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ABSTRACT

The new international financid architecture has its roots in the financid crises that
shook emerging-market economies in the 1990s — Mexico in 1994-5, and East Adain
1997-8. The problems there, as well as in Russa in 1998, in Brazil in 1998-9, and
more recently in Turkey and Argentina, underscored the importance of strengthening
the internationd financid architecture.

These crises generated a broad consensus that fundamenta reforms were required in
theinternationd financid sysem.

The internationd community has launched a saries of initigives — referred to
collectivdly as the new internationd financid architecture — to drengthen the
operation of the globd financid sysem. A focd point of this architecture is the
prevention of crises.

Work on drengthening the international financid architecture is being undertaken on
svead fronts smultaneoudy. The mgor building blocks of this undertaking are
trangparency and accountability, international standards and codes, the strengthening
of financid systems capitd account issues, sustaindble exchange rate regimes, the
detection and monitoring of extend wvulnerability, private sector involvement in
forestaling and resolving crises, and IMF facilities.

This paper focuses on one of these building blocks the drengthening of financid
sysdems. In the search for increased internationa financia <ability and possible
measures to prevent future periods of systemic risk, concerns have grown that
international  financid markets themselves may be increasingly important sources of
finendd indahility.

The implementation of the proposed Basd Accord on capital adequecy is another
important initiative of the new financd achitecturee By more dosdy digning
regulatory capita charges and banks risk profiles, the adoption of the proposed
Accord could substantidly strengthen banking systems, thereby incressing the overdl
dability of the financid sysem. In the current environment of globdisation and
increasing comptition in the financid services indudtry, risks are larger in scope and
scde than ever before. Keegping pace with the changes in the risk environrment, as well
as with the newest developments in risk-management practices, poses sgnificant
chdlenges to regulators and banks dike. For supervisors, the most important
chdlenge involves developing an agpproach to capital regulation that works in a world
of diverdty and near-condant change. Financid inditutions face the chalenge of
implementing advances in risk moddling in a coherent and systematic fashion, and of
coping with conceptud difficulties regarding modd specification and data limitations
The new capitad adequacy framework proposed by the Basd Committee is an atempt
to address these chalenges. However, implementing the proposed Accord creates
additiona chalenges, especidly in an emerging-market context.

This paper gives a perspective on the new financid architecture from the viewpoint of
banks, and concentrates on the effect of the implementation of the Basd Accord on
the South African banking system. A secondary am of the paper is to identify the



chdlenges posed by the implementation of the proposed capita adequacy framework
to South African banks and bank supervisors and to see how prepared they are for
these challenges.

Although a review of annud reports of South African banks suggests a rdatively
sophisticated approach to credit risk management and the use of internd credit risk
ratings, it is likely that the raing sysems of South African banks do not meet dl the
requirements set out by the Basd Committee for the internd ratings-based approach
to setting regulatory cepitd requirements.  Recent problems at Saambou and Unifer
aso point to potentia shortcomings in the credit risk management processes of certain
South African banks.

Agang the background of South Africds sophidicated and efficient financid
markets — and yet its vulnerability as an emerging market — an overview is given of
the dructure of the South African banking sector.  This includes quantitative
indicators of financid system soundness, like various indicators of credit risk and
capital adequacy. An overview is given of the risk management practices of South
African banks, as well as of the supervisory approach of the South African Reserve
Bank. All of thisis compared to internationa “best practice’ policy guiddines.

EXECUTIVE SUMMARY

The new international financid architecture has its roots in the financid crises that
shook emerging-market economies in the 1990s — Mexico in 1994-5, and East Adain
1997-8. The problems there, as wdl as in Russa in 1998, in Brazil in 1998-9, and
more recently in Turkey and Argenting, underscored the importance of strengthening
the internationd financid architecture.

These crises generated a broad consensus that fundamenta reforms were required in
the internationdl financid sysem. The international community has launched a series
of initiatives — referred to collectively as the new internationd financid architecture —
to strengthen the operation of the globd financid system.

This paper focuses on one of these initigtives the drengthening of financid systems.
In the search for increased international financid ability and possble measures to
prevent future periods of sysemic rik, concerns have grown that internationa
financid markets themselves may be increesingly important sources of financd
ingability. Manifestaions of financid indability (incduding grester voldility in asset
price movements) are often ascribed to developments in the internaiond financid
aeng, induding financid liberdization and deregulaion of both bak activities and
international capital controls. Factors such as consolidation in the financid services
industry and increased competition amidst growing concern for shareholder vaue
further increese the potentid fragility of the internationd financid system (White
2000:12, Kaufman 2000:21.

The implementation of the proposed Basd Accord on capitd adequacy is another
important initiative of the new financid achitecturee By more dosdy digning
regulatory cepitd charges and banks risk profiles, the adoption of the proposed
Accord could subgtantidly strengthen banking systems, thereby increasing the overdl



dability of the financid sysem. In the current environment of globdisstion and
increesng competition in the financid services indudry, risks are larger in scope and
scae than ever before. Keegping pace with the changes in the risk environment, as well
a with the newest developments in risk-management practices, poses sgnificant
chalenges to regulators and banks dike. For supervisors, the most important
chdlenge involves developing an gpproach to capitd regulation that works in a world
of divergty and near-condant change. Financid inditutions face the chalenge of
implementing advances in risk moddling in a coherent and systematic fashion, and of
coping with conceptua difficulties regarding modd specification and data limitations.
The new capitd adequacy framework proposed by the Basd Committee is an atempt
to address these challenges. However, implementation of the proposed Accord creates
additiond chalenges, especidly in an emerging-market context.

This paper gives a perspective on the new financid architecture from the viewpoint of
banks, and concentrates on the role of the implementation of the Basd Accord in the
South African banking sysem. A seconday am of the paper is to identify the
chalenges posed by the implementation of the proposed capitd adequacy framework
to South African banks and bank supervisors and to see how prepared they are for
these chdlenges.

Although a review of annud reports of South African banks suggests a redively
sophigticated approach to credit risk management and the use of interna credit risk
ratings, the rating systems of South African banks do not net dl the requirements set
out by the Basd Committee for the internd ratings-based approach to setting
regulatory capitd requirements. Recent problems a Saambou and Unifer dso point
to potentid shortcomings in the credit risk management processes of certain South
African banks.

Agang the background of South Africals sophidicated and efficient financid
markets — and yet its vulnerability as an emerging market — an overview is given of
the dructure of the South African banking sector.  This incudes quantitative
indicators of financid sysem soundness, like various indicators of credit risk and
capitd adequacy. An overview is given of the risk management practices of South
African banks, as wdl as of the supervisory approach of the South African Reserve
Bank. All of this is compared to internationd “best practice’ policy guiddines.

Severd observes wan  tha the preconditions for implementing  important
components of the Basd Accord are absent in most emerging-market economies. The
findings of this pgper suggest that this is not the case in the South African Stuation.
South African bank supervisors are efficient, as evident in the findings of the FSAP.
The factors that seemingly cause minimum capitd requirements to be an inefficient
tool in enhancing bank system soundness in many emerging market countries do not
seem to be present in the South African banking sector. These factors are the lack of a
aufficiently degp and liquid cepitd market that makes the raisng of “low qudity”
capital possble, and the lack of policy measures such as loatloss provison
regulations that complement minimum capitd requirements.  Indeed, the regulatory
framework in South Africa was recently amended so0 as to be in line with international
best practice standards, and to address any limitations pointed out by the FSAP.



However, the Accord does represent new ground for South African supervisors in
severd respects — the evduation, for example, of banks interna credit risk rating
gysems. South African bank supervisors have dready Started with specific measures
to address chdlenges posed by the implementation of the Accord. South African
banks have dso started with preparations for the implementation of the Accord. Some
of the larger banks have indicated that they want to adopt the advanced IRB approach.
However, current practice does not conform to al the requirements set out by the
Basd Committee and substantid logigticd chdlenges remain.

A key chdlenge faced worldwide by virtudly dl deveopers and users of internd
credit risk raing sysems, including prudentid supervisors looking to utilize banks
interna ratings for regulatory capitd and other purposes, is the widespread lack of
good long-run data on the peformance of banks loans. The lack of such data can
impact on the ability of an inditution to develop effective raing tools. It can dso
impede efforts to verify the accuracy and robustness of ingditutions’ rating systems, to
assgn reliable quantitative loss edimates to risk grades, and to make reliable
comparisons of reaings from different indtitutions. All of the aforementioned tasks are
important not only from the perspective of the banks themsdves, but dso for the point
of view of prudentid supervisors. The paper highlights one important aspect where
current South African practice lags behind Basd Accord requirements  disclosure
regarding credit risk modeling and specificdly rating sysems. This is a key area that
needs to be addressed before the IRB approach can be implemented.

Apat from implementation chdlenges in individua countries, there is concern over
the impact of the proposed Basd Accord on globd financid sysem dability. This
includes questions about its impact on capitd flows to emerging-market countries and
the potentiad pro-cyclicad impact of the new Accord. These concerns highlight the
need for grester coordingtion within the internationd community on the reform
agendainwhat is, after dl, an increasingly integrated internationd financid system.
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1. INTRODUCTION

The new internationa financid architecture has its roots in the financid crises tha
shook emerging-market economies in the 1990s — Mexico in 1994-5, and East Adain
1997-8. The problems there, as wdl as in Russa in 1998, in Brazil in 1998-9, and
more recently in Turkey and Argentina, underscored the importance of strengthening
the internationd financid architecture.

These crises generated a broad consensus that fundamenta reforms were required in
the internationd financid system. Exiding inditutions ad arrangements were widdy
seen as inadequate for deding with very large and extremely voldile capitd flows, in
which an important part of the volaility was caused by large imperfections in the
financid markets themsdves (Griffith-Jones et a. 2000: 1). Consequently, there is a
need for processes and practices to bolster this system.

The internationd community has launched a saies of initistives — referred to
collectivdly as the new intenationd financid architecture — to drengthen the
operation of the globa financid sysem. A focd point of this architecture is the
prevention of crises. The emphasis is not only on promoting sound policies but dso
on buttressng the inditutiond underpinnings of markets. Since crises will inevitably
continue to occur, the management and prompt resolution of crises represent two
other key components of the reforms. But, however important these tasks may be, the
ultimate objective of the international financid architecture is to promote sugtained
growth and broadly shared prosperity, within and among countries.

Work on drengthening the internationd financid architecture is being undertaken on
severd fronts dmultaneoudy. Its mgor building blocks ae trangparency and
accountability, international dandards and codes, the drengthening of financid
systems, capitd account issues, sustainable exchange rate regimes, the detection and
monitoring of externd vulnerdbility, private sector involvement in foreddling and
resolving crises, and IMF fecilities.

This paper focuses on one of these building blocks the srengthening of financid
sydems. In the search for increesed internationd financid ability and possble
measures to prevent future periods of systemic risk, concerns have grown tha
international financid markets themselves may be increasingly important sources of
finencid ingability. Manifesations of finendd indability (induding grester volaility
in asset price movements) are often ascribed to developments in the internationa
finandd aena, induding financid liberdization and deregulation of both bank
activities and international cepitd controls. Factors such as consolidation in the
financid sarvices industry and increased competition amidst growing concern for
shareholder vaue further increase the potentid fragility of the internationd financid
system (White 2000:12, Kaufman 2000:21).

The Adan criss has highlighted the importance of effective financid regulation and
supervison in reducing the risk of financid crises and in limiting finendd indability
when crises do occur.
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The implementation of the proposed Basd Accord on capitd adequacy is an
important initiative to drengthen bank regulation and supervison. In the current
environment of globdisation and increesng competition in the financid sarvices
industry, risks are larger in scope and scae than ever before. Keeping pace with the
changes in the risk environment, as wdl as with the newest devdopments in risk-
management practices, poses sgnificant chalenges to regulators and banks dike. For
supervisors, the most important chalenge involves developing an gpproach to capita
regulation that works in a world of diversty and near-congant change. Financid
inditutions face the chdlenge of implementing advances in risk-moddling in a
coherent and systemdic fashion, and of coping with conceptud difficulties regarding
mode specification and data limitations. The new cepitd adequacy framework
proposed by the Basdl Committee is an attempt to address these tdlenges and thus
drengthen banking systems, thereby increesing the overdl dability of the financid
sysem. However, implementation of the proposed Accord gives rise to additiond
chdlenges severd researchers are of the view that adopting the Accord will actudly
destabilize the intenationd financid sydem, especidly in an  emerging-market
context.

This paper gives a pergpective on the new financid architecture from the viewpoint of
banks, and concentrates on the effect of the implementation of the Basd Accord on
the South African banking system. Specificdly, the probable impact of the proposed
Accord on banking sector gtability in South Africa is evaduated. A secondary am of
the paper is to identify the chalenges posed by the implementation of the proposed
new capital adequacy framework to South African banks and bank supervisors.

The possble impact of the implementation of the Accord on the South African
banking sysem is evduaed in the context of the generd financid environment in
which South African banks operate. Severd preconditions for the successful
implementation of Basd Il are disent in many emerging market countries (see Section
4.2). Therefore, an important secondary am is to evauate the extent to which these
preconditions are met in the South African context.

Agang the background of South Africds sophidicated and efficient financid
markets — and its vulnerability as an emerging market — an overview of the Structure
of the South African banking sector is given. So too, the supervisory gpproach of the
South African Reserve Bank is outlined.

The rest of the paper is organized as follows Section 2 discusses the role of cepitd
requirements in the achievement of financa ability, while Section 3 deds with the
proposed Basd Accord. Section 4 deds with the implementation of the proposed
Accord in the South African context, and Section 5 concludes the studly.

2 THE ROLE OF MINIMUM CAPITAL REQUIREMENTSIN
THE ACHIEVEMENT OF FINANCIAL STABILITY

Regulatory capitd requirements, one of the key components of prudent financia
regulation, can reduce the vulnerability of the financia sector. Credible enforcement
of uniform regulatory capitd requirements may reduce systemic risk by introducing a
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measure of confidence in the solvency of financid counterpaties. This fundamenta
objective of minimum capitad dandards may be aticulated as follows “Capitd
provides a measure of assurance to the public that an inditution will continue to
provide financid services even when losses have been incurred, thereby helping to
mantan confidence in the banking sysem and minimise liquidity concerns’ (Kupiec
and Nickerson 2001:2). It is thus broadly understood that the goa of prudentia
regulation should be to ensure the financid dability of the sysem as a whole, i.e. of
an inditution not only individudly but dso as a pat of the overdl finandd system
(Acharya2001:1).

However, the ultimate intent of capitd regulations encompasses more than the
prevention of systemic risk. This is described in a joint statement of the Shadow
Financia Regulatory Committees of Europe, Jgpan, Latin America, and the United
States (2001):

Banks should maintain a levd of capitd that is sufficient to: (a) reduce the
likelihood of bank insolvencies to a level conggtent with a stable banking
sysdem; (b) immunize taxpayers from losses incurred by government-
guaranteed bank clamants in the event of bank insolvencies, and (c) dign
the incentives of bank owners and managers with those of uninsured bank
claimants with respect to the risks assumed by banks.

Worldwide, banks operate within a public safety net: they have access to centrd bank
funds in an emergency, and they are often covered by publicly provided depost
insurance. These facilities dlow banks to transfer some of the risk in their asset
portfolios from shareholders to taxpayers without compensating them for that
increased risk. Because safety nets create incentives for banks to take on more risk,
banks must be supervised and regulated in order to restrain their ability to shift risk to
the public. Forcing banks to have sufficient capitd a risk is a way to achieve this
objective— asis made clear in the second point in the above quotation.

Although there is generd consensus on the intention of capitd regulations, there is
less consensus on the appropriate  design of capitd adequacy requirements. A key
debate, for example, centres on assessng whether regulatory standards that work in
industrial  countries are appropriate for emerging markets. Despite such concerns, a
worldwide convergence of minimum bank capitd requirements started with the Basd
Capitd Accord (the so-cdled “Accord’) published in 1988 by the Basd Committee
on Banking Supervison (Matten 1996:11). Implementation of the Accord helped to
reverse a prolonged downward tendency in international banks capitd adequacy into
an upward trend in the 1990s. Consequently, it reinforced the soundness of banks al
over theworld.

The 1988 Basdl Accord approximates to what has been termed a rules-based approach
by Karacadong and Taylor (2000:9). Such regulation sets prescriptive standards that
regulated firms are required to follow. In the context of capitd regulation, it relies
largdy on the application of Imple mechanicad formulas for assessng capita
adequacy. Rules-based regulation thus ams for condstency across inditutions.
Indeed, it might be criticized on the grounds that it adopts a “one-dze fits dl” or
“cookie-cutter” gpproach to assessng risk. The prudentid soundness of banks is
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monitored by usng a standardized risk-measurement framework, and employing data
that are based on a sngpshot of banks balance sheets on certain specified dates.

The am of the 1988 Basd Accord was to produce a comprehensive gpproximation of
credit risk based on the gpplication of a number of smple rules. This conferred on it a
number of advantages, as Karacadong and Taylor point out (2000:11). Firstly, a rules-
based approach is easy to implement. Precisdy because the Capitd Accord is
rdaivdy dmple, the framework is useful for banks and ther supervisors in
emerging-market countries, and it contributes to market transparency. Secondly, it is
an objective measure that is eadly verifiable and reproducible. Thirdly, as a common
metric in the form of the 8 per cent cepitd ratio, it is comparable across indtitutions
worldwide and promotes competitive equdity among banking indudtries.
Consequently, the Accord has been praised for contributing to enhanced market
trangparency, for promoting internationd harmonization of cepitad Sandards — and
thus a levd playing fidd within the Group of Ten (G-10) countries and esewhere (De
Swaan 1998: 232).

The gamplicity, comparability, and veifidbility of cepitd raios may, in fact, have
given markets a fase sense of certainty and security, especidly as the capitdization of
most banking systems worldwide surpassed the 8 per cent minimum. For example, a
bank with a nomindly high capitd raio of 12 per cent normdly would be
characterized as “wdl-capitdized’, given the Basd minimum requirement of 8 per
cent. And yet, a 12 per cent ratiio may be inadequate for the bank’s operating
environment and risk profile, which may warrant a capita ratio of 15 or 20 per cent
(Greenspan, 1998:3). Indeed, prior to the 1997-8 Agan financid criss, many of the
region’s banking systems were congdered adequatdly or well-capitdlized on the basis
of Basdl capitd adequacy ratios — which clearly misrepresented the solvency of banks
and their ability to cope with economic siress.

A further indication that cepital requirements have not performed their expected role
a an dfective supervisory tool in many emerging markets is evident from growth
rates of banking sysems’ net equity during the year previous to the eruption of a
mgor banking crigs. If equity capitd is a dl a good indicator of banking soundness,
banks in countries about to fdl into a mgor criss should be facing difficulties in
rasng capitd. In contrast, on the eve of disastrous crigs episodes in emerging
markets, real net equity growth was not only postive but it aso reeched very high
levels. Cases in point are Thaland, Mexico, and Ecuador where, judging from the
rgpid accumulation of equity capitd, there did not seem to be dgnds of mgor
banking turbulence,

According to RojasSuarez (2001:16) the disgppointing performance of capitd
requirements as an effective supervisory tool in emerging markets can be ascribed to
fundamental reasons that go beyond the improvements in regulatory procedures and
design features of minimum regulaory capitd requirements. Ingtead, these reasons
centre on the paticular features of financid sectors in many emerging economies, as
will be shown in Section 4.2.

However, agopropricte desgn of minimum capitd requirement remans an area of
substantial debate. In recent years, it was often argued that the 1988 Basal Accord was
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no longer gppropriate for the changing financid services landscape. For example, a
decade of financid innovations, in some cases with the intention of circumventing the
Accord, has eroded its effectiveness. This was partly due to the 1988 Accord's rigid
dructure in the computation of banks individua risks. As a result of rgpid innovation
in risk management technologies, the Accord has come to appear increasingly dated.
For example, neither securitisstion nor credit derivatives are adequately captured in
the 1988 Accord. Furthermore, its design has been blamed for severa digtortions to
the busness of banking. Growing evidence of these digtortions, together with a better
understanding of the Accord's conceptua shortcomings, has led to proposals to
redesign it.

The proposas for a new cepitd adequacy framework have been crafted over the
course of a few years, usng an unprecedented, highly interactive didogue process
among banks and their supervisors (Working Group on Capitad Adequacy 2001: 7).
The result is the proposed new Basdl Accord.

3 THE PROPOSED NEW BASEL CAPITAL ACCORD

3.1 A summary of thekey features of the proposed new Basel Accord

The Basd Committee released a proposal for a new capitd adequacy framework in
June 1999. On 16 January 2001, the Basd Committee on Banking Supervison
followed up this fird consultative document by presenting its second consultaive
document. While both the 1988 Accord and the proposed new capitd adequacy
framework share the same objectives of promoting safety and soundness in the
finencdd sydem, and of enhancing competitive equdity among eements in the
financia system, the new Accord represents a dgnificant departure from the 1988
Accord in terms of the principles it embraces and the methods it employs.

The proposed new Basdl Accord can be considered an example of a process-oriented
goproach to bank regulation. Whereas the origind Accord lad down a series of
ample rules in order to develop a common metric for setting capita requirements, the
new capitd framework envisages an agpproach in which supervisors will become less
involved in determining the precise rules of cdculaiing capitd adequecy. Instead,
supervisors will  concentrate on ensuring tha a bank’s internd risk management
procedures are adequate. This can be seen as a shift away from the mechanidtic,
formulaic approach to setting bank capital that we characterize, above, as “rules
driven” towards amore process- oriented form of regulation.

A process-oriented approach rejects both the idea of standardization and the idea that
periodic reports are a sufficient basis on which to assess a bank’s financia soundness.
Standardization is ingppropriate, it is argued, because capital adequacy must vary
according to the qudity and character of a bank’s assets, the competence of its
management, and the dability of the environment in which it operates No smple
mechanigic formula can adequately reflect these factors (Edtrella, 1998: 195). While
this has dways been true, advances in technology and product innovation have made
mechanigic formulas increesngly inadequate as a means of assessSng  capitd
adequacy. Given the dynamic, evolving character of the indudry it is not possble to
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predetermine a set of rules that will capture dl aspects of the risks incurred by banks.
This dynamism has adso undermined the traditional approach based on periodic
reporting to supervisors. As Greenspan (1996: 3) remarks:

The use of new technology and instruments in rgpidly changing finencd
markets means that some bank balance sheets are dready obsolescent
before the ink dries. They are not even necessarily indicative of risk
exposures that might preval the next day. In such a context, the
upervisor must rely on his evauation of risk management procedures as
a supplement to -- and in extreme cases, a subdtitute for -- balance sheet
facts. As the 21st century unfolds, the supervisor's evaduation of safety
and soundness increesingly will be focused on process, and less on
historica records.

The truth of these assartions is forcefully demondrated by the falure of Barings Bank
in 1995. Although initidly wel-capitdized, the bank was brought down by a rogue
trader in a matter of months (Mishkin 200:19). Thus, an emphass on the adequacy
of processes is to take the place of standardization and periodic reporting. Instead of
prescribing rules for assessng capital adequacy, supervisors should am to assess the
adequacy of the interna processes used by firms to assess their own risks.

The proposed new Basd Accord contans three fundamentd innovations, each
designed to introduce greater risk sendtivity into the Accord. Two of the innovations
concern refinements to the exiging risk-measurement  framework. These involve
permitting banks to use their own internad systems for evaluating credit risk, a process
known as “internd ratings’, or, dternatively, permitting banks to use the gradings
provided by approved externd credit assessment inditutions to cdlassfy ther
exposures into risk buckets.

The mog dgnificant innovaion of the new proposds is that they move away from
sole reliance on capitd adequacy ratios and adopt a “three-pillared” approach, with a
risk-sendtive capitd framework being reinforced by supervisory review and enhanced
disclosure, for ensuring bank solvency.

The proposed multi-track approach to prudential oversight was motivated by trade-
offs between, on the one hand, more detailed supervison and regulation and, on the
other hand, moral hazard and the smothering of innovation and competitive response
(Greengpan 1999:2). In a financid indudry landscape fundamentdly trandformed by
globdisation of markets and congtantly increasing competitive pressures, risks in the
financid industry are larger in scae and scope than ever before. Closer ties globaly
between bank supervisors and increased reliance on market discipline are essentid for
effective supervison (Barth et d. 2001:10).

Each of the proposed pillars poses sSgnificant implementation chalenges. When it
comes to the fira pillar, the hdlmark proposa to place greater reliance on internd
processes to set capital charges crestes a direct link between the regulation of capital
requirements and banks internal dructures for assessing, pricing, and monitoring the
risksinvolved in individua operations.
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The potentidly greater accurecy and coverage that could result from the use of
interna ratings sysems would have far-reaching implications both for banks and for
their supervisors. Banks would need to demondrate the drength of ther rating
sysdems and the accuracy and consstency of their risk measurement. The role of
supervisors in this regad would be a criticadl component of the substance and the
credibility of an internal ratings approach.

As an dternative to the internd ratings approach, a refinement of the exiding capita
framework, based on ratings assgned by externd rating agencies, is proposed. It
provides for trangparency and comparability in the risk-adjustment process, based
especidly on the extensve public disclosure of the criteria, methodology, processes,
and actud credit decisons of agencies. However, the use of raings in the regulatory
process has been subject to some controversy, and the maor ratings agencies have
concerns about using rdings in this way. Mog dgnificantly, the successful use of
externd ratings in capitd Standards requires rigorous approvd criteria and a robust
approva process.

Under the new proposals, the second pillar — supervisory review of capitd adequacy
and supervisory judgement — will move to the centre stage of capital regulation. This
pillar adds a discretionary, and therefore flexible, layer of control above the minimum
capitd requirements. A key component of the supervisory process is to ensure that
banks have in place adisciplined internd process for assessing capital adequacy.

The high degree of discretion and subjective judgement involved in a supervisory
review, especidly in evduating process-oriented cepitd dlocation systems, creates
room for wide incondstencies in the gpplication of capitd Standards. Ensuring that
this pillar functions effectivdly will dso require subgantid investment in the human
capitd of supervisors in the developed world, and — to an even greater extent — in
developing countries.

Market discipling, in turn, is necessary to provide incentives for banks to manage ther
risks prudently and for supervisors to peform ther tasks in a manner tha ingils
market confidence. However, nothing can take away from the importance of effective
bank management.

3.2  Preconditions for the successful implementation of the proposed new
Basel Accord in the emerging-market context

Severd  obsarvers warn  that  the preconditions for implementing  important
components of the new Basd Accord are absent in most emerging-market economies.
Wesk legd and regulatory indtitutions, and the limited human resources cgpacities of
supervisory agencies will impair the effectiveness of supervisory review in evaduding
capital adequacy. Inappropriate accounting standards and reporting systems, improper
classfication of nonpeforming loans, and under-provisoning of reserves againg
credit losses are the most important of these inadequacies. In addition, a deficient
legal framework, unable to enforce supervisory actions when a bank’s performance is
deemed faulty, serioudy undermines the efficiency of both supervisory review (pillar
two) and bank capita ratios (pillar one).
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Smilaly, without efficient markets that send appropriate signads and corporate
governance dructures that respond to them, market discipline cannot play a
meaningful role in promoating financid system soundness.

One crucid aspect in this regard is the adequacy of accounting and audit standards.
Such dandards are essentid foundations of the information required to scrutinize
banks. In particular, supervisors need to ensure that banks properly vaue loans and
alocate provisgons so that disclosed information reflects the true risk profile of banks.

Where such sandards are absent, minimum capita requirements are given a task well
beyond their intended purpose. Cepitd requirements should provide a buffer against
unexpected losses, while loan-loss reserves should take care of expected losses. In
redity, however, under-provisoning leads to inadequate loatloss reserves. As a
result, the gap between minimum required capitd and actud capitd is larger than if
banks had appropriate loanloss reserves. Therefore, an adequate design of cepitd
standards needs to incorporate an adequate design of |oan-1oss reserves.

Another manifestation of the inadequacy of accounting and auditing Standards is a
practice known as “evergreening.” Accounting and supervisory conventions in mary
countries alow banks to make nonperforming loans look good by lending additiona
money to the troubled borrower — who uses the proceeds to make the payments on the
non-performing loan, thus keeping it current (Mishkin 2000:26).

Standards done are clearly not enough. Putting high standards into effect hinges on an
adequate supply of traned accountants and reputable auditing firms. While most
indudridized countries meet high accounting and audit dandards, many emerging
economies dill need to make mgor improvements in this sphere. However,
crcumstances surrounding the Enron saga have raised questions about auditing
dandards in developed countries as well. As detalls emerged regarding aggressve
accounting practices and flawed internd governance, these prompted broader
concerns about the trangparency of individud disclosures, and a more generd unease
about the integrity of the information underpinning financid makets (Cohen and
Remolana 2001:5). Consequently, there is a need to give as much dtention to risks
and vulnerabilities arigng in the advanced countries as we do to problems in
emerging makets and deveoping countries. Kohler (2002.5) sees the Financid
Stahility Forum as having an important role in this process.

In the South African context, the financid problems of the micro-lender Unifer offer a
cae in point. Reported earnings were inflated by more than 10%; fictitious income of
R27m was declared — with the full knowledge of the company’s board, and auditors.

The ultimate test of market discipline is the extent to which inditutions — bank and
non-bank — respond to market sgnads by modifying their behaviour. This, in turn,
requires effective governance dructures and efficient lega frameworks. For example,
shareholders  ability to influence management hinges on competent board members in
an executive board that plays an active role in monitoring a company’ s managemen.

These conditions are deficient in numerous developing countries. For example, the
Latin American Shadow Finacid Regulatory Committee (2001:5) warns that week
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judicid enforcement, poor bankruptcy laws, and unrdigble property regidries limit
the incentives for borrowers to repay ther loans. In the South African context, certain
ssgments of the finanda infrastructure need urgent dtention — such as the
transparency of so-caled over-the-counter (OTC) markets, and the capacity of the
police for invedigaing commercid crime and effectivdly prosecuting offenders
(Bank Supervison Department of the South African Reserve Bank 2002).

Another obstacle that could potentidly hinder the successful implementation of the
new Basd Accord in an emerging-market context is the lack of deep and liquid capital
markets. Even when accounting, reporting, and legd frameworks are adequate,
copitdizetion ratios will be less effective if liqud makets for bank share
subordinated debt, and other bank liabilities and assets are not available to vdidate the
“red” vaue of bank capitd as diginct from its accounting vaue. For example,
changes in the market value of bank capital provide supervisors in industrid countries
with information about the qudity of reported capitdl.

Rojas-Suarez (2001:11) argues that asset ownership, both financia and red, is highly
concentrated in emerging markets. Because wedth is highly concentrated, the
potentidl market for equity capitd is smdl, and hence concentrated and
uncompetitive. In such an enwironment, supervisors have difficulty  determining
whether shareholders wedth is redly at risk when they supply equity capitd to a
bank, snce shareholders can finance ther stake with a loan from a relaed party,
which may even be a non-financid corporation, and hence outsde the purview of the
regulators. Thus, concentration of wedth provides incentives for bank owners to
supply low-qudity bank capitd and therefore undertake higher risks than in industria
countries.

This suggests that it is rdatively easy for bank owners in emerging markets to rase
large amounts of low-qudity equity capitd reative to the bank’s capital base in a
ghort time. The rgpid growth of net “accounting” equity displayed on the eve of
banking crises in severd emerging markets reflects the “low quality” of capitd in
these economies. Lacking a maket that assesses the quality of bank capitd,
capitalization ratios cannot reved the “true” riskiness of bank activities and, therefore,
cannot serve as an effective component of an early warning system.

3.3  The potential impact of the implementation of the proposed new Accord
on financial sector stability

According to saverd academics, it is likdy that the new Accord will have sgnificant,
and broadly negetive, repercussons for the developing world, both internationdly and
domedticdly (for example, Griffithh-Jones and Spatt 2001, Rojas-Suarez 2001, and
Danidson et d. 2001). This is due manly to the impact of the new Accord on the
lending environment, as wdl as to its impact on compstitive equdity in the banking
sector.

The &hift in empheds from rules to process-regulaion involves foregoing the
verifiability and comparability of capital ratios across banks and banking systems to
the extent that there would be a greater reliance on internd risk measurement and
control sysems. This would have important consequences. Banks would have to be
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evduated more holigicdly by andysts and regulators dike, and capitd raios would
become more difficult to interpret in isolation. The terms “undercapitdized” and
“well-capitdized” would be difficult to desgnae without in-depth andysis, and
taking into account whether or not the levd of capitd adequatdly reflected the risks
embedded in the asset portfolio.

The large amount of discretion given to banks and regulators aisng from the
proposd contains an inherent incentive for regulatory forbearance by the authorities.
As dated by the US Shadow Financid Regulatory Committees “The number,
complexity, and opagueness of the new rules established under the Basdl proposa
would add to regulatory forbearance by meking it harder to hold regulators
accountable for their judgments of bank risk.” For example, this greater discretion
cregtes the inherent danger that regulators may use their discretion to lower capita
ratios for banks under their control in order to afford them a competitive edge.
Alternatively, they may choose to gick to the minimum ratios prescribed under pillar
one when prudence would suggest higher cepital charges. Furthermore, supervison,
with its heavy reliance on the judgement of individua supervisors, makes extremely
intendve demands on the human capitd of bank supervison departments.

Through “contagion” effects, regulatory forbearance in indudrid countries can
severdy wesken asset portfolios of banks in emerging markets. One of the best
examples of this kind of contagion was provided by the East Adan criss. In Japan, in
the midst of the recent banking criss authorities reaxed regulatory and supervisory
requirements to give additiond time to banks to resolve ther difficulties. However, as
demondrated by numerous episodes in a large number of countries, regulatory
forbearance had effects opposite to those expected by the authorities: banks increased
rather than reduced their risk-taking activities. In the Jgpanese case, this practice
involved increasing loans to banks and companies in East Adan countries without the
aopropriste assessment of the qudity of the projects being financed. Fudled with
additiond funds, banks in East Asa dso had the incentive to expand financing
without due evauation of project qudifications. As is wel known, the end result was
a degpening of the banking crigs in Jgpan, and the weskening of banks in emerging
Eas Adan countries, al of which contributed to the ensuing banking criss in the
region.

A supervisory programme as envisaged under the new capitd adequacy framework
has serious resource implications for most bank supervisors. Mogt  supervisory
agencies in emerging economies are dready underdaffed, and supervisors underpaid.
Rdying on supervisory review to a greater extent then hitherto may involve such
workers in making important judgements that they may be technicaly ill-equipped to
make, or which they find hard to maintain in the face of oppostion from powerful and
well-connected senior bankers.

Supervisory authorities in G-10 countries, and particularly in emerging markets, will
be hard-pressed to mobilize the necessary resources to establish and operate effective
supervisory review functions as required under pillar two. This will dso be the case in
South Africa One thing which suggest that the requirements of the new capitd
adequacy framework will lead to a subgtantid reorganization of banking supervison
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in South Africa is the fact that the process of on-dte supervison only became fully
operationd during 2000 (South African Reserve Bank 2000:1).

These concerns are especidly serious in the light of the current dtate of bank
upervison in many countries.  Indeed, there has been insufficent monitoring of
banking inditutionrs in many emeging-market and trangtion countries (Mexico,
Ecuador, and East Asa being recent examples), but it has dso been a very serious
problem in indudridized countries. The inadequacy of bank supervison in Jgpan and
the problems it has caused are wel known, with the lack of resources for bank
supervison exemplified by the fact that the number of bank examiners in Japan is in
the order of 400 — in contrast to around 7000 in the United States (Mishkin 2000:22)

The greatest risk is that supervisory resources will be diverted away from the
upervisory review of rdaively wesk low-franchise vaue banks onto srong high-
franchise vaue banks which will be amongs the firg to shift to the IRB gpproach.
Consequently, the scope of supervisory review must be adjusted to clearly focus
scarce supervisory resources onto the monitoring of weak banks with low incomes,
low capitd, and high risk. If this is not done, overdl regulatory discipline could be
serioudy weakened (Milne 2001:18).

The consensus among andydts is that the mogt likey outcome for emerging markets
in the near future is an adoption of the standardized approach of the newly proposed
Accord. As indicated in Section 4.5, this is not the case in South Africa. Severd South
African banks plan to adopt the internd rating-based approach. Nevertheless, the
implementation of the sandardized approach would have important implications for
financia gability in emerging markets

One of the criticiams is the question of the rdevance and suitability or gpplicability of
these proposals with regard to emerging markets. What follows sets out are some of
the mgor issues in this regard (Cantor 2001:175-177, Griep and De Stefano 2001
151-158, Barclays 2001 2-9, IMF 1999:152).

By usng ratings as a tool of regulaion, regulators fundamentaly change the nature of
the rating agency product. Issuers pay rating fees, not to facilitate access to the
capitd market, but to purchase a privileged datus for their securities from the
regulator. As a result, licensed rating agencies will have a product to sdl regardiess of
the andytic qudity of ther raings and ther credibility with the invesor community.
Hawed incentives promote aggressve raing practices that, in turn, will undermine a
capital adequacy system based on such ratings.

There are concerns aout how accuratdy credit ratings reflect underlying risks —
paticulaly for soveregns. Unlike with corporate ratings, credit rating agencies
currently have only a limited, and mixed, track record when it comes to rating
anything less than an ultraprime borrower, as recognized both by the Bade
Committee and the rating agencies themsdves (Monford and Mulder 2000: 4-6) . In
its review of raing agencies the IMF (1999) highlights — in addition to limited track
record — the lack of an explicit and probabiligic methodology as wel as limited
resources devoted by rating agenciesto sovereign ratings.

11
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Based on higoricad experience, emerging-market  countries have  suffered
downgrading of their sovereign raings — a dtuation which a number of recent sudies
have labdled as “excessve” Since the sovereign rating is generdly the pivot upon
which dl of a country’s other ratings depend, this could determine a de facto cdling
for the private sector. The effect of sovereign ratings on capitd requirements can be
even more pronounced, since corporate ratings in emerging-market countries are more
tightly linked to sovereign ratings changes. The correation between sovereign ratings
and firms ratings is dmost nonexigent for G-10 countries. However, the correation
between the two kinds of ratings becomes incressingly tighter as the country income
level decreases.

As an extendon of the above, it has been argued that the links between regulatory
requirements and ratings changes can have a sharp impact on markets, both nationd
and internationa. For example, one concern is that if during a crids a sovereign is
suddenly downgraded, from investment to noninvesment grade, a number of
indtitutional investors could be faced with higher capital charges or be prohibited from
continuing to hold the sovereign’s securities. The ensuing portfolio adjustments could
limit the funding avalable to sovereigns and/or impose higher borrowing codts. In this
regard, the work of Altman and Saunders (2001: 25) shows that “traditiond” agency
ratings could produce cydlicaly-lagging — rather than -leading — capitd requirements
which would enhance ingtability in the banking system rather than reduce it. Manford
and Muler (2000) generate a modd of sovereign ratings of emerging-market
countries; it suggests that the use of ratings for capitd requirements as proposed in the
new Bade Accord would result in dgnificantly sharper fluctuation in required capita
than under the current Accord. Voldility of banks capita requirements in poorer
countries would be increased, and the cost of capita for the best inditutions of those
countries would be higher than for peer inditutions from more developed economies.
In turn, this would negatively affect the avalability and cost of credit in emerging-
market countries.

Externdly rated counterparties account for a smdl proportion of corporate and
financid borrowers. Owing to its limited coverage, the rating-based approach
potentidly creates a more “uneven playing fidd’, favouring US banks and banks
which hold traded debt.

Long-term empirical studies conducted by the two mgor rating agencies, Standard
and Poor's and Moody’s, reved a well-defined correlaion between credit rating and
the probability of default: a lower credit rating corresponds to a higher probability of
default (IMF 1999:105). Furthermore, these studies find that lower credit ratings are
less stabl. However, these studies employ data sets containing mainly US companies,
presenting very little evidence of the dability of corporate raings in the emerging-
market context.

In spite of the very rapid growth of ther internationa activities in the last decade, US-
based rating agencies have devoted their efforts to the more developed economies. In
such economies, margina and fixed costs associated with rating additiona firms are
lower, and/or the demand for ratingsis higher.

12
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Rated firms are now more widdy spread, geographicdly, than two decades ago,
because of the progressve globdisation of goods and financd markets. This
development is the consequence of both the greater scope of coverage of the larger
internationa rating agencies (S&P, Moody’'s, Fitch) and of the more active presence
of naiond raing agencies An example of the development in the scope of coverage
of large internationd rating agencies is the increase in the number of foreign currency
sovereign ratings provided by Standard and Poor’s. This number has increased from
only 11 countries 20 years ago, to 25 in 1989, and to 80 in 1999. The expandon of the
number of rated firms has followed that of the sovereign ratings. At the end of 1999,
only sx countries among those that had an S&P sovereign rating did not have any
individua firm rating (Fern et d. 2001:124).

However, the attainment of a worldwide scope of coverage is a very recent
phenomenon, providing too limited a sample for comprehensve assessment of the
accuracy of rating agencies for non-G10 countries.

It appears that the tota number of rated firms declines sharply in countries with low
incomes. The number of rated firms is particularly low when it comes to non-banks..
The median raing of the high-income countries (G10 and nonG10) are <olidly
postioned above the level of invesment grade, while both the middle- and lower-
income groups are below the level of investment grade. (Fern et d. 2001:122).

The debate on the accuracy and dability of ratings has so far been dominated by the
agencies falure to give advance warning of the Adan criss (IMF 1999 145).
Indeed, the East Adan criss and the other crises that hit emerging economies during
1997-8 compelled agencies to greetlly (and belaedly) revise ther ratings of the
countries affected by the criss. The sovereign and private-sector ratings in emerging
economies in 1997-8 may be a case in which the revison of ratings could have had
some undesired macroeconomic consequences had it been related to banks minimum
capita requirements.

Ratings were sharply downgraded for sovereigns. Besides the downgradings d Brazil,
Venezuda and India, the sharpest downgradings affected the East Adan criSs
countries. Indonesia, Korea, and Thaland fell beow investment grade and Mdaysa
came close to the threshold. Various papers have clamed that rating agencies behaved
pro-cyclicaly, downgrading these countries sovereign ratings excessvely with
respect to their underlying fundamentas. (Kaminsky and Reinhart, 1999).

Sovereign ratings did show some upward revison in 1999, as soon as recovery started
for East Adan criss countries. This is conggent with the hypothess that the 1997-8
downgradings were excessve. However, the upward revisons did not trandate
equaly rapidly in relief for these countries corporations. Both the Korean and Thai
sovereign ratings were brought back to investment grade in 1999, but this did not
happen as soon for Korean and Thai corporations.

The failure to predict the Mexican and Adan crises has been attributed to a number of
factors. Firdly, rating agencies are said to be influenced by the compensation they
receive from issuers. According to this argument, the agencies would hestate to
downgrade issuers from fear of losgng busness Secondly, the agencies ae
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purportedly reluctant to downgrade sovereigns for fear of precipitating sdf-fufilling
crises. Indeed, it is not uncommon for downgraded sovereigns to blame the rating
agencies, among other things, for their troubles. Findly, some argue tha the rating
agencies are inadequately staffed and therefore not up to the task (IMF 1999:135).

It appears, however, that market spreads, as well as market anaysts reported in
Institutional Investor and Euromoney, provided sgnas smilar to those of the credit
rating agencies. Furthermore, in reviewing developments since the beginning of the
Adan crises, the credit risk professon has identified a number of economic factors
that will recaeive increased emphasisin evauations of countries' creditworthiness.

Credit ratings and downgrades have been shown to have been affected by factors such
as issuer-industry and domicile. Actua occurrences of defaults and recoveries have
not aways corrdaed with these ratings, as shown in a number of empiricad Sudies.
Nickdl et d. (2001) found that the rating trandtion matrix of US-domiciled and UK-
domiciled issuers closdly resembles that for the sample as a whole Japanese
domiciled entities, on the other hand, differ subgtantidly from the whole sample. The
1999 Japan Centre for Internationa Finance (JCIF) study suggests Moody’s ratings of
Japanese companies may be relatively tough, since fewer defaults have been observed
over time in Japan than would have been predicted by Moody's ratings. However,
Ammer and Packer (2000) found that credit ratings appear to have been cdibrated
successfully across US and foreign issuers.

The empirica results of Ammer and Packer, and Nickell et d. dso suggest that credit
ratings have not aways been consstent across issuer sectors. In particular, US banks
experienced sSgnificantly more defaults than US indudrid firms, teking the year and
credit rating as given. The results of a sudy by De Beer et d. (2001) suggest that in
the cae of emerging-market companies, credit ratings are not pefectly cdibrated
across ratings-issuer and indudtry.

In addition to the above-mentioned potential impact under the standardized approach,
adoption of the IRB approach can dso potentidly destabilize capitd flows to
emerging-market countries.

It is envisaged that the mgor banks lending patterns will sgnificantly change as they
adopt internd ratings-based approaches. The outcome of these changes is likely to be
a dgnificant reduction of bank lending to the developing world, and/or a sharp
increase in the cost of internationd borrowing for much of the developing world.
Recent research has suggested that adoption of the IRB gpproach as currently
proposed would result in  speculative-grade borrowers (BBB- or lower) being
effectivdly excduded from internationd bank lending. The implications of this are that
large parts of the deveoping world will no longer be able to access internationd bank
lending on terms likely to be acceptable. This is likdy to be fet most severdly in the
poorest, and lowest-rated, countries. These are the very countries in most need of
access to finance (GriffithhJones and Spratt 2001:11). Naturdly, the impact of this
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effect will depend on the degree to which a country relies on internationa bank
lending. In the case of South Africa, this should not pose serious problems:?

A related concern is that the proposed modified Accord could enhance the pro-
cyclicd features of capitd requirements. Regulatory pro-cydlicdity occurs because, in
the mids of an economic contraction when non-performing loans tend to incresse
ggnificantly, banks are required to increase provisons, which, in turn, may result in
capitd ratios below the minimum required. As rasing capitd is expendve for banks,
egpecidly in downturns, the cost and avalability of bank funding increases,
exacerbating the recesson, and further degpening the non-performing loan problem.

Although there are different views in this regard, this effect would probably be greater
under the internd-rating based approach. Under the IRB agpproach, the drive for risk-
weights to more accurately reflect PD is inherently pro-cydlicd in that, during an
economic upswing, average PD will fdl — and thus incentives to lend will increese.
Conversdly, during a downturn, average PD will increese (due to more difficult
economic circumgtances) and, in consequence, a credit crunch may develop with al
but the mogt highly rated borrowers having difficulty atracting funds (Griffith-Jones
and Spratt 2001:12).

The Basd Committee has recognized this concern, but argues as follows “The
Committee has dso consdered the argument that a more risk-sengtive framework has
the potentid to amplify business cycles. The Committee believes that the benefits of a
risk-sengtive capita framework outweigh this concern.”

Griffith-Jones and Spratt (2001:12) argue that the trade-offs in terms of costs and
benefits are largely applicable beneficid to the mgor, internationaly active banks. It
is likdy that the deveoping world will fed the cods disproportionately (reduced
lending coupled with an increesed scde of crises) while smultaneoudy  dtracting
none of the benefits. In addition to potentid adverse macroeconomic effects, the pro-
cyclical nature of the new Accord poses a consderably greater chalenge to cepitd
managers. This introduces a new and potentidly sgnificant dement of uncertainty
into capital planning (Barclays 2001:15).

The answver may lie in the implementation of an explicit counter-cyclicd mechaniam
that would, in boom periods, and in contrast to ratings, dampen excess bank lending.
Severd mechanisms could be used to introduce a counter-cycicd dement into
regulation of bank lending. One mechanism would be to get the required capitd retio
higher in times of boom, and to dlow banks to use the additiona cushion provided by
the higher capitd ratio, so that they could sudain lending in times of recesson a a
lower capita asset ratio (when increased bad loans are likely to be reducing their
capitd).

A second mechanism for introducing a counter-cyclicd eement into bank lending
regulation is for regulators to encourage higher generd provisons to be made for

LA counterargument is that more risk-sensitivity in the Capital Accord could also give financial
institutions, corporates, and governments incentives to deal quickly with problems in order to restore
their creditworthiness. In the long run, this could actually help stabilize capital flows.
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possible loan losses (i.e. subtracted from equity capita in the books of the bank) to
cover normd cydlica risks.

The impact of the new capita adequacy framework on the competitive equdity
between banks of different countries is a further concern (Sironi and Zazzara 2001:8).
Banks in developing countries are liable to face increased competitive pressure from
internationdly active banks that have adopted the IRB gpproach and have further
enhanced ther exising competitive advantages through the use of more findy-tuned,
and therefore lower, capitd requirements. Indeed, in their comments on the new
Accord, both Deutsche Bank’'s Globa Markets Research Divison and Moody’s
Globa Credit Research Depatment argue that this impact is likely to lead to smdler
banks being a a disadvantage, with further industry-wide consolidation being the
ultimate result. In developing and trangtion countries, this may imply an accentuation
of current trends towards a strong increase in the proportion of foreign banks control
of the banking indugtry (Griffith-Jones and Spratt 2001:13).

Furthermore, (Griffith-Jones and Spratt 2001:2) argue that emerging-market banks
atempting to switch to the more sophisticated approach (so as to avoid a higher
cagpitd requirement) will find it extremely complicated and demanding to do so, if not
impossble in the medium term. This argument does not seem to be gpplicable to
South African banks. Severd large banks have dready indicated that they are
confident that they will be able to adopt the IRB agpproach (see, for example, the First
National Bank Annua report 2001:77).

Nevertheless, the potentid impact of the new Accord on competitive equaity remans
of ggnificant concern.  The need to enhance competitive equality and prevent
“excessve consolidation in the financia sector” aso arises from the need to promote
the safety and soundness of the financid system (Swiss Bankers Association 2001:4).

Competitiveness in the internationd arena is a serious concern in the South African
banking sector. South Africa’s biggest banks are smal compared to large internationa
banking groups. Indeed, being competitive on an international leve was pat of
Nedcor's rationde behind the hogile take-over bid for Standard Bank (Marcus
2000:6).

Agang a background of increesngly integrated internationad financid markets,
competitive pressures in the financid sarvices arena, and the growing concern for
shareholder value, there ae concerns about the possible impact of the new Accord on
financid maket dability. This is patly due to the falure of the proposed regulations
to consider the fact that risk is endogenous.

The endogendty of risk implies that voldility is determined in the market, in large
part by the behaviour of dl individua market participants.

As a consequence, systemic dability is determined by the collective behaviour of
individud market players. Thus it is of specid concern how the proposed regulations
would induce the harmonization of invesment decisons during crises with the
consquence of dedabilizing rather than dabilizing the globd financa system
(Danielson et d. 2001:4).
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In times of crigs, endogeneity may maiter enormoudy if market participants become
more homogeneous as a result. Usng smilar risk modds, they may pursue smilar
drategies to mitigate the adverse effects of the onsetting criss. In such a case,
individud actions may reinforce each other. Condder, for example, a fal in prices.
Market paticipats may then have an incentive to sdl assats which in turn is
reinforced if other participants also sdl assats — thus reducing prices even further.
This effect is a pure externdity: individua banks do not take it into account when
making decigons, and yet it affects the dability of the banking sysem as a whole
(Persaud 2000:6).

Thus, according to Danidson et a. (2001:7) employing VaR or smilar gpproaches to
measuring risk for regulatory purposes is problematic in two senses. Frdly, by faling
to acknowledge the endogeny of risk and liquidity a the sydemic leve these
goproaches produce inaccurate volatlity edtimates. Secondly, by encouraging al
market paticipants to employ Smilar risk-moddling techniques, regulaion renders
them more homogenous in risk-averson and trading drategies, thus causng the
financia system to become less sable.

Findly, the absence of an integrated credit and market risk framework is criticized.
However, such an integrated risk management framework is not easily accomplished.
And it implies condderable chalenges to bankers and supervisors dike. Very few
banks, even the bigger, internationdly active banks, are capable of such an approach.
The level of technologicd sophigtication required is probably absent in most
devdoping countries. This emphasizes the great chdlenge of harmonizing nationa
dandards that are binding on the minority of risky banks — but which are not unduly
burdensome to hedthy and prudently managed banks — and which incorporate
objective and neutrd criteria, as well as achieve a defensble compromise between
adminigtrative amplicity and theoreticd accuracy (Federal Reserve Bank of Chicago
2001:1).

4 IMPLEMENTATION OF THE PROPOSED BASEL
ACCORD IN THE SOUTH AFRICAN CONTEXT

The possble impact of the implementation of the proposed Basd Accord on the South
Africen banking sysem is evduated in the context of the gened financid
environment in which South African banks operate A quedtionnaire is dso
employed; it is intended to identify chalenges regarding the implementation of Basd
Il on a micro bank-specific level, and evaduate the preparedness of South Africa
banks. The quedtionnaire addresses specific issues regarding the implementation of
the new Basd Accord — such as South African banks preferred approach to the
cdculation of regulatory capitd requirements for credit risk, as well as perceptions
regarding the biggest chdlenges posed by the implementation of the new Basd
Capita Accord. The current disclosure practices of South African banks (as reflected
in annua reports) are evauated, based on a survey of the Basd Committeg's
Trangparency Group which deds with the public disclosure practices of
internationdly active banks.
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4.1 A profile of the South African banking sector

Gdbad and Late (1999:8) classfied the South African financid sysem as “well
developed” in their study using a set of six indices representing key characterigtics of
the finandd sydems in 38 sub-Saharan African countries. These indices incude a
market dructure index, a financid products index, a financid liberdization index, an
inditutional environment index, a financid openness index, and a monetary policy
insruments index. South African banks are generdly regarded as well managed and
they generdly have in place sophidicated risk-management systems and corporate-
governance dructures. However, compared to the biggest internationd banking
groups, even the largest South African banks are reatively smdl. For example, at 31
December 2000, the total assets of Citigroup amounted to US$902 210 million. For
Barclays and ANM Amro the corresponding figures are US$473 052 and 505 415
respectively (Basel 2001d:20).

The aggregated balance sheet of the barking sector in South Africa, as a 31
December 2001, equaled R1045.6 billion, as opposed to R819.2 hillion as a 31
December 2000 _. The tota funds of the banks — made up of capital, reserves, depodts,
and loans — increased by 24.1% (year-onryear) to a bvel of R1034 billion at the end
of 2001. The growth in total assets was brought about by an increase of 23.6% in
loans and advances. Of these totd assets, 69.1% was concentrated in the big four
banks.

The vaue of industry assets has more than doubled in nomina terms between 1994
and 2000, which is reflected in the increasing contribution of the sector to GDP. In the
year 2000, the financial sector contributed 20% of the country’s economic product.
The rdaivey lage dze of South Africen banking reflects the development and
sophidtication of the financid sector in this country.

By the end of May 2002, the South African banking system conssted of 32 locdly
controlled registered banks, as well as 15 locd bank branches of foreign banks, and
about 55 representative offices of foreign banks (SA Reserve Bank 2002). Foreign
banks, targeting a corporate and wedthier clientele, hold about 8.1% of the tota
assts of al banks doing businessin South Africa.

Although opening the domestic banking sector to foreign banks is one possible way of
fostering banking sector stability in the South African context (Mihajek 2000:24), the
rdaivdy smdl shae of foreign banks cannot be seen as an indicaion of an
unsophisticated banking sector. Indeed, localy controlled South African banks are
generdly regarded as sophidticated and well managed.

The levd of concentration in the South African banking sector is high, with ABSA,
Standard Bank, First Rand, Nedcor, BOE, and Investec making up 83.2% of the
market share (at the end of 2000) and 81.2% a end of December 2001 (Hawkins
2001:10). Mogt of the market segments are overshadowed by the “big sx”, expect for
resde and repurchase agreements, where some of the overseas banks or their branches
have a dgnificant share of the market. Instament finance by the big sx accounted for
approximately 90.8% of the totad at September 2000. The figures were 94% and 88%
for mortgage lending and corporate overdrafts and loans, respectively.
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4.2 A credit risk profile of South African banks

An andyss of overdue amounts and large exposures can give an indication of the
level of credit risk in the South African banking sysem. In terms of the amended
Regulations relating to Banks which became effective on 1 January 2001, banks
have to classfy dl loans and advances according to the quality of the assets on a
monthly basis. About 78.3% of the banking sector’s assets (84.4% in December 2000)
earned a reasonable margin, 5.9% (December 2000: 5.3%) earned a smdl margin, and
the remaining 15.8% (December 2000: 10.3%), including infrastructure, earned no
margin.

The ratio of net overdues (that is, gross overdues less specific provisons) to net
qudifying capitd and resarves is used internationdly to benchmark the extent of
amounts overdue in a banking sector. Net overdues as a percentage of net qudifying
capitad and reserves amounted to 21% in January 2001. By the end of December
2001,this ratio had improved to 17.3% — which was wdl within the internationd
benchmark of 25%.

Expressed as a percentage of total loans and advances, gross amounts overdue
decreased from 4.3% in December 2000 to 3.9% in January 2001, mainly because of
the amendment of the definition of “overdues’ in January 2001. By the end of
December 2001,the gross amount overdue (as a percentage of totd loans and
advances) amounted to 3.2%.

The implementation of the amended Regulations relating to Banks made it possible to
determine the exact amount of specific provisons made and the vaue of the security
held agang loans cdassfied as nonpeforming. By the end of December 2001,
specific provisons covered about 46% of dl overdues. Internationdly, it is generdly
accepted that specific provisoning should cover a least 40% of non-peforming
loans, which indicates the dightly more conservative sance of South African banks in
this regard. At the end of December 2001, about 22% of overdues were covered by
Security.

The nonperforming loans of the total banking sector stood a a level of R25,7 hillion
a the end of January 2002. Other loans and advances overdue (that is, excluding
mortgage accounts overdue and instament accounts overdue) condituted the mgor
portion of accounts overdue, namey 55%. Mortgage and ingament accounts
overdue condtituted 34% and 11%, respectively, of total overdues. The tota gross
overdues of the banking system prior to the East-Adan criss of 1998 amounted to
R15,5 hillion, attributable to the high interest rates of 1998 which manifested in the
overdue accounts.

4.3  Prudential requirements
4.3.1 Loan provisioning requirements
As of January 2001the amended Regulations relating to Banks require large

exposures granted not to exceed 800% of capitd and reserves, in line with the
guiddines of the European Economic Community. In terms of these guiddines, those
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large exposures granted that exceed 15% of capita and reserves should not exceed, in
total, 800% of capitd and reserves, and no single exposure should exceed 25% of an
inditution's capital base. Large exposures granted were a a levd of R1,4 hillion in
January 2001 (representing 1 874.8% of net qudifying capitd and reserves),
compared to R690 million (representing 962.8% of net qudifying capitd and
reserves) in December 2000. These figures include, amongst other things, exposures
to Government and inter-bank settlements. The above-mentioned regulations refer
only to large exposures to private-sector non-bank borrowers. Overdues in respect of
large exposures decreased from R437,7 million in December 2000 to a levd of
R216,7 million a the end of December 2001. Specific provisons covered about
75.9% of overdues. The remainder of the overdues were covered by the value of the
security held by banks.

In South Africa the loan clasdfication requirement is 120 days, and the foreign
exchange risk exposure of a bank, referred to in South Africa as the net open postion,
may not exceed 10% of its capitd and reserves. The net open pogtion has recently
been tightened (from 15%) as of 1 January 2001.

Banks adequacy of hedging againgt exchange-rate risk is reflected in the net open
position in foreign currency after hedging. Measured againgt capital and reserves, the
maximum net open podtion in foreign currency dfter hedging over the lagt twelve
months fluctuated between a minimum of 3.1% in August 2001 and a maximum of
54% in January 2002. Despite the high voldtility of the rand during the latter part of
2001 and the early pat of 2002, banks remaned safdly within the <ipulated
maximum limit of 10% of cepitd and reserves, and were thus adequately hedged
againg exchange-rate risk during thistime.

The adequacy and good qudity of the South African bank supervison framework is
evident from the above discusson. Minimum capitd requirements are supplemented
with adequate regulations in terms of loanloss provisons, loan classfication,
provison for large exposures, and foreign-exchange risk. These regulations are in line
with international best practices. And, in generd, South African banks operate well
within these guiddlines and regulations.

4.3.2 Minimum capital requirements

It is a wdl-accepted recommendation that minimum capital requirements need to be
above 8% in emerging makets. The higher levd of economic and financid volatility
in emerging markets redive to indudria countries implies that the buffer gock
needed by banks to westher unexpected shocks without becoming insolvent is larger
in the former set of countries than in the latter. Higher voldility trandates into greeter
standard deviation br a portfolio’s unexpected losses and, therefore, to the need for a
larger buffer. South African bank supervisors recognized this concern and recently
increased minimum capita requirements to 10% of risk-weighted assets.

South African banks are wdl capitdized, and the average risk-weighted capital-
adequacy ratio for the banking system stood at 11.1% at 31 January 2002 (January
2001 12.5%). Almost 50% of the banks have a capital-adequacy ratio of 15% or
more, whilst those banks that do not meet the newly required minimum capitd
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adequacy of 10% have phase-in programs in place over the short-term, which have
been approved by the present author.

For 2001, the average capitd and reserves held by the banking sector amounted to
R924 hillion (R76,3 bhillion in December 2000). An andyds of the percentage
digribution of banks in terms of cepitd adequacy a the end of December 2001
reveds tha 11.5% (2000: 20.4%) of the tota number of banking inditutions did not
meat the new minimum cgpitd-adequacy ratio of 10%, whereas 34.6% of banking
ingtitutions (2000: 44.4%) had capitd-adequacy ratios that exceeded 20%.

Banking inditutions that reported capitd-adequacy ratios of above 20% (that is,
34.6% of inditutions) represented only 2.6% of total banking-sector assets. Banking
inditutions with a capitd-adequacy ratio of between 10% and 12% (30.8% of banking
inditutions) represented the biggest portion of total banking-sector assets, namely,
4899%. The banking inditutions tha did not meet the minimum capitd-adequacy
requirement of 10% represented 39.1% of total banking-sector assets.

At the end of December 2001, primary capital and reserves congtituted 71.8% (2000:
73.7%) of qualifying capitd and reserves before deduction of imparments amounting
to R124 hillion (2000: R11,2 hillion). The net quaifying capitd and reserves growth
of 16.3% during 2001 was lower than the growth in the total balance sheet of 27.6%.

A sudy by Bath e d. (2001), containing detailed and comprehensive information on
the regulation and supervison of commercid banks in 107 countries, indicated that
South African supervisors received a high score for “capita stringency.”

The Bath et d. study includes three different capita regulatory variables that capture
different but complementary measures of the doringency of regulaory cepitd
requirements across countries. South  Africa scores relaively highly in dl  these
measures. For overdl capitd dringency, the South African score is five. However, in
terms of current capitd regulations South Africa obtains the maximum score of Six. In
terms of the capitd regulatory index, South Africa obtans a score of six out of a
maximum of nine. The specific messures, as well as South Africas “score” for each,
arerecorded in Appendix One.

The efficiency of capitd requirements in the South Africen context is dso
demongrated by the fact that the South African banking sector remained remarkably
reslient in the face of financid crises like the Eag-Adan criss of 1997-8. However,
to some extent, the South African banking sector experienced some sSgns of
vulnerability a the beginning of 2002. These include the events that leed to the
placement of Saambou Bank under curatorship. Media speculation during September
2001 that Ssambou Bank was underperforming for the sx months ending September
2001, the sde of Saambou shares by its CEO and an executive director, and the
unsuccessful attempt by Investec Bank Limited to digpose of its indirect shareholding
in Ssambou, contributed to the credtion of negative market sentiment surrounding the
bank. The gStuation was exacerbated by Saambou's profit-warning announcement on
11 October 2001.
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Following these developments, Saambou experienced a steedy withdrawa of deposits
and a dedline in share prices. Saambou logt an average of R2 bhillion through deposit
withdrawas from 6 to 8 February 2002, leaving the bank illiquid. These events led to
the decison by the Miniser of Finance to place Saambou under curaorship, on 9
February 2002. Since Saambou was placed under curatorship, the South African
banking sysem has witnessed an initid withdrawal of deposts from the smdler banks
and a flight to qudity of, especidly, the corporate-deposit base to the four big banks.
However, these events were manly due to confidence and liquidity problems and
cannot be seen as an indication of general soundness problems in the South African
banking sector.

Despite the fact tha most South African banks meet (or exceed) minimum capita
requirements, bank capital rations in emerging market countries are often perceived as
notorioudy unreliable. For example, due to the concentrated ownership of wedth in
emaging-market countries, it is easy to rase low quaity bank capitd (see Section
4.2). In the view of the FSAP misson, the economic value of bank capitd in South
Africa might be overstated by the exising cross-shareholdings between financid
inditutions, as wdl as by the rdiance on collaerd security. Although it was
imposshle to quantify the extent of the oversatement of bank capitd resulting from
cross-shareholdings, there was consensus that banks would remain wel capitaized
even dter the netting out of cross-shareholdings. Measures taken by South African
bank supervisors to address such issues are discussed in the next section.

4.4  Theefficiency of bank supervison in South Africa

The FSAP misson regaded the Bank Supervison Depatment as an effective
supervisor, and as acting in broad compliance with the Core Principles for Effective
Banking Supervison. The efficiency of South African bank supervisors is dso
confirmed by the findings of the Bath et d. study. South Africa scores rdativey
highly in most measures of supervisory power, induding 14 out of a maximum of 16
for the “offical supervisory power” index, three out of a posshle four for the
“supervisory forbearance discretion” index, and the maximum score of three for the
“liquidity/diverdfication” index. The officid supervisory power messure gives an
indication of whether the supervisory authorities have the authority to take specific
actions to prevent and correct problems.

The supervisory forbearance discretion measure is intended to capture the degree to
with this type of discretion is dlowed. The liquidity/diversfication index captures the
degree to which banks are encouraged or redtricted with respect to liquidity, as well as
asset and geographicd diverdfication. A summary of the findings of the Bath e 4.
study is provided in Appendix one.

The implementation of the proposed new Basal Accord poses new challenges to bank
supervisors. The Supervison Depatment of the South African Reserve Bank has
taken severd deps to address these chdlenges. These include specific preparation
messures with regard to Basdl 11, as wel as amending the banking legd framework in
South Africa in order for the framework to remain in line with the latest nationd and
international regulatory, supervisory, and market devel opments.
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The new regulaions came into effect on 1 January 2001. The amended Regulations
relating to Banks includes a chapter deding specificdly with corporate governance.
Some of the issues addressed are the maintenance of effective risk management by
banks, guiddines relating to the conduct of directors, a satement reaing to the
dtributes of serving or prospective directors or executive officers, and the
introduction of an independent compliance function into each bank. These measures
save as an indication of the Depatment's commitment to the application of good
corporate-governance sandards in the banking system in South Africa.

In terms of Regulation 47, dl banks are required to establish a compliance function,
heeded by a compliance officer, to ensure that the bank continualy manages its
regulatory risk (KPMG 2001:10). As part of the supervisory process, the SARB has
compiled a compliance checklig, the new DI 800 series of regulatory returns. The
objective of the SARB with the DI 800 is to monitor the extent to which each bank
complies with the Act and the Regulations, and to follow up on any ingances of norn+
compliance (KPMG 2001:10).

A far vaue accounting satement AC 133 was dso recently introduced and is
goplicable to year periods commencing on or after 1 January 2001. In terms of
disclosure requirements of AC 133, banks are required to reflect the net mark-to-
market adjusments of investments in their financid datements, as opposed to equity
accounting (book value or purchase price), as was previoudy the case.

Connected lending is addressed in Section 77 of the Banks Act and Regulation 34,
pertaining to the form DI 700 (restriction on investments, loans and advances), of the
Regulations relating to Banks In terms of Section 77, a bank’s investments, holding
of preference shares, loans or guarantees to any of its associates shal not a any time
exceed 10% of the bank’s lidbilities, excluding capital and reserves. Furthermore, in
terms of Regulation 22 of the amended Regulations, which pertains to the form DI
401 (consolidated return), a bank has to report particulars of al exposures entered into
with an entity within the banking group that result in the banking group being exposed
to an amount exceeding 1% of its qudifying capitd and reserves. Banks dso have to
indicate whether such loans were granted on the same terms and conditions as loans
granted to any other party.

Controlling shareholders are addressed in the above-mentioned Regulation 22 of the
amended Regulations, as well as in Sections 3 7(7) and 42 of the Banks Act.
Regulaion 22, together with the form DI 401, deds with connected lending, as wdll
as group capitad adequacy, group large exposures, intra-group exposures, and group
currency risk.

With regard to cross-shareholdings between banks and insurance companies the Bank
Supervison Depatment is following the principles and techniques developed by the
Joint Forum on Financid Conglomerates.

The techniques, which have been developed in line with the principles and
methodologies of banking, insurance, and security supervisors, are successful in
eiminating any double counting of capitd. The issue is addressed in both Regulation
21, pertaining to the form DI 400 (capitd adequacy), and Regulation 22, pertaining to
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the form DI 401 (consolidated return), of the amended Regulations, by the incluson
of cross-shareholdings as impairments againg both bank capital and group capitdl.
Large cross-shareholdings of cepitd can permit difficulties in one entity to be
transmitted quickly to other entities in a group. Since none of the reciproca holdings
represent externdly generated cepitd, existing cross-shareholdings within a banking
group should be phased ouit.

In the view of the FSAP misson, there was clearly some danger in over-rdiance on
collaerd in the management of credit risk in South African banks. The Banking
Supervison Depatment is concerned that in certain limited ingtances, the bad- and
doubtful-debt position had been downplayed somewhat, because of managements
rdaively optimigic vaduations of security. Furthermore, as mentioned above, policies
complimentary to capitd requirements (for example loans-loss provisoning
regulations) in South Africa are in line with internationd best practices. A further
postive factor is tha a reatively large percentage of total bank capital (71.8%)
consss of primary capitdl.

The Banking Supervison Depatment introduced a sysem of ondte supervison
during 2000. During 2001, more on-Ste reviews were undertaken. A start was made
with follow-up vigts to banks previoudy reviewed in order to assess the progress that
these banks had made in addressing the issues that had been identified as requiring
atention. More follow-up reviews will be undertaken in the future as resources
increase, and the am will be to decrease the time span between on-dte reviews to a
period of not more than 18 months.

The on-dgte reviews underteken have enabled the Banking Supervison Department to
uncover issues that would have remained unknown had the Department relied soldy
on the outsourcing of the ondte supervisory function to extend auditors.
Consequently, it was decided to edtablish a dtructure for regular interaction with the
externd auditors of banks, in order to share information on the lessons learnt from on-
dte reviews of banks risk-management practices, and, secondly, to hold meetings
with the externa auditors of individual banks after each on-Site bank vist.

The scope of the ongte reviews is to include banks entire risk-management
processes, on a solo and a consolidated basis. Thus, the emphasis placed on the risk-
management process in bank supervison in the new Basd Accord will not be entirdy
new to South African supervisors. However, supervison and review of the internd
credit risk rating sysems of banks conditutes new ground for South African
supervisors?

The Banking Supervison Depatment admits that it will have to deveop its internd
capacity to enable it to meet the chalenges posed by the new Accord. The
Department has dedicated a staff member to the task of assessng and implementing
the new Cgpitd Accord and providing guiddines to the banking industry. Current
plans are to conduct a detalled sudy of the new Accord and to determine the changes
required to the current banking supervisory process. It is anticipated that a
comprehensgive project plan will be in place when the find Accord is released.

2 Interview material. 12 April 2002.
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The Bank Supervison Depatment envissges aranging severd conferences and
workshops on the new Capital Accord during the next few years. Furthermore, it is
also endeavouring to engage the banking industry through quarterly seminars and by
forming an interes group/steering committee, a which implementaion issues will be
discused. It is envisaged that this forum will be coordinated by the Banking Council
of South Africa

45 A survey on specific challenges in implementing the proposed new Basd
Accord for South African banks

The Banking Council resolved that the South African banking industry would issue a
combined response on the proposed Accord to the Basd Committee (Banking Council
of South Africa 2001:1) Apat from rasng generd concerns such as a lack of
higoricd data avalability on probability of default (PD) and loss given default
(LGD), and implementing the Accord in the context of the rdativdy volaile
macroeconomic environment, the officia response of South African banks to the
Basd Committee included very little information on individud banks “readiness’
and prdiminary action plans to ensure compliance with Basd 1l. This crestes a
subgtantid  research agenda for identifying specific implementation chalenges in the
South African context, as well as evaduating the preparedness of South African banks
to implement the new Basd Accord. In this regard, the am of the survey is to give an
indication of things such as South African banks preferred approach to the
cdculation of regulatory ceapita requirements for credit risk, as wedl as banks
perceptions regarding the biggest chalenges posed by the implementation of the new
Basdl Capitd Accord. As mentioned, a questionnaire (see Appendix Two), sent to a
representative sample of South African banks, is employed in order to achieve this.
Some banks indicated that a policy decison prevented them from completing the
guestionnaires. However, some of these banks agreed to a persona interview,
answering quedions in a more informa way. Information obtained from persond
interviews with personnd from the bank supervison department of the South African
Resarve Bank isdso used in the survey.

4.5.1 Contents of the second section of the survey

The quesionnaire is divided into three different sections to provide a more
meaningful andyds In the firg section, the credit risk management and measurement
processes of the banks are analysed. This part of the questionnaire is not intended to
give a thorough and detailed account of the credit risk management practices of South
African banks. It is intended, rather, to give a limited overview of credit risk
management practices, directly relaed to interna credit risk rating systems.
Furthermore, information obtaned from this section of the questionnaire is
supplemented by information obtained from the annua reports of banks included in
the sample. As explained, the new Capitd Accord implies greater emphasis on the
risk management proceses and systems of banks. The motivation for the incluson of
this pat of the quedionnare is thus to evauate certain aspects of credit risk
management practices in South African banks againgt internationd best practices, as
indicated by the Basd Committee’s publications. This part of the questionnaire aso
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addresses aspects such as pricing of credit risk and incentive-based compensation,
gnce the regulatory application of banks internd risk ratings can have serious
implications in this regard.

The second pat of the questionnaire covers specific factors regarding the internd
credit risk rating sysems of South African banks. Credit risk rating has become an
important festure of most South African banks credit risk management systems over
the past few years. This reflects the efforts of inditutions to strengthen credit
management  practices, the wider avalability and growing familiaity with rating
techniques, an increesng sophidication within the industry, and a growing aray of
uses to which ratings may be put. The use of internd ratings in the determination of
regulatory capital, as proposed under the IRB approach, also underscores the
importance of interna credit risk ratings. The purpose of this section is to compare
current internd credit rating system practices with requirements set out by the Basd
Committee for adoption of the IRB gpproach.

A bank will need to demondrate tha its internd rating sysem and processes are in
accordance with the supervisory standards set by the Basd Committee if it is to be
eigible to adopt an IRB agpproach. The following provides a summary of these
operationd requirements (Sironi and Zazzara 2001.6).

1. Structure of the rating system. An important aspect of any credit risk raing
sysdem is the loss concept used to differentiate the riskiness of different credit
exposures, i.e. whether the ratings are one- or two-dimensond in form, and whether
they focus primaily on PD, LGD, EL or on dl three credit risk measures. The
cornerstone of the IRB proposa is that banks possess risk-raing sysems that
differentiate borrowers representing sSmilar levels of credit risk. The proposa
distinguishes between the risk of borrower default, on the one hand, and transaction
Characteridics that influence the loss severity that a bank would likdy suffer if the
borrower were to default, on the other. As a result, banks that adopt the IRB approach
will need a risk rating sysem that provides a separate assessment of borrower and
transaction characterigtics. The Basd Committee concludes that a two-dimensond
gpproach is necessary to provide supervisors with confidence that the assgnment of
borrower ratings (and, in turn, PDs to borrower grades) is not “tainted” by a
congderation of the specific structure of the transaction.

2. Number of grades. Banks should have at least six grades for performing loans and
two for problem loans with a meaningful digtribution of exposures across grades and
no excessve concentration in any paticular grade. Specificaly, the Committee is
proposing that no more than 30% of the gross exposures should fal in any single
borrower grade. This requirement recognizes that the granularity, and therefore
usefulness, of a bank’s rating sysem will be reduced if credit exposures tend to be
concentrated in only one or two risk grades.

3. Criteria for rating assgnment and loss quantification. Banks must have specific
criteria for assigning borrowers a rating and documentation on how these criteria are
edablished. The criteria should be able to differentiate risk, have predictive and
discriminatory power, and be specific enough to enable third-party assessment of an
exposure.
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A grade is defined as the assessment of borrower risk on the basis of a specified and
diginct st of rating criteria The IRB requirements date that a grade should only
quaify as such if a bank’'s management has provided specific rating criteria that
digtinguish the grade from others.

Risk rating sysems tha have ovely broad grade definitions, which result in
borrowers of sgnificantly different risk characteristics being assigned the same grade,
are not acceptable. Likewise, risk rating systems that materidly assgn borrowers of
comparable risk to different grades are adso unacceptable. The criteria should aso be
intuitively consgtent with the PD edtimates provided for each grade. For example, if
the criteria describe a borrower whose repayment capacity is speculative in nature, the
PD edimate should reflect the leve of risk commensurate with its degree of financid
flexibility, or lack thereof.

The requirements mandate banks to document their assessment criteria and aso to
track when an assgned grade deviates from that indicated by the application of the
criteria The requirements are designed to promote the consstent gpplication of the
rsk reing criteria, a conservetive credit evauation when grester uncertainty exists, a
comprehendve asessment of the borrower's financia condition over the future
horizon, and the use of risk rating models that have datistical power and encompass
dl dgnificant variables

4. Integrity of the rating assgnment and review process. This indudes a
requirement that each borrower and facility must be assigned a rating prior to the bark
entering into a commitment to lend. A further requirement is that ratings should be
reviewed periodically by an independent source.

Overdght and supervison of the operations of the banks risk rating systems should
be designed to ensure the risk rating sysem is properly functioning. This should be
done by timeoudy identifying borrowers, indudries, and portfolios that are
experiencing financid deterioration.

The Basd Committee requires that banks have an explicit policy for the frequency of
reviews post-origination. At a minimum, borrowers should be re-raed annudly, or
reviewed by an independent credit unit. Higher risk borrowers, and borrowers on
whom new information comes to light, should have ther risk ratings updated more
frequently. Banks dso need to have adequate capabilities to gather, prioritise, and
andyse new information. The Committee has provided specific requirements for
refreshing ratings once a bank has received periodic financid information. Generdly,
it is 90 days from receipt for non-problem borrowers, and 30 days for borrowers in a
weskened financia condition.

The proposal dso specifies operationa requirements for banks interna audit and
credit risk control units. The requirements are designed to ensure that these areas
employ a scope and frequency that are adequate to their control responshilities and
that test the proper functioning of the risk raing sysem. Control functions, such as
credit risk or internd and externd audits, are a the centre of identifying and resolving
rsk rating system deficiencies that thresten its proper operations. Ultimately it is the
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responsibility of senior bank management and boards of directors to ensure the
integrity of the risk rating system.

To this end, specific recommendations are made regarding the responshilities of
banks boards of directors and senior management. Ther responghbilities include the
goprova of the materia aspects of the rating and PD edimation process, the
frequency and content of risk rating management information reports, the
documentation of risk rating determinations and daidicd modd methodologies,
interaction with — and evauation of — control functions, and provison of adequate
resources to the control functions.

5. The use test. The proposas greatly sress organizationd and operating functions.
On the one hand, the proposds explicitly require the actud use, of the interna rating
sysdem in order to obtan its acceptance and vdidation by nationd supervisory
authorities. On the other hand, the proposals repeatedly refer to the responsbilities of
banks different organizational units, such as the interna audit and the top
management, which are required to perform an “oversght” function in the internd
rating process. This requirements reflect the Basd Committee's intention that banks
should not develop risk rating systems smply for IRB purposes. To be in a podtion to
demondrate to supervisors that an interna rating sysem should be used for the
purpose of determining minimum regulatory capita requirements, a bank mugt first
demondrate that the rating system is an integrd pat of its current business and risk
management culture. Due to the many functions that risk raings impact, consderable
time and effort needs to be committed to adequady implementing dl of these
functions. As a reault, the requirements mandate that a bank use a risk raing sysem
that broadly meets the minimum requirements for a least three years prior to its
implementing the IRB gpproach.

6. Internal validation. Banks need to have robust systems in place to vdidate the
accuracy and consgency of rating systems, processes, and the quantification of
interna ratings. This sandard describes the requirements for interna validation for
both the PD estimates assigned to the rating grades and the techniques used to assgn
the ratings. It is one of the most important requirements for banks to properly execute
if they are to credibly edtimate their levd of credit risk and the resulting regulatory
capita requiremerts.

As a reault of its importance, vdidaion will likely receive dgnificant supervisory
attention prior to a bank being alowed to adopt the IRB approach. A bank should dso
be ale to readily demondrate vaidation capabilities to its supervisor prior to
adoption of the IRB gpproach, and on an ongoing basis.

The Committee recognizes, however, tha the Satisticd power — and hence the degree
of reliance banks can place on techniques for the vdidation of PD edtimates — is less
then it is in the fidd of market risk, principaly on account of the lower number of
higoricd observations. As such, the Committee does not a this stage wish to st
quantitative thresholds on what differentiates a valid esimate (a pass) from an invdid
one (a fal). Consequently, vdidaion procedures can involve comparing evolving
credit migration datigtics agangt expectations and/or comparing interna ratings with
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other avalable rating dternatives, eg. extend agency ratings and/or externdly
developed rating models.

Results from previous empirical sudies regarding banks preparations for the
implementation of the new Basd Accord and surveys regarding internd credit risk
ratings were dso used in the condruction of the questionnaire.  These studies include
the following:

The Audraian Prudentia Regulatory Authority (2001), Treecy and Carey (1998) and
English and Nelson (1998) reported on several aspects regarding interna credit risk
ratings of banksin Augtraiaand the US.

In January 2000, the Basd Committee issued a paper entitlted “Range of Practice in
Banks Interna Ratings Systems’ based on a survey of nearly 30 banks across the G
10 tha were identified by their nationd supervisors as having wel developed internd
rating sysems. These findings have guided the Committee in its desgn of the IRB
approach for corporate exposures.

A number of internationd empiricd dudies provide a preiminary indication of
banks preparations in this regard. These include a study done by KPMG during May
2000. The preparedness of banks around the world for the proposed Basd I
implementation was assessed. A totd of 150 banks in Audrdia, Audria, Belgium,
Brazil, Canada, Denmark, Finland, Germany, Itdy, the Netherlands, Sweden, and the
United Kingdom responded to the survey. A limited number of South African banks
a0 paticipated in the study. The results of the survey were then consolidated and
anaysed by KPMG.

During August 2001, Caratu et d. conducted a survey on a wide cross-section of
banks and building societies in Europe to establish their preparedness for the new
Basd Capitd Accord. Their results indicate that banks included in the sample seemed
to have a fairly clear idea of the nature and scope of work required to implement the
credit risk proposas. As mentioned above, this dudy identified severd
implementation chdlenges, including data management, securing senior leve  buy-in
to the scope and cost of the project, and baancing the needs of the project with other
management priorities. A key chdlenge faced world-wide by virtudly dl deveopers
and users of internd risk rating systems, including prudentid supervisors looking to
utilize banks internd ratings for regulatory cepitd and other purposes, is the
widespread lack of good long-run data on the performance of banks loans. The lack
of such data can impact on the ability of an inditution to develop effective rating
tools. It can aso impede efforts to verify the accuracy and robustness of banks rating
gysems, to asdgn rdigdble quantitative loss edtimates to risk grades, and to make
rlidble comparisons of ratings from different inditutions dl important tasks not only
from the perspective of banks but aso from the point of view of ther prudentia
supervisors.

The last pat of the quesionnaire addresses specific issues regarding the
implementation of the new Basd Accord. These issues include things such as South
African banks prefered aoproach to the cdculaion of regulatory capitd
requirements for credit risk, as wel as perceptions regarding the biggest chdlenges
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posed by the implementation of the new Basd Capitd Accord. Some of the larger
South African banks have dready indicated that they want to adopt the advanced IRB
approach. The current sophisticated approach to credit risk management and the use
of sophisticated models in this regard conditutes a useful platform from which to do
s0. The extent to which current practices conform to the requirements set by the Basd
Committee in thisregard is evaluated.

4.5.2 Results of the survey
General factors regarding credit risk management

In generd, the credit risk management practices of South African banks seem to be
sophigticated and in line with international best practices. The surveyed banks are
confident that credit risk management is effectivedy covered in ther training
progranmes, that al personne understand the banks approaches to granting credit
(and can be held accountable for complying with established policies and procedures),
and that their banks have a corporate culture and vaues which dign wdl with ther
credit risk management objectives. They are dso confident that ther credit risk
policies and procedures address credit risk in al the banks activities a both the
individua credit, and portfolio, levels — and that credits are priced in such a way as to
cover dl of the imbedded costs and compensate the banks for the risks they take.
However, the surveyed banks are less confident about having sufficient staff resources
and skillsfor effective credit risk management.

Banks seem to be less confident with regard to information sysems and andytical
techniques that enable management to measure the credit risk inherent in dl on and
off-balance sheet activities. In particular, the large banks surveyed were not very
confident that their information systems provide adequate information on the
compogtion of credit portfolios. (All of the respondents of the large banks indicate
“3" for this quedion) This might be a reason for concern, snce management
information systems that support the loan gpprova process should clearly indicate the
compogtion of the bank’s current portfolio to dlow for consderaion of whether or
not a proposed new loan (regardless of its own merits) might affect this compostion
aufficiently to be incongstent with the bank’s risk appetite.

Data collection and quantification of loss concepts

Banks which want to adopt the IRB approach are required to collect and store
subgtantial  historica data on  borrower defaults, rating decisons, rating histories,
rating migration, information used to assgn the ratings, the party/modd that assgned
the ratings, PD edimate hidories, key borrower characterigics and facility
information. This mugst be edablished in a manner auitable for examinaion by
regulators and for externa verification. The data should be sufficiently detalled to
dlow retrospective re-grading of exposures, as rating modes are reviewed and
improved.

By collecting such diverse data, banks should be able to subgtantidly improve the

predictive power and robustness of thelr borrower risk rating modes and PD
esimates. In addition, bank managements will be able to improve ther internd risk
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management information systems due to the greater detall, consistency, and depth of
avalable data These requirements should aso facilitate banks sharing information on
amore consistent basis.

There ae currently a lot of initiaives in the South African banking industry to
quantify loss concepts. In generd, most development in terms of quantification is in
the area of retal portfolios. In line with overseas experience, South African banks
currently lack long-term data on the peformance of ther internd rating systems.
However, dl the large South African banks surveyed indicated that they have a rating
history for each borrower, including the methodology and key data used to derive the
rating, key borrower characteristics, the date ratings were assgned, and the
person/modd who assigned the grade. This is in line with the requirements set out by
the Basd Committee for adoption of the IRB approach.

All banks, usng the IRB approach — whether usng the foundation or advanced
methodologies — must provide supervisors with an internd estimate of the PD
associated with borrowers in each borrower grade. The preparation of the estimates,
and the risk management processes and rating assgnments that lie behind them, must
reflect full compliance with supervisory minimum requirements to qudify for IRB

recognition.

The Basd study (2000c) reveded that many banks, through ther internd rating
systems, are capable of assgning an edimate of PD to borrowers within a particular
grade. Although mogt of the surveyed banks did not have sufficient internd data for
ecifying loss characterigtics for dl borrowers based on their own default history, a
number relied on internal data for analysing the performance of certain borrower
segments — in paticular, retal or middle market cusomers. While the depth and
breadth of such data \aried, most banks gppear to have initiated data-gathering efforts
over the past three to five years.

The practices of South African banks in this regard seem to be broadly in line with
international  experience. All the surveyed banks indicated that they cdculate PD
esimates, dthough data limitations were indicated as a serious impediment to this
One of the surveyed banks indicated that it computes PD egtimates from internal data
(on default experience) and that it is confident about its estimates. The other surveyed
banks indicated that they do cadculate PD rates, but that internd default experience is
not the sole driver of these cdculations. The surveyed banks dso indicated that they
supplement data on internd default experience with externd and pooled data, and that
they use, epecially, KMV methodology and other satistical default models. The one
bank that caculated PDs from hidoricd data indicated tha the length of the
underlying higtorica observation period used for the cadculation of PD edimates is
two to three years.

One of the largest South African banks indicated that while it does cdculate PD
edimates a the moment, it percalves the estimates as not being robust and granular
enough due to data limitations. The bank dso indicated that it feels most comfortable
about PD edimaes for the retal sector, snce automation dements of loan
goplications have been dgnificantly improved through behaviourd scoring for the
retall sub-portfolio. Caculation of PD rates and other loss concepts is considered to
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be a work in progress. The bank indicates that it will increesingly adopt datidticaly
derived edimates of future credit losses, driven by ongoing improvements to internd
risk ratings and underlying PD measurements.

All of the surveyed banks indicated that they review ther PD edimates a least
annudly. One of the larger banks indicated that PD edtimates are reviewed monthly.
All the surveyed banks aso indicated that they have a higory of estimated PDs and
redized defaults associated with each grade.

The banks higtorica databases often lack enough default observations for meaningful
datigtical inference since borrower defaults are fortunately reaively rare. Another
problem with higoricd PD daa series is incondgency in the definition of what
conditutes “default”. Currently, different banks under different jurisdictions use
different definitions of default. Consequently, current higtorical PD data series are not
necessarily comparable among different banks, and are thus not very useful for

regulatory purposes.

Thus, when banks formulate ther PD edtimates, they should be able to supplement
their use of internd default experience with datistical default modds, and be able to
pool their data and map it to that d others. . If a bank has reconciled its own rating
grades with those of an externd credit assessment inditution, such as a rating agency
or credit bureau, then it can use that inditution’s published data on loss experience.
The process of mapping to externa rating agency data can be achieved in a number of
ways, including comparison of the internd grades assgned to borrowers who have
a0 issued publicly rated bonds, andyss of the financid characterigtics of borrowers
in internal grades to dandard ratios which charecterize the agency grades (such
indicative data are typicdly published by rating agencies), and comparison of the
definitions and criteria underpinning the internd rating grades to those of the externd
agencies. The judgement of bank personnel dso playsacritica rolein this process.

A key condderdion in relying on externd data is the comparability of such data to a
bank’'s own portfolio. This is an issue for a number of reasons, including
discrepancies between point-intime and through-the-cycle ratings, differences in the
compogtion of the banks portfolios, and potentia differences between the
performance of publicly traded bonds and that of loans. US banks are pioneers in
mapping externd data to internd data However, the limited number of borrowers
with externd ratings limits the use of mapping techniques in the South African
context.

Pooling data from different banks is ancother dternaive. Banks may adso employ
pooled data where the data was shared among a number of ngtitutions to increase the
breadth and depth of data. In order to do this, however, the bank must demondstrate
that the population of borrowers represented in the data is representative of the
population of the bank’s actud borrowers. Additionaly, a bank must demondrate that
the internd rating systems and criteria of other banks in the pool are comparable to its
own. Some data sources will be richer for some borrowers than they are for others.
Consequently, a bank may have a primary source of information, and use others
amply asapoint of comparison and potentid adjustment to initial PD estimates.
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The Bank Supervison Depatment of the South African Reserve Bank plans to dtart
disseminating industry data, based on the DI900 forms completed by banks & part of
regulatory compliance. However, it should be borne in mind that the Reserve Bank is
not in the busness of sdling data The dissemination of data is for the Banking
Supervison Department’'s own purposes, and is not intended to provide data to the
banking indudtry.

Sructure and operating design of internal credit risk rating systems

In terms of their current raing sysems compliance with the requirements set for
adopting the IRB agpproach, most of the banks surveyed indicated that with regard to
some of the dements, their compliance is absolute. However, with regard to other
dements, they ae fa from meaing the requirements. Banks dso indicated
differences in “readiness’ for the IRB agpproach with regard to different sub-
portfolios. In generd, South African banks seem quite confident about estimation of
loss characteridtics of their retal portfolios, and data limitations do not seem to be
such a big problem in this regard. Also, automation eements of loan applications
seem to be most advanced in the retail sector.

Severd banks indicated that they are currently busy with a gap andyds, identifying
the extent to which their current rating sysems comply with IRB requirements. They
indicate that they need to discuss the results of this gap analyss with the regulators, so
as to redidicdly determine the way forward for the implementation of the new
Accord — and, especidly, so as to ded with adoption of the internd ratings based
approach.

Regulators admit that they need to incresse their own education in this regard. South
African bank supervisors have not yet started interrogating banks rating systems, and
consequently do not yet have a clear idea of how the dructure of current rating
systems differs from requirements set by the Basd Committee.  Supervisors plan to
dart soon with a comparative sudy of the risk rating systems and credit risk modds
used by South African banks. These initiatives include a survey of modes currently
used by South African banks.

As mentioned, a key element of a bank’s ratings system dructure is the extent to
which the rating is focused on the characteristics of the borrower (the obligor), as
opposed to being focused on the specific details of the transaction, or dternaively
being intended as a summary indication of risk that incorporates both borrower and
transaction characteristics. In some cases, banks may choose to adopt multiple rating
dimensons, in such cases, the same loan or exposure might receive a rating for each
of the dimensons. Banks that adopt the IRB approach will need a risk rating system
that provides a separate assessment of borrower and transaction characteristics. The
Basel Committee concludes that a two-dimensional approach is necessary to provide
supervisors with confidence that the assgnment of borrower ratings (and, in turn, PDs
to borrower grades) is not “tainted” by consderation of the specific structure of the
transaction.

In a 2000 survey done by the Audrdian Prudentiad Regulation Authority, dl 10 of the
Audrdian banks surveyed utilize two-dimensond rating sysems. In rating ther
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credit exposures, each of these banks determines a separate customer-level PD reting,
afadlity-levd LGD rating, and a composte EL rating.

Other surveys indicate that only a smdl (though growing) proportion of European and
US banks have smilarly structured ratings. The Basd Committee study (2000c) found
that about a third of the surveyed banks utilize two-dimensond ratings (of those,
most use hybrid ratings, while only “a smal number” assgn separate PD and LGD
ratings), 20% use dngle fadility-levd raings that explicitly take into account both
obligor and transaction-specific characteristics — while the remainder (about haf)
assign dngle obligor-leve ratings meant primarily to reflect the risk of the borrower
defaulting.

However, the Basd Committee notes that the number of rating dimensons formally
used by banks may not completely reflect actua practice. For example, anecdotd
evidence suggests that some banks, which claim only to rate the counterparty, may
implicitly teke into consderation the riskiness of the facility for the purposes of
pricing, for profitability andyss, and in the dlocation of economic capitd. Thus in
light of such practices, it gppears that only a smdl minority of the banks surveyed by
the Basd Committee take no consderation of facility characteridtics in their grading
processes.

Two US gudies, those by Treacy and Carey (1998) and English and Nelson (1998),
mede damilar findings. Treacy and Carey surveyed the top 50 US banks while English
and Nelson surveyed over 100 US banks across different size categories. Not
unexpectedly, the latter found a higher proportion of smdler banks usng one-
dimensond sysems. Among those inditutions usng a two-dimensond approach,
neither study cited any examples of banks usng composite ratings, though Treacy and
Carey note that “a few banks’ planned to shift in that direction. The differences in the
survey results partly reflect differences in the timing of the surveys (combined with
the rapid pace of deveopment in this ared) and the smaler number of banks in
Audrdia

South African banks appear, overdl, to have moved more quickly in adopting two-
dimensona composite gpproaches to credit risk rating compared to their counterparts
in Europe and the US. All the surveyed banks indicated that they have a two-
dimensond rating sysem. As indicated by the Audrdian Prudentid Regulatory
Authority study (2001), thisis dso the case with Audtraian barks.

With regard to the number of customer risk grades, South African banks are mostly
clusered around the middle of the internationa spectrum. Most locd banks have
gither nine or ten customer PD grades. One bank indicated that it has 100 grades. In
generd, the surveyed banks have from three to five non pass'watch-list grades.

Tighter clugtering in the number of risk grades might reflect the fact that severd of
the smdler and mid-szed banks have recently (within the past two years) expanded
the number of risk grades as part of wider upgrades of ther rating systems. This is
broadly in line with internationd experience. The Basd study (2000c) indicates thet,
across the banks surveyed, the number of grades for performing loans was, on
average, 10, and the number for impaired loans was about three. Within the surveyed
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banks, the average number of problem grades was reported to be about three, ranging
from a high of sx to a low of zero. With regard to Augrdian banks, most banks have
ether nine or ten customer PD grades; one large bank has 22 main grades.

A generd trend has been for banks to increase the number of pass grades as the range
and sophigtication of uses to which ther ratings are applied has grown. As long as
raters can achieve the finer distinctions required, rating systems with more risk grades
— Qregter granularity — convey more information than sysems with fewer grades, and
can enhance a bank’ s ability to andyse and modd its portfolio of credit risks.

Larger banks adso tend to have more customer risk grades than smdler banks. The
cost-benefit analyss of maintaining a larger number of risk grades tends to be more
favourable for larger inditutions. Such inditutions generdly have more complex
credit portfolios (comprisng many more customers, and a wider spectrum of risk) and
are more likey to have introduced other sophigticated techniques of portfolio analyss
that require ratings as inputs. Also, larger banks are usudly better postioned, and
have more resources, to develop and support more granular rating systems. Banks,
however, need to exercise caution 0 as to avoid going beyond the point where they
can no longer make meaningful diginctions concerning the riskiness of different
exposures. Banks that have linked portfolio risk modeling with risk-based pricing
and/or profitability measures can face drong pressures in this regard, including
pressures from business lines looking for rating scde refinements to assst in meeting
pricing and other performance targets.

Regadless of the overdl number of risk grades, the granularity, and therefore
usefulness, of a bank’s rating syslem will be reduced if credit exposures tend to be
concentrated in only one or two risk grades. One indication of how well-functioning
rating sysems differentiate risk within a loan portfolio is the largest percentage of
tota rated exposuresfaling in asingle grade or grades.

Agan, South African banks seem to be broadly in line with current internaiond
practice. In the case of most of the banks in the study, a maximum of about a third of
rated exposures fals within a single grade. One bank indicated that less than 20% of
total exposures fdl within a single grade. The Basd(2000c), Treacy and Carey, and
English and Nedson gudies found dmilar results. In the case of three of the regiond
Audrdian banks, which rely heavily on the judgement of raters, between 50% and
70% of rated exposures fal within a sngle grade. On average, the banks surveyed in
the Basd study (2000c) have, roughly, a maximum of 30% of rated exposure within a
sgngle grade. This vaue ranges from a high of 70% to alow of about 16%.

It may be concluded from this information that the mgority of banks believe ther
raing sysems ae cagpable of differentiating adequately between risks. However, the
“gppropriate’ distribution of exposures among grades for a given bank depends on
many factors, including the structure of the loan portfolio, the nature of the exposures
in that portfolio, and the uses to which raings ae put within the bank’'s risk
management and business processes.

The IRB requirements mandate banks to document thelr assessment criteria and dso
to track when an assgned grade deviates from that indicated by the application of the
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criteria. The reguirements are designed to promote the consstent application of the
risk raing criteria, a consarveive credit evauaion when grester uncertainty exists, a
comprehensve assessment of the borrower’s financid condition over the future
horizon, and the use of risk rating models that have dtatistical power and encompass
dl dgnificant variables

All banks surveyed consder baance sheet (incuding liquidity), income Statement,
and cash flow performance of borrowers in determining a rating. Those banks relying
heavily on datistical default modds use specific types of financid data (eg., Specific
ratios that described leverage, debt-service coverage, and the like), while those banks
relying on more judgmenta andyds may leave much discretion to the rater in how
these data are analysed.

Management experience and competence were cited as important consderations by
dl judgementdly-oriented banks. Other condderations cited by judgementaly-
oriented banks were ownership dructure, reputation, quality of financid information
provided, the purpose of the loan in question, and, in some ingtances, the presence of
environmentd or other ligbility clams againg the borrower. Findly, country risk was
amogs universdly conddered. For example Standard Bank indicates in its annud
report that it has country risk committees based in London and Johannesburg, and that
these report to the group credit-risk committee.  The London committee is responsble
for gpproving limits and ratings of countries outsde sub-Saharan Africa, while the
Johannesburg committee is responsible for countries in sub- Saharan Africa

Essentidly, dl banks indicated that externd ratings are conddered in assgning
internal grades, to the extent that such a rating is avalable for the borrower in
guestion. Banks indicated that such ratings were rarely avallable for borrowers other
than large corporates and financid inditutions, and some banks mentioned that ratings
were not widdly available outsde North America or the UK.

Applications of rating systems

As mentioned, the Basd Committee does not wish banks to develop risk rating
sysems smply for IRB purposes. To be in a podtion to demondrate to supervisors
that an internd rating system should be used for the purpose of determining minimum
regulatory capita requirements, a bank must first demondrate that the rating system is
an integra pat of its current busness and risk-management culture. Due to the many
functions that risk raings impact upon, condderable time and effort needs to be
committed to adequately implement risk-rating systems. As a result, the requirements
ae tha banks use a rik raling sysem which broadly meets the minimum
requirements for at least three years prior to implementing the IRB approach.

South African banks internd risk ratings are used in varying degrees in a wide range
of gpplications. Most of the banks surveyed indicated that rating information is used
widdy in risk management, management reporting, and in the setting of limits and
provisons. Increesngly, ratings are aso used as a bads for economic capitd
dlocation decisons, and as inputs in more sophisticated performance measurement,
portfolio management, and pricing applications.
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For example, the larger banks utilize ther internd risk grading systems to assign
delegated credit gpprova authority to lending personnd. At these banks, the
maximum amount that each lending/credit officer may approve for any particular
obligor varies by risk grade; i.e. delegated lending authority is more common for less
risky grades, and vice versa. Use of this technique affords the banks greeter flexibility
in taloring lending delegaions to the skills and circumgtances of particular lending
officers. Among the smdler banks, ratings are used more smply in the delegation
process. Typicdly, lending personne ae prohibited from authorizing new lending
beow a certtain threshold rating;, above that threshold, lending authority is typicaly
restricted to afixed dollar amount, irrespective of the obligor’ srating.

All of the banks surveyed dso use ther rating systems to facilitate problem-loan
management. Typicadly, when an exposure is assigned cetan (low) grades, it
becomes subject to requirements for more frequent monitoring and reporting on the
condition of the obligor and the prospects for repayment, for the development of a
formal rehabilitation or exit drategy, and/or for trandfer to a gpecidist asset

management unit.

All of the South African banks utilize raings for portfolio monitoring and
management purposes. Among other things, the banks internd rating sysems are
used to report to top management the following things tota asset baances, large
exposures, and relative changes in digributions for each risk grade. This information
provides management with andyses of the mix of loans within the bank’s portfolios
and various sub-portfolios (including data sorted by business line, industry, or product
type), data on problem assets and the risk profile of assets within pass grades. Ratings
are dso used to communicate risk-differentiated business acquistion drategies — such
asin developing customer target profiles for particular products.

The vag mgority of banks use rating information for pricing anadyss purposes. The
types of applications ranged from cdculaing the cost of funds to assgning grade-
gpecific risk premiums. At some of the more sophidticated inditutions, the cost of
capita is explicitly consdered in pricing decisons. In al cases, these banks cdculate
the cost of funds and assign grade-specific premiums.

All the surveyed banks reported that they directly relate the level of reserves to the
rating classes. The banks aso indicated that limits are set, based on rating categories.
Furthermore, the rating process appears to be wdl integrated into the credit-
authorization process a most of the banks surveyed; in particular, a few banks
explicitly noted that loan approva authority is tied to rating categories. All the banks
surveyed use rating information for atributing economic cgpital to products or
busnesslines.

System devel opment and enhancement
About hdf of the surveyed banks reported that their systems had been developed

internaly. Several were developed in co-operation with outsde consultants, athough
in many cases they were subsequently modified interndly.
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Most banks reported recent changes in ther rating systems. These ranged from minor
changes to dgnificant revidons in the process and methodology behind the system,
including the introduction of revised rating scdes in particular, a few banks had
recently undergone mergers, causing upheavas in their systems and processes.

Many of the banks emphaszed that their sysems continue to undergo additiond
enhancements, and some reported plans to introduce sysem changes in the near
future. These include the addition of new grades, and the adoption of a two-
dimensiond rating system that provides ratings to both the borrower and the facility.

Review of rating systems and assigned rating grades

The Basd Committee requires that banks must have an explicit policy for the
frequency of reviews, post-origination.

The survey results indicate that credit assessments and related ratings are subject to
formal periodic review, a least annualy in most cases. Mogt banks seek to enhance
the timeiness of credit reviews, and any asociated rating adjusments, by dso
specifying early review events and/or more frequent periodic reviews for lower-rated
exposures. At some banks, early review policies are supported by centralized and/or
automated monitoring systems. Mot surveyed banks indicated that their credit risk
committees are respongble for the overdl review of the internd credit risk raing
system, including things such as ratings methodol ogies.

Surveyed banks indicated that their raing systems incorporate a range of other
features into their rating processes — fegtures which are designed to enhance the
accuracy, integrity, and consgtency of ratings throughout their operaions. All the
surveyed banks indicated that the assgnment of credit ratings is integrated into the
banks normal credit approval/review processes and that it is subject to the checks and
ba ances built into those systems.

A couple of banks regulaly undertake centrdized monitoring of model override
trends. Such monitoring can help indicate potentia problems in the way rating modds
are being used within a bank — and/or deterioration in modd performance. Some
systems dso seek to track potentia ingtances of “gaming” rating models whereby loan
officers might dter customer information and re-enter it severd times in order to
obtain a better rating recommendation. As a further means of enhancing rating
conagency, efficiency, and overdl accuracy a some banks where industry
characterigtics form an important input into rating models, an economics (or other
goecidized) unit — rather than individud lending/credit officers — is responshble for
inputting relevant industry assessments.

In addition, some banks have established, or are consdering establishing, automated
data trander linkages to minimize or diminae re-keying of ratings input data The
am is to improve system efficiency, by reducing incondgtencies in different data
management systems caused by transcription error, fallure to update databases, or
potentid manipulation of ratings informeation.
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One of the surveyed South African banks indicated that it fet safe from the
abovementioned problems — but only for its consumer/retail portfolio. Only a fully
automated rating process makes it possble to implement “firewdls’ to protect data
and thus prevent changes to inputs. With regard to other sub-portfolios, the reatively
limited extent of automation makes it more problematic to prevent — for example — re-
keying of data inputs. The bank dso indicated that it is currently working on ways to
make control measures more robust.

Validation of rating systems

This dgandard describes the requirements for internd vaidation for both the PD
esimates assgned to the rating grades and the techniques used to assgn the ratings. It
is one of the most important requirements for banks to properly execute if they are to
credibly edimate their levd of credit risk and the resulting regulatory capita
requirements.

As a result of its importance, vdidation will likdy recave sSgnificant supervisory
attention prior to dlowing a bank to adopt the IRB approach. A bank should aso be
able to readily demondrate these capabilities to its supervisor — prior to adoption of
the IRB gpproach and on an ongoing basis.

All the surveyed banks clamed to perform some degree of back-testing, but provided
little additiond information on how this was conducted. They indicated that they use
the results gained from back-testing to modify either the rating process or the PDs
asociated with each grade. However, some acknowledged that the lack of data limits
the satistica rdiability of these evduations.

Severd banks discussed usng externd sources of data to assst in maintaining the
accuracy and condgency of each grade's loss characterigtics (PD and/or EL),
including historicd bond performance by agency grade, PDs provided by vendor
models, and other databases of default frequencies.

Over the past few years, a consderable number of the banks surveyed have tracked
the migration of loans between rating grades. A few banks relied on this data in
checking the cdibration of PD and LGD, and in vdidaing the interna condgtency of
the rating process. The larger banks regularly review credit migration data, and from
time to time undertake comparison dudies of dterndive rating sysems. Most of the
sndler banks are currently building up ther internd default higtories, but have, to
date, gathered insufficient data to form valid conclusons as to the efficacy of ther
rating systems.

Specific aspects regarding preparation for the implementation of the proposed new
Basel Accord

Chosen (likely) approach to compliance
Pending completion of the planning phase and the rdlease of the find verson of the

proposed new Capita Accord, the decision as to which approach to take has yet to be
made formaly by some banks. A sudy by Caratu, et a(2001) found that 55% of

39



The New Financial Architecture

banks surveyed in Europe plan to implement the advanced IRB gpproach, while 28%
am for adoption of the bundation IRB — and only 9% are opting for the standardized
gpproach. A 2001 study by KPMG found that all the surveyed South African banks
am to adopt the foundation IRB approach. This approach is dso the gpproach
favoured globdly, according to the KPMG survey. In the present study, dl the large
banks surveyed indicated that they am to adopt the advanced IRB approach. These
differences in findings may be ascribed to the incduson of different South African
banks in the samples used, as wdl as to differences in the timing of the surveys
(bearing in mind the rapid pace of developmentsin this area).

It seems that most South African banks prefer to adopt the IRB approach for the sake
of internationd competitiveness. Another reason why South African barnks favour the
IRB approach is the fact that very few South African corporate borrowers have an
externa rating. The implication is that adoption of the standardized approach of the
proposed new Capitd accord gives banks no advantage in terms of finer risk
differentiation between different borrowers or possble capitd savings in the case of a
bank with a higher qudity portfolio.

However, while South African banks am to eventualy adopt the advanced IRB
goproach (and while they seem to have the impresson that the South African
regulators expect the largest banks to adopt this approach), one of the respondents
indicated that it is not currently in the postion to do so, manly due to data limitations.
In contrast, the Firdrand Group indicated that “...the credit risk management
framework developed in the last two years is fully compliant with the advanced
interna ratings based approach for credit risk of the new Basd Capitd Accord”
(Annua Report 2001:81).

Concerns were adso rased about whether South African bank supervisors are
currently in the podtions to evaduate and gpprove banks interna credit risk rating
sysdems for the purposes of usng the IRB approach to regulatory cepitd
determination.

Estimated impact of the proposed new Accord on overall capital levels

Interviews with South African bank supervisors indicate that they have, a this stage,
no specific ideas about the possble impact of adoption of the new Accord on the
absolute capitd levels of South African banks. It seems as if the regulators want to
follow the Basd guiddines very dosdy. This means that banks with advanced credit
rsk measurement and management systems, where supervisors are convinced that
sysems are sound, will be adlowed lower capitd levels under the advanced IRB
goproach, in line with the Basd Committee' s gtated intention with the IRB approach.
More than hdf of the banks surveyed indicated that ther edimation of the likely
impact of Basd Il is that it will lead to an increase in the leved of regulatory capita
held. These banks edimate that any benefit of a possble reduction in the leve of
regulatory capitd hed againg credit risk will be more than offsat by the operationd
risk requirement. This is broadly in line with the results of the Basd Committee's
QIS. In line with these reaults, one of the larger South African banks indicated that it
is very difficult to make an accurae estimation of the effect on absolute capitd levels
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a this stage. Partly due to the fact that the regulators did not indicate whether they
would alow adecrease in capitd levelsisindicated as a main reason for this.

Perceived benefits of adoption of preferred approach

The mgority of surveyed banks indicate that they fed the adoption of their preferred
goproach will add the most vaue by refining the process for alocating and charging
capitd — and thus lead to a potentid reduction in capita levels. The introduction of
more sophisticated risk-adjusted pricing, as well as an enhanced reputation (or better
rating) due to the use of advanced risk management techniques were aso mentioned.
It is interesting to note that the same banks who indicated that they expect an increase
in regulatory required capita levels when adopting the IRB gpproach, were often the
ones who consdered refining the process for alocating and charging capital (and thus
ganing a potentid reduction in capitd levels) as the main benefit of adopting the IRB
goproach.  This discrepancy probably points to the difficulty of accurately estimating
the effect of the IRB gpproach on regulatory capitd levels at this stage.

Percelved obstaclesin adoption of preferred approach

All of the surveyed banks indicated that data issues are considered to be the biggest
obstacle to implementation of their preferred approach to compliance (the IRB
gpproach in mogt instances).

More specificdly, the rigorous cepture of loss given default (LGD) information
(epecidly with the implementation of a dandardized definition of “default”) was
gngled out by dl the respondents as the bhiggest daia Missng data for the
determination of probability of default (PD) were dso indicated as an obstacle by dl
the banks, as were the resources required for data collection, and the required redesign
of business processes.

This is in line with international experience. As indicated by the Basd Committee,
the Audrdian Prudentid Regulatory Authority study on credit risk rating practices of
Audraian banks, as well as the survey(s) by KPMG and Carau et d., meeting
higorica data requirements remains a key issue for banks aming to adopt the IRB
approach.

Aspects such as the cgpture and treatment of collatera information and other credit
mitigation techniques, the cost of compliance with Basd 1l, and deding with the
volatility of amore risk-sengtive capita regime are not seen as important obstacles.

Assessment of current risk information systems

South African banks are very conscious of the need to start building up a track record
with regad to loss data At the moment, there ae many initigtives on the
quantification of loss concepts being taken by South African banks. Most of the
surveyed banks indicated that they have aready completed an assessment of their
current risk information systems in order to determine whether they would meet the
test of being subjected to externa verification, regulatory scrutiny and transparency of
the new disclosure.
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One of the smdler banks admitted that it has not done any such assessment. Some of
the large banks indicated that such assessment is an ongoing process. As mentioned
above, South African banks redize the limitations of ther current risk information
systems.

“Basdl Il projects’

Banks need to assess how they are going to postion themsdlves for optima benefit,
bearing in mind the regulatory criteria and greater disclosures on the one hand, and
time and resource condraints on the other. All banks reported having done some
preiminary hightlevd review work on Basd 1l, with dl banks a the very least having
established a project team and being busy with project planning.

The Carratu et d. study found that, in generd, smaller banks seemed happier to defer
serious work a the time of their sudy — and tended not to have done much serious
planing a dl. The primary reasons for delaying preparations were that the banks
were awaiting the greater clarity that would come from the publication of findized
proposals, as well as deadlines and resource shortages, both in terms of management
and in terms of risk know-how. At the time of the survey, UK banks had a mgor
resource conflict due to the burden of preparing for the move to a single regulator
under the Financia Services and Markets Act of 2000.

This seems not to be the case in South Africa (at least not with regard to projects
amed a credit risk). All surveyed banks, including smdler banks included in the
sample, were busy with Basd |l projects. The differences in the timing of the surveys
can agan explan some of the differences in the results. However, dl surveyed South
African banks credit risk projects were only jus commencing a the time of the
sudy, and were usudly in the pre-study/diagnostic review stage. Most banks consider
these projects as ongoing assessments, or as work in progress. Again, South African
respondents aso indicated a lack of serious communication with the regulators. This
is a problem. Banks indicated that they fed uncertain about what the regulators redly
expect from them, as well as about the proposed timeframes for implementation of the
proposed new Accord.

The use of cost/ benefit analysis

Uncertainty remains regarding certain aspects of the Basd proposd — which makes
precise codt-benefit edimates difficult. Furthermore, the compliance and disclosure
requirements that accompany the various gpproaches have cost implicaions that will
take some time to assess.

The Caratu et d. study found that few European banks had done any serious thinking
on the overdl costsbenefits arisng from the project, a the time of the sudy. Such a
cost/benefit project typicdly includes the ongoing cost of regulatory compliance
compared with the status quo ante. Larger banks surveyed by Carratu et a. tended to
foresee a lower future cost (predicated on a convergence of economic and regulatory
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capita, enabling banks to run the two outputs from one common process), whilst
snaler banks tended to see much higher compliance costs. None of the banks
surveyed had as yet established the net cost/benefit of the project, adthough severd
were working on it.

All the surveyed South African banks indicated that they were busy with a
cost/benefit project in this regard. As indicated earlier, severd South African banks
are concerned about compliance costs, and many percelve these costs to outweigh the
potentia benefits of lower regulatory capitd charges (a least in the short run). No
South African bank had as yet established the net cost/benefit outcome of the project.

All the surveyed banks indicated tha they ae familiar with the quditative
requirements regarding risk-rating systems as set out by the Basd Il proposds.
Furthermore, they do not perceive compliance with these sandards as a mgor
chdlenge. However, one wonders whether this is a true reflection of South Africa
banks preparedness br the IRB agpproach, or merely an indication of their ignorance
with regard to these requirements.

Planned Use of Consultants

With regard to the planned use of consultants, a variety of responses were received
from surveyed banks. One (large) bank indicated that it does not plan do use externd
consultants a dl. Other banks (both large and smdl) ae planing on using
consultants to meet specific requirements, both for their know-how, and for additiona
short-term resources. All the other banks indicated that they were a least
contemplating the use of externd consultants. One bank indicated that the issue is
currently being investigated. The bank is trying to decide whether internaiond or
locd consultants should be used, and dso in what specific areas consultants should be
used. None of the banks indicated that it was presently looking to gppoint a firm of
consultants to work with the ingtitution for the duration of the Basel 11 projects.

Challenges posed by cultural buy-in and organizational changes

The Carau e d. dudy found problems in edablishing buy-in for this large
compliance project; this was a common theme coming from both senior executives
and busness heads. Alongsde buy-in, a (rdaivdy smdl) number of inditutions
highlighted the chdlenge posed by the necessary culturd and organizationd changes
that will be required to bring Basd 1l centre-dtage in the way the organization is
managed.

A more cynica bank surveyed by Carau et d. mentioned that there seems limited
benefit to the bank; rather, its view is that Basdl Il is no more than an increase in the
cost of being in the game of banking. The bank’s gpproach is, therefore, to achieve an
adequate level of compliance a minimum cod.
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46 Market discipline and disclosure of financial information in the South
African banking sector

The Bath & d. dudy includes an index of private monitoring varigbles intended to
capture to some degree the extent to which market or private “supervison” exists in
different countries. South Africa obtained a score of Sx out of a possble seven. This
indicates a reaively high degree of private oversght. The index is caculated usng
different measures of this type of varidble, based essentidly on information that is
disclosed and thus available to the public. . These measures are asfollows:

Private Monitoring Variables

1. Certified Audit Required: This varidble captures whether an externd audit is
required of the financid datements of a bank and, if so, whether it has to be
adminigered by a licensed or certified auditor. Such an audit would presumably
indicate the presence or absence of an independent assessment of the accuracy of
financid information released to the public. If both factors exis a 1 is assgned,
otherwise O isindicated.

In South Africa, external audit compulsory, but there are no specific requirements for
the extent of the audit. Auditors are licensed and the auditor’s report is given to the
Supervisory agency. Supervisors can meet externd auditors to discuss the report
without the bank’s approvd. Auditors are legdly required to report misconduct by
managergdirectors to the supervisory agency. However, legd action cannot be taken
againg externa auditors by supervisory agency for negligence.

Supervisors cannot force banks to change interna structure.

2. Per cent of 10 Biggest Banks Rated by International Rating Agencies: The greater
the percentage, the more the public may be aware of the overal condition of the
banking industry, as viewed by an independent third party. In the case of South
Africa, a 70% figure is recorded in the Barth et a. study.

3. Accounting Disclosure and Director Liability: This dedls with whether or not the
income gatement includes accrued or unpad interest or principa on nonperforming
loans, and whether or not banks are required to produce consolidated financia
gatements, which include non-bank financid affiliates or subsdiaries . The release of
this type of informaion — or its absence — affects the ability of private agents to
monitor — and hence influence — bank behaviour. This variable also covers whether
bank directors are legdly liable if information disclosed is erroneous or mideading.
If dl three factorsexist a1 is assgned, otherwise O is indicated.

In South Africa, directors are legdly lidole for erroneous or mideading information,
athough no specific pendties are stipul ated.

4. No Explicit Deposit Insurance Scheme: This variable takes a vdue of 1 if there is
no explicit depost insurance scheme and if depositors were not wholly compensated
the last time bank faled, and indicates O otherwise. A higher vaue would indicate
more private monitoring.
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The Bath e d. sudy showed that, in generd, the degree of private monitoring
increases as one moves from lower-income countries to high-income countries. This
confirms concerns that market discipline will not play the role intended by the Basd
Committee in emerging markets. However, results from the present study indicate that
thiswill not necessarily be a problem in the South African context.

The disclosure practices of South African banks are adso evaluated, based on the Basdl
Committees Transparency Group's surveys of the public-disclosure practices of
internationally active banks headquartered in its member countries.

The aeas covered by the survey genedly coincide with those identified in the
proposed third pillar of the new Basd Capitd Accord. The survey reviewed the
disclosure of both quantitative information and the quditative draegic and
methodological disclosures that should enable the market to better evauate the
banking organization. The survey was conducted by nationd supervisory authorities
who assessed the extent of disclosure by banksin their jurisdiction.

The survey indudes questions on capitd dructure, capitd adequacy, market risk
internd  moddling, internd and externa credit raings, credit risk  modeling,
securitisation  activities, credit  risk, credit derivatives, other derivatives, risk
diversfication, accounting and presentation policies, and other risks. Some of these
aress, deemed as most relevant for the objectives of this paper, were surveyed for the
five biggest South African banks (ABSA, First Nationad Bank, Investec, Nedcor, and
Standard bank).

The reaults of the 2000c Basdl survey show that the most basic information relating to
capitd  dructure and ratios, accounting and presentation policies, credit risk, and
market risk, is wdl disclosed, with disclosure rates typicdly over 80% for these
urvey questions. Disclosure rates generdly decrease, however, as the sophigtication,
complexity, or degree of proprietary of the information increases, with information
about credit risk modelling and credit derivatives disclosed by fewer than hdf of the
banks. These areas are of particular importance under pillar three (market discipline)
of the proposed new Basel Accord.

To a large extent, amilar results were found for South African banks. However, with
regard to credit risk modelling and credit risk ratings, Suth African banks disclosure
is less materid than in the case of the Basd study’s banks. Disclosure practices of the
South African banks in the sample are discussed in the following section. The section
contains a lig of tables with disclosure rates for different survey items In every
ingtance, disclosure rates for international banks surveyed by the Basd Committee are
compared to disclosure rates for the five biggest South African banks. Following each
table is a discusson of disclosure practices of South African banks, including an
internationa comparison (provided by the 2000c Basd sudy) and comments on
possble improvements in disclosure practices to ensure compliance with the
requirements under the proposed Accord.
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Table 1: Capital Structure

SURVEY ITEM DISCLOSURE | DISCLOSURE
RATE: RATE:
BASEL SOUTH
STUDY AFRICAN

BANKS

Disclosad the amount of common shareholder 100 100

equity

Disclosed the amount of tier-one capital 100 100

Disclosed the amount of perpetud non-cumulaive | 97 40

preference shares

Disclosed deductions from tier-one and tier-two | 67 40

capita

Disclosed the amount of tier-two capitd (split | 56 20

between upper and lower level-two) with separate

disclosure of materid components

Disclosed the totd capital base 98 100

Disclose the amount of innovative or complex | 83 0

capitd  indruments, including the percentage of

tota tier-one capital

Disclosed key “trigger” events 33 0

Ovedl, dl surveyed banks disclose quantifisble items within cgpitd Sructure. All
banks disclosed the amount of shareholder equity and tier-one capitd. All the banks
disclosed the amount of tier-two capital, but only one bank provided separate
disclosure of materid components. Virtudly al the banks disclosed the amounts of
shareholder equity, preferred shares, and other aspects of their total capital base. Also,
40% of the banks disclosed the amount of minority interests in subsdiaries. One area
that could be improved is the disclosure of deductions from tier-one and tier-two
capitd, which was disclosed by only 40% of the banks surveyed. None of the banks
disclosed information concerning key “trigger” events that might affect the nature or
cost of capitd indruments. One of the banks included a comprehensve shareholder
andyssinitsannud report.
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Table 2: Capital Adequacy

SURVEY ITEM DISCLOSURE | DISCLOSURE
RATE: RATE:
BASEL SOUTH
STUDY AFRICAN
BANKS
Disclosed the risk-based capita ratio caculated in 95 100

accordance with the methodology prescribed in the
Basd Capitd Accord

Disclosed the risk exposure of balance-sheet assets | 27 40
(specifying book vadue and risk-weighted amount

for each bucket)

Disclosed the risk exposure of each off-balance | 44 40

shegt indrument (specifying nomind  amount,
credit-equivdent amount, and  risk-weghted

amount for each risk bucket)

Provided andyss of changes in the bank’s capitd | 69 40
dructure and the impact on key ratios and overal

capita pogtion

Disclosed whether the bank has an internd process | 45 60

for assessing capitd adequacy and for setting
appropriate levels of capital

All the banks surveyed disclosed the cadculation of their risk-based cepitd ratio in
accordance with the methodology prescribed in the Capital Accord. Two of the five
banks provided information on changes in capitd dructure and the impact of such
changes on key ratios. Only about one haf of the banks disclosed whether their
inditutions possessed an internal process for assessng capitd adequacy and setting
appropriate levels of cepital. With regard to the latter two aspects, disclosure is very
brief.

Although dl banks disclosed ther risk-based cepitd ratio, fewer than one hdf
provided information on the credit and market risks against which the cepitd serves
as a buffer. Without this information, it is difficdt for the public to evduate capita
adequacy prospectively — that is, as conditions change. Furthermore, the lack of
assurance that the bank itsalf has an internad process for assessng capitd adequacy —
over hdf of the survey population did not provide such assurance — should be
disquieting for investors.
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Table 3: Internal and External Ratings

SURVEY ITEM DISCLOSURE | DISCLOSURE
RATE: RATE:
BASEL SOUTH
STUDY AFRICAN
BANKS
Discussed the process and methods used to assess 52 0

credit exposures on both an individud
counterparty and portfolio bass, including a
description of the interna classification system
(e.g., what each rating means in terms of default
probability, degrees of risk being distinguished,
performance over time and ex-post evauation)

Provided summary information on the qudity of | 17 0
on and off-balance sheet credit exposures, based
on the interna rating process or externd ratings

Provided summay information about the internd | 58 60
ratings process
Dexcribed how internd ratings are used in the| 14 0

bank’ sinternal capital dlocation process

The adequacy of disclosures related to the use of internd ratings will be an area of
increased importance under the new Basd Capital Accord. Adequate disclosure of
key information regarding the use of internd ratings will be necessary for banks to
qudify for the internd ratings based approach being consdered in pillar one of the
new Basd Capita Accord.

None of the banks discussed their internd credit classfication system. Sixty per cent
of the banks provided summary information about the internd ratings process. This
information is very cursory, however. None of the banks described how internd
ratings are used in the bank’s cepitd alocation process. Smilarly, no bank provided
summary informaion on the qudity of on and off-balance sheet credit exposures,
based on the internd rating process or externd retings. This is an important area
where disclosure practices could be improved.
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Table 4. Credit Risk Modelling

SURVEY ITEM

DISCLOSURE
RATE:

BASEL
STUDY

DISCLOSURE
RATE:
SOUTH
AFRICAN

BANKS

Disclosed whether credit risk measurement models 41 0
are used, and if so, provided descriptive
information about the types of modds, portfolio(s)

covered, and size of portfolios

Disdosed how the bank has incorporated historical
default experience for different asset categories,
curent  conditions, changes in  portfolio
compogtion, and trends in ddinquencies and
recoveries

45 0

Disclose its process for dress testing, and how | 28 0
teding is incorporated into its risk management

sysem

Ditlosad quantitative and quditaive information | 11 0
about the credit risk measurement models used,
including modd parameters (eg., holding period,
observation period, confidence interva, etc.),
peformance over time, and modd vdidation and

dresstesting

Disclosed whether credit scoring is used when | 42 0
granting credit, and if so, provided descriptive
information about the credit scoring mode and

how it is used

Where banks use credit risk models, the associated level of disclosure is very low.
Banks in the sample only mention the use of credit risk models. Loss concepts that are
cdculaled are dso mentioned.  No banks provided quditative or quantitative
information concerning the credit risk modds used, such as the parameters of the
models, modd vdidation, and dress testing.  All the banks disclosed whether or not
credit scoring is used;, however, no bank provided descriptive information about the
credit scoring model and how it is used. Sightly more than one hdf of banks
disclosed information regarding the types of credit exposures that are individudly
evauated for imparment. The new Basd Capitd Accord does not envisage that credit
risk models (as diginct from an internd ratings based methodology) may be used for
the caculaion of regulatory capitd. It must dso be noted that al the disclosure rates
in the 2000c Basdl study are also very low.
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Table5: Credit Risk Allowances

SURVEY ITEM DISCLOSURE | DISCLOSURE
RATE: RATE:
BASEL SOUTH
STUDY AFRICAN

BANKS

Disclosed information on the impact of non 85 100

accrud and impaired assets on the financia

performance of the bank, including information on

charge-offs and provisons

Disclosed the amount of any charge-offs and | 88 100

recoveries that had been recorded directly in the

income Satement

Described how the levd of dlowances compared | 53 100

with historica net-loss experience

Disclosed how the dlocated and (any) undloceated | 76 20

portions of the alowances are determined

Discussed practices and procedures used for | 58 80

evauating the adequacy of credit loss provisons

and credit loss alowances

Discussed the techniques used to monitor and | 53 40

manage past due or impared assatgcredit

relationships

If the indituion uses collatera, covenants, | 13 20

guarantees or credit insurance to reduce risk

exposure, the impact on credit exposure should be

disclosed

The levd of quantitative information concerning dlowances, charge-offs, and

impaired assets continued to be well disclosed. Disclosures of quditative information
— policies, procedures, and practices — are generdly very brief, and are less common
than the quantitative disclosures.

Ovedl, dl baks in the sample disdose the levd of quantitative information
concerning credit risk exposures, charge-offs, impared assets and alowances.
Disclosures that would compare the leve of the alowances with historicd net-loss
exposure could be improved, as could disclosures regarding the impact of collaterd,
guarantees, or credit insurance on credit exposures. Only 40% of the banks provided a
quditative discusson on the techniques used to monitor and manage past due or
impaired credits. This andyssis very cursory.

It must be noted that African Bank, not included in the sample, provides extensive
disclosure on the areas of how dlowances are determined, on practices and
procedures used for evauating the adequacy of credit loss provisons and credit loss
dlowances, and on the techniques used to monitor and manage past due or impaired
assets or credit relationships.
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Table 6: Geographic and Business Line Diver sification

SURVEY ITEM DISCLOSURE | DISCLOSURE
RATE: RATE:
BASEL SOUTH
STUDY AFRICAN

BANKS

Provided information on market activity by broad 80 100

risk category (e.g. foreign exchange, interest rate,

precious metals, other commodities and equities)

Provided information on trading revenues by | 69 0

mgor risk category (foreign exchange, interest

rae, commodity, equity), or by mgor product

(bonds, swaps, foreign exchange, equities)

Provided a breakdown of past due assets by asset | 33 60

category

Disclosed credit exposure information by business| 62 80

line

Disclosed summay information about the| 57 80

geographic  didribution of credit  exposures,

induding domedic and internationa  credit

exposures

Provided a breskdown of impared assets by | 44 60

geographic area

The magority of banks disclosed information regarding the diversfication of ther
credit exposures geographicaly, by product, and across business lines, which
indicates an improvement compared with information avalable on previous years. A
mgority of banks provided information on market activity by broad ingtrument

category. However, fewer banks provided

information on

impaired assts by

geographic area or by a breskdown of past due assets by counterparty type or asset

category.
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Table 7: Accounting Poalicies

SURVEY ITEM DISCLOSURE | DISCLOSURE
RATE: RATE:
BASEL SOUTH
STUDY AFRICAN
BANKS
Disclosed the basis of measurement for assets at 100 100

initid recognition and subsequent periods, e.g. fair
vaue or higtorica cost

Described the accounting policies and method of | 89 100
income recognition used for trading activities
(usng both cash instruments and derivatives) and

non-trading activities

Disdosed income and expense informeation | 98 100
grouped by nature or function within the bank

Disclosed the bads for determining when assets| 80 80

are conddered past-due and/or impared for
accounting and disclosure purposes (number  of
days where appropriate)

Overdl, accounting and presentation policies were generdly well disclosed. As often
required by national law or generdly accepted accounting principles, the bass of
asst vaudion was universdly disclosed.  All banks grouped their income dtatement
informetion by nature or function within the bank. About one fifth of the banks did
not disclose how they determine when credits are impaired or past-due in some
countries, there is no definitive guidance in thisarea.

In generd, South African banks seem to be more postive in this regard. All banks
surveyed indicated that they did not experience any difficulty in obtaining buy-in
from senior executives and business heads. Furthermore, they do not perceive any
culturd and organizationd chdlenges in bringing Basd |l centre-stage in the way the
organization is managed.

5 CONCLUSIONSAND POLICY IMPLICATIONS

A drong financid sysem is critica in helping to ensure that changes in expectations
and movements in domegtic and foreign financid assets do not trigger a criss in the
domegtic financid system, which, depending on the country, could have spill-over (or
“contagion”) consequences for the internationd financid sysem. A gdrong financid
sysem can adso contribute dgnificantly to domestic and internationd  financid
intermediation, helping to mobilize savings and chand them to productive
invesments. Fnancid gability and effective financid intermediation can thus foder
economic growth.

The proposed new Basd Capitd Accord is one of the key initidtives for srengthening
bank soundness, and thus financid sector gability. This is both a wide-ranging and
ambitious reform that seeks to better dign regulatory capita with economic risk. It
represents a real advance on the 1988 Capital Accord, and the proposads mark a

52




The New Financial Architecture

decisve sep away from a “one size fits al” supervisory approach to capita. Rather
than imposng a dngle method for cdculaing capitd requirements, inditutions will
be able to sdect from a range of approaches for capturing, messuring, and controlling
credit and operationa risks. More sophigticated control structures will be rewarded by
lower cgpitd charges. If the Basd proposads are implemented as planned, they will
have important effects both on individua banks and on markets as awhole,

This Accord represents a root and branch reform of the 1988 Basdl Accord and poses
ggnificant chalenges to banks and supervisors dike. These chdlenges have lead
many supervisors to comment that important preconditions for implementation of the
Accord are absent in most emerging-market countries like South Africa. The findings
of this paper suggest that this is not the case in South Africa South African bank
upervisors ae efficient, as evident in the findings of the FSAP. The factors that
seemingly render minimum cegpitd requirements an efficient tool to enhance bank
sysem soundness in many emerging-market countries — namdy the lack of a
aufficiently degp and liquid cepitd market that mekes the rasng of low qudity
capitd  possble, the lack of complimentary policy such as loatloss provison
regulations tha complement minimum cepitd requirements — do not seem to
characterize the South African banking sector. Indeed, the regulatory framework in
South Africa was recently amended to be in line with international best practices, and
address any limitations pointed out by the FSAP.

However, the new Accord does represent new ground for South African supervisors
in severd aspects — such as with the evaduation of banks internal credit risk rating
sysems. South African bank supervisors have dready Started with specific measures
to address challenges posed by the implementation of the new Accord.

The survey dso outlined the current state of play regarding credit risk rating among
South African banks, and provided some internationd comparisons. Generdly
gpesking, South African banks credit risk rating practices appear to be in line with
those of ther internationa peers. The current sophisticated approach to credit risk
management and the use of sophisticated models in this regard, congtitute a useful
platform for this to take place from. However, current practice does not conform to al
the requirements st by the Basd Committee, and subgantid logistical chalenges
remain.

Internal bank rating practices, both locally and oversess, continue to evolve as the
experience of rding inditutions mounts up. As a group, the loca banks have moved
rdaivey quickly to adopt two-dimensond credit risk rating approaches whereby
customer default probabilities and expectations of loss in the event of default are rated
separately. In other respects, as esewhere in the world, consderable differences exist
among the banks raing sysems, paticularly in reation to the detal of how ratings
are determined, the associated quality control processes that have been established in
eech inditution, and the way in which quantitative vaues have been assgned to risk
grades.

These differences reflect many influences deriving from the particular circumstances
of each inditution, including differences in the sze and naure of banks rated
portfolios, the intended applications of ratings, the capabilities of banks avalable
resources and systems, the legacy of past decisions, and costs of change.
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Although banks in generd teke the same st of issues into account in assgning
internal ratings, the broadly different gpproaches used by banks in doing so will
probably require different gpproaches to supervisory review and vdidation. Market
discipline and disclosure can play a role in this process, by bringing about greater
consistency among bank practices, and further promoting sound banking procedures

There appears to be a reaivey limited set of data sources and techniques available to
banks for use in estimating loss characteristics (PD, LGD, and associated parameters
such as EAD). Banks in generd gppear to have had greater difficulty in atributing
LGD edtimates to their exposures than they have for PD.

A key chdlenge faced worldwide by virtudly al developers and users of internd
credit risk rating sysems, including prudentid supervisors looking to utilize banks
internd ratings for regulatory cepitd and other purposes, is the widespread lack of
good long-run data on the peformance of banks loans. The lack of such data can
impact on the ability of an inditution to develop effective raing tools. It can dso
impede efforts to verify the accuracy and robustness of ingtitutions rating systems, to
assgn relisble quantitative loss estimates to risk grades, and to make reiable
comparisons of ratings from different inditutions: al important tasks — not only from
the perspective of the banks themsdves, but dso from the point of view of ther
prudentia supervisors (paticularly in the context of proposds to utilize banks

interna ratings for regulatory capita purposes).

The survey highlighted one important aspect where current South African practice
lags behind Basd requirements disclosure regarding credit risk moddling and
specificaly rating sysems. This would be one of the key aeas that need to be
addressed before the IRB approach can be implemented.

Apat from implementation chdlenges in individud countries, there exiss concern
over the impact of the proposed new Basd Accord on globa financid system
dability. This includes concerns regarding the impact on cepitd flows to emerging-
market countries, and the potential pro-cyclicad impact of the new Accord. As
discussed in Section 4.3, the latter can be addressed using severd possible policy
measures. The former concern highlights the need for greater co-ordination within the
international  community on the reform agenda in an increesngly integrated
international  financid sysem. This includes grester co-ordination a the regiond
levd, aswdl asintensfied collaboration with the private sector.

The complexity of the new Accord, as wdl as the flexibility dlowed to nationd
supervisors, poses the risk of regulatory forbearance, as discussed in Section 4.3.
Regulatory cepitd levels that are not sufficient rdevant to risks in a banking system,
is another risk in this regard. This al serves to underline the importance of effective
and accountable bank supervison. This is not only gpplicable to the regulatory
indtitutions, and the human resources capecities of supervisory agencies, but it dso
encompasses aspects such as appropriate accounting standards and reporting systems,
and a sufficient legd framework, which is ale to enforce supervisory actions when a
bank’s performance is deemed faulty. These aspects underpin the efficiency of both
supervisory review (pillar two) and bank capital ratios (pillar one). Efficient markets
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that send appropriate signads and corporate governance structures that respond to
them, are another important aspect in this regard.

Findly, it must be kept in mind that banking system dability is jus one dement of
ovedl financid dability. Successful implementation of the proposed new Basd
Accord and the achievement of the Accord's stated objectives is thus just only one
agpect of financid dability. Globd inditutions (such as the IMF, the World Bank and
the BIS) ae paticulaly important in a world where finance and markets ae
increedngly globalised. The latter dimenson is crucid: to a great extent crises are
caused by failures in private globa financid markets, which need to be tackled a an
international  level. However, such measures have to be complemented by
improvement of nationd macroeconomic and financdd policies in the recipient
countries nationd and international meesures to drengthen financid gdability are
mutudly reinforang.
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APPENDI X ONE: Measuresof supervision efficiency

(aOverall Capital Sringency: This measure gives an indication of whether there are
explicit regulatory requirements regarding the amount of capital that a bank must have
relative to various guidelines. This particular measure of capitd dringency is to some
degree capturing whether or not regulatory capitd is solely an accounting concept or
a leest patidly a maket-vdue concept. Several guidelines are consdered to
determine the degree to which the leverage potential for capitd is limited. These are
asfollows

(@) Does the minimum required cepita-to-asset ratio conform to the Basd
guidelines? Of 107 countries, 100, including South Africa, said yes and seven said no.

2 Does the minimum ratio vary with market risk? Of 105 countries, 24 sad yes
and 81,including South Africa, said no.

3 Is the market value of loan losses deducted from reported accounting capital?
Of 104 countries, 57, including South Africa, said yes and 47 said no.

4) Are unredized losses in the securities portfolio deducted from reported
accounting capital? Of 104 countries, 60, including South Africa, said yes and 44 sad
no.

) Are unredized foreign exchange losses deducted from reported accounting
capital? Of 102 countries, 62, including South Africa, said yes and 40 said no.

A vaue of 1 is assgned to each of the above quegtions if te answer is yes and a 0
otherwise. In addition, a value of 1 is assgned if the fraction of revauation gains that
is dlowed to count as regulatory capita is less than 0.75. Otherwise, a vaue of 0 was
assigned. By adding together these variables the overdl capitd dringency varigble is
cregted. It ranges in vadue from zero to 9x, with higher vaues indicaing grester
gringency. In the survey, the South African score is indicated as five (due to the “no”
answer in (2). However, current capital regulations is South Africa do vary with
market risk, indicating the maximum score of gx.

Initial Capital Stringency: This measure gives an indication of whether the source of
funds counted as regulatory capitd can include assets other than cash or government
securities and borrowed funds, as wel as whether the sources are verified by the
regulatory or supervisory authorities. More specificdly, the measure is based on the
following three questions:

1) Can initid and subsequent infusons of regulatory capital include assets other
than cash or government securities? Of 102 countries, 45 said yes and 57,
including South Africa, said no.

2 Can the initid infuson of capitd be based on borrowed funds? Of 101
countries, 34 said yes and 67, including South Africa, said no.

3 Are the sources of funds that count as regulatory cepitd verified by the

regulatory or supervisory authorities? Of 105 countries, 86, including South Africa,

said yes, and 19 said no. For those questions that were answered “yes’, avaue of 1

was assgned. Otherwise, the value 0 was assgned. Adding these three variables

together crested a varidble that may range from a low of zero to a high of threg, with a

higher value indicating less sringency. Consequently, South Africa obtained a score
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of 1.

Capital Regulatory Index: This is the sum of the previous two measures of capita
gringency. It therefore may range in vaue from zero to nine, with a higher vaue
indicating greater dringency. South Africa obtained a score of sx. The UK and
Austrdia both obtained the highest score of nine.

Official Supervisory Power: This measure gives an indication of whether the
supervisory authorities have the authority to take specific action to prevent and correct
problems. This variable is based upon yes or no responses to the following 16
questions:

@

2

3

(4)

Q)

(6)

()

(8)

©)

(10)

(11)

(12)

Can supervisors meet with any externd auditors to discuss ther reports
without bank approva? Of 107 countries, 78, including South Africa, said yes
and 29 said no.

Are auditors legdly required to report any misconduct by managers or
directors to the supervisory authorities? Of 107 countries, 65, including South
Africa, said yes and 42 said no.

Can the supervisory authorities take legd action againgt externd auditors for
negligence? Of 107 countries, 55 said yes and 52, including South Africa, sad
no.

Can the supervisory authoriies force a bank to change its internd
organizationd dructure? Of 107 countries, 78 sad yes and 29, including
South Africa, said no.

Can the deposit insurance agency take legd action againgt bank directors or
officers? Of 59 countries, 20 said yes, and 39 sad no. This question is not
gpplicable to South Africa

Are off-baance sheet items disclosed to the supervisory authorities? Of 106
countries, 104, including South Africa, said yes and two said no.

Does falure to abide by a cease-dedst type order lead to the automatic
impostion of civil and pend sanctions on the directors and managers of a
bank? Of 102 countries, 63 said yes and 39 sad no. This question is not
goplicable to South Africa

Can the supervisory authorities order a bank’s directorsmanagers to provide
provisons to cover actual or potentid losses? Of 102 countries, 88 sad yes
and 14 said no. Thisquestion is not gpplicable to South Africa

Can the supervisory authorities suspend the directors decison to distribute
dividends? Of 106 countries, 84 sad yes and 22, including South Africa, sad
no.

Can the supervisory authorities suspend the directors decison to digtribute
bonuses? Of 103 countries, 62 said yes and 41, including South Africa, sad
no.

Can the supervisory authorities suspend the directors decison to distribute
management fees? Of 103 countries, 54 sad yes and 49 , including South
Africa, said no.

Can the supervisory authorities supersede shareholder rights and declare a
bank insolvent? Of 101 countries, 74 said yes and 27, including South Africa,
said no.
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(13)

(14)

(15)

(16)

Can the supervisory authorities suspend some or dl ownership rights of a
problem bank? Of 103 countries, 85, including South Africa, said yes and 18
said no.

Regarding bank restructuring and  reorganization, can the supervisory
authorities supersede shareholder rights? Of 102 countries, 81 said yes and 21,
including South Africa, said no.

Regarding bank restructuring and  reorganization, can the supervisory
authorities remove and replace management? Of 105 countries, 94 sad yes
and 11, including South Africa, said no.

Regarding bank restructuring and reorganization, can the supervisory
authorities remove and replace directors? Of 105 countries, 91 said yes and 14,
including South Africa, said no.

The answers to these 16 quedtions collectivdly conditute a measure of Officid
Supervisory Power. A vaue of 1 was assgned to a “yes’ answer and a vaue of O to a
“no” answer. This vaiadle is the sum of these assgned vaues and therefore may
range from zero to 16, with a higher vaue indicating more power. South Africa
obtained a score of 14.

Bath et d. (2001:23) dso decompose the officid supervisory power variable into
three congtituent parts. The resulting three variables are as follows:

@

2

3

Prompt Corrective Action: This is an indication of whether a law establishes
pre-determined levels of bank solvency deterioration that forces automatic
enforcement actions such as intervention. If this is indeed the case, a vaue of
lisassgned, otherwise O isindicated.

We then multiply this by (4), (7), (8). (9), (10) and (11) as described
immediately above. The Prompt Corrective Action variable may therefore
range from zero to d9x, with a higher vdue indicating more promptness in
responding to problems.  South Africa, and most other countries included in
the survey, obtained a score of zero.

Restructuring Power: This is an indicaion of whether the supervisory
authorities have the power to restructure and reorganize a troubled bank. This
variable is amply the sum of (14), (15) and (16) as described above. It may
range in vaue from a low of zero to a high of three, with a higher vaue
indicating more power. South Africa obtained a score of zero.

Declaring Insolvency Power: This is an indication of whether the supervisory
authorities have the power to declare a deeply troubled bank insolvent. This
variable is smply the sum of (12) and (13) as described above. It may range in
vadue from zero to two, with a higher vadue indicating grester power. South
Africaobtained a score of one.

Other indicators of supervisory power in the Bath e d. study (2001) include the
following:
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Supervisory Forbearance Discretion: Even when authorized, supervisory authorities
may engage in forbearance when confronted with violations of laws or regulations or
with other imprudent behaviour on the part of banks. To capture the degree to with
this type of discretion is dlowed, a variable was congtructed, based on the following
questions:

@ Regarding bank restructuring and  reorganization, can the supervisory
authorities or any other government agency forbear certan prudentid
regulations? Of 101 countries, 84, including South Africa, sad yes and 17 sad
no.

2 Are there pre-determined levels of solvency deterioration that force autometic
actions, such as intervention? Of 104 countries, 49 said yes and 55, including
South Africa, said no.

3 Must infractions of any prudentia regulations be reported? Of 104 countries,
103, including South Africa, said yes and one said no.

(4  With respect to (3), are there any mandatory actions to be taken in these cases?
Of 103 countries, 81, including South Africa, said yes and 22 said no.

A vaue of 1 is assgned when the answver is no and a vaue of O is otherwise assgned,
except for (1) where the reverse takes place. This variable is calculated as the 2um of
these assgned vaues. It may therefore range in vaue from zero to four, with a higher
vaue indicating more discretion. South Africa obtained a score of three.

Liquidity/Diversification Index. This varidble captures the degree to which banks are
encouraged or redricted with respect to liquidity, as well as asset and geographica
diversfication. In particular, the index was based on the following three questions:

@ Are there explict, veifidble and quantifiddle guiddines for asst
diversfication? Of 107 countries, 38, including South Africa, sad yes and 69
said no.

2 Are banks prohibited from making loans abroad? Of 106 countries, 15 sad yes
and 91, including South Africa, said no.

3 Is there a minimum liquidity requirement? Of 103 countries, 77, including
South Africa, said yes and 26 said no.

On the basis of “yes’ or “no” answers to these quedtions, a liquidity/diversfication
index was caculated. A vaue of 1 was assgned to “yes’, except in the case of
question (2) where a 1 was assgned to “no”, since this response is associated with
greter divergfication. These three vaues are summed and may range in vaue from
zero to three, with a higher vaue indicating grester liquidity and diversfication.
South Africa obtained a score of three.

Official Supervisory Resource Variables. This variable captures the officid actions
that the supervisory authorities are required to take, or may take, in response to
vaious banking gStuations. But it is dso important to know the officid supervisory
resources available to take these actions. More especialy, this index attempts to
measure the “quantity and quality” of bank supervison. This is done on the bass of
five other variables:
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(&) Supervisors per bank: This varidble is the number of professond bank supervisors
per bank.

For South Africa, the score is three. Other results include the USA 0.1, Denmark 0.2,
Ireland 0.3, Egypt 8, Honduras 12, Botswana 9, and Bangladesh 8.

Some economies have reatively high ratios of professonal supervisors per bank, such
as Tawan (China) with 18 and Honduras with 12. Others like the USA and Turkey
have reaively low ratios — are 0.1 and 0.4, respectively. In the case of South Africa,
the figure is indicated as three professond supervisors per bank. However, since
Bath et d. do not specify “bank”, these figures can be mideading. For example, the
relatively low figure for the USA can be explained by the USA’s unit bank system, as
compared to a branch bank system in South Africa.

(b) Bank supervisor years per bank: This variable is the total number of years for dl
professional bank supervisors per bank. The total number for South Africais 26.

(c) Supervisor tenure: This variable is the average years of tenure of professond bank
supervisors.  For South Africa, the result isfour.

(d Ondgte examinaion frequency: This vaidble is the frequency of ongte
examinations conducted in large and medium-sized banks, with 1 dencting yearly, 2
denoting every 2 years, and so on. For South Africa, the result is one.

(e Likdihood supervisor moves into banking: This vaiadle is the fraction of
supervisors employed by the banking industry subsequent to retirement, with O
denoting never, 1 dencting rarely, 2 denoting occasondly, and 3 dencting frequently.
South Africal s scoreis three.

Other supervisory information for South Africa included in the Bath et d. sudy is
that supervisors are not legdly lidble for ther actions, infraction of any prudentid
regulation found by a supervisor must be reported; and there are no important
differences between expectations from the supervisory agency and what is mandated

by law.

APPENDIX TWO

The following quedionnaire is intended to andyse the current gStuaion within the
bank’s credit risk management area. The questionnaire should be completed based on

the current Stuation, and any possible or probable changes should be ignored unless
specifically asked for.

To make the questionnaire as easy as possible to complete, it has been structured on

the bass of multiple-choice responses as far as possble. Please answer dl questions,
and if there are any additiond comments please attach an additional shest.
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All information will be trested as drictly confidentid and will only be used for the
purposes of the study.

GENERAL ASPECTS REGARDING CREDIT RISK MEASUREMENT AND
MANAGEMENT

1. When did you last benchmark your credit risk management practices agangt
industry best practices? (Please check only one.)

- Never.

- Over ayear ago.

- Within the last yesar.

- Plan to do so in the next year.

2. Has your bank edtablished an Enterprise Risk Management (ERM) process that
integrates the monitoring and management of dl risk exposures (credit, marke,
operational, etc.)? (Please check only one)

- Yes.

- No, but we plan on doing so within the next two years.

- No, and we do not plan on doing so in the next two years.

3. Does your bank have a function that is responsble for credit risk management at
the enterprise level? (Please check only one.)

- Yes.

- No, but we plan on doing so within the next two years.

- No, and we do not plan on doing so in the next two years.

4. Please indicate how strongly you agree with the following statements using a scae
from 1to 5, with 5 indicating “strongly agree’ and 1 “disagree.”

- We have aufficient daff resources and <ills for effective credit risk
management.

- All rdevant personnd clearly understand the bank’s agpproach to granting
credit and can be hdd accountable for complying with established policies and
procedures.
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- Credit risk management is effectively covered in our training programme.

5. Please indicate how drongly you agree with the following statement usng a scae
from 1to 5, with 5 indicating “strongly agreg’ and 1 indicating “strongly disagree.”

- | am confident that we have a corporate culture and values which dign well
with our credit risk management objectives.

- | am confident that our incentive compensaion is well digned with our credit
risk management objectives.

- Senior management has communicated and demondrated an  affirmative
commitment to credit risk management.

6. Do you have a written credit risk strategy that reflects the bank’s tolerance for risk
and the levd of profitability the bank expects to achieve for incurring various credit
risks?

- Yes.

- No.

7. Do you have written policies in place regarding the information and documentation
needed to approve new credits, renew existing credits and/or change the terms and
conditions of previoudy approved credits?

- Yes.

- No.

8. Do you sometimes rey soldy on credit scoring techniques in gpproving loan
gpplications?

- Yes, for certain types of exposures. (Please specify.)

- Yes, for certain small exposures. (Please specify.)

- No, our bank dways peforms dealed andyss of dl individud loans
applications.
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9. Which of the following most accurately describes your bank’s agpproach to
profitability andyss and loan pricing?

- Profitability anadyss is based on the overdl banking reationship with a
custome.

- Profitability andyss is orientated to loans on a stand-done bass in other
words, the profitability of every loan goplication is based on own merit, regardiess of
the totdl relationship with the customer.

10. Do you base |oan price terms on obligor’ s risk?

- Most or al of the time, terms are based on the obligor’ s assigned risk grade.

- Mogt or dl of the time, terms are based on a less formal assessment of the
obligor’srisk grade.

- Sometimes terms are based on the obligor’ s assigned risk grade.

- Sometimes terms are based on aless formal assessment of the obligor’ srisk..

11. Do you base loan non-price terms on obligor’ srisk grade?

- Mog or dl of the time loan nonprice terms are based on the obligor's
assigned risk grade.

- Mog or dl of the time loan nonprice terms are based on a less forma
assessment of the obligor’ srisk grade.

- Sometimes, loan non-price terms are based on the obligor's assigned risk
grade.

- Some of the time, loan non-price terms are based on a less forma assessment
of the the obligor’srisk grade.

12. Please indicate how strongly you agree with the following statement using a scae
from 1 to 5, with 5 indicating “strongly agreg” and 1 indicating “ strongly disagree.”

- | am confident that credits are priced in such a way as to cover dl of the
imbedded costs and compensate the bank for the risksincurred.

- | am confident that our bank has taken appropriate steps to identify and control
or mitigate the risks of connected lending.
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- | am confident that over-rdliance on collaterd does not compromise other
eements of sound counterparty credit risk management such as the due diligence

process.

Measurement of credit risk

13. Please indicate how strongly you agree with the following statements using a scde
from 1 to 5, with 5 indicating “strongly agree” and 1 indicating “strongly disagree.”

- We have aclear definition of credit risk.

- | am confident that our credit policies and procedures address credit risk in al
of the bank’ s activities and a both the individua credit and portfolio levels.

- | am confident that our bank has information sysems and andyticd
techniques that enable management to measure the credit risk inherent in dl ot and
off-balance sheet activities.

- | am confident that the management information system provides adequate
information on the compogtion of the credit portfolio, including identification of any

concentrations of risk.

14. In measuring credit risk, which of the following approaches do you use?

- Transaction methods, where total credit risk with a counterparty is smply the
sum of current and potentid exposure of each transaction with the counterparty.

- Portfolio methods, computing the potentid exposure of dl the firm's
transactions with a counterpaty a once, and consdering corrdations between
potentia exposures of multiple transactions with the counterparty.

- A combination of transaction and portfolio approaches. (Please specify.)

Quantification of loss concepts and data issues

15. Do you have a rating history for each borrower? In other words, do you have loss
experience data by borrower/facility grade?

- Yes.

- No.

16. If you have a rating higory for each borrower, which of the following dements
areincluded ?
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- Reting snce inception.

- Methodology and key data used to derive the rating.
- Key borrower characterigtics.

- Date rating was assigned.

- Person/model who assigned the grade.

17. Do you compute long-run average probability of default rates solely based on
higtorica experience of borrowersin each internd risk grade?

- Yes, for dl sub-portfolios.

- Yes, only for retail portfolios.

- Yes, only for corporate portfolios.

- No.

18. What is the length of the underlying historical observation period used for the
cdculation of PD estimates?

- Lessthan 2 years.

- 2 - 3years.

- 3- 5years.

- Morethan 5 years.

19. If you do not compute PDs from historica data (internd default experience), can
you compute PDs with any one of the following methods? (Pleese mak Al
gpplicable)

- The use of externd data and pooled data (e.g. data from mgor rating agencies,
nationa credit regigtries, loss data from trade association reports).

- Satigticd default models.

- A combination of the above techniques.

- A combination of the above techniques and internal default experience.

20. Do you review your PD egimates a least annudly?

- Yes.
- No.
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21. Do you have a higtory of estimated PDs and redized defaults associated with each
grade?

- Yes.

- No.

22. Are you able to compute long-run average loss given default (LGD) rates which
explicitly evauate likely recovery rates for each transaction in the event of default?

- No.

- Y es, and we are confident about the accuracy of estimates.

- Y es, but we do not find the estimates to be reasonable.

23. Which of the following most accuradly describes your gpproach to the estimation
of LGD?

- Standard vauation procedures and discount factors based on type of security
st out in the bank’s policy documents, based largdy on management judgmenta
industry benchmarks' rules of thumb.

- Directly edtimating an expected recovery percentage — eg. in the case of
impaired assats.

- Applying a generic classfication based on the type of exposure for certan
types of exposure, for example exposures secured over resdential property.

- Based on higtoricd data.

- Others. (Please specify.)

24. If you can compute LGD based on hidtorical data, what is the length of the
underlying historica observation period used for the caculation of PD estimates?

- Lessthan 2 years.

- 2 - 3years.

- 3 - 5years.

- Morethan 5 years.

OPERATING DESIGN FEATURES OF INTERNAL CREDIT RATING SYSTEMS

66



The New Financial Architecture

25. Approximately what percentage of the rand value of your bank’s tota loans has an
interna credit reting?

- Less than 5%.

- Between 5 and 25%.

- Between 26 and 50%.

- Between 51 and 75%.

- Between 76 and 95%.

- More than 95%.

26. Approximately what percentage of the rand value of your bank’s corporate loans
has an internd credit rating?

- Less than 5%.

- Between 5 and 25%.

- Between 26 and 50%.

- Between 51 and 75%.

- Between 76 and 95%.

- More than 95%.

27. Approximately what percentage of the rand vaue of your bank’s consumer/retail
loans has an internd credit rating?

- Less than 5%.

- Between 5 and 25%.

- Between 26 and 50%.

- Between 51 and 75%.

- Between 76 and 95%.

- More than 95%.

28. If you do not rate al exposures, on what does the decision to rate or not depend?
(Please mark dl that are applicable))

- Amount of exposure. (Please specify.)

- Type of exposures. (Please specify.)

- Others. (Please specify.)
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29. Which of the following most accurately describes your rating sysem?

- The use of identicd rating methodologies for al sub-portfolios subject to
rating.

- Specific agpplications are used for different customer groups and sub-
portfolios.

30. Which of the following most accurately describes your bank’s methodologica
gpproach to assgning ratings?

- A credit scoring modd or other quantitative tool is essentidly the sole basis
for determining arating for counterparties’exposures.

- Ratings are based primaily on a datidicd modd or objective financid
andyss, but adjustment of ratings based on judgmentad factors is dlowed (to a
limited degree).

- Raings ae assgned usng condderable judgmentad eements, where the
relaive importance given to such dementsis not formaly congtrained.

31. Which of the following most accurately describes the loss concept underpinning
the rating?

- Reflecting counterparty default probability.

- Separate PD and LGD rating.

- Expected loss on facilities.

- Reting is not intended to reflect any specific loss concept, but reflects an
ordind ranking of the banks exposures relative to each other.

32. Which of the following most accurately describes your rating sysem?

- A two-dimendond sysem in which separate ratings, one focused on the
characteristics of the borrower (obligor rating) and another rating focused on the
gpecific detall of the transaction (facility rating), are assgned.

- A one-dimensond sysem in which only a sngle raing, intended as a
summay indication of risk that incorporates both borrower and transaction
characteridtics, is assigned.
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33. If you assign separate PD and LGD egtimates, do you combine PD and LGD
ratings to form an overdl indicator of expected risk?

- Yes.

- No.

Structure of the rating system

34. How many different ratings do you assgn? In other words, how many rating
grades are there in total ? (Please check only one.)

- 3 or fewer.

- 4to7.

- 8to11.

- 12 to 20.

- More than 20.

35. From this totd number of ratings, indicate the number of rating grades for the
following:

- Pass grades (qudity borrowers/exposures).

- nonpass grades (for non-performing borrowers).

36. Do you include grades intended soledly to capture credits needing heightened
adminigrative action, such as so-caled “watch” grades?

- Yes.

- No.

37. If you include “watch grades’, are they classified as part of:
- Pass grades.
- Norpass grades?

38. What isthe largest percentage of total rated exposures faling in asingle grade?
- Less than 20%.

- 20% - 29%.

- 30% - 50%.

- More than 50%.
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39. Do you currently rely on arating scale that mirrors that of the ratings agencies?
- Yes.
- No.

40. If no, do you attempt to develop criteria that are consistent with that scale in order
to have theinternd rating process replicate that of the rating agencies?

- Yes.

- No.

41. Isyour rating based on:

- Assessment of borrower's current  condition and/lor most  likdy future
condition (point-in-time quality of issuersexposures)?

- Assessment of borrower’s riskiness based on a worst-case, “bottom of the

cycle’ scenario (through the cycle approach)?

42. Which of the following factors do you teke into account in assgning ratings to
corporate borrowers? (Please mark al that apply.)

- Forma indugtry andyss.

- Management experience and competence.

- Country risk.

- Specific financid retios.

43. If you use financid raio andyss which of the following specific types of ratios
isincluded?

- Historica and projected cash flow capacity.

- Capital structure.

- Quadlity of earnings

- Qudity and timeliness of information about the borrower.

- Degree of operating leverage.

- Financid flexibility resulting from its access to the debt and equity markets to

gain additiona resources.
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44. Do you have a forma written description of the internd credit rating classification
sysem?

- Yes.

- No.

45, If yes, which of the following e ements are included? (Please mark al that apply.)
- What each rating meansin terms of default probability.

- Modd inputs.

- Modd maintenance (changes to calculations, rating system, etc.).

- Exceptions to data inputs.

- Model overrides.

- Ex post evauation.

46.Which of the following criteria for each risk grade is explicitly included in your
credit risk policies?

- Factors that should be consdered in assigning a grade.

- How these factors should be weighed in arriving at afina grade.

- Explicit quantitative target ratios or ranges.

- Verba quditative criteriain the case of less measurable factors.

Applications/uses of ratings

47. Do you include rating information in reports to senior management for the
purpose of monitoring the risk composition of the rated portfolios?

- Yes routine (at lesst monthly) and comprehensive reporting including both
quantitative risk measures and quditative perspectives.

- Y es, routine reporting (at least monthly), but limited in scope.

- Y es, ad hoc, event-driven reporting.

- None.

48. Which of the following dements are included in reports to senior management?
(Mark dl that are applicable))

- Aggregete exposure for al rating classes.

- Limits assigned according to rating grades.
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- Borrower-specific information, such as mgor shifts in rating dasses for a
sngle customer.

- Risk profile by grade.

- Migration across grades.

- Quantification of loss estimates per grade.

- Comparison of redlized default rates against expectations.

49. Are you confident that such reports are specific enough to dlow third-party
assessment of the ratings assigned and the associated cdibration of average PD per
grade?

- Yes.

- No.

50. For which of the following agpplications do you use your retings? (Mark dl that
are applicable))

- To identify deteriorating or problem loans.

- Used in computing internd profitability measures.

- For pricing andys's purposes.

- Attributing economic capita to products or business lines.

- Credit gpprova authorities and limits,

- Anaysis of bank’s capitd adequacy, reserving and profitability.

- Performing stress tests to assess capital adequecy .

51. If you engage in dress testing, which of the following is induded in your dress
testing?

- Economic or industry downturns.

- Market risk events.

- Liquidity conditions.

52. Do you base compensation for relationship managers explicitly on ratings?

- Yes.
- No.
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System devel opment and enhancement

53. Did you develop your rating system. ..

- interndly;

- in co-operation with outsde consultants,
- purchased from a third party?

54. Have you recently (within the past two years) expanded the number of risk grades
as part of wider upgrades of your bank’ srating system?

- Yes.

- No.

55. Does your bank use any of the following rating assessment tools to assst gaff in
rating determinations? (Please mark al that are gpplicable))

- Use of externd ratings (where these are available).

- More talored ratiing definitions providing explicit guidance to raters
(incorporating detailed quantitative and quditative rating benchmark).

56. Which of the following control measures is gpplicable to your raing system?
(Please mark dl that apply.)

- Internd ratings can only be amended using specific procedures.

- Interna ratings are made avalable throughout the firm to dlow users to flag
inconsstencies and play the role of control officers.

- The rating and raing-validation processes ae reviewed by senior
management, i.e. managers with sufficient seniority and authority to enforce
reductionsin abank’s overal risk exposure.

- The assgnment of credit raings is integrated into the bank’'s norma credit
approval/review processes and is subject to the checks and baances built into those
sysems.

- None of the above.

Review of ratings
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57. Which of the following review and monitoring measures are used in your bank?
(Please mark dl that apply.)

- Monitoring by those who assgn theinitid rating of atransaction.

- Occasond reviews of a budness unit's rating assgnments by independent
loan review unit.

- Formd periodic review, a leaes annudly, by an independent credit review
unit.

- Ealy review events supported by centralized and/or automated monitoring
sysems.

- More frequent periodic reviews for lower-rated exposures.

- Other. (Please specify.)

58. Which of the following is addressed as part of the ratings review process? (Please
mark dl that apply.)

- Review of override decisons.

- Seek to track potentid ingances of “gaming” rating models whereby loan
officers might dter cusomer information and re-enter it severad times in order to
obtain a better rating recommendation.

- The qudity, completeness, and appropriateness of data inputs into the modd
are reviewed on aregular basis.

59. Does your bank use any of the following measures to ensure the accuracy and
integrity of datainputs into the rating sysem?

- Automated data transfer linkages to minimize/diminate re-keying of ratings
input data and of completed ratings.

- Where industry characterigtics form an important input into rating modds, an
economics or other specidized unit, rather than individud lending/credit officers, is
respongble for inputting relevant industry assessments.

- Other. (Please pecify.)

60. Does a poor credit process ratings received from the review teams have
implications for credit authority and staff remuneration?
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- Yes
- No.

Validation

61. Do you perform some degree of back-testing to assess accuracy and consistency
of each grade’ sloss characteristics?

- Yes.

- No.

62. If yes, which of the following approaches to vaidation do you use? (Please mark
al that are applicable))

- Regular monitoring of credit migration data agangt expected outcomes.(for
example, comparing expected default rates to actud defaults.)

- Comparing internad ratings with other avalable ratings dterndtives, eg.
externa agency ratings and/or externdly developed rating models.

- Other. (Please specify.)

PREPARATION FOR IMPLEMENTATION OF THE NEW CAPITAL ACCORD
(BASEL 11)

Pillar one: Chosen (likely) approach to compliance

63. Which of the following approaches for the calculation of regulatory credit risk
capital charges are you aiming to adopt?

- Advanced IRB.

- Foundation IRB.

- Standardized approach.

- Undecided.

64. If you have decided not to choose the internd rating-based approach, please state

your reasons.

65. What is your esimation of the likely impact of Basd Il on the levd of regulatory
capitd that you are required to hold?
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- Will lead to an increase.
- Will lead to adecrease.

- Not sure.

66. Where do you consder the adoption of your preferred approach will add the most
vaue?

- Reduction in capitd requirementsrefining the process for dlocating and
charging capitd.

- Theintroduction of more sophisticated risk-adjusted pricing.

- Enhanced reputation/better rating due to advanced  risk-management
techniques.

- Expangon of digible collaterd.

- Improved rating system.

- Improved process qudlity.

67. Which of the following do you consder the biggest obstacles to implementation
of the preferred gpproach? (Please mark from 1 to 8, with 1 indicating “biggest
perceived obstacle’ and 8 “smallest obstacle.”)

- Missing data for determination of probability of default (PD).

- Missng data for determination of |oss given default (LGD).

- Resources required for data collection.

- Required business process redesign.

- Missing capacity for credit risk management experts.

- Cost of compliance with Basdl.

- Capturing of information about collaerad and other credit risk mitigation
techniques.

- Dedling with volatility of more risk-sengtive capita regime.

68. Have you done any assessment of your current risk information system in order to
determine whether it would meet the tests of being subject to externd verification,
regulatory scrutiny, and transparency of the new disclosure requirements?

- Yes.

- No.
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69. Has your bank initiated any review work regarding compliance with the
requirements of Basd 11?7 In other words, has your bank aready started Basdl |l
projects? (Please mark al applicable.)

- Y es, credit risk project.

- Y es, operational risk project.

70. If you are delaying preparations, what are your reasons for this?

- Waiting for greaster darity that will come from the publicaion of findized
proposals and deadlines.

- Resource shortage, both of management and risk know-how.

- Basdl 11 not a priority/other more pressing chalenges.

- Other. (Please specify.)

71. If yes, what phase is your project at?
- Egablishing the team.

- Project planning.

- Pre-sudy/diagnostic review.

- Detailed assessment.

- I'T assessment.

- Implementation.

72. If your bank does have a Basdl project, doesit include cost-benefit analyss?
- Yes.
- No.

73. Are you familiar with the quditative requirements regarding risk rating sysems as
set out by Basdl 117

- Yes.

- No.
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74.D0 you perceive compliance with these standards as a mgor chalenge for your
bank?

- Yes.

- No.

75. Do you use or plan to use extend consultants to asss in the planning and
ddivery of the Basdl |l project?

- Yes.

- No.

76. Did you experience any difficulty in obtaning buy-in from senior executives and
business heads?

- Yes.

- No.

77. Do you percave any culturd and organizationd chalenges in bringing Basd I
centre-stage in the way the organization is managed?

- Yes.

- No.
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