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Abstract

This paper examines two speci®c aspects of stage 1 of the Bank for International

SettlementÕs (BISÕs) proposed reforms to the 8% risk-based capital ratio. We argue that

relying on ``traditional'' agency ratings could produce cyclically lagging rather leading

capital requirements, resulting in an enhanced rather than reduced degree of instability

in the banking and ®nancial system. Despite this possible shortcoming, we believe that

sensible risk based weighting of capital requirements is a step in the right direction. The

current risk based bucketing proposal, which is tied to external agency ratings, or

possibly to internal bank ratings, however, lacks a su�cient degree of granularity. In

particular, lumping A and BBB (investment grade corporate borrowers) together with

BB and B (below investment grade borrowers) severely misprices risk within that bucket

and calls, at a minimum, for that bucket to be split into two. We examine the default

loss experience on corporate bonds for the period 1981±1999 and propose a revised

weighting system which more closely resembles the actual loss experience on credit

assets. Ó 2001 Elsevier Science B.V. All rights reserved.
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1. Introduction

In June 1999, the BIS released its long awaited proposal on reform of the 8%
risk-based capital ratio for credit risk that has been in e�ect since 1993 (see Basel
Committee on Banking Supervision, 1999). 2 The 8% ratio has been criticized on
at least three major grounds. First, it gives an equal risk-weighting to all cor-
porate credits whether of high or low credit quality. Second, it fails to incor-
porate potential capital savings from credit (loan) portfolio diversi®cation. The
latter is a result of its simple additive nature. And third, it has led to extensive
regulatory capital arbitrage which adds to the riskiness of bank asset portfolios.

In its June 1999 draft, the BIS proposed a three-stage reform process. 3 In
the ®rst stage, the 8% risk based ratio (where all corporate loans receive the
same 100% risk-weighting) would be replaced by weightings based on the ex-
ternal credit agency rating of the borrower (we discuss this proposal in more
detail in Section 2 of the paper). In the second stage, at some unspeci®ed time
in the future, when some sophisticated banks have developed their own internal
rating systems for loans, a transformation may be made to calculating capital
requirements based on a bankÕs allocation of its loans to the various grades/
ratings in its own internal loan rating system. Finally, in the third stage, given
appropriate model and data base development and testing, some banks may be
able to use their own internal credit risk models to calculate capital require-
ments. Importantly, these internal models allow for portfolio diversi®cation
e�ects (see Saunders, 1999).

A number of issues have been raised about stages two and three of the re-
form proposal e.g., how will the internal rating systems of di�erent banks ±
especially if they continue to develop independently of each other ± be grouped
into some standardized set of capital risk weights; that is, will a rating of 1 for
Citigroup be the same as a 1 for BankAmerica, 4 or will a rating of 1 for a bank

2 The 8% ratio was phased-in over the 1988±1992 period, following the 1988 Basel Accord. Some

countries have actually adopted a capital adequacy ratio of over 8% (e.g., Brazil uses 11%). In all

cases, the level of capital is to help to ensure a banks solvency against unexpected losses.
3 The discussion period for the proposal runs until March 2000. A revised proposal will then be

distributed with a subsequent second, probably shorter, discussion and commentary period.
4 See Tracey and Carey (1998, 2000) for a discussion and survey of banksÕ internal ratings

systems. A more recent discussion paper by the Basel Committee on Banking Supervision (2000)

examines the range of BanksÕ internal rating systems.
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