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1 Banking and Risk 

Imagine two individuals pooling five thousand rupees each to start a bank. Imagine also 
that they are lucky enough to get ninety people to deposit one thousand rupees each 
under a deposit arrangement where the depositors, on demand, can withdraw their money 
either partially or fully (and deposit it back whenever they want to do so again). The bank 
retains this fund of rupees one hundred thousand in hard cash and charges a fee to its 
depositors for safe keeping (custodial services) of their money. This, in the industry 
jargon, would be  `narrow banking’ of the extreme kind. The fee income that the bank 
receives is equal to the sum of its operational costs (place to conduct business, ensuring 
safety of the funds and maintaining transactional records) and the expected profits 
(returns on our money invested in the bank).  The depositors, however, incur two kinds of 
expenses (have a negative return) on their money kept with the bank. They pay fees for 
safe keeping, which is a direct expense and receive the same amount after a period of 
time during which their deposit would have lost some value (indirect loss) on account of 
general rise of prices (inflation).  

After a month, the bank discovers a behavioural pattern amongst its depositors. Even 
though their deposits with the bank can be withdrawn at will, in reality only a small fraction 
of them do so on any given day. Some of the money so withdrawn is also deposited back. 
If the bank is statistically inclined, it would plot its daily funds position as in the figure 
below. 
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The bank realises that if its depositors continue to behave more or less in the same 
fashion as they have done in the past month, it can safely earn more returns by lending at 
least sixty thousand rupees. The bank finds two entrepreneurs who are in need of 
financial assistance and lend them this money. These two borrowers agree to repay the 
money in monthly instalments along with interest thereon.  With this interest income now 
accruing to the bank, it waives the custodial fees and starts paying some interest to its 
depositors. Depositors now have a direct earning (a positive return), which may or may 
not fully offset the effects of inflation.  
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What we have seen above is an overly simplified model of a stand-alone bank. Let us 
name it the Bank of Modeling Business (BOMB). In this model, depositors are happy that 
they can withdraw their money whenever they want and also earn some income; 
borrowers are happy that they received money to invest in their business and the bank is 
happy that it earned profits from this entire activity. If the depositors do not withdraw their 
money in large numbers and if the borrowers repay the money along with interest every 
month, this BOMB would not burst and the party would go on.  

 

But there are a few things that can spoil the party: 

• If more than forty depositors turn up to withdraw their money on the same day, then the 
bank will not have enough funds to honour all withdrawals (Liquidity Risk). 

 

• When word goes around the next day that that bank did not have enough funds to 
honour its commitments under the deposit agreement, a majority of the remaining 
depositors would lose faith in the bank (Contagion) and would demand withdrawals 
of their deposits even if they do not need the money (Reputation Risk).  

 

• The borrowers may default on their repayment promises with the result that the bank’s 
fund position suffers  (Liquidity Risk). 

 

• The bank may not be able to fully recover the principal and/or interest thereon from the 
two borrowers (Credit Risk). 

 

Even in this simple bank, three risks appear as soon as it attempts to conduct what has 
been accepted as the basic definition of banking i.e. `accepting deposits for purposes of 
lending’.  It is abundantly evident that the business of banking creates these risks 
for reward.  The risk-reward equation has the generic form  

        Reward = C x (Risk)  

where the coefficient C reflects the efficiency of risk management. 

 

Modern international banks undertake significantly more activities than our model bank 
and are, consequently, exposed to many additional risks. Some of the major risks are 
interest rate risk, price risk, strategic risk, transaction risk, compliance risk, foreign 
currency risk in addition to liquidity risk, credit risk and reputation risk outlined above. 
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2 Various Risks 

Market Liquidity Risk arises when a bank is unable to conclude a large transaction in a 
particular instrument near the current market price. Funding Liquidity Risk is defined as 
the inability to obtain funds to meet cash flow obligations. For banks, funding liquidity risk 
is more crucial. 

Liquidity Risk 

 

Interest Rate Risk (IRR) is the exposure of a Bank’s financial condition to adverse 
movements in interest rates. Banks have an appetite for this risk and use it to earn 
returns. IRR manifests itself in four different ways: re-pricing, yield curve, basis and 
embedded options. 

Interest Rate Risk 

 

• The `re-pricing’ form of IRR is the most common and easily understood. It arises from 
the timing differences in the maturity (for fixed rate) and re-pricing (for floating rate) of 
bank assets, liabilities and off-balance-sheet (OBS) positions. A simple example 
would be a five year fixed deposit contracted at ten per cent rate of interest in the 
past, on which the bank would have to pay more interest than the current rates which 
have fallen substantially since then. 

 

• `Yield Curve’ is a line graph obtained by plotting `yield to maturity’ (which is basically 
the total interest income receivable if the fixed coupon security is held till maturity) 
against `time to maturity’ for securities of the same asset class and credit rating. The 
price of the security fluctuates continuously according to supply and demand, credit 
quality, time to maturity and changes in interest rates. This price fluctuation gives rise 
to changes in yield despite a fixed coupon rate. Coupon rate is just a fashionable way 
of naming interest rate that the security carries on its face value. The slope and shape 
of the yield curve changes in response to interest rate movements (and expectations 
thereof) and can result in exposure of underlying economic value.  

 

• The `basis’ form of IRR results from the imperfect correlation between interest 
adjustments when linked to different index rates despite having the same re-pricing 
characteristics. For example, if one considers a deposit with an interest rate linked to 
London Inter Bank Offer Rate (LIBOR) with monthly re-pricing and use it to fund a 
loan having an interest rate linked to State Bank of India’s Term Prime Lending Rate 
(SBI TPLR) which too has a monthly re-pricing, the interest spread will fluctuate with 
the change in interest rates since LIBOR and SBI TPLR may not change equally. 

 

• The `embedded options’ form of IRR can be easily understood if one considers the pre-
payment option of a loan when interest rates decrease. If the option to pre-pay the 
loan is available to the borrower (without any pre-payment penalty), the borrower will 
liquidate the loan before it matures in order to take advantage of the falling interest 
rate. The result is reduction of projected cash flow and income for the bank.  
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IRR can be viewed in two ways:  Its impact on the earnings of the bank or its impact on 
the economic value of the bank’s assets, liabilities and OBS positions. 

 

Pricing Risk Pricing Risk is the risk to the bank’s financial condition resulting from adverse movements 
in the level or volatility of the market prices of interest rate instruments, equities, 
commodities and currencies. Pricing Risk is usually measured as the potential gain/loss in 
a position/portfolio that is associated with a price movement of a given probability over a 
specified time horizon. This measure is typically known as value-at-risk (VAR). 

 
Foreign Currency Risk Foreign Currency Risk is pricing risk associated with foreign currency. 

 

The term Market Risk applies to (i) that part of IRR which affects the price of interest rate 
instruments, (ii) Pricing Risk for all other assets/portfolio that are held in the trading book 
of the bank and (iii) Foreign Currency Risk.   

Market Risk 

 `The trading book means the bank's proprietary positions in financial instruments which 
are intentionally held for short-term resale and/or which are taken on by the bank with the 
intention of benefiting in the short-term from actual and/or expected differences between 
their buying and selling prices, or from other price or interest-rate variations, and positions 
in financial instruments arising from matched principal brokering and market making, or 
positions taken in order to hedge other elements of the trading book.’ (Amendment to the 
Capital Accord to Incorporate Market Risks, Basel Committee, 1996) 

 

Strategic Risk is the risk arising from adverse business decisions, improper 
implementation of decisions, or lack of responsiveness to industry changes.  This risk is a 
function of the compatibility of an organization’s strategic goals, the business strategies 
developed to achieve those goals, the resources deployed against these goals, and the 
quality of implementation. 

Strategic Risk 

 

 

Reputation risk is the risk arising from negative public opinion.   This risk may expose the 
institution to litigation, financial loss, or a decline in customer base. Reputation Risk 

 

Transaction risk is the risk arising from fraud, both internal & external, failed business 
processes and the inability to maintain business continuity and manage information.   

Transaction Risk 

 

Compliance risk is the risk of legal or regulatory sanctions, financial loss or reputation 
loss that a bank may suffer as a result of its failure to comply with any or all of the 
applicable laws, regulations, codes of conduct and standards of good practice. It is also 
called integrity risk since a bank’s reputation is closely linked to its adherence to 
principles of integrity and fair dealing.   

Compliance Risk 

 
Operational Risk The term Operational Risk includes both compliance risk and transaction risk but 

excludes strategic risk and reputation risk.  
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Credit Risk is most simply defined as the potential of a bank borrower or counter-party to 
fail to meet its obligations in accordance with agreed terms.  For most banks, loans are 
the largest and most obvious source of credit risk. 

Credit Risk 
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3 Banking Regulation and Supervision 

Banking is one of the most heavily regulated businesses since it is a very highly leveraged 
(high debt-equity ratio or low capital-assets ratio) industry. In fact, it is an irony that banks, 
which constantly judge their borrowers on debt-equity ratio, have themselves a debt-equity 
ratio far too adverse than their borrowers! In simple words, they earn by taking risk on 
their creditors’ money rather than shareholders’ money. And since it is not their money 
(shareholders’ stake) on the block, their appetite for risk needs to be controlled.  

The Need for Regulation 

The wonder of banking (a financial innovation that seems to create money out of nothing) 
has had its inglorious moments beginning from the times of John Law and his Banque 
Royale in 1720 right upto the recent failures of co-operative banks in Gujarat and 
Maharashtra in India.  

Bank Failures and 
Systemic Risk 

`A bank fails economically when the market value of its assets declines below the market 
value of its liabilities, so that the market value of its capital (net worth) becomes negative. 
At such times, the bank cannot expect to pay all of its depositors in full and on time.’ 
(George G. Kaufman, Bank Failures, Systemic Risk, and Bank Regulation, 1995) 

 

Why should one worry about bank failures? There is a risk that the failure of one bank 
may spill over to other banks and possibly even beyond the banking system to the 
financial system as a whole, to the domestic macro economy, and to other countries. 
Banks indulge in continuous lending and borrowing, to and from each other, and need to 
pay other banks for third-party transfers, and therefore, tend to be very tightly financially 
interconnected with each other. This is recognized as systemic risk.  Thus, banks are 
particularly susceptible to systemic risk, and shocks at any one bank are viewed as likely 
to be quickly transmitted to other banks, which in turn can transmit the shock to the 
corresponding chain of banks. 

 

Settlement Risk At the granular level, it is settlement risk that propagates bank defaults. Settlement risk 
could possibly result from defaults in the payments clearing process, especially when the 
payment and receipt of funds are not simultaneous i.e. when funds are disbursed before 
they are received. As a result, credit is extended by one bank to another. If final settlement 
of net outstanding balances at each participating bank is  made only at the  day-end (net 
settlement) there is a possibility of an intra-day or daylight overdraft which might lead to 
default by some banks if their anticipated funds position at the end of the day is not 
realized.  

This risk is being addressed by the Real Time Gross Settlement (RTGS) where large 
value domestic transactions and Continuous Linked Settlement (CLS) for foreign 
exchange transactions worldwide in major currencies are settled on a one to one basis. 
The central idea is to complete both legs of any large transaction simultaneously --- in 
domestic currency and foreign exchange transactions --- to avoid settlement exposures. 
For transactions in securities, it is delivery versus payment; in other transactions, it is 
payment versus payment. The essence is to eliminate time lag between the two legs of a 
transaction, whether  on account of  net settlement procedures or difference in time zones. 
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The main goal of all regulators is the stability of the banking system. However, regulators 
cannot be concerned solely with the safety of the banking system, for if that was the only 
purpose, it would impose a narrow banking system, in which checkable deposits are fully 
backed by absolutely safe assets – in the extreme, currency. Coexistent with this primary 
concern is the need to ensure that the financial system operates efficiently. As we have 
seen, banks need to take risks to be in business despite a probability of failure. In fact, 
Alan Greenspan puts it very succinctly, `providing institutions with the flexibility that 
may lead to failure is as important as permitting them the opportunity to succeed’. 

Goals and Tools for 
Bank Regulation and 
Supervision 

The twin supervisory or regulatory goals of stability and efficiency of the financial system 
often seem to pull in opposite directions and there is much debate raging on the nature 
and extent of the trade-off between the two.  Though very interesting, it is outside the 
scope of this report to elaborate upon. Instead, let us take a look at the list of some tools 
that regulators employ: 

 

• Restrictions on bank activities and banking-commerce links: To avoid conflicts of 
interest that may arise when banks engage in diverse activities such as securities 
underwriting, insurance underwriting, and real estate investment.  

 

• Restrictions on domestic and foreign bank entry: The assumption here is that effective 
screening of bank entry can promote stability. 

 

• Capital Adequacy: Capital serves as a buffer against losses and hence also against 
failure. Capital adequacy is deemed to control risk appetite of the bank by aligning the 
incentives of bank owners with depositors and other creditors. 

 

• Deposit Insurance: Deposit insurance schemes are to prevent widespread bank runs 
and to protect small depositors but can create moral hazard (which means in simple 
terms the propensity of both firms and individuals to take more risks when insured). 

 

• Information disclosure & private sector monitoring: Includes certified audits and/or 
ratings from international rating agencies. Involves directing banks to produce 
accurate, comprehensive and consolidated information on the full range of their 
activities and risk management procedures.  

 

• Government Ownership: The assumption here is that governments have adequate 
information and incentives to promote socially desirable investments and in extreme 
cases can transfer the depositors’ loss to tax payers!  Government ownership can, at 
times, promote financing of politically attractive projects and not the economically 
efficient ones. 

 

• Mandated liquidity reserves: To control credit expansion and to ensure that banks have 
a reasonable amount of liquid assets to meet their liabilities.  

 

• Loan classification, provisioning standards & diversification guidelines: These are 
controls to manage credit risk.  
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`Unfortunately, however, there is no evidence that any universal set of best practices is 
appropriate for promoting well-functioning banks; that successful practices in the United 
States, for example, will succeed in countries with different institutional settings; or that 
detailed regulations and supervisory practices should be combined to produce an 
extensive checklist of best practices in which more checks are better than fewer. There is 
no broad cross-country evidence on which of the many different regulations and 
supervisory practices employed around the world work best, if at all, to promote bank 
development and stability.’ (Bank Regulation And Supervision: What Works Best? James 
R. Barth, Gerard Caprio, Jr & Ross Levine, Working Paper 9323, National Bureau of 
Economic Research) 

 

Developments since 1974, interestingly, do not follow the above prescription. 
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4 The Basel I Accord 

On  26th June 1974, a number of banks had released Deutschmarks to Bank Herstatt in 
Frankfurt in exchange for dollar payments that were to be delivered in New York.  Due to 
differences in time zones, there was a lag in dollar payments to counter-party banks 
during which Bank Herstatt was liquidated by German regulators, i.e. before the dollar 
payments could be affected.  

Basel Committee on 
Banking Supervision 
(BCBS) 

 
The Herstatt accident prompted the G-10 countries (the G-10 is today 13 countries:  
Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, Netherlands, Spain, 
Sweden, Switzerland, United Kingdom and United States) to form, towards the end of 
1974, the Basel Committee on Banking Supervision (BCBS), under the auspices of the 
Bank for International Settlements (BIS), comprising of Central Bank Governors from 
the participating countries. 
 
BCBS has been instrumental in standardizing bank regulations across jurisdictions with 
special emphasis on defining the roles of regulators in cross-jurisdictional situations. The 
committee meets four times a year. It has around 30 technical working groups and task 
forces that meet regularly.  
 
`The Committee does not possess any formal supranational supervisory authority, and its 
conclusions do not, and were never intended to, have legal force. Rather, it formulates 
broad supervisory standards and guidelines and recommends statements of best practice 
in the expectation that individual authorities will take steps to implement them through 
detailed arrangements - statutory or otherwise - which are best suited to their own national 
systems. In this way, the Committee encourages convergence towards common 
approaches and common standards without attempting detailed harmonisation of member 
countries' supervisory techniques. One important objective of the Committee's work has 
been to close gaps in international supervisory coverage in pursuit of two basic principles: 
that no foreign banking establishment should escape supervision; and that supervision 
should be adequate.’ - BCBS. 
 
 

 
In 1988, the Basel Committee published a set of minimal capital requirements for banks, 
known as the 1988 Basel Accord. These were enforced by law in the G-10 countries in 
1992, with Japanese banks permitted an extended transition period. 

1988 Basel Accord 

 
The 1988 Basel Accord focused primarily on credit risk.  Bank assets were classified 
into five risk buckets i.e. grouped under five categories according to credit risk carrying 
risk weights of zero, ten, twenty, fifty and one hundred per cent. Assets were to be 
classified into one of these risk buckets based on the parameters of counter-party 
(sovereign, banks, public sector enterprises or others), collateral (e.g. mortgages of 
residential property) and maturity. Generally, government debt was categorised at zero 
per cent, bank debt at twenty per cent, and other debt at one hundred per cent. 100%. 
OBS exposures such as performance guarantees and letters of credit were brought into 
the calculation of risk weighted assets using the mechanism of variable credit conversion 
factor. Banks were required to hold capital equal to 8% of the risk weighted value of 
assets. Since 1988, this framework has been progressively introduced not only in 
member countries but also in almost all other countries having active international banks. 
The 1988 accord can be summarized in the following equation: 
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Total Capital = 0.08 x Risk Weighted Assets (RWA) 

 
The accord provided a detailed definition of capital. Tier 1 or core capital, which includes 
equity and disclosed reserves, and Tier 2 or supplementary capital, which could include 
undisclosed reserves, asset revaluation reserves, general provisions & loan–loss 
reserves, hybrid (debt/equity) capital instruments and subordinated debt.  
 
VAR is a method of assessing risk that uses standard statistical techniques and provides 
users with a summary measure of market risk. For instance, a bank might say that the 
daily VAR of its trading portfolio is rupees 20 million at the 99 per cent confidence level. 
In simple words, there is only one chance in 100, under normal market conditions, for a 
loss greater than rupees 20 million to occur. This single number summarizes the bank's 
exposure to market risk as well as the probability (one per cent, in this case) of it being 
exceeded. Shareholders and managers can then decide whether they feel comfortable at 
this level of risk. If not, the process that led to the computation of VAR can be used to 
decide where to trim risk. 

Value at Risk (VAR) 

 
Now the definition; `VAR summarizes the predicted maximum loss (or worst loss) over a 
target horizon within a given confidence interval’. Target horizon means the period till 
which the portfolio is held. Ideally, the holding period should correspond to the longest 
period needed for an orderly (as opposed to a `fire sale’) portfolio liquidation. 

 
Without going into the related math, it should be mentioned here that there exist three 
methods of computing VAR, viz. Delta-Normal, Historical Simulation and Monte Carlo 
Simulation, the last one being the most computation intensive and predictably the most 
sophisticated one.  

 
In a lighter vein, a definition of VAR that was found at the gloriamundi.org web site said, `A 
number invented by purveyors of panaceas for pecuniary peril intended to mislead senior 
management and regulators into false confidence that market risk is adequately 
understood and controlled.’ 

 
In 1996, BCBS published an amendment to the 1988 Basel Accord to provide an explicit 
capital cushion for the price risks to which banks are exposed, particularly those arising 
from their trading activities. This amendment was brought into effect in 1998.   

1996 Amendment to 
include Market Risk 

 
Salient Features • Allows banks to use proprietary in-house models for measuring market risks. 

 
• Banks using proprietary models must compute VAR daily, using a 99th percentile, one-

tailed confidence interval with a time horizon of ten trading days using a historical 
observation period of at least one year. 

 
• The capital charge for a bank that uses a proprietary model will be the higher of  the 

previous day's VAR and  three times the average of the daily VAR of the preceding 
sixty business days. 

 
• Use of  `back-testing’ (ex-post comparisons between model results and actual 

performance) to arrive at the `plus factor’ that is added to the multiplication factor of 
three. 

 
• Allows banks to issue short-term subordinated debt subject to a lock-in clause (Tier 3 

capital) to meet a part of their market risks. 
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• Alternate standardized approach using the `building block’ approach where general 
market risk and specific security risk are calculated separately and added up. 

 
• Banks to segregate trading book and mark to market all portfolio/position in the trading 

book. 
 
• Applicable to both trading activities of banks and non-banking securities firms. 

 

 

 

1974 1988 1996 2004 

Settlement 
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The Basel I Accord and the 1996 Amendment thereto have evolved into Basel II, as 
depicted in the figure above. 
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5 The New Accord (Basel II) 

Close on the heels of the 1996 amendment to the Basel I accord, in June 1999 BCBS 
issued a proposal for a New Capital Adequacy Framework to replace the 1988 Accord. 
 

Supervisory
& Review
Process

Market
Discipline

Minimum
Capital
needed.

Proposed Basel II Framework
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$
£ €¥

Pillar I Pillar I I Pillar I I I

Supervisory
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Market
Discipline

Minimum
Capital
needed.

Proposed Basel II Framework
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$
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Pillar I Pillar I I Pillar I I I

The proposed capital framework consists of three pillars: minimum capital requirements, 
which seek to refine the standardised rules set forth in the 1988 Accord; supervisory 

review of an institution's internal 
assessment process and capital 
adequacy; and effective use of 
disclosure to strengthen market 
discipline as a complement to 
supervisory efforts. The accord has 
been finalized recently on 11th May 
2004 and the final draft is expected by 
the end of June 2004. For banks 
adopting advanced approaches for 
measuring credit and operational risk 
the deadline has been shifted to 2008, 
whereas for those opting for basic 
approaches it is retained at 2006. 
 

 

 

The 1988 Basel I Accord has very limited risk sensitivity and lacks risk differentiation 
(broad brush structure) for measuring credit risk. For example, all corporations carry the 
same risk weight of 100 per cent. It also gave rise to a significant gap between the 
regulatory measurement of the risk of a given transaction and its actual economic risk. 
The most troubling side effect of the gap between regulatory and actual economic risk has 
been the distortion of financial decision-making, including large amounts of regulatory 
arbitrage, or investments made on the basis of regulatory constraints rather than genuine 
economic opportunities. The strict rule based approach of the 1988 accord has also been 
criticised for its `one size fits all’ prescription. In addition, it lacked proper recognition of 
credit risk mitigants such as credit derivatives, securitisation, and collaterals.  

The Need for Basel II 

 

The recent cases of frauds, acts of terrorism, hacking, have brought into focus the 
operational risk that the banks and financial institutions are exposed to.  

 
The proposed new accord  (Basel II) is claimed by BCBS to be  `an improved capital 
adequacy framework intended to foster a strong emphasis on risk management and to 
encourage ongoing improvements in banks’ risk assessment capabilities’.  It also seeks to 
provide a `level playing field’ for international competition and attempts to ensure that its 
implementation maintains the aggregate regulatory capital requirements as obtaining 
under the current accord.  The new framework deliberately includes incentives for using 
more advanced and sophisticated approaches for risk measurement and attempts to align 
the regulatory capital with internal risk measurements of banks subject to supervisory 
review and market disclosure.  
 

©2004 IBS Publishing Pvt Ltd - All Rights Reserved. 

 

12 



 
 
Basel II Framework and India: Compliance V/s Opportunity 
- A single point primer for the banking community 

IBS-IBA Special Report 
June 2004 

  
There is a need to look at proposed changes in the measurement of credit risk and 
operational risk. PILLAR I:  

Minimum Capital 
Requirements  

 
 

                                                     Total Capital 
Capital Ratio  =       
                                Credit Risk + Market Risk + Operational Risk 

Minimum (8%) 
Unchanged 

Definition 
Unchanged 

RWA Calculations 
Revised 

No Change New Capital 
Charge Added 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Credit Risk Three alternate approaches for measurement of credit risk have been proposed.  These 
are:  
 
• Standardised  
• Internal Ratings Based (IRB) Foundation  
• Internal Ratings Based (IRB) Advanced  

 
The standardised approach is similar to the current accord in that banks are required to 
slot their credit exposures into supervisory categories based on observable characteristics 
of the exposures (e.g. whether the exposure is a corporate loan or a residential mortgage 
loan). The standardised approach establishes fixed risk weights corresponding to each 
supervisory category and makes use of external credit assessments to enhance risk 
sensitivity compared to the current accord. The risk weights for sovereign, inter-bank, and 
corporate exposures are differentiated based on external credit assessments. An 
important innovation of the standardised approach is the requirement that loans 
considered `past due’ be risk weighted at 150 per cent unless, a threshold amount of 
specific provisions has already been set aside by the bank against that loan. 
 
Credit risk mitigants (collaterals, guarantees, and credit derivatives) can be used by 
banks under this approach for capital reduction based on the market risk of the collateral 
instrument or the threshold external credit rating of recognised guarantors. 
 
Reduced risk weights for retail exposures, small and medium size enterprises (SME) 
category and residential mortgages have been proposed. The approach draws a number 
of distinctions between exposures and transactions in an effort to improve the risk 
sensitivity of the resulting capital ratios.  
 
The IRB approach uses banks’ internal assessments of key risk drivers as primary inputs 
to the capital calculation.  The risk weights and resultant capital charges are determined 
through the combination of quantitative inputs provided by banks and formulae specified 
by the Committee. The IRB calculation of risk weighted assets for exposures to 
sovereigns, banks, or corporate entities relies on the following four parameters: 
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• Probability of default (PD), which measures the likelihood that the borrower will 
default over a given time horizon. 

 
• Loss given default (LGD), which measures the proportion of the exposure that will be 

lost if a default occurs. 
 
• Exposure at default (EAD), which for loan commitment measures the amount of the 

facility that is likely to be drawn in the event of a default. 
 
• Maturity (M), which measures the remaining economic maturity of the exposure. 
 
The differences between foundation and advanced IRB approaches are captured in the 
table below based on who provides the inputs on the various parameters: 
 

 

PARAMETER FOUNDATION IRB ADVANCED IRB 

PD Bank Bank 

LGD Supervisor Bank 

EAD Supervisor Bank 

M Bank or Supervisor Bank 

Risk Weight Function provided by the 
committee 

Function provided by the 
committee 

Data Requirements Historical data to estimate PD 
(5 years) 

Historical loss data to 
estimate LGD (7 years) and 
historical exposure data to 
estimate EAD (7 years) plus 
that for PD estimation 

 

For retail exposures only advanced IRB is prescribed where, obviously, the maturity 
parameter is omitted. Securitisation, provisions and specialized lending have been 
accorded special treatment. 

 

Operational Risk Within the Basel II framework, operational risk is defined as the risk of losses resulting 
from inadequate or failed internal processes, people and systems, or external 
events. Operational risk identification and measurement is still in an evolutionary stage as 
compared to the maturity that market and credit risk measurements have achieved. 

 

As in credit risk, three alternate approaches are prescribed: 

• Basic Indicator 

• Standardised 

• Advanced Measurement (AMA) 
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The following table captures the provisions of the proposed accord across different 
approaches: 

 

 BASIC INDICATOR STANDARDISED AMA 

Calculation of 
capital charge 

15 per cent of 
average gross 
income over three 
years 

Average gross income 
segregated into eight 
business lines, viz. retail 
banking, retail brokerage 
and asset management   
which carry capital charge 
of 12 per cent; 
commercial banking and 
agency services attract 
15 per cent; corporate 
finance, trading and sales 
and payment and 
settlement carry charge of 
18 per cent. 

Total capital charge is the 
sum of capital charges 
across business lines 

 

Capital charge equal 
internally generated 
measure based on: 

• internal loss data  

• external loss data 

• scenario analysis 

• business 
environment & 
internal control 
factors 

Risk mitigation up to 20 
per cent allowed 

Qualifying 
criteria 

None Active involvement of 
Board of directors and 
senior management, 

Existence of conceptually 
sound operational risk 
management system, 

Systematic tacking of loss 
data 

Measurement 
integrated into day-to-
day risk management 

Review of 
management and 
measurement 
processes by 
internal/external audit 

Minimum five years 
loss-data 

 

Compliance of BCBS’ `Sound Practices for Management & Supervision of Operational 
Risk’ is also required. 

 

Pillar 2 introduces two critical risk management concepts: the use of economic capital, 
and the enhancement of corporate governance, encapsulated in the following four 
principles: 

PILLAR 2: 
Supervisory Review 
Process  

 

• Principle 1: Banks should have a process for assessing their overall capital adequacy in 
relation to their risk profile and a strategy for maintaining their capital levels. 
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  The key elements of this rigorous process are: 

• board and senior management attention; 

• sound capital assessment; 

• comprehensive assessment of risks; 

• monitoring and reporting; and 

• internal control review. 

 

• Principle 2: Supervisors should review and evaluate banks’ internal capital adequacy 
assessments and strategies, as well as their ability to monitor and ensure their 
compliance with regulatory capital ratios. Supervisors should take appropriate 
supervisory action if they are not satisfied with the result of this process. 

 This could be achieved through: 

• on-site examinations or inspections; 

• off-site review; 

• discussions with bank management; 

• review of work done by external auditors; and 

• periodic reporting. 

 

• Principle 3: Supervisors should expect banks to operate above the minimum regulatory 
capital ratios and should have the ability to require banks to hold capital in excess of 
the minimum. 

• Principle 4: Supervisors should seek to intervene at an early stage to prevent capital 
from falling below the minimum levels required to support the risk characteristics of a 
particular bank and should require rapid remedial action if capital is not maintained or 
restored. 

 

Prescriptions under Pillar 2 seek to address the residual risks not adequately covered 
under Pillar 1, such as concentration risk, interest rate risk in banking book, business risk 
and strategic risk.  `Stress testing’ is recommended to capture event risk. Pillar 2 also 
seeks to ensure that internal risk management process in the banks is robust enough. The 
combination of Pillar 1 and Pillar 2 attempt to align regulatory capital with economic 
capital. 

 

 

The focus of Pillar 3 on market discipline is designed to complement the minimum capital 
requirements (Pillar 1) and the supervisory review process (Pillar 2). With this, the Basel 
Committee seeks to enable market participants to assess key information about a bank’s 
risk profile and level of capitalization—thereby encouraging market discipline through 
increased disclosure. Public disclosure assumes greater importance in helping banks and 
supervisors to manage risk and improve stability under the new provisions which place 
reliance on internal methodologies providing banks with greater discretion in determining 
their capital needs. 

PILLAR 3: 
Market Discipline  
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There has been some confusion on the extent, medium, confidentiality and materiality of 
such disclosures.  It has been agreed that such disclosures will depend on the legal 
authority and accounting standards existing in each country. Efforts are in progress to 
harmonise these disclosures with International Financial Reporting Standards’ (IFRS’) 
Board Standards (International Accounting Standards 30 & 32).  

Between the Pillars  In 1997, BCBS developed a set of `Core Principles for Effective Banking Supervision’, 
which provides a comprehensive blueprint for an effective supervisory system. To facilitate 
implementation and assessment, in October 1999 the committee developed the `Core 
Principles Methodology’. In addition, BCBS has published `Sound Practices for 
Management and Supervision’ for various risks, which, we believe, form an integral part of 
Basel II. 
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6 Criticism of Basel II 

KPMG calls it a `Risk Management Revolution disguised as Regulation’.  Before we 
set out to list the concerns that have been voiced against Basel II, we must acknowledge 
the fact that any attempt to regulate the complexity that current global financial 
infrastructure presents is far from easy. Trying to model such complexity involves what we 
would prefer to call `modeling risk’, which can be reduced by back-testing the model, but 
not eliminated entirely.  

Criticism of Basel II  

Under this section only general arguments against Basel II have been discussed. The rest 
appears in the perceived impact section where Basel II prescriptions have different 
implications for different markets and entities. 

In simple terms, pro-cyclicality means that banks governed by Basel II (capital tied to 
risks) will loosen credit in `good times’ (when risk perceptions are low) and restrict it when 
times are bad (when risks rise again). If most banks act in this fashion, having adopted the 
accord, they would accentuate the crisis in bad times, jeopardizing stability.  

Pro-cyclicality  

Risk-based financial regulation is inherently pro-cyclic.  The pro-cyclicality springs from 
the treatment of risk as an exogenous variable, whereas in reality, it is endogenous. The 
actions of a market participant based on a predictive model affects the market and if many 
participants are using the same model, their combined actions render the basic 
assumptions of the model on the heterogeneous nature of the market (normal distribution) 
false.  

`Requiring banks to run their capital through a stress test to assess what impact 
worsening economic conditions will have on their loan portfolios, and requiring bank 
supervisors to evaluate those models independently, increases the safety of the bank. 
This is one of the measures that will help the banks to be less pro-cyclical because they 
will have taken into account the whole (business) cycle,’ counters Jaime Caruana, 
Chairman of the Basel II Committee in an interview to Reuters. 

 

The US Comptroller of Currency, John D. Hawke Jr., considers CP3 (Consultative Paper 
3) published by Basel Committee as having  `mind-numbing complexity’. `Can anyone 
reasonably assume that a mandate of the complexity of Basel II will be applied with equal 
forcefulness across such a broad spectrum of supervisory regimes,’ asks Hawke.  

Fearsome complexity  

The meek answer from BCBS is that the complexity of the new accord results from the 
complexity it seeks to address. `This (Basel II implementation) is a task of extreme 
complexity involving the intersection of computer science, mathematics and finance,’ 
says Dr. Ron Dembo, founding chairman of Algorithmics Inc., a Toronto- based company 
specializing in financial risk management software. 

 

Heavy Implementation 
Costs  

Datamonitor estimates that financial institutions worldwide will spend close to US$ 4 billion 
over two years on upgrading databases and other systems in order to comply with Basel 
II. Aberdeen Group estimates that banks will spend US $3.2 billion in the next four years 
preparing for Basel II. `Asian banks are expected to spend between seven to ten per cent 
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of their global IT and business operations budget on Basel II compliance for the next four 
to six years,’ observes BIS. 

While such estimates would be music to the ears of software suppliers and consulting 
firms, the moot question for banks are `what benefits will accrue from this investment?’ 
and `how long will the pay back period be?’  

 

Credit Risk Concerns  Using the standardized approach, un-rated corporate borrowers attract less risk weight 
(100 per cent) than the lowest rated borrower (150 per cent) giving incentives to high-risk 
borrowers to remain un-rated. 

Another argument against Basel II is that it does not resort to full credit risk modelling--it 
fails to take into account portfolio effects of risk mitigation through diversification. 

 

The New Accord is criticized on the ground of being as much prescriptive as to be lacking 
in trust for national supervisors. Also, Pillar 2 requires national supervisors to give up 
arms-length supervision in favour of participative implementation.  

Concerns of National 
Supervisors  

Supervisors also need to invest heavily in people and technology to perform their duties 
as envisaged in Basel II.  
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7 Perceived Impact 

Adapting to Basel II will be more demanding for some institutions than for others, based 
on factors including current risk management practices, business size, geographical 
spread, risk types, specific business, portfolio, and market conditions. 

 

Apart from banks and regulators, who are directly affected by Basel II, customers, rating 
agencies, capital markets and other financial companies (outside the scope of Basel 
II) will also be affected.  Banks will have to implement an enterprise-wide risk 
management framework, which will entail establishing relevant processes and gathering, 
integrating and analysing large amount of data. Using quantitative methods to manage 
risk - and to deploy capital based on risks - requires high quality and high frequency data.  

Impact on various 
entities in financial 
markets  

Customers will find that they have to cope with increased demands for timely information 
from banks that are on IRB approaches. Risk-based pricing of credit products will become 
the norm as banks begin differentiating customers as per their risk profiles. Riskier 
borrowers are likely to find their borrowing costs going up and/or credit lines tightened up.  

Rating agencies may face more competition as the market for them will expand and 
deepen, which will be a driver for them to be more transparent in their rating process. 

Good quality rated corporates will prefer capital markets to banks for their funding. 
Securitisation and credit derivatives will increasingly be used as credit risk hedging tools.      

Basel II is also likely to impact financial institutions that do not have to comply with it. Non-
banking corporations such as credit card companies, leasing companies, auto 
manufacturers and financiers, or retailers’ financing arms may not have to fulfill the 
potentially extensive disclosure requirements prescribed by Basel II nor make investments 
in managing operational risk, which will put them at a competitive advantage vis-à-vis 
banks.   

 

In an attempt to assess the impact of Pillar 1 requirements of capital adequacy, BCBS did 
undertake a few quantitative impact surveys (QIS), the last of which is referred to as QIS-
3. The results indicated that, in general, banks’ required capital will decrease with respect 
to credit risks and increase with respect to operational risks. However, in Asia and other 
emerging markets, several factors may raise the required capital even for credit risks, as 
real estate continues to be widely used as collateral for business loans, and the 
standardised approach, which is the most likely approach for many banks, places a 150 
per cent risk weight on non-performing loans. Basel II will increase the level of capital that 
is required for banking institutions in the emerging markets, mainly owing to the new 
operational risk charge, which will be higher if the basic indicator approach is used.  

Impact on emerging 
markets and smaller 
banks 

`I don’t believe that any responsible supervisor can or should make a judgment about the 
impact of BASEL II on the capital level it supervises on the basis of QIS-3,’ observes 
Hawke, emphasizing the need for national level impact study.  
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By application of differential risk weights on the basis of sovereign rating as a benchmark, 
the capital inflows in emerging markets could be seriously affected as most of the 
borrowers in such markets will be categorised under the speculative grade. 

Smaller banks would find the investments on Basel II compliance too big for their existing 
budgets. 

 

Implications for India  The official position of the Reserve Bank of India (RBI), as emphasized in its response to 
CP3 of BCBS, is as follows, `In its (Basel II) attempt to strive for more accurate measure 
of risks in banks, the simplicity of the present Capital Accord is proposed to be replaced, 
with a highly complex methodology which needs the support of highly sophisticated MIS / 
data processing capabilities. The complexity and sophistication essential for banks for 
implementing the new capital accord restricts its universal application in the emerging 
markets.’  RBI had also suggested that a common definition of `internationally active 
banks’ be provided by BCBS.  Even the United States of America is not adopting the new 
accord for all of its banks.  But, in the same response, RBI has also affirmed that it is `fully 
committed to implement the best international practices’.  

The response from the Indian 
banking industry is equally 
positive.  `Indian Banks are not 
averse to making the investment 
of the effort to embrace global 
practices,’ asserts V. Leeladhar, 
chairman, Indian Banks’ 
Association (IBA) and chairman 
and managing director, Union 
Bank of India.  H.N. Sinor, chief 
executive officer, IBA, adds `Basel 
II is a reality that no progressive 
country can afford to ignore. It provides an opportunity for global integration and ushering 
in international best practices.’    

V. Leeladhar 
- chairman and managing 
director, Union Bank of 
India 
- chairman, IBA 

Rana Kapoor, managing director, YES Bank (the latest entrant to new generation private 
banks in India), holds that `Indian banks have a demonstrated track record of compliance 
– the system subjected itself voluntarily to the Financial Sector Assessment Programme 
(FSAP) of the International Monetary Fund (IMF) and was found to be in compliance with 
the relevant principles.’  

P.S. Shenoy, chairman and managing director, Bank of Baroda, believes that Basel II 
compliance will eventually result in banks acquiring a competitive edge, stating `Banks 
that move proactively in the broad direction outlined by the Basel Committee will have 
acquired a definite edge over their competitors when the new accord enters the 
implementation phase.’  The largest banking conglomerate in India, State Bank of India, 
has already declared its firm resolve to become Basel II compliant. 

Viewed against these brave words from the major Indian banks, the Indian regulator RBI, 
appears to be more cautious and pragmatic, holding a view that `Banks in emerging 
markets would, therefore, face serious implementation challenges due to lack of adequate 
technical skills, under development of financial markets, structural rigidities and less 
robust legal systems. Besides banks, supervisors would be required to invest 
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considerable resources in upgrading technology systems, and human resources to meet 
the minimum standards.’    

Having successfully implemented the 1988 
Basel Accord, the Indian banking industry is 
poised to implement the 1996 Amendment 
for inclusion of market risk in capital 
adequacy calculations this year. Sinor 
expects Indian banks to eventually 
embrace Basel II, albeit slowly and ‘without 
making noises’. Supporting the phased 
approach taken by RBI with respect to 
Basel II, Sinor feels that `the new accord 
provides incentives to banks for improving 
their credit portfolio through risk 
management’.  Leeladhar expresses confidence that `in any event, banks will reap the 
benefits of improved systems and efficiency in the long term’. 

H.N. Sinor 
CEO, IBA 

Initially, banks in India will have to adopt the standardised approach (possibly the 
simplified one) for credit risk, and the basic indicator approach for operational risk 
calculations. RBI had done a selective impact study last year using these approaches on 

data sourced from seven major banks. The results of 
both the RBI study and the QIS-3, suggest an 
increase of one to two per cent on account of credit 
risk and eleven per cent on account of operational 
risk, in the minimum capital requirements, moving 
from Basel I to Basel II. Kapoor provides the 
roadmap, saying `Most (Indian) banks are likely to 
start with simpler, elementary approaches, just 
adequate to ensure compliance to Basel II norms 
and gradually adopt more sophisticated approaches.  
The continued regulatory challenge will be to 
migrate to Basel II in a non-disruptive manner.  
Competitive compulsions will ensure that banks 
make the necessary investments in the appropriate 
technology and qualified, experience professionals 
to adopt advanced approaches.’ 

Rana Kapoor 
managing director, YES Bank 

Shenoy feels that `The new accord will reward those banks that use a more sophisticated 
IRB approach to measure and manage risk.’  Counters Niall S.K. Booker, chief executive 
officer, HSBC India and chairman of the IBA Committee on Basel II, `There is the 
possibility that in international markets access may be easier and costs less for banks 
adopting a more sophisticated approach….however in a market like India it seems likely 
that the large domestic players will continue to play a very significant role regardless of the 
model used.’  Meanwhile, Leeladhar is hopeful that banks will ultimately adopt the IRB 
approach for credit risk. 

The additional capital charge on account of operational risk is considered `harsh’ by 
bankers and software suppliers unanimously. But all of them agree that it will benefit 
banks in the long term by making them sensitive to operational risk. Sinor hopes that the 
operational risk charge will eventually be calibrated down as the implementation 
progresses. 
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It is, however, certain that efforts have begun at major public sector banks and some new 
private sector banks in India, to prepare for the new paradigm of enterprise risk 
management.   

`Public sector banks in India will initially focus on credit risk,’ predicts H. S. Rajashekhar, 
principal consultant - risk management at iflex Solutions, adding that `there is a need to 
develop a business case on adoption of Basel II prescriptions’.  Rajashekhar also feels 
that proprietary risk models will be used as competitive tools. Aruna Rao, executive vice 
president, Polaris Software Labs, and Manoj Kunkalienkar, executive director, ICICI 
Infotech, agree, voicing that Basel II is not a short term opportunity like Y2K but an 
evolving commitment to align with global practices in risk management. 

C. Krishnan, head - risk management practice, Tata Consultancy Services, feels that  
Basel II will favour, at least in the short term, the bigger banks who have the technology 
advantage, but considers this as an opportunity for domestic banks to catch up with the 
big league in the long term.  Agrees Leeladhar `While the new accord may initially appear 
to favour those established in development markets, the ultimate beneficiaries will be 
those banks that can upgrade their systems to sophisticated levels in the minimum 
possible time.’ 

Booker supports the adoption of advanced approaches. `The 
cost of IT development is almost certainly less in India than 
elsewhere,’ says Booker and asserts further that `there may be 
a faster payback for the more advanced method of internal 
ratings despite the greater level of investment required as the 
payback in terms of reduced capital utilisation at least on the 
credit side may be quicker depending of course on each banks 
cost of capital.’ 

Sinor is confident that `Customers in India will not be 
marginalized. Instead, there will be qualitative changes in lower 
rated corporates and SMEs towards improving their rating to obtain a price advantage.’   

Niall S.K. Booker 
chief executive, HSBC India 

It is generally agreed the implementation of Basel II is likely to provide momentum for 
mergers and acquisitions in the Indian banking industry.  Shenoy thinks that `The higher 
disclosure requirements in the banking sector might lead to a growing tendency towards 
structural changes in the form of mergers and acquisitions.’  Kapoor provides another 
reason, saying `as more and more banks move towards the advanced approaches, the 
gap between the strong and weak banks will increase further, making the weaker banks 
potential takeover targets’.  Booker and Sinor attribute it to economic logic, with Basel II 
just accentuating it. 

As this report was about to go to press, Kishori J Udeshi, deputy governor, RBI, in her 
speech at the `World Bank/IMF/US Federal Reserve Board 4th Annual International 
Seminar on Policy Challenges for the Financial Sector: Basel II’ at Washington on June 2, 
2004, summed up the Indian response to Basel II. Here are a few excerpts from her 
speech, which describe RBI’s current approach: 

 

• `We are now not debating whether to go forward with Basel II but how to implement 
Basel II. In fact, understanding Basel II concepts is one step away from agreeing to it 
in principle.  Implementing Basel II is another long step away from understanding it’.  
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•  `RBI’s approach to the institution of prudential norms has been one of gradual 
convergence with international standards and best practices with suitable country 
specific adaptations. Our aim has been to reach global best standards in a 
deliberately phased manner through a consultative process evolved within the 
country. RBI had in April 2003 itself accepted in principle to adopt the new capital 
accord’. 

•   `RBI has announced, in its Annual Policy statement in May 2004 that banks in India 
should examine in depth the options available under Basel II and draw a road-map by 
end December 2004 for migration to Basel II and review the progress made thereof at 
quarterly intervals’.  

•    `At a minimum all banks in India, to begin with, will adopt Standardized Approach for 
credit risk and Basic Indicator Approach for operational risk. After adequate skills are 
developed, both in banks and at supervisory levels, some banks may be allowed to 
migrate to IRB Approach’. 

•    `India has three established rating agencies in which leading international credit 
rating agencies are stakeholders. However, the level of rating penetration is not very 
significant as, so far, ratings are restricted to issues and not issuers. Encouraging 
ratings of issuers would be a challenge’. 

•   `Basel II could actually imply that the minimum requirements could become pro-
cyclical. No doubt prudent risk management policies and Pillars II and III would help 
in overall stability. We feel that it would be preferable to have consistent prudential 
norms in good and bad times rather than calibrate prudential norms to counter pro-
cyclicality’. 

•    `Banks adopting IRB Approach will be much more risk sensitive than the banks on 
Standardised Approach,  (so) the banks on Standardised Approach could be inclined 
to assume exposures to high risk clients, which were not financed by IRB banks. Due 
to concentration of higher risks, Standardised Approach banks can become 
vulnerable at times of economic downturns’. 

•    `Keeping in view the cost of compliance for both banks and supervisors, the 
regulatory challenge would be to migrate to Basel II in a non-disruptive manner. We 
would like to continue the process of interaction with other countries to learn from 
their experiences’. 

The complete speech can be viewed at the following location 
http://rbi.org.in/sec5/53866.doc 

 

From an Indian perspective, it appears that Basel II compliance may be a challenge in the 
short term but it will certainly prove to be an opportunity in the long term. 
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