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IMPACT OF IMPLEMENTATION OF BASEL 2 ACCORD ON EMERGING

ECONOMIES

SECTION 1

EXECUTIVE SUMMARY

The paper discusses the features of the New Capital Accord and
its impact on the

emerging economies. The impacts are dual in nature. The first
are the consequences

emerging economies will have to face because of Implementation
in advanced countries.

They are the primary sources of capital to Governments &
banks in emerging economies.

The second is the impact because of the implementation within
the emerging economy.

The paper discusses the problems faced by the emerging economies
and the positive &

negative impacts of implementation. The competitive forces of
the increasingly

integrated world would force the emerging economies to go in for
Basel II norms sooner

or later. The final part includes recommendations, alternatives
the emerging economies

have and the cost of implementation of the new accord.
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SECTION 2

INTRODUCTION

Until the late 1970s,banks were highly regulated and protected
entities with hardly any

competition among them. Collapse of the Bretton Woods agreement
put them in a new

environment of increased competition, leading to gradual erosion
of capital that started to

alarm the regulators. Dealing with the problem on international
level seemed to be the

only possible way of finding a proper solution without
increasing competitive differences

between banks from individual countries. Hence, a special
committee was set up under

the auspices of the Bank for International Settlements in Basel.
The committee, initially

known as the Cooke Committee and later renamed the Basel
Committee 1, formed a

proposal in which it suggested that a common framework for
calculating the capital

adequacy of banks should be formed. This document is known as
the 1988 Basel Capital

Accord. It used a simple system of risk weights and an 8%
minimum capital ratio to show

how capital requirement was related to assets. It provided a
standard approach: measure

credit risk and market risk to arrive at minimum capital
requirement. Basel I served the

Banking world for over 10 years. But banking, risk management
practices, supervisory

approaches and financial markets have seen a sea change over the
years. Recent

operational risk failures in institutions around the globe have
accentuated the dangers of

poor risk management. This was the base for Basel II, a new
accord that has a more risk-

sensitive framework. Basel II emphasizes risk management, which
can be accomplished

by aligning an organizations capital requirements with
prevailing risk and ensuring that

the emphasis on risk makes its way into supervisory practices
and market discipline
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through enhanced risk-and capital-related disclosures. For the
first time, the Basel

committee addresses Operational risk.

It also urges higher transparency and disclosure among banks
that expect to benefit from

Basel II capital incentives. Basel II offers a variety of
options in addition to the standard

approach to measuring risk. But these require strategizing risk
management for the entire

enterprise, building huge data warehouses, crunching numbers and
performing complex

calculations. Compliance with Basel II poses great challenges
for banks and financial

institutions, which have hitherto been in the comfort zone of
regulatory capital

requirement. However, Basel II paves the way for financial
institutions to proactively

control risk in their own interest and keep capital requirement
low. Increasingly, banks

and securities firms world over are getting their act
together.
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SECTION 3

FEATURES OF THE NEW ACCORD

The capital framework proposed in the New Basel Accord consists
of three pillars, each

of which reinforces the other.

Pillar 1- Minimum Capital Requirements

Pillar 2- Supervisory Review Process

Pillar 3- Market Discipline and Disclosure

The first pillar, which establishes the way to quantify the
minimum capital requirements,

is complemented with two qualitative pillars, concerned with
organizing the regulator's

supervision and establishing market discipline through public
disclosure of the way that

banks implement the Accord. Determination of minimum capital
requirements remains

the main part of the agreement, but the proposed methods are
more risk sensitive and

reflect more closely the current situation on financial markets.
This section describes the

main features of all three pillars of the new Accord, especially
those of great importance
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for emerging markets. Closer attention is paid to provisions of
the Pillar I, since these

changes seem to be of the greatest importance and are expected
to have the most far

reaching consequences.

PILLAR 1

The first pillar establishes a way to quantify the minimum
capital requirements. While the

new framework retains both existing capital definition and
minimal capital ratio of 8%,

some major changes have been introduced in measurement of the
risks. The main

objective of Pillar I is to introduce greater risk sensitivity
in the design of capital

adequacy ratios and, therefore more flexibility in the
computation of banks individual

risk under the proposal measurement of market risk will remain
unchanged, measurement

of credit risk will be much more complex and sophisticated and
operational risk has been

added to the risks that have to e separately quantified and
backed by capital. At the same

time one of the Committees objectives is to ensure that on
average minimum capital

requirements across all internationally active banks should be
left mainly unchanged by

the introduction of the new accord.

The new accord basically deals with 3 types of risks:

A. CREDIT RISK

B. MARKET RISK

C. OPERATIONAL RISK (NEWLY INCLUDED)
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A. CREDIT RISK

Credit risk is defined as risk arising due to uncertainty in the
counter parties ability to

meet its obligations. Basel II proposes 3 alternative ways of
measuring credit risk, the

first one being the Standardized Approach, which is a modified
version of the approach

in the current Accord. The second one is the so-called
Foundation Internal Ratings

Based Approach and the third one is the Advanced Internal
Ratings Based Approach.

Consistent with the current approach, the Standardized Approach
uses ratings from

external rating agencies to set capital charges, while both
internal risk based approaches

rely on a banks internal rating processes to determine risk
weights. The choice of

approach has a direct influence on the level of capital charges
required.

Standardized Approach
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While being based on the current practice, the Standardized
Approach modifies it by

Introducing more buckets for classifying credits and is more
risk sensitive. The biggest

Change is probably replacement of OECD membership as benchmark
for risk weights

with credit ratings of eligible external credit assessment
institutions Risk weights will

continue to be determined by the category of the borrower
sovereign, bank or corporate

but within each of those categories, changes have been made. The
proposal is trying to

increase the risk sensitivity of minimum capital requirements
and therefore envisages

more risk weights for individual categories of credit exposures
0%, 20%, 50%,

100%and newly added weighting of 150%which is to be used for
high risk borrowers.

(Table 1:Risk Weights under the Standardized Approach in
percent)

The Standardized Approach could be said to be broadly welcome by
emerging countries

However, there are two problematic areas.

Huge jumps in risk weights

Role assigned to the external rating agencies to determine
credit worthiness.

Besides, there are other potential negative effects for emerging
economies.

1. Potential circularity of external credit rating agencies
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Under the standardized Approach, capital charges will be
determined according to

borrowers rating. A country's rating therefore determines the
minimum capital

requirements and consequently cost of lending to this particular
country. A countrys

rating, besides other factors, also depends on its market
access. Reduced market access

results in lower rating, which, in turn, causes increased cost
of lending and consequently

additionally reduces market access. A country caught in such
cycle could suffer

substantial costs, especially considering difficulties rating
agencies experience in

gathering of information and the high level of concentration in
rating industry, where

agencies are inclined to herd behavior

2. Incorrect ratings

Difficult process of gathering information on the risk of
sovereign, combined with high

level of subjectivity when analyzing political risk and
quantifying the weights of different

risk factors, may lead to some wrong conclusions and incorrect
ratings of either

categorizing countries as more risky than they actually are or
vice versa
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Standardized Approach and hence the risk sensitivity of minimum
capital requirements

will increase even more when compared to the Standardized
Approach.

The IRB calculation of risk-weighted assets for exposure to
sovereigns, banks or

corporates depends on four quantitative inputs:

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 commitments, measures
the amount

of the facility that is likely to be drawn if a default
occurs

Maturity (M), which measures the remaining economic maturity of
the exposure

If it can be said that the Standardized approach is generally
well accepted by emerging

Countries, this is not the case with the IRB approach. Higher
risk sensitivity, large

incentives built in the new Accord and competitive advantages it
brings to large

international banks are the main advantages of the IRB approach
and one of the main

reasons why this approach is now expected to be used by the
majority of globally active

banks and therefore be the prime determinant of risk
weights.
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In view of emerging countries, there are several problems
related to implementation of

either of the IRB approaches:

1) It could increase costs of lending and/or decrease amount of
lending to emerging

markets;

2) It could accentuate pro-cyclicality and thus increase
likelihood of crisis;

3) Its implementation in emerging market economies is extremely
demanding and

complicated, if not impossible (at least in the short-to
medium-term);

4) Its implementation is costly and emerging countries banks and
regulators may

experience serious difficulties in obtaining resources and
skills they would need.

5) Under the new proposal, project finance is assumed to be of a
higher risk than

corporate lending.
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B. OPERATIONAL RISK

The Basel Committee defines operational risk as the risk of
direct or indirect loss

resulting from inadequate or failed internal processes, people
and systems or from

external events.

The operational risk is measured by:

1) Standardized approach

2) Basic indicator approach

3) Advanced indicator approach

Standardized approach for evaluating operational risk:

In the standardized approach banks activities are divided into 8
business lines such as

Corporate finance

Trading and sales

Retail banking

Commercial banking

Payment and settlement

Agency services

Asset management

Retail brokerage

Banks are required to split gross income into 8 different lines
and average gross income

for the last 3 years should be multiplied with the beta given.
If banks cannot split the
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income into 8 lines than it should be split into the amount for
traditional banking and

others will be multiplied with the beta given as an alternate
approach. Adoption of the

standardized approach for operational risk is difficult, as
banks do not maintain records of

revenues in the required broken down format.

Basic indicator approach for evaluating operational risk:

This is a comparatively simple as the capital allocation is
based on a single indicator as a

proxy for operational risk exposure

Advanced indicator approach for evaluating operational risk:

In this approach the regulatory capital requirement will equal
the risk measure generated

by the banks internal operational risk measurement using both
qualitative and

quantitative criteria the qualitative criteria include
independent operational risk

measurement function, active involvement of board of directors,
regular reporting of

operational risk exposure and documentation of risk management
system. Among the

quantitative criteria are the demonstrated ability of the bank
to capture potentially loss

events and major drivers of operational risk

PILLAR 2

The second pillar supplements provisions of the first pillar by
organizing the supervision

of regulators in order to ensure the soundness of banks internal
processes of risk

evaluation. Supervisory review process is in a way a
formalization of the existing
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supervisory standards in the area of capital and capital
adequacy supervision, together

with their improvements and new approaches based on practical
experiences in the field.

One of the main objectives of the supervisory review process is
to encourage banks to

develop and apply better risk management processes. Supervisors
have the responsibility

to control the metrics used by banks and to verify that banks
make appropriate capital

charges to cover the inherent risk of all their business
activities. Provisions of the second

pillar allow supervisors to set a banks capital requirements
depending on its risk profile,

meaning, the supervisors can require a bank with riskier
business profile to maintain a

higher capital ratio, if this is needed to ensure safe operating
of the bank in question.

Implementation of the Pillar II is believed to be very
demanding, as the new Accord

proposes changing of traditional methods of supervision by
shifting from rules to

standards. The biggest problem for supervisors in emerging
countries will probably be

insufficient number of highly qualified and experienced
supervisors, as well as high costs

and lack of resources to implement the provisions of the second
pillar. Supervision is a

highly skilled task and despite the efforts of Financial
Stability Institute, skill shortage is

seen a most acute problem.

PILLAR 3

In the third and the last pillar disclosure requirements are
used as a mean of enhancing

market discipline. The logic introduced in this pillar assumes
that well-informed market

participants will reward risk aware management and thereby exert
pressure on banks to

improve their systems and not take on additional risk. Detailed
disclosure requirements

are believed to create an environment in which effective market
discipline can take place.
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Even though provisions of this pillar were considerably reduced,
it is still questionable,

how efficient can their implementation be. If disclosure is to
have a disciplinatory

function, both banks and other market participants must
recognize the importance of

detailed disclosure information and play their role by changing
their behavior according

to the information received. The situation in emerging countries
in the field of disclosure

standards is gradually changing, but it is likely that the level
envisaged in the new Accord

will not be reached shortly. New legislation and further
education of both bank managers

and other market participants would be needed, if disclosure
requirements were to be

used as a successful mean of enhancing market discipline.
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SECTION 4

IMPLEMENTING BASEL II IN INDUSTRIALIZED

COUNTRIES ADVERSE CONSEQUENCES FOR

EMERGING MARKETS

Since the main features of the new Accord are known and unlikely
to change, the

Implementation of the new capital adequacy regulation in
industrialized countries now

seems to be only a question of time. Consequences of
implementing the Basel II in

industrialized countries will not be limited strictly to these
countries, but are expected to

have various impacts on a large scale. Emerging countries will
be no exception to this

rule and even though they might not be able to avoid some of the
problems, they could

try to diminishing a number of adverse impacts or at least be
better prepared for what

might happen. Nevertheless, knowing in advance about potential
problematic areas may

be of significant importance for countries and their governments
when making key policy

decisions. It is high time for these countries to carefully
review possible consequences of

the implementation of the new regulatory framework in
industrialized countries, how it

will affect them and what are the options they have. In addition
to this, countries should

start with intense preparations for the changed reality in which
they will find themselves

in a couple of years. Despite preparations, it is expected that
after adoption of the Base II

in industrialized countries, all emerging market economies will
have to face some

adverse consequences of the new financial regulation. The major
sources of concern,

which are described in more details below, are as follows:

High Cost Lending and Reduced Lending to Emerging Economies
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Emerging markets largely depend on foreign capital flows to
finance their current

account deficits. Loans form international banks and other
financial institutions constitute

majority of such cross-boarder capital flows. The new Accord
replaces OECD

membership as a benchmark to assign different risk weights for
sovereign and inter-bank

claims with either external or internal system of ratings. These
changes are likely to cause

alterations in the cost of external borrowing for many
governments, banks and other

companies from emerging markets. Loans to low-rated OECD
countries will be assigned

higher risk weights resulting in increased costs, while at the
same time some other non-

OECD countries with high ratings will benefit from such system.
With removal of

OECD/non- OECD distinction countries will have more incentives
to improve their

ratings instead of just pursuing OECD membership. Closer
alignment of capital

requirements with actual risk is a positive move and the removal
of OECD distinction

should be widely welcomed. However, some of the emerging
countries, being members

of the OECD and having low ratings, may experience severe
difficulties in financing

themselves. Higher risk weights for this group of countries are,
in addition to higher

capital requirements, also likely to be reflected in higher
interest cost on new loans,
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which would contribute to further increase of funding costs in
general.

Comparison of effects under the Standardized and the IRB
Approach

Under the Standardized approach the biggest change would be
experienced by borrowers

rated B and below, as the risk weight for such borrowers would
increase from todays

100% to 150%. Everything else would remain mainly unchanged.
Compared to this, the

suggested IRB approach seems to imply extraordinarily heavy risk
weights regardless of

whether under the Standardized or the IRB approach, [the new
Accord] would benefit

BBB- rated non-OECD borrowers through sizeable reductions in
risk weights

After adjustments of the IRB curve in the CP3, the general
opinion is that the

consequences are going to be less severe than were first
predicted. But even so, the

adverse effects of the Basel II implementation on emerging
economies are a serious
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gap is not filled, emerging countries would experience a decline
of overall lending to

them.

BIAS TOWARD SHORT-TERM LENDING:

During the last few years banks have exhibited increasing
tendency towards short-term

lending. As short-term credits provide lenders with an option of
costless withdrawal,

response to shock is greater if the debt is short-term and
therefore the liquidity risk is

higher. On the other hand, short-term debt can be appealing to
borrowers because of

lower interest rates when compared to long term debt. The
current Accord has been often

criticized for its preferential treatment of short-term debt.
Even though the proposal of

Basel II aims at correcting the existing situation, some of the
incentives towards short-

term lending have not been completely removed. Under the
Standardized approach the

newest proposal of Basel II envisages preferential treatment of
short-term debt of three

months. This has reduced the definition of short-term lending
from one year to three

months and it is likely that the proportion of a very short-term
debt will increase

accordingly. The new Accord removes some incentives towards
short-term lending and

thereby raises the maturity, which is a most welcome
development. Yet some bias

towards long-term lending remains. In view of emerging countries
Basel II still

discourages long-term inter-bank lending and offers regulatory
incentives for claims with

short-term maturity. Such situation is alarming, especially in
the light of short-term

foreign debt being identified as the single most important
precursor of financial crises

triggered by capital-flow reversals.
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COMPETITIVE ADVANTAGE FOR SOPHISTICATED BANKS

Although the new Accord is aimed at improving the soundness of
the banking system, it

seems that the changes have been made mostly with needs of major
internationally active

banks in mind. A move towards greater use of banks internal risk
management systems

may be a welcome step for highly developed countries. Still, for
emerging markets

implementation of the Basel II might have broadly negative
effects, as their domestic

banks are likely to be put at a further competitive
disadvantage. The IRB approach is

mostly based on the current practice of large G-10 banks and
while it may be very

appropriate for the set of large internationally active banks,
it may be extremely difficult

to implement in emerging countries. Use of the IRB approach,
which is considered to

require less capital than the Standardized approach, would
strengthen competitive

position of international in comparison to emerging countries
banks. Either way, banks,

using the IRB approach, will dominate the banking industry.
Eventually, such scenario

would probably lead to banking industry being dominated by a
small number of large

banks from industrialized countries.

INCREASE IN PRO-CYCLICALITY

Regardless of the chosen approach, it is by now widely agreed
that the new Accord will

have more pro-cyclical effects than its predecessor. Increased
pro-cyclicality of the

capital requirements under the new Accord is likely to amplify
the economic cycle,

causing excessive volatility in the availability of capital
which, in turn, may lead to
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cyclicality and therefore banks are more likely to choose
pro-cyclical models for risk

assessment than neutral or counter cyclical ones. Second,
pro-cyclicality is an inherent

feature of market sensitive risk Assessment. Third, under the
IRB approach, risk weights

assigned to different categories of borrowers depend on
underlying probability of default,

which is of a cyclical nature. Probability of default changes
significantly during time. In

boom, average probability of default will fall; this will result
in lower capital

requirements for banks, which will, in turn, lend more. However,
during a downturn the

process will be the opposite and higher probability of default
will cause capital

requirements to increase. As raising capital is expensive for
banks, especially in

recessions, the cost of bank funding will increase, banks will
lend less and thereby further

exacerbate the recession. The result of such process could be
serious liquidity problems

and credit crunches in recession, which have negative effects on
macroeconomic and

banking stability.

USE OF EXTERNAL CREDIT RATING AGENCIES

As we know the new accord replaces distinction between OECD/non
OECD and stresses

on independent credit agencies to do the rating. However this is
not a problem free

solution. Past experiences show that private sector rating
agencies may not always

adequately identify the probability of default and instead of
leading the markets they

simply parallel or even follow changes in market sentiment.
Inevitable consequence of

such behavior is that Sovereign ratings are likely to increase
during boom times and

decline during bust periods, thus exacerbate fluctuations of
conditions in credit markets

and facilitate financial crises. To address these problems, the
Basel Committee has

proposed that the ratings of private agencies could be
supplemented with ratings of
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national export credit agencies or institutions. However, the
criticism of pro-cyclicality

has been lately leveled also at these institutions, especially
since many of them have or

are expected to move towards best commercial practice.

BANKS INTERNAL RISK MANAGEMENT TECHNIQUES AND HERDING

The third area of the new Accord, which could amplify its
pro-cyclical effect, is the way

banks manage their risk. Under the IRB approach there is a lot
of stress on banks

internal risk management techniques. Pro-cyclicality can arise
from combination of the

use of modern risk management models such as DEAR (Daily
Earnings At Risk) or

Value at Risk and herding behavior of banks. Banks are inclined
to buying and selling

same assets at the same time, such actions influencing prices
and increasing volatility. As

many banks try to sell the same asset at the same time, and
there are few or no buyers,

prices fall and volatility increases. As prices collapse, for
liquidity reasons, banks try to

sell another asset, which may have been previously uncorrelated,
with the first. This not

only increases volatility on the second asset, but also
correlation. This will create

repeated rounds of selling among agents adopting similar models,
as generalized herding

takes place.

SECTION 5

IMPLEMENTATION OF BASEL II IN EMERGING ECONOMIES

STANDARDISED APPROACH AND EXTERNAL CREDIT RATING PROBLEMS
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Hurrying into an IRB based approach could cost banks dearly
because of the High

Capital Expenditures involved. Inaccurate IRB models could
defeat the very purpose of

better risk mitigation.

MULTIPLE SUPERVISORY BODIES AND DEARTH OF SKILLED
PROFESSIONALS

The Basel II definition of a banking company is very broad and
includes banking

subsidiaries such as insurance companies. In India and in many
other emerging countries

there is no single regulator to govern the whole bank as per
Basel II. In India IRDA,

SEBI, NABARD & RBI would regulate different aspects of Basel
II. The consolidated

balance sheet of the bank has to conform to CAR regulations. In
India, Regulatory capital

norms do not apply to Insurance companies. Recently, in the
falling bond markets

scenario LIC & other Insurance companies have acted as
saviors for the banks by

purchasing their long tenure bonds. Consequently, the Interest
Rate Risk borne is very

high. The complex banking structure in India is another
stumbling block. The Pillar II

implementation is the more difficult portion of the three
pillars. Risk Audits in banks are

still in their nascent stages in India. The availability of
trained risk auditors is another

problems. Basel II calls for a Risk Management structure in
banks with Risk

Management committees for Credit, Market & operational Risk
formulating the Risk

Management standards. While banks in India are implementing
this, it has remained a

ceremonial process without the training at the grass root level
to see every activity with

the lens of the skin.

CURTAILMENT OF CREDIT TO INFRASTRUCTURE PROJECTS
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PSU banks and the unwillingness of politicians to disinvest
could lead to a crisis

situation. Implementation cost of Basel II is very high and
woulddent the Tier II capital,

worsening the situations. There could be a rush for IPOs by
banks of emerging

economies in order to comply for the Pillar 1 norms of Basel 2
accord. Many of these

issues could be qualitatively lacking in nature.

NON-IMPLEMENTATION COULD IMPACT SOVEREIGN RATING

Non-implementation of Basel II & a weak banking system would
impact the

Sovereign rating further worsening the situations for banks
& the governments

Which borrow capital from advanced countries.
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SECTION 6

ALTERNATIVES AVAILABLE WITH EMERGING ECONOMIES

After discussing effects of implementation of new accord in
industrialized nations and its

effects on emerging economies let us study what options are
available with these

emerging economies. Although emerging countries have little
chance of influencing the

Accord itself and are usually perceived as decision-takers
rather than decision-makers,

they do have some choices to make. The alternatives available
are:

1 Implement the new Accord as proposed by the Basel
Committee

2 Partly modify the new Accord in accordance with their needs
and implement the

modified version

3. Design new set of principles as per individual

requirements

4 Refrain from implementing any such new principles

Implement the new accord as proposed by the Basel committee

Emerging countries are not expected to be able to influence the
decision of

Industrialized countries to implement the Basel II and will
therefore have to face some

problems arising out of it. Low awareness seems to be one of the
main reasons that

almost two thirds of responding banks indicated that they expect
to adopt the IRB

approach and nearly one third said they intend to adopt an
internal measurement

approach to operational risk. it needs to be emphasized that one
of the main concerns of
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emerging countries is that the implementation of the
Standardized approach would lead to

accumulation of bad loans in these countries. Such outcome could
have immense

consequences for the banking sector of such countries, thereby
increasing the countries

risk and consequently costs of financing.

Partly modify the new Accord in accordance with their needs
and

implement the modified version

Although the idea of adapting the new Accord to circumstances of
the particular country

seems very appealing, there are several problems related to it.
If the emerging countries

were to modify the rules of the new regulation, they would
probably try to combine some

advantages of the IRB approach with some elements of existing
policies in these

countries, thereby standardizing the IRB approach and make it
more suitable to their

specific situation. However this is not a easy task. A process
of adapting the new accord

to local conditions could turn out to be extremely burdensome
for the countries and it is

questionable whether benefits would be sufficient to offset the
costs. The other option for

regulators would be to decide and implement the new Accord only
partially. Due to lack

of skilled supervisors and sophisticated market participants,
most difficulties are expected

with implementation of the Pillar II and III. By adopting the
Pillar I and only parts of the

other two, regulators and supervisors would be able to implement
the standardized

methods of risk measurement while avoiding some the
institutional weaknesses.

Countries could gradually work on those weaknesses and implement
the remaining parts

of the new Accord when they are prepared for it. Such partial or
gradual implementation
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of the Basel II could help emerging countries to bridge some
problems and lessen the

negative impacts by giving countries more time to prepare.
However, In light of the Basel

Committee stressing the importance of the three pillars, which
reinforce one another, it is

likely that such behavior would not be looked upon very
favorably.

Design new set of principles as per

individual requirements

The third option emerging countries have is to design a special
set of rules, which will

reflect their specific situation and needs. However, such course
of action is somewhat

doubtful as emerging market regulators lack skills and resources
for such an enormous

project and would need extensive help form international
financial community to carry it

out successfully. If the international community were to provide
any form of help, it

would first have to believe that capital adequacy rules for
emerging countries should

differ from those of the industrialized countries. As this is
clearly not the case, it is highly

unlikely that emerging countries would be able to get the
necessary help for designing

and implementing a different set of capital adequacy rules.
Besides the help form

international community, collective action of emerging countries
would be needed in

order to make a special capital adequacy regime a feasible
alternative to the Basel II.

Such joint action of a large number of emerging countries with
different wishes and

needs seems quite unrealistic. In light of the above it is
unlikely for individual countries

to pursue this separate-set-of-rules path. Such choice would not
only be expensive, but it

is also likely to bring negative reactions from industrialized
countries and could
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significantly reduce a country s access to financial markets and
thereby increases its

costs of financing.

Refrain from implementing any such new principles

The fourth option for emerging countries regulators have is to
refrain from implementing

any new capital adequacy rules and devote resources to improving
enforcement of the

existing ones. This would appear to be a reasonable solution
since many countries

adopted the current Accord just a short while ago, however, in
light of expectations of the

international financial community it could only be of a
temporary nature. The Basel

Committee supports a wide implementation of the new Accord and
even though it does

acknowledge that not all the countries will be able to do it at
the same time as

Industrialized countries, they are encouraged to start with the
preparations as soon as

possible. However there are problems involved in not
implementing and the cost of non-

implementation would be more than the benefit.
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It will take to fully implement improved risk management
procedures, co-operative

measures involving governments, relevant regional and
international agencies, banks,

regulatory agencies, academics and financial research
specialists, are required to prepare

for the development of the infrastructure and the human resource
skills that will be

necessary. Careful preparation for this journey through a
transition phase will be highly

important to the successful implementation of Basel 2.

Recommendation 4: Develop information sharing arrangements
between regulatory

bodies on regulatory developments and in such areas as the
promotion of regional credit

markets

Recommendation 5: Develop practical and transparent transition
arrangements that will

guide banks on the implementation of Basel 2 and promote
co-ordination between

regulators in the region aimed at avoiding regulatory
discrepancies and minimizing

opportunities for regulatory arbitrage as Basel 2 is
implemented.

Recommendation 6: Consider lower risk weights for SME loan
portfolios. Where those

SME portfolios are secured and priced for risk and where the
enforceability

of securities is certain under local legal systems, immediate
changes can be proposed to

the BIS to give effect to lower risk weights in the lead-up to
the Basel 2 Accord

SECTION 8

IMPLEMENTATION COST
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Designing and implementing any new regulatory framework is
inevitably connected with

costs. Every country needs to have in place some kind of capital
adequacy regulation and

if emerging countries decide not to follow recommendations of
the Basel Committee;

they could either retain the existing regulation or try to find
some alternative solutions.

However, designing and implementing an alternative solution is a
demanding job,

requiring skilled and experienced policymakers, which are a
scarce in emerging

countries. Hence, it may be more effective and cheaper for
emerging markets to

implement the framework designed by the Basel Committee rather
than developing a new

system on their own. Even if emerging markets regulators decide
to adopt the new

regulatory framework, they will still be faced with high costs
of such decision. In

addition to expenses needed to apply provisions of the Pillar
1,inform and sufficiently

educate bank managers and other market participants, there are
also costs arising from

implementation of the second and third pillar. The situation in
emerging markets may not

be as severe as in some developing countries, but it is
nevertheless still troublesome.

Introducing such an advanced system of supervision, while
lacking experienced

supervisors, can hardly be a successful project. If emerging
countries were to effectively

implement all three pillars of the new Accord, they would need
significant resources and

technical assistance. In CP3 the Basel Committee made some
changes aimed at helping

emerging markets regulators and supervisors to implement the new
framework.

Regardless of everything, resources needed for the
implementation process will still be

substantial. When deciding on how to approach the implementation
and what kind of

timetable they should choose, countries will need to compare
implementation costs to

benefits arising from having the new framework in place.
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SECTION 9

CONCLUSION

This project argued that the new framework has not been designed
with emerging

markets in mind and may not be as suitable for wide application
as it was first believed. It

is also trying to show various issues arising out of
implementation of the new capital

adequacy regulation and problems emerging markets will have to
face in connection

therewith. By examining more closely the relevant issues, the
following conclusions

could be made.

The Basel Committee has recently published its Third
Consultative Paper proposing a

new Basel Capital Accord. This proposal of high complexity and
sophistication is now

under review, however, no major changes are expected to be made.
Implementation of

the new capital adequacy standards is likely to have several
adverse consequences for

emerging markets. Among the most serious concerns are those of
increased costs and/or

diminished level of lending to the emerging countries, bias in
favour of short-term

lending, enhancement of competitive advantages of large
international banks and

increased pro-cyclicality. After addressing these concerns many
authors draw similar

conclusions that inappropriate capital requirements are likely
to results in creating

additional problems instead of improving the overall stability
and soundness of financial

system. As one of the underlying principles of Basel II is to
promote safety and stability

of financial system, its creators should not disregard some
specific features of emerging

countries and probably need to pay more attention to them in
order to facilitate finding a

solution acceptable for all the countries involved. It is true
that emerging markets are
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likely to experience several negative impacts of the new Accord,
which was also

recognized by the Basel Committee itself in its latest proposal.
Some changes have been

made in order to reduce implementation problems in less prepared
countries, however, it

could not be said that solutions offered are now in line with
needs of emerging markets.

Another conclusion usually made is that although emerging market
countries have little

chance of influencing the Accord itself and are usually
perceived as decision-takers rather

than decision-makers, they do have some choices to make. In
theory, countries are free to

implement any capital adequacy regime they deem appropriate and
are by no means

obliged to comply with Basel standards. However, due to pressure
from the international

financial community, countries may have little choice but to
implement them either in

part or in whole. If they do not implement Basel II, they face
the risk that they and their

financial institutions may be punished, but if they do, they
face the prospect of wasting

finite resources, and at worst increased risk of corruption and
of crisis. The only real

choices emerging market regulators have are the choices given
within the new Accord,

the approach to and timetable of implementation.
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SECTION 10

The New Basel Accord and Indian banking scenario

55% of our respondents claim that Indian banks are unprepared
for shifting to

Basel 2 norms by 2006

Whereas 50% of public sector banks have expressed their positive
preparedness in

meeting these guidelines, only 25% of private (both old and new)
and foreign

banks are ready to meet them by 2006

The alarming statistic is that 90% of our bankers and financial
institutions

perceive that the capital requirements under the Basel 2
framework will increase.

48% of them expect the requirements to rise by between 2% and 5%
and in fact

21% believe that the rise could be between 5% and 8%.

Concerns of Indian banks in implementing these norms, as
highlighted by our survey are:

1. Low level of computerization 51.6%

2. Absence of robust internal credit rating mechanism 87%

3. Absence of strong MIS 80.6%

4. Lack of training and education 58%

83% of foreign banks aver that these guidelines will adversely
impact credit availability

RBI feels that the adoption of the New Accord would definitely
enhance the minimum

regulatory capital, especially for banks domiciled in emerging
markets on account of the

following:

i. All claims on sovereign in India are currently assigned a
uniform risk weight of

0%. The discretion to assign a lower risk weight would
henceforth be available to
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claims on sovereign (or Central Bank) of incorporation,
denominated in domestic

currency and funded in that currency. Other sovereigns are
required to be

assigned risk weight in the range of 0% to 150% on the basis of
external

assessments;

ii. Similarly, under the Current Accord, all claims on banks are
assigned a uniform

risk weight of 20%. The 20% risk weight would become the floor
under the

proposed accord. Since most of the banks are not rated they
would have to be

assigned a risk weight of 50%;

iii. The population of rated corporates is very small and hence
most of them would

have to be assigned a risk weight of 100%. The benefit of lower
risk weight of

20% and 50% would, therefore, be available only to very few
corporates;

iv. Past due loans, net of specific provisions, would have to
assigned a risk weight of

150% if the specific provisions are less than 20% of the
outstanding amount of the

loan if it is not fully secured or 15% of the outstanding amount
of the loan if it is

fully secured;

v. Claims on certain high-risk exposures viz. venture capital
and private equity, at

national discretion, are also required to be assigned a higher
risk weight of 150%;

vi. The deduction of significant investments in commercial
entities; and

vii. Explicit capital charge requirement for operational
risk.

The benefit of credit risk mitigation techniques also may not be
available as most of the

banks in emerging markets are not in a position to comply with
the preconditions
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stipulated by the Basel Committee. These apprehensions were
confirmed by the findings

of the QIS 3 conducted by the Committee.

SECTION 11
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