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asel is not a regula-

tory body but

applied by G10 to

major international

banks, and used by most of the

rest of the world as a standard.

In 1988, the Basel Committee

on Banking Supervision drafted

and published the Basel I Capital

Accord, commonly referred to as

Basel I, to promote banking sta-

bility and provide broad policy

guidelines for setting minimum

standards of capital adequacy.

Several Amendments to the

accord followed shortly thereafter

and in 1999, the drafting of a new

accord, Basel II, began. In 2001,

Basel II was published after gath-

ering countless comments from

business and financial institu-

tions. The implementation of this

accord is likely by the end of 2006.

The sense to develop this

accord has been that major banks

can operate within a regulatory envi-

ronment in which their international

competitors are subject to similar

rules, wherever they operate.

What is Basel II?
Basel II is a resolution in the

form of a consultation paper of the

Basel Committee on Banking

Supervision. The

committee is

composed of

members of cen-

tral banks,

national banks,

regulatory insti-

tutions and other various related

institutions of the following coun-

tries: USA, Canada, Germany,

France, Japan, etc. Meetings are

held every three months at the

Bank for International Settlements

in Basel.

Significance of Basel commit-

tee papers

They provide broad policy

guidelines that each country’s

supervisors can use to determine

the supervisory policies they

apply. Some papers, such as the

Capital Accord and the Core

Principles, are drafted in the

expectation that they will be fol-

lowed more closely by supervi-

sors worldwide.

Obligation to apply the New

Accord

The present package, when

finalised, will establish the basic

capital frameworks for

Committee member countries

and the Committee expects that it
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will also be adopted by supervisors across the world, as

the current Accord is. There has already been extended

consultation with supervisors around the world and this

will continue in the coming months. In addition, the

International Monetary Fund and World Bank use the

Basel Committee’s standards as a benchmark in con-

ducting their missions.

The Basel II Package
The new package is so extensive because of three

reasons. First, the new Accord abandons the one-size

fits-all approach and provides a menu of options from

which banks can choose. Second, the new Accord

adopts more risk sensitivity, and hence more complex

measurement techniques. Third, the consultative pack-

age incorporates descriptions of works in progress,

which will be streamlined in the final package.

The New Accord
The new Basel accord attempts to bridge the gap

between regulatory capital and economic capital.

The accord seeks to make improvements in the mea-

surement of risks within the banking system. The accord

further seeks to establish guidelines for the enhanced

under-laying of credits with bank equity in order to

maintain credit stability, thus allowing effectively for the

strengthening of the risk of default of credit. Basel II

places more emphasis on banks’ own internal

control and management, the supervisory

review process and market disci-

pline. Its focus is predomi-

nantly on interna-

tionally active

banks. However,

its principles are

intended

t o

be suitable to banks of varying levels.

The new framework provides a spectrum of

approaches from simple to advanced methodologies

for the measurement of both credit risk and operational

risk in determining capital levels. It provides a flexible

structure in which banks, subject to supervisory review,

will adopt approaches that best fit their level of sophis-

tication and their risk profile. 

The new framework is less prescriptive than the

original Accord, it is more complex than the old, but it

offers a range of approaches for banks capable of using

more risk sensitive analytical methodologies. These

inevitably require more detail in their application and

hence a thicker rulebook.

The Committee believes the benefits of a regime in

which capital is aligned more closely to risk, signifi-

cantly exceed the costs, with the result that the banking

system should be safer, sounder, and more efficient.

Adoption will help banking systems to migrate to a

higher level of risk measurement and risk management

with an accent on continued refinements.

The ultimate outcome on adoption of Basel II

would be — more sophisticated, risk conscious and

safer banking systems across the globe.

Structure of the new Accord

Three pillars of the new Accord

● First pillar: minimum capital require-

ment

● Second pillar: supervisory review

process

● Third pillar: market discipline

The new Accord consists of

three mutually reinforcing pil-

lars, which together should con-

tribute to safety and soundness

in the financial system. The

Committee stresses the need

for rigorous application of

all three pillars and plans to

work actively with fellow

supervisors to achieve the

effective implementation of all

aspects of the Accord.

Therefore, Basel II calls for the application
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of the following three “Pillars” or structural elements

within the banking system.

Pillar 1: Minimum Capital Requirement:

In this, the calculation is based on credit, market

and operational risk. It sets the minimum ratio of capi-

tal to risk weighted assets and in doing so, maintains the

current definition of capital and the minimum require-

ment of 8% of capital to risk weighted assets.

Therefore, there are many options on approach to

the calculation.

Pillar 2: Supervisory (Regulatory) Review Process:

It deals with ‘Operational control and compliance

with Pillar 1 Requirements’.

It makes certain that each bank has internal processes

intact to effectively assess the adequacy of its capital and

to evaluate its risks. It only varies on Pillar 1 approach. 

Pillar 3: Disclosure and Market Discipline:

It ensures that Capital adequacy and risk control

are disclosed properly.

This pillar promotes enhanced disclosure by banks

by setting forth disclosure requirements and facilitates

market discipline.

The requirements under this pillar are common to

all regulated firms.

Basel II – The crucial point

A crucial point of Basel II is the differentiated

equity underlying for credit exposures by banks.

What is Capital Adequacy?

● It is a cushion against unexpected losses.

● It can also be understood as:

Eligible capital = shareholders’ equity and retained

earnings (tier 1 capital) + supplementary capital (tier 2

capital) as defined in the 1988 Accord + some short-

term subordinated debt (tier 3 capital).

Determination of the minimum capital requirements

Different Types of Risks

Credit risks: The first pillar of the accord sets forth the

minimum capital requirements. To ensure that risks

(ex. Credit Loss) within the entire banking group are

considered, improvements in the measurement of

credit risks have been made in Basel II. Credit mea-

surement methods of Basel II are more elaborate than

those of Basel I. For the measurement of credit risk,

Basel II proposes two principle options:

● Standardised approach, or

● Internal rating based approach (IRB). The IRB

method proposes two approaches:

(a) Foundation approach, and

(b) Advanced approach

The IRB approach maintains internal risk weigh-

ing functions for retail portfolios and acknowledges

financial maturity as additional risk factor.

Operational Risks: Operational risks are, for e.g.,

the  events like September 11..

Three approaches have been proposed for the mea-

surement of operational risks:

(1) Base approach – It utilises one indicator of

operational risk for a bank’s total activity;

(2) Standard approach – It specifies different indi-

cators for different business lines;

(3) Internal measurement – It requires banks to

utilise their internal loss data in the estimation of

required capital.
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Features of Indian

Financial System 

A unique feature of

the Indian financial sys-

tem is the diversity of its

composition. We have the

dominance of

Government ownership

coupled with significant

private shareholding in

the public sector banks,

which in turn continue to

have a dominant share in

the total banking system.

These public sector banks

are listed on stock exchanges and their performance is

reflected in their P/E ratios. We also have cooperative

banks in large numbers, which also pose a challenge

because of the multiplicity of regulatory and supervi-

sory authorities. There are also Regional Rural Banks

with links to their parent commercial banks. Foreign

bank branches operate profitably in India and by and

large the regulatory standards for all these banks are

uniform. The process of providing financial services is

changing rapidly from traditional banking to a one-

stop shop of varied financial services as the old institu-

tional demarcations are getting increasingly blurred. 

Approach to Prudential Norms: A Review 
The Reserve Bank’s approach to the institution of

prudential norms has been one of gradual convergence

with international standards and best practices with suit-

able country-specific adaptations. The aim has been to

reach global best standards in a deliberately phased man-

ner through a consultative process evolved within the

country. This has also been the guiding principle in the

approach to the New Basel Accord e.g. while the mini-

mum capital adequacy requirement under the Basel stan-

dard is 8% in India, RBI stipulated and achieved a mini-

mum capital of 9%. On the other hand, banks in India are

still in the process of implementing capital charge for

market risk prescribed in the Basel document as Basel

norms take into account only the trading portfolio.

RBI’s involvement in Basel II

RBI’s association with the Basel Committee on

Banking Supervision dates back to 1997 as India was

among the 16 non-member countries that were con-

sulted in the drafting of the Basel Core Principles.

Reserve Bank of India became a member of the Core

Principles Liaison Group in 1998 and subsequently

became a member of the Core Principles Working

Group on Capital. Within the CPWG, RBI has been

actively participating in the deliberations on the

Accord and had the privilege to lead a group of 6 major

non-G10 supervisors, which presented a proposal on a

simplified approach for Basel II to the Committee.

The Basel Committee on Banking Supervision is

yet to issue the final Basel II document. The Reserve

Bank’s comments on the 3rd consultative document on

the New Capital Accord on the basis of the quantitative

impact studies (QIS 3) undertaken in co-ordination with

select banks has brought out the need for more simplic-

ity and greater flexibility on account of the different lev-

els of preparedness of the banking system in India. 

Policy Approach
In general, keeping in view the RBI’s goal to have

consistency and harmony with international standards

and RBI approach to adopt the pace as may be appropri-

ate in the context of country-specific needs, the RBI had

in April 2003 itself accepted in principle to adopt the new

capital accord Basel II. The RBI has announced, in its

Annual Policy statement in May 2004, that banks in India

should examine in-depth the options available under

Basel II and draw a road-map by the end of December

2004 for migration to Basel II and review the progress

made thereof at quarterly intervals. The RBI will be

closely monitoring the progress made by banks in this

direction. Hence, at a minimum all banks in India, to

begin with, will adopt Standardized Approach for credit

risk and Basic Indicator Approach for operational risk.

After adequate skills are developed, both in banks and at

supervisory levels, some banks may be allowed to
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migrate to IRB Approach. 

Regulatory Initiatives

The regulatory initiatives taken by the RBI

include:

● Ensuring that the banks have suitable risk manage-

ment framework oriented towards their require-

ments dictated by the size and complexity of busi-

ness, risk philosophy, market perceptions and the

expected level of capital. The framework adopted

by banks would need to be adaptable to changes in

business size, market dynamics and introduction of

innovative products by banks in future. 

● Introduction of Risk Based Supervision (RBS) in

23 banks on a pilot basis. 

● Encouraging banks to formalize their Capital

Adequacy Assessment Programme (CAAP) in

alignment with business plan and performance bud-

geting system. This, together with adoption of Risk

Based Supervision would aid in factoring the Pillar

II requirements under Basel II.

● Enhancing the area of disclosures (Pillar III), so as

to have greater transparency of the financial posi-

tion and risk profile of banks. 

● Improving the level of corporate governance stan-

dards in banks. 

● Building capacity for ensuring the regulator’s abil-

ity for identifying and permitting eligible banks to

adopt IRB/Advanced Measurement approaches. 

Chartered Accountants: Partners in

Financial Stability

Chartered Accountants, by serving the banking

industry, contribute to the country’s financial system

as bank managers, financial executives, analysts,

internal and external auditors, and advisers. Their role

in strengthening the internal control and transparency

of banking organizations is a major one that RBI, as

banking supervisor, is increasingly recognizing in its

risk-focused examination policies, capital adequacy

approaches, and disclosure initiatives.

Banking Supervision, Accounting & Disclosure

The RBI is supporting sound accounting policies

and meaningful public disclosures by banking and

financial organizations with the objective of improv-

ing market discipline and fostering stable financial

markets. Effective market discipline can complement

bank supervision and regulation. 

The Basel II approach to capital regulation, with

its market-discipline component, signals that sound

accounting and disclosure will continue to be impor-

tant parts of RBI’s supervisory approach for many

years to come. But the goal in the Basel process is to

develop a risk-sensitive framework that provides

appropriate incentives to banking organizations to

maintain strong capital positions and sound risk-man-

agement systems.

On an international level, Basel II would also

improve disclosure by many banks in foreign coun-

tries as well as in India. The accord recommends spe-

cific disclosures to convey better an institution’s capi-

tal adequacy and risk profile. 

Increased Supervisory Emphasis on Risk

Management

The RBI also seeks to strengthen audit and control

standards for banks. This goal is in large part due to its

recognition several years ago that examining banks’

business processes can provide a clearer assessment of

BBAASSEELL IIII

THE CHARTERED ACCOUNTANT 423 OCTOBER  2004

The RBI has announced, in
its Annual Policy statement
in May 2004, that banks in
India should examine in
depth the options available
under Basel II and draw a
road-map by end December
2004 for migration to Basel
II and review the progress
made thereof at quarterly
intervals.



their safety and soundness than focusing exclusively

on transactions — that is, reviewing the means rather

than the results. Examining such processes became

more necessary after RBI recognized recently that the

widening use of derivatives enabled an institution to

substantially change its risk profile within hours—

possibly shortly after the conclusion of an examina-

tion. In addition, interim reporting is becoming more

important in RBI’s monitoring of individual banks and

the sector as a whole. The quality of management

information and financial reporting is dramatically

affected by internal control systems, including internal

and external audit programs. Financial reporting and

good internal controls are rising in importance with

banking regulators because they directly affect RBI’s

ability to promptly identify institutions in distress and

work toward a satisfactory resolution. 

The financial sector benefits when bankers, regu-

lators, and auditors all focus on the quality of internal

control systems. Banks benefit directly from having

more efficient and effective operations and indirectly

from improved audit efficiency and reduced regula-

tory burden. Auditors benefit from learning more

about their client’s business and better understanding

the supervisor’s perspective. As banking supervisors,

RBI benefit from tapping the auditor’s expertise in

assessing systems of internal control. Auditor exper-

tise is not sufficient, however. Auditor independence

is also critical to the relationship between supervisors

and the profession. Without it, the process breaks

down; suspicions rise over auditor motives and the

supervisor’s ability to rely on auditor findings and rec-

ommendations is diminished.

The revisions of Basel II also address internal con-

trols through a proposed capital charge for operational

risk. Developments such as the widespread adoption

of technology, large-scale mergers, e-commerce, and

the increased prevalence of outsourcing, can increase

operational risk. While the regulatory reforms are

being developed — and in the interim before a formal

revision to the Basel Accord—supervisors will con-

tinue evaluating management’s ability to control oper-

ational risk. 

This aspect of the effort to amend the Accord has

been flayed by some people in the industry as unnec-

essary but that is only a crude approximation of a

proper capital charge. The events of September 11 in

USA indicate that operational risk is an issue that can-

not be ignored. Therefore, it is our privilege as both

internal and external auditors to monitor Basel II and

offer our counsel on how best to reflect operational

risk in capital.

Both managers and supervisors focused on the

operational aspects of banking all these years. Now we

know that the possible loss of physical facilities and

key personnel must be factored into financial firms’

disaster-recovery scenarios. Similarly, providing reli-

able backup to key infrastructure— electricity, tele-

phone, water — is likely to play a larger role in finan-

cial institutions’ planning. As we go forward, the oper-

ational preparedness of regulated institutions will fig-

ure more prominently in RBI’s supervisory pro-

gramme.

Role of External Auditor in Banking Sector
The RBI has long recognized the key role that the

accounting and auditing profession plays in assessing

internal controls. Guidance issued by the RBI and our

Institute reflects the important role that both internal

and external auditing play in enhancing internal sys-

tems and monitoring risk. The Basel Committee has

produced extensive guidance on the roles of both the

external audit and internal audit and the ways these can

be factored into the supervisory process. 

Market discipline is becoming a key element of

supervisory thinking, and market discipline depends

on prompt, accurate financial information. External

auditors help significantly in ensuring that financial

statements are reliable and useful to the marketplace.

Periodic financial statements of banking organizations
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are also used by RBI in its risk-focused supervision

programmes. These reports contribute to pre-exami-

nation planning, facilitate off-site monitoring pro-

grams, and ultimately help in determining the institu-

tion’s financial condition. A strong external audit pro-

gram assists RBI in moving away from detailed, bur-

densome and invasive examinations. 

Supervised institutions might well decide to use

the expertise of the external auditor for more than rou-

tine financial reports. External auditors could also

review the quality of internal controls and systems and

assess the internal audit function’s scope and ade-

quacy. We are all well aware that a strong system of

internal control is the foundation for the safe and sound

operation of the financial organization. Furthermore, a

financial institution’s board of directors is responsible

for setting the control environment, and management

are responsible for laying down the internal control

process. Recognizing that responsibility, it is no sur-

prise if boards of directors and management are asking

their external auditors to review the internal audit

function and recommend improvements in light of the

changed business environment. 

External auditors can also help RBI by encouraging

financial institutions to frequently reassess and refine

their risk-management practices. A risk-management

system should continually monitor financial risks in a

changing business climate, such as the outlook for credit

risk, market risk, liquidity risk, and operational risk. 

Of course, the potential benefits of external audits

can be realized only when audits are performed

according to high professional standards. This is not a

time when the accounting profession can be compla-

cent. Each firm should review its own internal prac-

tices to ensure that audits are of the best quality, con-

sistent with sound practices and high standards of

ethics and independence. The peer-review process

should be viewed as an opportunity to improve quality

rather than a somewhat routine compliance obligation

to encourage the auditing profession to police itself

and to strive continually to improve audit quality. By

doing so we avoid suspicions regarding the compe-

tence and judgment of independent auditors. Also

keep foremost in mind that our ultimate client is not

management but the shareholder. 

We need not only watch for misleading financial state-

ments but also for companies that apply the technical rules

underlying accounting standards in ways that cover losses

or otherwise obscure condition and performance of an

institution. Attention to these matters will help ensure that

audits deliver their promised benefits, that transparency is

enhanced, and that market participants and supervisors are

better able to regulate the risk-taking of financial institu-

tions in ways that promote financial stability. 

Conclusion
In the face of a rapidly evolving external environ-

ment, we see wisdom in staying the course, encourag-

ing improved risk-management processes and better

disclosure. We can also observe, however, that the

time is right for banks and other financial institutions,

infrastructure providers, and utilities to work indepen-

dently and, possibly, collaboratively, to yield a

tougher, more resilient financial system. 
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There are many definitions
regarding categories of
risk, but the bottom line is,
however you define the
risk factors that influence
organisation, risk manage-
ment is corporate gover-
nance and corporate gover-
nance is risk management,
which is what the revised
Basel II Capital Accord is all
about.


