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Chapter 9

BASEL III IMPLEMENTATION IN THE PHILIPPINES:

CHALLENGES AND OPPORTUNITIES1

1. Introduction

The Basel Committee on Banking Supervision (BCBS) in the mid-80s saw

the need to align regulatory capital regulations across countries to encourage an

international convergence of financial standards. Contagion risk concerns following

the failure of the German-based Bank Herstatt resulted in the establishment of

BCBS and eventually the formulation of the Basel Accord. Thus, in 1988, the

BCBS issued the original “International Convergence of Capital Measurement

and Capital Standards,” also known as Basel I.  Basel I was the first international

supervisory effort to relate capital requirements to, initially, credit risk.  In 1996,

the BCBS issued an amendment to the Basel Capital Accord to incorporate

capital requirements for market risks arising from banks’ open market positions

in foreign exchange, traded debt securities, equities, commodities and options.

Another important aspect of the amendment was that, as an alternative to a

standardised measurement approach, banks were allowed, under strict standards,

to use internal value-at-risk models as a basis for measuring their market risk

capital requirements.

Despite Basel I’s attempt to make capital requirements risk-based, the main

criticism of Basel I is that the assignment of risk weights is rather crude and

not based on any measurement, whether quantitative or qualitative, of probability

of default.  For example, all corporate loans – whether loans to a blue-chip

company or to a fledgling enterprise – are all given a risk weight of 100%.  In

addition, Basel I only accounts for credit risk (albeit crudely) and market risk,

but not other forms of risk that may also be important.

________________

1. Collaborative paper prepared by the Supervision and Examination Sector and Department

of Economic Research of the Bangko Sentral ng Pilipinas.
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In June 1999, the BCBS issued Basel II capital framework to revise Basel

I. The new framework made regulatory capital requirements more risk sensitive

and reflective of all, or at least most of the risks faced by banks.  In addition,

Basel II also puts emphasis on banks’ own risk assessment, supervisory review,

and the importance of disclosures as a tool to strengthen market discipline.  As

such, Basel II consists of three-pillars: (1) minimum capital requirements; (2)

supervisory review process; and (3) market discipline.  These three pillars are

based on the principles that: (1) banks should have capital appropriate for their

risk-taking activities; (2) banks should be able to properly assess the risks they

are taking and supervisors should be able to evaluate the soundness of these

assessments; and (3) banks should disclose pertinent information necessary to

enable market mechanism to complement the supervisory oversight function.

On 16 December 2010, the BCBS released the Basel III rules which

strengthen global capital and liquidity rules to address weaknesses in the Basel

II framework, such as flaws in the composition of capital that compromise quality

and pro-cyclicality which amplified and propagated financial shocks more rapidly

as what was witnessed in the 2007 global financial crisis. The Basel III reform

package also seeks to improve risk management and governance and strengthen

banks’ transparency and disclosure practices.

1.1 Objective and Scope of the Study

• To assess risks and vulnerabilities of the financial system;

• To give a status and assessment of the impact of Basel Standards; and

• To identify opportunities and challenges of implementing Basel III for the

Philippine financial system and the economy as well as supervisory aspect

of the implementation.

1.2 General Outline of the Paper

The paper is organised as follows: Section 1 gives a brief introduction on

the evolution of the Basel capital rules and the scope and objectives of the

study. Section 2 presents an overview of the Philippine financial system and

identifies, in particular, the risks and vulnerabilities of the banking system. This

section also describes the status of the adoption of the Basel capital adequacy

framework in the banking system. Section 3 provides an assessment of the

impact of the implementation of the Basel capital rules, followed by Section 4

which discusses the issues and challenges of implementing Basel III. Finally,
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Section 5 describes what to expect in terms of changes in legislation, risk

management frameworks, capital markets, training and development for staff of

banks and information technology infrastructure. Strategic options of banks to

implement Basel III will also be discussed before drawing conclusions.

2. Overview of Financial System and Risk Assessment

The Philippine financial system is dominated by banks, consisting mostly of

universal and commercial banks. The resilience of banks to the financial and

economic shocks drew strength from sustained efforts to pursue reforms in the

1990s and in the aftermath of the 1997 Asian financial crisis. These reforms

focused on strengthening the BSP’s prudential regulatory standards and aligning

them with international norms to enhance risk management, promote good

corporate governance and greater transparency, and reduce moral hazard. These

reforms are seen to help enable domestic financial institutions to manage the

risks arising from the banking and debt crisis in Europe and weak economic

growth in the US.

2.1 General Overview of Financial System of the Country

Banks are the primary intermediaries in the Philippine financial system as

they accounted for close to four-fifths of total assets at end-June 2012, while

non-banks contributed the remaining balance. Banks consist of universal,

commercial, thrift, rural and cooperative banks. Non-banks include investment

houses, finance companies, pre-need companies and insurance companies. The

number of financial institutions (head offices) totaled 7,440 as of March 2012.

By banking classification, there were 38 universal and commercial banks (U/

KBs), 71 thrift banks (TBs), and 614 rural banks (RBs) for a total of 723 banks.

The number of non-bank financial institutions (NBFIs) reached 6,717, made up

mostly of 6,464 pawnshops.

Table 1

The Philippine Financial System: Resources and Number

Source: Bangko Sentral ng Pilipinas.
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Financial institutions in the country are supervised by four agencies. The

Bangko Sentral ng Pilipinas (BSP) is the central monetary authority and at the

same time the supervisor of banks and their financial allied subsidiaries and

affiliates (except insurance companies), quasi-banks, non-stock savings and loan

associations, and pawnshops as provided for in its charter (Republic Act (RA)

7653), General Banking Law (RA 8791) and other special laws.  The Philippine

Deposit Insurance Corporation (PDIC) shares some supervisory powers with

the BSP over banks in line with its mandate as deposit insurer. The Securities

and Exchange Commission supervises self-regulatory organisations (SROs),

investment houses, securities broker/dealers, investment companies, finance

companies and pre-need companies. The Insurance Commission supervises

insurance and reinsurance companies, insurance brokers and mutual benefit

associations. In 2004, these four agencies formed the Financial Sector Forum

(FSF) to harmonise policies and discuss matters of common concerns. The key

objectives for establishing the FSF include the improvement of the supervision

of financial conglomerates and emergence of firms operating in “regulatory grey

areas.”2

In terms of regulation and supervision, the BSP has embarked on an

aggressive and wide-ranging reform process in the past decade to promote a

sound, stable and globally-competitive banking system. This reform process is

geared towards greater commitment to risk management, strengthening of

supervisory framework, restructuring of the local banking system and the

promotion of corporate governance and raising domestic regulations to

international standards such as the International Accounting Standards and Basel

Capital Adequacy Framework.

2.2 Risk Oversight Assessment and Vulnerabilities

Philippine financial institutions are beset by risks arising from the still

unresolved debt and banking crisis in Europe and the fragile economic and fiscal

conditions in the US. Buffers that will help cushion the impact of these external

risks on these institutions are their relatively healthy balance sheets and country’s

strong macroeconomic fundamentals.

________________

2. Espenilla, Nestor A., “Banking Supervision and Examination in the Philippines”, Paper

presented during the IMF-FSA Conference on Financial Stability and Financial Sector

Supervision: Lesson from the Past Decade and Way Forward, Tokyo, Japan, 17 December

2007.
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2.2.1 Risks to Global Financial and Economic Stability Intensify

The resurgence of uncertainties in the global financial environment starting

May 2012 intensified market stress as it reverted to, and in some cases surpassed

the levels seen during the worst period in November in the previous year. Risk

aversion among investors intensified due to the potential exit of Greece from the

euro zone and rising concerns about the health of the Spanish banking system.

Meanwhile, the recession in the euro area, the fragile recovery and fiscal

concerns in the US and the slowdown in China have dimmed prospects for

economic growth for both advanced and emerging markets. Further, weak growth

prospects of emerging economies leave them less able to weather the spillover

effects of sovereign and banking crises in the euro zone. Given the worsening

global and economic environment, threats to domestic financial stability are seen

to emanate from three factors % deleveraging, capital flows and protracted

slowdown in global growth.

European bank recapitalisation plan, announced in October 2011, exerted

pressure on European banks to shed assets and cut exposures to emerging market

economies. Strong deleveraging pressures during the final quarter of 2011 led

to weak or negative growth in the volume of credit extended by many European

banks. Specifically, their consolidated foreign claims on emerging Europe, Latin

America and Asia had already started to fall in the third quarter of 2011. New

syndicated and large bilateral loans from EU banking groups to emerging market

borrowers subsequently fell in the fourth quarter of 2011. The latest turbulence

in the euro zone has kept the deleveraging process elevated.

Capital flows to emerging markets like the Philippines were sustained

following the bold monetary policy measures adopted at the end of 2011 to

address sovereign and banking funding pressures in the euro area. Foreign capital

flows were also driven by the country’s strong fundamentals and the successive

credit upgrades of sovereign ratings and outlook by major credit agencies in

2011 and 2012. This could fuel imbalances in the credit and asset markets that

could threaten financial stability of the country. On the other hand, a sudden

stop or negative reversal in capital flows could result in a global liquidity squeeze

and higher financing costs. Dollar liquidity could tighten and adversely affect

unhedged foreign exchange position of banks.

Given the trade and investment linkages of the country to the global economy,

a continued slowdown or recession in advance economies could have a dampening

effect on the growth outlook of the Philippines and subsequently on the overall

stability of the financial system. A protracted global slowdown could weaken
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exports and overseas Filipino deployment and subsequently affect repayment of

debt by corporates and households, respectively. Exports to mature economies,

in particular the US and Europe, account for 28% of total exports in 2011 while

remittances from the US and Europe comprise 42% and 16.7%, respectively,

of the total as of March 2012. In terms of investments, the US, along with

Japan, are the top sources of gross foreign direct investments in the Philippines,

while Europe made up only 3% of the total. Portfolio investments in 2011 showed

that a sizeable 41% came from Europe.

2.2.2 Financial Stability Risks Remain Manageable

Risks to the banking system arising from the foregoing developments are

manageable given that banks will be facing these challenges of the external

environment from a position of strength.

2.2.2.1 Deleveraging Risks

Banks’ risks from the ongoing deleveraging in Europe in line with European

banks’ efforts to build up their capital and strengthen their balance sheet is

expected to have a limited effect as banks exposure to Europe remained minimal

at 1.6% of total assets as of February 2012. Moreover, the relatively liquid local

financial markets, alongside the country’s substantial foreign exchange reserves,

should provide reasonable buffer from a decline in the activities of European

banks.

2.2.2.2 Financial Imbalance Risks

Risk of asset bubbles and other financial imbalances from excess liquidity

in the system brought about by continued foreign exchange inflows will be

mitigated by prudential tools that are in place which can help ensure the health

of banks and guard against financial stability risks. These tools include ceilings

on real estate exposure, loan-loss provisions, capital adequacy requirements,

foreign currency liquid asset cover and regulations on derivatives.

The BSP remains vigilant in the developments in lending, including the real

estate sector which has shown robust activity. Nonetheless, banks remain

compliant with prudent real estate loan limits, with universal/commercial banks’

exposure to the real estate sector reaching only 15.2% of their total loan portfolio

as of end-March 2012.  This is well within the 20% ceiling on real estate loans.

In September 2012, the BSP issued new guidelines to provide a more

comprehensive measure of a bank’s real estate exposure. One of the changes
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involved the definition of real estate exposure which now includes loans as well

as investments in debt and equity securities, the proceeds of which shall be used

to finance real estate activities.  Previously, only real estate loans were covered.

Furthermore, all loans are counted as part of banks’ real estate exposure,

amending the previous policy of excluding loans granted to individuals to finance

the acquisition and/or construction of residential real estate for own-occupancy

and those extended to land developers/construction companies for the development

of socialised- and low-cost housing, among other things.

Anecdotal evidence points to an increase in vacancy rates and softening of

rents in certain niche segments, suggesting excess supply. The build-up in real

estate exposures of the non-bank financial institutions, and of property developers

could be an emerging vulnerability that requires close surveillance and coordination

among regulators.3

2.2.2.3 Credit Risk

The non-performing loans (NPL) ratio of the banking system fell to 2.7%

as of June 2012, below the 3.5% level seen prior to the Asian crisis. The banking

industry’s NPL ratio got better overtime from the passage of the Special Purpose

Vehicle Act (SPAV) in 2002. The SPAV offered fiscal incentives such as the

exemption from documentary stamp tax and capital gains tax for banks and

non-banks with quasi-banking functions that intend to transfer or sell their non-

performing assets (NPAs) to SPVA. In addition, the continued reduction in NPL

ratio may be attributed to the sustained growth of the economy which helped

reduce NPL levels and replenished banks’ loan portfolio. The industry’s

provisioning against potential credit losses remained adequate with the NPL

coverage ratio (loan loss reserves to NPLs) reaching 109.9%.

The prolonged weakness in the global economy could translate to a gradual

slowdown in the domestic economy, which could pose latent credit risks. Sluggish

economic activity could reduce debt servicing capability of corporate and individual

borrowers resulting in delayed loan repayments, if not debt defaults resulting in

an increase in NPLs. An increase in NPLs would require additional provisions,

which will affect profits and potentially capital.

________________

3. International Monetary Fund, The Philippines: 2011 Article IV Consultation, March 2012.
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2.2.2.4 Interest Rate Risks

Financial assets of banks other than loans were issued mostly by residents

at 83.8%, with the National Government accounting for 63.2% of financial assets.

Given the relatively low risk nature of these securities, the manageable fiscal

position and the ample liquidity in the system, the likelihood of a sharp reversal

in interest rate on these securities appears moderate in the short term.

2.2.2.5 Liquidity Risks

In the event of a sudden stop or reversal in capital flows arising from a

tightening of global liquidity, the substantial holdings of government securities of

banks provide collateral that enables them to access liquidity under the BSP’s

repurchase facility. Banks also have a relatively steady core funding base made

up of deposits, which accounted for 73.3% of total resources as of end 2011.

More than 99% of total peso and foreign currency deposits and deposit substitutes

are held by residents, reducing vulnerability to capital flight. Liquid assets to

total assets remained high at 33.3%. Foreign currency liquidity risk is limited by

a liquid asset cover requirement of 30% of foreign currency liabilities.

2.2.2.6 Solvency Risks

Despite continued global difficulties, the capital adequacy ratios (CARs) of

the Philippine banking system remain healthy and above the BSP’s minimum

ratio of 10% and the Basel Accord’s standard ratio of 8% in the last ten years.

The system-wide average CARs stood at 16.65% on solo basis and 17.64% on

consolidated basis as of end 2011. Similarly, the Tier 1 (T1) capital ratios remained

well above international norms at 14.45% and 14.48% on solo and consolidated

bases, respectively.

A map of the banking system’s risk weighted assets (RWA) indicated the

general decline of credit and market risks as a percentage of total RWA in the

last six years. Credit RWA declined to 84.9% in 2011 from 90.5% in 2005 and

market RWA dropped to 4.8% from 9.5%.
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2.3 Status of Application of Basel Capital Adequacy Framework

2.3.1 Basel I

The enactment of the General Banking Act in 2000 finally gave the BSP

the legal basis to adopt the risk-based international capital standards.4 In February

2001, the BSP issued the implementation guidelines for the Basel Capital Accord

in the Philippines which were set to take effect on 1 July 2001. The minimum

capital adequacy ratio prescribed was 10%, higher than the 8% required under

international standards. The guidelines initially covered only capital requirements

for credit risks. In the following year, the guidelines were released on the adoption

of the 1996 amendments to the Basel Accord for market risk. The market risks

covered were interest rate risk and equity price risk in the trading book, and

foreign exchange risk throughout the bank.

Chart 1

Capital Adequacy Ratio of Philippine Banks

as of End-December 2011

Source: Bangko Sentral ng Pilipinas.

________________

4. The General Banking Act of 2000 repealed the 52-year old General Banking Law. The new

law was geared towards meeting the challenges of and providing additional safeguards for

new risks associated with globalisation and financial innovation.
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2.3.2 Basel II

On 2 June 2006, major revisions to the risk-based capital adequacy

framework were approved and were scheduled to take effect on 1 July 2007.

The Basel I-compliant framework was aligned with the new Basel II

standards. The revisions were put in place following the release by the BCBS

of the New Capital Framework in June 2004. Under the revised framework, the

BSP maintained the present minimum overall capital adequacy ratio (CAR) of

banks and quasi-banks at 10%.  However, consistent with Basel II

recommendations, the BSP effected major methodological revisions to the

calculation of minimum capital that universal banks, commercial banks and their

subsidiary banks and quasi-banks should hold against actual credit risk exposures. 

The guidelines for allocating minimum capital to cover market risk were also

amended, primarily to align specific market risk charges on trading book assets

with the revised credit risk exposure guidelines. A completely new feature was

the introduction of bank capital charge for operational risk.  The required

disclosures to the public of bank capital structure and risk exposures were also

enhanced to promote greater market discipline in line with the so-called Pillar

3 of the Basel II recommendations.

To address the second pillar, the BSP issued the guiding principles on 15

January 2009 and they were adopted by banks on 1 January 2011. The guidelines

which were made applicable to U/KBs at a consolidated level contain the guiding

principles that banks should follow in designing their Internal Capital Adequacy

Assessment Process (ICAAP); and BSP supervision and examination personnel

should consider in assessing a bank’s ICAAP. In July 2011, the BSP came up

with supplemental guidelines on the ICAAP submission of Philippine branches

of foreign banks which were expected to be designed in accordance with the

nature, size and complexity of their businesses in the Philippines.

2.3.3 Basel 1.5

Stand-alone TBs, RBs and cooperative banks (Coop Banks), which refer

to TBs, RBs and Coop Banks that are not subsidiaries of U/KBs, are covered

by a separate risk-based capital adequacy framework referred to by the BSP

as the Basel 1.5 framework which is a simplified version of Basel II in view

of the simple operations of these covered banks. Changes to the framework

include:

• Credit risk, the foreign currency denominated credit exposures to the

Philippine National Government and the BSP will carry a 100% risk weight
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based on the country’s sovereign rating of “BB-” from the existing 0% to

be phased in over a 3-year period.

• Exposures to government corporations which carry an explicit guarantee

from the National Government shall be 0% risk weighted only if peso-

denominated.

• Assignment of 150% risk weight (from 100%) on Real and Other Property

Acquired to be phased-in over a 3-year period.

• Capital requirement for operational risk using only the Basic Indicator

Approach (modified) at 12% of the average positive annual gross income

during the last three years of a bank.

• Market risk capital charge for derivatives transactions will be calculated.

2.3.4 Basel III

The BSP has already laid down the groundwork for the implementation of

Basel III through the issuance of Circular No. 709 dated 10 January 2011, which

amends the existing risk-based capital adequacy framework by adopting the

minimum eligibility criteria for inclusion of non-common equity regulatory capital

instruments in qualifying capital.

In early 2012, the BSP announced that U/KBs will be required to adopt the

capital adequacy standards under Basel III, starting 1 January 2014. The broad

proposals on the adoption of Basel III standards on capital adequacy are contained

in Memorandum No. M-2012-002 dated 10 January 2012. This, likewise, contains

the timelines for the drafting and finalisation of the implementation guidelines on

capital adequacy.

3. Assessment of the Impact of Basel  III

The BSP has long put a premium on the capitalisation of banks operating

in the Philippines. In the 1990s, the imposition of a regulatory minimum capital

adequacy ratio (CAR) was incompatible with the prevailing banking law at that

time, i.e., the General Banking Act of 1948. In its stead, the central bank set

the minimum level of banks and adjusted the same upward periodically. With the

passage of the General Banking Law of 2000, the Basel I framework was soon

institutionalised through capital charges, initially for credit risk and subsequently

for market risk. Such capital charges were in addition to the minimum levels of

capital set by regulation. This effectively created a dual-level capital regulatory

regime which combines risk-based operating capital with a mandatory capital
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floor. Such a capital framework has been preserved through the introduction in

the Philippines of the Basel II framework in 2006 and continues up to today

with the impending commencement of Basel III.

3.1 Current Level and Adequacy of Capital of Individual Banks or

Banking Groups

The existing regulations call for a minimum capitalisation based on the type

of banking license and/or its location (Table 2). In addition, the CAR of a bank,

consolidating across the parent bank and its subsidiary financial allied undertakings

(but excluding any insurance subsidiary or affiliate), must not be lower than

10%. The grant of authority for branches likewise involves a theoretical capital

per branch (Table 3), the approval of which is premised on a higher minimum

CAR of 12%.

Table 2

Prescribed Minimum Capital by

Type of New Bank

Table 3

Theoretical Capital per Branch

Source: Bangko Sentral ng Pilipinas.

Source: Bangko Sentral ng Pilipinas.

Foreign bank branches operating in the Philippines are governed by a specific

law (Republic Act No. 7721). Under the said law, foreign bank branches must

have a capital base of Php210 million and for which the bank is entitled to three

branches. An additional capital of Php35 million is required for each branch up

to a maximum of three other branches. The same 10% CAR applies as the

regulatory minimum but the calculation itself of the CAR of foreign bank branches
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involves a fairly nuanced process that includes permanently assigned capital, a

multiplier set by regulation and the “Net Due To” position of this foreign bank

branch.

These regulations on bank capital must be complied with on any given day.

Since there are material consequences for any breach, there is the built-in

incentive for banks to purposely set a buffer above the regulatory minima. This

is in fact the case as can be seen in Chart 1.

Two facets from Chart 1 are important to highlight. Firstly, the majority of

bank capital is accounted for by Tier 1 capital instruments. This is material since

the Basel III agenda is geared towards shifting away from so-called hybrid

capital into the more fundamental forms of capital. And secondly, the dip in

CAR between 2006 and 2009 is itself not related to the global difficulties. Instead,

this was the period wherein the BSP opted to increase the risk weight on foreign

currency denominated sovereign paper from 0% to 100%. Phased in over a

three year window, it is this factor that is captured by the cyclical trend.

Numerically, end-2011 CAR for the Philippine banking system is at 16.7%

when banking institutions are taken on a stand-alone (“solo”) basis. The ratio

rises to 17.6% if affiliates and subsidiaries are taken collectively with their parent

bank (“consolidated”). With limited use of hybrid capital, the corresponding Tier

1 ratio is at 14.4% on a solo basis (Table 4).

Table 4

Capital Adequacy and Tier 1 Ratios

(December 2011)

Source: Bangko Sentral ng Pilipinas.
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Taken by banking groups, one observes from Table 4 and Chart 2 that

universal and commercial banks are by far the most dominant group by market

share (88.5% both in terms of risk-weighted assets and qualifying capital). This

group “drives” the system’s CAR. However, the remaining groups have CARs

within a range of 15.7% to 18.4%. This is comforting since it suggests that the

CAR values of the banking subgroups are within reasonable proximity despite

the vast difference in market size.

At face value, the system CAR appears to reflect a well-capitalised banking

system. Stated differently, banks operating in the Philippines can take on increased

risk exposures without compromising their ability to meet regulatory capital

provisions. It is understood that this increased risk-leveraging while operating at

the minimum acceptable CAR is not the intended market conduct since the

Basel principles indicate the need for operating above the set regulatory minima.

To better validate the strength of banks’ capital, a stress testing exercise

has been run every semester since 2011. At present, the tests for credit, market

and liquidity risks are run for 55 banks which cover all of the universal/commercial

banks and the largest thrift banks. These 55 banks represent 96.24% of the

assets of the banking system and 96.79% of its capital base.

Chart 2

Share of RWA versus CAR per Banking Group (in %)

Source: Bangko Sentral ng Pilipinas
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The results show that the balance sheets of the tested banks are well able

to absorb a considerable amount of stress.5 Instead of simply relying on high

CAR values, it is these results that provide the BSP with the comfort that the

system as a whole is well-capitalised against the potential occurrence of financial

risks.

3.2 Assessment of Capital Levels in Terms of Enhanced Capital

Requirements of Basel III under Different Capital Components

The shift to Basel III presents a different challenge for bank capitalisation.

The popular belief is that Basel III forces banks to increase their capital levels

given the relatively lax structure under the previous Basel Accord. This is,

however, not likely the case with banks operating in the Philippines since these

banks are starting from respective CARs that are already at a premium over

the regulatory minimum. Thus, the impending challenge lies with the way Basel

III shifts the emphasis onto CET1 and Tier 1 capital.

To have a better handle on this challenge, banks were asked to simulate the

effect of the Basel III framework on their capital position. By their own

calculations, all would not find difficulty in meeting the new standards except

for a couple of outlier banks.

On the part of the regulator, we conducted independent simulations as well.

We had different scenarios under consideration and these involved (1) whether

or not we grandfather legacy capital instruments, (2) the phase-in of selected

regulatory adjustments and (3) the alternative treatments for investments in non-

financial allied and non-allied undertakings (Table 5).

________________

5. For credit risk, we take up to a 50% write-off without recovery. For market risk, interest

rate shocks of 500 bps for both local and foreign interest rates are applied. In addition,

the local currency was depreciated at 30% and combined with the interest rate shock.

Liquidity tests are in the form of gapping analysis for both local and foreign currency

exposures at various tenor buckets.
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The results are not unexpected. They reflect the same points made in the

preceding section, i.e., that banks maintain, on average, a significant buffer over

the regulatory minima and that the relatively limited use of hybrid instruments

puts the CET1 ratio well above the prudential threshold.  This is likewise evident

in the finding that two banks will fall below the 10% CAR threshold but none

will be below the 7.5% Tier 1 minimum. Even the choice between a full or

staggered deduction creates at best only a 1.2 percentage point difference from

a base that is, to begin with, relatively high.7

3.3 Assessment of Future Capital Requirements in Terms of Business

Models of Banks and Identification of Gaps

The capital requirements of banks over a projected five-year period can be

ascertained from the banks’ submission of their ICAAP document.8

In general, banks believe that their respective current capital positions are

adequate relative to the risks that will be taken onto the balance sheet over the

immediate 5-year period. This is not particularly surprising considering that there

Table 5

Simulation of Capital Position under Different Basel III Scenarios

Source: Bangko Sentral ng Pilipinas

________________

6. Applies to investments in non-financial allied and non-allied undertakings.

7. There are deductions which are imposed as part of our Basel II framework. The treatment

is a 50% deduction from Tier 1 and a 50% deduction from Tier 2. Thus, the context of

a full deduction at inception is actually an increment of 50%, minimising the gains from

a staggered deduction programme.

8. ICAAP for banks and the corresponding Supervisory Review Process (SRP) for the BSP

reflect the adoption in the Philippines of Pillar 2 of the Basel II Accord. These were

institutionalised in 2008 and provided a two-year window within which banks could submit

“trial” documents and engage in active discussions with the BSP. Since 2010, the banks

have been submitting their “final” ICAAP document which is updated/re-submitted annually.

Currently, our ICAAP covers all universal and commercial banks, including foreign bank

branches.
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is a significant buffer between their actual CAR and the 10% minimum CAR

that they have to maintain by regulation. At the level of qualifying capital of

Php711.6 billion for universal and commercial banks (Chart 2), these banks can

hypothetically take on an additional load of Php2.84 trillion worth of risk-weighted

assets before reaching the regulatory threshold of 10% CAR. This represents

a significant capital buffer of 66% over the required minimum before banks are

forced to increase capital to take on further risk exposures.

The above notwithstanding, banks are “hedging” against any pressure on

CAR under a Basel III regime. As such, the universal and commercial banks

have identified a number of options. These include the following:

1. Outright issuance of Basel III-compliant capital instruments – in a market

where private capital is relatively scarce vis-à-vis to labour, there will be

some premium to being able to access capital markets ahead of others;

2. Manage the balance sheet to reduce the strain on capital – several measures

have been identified which include:

a) Reducing dividends or opting for stock dividends instead of cash dividends

b) Introducing more operational efficiencies to cut costs

c) Managing risk exposures

3. Improve overall financial performance – boosting profitability is ultimately

the ideal outcome because the bank has the leeway to retain earnings and

build up capital while bank management is more confident of their handling

of financial risks.

Likewise, foreign bank branches generally do not expect the need for capital

infusion from their head office given their short-term business plans. If needed,

however, a global process is in place for this contingency.  Nevertheless, they

have identified a variety of other contingency options to ensure their capital

stays above the minimum regulatory capital, such as increased borrowings from

the head office and other branches and subsidiaries, reduced profit remittance

to head office, or registered unremitted profits as part of permanently assigned

capital.



302

3.4 Current Level and Adequacy of Liquidity of Individual Banks or

Banking Groups in Terms of Key Indicators for Liquidity

While the numbers suggest that capital take-up is not going to be a constraint

at the inception of the Basel III framework in the Philippines, liquidity will pose

more of a challenge. Current regulations provide for the principles of sound

liquidity risk management but do not impose specific measures. The Basel III

formulation not only establishes liquidity management as a centerpiece prudential

measure, it does so by identifying specific parameters that must be met on

prudential grounds. It is this jump from the purely principles-based guidelines to

a prescriptive standard which is at issue.

This prescriptive standard raises a related but often overlooked issue.

Liquidity is not perfectly inter-changeable across tenors and needs to be more

“localised”. In the normal nature of banking, short-term financial liabilities are

expected to exceed short-term financial assets. This reflects the term

transformation function where banks mobilise short-term deposits and intermediate

the same as longer-term credits or exposures.

Results from the periodic stress testing exercise suggest that the banking

and trading books maintain a positive gap9. Furthermore, the expectation of a

negative gap for shorter-term tenors is, indeed, validated as well. This is the

case whether in local currency or foreign currency terms as well as when those

accounts with “open maturity” are segregated from those with fixed/known terms

(Table 6).

________________

9. That is, financial assets slotted across 5 tenor buckets on the aggregate exceed the sum of

financial liabilities over the same tenor buckets.
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The preceding Table is interesting and can be read in different ways. At

one level, it shows that longer term tenor will not be an issue with respect to

liquidity and that the main problem will be tenors less than one year. On further

thought, this is not too surprising when one considers that banks heavily source

short-term deposits to fund long-term asset positions. This is exacerbated in the

Philippines since the absence of an outright market for long-term funding means

that banks have to continuously gap negatively to fund exposures.

One can very well argue that the magnitudes are a cause of concern. Should

a systemic need for liquidity arise, it would appear that Philippine banks are

particularly vulnerable on the short-end. However, there is reason to believe

that the negative gap for shorter term tenors may be exaggerated at least in

terms of day-to-day operations. The data does not capture what is euphemistically

referred to as the “churn”. That is, for as long as liquidity demand is neither

instantaneous nor for long periods, short-term liquidity can actually be provided

repeatedly within a given period. There are other sources of liquidity as well

through contingent lines between banks or through high-turnover accounts like

swaps and interbank loans. In general, the “as of” balance for these accounts

will not be indicative of the actual activity within a given period.

Table 6

Consolidated Stress Test Results – Gap Analysis

Source: Bangko Sentral ng Pilipinas
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3.5 Assessment of Current Liquidity in Terms of New Liquidity

Requirements of Basel and Identification of Additional Requirements

Unfortunately, “churn” can be useful for sporadic needs but once the liquidity

pressure is systemic then the absolute gas matter. It is in this context that the

Liquidity Coverage Ratio (LCR) presents a formidable challenge for most

jurisdictions. To cover expected short-term outflows with enough assets that are

either already in cash form or can readily be liquidated is not just an Asset-

Liability Management (ALM) issue. It will likely impact on the term transformation

function because incrementally short-term inflows and outflows must be matched

at least one-to-one. That will suggest that short-term funding liquidity must take

precedence before longer-term credits can be pursued.

For the Philippines, liquidity will be the immediate issue rather than capital

build up. Based on the stress test results, we may see increased demand for

liquid short-term assets. With the fiscal authorities exchanging shorter-term

liabilities for longer-term obligations, the relative scarcity of instruments that

would comply with the LCR requirement will become more pronounced moving

forward.

The depth of such demand (i.e., the nominal peso amount of the liquidity

gap) will be a concern since only government securities can possibly cover such

extent.10 This will obviously imply an increase in the fiscal imbalance. It forces

a stalemate between the prudential liquidity norms set under Basel III as against

the prudent management of the fiscal position.

4. Issues and Challenges in Implementing Basel Standards

Basel III will fundamentally restructure the banking landscape. The required

changes not only cover new grounds but also extensively re-assess existing facets

of the longstanding landscape. While there is no debating the intent of the reform

agenda, there are substantial operational challenges that lie ahead.

4.1 Regulatory Constraints

Of all the challenges ahead, the limit of regulatory and supervisory oversight

is fortunately not among the major constraints. As the central monetary authority

as prescribed in the Philippine constitution, the BSP is empowered to set the
________________

10. The extent of the corporate bond market is quite limited at this stage. Aside from funding

liquidity, it is not obvious that corporate issues will command market price liquidity. Thus,

there will have to be a heavy reliance on the GS market, at least in the immediate term.
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minimum standards that are fundamental to any Basel Accord, particularly that

of Basel III. Section 34 of Republic Act No. 8791, otherwise known as the

General Banking Law of 2000, provides for the specific legal basis that grants

the Monetary Board of the BSP the power to prescribe minimum ratios for risk-

based capital.  Furthermore, the law specifically addresses conformity, to the

extent possible, to internationally accepted standards including those of the Bank

for International Settlements.

The two facets where additional legal work is needed are: (1) the applicability

of the capital provision to foreign bank branches; and (2) the emerging standards

on domestic SIFIs (Systematically Important Financial Institutions).

The former may present some concern because – as was mentioned in the

initial portion of Section 3.1 – foreign bank branches are covered by a specific

law. The said specific law outlines what are treated as “bank capital” for foreign

bank branches. The challenge is to align the intended prudential provisions of

Basel III with the specific language of the law. A legal review is currently in

progress and the initial opinion is that there would not be any issue.

With regard to D-SIFIs (Domestic Systematically Important Financial

Institutions) , the issue is the requirement that banks deemed to be systemically

important shall be prescribed a higher CAR. Where this becomes an issue is

the same Section 34 of RA No. 8791 which provides, among others, that the

prescribed regulatory CAR “shall be applied uniformly to banks of the same

category”. The literal implication is that all universal and commercial banks, for

example, must have the same minimum CAR, regardless of whether some of

these are deemed “systemically important”. As with the issue with foreign bank

capital, this matter is currently under legal review.

4.2 Level of Coverage

The preceding reference to universal and commercial banks is not

coincidental. As designed, the Basel III framework will be applicable to universal

and commercial banks, including their subsidiary banks and quasi-banks. This is

in recognition of the level of risk complexity that is typically embedded in the

balance sheets of these banks. On the other hand, the fact that subsidiary banks

and quasi-banks are likewise covered only reinforces the consolidated risk

approach that we have been espousing.  This means that thrift banks that are

subsidiaries of universal and commercial banks will be consolidated on a risk-

basis with their parent bank.
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We should take cognisance that thrift banks that are not “linked” with either

universal or commercial banks are governed under a different version of the

Basel Accord which we refer to as “Basel 1.5”. The same framework applies

to rural banks and cooperative banks and this policy prerogative on introducing

Basel 1.5 is premised on applying the same core ideas of the risk-based

framework for a more limited coverage on balance sheets that tend to have

simpler risk exposures.

In addition, our coverage of the Basel III framework is currently limited to

the capital component. Aspects such as counterparty risk, trading books, liquidity

and Basel 2.5 will be applied but in stages and at later stages. This staggered

application is deliberate since it is the belief of the BSP that the application and

extent of change needs to be managed as well.

4.3 Attract New Capital and Challenges for Enhancing Capital Level

This staggered application then suggests that the immediate focus is on

capital. For purposes of compliance, we do not see that there is a pressure for

universal and commercial banks to top up on their capital. However, the difference

between one bank and next depends on the chosen business strategy and whether

expanding balance sheets in the near term must mean soliciting new capital

today.

Where there will be some added pressure is in the area of the general

terms of instruments that qualify as bank capital. Specifically, the Point of Non-

viability (PONV) feature is now a requirement for Tier 2 instruments as well

as for Additional Tier 1 instruments.  Since this is a new facet, its pricing is not

well established.

The absence of a reliable and recurring benchmark for such pricing is itself

causing an added challenge for soliciting new capital. While yields have

considerably declined in the global market over the past two to three years, the

benefit of reduced coupon rates is being matched against the potential of a

scarcity premium for PONV pricing.

4.4 Adaption of New Liquidity Requirements

As argued previously, it is with liquidity where more challenges may arise.

However, it should be made very clear that bankers will not have any issue with

the need for suitable liquidity risk mitigants. Liquidity risk management is, in

fact, basic practice among banks. The real issue then is the prescriptive mode
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of the Basel III guidelines on liquidity and the relative scarcity of short-term

liquid assets that could meet the needs of all universal and commercial banks

with respect to LCR.

This is not a trivial concern and will require some intervention, most likely

as a financial stability issue. For most of Asia and certainly for the Philippines,

government securities will be the default liquid instrument. But requiring increased

issuance of 91-day Treasury Bills as a means to plug any LCR gap creates its

own “fiscal cliff”. In this case, the National Government is essentially forced

to create and roll over short-term debt that it may not really need for purposes

of funding.

This is not to suggest that there will be no issues in complying with the

NSFR (Net Stable Funding Ratio). However, the LCR creates both a timing and

volume concern while the NSFR will at least be principally a volume issue. It

is not clear that current levels of outstanding Treasury bonds are sufficient in

both form and substance to provide all universal and commercial banks with

enough supply to meet the NSFR requirement.

In fact, the issuance of treasury paper is at best a necessary condition for

addressing both the LCR and NSFR. If liquidity is to be properly addressed,

what is required is a deep and active secondary market that can liquidate

securities without substantially moving prices. This is certainly not the case today

in the Philippines, and certainly for most of Asia, where some government

securities do not regularly trade and are thus by definition illiquid.

There are other potential complications. If, as we posited earlier, liquidity

matching will take precedence over term transformation, there may be an impact

on the pricing of credit. Specifically, if banks need to set aside more from sourced

funds to meet the liquidity requirements, then there will be less available

incrementally for loans. This puts upward pressure on the pricing spread between

sourced funds (withdrawable deposits) and the use of funds (typically fixed term

loans). At fixed deposit rates, this can only be accommodated by higher loan

rates.

The higher loan rates ceteris paribus presents added complications. That

means that there will be less projects that can qualify against the higher hurdle

rates to justify the credit decision. In the same light, higher loan rates creates

increased moral hazard and self-selection problems which underpin higher default

rates. At the extreme then, the pursuit of a more structured liquidity mitigant

can potentially lead to credit quality issues. The gains from liquidity then come
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at the expense of a smaller pool of credit which is itself more prone to

default.

4.5 Enforcement Capabilities Assessment

One area that is often overlooked in the Basel III discussions is the ability

of regulatory authorities to enforce the framework. Often, the view is whether

banks can comply with the higher bar when in fact regulators are faced with

as much challenge in keeping the bar at a credible higher level.

For the BSP, the challenges of enforcement are at several levels. In

particular, we face the following key operational concerns:

4.5.1 Separate Technical Groups to Address Basel III Key Elements

Recognising the extent of the reform, the Supervision and Examination Sector

formed various working groups to review and formulate the appropriate courses

of action on several fronts of the Basel III reforms.  Specifically, we have

groups for:

• Capital component including Leverage and Buffers

• Liquidity Framework

• Counterparty Risk

• OTC Derivatives Reforms

• Systemically Important Financial Institutions

• Basel 2.5 Market Risk Reforms

• Reform on Trading Books

The challenge lies in the deployment of a number of individuals who generally

have other office deliverables and who may not necessarily have a prior

background on the Basel Accord. Resource gaps need to be addressed swiftly.

This in turn requires considerable organisation and discipline, particularly given

the period within which the BCBS documents are reviewed and the appropriate

Philippine implementation is designed.



309

4.5.2 Related Working Goups

In addition, there are other technical working groups which are focused on

issues related to banking system reforms. These are effectively auxiliary to the

Basel III agenda but are nonetheless critical to ensure that the Basel III

framework itself is successful in generating holistic change. These include:

• Financial market infrastructure

• Foreign bank capitalisation

• Shadow banking

• Internal ratings based approaches to credit risk

These involve a different set of personnel from those in the working groups

above. Thus, the organisational challenge is exacerbated because of the need

to coordinate the different parts of the Basel III guidelines as well as across

related-but-different reform tracks.

Information Dissemination within BSP

Along with the issuance of the Basel III consultative document to banks,

there was a parallel need to apprise colleagues within the BSP. This required

a de facto capacity building exercise where examiners, specialists and technical

staff are provided sufficient information to address their own execution queries.

4.5.3 Modifications to Existing IT and Oher Information System

Just as Basel III will require banks to invest in technology to meet the

information and reporting needs, the banking regulator needs to likewise make

adjustments with respect to information that will be monitored and reports that

will be received from the market. This will not be trivial since this will involve

new information and/or new reports. As a corollary, these new data must be

processed accordingly and this may require fundamental changes in the

regulator’s own infrastructure. The key tenet is to ensure that the right information

is received by the right party and reviewed appropriately so that any supervisory

concern can be acted upon expeditiously.
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4.6 Macroeconomic Impact

A number of studies have attempted to estimate the macroeconomic impact

of the Basel III reform agenda.  Perhaps the most often cited is the report of

the Macroeconomic Assessment Group (MAG)11 which finds that GDP growth

could be reduced as Basel III is implemented.  Slovik and Cournede of the

Organisation for Economic Cooperation (OECD)12 find similar results.

Empirically, Slovik and Cournede suggest that GDP growth will be reduced by

15 basis points per annum in the medium term.  In contrast, the MAG reports

a 19 basis points reduction off the GDP baseline which would occur four and

a half years after the start of implementation of the Basel III, but this will be

subsequently followed by a recovery towards the baseline.  In another study,

Angelini, et.al, of the Federal Reserve Bank of New York find that a percentage

point increase in the capital ratio causes a median decline of only 9 basis points

in the level of steady-state output relative to the baseline.

In the Philippines, a similar study has been conducted by Santos and Bernabe.

The authors suggest that a one percentage point increase in capital requirement

is estimated to increase the lending wedge by 3.08 percentage points, four

quarters after the shock.  This subsequently has a negative impact on real GDP

in the magnitude of roughly 1 basis point. Santos and Bernabe pointed out,

nonetheless, that this may be negated by the benefit of strengthening banks

which allow them to weather future financial crisis and prevent the output losses

attendant to these crises.  Table 7  summarises the benefit, cost and net impact

on GDP of meeting Basel III capital requirements.

Table 7

Macroeconomic Effect of Basel III in the Philippines

Source: Santos and Bernabe, 2012. “The Macroeconomic Effects of Basel III Implementation

in the Philippines: A Preliminary Assessment.”

________________

11. The Macroeconomic Assessment Group was established in February 2010 by the respective

chairpersons of the Financial Stability Board and the Basel Committee on Banking

Supervision to coordinate the assessment of the macroeconomic implications of the reforms

set out by the Basel Committee.  The MAG issued a final report in December 2010

detailing the results of its various simulations.

12. The study was conducted by economists from the OECD Economics Department.  Its main

objective is to estimate the medium term impact on economic output of the Basel III capital

requirements across the three main OECD economies:  United States, Euro area and Japan.
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The above studies consistently show a transmission from higher capital

requirements to higher lending rates and lower GDP growth.  In the Philippine

context, however, there is reason to argue that the Basel III reform will not

automatically mandate banks to increase their capital positions.  With a capital

adequacy ratio for the banking system as a whole at roughly 17 percentage

points – of which 14 percentage points are Tier 1 capital – the simulations cited

in other sections of this SEACEN paper suggest that banks operate at a

considerable buffer above the regulatory minimum.  Should banks choose to

increase their capital levels, this is generally in the context of increased risk

exposures in line with their preferred business trajectory.  In this sense, therefore,

we believe that the implementation of the Basel III in the Philippines does not

create immediate cost-of-capital implications.  If at all, the ICAAP exercise of

the banks suggest that more activity is anticipated over the medium term which

should induce improvements in the macroeconomy.

5. The Way Forward and Strategic Options

The structure and content of the Basel III Accord may have been in response

to specific dislocations in the US and European financial markets. However, the

main tenets of this reform agenda are actually much more generic than a reaction

to specific shocks. This does not make its enforcement any easier principally

because different jurisdictions are coming from different circumstances.

Complying with a common-and-higher bar of financial governance and market

conduct will therefore have its own issues. If the global community accepts its

long-term benefits, it is important that we do not get lost in the shorter-term

complications of execution. On this point, three issues stand out.

5.1 Introduction of Legislative Reforms and Preparation of Necessary

Guidelines/Directions

The Basel III Accord is not the type of reform that can be initiated from

the top. Instead, there has to be ownership from the bottom-up.

One key challenge moving forward is whether the policy roadmap is clear

to those in the local jurisdiction. As different regulatory authorities make

adjustments to the timeline proposed by the BCBS, expectations will diverge

from what the Basel Committee has been publicly espousing and what local

regulators envision. This gap needs to be clarified and communicated to affected

stakeholders.
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In addition, there is that risk that some stakeholders may believe that the

“critical final date” of Basel III implementation is still on January 01, 2019 and

thus there is no immediate urgency with any of the reforms. This mindset has

in fact been evident on a case-to-case basis and therefore needs to be addressed

well.

The communication programme involves both the policy issues and the

staggered application of the different parts of the Accord. Different jurisdictions

are likely to face differentiated key challenges in the execution of the Accord

in its entirety and therefore expectations need to be managed well. One has to

achieve “buy-in” at the principles level before specific discussions on details

can be started.

For the specific case of the Philippines, the implementation of the Basel III

framework will, generally, not require any legislative amendment. The caveat on

the term “generally” needs to be provided because there are still at least two

legal reviews that are on-going, one on foreign bank capitalisation and the other

on domestic SIFIs. On these two points, the prevailing view is that the BSP has

the regulatory space to implement the Accord.

5.2 Discussions with Banks on Impact Assessment and Examination of

Possible Strategies

Making the case with the banks for the policy objectives is primordial since

affected institutions will invariably see Basel III as change that is either “costly”

or “unnecessary”. The costs may be financial (i.e., investment in technology,

consulting and advisory fees, etc.) but mostly in the change that must be effected

upon the status quo. This transition cost is likewise related to the view that

Basel III is genuinely the solution to the specific problems of the US and European

excesses. By construction, it is an “unnecessary” recourse for those jurisdictions

which operated conservatively and did not encounter the same difficulties.

The flip side of this challenge is that banks will push back on the reform

while using arguments that are more appropriate for the US and the euro zone.

For example, the “early adoption” of the Accord by Asia is often frowned upon

because “other jurisdictions” have until 2019 to put everything in place. The

preference for a prolonged “trial run” belies the very point of the reform agenda,

that is, to improve the handling of risk at the bank level regardless of one’s

current standing.
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Increased financial cost from the “requirement” of more capital is another

often-cited case. The corollary point is that the more stringent requirements will

“force” intermediation to decline, effectively impairing the real economy. We

have heard as much among banks in the Philippines who seem to forget the fact

that their capital suggests CAR at levels well above the required minimum and

is composed largely of core equity. The subsequent argument of “deleveraging”

is therefore non-sequitor since there is no immediate capital shortfall against

which banks need to deleverage.

5.3 Improved Risk Management Framework

Where there will be real change is in the way the menu of identified risks

will now be handled. This is the only “exit strategy” available for banks because

its application is universal and its value proposition unquestionable.

But this is not likely to be similar to the case when the first Basel Accord

was introduced. By now, banks hold a view of which risks matter and how

regulators wish to approach these from the standpoint of general principles. The

new Basel framework changes the risk management game by: (1) extending the

specific risks that are covered; (2) providing for a prescriptive manner of

managing these risks; and (3) introducing newer aspects that can fundamentally

alter the way the business of banking is conducted.

With the first point, this is evident, for example, in the introduction of

securitisation and re-securitisation risks. The second is clear with the prescribed

framework on liquidity risk and the way conversion and write-off provisions are

now the norm for debt securities which qualify as bank capital. And as for the

third, the very fact that a business premised on leverage is being told to refrain

from lending on an up-cycle or is being mandated to trade over-the-counter

(OTC) derivatives on an organised exchange are themselves game-changers.

This is not to say these aspects of the reform or the reform in its entirety

is incorrect. On the contrary, there is considerable value in them. But the transition

from where the market was to where Basel III wants to take it is the issue at

hand.

5.4 Development of Capital Markets and Instruments

Although Basel III is supposed to be a banking reform, it should be clear

that the extent and impact of the changes goes well beyond banking. As it is

structured, the Basel III agenda will have an impact on the operations of the
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capital market because of its emphasis on price discovery, the reform of financial

market infrastructures, the prudential guidelines on securitisation, and the handling

of the trading books.

This matters to the Philippines because we have long been under a universal

banking regime.  Combining commercial banking and investment banking,

Philippine universal banks are the biggest players in the securities market. Thus,

reforming the banking architecture will change banks and by doing so affect the

way the Philippine capital market operates.

This increased regulatory pressure on the business of banking may actually

have a beneficial side-effect. That is, the bank-dominated financial markets that

are prevalent in Asia may see a shift towards the securities market. This relieves

the risks that have been concentrating on the funding side of the banking market

while moving the securities market forward.

The danger, however, is that such a shift may not be developmental but

may be more of an arbitrage move. This cannot be a net gain for the financial

market unless the securities market itself moves forward. This suggests that the

Basel III framework will likely be more effective if the prudential framework

for managing financial risks is more neutral across market categories, i.e., banking,

securities, asset management, and insurance.

This will require a conscious effort to align the various prudential frameworks.

In Europe, this is already work in progress through the Capital Requirement

Directive IV (CRD-IV). For their insurance market, there is the Solvency II

framework. All of these are Basel-like in nature and provide a natural venue

for harmonisation.

In the case of the Philippines, this harmonisation effort is just at its nascent

stages. A specific technical working group has been convened between the central

bank, the Securities and Exchange Commission, the Insurance Commission and

the Philippine Deposit Insurance Corporation to explore the extent to which our

different prudential frameworks can be harmonised. Whether this leads to a

CRD or Solvency II framework remains to be seen but at least the recognition

of the value of a common prudential framework from a risk perspective, to the

extent possible, has been made.
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5.5 Addressing Resource Constraints and Challenges (Capacity Building

and Modifications to the IT Infrastructure)

At the end of the day, however, the reform agenda cannot be implemented

unless the resource constraints and challenges discussed in Section 4.5 are

addressed. But while banks look to their banking regulator for guidance and

mentoring, it is not obvious to whom regulators look to for guidance.

It is understood that each jurisdiction will implement the Basel III framework

differently. Even when the pronouncement is that a jurisdiction will adapt en

toto the December 2010 BCBS document, there are enough nuances from one

jurisdiction to another to make the implementation not as straightforward as one

would hope.

As a repository of the experiences of others, regional training hubs such as

the SEACEN take on increased importance. Those who have some experience

with Basel III implementation or the infrastructure required to operationalise the

work environment can share their insights with those looking to learn and

implement soon after. This transfer of technology is important because it may

well be the only source of experience. Surely, there will be many consulting or

training institutions that will offer such capacity building. However, there appears

to be considerable value in tapping the opportunities of an organisation formed

by Asian jurisdictions specifically to assist other Asian jurisdictions for research

and training.

6. Some Final Thoughts

Basel III fundamentally restructures the architecture of prudential regulation

for banking. Rather than being the next progression of the Basel Accord, this

third installment is a direct response to the difficulties we have witnessed at the

global stage since the mortgage-driven crisis of 2007 and continuing with the

protracted crisis in the euro zone.

The prescribed changes are not meant to be palliative but are an attempt

at remolding the risk-return mindset. It would be a serious lapse in judgment if

we believe that the banking market is “suddenly more risky” today than in the

past. Finance has always been risky and more so for banking where leverage

and gapping strategies are at the core of the business. In reality then, the risks

that we address under Basel III have long been in play but the international

community now faces them with a different war chest.
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The main difficulty with Basel III however is that it is more prescriptive

that previous Accords in areas that traditionally were left to the discretion of

the banks themselves. Having finite thresholds on liquidity, the introduction of

countercyclical buffers or mandating OTC instruments to trade on exchanges

are some of the more glaring examples. This does not suggest that we absolutely

disagree with the changes. The prudential intent is quite clear and easy to accept.

It is the execution of the intended change that is problematic under this new

regime where a single bar set high enough is the new normal.

This is an issue because different jurisdictions are coming from different

situations, both in relation to the international difficulties and with respect to

domestic requirements. If financial markets are to perform their mandate as a

market for savers and borrowers, one has to assume that interests are best

served from within borders and extending beyond. This will require a clear

recognition of idiosyncratic conditions in each jurisdiction but without losing sight

of the international norms.

In the end, the drive to address universal concerns over risk moves us

closer towards a single albeit higher bar of financial governance. Drawing the

line in the sand is going to be a problem if we have to divide between a concerted

common approach and falling into the trap of one-size-fits-all.
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