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Chapter 2:  The New Regulatory and Corporate Environment

1.
Introduction
Regulators impose a unique set of minimum required regulatory capital rules on commercial banks. Banks collect deposits and play a key role in the payment system.  Deposits are insured, but governments still act as a guarantor for commercial banks, and some of them act as a lender of last resort. Capital plays the role of a buffer against unanticipated losses, and in some sort participates in the privatization of the burden which would otherwise be born by the government in case of a bank failure. In addition, fixed-rate deposit insurance creates, by itself, the need for capital regulation because of the moral hazard and adverse selection problems that it generates. Under current regulation, insured banks have an incentive to take more risk, since fixed-rate deposit insurance is like a put option sold by the government to banks at a fixed premium, independent of the riskiness of their assets. This option increases in value when the bank’s assets become riskier.
 Moreover, as deposits are insured, there is no incentive for depositors to cautiously select their bank. Instead, depositors may be tempted to look for the highest deposit rates, without paying enough attention the banks’ creditworthiness.  

Regulation of a bank’s capital, prior to the implementation in 1992 of the 1988 Basle Accord, consisted only in uniform minimum capital standards that were applied to banks, regardless of their risk profiles, and ignoring off-balance sheet positions and commitments.  The increased international competition among banks during the 1980’s emphasized the inconsistencies in regulation of capital standards across countries.  Japanese banks had no formal capital adequacy requirement, while in the USA and England banks were required to finance more than 5% of their total assets by equity.  The 80’s also witnessed a major increase in off-balance sheet activity by banks.  This has changed the risk profile of banks while the regulatory requirements concerning equity ratios stayed the same.  For the first time, the 1988 Basle Accord (known also as The 1988 BIS Accord, or the “Accord”) established international minimum capital guidelines that linked banks’ capital requirements to their credit exposures, but only to credit exposures. More recently, the “1996 Amendment” extended the initial “Accord” to include risk based capital requirements for market risks in the bank trading accounts.
 The changing nature of banking and its risk over the past ten years have led the Basle Committee on Banking Supervision to revisit the current “Accord” which still applies to the banking book subject to accrual accounting. A consultative paper is currently circulating among the banks for comments until March 2000.

Banks are currently required to satisfy three capital adequacy standards: first, a maximum assets to capital multiple of 20; second, a 8% minimum ratio of eligible capital to risk-weighted assets;
 and third, a minimum capital charge to compensate for market risk of traded instruments on- and off-balance sheet.  In addition to these capital adequacy requirements, BIS has set limits on concentration risks. Large risks which exceed 10% of the bank’s capital must be reported, and positions which are greater than 25% of the bank’s capital are forbidden.
 The 1996 Amendment, which supplements the old risk-based capital standards, now incorporates market risk. It also officially consecrates the use of internal models based on the Value-at-Risk (VaR) methodology to assess market risk exposure. 

There is a clear objective from the regulator to induce banks to develop their own proprietary risk measurement models to assess regulatory capital, as well as economic capital.  The advantage for the banks should be a substantial reduction in regulatory capital, compared to the capital charge according to the standardized approach proposed by BIS.  However, to benefit from this capital relief, the 1996 Amendment made it clear that banks should implement a risk management infrastructure which is fully integrated with the daily risk management and risk monitoring of operations.  It is not enough to develop sophisticated analytics to measure and report regulatory capital.  The risk managers, and the traders themselves should also use this analytics, to monitor their positions and their risk limits.  The Group of Thirty (G-30) recommendations constituted the foundations of the qualitative requirements laid out by the 1996 Amendment, and which specify the prerequisites to the use of internal models by banks.

Section 2 of this chapter discusses the Group of Thirty recommendations; Section 3 discusses the initial 1988 BIS Accord; and Section 4 introduces the 1996 Amendment which became mandatory in January 1998 and which is known as “BIS 98”.  BIS 98 provides banks the opportunity to develop their own internal models to assess market risks. However, the effective acceptance of these models by the supervisory agencies is subject to minimum requirements that banks should meet in the first place. For example, as we already alluded to, banks need to establish a strong and independent risk management infrastructure with sound risk management practices.  Further, the models should properly capture all market risks, linear and non-linear as well as specific risk for debt and equity instruments. Institutions whose internal models are not satisfactory in the eyes of the regulators, won’t have any other choice than to use the standardized approach proposed by the Basle Committee. Calculations show that substantial capital savings can be realized when using internal models instead of the standardized approach. Finally, in Section 5 we discuss the consultative paper, released in June 1999 by the Basle Committee on Banking Supervision, on a New Capital Adequacy Framework to replace the old 1988 Accord. This paper still under discussion will probably go through many amendments before it becomes the New BIS 2000+ Accord. We also review the Group of 12 recommendations to improve counterparty risk management practices in the light of August 1998’s severe market disruptions which led to the fall of Long Term Capital Management (LTCM).

In Chapter 3 we provide details in terms of structuring and managing the price risk management functions of a bank. In Chapter 4, we provide a detailed presentation of the BIS 98 standardized approach, as well as the internal models approach . We also describe the “pre-commitment approach”, which would require a bank to pre-commit itself to a maximum loss exposure for its trading account over a fixed subsequent period.  Finally in Chapter 4 we compare the capital charges, using both the standardized and the internal model approaches, for various portfolios. We show that there is considerable capital savings from using an internal models-based approach versus the regulatory standardized approach.  It is expected that for very large and diversified portfolios the capital savings should be quite substantial. The difference in capital charge between the two approaches is so considerable that those banks which will be subject to the standardized approach may find themselves in such a competitive disadvantage that there will be no alternative to survive than to put in place the necessary infrastructure to satisfy the internal models prerequisites. 

2.
Group of Thirty (G-30) Policy Recommendations

The Group of Thirty (G-30) provided, in 1993,  twenty best practice price risk management recommendations for dealers and end-users of derivatives.  The G-30 working group was composed of a  diverse cross-section of end-users, dealers, academics, accountants, and lawyers involved in derivatives.  Input also came from a detailed survey of industry practice among 80 dealers and 72 end-users worldwide, involving both questionnaires and in-depth interviews.  In addition, the G-30 provided four recommendations for legislators, regulators, and supervisors.

The G-30 series of policy recommendations was the first industry led comprehensive effort to take stock of what the industry has learned, and to broaden awareness of the more successful price risk management approaches.  The G-30 focussed on providing practical guidance in terms of managing one’s derivative activity.  Nevertheless, the recommendations offer a benchmark against which participants could measure their own overall price risk management practices.

2.1
Recommendations

The G-30 recommendations for dealers and end-users can be categorized into general policies; market risk policies; credit risk policies; enforceability policies; infrastructure policies and accounting & disclosure policies.  The taxonomy of specific G-30 recommendations is:

General policies

1.
The Role of senior management

Market risk (Valuation, measurement and management)

2.  Marking-to-market

3.  Market valuation methods

4.  Identifying revenue sources

5.  Measuring market risk

6.  Stress simulations

7.  Investing and funding forecasts

8.  Independent market risk management

9.  Practices by end-users

10.  Measuring credit exposure

Credit risk (Measurement and management)

11.  Aggregating credit exposures

12.  Independent credit risk management

13.  Master agreements

14.  Credit enhancement

Enforceability

15.  Promoting enforceability

Infrastructure (Systems, operations, and controls)

16.  Professional expertise

17.  Systems

18.  Authority

Accounting and disclosure

19.  Accounting practices

20.  Disclosures

Recommendations for legislators, regulators, and supervisors

21.  Recognizing netting

22.  Legal and regulatory uncertainties

23.  Tax treatment

24.  Accounting standards

The terms “dealer” and “end-user” did not refer to particular types of institution, but rather to the nature of their derivatives activity.  A bank, for instance, may participate both as a dealer and as an end-user.  Likewise, some corporate end-users of derivatives may also be involved as dealers.

2.2
General policies

The first G-30 recommendation relates to the role of senior management.  Senior management plays a key role in ensuring that risk is controlled in a manner consistent with the overall risk management and capital policies approved by their Board of Directors.  Clearly, these policies should be reviewed as business and market circumstances change. 
Specifically the G-30 recommended that, “policies governing derivatives use should be clearly defined, including the purposes for which these transactions are to be undertaken.  Senior management should approve procedures and controls to implement these policies, and management at all levels should enforce them.”
2.3
Market risk policies

The G-30 felt strongly that one should have an independent market risk management function (Recommendation 8).  We believe that an independent market risk management function is critical to building a best practice risk management capability. Specifically, the G-30 stated “that one should have a market risk management function with clear independence from the position management function.”  Further, they stated that “one should have a market risk management function with clear independence and authority.”
The G-30 also stressed the importance of measuring market risk in terms of a VaR measure (Recommendation 5), as well as having stress test measures (Recommendation 6).  Specifically, the G-30 pointed out that “one  should use a consistent measure to calculate daily the market risk.”  The G-30 also stressed that the VaR should be compared  to market risk limits.  The G-30 also encouraged stress testing by pointing out that “dealers should regularly perform simulations to determine how their portfolios would perform under stress conditions.”
The G-30 further recommended that one should spend considerable energy toward ensuring that the mark-to-market process (Recommendation 2), is rigorously conducted.  Specifically,   the G-30 pointed out that “one should regularly mark-to-market their derivatives positions for risk management purposes.”  For example, the G-30 pointed out that “one  should mark their derivatives positions to market at least on a daily basis for risk management purposes.”  The G-30 did not provide specific guidance on how to mark one’s portfolio to market, but they did provide broad market valuation guidelines (Recommendation 3).  For example, they pointed out that “derivatives portfolios should be valued at mid-market levels less specific adjustment.   Mid-market valuation adjustment should allow for expected future costs such as unearned credit spread, close-out costs, investing and funding costs, and administrative costs.”
The G-30 stressed the importance of identifying revenue sources (Recommendation 4) in terms of managing one’s market risk.  For example, the G-30 stated that “dealers should measure the components of revenue regularly and in sufficient detail to understand the sources of risk.”
The G-30 also emphasized that “dealers should periodically forecast the cash investing and funding requirements arising from their derivatives portfolios” (Recommendation 7).  For example, the G-30 pointed out that “as appropriate, financial institutions as end-users of derivatives should periodically forecast the cash investing and funding requirements arising from their derivatives positions.”

2.4
Credit risk policies 

Similar to our comment on market risk policy, an independent credit risk management function is critical to building a best practice risk management capability.  The G-30 stated that one “should have a credit risk management function with clear independence and authority, and with analytical capabilities in derivatives.”(Recommendation 12.)

The G-30 also stated that one should measure credit exposure for-each derivative transaction (Recommendation 10) based on a current and potential credit exposure.  The G-30 did not provide any specific guidance on how one “should measure current and potential credit exposure.”  Nevertheless, The G-30 pointed out the importance of aggregating credit exposure (Recommendation 11).  For example, the G-30 pointed out that “credit exposures on derivatives, and all other credit exposures to a counterparty, should be aggregated, taking into consideration enforceable netting arrangements.  Credit exposures should be calculated regularly and compared to credit limits.”
The G-30 also provided recommendations on credit enhancement (Recommendation 14). They recommended that “one should assess both the benefits and the costs of credit enhancement and related risk-reduction arrangements”.  The G-30 also pointed out that if credit downgrades trigger early termination or collateral requirements, then participants should carefully consider their own capacities, and that of their counterparties, to meet the potentially substantial funding needs that might result.  The G-30 took great care to stress that one should carefully assess both the benefits and the costs of credit enhancement and related risk-reduction arrangements.
  For example, the G-30 stated that “participants should carefully consider their own capacities, and that of their counterparties, to meet the potentially substantial funding needs that might result where credit downgrades would trigger early termination or collateral requirements.”

2.5
Operational risk policies

The G-30 placed emphasis on controlling operational risk.  We believe that controlling operational risk is a key component of best practice risk management.  For example, the G-30 emphasized the importance of hiring skilled professionals.  Specifically, the G-30 pointed out (Recommendation 16) that one should “ensure that derivatives activities are undertaken by professionals in sufficient number and with the appropriate experience, skill levels, and degrees of specialization”.
The G-30 stressed the importance of building best practice systems (Recommendation 17).  They pointed out that one should “ensure that adequate systems for data capture, processing, settlement, and management reporting are in place so that derivatives transactions are conducted in an orderly and efficient manner in compliance with management policies.”  For example, the G-30 pointed out that “One  should have risk management systems that measure the risks incurred in their derivatives activities based upon their nature, size and complexity.”

The G-30 (Recommendation 19) placed a clear emphasis on ensuring that accounting practices should highlight the risks being taken.  For example, the G-30 pointed out that one “should account for derivatives transactions used to manage risks so as to achieve a consistency of income recognition treatment between those instruments and the risks being managed”. 

These twenty recommendations constitute the backbone of the qualitative requirements of the 1996 BIS Amendment discussed in Chapter 4.

3.
The 1988 BIS Accord: the “Accord”

The risk-based capital adequacy standards rely on principles which are laid out in the “International Convergence of Capital Measurement and Capital Standards” document, published in July 1988 (cf. Basle (1988)), and referred to in the following as the “Accord”.  This Accord was initially developed by the Basle Committee on Banking Supervision, and later endorsed by the central bank governors of the Group of Ten (G-10) countries.
  The proposed approach is quite simple, and somewhat arbitrary, and has been subject to many criticisms. This Accord should be viewed as a first step in establishing a level playing field for internationally active banks across member countries. It defined two minimum standards for meeting acceptable capital adequacy requirements:  an assets to capital multiple and a risk-based capital ratio.  The first standard is an overall measure of the bank’s capital adequacy.  The second measure focuses on the credit risk associated with specific on- and off-balance sheet asset categories.  This second measure is a solvency ratio, known as the Cooke ratio, and is defined as the ratio of capital to risk-weighted on-balance sheet assets plus off-balance sheet exposures, where the weights are assigned on the basis of counterparty credit risk. 

The scope of the Accord is limited since it does not address various complex issues related to capital adequacy, like portfolio effects and netting. Indeed, credit risk is partially offset by diversification across issuers, industries and geographical locations. When there are netting agreements in place, the net exposure may be small as the amount lent is matched by the amount borrowed.
  It also completely ignores capital adequacy for the marketable securities in the trading book. For example, Government holdings were excluded from the capital calculations. In recognition for these drawbacks, the Basle Committee amended the Accord in 1996. The new proposal is discussed in Section 4. Interest risk in the banking book and other risks, such as liquidity and operational risks are totally disregarded.

We now review the main features of the Accord on credit risk, as it stands today after several modifications.

3.1
The Assets to Capital Multiple

A simple test for determining the overall adequacy of a financial institution’s capital is the assets to capital multiple.  This test calculates the multiple by dividing the bank’s total assets, including specified off-balance sheet items, by its total capital.  The off-balance sheet items included in this test are direct credit substitutes (including letters of credit and guarantees), transaction-related contingencies, trade-related contingencies and sale and repurchase agreements.  All of these items are included at their notional principal amount.

At present, the maximum multiple allowed is 20.  In general this test does not set the capital requirements.  However, it is possible that a bank with large off-balance sheet activities may trigger this multiple as the minimum requirement.

3.2
The Risk-Weighted Amount Used to Compute the Cooke Ratio

In determining the Cooke ratio it is necessary to consider both the on-balance sheet as well as specific off-balance sheet items.  On-balance sheet items have risk weightings from 0% for cash and OECD government securities, to 100% for corporate bonds and others.  Off-balance sheet items are first expressed as a credit equivalent, see Section 1.3, and then are appropriately risk weighted by counterparty.  The risk weighted amount is then the sum of the two components: the risk-weighted assets for on-balance sheet instruments and the risk-weighted credit equivalent for off-balance sheet items. Table 1 gives the risk capital weights (WA) by asset categories, and Table 2 shows the weights which applies to credit equivalents by type of counterparty (WCE).

Risk-weighted amount = ( Assets * WA  +  ( Credit equivalent * WCE

Table 1: Risk capital weights by broad on-balance sheet asset category (WA)
Risk weights (%)
Asset category

0
Cash and gold bullion, claims on OECD Governments like Treasury bonds, insured residential mortgages.

20
Claims on OECD banks and OECD public sector entities like securities issued by U.S. Government agencies, claims on municipalities.

50
Uninsured residential mortgages.

100
All other claims like corporate bonds and less developed country debt, claims on non-OECD banks, equity, real estate, premises, plant and equipment. 

Table 2: Risk capital weights for off balance credit equivalents by type of counterparty (WCE)

Risk weights (%)
Type of counterparty

0
OECD governments

20
OECD banks and public sector entities

50
Corporate and other counterparties

There is an apparent inconsistency between  Table 1 and Table 2 since the risk weights for corporates related to off-balance instruments is half what is required for on-balance sheet assets. BIS’s rationale for this asymmetry is the better quality of the corporates that participate in the market for off-balance sheet products.  There was a time when only the most financially sophisticated corporations entered the world of derivatives, however this is no longer the case.  Evidence of this has been documented by the media in such cases as Procter and Gamble, and Gibson Greeting Cards to name only two.

3.3
Calculation of the Credit Equivalent for Off-Balance Sheet Exposures.

3.3.1
The Case of Non-Derivative Exposures.

A conversion factor applies, as the notional amount of these instruments is not always representative of the true credit risk being assumed; its value is set by the regulators between 0 and 1, depending on the nature of the instrument (cf. Table 3). The resulting credit equivalent are then treated exactly as on-balance sheet instruments. 

Table 3: Credit conversion factors for non-derivative off-balance sheet exposures

Conversion factor (%)
Off- balance sheet exposure factor

100
Direct credit substitutes, bankers’ acceptances, standby letters of credit, sale and repurchase agreements, forward purchase of assets.

50
Transaction-related contingencies like performance bonds, revolving underwriting facilities (RUFs) and note issuance facilities (NIFs).

20
Short-term self liquidating trade related contingencies like letters of credit.

0
Commitments with an original maturity of one year or less.

3.3.2
The Case of Derivative Positions Like Forwards, Swaps and Options.

The Accord recognizes that the credit risk exposure of long dated financial derivatives fluctuates in value, and estimates this exposure both in terms of the current marked-to-market value, plus a simple measure of the projected future risk exposure.

Calculation of the BIS risk weighted amount for derivatives proceeds in two steps, as shown in Figure 1. The first step involves computing a credit equivalent amount, which is the sum of the current replacement cost when it is positive (and zero otherwise), and an add-on amount that approximates future replacement costs.  

The current replacement value of a derivative is its marked-to-market or liquidation value, only when it is positive. Indeed, when it is negative the institution is not exposed to default risk as the counterparty goes bust, and therefore the replacement cost is set to zero. 
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The add-on amount is computed by multiplying the notional amount of the transaction by the BIS required add-on factor, as shown in Table 4.  In Table 4, five categories of  underlying are considered, i.e. interest rate, exchange rate and gold, equity, precious metals except gold, and other commodities. The add-on factor differs quite substantially from one category to the other, although the rational for such differences is not always clear.

Interest rate contracts include single currency interest rate swaps, basis swaps, forward rate agreements and products with similar characteristics, interest rate futures, and interest rate options purchased.  Exchange rate contracts include gold contracts which are treated the same way as exchange rate contracts, cross-currency swaps, cross-currency interest rate swaps, outright forward foreign exchange contracts, and currency options purchased.

Table 4: Add-on factors by type of underlying and maturity

Residual Maturity
Interest Rate

(%)
Exchange Rate and Gold

(%)
Equity

(%)
Precious Metals Except Gold

(%)
Other Commodities

(%)

One year or less
0.0
1.0
6.0
7.0
10.0

Over one year 
to five years
0.5
5.0
8.0
7.0
12.0

Over five years
1.5
7.5
10.0
8.0
15.0

Equity contracts based on individual stocks as well as equity indices, precious metals contracts (except for gold), and contracts on other commodities, like energy products, agricultural commodities, base metals (aluminum, copper and zinc),  include forwards, swaps, purchased options.

For example, a $ 100 million five-year interest rate swap would have an add-on amount of $0.5 million, i.e. 0.5% x $ 100 million, where 0.5% is the add-on factor given in Table 4 for this instrument.

The credit equivalent amount can be interpreted as an on-balance sheet amount for regulatory purpose. Unfortunately, the BIS approach fails to distinguish between the credit risk of plain vanilla swaps and that of more volatile structures, such as the well publicized highly levered swaps, e.g. Banker’s Trust’s $ 200 million 5 year leveraged interest rate swap with Procter & Gamble.

The second step in the BIS calculation consists in calculating regulatory capital related to the credit risk exposure. It is simply derived by multiplying the credit equivalent amount by a counterparty risk weighting factor given in Table 2, above. The result of this calculation is the final risk weighted  amount.

3.4
 Netting of Derivatives Positions

In 1995 the initial BIS agreement was modified to allow banks to reduce their credit equivalent when bilateral netting agreements are in place. According to some surveys, netting reduces the banks’ gross replacement value by half on average. The new BIS formula for add-on amounts is now:

Add-on amount = notional * add-on factor * (40% + 60% * NPR)

The add-on factors are the same as in Table 4. NPR denotes the net replacement ratio which is the net replacement cost when positive, or zero otherwise, divided by the gross replacement cost  calculated as before, without taking into account netting, i.e. the sum of the positive replacement cost for the transactions covered by the netting agreement.  Note that the new BIS formula does not allow for complete offsetting even if netting agreements are in place.  It is tempting to believe that the rational favoring a minimum add-on amount stems from legal risks associated with the possibility of the courts finding netting agreements unenforceable in certain jurisdictions, and even if the netting agreements are upheld, the delay in reaching a settlement can negate any possible benefit that may have resulted had the netting agreement been enforced immediately.  However, this reasoning is not valid.  The leading global financial institutions negotiated with the BIS to allow for netting and showed that a seasoned portfolio had a stable ratio of net to gross mark-to-market.  It was argued that 100% of this ratio should be allowed.  The BIS did not agree that the ratio was stable in the long run and therefore imposed the 40% minimum.  Thus, the formula in facts demonstrates a discounted benefit for the effects of netting.

These calculations are done by counterparty, then the counterparty risk weight applies to derive the risk weighted amount. Table 5 illustrates the calculations on a simple example.

Table 5: Illustration of the calculation of the add-on and risk weighted amounts with netting


Counterparty A
Counterparty B

Risk Capital Weight (Table 2)
20%
50%


add-on factor
Notional amount
Marked-to-market value
Add-on amount 1988
Notional amount
Marked-to-market value
Add-on amount 1988

Transaction 1
0.5%
1,000
400
5
700
-100
3.5

Transaction 2
1.5%
500
-200
7.5
1,000
200
15

Transaction 3
5%
1,000
-100
50
500
-200
25

Add-on amount 1988 - A1988


62.5


43.5

Gross replacement cost (GR)

400


200


Net replacement cost (NR)

100


0 (*)


NPR (=NR/GR)

0.25


0


Add-on amount 1995 - A1995

34.375


17.4


Credit equivalent

134.375


17.4


Risk weighted amount 
with netting

26.875


8.7


Risk weighted amount 
without netting
(400+62.5)x.2=92.5
(200+43.5)x.5=121.75

A1995 = A1988 (0.4 + 0.6 NPR)

Credit equivalent = NR + A1995

(*) Note that “negative” replacement cost for counterparty B cannot be used to offset positive replacement costs of  counterparty A.  This is why it is set to zero.
3.5
Capital and the Cooke Ratio

Banks are required to maintain a capital amount of at least 8% of the total risk-weighted assets calculated as shown in the previous section. Capital, as defined by the Cooke ratio, is broader than equity capital. It consists of three components:

Tier 1, or core capital, which includes common stockholder’s equity, non-cumulative perpetual preferred stock, and minority equity interests in consolidated subsidiaries, less goodwill and other deductions.

Tier 2, or supplementary capital, which includes hybrid capital instruments, like cumulative perpetual preferred shares and qualifying 99-year debentures which are essentially permanent in nature and have certain characteristics of both equity and debt; limited life instruments, like subordinated debt with an original average maturity of at least five years.

In the 1996 Amendment to the original BIS Accord, a third tier of capital has been added only to meet market risk requirements.  

Tier 3, or sub-supplementary capital, which consists of short term subordinated debt with and original maturity of at least two years.  It must be unsecured and fully paid up.  It is also subject to lock-in clauses that prevent the issuer from repaying the debt before maturity, or even at maturity should the issuer’s capital ratio become less than 8% after repayment.  In Chapter 4 we review in some depth how tier 3 capital can be allocated against market risk for the trading book.

According to the original Accord, tier 1 and tier 2 capital should represent at least 8% of the risk weighted assets, as a protection against credit risk.  At least 50% must be covered by tier 1 capital.

In practice, capital levels of regulated banks tend to exceed required minimum requirements. In 1997, the risk-based capital ratios for six large banks all exceeded the minimum 8 percent total requirement, as shown in Table 6. In addition, the ratios for tier 1 capital exceeded the 4 percent minimum requirement at all of the banks. According to regulatory officials the risk-based capital ratios of almost all US banks exceed the minimum required level. Interestingly, the top fifty US insured commercial banks on average already finance in excess of 2% of their risk weighted assets with subordinated debt.

Table 6: Risk-Based Capital Ratios for Six Large Holding Companies, as of December 31, 1997

Dollars in billions






Total risk-based capital
Tier 1 risk-based capital

Bank holding company
Dollar amount
Percentage of total risk-weighted assets
Dollar amount
Percentage of total risk-weighted assets

BankAmerica Corporation
$26.6
11.6%
$17.3
7.5%

Bankers Trust New York Corp.
11.0
14.1
6.4
8.3

Canadian Imperial Bank of Commercea
14.5
9.8
10.2
7.0

The Chase Manhattan Corp.
33.3
11.6
22.6
7.9

Citicorp
31.1
12.3
21.1
8.3

First Chicago NBD Corp.
12.7
11.7
8.5
7.9

Note:  All figures rounded.

aThe fiscal year for the Canadian Imperial Bank of Commerce ended on October 31, 1997.  The capital ratios in the table above for the Canadian Imperial Bank of Commerce were calculated using regulatory guidelines for Canadian banks.  Under U.S. rules, its ratios would have been 8.8 percent for total capital and 6.4 percent for tier 1 capital.

Source: GAO (1998) and 1997 Annual Reports.

4.
THE “1996 Amendment” or “BIS 98”
In April 1995, the Basle Committee issued a consultative proposal to amend the Accord, and which is known as the “1996 Amendment” or “BIS 98”.  It now requires financial institutions to measure and hold capital to cover their exposure to “market risk” associated with debt and equity positions located in the trading book, and foreign exchange and commodity positions in both the trading and banking books.
  These positions should include all financial instruments that are marked-to-market, whether they are plain vanilla products like bonds or stocks, or complex derivative instruments like options, swaps or credit derivatives.  Marking financial instruments to market must be done for both accounting and management purposes.

The most significant risk for the non-trading activities of financial institutions is credit risk associated with default.  The Accord treated all instruments equivalently, whether in the trading or in the banking book.  The 1996 Amendment has introduced the requirement of measuring market risk, in addition to credit risk.  The initial Accord still applies in-extenso to the non trading items both on-balance sheet and off-balance sheet, as well as off-balance sheet over-the-counter (OTC) derivatives.  Market risk must now be measured for both on- and off-balance sheet traded instruments.  However, on-balance sheet assets are subject to market risk capital charge only, while off-balance sheet derivatives, like swaps and options are subject to both market risk, and credit risk capital charges according to the 1988 Accord.  To summarize, the bank’s overall capital requirement is now the sum of:

· credit risk capital charge, as proposed in the initial 1988 Accord, which applies to all positions in the trading and banking books, as well as OTC derivatives and off-balance sheet commitments, but excluding debt and equity traded securities in the trading book, and all positions in commodities and foreign exchange
· market risk capital charge for the instruments of the trading book on-, as well as off-balance sheet.

This proposal was adopted by the U.S. regulatory agencies in July 1995, and will be mandatory to all financial institutions with a significant trading activity, as of January 1, 1998.
  The final version of the proposal will be referred to in the following as the “1996 Amendment”, or “BIS 98”.

The authorities have recognized the complexity of correctly assessing market risk exposure, especially for derivative products.  Flexibility in the modeling of the many components of market risk is thus allowed.  The most sophisticated institutions which already have an independent risk management division in place, with sound risk management practices, will have the choice between their own “internal VaR model”, referred to as the “internal models approach”, and the “standard model” proposed by BIS, referred to as the “standardized approach”, to determine market risk related regulatory capital.

The new capital requirement related to market risks should largely be offset by the fact that the capital charge calculated under the 1988 Accord to cover credit risk, will no longer need to be held for on-balance sheet securities in the trading portfolio.  The capital charge for general market risk and specific risk should be, on aggregate, much smaller than the credit risk capital charge for large trading books.  Then, banks adopting the internal models approach should realize substantial capital savings, probably in the order of 20 to 50%, depending of the size of their trading operations, and the type of instruments they trade.  Specifically, the internal model, by realistically modeling the actual correlations should be  able to capture diversification effects and thereby generate a lower capital requirement.  The standardized model  supplied by BIS 98 does not accurately model correlations. 

The internal model provides greater disclosure of the trading market risks than the BIS 98 supplied standardized model.  For example, ones internal model needs to separate systematic risk from specific risk.  Market risk encompasses both a systematic risk component and a specific risk component.  Systematic risk, which is sometimes called “general market risk” refers to changes in market value resulting from broad market movements.  Specific risk on the other hand refers mainly to idiosyncratic or credit risk.  Highly concentrated portfolios which have a great deal of specific risk, as shown on the left hand side of Figure 1, contain products which have a high degree of correlation with one another.  The more diversified a portfolio, the greater the ratio of systematic to specific risk and vice versa.

The regulatory capital charge for banks using internal models for both general market risk and specific (credit) risk  is set according to the following:
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A two-tier multiplier system applies:

· The multiplier of 3 and 4 which apply to market risk and credit risk, respectively, reward the quality of the models. In fact these values of 3 and 4 are the minimum values that banks can currently expect. They can be increased up to 4 and 5 respectively.

· The trigger is related to the quality of the control process in the bank. This trigger is set to 8 for all banks in North America, while it can vary from 8 to 25 in the UK. 
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Figure 1  Systematic risk, specific risk and the level of diversification

4.1
BIS 98 Qualitative Requirements

Before an institution can expect to be eligible to use its own internal model to assess regulatory capital related to market risk, it should have sound risk management practices already in place. The institution should have a strong risk management group which is independent from the business units it monitors, and which reports directly to the senior executive management of the institution.  The main features of a prototype risk management organization are discussed in Section 4.2.

The internal models should not be used only for calculating regulatory capital, it should be fully integrated in the daily risk management of the institution. In addition the regulators requires that systematic backtesting and stress testing be conducted on a regular basis, in order to test the robustness of the internal model to various market conditions and crises. Improvements should be implemented in the case the model fails to pass the tests, e.g. when backtesting exhibits too many days where the trading losses are greater than VaR. 

Implementing a VaR model is a massive and intensive system endeavor. The aim is to build a truly integrated, global, real time system which records all positions centrally in a data-warehouse, and map them to the risk factors tracked by the VaR model. Part of the challenge of implementing such a system, is a need to have in place controls to ensure that the model inputs, and therefore the risk measures, are reliable and accurate:

- A formal vetting system is needed to approve the models, their modifications, assumptions, and calibration; 

- Model parameters should be estimated independently of the trading desks to avoid the temptation by the traders to “fudge” volatility numbers and other key parameters to make their position smaller; 

- The financial rates and prices which feed the risk management system should come from sources independent of the front office, and be located in a financial database independently controlled by risk management.

4.2.
Best Practice Risk Management

The Board and the bank’s senior management have the primary responsibility to ensure that the bank implements a best practice risk management system.  “Best practice”, as illustrated by the G-30 recommendations  refers to having a state of the art risk management approach.  

Senior management needs to encourage the implementation of best practice risk management in order to control risk and provide the appropriate risk oversight for their dealing rooms.  Accordingly, senior managers play a critical role in establishing the right corporate culture where best practice risk management can flourish.  Dealers and risk management personnel will ultimately behave in a way that senior management rewards them.  A challenge for senior management is to harmonize the behavior patterns of dealers and risk managers into an environment where both sides “cooperate” together.  One needs to avoid an ‘us versus them’ mentality which fosters unnecessary political divisions between dealers and risk managers.

The trade-off between maximizing short term revenue versus incurring incremental expense required to control risk is one that needs delicate balancing.  For example, one often has to invest in longer term risk management projects whose benefits won’t accrue until several years out.  Significant pressure to build revenue in lean years often serves to discourage any long term investment necessary to build a best practice risk control infrastructure. In other words, short term revenue maximization behavior is often diametrically opposite to the behavior required to encourage first class risk management. The risk manager is typically asked to install the necessary risk controls at the least possible cost requirement.

Senior management needs to ensure that risk managers are skilled with the requisite experience so that one can rationalize harmonizing compensation systems between dealers and risk managers.  Risk managers need to be amply rewarded in order to attract the best talents.  Any organization which has dramatic disparities between dealer versus risk management compensation is setting themselves up for abject failure.  One can easily forecast that the flow of talents will move from risk management to the deal side (or vice versa) should compensation systems not be harmonized. In other words, these disparities can create a reverse sieve phenomenon.  This classic failure to harmonize compensation systems can be placed squarely on the shoulders of senior management. 

Many dealing organizations have neither invested in establishing the appropriate policies nor in developing the appropriate risk methodologies. Further, dealing organizations need to build the infrastructure necessary to measure, price and control risks in a comprehensive manner.  The degree to which senior management has created best practice risk management to control the risk in their dealing operations can be benchmarked against best practice policies, methodologies and infrastructure. Chapter 3 gives an overview of the organizational environment and its building blocks which should facilitate best practice risk management.  Specifically, Chapter 3 presents the framework for risk management with its three pillars:  best practice policies, best practice methodologies and best practice infrastructure. 

To obtain acceptance of ones internal models, senior management has to put in place the following organizational framework.

4.2.1
Integrated Price Risk Management

Senior managers need to encourage the development of integrated systems which aggregate the various risks (i.e. market risk, credit risk, liquidity risk, operational risk, etc.) generated by their businesses.  An environment where each dealing unit calculates their risk separately with different rules will not provide a meaningful oversight of firm wide risk. The increasing complexity of products, linkages between markets, and the potential benefits offered by portfolio effects are pushing risk-literate organizations toward standardizing and integrating their risk management.   Dealers and risk managers need an integrated price risk management capability to ensure that their returns (net profits) outweigh the risks they take.  Further, the implicit objectives of the dealer, risk manager and the Board are often not compatible with one another.  For example, the Board of Directors is too often solely concerned about avoiding the big loss in contrast to encouraging a balanced book of business.

Some leading-edge dealing organizations have begun to improve their price risk management capabilities through the creation of a highly integrated centralized price risk management function.  In particular, many dealing organizations have used flawed price risk measurement methodologies which fail to provide an accurate and consistent measurement of price risk. Integrated price risk management is a concept that allows one to measure and manage all of the firm’s price risk in terms of a common unit, as well as to analyze portfolios of activities according to a wide variety of criteria.  However, before integrated risk management can be truly effective a common language has to be developed for measuring the different price risks that present themselves to dealers.  One should be able to compare and correlate every possible quantifiable risk, including market risk, credit risk, liquidity risk, operational risk, regulatory risk and “human error” risk.

4.2.2
Corporate Culture 

Dealing firms need to recognize that the firm’s core values will have a direct impact on the degree to which dealers and risk managers behave in mutually supportive ways.  A partnership between risk managers and their business counterparts is critical to the successful creation of a strong risk management culture.  Each side needs to spend their time seeking solutions in partnership, rather than avoiding each others’ political minefields.  Risk analysis should be used as an input to evaluate new businesses, allocate capital among dealers, determine dealer compensation and to optimize one’s investments.  One should also take great care to integrate risk management requirements with business needs.  When it is done well, integrated risk management permeates as organization’s culture and underscores the importance of the “risk factor” when managers make any sort of strategic decision.
Integrated price risk management means more than bundling together all the company’s risks into a single mathematical matrix (e.g. variance/covariance matrix).  More importantly, it also means making sure the corporate culture embraces a “philosophy” of integrated price risk management.  For example, one needs to ensure that the price risk management program is backed by the board, the firm’s senior managers, as well as by the firm’s top revenue generators. Furthermore, as indicated above, it means that risk is explicitly considered prior to making high-level strategic decisions.

Senior management needs to proactively create a corporate culture where risk management is considered crucial to the health of the organization.  Leaders need to set the appropriate tone.  All too often, senior management abrogate their leadership responsibilities to promote an appropriate culture.  For example, senior management often delegates responsibilities to subordinates in order to avoid dealing with classic conflicts between dealers and risk managers.   The crafting of the right culture, which includes having a healthy respect for best practice risk management, is a necessary condition to facilitate a meaningful oversight of risk. In order to accomplish the genesis of a “pro-active, risk-focused” culture, it is important to hire high quality risk managers.  A recruiting (“hire the best”) policy is a key component toward developing a comprehensive risk management program.

4.2.3 
 Tying Compensation to Risk

The single clearest way to make risk management tangible is by tying compensation to risk.  Best practice risk management provides the requisite tools which allows one to monitor the relationship between return and risk.  In particular, businesses should be charged for the risks they incur, instead of just using pure, unmodified returns as the sole guideline for determining bonuses
.

Dealers need to look at return-to-risk ratios, within the context of a Risk-Adjusted Return on Risk-Adjusted Capital (RAROC) framework in order to make risk oversight meaningful.  This sort of information has broad strategic implications. If two business opportunities have similar projected returns, but one has much more risk, then it becomes easier to decide between them.  One needs to calculate a risk-adjusted return on capital as the ratio of the expected net profit to the risk-adjusted-capital, the later being a function of the market risk and credit risk exposures.   The net profit used in the derivation of RAROC is computed as the expected profit net of all expected losses relative to credit risk, liquidity risk, etc.

4.2.4
Price Risk Education

Providing first-class price risk education is a key component of  every successful integrated price risk program.  Dealers and risk managers should know why they may have to change the way they do things. Staff are more comfortable if they know new risk procedures exist for a good business reason.  Price risk education, moreover, can prevent human error by actively involving staff at all levels in the risk control process.  Staff need to clearly understand more than basic limit monitoring techniques.  Dealers and risk managers need to be educated on the analytics behind price risk analysis.  In other words, all staff needs to be educated on how price risk will be measured according to market VaR and credit VaR methodologies.  

Dealers and risk managers should also be educated on how risk can be used as the basis for economically allocating capital.  Education should also be provided on how economic attribution techniques can be linked to pricing risk (i.e. the cost of capital).  For example, one very useful educational tool is to provide each dealer with an capital placemat that provides the spread required to cover the cost of capital for each deal type. Finally one should educate dealers and risk managers on how to utilize the risk measurement tools to enhance their portfolio management skills.

4.2.5
Prototype of a Price Risk Management Organization

The prototype organization for a price risk management division is shown in Figure 4 with seven distinct but related risk units, each one corresponding to a key risk management function:  Trading Room Market Risk Management (TRMR), Trading Room Credit Risk Management (TRCR), Risk Analytics, Risk Management Information Systems (Risk MIS), RAROC (capital attribution), Risk Advisory, and Corporate Treasury.

Figure 2 Prototype of a Price Risk Management (PRM) Organization Chart
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The TRMR and TRCR units would have the responsibility to work with Risk Analytics and Risk MIS in rolling out price risk reporting systems.  The TRMR and TRCR units approve deals and monitor the risks.  The Risk Analytics unit typically develops the mathematics required in the implementation of market VaR and credit VaR methodologies.  The analytics function would also vet all models developed by dealers, propose, when possible, more robust, accurate and computationally efficient models to price and hedge complex securities, and conduct research to develop the appropriate tools for the next generation of risk management problems.  The RAROC unit is responsible for ensuring that funds are properly allocated as a function of risk.  Dealers need however to be already comfortable with using the VaR reports prior to generating risk-adjusted returns on risk-adjusted capital for all its trading desks within the dealing room. The Risk Advisory unit focus on operational risks and provides both internal and fee-based external risk advisory services. The Corporate Treasury function actively manages the liquidity and balance sheet  risk.

Clearly, one needs to clarify roles and responsibilities among the price risk management organization and other units.  For example, how would the TRCR unit interact with the overall institution-wide credit process.  Should the Risk Analytics unit develop, as well as vet models?  How does the Risk Advisory unit interact with the audit/inspection unit?  How does the TRMR unit relate to risk managers within a business units, etc.

Each of the distinct units would have their infrastructure geared to satisfy specific risk related objectives.  For example, each morning the head of TRMR could chair a meeting of senior managers and global dealers in order to review and debate (in light of, say, current market conditions) the previous end-of-day market risk exposures.  For the rest of the trading day the head of TRMR would keep abreast of ongoing developments and changes in market risk exposures.  The head of TRMR will spend the day following markets, talking to traders, as well as trying to stay on top of situations as they develop.  Obviously, the head of TRMR should sit on the trading floor alongside the chief dealers.

The TRMR unit itself could be divided into distinct but related groups.  For example, one can create three distinct units: a policy group responsible for developing risk management methods and standards; an operating group charged with continuously monitoring the firm’s market risk exposures; and a third group of market risk managers who cover specific regions (e.g. Asia, Europe, North America, South America, etc.) or products (e.g. commodity derivatives, high yield bonds, etc.).  Product specialists within TRMR could provide direct risk management support to each product manager. Similarly, the TRCR unit needs to have its infrastructure geared to satisfy specific credit risk related objectives. The objective is to shrink the time from an idea occurring in a trader’s head to management review of the resulting market risk or credit risk exposures and approval of a trade.

The Risk MIS unit should produce the day to day global market risk and credit risk exposure. Information legacy systems can transmit raw transaction-level data to a centralized data warehouse.  Transaction data should be transferred at the end of each trading day and risk reports should be made available early the next morning. A market rate feed, comprising a broad range of automated market data feeds and manual market data inputs should supply necessary data to the warehouse.  Relatively static data inputs like market volatilities and correlations should also be resident in the warehouse. The risk reports produced by the Risk MIS function are to be used by senior dealer and risk management personnel for monitoring risk, reporting on capital adequacy levels and to allocate risk capital among global product lines.

5.
THE BIS 2000+ ACCORD

The BIS 1988 rules are flawed.  First, the Accord doesn’t address complex issues like portfolio diversification. Obviously credit risk is partially offset by diversification across issuers, industries and geographical locations. But the Accord doesn’t allow for any capital relief for well diversified portfolios. For example, a single $100 M corporate loan requires the same amount of regulatory capital as a portfolio of 10 different and unrelated $1 M corporate loans. 

Second, the current rules assume that a loan to a corporate counterparty has five time the risk as a loan to a OECD bank, regardless of their respective credit worthiness. For example, a loan to General Electric gets five times the regulatory capital of a South Korean bank or a Japanese city bank, such as Hokkaido Takushoku which failed in 1997.
 Clearly, this is the opposite of what one would expect.

Third, regulatory rules assume that all corporate borrowers are deemed to have equal risk. For example a loan to a AA corporate requires the same amount of capital as a B rated credit. This also clearly inappropriate.

Fourth, revolvers with a term of less than one year do not require any regulatory capital, while a short term facility with 366 days to maturity bears the same capital charge as any long term facility. The bank is also clearly at risk with short term facilities, and yet as long as the term is less than one year there is no regulatory capital required.
 

Finally, the Accord does not allow for netting and does not provide any incentive for credit risk mitigation techniques such as the use of credit derivatives.

These shortcomings have produced a distorted assessment of actual risks and have led to a misallocation of capital. In some instances they have led to too much risk taking by financial institutions. The further away regulatory capital is from economic capital the stronger is the incentive for banks to play the regulatory arbitrage game where they can achieve the same amount of risk taking with less capital through financial engineering tricks such as cherry-picking, partial recourse, remote origination, securitization through various types of CDOs,
 and the use of credit derivatives as well as other derivatives such as bond/equity index swaps.

The banking industry is therefore suggesting that banks should be allowed to develop their own internal credit VaR models, in lieu of the 1988 BIS Accord, for arriving at the minimum required regulatory credit risk capital associated with traditional loan products located in the banking book. This would be equivalent to the BIS 98 Accord which allowed banks to adopt an internal models approach for determining the minimum required regulatory capital for trading market risk.

Current industry sponsored bank led credit VaR methodologies include CreditMetrics from J.P. Morgan, and CreditRisk+ from Credit Suisse Financial Products.  Similarly, vendor led credit VaR packages include KMV which is now in use at 40 financial institutions.  These models are reviewed in Chapter 8, 9 and 10.  A major challenge as one goes forward is to not only ensure that one’s proprietary credit VaR formulas will ultimately be accepted by the regulatory community, but to also ensure that one’s formulas are comprehensible and practical.

The financial community, with the advent of products such as credit derivatives, is increasingly moving towards valuing loan type products on a mark-to-model basis.  Moreover we see an increasing trend toward applying market risk style quantification techniques to measure the credit VaR associated with products whose value is mostly driven by changes in credit quality.

A related but separate challenge is to develop an integrated approach to calculating market VaR and credit VaR.  For example, typically most financial institutions have one set of rules to value trading products and another set of rules to value loan products.  The integration of market VaR and credit VaR is at the leading edge of a new wave of risk management.  One model for an integrated risk measurement approach builds on the work of Merton and Black-Scholes’ theoretical framework who won the Nobel Prize in Economics in 1997 for their work on the  “valuation of contingent claims”.
  Merton’s model (1974) is becoming an industry standard to estimate credit VaR.   As a matter of fact, CreditMetrics and KMV use Merton’s model as the theoretical foundation for  driving their credit VaR models. 
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Figure 3:  Integrated Risk Models

Developing an integrated model will have important implications from both a risk transparency and a regulatory capital perspective as we move forward into the 21st Century.  One should note that simply adding a market VaR with a credit VaR to obtain a total VaR (rather than developing an integrated model) would overstate the amount of risk.  The sum ignores the interaction or correlation between market VaR and credit VaR. Specifically, we believe that simply summing a market VaR with a credit VaR would over estimate the total VaR by at least 30%.  

One would expect that over time a new BIS 2000+ Accord will allow banks to use their own internal credit VaR model, in lieu of the standardized BIS 1988 rules.  Further, one should be able to use an integrated risk model which encompasses both market VaR and credit VaR to achieve an integrated price risk framework to generate both regulatory capital and economic capital, as illustrated in Figure 3.  

5.1 The 1999 Consultative Papers on a New Capital Adequacy Framework and on Credit Risk Modelling


The banks’ regulators realize that there is a urgent need to revise the 1988 Accord to eliminate the regulatory arbitrage game that has accelerated over the past few years. This can only be achieved by a better alignment of regulatory and economic capital, the later reflecting actual risks as internally assessed by the banks. Banks’ regulators also recognize that the biggest risk facing commercial banks is the oldest and most dull risk of all, i.e. credit risk and not the risk of rogue traders losing fortunes taking bets in the capital markets. Recent high profile trading losses at banks such as NatWest, UBS and even Barings amount to less than $1.5 billion, while the damage caused by reckless lending at Credit Lyonnais in the 1980s amount to more than $20 billion, or by Japan’s and other East Asia’s banks ever since reach hundreds of billion. The question is how credit risk should be managed and how much capital should banks hold as a protection against losses?

In June 1999, the Basle Committee on Banking Supervision (BIS) has issued a proposal for a new capital adequacy framework to replace the 1988 Accord. The consultation process with banks and various industry groups will take place until March 2000.

The objectives of the New Accord are:

· Promote safety and soundness in the financial system by maintaining, at least the same level of capital,

· Enhance competitive equality. There should be no incentive for regulators in some countries to make the rules more attractive. Two banks with the same portfolios should hold the same capital whether they are located in different countries, and have different sizes.

· Constitute a more comprehensive approach to address risks to eliminate the criticism of the 1988 Accord, i.e. one size fits all, and to cover more risk types such as interest rate risk in the banking book and operational risk.

· Focus on internationally active banks, but the principles should be suitable for application to banks of varying levels of complexity and sophistication.

To achieve those objectives the Basle Committee proposes a framework which lies on three pillars (see Figure 4). This framework puts a strong emphasis on the supervisory process and its role in influencing bank risk taking, as well as its impact on transparency in the financial markets.

· Minimum capital requirements. The objective is to propose a new standardized approach (the default approach) and, for the most sophisticated banks, alternative models based on the use of internal ratings, and eventually portfolio credit models when data limitation and validation issues have been satisfactorily addressed.

· Supervisory review process to ensure that banks follow rigorous processes, measure correctly their risk exposures and have enough capital to cover their risks. Regulatory arbitrages will be scrutinized.

· Market discipline as a lever to strengthen the safety and soundness of the banking system through better disclosure of capital levels and risk exposures, to help market participants to better assess the bank’s ability to remain solvent.






Figure 4: The three basic pillars

5.1.1 The First Pillar: Minimum Capital Requirements

The first pillar on minimum capital requirements is based on a ladder with three levels (see Figure 5): an improved standardized approach, a kind of simplified modelling approach based on the bank’s internal ratings, and a more sophisticated full modelling approach which is the extension to the banking book of  what has been already adopted for the trading account.





Figure 5: Minimum Capital Requirements

A. Standardized (or default) approach

The Basle Committee proposes to improve the 1988 BIS standardized approach by: 

- Allowing for better differentiation among various credit using external credit assessments, particularly for loans in the banking book; but there is still no provision to capture portfolio effects.

- Incorporating new risk categories such as interest risk in the banking book and operational risk.

- Adding a capital charge for other risks like liquidity, legal and reputational risks.

- Better recognizing and factoring in credit mitigation techniques.

(i) For Credit risk the new weighting scheme proposed for claims on sovereigns, banks and corporates is summarized in Table 7, where the Standard & Poor’s methodology has been chosen for the sake of illustration. 

Claim on sovereigns

Only claims on sovereign and their central banks determined to be of the highest quality could be eligible for a zero risk weight (AAA to AA- according to Standard & Poor’s rating system). There is, however, some reservations about the performance of rating agencies is assessing the rating of less than ultra-prime borrowers. Export insurance agencies in the G-10 countries may be used as a dual source of credit assessment for sovereigns. Note that sovereign, as well as banks and corporate rated below B+ receive a risk weight of 150%.

Claim
Assessment


AAA to AA-
A+ to A-
BBB+ to BBB-
BB+ to B-
Below B-
Unrated
BIS 88

Sovereigns
0%
20%
50%
100%
150%
100%
OECD: 0%

Non-OECD:100%

Banks
Option 11
20%
50%
100%
100%
150%
100%
OECD: 20%

Non-OECD:100%


Option 22
20%
50%3
50%5
100%3
150%
50%3


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

1Risk weighting based on risk weighting of sovereign in which the bank is incorporated.

2Risk weighting based on the assessment of the individual bank.

3Claims on banks of a short original maturity, for example less than six months, would receive a weighting that is one category more favourable than the usual risk weight on the bank’s claims.

Table 7: Risk weights for claims on sovereigns, banks and corporates, based on Standard & Poor’s rating methodology

Claims on banks

Two options are proposed for claims on banks. The first option attributes to claims on banks a risk weight based on the weighting which applied to the sovereign in which the bank is incorporated. The weight is one notch less favorable than that applied to the sovereign, with a cap at 100%, except for claims on the lowest rated banks, below B- in Standard & Poor’s methodology, where the risk weight is set at 150%. For example, a claim on a AA bank receives a risk weight of 20% which corresponds to the risk weight of a sovereign of the category just below, i.e. A+ to A-. 

The second option would be to use the rating assigned directly to the bank by an external rating agency. A maturity element is now added to the framework. Claims on banks of a short original maturity, for example less than six months, would receive a risk weight that is one category more favorable than the usual risk weight on the bank’s claim. For example, if a claim on a bank would be weighted at 50%, a short term claim on that bank would receive a risk weight of 20% instead. The floor on all banks’ claims is 20%, and no claim on a bank could receive a risk weight less than that applied to its sovereign.

Claims on non-central government public sector entities and securities firms should be weighted in the same way as claims on banks.

Claims on corporates

For claims on corporates the new Accord proposes to keep a risk weight of 100% except for highly rated companies, i.e. rated AAA to AA-, which would benefit of a lower risk weight of 20%. Now short term revolvers with a term less than a year are subject to a capital charge of 20% instead of 0% under the 1988 Accord. This could discourage banks from extending such lines as well as put pressure on commercial paper conduits that typically depend on backstop facilities for short term liquidity. The new proposal would put highly rated corporate claims on the same footing as bank and government sponsored enterprise obligations.

What is not clear at this stage is whether the risk weights apply to the issuer rating or the facility rating. Obviously, we were expecting more granularity in the differentiation among corporate credits. With the proposed framework an investment grade firm rated A+ and a speculative rated firm BB+  receive the same risk weight of 100%. Unfortunately this proposal will hardly eliminate the current incentive for regulatory arbitrage.

Companies rated below B- will now receive a risk weight of 150%, while unrated companies will receive a 100% risk weight.

Loans secured by property

For loans secured by property the new Accord proposes a different treatment for residential mortgages which would continue to be weighted at 50%, while mortgages on commercial real estate would, in principle, be attributed a 100% weighting of the loans secured.

Asset securitization

The new Accord is mainly addressing transactions through Special Purpose Vehicles (SPV) issuing paper secured on a pool of assets, and which have a credit rating. The Basle Committee proposes to use an external ratings-based approach to measure the relative exposure to credit risk and determine the associated risk weights. The rated B+ or below, and the first loss positions would usually be deducted from capital (see Figure 6). 


Figure 6: Asset Securitization

The tranches below investment grade (BB+ and BB-) receive a higher risk weight, i.e. 150%, than regular bond holdings. “Standard” securitization, as a consequence, might then be desincentivised by the development of  “on-balance-sheet” securitization when banks can get part of their portfolio rated by external rating agencies in order to lower their regulatory capital.

Off-balance Sheet Items

No changes is contemplated to the current treatment except for the credit conversion factors which apply to loan commitments (see Table 8). Under the current Accord banks can avoid any capital charge on loan commitments by structuring them with a term of less than 365 days. The new proposal suppresses this loophole.

- Current treatment

· 0% for original maturity of up to one year

· 0% for commitments that are unconditionally cancelable

· 50% for original maturity one year and over

- Proposal

· 20% for business commitments

· 0% for unconditionally cancelable commitments

Table 8: Credit Conversion Factors for Loan Commitments

The Basle Committee is proposing to increase the short term commitment risk weight to 20% unless the instrument is unconditionally cancelable or can be cancelled automatically by the bank without prior notice due to deterioration in the borrower’s creditworthiness.

High risk categories and other claims

There is a 150% risk weight for instruments rated below B- whether they are issued by sovereigns, banks or corporates, and securitization tranches that rated BB+ and BB-.

For all other assets the 100% risk weighting would still apply.

Issues with External Credit Ratings

· Moody’s, Standard and Poor’s and most of the other rating agencies in the US have a long and good track record for investment grade obligors. The track record is much shorter and not as convincing for less than prime sovereigns and corporates. The Basle Committee has set out a list of criteria for eligible credit assessment institutions such as: objectivity, independence, transparency, credibility, resources, recognition by the national supervisor.

· Could external credit assessment be produced using market data, such as credit spreads, by relying on option pricing methodologies like Merton (1974), Duffie and Singleton (1994) or Jarrow and Turnbull (1995)?

B. Internal Ratings Based Approach

At this stage the proposal is still very sketchy and we expect the work of the Basle Committee to concentrate on this topic. There is a need to analyze further the banks’ internal rating systems, and evaluate various methodologies for linking capital requirements to internal ratings. For example banks could map their internal rating categories to the standardized risk weights, or the Basle Committee could design a capital charge which explicitly reflects a bank’s estimates of losses.

While it makes a lot of sense to factor in the internal information that banks have on their counterparties, especially for small to middle size companies, there is a need to ensure consistency across banks.

There are a lot of open issues associated with the adoption of internal rating systems. 

· What is the meaning of being in category xyz? 

· Does it mean that the obligors in this category have an expected default probability (EDF) within a prespecified range? 

· Or, is the rating associated with an expected loss given default? 

· What is the horizon over which these estimations are derived? For example, for the rating system to be consistent with the credit migration approach in modelling credit risk (see Chapter 8), each rating class should correspond to a range of default probabilities over a one year period. 

The internal ratings based approach has many practical implications for supervisors. Some key considerations will have to be addressed when assessing a bank’s rating system:

· Is the number of gradations appropriate to distinguish among the range of risks?

· What is the role of the internal rating system in the management process? Credit ratings are a basis for regular risk reports to senior management and boards of directors. They are also the basis for continuous loan review processes, under which large credit are reviewed and regraded at least annually in order to focus attention on deteriorating credits well before they become problems.

· Is the rating process independent of credit approval and pricing functions?

· How to provide a linkage to a measurable loss concept, and how to translate a rating into a capital charge? Should internal ratings be mapped into the regulatory bucketing scale (0%, 20%, 50%, 100%, 150%) or an expanded version of it?

· Are all appropriate risk factors incorporated?

· How to compare different internal rating systems? For the new proposal to be applicable and to maintain a level playing field, it is necessary to ensure that internal rating systems across banks and countries are consistent with one another.

· How to backtest an internal rating system? Do the losses on transactions behave as expected?

Notwithstanding these issues, the use of the internal ratings-based approach clearly would pave the way to the adoption of full credit risk modelling for the banking book in the future. It is also a promising signal of the regulators’ willingness to bring regulatory capital closer to economic capital.

C. Credit Risk Modelling

The Basle Committee issued a companion paper on April 21, 1999 analyzing the current practices in credit risk modelling. This report assesses the potential uses of credit risk models for supervisory and regulatory capital purposes.


Before any model can be approved to report regulatory capital for any asset class, the Committee would have to be confident that the model is being used to manage actively the risks, and to allocate economic capital to the corresponding activities.  Contrary to market risk for which measurement models are very similar, the underlying conceptual frameworks for credit risk are quite different. It raises quite a few challenging issues:

· Are these models conceptually sound and do they capture accurately all the dimensions of credit risk?

· Do these models produce similar results for the same portfolios?

· Are the data available to run these models, as for example spread curves for different rating categories, recovery rates, default probabilities and migration frequencies, asset return correlations,…? In addition, credit data like default probabilities are not stationary and vary with the credit cycle. The scarcity of data and their lack of accuracy in some instances underscore the need to better understand the models’ sensitivity to structural assumptions and key parameters.

· How do you validate credit VaR models when the horizon is one year, and  default data is parsimonious?
 As a practical matter, empirically validating models might not be feasible. Instead, it might be more realistic and meaningful to validate input parameters and assumptions such as loss and default rates.

· How can we feel comfortable with the capital charge spit out of a model when it differs substantially from the standardized approach?

While these issues constitute significant hurdles to be cleared before any model can be adopted, regulators strongly encourage banks to start working on credit risk modelling for the banking book. Regulators recognize that only the credit risk modelling approach will allow banks to manage concentration risk in a portfolio context. Models offer the natural framework to assess the hedging efficiency of various credit risk mitigation techniques, such as the use of credit risk derivatives, in a portfolio context.
 

Only the use of credit risk models may bring regulatory capital into closer alignment with the actual riskiness of the underlying portfolio, and therefore economic capital. Then, there will be no more incentive for banks to engage in regulatory arbitrage.

Some regulators, such as the FSA (Financial Service Authority) in England, are committed to reward banks that use credit risk models for allocating economic capital to their loan book by reducing the multiplier which currently apply to the banking as well as the trading books. William McDonough, President of the Federal Bank of New York, and Chairman of the Basle Committee on Banking Supervision recently said that he “view(s) the development of credit risk modeling to be the catalyst for a complete rethinking of the theory and practice of credit risk management”.

D. Credit Risk Mitigation Techniques

State of the art credit risk management rely on  credit mitigation techniques like the use of collateral, guarantees, credit derivatives and on-balance sheet netting (see Figure 8).  The current Accord gives only partial recognition of collateral, guarantees, credit derivatives and on-balance sheet netting agreements when they are legally enforceable.

The new proposal acknowledges the benefits that can be derived from the use of credit mitigation techniques, and the key role they can play in active credit risk management. Like FX derivatives allow corporations to transfer part of their FX risk exposure to third parties in the global markets, credit derivatives allow banks to achieve the same objective for credit risk exposures. The end result should be less concentration of credit risk in the banking industry.

The issue of how to treat imperfect hedges need to be addressed. Residual risks deriving from imperfect hedges take different forms like:

· Maturity mismatch, when the hedging instrument expires before the underlying asset: Do you allow for recognition if mismatch in maturities? In the case of credit derivatives how do you account for the forward risk beyond the maturity of the derivative? Do you charge capital to cover it or let it go?

· Basis risk, when the exposure and the hedging instrument are subject to market risk with different sensitivities that could create a shortfall in the value of the hedge. For example, if you are using  collaterals how do you account for liquidity risk?  Which hair cut do you apply?

· Asset mismatches, when an asset is hedged by a credit derivative referenced to an asset with different risk characteristics: How do you factor in correlation risk?

E. Treatment of Other Risks in the Banking Book: Interest Rate Risk and Operational Risk

The current Accord only recognizes explicitly credit risk in the banking book. The new Accord intends to expand the coverage to incorporate to major sources of risks, namely interest risk in the banking book and operational risk. Other risks may be considered such as settlement risk, legal risk, reputational risk and macroeconomic risks. 

Simple summation of the capital charges related to these individual risks derived on a stand alone basis would lead to more capital than is needed. But, how to validate portfolio effects between risk classes?

Interest risk capital charge would only apply to banks where interest rate risks in the banking book are significantly above average (“outliers”). This raises the question of quantifying the duration of core deposits.  How to define outliers still needs to be worked out.

G. Consistency Among the Methodologies Developed for the Banking and Trading Books


The regulators will review the treatment of the trading account to ensure consistency with the methodologies developed for the banking book in order to reduce the incentive for regulatory arbitrage. An issue of interest is the incorporation of liquidity risk into the risk measurement frameworks which allows for a differing treatment for various instruments in both the trading account and the banking book.


Figure 8: Credit Mitigation Techniques

5.1.2 The Second Pillar: The Supervisory Review Process


The supervisory review process of capital adequacy should ensure that a bank’s capital position and strategy are consistent with its overall risk profile. Early supervisory intervention will be encouraged if the capital is thought not to provide a sufficient buffer against risk.
 The following principles are relevant to the supervisory review of a bank’s capital adequacy:

- Capital above regulatory minimum

Supervisors should have the ability to require banks to hold capital in excess of minimum regulatory ratios depending on a variety of factors like the experience and quality of its management and control process, the track record in managing risks, the nature of markets in which the bank operates, the volatility of its earnings,  …In assessing capital adequacy the regulators will have to consider business cycle effects and the overall macroeconomic environment.


One could envisage a system similar to what the FSA has put in place with an additional multiplier, the "trigger", which applies on the top of the minimum regulatory capital (See Section 4).


Before such a process can be implemented we need to come up with a sound conceptual framework for the determination of banks’ capital adequacy. The questions here are: How to define and quantify soundness? What is the minimum acceptable soundness level and how regulators be sure that a bank operates above or below this minimum soundness level? 


To be consistent with the RAROC methodology (see Chapter 14)  soundness should be defined as the probability of insolvency over a one-year horizon. Then minimum soundness becomes the insolvency probability consistent with an investment grade rating for the bank, i.e. BBB or better. Most banks currently target an insolvency probability of 4 to 5 bp which is consistent with a AA rating.


The danger of the proposed approach is that determinations of capital adequacy on a bank by bank basis will be arbitrary and inconsistent.


-  Banks’ internal assessment of capital adequacy


The new Accord expects all internationally active banks to have developed internal processes and techniques to assess and evaluate their own capital needs. Banks should perform comprehensive and rigorous stress tests to identify possible events or changes in market conditions that could have adverse effect on the bank.


- The supervisory process


The new Accord will impose a close partnership between banks and their supervisors.  Supervisors are expected to get familiar with the increasingly sophisticated techniques developed by the banks to assess and control their risks. They also should be involved in the development phase of those techniques.


It is clear that the position of banks’ supervisor will become more challenging under the new proposal. Regulatory agencies should engage in an active program of recruiting and education of the new generation of supervisors.

- The supervisory intervention


The need for early intervention reflects the relatively illiquid nature of most bank assets and the limited options banks have in raising capital quickly. 

5.1.3 The Third Pillar: Market Discipline


The Basle Committee intends to foster market transparency in order for market participants to better assess banks’ capital adequacy. New requirements will be set regarding  disclosures about capital levels including details of its capital structure and reserves for credit and other potential losses, risk exposures and capital adequacy (see Figure 9). These recommendations should follow the guidelines published earlier in September 1998 by the Basle Committee on “Enhancing Bank Transparency”. The Committee recommended that banks provide timely information on six broad areas: financial performance; financial position (including capital, solvency and liquidity); risk management strategies and practices; risk exposures (including credit risk, market risk, liquidity risk, operational, legal and other risks); accounting policies; and basic business, management and corporate governance information. These disclosures should be made at least annually, and more frequently if necessary.



Figure 9: Market Discipline

Useful information for shareholders and customers should include:

· The risk profile of the bank, i.e. the potential impact of credit risk and market risk on the net asset value of the firm and the earnings arising from the firm’s portfolio of financial instruments.

· The impact of the firm’s strategic risk profile on the firm’s earning volatility.

· The maximum cost of the worst case scenario.

· The cost/benefit of hedging strategies.

· How the firm’s capital is reconciled to each of these risks.

These recommendations have also been adopted by the G-12 (see Section 5.2).

Some issues related to disclosure need to be addressed:


- Should the banks report risks using market-value accounting or risk value accounting. These two methods may produce divergent figures as, for example, a written option or a swap may have a zero marked-to-market value, while their potential future exposure might be substantial.


- Effective disclosure cannot be achieved unless banks have documented internally their risk measurement and management procedures, such as internal credit rating process, measurement of loss distributions, and internal economic capital attribution. It is expected that these requirements will be enforced in the new regulatory review process.


- Shareholders and debt holders have divergent objectives, the interests of the debt holders being more aligned with the goals of the regulators. In this context the Federal Reserve is contemplating to impose large banks to issue subordinated debt that is particularly attractive for providing increased market discipline. First of all, subordinated debt is the most junior of all bank liabilities. Therefore, these bondholders are the least likely to be bailed out in the event of bank failure, and the most likely to demand disclosures of a bank’s condition. Second, subordinated debt holders do not participate in the upside gains associated with risk taking. Hence, the primary and secondary market spreads on subordinated debt should directly reflect the bank’s expected default probability.

5.2 G-12 Recommendations to Improve Counterparty Risk Management Practices

In the aftermath of the near collapse of the hedge fund Long Term Capital Management (LTCM), in September 1998, a group of 12 internationally-active financial institutions, together with a number of other market participants including insurance companies, hedge funds, investment management companies, industry associations and law firms, gathered in January 1999 and formed the “Counterparty Risk Management Policy Group” or what is now known as the “G-12”.

The Russian debt default in August 1998 triggered large falls in fixed income markets, causing losses for many financial institutions and cutting out financial liquidity worldwide on most financial assets. By September 1998, LTCM which had built up huge market exposure by borrowing from big financial institutions was on the brink of collapse but was rescued by a $3.6 bn cash injection by 14 financial institutions coordinated by the Federal Reserve Bank of New York.
 The rescue was motivated by the fear that the collapse of LTCM would not only leave these institutions with heavy losses but would also threaten financial stability. 

The objective of the G-12 was to make a comprehensive set of recommendations to reduce the likelihood of such events in the future, and perhaps more important to reduce the impact of such events by improving the ability to manage failures and reduce systemic risk. Some of the recommendations aim at making it easier to liquidate a failed institution sending the message to the world that no financial institution is “too big to fail” anymore.

These recommendations are organized within a framework constituted of six major building blocks:

· Enhanced information sharing between counterparties both prior to engaging in dealings likely to generate significant credit exposure, and on an ongoing basis. The improvement of information sharing requires to address practically the confidentiality issue attached to sensitive non-public information such as the net-asset-value of a fund, its liquidity position, detailed portfolio composition and collateral margin calls.

· Integrated analytical framework for evaluating the effects of leverage on market risk,  funding arrangements and collateral requirements, asset liquidity risk, and credit risk. This framework should consider the interplay between these factors not only under normal market conditions but also under stress conditions when the impact of leverage is magnified.

· Liquidation based measures of potential counterparty credit exposures which integrate market, liquidity and credit risk factors. Framework for stress testing which encompasses liquidity, market and credit risks in an integrated model.

Mark-to-market replacement values should be supplemented by different measures of liquidation-based replacement values which incorporate the potential for adverse price movements during liquidation period.  Limits should be set against these various exposure measures.

Stress testing should assess concentration risk to both a single counterparty and to groups of counterparties, correlation risk among both market risk factors and credit risk factors, and risk that liquidating positions could move the market

· Strengthen internal credit practices by factoring potential liquidation costs into limit setting and collateral standards

· Enhancements in the quality of information provided to senior management and Board of Directors. Senior management should convey clearly information on its overall tolerance for risks, including loss potential in adverse markets. This information should be approved by the Board of Directors.

Voluntary disclosure of statistical information to the regulatory authorities as well as the market participants. 

· Improvements to and harmonization of standard industry documents, as well as better internal controls around documentation.

This report constitutes a tacit recognition that standards were inadequate, and that the LTCM situation would have unlikely reached such extreme proportions had all these safeguards and recommendations been in place.
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� See Merton (1977) and  Crouhy and Galai (1986, 1991).


� It should be noted that both the Bank of England and SFA in the U.K. have had models based market risk capital charges for many years under the Amsterdam Accord.


� The precise definition of these capital ratios under the 1988 Accord and the new 1996 Amendment are discussed in Sections 3.1 - 3.5.


� Ironically, had these rules been effective in 1994, Barings could not have built these huge futures positions on the SIMEX and OSE, and its failure could have been avoided. Indeed, when Barings collapsed in February 1995, Barings’ exposures on the SIMEX and OSE were 40% and 73% of its capital, respectively (cf. Rawnsley (1995)).


� Chapter 8 gives a detailed presentation of credit risk enhancement techniques and credit derivatives that are available to mitigate credit risk.


� The G-10 is composed of Belgium, Canada, France, Germany, Italy, Japan, the Netherlands, Sweden,  the United  Kingdom, and the United States. On the Basle Committee sit senior officials of the central banks and supervisory authorities from the G-10 as well as Switzerland and Luxembourg. The Accord was fully implemented in 1993 in the twelve ratifying countries. This Accord is also known as the BIS requirements since the Basle Committee meets four times a year, usually in Basle, Switzerland, under the patronage of the Bank for International Settlements (BIS). BIS is used in the text as a generic term to represent indifferently the Basle Committee and the regulatory authorities which supervise the banks in the member countries.


� Netting is de facto in effect in many derivatives transactions, like interest rate swaps where only interest payments are exchanged and not the principal amounts.


� According to the banks’ regulators, however, the Accord takes somewhat account of these risks by setting a minimum capital ratio which acts as a buffer to cover not only credit risk but also all other risks. This argument is far from being convincing.


� Tier 3 capital, however, cannot support capital requirements for the banking book.


� See also Section 5.1.3.


� Cf. Basle (1995)


� The trading book means the bank’s proprietary positions in financial instruments, whether on- or off-balance sheet, which are intentionally held for short term trading, and/or which are taken on by the bank with the intention of making profit from short term changes in prices, rates and volatilities.  All trading book positions must be market-to-market or market-to-model every day. For market risk capital purposes, an institution may include in its measure of general market risk certain non-trading book instruments that it deliberately uses to hedge trading positions.


� Cf. Basle (1996). In 1993, the European Commission adopted the Capital Adequacy Directive (CAD), imposing uniform capital requirements for securities trading books of banks and securities houses chartered within the European Community. In many ways, the CAD follows the new BIS guidelines (cf. Elderfield (1995)).  It has been effective since January 1996, two years before the BIS market risk proposal applies, placing banks in the rest of the G-10 countries with a comparative advantage against their European counterparts. It should be noted that in North America, large securities houses like Godman Sachs, Salomon Brothers, Merrill Lynch, which are not regulated by the Office of the Controller of the Currency (OCC), the Federal Reserve System (FED), or the Federal Deposit Insurance Company (FDIC), in the U.S., or the Office of the Superintendent of the Financial Institutions (OSFI) in Canada, won’t have to satisfy any such minimum capital adequacy requirements. Instead, they are subject to the rules imposed by the Securities and Exchange Commission (SEC) in the U.S., and which are less stringent. However, trading opportunities and the profitability of those securities houses depend heavily on their rating. It is then expected that rating agencies like Moody’s and Standard and Poor’s will play an active role in promoting similar standards among securities houses, and will condition their attribution of top ratings to the implementation of best practice risk management.


� The new BIS proposal contemplates to generalize the system adopted by the FSA in the UK to all the G-10 countries. See Section 5.1.2 on the Supervisory Review Process.


� For example, a bonus driven culture which encourages an “eat what you kill” (“here and now”) behavior has the virtue that one gets paid according to what one produces.  Nevertheless, an eat what you kill culture, typical at some dealers, needs to be harmonized with the longer term focus of a typical risk management function.


� Hokkaido Takushoku suddenly collapsed in the fall of 1997 with Y 1,350 bn of bad loans.


� A revolver is a facility which allows one to borrow and repay the loan at will within a certain period of time.


� CDO stands for Collateralized Debt Obligation. 


� A bank holding U.S. treasuries has to allocate zero capital for credit risk. Suppose it enters into an amortizing swap where it pays the return on U.S. Treasuries and receives the total payments on a mortgage portfolio. As a result, the bank is now holding a mortgage portfolio, which if actually held in its book would require under the current Accord between 4 and 8 percent capital charge. The combined U.S. treasury and swap position would instead require a total capital charge of about 1 percent (See Merton, 1995).


� Robert Merton and Myron Scholes received the award.  Fisher Black died in 1996 and could not receive posthumously the Nobel Prize in association with Robert Merton and Myron Scholes.


� There is an obvious contradiction between maintaining the current level of capital, and reducing the divergence between regulatory and economic capital. The objective should be rather to make sure that banks carry the right amount of capital for the risks they have undertaken.


� According to the Basle Committee the proposal only applies to internationally active banks on a fully consolidated basis, including holding companies that are parents of banking groups. This proposal could be costly to Jaapanese banks which, contrary to US banks, are not accustomed to having capital rules that apply at the holding company as well as the bank level. However, in some instances some banking groups are registered not as banks but as entities like insurance companies or investment houses. Firms such as Merryll Lynch, Morgan Stanley, AIG or Prudential might decide for example to engage more and more in banking activities.


	Smaller banks that do not fall under the “internationally active” designation to which Basle rules apply may seek an exemption from the new framework. There is obviously the risk that a two-tiered system develops over time.


� See Chapters 8, 9 and 10.


� Some European regulators fear that the proposed system that used corporate ratings will benefit American banks since more firms are publicly rated in the U.S. than in Europe. And all sub-investment grade sovereign may face a considerable increase in their cost of funding as banks are unlikely to want to hold their debt in the face of 150 percent capital charge.


� In order to be eligible for lower than 100% weighting a sovereign would have to subscribe to the IMF’s Special Data Dissemination Standard (SDDS).


� ISDA ( the International Swaps and  Derivatives Association) and IIF (the Institute of International Finance) formed a joint working group in 1998 to explore how the various industry sponsored credit VaR models (CreditMetrics, KMV, CreditRisk+ and various proprietary models)  perform for different portfolios: corporate bonds and loans, middle markets, emerging market bonds, mortgages and retail credits. Results from this study are reported in Chapter 9.


� Market VaR models are backtested by comparing the daily profit and loss (P&L) of the trading account to the daily VaR (see Chapter 5). Each year 250 observations are produced to assess the validity of the model. Since most credit risk statistics are produced on an annual basis and credit risk models typically employ a one year horizon, credit VaR produced one day needs to be compared with the P&L over the next 365 days.


� See next section on credit risk mitigation techniques, as well as Chapter 11.


� Conference on Credit Risk Modeling and Regulatory Implications, Bank of England, September 22, 1998.


� The proposed framework is similar to the “prompt corrective action”  in the Federal Deposit Insurance Corporation Improvement Act of 1991 under which supervisors would intervene as a bank’s capital position slipped. See Jones and King (1995).


� As we already noted, most banks already hold capital beyond the minimum risk-based capital ratios (see Table 6).


� Most of these institutions participated to the G-12.


� See Chapter 16 on model risk where we give the account of what went wrong with LTCM.


� The G-12 recommendations elaborate in great details on the guidelines released by BIS in January 1999 to enhance banks’ risk management practices in respect of highly leveraged institutions. See the two documents: “Banks’ Interactions with Highly leveraged Institutions” and “Sound Practices for Banks’ Interactions with Highly leveraged Institutions”. See also the Report of The President’s Working Group on Financial Markets: Hedge Funds, Leverage, and the Lessons of Long Term Capital Management.


� It is interesting to note that the general theme of enhanced transparency and better disclosure is common to all the proposals issued by BIS and the industry sponsored groups.


� See also Gibson (1999) who proposes a comprehensive framework for the disclosure of market and credit risks to all market participants rather than just to supervisory authorities. Such policy should benefit the firms by reducing their cost of capital , since it lowers moral hazard and adverse selection problems.
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