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IBA & IBS - half day Briefing on “Implementation of Basel II”
21st July, 2006 – Hotel Hilton Towers, 4.00 p.m. to 7.30 p.m.

Shri Prashant Saran, chief general manager in-charge, department of banking operations & development, RBI, in his keynote address, stressed the need of internalising the Basel II process by banks. ‘Basel II implementation is not a one-time affair, it will be an on-going process,’ he advised the banks. Reflecting on the gradual induction of risk management practices by domestic banks, Saran pointed out that the need for more sophisticated risk management by banks arose in mid-nineties, coinciding with the de-regulation of economy in general and financial sector in particular. ‘It was a journey that began in 1996 with the introduction of asset-liability management by banks for interest rate and liquidity risk management by banks.’ Saran comforted the bankers by announcing that ‘we want to adopt a consultative and participative approach to Basel II implementation and not a coercive one’. He explained that RBI is aware of the constraints faced by domestic banks in terms of availability of historical data, required skill-sets and level of technology adoption. ‘Banks are expected to adopt a risk-based approach in conducting their business, and to include more and more risks in their models,’ he said adding that ‘banks themselves have to come forward to adopt international best practices, customising them to local conditions and demands of their business’. He cited the two recent guidelines issued by RBI, one on modified duration approach and the other on stress testing as the examples of the gradual approach that RBI has been taking towards risk management by Indian banks. De-regulation and increased autonomy have thrust upon banks a responsibility for transparency in corporate governance through market disclosure as prescribed under pillar three of Basel II accord. He concluded his address terming the Basel II implementation as an exercise in change management, and by exhorting the banks to expedite their core banking implementation. He also emphasised the need for addressing the human capital issues, since banks would require additional skills for adopting sophisticated risk measurement techniques. 

Guest of honour, professor P C Narayan, who heads banking chair at Indian Institute of Management Bangalore, began his talk in his characteristic candid style, by stating that the worries that existed in 2003 with regard to Basel II implementation are yet to be completely resolved. He quoted from the recent speech of RBI, Governor, Dr Y V Reddy at Asian Development Bank’s 39th annual meeting held in Hyderabad, where he had said that ‘currently all commercial banks in India are expected to start implementing Basel II with effect from March 31, 2007 – though a marginal stretching beyond this date should not be ruled out in view of the latest indications on the state of preparedness’. Citing from a study done by IBM, he declared that generally, adoption of Internal Ratings Based (IRB) approach could result in 20 per cent reduction in regulatory capital, a figure which, said Narayan, would largely depend on asset quality and portfolio composition of each bank. The availability of different approaches is likely to create regulatory arbitrage opportunities for large banks to the detriment of smaller banks. Cost of implementing IRB approach for credit risk for smaller banks would not be compensated by the resulting reduction in regulatory capital. ‘Larger banks would be able to pass on the benefits of reduction in capital requirements to their clients,’ argued Narayan. ‘This would eventually result in low-risk assets gravitating towards larger banks due to better pricing, leaving smaller banks with high-risk loans,’ he stated pointing towards the much written-about criticism of Basel II accord. ‘This adverse selection presents intrinsic systemic risk in times of economic downturn-a spectre sought to be addressed by the accord,’ he said. 

Citing from a study conducted by ICRA, Narayan put the additional capital requirement on account of operational risk (using Basic Indicator Approach) to be in the region of INR 20,000 crores. ‘Indian banks must attempt the Advanced Measurement Approach (AMA) to reduce the capital charge on account of operational risk,’ advised professor Narayan. Towards this, he advocated setting up of a shared pool of loss data. Another area of concern was the availability and scalability of external credit rating agencies for Standardised Approach to credit risk. The regulator is yet to announce the names of accredited rating agencies, he said and added that most of these rating agencies have been rating the issues and not the issuers so far. ‘The fact that Basel II accord prescribes less weight to un-rated borrowers (100 per cent) than the lowest-rated borrower (150 per cent), perhaps suggests that the difficulties in getting external ratings for Standardised Approach were considered while finalising the Accord,’ suggested Narayan. 

During his talk, Narayan provided the audience with a larger canvas beyond the immediate concerns of implementing basic approaches to Basel II compliance. For instance, he argued  that investment banks and insurance companies which are not subject to Basel II capital requirements, but are part of the larger global financial system, present bigger risk to the system.  ‘Goldman Sachs, which is just one such entity is known to have open derivatives positions to the tune of US$ 28 billion,’ he informed the audience. Concluding his talk, he suggested creation of a management talent pool for risk management, extending core banking solution to all branches, setting up of risk data warehouse and establishing a robust internal rating system for credit risk and loss data pool for operational risk, as the measures banks need to take to prepare for Basel II implementation.

Shri R Balaraman, General Manager, Risk Management of State Bank of India (SBI) shared with the audience the initiatives undertaken by SBI for implementing Basel II. He emphasised that to arrive at accurate measures of probability of default (PD) and those of loss given default (LGD) historical data will have to cover a complete business cycle. He informed the audience that SBI has completed data gap and business gap analysis and is currently undertaking data aggregation, analytics and predictive modelling. He expressed confidence that implementation of risk management prescribed under Basel II will enable banks to align their economic capital will regulatory capital, help in risk-based pricing of products, portfolio management and computation of risk-adjusted return on capital (RAROC). He also placed emphasis on establishing a risk governance framework involving audit and validations. Balaraman agreed with the previous speakers on the importance of human resources with required skill-set for risk management function in banks. ‘We are trying lateral recruitment as a tool for skill enhancement,’ he informed the audience. He admitted, however, that there is a serious problem in getting and retaining qualified personnel at the level of compensation that public sector banks are offering. 

Bhavesh Zaveri, senior vice president at HDFC Bank, recounted the experience and initiatives of his bank in its attempt to move to advanced measurement approach (AMA) to operational risk. ‘It is the only true risk management approach to operational risk,’ asserted Zaveri, calling the other two approaches as just the capital calculation approaches. ‘We consider near-miss (where no loss has taken place but was possible) events of great importance in measuring operational risk arising out of low-frequency high-loss events,’ he informed. ‘After due diligence, we have accorded 70 per cent weight to loss distribution approach, 20 per cent to key risk indicator (KRI) approach and 10 per cent to scenario based approach,’ said Zaveri. He too, expressed the need for shared pool of loss data amongst banks. ‘We are in the process of selecting a technology solution provider for operational risk,’ informed Zaveri, adding that capability for local customisation and cost are the two main considerations for selection.  A team of five people has been getting trained for over six months on various aspects of operational risk measurement and management for the last six months at the bank. This team has the brief of building loss database, selecting technology vendor and to implement the model in a phased manner. ‘With data to be collated from over forty different functional systems running in the bank, it presents a complex task,’ admitted Zaveri. The bank has avoided taking services of a consultant since, as Zaveri puts it, ‘we wanted to learn the ropes ourselves’.

Arun Pingaley, who heads the functional solutions and experts group at Reveleus, a business line of I-flex, emphasised the need for moving on to advanced approaches for deriving benefits from advanced risk measurement approaches. Availability of clean historical data, auditability of intermediate calculations and ability to map Basel II prescriptions to business rules are key requirements for preparing to move to advanced approaches, said Pingaley. The banks would require a solution which enables them to migrate from the basic approaches prescribed by RBI now, which enable s them to model the risk parameters like PD, LGD, EAD and Maturity (M) using well-established statistical techniques like regression analysis for estimating PD and LGD and Monte Carlo simulations for EAD. The solution should also provide support for stress testing and back testing for validating the models. ‘The ultimate aim of the banks should be to calculate the economic capital and not the regulatory capital,’ asserted Pingaley. Component VaR calculations would be required for risk-adjusted performance management (RAPM) while the incremental VaR would have to be computed for arriving at risk-based pricing, he informed. 

Despite the time constraint, some very interesting discussions followed during the interactive session. Doubts were raised by the audience regarding the ability and scalability of existing credit rating agencies to support the standardised approach mandated by RBI. Professor Narayan also drew attention of the audience to ‘conflict of interest’ situation observing that quite a few banks have appointed these rating agencies as their consultants to advise them on Basel II implementation.
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