Implementation of the BIS “Rules”
on Capital Adequacy Assessment:
A Comparative Study of the Approaches
Adopted in the UK, the USA and Japan *

" In December 1987 the Basle Committee of Supervisors, opet-
ating under the auspices of the Bank for International Settlements,
published guideline proposals for the measurement and assessment of
the capital adequacy of “internationally-active” banks (see Hall, 1989
for a critique). With minor amendments, these proposals were fot-
mally accepted by the bank supervisors of the “Group of Ten” (G10)
ntries (plus Luxembourg) in July 1988. The purpose of this article
‘o compare and contrast the approaches adopted in three of the
.'m_ost'f_ﬁnancially—developed economies — the UK, the USA and Japan
ards the implementation of this agrecment. The discussion
ghlights the kind of disparitics with which internationally-active
anks will have to contend.

arison of the UK, US? and Japanese approaches adopted
ards the implementation of the agreed “Rules”

" peﬁnition of Capital

i) Tier 1 Capital. As can be seen from Table 1, there is little
nce in the approaches adopted towards the classification of

e financial support of the British Academy and the Nuffield Foundation is

dly acknowledged.
he UK approach reflects the modifications to the 1988 agreement necessitated by
 of the European Community’s “Own Funds’ (89/299/BEC of 17 Aptil 1989) and
tio” (89/647/EEC of 18 December 1989) Directives. The Banls of England’s
“hotices” accommodating these policy adjustments were both published in
90 (see Bank or EngLAND 1990a and 1990k
e analysis of US policy is focused mainly on the approach adopted towards state
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capital components eligible for inclusion in Tier 1 capital by the three
countries. Unlike in the UK and the US, however, Japanese banks
have not, to date, been able to make any issues of non-cumulative,
perpetual preferred stock because, under Japanese company law,
preference shares cannot be issued in Japan. The competitive position
of Japanese banks would improve, though, if the Basle Committee of
Supervisors gives its permission for such stock issues, where made by
the banks’ overseas vebicle subsidiaries, to rank as Tier 1 capital and
the Director General of the Banking Bureau at the Ministry of
Finance sanctions such overseas issues.’

(i) Tier 2 Capital. Close inspection of policies adopted in the
three countries indicates that it is here that the fundamental differ-
ences in approach to the definition of capital reside. As is evident
from Table 2, UK-incorporated banks have by far the most scope for
raising Tier 2 capital, This is due partly to differences in accounting
conventions (which, for example, preclude the inclusion of any re-
valuation rteserves by US banks and the inclusion of undisclosed
reserves and unpublished tetained profits by either US or Japanese
banks), to differences in company law (which, for example, as noted
above, prohibit preference share issues in Japan) but also to differ-
ences in the discretionary policies adopted by the supervisoty auth-

orities.

This last point can be illustrated by contrasting the UK and
Japanese apptoaches to the treatment of revaluation reserves, In Japan,
the authorities take full advantage of the concession granted under
the BIS “rules” enabling banks to count up to 45 per cent of their
latent gains on securities holdings as Tier 2 capital but choose to
disallow propetty and fixed asset revaluation reserves;® in statk con-
trast, the Bank of England chooses (it is now also obliged under the
EC’s Own Funds Directive) to disallow undisclosed latent gains on
securities holdings (which ate insignificant for most UK banks

member (i.e. of the Federal Reserve System) banks, although the main differences in their
(reatment vis-a-vés bank holding companies are noted in the text, '

3 The outcome of the Committee’s deliberations on this issue is expected some time
in 1992. (It should be noted that preference share issues made by overseas banking
subsidiaries, as opposed to special-purpose offshote subsidiaries, would rank as Tier I
capital at the consolidated level.)

4 The prevailing tax situation {in respect of capital gains tax) also deters banks from
tevaluing propetty.
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anyway) while allowing property revaluation reserves, a portion of
which, indeed, may be counted as Tier 1 capital on capitalisation” (at
‘east until 1 January 1993).

" Further disparities arising from differences in the discretionary
policies adopted by the supervisory authorities are evident in the
treatment of general provisions/loan loss reserves. As annotated in
Table 2, the Bank of England excludes from Tier 2 all provisions
which reflect lower valuations of particular assets, notably against
Jass developed country” (LDC) debt; the remaining, unearmarked
ovisions are eligible for inclusion up to an agreed limit. No such
clusion of sovereign debt provisions is insisted upon in either the
US or Japan although the latest Basle Committee proposals (BLS,
91), if adopted, would ensure their exclusion in both countties by
o end of 1993 at the latest.

Turning to the treatment of bybrid capital instruments, it is clear
 Japanese banks are at a comparative disadvantage by virtue of
¢ir limited availability in Japan. For, although convettible subordi-
ted bond issues have been sanctioned since 1987, with associated
strictions being removed in January 1990,¢ no perpetual debt issues
< been forthcoming in Japan.

Finally, in comparing the treatment of subordinated term debt
tuments, it is clear that, once again, the Japanese banks are at a
petitive disadvantage, despite their ability (since June 1990) to
‘subordinated bonds and take subordinated loans, This is because
e testrictions placed on the latter — the lenders must be financial
tutions — and the complications created for the former issues by
egal separation of long term credit and commercial banking in
“which confines debenture issues to the long term credit banks.’

‘his was agteed by the Basle Committee in 1990. The Bank of England, on a bank
: basis, agrees what proportion of such revaluation reserves should be capitalised,
| to date has taken place through scrip issues. The Banle of England’s view is that a
oniable” proportion of the reserve should remain uncapitalised in order to absorb
eclines in property values before the current year’s profit and loss account is af-

Gt to this date, the money so raised had to be restricted to “investment (ie.
facilities” and not used as a general fund for lending.

% Sumitomo Bank was the first bank to circumvent the rules by using a
ean-based subsidiary to make subordinated bond issues in the US and Furope in
0; the proceeds heing on-lent by the subsidiary on a subordinated basis to the
ak. Later fssues involved parent companies being distanced even furthet as the
were used to repay loans made by foreign banks to the Japanese banks’ overseas
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to be consolidated for accounting purposes in Japan, regardless of the

» 10

With respect to the differences in the UK and US approaches, it
“significant impact rule”.

should be noted that those instruments qualifying as Tier 2 in the US
are excluded once they fall under the one yeat to maturity threshold
wheteas in the UK (and Japan) 20 per cent of the amounts out-
standing would still be eligible for inclusion. " B. The Risk Weight Framework

Table 4 provides a comparison of the three sets of risk weights
_applied in the three countries to banks’ balance sheet items. The
differences arise, of course, in those instances whete the Basle Com-
mittee determined to allow for national discretion. In virtually all
ch cases,!! the Japanese authorities have seen fit to adopt the lowest
cights permissible under the BIS agreement. In the process, no
tempt is made in Japan to capture either interest rate tisk or foreign
xchange rate risk within the risk weight framework, in stark contrast
o.the situation obtaining in the UK and, for some items,? in the US.
fie cumulative effect of this policy is to lighten the regulatory
urden imposed on Japanese banks as compared with the positions

d by banks incorporated in the US and, more especially, the UK,
cteris paribus.

. In contrasting the policies adopted within the UK and the US, it
clear that, overall, UK-incorporated banks face the stricter regime
hough, on certain items (e.g. items 4, 9 and 16), they are treated
ore favourably than their US counterparts. The implications of this
sparity in treatment are less clear, however, when it comes to the
tting of “trigger” or “target” risk asset ratios (sce Hall, 1990b), as a

(iii) Deductions From Capital. Although goodwill must be de-
ducted from Tier 1 capital by the banks incorporated in each of the
three countries,®® potentially serious disparities atise from the
ireatment of items to be deducted from total capital (see Table 3).
The main point at issue here is the treatment of holdings of the capital
instruments of other depository institutions. The Bank of England, once

again, adopts the toughest stance, ipsisting upon full deduction of all
" holdings of other banks’ and building societies’ capital instruments
for all UK-authorised institutions other than those which qualify for
concessions as ptimary or secondary market makers in such instru-
ments (see Bank of England, 1986. The concessions granted,
however, will be subject to certain limits after 1 January 1993 in line
with Articles 2(12) and 2(13) of the EC’s Directive on Own Funds
(89/299/EEC April 1989). By way of contrast, banks incorporated in
the US and Japan need only deduct “ntentional” reciprocal holdings of
banking organisations’ capital instruments, creating doubts about the
extent of de facto deduction in those countries. While, on the face of
it, this would appear to put UK-incorporated banks at something of a
competitive disadvantage, close monitoring of the policies adopted by
commetcial banks in the US and Japan by their respective supervisory -
authorities and the allocation of a 100 per cent risk weight to such
investments not so deducted (see below) is likely to mitigate the
competitive distortions in practice.

Finally, with respect to invesiments in: unconsolidated subsidiaries.
and associates, competitive equality is more of less assured by virtue of
the fact that, although not formally obliged to deduct such items from .
total capital (as are UK- and US-incorporated banking organisations),’:
all banking and financial subsidiaries and associated companies have :

‘Under the Secutities and Exchange Law, a parent company need not consolidate
iss subsidiarics the assets, the sales and the profits of which are all below ten per
f those of the combined total for the paren:t company and its consolidated

he exceptions to the rule ate: (3 claims on multilateral development banks and
{irlly-guaranteed ox fully-collateralised by the securities issued by these institutions
eight of 20 per cent is adopted, despite the availability of an option to impose a
i weight); and (i) claims on OECD publicsector entities {excluding central
nirent) and loans guaranteed by such entities (risk weights of either 10 or 20 per
te adopted in the light of options which would allow for the adoption of zero, 20
er cent risk weights).

Tnterest rate risk proxies are applied to items (9) and (11). Separate studies are
ing-conducted on market risk, exchange rate risk, interest rate tisk and ligquidity
. otitcome of which is likely to be furiher modification of the risk weight
work, (A draft proposal on 2 methodology for incorporating interest rate risk
tisk-based capital adequacy assessment procedutes used within the thrift industry
sed for comment by the Office of Thrift Supervision in July 1990 - see OFFICE
't SUPERVISION, 1990.)

8 In the US, bank holding companies may postpone deduction of goodwill acquire
befote 12.3.88 until the end of 1992, .
% In the US, previously-grandfathered goodwill approved in supetvisory metgers’
exempt from deduction. e
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whole host of factors (such as interest rate risk, lquidity risk, funding
risk, market risk, asset quality, managetial competence and skill, the
quality and level of earnings, investment and loan portfolio concen-
trations, and loan and investment policies)” are taken into account in
determining a final assessment of an otganisation’s capital adequacy.

C. The Treatment of Off-Balance-Sheet (OBS) Items

The conversion factors applied to the OBS activities of banks
incorporated in the UK, the US and Japan in the conversion of OBS
fisks to balance sheet “credit risk equivalent amounts” are identical
and presented in Tables 5 and 6. The main competitive distortion
introduced™ thus telates not to the conversion factor framework
adopted but rather to the range of institutions forced to adopt the
current exposure method (see Hall, 1990Db) in their assessment of the
credit risks associated with interest rate-related and exchange rate-
related activities. As noted in Table 6, all banking organisations in

the US have to adopt this approach, whereas in Japan and the UK the -

original exposure method may instead be adopted by some. In Japan,
this concession applies to banking organisations which do not
conduct a “significant” volume of business in such transactions or, as
an interim measure, to those which do not have the proper office
facilities ot procedures for adopting the current exposure method.
And, in the UK, it applies mainly to banks which do not actively
trade in such instruments or for whom such instruments form an
insignificant part of their treasury operations.”

D. The Exercise of Discretion in Other Areas

As noted by Dale {1990), the actual impact of the BIS agreement
on the world’s internationally-active banks will depend in large

13 These are the factors addressed in the US. For a conttast with the approach taken

by the Bank of England see Harr, 1990b.
14 The UK and US authorities have, however, exercised the discretion granted in the

Basle Committee’s proposals to allow their

basis, The decision was taken with a view to facilitating data collectio
countries and to minimising the reporting costs incurred by banks.

13 Those which ate aciively engaged in trading such instruments may, exceptionally,:
Bank of England. - ;

also be allowed to adopt this approach, subject to agreement with the

banks the aption of measusing commitnents

on a residual maturity basis until the end of 1992, rather than on an otiginal maturity
n in the two
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degree on the manner in which national supervisoty authorities
" exercise the discretion available to them undet the agreement. The
areas in which such discretion resides encompass the following (Hall,
1990a):
. (i) in the specification of risk weights and conversion factots;

(i) in the determination of which, and to what degree, items

e included in supplementary capital, subject to the limits and
ons laid down by the Basle Committec;

_ (i) in the approach adopted towards the deduction, from
otal capital, of banks’ holdings of capital issued by other banks or
eposit-taking institutions;*®

(i) in the general approach adopted during the transitional
t+iod (i.e. until end-1992, according to the BIS document, although
hie Japanese authorities have interpreted this to mean the end of
ol 1992, namely 31 March 1993); and

() in the specification of the “target standard ratios” for
dividual banks, subject to the minimum ratio prescribed by the

Basle Committee.?

: a].';
restrictd

The exercise of discretion in areas (1)-(3ii) listed above has
ready been covered, leaving items (iv) and (») for further comment.

¢ Transitional Period

The discretion exercised within permissible bounds during this

iod by the UK, US and Japancse supervisory authorities is con-
ed in Table 8. It is clear that the Japanese authorities have

Although the Basle Committee fully recognised the potential systemic dangers of

oible geating” it baulked at demanding full deduction of afl holdings of other
capital on the grounds that “to do so could impede certain significant and
changes taking place in the structore of domestic banking systems” (BIS, 1987,
fotwithstanding this, the Committee determined to monitor closely the situation
did tiot rule out the possibility of introducing constraints at a later date.

i December 1987 the Committee had not endorsed any particular minimum
“this standard, but it was agreed during 1988 that the minimum ratio should be

eight per cent level.
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availed themselves of most of the opportunities® for delaying im-
plementation of the “final” BIS tequirements,’” in stark contrast to
the approach taken by the Bank of England. Accordingly, the interim
and final standard target ratios will be adopted at the latest possible
moment in Japan, whereas the final standard has served as a floot to
the individually-agreed, trigger RARs in the UK since the end of June
1989, (All the major UK-incorporated banks had risk asset ratios in
excess of the eight per cent minimum standard by this date.) In a
similar vein, the maximum advantage is taken in Japan from the
transitional atrangements allowing the inclusion of supplementary
elements of capital within core capital and limiting the inclusion of
term subordinated debt within supplementary capital. In the UK, the
“final” arrangements (i.e. those agreed for the post-1992 period) have
applied since the new capital adequacy assessment regime was first
implemented at the end of June 1989.20 While this disparity in
approach no doubt reflects market realities — compared with their
UK-incotporated counterparts, Japanese banks have traditionally op-
erated with lower levels of capital — it does serve as a reminder of the
competitive inequalities that internationally-active banks (and,
indeed, other credit institutions)*! will face, at least until the end of
March 1993, as a result of the differential application of capital
tequirements, a situation that will be worsened by the Japanese
treatment of the agreed minimum standard target ratios as de facto
maxima tequirements.

As for the US approach to the transitional period, the Federal
Resetve, like their Japanese counterparts, have seen fit to avail

18 Though not all! The discretion to wait until the end of 1992 befote deducting
goodwill from Tier I capital has not been exercised (although, presumably, this is ruled

out by local standard accounting practices); nor has any attempt been made to seek |

“exceptional” status for general loan loss resetves,
[} g a a
1 Tt might also be argued that the Japancse interpretation of the end of calendar

year requitements as end of fiscal year requirements has allowed them to extend the
petiods of grace beyond those provisionally agreed. Moreover, their interpretation of the
amounts of supplementary capital allowed to be included in core capital during the,
transitional period — they assess it as a maxipum percentage of total core, including.

supplementary elements (see item 3 in Table 8) — further indicates their determination to
stretch the rules to the limit! g
20 Apatt from the Bank of England’s decision, noted earlier, to exetcise the dis-
cretion granted in the Basle Committee’s proposals to allow UK-authotised banks the
option of measuring commitments on 2 vesidual maturity basis until the end of 1992,
rather than on an original maturity basls. 2
21 Tt should be noted that the EC’s Solvency Ratio Directive applies to all credit
institutions operating within the EC. ;
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themselves of some of the discretionary provisions which allow for a
temporary shielding of their charges from the full rigours of the
agreed final proposals. (Calls from a number of US banks, mitroring
(e demands of some of their Japanese counterparts, for a “go slow”
on the implementation of the 1988 agreement have, to date at least,
been tesisted by the Basle Committee.) Thus, for example, full
. gdvantage is taken of the provisions allowing for the inclusion of
general loan loss reserves within Tier 2 capital; full advantage is taken
of the provisions allowing for the temporary inclusion of sup-
plementary clements of capital within core capital; and the agreed
ninimum target standard risk asset ratio is to be phased in (no
standard was specified for the period before the end of 1990).
‘Contrariwise, state member banks . have been required to deduct
goodwill from Tier 1 capital throughout the petiod, in spite of the
available concession to delay implementation of this policy until
“end-1992, although this reflects internal accounting conventions
sther than a conscious policy choice on the part of the Federal Re-

etve.

T‘he Specification of Target Standard Ratios

. The final, but overwhelmingly important, factor which impinges
hon the competitiveness of internationally-active banks is the choice
of “trigger” risk asset ratios which the banks are actually asked to

Leerve, Whilst we know that these will be set, for all banks subject
o the BIS “rules” in Japan,? at the agreed minimum of eight per cent
yra the end of March 1993, the bulk of their UK and US com-
itors will be subjected to much higher requirements, according to
heit individual circumstances.” This, mote than anything else, indi-
es. how dependent internationally-active banks are on the dis-

i.e. Japanese banks which either maintain ovesseas business esteblishments or
otherwise woluniarily choose to adopt the BIS “rules”.

Tt is also likely that UK and US banks will eventually be asked to observe the
itients, on a (moving?) avetage daily basis rather than just on reporting dates, so
83 “window-dressing” than in Japan is likely to be tolerated.
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cretionary policies adopted by their supetvisors within the field of

capital adequacy assessment.”*

Loughborough
MaxmviLiaN J.B. HarL
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Tase 1

ALLOWABLE COMPONENTS OF TIER 1 (ie. “CORE”) CAPITAL

UK AFPPROACH

JAPANESE APPROACH

US APPROACH?

1. Permanent shareholders’ equity

® (i AﬂB’Eed, called up and fully
- paid shate capital/commeon stock
(net of any own shatres held at
book value)

(i) Perpetual, non-cumulative
preferred shares, including such
res redeemable at the option
‘of the fssuer and ‘with the Bank’s
prior cofigent] and such shares
convertible into ordinary shares

)

NS

2. Disclosed reserves in the form
of general and other reserves
created or increased by
appropriations of rerained
earnings, share premiums and
other sutplus!

3. Published interim retained
profits®

4. Minority interests atising on
consolidation from interests in
permanent sharcholders’ equity

1. Permanent stock-bolders’ equity

¢ Common stock

(i) Non cumulative, perpetual
preferred stock?

2. Disclosed reserves

3. Published retained earnings*

4. Consolidated subsidiaries’
minority interests

1. Permanent stock-holders' equity ¢

2. Qualifying non-cumulative per-
petual preferred stock’

3. Minority interest in equity ac-
counts of consolidated subsidiaries

Notes:

1 Including capital gifts and capital redemption ressrves.

2 ;e net of anticipated tax, dividends and any other approp

1 Japuary 1993,

3 They are allowed, in principle, although Japanese company law precludes preference share issues in Japan. (Lt does not prechd

however, foreign issnes by overseas subsidiaries}

4 ;e net of anticipated tax and value of out
3 For state mewmber banks: the main
cumulative, as well as non-camulative, perpetual preferred stock 1
6 Tncludes common stock, telated surplus and retained earnings,

difference in treatment vis-g-pés that of bank holdin

foreign catrency translation, net of any treasury stock.

7 Adjustable-rate non-camulative perpetnal preferred stack may be included but sof auction rate petpetual prefetred stock {althoug]

this may be incloded in Tier 2 capital). Banks are also asked ta avoid placing undue reliance on such preferred stock as a source of Tier'

capital,
Sowurces: Bank OF EncLanD, 19904, p. 4;

Jaeanese Ministay oF FINANCE, 1988;

FepEraL REserve SystEm, Board of Governers, 1989, Attachment II, p. 21,

cations, These must be verified by external suditors with effect fro

flow (dividend and executive directors’ bomus payments). =
g companies is that the lattet may includk
n Tier I capital, subject to a limit of 25% of Tier 1 capital.
including capital reserves and adjustments for the cumulative effec
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TABLE 2

ALLOWABLE COMPONENTS OF TTER 2 (i.e. “SUPPLEMENTARY”) CAPITAL

UK APPROACH

JAPANESE APPROACH

US APPROACH *

f.‘ Undisclosed reserves and
npublished current yeat’s
tained profiis®

57 Reserves atising from the
ievaluation of tangible fixed
sseets? and, from 1 January
1993, of fixed asset invest-
its (currently included
iTier 1 capital)

General provisions (i.e.
s held against possible
i Yitent loss but where
jese losses have not as yet
been identified), subject to

4 Hybrid capital instru-
1its.

“Perpetual, cumulative
fatred shares, including
‘shares redeemable at
i¢ option of the issver and
ith: the prior consent of
the Bank, and such shares
nyettible into ordinary
ares’:

) Peipetual subordinated
hich meets the con-
ditions: for “primary” per-
petial subosdinated debt
{sec Bank of England,
,including such debt
is convertible into

ity

Sabordinated term debt,
G to a limit®

ited preferred shares
sective of original me-

c_ui'frertible subordi-
ted:bonds not included in
bove

‘Allowable” subordi-
tii loan capital®

y interests arising

nsolidation from
in Tier 2 capital

1. 43% of latent revaluation
reserves related to securities
holdings

2. General loan loss reserves,
subject to a limit’

3. “Allowable” hybrid capital
instruments.?

(i Convertible subordinated
boads

(ii) Perpetual, cumulative pre-
ferred stock and limited life
redeemable preferred stock

4. “Allowable” subordinated
term debt,? subject to a limit!

(4 Subordinated loans'
(i) Subordinated bonds

1. Allowance for loan and
fease losses,”’ subject to a
limnit'*

2. Hybrid capital instru-
ments and qualifying®
mandatory convestible debt
securities in the form of
equity-contract notes

3. Perpetual preferred
stock!®

4. Subordinated debr and
intermediate-term preferred
stock (with an original
weighted average matutity
of five years or more),
subject to a Hmit'®
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Sonrces: BANk OF ENGLAND, 1990a, pp. 4-5; JAPANESE MinsTRY OF FmNaNcE, 1988; BoarD OF
ClOVERNORS OF THE FEDERAL RESERVE SysTEM, 1989, Attachment 10, p. 21.

Notes:

! Undisclosed resetves will only be allowed until the end of 1992, in accordance with the EC's

“Bank Accounts Directive” (1986). (N.b. Funds for “general banking rigks” are not

relevant in the

UK.) Unpublished current year's tetained profits must be verified by internal audit from 1 January

1993.
2 Capitalised ptoperty revaluation reserves can, howeves, be counted as Tier

i Januaty 19923

1 capital until

3 At the moment, the limit is up to 1.5% of weighted risk assets untl the end of 1992 and
1.25% of weighted xisk assets thareafter. Provisions earmatled or held specifically against lower

valuations of patticular claims ot lasses of claims are #ot included in capital.

4 This policy remains in force pending fuither agreement in Basle on a more precise definition
of unencumbered provisions. (For the latest Basle Committee proposals see BIS, 1991.}

3 G up to 50% of Tier 1 capiral.

6 ;e it has an otiginal term to maturity of over five years and otherwise meets the conditions
set out in Bank of England, 1986 (e.2 it is subject to 2 straight line amortisation in the last five yeats,

leaving no more than 20% of the original amount outstanding in the final year before

redemption).

T}e, up to 13 percentage points of weighted risk assets for the period running from the end of

fiscal 1990 to prior to the end of fiscal 1992 (ie. 31 March 1993) and 1,23 petce
weighted rigk assets thereafier,

ntage points of

8 ;¢ they must be insecdted, subordinated, fully paid-up, available to participate in fosses and

redeemable only at the initiative of the issuer.

% ;e it must have an original tetm to maturity of over five years and be subject to straight line

amoctisation in the last five years.

10 This limit, which comes into force only at the end of fiscal 1992, is a maximum of 50% of

Tier 1 capital

11 The recipients are confined to banks which abide by the BIS capital adequacy “rules” and the

tenders must be financial insticutions whose business is lending money.
2 For state member banks {although basically the same approach is adopted
bank holding companies).

with respect to

1 Txcluding “allocated transfer risk reserves” and teserves created against identified losses.

¥ ;e up to 1.23 percentage points of weighted risk assets from the end of 1992

tfor transitional

arrangetments see Table 8). Amounts in excess of limitations arc permitted but do not qualify as

capital,

15 ;o those that meet the criteria set out in Regulation ¥ (12 CFR 225), Appendix B.

16 Tncluding related surplus and long-term greferred stock with an original maturity of 20 yeats
or mote (with maturity being defined as the earliest date at which the holder can put the insttument

hack to the issuing bank).

17 §nch instruments must be amortised for captial purposes @s they approach maturity, and -

those with a rematning maturity of less than one year are excluded from Tier
apptoval from the Federal Reserve must also be received if banks wish to redeem su
before the stated maturity.

8 ;¢ & combined maximmum of 50 pet cent of Tier 1 capital.

2 capital. Pior

bordinated debt
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TABLE 4 NOTES
9 The initial BIS-recommended risk welght was 20% and this would have been applied to all
such claims on foreign central governments.

10 See notes 7 and & for the initial stance adopted by the BIS.

11 Ag far as the Bank of Englend is concerned, the list comprises the IBRD (including the TFC),
the TADB, the AsDB, the AfDB, the EIB, the EBRD, the CDB and the NIB. (For an explanation of
the abbreviations used see Bank OF EncLanp, 1990b, Anpex 6, p. 15.)

12 The Bank of England includes building societies within this context.

 Tnitially, the BIS took the view that this welght should enly apply to claims on domestic and
foreign banks with an otlginal maturity of under one year and to claims on Jdomestic banks with an
otiginal maturity of one year and over and to loans guaranteed by domestic barks. All other claims
and banks would have attracted a risly weight of 100%.

14 | pans with a sesidual maturity of one year guaranteed by non-OBECD banks were not

separately distinguished in the original BIS paper and so, presumably, would have attracted a risk

weight of 100%.
15 1n the UK such entities (PSEs) are defined as regional govetnments, local authotities and

“othet PSEs”, as identified in Tank OF ENGLAND, 1990b, Annex 5.
16 Tp line with Article 7(2) of the EC’s “Solvency Ratio” Directive, the Bank will consider
applying a zero weighting on a case-by-case basis.

17 The 10% weight applies to claims on Japanese local governments {as defined in the Local
Autonomy Law) and Japanese government agencies (comprtising those corporate bodies established
by specific laws - but excluding corporations established according to commercial company
legislation and agencies which conduct commercial business — and in which () the government is a
majority shareholder or (k) the government is a shareholder and whose budgets and settlemenis of
account are subject to the approval of the Diet ot of the Minister in charge). (Local government
secugisies which are serviced only from the revenue obtained from a specific undertaking are
excluded.} Tt also applies to claims guaranteed by Japanese local governmenis and Japanese
government aencies. The 20% weight applies to claims on and loans guaranteed by non-domestic
PSEs. :
18 In the UK, this weight only applies to such loans (either to individuals or to housing
associations registered with the Housing Corpotation, Seottish Homes and 'Tai Cymru) where they
are for the sole purpose of residential occupation and which are fully secured by a fisst equitable ot
legal charge. :

The 50% weight is also applied to:

(2) Holdings of secutities issued by special purpose mortgage finance vehicles where the isk
to the security holdets is fully and specifically secuted against residential mortgage loans which
would themselves qualify for the 50% weight or by assets which qualify for a weight of less than 50%
(from 1 Jarmary 1993 such claims will be weighted at 100%), as long as the mortgage loans ate fully

petforming on otigination of the vehicle;
(b) Mortgage sub-pariicipations, where the risk to the sub-participating bank is fully and

specifically secured against cesidential mortgage loans which would themselves qualify for the 50%

weight.
19 Ty principle, the concessionary weight is restricted to the fiest morigage; and loans to 2 body

engaged in speculative residentlal construction ot property development are given a risk weight of

100%, regardless.
2 Becanse all such holdings ave fully deducted from total capital — see Table 3.

1 1, the UK, this excludes holdings of capital instrunents issued by credit instimutions which:
are dedncted from fotal capital, and holdings of capital instruments of other financial institutions
which must be deducted according to Articles 2(12) and 2{13) of the EC’s “Own Funds” Directive.

22 T the UK, this excludes items in suspense, except lrems arising from transations which can -

te identified with counterpatties which attract a weight of less than 100% — these items will be

treated in line with other claims on those counterparties, It a
UK context):

(@) Certificates of tax deposit (these atiract a 0% risk weight):

(%) Loans to discount houses, pilt-edged market malers, istitutions with a money-mazket

dealing relationship wit
aperate in the gili-edged market, where the loans are secured on gilts, UK Treasury bills, eligible

local authority and eligible bank bills, or Tondosn CDs (these attract a 10% risk weight);

{50 excludes the following items (in 2

41 the Bank of England and those Stock Exchange money brokers which

Implementation of the BIS “Rules” on Capital Adequacy Assessment ... 33

{¢) On balance sheet claims in gold and other bullion on the n i
) on-bank market-mal
gjcmble}s of theigggldonh]?zi]hon Mﬁr{:et Assoclation (these currently attract a 20% risk 's:r(:ighil (ll::lgt
om 1 January such claims will be weighted at 100% unless th iti ici
and irrevocably guaranteed by an OECD l:%ank); unles chey are unconditiondlly, explicty
: (d) Claims on and guaranteed (or acce d i i
pted) by discount houses which are unsecured or
L secured on assets other than gilts, UK Treasury bills eligible local authority and eligf i
or London CDs (these also attract a pisk weight of’ 205&); and wthority and cligble bank bill
(¢} Claims secured by cash deposited with and held b i i
' cured by cash « y an agent bank acting for d
of which the teporting ifstitution is a member (they also receive a 20% w‘eightingg).o  syndieste
2 This is a proxy weight for # bank’s foreign exchange risk, and will remain in effect until an

imternational framework for capturing foreign exchan isk 1 i i
j ! ! : ; ge zisk is agreed. Net shott open positions in
gold, silver, platinum and pallagium are included here pending fusther dfé?ﬁs?i?)ﬁm{ﬁfﬁnfpﬁé" nking

‘community.

) 2 Including loans to the US Treasury and US government “agencies” (defined as “instrument-
“alities of the U‘S goverpment whose obligations are fully and explicitly guaranteed as to the timel
agment of principsl and interest by the full faith and credit of the US govetnment”) The list o)%
overnment agencies includes the Government National Mortgage Association, the Veterans Admin-
tration, the Fed(}ral Housing Association, the Export-Import Baule, the )Overseas Private In-
estn;gnt Corgoratm{], the Commodity Credir Corporation and the Small Business Adminisiration
Ipcludlng claitns fully-guaranteed by the US Treasury and US government agencies {see note
4). (.lla,z,ms on, and the portions of claims that are guaranteed by, US “government-sponsored
agencies (defined as agencies “originally established or chartered to serve public purposes speciffed
by the 1S Congress but whose obligations are not explicitly guaranteed by the full faith and credit of
he US gonjernment”) attract a risk weight of 20 per cent.

Ej ,C]ﬁ,lm.s conditionglly guaranteed attract a sk weight of 20 per cent.

['hl]s:l 1nc1udzis claims fully-collateralised by any securitics issued ar guaranteed by the US
. Sg?gs;]:g nt meelc]in;; engﬁ:;‘.elnments of other OECD countries, US government-sponsored agencies or
;- 28 This includes claims on, and the portions of claims that are guar: i
Institutions '(dell'ine‘d to include branches — foreign and domestic - (;gf ?632::]3;{-11131};15:3 gziﬁzit;ﬁ
pository institutions chartered and headquartered in the 50 states of the US, the District of
slumbia, Puerto Rico, the US territories and possession). ’

_ 29 Gf:neral obligation claims en, and the portions of claims that are guaranteed by, the full faith
i eredit of local government and political subdivisions of the US and other ‘OECD local
\eriments, attract a 20 per cent risk weight, Revenue bonds or similar claims that are obligations
S_._"state or llocal governments, or other OECD local governments, but for which the govel%nment
ty s committed to repay the debt only our of revenues from the facllities financed, attract a risk
ghit of 30 per cent. Obligations {ssued by US state or local governments, or other, OECD local
erniments {including industrizl-development authorities and similat entin';:s) repayable solely b

rlvoate patty ot e_nterprise, attract a risk weight of 100 per cent, ' T

__'I"o attract t}'ns risk weight, the loans must be fully secured by first Hens on one-to four-famil
Fal propertlesland have been made in accordance with prudent underwriting standardS;
Tuding a conservative toan-to-value ratio), are performing in accordance with their original terms
are not past due or in ponaccrual status. The 50 per cent weight also applies to certain privatel; .
d.:mortgage-bgckecl secutities tepresenting indirect ownership of such loans. ¢
_ The trade investments relate to those investments in any unconsolidated subsidiaties, joint
fures: or associated companies — ¥ they ate not deducted from capital '

The 100 per cent tisk weight does #of apply to: l

h;i-nie:tam pmvs%ely—issued securiiies reptesenting inditect ownership of mortgage-backed US
oy gency or US government-sponsored agency securities {these attract a risk weight of 20
(i) investments in shates of a fund whose portfolio is permitted to hold only securities that
galify for the zero or 20 per cent risk categories {these also attract a risk weight of 20 per

BQNK oF EnGLAND, 1990b, Annex 1 H
; , s ex 1, pp. 7-9; Bis, 1987; Hawr, 1990h; JAPANESE MINISTRY OF
Bivance, 1988; Frperal RESERVE SysTEM, Board of éovernors, 19é9, Attachment II1, pp.
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TasLE 3 T
ABLE 6

CREDIT CONVERSION FACTORS TO BE APPLIED TO BANKS'
OFF BALANCE SHEET TRANSACTIONS TO DETERMINE
THE CORRESPONDING «DEEMED CREDIT RISK EQUIVALENTS”

CONVERSION FACTORS TO BE USED TO DETERMINE THE ©

EQUIVALENTS” ASSOCIATED WITH INTEREST MTE-RELA?&EEMEDE)DC%;E:(%%‘A%%%

RATE-RELATED OFF BALANCE SHEET ACTIVITIES (ACCORDING TO THE CURRENT

EXPOSURE METHOD®) BY UKINCORPORATED, JAPANESE AND US STATE MEMBER
BANKS AND BANK HOLDING COMPANIES!

Credit conversion factor applied

Instruments in the UK, the US and Japan (%)

Residual Maturit
1. Direct credit substitutes, including general guarantees 4 Inée;cit Rate Exchange Rate
of indebtedness, standby letters of credit serving as Tracts Contracts
financial guarantees, acceptances and endossements (in-
cluding per aval endorsements) 100 One year of less 0 1.0%
2. Sale and reputchase agreements and asset sales with ' Over one year
recourse, where the credit risk remains with the bank 100 : ¥ 0.5% 5.0%
3. Forward asset purchases, forward forward deposits — 5 &
placed and the unpaid part of partly-paid shares and arces: BANK OF ENGLAND, 1990b, Annex 3, p. 11; Japansse Muvstey oF Fruance, 1988; Froerat R
securitics, and any other commitments with a certain : Ti?STEM;B:?:d of EO"““‘“S’ 1989, Atachment 1V, p, 24. EpAL, RESEIE
drawdown 100 * This method has 1o be adopted by il US state member banks and ba k holdi i
e UK, however, the original exposure miethod may instead be adopted by som‘; ba?xkir?gg c;'og]:tﬂiztliecfr.x: n(%?;i{::;?]i
4, Certain transaction-related contingent items not having °f'_thf f;)]:}‘iﬂ%%n factors to be used by these banks see Table 7.) i
the character of direct credit substitutes (e.g. performance : -.C'}'mn o tﬁ o ethagga rate contracts with an original matutity of 14 days or less and instruments traded on
bonds, bid bonds, warsanties and standby letters of credit exchanges that cequire dally payment of variation margin are excluded from the risk-hased tado caloalation.
related to particulas transactions) 50
3, Short-term, self-liquidating, trade-related contingent
items (e.g. documentaty credits collateralised by the
underlying shipments) 20 Tapis 7
; BLE
6. Note issuance facilities and revolving underwriting ONVERSION FAC
facilities 50 3] TORS TO BE USED BY THOSE JAPANESE AND UK B
Or ANKS
‘ o FOWED TO ADOPT THE ORIGINAL EXPOSURE METHOD FOR DETERMINING THE
7. Other commitments {e.g. formal standby facilities and ‘PEEMED CREDIT RISK EQUIVALENTS” ASSOCIATED WITH INTEREST
credit lines) with an original maturity of over one year 50 HLATED AND EXCHANGE RATE-RELATED OFF BALANCE SHEET ACTI\%%?FP::S-
8, Similar commitments with an original matucity of up ;
to one yeat, or which can be unconditionally cancelled at Foreign Exchange Interest Rate
any time 0 Related Transactions Related Transactions
9, Endorsements of bills (including per aval endorse- : - g
ments) which have previously been accepted by a bank . .year or less 2.0% 0.5%
Sources: Bang on ExGLAND, 1990b, Amnex 2, p. 105 Quer:one year * #*

Japanest MmasTRY OF Fivance, 1988;

FEDERAL RESERVE SYSTEM, Board of Govetnors, 1989, Attachment IV, p. 24.

3.0% times years of original matutity minus 1.0%.
0% times years of original matutity minns 1.0%. (Fractions of years count 2s one whole year)

Bank or EncLanp, 1990b, Annex 3, p. 12; Japanese MINISTRY OF Finance, 1988,
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