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OFFICE OF THE DEPUTY GOVERNOR
SUPERVISION AND EXAMINATION SECTOR

MEMORANDUM TO ALL BANKS

The Monetary Board, in its Resolution No. 1516 dated 14 October 2004,
approved the BSP's implementation plans for the new international capital
standards as contained in the Basel Committee on Banking Supervision (BCBS)
document International Convergence of Capital Measurement and Capital
Standards: A Revised Framework’, or more popularly known as Basel 2, which
was issued last 26 June 2004, as follows:

A. General approach

Universal/commercial banks (UBs/KBs) are expected to comply with the
standardized approach for credit risk, and the basic indicator or gtandardized
approaches for aperational risk by 2007. By 2010, these banks may move to the
foundation internal -ratings based (IRB) or aglvanced IRB approaches for credit
risk, and advanced measurement approaches for operational risk.

Thrift banks (TBs), on the other hand, are classified into two. TB8s are
generaily expected to be subject to an enhanced Basel 1-type approach by 2007.
However, TBs affiliated with UBs/KBs should use the same approach used by
the UBs/KBs.

Rural/cooperative banks, meanwhile, are expected to be subject to an
enhanced Basel 1-type approach also by 2007. '

An enhanced Basel 1-type approach is basically the same as the current
framework (Circular No. 280 dated 29 March 2001, as amended) but with certain
elements of Basel 2 aiready incorporated such as higher risk weight for past due
accounts, and expanded disclosures.

B. Timetable
Between now and 2007, ceriain provisions of Basel 2 will be gradually
incorporated into the current risk-hased capital adequacy framework. These
would include:

1) Giving lower risk weights for highiy-rated corporate exposures;

' Copy of the full document may be obtained from the Bank for International Settlements (BIS) website at
www.bis.org.
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2) Giving higher risk weights for past due claims (net of specific
provisions);

3) Adopting the standardized approach for investments in securitization
structures {i.e., risk weighis would depend on exdernal ratings);

4) Implementing a standard computation of liquidity risk and interest rate
risk in the banking book; and

5) Issuing broad guidelines on operational risk management.

The rest of the provisions of Basel 2 standardized approach for credit risk,
and basic indicator and standardized approaches for operational risk will be
implemented by 2007. Under the standardized approach for credit risk, risk
weights would mainly depend on the external rating of the counterparty. Under
the basic indicator approach for operational risk, capital charge is 15% of the 3-
year average of a bank’s gross income. Under the standardized approach for
operational risk, on the other hand, banks will compute capital charge separately
for each business line. Business line operational risk charge is a fraction
(between 12%-18%) of the 3-year average of a business line’s ¢ross income.
Totai operational risk charge is the sum of the operational risk charges for all
business fines.

The expanded disclosure requirements prescribed under Basel 2, as may
be appropriate, will also be implemented by 2007.

The draft implementation guidelines containing all these provisions will be
exposed for comment by the BSP in the first quarter of 2005. The final
implementation guidelines are expected to be issued by end-December 2005.

By 2010, banks may already be allowed to use the advanced approaches
prescribed under Basel 2. For credit risk, banks may use the infernal ratings
based approach, where the credit risk capital charge would depend on banks'
internal rating of the counterparty, including estimates of probabitiiy of default,
loss given default, and other risk parameters. For operational risk, banks may
use statistical modeling and other advanced measurement tools in determining
the capital charge.

To facilitate a successful implementation of Basel 2, the BSF will continue
to engage the banking community, parficularly through the BAP’s Risk
Management Committee, in its preparations especially those involving the
eventual implementation of the advanced approaches by 2010 The BSP
likewise strongly encourages banks to assess the likely impact of thig shift in risk-
based capital framework on their capital adequacy ratio. Banks needing
assistance in performing this self-analysis may contact the Office of the Assistant



Governor, Supervision and Examination Sector at email address
sr30@bsp.gov.ph.

For information and guidance.
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