl different size and sophistication,
rather than solely to internationally active banks.

Another factor which should also be considerech# t[ijn an increasingly globalised
financial system, small countries especially snsédites and islands cannot afford any
more to indulge in regulatory regimes which aresleserous than others” (Gabarretta,
2000). While it is not within the scope of this papo enter into detail on this aspect (see
Gabarretta, 2001) it also worth mentioning thatecent years the Financial Stability
Forum has, by working closely with various standasdtting bodies, succeeded in
agreeing on best practice core standards in twiehp®rtant policy areas that promote
financial stability by strengthening financial régfion, improving market integrity and
facilitating better informed lending and investmdatisions.

Although there might be significant costs in impéarting global standards relating to the
safety and soundness aspect of banking superv(simmely, theCore Principles for
Effective Banking Supervisiassued by the BCBS of the BIS), if a small isl&awdnomy

" .... opts not adopt them, because it envisagesliie costs

of doing so would be too high, it would be penalisa two

counts. Firstly; stability in that economy’s finaalcsystem

would be threatened since its institutional anditatgry

framework would not be in line with that commonframork

being used by others to lessen the likelihood fofancial

crisis in the future. Secondly there would be a@hdggree of

probability that foreign participation in that eamy would

not be attracted by a regime which would be deeasedo

risky to invest in ” (Gabarretta, 2001: 13).

Similarly, it can be concluded that on the basished premise small jurisdictions would
have little option other than to adopt the New Adcalso.



Assessment of the Potential Impact of the New Accor

The request made by the BCBS for feedback on thegsals found in the January 2001
consultative document has definitely elicited mibran its fair share of comments. These
originated from a variety of parties, ranging fréime most obvious such as central banks
and regulatory authorities, to others such as uaribanking associations, individual
banks, development banks and agencies, auditingaandunting firms, consultancy
firms and individuals. In fact, 259 replies in Blve been published on the BIS website
(www.bis.org). However, out of these replies omel$, arguably, only about 37 replies
that had originated either from institutions comdigectly from developing countries or
from other entities that were connected in some wayther with such countries
(primarily bankers' associations, individual bankkevelopment banks and finance
ministries). Moreover, out of this total less thazealf (15) originate from parties coming
from small states and islands. Perusal of thigialmall, pool of responses would shed
light on the major concerns faced by small jurigdits in respect of the future
implementation of the New Accord.

It should, at the same time be emphasised th#dwiwig the submission of the comments
on the New Accord, a number of changes which haldeessed some of the concerns
expressed have been issued by the BCBS. Thesalénektension of the timetable for
implementation to end 2006; lower risk weight fetail exposures — from 50% to 40%
for residentialmortgages and from 100% to 75% ftineo retail; reduction of the
minimum regulatory capital for operational risk rerh 20% to 12%. Therefore, using
this source and also contemporary literature orstigect (amongst others Griffith-Jones
and Spratt, 2001; Cornford, 2001; Parrenas, 2002an be postulated that the most
significant impacts resulting from the implemerdatiof the New Accord can be
summarized (not in any order of significance) dloves:
* the pro-cyclicality aspect, defined as the “arfngdition of financial

and economic cycles that occurs as an unintendeseqoence of

regulations” (Nouy, 2002: 9). The review of thistiar will also

highlight the close relationship of this factor wvihelRB approach
* the complexity of the Accord and increased respgmlities for both

supervisors and banks (Cornford, 2000: 1).
* the possible consequences for access to andfciosérnational

lending (Nouy, 2002: 10).
* possible increase/generation in/of ‘local’ or reogrown rating agencies.
* collateral implications.
* the question of costs and resources.
* the competitive aspect.
* project finance.
» disclosure of information aspect.



The Pro-Cyclicality Aspect

This aspect has been amply covered in the litexaturd is also one of the most
significant concerns in respect of the January 30@posals that has been voiced, albeit
by both developed and developing countries. In, fdet charge that the New Accord
could “exacerbate pro-cyclical tendencies withia banking system” (Griffith-Jones and
Spratt 2001: 12) has been fully recognised by tl@E&BS8 since it seeks to reduce
procyclicality “by finding the adequate trade-ofettveen risk sensitivity and pro-
cyclicality and by using a few specific tools. Teesre (a) encouraging banks to hold
extra capital buffers; (b) the carrying out of stdests (for those banks using tR&
approach); (c) external and internal ratings should be dase long data runs” (Nouy,
2001: 10).

Griffith-Jones and Spratt make a further point tlhile the BCBS acknowledges that the
New Accord could have probable pro-cyclical effedtsbelieves that the benefits of a
risk-sensitive capital framework outweigh this puial concern” (Griffith-Jones and

Spratt 2001: 12).

However, they stress that “as is the case with noiche New Accord, the trade-offs in

terms of costs and benefits are viewed in termth@f impact on the major banks. For
the developing world it is likely that they will ééthe costs disproportionately (reduced
lending coupled with increased scale of crises)leviimultaneously attracting none of
the benefits. ” (Griffith-Jones and Spratt 2001).13

At the same time they premise that pro-cyclicatbuld be increased through future
adoption and more widespread use IBB approacks. To the extent that locally
incorporated banks originating from small jurisghas are probably not as sophisticated
as their counterparts in developed countfigisen one can discount their use of IR&
approach at least in the initial stages after adoptiothaef New Accord.

The result could be an increased utilisation of stendardised approacky small
jurisdictions. As will be seen, this should not essarily bedeemed as having
negativeconsequences. Correspondingly, it has beewn (Griffith-Jones and Spratt,
2001: Table 5) that “adoption of thieB approachwould reduce the capital requirements
for loans toborrowers rated BBB or above. Conversely, for beexs rated belowhis,
capital requirements will be significantly highéng capital required [to be allocated by
banks] under th&RB approachncreases sharply as ratings falbifl). Table 4 illustrates
this more clearly.

Given this scenario, one can envisage that, irdtvenside of an economic cycle, those
banks operating thetandardised approacbould possibly be affected less than those
operating thelRB approach Albeit somewhat conjectural, this supposition Has
reaching implications for the future adoption of thore advanced approaches by small

6. According to Laurence H. Meyer (2001) as qudtecriffith-Jones and Spratt (2001),
“[iln the US for example, it is estimated that o@§ of the country’s banks are likely to be in &ifion to
adopt anlRB approaclt?



jurisdictions when the perceived disadvantagesisfapproach, compared to those of the
standardised approaghare taken into account.

Table 4
Capital Requirements (%) as Ratings Fall

Rating PD Current Standardised | IRB

Capital Approach Foundation
AAA 2 0.03 8 1.6 1.13
AA 0.03 8 1.6 1.13
A 0.03 8 4.0 1.13
BBB 0.2 8 8.0 3.61
BB 1.4 8 8.0 12.35
B 6.6 8 12.0 30.96
CCC 15.0 8 12.0 47.04

 Floor PD of 0.03 set by the Committee (BCBS).
Source: “Bank Capital Standards: the New Basel AtcBank of England Quarterly
Bulletin: Spring 2001: 56.

Complexity of the Accord and Related Responsésliti

This is another example of those issues that hawes gise to substantial concerns on the
part of both supervisors and banks coming partigufeom developing countries. Thus,
it has been noted that the burden on regulatoitsneilease significantly both due to the
responsibilities emanating from the supervisoryi@@vprocess set out in Pillar Il and
also through the operational risk framework and(ewentual) adoption of théRB
approach(Central Bank of Malta, 2001: 7). At the same tirgizen the detail in which
the supervisory review process goes into, extra car the part of supervisors will be
required so as not to appear too paternalistic.

The Pillar 1l proposals have also been criticisBadocha, 2002) as not having a very
clear demarcation line between the responsibilitiethe banks themselves and those of
the supervisors. The latter must ensure that thdies do not appear to encroach in any
way on those areas that should be the exclusiwvweof banks’ management (Central
Bank of Malta, 2001: 6). This effect could argualllg more of an issue in small
jurisdictions than much larger ones possibly dueatdigher level of expertise at
regulatory agencies than in the financial insting themselves.



In other words, “the complexity of the Accord wouddng about high compliance and
implementation costs, not only for banking instd@os in...[small states and islands] but
also for regulators, who might not have enough ugss to analyse and validate the
procedures set up by local banks, and by localidisoes of international financial
conglomerates” (Resti, 2002: 20).

The Competitive Aspect

It has been seen earlier on that the purportedidisdage of utilizing théRB approach
instead of thestandardised approactould prima faciepreclude the majority of banks in
small jurisdictions from using the former approachis also has implications regarding
their competitive position. As such, in those smjalisdictions where international
financial services centres located there contrilsutestantially to these economies, it is
not unrealistic to assume that ‘local’ banks corapdirectly with any internationally
active banks present. The latter category of bamésld be able to utilise the more
advanced approaches requiring less capital while developed banks, in an attempt to
switch to these approaches (as envisaged aften #tle New Accord ), would find it
extremely complicated and demanding to do so instie@t to medium term (Griffith-
Jones Spratt, 2001: 2). The result of this coutoinaltely be greater consolidation in the
banking industry with more internationally activariks and less ‘local’ banks in small
jurisdictions.

Implications for International Lending

On this issue the implementation by small jurigdics of the New Accord could result in

negative consequences on three counts, namelygitrou

» a decrease in the overall level of access tonat®nal capital
through the possible consolidation in the bankiagta (as outlined in the previous
point);

* the higher risk profile of the majority of borrews coming from small jurisdictions
resulting from a historical propensity towards Imtings’
could result in higher cost of credit as a dirembhsequence of both the application of
the Standardised an@B approacles and

* the consequent rise in the price of loans coalgse an upsurge in the cost of credit not
only for governments and banks in small jurisdictigdhrough the rise in the ‘risk-free’
base rates to which credit spreads on private laemadded (Resti, 2002: 20).

Activities of ‘Local’ or ‘Home-grown’ Rating Agersd

The standardised approadbund in the New Accord assigns risk weights fop@sures
to various types of counterparties based on thesasgents of external credit assessment

7. Out of a sample of 50 developing countries’ seign ratings rated by Standard and Poor’s asrat 2id
2002, only 2 sovereigns (highest A- and lowest BBBwhich could be classified as being small states
islands — out of a total of 18 countries ratedraebtment Grade (up to BBB-) qualified for thisimgt
Moreover, out of the remaining

32 classified as being Sub-Investment Grade (b&8Bw), 5 others (highest BB- and lowest B-) were kma
jurisdictions also (Griffith-Jones Spratt, 2002) 54



institutions (ECAIs) — more commonly known as rgtagencies. Notwithstanding that

the incentive to move to more sophisticated apgresds inherent in the structure of the
New Accord, one can safely say that Biandardised Approacwill be used by most
banks in both developed and developing countriesreblver, the New Accord provides
national supervisors the possibility of determinimgether an ECAI meets a number of
eligibility criteria in order for its ratingto be used for capital purposes as laid down in
thestandardisednethodology.

Hence, one can envisage that in developing cosnéiel in small jurisdictions, where
the coverage by the major ECAIs of ‘local’ compangad banks in extremely low, there
could be a need for more ‘localised’ rating agemeibich would specialise in assessing
local companies and banks. However, the issuetiasistraightforward as it looks since
these agencies have to fulfil the eligibility crigefor recognition by the regulators of
small jurisdictions as laid down in the New AccorAdditionally, it should be
emphasised that the ratings resulting from thesaliked rating agencies have to be
‘mapped’ by regulators so that a risk weight assignt would be consistent with that of
the level of credit risk found in Table 3 above.l¥through this process can it be
determined whether the use of mapped ‘local’ ratingould be cost-effective with
respect to the general 100% risk-weight for unragggosures stipulated in the New
Accord.

Recognition and Valuation of Collateral Implicat®n

The New Accord proposes to adopt a very restriadiznition of commercial real estate.
Accordingly, the BCBS holds the view that mortgagescommercial real estate do not
in principle justify other than a 100% weightingtbke loans secured. However, several
countries drew attention to the fact that “commadrceal estate tends to be a more
important source of collateral in developing thaveloped countries owing to the more
underdeveloped state of financial markets in tmené&r and thus the lesser availability of
financial instruments suitable for this purpose.ivéd the rather limited range of
collateral instruments eligible for recognition ithe (simple approach of the)
standardizedapproach(see above) it has been proposed that, “subjeetppwopriate
haircuts to allow for the volatility of the valud such property, commercial real estate
should be recognised as allowable collateral aliolegsof the eligible financial
instruments under thetandardizedpproachi (Cornford, 2000: 6).

Costs and Resources

In view of the much higher complexity of the Newoded regime, the cost of setting up
an appropriate Basel Il — compliant risk controkteyn is likely to be a formidable
challenge for both banks and regulators. It has e=timated that the implementation
and compliance costs — using a net present valsis baer a 5 year period with a 5%
reference rate — of Basel Il could possibly excel&$1,000 billion (Resti, 2002: 30).
This is equivalent to about one half of the valdeTaer One capital held by banks
worldwide. In other words, the first impact of theform in the New Accord — which
supposedly is intended to improve the banks’ chpitequacy — could possibly be to



erode a substantial share of such capibédl. The question of costs resulting particularly
from implementation of the first two pillars of tiNew Accord could impact even more
acutely on small jurisdictions in a number of wa¥kus, it is likely that the adoption by

banks of the more sophisticated approaches fourtiearNew Accord could require a

huge cost outlay especially if the conceptimrnal ratingsis a new one for these

jurisdictions. At the same time the issue of cdfeativeness in this regard cannot be
ignored. Would it be feasible for local banks inadinurisdictions to go for the more

advanced approaches if the benefits of doing s;mareso marked? Further to this, the
need for additional human resources in the supamvidunctions could penalise

particularly small jurisdictions where technicafiyoficient personnel is relatively scarce
(Central Bank of Malta, 2001: 6) and prone to bepgached’ or, at the very least, to
‘capture’ (see Persaud, 2002).

Project Finance

The current proposals of the New Accord assume ghgect finance is of higher risk
than corporate lending, implying an increase initehpequirements for loans belonging
to the former category. Griffith-Jones and Spr&®00; 55) note that this could be
particularly problematic for developing countrieshich require very large private
investment in infrastructure for their developmearid project finance is often the key
mechanism to achieve this. While this is certafolydamental for larger jurisdictions it
is perhaps of less concern for small jurisdictipossibly in view of the latter's somewhat
different macroeconomic framework.

Disclosure of Information

A recurrent theme in the comments of developingntes involved disclosure issues
mainly covered under Pillar Il of the New Accorddacentred on two issues (Cornford,
2000:8). The first concerned the way “in which fical markets in developing countries
[and by implication, small jurisdictions also] wduabsorb and respond to the greater
disclosure [provisions found in the New Accord]” Mehthe second applied to the
competitive effects resulting therefrom. Henceygidal comment stated that “in small
economies with a limited number of large corporadian particular sectors, certain
disclosure requirements [as envisaged in the Newo#l], in particular the publishing of
details of past due/ impaired loans, could leadh® disclosure of proprietary data.”
(Central Bank of Malta, 2001: 7). In fact, othermooents also referred “to market
participants’ capacity to interpret the increasatbrmation resulting from enhanced
disclosure, some going even so far as to suggasstith disclosure could be a source of
financial instability” (Cornford, 20900: 8). The®d is obviously related to the first
and is concerned with “the likelihood of pressuassociated with the rules of the New
Accord for disclosure of proprietary information af kind capable of unfavourably
affecting a bank’s competitive positiorib(d).



Concluding Remarks

There are many repercussions which could affectlisjpasdictions (though not
exclusively) when the New Accord is implemented,eaplained above. This, in turn,
suggests that the intervening period up to impldatem can be used to try to mitigate as
far as possible the negative implications for sjuaitdictions.

One important issue that, perhaps, was taken fantgd, is that all the literature
produced to date describing the implications agidiom implementation of the New
Accord — this paper not excluded — is totally cohjeal or better, is the result of ax-
anteanalysis. Evidently, it is only after a certain ambof time has passed subsequent to
implementation of the New Accord that a valid andamngfulex-postanalysis can be
obtained. However, with respect to the central dopf this paper, from whatever
perspective one looks at it, this latter situat®mulefinitely not ideal. On the other hand,
an ex-anteanalysis is extremely useful in that it could eeabhe to identify certain
difficulties inherent in the current proposals. thermore, since the analyses have to date
been carried out using Consultative Papers llaw the models for the New Accord it is
possible that these studies are too pessimisticcerain areas of the Accord.
Accordingly, the very fact that a significant amowf contemporary literature has
pointed out certain deficiencies in the proposedokd could result in, at least, a partial
redressing of these issues in the final versioim®fNew Accord. In that case some of the
implications outlined above could perhaps not haee deep an effect on small
jurisdictions.

That the BCBS is fully cognisant of certain undasie effects of the proposed New
Accord — in its present form — is evident by thenfer of studies it has carried out and is
still carrying out in order to try to achieve as &5 possible the same level of overall
capital as the current Accord. In fact, the BCB8ugently undertaking a fourth
so-calledQuantitative Impact Study(QIS 3). This is intended to provide some more
insight into the BCBS’ perspective to revise thereat Accord; including if need be any
major elements of the proposals that will be testgdhe banking industry during the
QIS3. It is estimated that about 300 banks fromuab® countries are participating in
this study. Hence, the importance of this exeresgecially for small jurisdictions cannot
be emphasized enough. If through a wide partiapatiom this category the results of
this study confirm that there is certainly room iimprovement then it — the current study
— commenced in Autumn 2002. could be possible librede the forthcoming proposals
(CP3) so as to eliminate or at least mitigate ashras possible those effects, some of
which have been postulated above.

At the same time it should be stressed that thel lefzconsultation and information on
the proposals relating to the New Accord is veghhiFurthermore, apart from the QIS3
there are other fora, where small jurisdictions @s® represented. These fora have put
the message across in the sense that the promwesatet to be construed as beinfaia
accomplibut still leave room for amendment on certain aliaspects in order to

8. QIS1 started in Autumn 2000, QIS2 in Summer 2@IB 2.5 in Autumn 2001 and QIS3 - the current
study — commenced in Autumn 2002



achieve the least possible negative impact on thessslictions. In this regard one can
think of the sterling work which the Financial Stap Institute (FSI) of the BIS has been
carrying out, for a number of years, now on theowe aspects of the proposed New
Accord. Thus, attendance by regulators and supmes/isoming from small jurisdictions
at the numerous seminars/training workshops whiehgming to be organised in the
coming months and years by the FSI could contrilsigaificantly to the furthering of
their knowledge on what is definitely, a complegqa of regulation.

It goes without saying that the coming years arex@ydo be extremely tough and

challenging for both developed and developing coemtsince they have to marshal all

available resources in order to implement the Newodd by 2006. On the other hand, if

one takes Malta as an example of how a small iskate plans to undertake such a

momentous task, one immediately recognises thatyddous reasons, the challenges

facing all the participants in the local bankingtgyn could be far higher for this category

of jurisdiction than if this financial system wasra developed, deep and sophisticated

and enjoying the presence of major global playEnsis, in the coming months, using the

limited resources available to regulators, it ishgable that a core group of ‘experts’

together with representatives from the banks aedodnking association would start to

meet on a regular basis in order to:

* understand further the concepts of the New Accord

» exchange all relevant information including thesgibility of sharing certain data
among the banks;

» discuss, analyse and recommend action required,;

« disseminate information to the public in respefcthe capital adequacy structure and
publish articles both of general interest and iad&enic journals;

* collect data to determine its ‘quality’ with aew to its eventual possible utilisation for
the more advanced approaches.

This paper has highlighted some of the implicatiansich could result from the
implementation of the New Accord. As seen abovenymnaf the implications, besides
straining the scarce resources of small jurisdigtjocouldex-anteresult in negative
effects that would impact on the financial systeshshese jurisdictions in a number of
ways. However, the overriding objective for the lerpentation of the New Capital
Accord should have a beneficial and positive effectll jurisdictions even at the cost of
possible increases in capital requirements padrtufor small jurisdictions. If, on the
other hand, through the future implementation ef\tew Accord, overall improvements
by using better risk assessment techniques antigeador all jurisdictions are achieved,
then the increasingly globalised financial systeaulad have moved closer to achieving a
higher level of financial stability through the nuttumpeted safety and soundness
objectives.
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