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Report of a PECC Survey on
Preparedness for Basel II

Introduction

Risk management in the banking sector
is a key issue linked to financial system
stability. Unsound risk management
practices governing bank lending played
a central role in recent episodes of
financial turmoil, most notably during the
Asian financial crisis of 1997-98. The
current regulatory framework governing
the standards of bank capital, the 1988
Basel Capital Accord, played a part in this
crisis. Major flaws made it ineffective in
promoting sound risk management
practices, as it did not sufficiently
discriminate between different levels of
risk, and in certain areas encouraged
excessive risky lending and investing.

Consequently, the Basel Committee on
Banking Supervision has moved to revise
the framework. A new capital accord
(Basel II) is now being finalized to
replace the current one. The introduction
of Basel II is a significant measure that
promises to promote sound risk
management practices. It seeks to
enhance the risk sensitivity of capital
requirements, promote a comprehensive
coverage of risks, offer a more flexible
approach through a menu of options, and
is intended to be applied to banks
worldwide. It incorporates minimum
capital requirements into a three-pillar
structure that includes robust supervisory
review and a greater role for market
discipline through more meaningful
disclosure.

Preparing for the scheduled
implementation of Basel II at the end of
2006 is a challenge for banks and bank
supervisors alike. Its adoption is seen to
involve significant costs for many banks
as well as major improvements in
practices and operations.  It is also
expected to entail extensive preparation
on the part of financial regulatory and
supervisory authorities, significant legal
and regulatory changes, and intensified
international cooperation among relevant
authorities.

Implementing Basel II

To meet this challenge, the following
needs to be done:

• Each jurisdiction has to look into
overarching policy considerations
with respect to the implementation of
Basel II. This requires an assessment
of domestic priorities vis-à-vis the
benefits of early implementation
of the accord, focusing on the
implementation of core principles, the
legal and regulatory infrastructure, the
role of market discipline, accounting
standards, human resources and the
soundness of corporate governance
structures.

• Each jurisdiction should determine
the scope of application of Basel II
within its area. This involves an
assessment of the current status and
needs of the banking system, the
identification of the range of
approaches that banks could
reasonably be expected to implement
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(including the identification of
significant banks  taking into
consideration size, complexity,
international presence and systemic
importance), and the determination of
timing and way of implementation.

• Each jurisdiction should make an
assessment of banks’ capabilities
(especially risk management
capabilities of significant banks),
ensure that the supervisors assist
banks in this process, provide
guidance on which models will be
acceptable and on data collection
specifications, and discuss validation
of internal assessments with banks.

• Each jurisdiction should make an
assessment of supervisory
preparedness. Efforts should focus on
how to translate the findings of  the
assessment of banks’ capabilities into
legislation and a new supervisory
framework, how to develop national
guidance and  the timeframe involved,
supervisory resource and training
requirements with regard to internal
resources and staffing, and
infrastructure requirements (such as
information technology and
reporting).

• Finally, each jurisdiction should work
on implementation, finalizing
legislative action, make adjustments
to domestic conditions if necessary,
manage the parallel running of the old
and new systems and ensure the
continuation of international dialogue
among supervisors.

Bank supervisors must implement the
framework in a way that suits national
circumstances while ensuring safety and
soundness of the banking system and
encouraging sound risk management.
They should ensure that they are
eventually in a position to offer their
significant banks the possibility to move
to more advanced methodologies,
inasmuch as the vision behind Basel II is
the continued improvement of banks’ risk
measurement and management over time.

Are the banks ready for Basel II?

To assist in the preparations on the part
of banks and supervisory authorities, the
PECC Finance Forum, in collaboration
with the Asian Bankers’ Association, has
undertaken a survey of the regulatory and
business environment for risk
management practices in the banking
sectors of APEC economies. The key
results of the survey are as follows:
• The survey highlighted the broader

array of credit and operational risks
facing banks in emerging markets,
especially in the less developed ones,
compared to their counterparts in
mature markets.

• Emerging market bank supervisors,
and banks themselves, are aware of
these risks, and this awareness is
reflected in efforts toward sound
practices on the part of bank
supervisors and banks alike.

• All in all, however, emerging market
banks still lag far behind mature
market banks in maintaining robust
risk management practices in most
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areas, as well as in the use of
sophisticated risk management
systems.

• Basel II is seen by most banks in
emerging markets as an opportunity
to improve their risk management
practices. More emerging market
banks plan to adopt the more
sophisticated approaches to
measuring credit, market and
operational risks than their respective
supervisory authorities expect.

• Many of these banks, however, face
serious resource constraints, most
especially with respect to technology,
data availability, and to a limited
extent in the case of less developed
emerging markets, staffing. There is
also a need for improved cooperation
between banks and regulators, as well
as for addressing shortcomings in the
policy and business environments that
affect risk management practices.

• The survey report concludes with
recommendations to focus capacity-
building on technology, training, and
data collection infrastructure, as well
as on improving corporate
governance, systems for resolving
banking sector problems, accounting
principles and rules, auditing
practices and payment and clearing
systems. It asks APEC to work toward
strengthening capacity-building
efforts for bank supervisors and banks
in the region.

• Lastly, the report highlights the
importance of the initiative being
undertaken by PECC and ABAC to
establish a Public-Private Sector

Advisory Group on Financial  Sector

Capacity-Building to promote
enhanced coordination and
complementation of programs and
promote greater private sector
contribution to capacity-building
within APEC.

In addition, the discussions of the Finance
Forum on the results of the survey
highlighted the following issues:

• Much remains to be done to improve
the policy environment affecting risk
management. Banks nevertheless
acknowledge the significant reforms
that have been undertaken in the
region’s emerging markets in recent
years, especially in banking and
capital market laws, as well as efforts
by supervisors and private groups to
improve corporate governance in
banks.

• There remains a great deal of concern
in emerging markets about the impact
of Basel II on lending to SMEs, as well
as the impact of the introduction of
operational risk in the framework for
calculating minimum capital
requirements.

• There is a need to harness to a greater
extent for capacity-building efforts the
expertise available in the private
sector, especially in the area of risk
management.

Policy Recommendations

The presentations and discussions during
this session give rise to the following
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policy recommendations for APEC:

1. To promote sound risk management
practices as a solid foundation for
financial stability in the region, APEC
should take advantage of the
introduction of Basel II by
encouraging banks to move on to
more advanced approaches to risk
measurement and management, while
developing bank supervisors’
capabilities to effectively supervise
banks using such advanced
approaches.

2. APEC should ensure, and where
necessary undertake, the delivery of
capacity-building for bank
supervisory authorities, focusing on
technology, training and data
collection infrastructure, while
promoting access of banks in the
region to high-quality training in risk
management and encouraging
enhanced cooperation between banks
and bank supervisory authorities.
APEC should also look at ways to
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build capacity in key areas of the
policy and business environment
affecting risk management practices
in member economies, including
corporate governance, systems for
resolving problems in the banking
sector, accounting principles and
rules, auditing practices and payment
and clearing systems.

3. To improve coordination and
complementation among existing
capacity-building programs in the
areas outlined above, to effectively
facilitate the introduction of new
programs, especially in the area of risk
management, and to strengthen
public-private sector cooperation in
these efforts, the APEC Finance
Ministers should support and actively
participate in the Public-Private

Sector Advisory Group on Financial

Sector Capacity-Building, an
initiative jointly being promoted by
ABAC and PECC, which will hold its
inaugural meeting on September 5,
2003 in Phuket.




