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T H E M E

Capital Adequacy in Banks — Whither now? 

The Basel Commit-
tee on Banking Su-
pervision decided to 

introduce a capital measure-
ment system in banks in 
1988, which was commonly 
referred to as the Basel Capi-
tal Framework or the Ba-
sel–I Accord. Since then, this 
framework has been progres-
sively introduced by virtu-
ally every monetary author-
ity in the world and covers 
most of the banking entities 
having international opera-
tions. This system provided 
for the implementation of a 
credit risk framework with a 

minimum capital standard. 
Weightages were assigned 
by the Committee for dif-
ferent categories of exposure 
of banks so that risky assets 
like unsecured commercial 
loans carried a risk weight 
of 100% whereas risk-free 
investment in sovereign pa-
per carried zero per cent risk. 
The Basel-I framework was 
relatively simple to under-
stand and implement and the 
mainstream banking institu-
tions worldwide adopted the 

prescribed minimum capital 
adequacy standards. Though 
not free from its share of crit-
icism, this imposed discipline 
has been acknowledged by 
many as a factor contributing 
to overall financial strength 
of the banking system. As far 
as our country is concerned, 
banks have complied with 
all elements of Basel-I with 
the introduction of capital 
charge for market risks ef-
fective from the year ended 
March 2005. 

While the Basel Commit-
tee’s initiatives to ensure ad-

equate capital base of banks 
succeeded to a great extent, it 
was increasingly felt that the 
1988 framework was ineffec-
tive to grapple with evolving 
innovative financial products 
offered by banks such as de-
rivatives and securitised pa-
per. Basel-I focused mainly 
on advances and investments 
and it simplistically pre-
scribed same capital norms 
for all banks across the board. 
There was scope for manipu-
lating the minimum capital 

Basel II prescriptions have ushered in a transition from 
the traditional regulatory measure of capital adequacy to an 
evaluation of whether a bank has found the most efficient 
use of its capital to support its business i.e., a transition from 
capital adequacy to capital efficiency. In this transition, how 
effectively capital is used will determine return on equity and 
a consequent enhancement of shareholder value. 

computations. The major 
drawback of Basel-I was that 
it did not consider allocation 
of capital to take care of sub-
stantial and real operational 
risks of banks. A need was 
also felt to recognise modern 
risk management techniques 
developed and implemented 
by major banks during the 
past decade since the norms 
did not distinguish between 
high and low quality assets 
within the same class. Re-
sponding to the criticism and 
deficiencies experienced in 
implementation of the 1988 
Accord, the Basel Commit-
tee issued a proposal in June 
1999 for a new capital ad-
equacy framework to replace 
the 1988 framework. Follow-
ing extensive interaction with 
banks and industry groups 
worldwide, the proposal un-
derwent a couple of revisions 
at its drafting stage and the 
final version - ‘Internation-
al Convergence of Capital 
Measurement and Capital 
Standards: A Revised Frame-
work’ was issued by the Basel 
Committee on Banking Su-
pervision in June 2004.  This 
framework (popularly known 
as Basel-II) is intended to 
serve as a basis for national 
rule-making and approval 
processes to continue, and for 
banks to complete their prep-
arations for the new frame-
work’s implementation. 
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The revised Framework 
has been designed to provide 
options for banks for deter-
mining the capital require-
ments for credit risk and 
operational risk, and enables 
banks and their supervisors 
to select approaches that are 
most appropriate for their 
operations and financial 
markets.  The Framework is 
expected to promote adop-
tion of stronger risk manage-
ment practices in banks. The 
revised framework builds on 
the current framework to link 
capital requirements more 
closely with inherent risks 
in banking and to provide 
banks and their supervisors 
with multiple choices for as-
sessment of capital adequacy.  

Much has been said and 
written about the ‘three pil-
lars’ supporting the Basel-II 
framework. The ‘three pil-
lars‘ attempt to achieve a 
comprehensive coverage of 
risks, enhance risk sensitivity 
of capital requirements and 
provide tools for a refined 
measurement of required 
capital. The key objective of 
the new framework is to align 
regulatory capital to under-
lying risk and induce banks 
to strengthen their risk man-
agement capabilities. Imple-
mentation of Basel-II is seen 
as one of the significant chal-
lenges facing the banking 
sector in many jurisdictions.  
Commercial banks in India 
will start implementing Ba-
sel-II with effect from March 
31, 2007. The roadmap 
drawn up by the RBI envis-
ages banks to adopt initially 
the ‘standardised approach’ 
for credit risk and the ‘basic 
indicator approach’ for op-

erational risk. After adequate 
skills are developed, both by 
the banks and also by the su-
pervisors, some banks may 
be allowed to migrate to the 
Internal Rating Based (IRB) 
Approach. Implementation 
of Basel-II will require more 
capital for banks in India due 
to the fact that operational 
risk has not been captured 
under Basel-I, and the capi-
tal charge for market risk was 
not prescribed until recently. 
Today, the Indian banking 
system has a relatively healthy 
CRAR of 12%+. However, it 
is going to be a serious chal-
lenge both for banks and for 
the regulator to develop skills 
and techniques with regard 
to adoption of the advanced 
risk management approaches.  
The RBI has indicated that a 
consultative and participative 
approach will be adopted for 
designing and implementing 
Basel-II in the Indian bank-
ing system with a view to 
ensuring smooth migration 
from Basel-I. After detailed 
deliberations by a steering 
committee comprising ex-
perts and senior bankers, the 
RBI has issued draft guide-
lines to the banks on imple-
mentation of the new capital 
adequacy framework. In a 
recent talk, the Deputy Gov-
ernor of the RBI recognised 
the daunting task ahead and 
said that supervisory capacity 
building measures have been 
initiated by the RBI to iden-
tify the gaps and to assess 
and quantify the extent of 
additional capital which may 
be required to be maintained 
by the banking system com-
prising about 90 scheduled 
commercial banks in India. 
In the same talk the Deputy 

Governor emphasised the 
need for improving risk man-
agement systems in banks in 
view of the increasing degree 
of deregulation and exposure 
of banks to a variety of new 
risks. At the initial stages 
of development of the risk 
management systems, banks 
were managing each risk in 
isolation. 

The current business en-
vironment demands a more 
integrated approach to risk 
management. It is no longer 
sufficient to manage each 
risk independently or in 
functional silos. Enterprises 
worldwide are, therefore, now 
putting in place an integrat-
ed framework for risk man-
agement, which is proactive, 
systematic and spans across 
the entire organisation. 

Having ascertained the 
required optimum capital 
taking into account the reg-
ulatory minimum plus the 
amount needed to provide 
some cushion and to support 
business growth in the near-
medium term, banks would 
have to decide the best way 
to go about raising the mon-
ey. Looking at some of the 
exotic, complex instruments 
put out by enterprises of late, 
it seems that the old plain 
vanilla equity and debt paper 
is no longer in fashion. Of 
course, one has also to reck-
on the changed profile of the 
modern investor – he may be 
an NRI, foreigner, FII, for-
eign company etc. – and his 
specific investment objective 
and horizon. For banks, capi-
tal-raising involves consider-
ation of not just the financial 
or commercial aspects but 
also of stringent regulatory 
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prescriptions by the RBI. 
In fact the RBI has recently 
permitted banks to issue cer-
tain ‘innovative’ instruments 
within the Basel framework 
of Tier 1 / 2 / 3 capital.

As we know, the Ba-
sel Capital Accord of 1988 
classifies capital under three 
‘Tiers’. Briefly, the instru-
ments used under these capi-
tal Tiers are the following:

Tier 1 Capital:

(a) Permanent shareholders’ 
equity;

(b) Perpetual non-cumula-
tive preference shares; 

(c) Disclosed reserves; 

(d) Innovative capital instru-
ments

Tier 2 Capital:

(a) Undisclosed reserves;

(b) Revaluation reserves; 

(c) General provisions/gen-
eral loan-loss reserves; 

(d) Hybrid debt capital in-
struments (a range of in-
struments which combine 
characteristics of   equity 
capital and debt); and

(e) Subordinated term debt

Tier 3 Capital:

Short term subordinated 
debt for the sole purpose of 
meeting a proportion of the 
capital requirements for mar-
ket risks. 

It may be noted that 
banks may employ Tier 3 
capital only at the discretion 
of their national monetary 
authority or the central bank. 
At present, banks in India 
are not allowed to raise Tier 
3 capital. 

The options for rais-
ing Tier 1 and Tier 2 capi-
tal funds as available to the 
banks in India in terms of 
the present RBI guidelines 
on capital adequacy which 
do not allow banks to raise 
capital funds through the is-
sue of 

(a) Preference shares – both 
cumulative and non cu-
mulative;

(b) Innovative capital instru-
ments for inclusion in 
Tier 1 capital; and

(c) Hybrid debt instruments 
for inclusion in Tier 2 
capital.

Recently, the RBI ex-
amined the feasibility of 
allowing banks to raise 
capital funds through the 
above-mentioned instru-
ments- (Notification Ref. 
RBI/2005-06/283 DBOD.
No.BP.BC. 57 / 21.01.002 
/ 2005-2006 dated January 
25, 2006). However, since 
Tier 3 capital is short term 
in nature and is an optional 
item of capital for meeting a 
portion of banks’ exposures 
to market risks, this option 
has not been considered for 
the present. 

The above notification 
states that with a view to pro-
vide banks in India additional 
options for raising capital funds 
to meet both the increasing 
business requirements as well 
as the Basel-II requirements 
within the existing legal frame-
work, it has been decided that 
banks may augment their capi-
tal funds by issue of the follow-
ing additional instruments: 

(a) Innovative Perpetual 
Debt Instruments (IPDI) 
eligible for inclusion as 
Tier 1 capital;  

(b) Debt capital instruments 
eligible for inclusion as 
Upper Tier 2 capital;

(c) Perpetual non-cumula-
tive Preference shares 
eligible for inclusion as 
Tier 1 capital - subject to 
laws in force from time to 
time; and 

(d) Redeemable cumulative 
Preference shares eligible 
for inclusion as Tier 2 
capital - subject to laws in 
force from time to time. 

Further, the RBI has also 
issued guidelines governing 
the instruments at (a) and (b) 
above, indicating the mini-
mum regulatory requirements 
for issuance of Innovative 
Perpetual Debt Instruments 
eligible for Tier 1 and Debt 
Capital Instruments eligible 
for Tier 2. Detailed guide-
lines regarding issuance of 
preference shares are to fol-
low separately in due course. 

Terms and conditions ap-
plicable to Innovative Per-
petual Debt Instruments 
(IPDI) indicate that the 
instrument could be in the 
form of a bond or deben-
ture denominated in Indian 
rupees. The amount to be 
raised may be decided by the 
board but it shall not exceed 
15% of Tier 1 capital. IPDIs 
shall be perpetual i.e. without 
any maturity and may carry 
either fixed or floating inter-
est rates. These instruments 
cannot have ‘put option. 
However, ‘call option’ may 
be provided after at least ten 
years. The issuing bank is not 
permitted to grant advances 
against the security of its in-
novative instruments. These 
innovative instruments shall 
have a lock-in clause where-
by the issuing bank shall 
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not be liable to pay interest 
if the bank’s CRAR is be-
low the regulatory minimum 
prescribed by the RBI. The 
claims of investors in IPDIs 
shall be superior to equity 
shareholders but subordinat-
ed to the claims of all other 
creditors. Further, investment 
in these instruments by FIIs 
and NRIs shall be within the 
overall limit of 49% and 24% 
of the issue respectively sub-
ject to the investment by each 
FII not exceeding 10% and 
by each NRI not exceeding 
5% of the issue. As regards 
foreign banks operating in 
India, they may raise head-
office borrowings in foreign 
currency for inclusion of Tier 
1 capital subject to the same 
terms and conditions as ap-
plicable to Indian banks.

Terms and conditions 
applicable to Debt Capi-
tal Instruments (DCI) to 
qualify for inclusion as Up-
per Tier 2 capital prescribed 
a minimum maturity period 
of 15 years. DCIs shall have 
a lock-in clause in terms of 
which the issuing bank shall 
not be liable to pay either 
interest or principal even at 
maturity if the bank’s CRAR 
is below the regulatory mini-
mum prescribed by RBI. The 
guidelines provide for a pro-
gressive discount for capital 
adequacy purposes, as in the 
case of long-term subordi-
nated debt, over the last five 
years of DCI tenor. Further, 
DCIs may be redeemed only 
with the prior approval of the 
RBI. Investments in Upper 
Tier 2 instruments by FIIs 
shall be within the limits laid 
down in the policy for exter-
nal commercial borrowings.

Today, all said and done, 
Basel-II implementation 

is being perceived by most 
banks as a compliance chal-
lenge. While it may be so, 
bank managements would do 
well to recognise that Basel-
II, in fact, offers considerable 
opportunities to banks for 
refinement of risk manage-
ment systems and improve-
ment in capital efficiency. 

Comprehensive Risk 
Management: Under Basel-I, 
banks were clued on to credit 
and market risks only. Basel-
II has brought into focus a 
larger number of risks requir-
ing banks to focus on a broad-
er canvas. Besides the increase 
in the number of risks, banks 
are now beginning to focus 
on their inter-linkages with a 
view to achieve a more com-
prehensive risk management 
framework. Basel-II imple-
mentation, therefore, is being 
increasingly seen as a medium 
through which banks con-
stantly endeavour to upgrade 
their risk management sys-
tems to address the chang-
ing environment. Further, in 
the initial stages, banks were 
managing each risk indepen-
dently, in isolation, which is 
no longer adequate. Enter-
prises worldwide are, there-
fore, now putting in place an 
integrated framework for risk 
management, which is proac-
tive, systematic and covers the 
entire organisation. Banks in 
India are also moving from 
the individual silo system 
to an enterprise-wide risk 
management system. This is 
placing greater demands on 
the risk management skills 
in banks and has brought to 
the fore the need for capacity 
building. While the first mile-
stone would be risk integra-
tion across the entity, banks 
would do well to aggregate 
risk across the group both in 

the specific risk areas as also 
across the risks. 

Capital Efficiency: Basel II 
prescriptions have ushered in a 
transition from the traditional 
regulatory measure of capital 
adequacy to an evaluation of 
whether a bank has found 
the most efficient use of its 
capital to support its business 
i.e., a transition from capital 
adequacy to capital efficiency. 
In this transition, how effec-
tively capital is used will de-
termine return on equity and 
a consequent enhancement of 
shareholder value. In effect, 
banks may adopt a more dy-
namic approach to use of cap-
ital, in which capital will flow 
quickly to its most efficient 
use. This revised efficiency 
approach is expected to guide 
the return-on-equity strategy 
and influence banks’ business 
plans. With the extension of 
capital charge for market risks 
to the AFS portfolio this year 
and the coming into force 
of Basel II norms in March 
2007, banks would need to 
shore up the capital levels 
not only for complying with 
these requirements but also 
for supporting the balance 
sheet growth. With a view to 
enhancing the options avail-
able to banks for augmenting 
their capital levels, the Re-
serve Bank of India has now 
permitted banks to issue new 
capital instruments, including 
perpetual instruments. Key 
features of such instruments 
have been already noted ear-
lier and these are designed to 
help banks in not only man-
aging their capital effectively 
but also efficiently.

It remains to be seen how 
our banks utilised the new win-
dow of innovative instruments 
now available to them. r
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