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Traditional Economic
Theory of Regulation Suggests...

Constrain the use of Reference “The

monopoly power and o - Fundamental Principles of
prevent distortion to H \ " Financial Regulation”
competition - (2009) - International Centre
Protect essential needs of | H ‘ for Monetary and Banking
ordinary people i - Studies.

Reduce burden of market

failure



Poor Asset Quality Driving Banking Crises in
the ECCU: Forcing Changes In Regulation

Anguilla

* St. Vincent Building and

Loan Association (Near-
bank, 2013)

St. Vincent and
the Grenadines




Poor Asset Quality Driving Banking Crises/Near
Crises in other CARTAC Member Countries:

Trinidad and
Tobago

* Butterfield
Bank ,Bermuda
(2009)

* TCI Bank (2009)

* British Atlantic
Financial

Services (2009
Bermuda / Turks
and Caicos
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Capital Adequacy Considerations
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BCBS International Standards for Banks

-
BCPs
i i
~ | .
Basel Capital
Accord

\




Changes in the BCPs (2012)
With Focus On ...




New Capital Accord:
Basel Il (2010) Focus:




International Standards for Banks
The Basel Core Principles (BC

N\




The Basel Capital Framework
Whither the Caribbean?

Basel I ‘ Basel II ‘ Basel HI‘



The Basel Capital Framework

*| predominantly on three risk types (credit, Market and operational risks
b (one size fits all)

"fere not covered

1 monitoring

ds to focus on additional risks

w process (ICAAP)

W e, transparency and disclosure requirements

anagement oversight, internal controls, risk management
ring the 2007/2008 global financial crisis

.

“fbsorb shocks
overnance and risk management
ency and disclosure

J




Objectives of Basel Il

Implementation in the C:

r

Enhanced Risk
Management

Enhance
Competition

Enhanced
Market
Discipline

ribbean

Governance and
Internal Controls

\

\
Align Capital to
“““ Risk
J
4 N
Regional
Harmonization
of Capital
Standards
\ J




Objectives of Basel Il Implementation in the
Caribbean .What'’s in it for the Banks?

International Best Practice Standards will make banks operating
in the region more attractive

Enhance competitiveness of banks/j

Enhance risk management practices in banks / closer align banks

capital to risks; safer and soum%&institutions
Enhance governance and boaﬂ% versight

Enhance internal controls
Enhance market discipline

il |
Facilitate regional harmonization of capital standards
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Enhanced
Focus on
Risk

Set Risk

Set Risk Appetite
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Source: Prepared by Courtney
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Credit Risk Assessment:
An External Rating Agency's Approach

Credit Rating Methodology for Corporate Entities

Source: CariCRIS



Countries Implementing Basel I
bbean
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The Basel Il Capital Framework -
Standardized Approach for the Region

Credit Risk
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Credit Risk Under Pillar |

4 )
Credit
Asset Quality Administration
Practices
4 )
Severity of Risk
Classification LML AR
“““““ At with Capital
gL
\ 1 /
‘H‘\‘\\“\‘\““‘“\\H\‘\‘ HHMH
4 h Credit 4 h
. Risk Exposure
Level of RISk / commensurate
Classification with Management
Abilities
. _J . _J




Pillar 1l - Minimum
Capital Requirements

Group Internal Capital Adequacy Assessment Process

(ICAAP) would focus on qualitative controls in managing

credit and concentration risks

Some of the qualitative meaﬁﬁres will include:
Effective risk managemeﬁtgystems and processes,
including risk mitigationsﬁ‘ategies

Adequate compliance and internal control framework

Adequate governance arrangements
Regular monitoring and reporting
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Pillar Il - Supervisory Review Process

Risk assessment under the ICAAP
All commercial banks are in scope

Banks submit a formal document to the Authority annually
referred to as an ICAAP

Identification and rneasurem pt of the following risk types:

il
Pillar IT risks (Systemic, li ; @Ey, IRRBB, business/strategic risk,

reputational risks and credi centration risks)
External factors such as chad es in economic environment,

regulation and accounting ru}gs

Material risks should be rev1ewed~frequently and incorporated into the
ICAAP report.

Board and Internal Audit 1nvolvement i/ "use test”



Pillar Il - Supervisory Review Process

Risk Assessment under the ICAAP

ICAAP should include bank’s review and comments on historical financial
performance (three years); risk management internal controls and
governance arrangements ‘\
ICAAP should identify key and slgmflcant risks, provide analysis on risk
measurement approaches and resqlt for these risks, include estimates of
capital required to cover all 1denwﬁ ml key risks and rationale for no capital
requirement as appropriate ”

Summary table of required capltalw ‘gg cover individual pillar I and pillar IT
risks }ggi‘l““\““””“

Supervisors to review ICAAP subm1551on and provide feedback
Supervisors to issue individual capltal guidance to each bank



Need for Regular Stress Testing

Stress Testing Programme for Supervisors should be
embedded in the Superv1soy Review Process (Pillar IT)

incorporated in banks ICAAP reporting

Il
Bank’s stress testing progra a ime should be embedded in

the risk and capital managé ent process of the

bank/group



Need for Regular Stress Testing

Stress testing should be seen as key function of capital
planmng and business plannmg processes

capital management and l‘lﬂk management tool of all

banks — how banks perfor Mmder extreme but plausible

conditions (economic, political or environmental).
Stress testing framework should be approved by the

banks’ board of directors



Possible Stress Testing Scenarios

\\\\ = Disasters
e  Repeatof
gt - the Global

i ~ Financial

Crisis

hikes / US
Dollar
depreciation



Pillar Ill Market Discipline -
Disclosure and Transparency

Promote safety and soundness in banks and financial systems
Support and enhance bank’s capital assessment and internal assessment (pillar
Support and enhance the Supervisory

view Process (pillar 2)

Ensure that bank’s capital is maintained at adequate levels

i B , ,
Allows market participants to asses;‘;:;‘H nk’s capital adequacy and can provide
strong incentive for banks to conduc \‘ siness in a safe and sound manner
Provides market participants with iM ormation about bank’s ability to absorb

losses
Market participants are provided wlth‘ 'ﬁf}brmation about a bank’s risk profile

and risk appetite (these provide info on the stability of the bank and sensitivity
of earnings potential to changes in mark

cet conditions)



Regional Priorities

Priority areas of focus should include:
Fast Track 1mp1ementat10n of rlsk-based superv151on

Enhance Supervisory Review and‘ arket Discipline

Develop and accelerate 1mplemeﬂﬁmon of credit classification and
provisioning requirements \H

Accelerate implementation of é% CHH ive Supervisory Intervention

i
(Correctlve ACUOD) Gu1de11nes w”

Supervisors/Regulators in the asse’ssment of credit risk
Maintenance of Independent Credlt Ratings by all banks

Facilitate regional harmonization of capital standards and effective
information sharing arrangements



Selected References

Basel I11: A global regulatory framework for more resilient banks and
banking systems, Basel Committee of Banking Supervisors (BCBS),

(2010)
Basel III: International framework f

standards and monitoring, BCBS (2010)
Basel 11: International conver end of capital measurement and capital
standards: A revised framework, FS, (2006).

Basel Core Principles for Effective Banking Supervision, Bank
for International Settlements, 2012.

The Fundamental Principles of Financial Regulation, Markus
Brunnermeir, Andrew Crockett, Charles Goodhard, Avinash D. Persaud
and Hyun song Shin, International Center for Monetary and Banking
Studies, (2009)
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