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Professional Certificate in Credit Risk Management

Basel Capital Accords and Regulatory Compliance

The Basel Capital Accords represent a comprehensive regulatory framework developed by the Basel
Committee on Banking Supervision to establish minimum capital standards, enhance risk measurement
practices, and promote financial stability across international banking institutions. The foundational
iteration, commonly referred to as Basel |, emerged in nineteen eighty eight to address inconsistent national
capital requirements and mitigate systemic risk. This framework introduced a simplified capital adequacy
ratio calculated as a percentage of risk weighted assets, mandating that banks maintain at least eight
percent of qualifying capital against their credit exposures. The methodology categorized assets into broad
risk buckets, assigning fixed percentages based on perceived creditworthiness rather than granular
borrower characteristics. Government securities received a zero percent risk weight, while corporate loans
typically carried a full one hundred percent weight. This approach enabled rapid global adoption but failed
to differentiate between highly rated multinational corporations and speculative grade enterprises. A
practical application involved commercial banks restructuring balance sheets to meet the new thresholds,
often by shifting toward lower risk weight assets or issuing additional equity instruments. A significant
challenge was the emergence of regulatory arbitrage, where institutions restructured exposures to minimize
capital charges without reducing actual economic risk. Despite its limitations, Basel | established the critical
principle that capital must be directly aligned with underlying credit risk exposure.

The subsequent framework, known as Basel Il, was finalized in two thousand four to address predecessor
shortcomings by introducing greater risk sensitivity and a three pillar structure. The first pillar focused on
minimum capital requirements, expanding the scope beyond credit risk to include market risk and
operational risk. It offered three distinct methodologies for calculating credit risk capital. The standardized
approach relied on external credit assessments from recognized rating agencies to assign risk weights, while
the internal ratings based approach permitted banks to use their own parameter estimates subject to
rigorous regulatory approval. The foundation internal ratings based methodology allowed institutions to
estimate probability of default internally while relying on supervisory parameters for loss given default and
exposure at default. The advanced internal ratings based approach permitted banks to utilize internally
developed models for all key risk parameters, requiring comprehensive validation and governance
frameworks. The second pillar introduced supervisory review processes, mandating that regulators evaluate
the adequacy of internal capital assessment frameworks and address
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