
Global supervision, financial stability 
and risk control: a banker's view 

DAVIDECROFF 

Introductory: on globalization, financial crises and banks 

The intensifying international flows of goods, services and capital, the 
proliferation of multinational corporations with offices in different 
countries, and the reduction of tariff and regulatory barriers to trade 
are some of the aspects of market globalization. In the past two 
decades we have seen a significant increase in the volume of 
international capital flows between industrial countries and, since the 
turn of the '90s, an appreciable rise in exch311ges with the emerging 
economies as well. Financial integration between the industrial and 
developing economies has led on the one hand to more efficient 
allocation of resources (savings and investment), and hence to greater 
aggregate welfare but on the other to heightened financial instability 
in connection with abrupt, massive shifts of capital, often in response 
to marginal variations in the macroeconomic situation of a country 
or, worse, simply to alarming news. In this context, financial crisis in 
one country can spread swiftly, touching off worldwide contagion. A 
critical link in the spread of crises appears to be the banking system, 
which is often involved directly as the vehicle of speculative, high-risk 
capital movements (Table 1). From the standpoint of crisis prevent­
ion, then, it is natural to examine the role of internal controls, i.e. the 
governability of the banks, together with the supervisory and 
oversight role of the central banks and supranational organizations. 

The vulnerability of the world banking system is illustrated in a 
study released in 1997 by the International Monetary Fund showing 

0 Banca Nazionale del Lavoro, Roma (Italy). 
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that in the recent past 130 of 181 member countries have had severe 
banking problems.' The Latin American debt crisis of the early '90s 
was the first in a string of financial catastrophes involving the Scandi­
navian banking system, the US thrift institutions and, more recently, 
Japanese banks; 1995 is often remembered as a year of spectacular cri­
ses of major banks: the Barings failure, the enormous losses of Credit 
Lyonnais ($ 4.2 billion), Daiwa ($ 1.2 billion) and others. The unex­
pected failure of Barings, which threatened to touch of a chain reac­
tion, was due to speculation in financial derivatives. The troubles of 
Daiwa and Credit Lyonnais stemmed from enormous uncollectable 
debts run up by major borrowers, partly as a result of the rise in in­
terest rates in 198 9. 

The recent events in Asia, Russia2 and Brazil show that in our 
globalized age, financial crises come too frequently and spread too 
fast, triggering processes of contagion that can do severe damage to 
the productive economies affected, be they industrialized, emerging, 
or in transition. The severe systemic repercussions of these crises have 
refocused attention on the need for concerted international action 
(regulation and supervision) to develop a common system for the 
measurement and control of risk. The prime objective must be crisis 
prevention. 

In response to growing market integration, the loftiest ambition 
of the international banking system would be an adequate system of 
oversight internal to the individual credit institutions capable of 
monitoring assets and borrowers. It was the lack of such controls that 
caused the collapse of Barings and the huge losses of other top banks 
in 1995. 

New supervisory models are now emerging that stress the re­
porting and inspection phases and assign regulators to define mini­
mum capital ratios' and qualitative requirements. These regulations 

1 Lindgren, Garcia and Saal (1996). 
2 The Institute of International Finance estimates the losses sustained by banks 

and other financial institutions as a consequence of the crises in just three Asian 
countries plus Russia at$ 350 billion. 

3 The Basle Capital Adequacy Accords of 1988 were an instrument for reducing 
systemic risk. The regulations were intended to make sure that in case of failure 
shareholders would suffer substantial losses, thus prompting banks to sounder and 
more prudent conduct. Aside from the intensifying criticism of the perverse effects of 
the regulation, its strictly microeconomic approach can hardly be expected to deal 
with systemic risk. And as we shall see, other measures to attenuate the risk of sys· 
temic crisis may be designed. The Basle Accords set the minimum capital adequacy 
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acknowledge the viability, and perhaps even the superiority, of con­
trol systems developed internally by the banks, which assign heavy 
responsibilities throughout the ranks of management to establish and 
pursue objectives of oversight and to help instill a culture of control 
within the bank. The 1998 Report of the Basle Committee describes 
internal control as "a process effected by the board of directors, senior 
management and all levels of personnel. It is not solely a procedure or 
policy that is performed at a certain point in time, but rather it is con­
tinually operating at all levels within the bank. The board of directors 
and senior management are responsible for establishing the appropri­
ate culture to facilitate an effective internal control process and for 
continuously monitoring its effectiveness; however each individual 
within an organisation must participate in the process".' 

The spread of global banking is a major challenge for central 
banks and supervisory authorities, be they national or supranational. 
Interestingly, in 1998 commercial banks alone held nearly 50 percent 
of the foreign debt of the main emerging economies (1' able 2). The 
expansion of banking business both geographically and in terms of 
products and services makes it increasingly difficult for outside con­
trol bodies to truly grasp the relations between the various activities 
of a given bank and thus to devise suitable regulations. On the plane 
of supranational controls, rules should be enacted that reflect the 
revolution under way in world financial systems, encouraging har­
monization and procedural standardization. 

Three levels of defense against systemic risk have been identi­
fied:' 1) creation of a lender of last resort - a central bank or interna­
tional institution - to guarantee liquidity in case of financial crisis; 2) 
deposit insurance, to reduce the likelihood of a run on banks sus­
pected of being short of liquidity; 3) stronger banking regulation and 
supervision. This third defense is necessitated by the danger of moral 
hazard that could be engendered by the safety net constituted by the 
first two: aware that they are safe, in fact, some banks might have an 
incentive to make rash moves in terms of the risk-return trade-off. 

The effort to create a common platform to promote the sound­
ness of national financial systems has embraced an intensifying activ-

ratio for banks at 8 percent of risk-weighted assets; banks must also have "core capi­
tal" of at least 4 percent of risk-weighted assets. 

• Basle Committee (1998, p. 8). 
5 Group of Thirty {1997). 
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ity on the part of international forums. The result has been an in­
creasingly clear market orientation in setting the rules to bridge the 
disparities between national laws and to permit a variety of imple­
mentation techniques. A global supervisory authority would appear 
to be inconceivable, but at the same time no other regulatory appara­
tus is sufficient to guarantee world financial stability unless individual 
banks conduct themselves correctly. The emerging orientation in su­
pervision as regards market risk and credit risk follows this line; 
namely, the tendency is towards greater interaction between internal 
risk management and prudential supervision. The banker has a central 
role in implementing the model of stability that the institutions call 
for: 

COMPOSITION OF EXTERNAL DEBT FOR MAJOR 
EMERGING MARKET ECONOMIES 

(percentages) 

1998 

By creditor:' 

International financial institutions 14.7 

Official bilateral creditors 27.5 

Commercial banks 45.3 

Other private creditors 12.5 

By borrower: b 

Public sector 75.5 

Deposit money banks 11.2 

Other private sector 13.2 

TABLE2 

1997 

12.6 

21.2 

34.3 

31.9 

49.5 

23.7 

26.8 

00 

For 29 emerging economies: China, India, Indonesta, Malaysta, Phdtppmes, South Korea, 
Thailand; Argentina, Brazil, Chile, Colombia, Ecuador, Mexico, Peru~ Uruguay, .Venezuela; 
Bulgaria, Czech Republic, Hungary, Poland, Romania, Russia Federauon, Slovakia, Turkey; 
Algeria, Egypt, Morocco, South Africa, Tunisia. . . . . 

b For 18 emerging market economies with total debt of approximately$ 1,4 tnlhon 10 1997. It 
includes some estimates for 1996 and 1997. 

Source: Institute of International Finance, Working Group on the Liberttlization ofCapitttl Move­
ments. Prelimiuary Report, 3 August 1998,1IF, Inc., Washington. 

6 See Heimann {1998). 
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The foregoing considerations suggest that: t) at the macroeco­
nomic level, we need to reinforce the role of crisis prevention and cri· 
sis management by all concerned, designing a 'new architecture' for 
the international financial system hinging on standards of transpar­
ency and prudential supervision, the development of 'safety nets' to 
minimize the risk of contagion, and the consolidation of the capital 
markets in the emerging countries; it) at the microeconomic level, it is 
necessary and perhaps a top priority, in view of the recent collapse of 
some large banks, to strengthen risk management systems and de­
velop internal models for assessment of the many specific risks that 
banks assume in their day-to-day business. 

1. The top-down approach to·stability: global banking and inter· 
national institutions 

Overseeing stability requires concerted action, the harmonization of 
international supervisory and regulatory standards, support to the 
weak economies, attention to the early warning signs of crisis. This 
necessarily means stepping up cooperation among international 
institutions, such as the IMF, the World Bank, the Bank for 
International Settlements, the Basle Committee, national central 
banks, the World Trade Organization and. the OECD, with a 
redefinition of their respective roles and powers. At present, each 
instituti~n is responsible for a definite area; but crises cut across the 
entire financial apparatus and require concerted intervention. Of late, 
international financial institutions have responded to the problem of 
global crisis with a series of initiatives involving all the leading 
organizations (IMF, BIS, World Bank). The Basle Committee on 
Banking Supervision has published the fundamental principles for 
proper supervision, laying down the minimum requirements that 
constitute the preconditions for effective supervision, with indications 
concerning banking activity, prudential regulations, methods of 
supervision over ongoing activities, reporting requirements, the 
formal powers of the authorities, arid banks' international business 
activities. 
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However, reliable machinery of supervision and regulation is 
but one of the necessary pillars of a stable and efficient financial sys­
tem. The others comprise a macroeconomic and institutional envi­
ronment that fosters a healthy credit culture, the effective working of 
the market, and control over the sound governance of banks by their 
shareholders. In conformity with the principles of the Basle Commit­
tee, the IMF and World Bank should operate in concert: the former 
intensifying the dialogue with its member countries to identify possi­
ble areas of vulnerability within the financial system, the latter sup­
plying the economic resources and technical assistance to restructure 
the banking and financial sector of troubled countries. The suprana­
tional financial institutions have two priority areas for intervention: 
first, greater transparency through continuous and complete informa­
tion and second, the establishment of a set of incentives that reward 
proper financial conduct, not distorted by conflicts of interest, ill­
conceived safety mechanisms or limits on competition. 

1.1. The International Monetary Fund and surveillance of economic sta­
bility 

Sound money, prudent fiscal policies and open markets are the sine 
qua non for economic growth in every country and are the primary 
objectives of the International Monetary Fund. The changes that have 
transformed the market and the rise of powerful geographical 
interdependency now necessitate an extension of the IMF's tasks to 
ensure the stability of banking and financial systems at the world 
leveL The recent crises have heightened the need to adapt the IMF's 
mandate to the effects of globalization on the world financial system. 
The Fund's present procedures for banking and financial oversight are 
not in scale with the dimensions of the global market or the risk of 
the new instruments traded. Banking is now truly global, and as we 
have seen on more than one occasion of late it is highly exposed to 
economic and financial crises, the domino effect always lurking. Table 
3 shows the external exposure of the main banking systems; in 1998 
the euro area was the most highly exposed to third countries, with 41 
percent of total lending; far behind were Japan (14 percent), the 
United States (11 percent) and the United Kingdom (9 percent). The 
area receiving the largest amount of international bank lending was 
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Asia, with 32 percent of the total. The figures show that the Econ­
omic and Monetary Union of Europe has greater need than the ,rest of 
the world not only for efficient internal controls but also for adequate 
protection against systemic risk. 

The consensus view among economic operators is that the main 
impediment to the exercise of oversight by the Fund is its lack of in­
stmments to enforce the mles. To this end, the first need is for closer 
cooperation of the Fund with member countries and with the other 
leading international institutions. From the operational standpoint, 
this means jointly defining the mles and incentives to foster prompt 
corrective action by the member countries at risk and the harmoniza· 
tion, in the field of banking supervision, of national intervention pro­
cedures and instmments. 

TABLE3 

THE GLOBAL BANKING MARKET, 
THE EXTERNAL EXPOSUREbF THE MAIN BANKING SYSTEMS 

{percentages, 1998) 

~ Euro United 
Japan 

United Others Total area States Kingdom 

Composition by creditor country 

Latin America 45 23 4 9 19 100 
Eastern Europe 73 8 2 2 15 100 
Asia 33 10 32 7 18 100 
Others 44 9 9 9 29 100 
Total 41 11 14 9 25 100 

Composition by debtor country 

Latin America 24 52 8 25 23 25 
Eastern Europe 21 8 2 5 10 12 
Asia 25 24 73 35 30 32 
Others 30 16 17 35 37 31 
Total 100 100 100 100 100 100 

Sources: Based on data from Institute of International Finance, Working Group on the Liberaliza· 
tion of Capital Movements. Preliminary Report, 3 August 1998, IIF Inc., Washington, and 
BIS, Annual Report 1997 and Annual Report 1998, Basle. 

As for oversight strictly speaking, one must distinguish banking 
supervision in a single country from multilateral surveillance. As to 
the former, the IMF can affect a country's macroeconomic policy 

-;' 
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through periodic consultation, seeking to identify weak points in the 
financial system and suggesting corrective measures compatible with 
international standards. Multilateral surveillance, by contrast, is ef­
fected via recommendations based on the analysis produced in the 
IMF's World Economic Outlook and International Capital Markets. 
The recommendations are intended to act on elements of financial 
vulnerability and systemic risk that may trigger international spill· 
overs. The Fund thus seeks to detect weak points, such as banking sec­
tors of systemic importance, financial supervision and regulation, the 
design and operation of the financial infrastructures underlying the 
main international markets. It is worth noting that the Fund's rec­
ommendations are at present no more than rules implicit in the exist­
ing Articles of Agreement, as the institution has no mandate for sur­
veillance over national or international banking systems. This limita­
tion should be removed or at least relaxed with the reform of the Ar­
ticles. 

1.2. The coordination of banking and financial mrveillance 

The effort to devise an efficient international system of oversight and 
control is the focus of the debate on IMF reform. The discussion 
involves other international organizations as well, such as the \VI orld 
Bank, the OECD, the \VI orld Trade Organization, the Bank for 
International Settlements - with its Committee on Payment and 
Settlement Systems and Committee on the Global Financial System -, 
the Basle Committee for Banking Supervision, the securities market 
association IOSCO, the committee for insurance market supervision 
IAIS, and the Joint Forum on financial conglomerates. 

This vast array of supranational organizations is discussed in the 
Tietmeyer Report, drafted under an IMF mandate to design a pro­
posal for coordination among international organizations in the 
sphere of banking and financial supervision.' While judging that the 
present institutional arrangements for supervision can be considered 
adequate, the Report stresses that the instruments available must be 
coordinated differently and used more effectively. Endorsing the need 
for the IMF to continue to act as central coordinator of international 

7 Tietmeyer (1999). 
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supervision, the Report notes that other institutions - advisory bod­
ies, select groups - must play a greater part in the oversight process. 
Specifically, it highlights the disparity between the fragmentation of 
global supervision and the integration of international markets.' 

The Report notes three problem areas: 1) the distinction be­
tween micro- and macro-prudential supervision; 2) the coordination 
between national authorities and international financial institutions; 
3) the involvement of the emerging countries in the prevention and 
monitoring of international financial crises. Success in these three ar­
eas should enhance the efficient functioning of international markets 
with full utilization of resources and a fairer distribution between 
countries of the benefits from the free global movement of capital. 

The Report also indicates three areas for action. First is identify­
ing the weak points in today's financial systems, at both national and 
international level, in order to locate the sources of systemic risk and 
design regulations and supervisory policies that can reduce vulnerabil­
ity. The second is creating new procedures for the development of ef­
fective international supervisory rules and standards. The third is en­
suring effective application of these rules and standards within mem­
ber countries. 

1.3. Loans and lending of last resort 

Article 1(5) of the IMF Articles of Agreement defines the institution's 
purpose as "making the Fund's resources temporarily available to 

[members] under adequate safeguards, thus providing them with 
opportunity to correct maladjustments in their balance of payments 
without resorting to measures destructive of national or international 
prosperity". The IMF's resources, contributed by the member 
countries, are lent to the members for relatively short-term coverage 
of balance-of-payments deficits. 'Fundamental' imbalances may result 
in adjustments to exchange rate parities. All members that draw on 
Fund resources pledge to adopt the necessary measures to correct the 
imbalance and repay the loan as soon as possible, and in any case 
within three to at most five years. In addition to its traditional 

8 It cites, as n first step towards overcoming this dichotomy, the formation 
within the BIS of the Forum on Financial Conglomerates (Tietmeyer 1999). 
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facilities, which still represent the main instrument of intervention, 
the Fund offers a number of new credit facilities created in recent 
years. 

Table 4 compares the value of IMF lending, world exports and 
the external debt of the developing countries over the years. Whereas 
in 1970 IMF credits were equal to 17 percent of the less developed 
countries' external debt, in 1998 the figure was 12.2 percent. The 
same year, the Fund's lending amounted to 5.1 percent of world mer­
chandise exports. 

TABLE4 

IMF QUOTAS, WORLD EXPORTS AND DEVELOPING COUNTRY DEBT 
(billions of dollars and percentages) 

1970 1980 1990 1997 1997 

IMP quotas 12.6 77.6 123.6 195.3 288.0 

World exports 298.4 1,921.8 3,377.6 5,463.5 5,665.6 

Developing country external debt 74.0. 615.7 1,480.2 2,237.9 2,359.9 

Quotas/World exports 4.2 4.0 3.7 3.6 5.1 

Quotas/LDC debt 17.0 12.6 8.4 8.7 12.2 

• 1970 esumate assumes short-term = 25% of long-term. 

Source: Institute of International Finance, Working Group on the Liberalization of Capital Move­
ments. Preliminary Report, 3 August 1998, IIF, Inc., Washington. 

Policies on the exercise of members' drawing rights have 
evolved constantly since Bretton Woods. Rights are clearly related to 
the financial resources at the Fund's disposal, which depends in turn 
on subscription quotas. The quotas are thus an essential part of the 
structure of the Fund, determining both the decision-making powers 
and the obligations of the members. In particular: a) each member's 
voting rights consist of a fixed portion, equal for all, and a variable 
portion that is proportional to its subscription quota; b) the quota as­
signed to each member is in proportion to its economic importance; 
c) each member's drawing rights are a function of its quota. Quotas 
have been repeatedly increased: as the table shows, IMF reserves rose 
nearly 23-fold from$ 12.6 billion in 1970 to$ 288 billion in 1998. Re­
cently the Fund has also revised and extended its General Arrange-
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ments to Borrow, instituted in 1962. At the beginning of 1997 the 
funds for special credit facilities amounted to $ 24 billion. The central 
banks of IMF member countries have also extended their swap ar­
rangements to over $ 54 billion and stand-by arrangements to $ 32 bil­
lion. 

The terms of access to Fund credit have been progressively re­
laxed, and over the years new services have been offered permitting an 
increase in the maximum amount of credit at the disposal of each 
member. The original provisions (Article 5[3]) were fairly vague in 
this regard. The role of the Fund as lender of last resort is now at the 
centre of the debate on reform of the Articles of Agreement, and it 
will be essential to insist on the need to standardize Fund interven­
tion, ensure transparency and prevent moral hazard. In the light of 
globalization, last-resort lending by national central banks no longer 
appears sufficient to ensure the stability of the world financial system, 
so it is only natural to assign this role to the International Monetary 
Fund, as part of a system that recognizes that countries must receive 
funds in advance, in time to head off crisis. 

Interest rates on emergency lending of this sort would be set on 
the basis of the economic and financial policies of the borrower gov­
ernment, with less stiff terms for those adhering to the new standards 
of conduct. In any event, in view of the serious risk of contagion (as 
highlighted by the recent Asian and Latin American crises), countries 
in difficulty would not be denied credit, but those violating the new 
code of conduct could be penalized with higher interest rates and re­
quests for social reforms. However, due account must also be taken of 
the negative repercussions of higher interest rates. 

It is evident that the world economy needs a lender of last resort 
that can provide capital in emergencies, as a national central bank 
provides liquidity to private banks in trouble. From this standpoint, 
the Fund should formulate new policies to strengthen that role: for 
instance, pre-qualification of countries for emergency finance. By this 
criterion, the Fund could intervene in accord with national central 
banks whenever failure to provide assistance entailed the risk of a 
domino-style systemic contagion, a chain reaction of banking system 
failures linked with markets in difficulty jeopardizing the orderly op­
eration of significant parts of the global financial system. 

l 
I 
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This is the backdrop to the IMF's decision (April1999) to insti­
tute a special "Contingent Credit Line" (CCL) for members threat· 
ened by serious payments deficits.' The provision remains in effect 
for two years and will supply the resources to prevent the contagion 
of countries that have pursued correct economic policies, in line with 
IMF recommendations and international supervisory standards." 

2. The bottom-up approach to system stability: banks and their 
internal risk management systems 

The integration of markets, and the ease with which financial crises 
are transmitted and can be self-fueling, require rules governing 
intervention machinery and the institution of a technical and 
regulatory apparatus that can prevent potential dangers to global 
financial stability. If, as noted above, the institutional response is 
founded upon the rethinking and the redefinition of the roles of the 
main supranational bodies assigned to safeguard stability, what is 
needed at the level of the financial system and individual banks is a 
common regulatory base and harmonized rules of conduct. 

The ever more complex, intricate financial panorama and grow­
ing information needs have resulted in a decade of major innovation 
in banking and financial regulation. The central role of the banking 
system and the importance attached by international institutions to 
the soundness of the banks as the cornerstone of world financial sta· 
bility have established as the main objective of regulation the intro· 
duction of a set of rules for the efficient government of relations be­
tween supervisory authorities and the intermediaries being overseen. 
The crux of the innovations is a radical change in the modus operandi 
of the banks and the new role of the banker, who now at last has a 
broader range of instruments and scope for banking activity at his 
disposal. 

' IMF (1999). 
10 The CCL flanks the Supplemental Reserve Facility, instituted in December 

1997, which can only be used after a financial crisis has become manifest. The 
amount of credit available under CCL is a function of the Fund's liquidity; it may be 
between 300 and 500 percent of the member's subscription quota. 
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2.1. From the Basle Capital Accord to internal risk management models 

Until quite recently the approach to banking regulation in the leading 
industrial countries assigned risk containment to such instruments as 
bans on particular types of transaction or limits on the set of financial 
activities that could be engaged in jointly. However, the experience of 
the banking crises of recent decades teaches that if the safeguards that 
the market itself installs against excessive risk-taking by banks are 
often inadequate, banking supervisory methods also display signifi­
cant inefficiencies. The old model of banking supervision involved 
interference in the intermediaries' business decisions, setting con­
straints on the banker's role and failing to take due account of the 
potential role of capital in curbing risk. 

A first step towards new supervisory arrangements was the Ba­
sle Capital Accord of 1988, born of the idea of establishing a relation­
ship between a bank's capital and the permissible level of risks it 
could take. This approach was designed to restore the banker's power 
to take independent decisions on the investment of resources and to 
freely determine the degree of risk of assets, assuming the mainte­
nance of an adequate level of capitalization capable of absorbing un­
expected losses and encouraging sound and prudent management at 
the top. 

The minimum capital requirement should be considered, from 
the depositors' standpoint, i.e. in case of failure, as the capacity to 
withstand unexpected losses. Given that the cost of equity is higher 
than that of debt, and given the emphasis on return on equity stem­
ming from heightened market exposure, it is in the banks' interest not 
to overcapitalize, i.e. not to go much above the minimum; and that is 
what one finds in the best performing systems. It follows that in the 
event of major unexpected losses and the need for prompt measures to 
get back in compliance with the capital adequacy ratios, the bank's 
ability to absorb the loss without adverse effects on the system lies 
not so much in the requirement per se as in the quality of its share­
holders. The latter must be ready, and must have the resources, to re­
capitalize. It is no accident that some rating agencies take into account 
the quality of shareholders thus defined. The prudential effect of the 
rule should stem from the shareholders' interest in limiting their po­
tential losses. Its efficacy depends significantly on the mechanisms of 
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corporate governance that determine relations between shareholders 
and management. 

Capital adequacy having been assigned the key role in supervi­
so'"?' controls, the pr~blem arose of determining the standards by 
wh1c~ such.ad~quacy,_m the face of the risks taken, could be judged. 
Th~ f1r~t cnten~n defme~ was the solvency ratio, requiring banks to 
mamtam supervisory capital equal to at least 8 percent of their risk­
weighted assets. The method of minimum capital ratios was subse­
quently extended to market risk, with the introduction of a standard 
measurement of the risk of loss in balance-sheet and off-balance-sheet 
positions due to adverse changes in market prices." 

With the capital ratios, the authorities aim to determine the 
bank's capital ~dequacy relative to the losses that could be generated 
by sources of nsk. However, recent events in connection with inter­
national crisis and the bank insolvencies of the last decade raise ques­
tions as to the effective capacity of the ratio requirements to prevent 
b:mk failures, the possibility o: improving the present regulatory re­
gtme, t~e role of .the _b:mker m sa.feguarding financial stability and 
preventmg systennc cnsrs. On the frrst point, just recall that between 
1991 and 1993 the banking systems of several Northern European 
countries were on the brink of collapse, with total losses ranging from 
2 percent of GDP in Sweden to nearly 11 percent in Finland. And in 
Italy in 1994-95 Banco di Napoli became technically insolvent, even 
though it was in compliance with the solvency ratio. In 1992 the av­
erage ratio of the Swedish banks was 9.3 percent, and that of Banco di 
Napoli stood at 9.98 percent in 1993, just before its collapse. Compli­
ance with the solvency ratio is thus not sufficient to ensure a bank's 
capacity to meet its obligations. 

The question remains of what adjustments to make to the rules 
on credit risk and the role of the banker in safeguarding global finan­
cial stability. 

2.2. Credit risk regulation versus efficient management 

The need to perfect the technical aspects of prudential regulation 
prompted international bankers, supervisory authorities and risk 

11 Basle Committee {1996). 
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managers to test and propose increasingly sophisticated methods of 
risk management. In years past attention focused mainly ~m mar~et 
risks and not until very recently has the need been felt for mnovatwn 
to adapt the tools for the management ~f. credit risk to th.e new 
business environment. Supervisory authontles had been relymg on 
the solvency ratio, whose lack of precision as a.n indicator of a bank's 
soundness has been quite widely discussed. Wh1le on the one ~and the 
Basle standards have the capacity to gauge the order of magmtude of 
possible loan losses, on .t~e other th~re are a series of weaknesses that 
could jeopardize the eff1c1ent allocation of bank resources. 

First of all, let us note that the aggregate 'capital' used ~s the 
numerator in the ratios may not truly represent a bank's capac1ty to 
handle expected and unexpected losses: the p;ovisions .for expected 
loan losses often overestimate effective losses m good times and un­
derestimate them in bad. Secondly, the risk coefficients for the assets 
in the denominator do not truly reflect effective risk: the weights 
cannot observe differences between banks in terms of hedging, portfo-
lio diversification and internal risk management systems. . 

Among the possible objections to t~e pr~s.ent Basle r~gu~atlons, 
let us mention: the lack of a comprehensive v1s1pn of credit r~sk and 
the inadequacy of the categories used to reflect real ov~rall nsk; the 
arbitrary and static nature of the minim~m ~olvency ratiO! the lack of 
attention to the term structure of credit nsk; the margmal role ~s­
signed to guarantees protecting risk P?sitions; the gre~ter c?st, .m 
terms of capital requirements, of hedgmg through cred1.t denvanve 
products; the inadequate treatment ?f co~nterparty ns~ on off­
balance-sheet positions; the scant consideration of the poss1ble bene-

fits of portfolio diversificatio~.. . . . . 
Specifically, the subdiviSion of cred1t r~sk mto .loan portf?ho 

risk, trading portfolio risk and co~nterparty nsk co~fl1cts, operatiOn­
ally, with the use of a summary nsk ~ea~u;e stemnun~ fro.m tran~ac­
tions with one counterparty but set m d1stmct categones; It th.us Im­
pedes adequate coverage. Moreover, the minimum ~~lvency ratiO of 8 
percent fails to capture relevant facto;s suc:h ~s. effiCient management 
and the economic fundamentals, wh1ch s1gmf1cantly affect .corpora­
tions' likelihood of default. The risk of insolvency, in fact, mcreases 
during recessions and decreases during expansions. As to the term 
structure of credit risk, it has been observed that the present rules do 
not pay due attention to the fact that as maturity lengthens, the bor-
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rower's abili~ to rep.ay may diminish: a one-month loan is subject to 
the same cap1tal reqmrement as a one-year loan. Furthermore no dis­
~in':tion is made between spot and forward exposure, resulti~g both 
m mcorrect assessment of the loans and inaccurate measurement of 
the residual risk inherent in a hedging position consisting of a long 
and a short position at different maturities. 
. . In addition, the ".'les recognize the use of guarantees for risk po­

s~tlons only very margmall~. For example, if the holder of a call op­
tion also holds the underlymg shares, the rules do not consider this 
cover, ~ven though t.he position is fully protected against counter­
party nsk. For offsett1~g, t?e rules allow credit risk offsets only if the 
exposures are of opposite s1gn, equal maturity, and in an identical in­
strument. For hedging by means of credit derivatives, the rules im­
po~e more burdensome capital requirements, not acknowledging the 
eff1cacy of such hedges. 

. As ~or counterparty risk on off-balance-sheet positions, not­
":'lthstandmg .the Comnutte~'s revisions there remain serious ques­
twns concermng the calculatiOn of the effective risk of the potential 
futu':e exposure. ';fhe. technique is a segmentation of categories that, 
desp1te a broadenmg m 1995, still does not permit risk assessment as 
accurate as. that offer~d. by .the more common internal risk manage­
~ent prac~1~e~. No .d1stmctw':'s ar~ made within any given category 
~ commod~tles , for mstance), 1gnonng the differences in price volatil­
Ity accordmg to sector. A final weakness is lack of consideration of 
the ~otential benefits of portfolio diversification. In fact, the capital 
req~1rements for all the individual positions are simply summed, 
wh1ch. p;ecludes the distinction between the higher risk of a single $ 
100 m1lhon loan and the lower risk of a hundred$ 1 million loans. 

.These. r~gulatory shortcomings carry serious implications for 
ban~mg activity. In some cases the capital requirements are not a con­
strrunt on the bank's business, which is based on internal risk assess­
ment a.nd management, but the degree of capital adequacy signifi­
c:mtly. mfluences the perceptions of market analysts, rating agencies, 
fmanc1al analysts, and hence the bank's image. Although from the 
m~nagement perspective, the allocation of a bank's capital is deter­
mmed by internal risk assessments, the capital requirements influence 
the .evaluation of individual banking products, hence an institution's 
~usmess s;rategy,. by favouring investment in assets subject to less on­
rous cap1tal ratws. An example is the powerful growth of home 



144 BNL Quarterly Review 

mortgage lending, whose lower risk weighting compared with busi­
ness loans gives banks an immediate savings on capital provisioning. 

As for the market's perception of a bank, the distortions of the 
present rules may convey a false image of real risk exposure .. T'."? 
banks with the same capital requirement could be exposed to s1gmf1-
cantly differing degrees of risk as a consequence, for instance, of dif­
ferent portfolio diversification. This distortion can weigh seriously on 
the costs of securing capital, on credit rating and on the market per­
formance of a bank's shares. The present supervisory rules' relative 
lack of consideration to the benefits of hedging, moreover, constitutes 
a disincentive to using that technique to reduce excessive risk concen­
tration vis-a-vis a single counterparty. In some cases of maturity mis­
matching or imperfect correspondence between instruments, national 
regulations require banks to observe distinct capital requirements for 
the underlying position and the hedge; this produces extra cost for 
positions that are in reality partially or wholly risk-covered. Despite 
the lack of incentives from the rules, the aim of minimizing risk for a 
given return has spurred the search for techniques whereby banks can 
use the portfolio approach in managipg lending activity as well. To 
force them to employ standardized, crude methods in addition to 
their more sophisticated internal risk management systems not only 
wastes resources but also obliges the authorities to check for compli­
ance with outdated criteria instead of verifying the strength and vi­
ability of the new risk management practices adopted by the banking 
system and the quality of the data to which they are applied. 

Conclusion 

Not even the most appropriate and correct national and international 
supervisory and regulatory activity can prevent all possible adverse 
events or avoid the risks connected with banking business. It is 
nevertheless the first line of defense of the stability of the global 
financial system. The external activities of the authorities must 
necessarily be complemented by a well-designed system of internal 
controls by the banks themselves. It is unreasonable to expect the 
authorities to provide total protection for credit institutions against 
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every poss~ble risk. Outside bodies could never monitor the business 
of e:ery s1~gle operator, the intra-day risk of every position, the 
cre?m':orthmess of every borrower. Nor can the banks be asked to 
ma~ntam an amount of capital such as to safeguard them completely 
a?au~st extre':'ely rare systemic events, since the management of that 
nsk 1s the pnmary task of central banks which by the1·r . . . , very nature 
mu~t . prov1de a _kmd of msurance policy against disaster while 
av01dmg the creation of a 'safety net' so secure as to encourage moral 
hazard on the part of the banks supervised. 

The experience ":i:h internal systems for market risk manage­
ment has seen the transmon from a single model of risk measurement, 
the ~arne for all ba~k~, to a diversified set of models tailored to the 
particular charactenstlcs of the business done by each d b · d · an etter 
smte to gaugmg the actual risks run The Basle C · ' · · omm1ttee s 
arnend!"e~t to the capital accord~' gives the ?ank the possibility of 
followmg Its own model for assessmg market nsk in alternative to the 
st~ndar~ models, provided that the capital adequacy ratios are com­
phed '_"~th .. Internal models !"ust in any case be approved by the 
au~hontles.and mus: meet stnngent minimum quantitative and quali­
tative reqmrements m order to ensure uniform risk measurement for 
the syst~m as ~ whole an? prevent banks with similar risk profiles 
f~om be1?g subjected to d1fferent capital requirements. The quantita­
tive _req.'11remen~ focus on methods of calculation; satisfaction of the 
51uahtat1ve ~nes IS the necessary condition for the authorities' apply­
mg a zero mcrement for capital adequacy purposes when they ap­
prove the model. 

. A syst_en; of su~ervisory controls based on the validation of the 
1?termed1anes own mternal risk measurements solves the contradic­
:IOn b~tween the objectives of banking supervision and the 'natural' 
mcent1ves of the banking enterprise. Such a system assigns the banker 
a tw~fold ~ole of active engagement not only as a manager but also as 
the hnc~pm of bottom·up financial stability. Poor risk management 
models, Ill fact, have underlain a good many banking failures. It thus 
become k b. · f 1 s a ey o JeCt!Ve o regu ators to institute a system of corpo-
~te· g?;ernance in banking that can maintain the right mix of internal 

exlbd!ty, needed to meet international competition with sufficient 
soundness and stab·l·ty If h f · I ' · I I · t e system o mterna controls IS the re-

12 
Basle Committee (1996). 
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