New Basel Capital Accord

Q. What is the Basle Committee? 

A. Basle Committee is a committee of banking supervisors from the major industrialised countries (G10 countries). The Committee possesses no supra national authority and its conclusions have no legal force. It only formulates broad supervisory standards after an elaborate process of consultation with banking supervisors worldwide and other market players and recommends statements of best practice in the hope that the same will be implemented. Basle Committee meets regularly at the Bank for International Settlements (BIS) at Basle in Switzerland. BIS merely provides secretarial support and does not participate in the deliberations of the Committee.

Q. When was this committee formed?

A.  The Basle Committee was established as the Committee on Banking Regulations and Supervisory Practices by the central bank Governors of the Group of Ten countries at the end of 1974 in the aftermath of serious disturbances in international currency and banking markets (notably the failure of the Bankhaus Herstatt in West Germany). The first meeting took place in February 1975 and meetings have been held regularly thee or four times a year since then.

Q.What is referred to as the Current Capital Accord?

A. The Current Capital Accord require banks to hold capital equal to at least 8 % of the basket of assets measured in different ways as per its risk. A broad portfolio approach is adopted to classify assets into 4 different baskets with risk weight of 0 %, 20 %, 50 %, and 100 %. The accord focused mainly on credit risk and it was amended in 1996 to provide for a few approaches for market risk. 

Q.When was the Current Capital Accord finalised?

A. The Current Capital accords was finalised in July 1988 and was adopted by banks in over 140 countries including India by the end of 1992.

Q. How is capital adequacy computed under the Current Accord?

A. The Current Accord is based on the concept of a Capital Adequacy Ratio where the numerator represents the amount of capital available and the denominator represents a measure of risks faced by the bank referred to as the Risk Weighted Assets. The resulting ratio may be no less than 8%. In India, this ratio is stipulated as 9% at present. In arriving at the Risk Weighted Assets a broad portfolio approach is adopted by classifying assets into four different baskets with risk weight of 0 %, 20 %, 50 %, and 100 %. 

Q.What has the Current Capital Accord achieved?

A. Apart from ensuring an adequate level of capital in the international banking system, the accord created a level playing field as far as capital standards are concerned. Banks can no longer build volumes without adequate capital backing. 

Q. What are the limitations of the Current Capital Accord? 

A. The Current Capital Accord contemplates same risk weight for the same risk basket irrespective of the asset quality and thus is a one-size-fits-all approach to risk weighting and capital adequacy.

Q.What are the key elements of the New Basel Capital Accord?

A. The New Accord consists of three mutually reinforcing pillars (1) minimum capital requirements (2) supervisory review of capital adequacy, and (3) public disclosure. 

Q. How is the New Basel Capital Accord different from the Current Capital Accord?

A. The main difference is that there are substantive changes in the treatment of credit risk relative to the current accord and the introduction of an explicit treatment of operational risk. Treatment for market risk remains the same as envisaged in the Current Capital Accord.  

Q.What are Basle II proposals for Credit risk?

A. The new framework provides a menu of approaches in respect of credit risk and they are (1) Standardised Method (2) Internal Rating Based (IRB) approach – Foundation (3) Internal Rating Based (IRB) approach –Advanced.

Q.What is the standardised method for credit risk?

A. Under this approach preferential risk weights, as follows, in the range of 0%, 20%, 50 %, 100% and 150 % are assigned for different categories of assets on the basis of external ratings by approved rating agencies. Thus for corporate accounts under the Current Accord there is only one risk weight of 100 % but the new framework provides for 4 categories ie 20 %, 50 %, 100% and 150 % depending on the rating status of the corporate. Claims past due over 90 days require a risk weight of 150 %. The approach is conceptually the same as the current approach but an improvement as there is a finer risk gradation. The basic difference is that the categorisation would depend on a rating done by an external rating agency.

Q. Would the Standardised method result in increased capital requirements?

A. Committee desires that the standardised approach would produce neither an increase nor a decrease, on an average, in the minimum capital requirements even after accounting for operational risk.

Q.What is the IRB (Internal Rating Based) approach?

A. Under this approach banks, which comply with certain requirements, would be allowed to internally assess and derive the risk weights, which are then used to compute capital requirements. The risk weights are derived as a continuous function of PD LGD & EAD, where PD is the Probability of Default associated with each rating grade, LGD is the Loss Given Default in each facility type ie the unrealised portion and EAD, the Exposure At Default. The migrations in ratings in different rating grades are tracked over a period of 5 to 7 years to arrive at a representative PD.  In the foundation approach the banks are allowed to estimate the PD while the supervisor will provide LGD and EAD. In the advanced approach banks would use their own estimates of PD, LGD, and EAD. The IRB approach thus does not rely on supervisory determined risk buckets as in the case of the standardised approach.

Q. Would the capital requirements be more in the case of IRB methods?

A. The Committee estimates that there would be a reduction of around 2 to 3 % of risk weighted assets in the foundation approach as compared to the standardised approach and the capital requirement under the advanced approach would be around 90 % of the requirement under the foundation approach. A more sophisticated approach would mean a finer measurement of risk and hence a lesser regulatory requirement.

Q.When are these proposals likely to be implemented?

A. The New Capital Accord would be implemented in member jurisdictions with effect from the year 2007.

Q.What are Basle II proposals for Market risk?

A.There are no special proposals for market risk as per the New Basel Capital Accord. The treatment is same as that envisaged under the Current Capital accord.

Q.Would the capital requirements under IRB approach be more or less than existing under the current capital accord?

A. The Committee estimates that there would be a reduction of around 2 to 3 % of risk weighted assets in the foundation approach as compared to the standardised approach and the capital requirement under the advanced approach would be around 90 % of the requirement under the foundation approach. A more sophisticated approach would mean a finer measurement of risk and hence a lesser regulatory requirement.

Q. What are the proposals for operational risk under the Basle II proposals?

A. For operational risk the Committee proposes three approaches of increasing sophistication. Under the basic indicator approach the capital charge is a certain percentage of minimum regulatory capital. The standardised approach divides the banks activities into different business lines (eg corporate finance, retail banking, treasury etc) and within each business line the capital charge will be calculated as a certain percentage of the activity/volume. The internal measurement approach uses internal data extensively and estimates the risk by understanding the nature of operational risk distribution and correlation between different operational risks. 

Q. What will be the impact of the Basle II proposals?  

A. The new accord will almost certainly lead to an increase in capital requirements across board in all banks. Various impact studies conducted by the Committee seem to suggest in that direction. The increased capital requirements are mainly due to capital charge for operational risk, 150 % risk weight for past dues above 90 days etc. This is also expected to change the risk management practices in banks. 
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