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Abstract

In the last decades, we have witnessed the prageeBgegration of European financial system, as a
result of the cumulative effect of markets' libimation, innovation and globalisation, and of
harmonization of the regulations and implementatibfinancial reforms by the EU Member States. In
this context, increased risk of financial instatyilnecessarily requires the development of starglardi
codes of best practices in order to improve finahsiystem integrity and stability, and to insure th
health of the global banking and financial mark&om this perspective, the Basel Il Accord repnése

a true revolution, aiming the improvement of thesistency of capital regulations internationallydan
better operational risk management practices. Aseanber of the EU, Romania is currently through the
stages of implementation of Basel Il, startinty df January 2008. As a central bank, NBR main
objectives are: to adapt national legislation; toocdinate the efforts of credit institutions to dep new
strategies regarding solvency, capital adequacy amehsurement system for each risk category; to
impose the disclosure requirements for financigbrts and to adapt the IT system.
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1. INTRODUCTION

Capital helps protect individual banks from insoleg, thereby promoting safety and
soundness in the overall banking system is a nigge&anks must have a process for
assessing their capital adequacy relative to tigkrprofile, by setting internal capital targets
that are consistent with their risk profile, opargtenvironment, and strategic or business
plans. The'Internal capital adequacy assessment proces{ICAAP) represents an integral
part of banks’ risk management processes, thusdhel and senior management are enabled
to assess, on an ongoing basis, the inherentiriskeir activities and material to the bank.
The individual financial institutions have been stamtially improved their risk



management during the last twenty years. Theseowepnents have been spurred by the
pressure to cope with a more volatile and dynarmanicial environment. As a priority,
regulators have undertaken great efforts to impose risk management standards on
banks, in order to attenuate dangers of systersicand to strengthen the stability of the
financial system. The role dfnancial institutions in straightening the financial system
stability was expressed by Jaime Caruana [1], hcBgmeral Manager of the Bank for
International Settlements, sincé April, 2009, who declared that these instituticzen
contribute by “increasing the soundness of theik ninanagement systems to match the
growing complexity of domestic and internationalgfincial markets, to help ensure that their
actions do not have a negative impact on otherggaathts in global financial markets.”

2. THE PILLARS OF BASEL Il ACCORD

Increasing financial system stability is an impaottatep in the process of integration of the
European banking sector, that's why a special ¢onoé supervising institutions is to
introduce a discipline which ensures a proper mstnagement, as a premise of the
consolidation of banking supervision. In opinionBdrbu and Vintila [2], banking system
components are less integrated on European leveiparing to the capital markets which
have an increased degree of integration and regisfavourable evolutions in the field of
harmonization legislation, and not only. Factorattslow down the banking systems
financial integration process are: the diversity nattional banking systems, due to the
particularities at a national level, such as cormupulture, the preferences of domestic
customers, the costs of banking services and ptsdube national regulations, the
institution typology; and the lack of a consolidhtpervision and regulation.

Having regard to those mentioned above, Nlesv Basel Capital Accord “International
Convergence of Capital Measurements and Capital Stalards: A Revised
Framework” (Basel Il Accorfl, has a significant impact on the alignment of Kiag
practices in the field of risk management in thedpean banking system, considering the
challenges it has brought in banking activity. Thigproach constitutes the aim of the
document published by Basel Committee on Bankinge8ision in June 2004. The
changes related to Basel | appeared to be necdssezayse of several problems that became
increasingly obvious over time, emphasised by &aue [3]: lack of sufficient risk
differentiation for individual loans; no recognitiof diversification benefits; unacceptable
treatment of sovereign risk; some incentives fottdveoverall risk measurement and
management; few distortions related to cross-bdedeting.

The fundamental objective of the Basel Il Accordoiglevelop a revised framework that
would further strengthen the soundness and stglifithe international banking system and
to promote the adoption of stronger risk managemesctices by the banking industry, and
views this as one of its major benefitbe Basel Il accord is based on three pillars:

Pillar 1: Minimum capital requirements- Establishes the measurement methods for the most
important categories of risks which a bank hastéabed to: credit, market and operational risk.
The changes brought by Basel Il affect mostly thle @valuation methods. Thus, the methods
used for measuring credit risk are the most adwhribese for market risk are unchanged, and
those for operational risk are introduced for tinst time (more discussions about types of
risks and their estimating methodologies are ptesein Section 3 of this article).

Pillar 11 : Supervisory review process Consists in the extended role assumed by the
supervisors, which includes assurance that banksatg with adequate capital, and that
they have in place an internal processes requoegvaluate risks and take the necessary



measures when required. According to this pillag bational banking regulator requires
that each financial institution creates and vaédain internal process used to calculate the
minimum capital requirements in accordance witlouts risk profile.

The supervisory review is intended to help enswerall capital adequacy by [4]:

« confirming a bank's compliance with regulatorpital requirements;

« addressing the limitations of minimum risk-bagegbital requirements as a measure of a
bank's full risk profile, including risks not cowst or not adequately quantified in Pillar 1;

« ensuring that each bank is able to assess itscapital adequacy (beyond minimum risk-
based capital requirements) based on its risklprafid business model; and

 encouraging banks to develop and use better iggobsito identify and measure risk.

Pillar Il : Market discipline- Improves market discipline through effective fwblisclosure

to complement requirements for Pillar 1 and PilaPillar 3 has introduced substantial new
public disclosure requirements, which representigaifcant increase in the amount of
information made publicly available by banks arowagital structure, capital adequacy, risk
management and risk measurement. The disclosuatisgeto the capital structure and capital
adequacy have to be made at the level of the togpotidated entity, but also individually for
each significant subsidiary. This can create aabieeadditional burden for internationally
active institutions with significant operationsamumber of countries [5].

3. TYPES OF RISKS. RISKS ASSESSMENTS

For a few decades, rapid innovations and finanfbdals internationalisation, due to the
technological progress and deregulation, are inmgogiemselves as major characteristics of
financial markets, resulting in substantial changesbhanking activities and increasing
competitive pressures among banks and non-barke. @lccording to Van Greuning and
Brajovic Bratanovic [6], banks response to the rewallenges of ongoing changing of
global financial environment was vigorous and imagjve by entering new business areas,
focusing on superior information and knowledge nggmaent capabilities and developing
new instruments, products and services. On “therdlde of the coin”, internationalisation
and deregulation have increased market volatitigks and uncertainties, possibilities for
contagion. We name only two probative examples:fithencial crises in 1997 spreading
from Thailand to the rest of Southeast Asia, East AEastern Europe and South America,
having effects on banking systems all around thddyand the most recent one originated
in United States and spread to the European Umdrtlzen to the rest of the world, whose
economical and financial deep effects are expeegnoowadays. That is why recent
developments have increased the need for more atteqmd effective methods for risk
measurement, risk management techniques, and éméelgapproaches to internal controls.
Risk is usually defined by the adverse impact aifitpbility of several distinct sources of
uncertainty While the types and degree of risks an orgamizathay be exposed to depend
upon a number of factors such as its size, contyldiisiness activities, volume etc., it is
believed that generally the banks face credit, etadperational, liquidity, interest rate risk in
the banking book, compliance/legal/regulatory agputation risks. However, many authors
approach the complex issue concerning the typotifgyisks which a bank is exposed to,
through the standard classification which the Bis&tcord is based on. This includes credit
risk, market risk and operational risk. In thiside; identifying and classifying all possible
banking risks are not our objective, therefore wepd the lastly mentioned, which gives us
the opportunity to emphasize the methods of caiouldahe minimum capital requirements.



A. CREDIT RISK arises from the potential that one party to arfoia instrument is causing
a financial loss for the other party by failingdischarge an obligation [7Alternatively losses
may result from reduction in portfolio value dueatctual or perceived deterioration in credit
quality. Credit risk emanates from a bank's dealwith individuals, corporate, financial
institutions or a sovereign. Loans are the largast most obvious source of credit risk; once
this is determined the bank could develop a plaoptimize return while keeping it within
predetermined limits [8]. The choices for measudreglit risks are:

1) The Standardized Approach Under this approach banks are required to useysafrom
External Credit Rating Agencies recognised as l#gby national supervisors to quantify
required capital for credit risk (like as Stand&dPoor's, Fitch Ratings, Moody's). In many
countries this is the only approach the reguldterse approved in the initial phase of Basel Il
implementation. The Revised Framework offers guéaor weighting the assets risk.

2) Internal-Rating Based (IRB) Approach Credit risk rating is summary indicator of a
bank's individual credit exposure. An internalmgtsystem categorizes all credits into various
classes on the basis of underlying credit qualitye importance of internal credit rating
framework becomes more eminent due to the fact hisdbrically major losses to banks
stemmed from default in loan portfolios. It woulttilitate banks in a number of ways such as
credit selection, amount of exposure, tenure aiwk @f facility, frequency or intensity of
monitoring, analysis of migration of deterioratiogedits and more accurate computation of
future loan loss provision, and deciding the lefedpproving authority of loan [9].

Subject to certain minimum conditions and disclesuequirements, banks that have
received supervisory approval to use the IRB appraaay rely on their own internal
estimates of risk components in determining thatahpequirement for a given exposure.
The risk components include measures of the prtityabf default (PD), loss given default
(LGD), the exposure at default (EAD), and effectimaturity (M). The goal is to define risk
weights by determining the cut-off points betweenl avithin areas of the expected loss
(EL) and the unexpected loss (UL), where the regnjacapital should be held, in the
probability of default. Then, the risk weights fadividual exposures are calculated based
on the function provided by Basel Il. The interratings system is based on Foundation
IRB and Advanced IRB, accompanied by a set of féamprovided by the Basel Il Accord.

= The Foundation IRB (F-IRB). Under this approach banks are allowed to deviiep
own empirical model to estimate the PD for indivatlalients or groups of clients and they
are using regulator's prescribed LGD and otherrpatars required for calculating the RWA
(Risk-weighted asset).

= The Advanced IRB (A-IRB). Under this approach banks are allowed to develep th
own empirical model to estimate PD, EAD, LGD anchest parameters required for
calculating the RWA. No matter the approach, thalteequired capital is calculated as a
fixed percentage of the estimated RWA.

In the process of credit risk valuation, banks angervisors are guided by the principles
stated by the Basel Committee in the Consultativecuinent Sound Credit Risk
Assessment and Valuation for Loans’issued in November 2005. The measurement and
management of credit risk may be viewed as a coatm As the complexity and
sophistication of the transactions increase, thek kghould move its level of credit risk
measurement and management along the continuungteater degree of complexity and
sophistication. Each step to greater sophisticasivould be effectively integrated into the
bank monitoring and management processes. The ibesefenhanced when these
management techniques are viewed as integral coemponof the organizational
infrastructure rather than as steps that musthentto achieve regulatory compliance [10].



B. MARKET RISK is the risk of losses in on and off-balance-sipesitions arising from
movements in market prices. Different risks subfecmarket prices fluctuations are: the
risks pertaining to interest rate related instrute@md equities in the trading book [11]; and
the foreign exchange risk and commodities riskufjimut the bank. Market risk capital is
held againstgeneral market risk - the potential for trading book losses due to gdnera
market movementspecific market risk - the potential for losses sustained over the short
term due to issuer specific factoiscremental risk - the potential for losses over the
longer term due to credit default or credit migrati(e.g. loss on equity position due to
default by that company on its debt obligation®]{1n measuring banking market risks, a
choice between two broad methodologies is permiiiethe national authorities:

1) The Standardized Approach Uses a “building-block” approach in which spezifisk
and the general market risk arising from debt andtg positions are calculated separately.
2) The Internal Models Approach Is subject to the fulfilment of certain conditoand its
use is therefore conditional upon the explicit appt of the bank's supervisory authority. This
method allows banks to use risk measures derivad their own internal risk management
models. The calculation of capital charge of marlsit through the internal models is based
on Value-at-risk (VaR) models VaR provides a single number to summarize thendae
risk in a portfolio of financial assets, estimatitige maximum expected loss over a given
investment period at a predetermined level ofstasl confidence. Its purpose is to quantify
the likelihood of experiencing the worst possilass], or lower-tail outcome, while preserving
the bank portfolio's upside potential [13]. Banlkwd flexibility in devising the nature of their
guantitative models. These models could, for exampé based on historical simulations,
Monte Carlo simulations, no particular model bgingscribed by The Revised Framework.

In response to the global financial crisis, the @BaSommittee has released a suite of
consultative documents aimed at strengthening ts=BI Framework. One of the revisions
concerns the data sets used: banks must (the pseused term was “should”) update their
data setsnonthly(instead of every three months) and to reassess Whenever market prices
are subject to material changes. Banks also must pecesses in place to update their data
sets more frequently, according to the consultatiseument‘Proposed revisions to the
Basel Il market risk framework” , issued inJuly 2008. Another proposed change to traded
market risk capital adequacy standards includegrdfisant increase in general market risk
capital through the introduction of acaled stressed-VaR (sVaR)according to the
consultative documefiRevisions to the Basel Il market risk framework” (January 2009).

Specific risk

Specific risk
General General
market risk market risk
Current =0

Fig. 1. Changes in components of market risk chpuitanclude sVaR [14]
General market riskmarket-wide losses at a 99% confidence over #éx 10 days;
sVaR market-wide losses using data from historicalqubs of high market volatility;
Specific riskissuer-specific losses at a 99% confidence levet the next 10 days;
Incremental riskissuer-specific losses at a 99.9% confidencd lewer the next year.



C. OPERATIONAL RISK generally appears as a result of poor managetneing referred
as the risk of corporate governance exposure. Aaggto Tinca [15], management risk is the
no. 1 operational risk. It represents one out »fasi seven operational risk cases. Next in
importance is event risk, including internal andeexal fraud. Operational risk measurement
is quite distinct, from several reasons: it deakinty with tail events rather than central
projections or tendencies, reflecting aberranterathan normal behaviour and situations; the
bank exposure to this type of risk is less prebietaand even harder to model; for a wide
range of operational risk there is and never caddia to support anything but an exercise
requiring subjective judgment and estimation; thesde nature, from internal or external
disruptions to business activities and the unptadility of financial impact [16].

However, the Basel Il Accord proposes three metlogies for calculating operational risk.
1) The Basic Indicator Approach (BIA). It requires banks to provision a fixed percentage
(15%) of their average gross income over the previthree years for operational risk
losses. There are no qualifying criteria associatih this approach, and it involves little
change to current practices. Generally, only simaiiks are expected to use BIA and they
are encouraged to comply with the Committee's guidaon“Sound Practices for the
Management and Supervision of Operational Risk}issued in February 2003.

2) The Standardised Approach Banks' activities are divided into eight busindises:
corporate finance, trading & sales, retail banko@mmmercial banking, payment & settlement,
agency services, asset management, and retailragekeWithin each business line, gross
income is a broad indicator that serves as a piaxthe scale of business operations and thus
the likely scale of operational risk exposure witeiach of these business lines. The capital
allocation is calculated for each business liné,not for the whole institution, by multiplying
gross income by a factor (varying from 12% to 18%gigned to that business line.

3) Advanced Measurement ApproachegAMA ). They offer flexibility and self-discipline,

as banks may use their own method for assessiingetposure to operational risk, so long as
it is sufficiently comprehensive and systematicisTihvolves the collection of historical data
on losses, their analysis, and the use of modetietive a probability of loss. It should be
stressed that the most difficult part is the caitetof the data, rather than the implementation
of the models, because data might not be avaifablevery type of risk. Use of the AMA is
subject to supervisory approval, and banks neeatktoonstrate the accomplishment of some
qualifying general criteria and quantitative andlgative standards.

4. CAPITAL STRUCTURE AND CAPITAL ADEQUACY

When assessing the strength of banks, one of aertuofifactors to be taken into account is
capital adequacy In the simplest formulation, a bank's capitathis “cushion” for potential
losses arising from both on and off-balance shemsires, which protect the bank's depositors
or other lenders. Banking regulators in most camtdefine and monitor capital adequacy to
protect depositors, thereby maintaining confidéndke banking system. International Monetary
Found [17] emphasizes few more arguments for dapitaquacy measurement, like as: it
demonstrate that bank owners are willing to puirtben found at risk, provide quickly
available resources free of transaction and lidimidacosts, provide for normal expansion and
business finance, level the playing field by reggiruniversal application of the standard, and
encourage less risky lending. Banks capital igléiinto three tiers:

A. TIER 1 CAPITAL consists irequity capital defined as permanent shareholders' equity,
equalled with issued and fully paid ordinary sham@smmon stock and non-cumulative
perpetual preferred stock (but excluding cumulagixeferred stock), angublished reserves



from post-tax retained earnings, created or ine@dxy appropriations of retained earnings
or other surplus, e.g. share premiums, retainefitpgeneral reserves and legal reserves.
Tier 1 capital is a metric of a bank's ability testin future losses, being the core measure
of a bank's financial strength from a regulatoospof view [18]. Basel Committee argues
the importance given to this element [19]: capitalthe only element common to all
countries' banking systems; it is wholly visibletlire published accounts and is the basis on
which most market judgements of capital adequaeyyade; and it has a crucial bearing on
profit margins and a bank’s ability to compete.

B. TIER 2 CAPITAL is considered asupplementary capitabnd it consists of undisclosed
reserves, asset revaluation reserves, generalspnsigeneral loan-loss reserves, hybrid
(debt/equity) capital instruments, subordinatedtdgmits and restrictions:

(i) the total of tier 2 capital is limited to a memum of 100% of the total of tier 1 capital,

(i) subordinated term debt are limited to a maximof 50% of tier 1 capital;

(iif) where general provisions/general loan-losserges include amounts reflecting lower
valuations of asset or latent but unidentified ésspresent in the balance sheet, the amount
of such provisions or reserves are limited to aimar of 1.25 percentage points of
weighted risk assets to the extent a bank useStdrdardised Approach for credit risk; or
to 0.6 percentage points of credit risk-weightegess to the extent a bank uses the IRB
Approach for credit risk;

(iv) long-term subordinated debt may not exceed ®0%er 1 capital;

(v) asset revaluation reserves which take the fofrtatent gains on unrealised securities are
subject to a discount of 55%.

C. TIER 3 CAPITAL was created with the implementation of the 1996rkigia Risk
Amendment to Basel |, consisting of short-term sdimated debt. It can be used to partially
offset the capital charge for market risks, inchggforeign exchange risk and commodity risk
[20]. To qualify as tier 3 capital, securities mbst subordinated, unsecured, and subject to a
minimum maturity of two years.imits and restrictions that take into account tier 3 capital:

(i) the amount of tier 3 capital that can be ussdnharket risks is limited to 250% of the
amount of tier 1 capital;

(i) tier 2 capital may be substituted for tier @ 10 a limit of 250%;

(iii) tier 1 capital should represent at least tadlfotal eligible capital, i.e. that the sum total
of tier 2 plus tier 3 capital should not exceedlttier 1 capital.

Capital adequacy is measured throughciygital adequacy ratio (CAR) calculated as:

: 1)

Risk
Capital can be defined taking into account its componerits: 1, expressing the ability to
absorb losses without compelling the bank to stapsactionsTier 2, which can take up
losses even in the event of closing down the bank,Tier 3, used in case of necessity
against risk exposures due to fluctuations in tlaeket value of assets held:
Capital = (Tier 1 capital — goodwill) + (Tier 2 a&d) + (Tier 3 capital) - adjustments  (2)
Goodwill is entirely subtracted from tier 1, becauts value may fall during crises; various
adjustments are made to prevent possible doubletioguof value and they are deducted for
50% from tier 1 and for 50% from tier 2.
Risk is expressed byisk-weighted asset{RWA). Total risk-weighted assets is determined
by multiplying the capital requirements for markisk and operational risk by 12.5% (i.e.
the reciprocal of the minimum capital ratio of 8&6)d adding the resulting figure to the sum
of risk-weighted assets for credit risk. The BaSemmittee applies a scaling factor in order
to broadly maintain the aggregate level of minimeapital requirements, while also
providing incentives to adopt the more advance#-sensitive approaches. The scaling




factor is applied to the risk-weighted asset amadot credit risk assessed under the IRB
approach, and at issuing date it was estimatedO&, based on quantitative impact study
data. Considering the three types of risks, banksdnto calculate minimum capital

requirements for credit, market and operationd, ri&& a major objective of Pillar 1. The

regulatory capital is computed as the sum of tleelitr market and operational risk capital
charge (CC). The Total Cost of Risk (TCR) is ob¢girby summing Credit Risk Cost

(CRC), Market Risk Cost (MRC), and Operational Rist (ORC), respectively, so that:

Capital > TCR = CRC + MRC + ORC (3)
The minimum capital requirements will be gaugedhsytotal capital coefficients:
Capital

: . - . 28% 4)

> CreditRWA +12.5% (3 Marketrisk CC + Operationérisk CC)
The higher the capital adequacy ratios a bankthagyreater the level of unexpected losses
it can absorb before becoming insolvent. The riskis loan portfolio, the more
stockholders' funds are required. Suppose Bank murchases government securities or
makes short-term loans on a secured or guarantess, Iso it won't require as much capital
as bank B, similar-sized, that makes unsecuredslé@arsmall enterprises and commercial
property developers. Bank B has more risk, thighduld have more capital to protect its
other creditors against losses. On the other hedieward for the stockholders of Bank B
is that higher risk generates higher profits, ifnaged properly.
The real fact that “higher risk generates highesfifg” results in a major dilemma that
banks have to deal with, like any other entity.sTHilemma is summarized by Grier [21]:
too much capital reduces leverage or the bankbililyato maximize return on equity for
shareholders, but too little capital exposes theklta a disproportionate level of risk of
failure if misfortune strikes. The problem is sa\differently: banks generally prefer a lower
level of capital to maximize return on equity, riegory authorities prefer a higher level to
safeguard the banking system and reinforce the e@hatébility, whilst the rating agencies do
not think it is all that important considering thedpital is one factor among many, being
critically important only in cases of financial fiiulty and approaching the floor of solvency.
In order to attune both the interests of sharehmsldad creditors, the Basel Il Capital
Accord recommendsinimum capital adequacy ratiosthat banks should meet:
= tier 1 capital to total risk-weighted credit exposues to be not less than 4%
= total capital (i.e. tier 1 plus tier 2 less deductins) to total risk-weighted credit

exposures to be not less than 8%
Even though a bank may have capital adequacy ralmsve the minimum levels
recommended by the Basel Il Accord, this is no gnege that the bank is “safe”. Capital
adequacy ratios are concerned primarily with credits but there are also other types of
risks which are not recognised by capital adequatigs, e.g. liquidity risk, a wide range of
risks due to activities on international market$sod capital adequacy ratios are only as
good as the information on which they are basegl, ifinadequate provisions have been
made against problem loans, then the capital adgguios will overstate the amount of
losses that the bank is able to absorb. Thus,alaaequacy ratios should not be interpreted
as the only indicators necessary to judge a bdinldacial soundness. The same opinion is
expressed in the IMF's global financial stabilitgport, published in October 2008.
Accordingly, the solvency risk cannot be adequatehalysed using only a single-
dimensioned statistic. Despite the risk-based ahpditio is a superior measure of capital
adequacy, its accuracy relies heavily on a progkmnaluation of assets. In our opinion, this
induces a certain degree of uncertainty about tbegss of assets exposure valuation.
In opinion of Wellons [22] a very low number of foal actions were made in United States
in order to enforce the compliance with the rulesaerning capital adequacy, targeting



mostly the small banks, not the big ones. He artjugsformal actions are particularly rare
against the largest banks, which might pose thatgsethreat to the financial system.
Another edifying conclusion was drew by AlexandBhumale and Eatwell [23], after
studying the responses of banks from Thailand, IS&area and Indonesia to the Basel I
capital adequacy requirements, especially afterl®@7 financial crisis in Southeast Asia.
Following a classification made in a previous cistaldy, they analysed the responses divided
them into “cosmetic” and effective. Some banks madato increase their capital ratio with
little or no effect on the probability of failurénplementing so called “cosmetic” changes:
exploiting the difference between capital as messdor regulatory purposes and the banks'
true economic capital, because the regulatory ait@igenerally records assets at historical
costs, rather at their current market value; amgidiecognizing losses on depreciated assets
and accelerating recognition of gains on any adbetsmay have appreciated in value, by
selling appreciated assets while simultaneouslgyiled their recognition of losses; increasing
the risk exposure based on private informationdassible to regulators.

In the report on global financial stability (Octal#008), IMF points out another dilemma:
“capital will need to rise in relation to creditchbalance-sheet size, but to what standard?”,
perfectly entitled question because regulatorsngaagencies and investors use different
metrics for assessing bank capital adequacy, asktmeasures have influenced the amount
and form of capital raised by banks. As we coulel agove, Basel Il puts primary emphasis
on the ratio of tier 1 capital to risk-weighted etss Rating agencies continue to prefer the
same ratio, but they favour different measuresagital. Investors have placed increasing
emphasis on simple measures, after losing confel@mnthe valuation and risk assessment
of structured finance products and other illiquidets [24].

5. THE IMPLEMENTATION OF BASEL Il ACCORD IN ROMANIA

In Romania, the implementation of the Basel Il @apiAccord implies a series of
challenges both on the credit institutions andhlenNational Bank of Romania (NBR). The
major objectives of the NBR regarding Basel I, sishin [25]:

= the transpose of the new requirements into themaltiegislation,

= the development of means of prudential supervisideguate to the new context, and

= the development of risk management systems atréuhit énstitution's level.

According to Georgescu, the strategy for implenmenthe New Capital Accord consists in:
Phase | — Initiating the dialogue and exchangingformation with the banking sector

(i) achieving a general valuation regarding th& nsenagement techniques and knowledge
on the credit institutions position regarding ttaional options concerning methodologies
for risks assessment (standardized approach onaitbased models approach);

(ii) establishing the dialogue and exchanging infation with national authorities (Ministry
of Public Finances, National Securities Commissicamd international regulators
(supervising authorities from other countries);

(iif) evaluation of requirements for training iretlhanking sector and the national authority.
Phase 1l — Developing the instruments for achievinthe banking supervision in
conformity with the New Capital Accord standards

(i) transposing the European Directives in the natitegdl framework;

(i), performing supervision activities from the centathority headquarters and missions to
the credit institutions to verify the preparatigage for implementing Basel II;

(iii). ensuring the premises for financial stability wilea New Accord will be applied.



Phase Ill — Process of validation by the NationabBk of internal-rating modelsused by
the credit institutions for credits and loans véilua and for assessing risk exposure of
existent credits portfolio.

Phase IV — Verifying how the New Capital Accordagplied in the banking sectdi26].

For further implementation of the Capital Accottag following measures must be taken:

- regarding the legal frameworkEuropean Directives on capital adequacy must be
transposed in the Romanian legislation;

- regarding the institutional framewarkhe national bank has to train the personneleldgv
the credits databases, self-evaluate the supagwisipacity according to Pillar 2 requirements,
evaluate the impact of macroeconomic evolutionsherfinancial stability. In the same time,
the credit institutions have to include the Basekfuirements in the internal strategies and
politics, develop the best practices of corporafjegernance, and reconfigure the objectives
of relationship with customers, the banking produactd services.

- regarding the cooperationcollaboration between the National Bank, the [stinyi of
Public Finances, the Romanian Banking Associatibe,National Securities Commission;
cooperation with the supervising authorities frdre brigin states of the credit institutions
having subsidiaries in Romania, enforcing collabioraat regional level regarding the
experience in Basel Il implementation, developifithe national rating agencies [27].

The main objective fulfilled in Romania by the enid2006 regarding the legal framework
concerning the implementation of the Basel Il Actoefers toGovernment Emergency
Ordinance(EGO) no. 99/2006 on Credit institution and capital adaquthat transpose the
content of Directive 2006/49/EC, approved with atijuents through Law no. 227/2007.
These regulations concern: risk levels related it@mum capital requirements; approaches
that can be used by credit institutions in assessp®cess of capital adequacy; techniques
for reducing the errors in determination the minimwcapital requirements; ways for
clarifying market risk, counterparty risk, exchangde risk and others; requirements for
market transparency; supervising activities, intlgcconsolidated supervision [28].

The New Capital Accord became effective beginnirigy W™ January 2008. In the report on
financial stability 2008, published by NBR in JuBD09, the methodologies used for
assessing the minimum capital requirements arepted as follows:

(i) for banks holding a market share greater thésm ffom aggregate assets, 91% from
capital requirements were adequate for exposurerddit risk, counterparty credit risk,
unfinished transactions, calculated using the statided approach;

(ii) for banks holding a market share greater th#nfrom aggregate assets, 8% from capital
requirements were adequate for exposure to opeahtiasks, using basic indicator
approach; other two banks have based their assesgmeess on standardized approach,
respectively on advanced measurement approach;

(i) for market risks, banks have constituted 18 minimum capital requirements based
on standardized approach.

All banks had a solvency ratio (Romanian equivatentapital adequacy ratio) which was
superior to the regulatory limitation, proving thtitey have an excessive own funds,
respectively 36% from minimum capital requirements.

The new policy issues and banking supervision apgres have changed substantially the
supervisory methodology, from a compliance-baseorageh to a risk-based assessment.
NBR conducts supervision on credit institutionsndades cooperation agreements with
other authorities in Member States and other c@sjtin order to ensure financial stability,
flexibility in adapting the ever changing coopevati framework, and uniform
implementation of principles of Basel Il Accord gesially in terms of risk management
centralization at consolidated level).



One key challenge for national supervisor is enimgnthe quality of supervision through a
greater involvement of credit institutions' riskssassment and management, focusing on
their own risk profile and consolidated supervisi@sed on close cross-border cooperation,
both between consolidating credit institutions atiteir corresponding supervisory
authorities. The NBR sets and discloses the gerwitgria and methodologies for risk
strategies and profiles, risk management framewarkinternal control mechanisms, which
should be enforced by credit institutions for pmiikd reasons, as well as for risk
assessment process. New instruments have beeatget banking supervision under Basel
Il Accord, like Common Reporting (COREP), FinancRéporting (FINREP), prudential
filters, benchmarks set by the supervisory authionieeded for assessing banks' risk
parameters in internal rating based models.

6. CONCLUSIONS

Risk management is a discipline at the core ofyefiaancial institution and encompasses
all the activities that affect its risk profile. linvolves identification, measurement,
monitoring and controlling risks to ensure that fhdividuals who take or manage risks
clearly understand it, the bank's risk exposuneiikin the established limits, the expected
payoffs compensate for the risks taken, sufficeapital as a buffer is available to take risk.
Accepting and managing risks are inherent to thain@ss of banking and banks' role as
financial intermediaries. Risk management as coniy@erceived does not mean
minimizing risk; rather the goal of risk managemisrb optimize risk-reward trade-off.
Assessing overall capital adequacy requires ideation of all material risks, measurement of
those that can be reliably quantified and systenzesessment for the limitations of minimum
risk-based capital requirements. The fundamentgctibes of a sound assessing process of
internal capital adequacy are: identifying and magag material risks; setting and assessing
internal capital adequacy goals that relate diyaotrisk; and ensuring the integrity of internal
capital adequacy assessments. Fulfilment of theeabbjectives should contribute broadly to
the development of better risk management at Hwthindividual entity and consolidated
levels. The key point is for a bank to be abledentify all material risks and measure those
that can be reliably quantified in order to deterenhow those risks affect, particularly, the
bank's overall capital adequacy, and, generakysttengthen of financial system stability.
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