
73

Chapter 2

BASEL III IMPLEMENTATION: CHALLENGES AND

OPPORTUNITIES IN BRUNEI DARUSSALAM

By

Maizatul Najibah Hj Awang Mohammad 1

1. Introduction

1.1 Objective and Scope of Study

Banks are a vital part of a nation’s economy. In their traditional role as

financial intermediaries, banks serve to meet the demand of those who need

funding. Banks therefore facilitate spending and investment, which fuel economic

growth in the country. However, despite their important role in the economy,

banks are nevertheless vulnerable to failure. However, unlike other businesses,

the failure of banks, especially very large ones, can have far-reaching implications.

During the global financial crisis and the ensuing recession, the health of the

banking system triggered economic instability affecting people around the world.

Consequently, it is imperative that banks operate in a safe and sound manner

to avoid failure. One method of ensuring this is for the government to establish

a strong regulatory and supervisory system over financial institutions. With the

advent of globalisation, banking activities are no longer confined to the borders

of any individual country. With cross-border banking activities rapidly increasing,

the need for international cooperation in bank regulation has likewise increased.

In order to prevent the risk of bank failure and its effects on the economy,

the Basel Committee on Banking Supervision (BCBS), comprising central banks

and supervisory authorities of 10 countries, met in 1987 in Basel, Switzerland.

Its main focus of attention was on matters related to bank supervision and

regulation, addressing notably the regulation and harmonisation of the capital

standards of a bank. In its role as the international trend setter on bank regulation,

the committee has promulgated guidance on issues critical to ensuring a healthy

banking system across the world. Addressing the regulation of bank’s capital

has been an on-going process for the committee over the past 20 years, and

has resulted in the establishment of capital adequacy standards that national

regulators can implement. These standards are known collectively as the Basel
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Accords. The Basel Accords have caused disagreement at times, but they are

nevertheless important to the formulation of regulatory policy relating to bank

capital. In all, the committee has created three such Accords. Basel III, published

in 2010, is the most recent accord introduced. Each accord is intended to be an

improvement over the previous one, and there are early indications that there

will be a new accord after Basel III.

Basel I was finalised and approved by the committee in 1988. The committee

has drafted a first document to prescribe an international ‘minimum’ amount of

capital that banks should hold. This minimum is a percentage of the total capital

of a bank, which is also called the minimum risk-based capital adequacy. In

1988, the Basel I Capital Accord (agreement) was created. The BCBS has no

binding legal authority and countries had the option to adopt the Basel I standards.

However, many countries ultimately applied Basel I requirements to all banks

and it was not limited to international banks only.

The general purpose of Basel I was to strengthen the stability of the

international banking system and to harmonise bank regulatory standards across

the globe in the recognition that banking risks were uniform across the world

and a common standard would eliminate the competitive inequality among

international banks. The basic achievement of Basel I have been to define bank

capital and the so-called bank capital ratio. For this purpose, a general definition

of capital was required. Indeed, before this international agreement, there was

no single definition of bank capital. The first step of the agreement was thus

to define the components of bank capital. Basel I defines capital based on two

tiers, which are Tier 1 (Core Capital) and Tier 2 (Supplementary Capital). Tier

1 capital consists of common stock (or shareholders equity) and declared reserves,

such as loan loss reserves set aside to cushion future losses or for smoothing

out income variations and represents a permanent source of capital, its main

attribute being its high level of loss absorbency. Tier 2 capital was introduced

to supplement Tier I capital with capital components which are less permanent

and not so loss-absorbent and includes all other capital such as gains on investment

assets, long-term debt with maturity greater than five years, and hidden reserves

(i.e. excess allowance for losses on loans and leases). However, short-term

unsecured debts (or debts without guarantees) are not included in the definition

of capital. Credit risk is identified according to the risk-weight attached to the

assets (RWA) of the bank, which are weighted in relation to their relative credit

risk levels. According to Basel I, the total capital should represent at least 8%

of the bank’s risk weighted assets.
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As Basel I was the first coherent international attempt at regulating bank

capital, it may come as no surprise that Basel I had many shortcomings and was

the target of criticism. The main criticism was the limited differentiation of credit

risk, static measure of default risk, no recognition of term-structure of credit

risk, simplified calculation of potential future counterparty risk and lack of

recognition of portfolio diversification effects. These criticisms naturally led to

the creation of a new Basel Capital Accord, known as Basel II which was

implemented in 2007, which added operational risk and provided for risk

differentiation in the calculation of credit risk.

Reflecting the changes in Basel I, Basel II proposals are based on three

pillars which are:

Pillar I being the capital charge for credit, market and operational risk;

• Pillar II providing regulatory flexibility to require higher capital for a bank

based on its individual risk profile; and

• Pillar III providing market discipline through maximum disclosure requirements

by banks.

Pillars II and III supported Pillar I which addressed the issue of capital adequacy

and which was revised specifically to correct the deficiencies in Basel I.

Basel II still requires that a bank’s total capital ratio should be at least 8%

of the bank’s risk weighted assets and the computation of the ratio still remains

the same - a bank’s capital divided by the bank’s risk weighted assets. Pillar

I focused primarily on reforming the method of measuring credit risk that is

inherent in the bank’s assets. The goal of these reforms was to ensure that the

calculation of risk in a bank’s assets more accurately reflects the actual risk in

those assets, through risk differentiation instead of the one-size-fits-all method

used in Basel I.

Pillar I approach to measuring credit risk consists of two approaches, the

standardised approach and the internal ratings based approach. The simplest

approach to credit risk is the standardised approach. Instead of basing the risk

weight on the category of borrower, the risk weight is now based on the

borrower’s rating. There are rules determining what kind of rating agency’s

approach can be used. The more sophisticated, internal ratings based (IRB)

approach relies on bank estimates of the key determinants of credit risk. The

main difference between the standardised approach and the IRB approach is
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that with the latter approaches, banks can use their own internal methodology

to determine the risk level of their assets, whereas with the standardised

approach, banks must rely on their external rating guidelines to risk-weight their

assets. There are also three approaches to operational risk which are the basic

indicator approach, the standardised approach and the advanced measurement

approaches.

The benefits of Basel II are that capital is linked to the overall risk

management of banks; capital is more risk sensitive; banks are encouraged to

strengthen and invest in risk management to economise their capital, promoting

market transparency and discipline; and banks are provided the option of beginning

with the simple framework and to moving towards the more advanced approaches

as risk management improves. The ultimate benefit of Basel II is that it rewards

good risk management as the lower risk weights that ensue would result in less

capital having to be allocated. The higher the risk weight the higher the capital

allocation, and vice versa. Lower capital allocation would lead to more competitive

pricing of products, especially loans, and this was the incentive for the banks

to improve risk management.

Just as with Basel I, the Basel II Accord, too, had several fundamental

weaknesses. The faults in Basel II were beginning to become apparent to the

members of the BCBS well before the global financial crisis erupted. When the

crisis began, talks on how to improve Basel II were already underway. However,

the severity of the crisis made it clear that Basel’s II faults needed to be addressed

sooner rather than later. In the aftermath of the financial crisis, the committee

embarked on a programme of substantially revising its existing capital adequacy

guidelines. The resultant capital adequacy framework is termed Basel III and

the G20 endorsed the new Basel III capital and liquidity requirements during the

summit in Seoul. There are many areas of detail needing further development,

and worldwide debate and lobbying will inevitably continue, most notably in relation

to the whole issue of systemically important financial institutions (SIFIs).

Basel III reflects the committee’s attempts to apply the lessons learned

from the global financial crisis and apply them to the existing framework of

banking regulation. The new regulation aspires to make the banking system safer

by redressing many of the flaws that became visible in the crisis. Improvement

of the quality and depth of capital and renewal of the focus on liquidity

management are intended to spur banks to improve their underlying risk

management capabilities.
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The primary goal of Basel III is to improve the ability of banks to absorb

losses without affecting the rest of the economy. In terms of capital regulation,

Basel III focuses mainly on the quantity and quality of capital held by banks.

It specifies new capital target ratios, defined as core Tier 1 requirement of

7.0% (further specified as a minimum of 4.5% of core Tier 1 capital and a

required capital conservation buffer of 2.5%). The broader requirement for all

Tier 1 capital is set at 8.5%; this includes the core Tier 1 minimum of 7.0% and

a minimum of additional (non-core) Tier 1 of 1.5%. Basel III also set new

standards for short-term funding and sketches out requirements for long-term

funding. The new capital requirements will strengthen the objective of sound

supervision and bank governance and address the problem of bonuses and high

dividends even in the face of deteriorating capital.

Brunei Darussalam’s banking system is still in its early stage of development

where Basel I was only introduced to the banks in January 2010, incorporating

only operational risk from Basel II.  The following are the objectives and scope

of this study:

• Assess the impact of the Basel I Standards for Brunei Darussalam’s system

and economy;  and

• Highlight the issues and challenges of implementing other Basel Standards

in Brunei Darussalam.

1.2 General Outline of Paper

a. Overview of the financial system of Brunei Darussalam

b. Assessment of the impact of Basel I in Brunei Darussalam banking system

c. Issues and challenges of implementing other Basel Standards in Brunei

Darussalam

d. Conclusion

2. Overview of Financial System and Risk Assessment

2.1 General Overview of the Financial System of the Country

Brunei Darussalam’s financial system is a dual financial system with Islamic

and conventional financial institutions operating side by side. The banks are at

the core of the financial system with Islamic and conventional banks having

equal market share. The banks are predominantly on-shore banks with two active
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off-shore banks. The finance companies and insurance companies, both Islamic

and conventional, are also an integral part of the financial system and on the

periphery are the money exchange and remittance companies, all of which provide

the basic financial services to the population. Total financial system assets stood

at B$23.2 billion as at end of December 2012. The banking system dominates

the financial system with an asset base of B$19.7 billion, accounting for 84.7%

of the total assets of the financial system. At the apex of the financial system

is the Autoriti Monetari Brunei Darussalam (AMBD) which, being Brunei’s

central bank is the licensing and regulatory authority for the financial system in

Brunei Darussalam.

Table 1

Structure of Brunei Darussalam Financial System

As of December 2012, together with the Trust Fund TAIB, which is set up

under its own statute, there were 9 banks, of which 2 are Islamic Banks and

7 conventional banks. Another distinct market segment within the industry is the

indigenous banks comprising 3 (including TAIB) and the foreign banks comprising

6.
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With the banking system representing the core of the financial system, banking

supervision and regulation has been strengthened to ensure that financial stability

which is one of the core objectives of the AMBD, prevails in our financial

system as a result of a strong regulatory and supervisory system which is

continuously being strengthened by keeping abreast with international best

regulatory practice and through enhancing our supervisory resources and

capabilities.

2.2 Risk Oversight Assessment and Vulnerabilities

Brunei Darussalam’s financial system was not subject to any significant

shocks after the global financial crisis.

The real Gross Domestic Product (GDP) at the end of 2011 rose by 2.2%

year-on-year from B$11,846.5 million, compared to B$12,108.1 million in the

previous corresponding year. The contribution of the Oil and Gas sector was

more than 60% and the non-Oil and Gas sector contributed less than 40%.

At end-2011, the Oil and Gas sector saw a slight 0.03% increase from

B$5,504.6 million 2010 to B$5,542.5 million. The non-Oil and Gas sector reported

a 3.5% increase from B$6,341.9 million in 2010 to B$6,565.6 in 2011. Significant

positive growth rates were reported in Trade at 4.9% and Private Services at

6.9% compared to the previous corresponding year at 4.5% and 3.5%,

respectively.

The annual inflation rate for 2011 was 2.0%, an increase of 1.6% points

from the previous year. This increase was due to higher inflation reported for

certain goods and services, especially Food and Non-Alcoholic Beverages (3.5%),

Tobacco (93.4%), and Miscellaneous Goods and Services (6.4%).

The global economic slowdown had a minimal impact on Brunei

Darussalam’s overall economy in 2011. The financial sector remained highly

liquid, well capitalised, and profitable. Nonetheless, Brunei Darussalam’s oil-

exporting economy will be affected by the global prices of oil and gas as well

as the Brunei Dollar exchange rate versus the US Dollar.
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Table 2

Economy of Brunei Darussalam

Source: Department of Economic Planning and Development, Brunei Darussalam.

The banking system continued to be resilient in the face of today’s challenging

environment in the aftermath of the global financial crisis and economic slowdown.

As the regulator of the financial system and as part of its framework to assess

financial system stability, the AMBD compiles aggregate micro-financial

soundness indicators on the banking system.

Table 3 shows the key financial soundness indicators of the banking sector

for 2011. The current mandatory regulatory capital to risk weighted assets ratio

and Tier 1 Capital to risk weighted assets ratios for banks in Brunei Darussalam

are prescribed to be at least 10.0% and 5.0%, respectively. This is well above

the Basel I and Basel II requirements of 8.0% and 4.0%, respectively. In addition,

all banks also meet and are in excess of the Basel III, Tier I common equity

requirement of 7.0%.



81

The banks in Brunei Darussalam are also highly liquid. Strong capital and

liquidity levels, together with sustained earnings and improved risk management

systems, have resulted in a stable financial system, despite a marginal, albeit

temporary, deterioration in asset quality. The exposure of the banks to market

risk was negligible due to the low trading portfolios and minimal exposure to

foreign exchange risk, as a result of substantial foreign assets held in Singapore

dollars by banks.

3. Status of Application of Basel Capital Adequacy Framework

The AMBD has adopted the Basel I capital adequacy standards for all

licensed banks effective from January 2010. Accordingly, all the banks are

required, in computing the capital charge for capital adequacy, to follow the

revised capital adequacy format prescribed. The capital adequacy ratio (CAR)

to be maintained is 10% of total risk weighted assets with a core CAR of not

less than 5%.

The revised CAR is based on a hybrid of Basel I and Basel II which is

a combination of Basel I on credit risk and incorporates operational risk on the

Table 3

Selected Financial Soundness Indicators for Banks
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Basic Indicator Approach and the risk weights for external counterparties in

credit risk from Basel II.

In the absence of a developed capital market in Brunei Darussalam, a stock

exchange and mandatory listing requirements, the information infrastructure

necessary for Basel II is not available in Brunei. Very few borrowers are able

to produce audited financial statements and the credit culture in the market is

therefore one built on relationships and knowledge of the borrower. Banks are

therefore unable to collate the aggregate data on borrowers upon which to build

their internal ratings models which is the foundation on which Basel II is

predicated.

Therefore, credit risk is based on the Basel I formula. Since Basel II, through

risk differentiation and lower risk weights, will provide for certain banks to benefit

from lower capital requirements, we are satisfied that on a uniform application

of Basel I across the industry all banks are at 100% risk weights for credit risk,

except where Basel I permits lower risk weights for residential housing. This,

therefore, entails higher capital requirements than if the banks were on Basel

II.

In terms of the market risk, the banks in Brunei Darussalam have very

small investment and trading portfolios which are very insignificant, and owing

to the limited exposure, we have still not incorporated market risk into the capital

formula as we do not consider it a priority. The banks have little or no exposure

to interest rate risk and even to exchange risk the exposure is minimal. The

majority of foreign assets are held in Singapore dollars and this eliminates the

exchange risk since the Brunei dollar is at par with the Singapore dollar due to

the convertibility arrangement with Singapore.

With regard to Pillar II of Basel II, the necessary legal amendments are

currently are being formulated to give the Authority the flexibility to require a

bank to have more capital based on its risk profile, than the mandatory CAR.

Even now, there is adequate provision in the AMBD Order, 2010 and in the

Banking Order, 2006 and Islamic Banking Order, 2008 for this purpose, but we

wish to make it more specific and relate it to the Basel requirements.

Brunei Darussalam is embarking on its capital market development plan

and as soon as a level playing field is available with regard to borrower information

based on audited financial statements, the migration to full Basel II will be

implemented methodically from the basic approaches to the more advanced

approaches.
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Given the level of sophistication of our markets, it is our view that the

current formula used by us is adequate to mitigate the basic, traditional banking

risks our banks are exposed to. Moreover, with the mandatory ratio at 10%, 2%

points higher than the international norm of 8%, there is adequate margin to

cover any marginal risk exposures that the banks may have, like market risk.

With regard to Pillar III, the mandatory disclosure requirements are applicable

to all banks in the prescribed format for the preparation and publication of the

annual audited accounts of the banks, both to the Authority and to the

shareholders, as well as to the public in the form of publication in the press. In

addressing the information asymmetries in the market, the Authority increasingly

requires banks to publish information on bank charges, interest rates and methods

of computation and is continuing its efforts in this regard.

The current legal framework provided by the respective banking statutes

for both conventional banks and Islamic banks is the regulatory framework for

the regulation and supervision of all licensed banks in Brunei. They provide

adequate legal scope for the Basel capital adequacy formulae.

Three domestic banks, two of which are Islamic and one conventional, have

been identified as domestic systematically important banks (SIBs). Three

international banks are global SIBs and two regional foreign banks are regional

SIBs. The capital adequacy and all the prudential regulations apply equally to

all licensed banks in Brunei on a level regulatory playing field.

The details of the adoption of Basel I and II framework in Brunei Darussalam

to date are given below in chronological order:

• Basel I

ü Credit Risk - introduced in  2006

ü Revised Basel I Capital formula - introduced in 2010

• Basel II

ü Only operational risk was introduced in 2010

ü Pillar I

Ø Credit Risk – Basel I formula with risk weights for external

counterparties only from Basel II in 2010

Ø  Operational Risk – Basic Indicator Approach - introduced in

2010
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ü Pillar II

Ø  Please see explanatory notes above.

ü Pillar III

Ø  Please see explanatory notes above.

4. Assessment of Impact of Current Capital Ratios

Brunei Darussalam’s banks are already at Basel III common equity 7%

requirements, well in excess of the requirement, as they only hold common equity.

96% of Tier I capital of the banks in Brunei is in the form of common equity,

i.e. paid up capital and reserves.

They have held capital conservation buffers in the form of statutory reserve

funds to which, annually, all banks transfer a percentage of profits, since 2006.

As explained above (Table 3 - Financial Soundness Indicators) which signify

that at the current level of CAR - 10% which is well above the international

norm, the banks in Brunei Darussalam are adequately capitalised against their

risk profiles individually and on an industry basis.

No assessment of capital levels has been made in terms of enhanced capital

requirements under different capital components and quantification of future

capital requirements.

5. Implementing Other Basel Standards in Brunei Darussalam

It needs to be appreciated that Basel III was designed to enhance and

strengthen the Basel II CAR which was found to be grossly deficient in the

global financial crisis (GFC). With only a 2% common equity requirement in

Basel II and the rest of capital contributed by exotic hybrids which failed to

measure up in the GFC as they did not satisfy the basic requirements of loss

absorbency, Basel III was introduced with a higher capital requirement. Thus,

it is felt that with the Asian banks not exposed to the GFC and whose capital

is largely made up of only Tier I capital consisting of common equity, Basel III

is meant for the internationally active banks to which even the original Basel I

and II accords were originally meant.

Moreover, the Asian banks after their exposure to the Asian financial crisis

are much more resilient than their western counterparts to banking risks, and

are considered to be strongly capitalised.
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In terms of Basel III for the banks in Brunei Darussalam, they are already

at Tier I - 7% common equity requirement and well over the 7%, with 96% of

Tier I capital made up of only common equity. Traditionally, banks in Brunei

Darussalam have only held common equity as capital in the form of paid up

capital and reserves. We are therefore compliant well before the timelines set

by Basel III.

All banks also meet the 2.5% capital conservation buffer and have held

such buffers in the form of SRF since 2006. All banks in Brunei also meet the

leverage ratio of 3 also well before the timelines stipulated by Basel III.

With regard to the Basel III liquidity requirements, the banks in Brunei are

characteristically highly liquid and liquidity is not a regulatory concern in the

short term or in the long term. However, there is adequate provision in the

banking statutes to impose mandatory liquidity requirements, if the need arises.

The high level of liquidity held by the banks in Brunei is at the cost of low

levels of credit in the economy. Therefore the priority of the Authority is credit

growth which it seeks to facilitate. To impose the Basel III liquidity requirements

at the cost of credit growth is not the desire of the Authority. We are satisfied

that at the current level of liquidity in the industry, both the short- and the long-

term liquidity needs of Basel III can be satisfied to be able to meet the LCR

and the NSFR.
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Table 4

Current Level and Adequacy of Capital as at 2012 – By Peers

Chart 1

Banking Industry: Capital Adequacy Ratios


