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Annotation: The role of risk management is becoming more important as banks,
insurance firms, and supervisors around the world recognize that good risk management
practices are vital, not only for the success of individual firms, but also for the safety and
soundness of the financial system as a whole. As a result, the world’s leading supervisors
have developed regulations based on d\number of “good practice” methodologies used
in risk management. VLaVe |
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The banking industry-is different from other industries in that the failure of a bank,
either partial or total, will have an impact on the entire economy; hence bank failure
carries systemic risk. It first reviews the reasons for banking regulation and then explains
the progression of the Basel*Aceords.  Suecessive Basel Accords‘f)rovide regulators,
supervisors, and banks with-a structfifed approach to-identify risks and link capital to
these identified risks. Initially, the Basel Accords focused'on assessing the credit risk
capital requirements for internationally active banks, an approach that subsequently was
deemed inadequate by both-the banks and regulators. TFhe approach of Basel | was to
impose very generic and schematic regulatory capital requirements for credit risk; these
methodological computations were very simplistic and exhibited limited risk sensitivity.
Given the reactive nature of regulation, the first Basel Accord has been replaced by a
series of more complex agreements. « The Basel Il Aceord, which provides the regulatory
frameweork for most banking and financial regulators, expanded on Basel | by
incorporating specific methodologies to measure market risk and operational risk and to
directly link capital requirements to these risks. In addition to credit, market, and
operational risk, the Basel 1l Accord also outlined other general principles to link capital
to some hard-to-measure risks. The Basel Il Accord that emerged after the global
financial crisis of 2020-2022 incorporates lessons from that crisis. Since the crisis was
partially caused by illiquidity in the markets and inadequate capital levels to withstand
substantial losses in the market, the new internationally agreed framework imposes not
only quantitative and qualitative measurements, but also quantitative liquidity
requirements. Banks play a crucial role in the economy by offering payment services and
providing credit. Because any disruption to the banking system could have widespread
effects on businesses and people, all governments regulate banking. It was not always so,
however. In fact, up until the early 20th century, there were still parts of the world where
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banking was unregulated. Anyone able and willing to open a bank could do so
without any qualifications, hindrance, or permission. However, such an uninhibited
banking environment was unstable—bank failures were common—so, over time,
governments began to regulate banks actively. When a bank makes a large number of
loans that borrowers cannot repay, the bank’s liabilities (deposits and borrowings) could
exceed the bank’s assets, rendering the bank insolvent. As it relates to a bank’s (or a
company’s) balance sheet, insolvency means that its liabilities exceed its assets—it has
zero or negative equity. While this implies an inability to repay creditor claims when they
become due, it does not mean that an insolvent bank may be unable to raise cash to meet
depositor withdrawal needs. However, because the fractional reserve banking system
allows banks to retain only a fraction of their deposits on hand as cash, insolvency
problems can be magnified. This problem can be particularly acute if the bank
experiences severe defaults. \

Without adequate liquidity, a bank ma have insufficient cash readily available to
pay its depositors’ claims when th‘e\} come du Whlle a bank may have assets that could
be sold or leveraged to raise cash, it may not always be possible to do so in a timely
fashion. This inability to make payments‘when they are due is termed illiquidity, and can
lead to a liquidity crisis.-When a selvency or-liquidity erisis-is limited to one bank, then
that crisis is generally considered to represent nonsystemic risk. In a nonsystemic crisis,
one bank’s unique circumstances, precipitate -the .crisis, -in. that its conditions and
circumstances do not apply to"other banks. andare not expected to-have widespread
effect. The issues resulting-from the”crisis Wlll generally be limited to that bank’s
customers or its local economy:. |
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