
The Swedish Banking Law Committee has recently put forward a proposal that

entails significant changes in financial legislation. The Basel Committee on

Banking Supervision has also presented a proposal for far-reaching changes in

international regulations governing capital adequacy. This article discusses both

proposals and identifies similarities and differences between them.

During the 1990s, the need to renew the
regulatory framework governing the
banking sector has become ever more
apparent. This need has been recently
addressed in the form of several signifi-
cant proposals for reform, both nationally and internationally. In Sweden,
the Banking Law Committee has proposed several fundamental changes
in the Banking Business Act (SFS 1987:617). Moreover, the Basel Com-
mittee on Banking Supervision, a highly significant international body,
has recently published a proposal for extensive reform of capital adequacy
regulations for banks. There are clear parallels between these two propos-
als despite different starting points and different approaches. The similari-
ties are most striking with regard to the increased focus on risk-adjusted
capital, risk management and transparency (or, in other words, openness
regarding the bank’s position and actions), and more active supervision
with greater focus on risks.
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The work of the Banking Law Committee
Despite extensive and detailed regulation of banks and other financial
institutions, Sweden and many other countries were affected by crises in
the financial system during the late 1980s and early 1990s. As a result, the
Swedish government set up the Banking Law Committee in 1995 with the
task of studying the need for changes in the regulatory framework govern-
ing primarily the activities of banks and other credit institutions. The
assignment of the Banking Law Committee also included reviewing the
need for changes in the objectives and direction of the Swedish Financial
Supervisory Authority.

The Banking Law Committee stated ear-
ly on that continued rapid developments
in the financial area would entail the risk
that applicable legislation would soon be-
come obsolescent. It therefore appeared

necessary to propose a regulatory system that would not need to be amend-
ed whenever a new technical solution or product was launched. For this rea-
son, the Committee chose to conduct a more fundamental review of regula-
tory needs. The work of the Banking Law Committee resulted in an exten-
sive interim report, Reglering och tillsyn av banker och kreditmarknadsföretag (SOU
1998:60) [Regulation and supervision of banks and credit institutions], pub-
lished in December 1998. The report includes proposals for a new legal de-
finition of the concept of banking and for amending the Banking Business
Act (SFS 1987:617) wherein several broad sections are defined as principal-
ly important for the regulation of banking activities.

S 
The Banking Law Committee notes a general tendency in the legislation
to impose special regulations on financial companies without providing
very clear reasons for this. However, special regulations tend to distort
competition and produce economically inefficient solutions. An important
starting point for the Banking Law Committee has therefore been to
reduce the amount of special regulations. By clarifying and refining the
reasons for regulation, it is possible to achieve a regulatory framework that
does not preserve the existing structure of the financial system. Such a
framework would therefore not impede competition, but would contribute
to the development of an efficient financial sector.
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Instead of focusing the analysis on
the need for regulation of existing institu-
tions and institutional forms, the Bank-
ing Law Committee chose to base its
analysis on the services supplied by the financial market. The idea was to
analyse the extent to which the social significance of these services and
their level of sensitivity to disturbances could give rise to special regulatory
requirements. This functional perspective was considered to be an important
starting point when defining regulatory needs.

R 
The central government states that its
objectives for regulation in the financial
area are to promote stability and efficiency

and to provide effective consumer protection.

The analysis undertaken by the Banking
Law Committee led to the conclusion that the need for central govern-
ment intervention in the financial area is greatest with regard to measures
to stabilise the system. This is based on the fact that there are special sys-
temic risks inherent in the financial system, i.e. risks of extensive shocks,
which could seriously disable the functioning of the system.

Concerns for a systemic crisis are considered to be greatest with
regard to the payment system. Payments, for example via charge cards,
cheques and credit transfers, are today an important step in nearly all
financial transactions. If these payments cannot be implemented, there is
a risk of major efficiency losses in the economy with potentially long-term
damaging effects.

The stability of the payment system is dependent on the stability of
the banking system. Although banks do not have a formal monopoly on
payment services, in practice they have a dominant position in the pay-
ment system through the monopoly on deposits. As the bank sector has
become more concentrated, the functioning of the payment system has
become more dependent on a decreasing number of institutions. This also
increases the risk that problems in an individual bank can have repercus-
sions for the entire system.

The risk of contagion effects also increases due to the difference in liq-
uidity between a bank’s assets and its liabilities. A bank’s assets are largely

7
Q U A R T E R L Y  R E V I E W  3 / 1 9 9 9

The Banking Law Committee chose

to base its analysis on the services

supplied by the financial market.

Objectives for regulation in the

financial area are to promote stability

and efficiency and to provide

effective consumer protection.



made up of loans, which are difficult to
value and thus also difficult to convert
into liquid funds at a reasonable price at
short notice, while a large portion of a
bank’s debts can be settled immediately

and are fixed in nominal terms. Since depositors and other financiers are
aware of this relationship, there is a risk that fears of financial problems in
a bank can lead to a rush of withdrawals, which in turn worsens the finan-
cial position of the bank. This means that even an unfounded rumour of
insolvency can in principle be self-fulfilling. The difference in liquidity
between assets and liabilities thus entails an inherent stability problem in
traditional banking activities. Uncertainty regarding the mutual exposure
of banks can have contagious effects on the banking system. The conclu-
sion is that the risk of systemic crises in the payment system constitutes an
important incentive for regulating banking activities.

The Banking Law Committee also argues that regulation is justified
on the grounds that the credit supply function can be affected by disturb-
ances. Although the reasons may appear less obvious than in the case of
the payment system, it was considered appropriate to also propose a cer-
tain level of regulation of pure credit institutions. However, these propos-
als are not discussed in detail in this document.

It is the opinion of the Banking Law Committee that society’s goals in
terms of efficiency and effective consumer protection in the financial area
can largely be regarded as general goals that apply to the economy as a
whole and not just to the financial sector. The need for specific regulations
to achieve these goals is thus less urgent than the need for regulation to
preserve the stability of the system. However, a regulatory framework
focused on systemic risks also has consequences for efficiency and con-
sumer protection that must be taken into consideration. However, these
consequences should be treated as far as possible in general legislation
relating to consumer rights and marketing.

N    
The analysis conducted by the Banking Law Committee thus led to more
clearly formulated motives to protect the financial system: from a social
perspective, it is most important to protect the stability of the financial sys-
tem, primarily the payment system. Consequently, the Committee decid-
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ed to propose a new legal definition of
the concept of banks. In current law,
bank operations are defined as “opera-
tions that include deposits held in
accounts if the balance is nominally
determined and available to the depositor at short notice”. This older def-
inition focuses entirely on the deposit function of banks.

In the proposed new definition, the link with the payment system is
given a more central focus: “Bank operations refer to operations which
include payment services via payment systems, intended to reach several
end beneficiaries who are independent of each other; they also include the
receipt of funds that are available to the creditor at less than 30 days
notice.” According to the Banking Law Committee, the new definition is
more inclusive of those aspects of bank operations that are worth protect-
ing, i.e. both payment services via general payment systems and the
receipt of funds that can be withdrawn at short notice. In view of this, the
definition is considered to be less narrow and thereby more difficult to cir-
cumvent.2

N    
The current operating regulations are
characterised by detailed control in
many areas, while other areas remain
largely unregulated. Due to the extensive
special provisions and amendments, it
has not been easy to discern the underlying principles of the legislation.
The Banking Law Committee has aimed at a transition to operating regu-
lations resembling framework legislation, whereby the guiding principles of
bank operations are outlined in several introductory general provisions
known as “portal paragraphs”. In this framework legislation, the currently
implicit principle rule that everything that is not explicitly permitted for a
bank is forbidden is now replaced by the reverse principle. The portal
paragraphs regarding solvency, risk management and transparency are discussed
in more detail below.
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The solvency rule
One of the most important objectives of
any new regulation is to ensure that indi-
vidual banks are, and remain, solvent.
This is stated in the first introductory
rule in the proposal for a new Banking

Business Act (Chapter 2, Section 1), and is referred to by the Banking Law
Committee as the solvency rule. This rule states that a bank shall pursue
operations in such a way that the ability of the bank to fulfil its obligations
is not jeopardised. According to the Banking Law Committee, this means
that the bank must be able to withstand potential losses by maintaining an
adequate capital reserve, and that the risk of losses must be limited, for example
by limiting individual participations.

The requirement to maintain a capital reserve aims not only at mak-
ing the bank resistant to losses; it is also a way of influencing incentives for
risk-taking. Normally, the bank’s owners and the central government have
a common interest in the bank developing favourably, and they therefore
do not take excessive risks. However, in situations where the bank is near
bankruptcy, the owners of the bank have little to lose by increased risk-tak-
ing. Nor are the incentives for increased risk-taking mitigated by the fact
that the central government stands as the ultimate guarantor for the sta-
bility of the financial system and that government deposit insurance guar-
antees depositors’ funds to a great extent. Thus, there is a risk of oppor-
tunistic risk behaviour in some situations that conflict with fundamental
social interests. The rules governing capital reserves can, however, influ-
ence risk-taking by the bank’s owners since this capital acts as a sort of
deductible in the case of bankruptcy. Risk and capital are thus closely
related. This relationship between risk and capital has been taken into
account by the Banking Law Committee in formulating the solvency rule.

According to the Banking Law Committee, the solvency rule gives the
Swedish Financial Supervisory Authority increased possibilities to inter-
vene if a bank pursues operations that jeopardise solvency. The rule does
not permit the Swedish Financial Supervisory Authority to directly inter-
vene and compel the bank to increase its capital reserves. However, this
effect may result indirectly if the bank, in order to avoid restrictions on its
activities, chooses of its own accord to increase its capital reserves. Thus,
the new portal paragraphs provide new opportunities for the Swedish
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Financial Supervisory Authority to control the capital adequacy of banks
in a way that exceeds the minimum requirements stipulated in the Capital
Adequacy Act.

Consequently, the solvency rule can
be regarded as a supplement to the
banks’ capital adequacy requirements.
Capital adequacy regulations are deter-
mined to a large extent by international
agreements and EU law, and Sweden’s possibilities to draw up an inde-
pendent regulatory framework are very limited. The need to create inter-
national standards for banking capital and to compel individual countries
and banking institutions to apply them has primarily been reinforced by
the globalisation of banking operations and banking establishments. Capi-
tal requirements are discussed in more detail in the section on the propos-
al of the Basel Committee on Banking Supervision for new capital ade-
quacy regulations.

The risk management rule
A condition of success in measures to
limit risk requires that there be a good
understanding of the level of risk in bank-
ing operations. The first stage in this
process is to identify the relevant risks. It
is then necessary to estimate the size of
the risk, both in the form of individual risks and the bank’s total risk. The
risk analysis should also be linked to the requirement that the bank should
control its own risks in some manner and be able to respond appropriately
to limit risk. However, in individual cases the basis of this estimate is far
from obvious and, according to the reasoning of the Banking Law Com-
mittee, falls back on the basic requirement that the bank’s solvency must
not be jeopardised. The reasoning of the Banking Law Committee is sum-
marised in the second introductory rule of the proposed Banking Business
Act (SFS 1987:617, Chapter 2, Section 2): “A bank shall identify, measure
and exercise control over those risks that are associated with its opera-
tions.”
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The transparency rule
The third portal paragraph states, “Bank-
ing operations shall be pursued and orga-
nised in such a way that an overview of the
bank’s position can be obtained.” Good
transparency helps to strengthen market
discipline in the banking sector. Strength-

ening the information requirements for banks increases the possibilities for
the banks’ interested parties – shareholders, depositors, borrowers, etc. – to
assess the banks’ risk-taking, profitability, etc. This may be expected to have
a disciplinary effect on the banks’ actions, capital adequacy and risk-taking.
Greater transparency also creates improved conditions for better market
pricing of a bank’s debt instruments, which in turn increases possibilities for
a more efficient capital allocation.

Rules which make it easier to survey the bank’s assets and analyse the
value of these assets also facilitate the work of the supervisory authority
and provide the Riksbank with better prerequisites for fulfilling its task as
lender of last resort.

S
The proposed new Banking Business Act
(SFS 1987:617) will have consequences
on the future focus of the supervisory au-
thority and its need for resources and
competent personnel. The Committee’s
proposal entails that the operating regula-

tions shall guide the direction and forms of supervision. Primarily, this
means that supervision shall be steered by the introductory rules on sol-
vency, risk management and transparency. Consequently, the rules regard-
ing supervision are also expressed in general terms. In other words, the
Swedish Financial Supervisory Authority will assume responsibility for out-
lining the details of the supervisory work to an even greater extent.

The Banking Law Committee also proposes that the Swedish Financial
Supervisory Authority should have a more practical and flexible system for
imposing sanctions at its disposal. This would provide the Financial Super-
visory Authority with greater power to intervene and greater scope to assess
the appropriate course of action for a given situation. Today, the Financial

12
Q U A R T E R L Y  R E V I E W  3 / 1 9 9 9

The third portal paragraph states,

“Banking operations shall be

pursued and organised in such a way

that an overview of the bank’s

position can be obtained.”

The Swedish Financial Supervisory

Authority will assume responsibility

for outlining the details of the

supervisory work to an even greater

extent.



Supervisory Authority is bound by law to
revoke a bank’s charter in certain circum-
stances. This virtually never happens in
practice, since such intervention is usually
considered too extreme. According to the
new proposal, the Financial Supervisory
Authority can choose to issue a warning if this is considered sufficient, rather
than revoking the charter. The Financial Supervisory Authority is also giv-
en the opportunity to refrain from intervention, if the violation is considered to
be minor or if the bank takes corrective action. In some cases, the Financial
Supervisory Authority can currently issue an injunction to take corrective action

or prohibit the execution of decisions. As an alternative to both these possibilities
of intervention, it is proposed that the Financial Supervisory Authority be
given the possibility of issuing observations.

The proposal of the Basel Committee
on Banking Supervision for new capital

adequacy regulations
There are parallels between the Banking
Law Committee’s conclusions and pro-
posals for solvency, risk management,
transparency and supervision and the
recently published proposal by the Basel
Committee on Banking Supervision3 to
reform capital regulation, A New Capital Adequacy Framework (BIS Publica-
tion No. 50). The proposal, which was made public in June 1999, involves
a significant expansion of the traditional and quantitative view of capital
adequacy. The requirements have now been supplemented with broad-
ened supervision which focuses on, among other things, risk management
and how a bank calculates and allocates its capital in relation to its risk
exposures. Furthermore, the proposal entails a strengthening of the
requirements for greater transparency in terms of a bank’s capital and risk
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exposure. All three of these components are interrelated so that, for exam-
ple, weaknesses in risk management or transparency can result in
increased capital adequacy requirements for an individual bank. The pro-
posal is described in more detail in the following section.

C    B A
The 1988 Basel Accord concerning international capital adequacy regula-
tions was a political compromise between countries with different interests
and bank structures. As a consequence, the new capital adequacy regula-
tions did not suit all banks. For example, the risk weights used for calculat-
ing capital adequacy were crude estimates, and there were rules of excep-
tion which meant that risk weighting was not applied uniformly from
country to country. Yet, despite these shortcomings, the regulations gov-
erning capital adequacy were uncomplicated and had a logical structure
that enabled them to be applied worldwide.

However, as time passed and banking activities continued to undergo
change, the shortcomings became more apparent. For example, the expo-
sure of banks to market risks (interest rates, exchange rates and share prices)
increased rapidly. To counteract this, the Basel Committee on Banking Su-
pervision extended the 1988 Accord, which had only covered credit risks, to
also include capital adequacy requirements with regard to market risks in
the trading portfolio. These became applicable at the start of 1997.

A significant weakness of the capital ade-
quacy requirements with regard to credit
risks is the crude estimates used in calcu-
lating risk weighting. Claims on corpo-
rates and private individuals always have

a risk weight of 100 per cent (i.e. a capital requirement of 8 per cent of the
sum exposed), irrespective of whether the borrower is financially strong or
weak, known or unknown. The lack of precision in this rule acts as an
incentive to choose those credits with the highest risk within each risk cate-
gory. The loan portfolios thus risk being overweighted by claims on corpo-
rates and private individuals with a lower average credit value.

A further weakness in the risk-weighting system concerns claims on
sovereigns and financial institutions. In the Basel Accord, claims on sover-
eigns within the OECD and GAB4 are automatically classed as “low risk”,
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which entails a 0 risk weight and also a 0 per cent capital requirement,
while countries outside the OECD and GAB are given a 100 per cent risk
weight for credits in currencies other than the domestic currency. Loans to
financial institutions also have risk weights that depend on whether or not
the financial institution is incorporated in a country that is a member of
the OECD/GAB. This “club method” of determining risk weights can be
regarded as a simplified way of distinguishing countries with different lev-
els of country risk and/or transfer risk. However, when the OECD group
was expanded in the 1990s, it became less homogenous, thus providing a
less reliable indicator of risk conditions. The probability of OECD coun-
tries also falling into financial difficulties increased. This has been the case
in Mexico and South Korea, for example.

The 1990s have also been charac-
terised by the increasing use of different
new instruments and methods by banks
to reduce their credit risks. In addition to
traditional instruments such as guaran-
tees and collateral, banks are also using netting, credit derivatives and asset
securitisation. The current capital adequacy requirements do not always
fully support these methods. In extreme cases, the original risk and the
instrument used to reduce the risk are both subject to capital adequacy
requirements, which unfortunately counteracts the bank’s underlying
incentive for risk mitigation.

Another shortcoming of the capital adequacy regulations is that they
do not prevent banks from changing or transferring their risk exposures to
reduce capital adequacy requirements, although the actual risk remains
unchanged. This “regulatory arbitrage” can take place, for example,
through shifts in the positions in the trading book, i.e. between instruments
that are traded in the short term and in the regular credit portfolio, or
through asset securitisation of the remaining risks of the bank.

T     B A
In the beginning of 1998, the Basel Committee resolved to work intensive-
ly during a short period to put forward proposals for a new capital ade-
quacy framework. The work was to be unconditional in as much as no
solutions were ruled out in advance. On the other hand, the work was to
be guided by certain underlying principles:
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• Although the regulations shall formally apply only to “internationally
active banks”, they shall be universal, i.e. they shall be formulated in
such a way as to be applicable to banking activities of varying sizes
and levels of complexity.

• The applicable minimum level of capital adequacy, 8 per cent, is con-
sidered to be reasonable, and the new regulations shall not lead to a
general reduction of this level.

• The regulations shall promote sound risk management and sound
risk-taking in banks.

• The regulations shall promote fair competition, both among banks
and between banks and other financial institutions.

In June 1999, the Committee presented
a proposal for a new capital adequacy
framework. The proposal is in the form
of a “consultative paper” and has been

submitted to authorities, trade associations and other interested parties
worldwide. These have been invited to comment on the proposal no later
than 31 March 2000.5 The most important contents of the proposal are
outlined in the following sections.

The three pillars
Developments during the 1990s show clearly that effective supervision
cannot be based on formal and quantitative regulations alone. It is equally
important that the banks have a qualitatively efficient system in order to
identify, monitor and control their risks. This places requirements on
management functions, information systems and control systems. The
creation of a sound bank structure is also facilitated by market discipline.
In order for market discipline to function, it is necessary that banks and
authorities disclose sufficient information regarding the development of
the banking system and financial institutions to allow the general public to
make their own assessments (transparency).
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Against this background, the propos-
al for new capital regulations has been
broadened to include “three pillars”:
quantitative requirements, qualitative require-

ments and transparency. The three pillars,
which contain many parallels to the
Banking Law Committee’s portal paragraphs, are outlined below.

Q 
The quantitative capital adequacy requirements comprise the sum of the
requirements for credit risks, market risks and “other risks” (mainly operational
risks). In some cases, capital adequacy requirements may also be applied
to interest rate risks in the bank’s credit portfolio.

Credit risks
In addition to a standardised method to be used by the majority of banks,
opportunities in principle are opening for more sophisticated banks to
make use of internal credit grading systems and models as a basis for cal-
culating capital adequacy requirements.

The standard method
In addition to the previous risk weights
of 0, 20, 50 and 100 per cent, a category
is proposed with a risk weight over 100
per cent, such as 150 per cent for large
risks (for example, when the borrower
has a low rating). The Committee is also considering the introduction of
an even higher risk weight for extremely high levels of risk, such as expo-
sures to corporate bonds with low credit quality (junk bonds) or a concen-
tration of risk in connection with asset securitisation. An important new
element is that risk classification can be based on “ratings” from recog-
nised credit rating institutions.

In order to reduce problems associated with a too detailed classifica-
tion of risk, it is proposed that similar ratings be combined into larger cat-
egories. For example, one category would contain all ratings of AA– and
above. For borrowers that are non-financial companies, only two risk cate-
gories would apply. This also reflects the fact that only a small share of all
companies outside the USA has credit ratings. For countries and banks,
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rating occurs more widely and consistently, which has permitted more risk
categories. For countries, the OECD/GAB relationship outlined above
will thus be replaced by rating gradations. The proposal outlines two
alternative methods for applying risk weights to banks. One of these two
options will be chosen in the final decision: either all banks within a coun-
try will be given the same risk weight, which will be the risk weight imme-
diately above that applicable for the country in which the bank is incorpo-
rated, or alternatively, the banks will be assigned individual risk weights
based on their credit rating.

The Basel Committee considers that
banks should exercise caution with
regard to lending to central governments

which do not provide adequate informa-
tion for a credit assessment. In order to
obtain a risk weight lower than 100 per
cent, countries are therefore required to

supply information in accordance with the IMF Special Data Dissemina-
tion Standard (SDDS). To minimise the risk in lending to foreign banks, it is
important that supervision is carried out effectively in the country in
which the foreign bank is incorporated. It is therefore required that, in
order to receive a risk weight of less than 100 per cent, the country has
implemented, or is in the process of implementing, the Basel Committee’s
Core Principles for Effective Banking Supervision.

The table below shows the risk weights given in the proposal. The risk
weights are dependent on the type of borrower and on the rating assess-
ment of the borrower.

Figure 1.

AAA to A+ to BBB+ to BB+ to Under Unrated
AA– A– BBB– B– B–

Sovereigns 0% 20% 50% 100% 150% 100%
Banks 
Option 16 20% 50% 100% 100% 150% 100%
Banks 
Option 27 20% 50% 50% 100% 150% 50%
Corporates 20% 100% 100% 100% 150% 100%
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For those risks not given above, such as credit to private individuals, a risk
weight of 100 per cent is applied.

In asset securitisation, it is common for a credit assessment to be per-
formed on the different tranches of the securities that are issued. Using
the same scale that is applied to other credits, the ratings can then be con-
verted to risk weights in accordance with the table above. As stated previ-
ously, the Basel Committee is considering introducing even more stringent
capital adequacy requirements, which would mean that the entire value of
the exposure in tranches with a very high level of risk in asset securitisa-
tion would be deducted directly from the bank’s capital base. This entails
a “risk weight” of 1,250 per cent, i.e. many times higher than for junk
bonds. This high risk weight would thus not be an “objective” risk assess-
ment, but rather would be an expression of the Basel Committee’s efforts
to persuade banks to consider carefully whether they wish to take these
risks and, in such a case, to charge a high premium for them.

In order to permit risk-weighting based
on external credit ratings, the Basel
Committee places certain requirements
on credit rating institutions. Those credit
rating institutions that may be used for
risk-weighting in capital adequacy calcu-

lations must first be approved by the national supervisory authorities. For
this purpose, the authorities shall apply a number of criteria that are the
same for all countries and credit rating institutions. The criteria specified
by the Basel Committee are objectivity and transparency in the rating
methods, independence from any external influence or constraints, credi-
bility, international access to rating results and rating methods, and suffi-
cient personnel resources. A further task is to establish how the assessment
levels in different credit rating institutions can be compared and how
these levels can then be converted into risk weights and capital adequacy
requirements. A study is currently underway within the Basel Committee
on how to solve these problems.

Internal credit grading systems and credit risk models
The Basel Committee’s goal is to achieve capital adequacy requirements
that better reflect a bank’s particular risk profile. The revised standard
approach aims to produce a method for this purpose that can be applied
by the majority of banks. However, the Basel Committee considers that
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there can be significant additional
advantages in using methods based on
the banks’ own qualitative and quantita-
tive assessments of credit risk. Many
banks have developed advanced internal

credit risk grading systems in order to summarise the risk of individual
credit exposures. These rating systems are increasingly being used as aids
for credit decisions, and in risk management and risk analysis. The banks’
own systems have the advantage that they can take into account client-
specific information, which is more difficult for external credit assessment
institutions to access. Naturally, the banks themselves have the best knowl-
edge about their clients.

In its proposal, the Committee therefore opens up a possibility for
banks to have their internal systems tested and approved by the national
supervisory authority as a basis for calculating risk weights for capital ade-
quacy requirements. By offering an alternative to the standard approach,
the Basel Committee hopes to encourage banks to continue to develop
and improve their internal systems for measuring and managing credit
risk. However, a number of technical and conceptual problems remain to
be solved, both for banks and supervisory authorities.

An important issue concerns the validation of these internal systems,
i.e. how a bank can continually demonstrate that its credit risk estimates
reasonably correspond to the actual credit risks. Another problem con-
cerns the lack of uniformity of grading systems among different bank
institutions. Together with the dependency on subjective assessments and
subjective risk factors in internal credit ratings, this means that fair com-
parisons between bank institutions are difficult to achieve.

One crucial issue is how internal risk rat-
ings shall be translated in practice to
specific capital adequacy requirements.
One possibility, which is the most viable
in the short term, is to map a bank’s

credit risk ratings onto the standardised risk categories. These can be
increased in number for greater precision in an expanded capital adequa-
cy framework. Another possibility is a more direct link between the bank’s
own credit risk assessments and the capital adequacy requirements. How-
ever, a number of methodological difficulties need to be resolved to
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achieve this, including estimating the probability distribution for credit
losses, which is by no means an easy task.

Portfolio credit risk models are currently being developed as an extension
of the most advanced credit risk grading systems. Instead of merely
adding individual credit risks together, these models take correlations
between different “credit events” into account. Such models aim, among
other things, to help banks analyse the global risk-taking within the bank.
A well-validated, portfolio-based model should reflect the bank’s actual
risks better than a non-portfolio-based model, and is therefore desirable
both for the bank and the supervisory authority.

Portfolio credit risk models are
equally affected by problems similar to
those that affect internal risk grading sys-
tems. The Basel Committee has previ-
ously accepted the use of advanced models (such as Value-at-Risk) in con-
nection with calculating capital adequacy requirements for market risks.
However, it is considerably more difficult to create good models for credit
risks than for market risks. The most serious problem is the lack of data.
With regard to market risks, price information is available from the finan-
cial markets and is published daily or even more often. However, to learn
the outcome of an issued credit, it is usually necessary to wait until the
loan falls due, which can take several years. Model building and the esti-
mation of important parameters are complicated by the lack of historical
time series combined with long time horizons. The estimation of a credit
loss process typically requires data spanning over several business cycles.

Even if individual probabilities of bankruptcy may be reasonably as-
sessed, significant difficulties may arise when these are compiled into a port-
folio, due to a shortage of data regarding correlations among a large number
of variables. As a result of this data shortage, model builders are tempted to
use simplified assumptions based largely on subjective assessments. Little
study has been made of how the accuracy of the models is affected by such
subjective assessments. Just as data shortage creates problems for model
builders, it also complicates the validation of credit risk models, i.e. the pos-
sibility of empirically confirming that the models actually measure what
they claim to measure. Time horizons of one year or longer mean that an
“impractical” number of years of data is needed to reach a quality corre-
sponding to that required for validating market risk models.
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The transition from the simplest internal risk grading systems to the
most advanced up to fully-fledged portfolio credit risk models is gradual,
and an absolute dividing line cannot be drawn between the methods.
Each method should result in a probability measurement in accordance
with some definition of loss, which then should be finally translated into
specific capital adequacy requirements. However, before any method can
be used for formal capital adequacy requirements, the supervisory author-
ities must be convinced that the models are conceptually sound and
empirically validated and that they can produce capital adequacy require-
ments that are comparable across institutions.

The Basel Committee finds that, before
these requirements can be satisfied, there
remains at present many and more seri-
ous problems to be solved for portfolio
credit risk models than for internal risk
grading systems. The Committee there-

fore believes that new capital adequacy requirements are initially more
likely to be based mainly on non-portfolio-based internal risk rating sys-
tems. However, the Committee is monitoring developments in this area
very closely and hopes to engage the banking industry in a constructive
dialogue. The Committee’s proposal is based on the distinct hope that
improved incentives for refining the internal credit risk management sys-
tems will also pave the way for a future transition to more integrated cred-
it risk models. The Committee intends to present a more detailed analysis
of its proposal in a consultative paper to be published at a later date.

Risk reduction techniques, including collateral and guarantees
The Basel Committee aims at applying
an unequivocal principle for calculating
capital adequacy when risk reduction
methods are used; the risk to be covered is
the actual risk that remains for the bank
after risk mitigation, irrespective of the in-

struments or methods used to reduce the risk (netting, derivatives, asset
securitisation, collateral, guarantees, etc.). Although the principle may ap-
pear obvious, it is not always followed under the current capital adequacy
regulations. The Basel Committee and its subcommittees are currently
working intensively on converting this principle into operational rules.
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Market risks
Market risks account for only a small proportion of a (average) bank’s total
risks. Nonetheless, the existing capital adequacy regulations governing
market risks are far more detailed and in some ways more complicated
than the regulations for credit risks. Since the capital adequacy regulations
for market risks are relatively new, no changes are proposed in this area
apart from any changes that may result from other aspects of the propos-
al. It should be noted that risk classification based on external rating
assessments already occurs in the existing calculations of market risk.

Other risks
The prevailing capital adequacy require-
ment of 8 per cent exceeds the level justi-
fied on grounds of credit risks alone.
Capital adequacy requirements for other
risks are also embedded in the require-
ment. In accordance with the new proposal, the capital adequacy require-
ment for credit risks will reflect the actual risks more precisely. This means
that capital adequacy requirements, or other forms of management, must
be defined for the “other risks”. The most significant of these risks is opera-

tional risk, which has probably grown in importance during the 1990s due
to changes in the banking industry. This includes the risk of expenses and
losses arising as a result of technical problems, such as computer crashes,
but it also covers much more than this. Shortcomings in a bank’s control
system can also be regarded as operational risks. Nick Leeson was thus an
operational risk for Barings Bank. Further examples of “other risks”
include legal risks and reputational risks.

It is difficult to find an objective method for calculating capital ade-
quacy requirements for operational risks and other “other risks”, partly
because these risks can comprise different factors and are not always easy
to quantify. Operational risks differ from credit and market risks in that a
measurable correlation does not normally exist between risk and return.
The probability of a particular outcome for the majority of operational
risks, such as a total computer breakdown, is very low; while the financial
consequences for the bank, if the risk becomes reality, can be consider-
able. An important task of the Basel Committee is to develop measure-
ments that can reflect operational risk and other risks in an acceptable
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way. In this context, it is of great importance to find a method that pro-
vides incentives for banks to reduce these risks.

An entirely different type of “other risk”
is the interest rate risk in the bank’s loan
portfolio (in contrast to the trading
book). A bank’s financial result is more
or less related to general developments in
interest rates, partly as a result of the
bank’s dependence on interest-rate relat-
ed income and expenses. This mainly

concerns the maturity mismatch in interest rate terms, i.e. the bank’s long-
term lending is at a fixed rate of interest, while most borrowing is predom-
inantly short-term and at variable interest rates. The Basel Committee has
been working for many years on the development of suitable methods for
measuring and managing this risk, for example capital adequacy. Howev-
er, it has not been considered appropriate to recommend general capital
adequacy requirements that include all banks. On the other hand, it is
proposed that national supervisory authorities have greater authority to
impose capital adequacy requirements on an individual bank if the bank
is extremely interest dependent or has shortcomings in its risk manage-
ment system which render the bank particularly vulnerable to general
interest rate developments.

Q  ‒  
 

Although the quantitative capital requirements may seem satisfactory, a
bank’s capital can erode very rapidly in a crisis situation, and an 8 per
cent capital adequacy soon disappears. Sweden experienced this during
the banking crisis of the early 1990s with rising credit losses and falling
asset values. Similar experiences in the USA led to the introduction of
rules of “prompt corrective action”. Prompt corrective action means that
the supervisory authority shall require (in most cases the rules are binding
to ensure that action is taken rapidly) a bank to take appropriate action as
soon as capital adequacy begins to fall, even if it is above 8 per cent, or
when other problem signs emerge. The lower the capital adequacy, the
more stringent the measures that are imposed. In some countries, such as
the UK, the supervisory authority is legally entitled to introduce a capital
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adequacy requirement greater than 8 per cent for individual banks. This
is done if the authority finds that the bank takes greater risks or applies
weaker risk management than is normally the case for other banks.

The Basel document proposes that
rules similar to those applied in the UK
should be introduced in all countries.
The proposal states as an important prin-
ciple that “supervisors expect banks to
operate above the minimum regulatory
capital ratios and should have the ability
to require banks to hold capital in excess of the minimum”. The direction
and intensity of supervision, as well as capital adequacy requirements,
shall to a greater extent than previously be related to the individual bank’s
actual risks, general propensity for risk and risk structure, and to the abil-
ity of the individual bank to manage these risks. Each bank must have a
system for internal allocation of capital that takes into account the con-
centration of risk and the volatility of the financial markets in which the
bank operates. The supervisory authority shall familiarise itself with how
the bank calculates its risk exposure and allocates its capital between dif-
ferent risks. The capital reserve must be subjected to regular “stress tests”,
whereby the responsible function in the bank calculates how the capital
situation would be affected in the case of extremely unfavourable develop-
ments in a number of the bank’s risk exposures.

Due to the highly qualitative nature of the supervision process, it is
impossible to harmonise in detail the rules for its application in different
countries and in different situations. However, it is important that the new
Basel regulations contain relatively specific guidelines so that they are not
applied too irregularly, thereby undermining the goal of harmonised
international supervision. The Basel Committee is currently drafting these
guidelines, which are based on a number of indicators for individual
banks. The factors proposed so far include: the experience and quality of
the bank management, the bank’s propensity for risk and its “track
record” in managing risk, the adequacy of risk management systems and
controls, the nature of the markets in which the banks operate, the volatili-
ty of the bank’s earnings, the quality of its equity and access to new capi-
tal, the degree of support and control provided by shareholders, the
degree of risk concentration, the structure of its liquidity and liabilities,
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the bank’s legal and organisational structure, and the degree of supervi-
sion by other authorities.

Although it is highly desirable for the
supervisory authority to be able to take
rapid action to prevent further capital
erosion in a bank, such initiatives should
primarily be taken by the bank’s own
management. Supervisors should not
assume responsibility for the manage-
ment of the bank. The Basel Committee

is currently working on drawing up guidelines for prompt corrective
action in the case of a reduction in the level of capital. However, these
guidelines will probably be less extensive than those used in the USA.

T
As stated previously, market discipline increases if banks are required to
disclose more information about their capital and risk situation.

Work is currently underway in the Basel Committee and its subcom-
mittees to draft specific guidelines for reporting and transparency in con-
nection with capital adequacy requirements. The guidelines will primarily
focus on information that is directly related to the assessment of the risk
exposure and capital situation of banks and on the distribution of risks
among different types of risk and risk categories. Information about the
bank’s provisioning for losses should also be disclosed. Furthermore, the
bank should disclose information on its accounting policies for valuation
of assets and liabilities, provisioning and income recognition. Information
should also be disclosed regarding the bank’s general risk strategy and risk
management. Of course, it is necessary to achieve a balance so that the
transparency requirements are not extended so far as to include informa-
tion that the bank management considers “strategic” and thus confiden-
tial.

C    
The relevant capital adequacy regulations shall be applied at the consoli-
dated level, i.e. for a whole banking group or for a financial group whose
parent company is a bank. Many countries, including Sweden, also apply
capital adequacy requirements at the “stand-alone level”, whereby each
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individual banking institution within the
group must satisfy the 8 per cent capital
adequacy requirement. By supplement-
ing the capital adequacy requirement at
the consolidated level with the stand-
alone requirement, the authority ensures
an equalisation of capital among the dif-
ferent institutions within a group, which
increases the level of protection for these institutions.

The capital adequacy regulations to date have not been clear in terms
of what is meant by “consolidated level”, for example, how bank holding
companies should be included. The Basel proposal also covers holding
companies, and the rules for consolidation for capital adequacy purposes
are also more clearly defined. Furthermore, it is proposed that the nation-
al supervisory authorities should also ensure that banks have adequate
capital levels on an individual basis (stand-alone level). The new regula-
tions are expected to lead to greater homogeneity in the capital adequacy
requirements between different banking structures and reduce the risk of
weaknesses in capital levels within parts of a banking group. However,
only banking institutions within a financial conglomerate are covered by the
Basel requirements.

W  
As noted above, comments on the pro-
posal put forward by the Basel Commit-
tee shall be submitted no later than 31
March 2000. Until this date, the Com-
mittee will continue to work within several of those areas in which the
general views expressed in the proposal need to be transformed into oper-
ational guidelines. Development work is also underway within the bank-
ing industry, for example with regard to internal credit grading systems
and credit risk models. A revised final version of the Basel proposal will be
published based on the comments and the outcome of the work currently
underway. The Basel Committee aims to approve the final regulations by
the end of the year 2000. Thereafter, it will take some time to incorporate
the regulations into national legislation. Within EU countries, this must
also be preceded by EU legislation. Intensive work on capital adequacy
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regulations is also underway within the EU. Those EU directives that cur-
rently regulate capital adequacy largely follow the 1988 Basel Accord.
However, the directives differ significantly in certain respects, such as the
fact that the regulations apply to all “credit institutions”, i.e. both banks
and certain other credit market institutions and securities firms. The EU
countries8 participate actively in the process to influence the Basel regula-
tions, among other things to ensure that these regulations take sufficient
account of specific European structural issues and banking circumstances.

The studies currently underway within the EU cover a large number
of areas within capital regulation. The goal is to be able to present well-
founded and well-documented comments and reactions (and, if necessary,
counter proposals) to the Basel Committee before the end of March 2000.
The EU work can also be seen as an important preparation for amend-
ments for the required directives. Despite these preparations, it will proba-
bly take several years from the issuance of the final proposal by the Basel
Committee until corresponding legislation enters into force in the EU and
in member countries.

W     
The anticipated effects of the regulatory changes proposed by the Basel
Committee can be summarised in three points:

• A broader supervisory process, quantitative and qualitative require-
ments, and better transparency.

• Capital adequacy requirements that better reflect actual risks, which
will lead to more sound lending and risk management.

• Supervision that is better adapted to the individual bank, depending
on its size, structure, propensity for risk and risk management.

Expectations of the new capital regula-
tions should, however, be kept at a realis-
tic level. While the new proposal is a step
in the right direction, it is hardly likely to
result in perfect risk-adjusted capital ade-

quacy requirements. This is due to two factors: firstly, many of the issues
that the Basel Committee must decide upon are highly complex, and, as
matters stand today, there are simply no ideal solutions to be found. Sec-

28
Q U A R T E R L Y  R E V I E W  3 / 1 9 9 9

8 Eight out of a total of 15 EU countries are represented in the Basel Committee on Banking Supervision.

The final proposal will be the result

of a political compromise between

countries with widely differing

structures in their financial systems.



ondly, even the final proposal will be the result of a political compromise
between countries with widely differing structures in their financial sys-
tems.

Similarities and differences between
the Banking Law Committee’s proposal
and the proposal of the Basel Committee

The proposals of both the Banking Law
Committee and the Basel Committee are
responses to shortcomings in existing
banking regulations. In spite of different
starting points and different approaches,
the two proposals are strikingly similar in
many ways, and can be seen to comple-
ment each other significantly in many respects. The fundamental princi-
ple of the Basel proposal, the three pillars of quantitative capital adequacy
regulations, risk-based supervision and requirements in respect of greater
transparency, are directly analogous to the Banking Law Committee’s
three portal paragraphs on solvency, risk management and transparency.
Parts of the basic philosophy behind the Basel Committee’s proposal to
strengthen risk-based supervision can also be seen in the Banking Law
Committee’s proposal to broaden the responsibility of the Swedish Finan-
cial Supervisory Authority. In order to be effective, quantitative rules must
be combined with guided supervision and transparency, which allows the
market to discipline bank management. The starting points of the two
proposals differ in that the Basel proposal is limited to requirements in the
capital area while the proposal of the Banking Law Committee covers the
entire banking area.

Both the Banking Law Committee and the Basel Committee are fully
aware of the systemic risks. In the case of the Basel Committee’s proposal,
the systemic risks are at the international level, i.e. the risk that problems
in a bank will have international effects. The Basel proposal applies pri-
marily to internationally active banks, although the proposal is worded
such that it can also be applied to other financial institutions (cf. the Bank-
ing Law Committee’s aim to limit the number of special rules in the legis-
lation). 
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However, it is possible to discern a difference in the two approaches:
while the Banking Law Committee presupposes that a financial function
shall be regulated uniformly, irrespective of which type of financial institu-
tion carries out the function, the Basel requirements are primarily direct-
ed at banks. This does not necessarily indicate two fundamentally differ-
ent approaches, but stems from the fact that the mandate of the Basel
Committee covers banks only. An example that demonstrates that the
Basel Committee also thinks in functional terms, despite its limited man-
date, can be seen within the area of risk-mitigation techniques. As noted
above, the Committee has established the regulatory objective that capital
adequacy requirements shall be the same for equal risks, irrespective of
how risk mitigation has taken place.

Both Stockholm and Basel have drawn
the same conclusion from the rapid
developments within the financial sector.
Detailed legislation serves little purpose

since it risks quickly becoming obsolescent. Instead, it is necessary to draw
up framework legislation that deals with developments in the financial sec-
tor, but at the same time serves as sufficient guidance to provide the neces-
sary basis for interpretation, implementation of regulations and similar
matters.

In summary, the proposals of the Banking Law Committee and the
Basel Committee are both examples of the way forward in respect of regu-
lation and supervision of financial activity. This, in turn, is a product of
developments within the financial sector, whereby differences between dif-
ferent types of institutions, transactions and instruments are becoming less
distinct.
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