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The second Basel Accord has proposed the concept of advanced credit VaR calculation into its IRB
approach, for the purpose to strengthen the risk sensitivity of regulatory minimum capital requirement. A
bank must have an internal validation process in place that enables it to assess the reasonability of risk
weights calculation. In addition, under the second pillar, the Basel Committee expects banks to operate
above the minimum regulatory capital levels and compare the regulatory with the economic capital. Due
to the scarcity of data, backtesting on credit VaR poses more difficulties than VaR on market risk.
Supervisors and banks hesitate to accept or adopt the IRB approach due to this intricacy. In this paper we
purport to investigate the issue through empirical data analysis. Our empirical results indicate that by
combining risks calculated under Pillar 1 process, together with the credit concentration risks under Pillar
2, banks’ overall capitals to support their risks beyond the core minimum requirements can be adequately
met. In addition, it may be helpful for a bank to revise the supervisory assumed correlations set out in the
new accord which better cater to its own credit portfolio. This may strengthen the risk sensitivity of its

capital calculations.
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