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Roger W. Ferguson, Jr., 
Vice Chairman FED

¸ñBanks survive and prosper by accepting 
risk

¸Nonetheless, risk must be well managed 

¸Banking is a highly leveraged and, in many 
respects, low-margin business

¸Although a few failures are the product of 
fraud, the key risk in banking remains credit 
risk ñ
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BIS vs Basel
¸The Bank for International Settlements,
ï runs Basel Committee on Banking Supervision, 

ï formulates supervisory standards and best practice,

ï no supranational authority (with local regulators).

¸Not a regulatory body but é
ï applied by G10 to major international banks,

ï used by most of the rest of the world as standard,

ï Established in 1930, head office Basel.

¸Basel Capital Accord (Basel I),
ï established in 1988,

ï set minimum standards of capital adequacy,

ï New Capital Accord (Basel II) proposed in 1999.
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The Basel Capital Accord 

(1988)
¸Introduced to:

ïPromote world financial stability by 
coordinating supervisory definitions of capital, 
risk assessment, and a standard for capital 
adequacy across all countries.

ïLink a banks capital requirements 
systematically to the risk level of its activities, 
including various off balance sheet forms of 
risk expense.
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Problems

¸Regulatory measures of weighted bank risk 
can differ substantially from the actual risk 
a bank faces.

¸Gives banks incentive to move high quality 
assets off the balance sheet.

¸Does not sufficiently recognize credit risk 
mitigation techniques such as collateral and 
guarantees.
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Limitations of Basel ó88

Á Lacks flexibility and risk 

sensitivity

üFocus on a single risk measure

üOne size fits all approach

Á Top down approach ïdifficult 

to assign capital at the 

transaction level

Á Incomplete measure of risk ï

ignores operational risk

IssuesBasel ó88

Á Broad classes of assets 
assigned ñrisk weightingsò 

Á Regulatory capital 
established as a % of risk 
weighted assets (currently 
8%)

Á Regulatory capital 
established at bank level

Á Regulatory capital assigned 
based on credit and market 
risk
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THE NEW BASEL CAPITAL 

ACCORD
¸ It was agreed in 2000 that the whole 

accord needed to be revamped to 
address operational risk and other 
concerns. To accomplish this, a draft 
was finished at the beginning of 2001 
and released for comments. Several 
hundred comments were filed, which 
pushed the final accord's completion 
date to the end of 2002, with the 
implementation date tentatively set for 
2005
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Basel II makes its solvency 

framework less rigid é.

CAPITAL DISCLOSURESUPERVISION

FINANCIAL STABILITY

capital 
requirements 

based on market, 
credit, and 

operational risk

disclosure 
including the 

control of risks

qualitative supervision of 
internal process of risk control

é. by aligning it with the real risks banks run
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The ñThree Pillarsò of Basel

ÁEconomic 

treatment of credit 

risk

ÁUtilisation of credit 

ratings

ÁInternal models 

for credit

ÁIntroduction of 

operating risk 
measures

ÁFocus on 

internal risk 

management 

capabilities

ÁReview of risk 

relative to 

ñappetiteò

ÁReview of risk 

strategies &

monitoring 

capabilities

ÁUniform disclosure 

practices

ÁWorking with IASB

ÁFormal disclosure 

plan approved by 

the board

Market 

Discipline

Supervisory

Review 

Process

Minimum 

Capital


