9

September 2009

Volume 17

BANKING
JOURNAL

= f.m#’v

~ NARODNA BANKA SLOVENSKA



£

The financial crisis brings
new challenges for financial
market supervision

Dear readers,

| am very pleased that we have prepared for print-
ing a special issue of the Biatec monthly devoted
only to the issue of financial market supervision.
Financial market supervision has undergone
many important changes since 2005 and new
changes, probably with an even larger impact,
are forthcoming.

Until the end of 2005, the National Bank of Slo-
vakia regulated and supervised only the banking
sector of Slovakia. After experience from the years
1999 and 2001, it was possible to build up an ef-
fective and efficient institution, which started to
contribute fundamentally to the maintaining of
financial stability based on risk-oriented supervi-
sion. Good experience from the functioning of
the supervision of banks, the continuing process
of overlapping of the activities of individual seg-
ments of the financial market, as well as a general
effort to render public administration more ef-
fective led to integration of the entire financial
market supervision into the NBS, which thereby,
in 2006, became the only supervisory authority as
well as authority issuing secondary legislation for
the whole market.

This step has turned out to be unambiguously
positive. The actual process of merging the Finan-
cial Market Authority with the NBS was smooth
and from 1 February 2007 the organizational
structure of the Financial Market Supervision Unit
has reflected its individual activities — licensing,
proceedings, methodology and regulation and
actual on-site and off-site supervision. Such a
structure proves to be an appropriate choice for
smaller countries with a relatively low number of
supervised entities; after all, several months after
us, the CNB chose a very similar arrangement for

Ing. Martin Barto, CSc.
Deputy Governor of the NBS

its integrated supervision unit. The new structure
enabled to unite licensing in the whole market, as
well the conduct of proceedings, which helps to
create equal conditions for individual segments
of the financial market. Similarly, secondary — but
also primary — legislation is heading towards
harmonization of the conditions for the pursuit
of business on the financial market. Experience
from forward looking risk-oriented supervision in
the banking sector is transferred to the insurance
sector, which is going to face the introduction
of the new Solvency Il rules for capital adequacy
calculation. Likewise, this new experience has
facilitated considerably the creation and modi-
fication of investment rules for pension funds of
pillar Il and pillar lIl. Because the NBS collects data
from the whole financial market by means of the
STATUS system, the NBS has a considerably larger
database for the evaluation of financial stability,
including stress testing, as well as crisis manage-
ment.

There have been also important changes in the
supervision of individual institutions. Supervision
is exercised within whole financial groups, which
enables a considerably better assessment of the
risks, to which individual institutions as well as the
whole group are exposed. Based on rich experi-
ence from regular monitoring of some banks, it
has been possible to create a monitoring system
for pillar Il pension funds. Due to the special sta-
tus of those funds, precise information on their
condition at the beginning of the financial crisis
has been of extraordinary importance. Moreover,
information on the extent of exposure of all insti-
tutions to problematic assets has been available
very quickly, which provided an exact picture of
the directimpacts of the first stage of the financial

Continuation on page 3 of the cover
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Development of financial
market supervision at the National

Bank of Slovakia

RNDr. Pavel Ferianc, Ing. Milos Svantner
National Bank of Slovakia

A new central bank - the National Bank of Slovakia - came into being following the
dissolution of the Czechoslovak federation in 1993 by virtue of Act No. 566/1992

Coll. Within its activities, the central bank also performs supervision of banks and its
competence includes the secure functioning and development of the banking system

in Slovakia. Since the bank’s foundation, the bank has also had a Banking Supervision
Department, which consisted of two section - the Licensing Section and the Supervision
and Analyses Section. In October 1993, it was transformed to the Banking Supervision
Division, which included three departments (the Licensing Department, On-site
supervision Department and Off-site supervision Department). The building up and
activities of the division were influenced not only by the development in the legislation
area, but also by the implementation of the core principles of efficient banking supervision

— the so-called Basel Core Principles.

Supervision activities were very complicated at
that time. The reason was particularly a lack of ex-
perience, there were only few experts having an
idea of how banking supervision is supposed to
work; primary and secondary legislation was also
insufficient. In fact, practices in both state and pri-
vate domestic and foreign banks and foreign bank
branches were not the best ones, and all these
deficiencies were combined with the economic
conditions brought about by a fast and often wild
denationalization of the economy. Small-scale
privatization and large-scale privatization entailed
both political and economic pressure on lending,
especially in state-owned banks; however, similar
dubious practices were common in private banks
and foreign bank branch offices.

NBS DECREES

In 1993, the Banking Supervision Division regu-
lated prudential banking according to provisions
issued by the Czechoslovak State Bank (SBCS). At
the same time, in 1993, the NBS started to prepare
new NBS decrees on prudential banking in coop-
eration with IMF advisors.

In 1994, the NBS cancelled the prudential bank-
ing decrees issued by the SBCS and issued its own
decrees (on capital adequacy of banks, credit ex-
posure of banks, liquidity rules for banks and reg-
ulation of monetary positions of banks). The new
decrees of the NBS extended the scope of pru-
dential rules from banks to foreign bank branches
and some allowable items for the calculation
of capital were rendered more precisely in the
capital adequacy decree. Criteria for bank capi-
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talization were rendered more precisely based on
knowledge of the Banking Supervision Division
and the development of risks in the banking sec-
tor and at the beginning of 1994 a NBS decree
increased the required minimum share capital
of a newly created bank or foreign bank branch
from SKK 300 m. to SKK 500 m. In the same year,
the Slovak Repubilic, as one of the first Central and
Eastern European countries, issued an act regulat-
ing procedures to prevent money laundering (Act
No. 249/1994 Coll.) .

AMENDMENTS TO THE ACT ON BANKS

Substantial amendments to the Acts on Bank
were carried out in 1996. The basic alteration for
the activities of banks was the possibility to per-
form mortgage transactions. Further modifica-
tions related to the process of licensing new banks
and foreign bank branches (the introduction of a
two-stage licensing procedure). The amendment
to the Act on Banks also reflected the effort of
the central bank to achieve higher transparency
in the monitoring of changes in shareholder
structure of existing banks (banks can issue their
shares only in the form of registered book entry
securities and a time limit was set, within which
banks had to change bearer shares to registered
shares). The exercise of banking supervision was
strengthened in the area of application of cor-
rective measures. The amendment also imposed
upon auditors the duty to inform the NBS on facts
that can endanger the activities of a bank. Legal
foundations for the establishment of a register of
loans and guaranties were also laid.
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Due to new authorization provisions in the Act
on Banks, NBS decrees regulating the process of
licensing new banks, foreign bank branches, but
also the process of granting prior approval of the
acquisition of shares of an existing bank, as well
as the process of acquisition of non-bank equity
by a bank and the process of foundation of the
branch of a Slovak bank abroad were issued dur-
ing the year for the first time since the dissolution
of Czechoslovakia. The Act of the National Coun-
cil of the Slovak Republic on deposit protection
was issued at the beginning of the year and it
completed the system of deposit protection in
Slovakia.

The year 1998 brought an important amend-
ment to the Act on Banks. The basic modifications
took into account recommendations from pre-
entry negotiations with the OECD. These were
particularly:

* |eaving out the economic purposefulness crite-
rion in the assessment of an application for a
banking license,

* simplification of the process of licensing new
banks and foreign bank branches from a two-
stage process to one procedure,

¢ adjustment of the limit for monitoring changes
in shareholder structure of existing banks in
accordance with the corresponding EU direc-
tives,

* a more precise definition of the term “concert-
ed action”for a simplification of the monitoring
thereof.

Based on the above mentioned alterations of
the Act on Banks, the NBS issued new decrees
regulating the process of licensing new banks,
foreign bank branches, but also the process of
granting prior approval to the acquisition of
shares of an existing bank, as well as the process
of acquisition of non-bank equity by a bank and
the process of foundation of a branch of a Slovak
bank abroad.

Another large amendment to the Act on Banks
became effective in 1999; the amendment:

* extended the scope of banking activities that
can be performed by banks,

¢ rendered more precisely the definition of activi-
ties that can be performed only by entities with
a banking license,

* enabled the performance of mortgage transac-
tions also to foreign bank branches,

¢ strengthened the exercise of banking supervi-
sion, for example by enabling the voting rights
of bank shareholders to be suspended, and
made the procedure of offsetting a loss against
the share capital more strict,

¢ rendered more precisely and extended the
authorization provisions related to the issue of
prudential rules.

BANKING SECTOR REFORM

Within its conception of the development of the
banking sector, the government of the Slovak
Republic adopted a broadly conceived banking
sector reform program on the basis of analyses

performed by the banking supervision of the

National Bank of Slovakia in cooperation with the

Ministry of Finance of the Slovak Republic. Certain

positive results of the banking sector reform pro-

gram started to become evident in the develop-
ment of the banking sector of the Slovak Republic

already in 2000:

e restructuring and privatization of the three larg-
est state-owned banks,

® a program and strategy for the procedure
against small and medium-size banks,

e strengthening of the regulation and exercise of
banking supervision.

During the second half of 1999 and the first
half of 2000, fundamental steps for the reinforce-
ment of the capitalization (in the amount of SKK
18.9 bn.) and for the improvement of the quality
of their credit portfolio (SKK 105 bn. of risky loans
were transferred to special institutions) were tak-
en in the largest state-owned banks. After those
steps, the banks reached the standard capital
adequacy limit and the percentage of classified
loans decreased below 20%. This stabilized con-
siderably some 45% of the banking sector assets.

Another step of the banking sector reform in
parallel to the restructuring process was the proc-
ess of ownership change - the privatization of
banks. Conditions for the entry of several strategic
partners were created during the year.

The strategy of procedure of the Banking Su-
pervision of the National Bank of Slovakia against
small and medium-sized banks was based on a
financial analysis of the situation and develop-
ments in individual banks in 1999, the fulfillment
of NBS decrees, as well as the approach of the
investors of those banks in 2000. The strategy of
procedure has quantified and proposed solutions
to accumulating problems, particularly in the fol-
lowing substantial areas:

* a very high and growing amount of classified
claims with inadequate coverage by provisions
and reserves,

e the growth of loan losses decreasing the capi-
talization and performance of banks,

* assessment of guaranties and collaterals,

e the fulfillment of prudential rules and a deterio-
rating state of liquidity of some banks.

The pre-privatization restructuring of the bank-
ing sector was composed of two stages. The first
stage was terminated in December 1999. The
capital of banks was increased by a total of SKK
18.90 bn. within that stage.

Based on a Government decision, the second
stage of restructuring of selected banks, based
on which further risky loans of SKK 61.80 bn. had
been transferred to special institutions, was termi-
nated in June 2000.

The parliament adopted the Act on the Finan-
cial Market Authority in September 2000. The
Financial Market Authority was accountable to
the Government of the Slovak Republic for the
conduct of its activities; it submitted to the Gov-
ernment activity reports for the previous calendar
years along with an analysis of the current state of
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the capital market and the insurance industry in
the Slovak Republic.

The most important event in 2001 was the
completion of the restructuring and privatization
of banks with a crucial amount of assets in the
banking sector of Slovakia. (Vseobecna Uverova
banka, Slovenska sporitelfia, Investi¢na a rozvo-
jové banka — 45% of assets in sum).

The restructuring of the banking sector was re-
flected in an improvement of the structure of as-
sets, in an increased capital adequacy of the bank-
ing sector as a whole and in a decreased ratio of
classified loans to total loans. The positive results
of restructuring entailed a decrease in the price of
financial resources. The decline of the price of fi-
nancial resources was also reflected in a decrease
in the level of average interest rates on deposits
and loans. The transfer of loss loans to special in-
stitutions and their replacement by government
bonds brought about the release of financial re-
sources tied for the coverage of unprofitable as-
sets. Together with a gradual restructuring of the
business sphere, this creates room for the promo-
tion of further economic growth of Slovakia.

Gradual privatization was reflected in the
growth of foreign investors'share in the total sub-
scribed capital of banks and funds provided per-
manently to foreign bank branches.

The supervisor was facing several problems in
that period. The first one was insufficient support
by primary and secondary legislation. The Act No.
21/1992 Coll. on Banks proved to be an insuffi-
cient instrument for supervision; secondary leg-
islation was more dealing with issues of reporting
or limits and it mentioned risks only marginally.
The personal problem of supervision consisted
in the fact that not all of its employees and man-
agers had sufficient experience and knowledge
on how to perform or not perform supervision.
Insufficient communication and mutual links
between off-site supervision and on-site supervi-
sion posed a problem. Both of these supervision
methods existed in parallel and were developing,
to a considerable extent, independently, which
was, without doubt, also fostered by the organi-
zational structure of supervision at that time. The
result was that analytical documents of off-site
supervision were only useful to a limited extent in
the exercise of on-site supervision, where the risk
approach to supervision was rather an exception
at that time. In addition, due to many problems,
on-site supervision was forced to solve acute
problems, no systematic supervision, based for
example on a supervisory cycle, was carried out.

CONSIDERABLE STRENGTHENING

OF BANKING SUPERVISION

In 2001, fundamental changes, which consider-
ably strengthened the status of banking super-
vision, were performed in Slovak legislation. On
23 February 2001, the National Council of the
Slovak Republic adopted the constitutional Act
No. 90 amending the Constitution of the Slovak
Republic No. 460/1992 Coll. as amended. The
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constitutional act amended the wording of Arti-

cle 56 of the Constitution of the Slovak Republic,

which provided for an independent status of the

National Bank of Slovakia with an independent

legislative initiative. On 6 April 2001, the National

Bank of Slovakia adopted an act to amend the

Act of the National Council of the Slovak Republic

No. 566/1992 Coll. on the National Bank of Slova-

kia. In addition to rendering more precisely and

adjusting the activities of the NBS, the act also
strengthened the status of banking supervision.

The amendment enabled banking supervision

independent steps and decision-making in first

instance proceedings in Art. 36 and 37. Individual
activities of banking supervision were defined in

a precise and unambiguous way. Another posi-

tive result of the amendment was harmonization

of Slovak legislation with European Union law.

Another legal norm adopted in 2001 was the
Act No. 483/2001 on banks and on amendments
to certain acts of 5 October 2001, effective from 1
January 2002.The act provided for a strengthening
of the status of the National Bank of Slovakia in the
exercise of banking supervision, harmonization
of Slovak banking legislation with the respective
European Union directives, recommendations of
the World Bank and International Monetary Fund.
The act formulated the conditions for activities of
banks and foreign bank branches, including pru-
dential requirements. Moreover it contained the
legislative framework for banking supervision on
a consolidated basis and stressed the importance
of corporate governance. It set the stage for a fast
application of corrective measures and regulated
in more detail issues related to official compul-
sory conservatorship. It set requirements for the
cooperation of bank auditors with the National
Bank of Slovakia.

Other legal norms adopted in 2001 also have
an impact on banking supervision:

* Act No. 118/1996 Coll. on deposit protection,
whose objective was to eliminate the risks of
deterioration of the position of the Deposit
Protection Fund as a creditor.

* ActNo.328/1991 Coll. on bankruptcy and com-
position and the related implementing piece of
legislation No. 493/1991 Coll.,, which have inter
alia strengthened the powers of meetings of
creditors in bankruptcy.

* Act No. 566/2001 Coll. on securities and invest-
ment services.

* Act No. 513/1991 Coll. Commercial Code as
amended, which provided for protection of
creditors and other third parties in business
relations, strengthened the protection of cor-
poration shareholders from possible abuse of
the position of statutory bodies (i.e. authorized
representatives) and supervisory bodies of cor-
porations.

In 2001, amended decrees of the NBS on limita-
tions to unsecured foreign exchange positions of
banks, on capital adequacy of banks, on rules for
the liquidity of banks and foreign bank branches,
on the publication of information by banks and
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foreign bank branches, on rules for restrictions
on concentration of bank property towards other
entities, and on the submission of information by
banks and foreign bank branches to the National
Bank of Slovakia became effective.

By virtue of authorizing provisions of the new
Act on Banks, in a first stage, the National Bank of
Slovakia drew up six draft decrees and one regu-
lation in cooperation with the Ministry of Finance
of the Slovak Republic; they were approved by
the Bank Board of the National Bank of Slovakia
on 21 December 2001 and took effect on 1 Janu-
ary 2002.

NEew errecTIVE DECREES OF THE NBS

1 January 2002 was the effective date of the li-
censing decrees (on the granting of a banking
license, on the granting of a banking license to a
foreign bank for the pursuit of banking activities
by means of its branch in Slovakia, on the registra-
tion of a representation of a foreign bank or a simi-
lar foreign financial institution pursuing banking
activities, on prior approval to establish a branch
abroad, on the granting of a prior approval under
Art. 28 sec. 1 of the Act on Banks, on the requi-
sites for reports necessary to identify other per-
sons having a special relationship to a bank or a
branch of a foreign bank due to their relationship
with the reporting person, decree of the NBS and
MF SR on the mortgage register and on the details
of the status and activities of the mortgage con-
troller and his representative). Furthermore, a new
decree stipulating the lay-out of the extended au-
dit report for the audit of banks and foreign bank
branches became effective on 1 January 2002.

Based on the adopted new decrees, which is-
sue from Act No. 483/2001 Coll. on Banks, the
EU Directive 2000/12/EC relating to the taking
up and pursuit of the business of credit institu-
tions, which indicates the basic framework for
the setting of regulatory instruments of banking
supervisions of EU member states, and EU Direc-
tive 93/6/EEC on the capital adequacy of invest-
ments firms and credit institutions, rules for a safe
operation of banks in selected types of banking
activities were introduced and the provision of
information to the general public was regulated
more strictly.

In 2002, decrees for prudential banking were
approved and became effective gradually.

Based on a recommendation of the World Bank,
the Bank Board of the National Bank of Slovakia
adopted, in December 2001, a long-term plan for
the development of banking supervision (LPDBS).
An overview of how the plan is being fulfilled
was consulted with the World Bank, because the
monitoring of the implementation of the LPDBS
was connected with the assessment of meeting
the conditions for the release of tranches of the
EFSAL (Enterprise and Financial Sector Adjustment
Loan) in 2003.

In February and in March 2002, representatives
of the International Monetary Fund and the World
Bank in Slovakia evaluated the fulfillment of the

FSAP (Financial Sector Assessment Program). The
summary report was published in September
2002 and pointed to the deficiencies that the NBS
had in banking supervision.

An analysis of the level of implementation of
25 Basel Core Principles for effective banking su-
pervision in Slovakia was elaborated within the
evaluation of the FSAP.

A program, prepared and supervised by the In-
ternational Monetary Fund (the Staff Monitoring
Program), was terminated in May 2002 in Slovakia.
Tasks resulting from the program were fulfilled by
the Banking Supervision Division. These were:

e the application of a proactive and risk-based ap-
proach to the exercise of banking supervision,

* anincrease in the number of employees of the
Banking Supervision Division,

e the application of a new evaluation of banks
(based on the CAMEL system) during on-site
inspections from the beginning of 2002,

* the adoption of a new Act on Banks, which
became effective on 1 January 2002 (Act No.
483/2001 on Banks),

e the introduction of a new organizational struc-
ture of the Banking Supervision Division.

At the end of May 2002, the European Commis-
sion performed a Peer Review evaluation in Slova-
kia (at that time an EU candidate country). The re-
port drawn up based on this evaluation was, to a
large extent, identical with the conclusions of the
FSAP evaluation. Based on these recommenda-
tions, the Banking Supervision Division adopted
a plan for working in the recommendations (the
Action Plan) at the end of 2002. An analysis of the
level of implementation of 25 Basel Core Princi-
ples for Effective Banking Supervision in Slovakia
was drawn up within the Peer Review.

AN EFFECTIVE SUPERVISION INSTRUMENT
At the beginning of 2002, a new organizational
structure of the Banking Supervision Division (BSD)
of the National Bank of Slovakia came into force.
The necessity to modify the organizational struc-
ture resulted mainly from a change in the approach
of the BSD to the supervisory process. It was nec-
essary to base the supervisory processes on a risk-
oriented pro-active approach to supervision on a
consolidated basis. These principles, as well as new
policies of banking supervision, were elaborated
in the document Banking Supervision Strategy
adopted by the NBS Bank Board in May 2002.

The tasks resulting from the strategy entailed
many conceptual, organizational and personal
changes for the exercise of actual supervision.
Their main objective was above all the ability to
perform risk-oriented on-site supervision in all
banks and branches of foreign banks during a two
year supervisory cycle, the drawing up of a manu-
al for the procedures in the exercise of supervision
and evaluation of banks and branches, a strength-
ening of on-site supervision, rendering off-site su-
pervision more effective, and the elaboration of a
system of their cooperation and mutual intercon-
nections. An important part of supervision was

volume 17, 9/2009
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also the introduction of a system of cooperation
with the methodology unit so as to enable a very
fast transfer of the requirements of everyday life
to primary and secondary legislation.

A positive example of such cooperation was
the drawing up of Decree No. 12/2004 on the risks
and risk management system. The decree speci-
fies the qualitative requirements on risk manage-
mentin such a way that they meet the conditions
for the transition to a new qualitative level as rep-
resented in the Basel Il rules. On the other hand,
the decree provided supervision with an effective
instrument for the exercise of supervision.

Basel Ilis not only a new way of calculating cap-
ital requirements, but it also represents a complex
system including the identification, measure-
ment and management of all significant risks, to
which a bank is exposed; and bank management
systems must be adapted to this. The capital re-
quirement for credit and market risk had been
already included in Basel I. The three-pillar Basel
Il brings more sophisticated calculation methods
for the capital requirements for these risks, and it
also deals with the capital requirements for op-
erational risk in its first pillar. In the second pillar,
the bank’s calculation of capital must also take
into account other important risks, to which it is
exposed. The third pillar sets the framework for
the publication of data on the risks of a bank in
such a way that the customer has as much infor-
mation as possible in his decision-making. There
is also a new way of exercising supervision, and
the demands on the quality as well as personal
and technological resources of supervision are
much higher.In addition, it introduces continuing
international cooperation with the supervisions
of other countries, from a very detailed techno-
logical level up to the harmonization of legal pro-
cedures when approving advanced calculation
methods for capital requirements.

The supervision performed 68 on-site inspec-
tions and carried out 2 complete supervisory cy-
cles between the beginning of 2002 and the end
of 2006. A manual for supervisory procedures was
drawn up; supervision employees were retrained
and an education system was introduced at the
same time.

At the end of 2006, the FSAP performed anoth-
er evaluation mission, which evaluated the fulfill-
ment of 25 Basel conditions for effective supervi-
sion, already adjusted to the conditions of Basel II.
The results of the evaluation showed fundamen-
tal progress in the exercise of banking supervision
in Slovakia and confirmed that NBS banking su-
pervision fulfills all the criteria at a high level.

A NEW APPROACH TO SUPERVISION

The year 2006 was important for financial market
supervision also because the former Financial
Market Authority (hereinafter referred to as the
FMA) became affiliated to the NBS. The FMA had
been founded in 2000 by spinning off from the
Ministry of Finance of the Slovak Republic into an
independent supervisory unit, which had been
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created as a body for the supervision of licensed
financial market entities other than banks. The
reason for the integration was an attempt to take
advantage of the experience of banking supervi-
sion and to apply its methods to the whole finan-
cial market. In February 2007, the actual integra-
tion of supervision took place and organizational
changes were carried out, whose aim was to en-
sure functional integration. In this connection, as
well as due to the implementation of risk-orient-
ed supervision to the whole financial market and
the necessity to respond to the new situation, a
new approach to the exercise of supervision was
chosen. Above all, the supervision focuses on a
group of market entities that are interconnected
by relationships of ownership. If the leading ele-
ment of such a group is a bank, then its subsidiar-
ies or sister companies, for example the pension
fund management company, supplementary
pension insurance company, the securities dealer,
asset management company or another licensed
financial market entity, are also subject to super-
vision in the same section. Such an approach
enables a natural view of the consolidated group
and enables to gain an overview of the financial
developments and movements within the group,
which is extraordinarily useful. Due to considera-
bly higher demands on mathematical procedures
and methods as well as analytical source docu-
ments needed for the exercise of supervision, the
classical off-site supervision was modified and
split in such a way that one part became part of
the activities of on-site supervision and the actual
quantitative methods, including electronic data
processing up to analytical source documents,
are processed separately.

Experience shows that the group supervision
principle has proved to be very effective in several
respects. In addition to an overview of the finan-
cial situation and movements of funds within the
group, it also enables to identify risks more quickly
and saves both financial and personal capacities
of supervision to a considerable extent.

As a reaction to the financial and economic
crisis, a report of the de Larosiere Group expert
group has been drawn up within the EU. The re-
port has proposed the architecture of future Euro-
pean supervision. Discussions are currently under
progress on how this vision is to be implemented
and what competences it will have. Slovakia also
joined the discussions. Our attitude can be char-
acterized by the motto "balance of responsibilities
and powers” What ever the result might be, for
NBS supervision it will mean operation in a sub-
stantially more complex international environ-
ment. Cooperation and communication with the
European supervisory agency will not be a substi-
tute for bilateral and multilateral cooperation as
exercised by the supervisor today. The European
supervision can be certainly expected to bring
new demands on both human and financial ca-
pacities. For that reason, the structure of integrat-
ed financial supervision at the NBS is likely to be
extended and modified in the medium run.
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The ICAAP and its implementation

in Slovakia

Ing. Mdria Prockova
National Bank of Slovakia

The New Basel Accord, also known as Basel Il, has laid the foundations for more precise
approaches to the measurement of capital requirements of banks; the approach is known
as Pillar I. At the same time, the process has been extended by adding two other areas: the
supervisory review process (the so-called Pillar Il) and disclosure (the so-called Pillar Ill).
This paper is dealing with the implementation of Pillar Il in Slovakia.

Both the implementation of the New Basel Ac-
cord in the CRD (Capital Requirements Directive,
2006/48/EC relating to the taking up and pursuit
of the business of credit institutions) and sub-
sequently in national legislations, as well as the
establishment of supervision of the process have
one general objective in common - to contribute
to the stability of the international financial sys-
tem. Its primary purpose is to ensure that banks
have an adequately sufficient capital to support
all of their business and development-related risks
to motivate them to use better risk management
technigues in risk monitoring and management.
In general, capital must not be regarded as a sub-
stitute for insufficient oversight or an inadequate
risk management process.

THE CAPITAL ADEQUACY ASSESSMENT
PROCESS

The Internal Capital Adequacy Assessment Process
is not an absolute innovation. The process of capi-
tal optimization and capital allocation inside the
bank has formed the basis of bank management
for their stockholders since the establishment of
banks. The Internal Capital Adequacy Assessment
Process was implemented into our legislation by
Act No. 483/2001 Coll. on Banks, which set out
obligations for banks as well as for the supervision
unit. Banks are obliged to have their own internal
capital adequacy assessment process that they
consider to be adequate to cover the current or
potential risks they are exposed to. Banks should
“possess’, develop and manage their risk manage-
ment processes; the Internal Capital Adequacy
Assessment Process (ICAAP) belongs to the banks.
The supervisor’s duty is to examine and evaluate
the ICAAP the reliability of the internal systems of
risk management, within which it is used.

The basic aim of the processes within Pillar Il is to
reinforce the connection between the bank’s risk
profile, its management and risk mitigation sys-
tems and its capital. The banks themselves should
develop reliable risk management systems able
to determine, measure, group and monitor their
risks in an appropriate manner. It is assumed that
banks have an appropriate assessment process

encompassing all of the key elements of capital
planning and management and generating an
adequate amount of capital to compensate those
risks.

APPLICATION OF THE SUPERVISORY
REVIEW PROCESS

The Committee of European Banking Supervi-
sors (CEBS) issued a guideline on the Application
of the Supervisory Review Process under Pillar Il
in 2006, also known as CP03. The guideline is de-
signed to support the convergence of supervisory
procedures and approach consistency, taking ac-
count of market trends and national procedures
to accomplish a sound and effective market. The
NBS supervision unit subsequently issued the
Methodological Guideline No. 1/2007 of 5 Febru-
ary 2007 on the Internal Capital Adequacy Assess-
ment Process of banks, which in full conformity
with CPO3 requirements.

According to the CRD directive, the ICAAP was
related to a transitional period until the end of
2007, during which banks were not obliged to
prove the inclusion of the clause in their internal
regulations and the maintaining of the ICAAP pro-
vided that certain conditions had been met. The
supervision performed introductory meetings
with all banks at the end of 2006 as a preparation
for the implementation of ICAAP processes. Ex-
pectations about the ICAAP processes were pre-
sented to the banks by the NBS supervision unit at
those meetings. At the same time, the banks were
notified of the fact that the first “practice” ICAAP
assessment was going to take place in 2007.

The banks were asked for the first documenta-
tion and their first own calculations in the second
half of 2007.The NBS supervision unit evaluated all
the obtained information and then re-conducted
the individual meetings with the bank manage-
ments. The idea of the implementation of ICAAP
processes was not clear at that moment both in
banks and in the NBS. The NBS supervision unit
summarized the information and several conclu-
sions resulted from the evaluation of that infor-
mation; the conclusions were presented to bank
representatives by representatives of the unit at a
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joint meeting in February 2008. The supervision
observed mainly deficiencies in the submitted
documentation: the banks have not adopted any
strategies, the senior management of banks was
not actively involved in the process, and in most
cases the ICAAP process was not perceived as an
integrated part of the management with links to
business decisions.

In this context, it has to be remarked that the
ICAAP was not a self-evident part of manage-
ment processes of bank groups. We have found,
on international meetings of regulators, that the
NBS Supervisory Department got involved in
ICAAP process for the first time under the terms
of several groups.

COOPERATION OF REGULATORS
— THE COLLEGES
Regarding the process of ICAAP implementation,
the year 2008 has been also specific in that co-
operation of home-host regulators by means of
what is called colleges was fully launched in that
year. Meetings of bank groups were organized by
means of regulators; the group-based approach
to solving the ICAAP to the regulators of entire
bank group was presented at the meetings. Within
the distribution of competences between home
and host regulators, a common understanding
of the CRD directive, which imposes the primary
power to assess Pillar Il on the regulator having
local responsibility, was necessary. ICAAP at the
consolidated level, by contrast, is carried out by
the group responsible for the consolidated group
and the ICAAP assessment is carried out by the
regulator responsible for the consolidated group.
It has been agreed at the meetings of regulators
that the assessment on the individual basis will
be independent and will be guaranteed by the
regulator having local responsibility and that reg-
ulators will accept the deadlines and additional
requirements of the consolidated group regula-
tor. The harmonization of deadlines, the common
form of assessment and the assessment meth-
odology keep being open problems frequently
discussed at meetings of regulators. However, a
rare concurrence of views occurred in one point:
the ICAAP process has to be possessed by each
single bank on a solo basis, the group methodol-
ogy can be used, the methodology must be very
applied to the local environment and the con-
ditions of the particular bank in a very targeted
way. The bank management must understand
the methodology and must be able to explain all
the applied calculations and numbers. Any black
box-like calculation of the economic capital, with-
out its detailed explanation by the bank manage-
ment, is inacceptable for any regulator.

The supervision has been carrying out regular
annual assessments of the banks according to
the Act on Banks for a quite long period of time.

8
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These assessments were extended by adding the
assessment of ICAAP process and results for the
year 2008. Individual banks will be informed of
the results of these assessments and in case of
foreign banking groups home regulators, who
have requested the assessment to set up an
overall assessment of the banking group for the
so-called consolidated assessment level, will be
informed as well. Although the assessments are
not fully completed, it is possible to state that
the level of documentation is of better quality
and more banks with foreign capital participation
apply the group methodology compared to the
2007. Its correct application to the local environ-
ment and the conditions of the particular bank is
still a problem. The senior management actively
participated in the ICAAP implementation proc-
ess in a number of banks, but in many cases the
application test remained at the introductory cal-
culation stage and its link to business activities is
rather an exception. The management of banks
will have to keep on dealing with improving the
risk measurement methods, data quality as well
as with the implementation of economic capital
into management and decision-making proc-
esses.

ICAAP As AN EFFECTIVE BANK
MANAGEMENT INSTRUMENT

Based on the acquired knowledge from interna-
tional activities, as well as results from coopera-
tion with banks doing business in Slovakia, it can
be said that both the regulators and the banks are
gradually starting to perceive the need of capital
management as useful and able to point to possi-
ble non-covered risks in due time or to a shortage
of own resources. Early identification of possible
problems is always the basis of prevention. Within
a dialogue the supervisor can point out uncov-
ered risks to the bank, and within international
activities the supervisor can ask the home regula-
tor for cooperation in the solution of problems,
for which a bank based in Slovakia is not directly
responsible. The ICAAP may gradually become an
effective instrument for managing the bank, as
well as an effective instrument for regulators, be
it on the individual or on the consolidated level.
Finally it can be said that in Slovakia the ICAAP
process has been initiated in the right direction
and in compliance with international require-
ments and practices.

However, it has to be noted that we are at the
beginning and ICAAP’s full implementation will
require further capacities both on the banks” side
and on the regulators” side, the amendment to
the CRD directive being a clear evidence of this.
The changes should reinforce the competences
of regulators in the capital adequacy assessment
process and further requirements will be imposed
on banks also in this field.
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Methodology of risk-based

supervision

Magr. Slavka Eley, M.B.A.
National Bank of Slovakia

The methodology of risk-based supervision for the supervision of banks started to be
implemented at the Supervisory Department of the NBS in 2002 after organizational
changes at the Supervision Division and after the NBS Strategy for banking supervision
has been approved by the Bank Board of the NBS. The basic characteristics of the
methodology of risk-based supervision is the evaluation of a bank’s risk profile, from
which the planning, focus and frequency of the performed supervision is derived.

The methodology used by the Supervisory De-
partment uses two basic evaluations of the bank’s
risk profile — a risk evaluation using a risk matrix
and a CAMEL rating evaluation.

THE RISK MATRIX

The risk matrix contains six main risks. The evalu-
ation of each risk includes an evaluation of the
level of risk and of the risk management system.
The risks under evaluation are the:

e credit risk,

* market risk,

e liquidity risk,

® operational risk,

* strategic risk,

* reputation risk.

A numerical evaluation from 1 to 5 is allocated
to each risk for the degree of risk and, separately,
for risk management system of the given risk. An
expected development trend (negative, positive,
stable) is also allocated to each risk. The broader
framework for the evaluation of each institution is
the evaluation of the implemented organization
and management, as well as internal manage-
ment and control system of the bank. A complex
evaluation of the risk profile of a bank is drawn up
once a year within the annual evaluation of the
bank.

CAMEL RrATING

The CAMEL rating evaluation includes the evalu-
ation of capital, assets, management, earnings,
liquidity and sensitivity of a bank. A resulting nu-
merical evaluation from 1 to 5 and the expected
development trend (negative, positive, stable) is
allocated to each area under evaluation. Numeri-
cal indicators have been set for each area under
evaluation, except management. The manage-
ment is evaluated particularly based on knowl-
edge from on-site supervision, but communica-
tion and cooperation with the bank within off-site
supervision and knowledge from discussions with
the bank management during the period under
evaluation are also taken into account. As a rule, a
full CAMEL rating evaluation is performed once a

year within the annual evaluation of the bank and
itis based on knowledge from off-site supervision
and on-site supervision.

THE SUPERVISORY CYCLE

Based on the results of annual bank evaluation
and the allocated rating, a supervisory cycle —i.e.
the period, during which on-site supervision has
to be conducted at the bank - is set for each
bank. The standard length of a supervisory cycle
is 24 months. This period of time is reduced to 12
months in the case of a rating evaluation of 3 and
to 6 months in the case of a rating evaluation of
4. A rating evaluation of 5 means a special regime
for the bank.

This risk-based approach also includes the ap-
plication of the proportionality principle, i.e. the
size of the bank, the extent and complexity of the
activities performed and the importance of the
bank for the stability of the financial sector are
taken into account in the focus and frequency of
the exercise of supervision.

OFF-SITE SUPERVISION AND ON-SITE
SUPERVISION

The rating evaluation and risk matrix are only the
top of a pyramid composed of the performed
supervisory activities. Basic components of su-
pervision are off-site supervision and on-site su-
pervision. Another layer is cooperation with the
auditor of the bank and cooperation with the in-
ternal audit unit of the bank.

Off-site supervision is responsible for the collec-
tion and processing of data on banks (statements,
reports, audit reports and internal audit reports,
correspondence with the bank, other available
data) and their analysis in such a way that it is
possible to evaluate the financial situation of the
bank and respond to a negative development in
time. Off-site supervision provides information
on the bank to on-site supervision and provides
impulses for verification based on the gained and
processed information on the bank. The basis for
the financial analysis and analysis of significant
changes is a set of observed values and observed
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Diagram 1 The supervisory evaluation process
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indicators. Outputs for the evaluation of the bank
are defined based on this set of observed values.

On-site supervision is the verification of the ac-
tivities and processes directly in the entity under
supervision. A supervision plan is drawn up for
on-site supervision based on the evaluation of
the risk profile of the individual banks, other avail-
able information and according to the set super-
visory cycle for the individual banks.

Three basic types of inspections are performed
at banks:

* Comprehensive inspection
* Thematic inspection
e Follow-up inspection.

The comprehensive inspection includes the
evaluation of all main activities of the bank and
after this supervision it is possible to evaluate the
bank’s risk profile.

The thematic inspection focuses on selected
activities of the bank or the evaluation of a se-
lected risk.

The follow-up inspection focuses on the evalu-
ation of the fulfillment of measures adopted by
the bank based on comprehensive or thematic
supervision. Based on the nature and materiality
of the findings, the on-site supervision proposes
further steps to be taken against the bank, es-
pecially proceedings against the bank concern-
ing the elimination of detected deficiencies or a
change of the supervisory cycle.
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PROCEDURES FOR THE EXERCISE

OF SUPERVISION

The Supervisory Department has also compiled
internal procedures for off-site and on-site super-
visory evaluation of a bank, which describe the
rules and procedures of supervision for the evalu-
ation of individual activities and risks of banks. As
a rule, the procedures contain a textual part and
an evaluation check list for the area under review,
which contain the settings of the evaluation cri-
teria for the evaluation of the degree of risk or
risk management system. The procedures are an
tool for the exercise of supervision; they enable
to standardize the exercise of supervision, as well
as technological support for the processing of
the final evaluation of the bank’s risk profile. The
compilation of the procedures in parallel to the
exercise of supervision was a difficult process and
represents more than 500 pages today.

METHODOLOGY OF SUPERVISION AFTER
THE INTRODUCTION OF BASEL Il RULES

The new capital adequacy regulation framework
based on the New Basel Accord from 2004 con-
sists of three parts known as pillars. The first pillar
regulates the minimum capital requirements for
covering credit risk, market risk and operational
risk. The second pillar focuses on the verification
and monitoring of capital adequacy by supervi-
sors. The third pillar deals with the issue of mar-
ket discipline and publication of information on a
bank to enable a comparison of capital adequacy
between individual institutions.
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Requirements resulting from the first and third
pillar are elaborated in more detail in the legisla-
tive framework made up of the Act on Banks and
related decrees of the National Bank of Slovakia.

The second pillar focuses on the process of ex-
ercise of supervision. The aim of the second pillar
is to ensure that banks apply the correct process
of risk management and the pillar introduces a
new view of the assessment of a bank’s capital
adequacy. A bank is obliged to assess continu-
ously and to maintain internal capital that it con-
siders adequate to cover risks, to which it is or
could be exposed. The basic aim of the processes
in the second pillar is to improve the connection
between the risk profile of a bank, the manage-
ment system of the bank, risk mitigation of the
bank and the bank’s capital.

The methodology of risk-based supervision (in-
troduced gradually from 2002 to 2006) has proved
to be fully compatible with requirements on the
supervision process resulting from the new capital
adequacy regulation framework. Thus, in 2007, the
methodology for the exercise of supervision was

supplemented only with additional activities re-
lated to the implementation of the second pillar.

The supervisory evaluation process as de-
scribed by the Basel Il rules is shown in Diagram 1
(on the preceding page).

AN EFFECTIVE INSTRUMENT

FOR SUPERVISION

The design and introduction of the new meth-
odology for the exercise of supervision, including
the preparation of procedures for the evaluation
of banks, has been a long and difficult process.
However, the methodology of risk-based supervi-
sion and its implementation into the process of
bank supervision turned out to be an effective
instrument for the exercise of supervision, which
helps to identify problems at banks in time and
to react to the identified problems in time. Risk-
based supervision also means the introduction of
systematic supervision. After the full integration
of supervision in 2007 in NBS, the conception of
risk-based supervision is gradually being intro-
duced in other financial market sectors.
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Colleges of supervisors for banks
in the European Union

Ing. Mdria Prockovd, Mgr. Slavka Eley, M.B.A.

National Bank of Slovakia

The colleges of supervisors are permanent structures for cooperation and coordination
between supervisory institutions responsible for the supervision of cross-border groups
(groups of banks, insurance companies; financial conglomerates), particularly large

groups.

CREATION AND OBJECTIVE OF COLLEGES

OF SUPERVISORS

The basis for the creation of colleges of supervi-

sors for the supervision of cross-border banks in

the EU was provided by Directive 2006/48/EC
relating to the taking up and pursuit of the busi-
ness of credit institutions (also known as the Capi-
tal Requirements Directive - CRD), which set the
competences and the framework for cooperation
of supervisors of EU member states, particularly

by means of Article 129, 131 and 132.

Two models of the division of competences in
the supervision of banks in EU countries are pos-
sible according to the currently valid wording of
the CRD:

1.A bank based in an EU member state has a
branch in another member state:

* supervision of branches of banks is exercised by
the supervisor of the member state, in which
the bank has its residence (home supervision),

* supervision of liquidity of the branch is exer-
cised by the supervisor of the member state,
in which the branch is operating (host supervi-
sion),

* supervisors of individual member states are
obliged to cooperate and exchange informa-
tion for the exercise of supervision.

2.A bank based in an EU member state (a
so-called foreign parent company) has a sub-
sidiary — bank in another member state:

* exercise of supervision of the parent company
on an individual basis is exercised by the super-
visor of the member state, in which the parent
company has its residence, and supervision of
the subsidiaries is exercised by the supervisors
of those member states, in which the subsidiar-
ies have their residence,

* consolidated supervision is exercised by the su-
pervisor, in which the foreign parent company
has its residence (home supervision),

e the supervisors of involved member states are
obliged to cooperate and exchange informa-
tion needed for the exercise of supervision,

* the supervisor responsible for the exercise of
consolidated supervision should ensure plan-
ning and coordination of activities of supervi-
sors of other member states responsible for

12
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the supervision of subsidiaries (host supervi-

sion).

In 2006, the Committee of European Banking
Supervisors (CEBS) issued a Guideline for the co-
operation between consolidating supervisors
(home supervision) and host supervisors1, as a
more detailed framework for the cooperation of
supervisions according to the articles 129, 131
and 132 of the CRD. The CEBS has been actively
promoting the creation of colleges of supervi-
sors for all cross-border banking groups in the
EU since 2006. In this connection, the CEBS has
prepared several documents, three of which have
been published so far:
¢ Colleges of Supervisors — 10 Common Princi-

ples (published on 27 January 2009)'

* Template for a Multilateral Cooperation and
Coordination Agreement on the Supervision of
XY Group (published on 27 January 2009)'

* Good Practices for the Functioning of Colleges
of Supervisors for Cross-border Banking Groups
(published on 2 April 2009).1
According to these documents, the main ob-

jective of colleges of supervisors is:
* 10 assist in the exchange of information, opin-
ions and evaluations between supervisors in
order to achieve a more efficient and effective
exercise of supervision both on a consolidated
and on an individual basis and timely response
of the supervisors
to enable supervisors to reach a common
understanding of the risk profile of the given
banking group as a basis for risk-based super-
vision both on a consolidated and on an indi-
vidual basis.
to achieve coordination of the process of super-
vision and evaluation of the risk profile, creation
of supervision plans, the ensuring of a division
of supervisory tasks and joint examinations to
avoid duplication of the work of supervisors
and thereby reduce the burden on the super-
vised entity.

® to coordinate the decisions adopted by the
individual supervisors, and efforts to achieve a
consensus in decisions.

The composition of a college of supervisors de-
pends on the structure of the individual banking
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groups, but the basis of a college should always
be constituted by home supervisor and those
host supervisions, in which country the banking
group is doing business as a subsidiary. In the
case of pursuing business by means of a branch
in another member state an invitation to the col-
lege depends on the size and systemic impor-
tance of the branch in the respective member
state. European banking groups also pursue busi-
ness in countries, which are no EU member states.
In the case of such countries, an invitation to a
college primarily depends on home supervisor,
but also on the interest of the supervisor of the
non-member state in cooperation and exchange
of information on the respective bank.

Depending on the character of the banking
group, a college of supervisors can be active at
one or two levels. In the case of a one-level struc-
ture, the college is a general college, in which
all relevant supervisors cooperate equally. In the
case of a two-level structure, a so-called core col-
lege is created in addition to the general college;
part of the core college are supervisors respon-
sible for the supervision of a substantial part of
the banking group, so that their closer and more
frequent cooperation is necessary.

As part of the implementation of the new bank-
ing directive CRD by individual member states,
as early as in 2006 and 2007 the aim of the first
meetings of regulators was the gradual building
up of an efficient structure for the exchange of in-
formation. Full cooperation of supervisors in col-
leges started in 2008, when multilateral meetings
of supervisors of most banking groups active in
the EU were organized.

COLLEGES OF SUPERVISORS FOR BANKS
ACTIVE IN SLOVAKIA
As at 1 August 2009, 15 banks and 10 foreign
bank branches pursued business in Slovakia. Out
of these banks, for 10 banks and 10 foreign bank
branches NBS supervision is in the position of a
host supervisor, the NBS having full responsibility
for supervision on an individual basis in the case
of supervision of the banks and responsibility for
liquidity supervision in the case of supervision of
the foreign bank branches.

NBS supervision works actively in eleven colleg-
es of supervisors, of which 9 are for banks based
in Slovakia and 2 for foreign bank branches.

Activities of the existing colleges of supervisors
and requirements of home supervisors on provid-
ing information recently started to influence the
exercise of supervision and brought new tasks for
NSB as supervisor.

The main topics of meetings of colleges of su-
pervisors in 2008 and 2009 were:

* Mutual exchange of information between
regulators concerning the respective banking
group (also in the context of the financial cri-
sis).

* The results of the evaluation of the risk profile of
individual entities, as well as the whole banking
group (so-called risk assessment).

* The methodology and approach of the bank-
ing group in Pillar 2 (the ICAAP — Internal Capi-
tal Adequacy Assessment Process).

® Requirements of home supervisor on reports
and other information, particularly for evalua-
tion according to Pillar 2 (SREP — Supervisory
Review and Evaluation Process).

* Exchange of information and reaching a com-
mon decision for the approval of regulatory
models for the calculation of capital require-
ments (IRB, AMA).

* The text of a written cooperation agreement
between supervisors for the respective bank-
ing group.

¢ Coordination of supervision plans.

Within the setting up of the structures of the
colleges, it was important to put through that
our significant and systemically important banks
were included in basic structures of the colleges
(core college). In our case, these are not only large
banks, but also medium-size banks, in which the
percentage of protected deposits it significant. It
was also important that significant foreign bank
branches be included in general structures of the
college (general college).

For each banking group, for which a college
of supervisors was created, written cooperation
agreements will be signed in 2009. The agree-
ments will enable us to learn confidential infor-
mation on the group, but they will also oblige us
to engage in close cooperation with the regulator
responsible for consolidating supervision.

Work in the colleges means at least the follow-
ing list of activities for NBS supervision:

e Regular and irregular information providing for
home supervisor, particularly:

— annual risk profile evaluation,

— annual ICAAP evaluation,

— providing of information on the results of ex-

aminations,

- specific information and reports according to

requirements of home supervision.

® Regular meetings of colleges of supervisors
(frequency 1 to 4 times a year).

* Joint SREP (supervisory review and evaluation
process) evaluation of the banking group.

e Participation in joint on-site inspections in the
parent company in the case of invitation.

¢ Organization of common on-site-supervisions
in the case of a request of home supervision or
based on a decision of NBS supervision.

* Cooperation within validation of requlatory mod-
els for the calculation of capital requirements.

e Cooperation in crisis situations.

ConcLusION
The activity of colleges of supervisors becomes an
active part of the work of NBS supervision, it helps
to recognize systemic risks of the group more eas-
ily and itis indispensable primarily because all our
systematically important banks belong to cross-
border banking groups in the EU.

The first experience from meetings of super-
visors have shown their undisputed usefulness
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and have brought closer together supervisory
approaches, and have brought about a better
exchange of information as well as more trust
between the supervisors. Meetings of colleges
and joint supervisions also lead to common ex-
change of professional knowledge of supervision
employees, which helps to increase the quality of
their work.

14
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Information acquired in the colleges has en-
abled a better assessment of the risk profile of
banking groups active in our territory and a sub-
sequent response using adequate supervisory ac-
tivities, potentially by means of a suitable adapta-
tion of regulation in our financial market.
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International cooperation
in financial market supervision

Ing. Jana Bauchovad
National Bank of Slovakia

Bilateral agreements between supervisors of individual countries, the so called
Memoranda of Understanding, are a precondition for effective banking supervision of
foreign banks branches, their subsidiaries and their cross-border facilities. The agreement
on mutual cooperation expresses the will and willingness of supervisors to cooperate

on basis of mutual confidence and understanding in the area of banking supervision
within one’s jurisdiction. These agreements enable a purposeful, effective and proactive
exchange of information needed for proper supervision based on willingness, confidence

and reciprocity.

Cooperation by virtue of these agreements
gained importance particularly in the area of
supervision on a consolidated basis, where in-
dispensable information exchange and working
meetings of employees of supervisors are parts of
supervision. The entering into such agreements
also results from the Core Principles for Effective
Banking Supervision issued by the Basel Commit-
tee on Banking Supervision at the BIS (Bank for In-
ternational Settlements), more exactly from prin-
ciples 23 through 25, which relate to cross-border
banking and determine the duties of home and
host banking supervision. The basic elements of
the agreement on cooperation between bank-
ing supervisors were set by the Basel Committee
on Banking Supervision in 2001, yet they leave
enough leeway for own solutions and variations
depending on the jurisdiction of the counterpar-
ties.

The need to establish mutual cooperation with
foreign supervisors in the field of banking su-
pervision has resulted also from the shareholder
structure of banking entities that pursue business
in the territory of Slovakia.

COOPERATION AND FIRST AGREEMENTS

The National Bank of Slovakia started to prepare
the first agreements in 2002 in line with a modifi-
cation of the strategy for banking supervision de-
velopment putting greater emphasis on interna-
tional cooperation. During two years, agreements
on cooperation in supervision have been signed
with the Bundesaufsichtsamt fur das Kreditwesen,
Germany, The Hungarian Financial Supervision
Authority, Hungary, Ceska narodni banka, Banca
d’ltalia, Italy, Commission Bancaire, France, De
Nederlandsche Bank, the Netherlands, the Cen-
tral Bank of Cyprus, the Malta Financial Services
Authority, Malta, the Federal Ministry of Finance
and Austrian Financial Market Authority, Austria.
Some of them were signed from the perspective
of the possible future path of the development

the banking sector, other agreements were initi-
ated by the entry of capital into the Slovak bank-
ing sector, for example the entry of Italian capital
by means of the UniCredito Italiano and Intesa
BCl groups.

Another form of cooperation is cooperation
with the American supervisor Office of the Comp-
troller of the Currency. The Office of the Comp-
troller of the Currency has proposed cooperation
by means of a letter of understanding, in which
both parties pledged to mutual cooperation and
information exchange.

Since 1 January 2006, when supervisors of the
Slovak financial market were integrated, the NBS
took over all obligations resulting from inter-
national agreements concluded by the former
Financial Market Authority. As regards securi-
ties market supervision, these were agreements
of understanding entered into with the Helenic
Capital Market Authority, Greece, Commission de
Surveillance du Secteur Financier, Luxembourg,
Bundesanstalt fir Finanzdienstleistungsaufsicht,
Germany, Commissione Nazionale per le Soci-
etd e la Borsa, Italy, as well as with the Securities
Market Commission, Portugal. In the area of insur-
ance, cooperation with the Swiss Federal Office
of Privat Insurance, Switzerland has been taken
up again.

Agreements on mutual cooperation with the
Central Bank of the Russian Federation and the
Federal Service for Financial Markets of the Rus-
sian Federation are currently being prepared. Due
to the declared interest of two Russian banks to
set up a branch or subsidiary in Slovakia, a frame-
work for mutual communication and informa-
tion exchange with the supervisor of Russia had
to be prepared. The Federal Service for Financial
Markets of the Russian Federation has expressed
interest in cooperation with the National bank
of Slovakia in financial market supervision. Both
of the agreements under preparation are at the
stage of exchange of the last comments of both
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parties. Moreover, a new, updated version of a the
cooperation agreement with the supervisor of
Mata is being prepared these days.

MULTILATERAL MEMORANDA

OF UNDERSTANDING

Apart from bilateral agreements of understand-
ing in the field of banking supervision, the Na-
tional bank of Slovakia has signed the multilateral
Memorandum of Understanding on cooperation
between financial supervisors, central banks and
ministries of finance within the European Union in
the situation of a financial crisis. This agreement,
signed in 2005 and amended in 2008, sets the
fundamental principles and procedures of cross-
border cooperation in a crisis situation. The Mem-
orandum of Understanding on the principles of
high-level cooperation in crisis management situ-
ations between banking supervisors and central
banks of the European Union is similar. It sets the
principles and procedures set by the authorities
responsible for crisis management, information
flows between participating authorities and the
practical conditions of cross-border level informa-
tion exchange. This Memorandum was signed in
2004. In the same year, a Memorandum of Under-
standing between payment system supervisors
and banking supervisors at the third stage of the
Economicand Monetary Union was signed;itsaim
is to ensure soundness and stability of payment
systems. Due to these multilateral memoranda of
understanding, the need of bilateral agreements
within European Union countries decreases, but
their importance increases when establishing co-
operation with third countries.

'I é volume 17, 9/2009

In terms of supervision of securities dealers, the
National bank of Slovakia as an I0SCO member
(International Organization of Securities Commis-
sions) has signed a multilateral memorandum of
understanding related on cooperation and infor-
mation exchange. It has also become a signatory
of a multilateral Memorandum of Understand-
ing on cooperation, information exchange and
supervision of activities in the area of securities
signed by member institutions of the CESR (The
Committee of European Securities Regulators).
This Memorandum has created the basic frame-
work for cooperation of supervisors in the fulfill-
ment of their supervisory functions in the area
of investment activities and services provided by
branches in the territory of another European Un-
ion member. Its supplementary Protocol on the
supervision of branches under the Directive of
the European Parliament and Council of financial
instrument markets enables the two basic models
of cooperation between two or more competent
supervisors — in the form of a Common Oversight
Request or a Standing Request for Assistance. The
Common Request is a model based upon com-
mon and coordinated supervision; the Standing
Request for Assistance is a model, in which the
competent supervisor asks another competent
supervisor for assistance in supervision. The Na-
tional Bank of Slovakia cooperates with Ceska
narodni banka, Czech Republic, the Bundesan-
stalt fur das Finanzdienstleistungsauficht, Ger-
many and the Financial Market Authority, United
Kingdom of Great Britain and Southern Ireland by
means of a Standing Request for Assistance.

The new system of financial market supervi-
sion and regulation according to the de Larosiére
Group.
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The new system

of financial market supervision and
regulation according to
the de Larosiere Group

Financial Market Supervision Unit
National Bank of Slovakia

Selected and partially updated parts of the document Opinion of the National Bank of
Slovakia on proposals for a new architecture of the supervision and regulation of financial
institutions based on recommendations of the de Larosiére Group, which was discussed
and noted by the Bank Board of the National Bank of Slovakia on 25 May 2009.

On 25 February 2009, the expert group ‘de
Larosiere Group”submitted the report On Financial
Supervision in the EU to the European Commission.
The aim of the report was to propose an expert
view of the system of functioning of processes on
financial markets and to eliminate shortcomings
of the regulatory system as perceived by them.
Recommendations of the de Larosiere Group re-
port initiated a process of assessment and evalu-
ation of the system of functioning of regulation
and supervision of the financial market.

Discussions take place at the level of 3L.3 commit-
tees (3L3 committees are third level committees of
the so-called Lamfalussy process, = CEBS — Com-
mittee of European Banking Supervisors, CESR
— Committee of European Securities Regulators
and CEIOPS - Committee of European Insurance
and Occupational Pensions Supervisors) within
financial committees of the European Commis-
sion as well as within the European Central Bank.
At the same time, a public consultation, organized
by the European Commission, has taken place un-
der accelerated proceedings. European Commis-
sion’s aim has been to present a new architecture
concept of European supervision and regulation
of financial institutions, the so-called European fi-
nancial supervision package. The June meeting of
the European Council, preceded by an ECONFIN
meeting, dealt with the new conception.

One of the main objectives of the de Larosiere
Group was to propose a possible model of super-
vision of European financial institutions and mar-
kets with the aim of ensuring their proper and
sound functioning. The areas contained in the
report are worked up at the national, European
and global level.

In addition to recommendations on a new ar-
rangement of the functioning of supervision in
the European Union, the Report also contains
technological recommendations aimed at chang-
es in the regulation of individual financial market
sectors.

Many recommendations can be considered
useful, if they are implemented in a way that en-
sures stability of financial markets in the European
context, but has no negative impact on the stabil-
ity of regulated entities and the financial market
in Slovakia.

At the same time, it has to be stated that due to
the need to cope with the financial crisis and the
relatively short period of time during which the
Lamfalussy framework for regulation has been
used, it has not been possible for its full efficiency
to manifest itself and in our opinion the quickly
proposed new solution might not meet expecta-
tions.

INTRODUCTION

On 25 February 2009, the European Commission
published the report On Financial Supervision in
the EU (the Report), which had been drawn up by
a group chaired by Jacques de Larosiere' upon a
mandate granted by the European Commission.
One of the main objectives of this initiative was
to designate a possible model for the exercise of
supervision of European financial institutions and
markets to ensure their proper and sound func-
tioning. Areas contained in the Report are worked
up at the national, European and global level.

On 4 March 2009, the European Commission
(hereinafter referred to as the Commission) pub-
lished its opinion to the Report together with the
annex “Communication for the spring European
Council-Driving European recovery” (opinion of
the European Commission). This opinion of the
European Commission implies its aim to present
a European financial supervision package, which
should help to eliminate shortcomings of the
current regulatory framework in the European
Union and to increase the quality of the exercise
of supervision of European financial institutions
and markets. In this connection, the European
Commission published an invitation for public
consultation® on 10 March 2009; within the con-

1 http://ec.europa.eu/internal_mar-
ket/finances/docs/de_larosiere_re-
port_en.pdf

2 http//ec, http://ec.europa.eu/com-
mission_barroso/president/pdf/
press_20090304_annx_en.pdf

3 http//eceuropa.eu/internal_market/
finances/committees/index_en.htm
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4 http//www.cesreu/popup2.
php?id=5709

5 Analysis of the Slovak financial
sector in 2008, Table A.2.1, p. 103
- http//www.nbs.sk/_img/Docu-

ments/_Dohlad/ORM/Analyzy/ana-

lyza_2008_4.pdf

sultation interested entities had the opportunity
to express their opinion on the conclusions pub-
lished in the Report and opinions of the European
Commission.

The invitation was responded to by the CEBS,
CESR and CEIOPS committees (3L3 committees)
by a common opinion published on 23 April
2009* In general, it can be stated that the 3L3
committees welcome the initiative, by which a
system of macro-prudential supervision would
be created and the position of national super-
visors at the micro-prudential level would be
strengthened. At the same time, the opinion of
the 3L3 committees is well-disposed to the is-
sues of establishing an obligatory mediation
mechanism and to the issues of adopting obliga-
tory decisions and documents for the exercise of
supervision. In their opinion, the introduction of
such mechanisms will also represent a challenge
for their implementation.

On 23 March 2009, the report Consideration of
the Report by the de Larosiere Group — FSC Note with
aview to preliminary assessment by the Council of
the European Commission’s Financial Services
Committee was drawn up. It summarized prelimi-
nary evaluations of recommendations of the Re-
port. The Report was designed to serve as a source
document for meetings of the European Com-
mission’s Economic and Financial Committee. It
results from the document that there is general
support among the member states particularly
regarding the issues of macro-prudential supervi-
sion and strengthening the position of national
supervisors at the micro-prudential level. There
is currently no common opinion of the member
states regarding the issues of transformation of
the current 3L3 committees to authorities (prob-
ably European agencies) of the European Union.

On 31 March 2009, the Economic and Financial
Committee document entitled Draft Issues note
for Ministers and Governors on the proposals related
to supervision of the de Larosiére Group was worked
out; it was supposed to serve as a source docu-
ment for an informal meeting of the ECOFIN (3
April and 4 April 2009 in Prague). The document
is a brief proposal for a Financial Services Com-
mittee report, in which questions for the minis-
ters of finance and central bank governors of the
member states were supposed to channel the
discussion at the informal ECOFIN meeting. The
NBS received a report from that Economic and Fi-
nancial Committee (EFC) meeting — by means of
the Ministry of Finance of the Slovak Republic.

Based on the above mentioned initiatives, the
European Commission planned to present the
above mentioned “European financial supervi-
sion package”in May 2009, which is supposed to
be subject to discussion at the June meeting of
the European Council, which should be preceded
by an ECOFIN meeting.

The European Central Bank (ECB) also actively
deals with the recommendations of the Report.

The objective of the European Commission is
to publish, in the fall of this year, proposals for
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particular pieces of legislation, by which the new
architecture concept of European supervision
and financial institutions regulation should be
adopted.

OriniON oF THE NBS

As to the proposals for the supervision and regu-
lation of financial institutions based on recom-
mendations of the de Larosiere Group report, the
NBS appreciates the initiative of the European
Commission to pay appropriate attention to the
issues of the impact of the current global financial
crisis on the economy in the member states.

I. GENERAL PART

One of the basic starting points that have to be
taken into account when analyzing the impacts
of the de Larosiére Group report on future Euro-
pean architecture of supervision and regulation is
the specificity of the ownership structure of banks
and insurance companies in Slovakia. The share of
owners based in Slovakia in the share capital of
bankis 6.69% and of insurance companies 8.16%>.
This implies that Slovakia is predominantly a host
member state and the powers of the National
Bank of Slovakia as the supervisor and regulator
of regulated financial institutions corresponds to
this fact.

As a result of the financial crisis, whose main
origin cannot be identified in the European con-
tinent, but whose consequences have adversely
affected all economies of the world, the European
Commission has launched an initiative, the aim of
which is to reinforce financial stability within Eu-
ropean Community member states.

The aim of reinforcing general financial stabil-
ity within European Community member states,
which is supposed to be reached by implement-
ing recommendations set out in the Report,
should not be based on principles that would
prefer general financial stability within the Euro-
pean Community to financial stability of its mem-
ber states.

Despite significant integration shifts in the area
of regulation and supervision of the regulated
entities of the financial market, the integration
efforts have not led to the creation of a single fi-
nancial market. The historical development of the
legal systems of the member states and within
them of specific legal institutes, language barriers
and a low percentage of natural person mobility
within the space of the common internal market
cause the clients of regulated financial institu-
tions to use financial services particularly in their
member states. These factors also imply the need
to ensure such an extent of authorization for na-
tional regulators that they can actively contribute
to maintaining the stability of financial markets
of the member states, which will contribute posi-
tively to general financial stability within the Euro-
pean Community.

A proposal for the future architecture of super-
vision and regulation of financial market partici-
pants, which would leave a major part of respon-
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sibility for contributing to and ensuring financial
stability to the national supervisors without the
corresponding powers could directly negate
these efforts.

1.1 The regulatory framework
Central to the proposed measures is the distinc-
tion between the exercise of macro-prudential
supervision and micro-prudential supervision,
and the related competences of the national
regulators and supervisors and the proposed
European system of financial supervision. Al-
though the NBS supports, in general, a distinc-
tion between macro-prudential supervision and
micro-prudential supervision, we point out that
in practice such a distinction can lead to prob-
lems of overlapping competences, both be-
tween national regulators and supervisors and
between national and European regulators and
supervisors. Therefore it will be necessary that
within the setting up of new structures in set-
ting the regulatory framework:
a)the competences of (current and newly cre-
ated) authorized authorities be clearly specified
with a clear allocation of their responsibility to
the exercise of their powers,
b)within the division of competences at the mi-
cro-prudential and macro-prudential level in
favor of the authorized authorities, no situation

arises, in which no authority is responsible for a

certain area.

It has to be pointed out that the aim of the new
initiatives of the European Commission is to reach
so-called full harmonization in the area of finan-
cial institutions regulation, i.e. the member states
will be allowed to a minimal extent only that their
own financial market regulation deviates from Eu-
ropean financial market regulation and national
financial market laws will only reflect the adopted
text of community law.

The system of full harmonization enables the
member states to adopt more strict measures in a
particular area of regulation only to a very limited
extent — only depending on the extent of author-
izing provisions expressed in the legally binding
text of a particular legal act of European law.

1.2 The supervision system

The main reasons why recommendations ex-

pressed in the Report can be seen as positive:

* the creation of a new system of macro-pruden-
tial supervision, whose main aim is to collect
and evaluate macroeconomic data in order to
point to the existence and impact of systemic
risks on the financial stability of member states
of the European Community,

* the ensuring of higher coordination and coop-
eration between individual supervisors of the
member states. At the same time it has to be
stated that the existing directive in the area of
financial regulation regulate the duty of mutual
cooperation between national supervisors and
there are no mechanisms to ensure its practical
application.

In terms of Slovakia's interests, it is important
that the future system of supervision in the EU
does not weaken the powers of the NBS in the ex-
ercise of supervision, ensures independence and
all necessary instruments for ensuring financial
stability to the NBS, which is a precondition for
the protection of clients of regulated entities on
the financial market, because without adequate
instruments and powers the NBS will not be able
to fulfill this task properly (see also Resolution of
the Government of the Slovak Republic No. 758 of
22 October 2008).

As for the adoption of measures in the area of
supervision, we also consider it necessary that the
possibility to adopt more strict measures be kept,
under the condition that objective facts justify
such a procedure due to protection of the stabil-
ity of the national financial sector (e.g. measures
in the area of liquidity, capital adequacy, etc.).

Some proposals of the Report can be consid-
ered positive, if they are implemented in a way
that ensures financial market stability in the Eu-
ropean context, but they will have no negative
impact on the stability of requlated entities and
of the financial market in Slovakia.

The idea of establishing a college for suprana-
tional institutions as a means of improving the
information flow and of ensuring coordination
between national supervisors has our support. In
regard to the functioning of the colleges at su-
pranational regulated entities, it will be necessary
to resolve the issue of the legally binding effect
of opinions and recommendations of colleges
with respect to activities of national supervisors.
In our opinion, opinions of the colleges can be of
non-binding nature only and they cannot legally
bind the acts of national supervision institutions,
because only these institutions are responsible
for the fulfillment of the tasks.

Il. SPECIAL PART

The subject-matter of the special part is not a
detailed analysis of the individual recommenda-
tions of the Report. The aim is to point out some
topics contained in the recommendations that
will require enhanced attention on the part of
the Slovak Republic during discussion about the
proposals, by which recommendations of the
Report are supposed to be implemented, taking
into account the opinions expressed in the Euro-
pean Commission’s working document European
financial supervision of 15 May 2009.

1.1 The supervision system - European
System of Financial Supervision

Within the system of supervision and regulation,
the recommendations of the Report issue from
the above mentioned distinction between a
macro-prudential and a micro-prudential super-
vision level.

For the micro-prudential supervision level, the
Report proposes to create a European System of
Financial Supervision (ESFS), by transforming the
current 3L3 committees to European authorities
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with legal personality — the European Banking
Authority, European Insurance Authority, and the
European Securities Authority (European Supervi-
sory Authorities). The main area of competences,
which are proposed in the Report, is shown in
Diagram 1.

According to the European Commission work-

ing document European financial supervision of

15 May 20009. the aim of the proposed structure is

supposed to be as follows:
a) to reach greater harmonization of the rules ap-

plied to national supervisors — European Su-

pervisory Authorities are supposed to have the

power

* to create binding technical standards speci-
fied in the legislation of the European Com-
munities (e.g. supervisory standards for col-
leges of supervisors, standards for internal
model validation), which will be issued by
means of the Commission;

¢ to draw up binding interpretative guidelines,
which the supervisors of member states are
supposed to apply in taking individual deci-
sions in the pursuit of their activities.

b)to ensure consistent application of EU rules

— the proposed European Supervisory Authori-

ties are supposed to

* have, in specified cases, the funds to ensure
consistent application of legal acts of the Eu-
ropean Community;

e resolve conflicts of opinion between na-
tional regulators in the form of a mediation
mechanism, in which — if there is no settle-
ment regarding the disputed issue — the Eu-
ropean Supervisory Authority having sectoral
responsibility will have the power to issue a
binding decision;

* have the power to examine the legality of
procedures of national supervisors based on
instigations of other national supervisors or
the European Commission and to adopt a
recommendation for the national regulator.
If national regulators do not comply with

European System of Financial Supervision (ESFS)

instructions of the European Supervisory Au-
thorities, is supposed to be involved in the
processed; the Commission can commence
proceedings against the member state due
to violation of European legislation (infringe-
ment proceeding). In urgent cases, the Eu-
ropean Supervisory Authorities are also sup-
posed to have the power to adopt decisions,
which will be directly binding upon financial
institutions of the member states;

C)to ensure a common supervisory culture and

consistent supervisory practices — common
training programmes, promotion of delegation
of task and responsibility from one national su-
pervisor to another national supervisor;

d)to give the European Supervisory Authorities

the exclusive power to exercise supervision of
specific financial market entities — for exam-
ple rating agencies and counterparty clear-
ing houses. At the same, it is allowed that the
European Supervisory Authorities take part in
the assessment of the processes of mergers of
financial institutions and acquisitions of capital
participations in financial institutions;

e)to ensure coordinated response in crisis situa-

tions — the European Supervisory Authorities
are supposed to have a coordinating role in
crisis situations and to help the national su-
pervisors to prepare and implement decisions
that are correct from their point of view; in ex-
traordinary situations, European Supervisory
Authorities are supposed to have the power
to adopt emergency decisions (e.g. to prevent
short selling) — the scope of the power to adopt
emergency decisions is supposed to be defined
in community legislation;

f) to collect micro-prudential data - the European

Supervisory Authorities are supposed to be re-

sponsible for:

* aggregating micro-prudential data emanat-
ing from national supervisors;

* establishing and managing a centralized da-
tabase;

Diagram 1 European System of Financial Supervision (ESFS)

1 1
1 1
Micro- : :
prudential 1 European European European 1
supervision : Banking Authority Insurance Authority Securities Authority :
I (EBA) (EIA) (ESA) 1
: 1 3 X :
1 1
1 1
! \ 4 \ Y !
1 1
] National National National :
1 Banking Insurance Securities |
: Supervisors Supervisors Supervisors :
1 1

Source: The High-Level Group on Financial Supervision in the EU, Chaired by Jacques de Larosiére, Report, Brussels, 25 February 2009.
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* the aggregate data is supposed to be avail-
able for colleges composed of the respective
national supervisors and may be provided
in both an aggregated and non-aggregated
form, while maintaining anonymity, to the
European Systemic Risk Council (see item I1.2
of this document);

g)to represent at the international level — Euro-
pean Supervisory Authorities will be allowed to
enter into international agreements of techni-
cal nature with international organizations and
executive authorities of third countries corre-
sponding to European Supervisory Authorities
in terms of their status. At the same time, Euro-
pean Supervisory Authorities should assist the

European Commission in adopting decisions

related to equivalence of legal norms in the

area of supervision.

The European Commission proposes the
following solution to the issue of the organi-
zational structure of European bodies:

The European Commission proposes to keep
the sectoral breakdown in the structure of the ex-
ercise of supervision, which is also reflected in the
proposal to transform 3L3 committees to 3 sepa-
rate European Supervisory Authorities.

To ensure mutual understanding, cooperation
and a consistent approach to supervisory issues
the Steering Committee is supposed to form a part
of the structure of European Supervisory Authori-
ties. To fulfill the mission of the Steering Commit-
tee, which is supposed to be the overcoming of
unjustified intersectoral differences, it would be
appropriate to provide the Steering Committee
with the necessary instruments, so that it is not
only a formal body without the possibility to in-
fluence the reaching of tasks assigned to it. For
this reason, we would welcome a more detailed
specification of the institutional framework of
the proposed Steering Committee. The method
of election of representatives of individual Euro-
pean Supervisory Authorities and the way of the
functioning of the Steering Committee are not
obvious from the document of the European
Commission.

At the same time, the European Commission
proposes that each of the European Supervisory
Authorities be allowed to participate in meetings
of the remaining European Supervisory Authori-
ties as an observer.

Each European Supervisory Authority is sup-
posed to establish a Board of Supervisors, which is
supposed to be composed of senior representa-
tives of national supervisors. The Board of Supervi-
sors is supposed to be chaired by the chairperson
of the appropriate European Supervisory Author-
ity. Representatives of the European Commission,
the European Systemic Risk Council (ESRC, see
item 1.2 of this document), the competent su-
pervisors from member states of the European
Free Trade Association (EFTA) and the competent
supervisors from member states of the European
Economic Area (EEA) are supposed to participate

in the meetings of the Supervisory Council with
an observer status. The observers should not have
the possibility to participate in meetings of the
Council for Supervision related to individual su-
pervised entities. Decisions of the Board of Super-
visors related to technical rules are proposed to
be adopted by qualified majority and the votes of
the individual member states have to be weight-
ed in accordance with the Treaty. The proposal of
the European Commission does not specify the
mechanism of vote weighting and does not re-
fer to the voting mechanism regulated in some
of the founding treaties. Decisions related to the
application of existing European legislation are
supposed to be adopted by simple majority, us-
ing the “one person — one vote” principle.

In addition to the Council for Supervision, each
European Supervisory authority is supposed to
establish a Management Board, whose task would
be to ensure the operating tasks. The Manage-
ment Board would be composed of representa-
tives of national supervisors and of the European
Commission. The board is supposed to be chaired
by a chairperson, whose nomination is supposed
to be preceded by a competitive hiring proce-
dure and he should be an independent expert.
The election of the Management Board chairper-
son should be confirmed by the European Parlia-
ment and the chairperson’s term of office should
be 5 years. The European Commission document
does not specify the composition of and nomina-
tion to the Management Board, who will propose
persons for the position of the chairperson of the
European Supervisory Authorities Management
Board, who will carry out the competitive hiring
procedure for the Management Board chairper-
son, how decision related to the functioning of a
European Supervisory Authority and of the selec-
tion of the Management Board chairperson will
be adopted, what criteria will be decisive for his
election, what role will be played by the European
Commission in this process.

As regards the preparation of budgets of the
European Supervisory Authorities, the European
Commission’s proposal is not unambiguous. The
budget of European Supervisory Authorities
is supposed to be composed of contributions
from the budget of the European Union, as well
as contributions of national supervisors and/or
contributions of supervised entities. The budget
of European Supervisory Authorities is supposed
to be separated from the budget of the European
Union.

European Supervisory Authorities should keep
the highest independence possible and should
be accountable to political bodies - the Council,
the European Parliament and the European Com-
mission.

Recommendations of the Report related to the
ESFS, as well as the said working document of the
European Commission, give rise to the following
questions:
¢ the extent of the degree of responsibility re-

garding the assigned powers at the European
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Supervisory Authorities, which are supposed to
be newly created, has not been set. In this con-
text, there is obvious asymmetry between the
powers of European Supervisory Authorities
to determine the activities and the regulatory
framework of national supervisions and the full
responsibility of national supervisors for super-
vision and for ensuring financial stability at the
national level,

¢ the extent of independence of national requ-
lators and supervisors in their activities and
the degree of restriction of independence by
means of decisions by the European Superviso-
ry Authorities and the mediation mechanism,
whose result will be binding on national super-
Visors,

* the extent of independence of the European
Supervisory Authorities from political bodies
- the Council, the European Commission and
the European Parliament, as well as from enti-
ties, which will set up the budget of these bod-
ies,

* the scope of powers, which are supposed to be
transferred to the newly created European Su-
pervisory Authorities. In our opinion, the com-
petences that they should gain require detailed
analyses (for example of the legally binding
effect of mediation between national supervi-
sors versus independence),

* the definition of the micro-prudential and mac-
ro-prudential regulation and supervision of su-
pranational requlated entities,

* the settings of the voting mechanism and
adoption of legally binding documents and
decisions (the veto privilege, the weight of
the votes of individual members of authorities,
qualified majorities etc.),

* the possibility to apply more strict measures by
the national regulator and supervisor (the Re-
port contradicts itself in part in this point — e.g.
when comparing recommendation 10 and 20,
even though recommendation 10 has to be in-
terpreted with respect to requirements on the
internal market)

¢ regarding the vesting of the transformed 3L3
committees with competences, the Report has
not taken into account the existing legal issues
of feasibility of the recommendation contained

Diagram 2 European Systemic Risk Council

European Systemic Risk Council (ESRC)
(Chaired by President ECB)

therein, therefore as an introduction to the dis-

cussion it is first necessary to perform extensive

legal analyses, because in our opinion they can
demonstrate the need of changes of the EC

Treaty or of the Treaty of Lisbon, if it becomes

valid and effective. In this connection, we per-

ceive the following proposed powers of Euro-
pean Supervisory Authorities as extraordinarily
problematic:

— the power to interpret legally binding acts of
Community Law in the area of regulation of
financial market entities. Not even the Euro-
pean Commission itself is currently author-
ized to provide legal interpretations of legal
acts, but only to publish its opinion about the
application of legal acts, because is the only
body having the power to interpret binding
legal norms of Community law is the Euro-
pean Court of Justice.

— the power to adopt legally binding decisions,
despite the fact that these decisions will be
subject to examination by the European
Court of Justice. In this connection, in discus-
sions of legal acts that should enable such
a power, we consider it necessary to define
clearly the responsibility of European Super-
visory Authorities for the harm caused by
maladministration or by an illegal decision.

- we are of the opinion that discussions of the
proposed extent cannot be carried out within
the currently proposed short period of time, if
they are supposed to serve as the basis for the
adoption of qualified decisions.

11.1.1 Proposed opinions of the supervision
unit on the European System of Financial
Supervision

1. The NBS has carefully analyzed the presented
proposals related to a new architecture of micro-
prudential supervision in the European Union. In-
tegration of financial markets entails tasks, whose
solution requires a more effective cooperation
between national supervisors. The structure of
supervision architecture proposed by the Euro-
pean Commission could constitute a shift in the
organization of supervision, provided the scope
of rights and the corresponding duties are clearly
defined and the scope of responsibilities of the

Macro-

prudential Members of ECB/

supervision ESCB General Council Chairs of EBA, European
(with alternates EIA & ESA Commision

where necesssary)

Source: The High-Level Group on Financial Supervision in the EU, Chaired by Jacques de Larosiére, Report, Brussels, 25 February 2009.
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authorities, which the European Commission pro-
poses to create, is defined. For this purpose, it will
be necessary to provide European Union member
states with detailed answers to questions, some
of which are outlined in part IIl.1 of this document.
The working document of the European Commis-
sion also implies relatively weak efforts to get over
the existing sectoral breakdown in the arrange-
ment of supervision and regulation within the Eu-
ropean Union, which means that it does not take
into account the fact that there are strong cross-
sectoral interconnections of activities and struc-
tures of financial institutions, especially financial
conglomerates. For this reason, the NBS would
welcome - if the changes in the architecture of
supervision and regulation take place — that due
attention be paid to the issue of interconnection
of the exercise of supervision of individual finan-
cial market segments.

2.The Report, as well as the working document
of the European Commission, recommend that
the proposed European supervisory and regula-
tory authorities have the power to adopt weighty
decisions in the case of disputes between nation-
al supervisors within the so-called mediation pro-
ceedings. In principle, the NBS does not rule out
the application of such a mechanism. However,
neither the Report nor the working document of
the European Commission provide answers as to
the legal basis for the adoption of the proposed
mechanism. Despite the possibility to examine a
legally binding decision adopted by a European
Supervisory Authority within mediation proceed-
ings at the European Court of Justice, the NBS is of
the opinion that, due to the possible extent of the
impact of such decisions on the functioning of
the exercise of supervision and financial stability
in the member states, enforceability of such deci-

Diagram 3 A new European framework for safeguarding financial stability
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Source: Commission Services Working Document;, European financial supervision, Brussels, 15 May 2009
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sions must be postponed until the decision of the
European Court of Justice becomes legally valid, if
one of the parties to the dispute exercises its right
to examine the decision issued in mediation pro-
ceedings by a European Supervisory Authority.

3. If European Supervisory Authorities are es-
tablished in accordance with the European Com-
mission Report, the NBS is of the opinion that,
due to their fundamental impact on the exercise
of activities of supervision, decisions should be
adopted without weighting of votes, but with
equal weights of the votes of representatives of
the member states. The NBS considers this way
of voting to be justified for the adoption of de-
cisions on issues that are subject to mediation
between national supervisors, as well as in the
light of the possible weightiness of the impact
of possible decisions, for which the European
Commission Report proposes that the proposed
European Supervisory Authorities be vested with
in the area of adopting weighty technical rules in
the area of regulation and supervision, which are
supposed to set concrete activities of national
supervisors.

4. In the field of harmonization deepening in
the regulation of financial institutions, the NBS
supports the preservation of the system of a
needed and justified level of minimum harmoni-
zation and does not support the promotion of the
principle of full harmonization or harmonization
only in partial issues. The NBS considers it neces-
sary to preserve the possibility of national options
and discretions, which would enable the member
states and their bodies, which are supposed to
be responsible for ensuring financial stability, to
adopt more strict measures as compared to those
being to be the content of Community law, due
to taking into account national specificities.

5. The NBS supports the reinforcement of the
convergence of common supervisory culture.

11.2. European Systemic Risk Council

For macro-prudential supervision, the Report pro-

poses the establishment of a so-called European

Systemic Risk Council (ESRC) by a transformation

of the current BSC (Banking Supervision Commit-

tee established within the ECB).

The proposed ESRC system should be respon-
sible for the exercise of supervision of financial
stability by performing supervision at the macro
level. Within the fulfillment of its task, the ESRC
should have the power to:

e collect and analyze all data relevant for assess-
ing potential threats to financial stability that
arise from macroeconomic developments and
developments within the financial system as a
whole;

* identify and designate such risks;

* issue non-binding warnings where risks are sig-
nificant;

* give non-binding recommendations on meas-
ures in reaction to the risks identified and sub-
sequently monitor the fulfillment of warnings
and recommendations.
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In fulfilling its tasks, the ESRC is supposed to co-
operate actively with the IMF, the FSB and other
relevant institutions.

Despite the fact that warnings and recommen-
dations are not supposed to be of binding nature,
their fulfillment is supposed to be subject to a
subsequent checking mechanism, which should
work under the "act or explain” principle. At the
same time, the mechanism of exerting pressure by
means of a flow of information on the proposed
measures and their implementation through the
ECOFIN. According to the proposal of the Euro-
pean Commission, the recommendations should
be subject to publishing because of their non-
binding effect to enhance their effectiveness. The
ESRC is supposed to account to the Council and
the European Parliament and this accountability
is supposed to be performed in the form of issu-
ing regular reports, at least twice a year.

The ESRC is supposed to be made up of central
bank governors of EU member states. The central
bank governors should be accompanies by a rep-
resentative of the national supervisor, who would
have observer status (the 1+1 principle). Further
members of the ESRC should be the president of
the ECB, the chairpersons of three European Su-
pervisory Authorities and a member of the Euro-
pean Commission. The chairman of the Economic
and Financial Committee (EFC) would participate
in meetings as an observer, which would ensure
the flow of information for finance ministers of
the member states.

Decisions should be taken by a simple major-
ity without using the mechanism of vote weight-
ing and the voting right would be granted to the
central bank governors of the member states, the
chairpersons of the European Supervisory Au-
thorities and a representative of the Commission.

Recommendations of the Report, related to the
ESRC, as well as the above mentioned working
document of the European Commission give rise
to the following open question:
¢ neither the Report nor the Commission specify,
what the financial stability, for which the ECB
will be responsible, is supposed to mean, and
what emphasis will be put on financial stabil-
ity of the EU as a whole and what part is going
to be played by financial stability of individual
member states in this context,
the unclear definition of the terms macro-pru-
dential supervision and micro-prudential su-
pervision can have a fundamental impact on
the coordination of activities and the flow of
information between the entities concerned,
the way of participation of ESRC members in
the adoption of recommendations and warn-
ings as well as the possibility of ESRC members
to influence the text of the recommendations
and warnings, against which they will provide
justified and pragmatic comments,
the way of ensuring early implementation of
ESRC recommendations and warnings,
the form and way of publishing recommenda-
tions and warnings of the ESRC, as well as the
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fact, whether such warnings and recommenda-
tions are supposed to be published,

e responsibility for the consequences of wrong
opinions contained in recommendations and
warnings, which can cause harm to the mem-
ber states,

* the way of implementation of the act or explain
mechanism,

* permissibility of political pressure in issues re-
garding preservation of financial stability by
means of finance ministries of the member
states on their requlators and central banks and
conformity of these measures with the princi-
ple of independence of central banks,

* how and whether the scheme for the bearing
of cost of a possible crisis or default (including
the deposit protection fund scheme) should be
adjusted

11.2.1. Proposed opinions on the ESRC

1. The NBS supports the creation of a system,
which can - by its activities (analyses at the mac-
ro level) — contribute to an early identification of

global and European systemic risks, which can af-
fect adversely financial stability of European Un-
ion member states and thereby help achieve the
adoption of measures to go to pains to prevent
instability on financial markets within European
Union member states.

2.The NBS is of the opinion that the key role in
such a system is supposed to be played by nation-
al central banks, which would actively contribute
to the process of creating analyses at the macro
level as well as in the formulation of recommen-
dations and warnings, which should be adopted
based on such analyses.

3. It will be beneficial to the success of the proc-
ess of creating a system supposed to contribute
to macro-prudential supervision, if the rights and
obligations of the individual authorities in the
process of preparations are clearly defined, the
macro and micro level is defined and if, in the
process of designing the institutional framework,
the European Commission takes into account
opinions formulated by the member states in this
context.
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Off-site supervision
in the retirement pension

saving market

Magr. Robert Liptdk, Mgr. Pavol Kodaj, Mgr. Marcela ValuSovd

National Bank of Slovakia

In the area of retirement pension saving, six pension fund management companies
managing 18 pension funds and 4 banking entities performing depositary activity
according to Act No. 43/2004 Coll. on Retirement Pension Saving are currently subject to

off-site supervision.

Inspections of the meeting of the daily duty of
pension fund management companies and pen-
sion fund depositories to inform the NBS of trans-
actions made with property of pension funds and
the state of property at pension funds are among
the standardly performed off-site supervisory
activities. Daily reports are the basic information
source for off-site supervision. The riskiness of
performed transactions and their influence on
the riskiness of pension fund portfolios is then
evaluated based on the daily reports.

VERIFYING THE CORRECTNESS OF
FINANCIAL INSTRUMENT VALUATION

Off-site  supervision emphasizes independent
verification of the correctness of the valuation of
financial instruments included in pension fund
assets, and the conformity of the acquisition of fi-
nancial instruments to become part of the assets
of individual pension funds with provisions of the
law. In addition to the daily reports, the Bloomb-
erg and Reuters systems, information from the
stock exchange and other information acquired
in the supervision process are used to check the
correctness of valuation. Subsequently, possible
detected discrepancies are first consulted with
the relevant pension fund management compa-
nies and if the situation requires it the company is
then asked to take corrective measures.

A regular output of off-site supervision are
quarterly reports, whose primary aim is the moni-
toring of market risk in pension funds, mainly their
sensitivity to changes in interest rates, share prices
and exchange rates based on the relative method
of historical simulation for the calculation of the
value at risk (VaR). The VaR is calculated both for
the whole market risk (all types of market factors
are taken into account simultaneously) and sepa-
rately for the interest risk (only interest and dis-
count rates are taken into account), the currency
risk (only exchange rates are taken into account)
and the share risk (only share prices are taken into
account). When the calculation has been finished,
the ratio of the calculated VaR values to the total
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portfolio value is determined. The ratio represents
the basis for market risk evaluation.

STRESS TESTING

An integral part of the report are the results of
stress testing. The aim of stress testing is to draw
attention to unexpected losses that could occur
in the case of an extraordinary — but also in the
case of a possible — development of market fac-
tors. Due to an intensification of the financial cri-
sis during 2008, the standardly used set of stress
scenarios was supplemented with new scenarios
that take into account the existing situation, so
that 15 stress scenarios are currently being used.
Based on the obtained outputs, it is evaluated,
in which scenarios the individual pension fund
types incurred the greatest hypothetical losses,
and the funds are compared as to the impact on
their profitability.

THE EARLY WARNING SYSTEM

In the first half of 2007, the Supervisory Depart-
ment internally developed the information sys-
tem Pillar Il Pension Limits System (IS ISDL2). The
main objective of the system is to evaluate on a
daily basis in an automated way whether pension
funds are handling assets in accordance with the
investment limits prescribed by law. The IS SDL2
is an early warning system. It is capable of imme-
diate signalization of a discrepancy in the invest-
ment of assets in pension funds and provides a
basic analysis of the reason for failing to meet the
investment limit. It is a sophisticated analytic in-
strument of the National Bank of Slovakia, which
provides management outputs for the sector of
retirement pension saving.

The IS SDL2 informs of the distribution of pen-
sion fund investments by asset types, geographi-
cal breakdown and by monetary exposure. In ad-
dition, it identifies the 10 share, bond and money
investments that are the most important ones in
terms of volume.

It ensures the supervision of the meeting of
the conditions of comparing the performance of
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pension funds, set by the law, by means of auto-
mated monitoring and evaluation of all quantita-
tive conditions.

In March 2008, when it was possible to deter-
mine the performance of pension funds for the
first time, off-site supervision started to check the
observance of these provisions of the law. Infor-
mation on the average yield of pension funds
and an average yield of market competition were
regularly published on the NBS website. Since a
law amendment abolished these provisions in
July 2008, the data ceased to be published.

The IS SDL2 generates a daily overview of the
value of all direct exposures of an issuer (or en-
tities belonging to the group) against the sec-
tor, the pension funds group, the pension fund
management company and the pension fund.
It quantifies the amount of the consideration, to
which the pension fund management company
is entitled.

In connection with legislative changes effec-
tive from 7 July 2009, the IS SDL2 currently meets
the requirements of the valid act in its provisions
related to the setting up of a guarantee account
and to the consideration for valorization of assets
in the pension fund.

ON-SITE SUPERVISION

Off-site supervision has one more important role
- to support on-site supervision during both the
preparation process and the actual exercise of

supervision. This support consists mainly in the
checking of the valuation of portfolios of the
supervised entities. In this case, information re-
quested within on-site supervision, particularly
a more detailed description of the procedures of
market valuation and theoretical valuation used
by the supervised entity and data that extend the
information contained in daily statements is also
a source of necessary information. When control-
ling the valuation of financial instruments, the
Bloomberg system is used as the primary source
of the market prices of securities. The Reuters sys-
tem is the main source of yield curve rates used
in theoretical valuation of financial instruments. In
the case of a check of the theoretical prices indi-
cated in statements, off-site supervision focuses
on the way of their calculation, which must be in
line with the relevant legislation.

Off-site supervision participates regularly and
actively in adjustments to and corrections of
primary and secondary legislation in the area of
pension saving.

The financial crisis had an impact on the pen-
sion saving market as well. Off-site supervision has
monitored to a greater extent the adverse impact
of events like the bankruptcy of Lehman Brothers,
of banks on Island, as well as the developments
in surrounding countries (particularly in Hungary
and Poland) on the real rate of return of funds. At
the same time, the amount of exposure to other
companies marked as risky has been monitored.
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7 The Directives 2001/107/EC and
2001/108/EC.

New Community legislation
on collective investment

Tomds Ambra
National Bank of Slovakia

During more than 20 years of the existence of collective investment, the UCITS IV directive
has been only the second large alteration of Community legislation on collective
investment. It is an extensive supplement to the existing regulation accompanied by a
recodification of the original UCITS directive (85/611/EEC). Alterations of Community
legislation on collective investment are not finished by the adoption of the new directive.
The adoption of another directive - a directive on managers of alternative investment

funds - is forthcoming.

The original UCITS (Undertakings for Collective
Investment in Transferable Securities) Directive
was adopted as early as in 1985. Its aim was to
create a single legal framework for the function-
ing of open-ended investment funds focusing
on investments in transferable securities. This
harmonized legal regulation enables to sell har-
monized (UCITS) funds freely in the common
internal market of the EU without the necessity
to obtain a license in each member state. This
feature differentiates UCITS funds from non-har-
monized investment funds - the so-called non-
UCITS funds.

THE NEW CONCEPT

The first attempts to alter the directive occurred
already in the early 1990, but lack of political
unanimity among the member states caused
these first initiatives, unofficially called UCITS 1,
to fail. That led to a later submission of two sepa-
rate substitution proposals for an alteration of
the UCITS directive — one part related to the fund
manager, the second part to the legal regulation
of the “product” — the actual UCITS fund. Two
amending directives, known as UCITS I, came
to being. They were adopted in 2001 and were
the first large alteration of Community legislation
on collective investment. Extended possibilities
for investing fund assets and a broader scope of
the authorization for management companies
are considered to be the greatest changes within
UCITS ll. They were supposed to be given the
possibility — in addition to the possibility to pro-
vide some investment services —to also use a spe-
cial type of a single European license (passport).
For this reason, the UCITS distinguishes two types
of a single European license — the first type is the
Management Company Passport — relating to the
activities and services of the management com-
pany, and the second type is the Product Passport
- enabling the public offering (sale) of funds in
other EU member states. In addition, the UCITS
Ill directives have also introduced other changes
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— for example basic rules for the activities of man-
agement companies or rules for the publishing of
information on management companies. In this
connection, the new concept of a so-called sim-
plified prospectus was introduced. The concept’s
objective was to introduce a simple harmonized
summary of basic information on the fund, based
on which a usual investor could assess a planned
investment.

During the existence of Community legislation,
the UCITS funds have become a reputable world
brand. UCITS are currently being sold in many
countries outside the European Union (EU), par-
ticularly in Southeastern Asia. Community legis-
lation has assisted in this expansion outside the
EU, because for a UCITS fund there is a clear set of
rules stipulating particularly:

* how these funds are to be managed,

¢ what the obligatory portfolio diversification is,

e and licensing procedures for foreign regulators
have been simplified considerably.

SOME BARRIERS

Nevertheless, the UCITS Ill directives regulation is
often considered a failure. Many of the ambitions
of the 2001 directives have not materialized. The
single EU market — the main objective of the Com-
munity legislation — still faces some barriers in the
area of collective investment. There are various
reasons, but the main reason is the actual nature
of the UCITS directive — the concept of minimum
harmonization, supplemented by national im-
plementations in individual member states. This
causes the fact that while regulation is similar in
the member states, there are some important
differences. As a result, regulatory arbitrage and
possible discrepancies between the regulators of
individual member states can arise. The work of
the Committee of European Securities Regulators
(CESR) is very important in this area; the commit-
tee has contributed to the unification of the inter-
pretation and application of the UCITS directive
over the last years. Another shortcoming of the
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existing directive is the failure of some of its regu-
latory instruments — in some countries, product
passport notification is still a quite lengthy proce-
dure, the functioning of the passport for the man-
agement companies is considerably restrained
and the simplified prospectus is a document as
useful to the investors as expected.

The European Commission decided to re-
spond to the shortcomings of the current legal
regulation by preparing possible alterations to
it. The first work started already in 20048 The
original objectives of the European Commission
were published in a green paper® and a white
paper'® and there have been long and extensive
discussions on both of them. Based on this, the
expected amendments of the legal regulation
by adding further parts focusing on the elimi-
nation of the remaining barriers on the single
market resulted in the preparation of a legisla-
tive proposal of a recodification of the existing
directive — the so-called UCITS IV directive. The
draft of the new directive has been already ap-
proved and it should be published in the Official
Journal of the EU soon. The deadline for its im-
plementation in the legal system of the member
states is mid-2011.

DRAFT OF THE NEW DIRECTIVE
In addition to taking over old parts, the new
directive also contains new issues. Apart from
the transformation of the simplified prospectus
to a so-called Key Information Document, the
new issues are in parts primarily focusing on the
cross-border pursuit of business in the collec-
tive investment sector. The new directive will, for
example, enable cross-border mergers of UCITS
funds, irrespective of their legal form. Moreover,
the product passport notification procedure will
be simplified. At present, the UCITS fund itself or
the management company managing it is the
notification entity. The new notification proce-
dure is supposed to take the form of communi-
cation between the home and the host supervi-
sor. The two-month time limit for the assessment
of notification documents will cease to exist as
well. The check, which has been applied by the
host regulator on an ex-ante basis, will have to be
applied ex-post to a greater extent. Another new
feature in the Slovak legal system resulting from
the directive is the provision for what is called
“master-feeder”structures. It is a system, in which
funds are collected in a main (master) fund by
means of several feeder funds. The existence of
such structures has not been possible so far due
to portfolio diversification rules. The advantage
of such structures is that while portfolio manage-
ment and fund administration are centralized at
the level of the master fund, marketing and the
sale of feeder fund shares can be adapted in a
flexible way to the various conditions in various
member states.

However, the most important element of the
UCITS IV directive is probably the introduction of
a"full”passport for management companies — the

new directive will enable that the management
company from one member state gets a license
to found a fund in another member state. This
part of the proposal for the new directive was
subject to a variety of discussions at the EU Coun-
cil. The reason was that this change has many
subsequent implications, particularly as regards
supervision. In this case there are two supervi-
sory authorities: the first one is responsible for the
supervision of the activities of the management
company, the second one for the supervision of
the creation and administration of the fund. It is
mainly important to ensure a sufficient level of
communication and cooperation between them.
In addition, competence conflicts of competenc-
es or a“‘competence vacuum”can occur especially
in the case of UCIT funds without legal personal-
ity. Therefore the proposed new directive sets out
a precise list of areas, for the supervision of which
the home or host supervisor of the management
company is supposed to be responsible.

Another consequence of the introduction of a
“full” passport for the management companies is
the need to increase harmonization of the legal
regulation. Because the directive has a so-called
Lamfalussy format, important parts of the legal
regulation will fall within the second (implement-
ing piece of legislations of the European Com-
mission) or third level (guidelines of the CESR,
Committee of European Securities Regulators).
The range of implementing piece of legislations
is considerable — from organizational require-
ments, conflict of interest and rules for activities
of management companies, implementing piece
of legislations related to the measurement and
management of risks and applying to UCITS fund
portfolios, the content of depositary agreements
in the case of cross-border administration, to the
area of mutual communication and cooperation
in the exercise of supervision. In addition, the di-
rective also provides for the existence of further
implementing piece of legislations, which are
not directly associated with the introduction of
the “full passport” for management companies
- these are regulations related to the Key Informa-
tion Document, cross-border mergers of UCITS
funds, “master-feeder” structures and notifications
within the product passport. Implementing piece
of legislations of the European Commission are
currently being prepared and the National Bank
of Slovakia is involved actively in the process by
means of the CESR. The definitive content is not
clearso far, because proposals can be adjusted fol-
lowing a public consultation' and subsequently
at the European Securities Committee — ESC. It is
sure that they can take the form of both imple-
menting directives of the European Commission,
which will have to be implemented in the legal
systems of the member states, and implementing
regulations of the European Commission, which
will be effective right after their publication in the
Official Journal of the EU. Obligatory implement-
ing pieces of legislation should be issued on 30
June 2010.

8 Report of an European Commission
expert group, http://ec.europa.eu/in-
ternal_market/investment/docs/con-
sultations/ameg-report_en.pdf.

9 Green Paper on the enhancement
of the EU framework for invest-
ment funds, Brussels, 12 July 2005,
COM(2005) 314 final.

10 White Paper on enhancing the sin-
gle market framework for investment
funds, Brussels, 15 November 2006,
COM(2006) 686 final.

11 Two public consultations on CESR's
technical advice take place, http://
www.cesr.eu/index.php?page=consu
Itation&mac=0&id=
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12 http://ex.europa.eu/internal_mar-
ket/investment/alternative_invest-
ments_en.htm.

13 The aim is to achieve that all
financial market participants are
subject to adequate regulation and
supervision.

14 See e.g. Investment trusts opposed
on sizefits all legislation, Ruth Sul-
livan, Financial Times, 12 July 2009.

OTHER REGULATORY INITIATIVES

In addition to a set of work activities and projects
under the heading of UCITS IV, another regulatory
initiative is being prepared at the Community
level. In this year’s spring, the European published
a proposal for the Alternative Investment Funds
Managers Directive — AIFM'2. The aim is to intro-
duce harmonization to the segment of funds that
did not fall within the UCITS Directive (non-UCITS
funds). The primary source of this initiative are the
conclusions adopted because of the current crisis
on the financial markets', but it was preceded by
some consultation and examination work at the
European Commission level. Due to the current
process of discussion of the proposal at the EU
Council, it is too early to evaluate the result of this
initiative, but its proposed scope — the directive is
supposed to apply to any investment funds not
falling within the UCITS directive — can be consid-
ered to be its most controversial part. Initially, this
fact was surprising, because it was expected that
the new legal regulation will apply only to hedge
funds and private equity funds. However, accord-
ing to the proposal, in Slovakia, the regulation will
also apply to closed-end funds, as well as special
mutual funds, including special real estate mutual
funds. The regulation is supposed to be applied
only at the level of the fund manager, not at the
level of the product, ie. the actual fund. Other
parts of the directive’'s content are controversial
as well. On the one hand, the directive tries to
introduce a common regulation of the adminis-
tration of very different products, such as various
hedge funds, private equity funds, commodity
or real estate funds, on the other hand it is quite
extensive and includes regulatory mechanisms,
which are not even in the UCITS directive. Be-
cause the UCITS directive is an example of regula-
tion of retail funds, it would be justified to expect
that the AIFM directive would be less strict and
harmonized. The proposal for the AIFM directive
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has been accepted the most negatively by the
market participants, who justifiedly argue that the
European Commission cannot apply single regu-
lation to this heterogeneous group of funds™.

The impact of the new regulatory initiatives of
the EU on the Slovak collective investment sec-
tor is hard to estimate. The market itself went
through a crisis in 2008 and the volume of man-
aged assets decreased considerably after a long
period time. The new UCITS and AIFM directives
can bring a trend towards asset management
centralization in financial centers of the EU. How-
ever, the localization of asset management is not
influenced only by existing regulation, but also by
other attributes of the member countries, such as
the business environment and particularly the tax
regime, both with respect to the tax imposed on
the manager and with respect to the tax on in-
come and increase in the value of assets in the
funds. Proofs are the examples Luxembourg and
Ireland — countries that historically have been
occupying the first two ranks in collective invest-
ment — where both the income on assets in the
fund and the increase in asset value are exempt
from taxes. However, what can be expected from
the new directives is an impact on the activities of
the National Bank of Slovakia as the supervisory
authority. In addition to the need of cooperation
regarding the implementation of directives of the
Ministry of Finance of the Slovak Repubilic, as for
supervision of management companies, regula-
tion based on principles will be extended, simi-
larly to the situation in the Act on Securities. As
regards the supervision of the management of
mutual funds, the main result will be challenges
related to cross-border supervision of the man-
agement of funds, which will require a high level
of communication and cooperation with other
supervisory authorities of the EU. However, the
following two to three years will show what the
precise actual development will be.
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Act on Financial Intermediation
and Financial Counselling — a new

legal regulation

Ing. Peter Kubricky
National Bank of Slovakia

On 13 May 2009, Slovakia’s President Ivan Gasparovic signed the Act on Financial
Intermediation and Financial Counselling, which had been prepared as a part of the
Conception of consumer protection in the area of financial services, ensuring of financial
education and regulation of intermediation activities and counseling activities in the
financial market. The conception was approved by Resolution of the Government of

the Slovak Republic No. 624/2007 of 1 August 2007; at the same time the Government

of the Slovak Republic charged the Minister of Finance of the Slovak Republic - with

a recommendation to cooperate with the governor of the National Bank of Slovakia

- with submitting, until 30 June 2008, for the meeting of the Government of the Slovak
Republic a draft bill, whose subject-matter will be a uniform legal regulation of financial

intermediation and financial counseling.

Another — equally completely new — act is being
prepared in parallel — an act on the consumer pro-
tection on the financial market, which will define
the institutional system of consumer protection
on the financial market as a complex set of institu-
tions for the protection of the rights and justified
interests of consumers, who entered or can enter
into relations with financial institutions providing
their services on the financial market. In addition
to the already existing guarantee schemes, new
institutes — the Financial Consumer Protection
Authority and the National Academy of Financial
Education are supposed to be parts of this system.
This piece of legislation will be part of the above
mentioned conception and will supplement the
enforcement rules of the act on financial interme-
diation and financial counseling.

The new legal regulation, becoming effective
on 1 January 2010, wants to be above all uniform
and common for financial intermediation and fi-
nancial counseling in any financial market sector.
Hence it takes the form of an umbrella law with
impact on the whole financial market. The act's
aim is to eliminate the fragmentation resulting
from differing legal regulations of financial inter-
mediation and financial counseling existing in
separate acts for individual sectors of the financial
market, with regard to elements of a special le-
gal regulation where it is justified by the specific
conditions of a particular financial market sector
or the existence of a legal regulation harmonized
with the Community law.

The act visibly attempts to ensure adequate
consumer protection (in all financial market areas
- insurance and reinsurance, capital market, sup-

plementary pension saving, acceptance of depos-
its and granting of loans), particularly suggestible
and vulnerable consumers and consumers whose
knowledge and information of the functioning
of the financial market are not sufficient to take
qualified, rational and independent decisions.
Thus, the regulation will also apply to companies,
which have provided financial services so far, but
have not been regulated by the National Bank of
Slovakia. These are particularly companies provid-
ing leasing services, hire purchases etc.

WHAT DOES THE NEW LEGAL

REGULATION BRING?

The new rules will also include a separation of the
activities of financial counseling from financial
intermediation. Despite the fact that the content
of these activities overlaps in many respects, the
purpose, for which these activities are performed
differs considerably. Financial intermediation is
supposed to ensure the distribution of financial
services to the customers, including the provi-
sion of information, analyses, expert opinions and
recommendations related to the offered financial
services.

Financial counseling, by contrast, is performed
to provide information, expert opinions or simi-
lar recommendations to the consumer, sufficient
for him to take a responsible decision on his en-
try into a contractual relationship with a financial
institution. These information, analyses, expert
opinions or personal recommendations do not is-
sue from the limited offer of financial services.

That implies that persons who — for example
based on an analysis of personal finance - submit
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offers to customers and enter into contracts on
the provision of a financial services, for which a
particular financial institution pays a reward - a
commission — to them, will not be allowed to call
themselves a financial counsel, but will have to
call themselves financial intermediaries. If a cus-
tomer will want to use the services of a “financial
counsel” under the new system, he will have to
pay for his services.

By creating a single register of financial agents
(intermediaries) administered by the National
Bank of Slovakia, the customers, for example, will
be given the opportunity to verify in a simple way,
whether the respective person has the required
license.

The criteria that providers of services in the area
of financial counseling and intermediation must
meet change, as well. A financial counsel will
have to meet requirements regarding education,
including professional exams, integrity, as well as
professional experience. The provisions are also
tighter for financial agents selling several financial
products from several financial sectors (e.g. insur-
ance and loans). They will have to meet weaker
requirements than financial counsels, but com-
pared to the situation today the requirements on
them will be stricter. Professionalism of financial
counsels and agents is supposed to be achieved
by the introduction of special and permanent fi-
nancial education. Their quality will be verified by
means of obligatory professional exams they will
have to pass.

Another innovation will be the duty to dis-
close the commission. Before intermediation,
the customer must be unambiguously and in an
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exhaustive manner informed of the existence of
any monetary or non-monetary performance ac-
cepted by the agent for financial intermediation
from a person different from the customer.

To ensure that the new regulation has effective
influence on the exercise of financial counseling
and financial intermediation, it is necessary to
ensure a system of efficient supervision. This is-
sue is closely related both to the determination
of responsibility and to a rational definition of the
number of entities supervised by the National
Bank of Slovakia (supervision of only persons with
an independent status, i.e. an own NBS license, is
expected). Towards such persons, the new legal
regulation also determines the extent of informa-
tion and reporting duties in order to render the
exercise of supervision more effective and at the
same time to increase consumer protection.

The act’s aim is not to cause sudden changes in
the regulation of financial intermediation and fi-
nancial counseling to an extent that would cause
aninadequate increase of costs in this area. There-
fore there are plans for ensuring a continuous
transition to the new legal regulation by provid-
ing sufficient time for an adaptation to the new
legal regulation. The National Bank of Slovakia
want to assist this aim by an objective endeavor
to ensure the broadest communication possible
of open questions with representatives of compa-
nies providing the financial services in question,
and by the resulting preparations and subsequent
publication of answers to the most frequently
asked question and by methodological guiding
of the companies concerned to achieve the most
smooth transition possible to the new rules.
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Slovak anticrisis law for the

banking sector

JUDr. Peter Pénzes, LL.M., PhD.
National Bank of Slovakia

The Act No. 276/2009 Coll. on measures to mitigate the effects of the global financial crisis
on the banking sector and on amendments to certain laws (hereinafter referred to as “the
Act”) became valid and effective on 10 July 2009 by its publication in the Collection of Acts

of the Slovak Republic.

The Act is a piece of legislation adopted in re-
sponse to the financial crisis that started to mani-
fest itself more markedly in the financial sector of
European Union member states in 2008. It must
be emphasizes that the adoption of the Act in
Slovakia is merely a precautionary step, which is
supposed to create a legal framework for a flex-
ible approach of central government bodies and
the National Bank of Slovakia in case of potential
threat to some of the banks having their seat in
Slovakia. Last but not least, the Act is an instru-
ment for reinforcing the legal certainty of banks,
which, in a transparent way and in advance, lays
down rules, procedures and conditions for the
provision of state aid to them. Because the Act has
been prepared with the collaboration of the Na-
tional Bank of Slovakia, the aim of this articles is to
present it to the public from the point of view of
its co-author and to point to some of the impor-
tant elements in its philosophy. The article does
not have ambition to provide an in-depth analysis
of the Act or other measures adopted in connec-
tion with the financial crisis besides the Act.

Mandate for preparation of the Act can be found
in resolutions of the Government of the Slovak
Republic adopted at the end of 2008" and above
all the in Report on crisis scenarios and possible
instruments for their resolution, approved by the
Government of the Slovak Republic on 14 Janu-
ary 2009. The draft outline of the Act constituted
the annex to the Report. Based on this mandate,
works on preparation of the draft law began in
January 2009.

In conceiving the philosophy of the act, the
starting point was the fact that rescue “anticrisis”
measures implemented in the financial sector of
European Union member states shortly after the
breakout of the crisis have mostly taken the form
of individual state aid” or a state aid scheme. The
provision of individual aid is subject to examina-
tion by the European Commission; therefore in
each individual case a member state must notify
the state aid to the European Commission and
ask for its assessment. Individual aid was provided
at the start of the crisis in Europe when some of
the Western European banks faced serious trou-
bles as a consequence of the drop in the value of
their assets. From October 2008, most countries

have been gradually switching to a more system-
atic and transparent solution that provides higher
legal certainty to the aid provider and beneficiary
- they have started to draw up state aid schemes,
mostly in the form of an “anti-crisis laws"and pos-
sible related statutory instruments.

The provider of state aid can provide individual
aid within the scheme without its prior notifica-
tion to the European Commission. The actual
state aid scheme must be notified by the state.
This procedure ultimately enables to provide aid
with minimum interference by the European
Commission, which reduces the administrative
burden and enables to state to act more swiftly,
which is essential in times of crisis when an indi-
vidual bank can get into serious troubles in a mat-
ter of days. Conformity with the European union
state aid rules was one of the top priorities in the
drafting process. The Act has been drafted fully in
line with the respective Commission communica-
tions for the area of state aid adopted in connec-
tion with the financial crisis.?

The Act’s aim was to create conditions for
preservation of national financial stability and for
mitigating the pass-through of the crisis from the
financial sector to the real economy. In the text
of the Act, these objectives are incorporated in
Article 2 sec. 2, which defines the purpose of the
provision of aid. In Slovakia, where claims from
granted loans and not securities* are the domi-
nant part of bank assets, the former aim (financial
stability) is of greater importance; it has the po-
tential to enable provision of aid to a bank, whose
stability would be endangered due to serious
problems in real economy. Both aims are in line
with obligations resulting for Slovakia from the
Paris Declaration of the heads of states and gov-
ernments of the euro area. > Other member states
have adopted similar measures with the same
aim®. A legal basis of these provisions is Article
87 (3) b) of the EC Treaty, which — as an exception
from the general ban on the provision of state aid
— provides for aid to remedy a serious disturbance
in the economy of a member state.

Aninstrument to meet the objective of the Actis
the actual stabilization aid (a term used in the Act
instead of “state aid”) that can be provided under
Article 2 sec. 1 of the Act in the form of guarantee

1 For example Resolution of the Gov-
ernment of the Slovak Republic 758
of 22 October 2008 on the analysis
of the economic and legislative
environment, in which subsidiaries
of foreign financial institutions are
active to deepen the protection of
customers, domestic financial entities
and preserve stability of the financial
system of the Slovak Republic,
Resolution of the Government of the
Slovak Republic 829 of 12 November
2008 on the proposal of alternative
possibilities of state action in the
commercial banking sector of the
Slovak Republic in connection with
the ongoing global financial crisis.

2 In the context of the financial
crisis, individual state aid has been
provided in their home countries, for
example to the following financial
market entities pursuing business
in the Central European region by
means of their subsidiaries: Fortis,
Dexia, KBC, ING and Aegon.

3 They are the following non-binding
regulations explaining the procedure
of the European Commission for the
evaluation of state aid provided in
the context of the financial crisis for
the financial sector: Communication
from the Commission — The recapi-
talisation of financial institutions in
the current financial crisis: limitation
of aid to the minimum necessary and
safeguards against undue distortions
of competition (OJC10, 15 January
2009, p.2), Communication from the
Commission on the treatment of
impaired assets in the Community
banking sector (OJ C72, 26 March
2009, p.2). The following European
Central Bank documents were used as
auxilliary Instruments: recommenda-
tion of the Governing Council of the
European Central Bank on the pricing
of recapitalisations and recommen-
dation of the Governing Council of
the European Central Bank on govern-
ment guarantees for bank debts.

4 See e.qg. the 2008 analysis of the Slovak
financial sector, http://www.nbs.
sk/_img/Documents/_Dohlad%5CO
RM%5CAnalyzy%5Canalyza_2008_
4.pdf retrieved on 22 August 2009.

5 Declaration on a concerted Euro-
pean Action Plan of the euro area
countries, approved at the meeting of
heads of states and governments of
the euro area in Paris on 12 October
2008, available at http://ec.europa.
eu/economy_finance/publications/
publication13260_en.pdf.
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6 See "DG Competition’s review of
qguarantee and recapitalisation
schemes in the financial sector in the
current crisis” p.3, available at http://
ec.europa.eu/competition/state_aid/
legislation/review._of_schemes_
en.pdf, retrieved on 18 August 2009.

7 Recommendation of the Governing
Council of the European Central Bank
of 20 November 2008 on the pricing
of recapitalisations, http//www.ecb.
int/pub/pdf/other/recommenda-
tions_on_pricing_for_recapitalisa-
tionsen.pdf and Recommendation
of the Governing Council of the
European Central Bank of 20 October
2008 on government guarantees
for bank debts, http.//www.ecb.
int/pub/pdf/other/recommenda-
tions_on_guarantees-en.pdf, 24
August 2009.

for bonds issued by a bank or a loan granted to a
bank.The second form of the state aid recognized
by the Act is a contribution in cash to the share
capital of beneficiary bank (recapitalization). The
“parameters” of assets, for which guarantee can
be provided, is in line with the respective com-
munications from the European Commission.

The stabilization aid must be provided in line
with the provisions of the Act that can be summa-
rised as follows: non-violation of basis principles
of European continental private law, flexibility,
temporarity, non-claimability and nongratuitous
nature of the aid. In some foreign legal regula-
tions adopted in response to the financial crisis,
there have been serious interventions to the set-
tled rules of commercial law (especially to rules on
protection of minority shareholders) and compe-
tition law (e.g. in the area of mergers), especially
in connection with the context of nationalisation
of banking institutions. The Slovak anti-crisis act
does not contain any such provisions, on the con-
trary, it assumes that potential applicants for the
provision of state aid will prepare for the process
themselves in a preventive way. In other words
under the Act the state has not assumed any
special intervention powers vis-a-vis potential
beneficiaries of the state aid. Article 8 sec. 1 of the
Act stipulates that the bank’s general meeting of
shareholders should ensure in advance by adopt-
ing a resolution that the shareholders’ preemp-
tive rights to subsribe shares are suspended in
case of an increase of share capital as a result of
recapitalisation, as envisaged by Art. 204a sec. 5
of the Commercial Code. Under normal circum-
stances, this process takes at least 5 days from
the day of the general meeting, which can be too
restrictive in a crisis situation. Although the Act
does not stipulate it explicitly, it is obvious from
the nature of the thing that the preventive prepa-
rations of a potential applicant for aid should also
include the adoption of a general meeting reso-
lution, by which the managing board is charged
with a power to issue a decision on an increase of
share capital, in accordance with Art. 210 sec. 1
of the Commercial Code (under normal circum-
stances this power is given to shareholders meet-
ing). Should this not happen, a general meeting
will have to be convened be to approve the re-
capitalization.

As for flexibility, aid is provided based on ap-
plication of the bank. The administrative proc-
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ess of application submission is very flexible, the
only requisite is to submit the application and
several accompanying documents (e.g. the cur-
rent financial statements) to Ministry of finance.
The National Bank of Slovakia is obliged to pro-
vide comments on the application, particularly in
terms of an evaluation of the financial situation of
the bank and necessity to provide help. The time
limit for handling the application by state institu-
tions is very short — under the law it must not ex-
ceed 6 days. The aid is provided on a contractual
basis. To prevent distortions to competition when
providing the state aid, the Act contains several
behavioural safeguards the beneficiary is required
to adopt. Advertising of information within ben-
eficiary’s marketing activities will be prohibited,
beneficiary will have to adopt restrictions on the
remuneration of the management and some oth-
er measures set out in Art. 5 sec. 6. These meas-
ures are all in line with the corresponding com-
munications from the European Commission.

Regarding the nongratuitous nature of the aid,
the actual situation of the bank must be thor-
oughly assessed in order to classify bank into one
of the two categories: fundamentally sound or
distressed. For the former category, a lower remu-
neration for the provided aid should be set, be-
cause the debtor is less risky for the aid provider.
The Act lays down this principle by means of ty-
ing the level of the consideration to the bank’s risk
profile set by the National Bank of Slovakia (Art. 5
sec. 3b) point 3 and Art. 5 sec. 3b)). Under Art. 5
sec. 5, the details on the determination of the
level of remuneration are supposed to be regu-
lated in a statutory instrument to be issued by the
Ministry of finance. This piece of legislation will
have to be based on the corresponding recom-
mendations of the European Central Bank’. For
this reason, it can be expected that for example
the level of the remunaration for the provision of
recapitalization will be around 10% p.a.

Finally, it can be noted that the adopted legal
regulation enables to enter into a contract on the
provision of stabilisation aid until the end of 2010.
If the currently improving trend in the develop-
ment of European economy does not reverse, it
can be expected that the respective provision of
the Act will not be altered by a possible amend-
ment and the whole Anticrisis Act will become
obsolete after that date, thereby fulfilling its pri-
mary function of a precautionary instrument.
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crisis (fall 2009) on the Slovak financial sector.

Long-term practice of on-site supervision in
banks has also provided a new impulse to local
inspections in other financial institutions and has
led to a better and safer operation of those insti-
tutions.

Overall, the integration of financial market su-
pervision can be evaluated as a very successful
step that has contributed to an increased stability
of supervision as well as to the capability of taking
the necessary steps for further strengthening of
stability. Evidence of this is also the fact that the
domestic financial system was affected by the first
phase of the financial crisis only minimally and its
ability to resist an adverse development in further
phases is high. The financial system thus consti-
tutes a stabilizing element of Slovak economy.
During the first phase of the crisis, the Govern-
ment of the Slovak Republic evaluated the steps
of the NBS (and the Ministry of Finance of the Slo-
vak Republic) and stated that efficient measures
had been taken to ensure financial stability and
customer protection.

The financial crisis has brought new challenges
for financial market supervision. Competent per-
sons are looking for a regulation and arrangement
of supervision that would prevent or at least miti-
gate possible future crises in a globally intercon-
nected world. The European Union charged an
expert group, called the de Larosiere Group, with
proposing solutions. The group brought solu-
tions, which can help to cope with the crisis, if it
starts to spread, but in my opinion they are not
useful as regards the actual breakout of the crisis.
The current crisis has basically two reasons - in-
correct political decisions and weak supervision
at the local level, which has been unable to force
financial institutions to detect and recognize all
risks to which they expose themselves. The pro-
posed solutions can correct some wrong political
decisions, albeit in the form of a recommenda-
tion, but they do not contribute to a significant
improvement of supervision activities at the local
level. In addition, no integration that would lead
to better knowledge of the risks in the financial
system is being proposed — but here one of the
reasons are past political decisions, which have
decided that the insurance sector will not be sub-
ject to ECB supervision.

| believe that a strong supervision at the local
level is the key for maintaining global financial

stability. Such supervision must have such pow-
ers and conditions, which enable it to contribute
to the maintaining of financial stability in the re-
spective jurisdiction. The Government of the Slo-
vak Republic has borne this in mind and charged
the Minister of Finance in cooperation with the
governor of the National Bank of Slovakia with
ensuring that such European legislation is be-
ing put through during discussions at European
Union bodies, which does not weaken the pow-
ers of national financial market supervision. The
financial sector in the European Union is currently
quire heterogeneous, particularly in the area of
services to households and small and medium-
size enterprises. There are various barriers — from
the language barrier, through the definition of
security interest, Cadastres, bankruptcy legisla-
tion, to various definitions of insurance contracts.
Hence, the environment differs in the individual
member states, and local level supervision must
take that into account and has to have appropri-
ate instruments to cope with the problems. Pre-
cocious full harmonization of the environment
can be therefore counterproductive, because un-
der certain circumstances it could lead to a situa-
tion where local supervision fails to stop adverse
trends. Similarly, leaving the decision-making on
disputes between home and host supervision to
the representatives of all supervisors will not nec-
essarily bring about optimum decisions, particu-
larly because the decision makers will not bear
any responsibility, so that their decisions might
have various motivations, not only the concrete
substance of the dispute.

The Financial Market Supervision Unit has
gained a good position within European super-
visory structures. Despite the above mentioned
objections and doubts, it is indisputable that its
importance will increase in the future. Therefore, a
great challenge will be to ensure a representation
of the NBS that will enable it to influence deci-
sions of those structures based on the strength of
the argument. However, small host states have no
other possibility to put through their own needs
in the fulfillment of their tasks in the area of main-
taining financial stability vis-a-vis the interests of
supranational financial groups and home states.
Of course, a solution for the future is a fiscal un-
ion and responsibility for financial stability in the
whole European Union resting on the shoulders
of single European supervision. But for the present
that is only a vision...
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