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I Abstract

Since the implementation of Basel Il (Bll) rules and regulations in Europe and Austria, the
business landscape has changed drastically. Bll instructs banks to keep minimum capital
requirements if credits are granted to companies. Originally initialized by the U.S.A., Bll was
not implemented by the U.S.-government. This bachelor paper explains Bll specifications,
shows reasons for its non-implementation in the U.S.A., and explains resulting risks which
can occur during the exporting process due to the discrepancy of execution and non-execution
of BII on the example of small and middle sized enterprises (SME) in Austria, as 99.6% of all

Austrian companies are SMEs.
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CHAPTER ONE
1 Introduction

In this bachelor-paper the implementation of Basel Il regulations and rules in
Austria and Europe is examined. It will also discuss the non-execution of the rules in the
United States of America (U.S.A.) and the potential conflict that may arise as a result of it,

especially for Austrian exporters.

The subsequent sections enlarge the statement of this problem, the objectives of

this paper, methodological procedure, and paper design.

1.1 Statement of the Problem

Although BII was initialized by the U.S.A., European major banks used a lot of
money to implement BII regulations on time (Lange, 2006). Europe, and therefore Austria (as
well as most other G10 countries) rolled out BIl on 1% January, 2007. The countries
implemented the full set of BIl approaches — for operational and credit risk (Holmquist,
2007). On the contrary, the U.S. still has discussions about certain facts. The U.S. financial
authority wants to implement BII just in major banks and these banks shall be allowed to use
advanced approaches (see section 3.3.1.1 Credit Risks) — BIl on its highest level (Lange,
2006). Although rules and regulations for minimal capital requirements for banks were
originated in the U.S.A., Europe and some other G10 countries were faster in implementing
the regulations than its initiator. Therefore, the risk situation (see risks in section 3.2
Obijectives of Basel Il) for both, companies and banks is better and easier to handle in Europe.
Conflicts and problems can arise if a European company transacts business with the U.S.A.,

because of the non-implementation of BIlI.
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1.2 Objectives

The author’s objective on this paper is to show why it was impossible for the
U.S.A. to implement BII regulations, to give advice to Austrian traders, and why problems

and risks may occur if they want to export to the U.S.A. Following research-question arises:

Which risks can occur to Austrian SME-
exporters because of the non-implementation

of Basel Il in the U.S.A.?

1.3 Methodological Procedure

The paper is based on scientific literature and publications, as well as on
information retrieved from the internet and approved articles from online-journals. Particular
attention is given to sources which are praxis-oriented. For this paper citation rules of the
American Psychological Association (APA) are followed, regarding formats of headings and
graphs, spacing, citation rules, etc. According the exchange-rate of Dollar and Euro, just one
rate was used, due to 26" September, 2008, retrieved from the homepage of Austria’s

National Bank. 1 EUR = 1,464 USD (ONB, 2008).

1.4 Paper Design

In the first step, the author defines particular words and explains the sense. The
third chapter will be about objectives and contents of BIl. Chapter four contains why it was
impossible for the U.S.A. to implement BII regulations and explains risks which may occur
for Austria’s exporters. Finally, the last chapter summarizes the paper, answers the research-

question and gives perspectives for papers with similar topics.
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CHAPTER TWO
2 Definitions

The following chapter explains and defines words, which are necessary for
readers to understand this paper. Some of them are expert’s definitions based on literature and
some are simple explanations of words or phrases used by the author to describe a general

situation.
2.1 SMEs (in Austria)

SME is the acronym for small and middle sized enterprises. They are explained
differently in many sources. As the research-question refers to Austrian SMEs, therefore an
Austrian definition is used, based on Hundt et al. (2003). Table 1 differs smallest, small,
middle, and large sized enterprises regarding the number of employees and the annual

turnover of companies.

Company Employees Annual Turnover
Size
Smallest max. 9 <=2 M EUR (2.92 M USD)
. >2MEUR, <=10 M EUR
Small min. 10, max-49 55 92 M USD, <= 14.6 M USD)
. . >10 M EUR, <=50 M EUR
Middle min. 50, max. 249 (> 14.6 M USD, <= 73 M USD)
Large min. 250 >=50 M EUR (>=73 M USD)
Table 1: Overview Company Sizes (generated by the author)
2.2 Basel Il

Basel is the name of the city in Switzerland where the Basel Committee on
Banking Supervision (BCBS) has its headquarters and holds its meetings. The committee
established the Basel | and the Basel 11 accord, which are supervision agreements (GFS/TQS,
2006). Bachus (2005) states that the Basel Capital Accord (Basel 1) established minimal

capital requirements for banks. He adds, that BII is an attempt to update Basel I. Banks and
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financial institutions hold their capital in a balance which enables them to handle risks and

react faster on changing market conditions (Bachus, 2005).
2.3 Basel Committee on Banking Supervision

The objective of the Basel Committee on Banking Supervision (BCBS) is to
enhance understanding of key supervisory issues and improve the quality of banking
supervision worldwide. The committee was founded in 1974 by the G10 countries. Currently,

there are 13 members, including Spain, Switzerland and Luxembourg (Mishkin, 2007).
2.4 Banks

Some experts say that the regulations which BIl indicates are important for all
banks; either the bank is a global player or a rural small bank with less than ten employees.
Every bank, irrespective of its size, has to implement BIl regulations and rules. Joergen
Holmaquist, General Director for Internal Market and Services of the European Commission,
confirms the statement above when he says, “Basel Il applies to all banks in Europe,
regardless of size.” (Holmquist, 2007, p. 6) The author uses in this paper just the synonym

“bank” and no brands or names, because no bank shall be preferred.
2.5 Austrian Exporters

“Export is the provision of goods, services or knowledge across national and
international boundaries” (Business Victoria, 2008, n.p.). Two main export types are known.
Direct export is referring to exporters who get into contact directly or via an agent with the
importer. In indirect export, exporters look for a trader office in their home countries and the
office conducts business matters in the name of the exporters (Business Victoria, 2008). In
this paper, the terms “exporters” and “Austrian exporters” are referred exclusively as Austrian

SMEs.
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2.6 Rating

Rating is used in many different scientific areas such as sociology, psychology,
and economics, even to rate restaurants, hotels, and universities (Munsch & Weiss, 2000).
Hoffmann (1991) says that in the banking and financing sector two similar but different
ratings are known. On one hand, credit rating is represented by the future ability and legal
liability of a debtor if the person can afford the total payment of all debts and interest within a
given period (Hoffmann, 1991). On the other hand, “in corporate finance rating is a ‘grade’ to
a bond, bond issuer [...] to indicate its riskiness” (Credit Rating, n.y., n.p.). “Moody’s” and
“Standard & Poor’s” (S&P) are well-known rating companies who rate bonds and bond
issuers who can be companies and countries. Table 2 shows the grades such as AAA on the

left side and the referring meaning on the right side.

Moody's S&P Meaning

Investment Grade Bonds

Bonds of the highest quality that offer the lowest degree
Aaa AAA of investment risk. Issuers are considered to be extremely
stable and dependable.

Aal, Aa2, AA+ AA AA Bonds are of high quality by_ all standard.s, but carry a
Aa3 greater degree of long-term investment risk.
Al,A2,A3 A+ AA Bonds with many positive investment qualities

Bonds of medium grade quality. Security currently
appears sufficient, but may be unreliable over the long
term

Baal, Baa?, BBB+, BBB,
Baa3 BBB

Non Investment Grade Bonds (Junk Bonds)

Bal, Ba2,
Ba3

Bonds with speculative fundamentals. The security of

BB+ BB, BB future payments is only moderate

Bonds that are not considered to be attractive

B1, B2, B3 B+ B, B- investments. Little assurance of long term payments

Caal, Caa2, CCC+, CCC, Bonds of poor quality. Issuers may be in default or are at
Caa3 CCC risk of being in default

Ca CcC Bonds of highly speculative features. Often in default

C C Lowest rated class of bonds

- D In Default

Table 2: Meaning of Ratings by “Moody’s* and Standard & Poor's (Credit Rating, n.y., n.p.)
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CHAPTER THREE
3  Explanation of Basel Il
3.1 Failures of Basel |

“Basel | does not reflect credit quality gradations or deterioration in asset quality.
Lumping everything from a Triple-A-rated corporate bond to junk bonds in the same Basel |
category helped ‘capital arbitrage’ — banks exploiting differences between regulatory and
economic capital” (Holmquist, 2007, p. 3). Also Bruckner et al. (2003) criticize this problem
that granting credits to economically weak countries would be considerably less risky than a

credit for a more powerful country.

3.2 Objectives of Basel 1l

“The goal of Basel Il is to develop a more flexible and forward looking capital
adequacy framework that better reflects the risk banks face and encourages them to make
ongoing improvements to their risk assessment capabilities” (Bachus, 2005, p. 2). Here are

some important risks in the banking industry:

e Creditrisk[...]

e Market risk

e Interest rate risk

e Liquidity risk

e Operational risk

e Legalrisk [...] (GFS/TQS Compliance with ..., 2006, n.p.)

Chorafas (2004) confirms the risks mentioned above and goes one step further as
he says that credit, market, and operational risk partly overlap (see Figure 1). Hence it is more

important to examine operational risks from a strategic perspective.
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Operational Risk

Figure 1: Comprehensive View of Major Risks (cp. Chorafas, 2004, p. 6)

Companies on the other hand have to calculate their risks, too. Bll regulations and
rules are therefore more sensitive to the real risks that firms face. Operational risks (e.g.,
systems break down) and employees’ failures are considered in the calculation (Salmon &
Robertson, 2006). The Basel Committee emphasizes both views mentioned above and

announces four main goals of the Basel Accord:

e Continuing to promote safety and soundness in the financial system
e Continuing to enhance competitive equality
e Constitute a more comprehensive approach to addressing risks

e Focus on internationally active banks [...] (Basel Committee, 1999, n.p.)

3.3 Contents of Basel Il

Principal item of the Basel Accord is the Three Pillar approach (see Figure 2).
Hundt et al. (2003) state that controlling measures, which are based on simple reports;
indications by banks; and audit reports by certified accountants shall be eliminated. In

exchange a high-quality supervision of banking shall be implemented. (Hundt et al., 2003)
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Basel-Accord (Basel I1)

Pillar Pillar Pillar
One Two Three
Minimum Supervisory Market
Capital Review Discipline
Require- Process
ments

Application Area

Figure 2: Overview Basel Accord (Hiickmann, 2003, p. 28)

3.3.1 Pillar One — Minimum Capital Requirement

3.3.1.1 Credit Risks

The first pillar contributes minimum capital requirements for credit risks.
Therefore banks have to keep equity capital in the case that a debtor cannot pay his or her
debts. Rating methods evaluate risk potential and give advice about creditworthiness of
different beneficiaries. A rating proposes how much equity has to be kept; the higher the risk

for banks, the higher the amount of equity, at minimum 8% of the risk (Hickmann, 2003).

Figure 3 provides an overview over the three basic risks companies and banks
have to face and shows explicitly that equity capital has to be 8 % at least (see section 3.2

Obijectives of Bl for basic risks).
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Equity-Capital

(min 8%)
| ]
Credit Risk Market Risk Operational Risk
1
1 1
Standard
Approach IRB Approach
(External) (Internal)
Foundation
IRB
Advanced
IRB

Figure 3: Overview of Basic Risks and Approaches (Cluse et al., 2005, p. 17)

In calculating the demanded equity, banks can choose between a standard approach, which is
a modified approach of Basel I, and an IRB (Internal Rating Bases) approach (Bruckner et al.,

2003).

3.3.1.1.1 Standard Approach (External)

Hickmann (2003) explains that the amount of equity capital or risk-weighted
assets is calculated by multiplying risk-weight and credit amount. She adds, that the risk-
weight has to be appraised by an external rating agency and is done for the following groups:
countries, banks, large companies and SMEs. Every group has its own risk-weight (see
section 2.6 Ratings). Since the purpose of this paper is referring to small and middle sized

companies, the risk-weights for this group are shown in Table 3.
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Ratings

(see section 2.6 Ratings, Standard & Poor’s) Risk-Weight
AAA to AA- 20%
A+to A- 50%
BBB+ to BBB- 100%
BB+ to BB- 100%
B+toB- 150%
Below B- (C and D ratings) 150%
No Rating 100%

Table 3: Risk-Weights in SMEs (adapted of Cluse et al., 2005, p. 28)

To help readers understand risk-weight, following two calculated examples based

on Huckmann (2003) help comprehending:

Assumption: two enterprises A and B want a credit of $ 100,000 (€ 68,306.01).
e Company A’s rating is AAA and therefore risk-weight is 20% (see Table 3).
e Company B’s rating is B+ and therefore the risk-weight by 150% (see Table 3).
e Company A: 20% risk-weight of $ 100,000 = $ 20,000 there from min. 8% = $ 1,600
(€ 1,092.90) minimum equity capital.
e Company B: 150% risk-weight of $ 100,000 = $ 150,000 there from min. 8% =

$ 12,000 (€ 8,196.72) minimum equity capital.

Rating agencies have to be approved by a national banking surveillance authority
to be authorized in executing ratings. The rating itself must be published (Bruckner et al.,

2003).
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3.3.1.1.2 IRB Approach (Internal)

As an alternative to the standard approach banks can use the IRB approach. They
can choose between a Foundation IRB or Advanced IRB and are allowed to use self estimated

risk components for rating their beneficiaries:

Probability of Default (PD)

Loss Given Default (LGD)

Exposure At Default (EAD)

Maturity (M) (Ammann et al., 2001, p. 920)

Bruckner et al. (2003) explain that the difference between Foundation IRB and
Advanced IRB is the amount of parameters banks have to consider. They also say, in
calculating the Foundation IRB only PD has to be estimated and the other three parameters
are provided by law. In the Advanced IRB also LGD and EAD must be estimated by the bank.
The maturity can be changed optionally. Hundt et al. (2003) affirm this and state, credit
institutions and banks are just allowed to use IRB approaches if they have adequate data-
history. Accounting records of three years are necessary for calculating the Foundation IRB.
(Hundt et al., 2003). Ammann et al. (2001) confirm as well, that sufficient (historical) data
management in according quality has to be done, regarding data which are necessary to rate a

company.

3.3.1.2 Operational Risk

Operational risks are those risks which can lead directly or indirectly to losses for
the bank due to failures in internal processes, of persons or in systems. Therefore it is

necessary for banks to refinance these risks in building equity capital (Cluse et al., 2005).
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Figure 4, based on Chorafas (2004), shows the four main operational risks and

their influence on each other.

Lack of Skills

Management
and Know-

Weakness

Organizational
Failures

Execution Risk

Figure 4: Top Four Operational Risks Influencing One Another (Chorafas, 2004, p. 11)

As operational risks increase steadily, BCBS implemented three different

approaches to determine these risks:

e Basic Indicator Approach
e Standardized Approach

e Advanced Measurement Approach (Chorafas, 2004, p. 12)

The Basic Indicator Approach is the simplest of the three approaches, because the amount
which has to be refinanced is calculated with 15% of a three year average of the operating
revenues of a bank (Bruckner et al., 2003). The Standardized Approach is a bit more complex,
because it investigates different business areas of banks. Natter (2006) reveals that “this
method divides a bank’s activities in eight business lines (e.g., corporate, finance, retail, asset
management, etc.). Gross income for each of the eight lines is then multiplied by a specified

factor, ranging from 12 to 18% [...]” (p. 5). The sum of this calculation is the amount which
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has to be kept as reserve in form of equity (Bruckner et al, 2003).Banks are free in
configuring the Advanced Measurement Approach (AMA). Main goal of AMA is to
determine the actual operational risk by using historical data (operational risk loss data).
Natter (2006) adds that the data must capture all material activities and exposures in all bank
systems and processes. Because of calculating with historical data, expected losses of the next

year shall be refinanced by equity capital.

3.3.2 Pillar Two — Supervisory Review Process

Two main objectives are mentioned with Pillar Two. On one hand the adequacy
between actual equity capital shall be in relation to actual risks for which a bank is
responsible. On the other hand banks shall improve new and better risk management systems

(Bruckner et al., 2003).

Four key-principles were created to guarantee an adequate supervisory review
process (Cluse et al., 2005). Principle One — Internal Capital Adequacy Assessment Process
(ICAAP) comprises all of a bank’s procedures and measures designed to ensure “the
appropriate identification and measurement of risks; an appropriate level of internal capital in
relation to the bank’s risk profile; and the application and further development of suitable risk
management systems” (FMA, 2006, p.8). Principle Two - Supervisory Review and
Evaluation Process (SREP) evaluates ICAAP and risk profiles which is done by supervisors,
who can also monitor and ensure compliance with regulatory capital ratios. They should take
action if the results are not satisfying (FSC, 2007). The BCBS (2001) states in Principle Three
— Supervisory Measures, that supervisors should have the ability to force and require banks to
operate above the minimum regulatory capital ratios. Principle Four — Supervisory Invention
goes hand in hand with Principle Two. The failures which have been found in Principle Two

should be highlighted in this stage. The FMA (2006) reveals that “supervisors should seek to
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intervene at an early stage to prevent capital from falling below the minimum levels [...] and

should require rapid remedial action if capital is not maintained or restored.” (p. 8)

3.3.3 Pillar Three — Market Discipline

The purpose of Pillar Three is to guarantee that more information about business
and risk strategies of banks and companies enter markets ensured by precise publication
specifications. Market discipline may be achieved through reactions of market participants,
such as investors, debtors, customers and so forth. Additional equity capital requirements are
not foreseen in Pillar Three (Cluse et al., 2005). Bruckner et al. (2003) define the publication

specifications by the following points:

e Just material information has to be published

e If serious losses menace or obligations to maintain secrecy occur banks will not be
forced to publish information

e Banks and companies can choose the publication medium

e The publication specifications have to be signed by the bank’s board of directors

including controlling (p. 23)
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CHAPTER FOUR
4  Risks for Austrian SMEs

This chapter generally explains the risks which can occur if Austrian’s SMEs
export to the U.S.A. For explaining the risks, it is necessary to understand why the U.S.A.
was unable or refused to implement the regulations and rules of Basel Il as well as to

understand the current SME and export situation in Austria.

4.1 Reasons for Non-Implementation of BIl in the U.S.A.

The Federal Reserve System (Fed) is responsible for the implementation of BIl in
the U.S.A. The Fed is the central bank of the U.S.A. and was founded in 1913; it consists of a
central governmental agency, which is the Board of Governors, and twelve regional Federal
Reserve banks. Therefore, Fed is run by both, governmental and private people (Fox et al.,
2005). The Board of Governors is the head of the Fed and its headquarters is located in
Washington D.C. Each governor is appointed by the president of the U.S.A. and confirmed
by the Senate. (Mishkin, 2007). Other tasks of the Fed are controlling the money supply,
supervising and regulating banks, maintaining and circulating currency, and protecting
customers (Tucker, 2008). It depends on the Fed’s choice if BIl will be fully implemented.
Many reasons contradict the implementation of BIl. As Bachus (2005) states, “that when
ultimately implemented, Basel 11 will apply mainly to the largest, most internationally active
banks and other that voluntarily adopt it. The remaining institutions in the United States will
continue to operate under the original Basel accord, Basel I” (p. 2). He continues, “once
implemented, the final capital accord will have profound consequences for the banking
industry, our constituents, and the economy of our country. We must take the time and the
focus to get this right” (p. 4). There may be many reasons for the non-implementation or

partly implementation of BIl in the U.S.A. The research adverts to three different sources of
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literature; the first two refer to U.S.-American sources, whereas the third one is statements

from the internet site of Austria’s National Bank to see why Europeans an Austrians think

that the implementation in the U.S.A. has (partly) failed. Bachus (2005) said during a joint

hearing of the U.S. House of Representatives in May 2005 that:

There is a belief that the implementation is unnecessarily complex and costly.

BIl creates an unequal situation, especially because regional and small banks would be
penalized unfairly.

As the Basel committee has not yet figured out how regulators can communicate with
each other to set significant capital requirements for globally active banks, international
standards do not seem possible.

Nobody knows how the new accord will affect credit markets in the U.S., especially

mortgages and credit cards (pp. 3-7).

Schmiedt-Bies (2005) states on the internet site of the Federal Reserve Board that:

The Fed has decided “to establish higher standards for internal risk management at
complex banking organizations, including capital adequacy, and to improve both the
supervisors' and the public's understanding of banks' risk taking and risk management”.

Furthermore, the Fed took and still takes time in all conscience to listen to industry and

other public comments to improve Bll in response of these clarifications (n.p.).

Haiden (2004) demonstrates in a report of the Austria’s National Bank that the U.S.A. does

not speed up, because tests and studies shall be arranged to see impacts on certain banks and

overall bank environment. Another comment by Haiden (2005) exposes rules will be

implemented on time in Europe whereas U.S.A. banks need more time to adapt their risk

control systems to BII regulations and rules.
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4.2 SME and Export Situation in Austria

SMEs are the basis for Austria’s corporate landscape and have therefore
significant influence on the business environment. This is valid for the whole European
Union and especially for Austria, where the corporate middle class has been developed
outstandingly. Bornett (2005) confirms in his research about Austrian SMEs that 99.6 % of
all Austrian companies are SMEs. Table 4 shows and clarifies the distribution between
smallest, small, middle and large sized companies (see section 2.1 SMEs (in Austria) for

definition of SMEs).

Company Total %
Smallest 218,042 86.1
Small 29,719 11.7
Middle 4638 1.8
Total SME 252,399 99.6
Large 976 0.4
Total all companies 253.375 100.0

Table 4: Austrian Companies (Bornett, 2005, p. 3)

Several people might think that having success in exporting goods is easier for
large companies than for SMEs. Some of the reasons could be that large companies have
more experience, they have subsidiaries in foreign countries, they have a good developed and
accepted reputation, and they have better possibilities to build relationships with foreign
companies. Insofar, this theory is (partly) wrong; export success cannot be associated with
the size of a company. An Austrian study done by the Vienna University of Economics and
Business Administration substantiate this. The study exemplifies that there is a small
significant cohesion between the number of employees and therefore the size of the company

and the export quota, which can be seen in Figure 5. In a second analysis of data this
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cohesion could not be approved (Kasper et al., 2005). Figure 5 illustrates the results of this
study and differentiates between minimal exporters, exporters, extreme exporters, and most
extreme exporters compared to the number of employees (see section 2.1 SMEs (in Austria)

for the size of companies).

30
201
é Employees
510
8 I Up to 10 employees
kS
% ] Upto 50 employees
>
o0 . I Ur to 250 employees
Minimal Exporters Extreme Most
Exporters Exporters Extreme
Exporters

Figure 5: Number of Employees and Export Quota (Kasper et al., 2005, p. 61)

Exports to the U.S.A. from the Austrian point of view increase every year. 2006
was a record year in which Austria exported goods in value of 6.2 billion EUR (9.1 billion
USD). Therefore, the U.S.A. remains Austria’s third most important export partner, after
Germany and Italy, and most important trading partner in overseas affairs. Main exporting
industries are automobiles, chemical and pharmaceutical products, and beverages. Less than
ten companies are responsible for more than 40% of all Austrian’s exports to the U.S.A.
Although of bad EUR — USD relations for Austrian exporters in 2006, exports to America
have grown more than exports to booming Asian countries such as China or India

(apa, 2007).
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4.3 Possible Difficulties for Austrian SMEs

Although Austrian SMEs perform well in exporting, (see section 4.2 SME and
Export Situation in Austria) this section gives information about the difficulties Austrian
SMEs might have to face when exporting to the U.S.A. The reasons which have been found
were determined in two principles. Every principle consists of two steps. Step one was to
examine BIl and exporting difficulties were inferred. The second principle was the other way

round. First, general exporting problems were determined and connections to Bll were found.

4.3.1 Principle One — From BII to Difficulties

BIl implements rules which help promote safety in the financial system, and
addresses risks in a proper way. As BIl is an international approach which already works in
Europe, it would be easier for exporters to trust the U.S. system, if BIl were implemented
because European exporters are already familiar with BIl (see sections 2.2 Basel Il, 2.3 Basel

Committee on Banking Supervision, and 3.2 Objectives of Basel II).

In general, BIl guarantees that banks themselves are liquid, because they have to
keep equity capital for every credit they grant (see section 3.3.1.1 Credit Risks). This
situation helps Austrian exporters doing business with U.S. companies because they can be
sure that a bank itself will be able to help out if the U.S. trading partner is not able to pay.
Even more, exporters can trust this situation because operational risks are included in the
calculation of equity capital which has to be kept by banks (see section 3.3.1.3 Operational
Risk). Even if failures arise due to difficulties in internal processes or due to mistakes of
persons — who might be deluded during the extensions of credits because of wrong balance
sheets or very convincing CEOs — Austrian exporters can be sure again that banks will be

able to help out to fulfill outstanding payments.
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Section 3.2 Objectives of Basel 11 shows that operational risks do not only occur
in banks, they also occur in companies. If Bll regulations are implemented, they will help
companies to face and detect their own operational risks, which simplify the situation for
exporters to trust their probable new trading partners, because failures due to persons or

systems might not occur very often.

As in section 3.3.3 Pillar Three — Market Discipline described, it is necessary and
obligatory for companies and banks to publish their results and figures regularly, at least
every quarter of a year, once Bll has been implemented. Companies are free in choosing their
publishing media, which allows that oversea companies can get information very quickly.
Without this BII rule, companies and banks are not forced to publish results and figures
which make it more difficult for Austrian SMEs to get meaningful information about
probable future trading partners. Even more difficulties arise if an Austrian SME wants to
evaluate a U.S.-American company. Especially if the possible trading partner is an SME too,
which does not act on the stock exchange, it will be difficult to get significant figures.
Theobald (n.y.) affirms this, as he says that it is difficult to get sufficient information about
trading partners who are operating in foreign countries. Exporters want to know with whom
they are doing business and if the possible trading partner is trustworthy and able to pay
debts. Substantiated is this problem by reasons which can be found in section 2.6 Rating,
3.3.1.1.1 Standard Approach, and 3.3.1.1.2 IRB Approach. Although companies can choose
in which way they want to be rated, without BIl rules companies are hardly rated, which does
not make it easier for exporters to evaluate them. Rating is a method to determine the
riskiness of a company and if a company can afford total payment of debts. Hiickmann
(2003) confirms that accomplishing a rating process is very expensive for companies; to get
one significant evaluation, it is necessary to be rated by two independent rating agencies.

External ratings just take place on initiative by companies (Hickmann, 2003).
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Another problem which can occur is related to chapter 3.3.2 Pillar Two —
Supervisory Review Process. In this chapter, it is explained that banks have to undergo a
supervisory process which can be done in four principles. The process helps supervisors to
act if banks want to give risky credits to companies. This situation helps so exporters can feel
more confident if they want to do business with U.S.-companies. Therefore, exporters can be
sure that balance sheets and thus the financial situation of U.S.-companies are not falsified

because of risky credits.

4.3.2 Principle Two — From Difficulties to Bl

Theobald (n.y.) defines three types of external trade risks: economical risks,
political risks, and exchange-rate risks. Furthermore, he says that every main risk has several
subordinate risks and just some risks are calculable. One of these subordinate risks which
belong to the family of economical risks is the so called Del-Credere risk. It states that a
payer is not willing to pay, cannot pay or is disable to pay. (Silverman, n.y.) Exporters can
protect themselves by gaining as much information about their trading partners as possible.

Theobald (n.y.) gives following examples:

e Bank inquiries: Exporters can ask their house banks to get some information about
trading partners via the house bank of the importer. This is not an infringement of the
bank secret, it is common usage. Special attention should be given if the importer is
from a country far away. In that case credit agencies should be asked too.

e Credit agencies like “Dun & Bradstreet” and “Creditreform Suisse” do not guarantee
for their information, as well as banks, but the advantage is that these agencies do not

have self-interest in their customers.

Arnold Czabaun



Risks for Austrian’s SME 22

e Using letters of credit for pre-payments, the risk of payment unwilling customers and
their banks will be reduced for exporters. Ratings done by well-known companies,

like “Moody’s” and “Standard and Poor’s” help to assess trading partners (n.p.).

Based on these general facts, BIl helps to find information more easily because
companies are forced to be rated (see section 3.3.1.1.1 Standard Approach). Connections

between subordinated risks of political and exchange-rate risks and BIl could not been found.
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CHAPTER FIVE
5 Conclusions and Cognitions

In this bachelor paper, a summary about recently found cognitions is given and
resulting conclusions about possible problems, which can occur to Austrian exporters —
because of the non-implementation of Bll in the U.S.A. — are inferred. These results rely

significantly to the used scientific acknowledged publications as well as current cognitions.

5.1 Summary

In recent years, requirements and financial standards have changed drastically.
Due to fast changing market conditions and international bankruptcies of banks and
companies the Basel Committee on Banking Supervision established the Basel accords.
BCBS consists of 13 members and its goal is to improve the quality of banking matters. The
Basel accords are supervision agreements, whereas Basel | forces banks to keep minimal
capital requirement. BIl continues where Basel | failed. The BII regulations and rules help
banks and companies to face risks which can occur in doing business, including credit,

market, operational, and legal risk. Four main objectives can be inferred:

e Equality of competition

e Safety and solidity in the financial sector

e Adequate and comprehensive observance of risks

e Conservation of current equity capital level in banking industry (Hundt et al., 2003, p.

33)

Contents of Bl
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Bl consists of three pillars: Minimum Capital Requirements, Supervisory Review
Process, and Market Discipline. The first pillar summarizes the contents which had already
been implemented in Basel I. Banks have to keep minimum equity capital, at least 8%, for
every credit and loan they grant. The higher the risk for a granted credit, the higher is the
amount of equity capital they have to keep. Banks to that not to end up in own financial
difficulties. Two main approaches are available to calculate the risk: standard and IRB
approach. During the Standard Approach an external rating will be determined. Well-known
and accepted rating agencies like “Standard & Poor’s” and “Moody’s* can be conducted to
appraise the risk-weight of companies. Once the risk-weight is determined, the necessary
equity capital is calculated by multiplying risk-weight, credit amount and the minimum limit
of 8%. The IRB Approach on the other hand refers to company’s internal data, like
Probability of Default, Loss Given Default, and Exposure at Default. Important fact in this

approach: banks are just allowed to use it, if they have sufficient historical data.

The goals of Pillar Two are that actual equity shall be in relation to actual risks
banks have to face and improve new and better risk management systems. To achieve these
objectives acknowledged supervisors give advice or can intervene if something seems to go

wrong, by four key-principles.

Pillar Three guarantees that regular figures and data are published which helps
investors, debtors, and customers to get information easily about companies and react quickly

on market changes.

Reasons for Non-Implementation of Bll in the U.S.A.

Although the BII regulations were initialized by the U.S.A., the country was not

able to implement the new rules on time. Europe has been using these regulations in all
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matters since the January 1%, 2007. Responsible for the non-implementation is the Federal

Reserve System, which is the central bank of the U.S.A. Some reasons are:

5.2

The implementation is unnecessarily complex and costly
Regional and small banks would be penalized unfairly
Studies, which are determined currently, shall show impacts on the bank environment.

The U.S.A. needs time to adapt their risk control system

Answer of the Research-question

The problems which have been revealed are based on the rules and regulations of

BIl. The method of reversal has been used; first BIl was examined to find facts and figures,

and risks or difficulties were educed. Following four main risks can occur, while BII helps to

minimize these risks.

Risk 1 — Non-Payment: BIl guarantees that banks will be liquid if their customers,
companies (importers) which do business with exporters, cannot pay their open bills.
So exporters can be sure that they will be paid, either from their business partners or
from the banks of their business partners, because of the rule that banks have to keep
minimum equity capital for every credit they grant.

Risk Il — Person or system failures: As the BII calculation of minimum equity capital
also includes operational risk, failures which are done by people or are due to systems
and processes are considered. If mistakes happen, exporters can rely that they will not
suffer from these failures.

Risk 111 — Wrong or insufficient information: If exporters want to get prior information
about their possible future trading partners it can be difficult to get significant facts
and figures, especially if the partner is a SME as well. BIl forces companies to be

rated by well-known and trustworthy, international companies like “Moody’s” and
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“Standard and Poor’s”. On the other hand, companies have to publish their results
regularly. These strategies help exporters to reduce the risk of wrong or insufficient
information.

e Risk IV — No confidence in the system: Exporters often do not know much about
banking and economy systems in the U.S.A. BIl implements supervisors who act if
something seems to go wrong either in companies or in banks. Therefore exporters are
guaranteed that no highly risky credits are granted and they can feel more confident if

they want to do business with U.S.-companies.

5.3 Result and Perspective

BII will be implemented in the U.S.A. with all advantages and disadvantages on
the January 1%, 2009, mainly for big and international banks. Small and rural banks can
decide independently, whether they want to implement the new rules and regulations. Time

will show if the U.S.A. was right to implement BII in a slower way than Europe did.

In the opinion of the author, BIl is a timely and adequate method to determine
financial risks and equality of competition. Personal experience showed that BIl helps to find
out if a customer is creditworthy or not. Bank-life has become more bureaucracy but also

easier since Bl has been implemented.

Connecting factor to this paper could be a research about the reasons of the global
financial and business crises 2008 and if it could have been averted if Bll regulations would

have been implemented on time in the U.S.A.
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