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The APEC Study Centre at Monash University has been involved for over three years in providing training programs for financial regulators, initially in the areas of life insurance and pension funds (around 230 senior and middle level life insurance and pension officials and around 20 heads regulatory agencies from  the Asia Pacific region participated in our programs in the period 2000 to 2003).  In 2003, the Centre established an Advisory Board for Capacity Building in Financial Services (chaired by Mr Ken Waller) and, inter alia, developed proposals for training programs for bank regulators and bankers from the APEC region. A key feature of the activities is the private-public sector partnership nature, with involvement of and support provided by financial institutions and service providers and regulatory agencies.  We have also drawn on support, in the form of course presenters, from some Asian regulatory agencies.

As a result, two one week courses were recently held for bank regulators from the ASEAN region (March 21-26, 2004 and April 18 – 23, 2004) together with a course for members of the Asian Bankers Association (22-27 February, 2004). Some 56 bank regulators and 18 private bankers attended the courses conducted in Melbourne.   The private bankers in the course for ABA was funded by their respective institutions;  the courses for bank  regulators was funded under an Australian aid program and by pro bono contributions by Australian firms who met the costs of their representatives attending as course presenters.    The earlier life insurance courses were funded under Australia's aid program, with financial support from the Asian Development Bank and Australian firms. 

While the regulator training courses were for ASEAN economies, the only economies not part of APEC, were Myanmar, Laos PDR and Cambodia.  

Topics covered included: Regulatory trends; Basel 2 Overview; Risk Management Practices – techniques and tools including value at risk and asset liability management techniques; Supervisory practices including on and off site supervision, system stability issues and home-host regulatory issues; Basel 2 and Credit Risk; Achieving IRB Status; Risk Management Policies and Practices; Capital Management Practices; Capital Charges, Capital Allocation Practices, Product Pricing and Risk Management; Operational Risk; Disclosure, Market Discipline and Governance. 

Presenters on the courses included a range of practitioners from banks, consultants, ratings agencies, accounting firms, Australian Prudential Regulation Authority, Federal Treasury, Bank for International Settlements, as well as the core academic faculty. The willingness of practitioners to share information and experience in the spirit of capacity building was particularly apparent.

Discussion at the end of the courses indicated the need for further training of this sort within the APEC region. For many bankers and regulators from the region, the implementation of Basel 2 is a longer term issue, but the need for resourcing and planning to deal with and assist the development of modern risk management and governance practices is a key issue. Developing a culture of modern risk management, pricing and capital allocation within banks is a task warranting attention as part of capacity building in the region– although many banks are already proceeding down that path as they consider the complex issues relating to Basel 2.. Within the context of the New Basel Accord, recognition that the key issues are about achieving best practice rather than simply compliance is a further challenge. 

To build on the material covered in the program, participants’ comments were collected on key issues arising in the areas of: Governance; Management and Staffing Expertise; Systems and Reporting; Regulatory Relationships; Customer Relationships. These comments have been incorporated into a document on Corporate Governance in Banking, which is attached (and subject to continuing revision and updating). Another output of the course was a Road Map for Basel 2 Preparation - developed during the courses on the basis of presentations, and input from participants.  This document, also attached (and similarly subject to ongoing revision and updating), outlines some of the key questions which banks and regulators need to ask about their approach to coping with changes arising from Basel 2. 

Discussion Points:

· the approach reflected in the Australian APEC Study Centre and its industry support group is a practical example of a successful public/private model for capacity building to strengthen financial systems,  and Australian interests would be pleased to work with other  APEC economies to promote this approach;  we would welcome proposals on how this approach could be broadened

· we would welcome discussion  on how we should attract more regulators and 

      private sector representatives to our banking courses and to other courses, including

      for life and general insurance, pensions and securities

· our assessment is that training needs in the region to strengthen regulatory supervision and to improve skills in the private sector are substantial;  funding is of course critical to underpinning high quality capacity building initiatives; we would welcome discussion on how to broaden the funding base for the courses we are able to offer so as to deepen the reach of these initiatives in the APEC region
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 ATTACHMENT 1 
Implementing Basel 2

APEC Study Centre

Training Course for the Asian Bankers Association

Feb 22 – Feb 27, 2004

A Road Map for Bankers approaching Basel 2

Background

All banks must pay attention to the forthcoming introduction of the New Basel Accord (Basel 2), regardless of whether they aspire for IRB status or decide on the standardised approach.   Either way, Basel 2 will become highly relevant to a bank's business model and operational strategies.   Basel  2 will affect financial markets and institutions in a number of ways which can affect the competitive position of banks and thus demands attention in bank strategic planning. It has implications for bank governance and reporting, not to mention the compliance issues involved and potential demands placed upon bank systems for information and data.

The issues relating to the implementation of Basel 2 as they are likely to impact on banks, was considered at a recent training course for bankers, members of the Asian Bankers' Association and organised by the Australian APEC Study Centre.  Participants and course presenters agreed to develop a "road map" which could be a useful reference point for regional banks as they consider the complex issues relating to Basel 2.   The first version of the "Road Map" is shown below.    If, as we hope, it proves of value, we intend to develop it at further training courses - some of which will involve regional regulators. 

We see this as the beginning of an iterative process and we hope the "road map" will improve as it is considered by people on later courses.  It is a modest contribution to a complex subject and implies no agreement by participants to the whole document.   We hope however that it does prove to be a useful tool for those working the region's banks and regulatory agencies. 

Thresh-hold Matters in Building the Road Map 

A number of key aspects of the Basel 2 project for banks are particularly relevant to banks as they consider the thresh-hold processes that might be involved in implementing Basel 2.  Some key issues for consideration are: 

· Preparing for and implementing Basel 2 will be costly, and there are substantial risks in getting the processes right 

· The final destination  is unclear with the Basel Committee and national supervisors still to confirm final details and dates

· Basel 2  should be a means to an end (of improved risk management, pricing and governance) for banks rather than an end (of compliance) in itself

· Pillars 2 and 3 will become important factors impacting on banking business, even if a bank determines to apply the standardised approach envisaged under Pillar 1

· Basel 2 requires improved risk management, a more thoughtful approach to the use of capital and improved governance practices.   Adapting to these is likely to improve the quality of a bank's operations and competitiveness

Critical benchmarks in developing a RoadMap 
Issues for the Board

· Do we understand the implications of Basel 2 for the bank’s management and governance?

· Have we had adequate information about the potential of Basel 2 on the bank’s competitive position to feed into the bank’s strategic plan?

· Have we commenced the process of changing the bank’s culture to be consistent with Basel 2 and modern approaches to risk management, pricing and capital allocation

· Have we allocated an appropriate budget for planning for and implementing Basel 2?

· Has the bank developed codes of corporate governance which will be consistent with expectations of regulators under Pillar 2 of Basel 2?

Issues for the Executive

The Basel 2 Project Arrangements

· Do we have a Basel 2 project team? 

· Is the Basel 2 project part of a more general risk management improvement program?

· Is the Basel 2 project integrated with other major projects such as Information Technology / Systems and Accounting?

· Is it located within a compliance or strategic planning function?

· Is there “buy in” / commitment of the whole organization?

· Who is driving the Basel 2 project for the bank – Board, Management, Regulator?

Culture and Management

· How do we best implement a program of “cultural change” in the bank towards use of improved modern risk management and pricing techniques?

· How is the banking industry, as a lobby group, approaching Basel 2 and are we appropriately involved in that process?

· Is a culture of voluntary disclosure being developed within the bank?

· Is our management structure and reporting arrangements consistent with best practice for risk management?

Industry and Market Considerations

· Are we cooperating appropriately with other banks to improve the ability to apply improved risk management practices across the industry?

· What will be the market’s perception, and reputational effect, of our choice to aim for either standardized or IRB approach?

· Have we determined the optimal rating from ratings agencies for the bank to aim for, and are processes in place to achieve that?

Issues for the Implementation Team

· Have we identified the costs and benefits of being regulated under the standardized versus IRB approaches?

· Does the bank have clear objectives regarding whether it will aim for regulation under the standardized or IRB approaches – and if the latter, by when?

· Does the bank have regular and proactive interaction with regulators regarding:

· Their attitudes towards, and plans for, adoption of Basel 2

· What they expect from banks in terms of compliance requirements?

· Areas and issues where they would appreciate bank views and knowledge to consider in formulating their approach?

· Have we identified the major workstreams (credit risk, operational risk, capital management, compliance, etc) and how these best interact with operational units?

· Are we modifying and / or developing systems to generate better information for decision making purposes and that needed for compliance with Basel 2?

· Do we know, and will we be able to meet, the types of disclosures that are likely to be required under Basel 2?

· Has the bank attempted to estimate the impact of Basel 2 on its capital position using a QIS approach?

· What will Basel 2 do to the bank’s overall competitive position vis a vis other banks and capital markets?

· How might proposed changes in risk weights affect our ability to compete in particular markets?

· Do we have staff training in place to meet new requirement of Basel 2?

· How do we best communicate the bank’s approach to basel 2 and its implications to staff?

Issues for Senior Line Management

· Are we improving our understanding and measurement of operational risk? 

· Do we have staff who understand and can apply modern credit risk measurement and management techniques?

· Are we able to implement credit risk mitigation techniques? 

· Are our asset-liability management practices likely to match well with any regulatory requirements for managing interest rate risk imposed by regulators under Pillar 2?

· Are our capital management practices appropriate for best practice pricing and performance measurement?
ATTACHMENT 2
Building Capacity: Basel 2 and Bank Governance Principles 

Developed at Courses for the Asian Bankers' Association 

Melbourne, 22nd - 27th February and the course for ASEAN bank regulators 

Melbourne, 21st - 26th March 2004 

(The Australian APEC Study Centre in association with

course participants)

BACKGROUND

As part of the training programs designed to assist bankers and bank regulators understand the fundamental principles that underpin the new Basel capital accord, and to prepare for the implementation of the Accord, some time was devoted in these courses to developing the key governance principles that would be relevant to banks as they relate to Basel 2. Knowledge of the principles of good governance is equally relevant for Boards, management and staff, as well as for bank supervisory agencies. 

Those agencies are required to have a sound understanding of governance arrangements in the banks they supervise and they themselves (the supervisory agencies) ought to be governed by appropriate governance principles in carrying out their own supervisory functions. 

The suggestions outlined below are shown under various headings so that they can be placed in some context in the hierarchy of a bank – from the Board to management and staff, and between a bank and its customers. While most of the principles mainly relate to governance in banks, some also shed light on the interactive relationship between a bank and the supervisory regulatory agency.  These principles are shown under the heading of “regulatory interactions”, which comes at the end of this paper. 

The Centre will draw on these suggestions and develop them further as we undertake further training programs in relation to Basel 2 – for regional regulators and for representatives from banks. 

The suggestions should be seen as the beginnings of an iterative process and one which will result in a continually evolving document which will contribute to a better understanding of the important issues that are involved in the transformation of banking systems in the period ahead, as Basel 2 is implemented. The suggestions are very much part of a learning process and no explicit agreement to them by participants in our courses is implied by the issue of this paper. 

PRINCIPLES

Governance (issues at the level of the Board of Directors - including the Board's obligations to shareholders, the qualifications and expertise of Board members, the composition of the Board, relationships with shareholders and bank management; and overall guiding rules for a bank)

The Board should:

· be composed of people of good character and integrity and by people of different backgrounds with expertise in areas including law, accounting, and risk management. 

· comprise an appropriate mix of both executive and non-executive members (this may differ in different markets).

· ensure that shareholders have the following basic rights: 1) elect and remove members of the board by due process; 2) entitled to relevant, timely and correct information of the bank; 3) share in the profits of the corporation. 

· ensure that all shareholders are fairly treated and all shareholders should have access to effective redress for violation of their rights.

· have sufficient knowledge and experience in banking industry and a good understanding of Basel 2 and risk management practices commensurate with the size and complexity of its banking operations. 

· determine and authorise clear strategies to deal with significant risks, and the risk profile and risk tolerance for the bank. Have a genuine understanding on the implication of the risk tolerance on the business model and behaviour of senior management and staff.

· appoint the Chief Executive Officer and other key members of the Committees. The Chairman and Chief Executive Officer should, desirably, be separate appointments.

· cultivate a risk culture, define a code of conduct for members of the Board, management and staff, to support business objectives, risk management objectives and internal control systems. 

· approve and monitor procedures for the approval of investment plans.

· determine a clear set of policies on disclosure and ensure the independence of both internal and external auditors.

· ensure that transparent procedures are in place to avoid and deal with cases of conflict of interest within the Board and management and staff. 

· ensure that Board and management support each other in effective risk management, and ensure that information flows from management to the Board are not “blocked”, especially when management may be adversely affected by such information flows.

· ensure that shareholders and management fully understand and appreciate differences between regulatory capital and economic capital, as these concepts are highly relevant to Basel 2 and to sound banking.

· formulate remuneration packages which adequately recognise sound performance and returns to shareholders and give appropriate incentives.

· establish procedures to adequately protect responsible whistle blowing activities by  staff.

· communicate with and protect the interests of shareholders and other stakeholders of the bank. 

· establish a formal and transparent board nomination and election process.
· Members of the Board should avoid appointments to the Boards of competitor companies. 

· Members of the Board who are appointed by the governments in banks in which the government has an interest, should be competent and have suitable professional qualifications and experience. 

· Family controlled banks should include competent, independent and skilled external members on their Boards.

Management (required expertise, responsibilities and duties of the top and middle level management) 

Management should:

· be fit and proper people for the roles they play.

· promote  a culture of trust, honesty and integrity within the organisation.

· be responsible to the Board for protecting stakeholder interests and for implementing the plans and goals set by the Board. 

· ensure that the organisation is efficiently structured and that duties of the staff are clearly defined and that competent people are assigned to these duties, and ensure clear and transparent delegations to competent people. 

· ensure the implementation of best practices in risk management, including policies, procedures, as well as risk rating and allocation of economic capital.

·  fully understand the risk tolerance of the Board, and define risk areas and oversee the application of specific risk measurement and management tools.

· provide a structured procedure for capital management and planning ahead for future growth.

· consider the implementation of Basel 2 as a priority. ( It is important to establish project teams or task forces to prepare for Basel 2)

· communicate the processes involved in implementing Basel 2 to relevant staff.

· understand that the implementation of Basel 2 is unlikely to be the sole project in a bank and ensure that resources are spread effectively over all the bank's activities. 

· be remunerated on the basis of the achievement of company goals, including meeting performance targets and satisfactory risk-based returns. 

· ensure that middle level managers under its supervision are fit and proper. Capacity building programs should be arranged for managers where skill inadequacies are detected.
Staff (skills, duties and rights of bank staff)

Staff should: 

· possess the skills and experience appropriate for the roles they play. (Appropriate programs should be in place to encourage and support skills development). New recruits need to be educated in the bank's risk culture and approach)

· be provided with clearly defined job descriptions, delegations and arrangements for accountability. 

· be motivated by appropriate performance enhancing schemes and their performance measured against KPIs.

· have an appreciation of the cost of capital, be aware of the need for adequate risk control and be provided with a work  environment in which they feel comfortable in communicating any concerns over fraudulent activities and inadequate management practices and procedures. (There is a need for awareness programs on Basel 2 in banks as part of initiating a change in culture that Basel 2 is likely to entail)

· comply with the bank’s code of conduct and exercise due diligence and integrity in performing their duties . 

· know a bank’s strategy but not disclose information directly or indirectly to outsiders without management approval.

Systems and reporting (rules required in designing management systems; in complying with regulatory requirements and in reporting and public disclosure)
· Rules and procedures need to clearly define responsibilities, decision-making authority, and accountability. There should be proper and adequate checks and balances in the approval and reviewing processes of loan-making and timely adjustment in these processes to reflect changes to the environment.  Front and back office control activities should be separated.

· Banks need to develop credit rating models and review them on a periodic basis. Advanced risk measurement and performance evaluation techniques (such as VaR and RAROC) warrant attention by management. Best practices such as stress testing and back testing of models should also be implemented.

· There is a critical need for strong financial risk management functions and strong internal control. Risks in each business line should be clearly identified, and banks should have a business continuity plan to deal with unexpected operational risks. Risk management areas must be adequately staffed.

· Computer information systems to collect data should be developed, and procedures to safeguard security of information established. The information system should be reviewed regularly to keep pace with technology development. Adequate funding in budgets is required for these activities and for an information system that is able to support timely and accurate reporting.

· Documentation should be adequate to inform customers and to meet public disclosure requirements. A bank’s website could be one of the major channels to disclose information to the public.

· Care is needed to ensure effective and timely reporting. Auditing should play a very important role in checking results. Internal auditors should have the authority to report directly to the Board, to ensure the independence of internal auditing.

· Disclosure of risk profiles and risk management practices is anticipated under Pillar 3 of Basel 2. Banks should disclose relevant information.  

· Incidences of fraud should be promptly investigated.

Customer relationship (bank’s duties in looking after the interests of customers and rules in dealing with customers)

· Banks have vital duties and interests in serving their customers' needs. The protection of customer interests and delivering customer satisfaction needs to form a core part of the corporate culture. Customers should be clearly advised of both returns and risks inherent in their investments and relevant documents and policies should be made transparent to customers. 

· The corporate governance framework should ensure that bank lending is made on an arm’s-length basis and extension of credit are effectively monitored and appropriate measures are taken to mitigate risks involved in lending activities.
· Limits must be set to restrict bank exposure to single borrowers or group of related borrowers, and sound information systems must be in place to enable management to detect any concentration risk within the portfolio.
· The corporate governance framework should ensure that the bank has adequate policies and procedures for identifying, monitoring and controlling country risk and transfer risk in its international lending and investing activities, and for maintaining appropriate reserves against such risks.
· Banks should seek to achieve excellent customer relationships and have clear procedures in place to handle customer complaints. The customer relationship function should be separated from credit approval process. Banks should inform customers on products of particular interest and seek to avoid conflict of interest in marketing their products.

· Banks should observe the principle of “know your customer” in conducting its business and ensures procedures are in place to combat money laundering activities. 

Regulatory interactions (rules and responsibilities of the Board, the management and staff in cooperating with supervisory authorities):

· Bank’s ownership structure, organisation, business plan and appointments to its Board and top management should be evaluated and approved by bank regulators. Changes in bank ownership structure should be reported to and approved by regulators. For the establishment of a foreign or joint venture bank, recommendations from home authorities in which the bank's head office is domiciled should be obtained.

· On-site supervision over banks by regulators should include credit policies, internal control practices and procedures, investment portfolios as well as capital adequacy. Off-site supervision should focus, inter alia, on the examination of consolidated bank reports. Supervisors should provide an early warning to a bank considered to be in difficulties in meeting regulatory requirements and sound standards. Regulators may determine to involve external auditors in carrying out its supervisory duties. . 

· Bank management should cooperate closely with supervisory agencies on regulatory issues, and exchange information on a regular basis. Banks' risk profile evaluations and self-assessment of capital adequacy should be reported and discussed with regulators. Regulators’ opinions should be reflected in the way a bank conducts its business.  Bank regulators should fully inform banks of the regulatory arrangements and procedures for the implementation of Basel 2 and they should provide clear guidelines on calibrations between international credit ratings and domestic credit ratings.

·  Banks should respond positively to regulators and both banks and regulators need to drive the cultural changes needed to facilitate implementation of good risk management practices as embodied in Basel 2.

· Banks should have clear internal procedures and specially designated staff to be responsible for external reporting. Results of supervisory examinations should be published to ensure transparency.

· Banks with international operations should make available to supervisors their consolidated financial accounts drawn up with consistent accounting policies.
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� This document reflects discussion in the concluding session of the program on issues involved in bank preparations for Basel 2. Prepared by Kevin Davis and Ken Waller.


� This document reflects comments made by course participants on bank governance issues in relation to the implementation of Basel 2. Prepared by Kevin Davis, Christine Brown, Shouqing Zhu and Ken Waller.
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