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importers will join BOTAS in primary supply to the market, new wholesalers
will be able to purchase from those importers or from BOTAS State Gas Imporl
Corporation, market risk will be shared across the system by operating contracts,
and the Turkish government’s contingent liabilities will be pru}aurtnqrmAely
reduced. Regulation is needed to support the opening of transmission with !he
development of regulations on third party access, network codes and I:m!ancmg
agreements and transmission tariff regulation. Probably because of Turkey's m?t‘a-
vourable geology gas storage will likely remain in the hands of one company, in a
natural monopoly, in which prices will be regulated through EMRA.

Conclusion

Efficiency in & natural gas market requires that: (1) there is full competition in the
production, wholesaling and retailing of natural gas, in which gas can be freely
traded between producers, wholesalers, retailers and consumers, and markets
are liguid, (2) the interconnected transmission and distribution system h_as '?l"',“
rules for access for all prospective participants, and the pipeline capacity 15 in
competition, capacity is tradable and transmission prices are sel hy reference to
the market and (3) the arrangements in the transmission, di?mb_utlun and r:llml
sectors provide confidence in the market and cross-subsidizing is not occurming
in vertically integrated organizations. Most countries in the world cannot satisfy
these conditions: some exceptions are the United States and the United IK.mgdnm.
In the case of Turkey, a crucial impediment for efficient ﬁmti::mng of l‘t!e
natural gas market is the fact that much of the commodity must be imported via
pipelines from Russia and through the state-controlled company Gazprom. To sat-
isfy the efficiency conditions Turkey needs 1o increase the natural gas supply from
alternative sources. It needs to create a level playing field of rules to be observed
by all participating governments. Achieving cooperation in Eutu:r. through, for
example, WTO negotiations would be a big step in the right direction. Alum!gh
Turkey faces difficulties satisfying the efficiency conditions on the pmductlu::
side, it tries to satisfy the remaining efficiency conditions by adopting the EU's
natural gas sector acquis and liberal FDI policies in the sector.
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7 Liberalization of banking
services

(co-authored with Hakan Berument and
Hasan Ersel)

In a large number of low- and middle-income countries, entry into the banking
sector was for a long time tightly controlled by regulatory boards that limited the
ability of providers to offer a full range of banking services and limited market
access. In those countries, banks were the main source of domestic financing for
governments. Many developing countries had high reserve, liquidity and portfolio
requirements that necessitated significant holdings of cash and government bonds.
Banks were used to finance government expenditures directly and to direct credit
to preferred ends, which often included the political supporters of government
-::lrcl-:s_. Lately, objectives such as boosting economic development, preventing
and mitigating costly crises and protecting consumers became important policy
goals, and the liberalization of banking services is considered an essential tool to
achieve these objectives. We emphasize that an efficient and well-regulated bank-
ing sector leads to the efficient transformation of Savings to investment, ensuring
that resources are deployed wherever they have the highest returns, and facilitates
better risk sharing in the economy. It also enhances efficient capital reallocation,
bringing tremendous benefits to consumers.

rCun‘ILpIcle liberalization of banking services entails domestic financial liberali-
zation, internationalization of financial services and capital account liberalization,
Dﬂl‘l‘l:ﬁlin financial liberalization allows market forces to work both by eliminat-
ing controls on lending and deposit rates and on credit allocation and, more
_gcm:ral]y. by reducing the role of the state in the domestic financial system. The
internationalization of financial services eliminates discrimination in treatment
between foreign and domestic financial services providers, removing barriers to
t!1e provision of cross-border financial services. Finally, capital account liberaliza-
tion removes controls on the movement of capital in and out of a country and
facilitates the convertibility of currency.

[l}tmatiunalizatinn and domestic deregulation are said to be mutually rein-
fﬂmmg:. _lm:rmud foreign entry from countries with no gaps in regulation and
supervision bolsters the financial sector framework by creating a constituency for
anﬂ:nrcd regulation and supervision, better disclosure rules and improvements
in the legal and regulatory framework for the provision of financial services,
It also adds to the credibility of rules. Although the two reform processes arc
mutually reinforcing, they need to be supported by an appropriate regulatory and
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supervisory framework. Having a supportive institutional framework is more
important in the case of capital account liberalization. Experiences in the past
have shown that achicving the potential gains and avoiding the risks of capital
account liberalization depend largely on whether domestic institutions and pru-
dential authorities have developed sufficiently to ensure thal foreign finance 15
channelled in productive directions.

The chapter is structured as follows. The first section considers bank reg‘ulla-
tions and the second section studies global regulation of the banking sector within
the framework of the Basel Commitiee and negotiations under the World Trade
Organization (WTQ), The next section discusses bank regulations in the Exlrppmn
Union (EU), which is followed by a study of bank regulations in Turkey. Finally,
the chapter ends with some concluding remarks.

Bank regulation

The banking system is critical for the sound functioning of a market economy s
it performs the function of channelling funds from savings to those llndmdun!s
and firms that have productive investment opportunities.' If the banking system
does not perform this function well then the economy cannot operate efﬁcncquy,_
and cconomic growth will be hampered. A crucial impediment to the _efl’ﬁcnl-;m
functioning of the banking system is asymmetric information, a situation in which
one party to a financial contract has much less accurate information than ﬂ'{c other
party. It is well known that asymmetric information leads to adverse selection and
moral hazard A :

Banks have particular advantages over other financial intermediaries in aqlvmg
asymmetric information problems. Banks® natural advantages in collecting infor-
mation and reducing moral hazard explain why banks have such an itmportant role
in financial markets throughout the world. When the guality of information Fbu!lt
firms is worse, asymmetric information problems will be more severe, and it will
be harder for firms to issue securities. Thus the smaller role of securities markets
in emerging economies leaves a greater role for financial intermediaries such as
banks.

Because, in general, depositors in banks lack information about the quality of
loans made by the banks we end up with another asymmetric information pr!:rbie{n
leading to two reasons why the banking system might not function well. First, in
the absence of government intervention, a bank failure means that depositors have
to wail to get their deposit funds until the bank is liquidated and ils assets turnerd
into cash, and at that time they will be paid only a fraction of the value of their
deposits. Unable to leamn if bank managers are taking oo much risk or are r.r::ml: &,
deposilors may be reluctant to put money in the bank.’ Second, depositors lg,s:k
of information about the quality of banks” assets can lead to bank panics, which
can have serious harmful consequences for the economy. Such panics may reduce
the amount of financial intermediation and so lead to a decline in investment and
apgregate economic activity.
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A povernment safety nel can shorl circuil runs on banks and bank panics.
This can be achieved through deposit insurance, by providing funds 1o troubled
institutions through the central bank acting as the lender of last resorl, andfor by
taking over the troubled institutions and guarantesing that depositors will receive
their money in full. But there are serious drawbacks of government safety nets,
the most serious of which stems from moral hazard. Banks with a governmeni
safety net have an incentive to take on greater risks then they otherwise would. A
further problem with the govermnment safety nets arises because of adverse selec-
tion. Because depositors who are protected by a government safery net have little
reason W impose discipling on the bank, nsk-loving entreprenewrs might find the
banking industry a particularly atiractive one to enter.

When banks are large, governments are in general reluctant to allow them to
fail. But this kind of behaviour on the part of govermnment, in turn, increases the
moral hazard incentives As a result of the too-big-to-fail policy big banks might
take on even greater risks, thereby making bank failures more likely.

Because of the above reasons govemnments establish regulations to reduce
risk taking and to reduce the risk of bank failures. In other words, governments
are expected to take proactive measures to prevent such problems. Supervisors
monitor banks to see that they are complying with these regulations and not taking
excessive risk. Hence supervision is required to ensure the safety and soundness
of the banking system. Regulation and supervision, therefore, are considered
necessary to control and contain systemic risk in the banking system.

Banking regulations can be analyzed under nine headings:*

1 Restrictions on banks, and on links to commerce. Banks may engage in
financial activities such as securities underwriting, insurance or real estate,
which may involve more risk than traditional banking activities; however,
governments may restrict banks from entering into these businesses.

2 Entry restrictions and exit rules. By screening bank entry, povernments can
try to promote bank stability and protect the economy from the negative
effects of bank failure. Thus, overseeing who operates banks is an important
method for reducing the adverse selection problem created by the government
safety net. Furthermore, governments may also protect banks from increased
competition through entry restrictions on domestic and foreign banks, restric-
tions on branching, and ceilings on rates charged on loans and on deposits.

Thus, licensing, transfer of ownership and bankruptey rules are vital in
keeping unfil companies oul of the financial sector. If banks are not licensed
propetly or if they cannol go out of business, unsound institutions are likely
to emerge. This can create a moral hazard problem. If banks or other finaneial
institutions are in difficulty, corrective measures or, in the worst case,
liquidation must be regulated.

3 Reserve requirements. Reserve requirements force banks to hold a portion
of their assets in liquid form that is easily mobilized to meet sudden deposit
outflows,
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4 Capital requirements. It is widely accepted that banks can be discouraged to
underiake undue risks by requiring them to hold an appropriate amount of
capital. Governments, therefore, may require banks to have sufficient capital.
Prudential rules help financial institutions to measure and manage their expo-
sure to risk.

5 Supervisory powers. Typically, regulators focus on assessment of the quality
of the bank's balance sheet and loans at a point in time and determine whether
the bank complies with capital requirements and restrictions on assel hold-
ings. They evaluate the quality of a bank’s loans and classify them into prob-
lem categories whenever loans are unlikely to be repaid. This information
is crucial to limiting the moral hazard created by the government safety net.
Recently, there has been a major shift in thinking about the bank supervision
process. In the new approach, there is more emphasis on the soundness of a
bank's management practices with regard to controlling risk.

An important element of prudential regulation is the assessment of
and provision for non-performing loans. Once non-performing loans are
discovered, adequate reserves to cover them must be established. In addition,
excessive exposure to single borrowers can also cause difficulties for financial
institutions. If exposure to one particular borrower is large and if this borrower
becomes insolvent, & domino effect can occur, causing insolvency of the bank
itself. Lending to related parties such as bank managers or employees is often
restricted as well. Furthermore, the supervision of multinational institutions
poses particular challenges in both the home and the host countries of such
institutions. Normally the *home country rule’ should be applied, in which
the country of registration supervises all operations worldwide. Global
consolidated supervision, therefore, requires the application of prudential
norms to the domestic and foreign operations of financial institutions. In the
host country, foreign operations should also be subject to similar prudential
inspection and reporting requirements as domestic institutions, recognizing
obvious differences such as branches not being separately incorporated.
Contact and exchange of information between the supervisory authorities in
home and host countries is crucial o successful cross-border supervision.

6 Safery net support. Failure of financial institutions can occur despite adequate
rules and effective supervision, 1f one bank fails, depositors may lose confi-
dence in other banks as well. This can result in a chain reaction and even affect
institutions that are healthy under normal conditions. A deposit insurance
scheme can help prevent such a chain reaction. However, deposit insurance
can also cause, as emphasized above, moral hazard problems. Depositors
may be less likely to scrutinize their banks, and banks could take on exces-
sive risks if monitoring by customers weakens. 'Co-insurance” schemes,
which still leave some risk with depositors, could limit this problem. Thus,
governments provide a safety net for the purpose of lender of last resort and
as an explicit deposit insurance scheme,

7 Lender of last resort, Because the central banks have the ability to create
currency they can lend it 1o banks facing massive deposit outflows to satisfy
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their depositors’ claims. When a central bank acts in this way it is acting as a
*lender of last resort’ to the bank. But if banks think that the central bank will
always bail them oul they may take excessive risks.

B Market monitoring. Market-based monitoring of banks can increase their
sla_l:lil'tr_ly.r and complement government supervision. If, for example, private
rating agencies regularly rate banks, this provides valuable information 1o
customers and regulators on their soundness, Banks then have an incentive to
improve their performance to maintain business. Thus, regulators can require
bﬂll'lk,ﬁ to obtain and publish certified audits or ratings from international
rating firms. International monitoring and assistance are also beneficial.
For :x_ample, International Monetary Fund (IMF) surveillance of member
couniries’ macroeconomic and financial positions and the recent introduction
of data dissemination standards increase transparency. These mechanisms
fac:[lilal_e the “early waming’ of financial sector problems.

To insure that there is better information for depositors and the
marketplace, regulators can require that banks adhere to certain standard
accounting principles and disclose 2 wide range of information that helps the
market assess the quality of a bank’s portfolio and the amount of the bank’s
exposure to risk.

9 Government ownership. The most complete form of government contral of
banks is outright ownership,

In_ general, each country has a different set of regulations and supervisory
practices in place, and countries often have little interest in each other's regu-
latory regimes or have little confidence in the guality of such regimes. If each
country has different regulations in place and does not recognize qualifications in
& foreign bank’s home country then the national qualification cosls become cumu-
lative costs, as banks intending to establish abroad incur costs 1o comply with the
qualification eriteria of each country. We now consider how these qualification

costs could be lessened if countries would accept some international norms as
regulations.

Global regulation of the banking system and regulatory
CONVErgence

Tumning to the role of international forces for achieving regulatory convergence,

we first consider the Basel Committes and thereafter the negotiations under the
WTO.

The Basel Commities

The Basel Committee was established at the end of 1974 by the central bank
governors of the Group of Ten countries. The Committee formulates broad super-
visory standards and guidelines and recommends statements of best practice in
the expectation that individual authorities will take steps to implement them. lts
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initial focus was primarily on the gaps in international regulation and supervision,
specifically how branches and subsidiaries of foreign ba_nks should be rcgu]atpd
and supervised. Over time, its area of responsibility and |uﬂucgce expanded Wllﬂ'l
the increase in foreign bank entry and as the goal of establishing a level playing
field became accepted.”

Basel !

In 1988, the Committee introduced a capital measurement system commonly
referred to as the Basel Capital Accord (Basel 1). Basel 1 primarily focused on
credit risk, the risk of loss due to a debtor’s non-payment of a loan or other line
of credit, and requircd banks with international presence to hold capital equal to 8
per cent of the risk-weighted assets, .

The purpose of having the minimum capital adequacy ratio is 1tu ensure thal
banks can absorb a reasonable level of losses before becoming insolvent, and
before depositors’ funds are lost® Thus, applying minimum capital adequacy
ratios serves the purpose of promoting the stability and efficiency of the ﬁnanlcua!
system by reducing the likelihood of banks becoming i.nscrlvm’llt. ]t~ also gives
some protection to depositors. In the event of a winding up, d-cpo‘suum funds rank
in priority before capital, so depositors would Jose money only if ﬂm bank makes
a loss that exceeds the amount of capital it has. The higher the capital adequacy
ratio, the higher is the level of protection available to depositors.

Bascl 1 defines a standard methodology for calculating the capital to assets
ratio. The ratio consists of & numerator that represents the amount of capital _iu a
financial institution and a denominator that represents the asset classes, by vanous
risk categories, that a financial institution holds. The calm_laticm of the capital
adequacy ratio requires first the calculation of capital, which is defined as the sum
of tier 1 and tier 2 capital. Tier 1 capital consists of the types of financial ::_aputal
considered the most reliable and liquid, primarily shareholders’ equity. It is the
part of capital that is permanently and freely available to absorb 1nsls:es wﬂ.h-.:-ul
the bank being obliged to cease trading. The economic meaning of tier 2 l:-up:ﬂ:l{
was made more explicil when its name was changed to ‘supplementary l:upltall
under Basel IL. It is that portion of capital that generally absorbs losses {m]}'. in

the event of & winding up of a bank, and so it provides a lower level of protection
for depositors and other creditors. Tier 2 capital consists of undisclosed reserves,
assel revaluation funds, general provisions/general loan loss reserves, hybrid
{debt/equity) capital instruments and subordinated debt. Ticr_l capita[ is further
subdivided into upper and lower tier 2 type of capital. Upper tier 2 capital has no
fixed maturity, whereas lower tier 2 capital has a limited life span, which makes it
less effective in providing a buffer against losses by the bank.

A credit exposure arises when a bank lends money to a cuslomer, buys a
financial asset or has any other arrangement with another party that requires that
party to pay money to the bank under, for example, a foreign exchange contract.
A credit risk is & risk that the bank will not be able to recover the money 1t 15
awed, The calculation of credil exposures adjusts for two factors: on-balance
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sheet and off-balance sheet exposures. On-balance sheet credit exposures differ in
their degree of riskiness. In Basel I, countries have been divided into two groups.
The first group, referred to as the Organization for Economic Co-operation and
Development (OECD), consists of full members of the OECD and countries that
have concluded special lending arrangements with the IMF associated with the
Fund’s General Arrangement to Borrow. All other countries are called ‘countries
outside the OECD'. Claims on the central government within the OECD are
assigned a zero weight. A 20 per cent weight is applied to claims on all banks,
wherever they are incorporated, with a residual maturity of up 1o and includ-
ing one year. Longer-term claims on OECD incorporated banks are weighted at
the rate of 20 per cent and longer-term claims on banks incorporated outside the
OECD are weighted at the rate of 100 per cent. Loans fully secured by mortgage
on occupied residential property are weighted at 50 per cent, and all claims on
private sector and claims on central government outside the OECD are weighted
at 100 per cent.

As off-balance sheet contracts such as loan commitments, letters of credit,
interest rate swaps and trading positions in futures and options also carry credit
risks, off-balance sheet credit exposures are first converted 1o a “credit equivalent
amount’. This is achieved by multiplying the nominal principal amount by a factor
that recognizes the amount of risk inherent in particular types of off-balance sheet
credil exposures, After deriving eredil equivalent amounts for off-balance sheet
credit exposures, these are weighted according to the riskiness of the counterparty,
in the same way as on-balance sheet credit exposures.

The minimum capital adequacy ratios set by the Basel Capital Accord are as
follows: (1) tier | capital to total risk-weighted credit exposures to be not less than
4 per cent, (2) total capital (i.e. tier 1 plus tier 2 less certain deductions) to total
risk-weighted credit exposures to be not less than 8 per cent, (3) tier 2 capital to
not exceed 100 per cent of tier 1 capital and (4) lower tier 2 capital to not exceed
50 per cent of tier 1 capital,

Although Basel | was intended for internationally active banks, it quickly
became 2 de facto standard around the world. Developing country regulators, who
were aclively attempting to move away from direct controls to a more modem
system of prudential regulation, began to follow the evident best practice in indus-
trial countries embodied in Basel I,

Marker risk

In 1996, an important amendment to the framework took place, when an addi-
tional capital charge was introduced to cover market risk in banks’ trading books.”
To calculate regulatory capital requirements, banks classify their assets and off-
balance sheet items under one of the two following categories: banking book and
trading book. Most medium- and long-term transactions arc held in the banking
book, and it is subject to regulatory capital requirements for the credit risk arising
from these transactions, On the other hand, the trading book consists of positions
in financial instruments and commodities held either with the intent to trade or in
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order to hedge other elements of the trading book. The trading book includes most
derivatives such as financial futures, interest rate and currency swaps and options
on securities, and it is subject to capital requirements for market risk. )

With the 1996 amendment to the Capilal Accord, banks were raquuc_d_ to
measure and apply capital charges with respect to their market risks in addition
to their eredit risks, and market risk was defined as the risk of losses in on- _am]
off-balance sheet positions arising from movements in market pric;. The risks
subject to this requirement are those pertaining to interest rate-related instruments
and equities in the trading book and to foreign exchange risk and cu.:Jmmodmes
risk throughout the bank, The capital charges for inlerest mt:-re]nled_mstrumem;
and equitics apply to the current market value of items in banks’ trading !:mics.

Banks mus! therefore back the following risks in their trading book with regu-
latory capital: (1) interest rate risk, (2) cquity position risk, (3) fun::-ign exc:l:m_nge
risk and (4) commedities risk. In addition, capital charges are applied on options
of all kinds. Here, interest rate risk refers to the risk of holding or taking positions
in debt securities and other interest rate-related instruments in the trading book.
The instrumenis covered include all fixed rate and floating rate debt securities and
instruments that behave like them, including non-convertible pl_':ffcrc:r!ce shafrf:s.
Equity position risk refers to the risk of holding or taking positions in equities
in the trading book. It applies to long and short positions in all instruments that
exhibit market behaviour similar lo equities, but not to non-convertible preference
chares. The instruments covered include common stocks, whether voting or non-
voting, convertible securities that behave like equities and cm‘nmil:mmts_ to buy or
sell equity securities. Foreign exchange risk refers to the risk of guﬁ::nng losses
due to adverse exchange rate movements. Finally, commodities risk refers to the
risk of holding or taking positions in commodities, including precious metals, but
excluding gold, which is treated as a foreign currency.” .

According to the 1996 amendment, banks are penmitted to use elt‘fler the
standardized approach or the model approach to calculate their market ﬂsks._ln

the standardized approach, as in the case of credit risk calcu!alinns._ﬁxed risk
weights are used, Therefore the outcome is sensitive to the ass-l.qnpmms_ made
conceming these weights and not to the variations in markels. The mu_:mm miode]
approach, on the other hand, caleulates market risk-based capital requirements on
the basis of their value-at-risk figure. The value at risk, or VaR, is a measure used
to estimate how the value of an asset or of a portfolio of assets could decrease be
a cerlain time period (usually over one day or ten days) under usual conditions,
VaR is not only a risk measurement tool, but also facilitates risk management.
Banks are also required to conduct a regular stress testing programme. ' Whether
a bank can use the mode! approach is determined by compliance with the qualita-
tive and quantitative criteria defined in the regulation. : )
The principal form of eligible capital to cover market nsks consists of tier .I
and ticr 2 types of capital. However, banks may also, al the discretion Iﬂf their
national authority, employ a third tier of capital called tier 3 capital, consisting qi’
short-term subordinated debt." To be called tier 3 capital, the short-term subordi-
nated debt must meet the following criteria: it must be unsecured, subordinated
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and fully paid up; have an original maturity of al least two years; not be repayable
before the agreed repayment date unless the supervisory authority agrees; and be
subject to a lock-in clause that stipulates that neither interest nor principal may
be paid (even al maturity) if such payment means that the bank falls below or
remains below its minimum capital requirement. Banks are entitled Lo use tier 3
capital solely to support market risks, and tier 3 capital is limited to 250 per cenl
of a bank’s tier 1 capital that is required to support market risks.

To ensure consistency in the calculation of the capital requirements for credit
and market risks, an explicit numerical link is created by multiplying the measure
of market risk by 12.5 (i.e. the reciprocal of the minimum capital ratio of 8 per
cent) and adding the resulting figure to the sum of risk-weighted assets compiled
for eredit risk purposes, The ratio is then calculated in relation to the sum of the
two, using as the mumerator only eligible capital. In calculating eligible capital, it
15 necessary first to calculate the bank’s minimum capital requirement for credit
risk, and only afterwards its market risk requirement, to establish how much tier
| and tier 2 capital is available to support market risk. Eligible capital will be the
sum of the bank’s entire tier | capital and its entire tier 2 capital under the limits
imposed in the 1988 Accord. Tier 3 capital will be regarded as eligible only if it
can be used to support market risks under the conditions stated above.™

Basel Core Principles

In the wake of the Mexican crisis of 1994, it was realized that capital require-
ments alone were not sufficient to ensure safe and sound banking. As a resull,
the Basel Committee issued its Core Principles for Bank Supervision in 1997,
summarized in Appendix Table A7.1. Over time, the Basel Core Principles
(BCP) became accepted as best practice for bank supervision around the world.
The core principles, 25 in total, are grouped under the following headings: (1)
preconditions for effective banking supervision (principle 1), {2) licensing and
structure (2-5), (3) prudential regulations and requirements (6—15), (4) methods
of ongoing supervision (16-20), (5} information requirements (21}, (6) formal
powers of supervisors (22) and (7) cross-border banking (23-25). The principles,
regarded as minimum requirements, are to be supplemented when necessary by
other measures and should be applied with respect 1o the supervision of all banks.
The core principles propose minimum standards for licensing, ownership transfer
and liquidation. They also suggest prudential rules and requirements, supervision
methods, and information and disclosure requirements for both domestic and
cross-border activities.

To facilitate implementation and assessment, the Basel Committee developed
the Core Principles Methodology in October 1999, In June 1999, the Commitiee
issued a proposal for a revised capital adequacy framework. The proposed capital
framework consists of three pillars: minimum capital requirements, supervisory
review of an institution’s internal assessment process, and effective use of dis-
closure fo strengthen market discipline as a complement to supervisory efforts.
The Core Principles and the Methodology were revised and released in October
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2006, The crises in East Asia led to the creation by the IMF and the World Bank
in May 1999 of the Financial Sector Assessment Program (FSAF), whose goal
is 1o assess the primary stability and developmental issues in countries’ financial
sectors, Virally all FSAPs have included an assessment of countries’ compli-
ance with the BCF.

Basel If

Motwithstanding consensus among regulators, shortly afier its completion, Basel
1 began to be criticized because of its narrow focus. First, it was emphasized
that Basel | focused on arbitrary assignment of risk weights. Moreover, the risk
weights did not differentiate between loans to small, risky firms and those to
large, highly rated multinationals. In Basel 1 the requirement on credit exposure
is the same whether the borrower's credit rating is triple-A or triple-C, Thus, the
degrees of risk exposure are not sufficiently calibrated to differentiate adequately
between borrowers” differing default risks. Furthermore, Basel | originally dealt
only with credit risk, the risk that loans might become non-performing, and, later,
with market risk; however, banks are also confronted with operational risks. A
third set of critiques addressed the approach more broadly. Rather than setting
minimum capital requirements on a loan, by loan criterion, what matters for the
riskiness of a bank is its diversification or the covariation in its portfolio — yel
Basel 1 made no adjustment for these factors, as the risk buckets were completely
independent. Finally, a fourth set of critiques concerned the inappropriate treat-
ment of sovercign risk. It was emphasized that Basel I's capital treatment for
sovereign exposures made little economic sense and that the mechanical applica-
tion of Basel 1 rules often created perverse incentives and led to the mispricing
of risks. For example, lending to OECD governments became more altractive
because it incurred no regulatory capital charge, even though this group included
countries with substantially different credit ratings such as Turkey, Mexico and
Sputh Korea. Claims to the national central government also enjoyed a zero risk
weight, encouraging many banks to ignore basic diversification principles and
lend heavily to their sovereigns, thereby reducing financial intermediation. Both
in response 1o these critiques, and in recognition of the changing financial mar-
kets, the Basel Committee devoled several years to revising the Capital Accord,
announced Basel 1 in June 2004 and stipulated its implementation by the end
of 2006 in G10 countries. Basel 11 consists of three pillars: (1) minimum capital
requirements, (2) supervisory review process and (3) market discipline.

Basel 11 assumes that consolidated supervision is performed. Although con-
solidated supervision is included in the BCF, data on principle 20 and principle 23
indicate that many countries fail in this area, as shown by the IMF (2002, Indeed,
principle 20 has the highest percentage of countries in either non-compliance or
material non-compliznce compared with any other principle.

Basel I, pillar 2 (Supervisory Review) is largely encompassed by the BCP
and, hence, there is little new in pillar 2. 1t starts with four key principles, which
commence with the responsibilities of the banks and then the responsibilities of
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the supervisor. Next, pillar 2 states thal supervisors should normally ‘expect’
hanka to operate with capital above the regulatory minimum and should have the
tﬂ-bllll}’ to require banks to have more than any standard minimum amount. Lastly,
it siates thal supervisors should seck to intervene at an carly stage in the case of
problem institutions. Following the four key principles, pillar 2 lists a set of *other
risks’ that banks and supervisors need to consider (that did not make it into pillar
.1} regarding actual quantitative requirements, Here, emphasis is to be placed on
interest rate risk, credit concentration risk and liquidity risk. To a large extent
these ‘other risks’ are what banks need to monitor carefully, but there is not vel

agreement on whether or how quantitative requirements can be developed. Pillar

2 is particularly relevant for two main reasons. First, many countries fall short of
complying with the key principles of supervision and, second, ‘other risks® turm

out to be particularly important for developing countries.

Basel 11, pillar 3 (Market Discipline) focuses largely on the appropriate dis-
closure of bank capital and eapital adequacy, While Basel | and the BCPs did not
‘Iapectﬁcally refer to what banks must disclose to the public, the focus of pillar 3
is on reporting rather than disclosure to the market. Thus, it is a novel approach.
Firsl, it dictates how a banking group should disclose figures, depending on how
thet group is consolidated. Second, pillar 3 includes disclosure requirements
on capital structure and on capital adequacy, in the aggregate, by portfolio and
by type of risk, thus reflecting the different portfolios and ‘risks’ as defined in
IpiHar I. There are also disclosure requirements for credit risk, the risk of equity
investments, credit risk mitigation technigues, securitization risks, market risks,
operational risk and interest rate risk in the banking book.

Most of the innovation of Basel 11 lies in pillar | {Minimum Capital

Reguirements). In Basel 11, the minimum capital to risk-weighted asset reguire-
ment of § per cent remains unchanged. The numerator that defines the acceptable
types of regulatory capital (i.e. tier 1 and tier 2 capital) is also largely unchanged.
T'tu_: core modifications in Basel II are to the denominator, which defines risk-
weighted assets. The credit risk measurement methods are more elaborate than in
E?ase! 1. The new framework proposes, for the first time, a measure for operational
risk, while the market risk measure remains unchanged. When all of these are
taken into account it can be safely argued that Basel 11 has & much more risk-
sensitive framework than Basel 1,
) Basel II provides different approaches that can be used to obtain a risk weight-
ing of assets, The menu of approaches to measure the associated risks include the
standardized approach (SA), foundation internal rating-based (IRB) approach and
advanced IRB approach.

The 5A uses both private credit rating agencies and export credit agencies to
establish credit risk assessments and feed those into capital requirements. As credit
rating agencies rate corporations and banks as well as sovereigns, this approach
adds the possibility of using these assessments to link the capital to risk more
finely. For credit risk, the SA is similar to the approach of Basel | in thal it requires
flxcd risk weightings to be applied to different types of assets. It prescribes, as
in Basel 1, specific risk weights for certain types of credit exposures, such as 0
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per cent, 20 per cent, 50 per cent or 100 per cent of the & per cent standard, and
there is now a weight of 150 per cent for borrowers with poor credit ratings. The
risk assessments under the SA depend heavily on the ratings assigned by external
rating agencies in the individual risk groups, as shown in Table 7.1,

Most pages of the pillar 1 proposals are devoted to the more advanced IRB
methodologies. IRB gives a significant degree of autonomy to banks to define their
own rating seales and to use those scales in determining the default probabilities."”

Basel 1l contains a new capital requirement for operational risk, defined as the

risk of loss from fraud, computer failures and poor documentation. As operational
risk differs greatly from credit risk and market risk, il is far more difficult to
capture because it is inherent in many activities. Banks usually set aside one-
fifth of their internal capital for operational risks, as concepts for delineating,
quantifying and controlling operational risk are not as well developed as in the
other risk categories. As operational risks can be significant, and the resulting
losses can even threaten a bank’s existence, the Basel Commitlee on Banking
Supervision decided to introduce capital requirements for operational risk and to
offer three levels of approach in this context. First is the basic indicator approach,
in which a bank’s operational risk is estimated as & percentage (alpha factor) of
a single indicator. Nexl is the standardized approach, which uses a set of indica-
tors and factors (betas), based on the bank’s business lines. Hence, this approach
can he seen as a basic indicator approach applied to each business line. Finally,
the internal measurement approach requires banks to utilize their internal loss
data and a model-based approach in the estimation of required capital. These data
always form a matrix of business lines and loss events, based on which banks,
depending on the detailed approach chosen, are to determine the probability of
event and loss given event for potential operational losses. Based on work o date,
the Committee expects operational risk to constitute approximately 20 per cent,
on average, of the overall capital requirements under the new framework.

Basel Il no doubt constitutes a major achievement towards harmonizing bank
regulation on the global scale. However, as can be expected, it is far from perfect,
First of all, although pillars 1 and 3 of Basel IL, in principle, imply homogeneous
practices for all countries, pillar 2 does not. In fact, by keeping a sufficiently broad
playground for national supervisory authorities, Basel 11 implicitly accepted the
continuation of differences in implementation among countries. This is more a
logical requirement than a choice. The Basel 1l approach is based on the idea of
developing eriteria for banks to deal with risks that they face. By requiring banks
to comply with these criteria, the Basel 11 approach also aims to enhance risk
management practices and competitiveness. It is well known that, although this
is a necessary condition for the stability and soundness of a financial system, it
is by no means sufficient. In the Basel 1l framework, such measures to deal with
systemic risk are left to the discretion of the national authorities. Basel II, there-

fore, by design, was not aiming lo provide a completely homogenized system for
all. It confines itself to the broad acceptance of the minimum requirements of risk
management and competitiveness,

Table 7.1 Risk weights under Basel 11 standardized approach (35)

Unrated
100

100
50
20

Below B-

BB+ 1o B-
100

BRB+ o BER-

50

A+ to A-

0

AdA 1o AA-

150

150

Claims on sovercigns

100

100
50
0

0
50

20
0
20

Claims ot banks option | (rating refers to sovereign)

Claims on banks option 2 (rating refers to bank)

150
150

1600
50

20

Claims on banks option 3 (preferential treatment for

Unrated
100

BBB+m BB- Below BB-

100

At o A=
50

AAA 0 AA—

20

short-term claims)

Claims on corporations

150

Source: Basel Committee on Banking Supervizion {2008)



166 Liberalizarion of services

Second, the Basel 1l approach itself is not immune from criticism. Therefore,
it is natural to observe a cautious or, occasionally, even overcautious approach
on behalf of national authorities at the implementation stage. It is universally
recognized that Base] Il indeed increased the risk sensitivity of minimum capital
requirements and enhanced risk management of banks. However, these visible
improvements at the micro level may still create problems for the system as a
whole. There are concerns that market-sensitive risk systems may amplify shocks
and lead to macroeconomic instability." On the other hand, as pointed out by
Tarullo (2008), the rather complex structure of the Basel 1] rules can hardly pre-
vent and in fact may even encourage regulatory arbitrage, Finally, the cost of
administrating Basel 11 rules may also be prohibitive for some countries, These
factors may explain the slowness of the implementation of the Basel 11 process
and the reluctance of national authorities 1o go beyond accepling the core points,

Recent Developmenis

During 2007-8 a worldwide financial crisis of enormous magnitude rooted in
industrial countries’ financial systems unfolded. Defaults on securitized subprime
mortgages as a real estate market bubble burst led to failures or near failures
of several large financial institutions. First, they sought new capital to support
their strained balance sheets, But with the crisis accelerating, and most providers
of capital retreating to the sidelines, banks had to sell assets and/or dispose of
businesses. However, this accelerated the downturn. To deal with financial strains,
public authorities had to act. They reduced the benchmark lending rates, injected
massive amounts of govermment money into the financial sector, and in some
cases they even adopied full-scale nationalization to restore the failing solvency
of banks and insurance companies,

The financial crisis has exposed major weaknesses in the currenl regulatory
and supervisory frameworks, and has generated a growing debate about the role
that these weaknesses may have playved in causing and propagating the cnisis.
As emphasized by the Financial Stability Board (2009) the Basel Committee has
been working to build stronger buffers into the financial system. In this context
it has been agreed that: (1) the level and quality of minimum capital require-
menls will increase substantially over time, (2) capital requirements will operate
counter-cyclically, so that financial institutions will be required o build capital
buffers above the minimum requirements during good times that can be drawn
down during more difficult periods, (3) significantly higher capital requirements
for psks in banks® trading books will be implemented, with average capital
requirements for the largest banks® trading books at least doubling by the end of
2010, (4) the quality, consistency and transparency of the tier | capital base will
be raised and (5) a leverage ratio will be introduced as a supplement to the Basel
11 risk-based framework with a view to migrating to a pillar | treatment based on
appropriate review and calibration.
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Waorld Trade Organization

The WTO General Agreement on Trade in Services (GATS) is the first multilateral
trade agreement to promote the liberalization of services in countries around the
world. After an exhausting negotiation process that failed to reach full agreement
at the end of the Uruguay Round in 1993, negotiations on financial services were
extended, and WTO members reached an interim agreement in 1995 and a final
permanent agreement on services at the end of 1997,

The GATS contains certain obligations, the most important of which is the
most favoured nation (MFN) principle. The MFN imposes the obligation on
member countries not to discriminate among foreign services and service sup-
pliers." However, an exception to this general principle is that members have the
right to enter into economic integration agreements, such as the EU, and accord
preferences to other participants without extending those preferences to the entire
WTO membership, The other two key principles are market access and national
treatment, which are negotiable principles, meaning that WTO members can
decide voluntarily to what extent they will allow foreign participation in their
markets and under what conditions, with respect to the four modes of supply: (1)
cross-border, (2) consumption abroad, (3) commercial presence and (4) tempo-
rary movemen! of natural persons, Agreements to eliminate or reduce limitations
to market access or to provide national treatment are voluntary, applying only to
those banking services included in a member country's schedule and to the extent
specified therein,

The national treatment principle imposes the obligation not to discriminate
between foreign services and service suppliers and national services and service
suppliers. Subject to any conditions or qualifications that are negotiated and
become part of a schedule of commitments, it requires that host regulators treat
foreign banks no less favourably than domestic banks, This means that member
countries cannot erect barriers to entry or operation that discriminate against
foreign banks. In contrast, market aceess is not defined in GATS. Instead, a list
of six measures restricting free access to domestic banking markets is provided.
A country that does not impose any of these restrictions is regarded as providing
full market access. The list includes numerical quotas on the number of forcign
banks or their total assets, limitations on the type of foreign bank entry, limitations
on the percentage of ownership in domestic banks and limitations on the total
number of natural persons that may be employed in the host country's banking
sector or which the foreign bank itself may employ.

Like any other trade agreement, GATS conlains exception provisions, which
allow WTO members to depart from their obligations or commitments under the
agreement in specific circumstances. One of those exception-type provisions is
the so-called *prudential carve-out’, which allows WTO members to take meas-
ures for prudential reasons, including the protection of investors and depositors
and preserving the integrity and stability of the financial system.

Under GATS, prudential regulations are dealt with in paragraph two of the
Annex on Financial Services, and non-prudential regulations to pursue various
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public policy objectives other than those falling under trade restrictions concerning
markel access or national treatment are dealt with in Article VI, Trade restrictions
concerning market access or national treatment are dealt with in Articles XVIand
3 VIL Thus, GATS allows members to take measures for prudential reasons. Under
GATS, members can take their own measures regarding capital adequacy ratios,
limits on risk concentration and the risk management system, liquidity require-
ments, prohibitions on insider trading and transactions giving rise to conflicts of
interest, rules on the classification of and provisions for non-performing assets,
and *fit and proper” tests for directors and managers, as well as transparency and
disclosure requirements, Furthermore, non-prudential regulatory measures such
as lending requirements to certain seclors or geographical regions, restrictions
on interest rates or fees and commissions, and requirements to provide certain
services may also exist. Services related to the issuance of public debt are often
subject 1o special rules and standards, Some of these measures may be subject
to scheduling under GATS as limitations on market access or as limitations on
national treatment, particularly when they are applied in a discriminatory manner.
They may also necessitate MFN exemnptions if applied in a discriminatory manner
between trading partners.

Regulatory regime in the European Union

In the EU, progress in harmonization came in 1973 with the adoption of the
directive on the abolition of restrictions on freedom of establishment and free-
dom to provide services for self-employed activities of banks and other financial
institutions, This document contributed to establishing a single banking market.
It required member countries to comply with the national treatment principle.
This means that member states are to provide equal repulatory and supervisory
treatment for all banks, both domestic and foreign. However, despite this effort
toward harmonization, the existence of capital controls and & lack of coordina-
tion among the different bank regulatory and supervisory authorities meant that
banks operating in diffcrent member countries remained subject to different rules.
This situation led to further anempts to achieve greater harmonization of bank
regulations and supevisory practices among member countries, In 1997, the firs|
directive on the coordination of laws, regulation and administrative provisions
relating to the taking up and pursuit of credit institutions was adopted. Essentially,
this directive set the rules for expansion across national boundaries within the
European Community (EC) by adopting the concept of *host country rule”. Under
host country rule, expansion is possible. However, a foreign bank or branch is
required to have permission from the supervisory authorities in the host country
before they are allowed to operate in the host state. According to the First Banking
Directive, banks and branches were typically regulated by each host country’s
regulatory agency. Under this regime, banks invelved in cross-border expansions
were reguired to operate under multiple regulatory and capital standards, that is,
one for their home country and another for each host country in which they oper-
ate, Furthermore, in most countries, branches had to be provided with earmarked
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endowmenl capital as if they werc new banks, and the supply of cross-border
services was impaired by the restrictions on capital flows.

In April 1983, a White Policy Paper on financial integration called for further
work to achieve a better allocation of savings and investment in the EC. Following
various European Councils, the Commission (1985) proposcd its White Paper on
the completion of the internal market. The Paper called for the removal of physi-
cal, technical and fiscal barriers in all industries by | January 1993. The content of
the White Paper was incorporated into the 1986 Single European Act, which called
for the effective integration of markets. In the context of banking, the White Paper
called for a single banking licence, home country control and mutual recognition.
To establish the single market in banking services, the EU introduced & series of
key directives, which can be considered under five headings: barriers (o trade and
establishment, capital adequacy, deposil protection, consolidated accounts and
supervision, liberalization of capital movements and interest rate deregulation.

Barriers to trade and establishment

The comerstone of the single market programme is the Sccond Banking
Directive, which was adopted in 1989 by Council Directive 89%/646/EEC. The
Second Banking Directive has three major features, First, il defined exactly
whil is meani by “banking”. The banking activities permitted in the EU cover all
major commercial and investment banking activities, requiring the endorsement
of universal banking. Thus, according to the Second Banking Directive, besides
the traditional commercial banking activitics, credit institutions can engage in all
forms of transactions in securities, including transactions for their own account or
for the account of customers in all types of scourity, participation in share issues
and portfolio management and advice,

The second component of the directive is the principle of home country control,
or mutual recognition. According to this principle, cach country acknowledges the
regulation of its partners and accepts service provision by foreign institutions as
if they were domestic entities."” Hence, banks arc governed by and conform to
the regulations and legislation of their home country. If a bank does business in
anlnthea' EU nation, the regulatory authorities of the host nation must recognize the
primacy of the home nation.

The third component of the Second Banking Directive is the concept of a
‘single passport’, Mutual recognition of the single banking ‘licence’ eliminates
the need for EU banks to get a local banking charter from the host country for
branches and/or bank products that are permitted by their home country bank
regulations. A bank licensed to do business in any EU nation is allowed to do busi-
ness in any other EU nation on whatever basis it considers most advantageous.
The host nation is not allowed to impose any barriers to such action.

To ensure that the single passport does not lead to 2 situation in which the
regulations and supervisory practices in a member country are so lax as lo
undermine the safely and soundness of the entire banking system in the EU, the
Second Banking Directive also limits the scope for regulatory competition among
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countries. Therefore, the Second Banking Direetive introduces essential super-
visory requirements related to sound administrative and accounting procedures,
the initial capital necessary for authorization and for the execution of activities,
and the supervision of holdings of banks in sectors outside the banking busi-
ness, Under this principle, banks operating in more than one EU member state
are entitled to comply to a great extent with a set of uniform standards and capital
requirements. However, for gold-plating cases or in cases of breaches of the law
by operating institutions, possible risks can be eliminated via close cooperation of
the supervisory authorities.

Concerning the banks’ holdings in non-banking institutions, we note that the
Second Banking Directive introduces two limits. First, a credit institution may
not have a qualifying holding in excess of 15 per cent of its own funds in such
an undertsking. Second, the amount of all holdings in such undertakings may not
exceed 60 per cent of the funds of the credit institution. However, member states
need not apply these limits to holdings in insurance cOmpanies.

Directive 2000/12/EC relating to the taking up and pursuit of the business of
credit institutions consolidated various directives, including the Second Banking
Diirective, with the aim of compiling them under a single publication. According
to the directive, these are the essential requirements for authorization (subject to
exceptions set out in the directive): (1) the existence of separate own funds, (2)
the existence of initial capital of at least €5 million, (3) the presence of at leas:
two persons who effectively direct the business of the credit institution (and who
are of sufficiently good repute and experience to perform such duties) and (4)
notification to the competent authorities of the identities of the shareholders or
members that have qualifying holdings and of the amounts of those holdings.
Applicants must be notified whenever an authorization is refused, and the reasons
for refusal must be given. The competent authorities may withdraw an authoriza-
tion, subject to the conditions set out in the directive, in particular when the above
conditions are no longer fulfilled. The parties concerned and the Commission

must be notified when authorization is withdrawn, and the reasons for withdrawal
must be given. The competent authorities of the home member state must Teqguire
that all eredit institutions have sound administrative and accounting procedures
and adequate internal control mechanisms. Furthermore, the directive states that
supervision, in principle, is carried out by the home member state, while the com-
petent authorities of the member states concerned cooperate closely. In particular,
they supply each other with any information necessary for effective supervision.
Such information exchanges are protected by professional secrecy.

Capital adequacy

Because of the crucial role of capital in banking, the EU promulgated a series of
directives intended to ensure that all banks in the EU had the same capital stand-
ards. The Own Funds Directive (89/299/EEC) harmonized the definitions of own
funds for all credit institutions in the EU to ensure the comparability of prudential
ratios of EU banking organizations, and the Solvency Ratio Directive (89647
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EEC) harmonizing minimum solvency requirements for credit institutions in
the EU addressed the issues related to credit risk. The requirements of Directive
Eﬂﬂﬂlﬂifﬁf:, which has replaced, among others, the Own Funds Directive, are
consistent with those of the 1988 Basel Committee Capital Accord (Basel [) on
international banking capital adequacy.

~ The directive on the capital adequacy of investment firms and credit institu-
tions, called the Capital Adequacy Directive (CAD) (93/6/EEC), sets out the
minimum capital requirements for credit institutions and investment firms for the
markj;t an_d the risks associated with their trading activities, CAD was amended
by F!_l:rec:tllve SEEEC (CAD2), extending the concepl of ‘trading book” to
positions in commoditics and commodity derivatives that are held for trading
purposes and are subject mainly to market risks, With CAD2, there has been no
change in the CAD regime. But parallel to CAD2 principles, the communiqué
on capital adequacy was amended in February 2001 to cover market risks, and
ﬁini'ier amndmts were made in January 2002 to include options and to ad::lress
specific issues such as the inclusion of tier three capital and structural positions.
Rn?c:ent]y, the directive was amended by the Capital Requirements Directive, com-
prising Directive 2006/48/EC and Directive 2006/49/EC, translating Basel I1 into
EL l.i:g_'j,slalion It applies Basel-type provisions to investment firms and domestic
credil institutions as well as to international banks. The directive took effect in
2007, with the most sophisticated approaches being available from 2008,

An unacceptable concentration of risk can occur if a bank has what is deemed
to be an excessive degree of exposure with a client or group of connected cli-
ents. Thc Directive on Menitoring and Controlling Large Exposures of Credit
!nﬂlllutlmns (92/121/EEC) regulates the supervision of large exposures of credit
institutions, sets limits on exposures of credit institutions and sets limits on expo-
sures as a large pereentage of reserve funds. 1t requires that the maximum lending
exposure 1o a single client or to a group of connected clients not exceed 25 per
cent of a bank"s own funds; a bank must report to its supervisor any CXPOSUre
greater than 10 per cent of capital, as it is defined as a *large exposure’; and the
mu_a] of large exposures extended by a credit institution not exceed 800 per cent
of its own funds,

Deposit insurance

1I|.‘.-flilh. Council Directive 94/19EC, the EU issued a Deposit Guarantee Scheme
Diirective, effective | July 1995, The directive, designed to increase the confidence
and stability of the financial system, made it compulsory for every EU member
state lo establish a deposit insurance fund and for credit institutions to join this
insurance plan. In this context, the deposit insurance scheme was regarded as
being as essential as the prudential rules for the completion of the single banking
market. The directive set the coverage of the aggregate deposits of each deposi-
tor, in the event of deposits being unavailable, up to ECU 20,000. The directive
e;x._p!iciti)r allowed the member states to provide a higher cover for deposits over
this determined amount. Although no indication is given as to which public (or



