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Development banks, risk and basle ii: some assessments®
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Abstract:

The implementation of the Basle II agreement in the financial markets of world economies has been seen as a
significant advance in relation to the model enforced under the first agreement (Basle I). It is generally
understood that the new agreement represents a substantial advance in relation to the first because it allows
banks to better deal with the risks to which they are exposed. Nevertheless, when the application of these
principles to development banks is considered it can be noted that certain inconsistencies exist, notably the
fact that these institutions are typically public institutions — or at least strongly dependent on public funding —
and they do not operate the payment system of the economy. Therefore, the application of the Basle rules to
these institutions does not make sense. This means that Basle does not represent an appropriate set of
recommendations for how these institutions should deal with their risks, whether because the proposed form of
dealing with risks is inadequate, or because other relevant risks for these institutions are not covered by Basle I
and II.
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Resumo

A implementagdo do Acordo de Basiléia II nos mercados financeiros das economias mundiais € visto como um
avanco significativo em relagdo ao modelo implementado no primeiro acordo (Basiléia I). E comumente
entendido gue o novo acordo representa um avanco substancial em relacdo ao primeiro porque ele permite
aos bancos lidar melhor com os riscos aos quais eles estdo expostos. No entanto, quando se considera a
aplicacdo desses principios para bancos de desenvolvimento nota-se que certas incosisténcias existem,
notadamente o fato de que essas instituicoes sdo tipicamente instituicdes publicas - ou pelo menos fortemente
dependentes de recursos publicos - e que ndo operam o sistema de pagamentos da economia. Portanto, a
aplicacdo das regras de Basiléla para essas instituicdes ndo faz sentido. Isto significa que Basiléia ndo
representa um conjunto apropriado de recomendacoes a respeito de como essas instituicoes deveriam lidar
com Seus riscos, seja porque a forma proposta de lidar com os riscos € inadequada, seja porque outros riscos
relevantes para essas instituicoes ndo séo cobertos por Basiléia I ou II,
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1. Introduction

The implementation of the Basle Il agreement infih@ncial markets of world economies has been ssem
significant advance in relation to the model erddraunder the first agreement (Basle I). It is galher
understood that the new agreement represents tastidisadvance in relation to the first becausallaws
banks to better deal with the risks to which theyexposed, notably credit, market and operatiosies.

Both the original agreement and Basle Il have teemtial concern of avoiding the excessive exposfire
banks to the risk of bankruptcy, with perverseeaafbns for the banking system, especially bectysieal
commercial banks are the institutions responsibiettie payment system of economies and as a rsult
bankruptcy of one institution could unleash a daneffect for the banking system as a whole, wittvg@ese
consequences for the economy.

Nevertheless, when the application of these priesifp development banks is considered it can bedrtbat
certain inconsistencies exist, notably the fact these institutions are typically public instituis — or at least
strongly dependent on public funding — and theyalooperate the payment system of the economy eTdrer
the application of the Basle rules to these in#itis does not make sense.

However, this does not mean that these institutsiogild not deal appropriately with the risks tdchithey
are exposed, but rather that Basle does not repiraseappropriate set of recommendations for haseh
institutions should deal with their risks, whetbhecause the proposed form of dealing with risksadequate,
or because other relevant risks for these ingiitstare not covered by Basle | and II.

In relation to the rest of this text Section 2 wibcuss an appropriate concept of developmentshahlowing
that there does not exist a general theory of deweént banks, but highlighting some important déffees
between banks in general. Section 3 presents sbthe @ssential elements of Basle | and, more é&dpec
Basle Il. Section 4 discusses how appropriatertipdeimentation of Basle 1l is for development bar8ection
5 presents the conclusions.

2. Development banks: some concepts

Development banks are by definition institutionsya@rned with national economic development. Unlike
multiple and commercial banks, however, there isheory capable of precisely defining what a dgwelent
bank is.

Therefore, by associating the figure of the devalept bank with its functionality for national devpiment, it
is not possible for us to identify a single modebhaypical form of a national development bankaf@ond,
1957)

The reason why it is practically impossible to teean economic theory of development banks ligberfact
that the national development process in counigiddferent and has different matrices.

We can thus state that development banks are hyen&inancial institutions designed to meet specifi
demands, related to the economic development moedsere, to what extent and in the way that spciet
defines. Therefore, they are hybrid financial togibons that reflect, as well as the objective dtimas of
national economic development, the socio-econonaifil@ of the countries where they operate.

In order to try to reach a concept of developmaemikis, it is necessary to first advance in the wstdeding of
the nature of development banks on three frongsotical, conceptual and theoretical.

2.1. Origins of development banks: first experiences

As Diamond noted (idem, p. 20), at the beginnintghefnineteenth century in Europe, and especiallgrieat
Britain, there was no need to create an institutiiat would provide long term funding for investrtserihis
was a result of the capacity that companies h#ubhatime of raising their own funds to financeestment, as
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well as the reduced amount of long term capitalired at the beginning of the industrial revolutifom
industrial ventures.

This scenario was not observed in the Europeantdesrnthat followed Great Britain in the industrial
revolution (Diamond, idem; Gerschenkron, 1962)tHese cases, “[tlhe capital required to make titealr
jump from a small to a large enterprise or to @@ahew enterprise on a large scale was greatettlthdanks
could provide, even when they were willing to po®/iong-term finance.” (Diamond, idem, p. 21).

The resolution found was the creation of a capitatket, through which companies could issue sheamds
bonds to finance their investment needs. In thisrenment commercial banks came to perform a cerita,
since they began to actively invest in activitiesttrequired a large investment of capital. Thesgé began to
act as investors. As noted by Diamond (idem p. 23):

“The novelty of these institutions lay in their daimation of joint-stock organization, emphasis on
long-term investment, power to mobilize resourbesugh the issuance of bonds and promissory notes
and (...) vigorous promotional activity.”

According to this model, the banks were respondibielaunching and financing comercial and indastri
companies. For these institutions deposits werseobndary importance. They kept close contacts tivih
investor public, both directly and through commairbianks.

Thus, between the end of the nineteenth centunttaadrirst World War the development banks created
Europe were largely owned by private capital andceatrated their resources in large companiess It i
important to note that the French model of the grment bank — based principally @rédit Mobilier —
generated a series of its own institutions in #y@tal market to stimulate the development of tt@nemy.

After the Second World War various development bankre created whose principal characteristic Wwes t
important role governments played in them. As aagan noted by Diamond (ibid., p. 39):

“[T]hese institutions have specialized in one peutar field of activity, have usually (and, as times
gone by, increasingly) been sponsored by goverrsneave generally had government aid in the form
of share capital or low interest or interest-frexahs or guaranteed bond issues, and have often been
under government direction of have had governmegmieisentation on their policy-making bodies.”

As a result the institutions created in this pemoaintained a strong relationship with nationaledlepment
plans for industry and agriculture. Therefore, desiine role played by the government, the insthg were
created obeying a basic rule, which was that tleeaion of long term resources should be madeutiro
financial institutions guided by a logic of privaiperatiori instead of the direct allocation of these resmilge
the government.

This period also saw the emergence of a seriesvaldpment banks in developing countries, notabksia.

From the moment when the principal development ®atieated during the twentieth century became
institutions that depended on public funding, ih de said that they intermediated fiscal resoufoeshe
projects chosen, in other words, these institutcmsdd not be openly seen as banks, either betheisending
was hegemonically public or because the choiceerraalve criteria other than the pure and simpiarch

for profit. In fact these institutions sought taah positive externalities since projects weresgmoon the basis

of broader criteria than profit alone.

Since the 1980s a greater diversification of opmmathas been observed among these institutionthess
moved away from being simply lenders to industryu@®, 2001, p. 131). Changes also occurred in g w
that banks were financed, although government figndbntinued being extremely important in the cases
question (Bruck, idem, p. 132).

% By the logic of private operation, we want to refer not simply to the search for profit, but to the quest for efficiency that characterizes the
concession of credit by a financial institution in comparison with loans made directly by the government.
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Another aspect that needs to be mentioned is thiid post-war period development banks became more
important institutions in developing countries ciontrast with the role they performed in the cdrtoantries.
Also noted was a gradual move of emphasis from bahestries to technological modernization. Thist fa
reflects, without a doubt, a characteristic of éhasstitutions, which is that they are accessotteshe
development process. This is the reason why theg been losing importance in central countriesaredstill
essential in developing countries.

2.2. Development banks and the role of the state in the financial market

The analysis of the historical experiences of dguaent banks becomes confused with the discusbiout a
the role of the state and public banks in the fif@mmarket. The emergence of these institutidmss,tstarts
with the consensus that some type of governmeetvietion in the financial market should existpider to
increase its efficiency in the allocation of res@srand to reduce the level of risk to which finanastitutions
are exposed and in the ultimate instance to fasmn@mnic development.

As a result, the constitution of public banks ‘uding development banks — is seen as one of tlys that the
state can act in financial markets, but not they ae. Other alternatives are market supervisioe; t
contracting of private services by the governmtéii@;formulation of financial policies with specifabjectives
aimed at the financial market or for selected petigla sectors, or a combination of these forms.

The principal justification of the state’s actianghe financial market is based on two distingirapches: (a)
the market failure model; and the (b) Post-Keymesiadel.

The market failure approach starts with the cstitiof the hypothesis that markets — whether firzmeinot —
are efficient. Market failures are seen as transibo permanent conditions that prevent the effic@peration
of some markets and, thus, prevent the prices aludnes traded from reflecting the relevant sehfirmation
about the benefits, costs and risks that guidé¢hevior of supply and demand.

In this approach financial markets are charactérase markets where asymmetrical information exsts$ in
which imperfect competition rules, amongst otherkegafailures. In this environment risk evaluatiand
compensation difficulties will exist, especially ine case of the capital market, regarding long teredit in
general and credit for small and mid-sized comaras well as for the financing of R&D and investimia
innovation. It is as a form of supplanting thesebems that the need emerges for the state tové@mterin these
markets (Sobreira, 2005).

According to this approach it is possible to imptetnproposals with a more interventionist natuesjdally in
the form of directed credit policies, supportedpoplic resources and the creation of developmenkand
public banks in general. Nevertheless, also aaegrti this approach, development banks in particdanot
figure as explicitly recommended forms of actiotigi$z, 1998, p. 9). Even so it is possible totiiysthe
actions of public banks based on the credit ratgnnodel — which results from the assistance ahasstrical
information and the limited risk propensity of bankinder these conditions credit incentive poliéeegroups
suffering from rationing can be implemented thropgblic banks.

The Post-Keynesian focus is similar in part tortreket failure approach, but by emphasizing unireytan
the trading of rights over future income — andyef@e, emphasizing the fact that at the momentnvithe
financial decision has to be taken some relevdatrimation simply does not exist and what is in ganot a
problem of the cost of or access to informatioh affirms that there is no guarantee of the efficilocation
of resources (Kregel, 1980).

As a result the resources developed by dealing wittertainty and its effects on the financial matkave
limited effectiveness, maintaining the conditiontbé inefficiency of the financial market from tigcro-
economic point of view. In this way individual atipts at protection become the source of macroedenom
inefficiency.

According to this focus this fact justifies the uy actions of the government in the financial ke&in order
to reduce macroeconomic instability, thereby reayithe level of uncertainty that affects the firahmarket,
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and controlling the financial fragility of the sgst and finally by containing the short-term tengeat the
financial market (Carvalho, 1996; Studart, 1998%a4ustified is the regular action of public areldlopment
banks as forms of expanding the macroeconomiaeifiy of the financial market.

This is due to the fact that the government is extbjo the same information limitations associatéith
uncertainty that hinder the calculation of the pdaility of the success of certain ventures by tieage sector.
In these cases the only form of compensating tbempleteness of the financial market in the seataost
affected by uncertainty is for the government tectly assume the risk that the private sectorepseiot to.

One of the principal functions of development bainkshis focus is the assumption of risks in sectweith
important positive externalities for economic depehent.

This function implies two important differencesuweéen development banks and private financial irigtits
in relation to the administration of risks. Firggvelopment banks need to develop risk controtegjies
distinct from those used in the private sectorgesithe nature of these risks is different in the types of
institution. Second, development banks should bengited to distinct rules of prudential risk cortro

It is also worth noting that more indirect formsstéite action in the financial market are advochted group
of theories that suggest market freedom (finaribelalization theories), according to which thatstshould
act to reduce market failures and the level of tiag#y that affect financial markets to inoffersievels. This
is the case of prudential regulation policies aimethe reduction of systemic risk.

2.3. Development banks. some concepts

Based on the elements presented in the two prewdeasions, it is possible to advance a concept of
development banks. As has already been noted,sthi®t intended to be a general theory, but rather
necessary to allow a discussion of the risks aatamtivith the operations of these institutions twedadequacy

of implementing the rules of Basle Il by these sank

Development banks can be classified as one ofyp&st in the first type the development bank isatyeseen
as a financial institution. In the second it isrsas a hybrid institution, with multiple functioassociated with
the development process.

According to the more restricted focus the develemirbank assumes a passive posture in relatioheto t
development process, acting as a bank whose faristto meet the demand for funds spontaneouslgrgead
by ongoing investment and not met in any satisfgdimrm by the existing financial system. Thisypitally
the focus of market failures as presented abovthisncase the financing of repressed demand hy tem
credit is the principal function of a developmeank.

In the broader focus (Bruck, 2001 e 2002; Penal,200l-Desa, 2005), development banks participateemo
actively in the development process. These ingitatanticipate demand, identifying new sectorsyidies,
products and/or strategic productive processeadtional development and generating programs (\veheth
not they are prepared by the bank) for investmetitese areas.

Furthermore, in the more restricted focus, the ldgveent bank — despite the fact that it complieth e
requirement of functionality for economic developine ends up acting in a pro-cyclical form with game
dynamics as a private bank. Therefore, its operatexpand during expansive phases of the econooie c
and contract during recessive phases.

According to this focus the functionality of devefent banks during contracting phases is seriously
compromised. It is in this phase when the estimagkdof new investments is elevated, at the same that

the incentive for the assumption of risks fallsefidfore, the role of a development bank becomextoéme
importance.

What is desirable is that the development bank splay anti-cyclical role, i.e., that it is capable o
counterbalancing the loss of dynamism of privatestment, notably the most innovative investmeanother
words, it is up to development banks not only t@ttke already existing demand for long term fumatsmet
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by the financial system, but also to stimulate ngemand through the implementation of investment
stimulation programs in sectors considered to fagegjic.

In these cases the development bank acts simulisiyeas a bank that provides credit and as an dabatt
promotes development, also assuming functionsnaf@oeconomic nature — planning, the formulatic'@n
implementation of national policy. These functicm® difficult, if not impossible, for private fineaial
institutions to implement, thus the predominancgaxernment capital is naturally imposed in thiseca

Therefore, it is not only the focus on long-termaficing, or the financing of important sectorsdoonomic
development in a determined period, that distirfgegsa development bank from other types of findncia
institutions. It is the commitment of financial atd the national economic development process that
differentiates it from other institutions which rhigcome to exercise this function. As a result the
predominance of the public sector in the structoirecapital and, consequently, in the management of
development banks is not a mere historical debail,is something that has to be considered as btigeo
defining aspects of this type of institution.

3. Basle I1I

When prudential regulation behavior is analyzezhit be noted that this fundamentally applies torernial
banks, in other words to those institutions tharafe the payment system.

The Basle Agreement (Basle |) was a response étief that the principal threat to the stabilitytbé banking

system came from credit risks accepted espechallynot exclusively, by US banks. The focus of Bdskhas

precisely credit risks and its main form of actwas imposing the creation of a minimum level of ean
capital proportional to the exposure of the bangréalit risks.

Basle | functioned in an adequate manner if weidenshat its aim was to equalize the competitiorditions
of internationally active banks in relation to tt@sts of obedience to the regulations. Any othes krough
which Basle | is analyzed shows an agreement shatiite unsatisfactory in its terms. Both as theifey of
prudential practices and as the inducer of advaimmctge risk administration methods used by baBlesle |
did not reach a minimum level of efficiency.

As a piece of prudential regulation, the agreeneifiawed, since the risk categories - 0%, 25%, 50%
100% - are excessively broad. As an inducer of avgments in the methods of risk administration the
agreement is, in the best of hypotheses, innocuithis. is because there is no stimulus for bankistest
resources in their own models of risk contentionges this will not result in any alteration in riéen to the
capital that the institution should accumulate dose the risk classification is given externallyh® bank.

Basle Il, in contrast, was designed with anothéiopbphy, which was to encourage the regulatedtutisins
to adopt more advanced methods of risk administratror this reason it was decided that the newlagign
system should operate through the creation of thenfor the adoption of more advanced methodgséf
management, similar to those of the market. Theszefor the three risks which Basle Il is concermgith —
credit, market and operational — alternative adjestt possibilities are defined depending on thestment
each bank makes in its own measurement and rigkotenodels. The expectation is that more soplasit
methods of measurement and risk control will leadhie creation of ever smaller coefficients of talpi
allowing the most advanced institutions to savétabp

The main purpose of Basle Il is not, however, tth@péion of specific models of risk administratidt rather
the creation of incentives that can induce banksheir own decision, to seek continuous improveém

their methods of dealing with the problem. Bas|ehus proposes the objective of molding the ojmratf

financial markets in such a way that banking ingtihs seek at their own initiative and interesteduce their
exposure to credit, market and operational risks.
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4. Basle II and development banks

As noted in Section 2, development banks cannothagacterized in a satisfactory manner in a general
definition. Nonetheless, it is possible to idensfyme of their characteristics that can be fourtd réasonable
frequency.

The principal characteristic is the mission of jpdawg long term loans to finance investment in canips.
This mission is justified by the fact that many mmmies do not have long term financing channels for
productive investment, as well as by the reluctaoicerivate financial institutions to provide finaa for
investments that can generate positive exterraliiethe economy or for activities in which thegence of
significant economies of scale require that invesitis1be made on a large scale.

Since these are the principal activities of a tgpidevelopment bank, the principal risks involvedits
operations are credit and operational risks. Ferrbason Basle | and Basle Il can in principlesers guides
for the formulation of risk administration policibg this type of institution.

Nonetheless, as has already been noted, Baslenbtlithve the intention of promoting the improvehdmisk
administration methods in financial institutionsganeral. Thus, development banks do not come uhder
definition of internationally active banks, the etfj of the 1988 agreement, nor do they operatermpetition
with these banks.

In relation to Basle Il, development banks areawghorized to accept deposits and as such areubyeics to
systemic risks, a fact that makes Basle Il in gpiecinnocuous for these institutions. On the ottend, as a
credit risk administration instrument, the provigoof Basle Il are at the same time both complexk an
simplistic, since they do not propose alternatif@sthe measurement and administration of credi, ri
validating only the existing models.

It should also be observed that the capital ohthgrity of development banks consists of fund$iaitpublic
origin. As a result increasing capital is a figmadblem, not a capital market one. The limits @sthinstitutions
are not a decline in the private evaluation ofrtipeirspectives, but a possible refusal by fiscéhaities to

increase their capital, which can result from méagfors that have nothing to do with the vulnergbdf the

institution, not only credit risks, but also markei operational ones.

Another aspect refers to the fact that Basle swgspthsat the administration of the bank can detegritinasset
policy, both in terms of the resources looked fuodl & terms of the risks incurred. Basle, by impgdimits,
sought to operate precisely through these decisia result, its application to development basiksposes
that the directors of these institutions are capabldetermining autonomously the profile of acediassets in
relation both to return and risk. This, howevenads the case for many development banks, whost pskcy
is circumscribed by economic policy decisions taliehigher levels of power, or are contained indiagutes.
In this case Basle Il does not contribute to imprgwhe risk administration of the institution.

5. Conclusion

The application of the rules of Basle Il — or eBasle | — to development banks finds a seriousactestin the
particularity of the functions of these institutson

Their operational logic is not the same as theapeifinancial sector, nor are these institutioriges to the
occurrence of systemic risk, therefore the apptioatf the agreement rules to them is not relevant.

The limits applied to the activities of these ingions cannot be the same as applied to commeraizis.
Furthermore, their nature as state bodies — andsibainks — suggests that more important than thsksan
threaten to bankrupt the institution are eventsdbmpromise their capacity to exercise the fumstifor which
they were designed.
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