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Credit risk, its measurement and its management, has been attracting increasing  public interest over the past few years. The main driving forces are a) continuing credit problems in the public bond markets, which began  with the 1998 Asian crisis, b) a sharp increase in  credit market activity, in particular securitisation and derivatives, and c) major progress in risk measurement and modelling techniques, especially in the market risk domain. The Oesterreichische Nationalbank welcomes this increased awareness of credit risk from two perspectives. First, from a monetary policy point of view we expect further enhancement of systemic stability in the banking and payment systems. And second, from the perspective of banking supervision,  we look forward to increased transparency of banking risks and a greater range of techniques in the supervisory tool box.

Another positive effect of this risk awareness is that we can observe a considerable increase in the number of events dealing with this issue. However, this  Austrian Workshop on Credit Risk Management is quite unique because it brings together experts from very different fields , such as bankers, banking supervisors, researchers and students, as well as from many different countries. I would like to thank everyone  who has participated in the preparation and organisation of this event, in particular the staff of the "Financial and Actuarial Mathematics Group" of the Vienna University of Technology and  the "Scientific Association for Modern Risk Management".

In my keynote address I will give a short introduction and overview of the new capital adequacy framework,  particularly  its  credit risk elements. I will then briefly discuss the main implications of the proposed new regulations for banks and banking supervision. This discussion will highlight the importance of a comprehensive and integrated concept of credit risk management. The talk will conclude with an outlook for the likely future agenda for banks and supervisors, as well as for academics.

So let me start my introduction to the new capital adequacy framework by re-stating  the main objectives of the changes proposed  by the Basel Committee on Banking Supervision

· the Accord should continue to promote safety and soundness in the financial system and, as such, the new framework should at least maintain the current overall level of capital in the system;

· the Accord should continue to enhance competitive equality;

· the Accord should constitute a more comprehensive approach to addressing risks;

· the Accord should contain approaches to capital adequacy that are appropriately sensitive to the degree of risk involved in bank's positions and activities; and

· the Accord should focus on internationally active banks, although its underlying principles should be suitable for application to banks of varying levels of complexity

The third and the fourth aims, which relate to a comprehensive approach to risk and  improved risk sensitivity, are particularly directed at  the developments in the banking industry I mentioned earlier, namely the increased business involving  asset securitisation and credit derivatives, and  improvements in credit risk modelling techniques.

An important question is how the  regulations will impact  on the first two objectives.  Preliminary calculations have revealed that the new risk weighting systems may lead to significantly different capital requirements. The main task for the coming months until the publication  of the final version of the Accord and the parallel EU Directive will be to study in detail their likely  impact on different types of banks and portfolios in order to ensure that the intended positive effects on financial stability and on market conditions will indeed occur.

The fifth main goal will be of particular importance for the EU regulators. They face the difficult task of translating the key provisions of the Basel Accord into a set of regulations that are applicable to a wide variety of financial institutions without conflicting with other goals, especially the need to ensure competitive equality.

Another new element of the capital adequacy framework that I would like to highlight  is the evolutionary approach the regulators are taking. This can be understood in two ways. First, banks are expected to move from the standardised approach to the internal measurement approach and within the internal approach from the foundation to the advanced method by developing risk management capabilities. Regulators hope that this  will  provide  appropriate incentives for individual banks as well  as encouraging ongoing improvement in risk management practices at an industry-wide level. Secondly, international regulators believe that the improvements in risk measurement and management will pave the way for  an approach that uses full credit models as a basis for regulatory capital purposes. In addition, it is anticipated that the approaches themselves will evolve as experience and data develop.

One major problem of the current Capital Accord is its limited ability to integrate new developments in financial markets into the banking supervisory response and to react appropriately  to organisational changes in financial institutions. The evolutionary approach may be the right way forward. But it must be stressed that this  means that the revision of the capital adequacy framework will become a permanent task for international regulators and that further international convergence of supervisory practices will be essential.

In the new Accord, capital adequacy rests on three mutually reinforcing pillars, namely minimum capital requirements, supervisory review and market discipline. Credit risk plays a key role in all three pillars and I would like to highlight the most important issues.

Let us have a brief  look at  some data. The chart shows the median percentage of risky loans to total loans for all Austrian banks. I have taken this data from annual  supervisory reports where banks have to classify their loans into the following four categories: ‘no risk discernible’ , ‘watch’, ‘doubtful’, and ‘loss’. The latter three categories are labelled risky in this chart. Without going into too much detail on the appropriateness of the underlying concept and on data quality, and both the concept and the data could certainly be challenged, it is clear that

a) credit risk is by no means immaterial for the average Austrian bank since risky loans account  for roughly ten percent of all exposures; and

b) credit risk has been rising in recent  years.

Let me now say a few words about the regulations of the new framework relating to credit risk.

The standardised method for credit risk in pillar one is essentially  a modification of the risk weighting scheme of the 1988 Accord. To improve risk sensitivity without making the approach overly complex, risk weights are based on external credit assessments. The recognised external credit assessment institutions will comprise rating agencies and export credit agencies, the latter only in relation to  sovereigns. A major issue here will be the mapping of rating categories onto supervisory risk weights, in particular if banks seek the recognition of newly established agencies.

The standardised method of credit risk mitigation (CRM) can also be understood as a modification of the existing framework. The new approach offers a broader definition of eligible financial collateral, guarantors and counter-parties to derivatives transactions. The new element in the CRM  framework is that banks will be required to account for possible changes in the value of collateral received by using haircuts. These haircuts reflect the risk that arises when there are time lags between the default of the borrower and the bank's ability to liquidate collateral for cash. A key issue here will be to set haircuts at an appropriate level and to monitor them under changing market conditions.

Both standardised approaches are complemented by operational requirements. In the case of the standardised approach to risk weighting, these requirements refer to the way a bank uses external ratings in its risk management system. In the credit risk mitigation framework, operational requirements are set for the control over legal risks of collateral transactions as well as for the ongoing monitoring of the market value of the collateral. I will come back to the importance of such operational requirements in a few minutes.

The most important new element of the revised Capital Accord with regard to credit risk is the internal ratings-based approach. The IRB approach provides a similar treatment for corporate, bank and sovereign exposures, and a separate framework for retail, project finance and equity exposures. For each exposure class, the treatment is based on three elements:

a) risk components, where a bank may use either its own or standardised supervisory estimates;

b) a risk weight function which converts the risk components into risk weights to be used by banks in calculating risk-weighted assets; and

c) a set of minimum requirements that a bank must meet to be eligible for IRB treatment.

Since you will hear a full presentation on these rather complex regulations, I can happily restrict myself to a few general remarks. Adherence to the requirements of the IRB approach will require most banks to enhance their existing risk management systems, and banks should begin this process now. The implementation of the IRB approach also presents challenges for  banking supervisors in most countries, and national authorities need to begin to consider these  without delay.

To complete  my overview of the credit risk elements in the new Capital Accord let me have a brief look at the other two pillars.

The main purpose of the second pillar (supervisory review) is to ensure that each bank has sound internal processes in place to assess the adequacy of its capital based on a thorough evaluation of its risks. Developing an internal capital assessment process and setting targets for capital that are commensurate with the bank's individual risk profile and control environment is a crucial management task for a a bank. Of course, credit risk plays an important role in this process. Supervisors have to carefully review a bank's internal capital allocation system and its compliance with the minimum criteria in pillar one, and to take appropriate action if they are not satisfied.

A more appropriate degree of market discipline is to be achieved by  pillar three of the new Accord through enhanced disclosures on capital, risk exposures, and rating and management processes. In particular, separate disclosure requirements are set out  as prerequisites for supervisory recognition of internal methodologies for credit risk, credit risk mitigation techniques and asset securitisation. This is essential to ensure that market participants can better understand banks' risk profiles and the adequacy of their capital positions and risk management systems.

Now I would like to draw your attention to another important piece of work on credit risk which was also undertaken by the Basel Committee on Banking Supervision, but which has attracted less public attention. After several years  of work and a short consultation period the Committee released "Principles for the Management of Credit Risk"
 in September 2000. This document was issued in order to encourage banking supervisors to promote sound practices for managing credit risk and specifically addresses practices in the following areas:

· establishing an appropriate credit risk environment by formulating and periodically reviewing the credit risk strategy and the significant credit risk policies of the bank;

· operating under a sound credit granting  process, with well-defined credit-granting criteria and a system of overall credit limits;

· maintaining an appropriate credit administration, measurement and monitoring process within the internal rating system which is also consistent with the nature, size and complexity of the bank's activities; and

· ensuring adequate controls over credit risk, including a system of independent assessment of the bank's credit management processes.

In our view, this paper complements the regulations laid down in the new Capital Accord in an important and helpful way. Risk measurement and the allocation of risk capital is clearly at the core of banking supervision under the new capital regime but it must  fit into the whole risk management framework of the bank in order to ensure its full stabilising effect. These sound principles provide for both banks and supervisors, an additional reference in particular for the interpretation of the operational requirements laid down in both the standardised and the IRB approaches. Let me stress that there is no reliable way for a bank to introduce an internal ratings approach for capital allocation without first having this risk management framework in place.

Let me now me now come to my preliminary conclusions and the possible future agenda. The new Capital Accord is certainly a step in the right direction.  We, as supervisors, think that Basel II will have the following implications:

The new capital adequacy framework will provide more risk sensitive capital requirements than the existing broad-brush approach and will thus enhance the stability of the banking and  payment systems.

Bank's risk positions and strategies will become more transparent to banks themselves, to their supervisors and to other market participants and will lead to an increased awareness of credit risk issues.

In order to facilitate internal benchmarking by risk managers, supervision and investment decisions, methods of risk assessment and risk measurement will be further developed so that they become more readily applicable and comparable.

This will eventually lead to common best practices as regards methods, data, instruments and documentation in the area of credit risk management, all of  which are essential prerequisites for the creation of successful credit products and smooth functioning credit markets.

But this will require  considerable efforts from everyone involved -  banks, supervisors, and researchers. We would therefore recommend that until the implementation of the new Accord,  planned for the beginning of 2004, attention is focussed on  developing robust measurement techniques for  the key risk parameters -  probability of default, loss given default, exposure at default, and maturity.

Measurement must  be based on reliable  data, including data pools set up by  banks in particular banking sectors, as well as best practice estimation methods. On this, we  expect a contribution from the research community as to how robust measurements can be obtained using  relatively few data.

The measurement results should be applicable in daily credit risk management throughout the whole banking organisation from the top management to the lending officer in the smallest business unit.   Unless there is  a direct positive impact on every lending decision, the whole exercise of enhanced risk sensitivity will not yield its full potential positive impact.

Risk measurement methods have to be transparent to enable control units such as internal and external auditors as well as supervisors to judge both their appropriateness and their compliance with internal policies and regulatory requirements.

And last but not least, risk measurement should be in line with best industry practice in order to enhance liquidity of any credit products based on these methods.

In line with the evolutionary approach of the new capital adequacy framework, we would expect to have sound inputs for the development of full credit risk models at some point  after 2004.

"Nature has established patterns based on the repetition of events, but this rule applies most, not all of the time". The simple sentence was apparently quoted in 1703 by Gottfried von Leibniz to the famous Swiss mathematician Jacob Bernoulli.  He was subsequently motivated to invent the Law of Large Numbers. May the recent Basel Principles be as much a stimulus for the research community, especially for the participants of this workshop, to find simple and feasible solutions for the issues  I have set out today. And do not forget to keep in mind that your solutions are likely to apply "most, but not all of the time”.
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