
 
Towards Basel III - Emerging. 

Andrew Powell, IDB1 
July 2006 

 
 
Over 100 countries claim that they have implemented the 1988 Basel I Accord for bank 
minimum capital requirements. According to this measure it is perhaps the most 
successful financial standard. The Basel Committee for Banking Supervision (BCBS)  
has agreed on a new Accord, Basel II, ready to be implemented by its member countries 
at the end of 2006 or 20072. Basel II raises a number of issues for emerging economies 
including whether it will affect international capital flows and induce pro-cyclicality. 
Here I focus on whether the Accord, arguably designed for the largest 100 or so 
international banks incorporated in G10+ countries, is appropriate to be implemented 
domestically in 100+ countries for their top 10+ banks. The conclusion is that Basel II 
can be adapted to enhance the fit for emerging countries. The discussion is organized 
following the sections of the new Accord: i) Scope of Application, ii) Pillar 1: 
Quantitative Requirements iii) Pillar 2: Supervisory Discipline iv) Pillar 3: Market 
Discipline. Section (v) concludes suggesting that a committee of emerging countries 
agreeing to an adaptation (Basel III – Emerging) would be a useful vehicle to enhance 
ownership and focus attention on a set of emerging-country banking issues. 
 
i) On the Scope of the Accord 
 
Basel II’s wording suggests the Accord is to be applied on a consolidated basis to 
“internationally active” banks. The Accord has two fundamental objectives; financial 
soundness and ensuring a level playing field for competition in international markets. 
G10 may be focused more on the latter, but emerging countries may be more concerned 
with the former. This suggests that an Accord for emerging economies would ideally 
state and be applicable to all major banks in a financial system (whether they are 
internationally active or not), or even all banks3.  
 
The spirit of Basel II takes consolidated supervision to a higher level. Banking regulators 
are asked to consider the holding company of a banking group and then consolidate 
downwards. However many emerging economies have yet to introduce “traditional” 
consolidated banking supervision  – from the banking group down. The Accord then 

                                                 
1 The views expressed here are strictly the views of the author and do not necessarily represent the views of 
the IDB, the board of that institution or the countries they represent, or any other institution. 
2 Members of the BCBS are Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, the 
Netherlands, Spain, Sweden, Switzerland, the United Kingdom, and the United States. Member countries 
are expected to implement Basel II by the end of 2006 except for those adopting the most advanced 
approaches where the expected implementation date is end 2007. See www.bis.org 
3 This tension is evident in how some countries have stated they will apply Basel II. The US will only apply 
Basel II to a handful of banks whereas in Europe it will be written into EU legislation. Most emerging 
countries applied Basel I to all banks and it is likely they will to do the same for Basel II. It appears 
emerging market regulators seek a standard to implement across the board, not just for a section of the 
market. 



states that consolidation is not always feasible or desirable but at the same time the Basel 
Core Principals for Effective Banking Supervision (the BCP’s) call for consolidated 
banking supervision. Considering emerging economies, a restatement of the aim of the 
BCP’s may suffice, but in a way that does not allow for this to be an impediment to 
implementation at the level of consolidation that is feasible.  
 
Related lending has been a problem in many emerging economies and indeed has been a 
root of financial crisis in several. Basel II includes rules regarding deductions from 
capital for investments in commercial entities but many emerging economies already 
have much more aggressive rules regarding such investments and related lending more 
generally4. An Accord for emerging economies would ideally have much stronger 
proposed minimum rules. 
 
ii) Pillar 1: Quantitative Requirements 
 
Basel II suggests two approaches main approaches for the analysis of credit risk: the 
standardized approach (SA) and the internal rating based approach (IRB). The former 
uses external credit ratings to judge the risk of a company, bank or country and the latter 
uses internal ratings of a bank given the bank’s rating methodology. A third methodology 
is also discussed known as the Simplified Standardized Approach (SSA) which collects 
the simplest sub-options within the SA. 
 
Many emerging economies may find themselves between two stools. On the one hand the 
SA will not result in aligning regulatory capital to risk (perhaps the single most important 
objective of Basel II relative to Basel I) due to a lack of rating penetration5. On the other 
hand, the IRB approach appears complex and gives banks a great deal of autonomy in 
how they set ratings and will be difficult to supervise. There is also a serious concern that 
the IRB approach may not be calibrated correctly for an emerging economy6. While some 
information has now been published regarding the underlying model and calibration, the 
IRB remains something of a black box which is difficult to adapt to countries’ different  
circumstances. 
 
In previous work, I propose an intermediate Centralized Rating Based (CRB) approach7. 
The CRB is designed to build on the kinds of information systems and methodologies 
used in some emerging countries to determine and monitor provisions. The idea is that 
the bank would rate clients (as in IRB) but according to a standardized scale set by the 

                                                 
4 Ecuador has the toughest rules I have encountered essentially allowing no related lending. 
5 This refers to the ratings of rating agencies such as Standard and Poor’s, Moody’s and Fitch. The Accord 
also allows for the use of Export Credit Agencies (especially for sovereign exposures). There is a second 
danger which is that the use of the SA will provoke a rush to be rated and a decrease in the quality of such 
ratings. 
6 On calibration, see Majnoni,G. and A. Powell “Reforming Bank Capital Requirements: Implications of 
Basel II for Latin American Countries” ECONOMIA, Spring 2005, pp105-140. 
7 See Powell, A. “Basel II and developing countries : Sailing through the sea of standards," Policy 
Research Working Paper Series 3387, The World Bank and Majnoni,G. and A. Powell “Reforming Bank 
Capital Requirements: Implications of Basel II for Latin American Countries” ECONOMIA, Spring 2005, 
pp105-140. 



regulator. The mapping from the rating to the capital requirement could then take the 
form of a table (rather than the black box  IRB formula) to be calibrated by the local 
regulator according to specified guidelines. 
 
The appropriate calibration for an emerging economy would consider the tradeoff 
between the prudential concern for the financial system, the possibility of increasing 
capital requirements and the danger of additional pro-cyclicality. Given higher economic 
volatility one would expect default probabilities to be higher and in fact if Basel II’s, IRB 
approach is implemented as calibrated this might result in quite high capital requirements 
(perhaps unrealistically high) in some countries. Moreover if credit cycles have greater 
amplitude then this may induce significant pro-cyclicality. These arguments suggest the 
trade-offs may be quite different for an emerging country relative to G10. Ideally an 
Accord for emerging countries would consider calibration given typical economic 
conditions and a realistic assessment of what capital levels are feasible8. 
 
While those countries where the risks are greatest are unlikely to implement the IRB 
approach (and in the SA some of these concerns are diminished), international banks may 
be asked to implement an IRB approach on a consistent basis in all countries. This may 
place international banks at a disadvantage in lending especially to SME’s in some 
emerging countries and may restrict credit and invoke pro-cyclicality in countries where 
foreign banks are a significant part of the financial system. An Accord for emerging 
countries might suggest that foreign banks be allowed (by both home and host regulators) 
to adopt the locally calibrated approach (possibly CRB) rather than the current version of 
Basel II, especially for SME lending, and especially where the local bank is large for the 
local financial system but relatively small for the international bank. This would be 
popular among bankers to reduce regulatory costs. Basel II as it stands is likely to imply 
multiple approaches as IRB is adopted by international banks and simpler approaches by 
subsidiaries under host regulation. 
 
The greater amplitude of credit cycles in emerging countries suggests that regulators may 
wish to limit credit growth in the good times when banks may lend too much or in too a 
risky a fashion due to competitive pressures. Anti-cyclical provisioning is one mechanism 
to achieve this aim and ideally an Accord for emerging economies would include 
guidelines on how to implement such a scheme consistent with more risk-aligned capital. 
 
Basel II’s SA may well be implemented by several emerging economies. And yet there is 
little discussion in the Accord on what ratings will be used. There is some discussion on 
foreign currency versus local currency ratings but more importantly, in many emerging 
economies, rating agencies publish ratings according to a local scale. Emerging 
regulators face the choice of using international ratings favoring homogeneity but further 
limiting the availability of ratings or using the local scale but then the essence of a 
standard across countries may be lost as local ratings are not comparable internationally. 

                                                 
8 One view would be to have a common calibration for emerging economies, a second would be to allow 
flexibility. The former would be closer to Basel I in setting a standard in terms of a level of capital or the 
standard might be in terms of the level of protection – Basel II is 99.9%, but for emerging economies the 
appropriate level might be 99% or 95%.  



Again, this issue suggests that an intermediate approach such as CRB as discussed above 
may be an attractive alternative. 
 
Basel II also includes a new capital requirement for Operational Risk. Again there are 
different approaches a) advanced b) standardised and c) basic indicator. On the one hand 
the advanced approaches, which call for the validation of a banks’ internal methodology, 
may give too much autonomy to a banking group given the current culture of banking 
supervision in many emerging countries and are difficult to supervise. On the other hand, 
there are doubts as to whether the standardized approach is calibrated correctly and 
concerns that it is easy to game. There are also concerns regarding the calibration of the 
basic indicator approach although this may be the best of the alternatives on offer for 
emerging economies. This is an area where further work is urgently required. 
 
A second area where further work is required relates to the treatment of public sector 
assets. Basel II calls for capital requirements on these assets using an external or an 
internal rating. However, if the asset is denominated and funded in local currency then 
there is a special regime that may apply, at the supervisors’ discretion, that may result in 
lower or zero capital requirements. Many emerging regulators apply capital requirements 
on public sector assets significantly higher than implied by these rules and in general 
regulators in emerging economies find it difficult to resist the political pressure to allow 
banks to fund, in one way or another, budget deficits. While there are arguments in 
favour and against these practices, guidelines would be useful as to what constitutes a 
safe level of public asset holdings and indeed one view is that a quantitative limit would 
be useful in an international Accord for emerging economies to strengthen the hand of 
local regulators concerned about the safety of their banking systems.  
 
An additional emerging economy issue is the credit risk involved in lending in foreign 
currency. Basel II considers the market risk for foreign currency lending and while in the 
advanced approaches a higher default probability might be assumed, there is no explicit 
treatment or guidelines. While the issue is not clear cut, it would be useful to develop a 
methodology to consider explicitly the credit risks of lending in foreign currency for use 
in SA, CRB or IRB. 
 
Basel II also includes new techniques to analyze securitization risks and credit risk 
mitigation techniques. These are important issues for emerging economies where giving 
the right incentives for banks to securitize may help develop capital markets. The use of 
guarantees and market instruments as collateral is common in many emerging economies 
to reduce the often high levels of perceived counterparty risk. Any Accord for Emerging 
Economies would need to incorporate these aspects. 
 
iii) Pillar 2: Supervisory Discipline 
 
Pillar 2 considers what banks should do and what banking supervisors should be doing to 
assess banking risks and monitor them effectively and to act when required. Much of this 
restates the BCP’s although the language is more precise. 
 



It is ironic that in this international Accord, there is actually little regarding how 
supervisors should coordinate between themselves. Indeed while the Accord is agreed 
among the regulators of several countries and received comments and contributions from 
many, the spirit of the Accord as written is that there is a consolidated entity and a single 
regulator. In practice, large international banking groups will have multiple regulators 
most likely applying different approaches within Basel II. This has been the subject of 
later publications of the BCBS. For an Accord for emerging economies, it would be 
useful to give more explicit guidance as to what is expected of home and host regulators. 
Host regulators would no doubt have the responsibility of supervising local institutions 
whether they be subsidiaries or branches that count on local deposit insurance and 
depending on local legal requirements. In some cases where say a branch (or perhaps 
even a subsidiary) counts on a wide and transparent guarantee from the parent, this 
responsibility might be delegated to a home regulator. It would then be useful to state 
explicitly in Pillar 2 what mechanisms for supervisory cooperation and information 
sharing should be adopted.  As indicated above, it would be useful for the home and host 
to agree on what approach (IRB, CRB or SA) a subsidiary of a foreign bank would adopt. 
While there may be differences in objectives an ideal might be to supervise that entity in 
unison with a joint inspection regime and sharing all relevant information9. 
 
iv) Pillar 3: Market Discipline 
 
Basel II’s Pillar 3 is entitled market discipline and focuses on the disclosure of risk and 
disclosure of bank capital. In fact some emerging economies have adopted other 
mechanisms to enhance market discipline including a) publishing bank balance sheets 
and performance ratios (including non performing loans and other indications of portfolio 
quality) according to a standardized format b) asking banks to obtain at least one credit 
rating and c) at least one country has asked banks to issue a non-insured debt instrument 
subordinate to insured deposits. In emerging economies where supervisory discipline 
may be weaker market discipline may be even more important. On the other hand the 
lack of liquidity in domestic capital markets is often seen as a constraint. An Accord for 
emerging economies might consider whether these techniques or others might be useful 
ways to promote market discipline in the context of an emerging economy. 
 
Taking Pillar 3 as it stands in the Basel II documentation, a bank is asked to publish its 
calculations regarding credit risk according to the Pillar 1 alternative adopted. This yields 
a lot of information in the case of the IRB approaches (although this may be difficult to 
understand without a close knowledge of the bank’s IRB methodology) but little 
information in the case of a bank on the SA. Again an advantage of an intermediate CRB 
approach would be to elicit greater information from banks regarding their risk profile in 
a more standardised format (and hence easier to interpret) than IRB. 

                                                 
9 Naturally a local regulator will be more considered with the integrity of the stand-alone subsidiary while 
home regulator will be concerned about the consolidated entity. There is the potential for conflict in that a 
host regulator would wish wide guarantees for the subsidiary whereas the home regulator may wish to limit 
the exposure to a subsidiary, especially in a risky environment – see Powell, A and G. Majnoni, 
“International Banks, Cross Border Guarantees and Regulation” mimeo IDB. 
 



 
A particular concern also relates to the subsidiaries of foreign banks in emerging 
economies. Frequently foreign bank entry has occurred by the purchase of a domestic 
bank that results in delisting on local stock markets and also depending on the internal 
funding strategy of the bank potentially no local uninsured debt instruments outstanding. 
Market information regarding risk is then replaced with what is frequently a non-
transparent guarantee from the parent. Under these circumstances having some non 
insured debt instrument issued by the local subsidiary might give information on the risk 
and the market’s expectations regarding a guarantee. Also ensuring that the local 
subsidiary must disclose its risk according to Basel II’s Pillar 3 (especially if it was 
working under an IRB approach) would yield greater information to the market. 
 
v) Conclusion 
 
There are many instances where the fit of Basel II for emerging economies might be 
improved. Many countries are likely to adopt Basel II around the world but adapt it to 
their own circumstances. Moreover, Basel II does not consider particular emerging 
market issues and countries are likely to “do their own thing” in these areas. Basel II also 
represents something of a lost opportunity in terms of providing a real springboard for 
supervisory (home-host) cooperation. An ideal might be to jointly supervise the 
subsidiaries of foreign banks in emerging economies. The current route is to consider 
these topics as “implementation issues” to be discussed informally between supervisors. 
The IMF, the World Bank and the regional development banks will also surely assist 
emerging economies in implementing and adapting Basel II through advice and technical 
assistance. The danger is that these efforts will not be homogenous and adaptations 
(coupled with the many sub-alternatives) will imply that the essence of a standard is lost. 
 
It may be useful to consider a more explicit adaptation; Basel III - Emerging. The 
objective would be to retain the essence of a standard in the reach of emerging country 
regulators and that would empower them to enhance the protection of local depositors 
and highlight supervisory cooperation. As emerging countries are not members of the 
BCBS, a committee of emerging countries would be a useful vehicle to focus on 
emerging country issues and enhance the ownership of the standard developed. 


