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Good morning. So, in the previous class we started the discussion on the capital ratio or we can

say that how the bank capital is important for the economic growth process and as well as the
stability for the bank and considering that importance, we can argue that the bank capital should
be regulated.

What kind of capital adequacy ratio the bank should maintain that should be basically
determined by the regulatory bodies. So, in this context over the period we have seen that,
various regulatory bodies have provided certain kind of guidelines, certain kind of rules, on

which the particular capital ratio or capital adequacy ratio is always based upon.
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In today's class, we will be discussing about that regulatory capital ratio or regulatory capital
adequacy ratio. A regulatory capital requirements, what the banks should always hold. In this
context we can say that it is particularly started with the Basel 1 which was kind of regulatory
norms was established by the BIS, Bank for International Settlement and in this context, they
have tried to provide certain kind of uniform guidelines that how much capital ratio the bank

should always maintain or the minimum capital adequacy ratio what the banks should maintain.



So, in this context they have added the concept of capital adequacy ratio, which was not that way
used before, whenever we are talking about the bank capital. If you see that previously we are
talking about the capital ratio. The capital ratio is nothing but your total capital, which comprised
of both debt and equity divided by the total assets. But according to the Basel norms, they are
giving the importance with respect to the capital adequacy ratio and the capital adequacy ratio is
basically what it is instead of total assets we are talking about the risk weighted assets. We

basically always talk about the risk weighted assets.

So, here the question is that there are two things. One is your numerator, which is total capital
and you have the denominator, which is your risk weighted asset or in short we can call it RWA.
So, then how the risk weights are given, on the basis of what type of risk the weight should be
given and what are those typical components of the capital? These are basically the questions
always come or always we face whenever we discuss about the regulatory capital adequacy ratio

what the banks should always maintain.

So, therefore will be discussing about what exactly the capital adequacy ratio is and how the
capital adequacy or the calculation of Capital is always made by the commercial banks as per the
Basel norms. So, this is the discussion, what we can start with this Basel 1. Then we can move

towards Basel 2 and Basel 3 in the subsequent sessions.
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The Basel Agreement: Basel |

The Basel Agreement of 1988 includes risk-based capital standards
designed to:

Encourage banks to keep their capital positions strong

Reduce inequalities in capital requirements between countries
Promote fair competition

Account for financial innovations (OBS, etc.)

Stockholders' equity is deemed to be the most valuable type of capital

Minimum capital requirement increased to 8% total capital to risk-
adjusted assets
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So, then here if you talk about this, already we said that whenever the Basel norms were started
or maybe we can say that the BIS has thought of having certain kind of uniform guidelines for
maintaining the Capital. It is started in 1988. Here, the basic objective of the Basel 1 was to
encourage the banks to give their capital positioning strong, by that they can absorb the losses or
the stocks at any point of time if they are going to face and as well as it is also reduce the
inequalities in capital requirements between the different countries, a kind of uniform policy can

be adopted across the countries.

It will also help to promote the fair competition among the different banks and as well as
previously we are only considering about the on balanced sheet items. But as per the emergence

of Basel norm the importance of the off-balance sheet items also has increased.

So, according to Basel norm the off-balance sheet items also should be considered whenever we
are talking about the asset and as well as the risk weighted assets and according to this norm the
equity, common equity or the owners own Capital whatever, they have invested in that particular
company or particular bank, it is the most valuable type of capital what we can consider and
according to Bessel 1, the minimum capital requirement should be 8 percent. That means the

capital adequacy ratios should be 8 percent or more than that.

So, these are kind of agreement or the basic objective behind this Basel 1 which is basically
always trying to make certain kind of uniform policy across the countries and to maintain the

stability of the commercial banks.
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The Basel Agreement: Basel |

* ABank’s Minimum Capital Requirement is Linked to its,Credit Risk
* The greater the credit risk, the greater the required capital
* Capital is divided into Two Tiers
* Basel I required bankers to determine the current market value for a
contract that is similér to the contract they have actually made with
a customer in order to figure out the latter’s replacement cost.

cld@ECE b ‘PR L AT SO

Here then, what kind of risk should we consider whenever the risk weighted assets are
calculated. So, the Basel has given the importance to credit risk, which is the most important risk
what the commercial banks face because loan is their major business. So, there is always a

probability of default of payment or repayment of that particular loan.

So, because of that, they have started giving importance to the credit risk. So, greater the risk the
greater should be the capital. So, if the particular bank is exposed to more credit risk than the
capital requirements of that particular bank also should be more. So, in this case, they have

divided the capital into two types. One is your tier one capital and tier two capital.

That is why there are two tiers of capital should be considered by the commercial banks and
Basel. One also required to always determine the current market value for a contract that is
similar to the contract they have actually made with a customer in order to figure out the letters
replacement cost. So, the replacement cost is playing a role whenever we talk about mostly the

off-balance sheet items and the other items what the banks are holding.

So, these are the considerations. The basic agreements of the Basel 1. It is mostly relied upon the
capital adequacy ratio. So, we will see over this particular discussion that how the capital
adequacy ratio is measured and over the years, what kind of changes have taken place with

respect to the regulatory norms.
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The Basel Agreement: Basel |

Tier | Capital Tier Il Capital
+ Common stock and surplus * Allowance (reserves) for loan and lease losses
+ Undivided profits (retained earnings) + Subordinated debt capital instruments
+ Qualifying noncumulative perpetual * Mandatory convertible debt
preferred stock ¢ Intermediate-term preferred stock

Minority interests in the equity accountsof ¢ Cumulative perpetual preferred stock with

consolidated subsidiaries unpaid dividends
¢ Selected intangible assets less goodwilland ~ * Equity notes
other intangible assets * Other long term capital instruments that

combine debt and equity features

Total Regulatory Capital:
Tier 1 Capital + Tier 2 Capital - investments in unc lidated subsidiaries - capital securities held
by the bank that were issued by other depository institutions and are held under a reciprocity

agreement - activities pursued by savings and loan association that may have been acquired by a
banking organization but are not permissible for national banks - other items
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So, in this case, if you see that there are two types of capital Basel has considered one is tier 1
and tier 2 and there are various items which comes under tier 1 and various items which comes
under tier 2. So, according to Basel 1 the total capital of the banks should be tier 1 capital plus
tier 2 capital and minus some kind of investments and some kind of deductions, whatever the

banks should always consider.

So, already we said that in the context of tier 1 capital. We have the common stock, we have the
retained earnings. We have the non-cumulative perpetual preference shares or preference stocks
and the minority interest in the equity accounts of consolidated subsidiaries. If a bank has any
kind of subsidiary and the selected intangible assets which will be a minus the goodwill and the

other intangible assets what the bank is holding.

So, these are coming under the tier 1 category and whenever you come to tired 2, we have the
allowances for the loans and leases, what the bank has carried out. Subordinated debt,
particularly the long term debt, what the bank is holding and the mandatory convertible debt,
which is can be converted equity after a certain period of time. Then intermediate term preferred
debt because non-cumulative stocks are part of tier 1. But the preferred stock, which are we can

say that intermediate in nature, they can be a part of tier 2.



Then cumulative perpetual preferred stock with unpaid dividends, if there is any. Equity notes.
Then the other long term capital instruments which has either debt feature or the equity feature.
So, these are, so mostly if you summarize this thing, we can say that the return earnings and the
equity, these are basically comes under the tier 1 capital and the debts components are mostly
comes under the tier 2 capital. So, these are the basic differences between the tier 1 capital and

the tier 2 capital of the commercial bank as per the Basel 1.

So, therefore in final if you want to calculate the total regulatory capital that should be tier 1
capital plus tier 2 capital minus the investments in unconsolidated subsidiaries, minus the capital
securities held by the bank that were issued by the other depository institutions in the system and
they are also held under the reciprocity agreement minus the activities pursued by savings and
loan association that may have been acquired by the banking organization, but they are not

permissible to, for the national banks and minus there is any other items.

So, those items are basically negligible in nature. So, mostly this total capital includes the tier 1
capital and the tier 2 capital and tier 1 consist of equity, owner’s equity and tier 2 capital

basically consist of the debt.
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Basel I: Capital Requirements

%

* Ratio of core capital (Tier 1) to risk weighted assets must be at least 4 %

* Ratio of total capital (Tier 1 and Tier 2) to risk weighted assets must be
at Ieast

* The amount of Tier 2 capital limited to 100 percent of Tier 1 capital

Tier 1 capital

Tier 1 risk based capital ratio = Total risk weighted assets

Totalriskbased =  Total capital Y Total (Tier1 + Tier 2) capital
capital ratio Risk weighted\?e{s Risk weighted on balance sheet +

Risk weighted on of f balance sheet assets
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So, now there are certain kind of guidelines what the Basel 1 has given, already what we have

seen according to Basel, that first of all that the total capital divided by the risk weighted assets



the total capital divided by risk weighted assets must should be at least 8 percent greater than or

equal to 8 percent and again they said out of this total, the 50 percent capital should be equity.

That means the tier 1 capital divided by the risk weighted asset that should be 4 percent. If your
capital 1 is 8 percent. Then that 4 percent should be tier 1 capital that also they have to keep in
the mind and the tier 2 capital, whatever the bank is holding that should not exceed the 100

percent of the tier 1 capital.

That means the debt component should not exceed the 100 percent of the equity component of
the commercial bank. So, then in general, if you want to write it in a formula, then your capital
adequacy ratio or the total risk weight capital ratio what we can call them. That is basically your
total capital divided by the risk weighted asset that is the tier 1 capital plus tier 2 capital minus
whatever the reductions are required divided by the risk weighted on the balance sheet items and

the risk weighted on off-balance sheet items, or off-balance sheet assets.

So, both on balance sheet and off-balance sheet items should be considered. Whenever we are
trying to calculate the risk weighted assets of that particular commercial bank and the capital

adequacy ratio will be measured accordingly.
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Basel I: Capital Requirements

Tier | capital+Tier Il capital
Risk Adjusted assets

Total capital ratio =

Tier | capital

Tierl capltal ratio= m

Tier | capital

Leverage ratio = Minimum Capital Ratio = ToRlassers

Tier I Capital > 0.04 (Risk Adjusted Assets)
ety
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Then we can see that, basically, if you summarize it, then total capital ratio capital adequacy ratio

should be greater than or equal to 8 percent. Tier 1 capital to risk weighted assets should be



greater than or equal to 4 percent and the banks should have the minimum leverage ratio that
should be again greater than equal to 4 percent and the risk adjusted asset already whatever we

have that will be at least 4 percent. So, this is what the capital requirements the Basel has
defined.
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Basel I: Capital Requirements

* Basel | dictated there should be 4 Risk Groups of Assets
1. 0.00 items->» 0 % Risk weighting category
2. 0.20 items - 20 % Risk weighting category
3. 0.50items -» 50 % Risk weighting category
4.1.00 items > 100 % Risk weighting category
¢ As the credit risk increases so does the capital requirement

* The same 0.00; 0.20; 0.50 and 1.00 apply to off-balance sheet items.
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So, then how the risk basically, because already we have discuss that whatever risk weights will
be given, those weights will be given on the basis of the credit risk. The credit risk is the major
risk what the bank always faces and considering that importance, the Basel also has given the

importance towards the credit risk.

So, then Basel has basically defined those assets there are some asset, there is a 0 percent risk.
That is why there is, we do not have to provide any weight for that. There are some asset, there
are 20 percent risk weight. These are the standard process, what the Basel has recommended and
the bank has to consider that particular standard kind of rules. What is the Basel has
recommended to calculate the risk weighted asset as per the Basel 1 and there are some asset

which are 50 percent category and there are some assets, they have the 100 percent risk.

So, accordingly the total risk weighted assets can be calculated. So, if the credit risk is

increasing, your capital requirements also should increase. Because they have to maintain a



particular level of ratio and to maintain that particular ratio if the risk is increasing. The capital

also has to increase to maintain that particular ratio in a particular level.

So, the same thing also can be applied for the off-balance sheet items. But only thing is there is a
conversion factor for off-balance sheet items has to be converted into the on balance sheet items
using certain kind of conversion factors that also we have to, we have to see that what kind of
off-balance sheet items, how they are converted into the on balance sheet items and accordingly

the risk weights can be provided.
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Basel I: Risk Weights Applied to Bank Assets & OBS

Credit Risk Categories for Bank Assets on the Balance Sheet
Credit Risk Weights _ Assumed Amountof _ Examples of Types of Bank Assets in Each Credit-Risk Category
Used in the Credit Risk Exposure

Calculation of a from Each Category of

Bank's Risk-Weighted Bank Assets
Assets (percentage of

amount of each

asset)

Cash deposits at the Federal Reserve Banks; U.S. Treasury bills, notes and bonds
of all maturities, Government National Mortgage Association (GNMA) mortgage

% Zero Zedt el backed securities; and debt securities issued by governments of the world's
leading industrial countries.
Interbank (correspondent) deposits, general obligation bonds and notes issued

- e by states or backed by US. government agencis, and. mortgagebacked
securities issued or guaranteed by the Federal National Mortgage Association
(FNMA) or by the Federal Home Loan Mortgage Corporation (FHLMC)

0% Moderate credlt ok Residential mortgage loans and revenue bonds issued by state and local
government units or agencies

N Commercial and industrial (business) loans, credit card loans, real property,
100% Highest credit risk investments in bank subsidiary companies, and all other assets not listed

previously
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So, if you see this table that it is about the on balance sheet items that whenever the on balance
sheet assets that whenever the weights are given to risk weights are given to the different type of
assets, then which are those assets which comes under the zero credit risk and there are some

assets comes under the low credit risk, then moderate credit risk and the highest credit risk.

So, for the zero credit risk, we can say the cash deposit with the Reserve Bank, whether it is
Federal Reserve Bank or any other Reserve Bank of any other countries or central bank of any
other countries. Treasury bills, notes and bonds of all maturities, government, national mortgage
association, mortgage backed securities, debt securities issued by the government and world's

leading industrial of the leading, world's leading industrial countries.



Because the Basel 1 or Basel recommendations were given for only the developed countries,
mostly the 12 countries were considered and all those countries are mostly the developed
countries, although any other country or most of the countries are following this Basel norm with
some certain modifications, what the Basel was particularly designed for the banking operations

of the developed countries.

Under 20 percent bracket, we have interbank deposits like money market deposits. General
obligation bonds and note issued by the states. Backed by U.S government agencies or any other
government agencies, mortgage backed securities issued by or guaranteed by Federal National
Mortgage Association or by the Federal Home Loan Mortgage Corporation. There are various
sources from where the particular money is coming or different investment opportunities or
alternatives are available. Accordingly, the weights are given to that particular asset and these are

coming under the 20-percent weight category, because they have the low credit risk.

In the 50 percent category, we have the residential mortgage loans what the commercial banks
are given and revenue bonds issued by the state and local government units or the agencies and
100 percent category if you see, these are mostly the commercial and industrial loans for the

bank has provided, the loans given against the credit card.

The investments made on the real property basically. In bank subsidiary companies and all other
assets not listed previously. So, apart from this whatever remaining assets are there, that also
comes under the highest credit risk category. So, because of that the 100 percent category credit

risk weight will be, should be given to calculate the risk weighted asset.
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Basel I: Off Balance Sheet

Requires bank to divide each contract’s risk into two categories:

1. Potential Market Risk Exposure:-

Risk exposure refers to the danger of loss at some future time if the
customer who earned into a market base contract with the bank fails
to perform.

2. Current Market Risk Exposure:-
Risk exposure is designed to measure the risk of loss should a

customer default today on its contract, which would compel the bank
to replace the failed contract with a new one.
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Then we have the off-balance sheet items in the off-balance sheet items. We have two things, one
is whenever the bank has gone for any kind of commitments or any kind of guarantees or any
kind of letter of credit. There are many ways the bank is holding the off-balance sheet items. So,
whenever these kind of off-balance sheet items the bank hold, they are also exposed to certain

amount of credit risk.

In that context, what basically the banks do, there are, they divide this contract risk into two
categories. One is potential market risk exposure. Another one is the current market risk
exposure, expected and current. So, the risk exposure refers to the danger of loss at some future
time, if the customer who earned into a market based contract with the bank fails to perform and
whenever it is a current market risk exposure, it is basically designed to measure the risk of loss
should a customer default today on its contract, which would compel the bank to replace the

failed contract with a new one.

So, there are certain kind of risk which can be expected in the future and there are certain risk
which is already bank is exposed to that. So, the off-balance sheet items has like two components

of the credit risk exposure and accordingly, the weight should be provided to that.
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Basel I: Risk Weights Applied to Bank Assets & OBS

Credit Risk Categories for Off Balance Sheet Items

Conversion Credit Risk Assumed Amount of  Examples of Types of Off-Balance Sheet Items in

Factor for Weights Usedin  Credit Risk Each Credit-Risk Category

Converting Off-  the Calculation of

Balance-Sheet  aBank's Risk-

Items into Weighted Assets

Equivalent (percentage of

Amounts of On-  amount of each

Balance-Sheet  asset)

Items

0.00 0% Zero credit risk Loan commitments with less than one year to go

020 0% Low ereditirisk Standby credit letters backing thg is.sue of state
and local government general obligation bonds

020 100% Modest raditiisk Trade based commercial letters of credit and
banker’s acceptances
Standby credit letters guaranteeing customer’s

0.50 100% Moderate credit risk  future performance and unused bank loan
commitments longer than a year

100 100% Highest credit risk Standby cre‘dit letters issued to back repayment
of commercial paper
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So, if you see this table, we have seen that the loan commitments with less than one year to go,
the standby credit letters one year to go. These are basically zero credit risk off-balance sheet
items and in the 20 percent category. We have the standby credit letters backing the issue of state
and local governments, general obligation of the bonds, these comes under 20 percent category.
Trade based commercial letters of credit that we have discussed before and the banker’s

acceptances.

These comes under the 100 percent category and the conversion factor for them is 0.2 and we
have the standby credit letters guaranteeing customers future performance and unused bank loan
commitments longer than a year that basically, the 100 percent risk category and we have given a
conversion factor of 4.5 and the standby letter of credit ratio to the bank, the payment of the

commercial paper that comes under the highest risk category.

We are giving a conversion factor of 1. So, this is the way the conversion factors are considered
and accordingly, they can be converted into the on balance sheet items category and then the
weights can be given to the different amount of money exposed to that particular kind of

instruments.
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Basel I: Capital Requirements Attached to Derivatives

* Basel | adjusted to account for risk from derivatives-futures, options,
interest rate and currency swaps, interest cap and floor contracts and other
instruments designed to hedge against changing currency prices, interest
rates and positions in commodities

* Many of these derivatives exposed a bank to counterparty risk.

* Risk for many of these instruments is limited because they are traded i
organized exchanges.

* Credit-conversion factors for interest rate derivatives are set lower tha

credit conversion factors for contracts tied to the value of foreign

currencies
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Then the bank also is holding some other off-balance sheet items like derivatives. So, according
to Basel 1, if you see the Basel 1 basically adjusted to account for risk from derivatives like
futures, options, swaps and all these things are too hedge against the changing currency prices,

interest rates and the positioning of the commodities.

So, many of the derivatives instruments are exposed a bank to counterparty risk also, the risk of
many of these instruments limited because they are traded in the organized exchanges. But still
there are some risk involved in that and the credit conversion factor for interest rate derivatives
are always set lower than the credit conversion factor of the contracts tied to the value of the
foreign currencies. So, because of the nature of the derivatives contract, the conversion factor

also change.
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Basel I: Risk Weights Applied to Bank Assets & OBS

&

Credit Risk Categories for Derivatives & Other Market-Based Contracts Not Shown on a Bank’s Balance

Sheet
Conversion Factor Credit Risk Assumed Amount of  Categories or Types of Off-Balance Sheet Currency
for Converting Weights Credit Risk and Interest Rate Contracts

Interest Rateand  (percentage)
Currency into

Equivalent

Amounts of On-

Balance-Sheet

Items

0.00 50% Lowest credit risk Interest rate contracts one year or less to maturity
0.005 50% Modest credit risk Interest rate contracts over one year to maturity

0.01 50% Moderate credit risk  Currency contracts one year or less to maturity

Highest credit risk Currency contracts over one year to maturity

‘FP L L AHILO B

So, in this case, if you see the conversion factors like this. The conversion factor for converting
interest rate and the currency into equivalent amounts of on balance sheet items. If you see this
one, we have zero conversion factor whenever we. The interest rate contract one year or less to
maturity. It is 0.5 percent, if you talk about, then it is interest rate contracts over one year to

maturity.

That means 0.005 and conversion factor of 1 percent, we are telling about the currency contracts
one year or less to maturity and it is 5 percent of the conversation, if the currency contracts over
one year to a maturity that means the currency contracts are more riskier than the interest rate
contracts what the banks are holding. So, this is the way the conversion factor can we considered
to convert those particular assets as a part of the amount of on balance sheet items what the

banks are holding.
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Basel I: Calculating Risk-Weighted Assets

1. Compute Credit-Equivalent Amount of Each Off-Balance Sheet
(OBS) Item

2. Find the Appropriate Risk-Weight Category for Each Balance Sheet
and OBS Item

3. Multiply Each Balance Sheet and fredit-EquivaIent O0BS Item By
the Correct Risk-Weight

. Add to Find the Total Amount of Risk-Weighted Assets

L = A

So, now if you see that there is a process or there is a steps, what we have to follow to calculate
the risk weighted asset. So, first we have to compute the risk equivalent amount of each off-
balance sheet item. Find the appropriate risk weight for each balance sheet of the off-balance
sheet items, whatever the bank has and multiply each balance sheet credit equivalent of oft-

balance sheet items by the correct risk weight as per the guidelines. Then add all these things to

find out the risk weighted assets.
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Calculating Risk Weighted Assets Under Basel |

Suppose a bank has Rs.6000 in total capital, Rs. 100,000- in total assets,
and the following on-balance-sheet and off-balance-sheet (OBS) items

On Balance Sheet Items (Assets)

Cash Rs. 5,000 o
Treasury securities 20,000 L
Deposit balances held at domestic banks 5,000 L
Loans secured by first liens on 1- to- 4 family residential properties 5,000 v
Loans to private corporations 65,000 \/
Total balance sheet assets Rs. 100,000 | .~

Off-Balance ~Sheet ~Items

Stand by letter of credit backing municipal and corporate borrowings Rs. 10,000
Long-term, legally binding credit commitments to private companies 20,000
Total off-balance-sheet items Rs. 30,000

So, in this context considering those conversion factor and the different balance sheet, on balance
sheet and off-balance sheet items, if you see this example it will be more clear for you that if you

see that let, there is a hypothetical bank whose capital is a 6000 and total asset values 1 lakh.

Then we have the cash 5000, treasury security is 20000, deposit balance 5000, loan secured by
the 1 to 4 primary residential properties 5000. Then your private corporation loan is 65000. Then
we have total 1 lakh here and we have two off-balance sheet items here, your 10000 and 20000
total is 30000. Then we see that using this conversion factor and all those kind of guidelines

given by Basel 1.
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Calculating Risk Weighted Assets Under Basel |

- . N 60000
Banks total capital to total balance sheet asset ratio = 100000 = 600 \/"/

* Calculation of risk weighted assets:

Step I: Calculate the credit equivalent amount of each off balance sheet (OBS) item

Off-Balance Sheet Item Face Conversio  Credit
Value nfactor  Equivalent
Amt.
Stand by letter of credit backing municipal and
corporate borrowings, asset sales with recourse /
and repurchase agreement, and forward asset R. X 100 = Rs 10,000
] purchases 10,000

Long-term, legally binding credit commitments to X 050 = Rs. 10,000
private companies Rs. e \/
Total off-balance-sheet items 20000

Calculating Risk Weighted Assets Under Basel |

Suppose a bank has Rs.6000 in total capital, Rs. 100,000- in total assets,
and the following on-balance-sheet and off-balance-sheet (OBS) items

On Balance Sheet Items (Assets)

Cash Rs. 5,000
Treasury securities k 20,000
Deposit balances held at domestic banks 5,000
Loans secured by first liens on 1- to- 4 family residential properties 5,000
Loans to private corporations 65,000

Total balance sheet assets Rs. 100,000

Off-Balance ~Sheet ~Items

Stand by letter of credit backing municipal and corporate borrowings Rs. 10,000
Long-term, legally binding credit commitments to private companies 20,000
Total off-balance-sheet items Rs. 30,000
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We can see that how the risk weighted assets can be calculated and the capital adequacy ratio can
be calculated. Your total capital ratio has become 6 percent. In this case, because we have only
the total capital divided by the total assets that already we know. But now we have seen while
concluding the risk weighted asset, we have two off-balance sheet items, for one we have a
conversion factor 1. For others it is 5.5. Then here it is 10000 into 1. It is 10000. 20000 into 0.5
that is 10000.
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Calculating Risk Weighted Assets Under Basel |

Step 2: Multiply each balance sheet item & credit equivalent amount of each OBS item by risk weight

0% Risk-weighting category
Cash
Treasury securities Rs. 5000 \/
20000 X = Rs.0
Rs. 25,000
20% Risk-weighting category
Deposits at domestic banks
Credit equivalent amounts of SLCs backing municipal and corporate borrowings Rs 5000
10000 x 02 = Rs.3,000
Rs.15,000 e
50% Risk-weighting category
Mortgage loans secured by first liens on 1- to- 4 family residential properties Rs“SOy/ XEOS = [
2,500
100% Risk-weighting category
Loans to private corporations Rs.65,000
Credit equivalent amount of long term credit commitments to pt. Corporations 10000 ,

Rs.75000 X 100 = Rs.75000
e

Total risk weighted asset held by this bank Rs. 80500 /

Now we can come to the final calculations. So, we have the on-balance sheet items like cash,
treasury securities. We do not have any risk with respect to that, that is why you are putting zero
here, the zero value 20 percent risk weighing category, that is you have 5000 and 10000 and we
have value this 3000 here.

The 50 percent risk weighing category, we have 5000 only that is coming 2500. Then the 100
percent category we have, this is your on-balance sheet, this is your off-balance sheet. Then we
have 75000. Then we have total is 80500, to your RWA has become 80500 hundred and now if

you want to see that your final calculation.
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Calculating Risk Weighted Assets Under Basel |

Calculation of risk weighted assets:

Capital = Total capital = Total regulatory capital or
adequacy Total risk (Tier 1 + Tier 2 capital)

ratio under weighted assets Risk weighted on balance sheet +
Basel-l Risk weighted on off balance sheet assets

Rs.6000\_/0 ol @
Rs.80,500 >l
. il

] Note: 7.45% is more than the required minimum of Tier | capital of 4 %
but below the combined tier | + Tier Il capital requirement of 8%
——————

That your total capital was 6000, which was given your total capital was 5 000, which was 6000
which was given and risk weighted asset is 80500 hundred. Then your ratio has become 7.45
percent. So, the 7.55 percent, if you, whatever 7.4 we have calculated. That is less than the

minimum requirement. That is 8 percent.

That means the particular bank is maintaining a capital adequacy ratio which is below the
regulatory limit or the minimum regulatory limit of 8 percent. That means it is a worry some

matter for the bank and the bank has to do certain things for this.
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Basel I: Positive of Risk Adjusted Assets

* Are sensitive to some extent to differences in bank risk taking
* Incorporate off-balance sheet activities into risk assessments
* Do not penalize banks for holding low-risk, liquid assets

* Increase the consistency of rules applied to large banks around the
world
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So, there are, these are sensitive to, there are some positive things with respect to use of the risk
weighted asset, because there is sensitive to the some extent to difference in bank risk taking, in
corporate off-balance activities in the risk assessments, do not analyse banks for holding low risk

liquid assets, increase the consistency of rules applied to large banks around the world.

(Refer Slide Time: 27:21)
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Basel I: Problems With Risk Adjusted Assets
* Only deals explicitly with credit risk.

* The concept uses book values rather than market values.
* Other types of risk ignored (operating, liquidity, and legal)

Portfolio diversification is ignored
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But there are some problems because it deals with only the credit risk and the concept uses book
value rather than the market value of assets. Other type of risks are ignored for calculating this
and portfolio diversification concept is also ignored here.

(Refer Slide Time: 27:37)
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Basel I: 1993 Proposal: Standard Model

Total Risk= Credit Risk+ Market Risk
Market Risk= General Market Risk+ Specific Risk

General Market Risk= Interest Rate Risk+ Currency Risk+ Equity Price
Risk + Commodity Price Risk

Specific Risk= Instruments Exposed to Interest Rate Risk and Equity
Price Risk
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Then after that, considering the importance of the other risk, they have added the market risk into
the consideration and the source of market risk is basically fluctuations of the interest rate and

currency risk and the price of the equity.

(Refer Slide Time: 27:56)
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Basel I: 1996 Modification: Internal Model

* Internal Model - Value at Risk Methodology
* Tier Ill Capital (Only for Market Risk)
* i) Long Term subordinated debt

i) Option not to pay if minimum required capital is <8%
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So, in this context they have developed a model, which is basically the value at risk model to
calculate that. So, now they have added another kind of component of the capital that is tier 3.
Which only for the adjusting the market risk. Where we have the long term subordinated debt is
considered as the part of the tier 3 capital and options not to pay, minimum required capital is 8

percent. That is the rule basically they have provided.
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Basel I: Value at Risk (VAR) Models

Suppose a bank estimates its portfolio’s daily average value at risk is $100 million
over a 10-day interval with a 99 percent level of confidence. Then, if this VaR
estimate of $100 million is correct, losses in portfolio value greater than $100
million should occur less than 1 percent of the time. More precisely, the bank’s
management anticipates losing at most $100 million for 99 out of 100 ten-day
intervals.

An analysis of the bank’s historical distribution of losses in its trading portfolio
will indicate whether this estimate is reasonable or not.

Management would want to compare the estimated future loss to the bank’s
current level of equity capital to make sure the institution is sufficiently
capitalized in order to avoid failure

If management determines that its VaR estimatesiare rising, the bank must
consider either increasing the amount of regulatory define capital it holds in order
to absorb the rising level of risk or take steps to reduce its risk exposure.

L e A R

And according to this the value at risk methods already we have discussed in the previous
session. But one example is suppose a bank estimates its portfolio daily average value is 100
million dollar, over a 10 day interval with a 99 percent level of confidence and if this VaR
estimates 100 million dollar is correct, then losses in the portfolio value greater than 100 million
dollar should occur less than 1 percent of the time, more precisely the bank’s management

anticipates losing of 100 million for 99 out of 100, 10 day intervals.

So, this is an analysis of the bank’s historical distribution of losses of the trading portfolio. That
is why the management should always want to compare the estimated future value, future loss to
the current level of equity capital to make sure that the institutions is sufficiently capitalized in
order to avoid failure. If management determines that it VaR estimates arising the bank must
consider either increasing the amount of regulatory defined capital it holds in order to observe

the rising level of risk to take the steps to reduce the risk exposure.
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Minimum capital requirement increased to 8% total
capital to risk-adjusted assets

+ A Bank’s Minimum Capital Requirement is Linked to
its Credit Risk

Capitals are broadly divided into Tier-l and Tier-Il
Proper risk weights are given to calculate the risk
weighted assets

+ Further, market risk has been added to calculate the
risk weighted assets.
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So, what basically we discussed here, the minimum capital requirement has increased from 8
percent to total capital, to risk adjusted asset. Bank’s minimum capital requirement is linked to
its credit risk. Capitals are broadly divided into tier 1 and tier 2. Proper risks weights are given to
calculate the risk weighted assets, particularly the risk weighted assets are calculated on the basis
of the credit risk and market risk has been added to calculate the risk weighted assets further in

1996.
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Bank management & financial services by Rose, P. S., & Hudgins, S. C., McGraw-Hill
Education, 2008.

Commercial banking: The management of risk by Gup, Benton E., and Kolari, James W.,
John Wiley & Sons Incorporated, 2005.

Management of Banking, 6e. by MacDonald, Scott. S., & Koch, Timonthy. W, Thomson,
2007

Reports on Basel Norms (www.bis.org)

Reports on Basel Norms Implementation (www.rbi.org.in)




So, these are the references what you can go through. Thank you.



