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Abstract
The mgor target of the new capital accord which is supposed to be adopted in 2004 und
implemented not before 2007 is to prevent bad banking by introducing more risk-sengtive
capitd requirements. This paper andyses the impacts of Basd |l on developing countries
which have been mogt strongly affected by bad banking. The paper identifies structurd, price
and quantitative effects of Basd Il which will change internationd lending to developing
countries. While lower-rated developing countries access to internationd capitd markets will
be redrained even further, an accumulation of foreign debt by higher-rated developing
countries will be encouraged. Moreover, the new capital accord induces sructurd and
displacement effects on credit markets in developing countries themsdalves. Due to the use of
different approaches toward the measurement of risk, domestic banks will loose
competitiveness againg subsdiaries of internationdly operating banks. For the former this

will result in an increased vulnerability to shocks and financia crises.

Zusammenfassung
Das hauptsachliche Ziel von Basdl 11, das .2004 verabschiedet und bis 2007 umgesetzt werden
soll, besteht darin, bad banking durch die Einfihrung riskosensblerer Eigenkapitd-
vorschriften zu verhindern. Das vorliegende Working Paper andlysert die Auswirkungen von
Basd I auf Entwicklungdénder, welche die Uberwiegenden Anpassungskosten as Folge
enes bad banking in der Vergangenhet zu tragen hatten. Dabe werden strukturelle,
prediche und quantitative Effekte von Basd |l identifiziet, welche die internationde
Kreditvergabe an Entwicklungs- und Schwellenlander verandern wird. Wéhrend der Zugang
zum internaiondlen Kapitamarkt fir Entwicklungdander mit geringerer Bonitét aufgrund der
andeigenden Eigenkapitdunterlegung weiter reduziert wird, szt Basd Il Anreze fir ene
Kreditauswetung gegeniber Entwicklungddndern mit  hoherer  Bonitét. Darlber  hinaus
induzieren die neuen Eigenkapitavorschriften ebenfdls drukturdle und Verdréngungseffekte
auf den hemischen Kreditmérkten in Entwicklungsldndern. Aufgrund der zetlich pardlden
Verwendung unterschiedlicher  Rigkoermittlungsverfahren werden hemische Banken in Ent-
wicklungdandern Wettbewerbsféhigkeit und damit Marktanteile gegeniber den Nieder-
lassungen internationd  operierender  Kreditingtitute verlieren, was dch in ener  Sérkeren
Anfaligket gegeniiber Schocks und Finanzkrisen widerspiegdt.

JEL classification: E44, F34, G15, G28
Keywords: Basdl |1, currency crises, bad banking, herding behaviour
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1. Introduction

The purpose of this paper is to andyse the impacts of Basdl 1l on developing countries. The
currency crises which occurred rather frequently during the 1990s (Mexico 1994, Southeest
Asa 1997, Russia 1998, Brazil 1998-1999 and findly Argentina 2001-2003) gave the mgor
impulse to revise the old capitd accord of 1988. Especidly the Asan criss turned out to be a
watershed with regard both to the volume of financid funds provided during the criss by the
internationa  community and to the involvement of private actors in the outbresk and course
of the crigs, namdy foreign and domegtic banks. The mgor, if not sole factor causng the
Asan crises is said to be bad banking (Metzger 2001, Krugman 1998d). Excessive credit
expanson both by international lenders and domestic banks financed a credit boom which
gave rise to a full-blown bubble. After the bubble burst in 1997, sparking off the crigs, the
ensuing credit crunch was aggravated by the refusd of internationa private creditors to roll-
over short-term credits, and by a currency mismatch between assets and lighilities in the ba
lance sheets of Adan domedtic banks. As Krugman puts it, “The crigs, in short, was a punisht
ment for Asan Sns, even if the punishment was disproportionate to the crime” (1998b, S. 3).

As early as 1999, the Basd Committee on Banking Supervision a the Bank for Internationa
Settlements  launched an initigtive with the objective of redesigning internationa banking
rules. Its approach would achieve the opposite of Krugman's assessment of the late criss — a
‘no sins, no punishment’ Stuation. The new design aimed to prevent bad banking by introdu-
cng more risk-sendtive standards for internationdly operating banks. Since then, the various
suggestions have been are drawn up in three so-cdled “consultative proposas’ (CP 1999,
2001, 2003). After repeated postponements new capital accord is now expected to be adopted
in 2004 — barring further delays— and is to be implemented worldwide not before 2007.

Although the target group of Basd Il are internationaly operating banks, it is developing
countries which have caried and Hill cary the main burden of the above-mentioned currency
crises in financid, economic and socid terms. Are developing countries therefore the main

beneficiaries of the new capita accord?

In the firg ingtance, a brief overview of Basd | will be given. This will be followed by a
discusson of the man changes under Basd 1l focusng on PFillar One, which deds with
systemic falures of banking sysems. The forth section will highlight the impacts of Basd I
on internationd lending from the pergpective of developing countries. The fifth section will
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draw on the impacts of Basd Il on credit markets in the developing countries themsdves.
Findly, the main findings will be summed up in aconcluson.

2. Basel |

The old cepitd accord, adopted in 1988, for the firs time introduced an internationaly
compulsory sandard for internationdly operating banks. The dandard itsdf is rdativey
sample, as the risk weights are dlocated according to only three didtinctive fegtures, namey
membership in the OECD, maturity of clams, and findly, debtor category (see Table 1 in
Appendix). Excluding short-term daims on banks, al clams on non-OECD debtors receive a
risk weight of 100 per cent, which requires a minimum capitd of 8 per cent of the credit
volume. ‘Short-term’ means a period up to 12 months, the risk weight for such cams on
banks is considered 20 per cent, which trandates into a capitd charge of 1.6 percent with
regard to the credit volume. Claims on banks from OECD countries show a risk weight of 20
per cent independent of their maturity, whereas corporate entities in OECD countries share
the uniform risk weight of 100 per cent with ther counterparts in nonrOECD countries. The
risk weight for sovereigns adso depends on membership in the OECD. OECD countries get
favourable treatment in that they are automaticaly assigned to a risk weight category of zero
per cent, which implies an absolute certainty of repayment and the impossibility of defaullt.

Developing countries were not at the table when Basdl | was drafted behind closed doors. The
originators of Basel | were the Governors of the G10 centrd kanks, whose concern was “(...)
that the capitd of the world's mgor banks had become dangeroudy low &fter persistent
erosion through competition.”> The debt criss of the 1980s and the defaulted sovereign
debtors in developing countries could nonetheless clam parentage of this old capital accord.
While western European banks quickly increased their reserves, agreed upon partia debt
relief and in genera executed a broad withdrawd from developing countries, US banks faled
to raise reserves adequately and were very reluctant to grant even partia debt relief. Hence,
US banks themselves seemed to be a risk to default due to the accumulation of non
performing loans in their portfolios “If action is not taken, the internationd debt criss will
become primarily a United States problem owing to the increasng concentration of debt in

! Secretariat of the Basd Committee (2001), Annex 3, p. 11. See aso United Nations Centre
on Transnationa Corporations (1991), p. 80-92.
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the accounts of the big United States banks' (United Nations Centre on Transnationd
Corporations 1991, p. 91).

The result of the divergent drategies of international banks vis-a-vis the debt crisis was that
those internationally operating banks which did not participate in herding behaviour were
ultimady left with the worgt portfolios. This fact was a mgor impetus for the G10 governors
to implement Basd | as a measure of protection for internationally operating banks which
faled to increase their reserves and to withdraw from risky market segments in time. “In fact,
the same international agreement on cepitd adequacy [Basd |, MM] dipulates that United
States banks will need to have capitd (equity and long-term debt) equal to 8 per cent of ‘risk-
adjused’ assts (which include off-baance sheet items) by the end of 1992, something which
will be more difficult for the big United States banks than for others, since they ae the most
a risk with regard to sovereign debt defaults, Euromoney suggested that the principa effect
would be to force the mgor United States banks to dash assets and divest” (United Nations
Centre on Transnationa Corporations 1991, p. 88, emphasis not in the origind).

A further step was the introduction of a market risk, which was incorporated into Basdl | as a
reaction of the Mexican criss of 1994. A market risk is defined as the loss of banks due to net
open foreign pogtions in the course of an unfavourable — meaning unexpected negative —
trend in market prices. Since 1994 the net open foreign pogtions and the exchange rate risks
derived from them aso require a uniform capita charge of 8 per cent or — if exising — capitd
charges based on risk weights measured by interna risk estimation systems.

3. Basdl 11

Contrary to the sngle pillar of Basd |, which congsts of minimum capitd requirements, the
new accord is based on three pillars. The main changes in Basd 1l with regard to Basdl | refer
to more risk-sengtive capitd requirements (first pillar), a strengthening of the supervisory
review process (second pillar) and increased publication commitments by banks to enforce
market discipline (third pillar). According to the second pillar, naiond supervisory
authorities are supposed to ensure both the adequacy of minimum capitd requirements
relative to the risk profile of a paticular bank and the use of sound internd risk estimation
and assessment processes. To fulfil this task, nationd supervisory authorities are assgned far-
reaching rights, including the right to revoke bank operating permits and the closure of banks
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in case of a negative evaduation in the course of the supervisory review process. Moreover,
the third pillar makes banks subject to disclosure of a wide-range of information, incuding
their risk assessment methods and capitd cdculations, to force them to unvel to market
agents ther risk profiles and the adequacy of their capitd requirements. Both the second and
third pillars am to enable supervisory authorities and market participants to impose sanctions

on a single bank in case of regulatory or market failure.

However, it is the firg pillar that sets incentives to change credit expandon mechanisms by
banks in order to prevent the kind of systemic failure of banking systems which had been
reveded during the above-mentioned currency crises in developing countries. The capitd
requirements of the first pillar, more risk-sengtive than Basd |, are to be enforced by three
changes differentiated capitd requirements (2.1), different approaches to measuring credit
risk (2.2), and the introduction of operationd risk (2.3).

3.1 Differentiated capital requirements

Under Basdl I, capital requirements are intended to adequately reflect credit risk. Hence, the
new capitd accord is supposed to make credit supply more risk-sengtive than it was under the
old arrangement. The minimum capita requirements of Basd |l are based on two of the three
features dready familiar from Basd |, namely debtor categories and maturity. However,
under Basd Il, a differentigtion in the capitd requirements is not only possble between
different debtor categories, but adso between individud debtors within the same category (see
Table 2 in the Appendix). The main ingrument for enforcing grester risk-sengtivity in credit
expanson is the assessment of an individua debtor, be it a sovereign, a bank or a corporate.
Clams by banks are assigned to risk weights — and hence to minimum capital requirements —
according to ratings. Different borrowers imply different ratings, or borrower grades, which is
reflected in different risk weights and therefore in different capital requirements.

As is shown in Table 2, the preferentid trestment of OECD sovereigns and banks will cease
to exig with the implementation of Basd [I. With the admisson of severd emerging market
economies to the OECD, the old capita accord is no longer up to date. Of the current thirty
members of the OECD, seven represent emerging market economies, of which dl but Turkey
became members during the 1990s. Both Mexico and South Korea even obtained full
membership in the OECD only a few months prior to the outbreak of their respective crises.
Membership in the OECD no longer with absolute certainty ensures repayment nor does it

4



preclude default as is implicit in the risk weight of zero for sovereign OECD debtors under
Basd |. Therefore, sovereign debtors will dso be subject to assessments under Basd |I.
Under the standardised approach, a sovereign debtor can be assigned to a risk weight of zero
per cent for a debtor qudifying for triple A (like Singgpore), which aso corresponds to a
capita charge of zero, up to a risk weight of 150 per cent for a debtor with an assessment of
less than B-minus (like Argentina or Ecuador); this requires a minimum capitd of 12 per cent
with regard to the credit volume.

With regard to clams on banks, Basdl 11 offers two options. Under Option 1, banks as debtors
are not subject to an externad assessment. Ingtead, their risk weight depends on the externd
asessment of the sovereign. Clams on banks under Option 1 are assigned one risk category
less favourable than that which the sovereign of their host country is assgned. Under Ogption
2, banks themsdves are assessed externdly and clams on these banks are assgned to
corresponding risk weights according to their borrower grade. In comparison to medium and
long-term clams, short-term clams dso receive preferentid trestment, as was the case under
the old accord (Option 2a versus 2b). The nationd supervisory authority — and not banks
themsdlves — isto determine which option is to be applied for al banks under its jurisdiction.

The definition of short-term was cut down from twelve months under Basd | to only three
months in the new capitd accord. This adjustment takes into account the experiences of the
curency crises in the 1990s, especidly the Adan and Argentinean criss. With widdy
liberdised capitad markets, asset prices and exchange raes can change dramaticdly within
twelve months. Although there was a remarkable shift from medium and long-term to short-
term lending before the outbresks, banks from indudtridised countries suffered in some cases
consderable losses during the currency crises. Hence, in times of everyday volatile exchange
rates, portfolio shifts have only three months' grace.

For al debtor categories, a borrower grade of “unrated” exists. While it is only a theoretica
posshbility for debtors seeking access to internationd cgpitd markets it will be manly
gpplied to the non-banking loca private sector. The vast mgority of corporates are not yet ex-
ternaly rated and, moreover, an externd assessment of smdl and medium-szed enterprises,

which make up the mgjority of the corporate sector, will be too expensive even in the future.



Summing up the main changes so far, it may be sad that Basd 1l introduces more compulsory
borrower grades, shows a wider spread of risk weights and therefore more differentiated
capitd  requirements, and gives short-term clams on banks an even more favourable trestment
than under the old accord.

3.2. Different approachesto measuring credit risk

With the exception of short-term clams on banks under Option 2b, the assgnment of banking
book exposures to risk weights requires an assessment of the debtor. Basdl 1l offers banks
three different approaches to measuring credit risk. The smplest is the standardised approach,
upon which both the remarks in the last section and the presentation in Table 2 are based. It is
a modified verson of the current sandard. Banks using it fal back on externd assessments of
their debtors by traditional rating agencies or Export Credit Agencies. The thus determined
borrower grades are associated with different risk weights, which are to be established under
the new accord and assigned by the Basd Committee.

Alternatively, banks may use own risk egimation sysems by introducing an internd ratings-
based approach (IRB approach) to measure credit risk. These ratings must comprise a
minimum data for the probability of default (PD), the loss given default (LGD), the exposure
a default (EAD) and the maturity of the credit (M). Banks which make use of the IRB
foundation approach have to determine the PD, and are to obtain operational vaues for the
other above-mentioned risk components from the nationd supervisory authority. Banks which
apply the IRB advanced approach have to estimate the LGD, EAD and M, in addition to the
PD. Based on their own asessments of the debtors in terms of these risk components, clams
will be assgned up to maximum of nine borrower grades for peforming loans and two

borrower grades for non-performing loans.

Before banks may use an IRB gpproach to caculate their capitd ratio, they have to comply
with cetan minimum requirements and demondrate compliance vis-avis the naiond
supervisory  authority. These minimum requirements include the dipulation that banks have at
ther digposd sufficient data with regard to the time horizon. Etimations of PD must be based
on a minimum data obsarvation period of five years, while in-house LGD and EAD estimates
each require a time horizon of no less than seven years (Basd Committee [2003a], Paragraph
425, 434, 440). The Basd Committee eaborates a total of twelve sections on the necessary
minimum requirements. Among other things, banks have to demondrate to their supervisory
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authority the accuracy of their quantitative edimates of risks, the consgency of ther
methodology, and the accuracy of the design of ther rating systems, and they have to ensure
that an independent audit of the rating syssem and the operaion will take place. Apart from
the above-mentioned data observation periods which can be verified reatively easy by
supervisory authorities, the Basd Committee is less precise when it comes to putting other
minimum requirements into practise. In its introductory remarks, the Basd Committee dSates,
“The overarching principle behind these requirements is that rating and risk edimation
gysems and processes provide for a meaningful assessment of borrower and transaction
characteristics;, a meaningful differentiation of risk; and reasonably accurate and congstent
quantitative estimates of risk. Furthermore, the sysems and processes must be consigtent with
interndl use of these estimates The Committee recognises that differences in markets, reting
methodologies, banking products, and practices require banks and supervisors to customise
their operational procedures. It is not the Committee's intention to dictate the form or
operational detall of banks risk management policies and practices. Each supervisor will
develop detailed review procedures to ensure that banks systems and controls are adequate to
serve asthe basis for the IRB approach” (Basd Committee 2003a, Paragraph 351).

In comparison with the current sandard, the supervisory process will be congderably
upgraded under Basd 1l: Supervisors will not only have to fulfil more comprehensve and
more complicated tasks for which they will require more specific know-how, they will aso
have a grester scope of intervention and more competence to come to decisons on a

discretionary basis.

The Basd Committee has repeatedly stressed the flexibility with regard to different gpproa
ches to risk esimation that the new capitd accord offers banks. However, the flexibility refers
only to the basic choice between the gpproaches offered. Apart from a short transition period,
a bank may not in pardled use two or even three gpproaches to measure the credit risks of
different daims and thus cdculate its capita ratio. With regard to this item, Basd 1l rules out
cherry-picking by banks which would otherwise have an incentive to minimise ther capitd
cos by gpplying the approach with the least cepitd cost for each single exposure in ther
portfolio. Furthermore, while a trangtion from the standardised gpproach to an IRB gpproach
is dways possble — assuming compliance with minimum requirements — a downgrading from
an IRB approach to the standardised approach is not intended by the Basd Committee.



However, a pardld use of different approaches by different banks in one country is not only
possible, but highly probable. Internationdly operating banks are supposed to introduce an
IRB approach relaively quickly.? In contrast, domestic banks of developing countries will
need a prolonged time horizon to adjust themsdves to the minimum requirements and gpply
for an IRB gpproach in comparison to their counterparts in industridlised countries. “Severd
developing and trangtion countries banks and regulators find the changes proposed
‘dramatic and implementation by them ,very complicated and demanding, if not impossble
in the medium term’™” (Griffith-Jones/Spratt 2001, p. 8). Jonathan Ward, formerly at the Bank
of England and the Financia Services Authority, where he was respongble for the reform of
Basd |, puts it even more dradticdly: “For developing countries, there is obligation without
representation — a governance gap. The internationa regulatory framework is more nearly a
colonid regime than officid rhetoric admits. Developing countries cannot be expected to
comply in good fath. The governance problem would metter less if the new accord were
suitable for gpplication in developing countries. It isnot.” (Ward 2002, p. 57).

3.3 Introduction of an operational risk

Basd 1l sets a capitd requirement in terms of operationa risk, in addition to credit risk and
market risk which were dready taken into congderation under the old accord. An operationa
risk is defined as the risk of loss from computer failures, poor documentation, corruption or
fraud. Criticad observers comment that the introduction of operationd risk into the new accord
lacks plaughility. “No corvincing argument for the need of regulation in this area has yet
been made’ (Danielsson, Embrechts, Goodhart et a. 2001, p. 3). Consderation of operationa
risk discloses discretionary scope to banks. The introduction of operationd risk can be
interpreted as the cregtion of a regulatory black box which dlows banks even on the bass of
assumed identica data and identical approaches not only to come to different results with
regard to risk assessment, but dso to take into account the banks own uncertainty about its

rating.

Although it cannot be thoroughly assessed today whether banks will maeke use of the
discretionary scope provided to them by the regulatory black box and whether they will build
up a risk-adequate capita charge, doubt is cdled for. The ECB warns that “...the lack of

2 With regard to Euroland, all banks are already busily preparing themselves and streamlining their clients for a
change to an IRB approach as quickly as possible. Their US counterparts are more sceptical. There, only
internationally operating banks will rely on an IRB approach in the future, while US banks with a focus on the
national market will stick to the standardised approach. Although Japan has committed itself to the new accord,
the public should be concerned as to how Japan will ultimately implement it.
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incentives may lead to capitd arbitrage and cherry-picking. Banks with higher risk profiles
engaged in activities for which a higher beta® is provided will be induced to opt for the basic
indicator approach, whereas banks with lower risk profiles will be induced to opt for the
standardised gpproach.” (ECB 2003, p. 12). Therefore, it cannot be ruled out that banks under
high pressure in the nationd or internationa market may present a lower operationd risk than
they actudly anticipate. Especidly the weskest banks in terms of financid solidity would
obtain the opportunity to partidly improve ther liquidity and market postion a the cost of
sound risk management. If this interpretation is correct, the new accord would not only have

failed to realise its own targets, but would have set counterproductive incentives.

Furthermore, with regard to an incorrect presentation of operational risk — or any other risk —
it is highly problematical to place too much confidence in cortrol of the market as a magic
formula As long as losses from an (operationd) risk have not been reveded — in other words,
until the criss is obvious to everybody — market agents cannot verify whether the cepitd
charge of a bank to cover (operationd) risk is redly adequate. Furthermore, a bank which
honestly reveds capitd charges for above-average operationa risks faces the danger not only
of damage to its reputation but aso of higher refinancing costs as a direct result of its bona
fide transparency. Hence, either operational risk does not need to be covered by capitd
requirements a dl, or regulations will have to be revised again.

4. Impacts of Basdl 11 on international lending to developing countries

The possble differentiation of capitd requirements according to borrower grades results in
three effects First, Basd Il induces a price effect on the internationa credit market. It sets
incentives for an enhanced spread of interest rates according to the rating of borrowers which
is to be e bass for the caculation of regulatory capita requirement in the future. The lower
the rating of a borrower is assessed, the higher the necessary capitd requirements will be.
Low borrower grades and therefore increasing capitd requirements will cause active interest
rates to rise, while in the opposite case, a proportionate interest rate decrease can only be
expected under conditions of absolute competition.* On the whole, the existing interest rate

3 A beta factor is a capital factor with which an indicator for each business unit of a bank is multiplied to
calculate the capital charge under the standardised approach. The beta factors are set by supervisors. For more
details see Basel Committee 20033, Section V.
4 See also Basel Committee (2003b), which also concludes an increased spread of interest rates. But the Basel
Committee follows the idea of an interest rate adjustment which is proportionate both upwards and downwards,
while this paper assumes an asymmetrical interest rate adjustment to minimum capital requirements.
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soread between debtors, especially within one debtor category, will increase, and average
credit costs for devel oping countries can be expected to rise.

Of course, interest rates differ dready today. On the basis of gpecific criteria (eg. debtor
category, qudity and volume of collaterd, concept of investment project, term of payment,
past experiences with a debtor), banks try to assess the risk of default by an individud debtor.
The higher the risk of default assessed by a bank, the higher will be the interest rate the bank
requests for lending. Even if two debtors require the same capita requirement under Basd |,
interest rates for lending to them need not be identica, due to differences in the assessment of
specific criteria Hence, dready today, actua interest rate spreads and not different capitd
requirements reflect the different risks of default by borrowers The origind function of
minimum capita  requirements condds in the accumulation of sufficient reserves to protect
the bank itsdf in case of default by a debtor. A bank needs to fdl back on its own reserves to
mantain solvency, precisdly when its lending is obvioudy not risk-sengtive. Hence, an
increase in capitd requirements does not make lending more risk-sendtive or even reduce the
risk of default by the debtor, but reduces the risk of insolvency by banks in case of such
default. Basdl 11 can therefore be interpreted as a state-enforced protection measure for private
banks, in case their lending turns out to be not, or not sufficiently, risk-sengtive.

For debtors in developing countries, the new accord implies consequences which are in some
cases paticulaly harsh. Table 3 (see Appendix) shows a comparison of minimum capitd
requirements for corporates under Basd | and Basd |l, respectivey. While under Basd |,
minmum capita requirements are set independently of borrower grades for al corporate
lending & a levd of 8 per cent of credit volume (see column 3 of Table 3), minimum capitd
requirements under Basd |l vary according to borrower grades. Usng the standardised
gpproach, minimum capital requirements start at 1.6 per cent for borrower class A and pesk at
12 per cent for classes B and triple-C (see column 4 of Table 3). The spread in minimum
capita requirements, which is aready obvious under the standardised approach, will even be
enhanced when banks apply the IRB foundation approach to caculate their capitd ratio.
Capital requirements for lending under the IRB foundation gpproach start at 1.13 per cent for
borrower class A and skyrocket to 47.04 per cent for Class C (see column 5 of Table 3).°
Especidly debtors with lower borrower grades will be affected by the progressve increase of

® Within an IRB foundation approach probability of default (PD) defines assignments to borrower grades and a
PD of 0.03 isthe lowest value which is approved by the Basel Committee.
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capitd requirements. Figure 1 (see Appendix) cearly illudrates this corrdation. In the last
consultative paper of April 2003, there is a wesker tendency on the marked convexity of the
IRB approach, so that spreads in Table 3 and the Figures are dightly exaggerated.

The edtimated effects on the cost of lending to sovereigns of developing countries are shown
in Fgure 2 in the Appendix. Under Basd 1l there will be a congderable increase in interest
rate spreads and in credit costs for such debtors, as well. According to the standardised
approach interest rates would dightly decrease for sovereigns of borrower grades of BBB and
better, while on the bass of the IRB foundation approach, an improvement in credit costs can
only be expected for sovereigns of developing countries classfied A. There will be an
increase of interest rates of up to 600 basis points for borrowers rated CCC or worse on the
bass of the IRB foundation approach. Depending on which approach banks apply, sovereigns
of developing countries with a borrower grade of BBB and lower will have to face an average
increase in credit cost of at least 28 basis points, up to as much as 235 basis points (see Powell
2001, p. 24). Even if decdlining capitd requirements for high-rated borrowers are not
proportionately reflected in interest rates, the spreads between high-rated and low-rated

borrowers must increase.

Secondly, the differentiation of capita requirements according to borrower grades under Basdl
Il results in a structural effect. The new accord sets incentives for a concentration of claims
with high ratings in the portfolios of internationd banks. This dructura effect is based on the
assumption that banks cdculate an identicd mark-up as part of ther interest rates. If interest
rates reflect both the rating of the borrower and the credit risk of default, but the
determination of the mak-up is independent of the borrower grade as such, then
internationaly operating banks will concentrate their lending on borrowers with high ratings.
With a given equity, banks are able to redise a higher credit multiplier and can outlay a
higher credit sum with dams of higher ratings than with dams of lower ratings Assuming
an identicd mak-up on dl dams a concentration of dams with high raings in the
portfolios of banks implies higher profits in relation to equity. Furthermore, one can expect
refinancing costs of those banks to be lower which have to show a portfolio of
overwhelmingly high ratings, than would be the case for those banks with portfolios of only
average quaity. Hence, lower refinancing cods are dso reflected in higher profits on equity.
Thus, with a given equity and a concentration on clams with high ratings, the new accord
would enable banks to redise alarger credit supply in absolute terms than under Basdl 1.

11



With the exception of Russa, dl above-mentioned countries afflicted by a currency criss had
dill been assigned to a high borrower grade one or two years prior to the outbresk of the
cridgs. Especidly Southeest Asan countries had been lavishly praised for ther ability to
atract private net capitd inflows due to an assumed successful catching-up process. To a
lessr extent, a dmilar assessment was dso agpplied to Argentina under Cavalo and Brazil
under Cardoso. Under the logic of the new accord, the high rating of these countries before
the criss meant that internationdly operating banks would have had an even higher incentive
to extend their lending to these countries than they did in any case. Based on recent ratings
(see Table 4) Chile, South Africa, South Korea and Mdaysa would benefit from the new
accord to the extent that dedining minimum capitd requirements would be reflected in
decreasing interest rates and higher credit supply by internationdly active banks. Hence, one
canot help but concdude that the assumed concentration on cdams with high ratings in
combination with dightly decreasng interest raies for borrower cdass A will not prevent
currency crises in the future — on the contrary. Based on past experiences, and taking into
congderation the pervasive incentives of Basd 11, one could well expect an acceeration and a
deepening of currency crisesin the future as a direct result of Basdl 1l.

Thirdly, the differentiation of capita requirements according to borrower grades under Basdl
Il results in a quantitative effect. Implementation of the new accord will result in a decressing
absolute credit supply for debtors with low ratings by internationad banks. On the basis of
recent foreign currency ratings (see Table 4 in the Appendix), a deterioration of internationd
lending would currently occur in such countries as Brazil, Columbia, the Philippines or
Vietnam. This assessment is based on the assumption of an dadtic credit supply curve.
Increasing interest rates for clams on borrowers with low ratings — as is shown in Fgure 2 in
the Appendix — will reduce credit supply even a a congant level of credit demand. Due to
adverse sdection, banks will additiondlly redise credit retioning a a maximum interest rate
(see Stiglitz 1994, Stiglitz’Weiss 1981). In both cases — price-induced decrease or non-price-
induced market withdrawal — the access to internationd capitd markets by borrowers with
lower ratings will be further redtricted. Hence, an accumulation of foreign debt by sovereigns
of countrieswith lower ratings will be more limited under Basdl |l than it is dready.
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5. Impacts of Basel |1 on the credit markets of developing countries

The padld use of different goproaches to measuring credit risk by different banks in
developing countries for a prolonged time horizon is likdy to have two effects Fird, as in
internationa lending, Basd 11 will dso have a structural effect, but this time with regard to
the portfolio of banks operaing in developing countries. Subddiaries of internationdly
operating banks in developing countries will reatively quickly introduce an IRB approach
and thereby concentrate ther lending on dams with higher raings, as in internationd
lending. As pointed out in the aove section, this cherry-picking behaviour of banks which
use an IRB approach is induced by (expected) high profits in rdaion to equity. By contradt,
banks in developing countries, which are acting on a locd, regiond or a maximum a nationd
level, and are only able to use the standardised approach, will then have to serve the rest of
the market, which means that they will accumulate more clams on borrowers with lower
ratings and redise lower profits on a given equity. In its comment to the second consultetive
document, the ECB even expressed the warning that “(...) banks with a higher risk profile
coud have strong incentives to opt for the standardised approach, whereas banks with a lower
risk profile may prefer the IRB approach. Thus, banks whose soundness would benefit most
from more advanced risk management techniques could have the weskest incentives to
develop them.” (ECB 2001b, p. 2-3).

Not only chery-picking by internationa banks but aso active decisons of borrowers
themselves would give rise to such a tendency. Corporates which are assigned to a borrower
grade category of BB or lower are induced to establish credit relations with a bank which uses
only the standardised approach, because minimum capitd requirements and therefore credit
costs tend to be lower than under an IRB approach (see Table 3 in the Appendix). Corporates
which are unrated, but do not assess themselves as BBB or better do have an even higher
financid incentive to enter into credit relations with banks usng the standardised approach. In
that case, banks will goply a uniform minimum capita requirement of 8 per cent to them
while — depending on the actud rating — corporates would risk capita requirements of up to
47 per cent if they were assessed on the bass of an IRB gpproach. “The main disadvantage of
the standardised gpproach is that in many countries relaively few corporates are rated, which
will mean tha most exposures will be in an unrated category carrying 8 % charge’ (Jackson
2001, p.59). However, corporates which do assess themsdlves as BBB and better, have an

incentive to raise a loan a a bank which assesses on the bass of an IRB approach. In this
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way, higher-rated corporates are able to benefit from lower interest rates even if banks only
partidly pass lower capita requirements on to them.

Therefore, the pardld use of dandardised and IRB approaches by different banks in
developing countries results in a negative selection with regard to the qudity of the portfolio
of those banks usng the dandardised approach. And these will not be subsdiaries of
internationaly operating banks, but rather domedtic banks. Domestic banks of developing
countries have no other option than to accumulate clams on borrowers with lower ratings.
But the argument of the ECB is here turned around: even if subsdiaries of internationdly
active banks and domestic banks of developing countries are able to present a portfolio of
equa qudity before Basd Il is implemented, the latter will in any case be worse off after
Basd Il.

Secondly, Basdl 11 induces a displacement effect of domestic banks of developing countries by
internationdly operating banks. Higher profits by subgdiaries of international banks improve
compstitiveness and — assuming hat these banks derive advantage from it — increase ther
market domination of developing countries credit markets. On the contrary, lower profits for
domestic banks in developing countries are reflected in a loss of competitiveness and an
increased vulnerability to shocks and financid crises. The latter holds true especidly when it
is taken for granted that capita requirements based on an IRB approach are adequately risk-
sendtive while capitd requirements according to the standardised approach are ether too high
(for borrower classes A and triple-B) or too low (for the rest). Then domestic banks of
developing countries, which have to use the standardised approach, would show a permanent
undercoverage of risks from borrower grade BB and lower, which make up the overwheming

mgority of their dams

If al banks meet disclosure requirements according to Rillar Three of the new accord and if
market participants are therefore able to assess banks adequately, then the displacement effect
would even be intensfied. The competitive disadvantage of domestic banks in developing
countries would be increased because the refinancing costs of these banks would have to rise
due to the low qudity of ther portfolio. By contrast, subsdiaries of internationdly operating
banks showing a portfolio of higher quaity would have lower refinancing codts.
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Assuming an identicd mak-up on interest rates by both subddiaries of internaiondly
operaing banks and domestic banks, the former will redise higher profits and possbly lower
refinancing costs than the latter. This widening gap in rates of return between these groups
competing for the loca market will congderably srengthen the postion of subdsdiaries of
internationaly operating banksin developing countries.

Hence, as a result of the pardld use of standardised and IRB gpproaches in developing
countries, one could expect domestic banks in developing countries to either specidise on
niche production with week financia olidity and snk into inggnificance compared with the
subgdiaries of internationaly operating banks, or to completdy vanish from their domedtic
markets through insolvency or by being bought up by subsdiaries of internationdly active
banks. Ther only third dternative would be merger with one ancther, in order to combine
know-how and capitd and thus mantan competitiveness agang the locd subsdiaries of
internationally operating banks. Therefore, gpart from the niche production, dl other options
result in an increased concentration of ownership in the banking sector in developing
countries. Moreover, a weekening of the domestic financial sector development and a change
in property rights from domesic banks of developing countries to subsdiaries of

internationaly operating banks is therefore a more than probable result of Basdl 11.

6. Conclusion

The new capitd accord is supposed to modify credit supply and portfolio choices by
internationdly operating banks in such a manner that their transactions no longer trigger off
currency crises — a result which had been so much in evidence during the 1990s. Basd 1l has
the god of quickly making bad banking — the systemic falure of the banking sector which
generates excessve credit expanson and thus a bubble which will inevitably burst — a thing
of the past. However, a criss prevention character can only be acknowledged for the new
accord to the extent that it Lrther restrains the access to internationa capital markets by low-
and middle-income developing countries. Due to the price and quantitative effects with regard
to internationd lending, these countries will be confronted with higher interest rates and less
credit supply on the international capital market. Therefore, a currency criss st off by over-
indebtedness and currency mismaich of stocks will be less probable for this group of countries
for the ample reason tha access to foreign cash will be drictly limited for them. Crigs
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prevention and risk-sendtive credit supply in times of Basd Il trandate to enforced
withdrawd from certain market segments.

As these dructura and price effects concerning internationd lending demondrate, the new
accord will st up incentives to increase credit supply and partidly lower interest rates on the
international capitd markets for the group of highly-rated developing countries of the triple-B
category and above, to which the mgority of the crigs-aflicted countries belonged before
their respective crises. During the boom phase, credit expansion to these countries would have
been even higher under Basdl |l than it in fact was.

Hence, the result of the new accord would be to reinforce the familiar boom-bust-cycles
underlying international capitd flows. This pro-cyclica tendency holds true not only for high-
rated emerging market economies, but dso for indudridised countries (see for example
Deutsche Bundesbank 2003, p. 3f, Danielsson/Embrechts/Goodhart 2001, pp. 15 et seq., ECB
2001a, p. 66). But compared to indudtridised countries emerging market economies often
lack comprehensve inditutiona capacities and ther domestic capitd markets show
condderably financid fragility, so that volaile capitd inflows are more complicated to
manage for them. Furthemore, following the “origind sn” agument (Eichengreen/
Hausmann/Panizza 2002, Hausmann 1999), net foreign debtor economies are objectively in a
weeker postion to cope with sudden U-turns of cgpitd flows. In addition, Basd 11 would
encourage herding behaviour by cutting down the short-term period from twelve to three
months and thus rasng the volatility of cgpitd flows. Developing countries, and especidly
emerging market economies, thus face the risk that the inevitable credit crunch brought on by
a crigs will be degpened and dready high adjustment burdens increased. As the ECB dated,
“The risk of adverse macroeconomic consegquences would depend on the proportion of banks
actudly usng the IRB gpproach” (ECB 200l1a, p. 66). In fact, dl internationaly operating
banks will use the IRB approach.

The prospective impact of Basd 1l on the credit markets in developing countries does not
look any better. The use of different risk measurement gpproaches by different banks will
resllt in high-qudity portfolios for subsdiaries of internaiondly active banks and in low-
quaity portfolios for domestic banks in developing countries. This Sructura effect, together
with the identified displacement effect due to compstition disadvantages by banks using the
sandardised approach, is likely to expose domestic banks in developing countries not only to
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increased vulnerability to shocks and financia criss, but adso niche production. The new
accord contains an inherent bias toward deepening financid duaism, and might therefore be a
setback for financid sector development in developing countries. Thus, developing countries
ae dl but the main beneficiaries of the new accord, and it should come as no surprise that

their representatives have reacted to it with restraint or even open rejection.
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Appendix

Table1: Risk weights of claims (Basel 1)
Risk Weights (Basel I)
OECD Non-OECD

Sovereigns 0 % 100 %%
Banks
-12 months and more |20 % 100 %
-Up to 12 months 20 % 20 %
Corporate 100 % 100 %

source: Basel Cornrnittes (1988,
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Table 2: Risk weights of claims according to the standar dised appr oach
(Basel 11)

Risk Weights (Standardised Approach)

Al T Atto | BBB+to BE+to EBelow  Unrated

Ab- A- BEE- E- E-
Sovereign 0% 20% 50% 100% 150% 100%
Eank
Option 1 20% 50% 100% 100% 150% 100%
Bank
Option 23 20% 50% 50% 100% 150% 50%
Option 2b 20% 20% 20% 50% 150% 20%
Comorate AfAto | A+to | BBB+to | BB+to Below BE- Unrated
Ab- A- BEE- BE-
20% 50% 100% 100% 150% 100%

3. for claime of 3 morths and more
b for claims of 1ess than 3 months

wource Basel Commuttes (2003a).
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Table 3: Minimum capital requirementsfor corporatesaccordingto Basel |
and Basdl 11

Capital Requirements of Corporates

PD Current |Standard |IRB
Capital |Approach |Foundation

AAA 1003 |80 1.6 1.13
AA 003 [8.0 1.6 1.13
A 003 |80 4.0 1.13
BBB 020 [8.0 8.0 3.611
BB 1.40 8.0 8.0 12.35
B 6.60 |8.0 12.0 30.96
CCC 1500 8.0 12.0 47.04

wource: Jackeon (20013, based on CPZ

Probability of default (PD), which is necessary to caculate the capitd ratio with the IRB
foundation gpproach, is given by the Bank of England.
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Table 4: Examples of foreign currency ratings of developing countries
sovereigns, including transition countries
AAA  [AA A BBB BB B C or lower
Singapore | Bermuda | Bahamas China Bulgaria Bdize Argentina
Bahran Crodtia Benin
Tawan | Barbados Columbia | Bdlivia Dominican
Botswana Mexico CostaRica | Brazl Republic
Chile Oman Egypt Cameroon | Ecuador
El Savador
Hong Kong South Ghana Paraguay
Africa Grenada
Isradl Guatdama | Indonesia
Thalland
South Korea Trinidad India Jamaica
and Tobago
Kuwait Tunisa Jordan Lebanon
Mdayda Kazakhstan | Mongolia
Qatar Marocco Pakistan
Papua New
Saudi Arabia Panama Guinea
Peru
Philippines | Senega
Romania Suriname
Russan Turkey
Federation
Ukraine
Vietnam Uruguay
Venezuda

Source: Standard & Poors of Jan. 151" 2004; only ratings for the long-term perspective have
been taken into consderation.
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Figure 1. Minimum capital requirements for sovereigns according to Basel |

and Basdl |1
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Figure2: Change of credit costsfor sovereigns of developing countries
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