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1. On-site Inspection: GDBS staff is expert, not only in finsncial adpsis (as is 
presently the ease), but also in analysis of how adequate tbe banks' risk 
management systems are, in light of current and foreseeable risk5 that the bank 
faces with its cumnt and pmspective range of services. Written examination 
procedures place greater emphasis for the risk-management system. Tbc 
"CAMELS" and "report of examination" - for each hnnk examined - reflect the 
NBU's evaluation and mommendations for cormtion of any wea- found 
in the bank's risk management system. 

Working with the Risk Based Supervision TPrL Force (Task Force), assid in the 
&velopment of courses, impiemenkdion and delinty of the RBS buiaing phn (a s h e i  of 
the RBS implemeDlorion plan). The RBS lntining plan rovers the reminder of the 
ccrlcndar year 2003 and aQ of 2004. Ad.irorr: Antonom, A& NBU Cburcrport.- T a d  
Force 

According to the RBS training plan developed earlier, technical training for vaioas (who will 
deliver regional RBS training throughout 2001) staned on November 10 and continued for 
two weeks. At this time. the pilot seminar for GDBS Central Office pcmne.1 u s  schedulad 
for Febmary 2001. Bearingpoint RBS mining was coordinated with Dutch Grant training 
events. and as a result pofential RBS miners from the NBU will be scheduled to attend Tmin- 
the-Trainers courses organized and delivered by Dutch Grant af thee different locations. 

In the meanwhik, BearingPoin1 continued eoursc developmnt effom, and assigned advisors 
and counterparts responsible for the development of particular tours corrponenh and topics. 
This effort will continue thrarghout w project duration. We envision different i n s m o r s  to 
participate in each of the training seminars. thus organizational efforts will be an ongoing 
aspect of this project. We coordinated course delivery and logistics with the NBU's 
Personnel Depamnent and the GDBS Training Unit Manager. Ms. Tatyana Khimich. 

Working with the Task FOM. Lnprcunl the reco*~dLd ~ ~ L a l r l r  (dnrropd in 
September 2002) to review chapters of the O& Manmi lo focus and rnplrmiu the 
evahdon  of banks' risk ~ c l l l e n t  sysiem and mn&s of fhe Risk Assessment System 
(RAS). Begin the muu of chapters basedon an q p r o v e d  (by Task F o r d  sclrcdvlr. This 
pmcess wil l  conlinue through 2004 and inlo 2W5. Adricon: Lndo&hinq Bmrmo.ic4 
Blimling; NBU Counterpul: Task Force 

Bearingpoint. Inc. 1 
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Since the Risk Aswsrmnt System (RAS) i s  lo be oflicidly qprovcd in early 2004. thc Task Fact 
(primarily lhc Small Working Group) has f w d  is work on fwthcr devcloptng lhc RAS. Thus. thc 
irnplemoratim of lhc m i c a  whedulc f a  ihe Omite Manual is postponed until lhc befinning d -Y1OI~ 
In lhc meantime. bob Ukrainian and English versions of lhc Manual mrrc rcvicurd and adjwed in 
a&r lo properly minor each other. 

Finalize changes lo the Re* of Emmiadon, CAMEIS Policy, Sqxmisory Slm&gia 
d &r ronunvnimLion todr lo rrflra the results of RAS Advisors: hhlmh, Blirlty 
Wilson; NBU Countetpati: Task Force 

The final draft of chc Risk Aswssmnt Splcm w compkcd a h  lbe TniMhcTraiaas s d o o  bcld 
in November. Per NBU's &cision. thc RAS will be introduced as a vou~r  smioo d Omilc M d  ~~~ ~ 

in early 2004. Such smiw wi l l  bc rnrodolay f a  examiners to ust'tnd wil l  have t im id  cffca oo 
bank in case a dcfic~ocy is famd as this remains a pilm pmgnm In dditim befac O*o& BJN. 
thc R g i d  cxatniners will have to submil to thc Task Fora lbeu commnls lad suggesciom lo fine- 
lune the RAS and suppm i t  full impkmacuioo in 2005. 

The Repon of F.haminatiw famar will remain unchimgcd dl thc pila popam acrs is coupkb .  
After every risk-brsed exam thc examiners wiU pmdua vpante m m m  for each risk cruga).. 
togetha with -mew f M m  and risk matrices supporting thc cmlusionr T k  rrrm fa sucb 
&isiooisthulbeNBUhaswchdac~touwthcpropDscdRepmdExlmioiiooformr)Ymy 
examination. Such tests will be done during mining md follow-upeumiortioos. Cnly afta NBU has 
collects practical experinve in using RAS thc d m c n l s  lo Repm d Examinrtlon wil l caoc intc 
effea 

The technical mining for thc pacntial inmuctors of RBS seminars was hcM Novembn 10 Ummgb 
Novcmbu 21, 2003. Twmy pvlicipanls f inisid ihc seminar. Courv nwrirlr iochdod b r f  
pmenurioos on Risk B a d  Supnrision. Risk Managenrol Syslems. Caprme Gorcraraa lad 
included coropkcion of an eumivc caw study. 

The RBS pilot seminar fa GDBS pmoanel whcdukd fa k m b a  -XI03 mas prmpomd because of 
&lap in dcwbpion thc Minimum Guidelines f a  Risk Managemcot Sywems in Commcrcid Bank 
TheMay gave &pringpoint and h e  NBU sufkient time lo &lop &c mmc fama d 
mining a d  f i n d k  dl mining rmrcri.ls. Tbc seminar lkn s h e d  f a  ~ e x l  quuur. 

We prcwotcd ' Som lo lbe NBU on lbe Onsile Mand review. focusing a. lbe fdiovh: 
I) to publish and psnically impkmcn~ ~ f r  c m  devclopcd artia. used informrlly. b u  not 
officially dopcad; 2) lo expand lhc ~ i t e  M a n d  inlo a Banking Supenisim hlrrl s p a c i f ~ y .  by 
including r cbuplu m Ofkite Anr ly is:  3) lo review lhc Manual in a&r lo makc thc vrrmodogy 
coosiucot with the Risk Assessmat S w m  and Policy Guirklincs f a  C o m v e  Risk 
Managemew S w m s  in Bank. and. 4) to makc wtnr lhm c q n n & e  go- priocipks uc 
adequately mflencd in thc Manual. 

Continue to asrid the Tmk Facr in rhr impIcmenMian of RBS bo**.d @an Adrir0.1: A l l lo raq  
A& NBU Cor~erpur: Task FMC 
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Our project is in constant mntx t  with the Task Force In our discussions during acb  of the risk-- 
supervision seminars. wc arc assisting the members of the Task Face with areas of porwhk 
improvement in the risk-bawd supervision plan. We have m f u l l y  cmphmcd  to t k  p m k i p n e  of 
risk-based supenision seminars conduclcd in Kyiv and in regioas lhat the risk-basal -mot 
system and risk-- s u p e ~ s i o o  plan is a waking document. to be viewed as a living Qcumcol. Tk 
seminar parlicipants havc ex- a desire f a  morc ddail with the risk trwssmcnt splcm and we arc 
explored ways to arsia the NBU to give morc dctlil. wi~hout nuking the documcot t m  lcophy. 

Conhame rlu &nlopmeN #the Onsde Manual and &r supervisory fodr Assist ia Ur m- 
of mired  C-o of the Onsite M d  Adviron: Lodokhiw, Baunorirh, B k h g :  NBL' 
Coumrpnn: Task Force 

We dclivucd rsommnduions f a  a quality asmawe h m t i m  withio tbc Banking Supuvisioa 
Depvtmco~ and continued to discuss the rok and fuoaioo of the off-sia rollysu Akbough the oo- 
site insperton have a dnaikd manual to follow in their inspslim poccss. the 011-silt atbalyat do m 
h v c  a policy guidc f a  their goals and general rrspwsibiliticr This is nitid la risk-brPd 
supnvisim to dcvclop pmperly. 

2. Offsite Analylysis: MIS reports modified, based on (bc risk-nt 
methodology. External audit results incorporated into the supcRisory strategy 
of banks. 

W e  did not perform activities in this un during this quarter. 

Tk NBU Baprd of Dirrctm +moved the risk assess- system m Msrch IS. M01. Cumaled lo 
chis .ppmval porrss om advisors have asskid the GDBS with various q m i m g  and i d m m t k a  
changes f a  MIS, iacludmg the supavisay sb.lCgy document and LhC Bank h e r .  Tksc c h n - s  
arc being discuswd in conmtion wich our risk-basal supervision semi- in the We uill 
continue to assia t k  GDBS with  tomma mad at ions fw  mmagmuryanr~ informrioo rcpau 
throughout t k  year. 

B e a ~ g P o i n I .  hc. 
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3. Licensing: Requirements for both rewwal and w w  bank licenses are 
changed to require risk management systems that meet NBU standards. 

BV se~tembcr 30.2003 
Conrinuc work with the Legd Lkpuancnt in the drvelopment of o kasimg/rmre*orlr 
needed to ensun commercial bank oppmpriatety address the Risk Monogemea~ SJSICI~ 
fundions nf the time of licensing. Advisors: Ggenluimer. Tebchko; NBU Connlerpvrr 
NBU Legd Lkprtmenr. Parkhrnenko 

Lhah amendmenu lo the IAW on Banks and Banking have bao dcvelopea Anicks 17-20 &bcs 
isms related to licensing. The urrndmnls arc to be considered during mund ubk diyxnsiam w i h  
thc Legal Deputmnc by Dcccmbcr 31.2003. 

DIX lo rc~vlm beycad our c m l .  wating gmup m rmcodmcna to BBL rchvd lo issues d Risk 
Management sysccm (iacluding sddrcuing the RMS f d m s  a thc timc of licensing) Ins a* brca 
formcd yet and i t  is supposed to s m l  iu n i b i t i a  only in u r l y  2 W .  Pkax scc conumrm in Seclioa 
5 "Legal isw". 

Assist in the d c v ~ e n t  of nrnendrnenls of qrop ia rC  licensing mguktbu lo irprcunl 
revised lows. Advisors: Gegenheimer, Telgchko, B- NBU Cornlemzr#: NBU L*pl 

Our *gal a d v i ~  continued to advise thc NBU waLing groups on thc banking h w  a d  imp*mmling 
regulations. p imv i l y  in thc arca of rcM pucies to banking opartimr The piocqal ivmr d 
cmccm arc amendments to h e  Law w Banks d Bmting AEcinty +r i t  pauios lo: 'd 
participants- in banks. the concept of 'beneficial ownaship.- and rrlucd panics. Muism ~PIF nr( 

with M* Ivaneoko. Mr Farba and Mr. Noritoff lo pmeol idev and sugecuions la po~idom tbu 
we believe thc NBU should advocate in h unmdmcou. Advisas have a h  a l ~ ~ ~ d e d  workiag gmup 
sessions with NBU rcprrwmaivcr and rqesmdAver horn thc B v l h  Arrociatim lo disc= thc 
pmpmed Ymodmcas. We uc motinuing lo w a k  on fhcv item a well as pcpuing fa dircuni  
later on audit rrqldrrmcnu. baak cwpantc pvamme. d mnrdiducd supavision. 

4. Organization a d  Stamng: Supervisory p e d  arc Iraimd in risL-bascd 
management. The organizational structure of the Bank Supervision Deprlment 
will be reviewed and &nged to refkct the evdution of risk-based mam&ment 

Bv September 30.2003 
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Work wifh the Task Force, NBU Personnel, and Workl BoaflDutch Cmnr p+d in 
developing and impIcmenting RBS tmining lo tugin in h e  2003 and concinue thmmghold 
2 W .  Advisors: Antonova. All; NBU Counterporr: Task Force, .VBU Personnel 
Dcportrnent 

Organization of course &livery and logwics wrs ccodbaed and discussed aitb rbc Rawaacl 
Department and GDBS Training Unit. The NBU Perscanel Depuuoca md W B S  arisud 
BearingPoiot in wkt ing RBS insuuclorr fmm the NBU. Thc pasons sekted rill also be expmcd to 
ltlcnd Dutch Cnot's Train-che-Trainers course (RMl lwon Skills). Technical aaidng fa che RBS 
uairris was compleled in November 2003. 

Continue efforts to ogcrniu and &liver wviou vorldsiudy and buining qrpomrrilia h 
Pdand and the Unitrd Sues .  Ad.isors: A~onorq- NBU Cmuterpuc: Inuenko, NBU 
Perso~ci  Dcprrtnunt 

A p m p d  wrs provided to Mr. Purhtnriov on he sckaion of GDBS pmrmrl mmbas fa sudy 
t w s  in rbc United Slam. 

With BearingPoin# advisory assisllocr. Ms. Ivancnto. Dcpu~y Dirccla of thc Gaml Depamm of 
Banking Supcwision. panici~~~d in the course &velopmol of a xmiou (-&a Rrtices of Ch-Ste 
Examinations: Regional Experience rod ChalkngT fa CEE and fonm Sovie Unica d 1  
organized by tbc Training Initiatives f a  Banking Supenision (7lB.S") of rbc Nuid  Bad  d 
Poland. Tlis seminar war held during che wcct of November 17. 2003. Ms. InocoLo made 
p m n l v i w s  on the Ukrainian bank supmision experiences wd chalkngc$. 'Ihree aba pmnrs fmm 
the GDBS also anended tbs fmrm LkanogPo~nt  VIM coot~oue to work closely w ~ l h  ihc NBl md 
TlBS on fm6-e tmcs lor xm~oars and c m ~ e m ~ o n  a w n m  becweca the NBU and TlBS W e  rc also 
considering a f & r c  bip for che GDBS Training Unil Man8gm to visit TlBS fa thc prpm of 
discussing bew panic=. policies and appoochcs to aplniring a self-suff~cimt rod eIIeahr Mning 
function f a  the NBU bank supervision area. 

FinaIize proposal lo provide English *tsorrr for fvlYrc prmidponLI in U.S.dmd 
workfsludj progmm. Advisas: tndokhina; NBU Gmnterpuc: F a b a ,  Iwanrnke, 
Puthkayov 

This issue bu proven to be politically wnsitivc. and i t  was decided to poapaoc Eoglirb c k  uml 
the GDBS managemot specif~ally requcsls assistance fa rbc pMicipaW of the Sldy tour. Thc 
candidates uc to be x k c d  by the GDBS mvugemmt and in compliance witb criteria stiplllvld in 
the propowl mcntioocd above. 

Continue the drnlopnrtd and i.lplcmcntcrtion of RBS tmhhg pmgmm Adrirar: 
Antonova, A& NBU Countrrpart: Task Force, NBU Pmonnrl L k p m l ~ ~ r r l  

Training macrialr wcrc dcvelopd and "training-d-4nim-s" CT07") fa RBS ra & l i d  in 
November 2003. A gmup of inslnam fmm Kyiv rod regins was xiad by rbc NBU and 
&uiogPoia to assist in thc future impknmnalim of RBS mining. During rbc n u t  qumcr. 
&uiogPoia will focus oo famuting mining materials and on rbc denbproca of rbc bca deliray 
mscfianismr - c o m b i ~  of midance and classmom mining Sefccted individuals fmm TOT poop 
will be heavily involved in he dcvebpmnt and then in the &livery of t k  RBS hainink Thc f i  

=ion of RBS cnining was colductcd in Fetmmq. r e g i d  training will commcocc in Mvcb 2004. 

Continue r f f d  to orgoniu and &lipcr scrriou wark/rt& andtmimhg olrpomnmcr 
. . 

in 
Pdond and the Unaed States. Adsirors: Antonotn; NBU Countcqmrt: Iwrunko, NBBU 
Personnel DcpcuDncnt 

March Za)l 



Ukraine Bank Supervision Developmcnr 
Coiurmr #i'CE-100-99-00006-00 T01827 
Quarterly Repon: March 3 1.2004 

In Novembci 2003 sevnal senior managers of the Gaml Depucmcot d Banking SIlpcrrirjm 
participated in the seminar "&u Pnct im of On-Site Examinations: Regiau l  &pmcoa and 
Chalknges" for CEE and former Soviu Union countries organized by the Tn in iq  Lnitiatitircr fa 
Banking Supervision (TIBS) of the National Bank of Poland. Ms. Irurob. Depuy Dirma of 
GDBS. delivered a training sessioo on the Ukrainian bank supcnizim erpa imc and chakngcs 
GDBS used this opponunity to discus future c m o n  bawocn W S  and the NBU. BatingPwa 
wi l l  continue to facilime cooperuioa between the NBU and the NBP in the area of delibuy d the join 
lraining pmgrams. According to the NBU MO1 training plan. W S  iosuuctm phn IO &lim a scmiav 
on the Polish expaiem of risk-based and consolidated supcwisioa. In ddition. BuinpPa'n is 
discussing with TIBS a pential visit of the newly appointed Banking S-ion Training Uait 
Managu to nBS lo discuss bew approaches to organizing an eflicicnf training fuoaion fa W m g  
supewisiw area. 

&aringPoiM frcsend lo the NBU the tist of inGermtiond training courses orgrnircd by OCC fa b d  
supervision expens f a  2004. 11 &sited by the NBU or the GDBS. &uioepaa will f d l i w c  
participation of expens in t h e  US-bad mining sessions. In the muowhilc. Baia&J'aiot wiU 
continue to look into qpxtunitia and p m s i b i l i i  to organize rod &liver a audy t d e e n 6 k p  
p g n m  f a  GDBS cuminen io IIU United Slates. 

As& and farilitotc the orgcrnirrrlin of English ksonr for fnlnre par&+uh in U.S- 
based work/* program. Adpiton: b d o k h i ~ ;  NBU Cocmlcrperr: Faher, 110)1+nko. 
hrrhkayov 

Please see above (September 30. M03) for commrms in this ma. 

Continue lhe dnclopmenl and implrnemmhn of R s S  #minims pmpnm. Ad.irar: AI: 
NBU Corlterprm: Task Force, tVBU P e n ~ n e l  Dqumd 

During the fim q w r  d M04. we have a s s i d  the RBS Task Facc with &livay d five risk-bucd 
supcrvisim seminars. Thc seminars were k l d  in Kyiv (2): and Zrpairhzhya C b a h r r y .  ud 
Daipopcoovsk. Over the five courws. we had an acimared 70 W i p a o l r  lk puricip~ar uac 
active in discussions and have voiced their concerns, porihve and negative a h  the ma. s p c m  T k  
participvlls M d y  cautious about ihe u m u ~  of subjectivity in the new risk-bad scpavisim 
svstcm and their rcsultant abilitv to deal with the commrcid brnks anned mlv  w& ooinioa. All 

plans to b v e  as m y  as 16 seminars w chc ocw system. covering the majority d i h e  m g h s  

Rrticipanls in the semionrr M amaocd about the degree of subpclivity auocia~ed with r i s k b a d  
supervision Tbc forma regime. d compliance-bad suprvirioa wn urgasd at simply verifying 
compliance with detailed d v e  requiremews i s s d  by the NBU. lnrpedan M mac c d i d m l  in 
k i r  discussion of findings w k n  the inspeainn g d s  M mom obpco've in -. foratsing no the 
banrs complillm with pcac9blishcd famuLr When a commcrcid h k  wicb a famula, 
inspectas tnow exrt ly how to proceed. Wheo a lnnk disapus with r snbjmivc jdgmmL the 
inrpeam M las artrin. Tkis i s  an umhsadable reaction a this c h ~  in dm. Tk m t - b a d  
supcwisioo seminars ill- IIU usociaed with maely vaifying compliacr wicb 
d v e ~ ,  as opposed to uodastanding and vt ing oa a W s  risk *I*. In aseace. q u v i s k  is 
assuming a more -pmadive" stance. Nhcr t h  "rrrtive." lk iarpectm uadasund md agree with 
the new -ps: howcm. they do have valid ~ommr d a bant's ractioa a their subpclirity. Tk 
NBU reahcs that risk-based supervision cannot be impkmmted ovcroighl and (hY fm is  prccic+ly 
why an impkmcaucioo phw is plroned The accompanying risk marpmmt  @Mia should dso 
provide guidance to inspectors and assist thcm with r id ing their decisions on banking risk 
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lnspcclon are concerned about thc wmpkxity of risk-based supenision and arc uanied hey do m 
have enough mining lo properly follow and implement the risk-based supa\ision prim& I k  
h d a y  seminu invoducing risk-based supervisiw i s  not mough to fully .gasp each of thc risk areas. 
These concerns arc again acknowledged through a m i t i o n  a impkmcnlllim phP for risk-based 
supervision and risk management guidclincs f a  bank. Lnspcclm m w  aro he righ lo makc 
subjccuvc decisions and this i s  typically accomplished m h  uracr dc- planning and 
fonnal and informal training opponunitia. The NBU is establishing la vcrcdiwioo pocar and 
~ ~ I C U  &vclopmw plan for banking supmisus. which will iocorpoRcr a f a d  maining schcdu*. 
Thc thrcc-day seminv i s  nor a compkte dixuuiw of each iodividual risk ama of baking opauioar. 
I t  is only an oveniew of the risk aYasmca system The sisfcr popn ltrough B m k W d  is 
implcmnting a mining program on individual risk uus. 

Continue eff- lo organize ond deliver sariour work/s ld~ a d  tmiaiag 
. . 

u 
P a  and the United Yolrs.  Advkors: Anfonowr; NBU Couterpur. Ircwmko. .NBU 
Personnel Deporhncnf 

BearingPoinl dviwwr have r t i w l y  coordiaved r m - w a k  discussion bawen cbc N a b d  Baok of 
Poland and thc National Bank of Uknine on he tope of risk-based supaviriocl. Gcoarl agicama 
ha been rrached on chc agenda i tem and the pmms to be involved: howmu. timing retrains aa 
issllc. The National Bank of Poland wil l  w v a  all costs of omaids pqmnlkm and spatas Tbc 
Nuiwal Bank of Utnine will corn housing d s .  USAW. lhmugh BearingPoim. will cova 
tnmpawtion and inkrprrcation. This rndy visit w u  originally schcdukd fa thc i.a we& of Ma).. 
howcva. this due i n v r f c d  with prepPnrioos for thc next W S  coune to be dclivmd during he fm 
wak  of JUIIC. As a mull. we have   en la lively agmd that this study visit will lakc pboc in September 
of this year. with p c ~ n s  from Poland visiting Ulninc. 

As risk-based snprrvision ir irwbpd w&bin the GDBS. makc raoourrldiw lo 

managcmenf concerning porcnbhl changes in orgcvritdional stmawr. (Cadnudim 
/roo1 year I. Advisors: B h h g ,  Wilson; NBU C w n l e ~ :  .%la& PusMayow 

5. Lcgnl Is-: Elements of tbe legal lrnwwork arc hutbcr elaborated which 
deal with different aspects of the banks' required system of risk mmqumnt. 
In particular new implementing regulations are developed requiring risk- 
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management units and board-approved risk limits within b a a  A n  ameodment 
to the Law on Banks and Banking is developed to require tbe internal auditors of 
commercial banks to report to the Supervisory Council of heir bank (tatber 
than, as currently required, to their Board of h f a n a g e m e n l ) '  

Worting with the GDBS and NBU Legal Lkportnvnr, ass& in the i r b p , e n #  ef 
amendments to the Low on &mtr and Banking (and re&& laws) in ordrr lo hpon the 
legal fmnuwork for intpLmenCing risk-bcrred snpewiswn a d  rorponre gonmmce in 
lmnks, using as a lwis the idenlifird in Year I. Advisors: felychko, Gegenheker; 
NBU Coun~erpart: l w n c h ,  NBU Legal acpmanCnl 

S i  he NBU has decided to submit kin propovd uneodmmk to he l a w  m B a b  ad Btnlj.8 in 
segments divided into defined topics, extensive working gmup meetings d c d i d  IO spccifii iswa 
have been Eonducled and will he c o o d w d  lbrmghwt this year and ext year. 

Th firw two working groups Lhu tmk p laa  in July-Augw w u c  ckdicaced to exland audit and 
beneficial ownership cooaeps. W p . a t s  of he working pups have n+pud nnoy of ocn 
mmmcodaums. Even though che hnguagc has heen ccoosidmbly cbsngwi rpp~orimuely 80% d 
che underlying cooccpr were raLea into coosidauioo. T k  propovd lmcodmcllts sc to be .ppoved 
by thc NBU Council some time in mid-Onober rod submined to che Rada 

Continvr lo assist in the drvelapnunl of aiaendmenh lo the Law on Banks a d  &ding 
(and orlur h). (This is in linc dfh the Yoaprrhensive Progmn for the acnlapncnt 
of the Banking Indvsby," which M a  the NBU wil l  s m b d  s r g g d d  mvndncnrr to the 
Rada by 12/31/03.) Advisors: TeI~~hko ,  Cgenheiaur; NBU Comterpmr: 1.111vnk0, NBU 
Legal Lkpamnenl 

W e & v e l o p c d a n d d i s t r i ~ t o d I c a r c m e d p u t i c s w i t h i o c h e N B U ~ ~ o o  
amendments to BBL in area of corpauc governance and risk-nunagemcot s y s ~ ~ o a  a wen a in ra 
of coosolidatal supmirim. 

Mr. G p h e i m e r  and Mr. Telychko held d n g s  uilh Ms. fiber. Mr. Novikor. Mr. Urvov ad 
M h c r L r y p c ~ a r r l t o d i x w ~ v s w r y M o d m e ~ c s t o B B L d - f a u , a r b e r p o m z r d  
making mrndmnrs .  Th major poMcmr disphyed uc: I) pliDicll rrams: 2) iacrapl c d b  
between the Lcnal Dcauurrnt and od Gcnen ln~  d Bank SSlrrrvisiac 3) ovalod d tbc NBU 
legal dcputmmi with'& wort whik bsrmabsrmarrsolm;c. yc imu&t: 4) smrnml cbregcs rilbi. 
he NBU 4) ~ n ~ m t i m  to involve crmmacid banks in ihc pavrs d d i x u n i o g  puposui lmmdmcoa 
to che law (thou& it is oeoessary s i o a  ~MCRSIS d brolriog community rrc sumgly pcrcned ad 
lobbied in t k  Parbuncot): 5 )  chsoger in lpporbcs relavd to forming p r k a g d s )  of .mmdmcoa. 
Due to above m m .  the work on urvrdmcat rehccd IO barticill ownaship coaap and e x l a d  
audit is na finished y c ~  h u g h  rekvad working groups sancd cbcir rtivitier in uunma 2003. 
Waking groups 00 & i s u a  were na formed ya 

'Thisscctimcrlls f ache impkmmut imdncw hwsadrrgu l l iom.ad .mmdiagcunca~  
We feel ha! a lhomugh rcvicw of d l  patina11 hws  and rtguhtions akmg wilb full agree- ad 
coopenrim horn NBU Bank Supuvisioo rod Legal Deputmcok yc amcsrry before i- can 
I& plxe. M f o r e .  he mud impkmmcptioo phase may mly be roomplisbcd i(tacamidcnMe 
r a u r e h  and c o n r W m  with NBU n n n a p m ~ t  rod mff, and the banking idustry. Our assisma in che 
denlopnrnt of Laws and Regulaiims will coincide with the NBU Comprchmsivc Program of che 
Devclopmcnt of the Utrainian Banking Sysvm. 
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As o f  late December 2003. th NBU decided to provi& rrcommcndahns on amendmews IO BBL in  
one comprehensive package that would incorporate recommendations relrvd to bnrf~id mvnxhip. 
audit. corpave governance, risk-managemnt sptems (including addresing RMS in- u the tim of 
licensing and reinforcing the NBU authorities) and possibly consolidated supmision. The wartiog 
p u p  & d i d  to t h e  issues is s u p p d  to uarr operation in  d y  200J. I t  is expmed tlpl actual 
amendments to BBL will not take place until end of 2 W .  

1denn;fr NBU reguLdiom Uud need uprhtiag as a resudr of pnuage by the Rmb the 
package of h w  mnendments subnritrcd in December 2003. (Qfwurr. this assumes IM the 
package eddy is s u b n d t d  by IU31/03, and that the Ra& actw& pusrs il or parses 
something Uud ~c(1sonabIj resembles the package..) Advisors: Telychko, Ccgeaheiaer, 
Bdaka,- NBU Connlerpart: Imnenko, NBU Legal Dcpomrc~ 

The Pmmdmcnu to thc Law on Banks .ad Banking Activity have m ya ken f d  fa sllbmisdoo 
to the Rada See h v c  for a discussion o f  the remaining conteaiour ivm coanning m k d  prtia 
to banking opcmims. Nondtless. our k g d  d v i r o r s  have identified scvarl rcgtllriaar cbY ony 
need to be amended once the law has been parsed. assuming i t  will conuin thc wggened .mmdmcolr 

Roridr s& s u ~ e s t i o ~  for meruhera lo aistimg NBU mgmUbu, a jw M nlJdau. to 
implemenI raggeIlionr in ceuvrlion d h  jirdindr of pniow qmmiax. Ad.M: T+hko, 
Ccgc~heimer; NBU C0.111crpmt: Imnenko, NBU k g d  Lkpanaenl 

1. Compliance: NBU CDBS develop a plan for compliance with the new 
regufatioos on risk-based supervision. 

Diwussions w e n  held wiuilh k y  mmbm of  thc Task Face oa bow to pocccd wi& thc 
impkmcotvion d the compliance plan. Mm rpccific danilr d Rawmadaianr wil l  h 
forthcoming i n  the nrxt quarIcr. 

Co&e Working with the Task F o m  to fk& L n p t m r M  the eorpdionn pku by 
Lkcember 31,2004. Advisors: Bibding, WiLcon; NBU CosnImpi: Task Force 

Discussioos wm held with Ms. hbcr cooaming impkmcnwion d thc Risk Bacd Slpamm 
. . 

initiative. Howcvcr. due to continud pusonncl changes within thc bank s q u v i s i i  m d 
extensive holiday kave for major conuibutors to h e  initiative, link was formally decided. Ms. hbcr 
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intends to begin the use of the Risk Bawd Supenisim appro-xh in 2004. buc will na be abk 10 w o r k  
out all the details until u r l y  in January. 

Continue working with the Task Force to /urly hprCmcrrt the c o q h n e  phn by 
December 31.2004. Advisors: Blinling, Wilsorr. NBU Connferpvl: Task Faer  

Oo March 15. M04. the NBU's Boprd of Govcmon p s c d  the "Resolutim Cb the April of thc 
Methodological Guii l incs f a  Bank Examiouioos. T i s k  Arre*tmcnc System" Tbc find documm is 
amached to this Rpon as an appendix. Scvcnl m m b m  of NBU rmia manapmot wax w a b ~ g  m 
their support o f  the new systcm; however. the NBU Chairman fully wrppared Ibc coacep Chu most 
critical uxlntcrpan in this effm is Ms. Svi~lana Fuba. and ow projcn has dcvacd 

to assisting her with developing pmpa ugummls in fava of risk-based rupnirim Wc 
cmtinue lo participate in bankds meetings rcguding cbc recommdalbm fa tisk m a q a m a  la 
uwnmercial baoks. 'Ihis documnl is also nearing its compktioa and will proride a h i g h  kvel of 
banrparrocy of cxpeslatims lo the c o ~ i a l  bank 

Continue working with the Task Forre to jk& h p h w n t  the amplium p h  by 
Lkcnnbcr 31,2004. Advisors: Blimling, Wilson; NBU Chmtcrpnrt: Task F a a  

2. Diagnoslie: NBU Bank Supervision Department (GDBS) reviews tbe main 
products and senices of a sample ot the two ikrs ot w r  banks (about 25 
banks, accounting tor over three-fourths ot banking system asets) and a s s s s  
the types of risks relevant tor each. 

Assist Task Force in dcyclopinr a process that will allow the GDBS to ra*ra* timely 
infkmation on existing and new produrn that commercial banh on-. A r h L a :  
Blimling, Wilson; NBU Counterpvr: TPrL Force 

We have developed a risk mamix for use in our RBS mining seminus IM ac@zes b.nting r i s k  by 
risk category and by pmducl category. This will be uud as a guide fa the GDBS dcocnbiy new 
prodwls and S+TVKQ. and the risks in)mnt in each. We will du, ilrapow annxheals lo tbc (k 
Site Mand for new produns and mim fish. 

3. Template: NBU BS develops a template cove* tbc panoply of r isk ,  and 
describes the key elements needed tor an effective risk nmaycwnt system 

Assist the Task F o e  in j k k h g  the ikciing of the Risk Aurrucnl S J ~ L ~ I  (RAS) and 
provide a draft of pohj guidelines for Risk Managemel Sys&nts in Bonb. A M :  
Blinding, Wikon, Vance, Lcrdokhbq NBU Counterpmr: Task Force 
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The Risk Assessment System (RAS) was finalized by thc Small Worting Gmup of the RBS T a t  
Force. based on the mults of its pilot bank tcaing and funher discussion by thc T a t  Force. a ucll as 
taking into considention comments and popowls of NBU branches and commmiai b a n k  Thc RAS 
is ready to be approved by the Task Forre and thc NBU Board of Governors. A rmpr change is che 
maging of the Operational and IT Risks into an Opcruionz and Tecladogy Risk category. 

Bearingpoint advisors drafted and submined lo the GDBS "Policy Guidclina to Rist hmgemrm 
System in Commercial Banks' based on best intmutionrl pranices Thc Gu&liaa  ue to be 
fmalized by thc GDBS and oflicially issued by thc end of 2003. To faciliwc ibis. Ihc GDBS 
acablishcd a Working Gmup that includes seven rcprrwnruives of thc NBU. serm rcpcvMvim of 
commercial banks. and Bevin~Point advisors. Thc o b i l i v e  of this Waking Gmup is lo T i  tk 
Guidelincr. caking into consi&on commnts and & p o d s  of d ioccraced p& (NBU units and 
branches, and commercial banks). and p r p c  a h a l  olliuial in-. 

Ass& the Task Force in Jkking the pdirJ gvidcILus for Risk Mamzgeamd Sysmu in 
6anks. Adruors: Blinding, Wilson. Vcucec, Lddhima; NBU Cwnrcpnt: Task Force 

'Ibe policy guidcliocr remain in the fuul dcvelopmclu stage. A working gmup mde up of Task Fmx 
members and uxnmacial bankus has been caPblisbcd and chey uc c d y  worting lo revise tbe 
initial draft. It is anticipted a final drali that wiU be wot to all commrcid banks will be iturd crrly 
in thc fint quarvr of 2004. 

The Worlriog Group f a  rhe developmcoc of the P o k y  Guidelines f a  Compdrmive Risk 
Management System in Banks g a k d  two t i m s  in October and Novcmba. At the f i  d m .  t k  
Guidelines were prerm14 its plrpov explaimd rod che inpu and ccmmmu r e q d  

At the second m&g in November. the inputs and wmmcns of broLrr were dipMVd In 
paiticulu, there werc q d o n s  on th functions and rcsponsibililks of ibc Rist HuPgcuenl 
Cornminee. the roks of the Supcmsary Council. the Board of Matugar. the ALCO. and iDlerml 
audit. The NBU and a d n g P o i n t  position m lhcv dues w prcsured to b.ntr based on ibc 
pincipks of cap ma^ Govmuwr. It snr ibo suggcaed thy for the mxt msmiag the banks vould 
p s c n t t h e i ~ w t h e r r u ~ g e m o t o f s p s i f K r i s k s .  Thcinpudchcbpnl;thrtbecorscivrd.ad 
is being summarized by the NBU and &uingPoin~ Thc final discussion of lhis iopu and the mmiog 
with the banks are schcdukd f a  the middle of December and ur ly  January. rcspcdiuly. Aha dm it 
is planned that the Guidelines will be distributed f a  d l  banks and tku in euly  2OOI passed as an 
official NBU document. 

4. Took NBU BS develops to& for tbe commercial banks in impkwntiog iftdr 
based" systems, such as exnmpks of pdiei audits progmms, MIS SOW for 
implementation by individual banks. 

The *Policy Guide l iu~  to Risk M.nrgemc~l S-ms in Commacirl Banks" coarrim a mNrid of 
exuopks of policies and audit cwridauiom f a  bank m a a g e m o t  lo folbw in ckvcbping a 
comprcknsive risk managmot  system. rpplicabk to any puticular bnk Thes rsommoduionr 
coMinuctobedirurscddthcOmnrrcialbantrandthebroLrrma*tioo.arithexpecccdrppa;llin 
the second qumer of MO1. Our pojm is also considering developmol of a srroad dn- 
spsificllly covering minimum q u i r e m n l s  for managemcnl infmnatioo systems. bah a! a senior 
management and a board of dirmas' level. 
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Working with the Task Force, ass& in the denlopmcnt of lodr far conncrdcll bnnh in 
hpltmeniing risk m a ~ g e m e n t  systems. Advkorr: Kutsenko, AU; NBU Corntrrpmr: T d  
Force 

5. Risk-bnsed Supervision Director and Committee: lk NBU designate a small 
group of examiners to be responsible for risk management impkmntatioo 
("Risk-Bawd Supervision Committeen) and senior Bank Supcrvidm 
Department Oflicial ("Risk-Based Supervision Director"), who will be tbe NBU's 
primary liaison witb the banks in ihc implementation of the new me-. 
This group is responsible for Mning other NBU examiners in risk mauagcmmt, 
for reviewing implementation plats and pdiiies, Pod for evaluating a d  
providing on-site asistance regarding the procedures developed by iodiridlul 
banks2 

7 l ~  Risk Based Svpavision Tast FMCC is csublishcd and fully fuoctioniog. This illmualive u s t  is 
complere. 

6. Communication: NBU's "Risk-based Supervision Committee" dtvdops 
somiosrs and prepares trPining materials to be made available to tbe banks IF 
guidance on impl&entation of risk-based system a d  tbe oew NBU reglatiom 
in this area. (A policy manual should be given to tbe bankers by the NBU early 
in the proeess t ~ - ~ r o & J e  this guidance a d  as a bPsis for d i  at meeii& 
with senior bankem) 

Asskt the Task F w a  in the denlopnrent and d e b m y  of fmiaiag, ollrnocL och'.ibis, a d  
@ielincsin theueffortslo in f~amicrr r ic iconm~~~rr icr lbPnLsU hirdrrrlopv~O/ 
risk management systrm @art of impkmenlotion plon denbprd in May 2003). A&m: 
AU; NBU Counterpart: Task Fore  

supervision-by-rist pmrsses. ~e&~Point~pur ic i~ucd  in this a m r h  ussia. by'mrling r 
prrscntatioo covaing 'Bask Commiua Requkmcols to 1aGao.l Auditm" 

&uingPoint advisors participated during he fua two weeks d Oaobcr in an NBU zponsard RiB 
Managemem C M r e d ~  initiative and two industry s p d  I d  d Euaoll Audit aatrhops. 

Note: We have dammined chat a vpara~c Dirma ud Commitlac is INN ~axssuy since %st-based 
Stpewision" is to become an integral  par^ of dl supervisory cCTm Insead. we are pmposins t l n  a mt 
face be established thu will guide ihc GDBS thmugh the impkmcodm of 'Rist-bascd Supcnirioa-. 

BroringPoinz Inc. 13 MuchMO( 
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Bv March 31.2004 

Assist the Task Force in the development and d e f i n r ~  of lraining, o~mrach achomsidrssidrs a d  
guidclincs to inform and assid commercial banks in their development of risk maaapmenr 
systems. Advuors: AU; NBU Counterpart: Task Force 

Our advisors parficipated in two w m w h  sessions. the fim in Zlporizlwhy. and the wood in 
Dnipmpmuvst 7hcsc "baoku's roundmbk d i russ ioo i  wuc hiehly inforrmti\r and imrmive.  
Commacia1 bankers uc gcocnlly supportive of risk nunagemcot guidelines and 
Howcvcr, bankas am quite hcsimnt a h  the degree ol subjectivity t h  accrcoaynnies risk 
managemcot. much like thc hesitancy of the i q c c i m  from the NBU. The nnnmncial bankas tpvc 
also. like the NBU inspectors. rrmmmnlcd mom uainiog be olTmd f a  risk n u n ~ t  priDcipks 
toeosurcchisfwopisundawood 

Om advisas h v e  also sclivcly +pal in waking group asscciucd with the rirk amnapma 
guidclioes of the NBU. 

B v J l u r 3 4 2 0 0 4  

AssLrsa the Task F o m  in the development and deliury of tmining, olrtnoch adi.irin, and 
gvidclincs to inform and assirr ronrnerrinl banks in the drnrolpnvnt of rirl -nl 
sjsIrms. Advisors: All; NBU C w n l e q m t  Task Force 

7. Rde of external and internal auditors: The NBU, through its mguinbioos and its 
inspection procedures, focus on getting the management and bank boards to 
more rigorwsly incorporate, in a systematic way, lollyscs and 
recommendations of the internal and their external auditors (Substanlid work 
is needed in this area. Regulation, certiliitioo, and actual pmctices of intend 
nod external audit in Ukraine are very weak.) 

Assist the NBU, by aok iq  -mn&ks to c h g a  in bws, mp&iem rdhddogk ad& 
pmcrica, in sbcmgihenimg c o r n m a  banks' internal d uunol a d d  f m m a b a  A&sms: 
KmIsel;o, Telychko; NNB Ou)*eqmd: Ivanelclo, Fabu 

Duting tk quamr. ik NBU cmliaucd to wort oa issm rebrcd to ex& audit- La pmiah. rbc 
Audit Catificplim Cornmiace Policy has been wed and the Cornminee csubliskd (basd upon 
rerpmmcnd.lioos from Mr. Chuck M I U  WBRK; Advisor). Thc Cornmime incldes nine 
mcmbcr: five rcpmeoliag NBU. four from the Audit Clumbo:. and m fmm rbc mo-bank financial 
q d a t a a g m c y .  Mr. Pushhriov was nnmrd Chaiman and Mr. k b u  Dcpuy Chiman. 

It is expcsed ihu om of thc inmcd&c dsisioos to bc ouh by ik Cornminee is how ad arbm to 
s l m  issuing new h k  audit cmifKvcs and whal to do with tk OD~S Lbll ex*. Tbis isue bccomcs 
exmmely importlot s i n x  tk majmity of E x t d  Audita c m i f i i  expire b c f m  May 2004. i . ~  
befat the dtsdline f a  pcvoutim of audiled Ruaucial ercmw to NBU aod the goenl 
public. If mC issue renuins lmrrrdvcd many mlicd audit EOmPDlljCI will JOOV rbc M t y  to 
condud audits, which may h v c  an dvaw i m p n  m the quality ol the remaining adis (Rlmining 
audit cooprnies may oa haw sufficiem rrsaom a a m m m d a u  k cliaus p c v i o d y  vniccd by 
fomrrly authorired audit compenies). 

The NBU is fully aware of (his siluuioo and has l and  a Task Face with NBU upms. 
~preseowivcs of audit companies ( b h  domestic and the Big Four). and BariogPoim dviwrr. 

Bearingpoint. Inc. 
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The CefIififuia, Committee of thc National Bank has allblishcd pmcdurrr f a  =wing expimi d 
existing external audit cmificues. as well as f a  panting aniliia to m auditom (may 
quircmcnts). Both procedures q u i r e  eliebk candidam to he able lo &ow b l c d g  of 
International Accounting Slandards (IAS) by holding a mrncd axounling cat ilia^^ (ACCA CPA a 
its Russian language equivalent - CIPA). In this mpecL we cooprmed closely aith ahn U S A D  
fun&d project - Accounting Ccnir~alioo adminiWmd by Chcmonics - lo thc munvl bmcfit of bah 
pojccts. 

I t  i s  expected lhal thc work wi l l  he cmtinucd in mid-2034. wee banks would submit their ardncd 
financial scucmeots ad the NBL' will start checking lhcuqmlity. 

A wries of rnxtings were conduned with Duch GmVBankWorld q m x n m i v e s  lad 
oo many issues rclalcd lo the developmmt of c m  course curriculum. including RBS colup a m of 
thc fuoduncolll courses. AU mining initiatives of MngPo io t  ad BantWorld mere coadiarsd lo 
avoid ovalapping situations. It w initially agreed tbat thc Risk-Based Supans~ar mart will he 
amsidcrcd as one of thc fuoduneotll courvs of thc f o n d  mining pognm by thc Lhch 
Gnot in c l m  cmpaatim with &uiogPoiru. who will be responsible f a  thc delivery of ibi+ carpc in 
200415 fa thc bank sllpmisiw saff of thc NBU. Pacotial puticipahn d Barin- arR m thc 
delivery of Bankworld Tnio-thc-Tnim uxov was discussed. As it was mrmioad d m .  
BearingPoint l o 4  RBS iosmnm (fmm thc saff d thc GDBS) will rneod L h d ~  GanVWaid Bmk 
Tnin-the-Tniars courvs OK& at three diflacnt locuiau cf thc NBU. 

BearingPoin1 coasuhrots puticipalcd in mcccings of Duwh Gra~t nnsuluols a d  Tninhg Unit 
management and d i r d  issues rclaccd to finalizing core cavse curriculum. including RBS - 
organizing ad implemcoting m eK~icot mining fumion. developing unil's policies ad mn 

BenringPoint. Inc. I S  Murh200( 
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job descriptions organizational structure. training needs anal~is pmxsus. ac. We a - d  IIUI 
BeatingPoink would look into an opportunity to ex- Training Unit manager to thr Polish crpniencc 
of organizing an efficient mining function fw banking supxvision arcs 

2. Trainers: A group of its seasoned bank supervisors become classmom 
trainers, as part oftheir regular duties. 

Assid the GDBS and NBU PenonneI Lkpa&unt (and h c h  GrollllWorLI BMiL R+d) 
in &veloping a Tmin-the-Tminer prvgram as porl of the fornral training pmgmm 
Advisors: A n t o ~ w ;  NBU Counterpar(: Iwnenko, P e n o m l  Drpmbnrnt 

We providcd assistance to Du~cb GRotlBankWald Pacotial panicipwim d BwingPoiot smfl in chc 
delivery of TRio-lbe-Trainm course was diiurwd. 

&YiogPoint continued to provide assislance to Dutch GraoUBankwd in rhis sphm &rioePaoc 
panicipad in all Ihec TOT C ~ U M  & l i v e d  by Bankworld and coamtnucd to clurv dewclopnc~ 
rod delivery. 

3. Certification: Tln NBU develop6 minimum quPliCientiom for cerWmtiara 
of M y  qualified bank supervisors. The cetlithtion process sbould 
include: satisractory rompletion of a s t  of  core courses, oornully to be 
taken by GDBS bank supenision staff (from Kiev and mgiom) during 
their first three years in the Department; succsdd raw by 
supenisors for the candidate's experience of having worked for cut.io 
pehods of time in specified f i d s  of responsibility o h  lkpartmtnt (y 
on-site exams, off-site supervision, liceasiog, regisbation); a passing score 
on an objective ~ e r t i f - & i o n  Test that lh4 GDBS will ad&nisler from 
timelotiw. 

Bv December 31.2003 1  mud^ 31.20P4 

Develop concrplpqpcr to p v i d r  gmi&nce in the luropCnl of an mgddm 
to insiavtionalize an aarrdirntion practss. Asskt in the drnlopncnt of the re&&a. 
Adrism: Indokhina, Telychko; NBU C o u n t e m  Ivanenko, NBU PersOlllVl aprrroUrt 

DIE to conflicting schcduks. we poscpmd this r t iv i ty  dl chc Mmrh q-. Chu dvisorr haw 
ma with visiting Duch Graot ilrrrmnm to coordinate a s s i a M  and cmrdio*c driv m chc 
famation d an racditation pllo md cum devclopmcol p m p m  f a  bmting wparbm The 
Lnining coordinua for tenting supvisioo is in gcoarl lgrcemcm wilh lbcs cooccps: k w .  chc 
NBU's Pmoarrl DcpPnmcot would like to form an ovmll cum devclopmm pian fa chc & 
NBU &r thm f a  e r h  dcpucrmol. This i s  a positiw devclopmcnt f a  still mcmbm hourwr this 
also causes a &lay in w impknmution schcduk. 

Bv June 30.20W 

Much MOI 
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Present ro ihr GDBS and the NBU Personnel Lkpuimenl a drloiled poparcdomrdrtahon . . 

program bared on the newly created regvlolion M v u o n :  L c r d o L h  NBU Countrrprvl- 
Imnenko, NBU Penonnel Depcuanent. 

L I 
1. Survey of Gender Composition of staff, with indicatiols of superviswy and ooe 

supervisory personnel. 

Complue - Survey officially submitted in September 2002 to USAID in Kiev. (A similar 
survey is to be repeated by June 30.2005.) 

2. Assessment of the NBU's operstiod implementation of Bade Core M p k s ,  
subject to agreement by the NBU. 

Complete - Assessrnenr officially submined in July 2003 to USAJD. (A similpr rssessmnt is 
to be completed in by June 30.2005.) 

3. Obtain an average examination rating of the "M" component of CAMELS for 
Tier I and Tier 2 banks. 

Complete - Information officially submitted in July 2003 to USAID. A similar daaminatim 
is to be conducted by June 30,2005. 

Bea~gPoin l .  Inc. 
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Outside Coo(rts (la quarter ending M y e h  31. #IOll 

Advisor 

Bryan Slirewall 

EBRD I0 hours 

Organization 

USAm 

US.  Treasury 

FMI 

Akx Kuucnko 

Contact N a m  

Vicm Verhun 

Mcl Brown 

Ann W a l k  lad Dcmir 
Yenm 

lime 

S h o w  

40hourr 

4 hours 

Organization 

USAlD 

Donor T a t  Facc on Audil b s u s  

Chemonics 

Other Work Requested By the NBU 

Advisor 

Mava 
Antonova 

Mr. Stirewalt participated in  a presentation with the advisors from the US Treasury oa 
financial modeling and early warning systems. 

Conracl Name 

Victor Vcrhun 

Yevgcniyn Malitova 
(USAID) 

Bury P I N  

limc 

4 h o w  

2 hours 

l b a r  

Organidon 

US AID 

Corvrt N . m  

Victor Vahun 

limc 

16 hours 
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Attachment 

The Board of Governors of the National Bank of Ukraine 

City of Kiev 

On the approval 
of the meth&logical guidelines for bank examimMRon 

"Risk Assessment System " 

In order for the National Bank of Ukraine to impIemmnt risk-based supervision of 
banks ad in or&r to improve the methoddogieol/ramnuorkogalo of the Nat~onol Bank of 
Ukraine, the Board of Governors of the National Bank of Ukraine herewith resolves: 

1. To approve the methodological guidelines for bank examination "Risk 
Assessment System". 

2. The General Department of Bank Supervision (Pushkamv) is to corrrmniCa(e the 
contents of this Resolution to the independent structural subdivisions aad mgtod ofti- of 
the National Bank of Ukraine for guidance in work and to the banks of Ukraine f a  
familiarization with the methods of the National Bank of Ukraine pcnaining to the r s s c r s m t  
of risks inherent in their activities. 

3. To establish that during 2004 k r e  will be a transitional period (until the 
implementation of risk-based suprvision) for the usage of the m e t h o d o ~ a l  
recommendations for bank examination "Risk Assessment System". 

4. To require the General Deparurrnt of Bank Supervision (PushLucv) and h e  hepds 
of the regional o f f im of the National Bank of Ubaine: 

to ensure the consistent application of the methodological guidclincs for bank 
examination "Risk A s s a s m t  System" in practical wok: 

to perform appropriate work with the banks in order to irrprove their risk 
management systems. 

5. The General Depamncnt of Bank Supervision is to ensure. within XM. the 
training of bank supervision specialists in practical application of dK methodological 
guidelines for bank examination "Risk Assessment System". 

6. The regional off im of the National Bank of Ulrrpine me. before IOIOIR001. based 
on the results of application of the aforementioned merhodological guidelines for bank 
examination "Risk Assessment System'. during examinations of banks, to provide proposals 
for their improvement taking into account practical experiena. 
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7. The General Depamnent of Bank Supervision (Pushkarev). before IUISROOI. is to 
provide for review to he Board of Governors of the National Bank of W n e  improved 
methodological guidelines for bank examination 'Risk Asressment System- taking into 
account the results of their practical application during examinations of banks of Ukraine. 

8. The Resolution shall come into effect fmm he date of its signing. 

9. ConIml over the fulfillment of this Resolution is to be placed on Deplly Go- 
Shlapak. the General Depamnenl of Bank Supervision (Pushkarev) and the he& of the 
regional ofices of the National Bank of Ukraine. 

Approved: 

Fm Deplry Govcrwr 
Yaumulr 

W ~ Y  Go- 
Kmhllr 

Deputy Governor 
Senyshch 

Deputy Governor 
Shlapk .B. 

Dircaor 
of ihe G c d  Dep~nmnt  of Bank Supmisim 
FuhkaRv 

Dipedor 
of the Geoaal Ecooomic Department 
Shumylo 

Direcror of lh Mooclary Policy Deprrunenl 
Gnbmyk 

Dipedor 
of thc Pcrsolml LkpmEn1 
Ivmulr 

Dirslor 

ofthc F d a l  Depamncnt 
Kmdybka 

Direcia 
of ihe l n d  Audit Dcpumnl 
MmiycbuL 

Dircnor of the Legal DepMmol 
Pashichnyk 

Chief Accountaot - Dirrcca of ihc Accounting Depumrl 
Rychaljvska 

D i o r  
of lhe lnfaimation Depurmtnt 

BearingPoins Inc. 
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Head of the Kiev Regional Office 
Stepanento 

Dirfflor 
of the Department of Fireign Eachangc Regulation 
Yarcmko 

Dan: 
Geoual Depamncnt of Bank Supervision 

Dep1uy Dirsnor 
of the Gocral Depuuncnt of Bank Supervision 
lvvlenko 

Diraiw of the Depucmcnt of Mahodology and 
Planning of Bank Supervision 
hbcr 

Head of ihc Unit of Risk Asvssmnl Mchdology 
of the Dep~rtmni  of Methodology rod Planning of Bank Supervision 
Pozharska 

Department of Offsite Supervision and Examiouions: 
Director of the Depanmnt 
Zinchenko 

Editor 
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-APPROVED 
NBU BouJ Rcsolulon t 1W 

dalcd 0 3  I y_WU 

Methodological guidelines "Risk Assessment System" 

General Provisions 

These methodological guidelines define the methods the N ~ k m a l  Bank of Ukraine 
(hereinajkr - the NBU) uses to assess risks in banks. Risk-based svpcrvision is an 
internal NBU process adopted to ensure greater consistency and eficimcy in inspections 
and other supervisory activities. Banks are not required to adjust their m n  
methodological framework and risk management system to coincide wuh this 
methodology. 

The NBUs posilioo fa supervising all institutions f- on risk H i g h  risk ins t i~mhs  a rrm with 
h i g k  risk p m f i k  &nurid grula supavisory Y(eMioa Whik applying this mmmm tpporb to dl 
ioslimtions. the NBU recognizes the different compkxitia of risk facing b a k  Thc NBU h d a c d  to 
providing highquality supemision d i m c d  at i&lvifying existing or e-ng merid poMclm in 
individual institutions a the banking system as a w b k  m d  ensuring thu such pmbkms .re l p p o p i v d y  
corrccud. 

The policy begins with &finitions ihu will be uscd throughout the pmrsr Thc foOowing so%m 
dcscribez the NBLPs supervision philosophy. Risk-bascd Supervision. Thc policy k n  &sxiba ihc risk 
nzwrsmmt system 

By using this rppmrh npwotalives of the NBLPs bn t  wrpmision fuoctioo (bcrciolfta - rupsrinrr) 
have lo daamioc how certain existing or emerging issues facing an institutim a tk bmLiag h h s r y  
alfM the nalm sod exlcnt of risks in hat inaitutim. Baud on ihu risk evattmiaI. supaviron h 
smmm ~pu la~ory  supervisory plans and aims. Rist-based Supenision is an mhanmi d n u a t k m  of 
the risk-based supervisory function thu has ban uud by the NBU fa a cmain tinr period This 
mhanammt provides consistent &finitions of r i s k  a Ihuctm for messing t k  risks, sod an kucpztcd 
procedure f a  risk assessment in h e  supervisory pmcss .  

Banking is a b u s h  of citing risk in adcr lo cam *IS, Risk kvcls. k f a c .  must be -ly 
managed and cooaoUed. Bating risks also mua be ent& in larm of lhdr si@ianm. Tbcoc 
asscssmts should be ongoing. 

Thc Risk-bued Supervision colvcp laves the mporuibility fa comdling risks with b d  ~~ 
and the Supervisory Council. The NBU ascscs how well a ba t  risks over time. mbu ibm 
only asscrsing the cadition at a sinpk point in time. W~th Risk-hued Suprrvuion. the NBU fmuions in 
mom of an oversight than a audit mle. Risk-baud Svpcrvisim dhws the NBU to supervise in a portin 
m a o m  by concentrating m risks of spcrifu ioslitutions and systemic risks of ihc baoking sysscm 

For the mtin indoray. Rid-krud Supewuim i d d k  ies IIUI. in pose pou potmtd fa 
presenting an l m v ~ p c l b k  kvel of risk to the banking system Fa high risk vrivitieJ a dvclcs ihu 
have become pprticululy risky bsruv of market conditions, the NBLPs god i s  to inllumcc the in* 
appropriwly through communication with i t  with tk help of d k a  wtpmisi and m k w  NBU 
regulations. In sinutions whac an individual bank is aa popcrly managing its r i s k  the NBU shall use 
apppriale meam to influmce bank mana&!emca lo adjust its pnctica to conform witb mud fuodrmcdrl 
banking principles. 
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Somc risks are inherent to banking. A wide body of knowledge eliws within rhc ind- m how to 
identify. masure. conuol. and monitor t h e  i n h t  r i s k .  Rirt-hucd Suprwisim r b k d g e s  lhorr 
inherent risks and seeks to guide supervisory moufces in the most errmive onaocr. For example. risk 
profiks wi l l  be supported by ihc performawe of limited testing during inspections dimled at c m f i n p  
whether adequate muo ls  are in place. This should reinforce inidal risk profiling and  ask^ in tailoring 
superviswy programs to risk profiles of individual inslitutiws. This pofiling is e&al in the 
developmcol of supervisory cycks and tk cboia of supcwirory mob. The risks facing thc indaslry ar 
diverse and compkx. More signiliunt and sophisticated risks rrquire enhanced controls and nmnituing by 
bah k bank and h e  NBU. The NBU is commiued to dirstinp iu most signif- rrsounn to lbcs 
complex and evolving risks when they pseot waial. xtual. a pcntial risks to the brntiog sywem 

Risk-bad Supervision allocates greater msomcm to those uco with higher risks. 'Ibc NBU rcomplirba 
this by: 

Identifying risks usmg common dcfmitioos This set of risks lams the basis fa 
~ m c o U  and XIiws. 

Measuring risk bavd on common evaluation f m m  Risk mamremca i s  ax h y s  quaitid in 
monetary term: i t  i s  sometimes a reLtivc ircenmcnl of exposure. Fa example. numrmr i r ~ ~ 4  
coouol defificncics may indicate a brnk bas an excessive amwac d o p a u i m  md rscbaological r i s t  

Evaluating risk management to dnumiac i f  bant systems sdoqurcly manage and coaod tk ihuificd 
risk kuels. The soplusticacion of the systems wiU vuy based m rhc level of risk prrpoc and the size 
and/or complexity of k inrcitution 

Using appopriate supewkxy tmb based on rhc risks i d m t i f i  rrvhing fooclusioar m risk pfik 
and condition. and following up on areas of concern. 

To rcfornplish k above casks. superviwrn should divuss preliminary awcluoiopc of this mk- 
supervisory sbategy with bank management d adjust a c l m i w s  d st~~egics brrcd m lhorr 
discussioos. i f  appopriate. The NBU can then focus supewisnry elTms on s i p i f i  ri+LS. i.e. tbc 
of highew risk within a bank and within tk banking system 

Definition o f  Risk 

-. c o o t m ~ ~ a ~ .  nru~nbk. and"wi&n thc i o s t i w s  &ity to r r d i ~ y  w i ~  z&se 
pcrlomuar. Unwananted risk cau occur w k t k r  delibcnv a M i d d .  When risks uc 

duc ing expures. increasing qhl. or strengthening risk mamgemcat puracr 

Risk Management 

Because market conditions a d  company strueturrs vary, there is m sin& risk 
management system that works for all banks. EPeh idtut ion  should develop i h  
own risk management program and system tailored to its oeeds and cimrmst.nr~s. 

BearingPotrr. Inc. 23 MuFh2004 
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The sophistication of the risk management system wil l  inc- for wmpk, with 
the size, complexity, and geographic diversity of  each bank AU swnd risk 
management systems, however, have several common fuodamentals. For example, 
sound risk management systems are independent of  risk-taking activities. 
Regardless of  the risk management system's design, each system &odd include: 

Risk identifiotion: Propcr risk identi l idon focuvs oo recognizing and uodasttoding cxisiiog risks 
or risks ihu may arix from new business initiatives. Risk identification should be a cooioning 
prccess. and sbouM m u r  at bah the tnova ioo  rod ponfolio kvcl. 

Risk nrasuremoe Accurate and t imly m a r m m n t  of risks is a critiul compmm of efferrivc risk 
managmot. A bank that docs n a  have a risk marurcment sysccm bu timiled abiliiy to anod a 
monitor risk kvels. Funhcr. the d s i i c a i i o n  of ik risk manaecmnt tools a hank uvs should rclkct 
the compkxity and kvels of risk i; has rssumcd The hank rhould paicdically vaify the inwpity of 
tbc measuremot tools it uses. Gmd risk mas-nt syrtcm assus bah indiwdwl tnmra iopr  and 

Risk conml: T k  hank should establish and canmunicaic limits Uuough policier ruod.nh and/a 
pmadurcs ihu d e f i a  rrspoaribiliiy and auihaily. Thcs camml limits should bc -ngful 
m v l a g m n t  tools ihu can be adjusted if coaditioos a risk toknma change. llr inslitmion dmdd 
have a pocess to alllhaizc exaepions a c h a g a  to risk limits &en i k y  arc .wtmalcd 

Risk mwitoring: lowitlltions should monitor risk kvcls to cnrm timely review of risL positims and 
exccpcions. Monitoring rcporu should bc rqdar. timely. uclmte. and informuivr a d  ad he 
dishihutcd to appopriate o m c d s  to ensure action whm ocedcd 

Effective risk management requires the bank's Supervisory Cauocil be informed. 
The Supervisory Council must guide the bank's sbstegic direction A key 
component of  strategic dinetion is endorsing the organization's risk tokr;rocc by 
approving policies that set standards, either orally or in arioing. WeUdc@d 
monitoring systems allow lbe Supervisory Council to bold bank mamgumnt 
accountable for operating wiIhin established tole- lev& 

Capable management and appropriate staffing ako are c r i W  to eflcaive risk 
management. Bank management b rrsponsible for the implementation, iategity, 
and maintenance of  risk management systems m n t  also must keep the 
Supervisory Council adequately informed. Mnrrpgtwnt mud: 

Develop policies, formal a informal. lhnr &fine the innimliods risk toknom dra uc comp.bbk wiih 
the institutimf mawgic g d s .  

Eosure ihai siralegic dircdion and risk t o k n n a s  arc e f f d v c l y  mmmmicvcd rod dbacd to 
Ihmugb ibc apmimion.  

When supervisors ases risk management systemq tbey Eoaddcr pdidq pmusq 
personnel, and conhd systems S i g n i f m t  de&iodes in o m  or more of tbcs 
components constitute a deficiencies in risk management. Al l  of h s c  syslcms are 
important, but the sophistication of each wiU vary depending upon the complexity of 
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the institution. Smaller, less complex institutions normally have lm formalized 
policies, protesses, and control systems in place than do larger imtitutiom This 
does not mean, however, that risk management systems are not just as .Sportant for 
less complex institutions. It simply means that the formalization of the p- is 
less d i k .  All institutions shwidbe able to clearly articulate Pod dem&k the 
effectiveness of their own risk m a ~ w n t  systems Effective risk manwement - 
envisages consistent policies, processes, qualifA personnel, and coohol sy& 

Policies mfka  the iostinuiw's inlent and c o m m i m t  to pursuing desired rrsuhs. T k y  set s tmbds  
and courses of r t i o o  to prrsuc in order to fulfill c d n  s p s i f ~  mks. Wdl-dcdgaad pdicws h l d  
w an institution's fomulved mission. values and opcming pinciplcs. l l u y  llro c h i f y  the 
idtution's toluaocc f a  risk. Methaoisms should be in plsce to trim a mio. d policies in the 
event rn activities a to la roa r  cbangc. Policies should be wim and ubc d o  rcolla the 
mmpkxity of oprrvioos. branching kvcl of the o r g ~ ~  smunuc. ac. POliEM ihOUld be 
cku ly  rniculawd and adhered to in pnccicc. 

R n s s c s  arc the pmdurcs. programs. and pwcices chsl p v a n  how an imhtuma will pnwr its 
objectives Rorrsm define how daily a c t i v i k  arc carried om. Ropaly  designed p x u x s  arc 
cmsistmt with the underlying policies. arc efficiea. and odi fuDctioomg *.ar oa the qpopiae 
authority of d o a x  

P a w m m l u c t h e ~ a n d m p o s ~ e ~ t ~ e x s u l c a o v ~ @ ~ d t h e p o m n r .  Good# 
and managen arc q m l i f d  compeGenS and pafono as exps lcd  T k y  umhsuod the inninrioo's 
m k i w  values policies, and paxsses. CMnpeNPtioa pmgnmr should be designed to a r u n .  
&velop, and d n  q d i f e d  Q ~ M I I ~ I C I .  

Cootml s m  arc twls  and infomation system rn brnL mutagen mse to mclslrr p d a m a ~ c  d 
emplojees. uniu. and the instinuiw in gcacnl. nukc d s i s h .  and a+csr cffeaivcms d exisring 
pmasser l k se  f d b a c k  devices mra be timely. xcunu. and infonmtive. They m t ~ l r r  brnt 
~ o n n a n c c  and assist in decision-making. 

The NBU bas d e r d  nine categories of risk for bank supenidon pwposcs 'Ibsc 
risks are: Credit, Liquidity, Interest Rate, Market, Foreign Exchange+ Opwaliom 
and Technology, Reputation, Legal, a d  Strategic . Tbcsr c a m  are wt 
mutually exclusive; any product or service may expose the institution to multiple 
risks. For analysis convenience purposes, however, the NBU idcntifics a d  mcs~s  
the risks sepmtely. 

C d i t  risk is the cuncnt a pmps t ivc  risk to d o g s  and apial atising horn an obligds hi& to mca 
tk taus of any financial m o r n  with the ~~ ( ik subdivisioll) a abcrwin fails to pdam as 
agracd Credit risk is laud in all aaivities w k m  the rcurlt depends m  mmra paq. k m x .  a bmowa 
paformame. It arises any t i m  bank funds arc ex lend4  commincd i n 4  a a & m k  a& 
though r n u l  a implied amtKN.l .grecmmu. wh*hcr ref*ncd m a  oFf bahmx sbc*. 

lo +russing credit risk it is dvinbk to seppv individual and padolio credit risk. Tk solnr of 
iodividual credit risk is a separate spcific c o w m  ppny of the bank - a bomwu. &&a. a iswr of 
securities. lndividd acdit  risk -mas e o v i r i  an -mar d tbc credinwmhms d a s p i t %  
camta ppny. i.e. its individual ~ i t y  to timely .ad fully mxt i n  obli- Podolio credit risk shows 
in a decrnse in bank as- value (aha lhan u a consquena of change of a myta iDvrca m). Tbc 
wnmr of ponfolio credit risk is the banlr's overall outwanding bansactions bmring aedit  risk - huo 

BcoringPoint. Inc. 25 MuchmO4 
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@olio. securities @olio. accounts rseivahk pdo l i o .  elc. Pmfolio ncdit risk asvssnuu enbisioos 
an assessment of bank assets coocenacions and diversification. 

In  addition to credit risk. intemvional lending includes country risk. which is associated with che 
smomic. social and political ennrrmmms of che h c e r ' s  horn couotry. Couoby risk is mnl a p p a ~ ~ ~ l  
when lending to foreign govemmnls a kiu agencies, since such knding is lypurlly Mwcucd k w .  
this risk shouM always bc considered in lending and in-nt xiink. whahcr to puhlic a priw 
barowerr. There is also a component of country risk called 'tnnsfu risk- which arises when a barowerns 
obligation is not deoomi~led in the local currency. The currency of the obligalion m y  beam uynihbk 
to tbe borrower regardkss of its particular financial condition. 

Liquidity risk is defined as the currcoc or prospective risk to earnings and apiul .rising fmm a bmt's 
inability to mm its liabilities w k n  they com due without iacuning MmplMe lorn Liquidity risk 
arises fmm the inahiity to manage unplanned outflows of funds and cbrager in funding samrs lodla to 
mm off-balance shca liabilities. 

We also singk out marke~ liquidily risk. which is defined as che cumol a prospstive risk IO eamhgs md 
capital arising from a bank's inability lo quickly unwind gppr i n  its p o s i h  at nmcat mats Rles wilhm 
incurring unsccepcable loses. MarLa liquidity risk arises from the fail- IO rccognim or dmcsr c h a n p  
in markel catditioos tht &at the ability lo amact funds in oaaury volumes and a mplMe ma 
a d a  lo tiquidale wets quickly and with minimal I- in vallr. 

InfQtst rue risk is the current a pospcaive risk lo earnings and upitrl arising from dwrsl movemms in 
infQtstrntesThisriski~tsbabtheeuningsofahankandthe~dnllrofitsnsas.Liobilims 
and off-halance shca inmumcou. Thc primary types of imercsl risk lo wiich banks are lypially 
exposed are: (I) Rpicing risk. which arises from liming diffcrmccs in  che mvmily ( f u  f i d  me) and 
repricing ( f a  llmting rue) of hank asset% liabilities and off-bpl.m sbea p o s i k .  (2) yield curve risk. 
which arises fmm dvnges in  the slope and shape of of yield cwc;  (3) brsir rirt which .rises from 
impden conclatioo in the adjustmot of lk mes ePmed and paid w diffacat immuncou whose dl aba 
repricing chamcuristics are the sun: and (4) opioosality risk. which arises from che ex- u implied 
options imbedded in many hank ruas. liabilities and off-balance sheel podolios 

MarLa risk is the cumot a prospective risk IO cuniog and apiul .rising limn dvaoc moverams in  
ssurity and commodity prices and facign exchange rues in the trading boot This risk .rises from muk~  
making. dealing. and position taking in debc and equity securities, nncociet. Mwmoditicr and dai\&= 

Risk arising under similar circumtams wilb regard IO similar inmumcolr io UK bpnting boot rc 
ddrrssed in 0 t h  reknmt cltegorin of che risk nmsmmt  system 

Foreign exchange risk is che c m m l  a prosps(ive risk lo earning and @ul arising from dvaoc 
movements io currency exchange rues and hoking marl piccs Facie cxcbrnge risk a n  be 
into: 
- Tnasactioo risk 
- Trtnsluion risk 
- Eoooomic foreign exchmge risk 
T r P l s a a i w r i s k r e f e n t o c h e i m p r c o f d v a v m m e ~ i o ~ y e x ~ ~ m c h e d ~ o f  
open foreign c-y positions. However. s i s e  it g e d y  Privt limn mrrta making. dcpling and 
position taking in foreign cum& i t  is corned in UK mnrta risk p i d e l i  Tnmlrioo risk refen to UK 
variability in rcounting nlues ihu r e d  from miahns i n  exchange nla which are used in tnmhtiag 
canying drrs  i n  facign cuwcncies to base currency. Ecommic f a c i e  udPnp risk refss lochanges in 
competitive smngth of che financial instiMion or its entitics c o o a i t ~ n g  ill. comolidaled p u p  in ihc 
foreign marku dw lo fundamntal changes in cxchang mes. 
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Operations and technology risk i s  the potcotid risk fa the exliucnm of a brolring inwituioo. vhicb arises 
from ~ d o w m s  in corporate governance, inamal conmls w inadequate information icrtumky and 
processing in term of manageability. exclusivity. integrity, conmliatnlity. and continuity. Such 
brukdowns can lead to financial lmws through e m .  fraud. w failure to perform in a t imly  man- a 
caw the interests ofthe bank to be compmmivd in wmc aher wry. f a  emmpk. by its dclkrs. kodiog 
officus or ochn staff exceeding their authority w conducting business in m umhial a too risky onooa. 
Operations and technology risk dw, viwz from an inadequate IT m c g y  and policy. and fmm inadqtplc 
use of the inforrmtim technology. 0 t h  aspscr of opcntions and techadogy risk iocluL thc pbability 
of unforesecabk cvenls such as f m  a ochn diuucrs. 

thc banks ability to establish acw re&ooships a ravifak &ice exisling r&a&ips T l i s  m k  m y  
elpox ihc iostitulion ( a  its rmolprs) to financial loss or a dsliac in its cllaomn base iocluding 
adminidve.  civil a criminal liability. Repttvion rist expos= is prrseat lfimughout thc agaairuioo 
and, therefore. banks arc cblipcd to cxucix appmpriatc ulcluocal in &ding will ils cmlomas ad with 
thc commlrnity. 

TIK public pmcpioo can be dclinaLcd as follows: 
o MvlrU ~accorioo: ex. xnul a mcotid cuaoma~ a counlcr ornia. a sbard~~lders . . 
o ' Regdamy pacepi&: e.g. the ~ u i o o r l  Bank d Ukraine. ~ e c u k s  &I Exchange Commission. SlYC 

Tax AdminisIration, and od auhoaid bodies. 

Legal risk is thc cum01 a prospbftive risk to d o g s  and capital arising hom tidriom a om- 
compliance witb laws regulalions. apumcnu pcrribed prsctim. a ahicrl smdnds. m WCU m hom 
the possibility of t k i i  dubiau inrapcmtion. Bants m expmd to I@ rist due to rchkms witb a pea 
number of stateboldas. c.g. cw- coclolcr p i i e s  iotcmrdilries. uc.. as WCU m +m lu 

authorities. and ochn alllhorizcd agencies. Legal risk can lead to fim ad d m i a i d v e  p a u k ~ ~ ,  
payment of damages. diminished reputiar. dacriaatmg position in the maria. reduced cxpraao 
pacotid. and lack of cm(N1 enforceability. 

Slratcgic r i s t  i s  the c u m 1  a prospective r i s t  lo earnings and capital vising fmm dverp buskss 
decisions. impmpa impkmolation of dsisiau, a kt of responsiveness to h g c s  in thc tusims 
envimamnt. 'Ibis risk is a fuoction of the eompaibility of a b L ' s  smegic gods. the business smtqjcs 
dcvelopcd to achieve ibm go14 the - dcpbyd ryina k gads d ibc q&y d 
impkmcntatioo. ihc rcsouna accW to any au b u s i i  struegics am bah pagibk a d  ienogibk 
They include nwmunicAon cbrmuls. @ng sywcna, &livay oerwortr and a d d  ap3k 
and capabilities. Thc organiz~on's iMan.l c ~ s l i c s  mus be e v d d  agaim( thc irqpa of 
eaaomic, tshmlogicrl. competitive. regu*cay, and ochn m . Ic- 

To emwe effective rist-based wrpavisiar. the NBU quires a canmoo hrcwork  to doamra dsisions 
abou r i s k  ihc risk vvssmcat sysccm (RAS) pmvidcs lk convcnicnx fa d c a m d n g  j~dg~mnjud~mcals 
regarding thc quantity of risk. the quality of rist managemew. h e  kvel d sqaviwq colrna (maurrd 
as r g g r c g a ~ ~  rist). and ibc dircrtim of m t  ihe common ddinitioar explained rbove am ailial to 
identifying risk comiady.  A list of evalurtion fnon that rtlpmirm sbould comida in making ibc 
wcssmnts is dw, provided These evduuion faors arc rsommadsd r is t  -mcr* aivrir ad m y  
be expaadcd by supavims. if om+ury. 

Asstssmmts of risk in the RAS must reflea both a cumat and prospective view of the inain*on's rist 
profik. This assessment drives supavisay smcgies and activities. I t  also facilitucs diwunioar of thc 
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bank's condition with bank managemcot and Supcwisory Council mmbm and klp lo c m m  m a c  
efticienl s u p m i m y  act int is (examimions. offsite survcillarrc. ac.). 

Supenisms should discuss conclusions from (be RAS with appropriate bank 
management and the Supervisory Council. Bank management's input may M p  
clarify or modify the supervisor's RAS conclusions. While tbe NBU does not require 
bankers to adopt a similar process, supervisors must effectively communicate ih 
rationale for tbeir decisions in evaluating risk to interested parties to cmorr 
effective supervisioa Tbis communication will belp tbe NBU and bank 
UtaMgeiTIeOt reach a common understanding of  the risks, focus on tbe strengths and 
weaknesses of  risk management, and emure that future superrisary plans are 
achieved. 

The NBU bas d e w  a system for assgsinb each tisk cakpy.  The Risk 
Assessment System provides a comistent mans  of  -ring tbe risk d 
determining which supervisory procedures will be performed. For six of ih risk 
categories -credit, liquidity, inter& rate, market, foreign exchange, and operations 
and technology, the supervisor pssescs the quantity of  risk, the quality of risk 
management, the aggregate risk and the d imdon  of  risk. For effective use of the 
risk Pssessment system, supervisors should c o d e r  tbe current d l i o n  of ibc 
bank as well as factors that may identify increasing risks. Under tbe Risk 
Assessment System, a bank's risk profile bas four eomponen(s: 

o ~ t ) . d R i d r . w h i c b i s c h e k v c l a v o l u m o f r i s k c h r t t h c b r n t f m a n d i s c ~ a i 2 - c d u  
low, modeme. a high. 

o AggmgaIc Rkt. which is a summvy judgnrot iht rcku ihc kvel  d q u v h y  caarrm 
considaiog both ihc quantity o f  risk and ihc q d i t y  of risk mmgemmt. ucighiry tbc =hive  
i q o m m x  of each. Aggrcgaw risk is assessed as high modcr*e, a low far a c b  d tbc m a  
categories of  risk Mitigating f a a s  s l rb  as ins- may impact thc lcvrcmn~ d qgc@c I& 
Agpcgru: risk assessma dhm tbc specific activities and rrmrctr dd in 
sbategiu As~essnrnt mmpoocnls supplement ihc liw of eval~ution f v r m  

Tbe quantity of  risk and quality of  risk management should be d 
independently. Therefore, when adgoing the individual Risk Assrawn l  System 
ratings, it is weosspry to remember lhat the ps~essmcnt of the quantity of risk 
sbould not be affected by the quality, no matter how strong or weak of risk 
management Also, strong capital support or strong financial perfoimance sbould 

BaringPoint. lnc. 28 Much ZOOS 
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not mitigate an inadequate risk management system. The supervisor should not 
conclude that "high" risk levels are bad and "low" risk levels are good. The 
quantity of risk simply reflects the level of risk the bank accepts in the course of 
doing business and whether this is good or bad depends on whether its risk 
management systems are capable of identifying, measuring, monitoring and 
controlling that amount of risk. 

Supervisors should complete the Risk Assosswnt System for institutions at  (bc cod 
of each supervision cycle (usually 12 months). It can he updated any lime tbc 
supervisor becomes aware of changes to the risk profik on an interim basis. 

In compkting he Risk Assessment Syssm. thc rupavisor detandm thc kvel of supervisory cmccn (m* 
is. aggregate risk) and direction of risk f a  a ~ h  risk megory. Tk supervisois coachpiom rill dnamioe 
Ihe supervisory paxbms to be used: f a  exampk. a xhcdukd on-rile examiouion an imrckdnkd ab 
site examination. offsile surveilkocc aaivilies. nc. 

The application of risk management techniques and stadads will m;lk 

supervisors to tailor supenisory programs for each institution. Tlw god of 
supervision is to provide the most effective but least hhusive s u p e n k h  pomibk, 
which is in the ioterest of both the institution and its depositors nod other a d i t o m  
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Glossary 
For the purposes of the Risk Assessment System of the NBU, the following tenns will be 
used in the meanings given below: 

SCENARIO ANALYSIS 

Acnw OPERATIONS OFA A bank's operations aimed at placing the bank's resources. This term 
BANK derives from the fact that active operations are recorded on the asset 

(active in Ukroinim) side of the balance sheet or in asset-side off- 
balance-sheet accounts. 
See: RESERVES FOR ACTIVE OPERATIONS. A DVELSELY C W S I F I W  
ASSElX, PASSIVE OPERATIONS OF A BANK 
A method of forecasting the level of risk based on gmuping all possible 
events and determining a logical sequeoce of consequences f a  each 
group of events. Scenario analysis is used when the probability of 
different events is almost equal and the bank has to select befaehrnd a 
sbategy of its conduct for each scenario. 
See: CONTINGENCY PW 
Performing certain functions and works. which am conventionally 
considered as "in-house" and are performed by staff. by engaging 
external independent parties on a ~0IIbachld basis. 
Outsourcing is used to optimize the bank's expenses and pmceses. 

BASIS RISK(INZEREST A risk that during VARLABLE INTERESTRATE R U R I C I . ~  the rang of 
RATE) change in the interest rate will not completely coincide with the rang 

of fluctuation of the BAS ERA^. For example. while LIBOR (market 
rate) changes by 3 percentage points, thc rate of renno on the banl's 
assw may change by I percentage point only. In this case. -lation 

D I T E R M I N A ~ ~ O N  OF 
ALLOWABLE RISK 

beoueen rate adjustments would no[ be clo&enough and. thus. sTRESS 
T ~ I N G  would not be fully accurate for risk assessment. 

SHOCK VALUES 
An interest rate used as a "basis" to calculate a K ~ I A B L E I M E I E S ~  
R A T '  during its REPRICING. Normally. it is socalled ?irk free- rates 
like LIBOR (they are also called "prime rates") or "specific" tates like 
the cost of the bank's attracted funds that are used as a base rate. 
A portion of a bank's total PORTFOUOconsisting of items as to which 
the bank has explicit intentions to retain dmn in order to earn 
economic income in the form of capital gain. 
The current market value of banking book has no essential impact on 
the bank's decisions to retain the items. Thus. a change in market 
conditions d m  not cause a change in the ECONOMC VAU7Eof items in 
the banking book in the eyes of baok management. 
See: TRAD~NG BOOK 
Determination of the level of risk that a bank agrees to take to achieve 
its business goal and to fulfill its strategic tasks. The level of allowable 
risk is normally determined in the internal policies and plans of a bank, 
which are approved in line with corporate governance pinciples. 
See: RISK TOIERANCE 
(I) A difference, dimepancy between a fact and an established 
criterion; (2) Contracts having nonstandard parameters: (3) With regard 
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to lending process - a credit file lacking documents envisaged in an 
established list. etc. 

IWERNAL WANREWEW A review of Ihe lending activity of a bank. which is perfcnmed by the 
bank itself or OU~SOURCED. The key idea of internal reviews of lending 
activity is  to ensure an independent assessment of the quality and 
reliability of the CREDITADMINI~TRATION process of a bank. 

IATERNAL RATINGS 

See: Exc~rrrovs 
Also see: Bank Examination Handbook, Section "Loan Portfolio 
Management: Domestic and International". Subssction "Internal Loan 
Review" 
A srandardized assessment of individual credit risk. which is d l y  
presented in the form of a summarized indicator that has letter a figwe 
semantics. Internal ratings received theii name because a bank 
identifies a countupany's rating on its own based on its internal 
methodology without using ratings of outside organizations. 
According to the internal rating approach in the credit poms. every 

~ ~~ 

borrower of a bank is assessed based on a number of p k w t e m  and 
assigned to one of the categories (ratings) predzmmined by the bank. 
This way, the bank identifies a PORTFOUOO~ its borrowers by risk 
level of transactions with Ihem. 

V O ~ T I U ~  'Ihe variability degree of the value of an indicator. a variable. a 
parameter. 
See: CAPITAL AT RISK, EARNINGS AT RISK 

S E C O N Z M R ~ U Q U I D ~ ~ ~  The ability of assets to be used as security to receive funds. fa 
instance, thrwgh lending or ttEF0 transactions. 
Secondary liquidity is  characterized with a relationship beweem the 
value of an asset and the amount of funds that may be received by 
pledging it. 
When realizing secondary liquidity, the bank does not lose the asset. 
See: P R I ~ A R Y U Q U I ~  
See: DERIVATIVE I N S T R L J M ~  

Purchase-and-sale transactions perfonncd by a bank on its o m  behalf. 
but on che inshuctions and at the cast of customers. Sa while f d l y  
dealing transactions are reflected on the balance sheet of the bank. in 
fact the entire benefit and risk of such mansactions belongs to the 
bank's customers. 
See: CUSTOMER TRANSAC~ONS 
A mehod of RISKM~GATION by divasifyiog investments and limiting 
the impact of a risk factor by avoiding excessive CONC&WR4TION in 
one PORTFOUO. Unlike HEDGING, divemifieation calls for search for 
and combination of padolios that under the same conditions lead to 
different but not Dccessarily directly opposite results. 
Diversification is a RISK M m o t n O N  method applicable to both ~m 
OPERATIONS and PASSIVE OPERATIONS 

F~UC~R~MMAGWIENT  Bank operations on managing propaty and providing other services in 
the interests and on the instructions of cust~oers as an agent. 

ECONOMIC VALUE A concept according to which any item as to which there exists a flow 

BroringPoinr. Inc. 3 1 MuchMO( 
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REVERSE QUOTATION 

VARIABLE INTEREST RATE 

HEDGING INSTRUMENT 

MANAGEME~T 
INFOROUTION SYSTEMS 

CUS~OMER T R A N S A C ~ N S  
(IN TnE CONTExr OF TnE 

of funds is exposed to a change in its value because of oppormnity 
costs. 
Economic value differs from market value in that market value takes 
into account the current market situation. that is. the level of balance of 
demand and supply. 
See: FIXED IWEREST RATE 
A concept according to which the ECONOMIC V m E  of an item as to 
which there exist flows of funds depends on the relationship of the 
current rate on the instrument to the market interest rate on similar 
items. 
The best illustration of the concept of oppormnity costs is a chaoge in 
the value of securities with a FIXEDINZ?XESTRATE in case the market 
rate of retum exceeds the rate on the security. The ECONOMIC VALUE of 
such a security derreases, since i t  is more lucrative fa investors to 
invest funds in other instruments (whose rate of return is higher). True 
is also a reverse relationship: if the market rate is Iowa than the rate on 
a security, the ECONOMM: VALUE of the security increases. 
A quotation where the exchange rate of a foreign currency is presented 
in the form of the number of foreign currency units making up a 
domestic currency unit. For example: I UAH = 0.2 USD 

DIRECT QUOTATION 
An interest rate whose level is subject to periodic RETRICIMG 
depending on a change in the BASE RATE 
See: BASIS FIXED INTEREST RATE, SHOCK VALUES 
An item whose behavior under certain conditions a events is directly 
opposite to the behavior of an ~LFMHEDGW under the same conditioas 
or events. For example, if the nw HEDGED loses its value in case of 
C~IRRENCYREVALVATION, then the hedging insrnunent should p w  in 
its value in case of CURRENCYREVALUAZION. 
In practice, hedging instruments should also meet certain additional 
conditions: be unconditional, irrevocable, etc 
Implementation of an internal function that coosists in collecting, 
verifying, processing, analyzing, storing. distributing and transnining 
within the bank data needed to make informed management decisions. 
See also: Bank Examination Handbook. Section "Management and 
Supavisory Board Roc-. Induction". Subsectioo "Management 
Information System" 
A risk measurement method whose essence consists in finding a value 
(economic capital) that is consiantly at risk and. thus. may be lost even 
in the course of normal business. 
Mathematically, capital at risk is determined as the product ofthe size 
of the POSITIONexposing the bank to risk. the VOUTIUTYof the item 
making up the position. confidence level facta. and the time length of 
the POSIl7ON. 
See: EARNINGS AT RISK 

Transactions performed by a bank on its own behalf but on the 
instructions and at the cost of customers -purchase of securities. 
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TRADING BOOK) foreign currency and banking metals. As a consequence of accounting 
specifics. customer transactions are included in the TRADl.WBOOK of a 
bank, since they may not be included in the B.WKINGBUOK. 
See: DEALING 

CRED~ADMIMSTRA~ON A precess of performance of lending activity and extension of loans 
consisting of the following stages: receipt and review of loan 
documentation, analysis of financial information and collateral. making 
a credit decision, operating procedures, collecting the debt. and 
problem loan work-out (including proper accounting of loans). 
See: INI'ERNAL LOAN REVlEW, E X C E ~ O N S  
A graphical representation of a relationship h e e n  the level of he 
interest rate and the maturity of the instrument. The slope of the yield 
curve within a separate time interval reflects investor pacepPion of the 
future level of interest rates. 
Focusing. bunching of risk, that is, its uneven distributioa u w o g  
items. Concentration occun when a bank's assets or liabilities 
characterized with a certain common facta  exceed a m a i n  
benchmark of its capital. 
Among others, such factors may include: 
rn Commitments to one borrower or a small group of related borrowers 

rn Use of loans by two or m ~ e  borrowers to fi- IIK same pmject. in rhe 
sam industry or in related industries. or by a group of connected 
enterprises 

rn A bank's inveshnent(s) in the same pmject. the same iodusy or in a 
group of related industries. or in a p u p  of relnred entaprises 

rn 'Ihe same type of collateral used IO scare obligations to a baok 

rn A common source of repaymnt of sewn1 loans or iovesmmb 

rn Deposits andlor odm liabilities regardless of their tam to the same 
person or a gmup of related persons. 

CORPORATE GOVERNANCE A system of organization of activity and control of a capaation (in 
this case - a bank). Conmate governance determines the distribution 

FOREIGN CURRENCY 
EXCHANGE RATE 

of rights and resp&ibiiities kg different participants of a 
corporation, namely: the Supervisay Council (Board of Directas), 
management (Board of Managers), sharehdders. and other 
stakeholders (for banks - first of all, depositors and ohm creditas). as 
well as rules and procedures for decision-making on the affairs of the 
corporation. This way, the tasks of the aganization are set up and 
fulfilled, and its activity is monitored. The key purpose of corporate 
governance is to ensure fair and transparent business and responsibility 
and accountability of all parties cancemed. 
'Ihe price of one currency expressed in units of another cunency. 
Another name is quoration. 
See: DIRECT QUOTAnON, REVERSE QUOTAnON, CURRENCY 

DEVALUATION, CURRENCY REVALUAnOK 
Activity of a professional parbcipant in the market (foreign exchange 
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or stock marker) that consists in maintaining constant quofations of bid 
and ask prices for financial insmments on his own behalf or on behalf 
of his client. A market-maker is obligated to post quotations even in 
those cases. when other market participants do not do it. In ocher 
words, he commits himself to constantly supporting the liquidity of  a 
financial instrument even at his own cost. 
See: DWNG 
A statement explaining for what purposes and why the institution exists 
and what i t  wants to achieve. I t  has the format of  a document that 
formulates the bank's role in the financial market contains the 
definitions of  existing and prospective banking poducts and 
transactions. markets, regions. and those areas of activicy wbae the 
bank has achieved advantages over its competitors and those w h m  it 
anticipates to achieve steady competitive advantages. Ihe mission also 
determines the sequence of implementation of  long-term strategic 
goals. 
A method of quantitative risk assessment whose essence consists in 
finding the size of  a banlt's income that is constantly at risk of ma- 
receipt or the n e d  for urgent usage to cover losses. 
See:  CAPITAL AT RISK 
A portion of a bank's assets that docs not tried the critaia of 
S ~ A N D A R D D E ~ .  Different types of ass& may be subject lo different 
classification requirements (factas). for example: the condition of a 
counterparty and status of debt servicing on leading eaosactions; the 
chronological factor for accounts receivable. etc. 
Adversely classified assets include substandard doubtful and loss 
loans; accounts receivable assigned to classificatioo categories subject 
to provisioning, accrued income over 31 days past due: and bal- of 
correspondent accounts assigned to classification categories subject to 
provisioning. 
See: ACTIVE OPERATIONS, RESERVES FOR ACTlWOPEUAllONS 
A situation where a bank's FwSITIONS arc not equal to zem. Thus here 
is  s dispropdon between &e size of  the bank's assets and liabilities 
having common characteristics. 
Any item bearing a risk for a bank. Mast often this is a banking 
pmduct whose value may decrease if certain conditions a events 
occur. 
k: HEDGING INSTRUMENT 

A contract similar to a FORWARD and a FUTURES under which one pany 
-the buyer of the option - is given the exclusive and uncwditional 
optionality to effect a purchasxnd-sale mansaction a not. While the 
other party - the seller of the option - is obligated to follow the 
decision of  the buyer of the option and has no right to refus from its 

obligations. 
We differentiate a call option that gives you the right to buy the 
underlying asset and a put option that gives you the right to sell the 
underlying asset. 
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PRIMARY UQUIDITY 

We also differentiate an American option - a  contract hat  can be 
exercised any moment within i u  entire validity tenn. and a Eurvpean 
option that can be exercised at the end of the validity tenn only. 
See: D E R I V A ~  INSTRUMENIS 

PASSWE OPEnit77ONS OFA Operations of a bank directed at forming the bank's resources. Such a 
BANK name passive operations received because they are recorded on the 

liability @acsivc in Ukrainian) side of the balance sheet. We 
differentiate passive operations to form capital and passive operations 
to form attracted fuods. 

ACrlVEOPEFL4l7ONS OFA BANK 
lk ability of assets to convert to cash. Primary liquidity is 
characterized with two basic parameters: the tam within which an 
asset can do such conversion, that is, the term within which it is 
possible to sell it; and a relative loss in value. tha~ is. the diff- 
between the book value of an asset and the amount of funds that the 
bank can receive from its sale. lk shorter the tenn and the lesser the 
loss in value. the more liquid the asset is considered to be. 
When d i z i n g  primary liquidity the bank losses the aner. 
See: SECONDARY UQUIDITY 

REPRICING (IMEREST A periodic change in the previously established value of an interest rate 
RATE) for insmments wih a VARIABIEINERE!TRATE 

See: FIXED IMEREST~TE, ECONOMIC YAW& Snocx VAUES 

CONTINGENCY PIAN A formalized document listing the sequence of the bank's actions in 
case of occurrence of crisis cikumstakxs: a collapse of a cenain 
market or a currency, a rapid and unplanned outflow of depositor 
funds, failures in operational systems, etc. A cootingency plan is an 
element of the system of proactive management of the bank. when 
possible problems are identified beforehand and an approach to 

POSITIONS 

CLJRREM CLJRRENCY 
EXCHANGE RATE 

- ~ 

address them is formulated. 
A plan has to be approved by an appropriate body of the bank b a d  on 
CORPORATE GOVERNANCE principles. 
See: SCENARIO ANALYSIS 
(1) Generally - the differ- between the assets and liabilities of a 
bank. 
(2) Foreign exchange positions - the difference between assess and 
liabilities denominated in the same cumncy. 
(3) Liquidity position - the difference between assets and liabilities 
with the same maturity. 
See: M1sMAn:HED rosmONs 
see: D N E R S ~ F ~ C A ~ ~ O N ,  HEDGING 
A group of items that are homogeneous by certain charaueristics: type 
of counterparty, type of insmmenf and ocher. Most often the terms 
"loan portfolio", "security portfolio", and "investment portfolio'' are 
used. 
See: THEORY OF ~RTFOUOS, TRADING ninx, BANKING t m o ~  
THERATE OFA FOREIGNCURRENCY that is used in performing YOT 
foreign exchange transactions. 
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RESERVES FOR  ACT^ 
OPERATIONS 

BeoringPoint. Inc 

According to accounting practices. when compiling reports, all 
unhedged monetary items in the bank's balance sheet denominated in 
foreign currency should be translated to the currency of the repons at 
the current currency exchange rate. 
See: FORWARD CURRENCY EXCHANGE RATE 
Financial instruments that derive from (are based on) other financial 
instruments known as the underlying instruments. 
Derivative instruments include SWAPS, FORW- FUTCmESand 

0moNS. 
'Ihe option of one or both counrerpanies to refuse from RETNCI,WOF 
A V A R I A B L E I ~ ~ ~ ~ ~ ~ R A T E  in case of a change in the s ~ s ~  RATE. Fa 
instance, in case of growth in the p r i m  rate the bank may refuse to 
increase the rate on attracted deposits and this way protect its NET 
I M E W  MAffiINand SPRE4D from dacrease. Thus  f a  the purposes of 
STREFS TESTING such items will behave as items with a FIXED 

INTEUILW RATE 
A separate banking service or a sec of several related banking suvices 
that are offered to customers on typical terms. For instance: a special- 
purpose deposit a deposit certificate, plastic cards, etc. 
In marketing, a product is any goods, service. idea. etc. that is offered 
in the market f a  sale or exchange. 
A quotation where the rate of a foreign currency is represented in the 
form of the numbex of national currency units per facign currency 
unit. 1 USD = 5 UAH 
See: REVERSE Q U ~ A T I O N  

A portion of the value of ADVERSELY C ~ A S ~ F I E D   ASS^ of a bank that 
the bank for certain, based on previous experience, can consider as lost 
and, thus, counts it in its business I-. From the stlodpoint of 
accounting, reserves are a contra-asset regulating account that rrduoes 
the book value of assets. Reserves are not included in bank capital. 
Reserves consist of loan loss reserves, reserves f a  accrued income. 
reserves for accounts receivable, and resaves f a  oorrespondent 
accounts. 
An abridgement of the English term " ' q m c b e  .gnmreor" - an 
agreement to sell and to buy back in fume. In pmct ia  - a type of a 
banking transaction where an item (normally securiaies) is t r a n s f a d  
to a counterparty in exchange f a  awtha item (normally cash). and a 
mandatory revexse exchange is conducted afier a specified period of 
time. Thus, the party transferring the item obtains s E c o m m r  
U Q U I D ~  and does not lose title to the item. On the & hao& the 
party receiving the item f a  temporary usage acquires the right to 
receive income on the item plus earns on the difference between the 
initial price and the repurchase price. 
h: SECONDARY UQUIDITY 
I )  An interest rate swap is a contract between two @es known as 
participants of a swap about the exchange of cash flows calculated 
based on different rates but the same amount known as a n o t i d  
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SPW 

STANDARD DEBT 

STRESS TESTING 

FORWARD CURRENCY 
EXCKANGE RATE 

DECREE OF SENSITNTIT 
TO A CHANCE IN AN 

amount. Normally, one cash flow is calculated based on a FIXW RATE. 
while the other is calculated based on a VARUBLER~TE. 
2) A currency swap is simultaneous conclusion of a smcontrac t  and 
a reverse FORWARD contract. A foreign currency purchased under a 
SPOT contract is sold again within a certain time interval and. 
accordingly, a currency sold under a Smconhact  is bought again 
within a certain time interval. Both contracts are conciuded with the 
same partner, and rates, value dates and methods of payment are 
established at the moment of contract conclusion. 
See: DERIVA~VE INSTRUMENlS 
Redistribution of risks by transforming a bank's assets - loans and 
other assets - into securities for sale to investors. A bank issues 
securities on its own behalf or through subsidiary institutions, but such 
securities are tied to specific assets of the bank - payment of income 
and repayment of the securities depend on receipt by the bank of 
income and loan principals. 
A purchase-and-sale contract where the gap between the date of 
contract conclusion (the date of the contract) and the date of exchange 
of assets (the value date) does not exceed two business days. 
See: FORWARD 
'Ihe difference between the average weighted rate of remm on interest- 
bearing asseis of the bank and the average weighted rate of cost of its 
interest-bearing liabilities. Spread indicates a bank's real ability to 
manage interest rates on its insbuments. 
See: NETIN~ERESTHARCIN 
A portion of a bank's assets as to which thae arises no doubt with 
regard to its quality, that is, the probability of timely and full 
repayment in accordance with the tams of conducting active 
operations. 
See: ADVERSELY C U ~ F I E D   ASS^ 
A quantitative risk assessment method whose essence consisls in 
determining the size of a M l s b f ~ t C H w  W m .  wbih exposes a 
bank to risk. and in determining the S H ~  V ~ E  of a change in an 
external factor - currency exchange mte. intucst rate, etc. Combining 
these values gives you an idea of what amount of losses a income the 
bank would receive in case events develop according to the 
assumptions set. 
Stress testing is widely used to assess liquidity risk, foreign exchange 
risk, and interest rate risk. 
THE RATE OFA F O R U C N C U ~  h i t  is used in conducting foreign 
exchange traosactions Like a FORWARQ FUTURES and Ol7lON. 
~ccord& to accounting pactices. som oo-balaoce-sheet and off- 
balance-sheet items are translated to the currency of reparts when 
compiling the repom. 
See: C U ~ C U R R E N C Y  EXCHANCE RATE 
The relative size of a change in the ECONOMIC VALUEO~ an item in 
response to a specified change in an interest rate. 
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INTEREST RATE k STRESS T W I N G  
THEORY OFWRTFoUos A theory widely used in risk management which is based on the 

assumption that several homogeneous items (WRTFOUO) wdl possess 
the same characteristics as does each separate item. Portfolio 
management is viewed as management of one item rather h several. 

RISK TOLERANCE k: DE~ERMINATION OF AILOWABLE RISK 
TRADING BOOK A portion of a bank's total W R T F O U a  which consists of items as to 

which the bank has explicit intentions to sell in near future and to earn 
speculative income from price (rate) fluctuation. Normally. the d i n g  
book includes securities. foreign cunency, and banking m d s .  
The trading book also includes the portion of a bank's position hat  was 
created as a result of conducting  CUSTOM^ T R A N S A C ~ K  
From the standpoint of managing a bank, managuneot should a lwar  
have current information on the current value of items making up the 
trading book. Thus, the trading book is subject to constant marking to 
market and, therefore. is under the influence of risk of change in 
market conditions. 
See: BANKING BOOK 

FIXED INTEREST RATE An interest rate whose level is fixed f a  the entire maturity of the 
instrument and is not subject to RETRICING. 
Ses3: VARUBLE INTEREST RATE 

FORWARD A purchase-and-sale contract where the gap b e n v m  the date of 
contract conclusion (the date of the contract) and the date of exchange 
of assets (the value date) exceeds two days. The price (rate) at which a 
uansaction will be conducted in future is fixed a8 the moment of 
conclusion of a fonvard contract 
A forward contract is binding upon errh party. 
We diffaentiate a foreign exchange forward and a commodity forward. 
A fonvard contract is not staodardizd rhat is. it can be concluded f a  
any term and for any amount at the desire of the parties. 
See: DERIVATIVE INSTRUMENIS, F ~ r r ~ r ,  SR3T 
A contract that is similar to a FORWARD but is concluded on 
standardized terms: they are executed only u exfhnges. under their 
control, and the format and rams and cooditions of c o n b a c ~ ~  are 
clearly unified (the exchange saictly defiacs the type of cumncy to be 
sold bansaction volume, payment dare. u r n ) .  Paymeots on p h a s e  
and sale of fonvard contracts are effected through the ckaring house of 
the exchange that guaranrees the timeliness and fullness of payments. 
Until the final payment of a fonvard it can be resold at the exchange. 
See: DERIVATIVE INSIRUMENTS 
A RISK bm7GAnON method whose esseoa consists in determining an 
nur TOBE HEDCED and selecting an adequate EWNG INSTRUMENT. 
l k  essence of hedging consists in compensating f a  losses from the 
~ H E D C E D  at the expense of profit horn the HWNG INSTRUMENT. 
which acur under the same conditions a evena. 
If there is a hedging scheme, the bank fully eliminates both risk and 
opportunity of earning extra profit: in case conditions and events are 

BearingPoint. Inc. 
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favorable from the standpoint of the ~ M H E D G L D .  any profit is 
automatically offset by losses from the HEDGIW 1.NSTRLWLW. 
see: DIVERSIFIG(TI0N 

NE~INTERES~MARGIN The relationship of a bank's net interest income (interest incorn minus 
interest expenses) to average net asses a interest-bearing assets. Net 
interest margin indicates the skills of bank management in performing 
the. major function of a bank - financial intermediation. 
See: SPREAD 
A hypothetical value of change in a factor of the outside environment - 
interest rate level, currency exchange rate. etc.. which is used in st~tx$ 
TESTING 
A shock value should meet t w o c r i m k  be essential and pobable. 

Much m 
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Credit risk is thc current or irospective risk locuoingr and capital arising from an obliga's f a i l ~  lo mm 
thc W m  of any financial mnbacl with thc iowitution (its subdivision) a ahm*irc fails to perform rr 
agreed Crcdit risk is found in all activities wherc the mulr  depends on coumcr pury. issuer. a h u e s  
pufommw. It arises any tim h o t  funds arc exundcd canmined in@ a abmisc expowd 
Ihrough actual or implied contKNl l  ag~~mcots. whaha rcfkncd on or of? bPLm s h a ~ .  

lo assessing credil risk i t  is advisabk to segregslc individual and portfolio credit risk The soum of 
individual c d t  rist is a separate spsific rmmtu pprty of the bant - a h a m .  &ha. or irwr of 
securities. Individual credil rist vscssmnts envision an Pswssmcnt of the crcdinwanhilru of a d f r  ~ ~ 

c m t r  p ~ t y .  i.e. its individual capacity to timcly nod fully mm its digslioar Ponfolio credit ristolirbous 
in a h  in bank lueu nluc  (ahahan as a c ~ u m c c d c h n g e o f a  muta ioumsl *).The 
SOUICC of pmtfolio crcdit risk is thc hot 's  overall ouaunding d w s  ba iag  credit rist - kr. 
portfolio. sec~nitics portfolio. accounu rseivabk portfolio. etr. Pmfdio crcdit risk -mm envisions 
an ~ s s m e o t  of bank as& conccnualiws and divmificatioo. 

lo ddition lo dl risk intewioonl lending iocludcs ownuy mt. which b mocLled wilh Ur 
ecowmic. sccial and polilical enviroomenls of chc bonowa's horn camby. Camtry risk b moa rpprrcol 
when kading to faeign goyemnrnu a thcir agencies. since such lending is typially unrclcucd Hoanrr. 
this risk should always be considcrrd in lading nod invescmcol acrivities. whahcr to pMic a printr 
borrowers. I~ICIX is also a component of counuy risk ulkd  7ramfn risk- which u i s c r  wbcn a bornweis 
obligation is not denominated in he loul cuncocy. 'lhc currency of thc obligrtion may becorn uua\ailahk 
to h e  bonowu regardless of its puticular financial coodition. 

S u p a v i ~  should consider thc following enllptioo fnas in nnLing awlit d l+rasmcoa Tksc 
evaluation f x t m  M recommndcd critaia and may be expaakd by wrpavirars. if oaocauy. They a~ m 
ovcrvicwofissusthuuoassiuthcwpaviwwinrmtingdccisiooswi~thcheS. T k m u a l h d c h c  
ongoing risk assessmat and ccmml system eliaing u thc bank M lo mate sue dm mamagcumxu nnLs 
adequate and effective decisions and M coosidered by supenisors when assessing thc b n K s  rirt 

Asst (loan inVCItmDt. uc.) patfolio composition and IIK uiacoce of c m a m m h ~  Rcknoc 
factors kludc: 

'lhc pmedon by cd*lcnl.  In evlluuing cdlucnl. supcrvism rhould d~ 
c o l h d  type. quality. margim. +usy and frrguclvy of mhtcd mnl~ruioa. h a r b i l h ~ .  
and the knl and omre d documcomoo uceprions. 
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. The bank's exposure to unfunded commitmcots (guannlm. commrcial and aodbr Lnlm of 
a c d i ~  l i s  of credit mandatory and not mudvory for dclivcry. ac.). 

Trends in active operations volumc and growth. &litquocia. d v c ~ y l y  c* r r i fcd  burr Ukl 
lorvs from active operaticas. 

The effectiveness of credit administntioo. including credit analysis. monitoring. poMcn mc 
resolution. collatnal valluuion. and lien documcnwion. 

The adcqary of mcthodr uud lo identify d l  pubkm.  

Stafiing kvels and skills in relaboo to volume and compkxity of thc W s  r t i v c  opaaioos. 

Whethcr paper axouoting trcormcn! is uud f a  Maria shca and off-tuhcc s h m  asas tad 
provisions. 



Ukraine Bank Supervuion DeveIopmrnr 
Conrracr #PCE-I-00-99-W006-00 TOM27 
Quarierly Repon: March 3 1.2OM 

Q- of Cnda Risk 

Review of those faurn should allow supervisors to assess I t  Quantity of credit risk as: 

Low I Moderate 
Effective credit risk diversification 1 Dlversification is eenerallv 
is performed. I satisfactory but &re are & d n  

I concenbations. 
The level of loans outsranding and I The level of loans outstanding and 
credit commitments are low I credit comrmtmnts are moderate 
rrla~wc to total assus. I rehbve to total assus. 
The ratlo of loans and cred~t I The ratlo of loans and crrdlt 
c o m m e n t s  to regulatory capital I commitments to regulatory capital 
is low. I is moderate. 
Growth in crcdit risk generating I Some growth in assets genuaing 

New loans are conservative in New loans are prudent in smtcturc. 
smcmre. tams. gmwth, or terms, growrh. or settlement 
senlemnt practices. practices. 

assets has been pl& for. a& 
appeam consistent with 
management and staff expertise 
andlor operational capabilities. 

Few or no exceptions to sound 
procedurrs and practices for 
paforming active operahons exist. 

credit hsk has not beenplanned 
exceeds planned levels, and may 
test management and staff expertise 
or operational capabilities. 

A limited volum of exceptions IO 
established prorrdurs and 
practices for performing active 

w 
Credit risk diversification is 
unsatisfactory. 

The kvel of loans outstanding 
and a d i t  commitments are high - 
rclahve to mal assus. 
The level of loans and ~ I I  

conwnitmenn to regulatory 
capital is high. 
G m h  in asses gmedna crcdit 
risk was not or ex& 
planned kvelr and smcches 
Rlanagemnt and shff expeftis 
and/or opentional capabilities. 
Growth may be in new produets 
or with bornwas from outside 
the bank's aaditional busim.  
The bank incrrares new 
extensions a~ an excessively high 
pace. in- new pmducn a l t  
in terms of dwir shucbuc. t e r n  
or satlemnt pnetices. 
A large volum of exceptions to 
established poccdurrs aod 
practices for paforming active 

operations ex~sts. oprabons exists. 
Collateral values and aualitv Collateral values and aual~tv ~rmect Collateral IS ill~auld or values and . .. 
satisfactorily suppon credit exposure. quality provide i~aeguntc 
exposure. 
Ihe level of noncurrent and loss 

' loans unda balance sheet 
classification is low and the nend 
is stable. 

The kvel of adversely classified 
pssus is low. 
Adverselv classified assets can be 
worked &rough in the normal 
course of b u s i i  

opecations are adequate and cover 
possible losses. Exposure lo loss 
of earnings or capital from credit 
risk is minimal. 

The level of noncurrent and loss 
loans under the balance sheet 
classification is moderate; the aud 
is stable. 

The level of adversely classified 
assets is moderate. 
Adverselv classif4 assets can be 
worked chrwgh, provided that 
bank takes cenain actions 

suppon. 
The kvel of nncunmt and loss 
loansuoderthebalanocshctt 
classificatioo is high. and the 
andissuMe.orismoderanaod 
the acrid is incteasing. 
The level of adversely classified 
assea is hi&. 
Collection of adverselv classified 

s~gnlfmnt ex- for ~so luhon  
Poss~ble losses on active oa rv lom Losser on w v e  opemom mav 
shwld not seriously deP& cumnt seriously deplete &-I Re&es 
Reserves or necessitate more ban or require significant additiooal 
normal provisions. Exposure to provisions. Exposure to loss of 
loss of earnings or capital fmm earnings or capital from credit 
credit risk is manageable. risk is substantial. 
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Quality of Credit Risk Manogemeru 

Review of lhow f r lors  should allow supewiw~s lo rsvss the quality of d i t  risk M ~ l l l l ~ n t  as: 

Strong 
The current internal remlatory 
framework on active &rati&s. 
appmved in compliance with 
corporate governance principles 
effectively establish and 
c o m i c a t e  portfolio objectives, 
risk tolerances, procedures and 
practices for performing active 
operations and determining an 
allowable level of risk. 

Management fully understands all 
aspeas of credit risk and 
anticipates and res@ timely 
and adequately to changes in 
market conditions of lending. 

Management information systems 
(MIS) provide accurate, timely and 
complete portfolio information. 
Management and the supervisory 
council receive appropriate repom 
toanalpandundemandthe 
bank's credit risk pmfile. 

Stafting levels and expertise are 
appmprivefordlesizeand 
complexity of portfolios of active 
operations. Staff turnover allows 
for the ordaly transfer of 
rtsponsibilities. Training 
program facilitate on-going staff 
development. 
Credit risk analrjes are 
comprehensivesld pmmote early 
identification of emerging risks. 

- 
comrmnicate policy requiremu. 1 an allo&k kvcl of risk. 
manage men^ reasonably underslands 1 Management doa not undaaud 

Improvement needed 
Policies approved in compliance with 
corporate governance principles are 
fundamentally adequate. 
Enhancements can be achieved in one 
or more areas, but are generally not 
critical. Specificity of risk tolerance. 
pmcedum and practioes f a  
performing active operations or 
determining an allowable level of risk 
mav need irmmvement to fullv 

key &pects of credit risk and 
generally adqua~ely responds to 
changes in market conditions of 
lending. 

wak 
Polices are deficient in one or 
mom ways and q u i r e  significant 
imp-t in onc or mae 
areas. They may not be 
suffiiendy ckaror am too 
g e d  to adequately 
c o m n ~ i c a t e  patfolio objecaiws. 
risk t o k n a n .  pnd prmd~~s 
and practices for paforming 
active ourptions and darrminine 

MIS may require modest 
improvement in one or m ~ e  areas. 
but manacemnt and h e  sumisorv 

or h & c h  m ignore. key 
as- ofcredit risk. It does not 
anticipate or take timely and 
appropriate actions in rcsponsc to 
changes in M e t  caditions of 

I attention. IIW -y i;ld 
t iml iass  of informarion m v  be - 

I council generally receive appmpriatc affsaed in a marcrial ray .  
reports to analyzc and understand the Portfolio risk infomntion may be 

. . I hocquavsinaumelymanna. 
Staffing levels and expense am I Staffing kvels arc inadequate in 

bank's credit risk profile. MIS 
facilitates exception reponing. and 
MIS infrasaucm can support ad hoc 
queries in a timely manner. 

generally adequate for the size and 1 nuurnbas or skill level. Turnover 

i n o o q k k .  As a result. 
management and supcrvisay 
caur i l  may not be receiving 
apptq!hte or sufficient 
information analp and 
undernudmCbanksaulitrisk 
profik. Exception reporting 
requires inpm-r d MIS 
inframuL'fllR may not support d 

complexity of portfolias of active 
operations. Staff turnover may create 
some gaps in ponfolio managemL 
Training initiatives and smff 
development may be incorsislcnL 

BearingPoinr. Inc. 

is high. Bank docs not p r o d  
suffiient staff 
tniningldevclopmnt. 

Credit risk analyses are satisfactory. 
as are risk measuremenu and 
monitoring systems. 

C d t  risk analyses are not 
comprrhensive or are of deficient 
quality. 
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potential problem. 
Internal lending activity review I Lending activity review and internal 

Internal grading appropriately 
stratifies portfolio quality and 
orovides earlv detection of 

Internal grading reasonably stratifies 
portfolio quality. 

and intemal and exte& audit of 
active operations are timely, 
comprehensive. and independent 

Internal @ng of loans does noc 
xcurately mmt the ponfdio's 
quality. 

and ext&al audit of lending 
operations are accepiable. 

Ihe methodology of calculation of 
reserves for losses on active 
operations is sound and appmpriate 
coverage of risks exists. 

Scriars wuknesses exist in 
lending activity review and audit 
of knding m o m .  such as 
lack of indeandcoce. timeliness. 

The methodology of calculation of 
resaves for losses on active 
operations is g c n d l y  adequate and 
coverage of risks is acceptable. 

andlor scope of renew. 
The mchodology of cakuktcon 
of reserves for i- on x t i w  
operations is flawed. It provides 
insumCit  comagc of risks 
prrsnt  in the portfolios. 

The quantity of credit risk is: 
I 0 Lmr I OModcntc 1 0 High 1 

Inspectors should comider both tbe quantity of e d i t  risk and quality of credit risk 
management to derive the following conclusious: 

The quality of credit risk muugemnt is: 

A-gaIc credit risk is: 
I o  ow I o~odmv I High 1 

The dirmion is expected to be: 
I o IkYrcasing I o ~ t r ~ c  I o i.--ing I 

0 weak I 0 h g  

Bea~gPoinr.  Inc. 

0 Impovenrot 
oeedcd 

Much 2001 
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Liquidity Risk 

Liquidity risk is & A d  as Ihe cuncnt a prosptivc risk to earnings and apiul arising horn a bmlr 's  
inability to meet ia liabilities when they come due uilhout inclaring ~ u c q a b k  Imus. Liquidity risk 
ariws from the inability to w e  unplanned outflows of funds and changes in funding sanm mdla to 
mm off-balance shect liabilities. 

We also singk out mvta liquidity risk. which is &find pr Ihe - a pospcctiu tist IO amings and 
capiral arising from a bank inability to quickly unwind gaps in is p i t i oa r  u cunmt mrtct ma m w  
incurring unacceplMe losws. M a r k  liquidity risk PriseJ fmm the Wlve to rsogaize a dmcss c b g c s  
in market conditias h a t  affect the ability to utnn fuob in naarary voluma and mp.blc ~ICS 

and/or to liquidatc assets quickly and with minimal loss in vduc. 

Supuvism should coo~ida thc following enlurtioa frtm in making bqoidity risk nvymcm Tbcse 
evaluation f- m mmmmdd clilma and m v  be exoaoded bv umaviurs. if ocanw. Thcv uc m 
overview of issues ibu can =in the supmisor in &g bscisi&wi&n thc It&. The & dtk 
ongoing risk -MDI and c o m l  system eristing m thc bank uc to makc sum ha mamagem rmtcs 
dcqua~c and effective decisions and m comidacd by supcnivns rhm uscrsing h e  h L ' s  rist 

7h vwssmcnt f- ue as follows: 
The existcrux d m sdaqwe. effective and communicated inlso.l lrguluory hammat fpolicia. 
pmcehucs. ac) fa liquidity risk managcmM nppod by nppoprivc bodies of thc brnt based on tk 
principles of caponte gwcmance- and appmpiak compliance p d c c s  

Thc volume and composition of zrsa-based liquidity in reWon lo thc liability S~NCIUIL R c k ~ t  
faclors include: 
o Highly liquid rssas. 
o klrrit ies and Mher uPIl. which cro be wapred fa refinancing uammkms (mting 

into -1 thc liquidity of thcir mvLn). 
o Assa srks. including rep0 opcntions. or securitization oppacuniaier. a m rcas (0 

recoodary liquidity sources etc. 

Volum. svucnrrc d divmi-on kvcl of porrius (liabilities and apilll). Rek- ham 
include: 
o Roportim of liabilities in thc W s  prr~iws  
0 

b lolclbaokfuodr 
o Exisccm of volrtik w ~ c r  of funds sensitive w changa in thc W s  risk kvcl 
0 conanaaoiolls: 

D Bypvideroffuodr 
> By inwnuocot ( f a  exampk. cmif~lrc of&posi& deposit accoum dcbi~ arb ac.) 
> Bywur i t y  

NU funding gaps. wilh an e-is oa shal-lam erpawm. includmg: 
o ~ f ~ n g r r a L L  
o Ability to cova powmid f d n g  gaps ail rcaoaaMc ixMcrca by m a i n g  dmWllll 

. . 

lTsomcm 
o Thc liquidity of finrocill mnrtecs. where funds can be amacd 

Thc composition of on- and off-balaur shes @olios. iacluding: 

BcaringPoinr. Inc. 45 
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o Outflows and inflows of funds 
o Liquidity of collateral and early termidon anangerno& ( f a  example. dcposi~ arnogmw. 

CW.) 

o The liquidity of secondary markets available to convm lk immrmorr to casA 

. . 
t k  inslitutiwS r e p d o n  in IIIC mar tq lue  as dcmmsrmed by d a c r i d n g  dl 

ratings and increasing interest ram when h i s  tank -IS funds 

The views of formal a infamal ming wrviacs and d y u s  d m u ~  ihc inninaim. including cltncol 
ratings and rating uend.. Publications in oprs media. 

The exislcna of appropriate contingency pl.aning. 

The cxistcna of timely. accurate. and idmanative muvgemml inforrmtioa 

The level and skill of management and staff. 

The existence of proper coolmi olmshanism lo monila lk -y d idormdoa proper -ling 
uevmcol and compliance with policies a lam. 
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0ll.nrirJ of ligudiq Rish 

Review of [box factors s h M  allow s u p c ~ w w s  to asses the quantity o l  Liquidity r i s t  as: 

the liquidily risk profile (cash 
flows, current position and 
liquidity needs, liquidity 
management strategy) is negli~ble 
Liquidity position is adequate. with 
negligible-exposure to earnings and 
capital expected. 

Funding swrces provide the bank 
with a competitive cost advantage 
(cmt of funding i s  lowu compared ' to the average in the peer group). 

Borrowing sources are widely 
diversified. with little reliance on 
significant funds providws. 

Market alternatives exceed demand 
for liquidity. with no advese 
changes expected. 

Support pmvided by the parent 
company is snong. 

Modcrate I Hisb 
Earnings M ca~ital exposure fmm the he Potentid e x m  to loss of 

I value may be substanhal 
The hqu~d~ty pos~tlon IS not expceted I Lquld~ry poslnon a e x m l y  

liquidity risk &file i; manageable. 

to de tekak  ;n the near term. ' 

earnings or &ital due to high 
liability can or unplanned asset 
reduction below heir balance-sheet 

The bank can amact funds at a 
moderate cast level (at the average 
cost in the peer group). 

unfavoadk. resulting in sub&tiaI 
exposure to loss of earnings or 
capital. 
Funding sources and patfdio 
sbuctures sugecst cumnt a 
potential difficulty in sustniniog 
long-term amtffcaive liquidity 
(cast of funds is s i g n i f i t l y  higher 
then the avefage in the peergroup). 

Borrowing sources am diversified Borrowing sources are concentrated 
with few providers sharing common in a few providers or poviders with 
invesvnent objectives. timing. and co- lnvesmrnt objectives a 
economic influences. -mic influ-. 
The bank is not excessively The inrtih~tion has vimally a, 
vulnerable to funding difficulties accesstomarlraofhudsasa 
should an adverse change in m d e t  c o n q u m a  of its dverv 
paception occur. Earning or capital peraption or ignoring by the 
exposure is manageable. mvket 
Agreements exist with the parent Inadequate support pmvidcd by the 
company on providing support. paMt WrrPanY. 
however. the bank has not yet actually 
applied to the parent company for 
s"ch support 

March 2004 
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Qua& of kv id i r J  Risk Managenunl 

Review of lhcw factors should allow supervim to assess ihc quality of liquidicy risk mxqenm~ m: 

strong 
Policies ammved bv the 
appropria& bodies df the bank, 
in compliance with the principles 
of corporate governance. 
effectively communicate to 
personnel guidelines for liquidity 
risk management and desimate 
respnsibhy. 

- 

Manaeement fullv understands - . 
all aspects of liquidity risk. 

Management anticipates and 
responds well to changes in 
market conditions. 

Liquidity risk management 
processes are based on 
a m r i a t e  a~vroaches that .. . . . 
have pmvcn effective over time. 
Management infonnation is 
timely, complete and reliable. 

Access to funding markets is 
properly assessed and diversified 

lmprovcwnt ocnkd 
Policies aowoved bv the m r i a t e  
bodies of.& bank. in con&?& 
with the principles of corpaarc 
governance, adequately communicate 
to personnel guidance for liquidity 
risk management and assign 
responsibility. Minor weakwses 
may be prrSent. 
Management feasonably understands 
the key aspects of liquidity risk. 

Management adequately responds to 
changes in market conditions. 

Liquidity risk management processes 
are adequate. 

Managemt infonnation is generally 
timely. accurate, complae and 
reliable. 

Access to funding markets is 
generally assessed and diversified. 

~~ 

however. not all market alternatives 
are taken into consideration 

Contingency plans are effective Contingency planning is effective. 
snd take into account all relevant and the cost of liquidity alternatives is 
~acm. adequately considend. 

Bearingpoint. lnc. 

Walt  
The internal reaulaton 
hvncworlr is inadequate or 
incomplele. Policy is &ficimt 
in one or mae material 
=vJ='=. 

aspects of lqudrty risk. 
Manaplmtdoesoot 
antic,& or lake aimly or 
appmpriate rtions in response 
to changes in marlra 
coaditioos. 
Liquidity risk muupemnt 
pocesss are &fi&t. 

syaensdonocpmvide 
adequate infonaption f a  
managing liquidity risk. 
Management has noc 
distically Psscswd the 
insdtution's axes to swas 
of funds and has oot paid 
sufficient vlcntion lo 
divasificptiocl. I 

Contingency planning i s  eilha 
nonexisvnrorincompko.~ 
nat of liquidity plrmutivs ha 
~bacO&klUdyu*ls idacd.  
A high pobaility exists that 
additional contingency h u d i g  
sounrs will be needed. 
Improvement is not expected in 
the near fuhlrr 
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The quantity of liquidity risk is: 

I 0 Low I 0 Modrmc I 0 High 1 

The quality of liquidity risk nunagemcot is: 

Inspstors should cmr ida  bah he q w t i t y  d liquidity risk and quality d Liguidity risk nmapmm~ to 
derive he following conclusions: 

A m g a t e  Liquidity risk is: 

I 0 Low I 0 Modmtc I 0 High I 
The dircciion is cxpstal to be: 
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Interest me risk is the current or pmspeclive risk to earnings and capital arising fmm advax movcmou i n  
intercst rates. This risk impacts bnh the earnings of r bank and ihc ~ m o m i c  v a h  of  its assas. liatilities 
and o n - b a l m  shes instruments. Th? primary types of intercw nlc risk to which brnk am t@ly 
exposed uc: ( I )  repricing risk. which arixs from liming d i f famca in the maturity ( f a  fixed ntc) and 
repricing ( f a  floating me)  of bank assets l iabilitia and on-bal- shxt posilions: (2) yield anw risk. 
which arises from chaoges in  the slope and shrpc d ik yield c m :  (3) basis risk. which arises fmn 
impafoft ca re l v im  in ik dj-ot of thc rues euocd and paid on diffaux inrmmrnts whoat all a h c r  
repricing characicristics arc ihc same; and (4) opionrality risk. which arises from ik e x p c n  a implied 
opions imbedded i n  many bank e s .  liabilities and off-balaorr s h x t  portfolios 

Supaviwxs sbould condder Ihc following evaluation f r c m  in making iolucsl rye rirt paasmma Tkse 
enlualioo ktm .R m m m n & d  critaia and may be expanded by wrpavirar if mxssary. They rc 
overview o f  issues that cao assist the superviror in  making decisions within the RAS. Thc d dYI of ik 
ongoing risk asscssrocnt and cmcrol syslem existing at Ihc bank arc to makc sure that m m r g e d  mrLs 
adequafe and effective decisions and arc considad by supcrviwn when assessing the b m t ' s  risk 

Thc size and stability of net i n t a w  margins and its comspadeocc to tbc pm poup hl. 

Thc compoomt and .ggrrgiue kveb of interest rate risk including repricing. brsis yield cmvc. and 
opl im risk relative to cun inp  and capital. 

How adequately the bank -rcs inorest m e  risk o m  lmih Ihc sbac- and loog-cam 

The vuloaability o f  d o g s  and capital under mcPniogful rate changes w b  n prdDll rrc sbiRs ad 
yield curve twias. The appopnYeoesli o f  ihc sccnuios should be e n l d  in rbc cootut of ik 
cumnt m e  cnvimnmcnt. Rate scenarios o f  sunicimtly wide variability w i l l  be to pornit 
m*mingful analysis. 

Thc charxter of risk such as the v d u m  and plia xmit iv i ty of wiour poducrr. 

The rehive volume of and pus- f a  cmtioucd suppon fmm low am aud arMc fmding mm 

Thc exiaurc of timely. r c u x c .  and informvirr manag- infarmioa to mmica iacrrn rMc 
risk. 

The ex&ma a Ihc h o t  of pnclim of pericdii  review of thc j u r t i f i  and &Iy of risk 
asscssmclu rssumpionsand modcls 

Whaba the bank brr suRicient expcm'x and wwhaba i t  pdaluuely rcspoadr to cbmging mVta 
conditions. 

wbaba the bank h sufficient mute1 access to i l e ~ b l y  adjuw risk k v e k  

7he kve l  and skill o f  management and M. 

Bea~gPoinf. inc. 50 
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. The existence of proper cunbol mshariismr to monitor the accuracy d information paper -ling 
mauncnt. and compliance with internal polties. rrguldom a bws. 

Bearingpoint. lnc 
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Quantity of l n t r ~ s t  Rate Risk 

Review of those facton should allow supervisors to assess the quantity of intaest me risk as: 

Exposure reflects little repricing 
risk and minimal exposure to basis 
risk and yield c w e  risk. Options 
positions are clearly identified and 

Mismatched positions are shorc- 

'Ihe mismatches are unlikely to , cause earnings or fapital volatility 
8 due to me movement in interest 
rates. 
The suppon provided by l o w c o s ~  
stable nonmaturity depmits is 
significant and absoh or o f f a  
exposure arising from longer-term 
repricing mismatches or options 

M d e d c  
Exposure reflects repricing risk, 
ba& risk, yield cur& risk and 
opnons risk that are collectively 
maintained at manageable levels. 

Mismatched positions may be 
longer t c n ~  but are effectively 

w 
Exposure refleas s i m i f i  I 
Rpricing risk high kvek of 
basis risk. unduc yield cur* 
risk or  significant k w l s  of 

longer tam and d y  to hedge 
hedged. 
Substannal volatility in eamlnah or 'Ihe orobabilltv of substannd 
capital due u, the movement o i  I vol&lity in -in@ or capital 
intemt ntes is not anticipacad. due to h e  movemrv OF i n w r t  

ram is high. 
The s u m  provided by lowcost. , The support povided by lor- 
stable nonrnabuity deposits absorbs ; co% stable nonmaanity 

1 deposits is nol sigificant or 
suffiien1 to of fw  r id  hum 
longer-em qhic ing  
mismatches or opions risk. 

some, but not all, of the exposure 
associated with longer-term 
repricing mismatches or options 
risk. 



Quanerly Repon: March 3 I .  2004 

Qua(i* of Inlens¶ Rnrc Risk M a ~ g c m c l  

Rcvicw of hose factors should allow supervisors lo rvca ihc qua111y of I- rue nsk mmqcmcnl n. - 
The internal regulatory framework 
approved by appropriate bodies of 
the bank. in compliance wilh 
corporate governance principles. is 
sound and effectively 
comnunicatcs guidelines for 
managemem of IRR functional 
responsibilities, and risk tolerance. 

Management. responsible officials 
and respective srmctural units fully 
understand all aspects of interest 
rate risk. 

Management anticipates and 
responds to changes in market 
conditions in a timely and 
appropriate manner. 

lhe function of tmnitwing risk 
limits and measuring expcsures is 
independent from those executing 
risk-taking decisions. 
Risk mearurement tools and 
h o d s  enhance decision making 
by providing meaningful and 
timely information under a variety 
of defined and reasonable rate 
scenarios. 
Mana~ement informarion is 
timely, aaurarc. complete and 
reliable. 
Limit system provide clear 
paramrers for risk to earnings and 
the economic value of equity uodu 
a variety of defined and reasonable 
intern rate scmarios. 

Improvcmcot ocaded 
The internal regulatory framworlt 
approved by appropriate bodies of 
the bank. in compliance wilh 
corporate governance principles, 
adequately communicates 
guidelines for management of IRR, 
functional responsibilities. and risk 
toleram. Minor w&ne%w may 

wak 
The i n r d  quluoq 
framworl; is indeguate in 
c o m ~ ~ i c a t i n g  guidelines for 
managcmmt of IRR fmtional 
responsibilities. and risk 
tolerance. 

be evident. 
Managenmt, responsible offiials Managemm~ responsible 
and respective sbucbrral unih ofkials and rrspstive 
reasonably undmtand d ~ c  key stnrtunl units do not 
aspects of interest rate risk understand or choose to i g m e  

1 key aspects of maeu m e  risk. 
Manapemnt xbxmlely res& 

' 
Mana~rnenl does not 
antici+e or take t i m ~ y  and 
appopiate actions in rrsponsc 
lo changes in market 

i conditions. 
The function of moairmng risk 

I 

Risk m m t  tools and 
methods have minor wealolesss, 
bur are appropriate given the size 
and complexity of thc institution's 
on- and off-balance she* 
exposures. 
Management information is 
gennlly timely, aaunue. corrplcu 
and diabk.  
Limit system are adaqunte to 
conml the risk to earnings and the 
emmaic value of equity un&r a 
v a r  of defined and Rasonabk 

limits and mauriag uposura 
isnoIindepadenthmosC 
executing rishaking decisions. 
Risk masumnun tods and 
mmods are overly simplistic in 
light of the relative size and 
complexity of be inuirution's 
on- and off-balance s k a  

wuknesses. 
Limit systcna .R m 
masombkadonotrcflectm 
undustanding of mc li&s 10 
amings ~ K I  the sonondc 

intern1 rate scenarios. value of equity. 

Much ZOW 
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The quantity of i n w e  cxc risk is: 

Thc quality of inlcrrst me risk managemcot is: 

I a h g  I a N a d s  I o we& I 

Agggnc i n m  ru risk is: 
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Muta rist is rhe cumot a pmsp%rivc risk B earnings d capital Pising fmm d v a w  mobrmcrYs in 
security and canmodily prices and fmign cxchanp nus in ihc Uding book This rirk a t i s  fmm oyrter 
making. dealing. and position laking in &bI and cquily icyuilier. nmolcia.  commodilics. a d  dcrivatibrs. 
Risks arising un&r similar circums(anccs wilh regard lo similar inrrmmoCr in Lhr banking book ue 
dbczsed in abcr rckvamt categories ofthe risk assessmn~ system 

E v a W n  Factors 

Supuvisas rhoold coasidcr the following evaluatioa lraon in nutjog muter rist rrsmmco~z Thcsc 
cvalmioo f r a o n  arc r~~ormoeodcd critaia and may be expanded by wrprvison. if-. l k y  rn an 
o v c ~ e w  of issues ihu can assist chc sUr)CTYLIOT in makiog dsisioos within thc RAS. The a n d  dur d ihc 
oogdng risk w s s m e n l  and comml system existing u ihc bPnL are B mrtr s w  ihu caaqcmca onta 
adqvlle d effective decisions ard uc cwJidmd by s u p e r v i ~  whm assxsing ibc bank's risk 

Tk sowce of muta risk including murest ntc, fmigo exchange. cornmobly. d q u i ~ y  p c s  

The size. tenor, and compkxity of positicms. 

. Tbc c o m p m m  of &a risk and price sensitivity or variou pmd- including uDdcr dl4abmx 
s k  ~ n o g e m n l s  ( f a  iostance. swap% famrds.  ard qnions). 

The ability to hedge a close l i s t  positions existing pl a given nmnmt. including rmoycmcol's 
professional ability to conduct hedging Dvlsraims ard chc bank's vfeu 10 lppolrirc mrtru. 

The kvel and still or managemma d d. 

BeoringPomt. lnc. 
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Low I Modcrate I Hisb 
Exposure reflects limited oven I Exmure reflects moderate o ~ e n  I Exmswc r e f l a  sienifcant 
u n k g e d  positions. When prices unhedged positions. When pkxs o& unhedgcd poskons 
and rates change. the fluctuations and rates change. the fluctuations of When prices and ram change. 
of the size of earnings and capital the size of eamings and capital the fluctuations of the size of 
would be minimal. would be roderate. earnings and capilal would be 

1 signifcant. 
Exposures primarily arise from E x p u r e  originates primarily in ' High exposun may arise lrom 
customer &nsacti&s. and involve cijunction wi~h cus~omer tmkmions or poiitions mat 
liquid and ceadily manageable transactions. 'lhe bank has access to are taken as management's or 
pruducts, markets, and levels of a variety of risk management trader's views of che M a  
activity. instrumen& and markets at Thc volum and tam and 

masonable costs. given h e  size, conditions ofcuaoma 
tenor. and compkxity of open aanSrlionsa~~ota&qualc 
pos~tions. for the bank. 

The tenor and s i x  of open I The tenor and sue of opn positions Thc positions m y  be d~fficuh 
positions are expected to continue are expected to remain at c & n t  

or decline from c m t  levels. levels. 
a &tly to close out or hedge 
due to eorrpkxity of the 
positions: difficulty in redily 
amssing amr in  insaumcms. 
ll%Uk& or RllOrS; or che 
genual illquidity of markas or 
products. Thz renor and six of 
opm positions are upccted to 
continue at a i- beyand. 
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Stnmg 
( The internal replatory Framework 

approved by thibank'8 appropriate 
bodies in compliance with the 
principles of corporate governance 
clearly defines the level and types 
of risk that the bank is willing to 
take and establishes clear 
authorities, conservative limits. 
and assignad responsibilities. 
Policies permit risk-raking only to 
personnel of an appropriate level 
who have proper experience and 
professional knowledge. I Management, mponsibk officials 
and respective smctural units fully 
understand all aspects of market 

officials anticipate and mpond 
timely and effectively to changes 
in market conditions. 

~ e c d s  improvemco~ I weak 
The internal rcmlatory framework I The bank's internal ~ ~ u l a t n t v  
approved by ih; banli'.s appropriate hamwork reflects &BoardBoardof 
bodies in conpliance with the I Manages. nha hn the 
principles of corporate gove - I shareholders' attitude towards 
defines the level and types of risk risk. No clear assignment of 
that the bank is willing 10 take and 
generally eslablishes clear 
authorities, reasonable limits, and 
assignment of responsibilities. 
Risk-taking authority is generally 
consistent with expertise of bank 
personnel. 

mpomibililics. ~islrs arc talrm 
by pasonncl having no 
appropriate expertise. 

I market risk 
Management and rcsponsibk 1 Management and responsible 

Managemnt raponsible officials 
and nspstive sttuccural units fully 
undeatand the key aspects of 
rnarkec risk 

officials adbquately &pond to officials do  no^ anticipate or take 
changes in market conditions. timly and lppropriate aaiom in 

rcspmre to chan@ng marku 

Management responsible 
officials and -ti= s m r t u d  
unitsdonocundastvdahavc 
chosen to ignore. key rspecls of 

1 editions. 
Risk measurement tools and Risk mexwrement tools and 1 Risk maruruncnt rods and 
mHhods arc sophisticated. given methods have minor defiiencies. mmods an ioadesuate given the 
the size and co&lexity of - but an sufficient give the size and size or oompkaity of G v i t i a .  
activities. complexity of activities. 
Management information is Managemnt information is Management infonrntion doa 
sufficient for a ckar assessment of generally suffiient for an n o t m w e l y ~ z e t h e  
the potential volatility of h e  assessment of the potential potential volatility of the d u  
market and aggregate risk-taking volatility of the market and or a m g a t e  risk-taking -- - - -- - - 

aggregate risk-taking 
Limit svstem establish clear Limit svstcns establish clear LimitssvsleoadowtRfleaa < 

paramctas of the risk to earnings par- of the risk to earnings u@ac undusaadmg of h e  
and capital under a variay of and capital undcr defined and risk to cpmings and capital. 
defined and reasonable scenarios. reasonable scenarios. 
l k  h c t i o n  of rrrasuring The hmction of mesuing 
exposures and monitoring risk is exposures and moniloring risk is 
independent from risk-taking rial indepadent from risk-laling ! 
activities. activities. 

Review of lbose factors should allow supemsors to asss the quality of market risk 
management as: 

Much m 
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Summary Coodwiom 

Thc quanlily of mvka  risk is: 

I 0 Low 1 0 M o d e n v  I R High 1 

The quality of market risk magemen1 is: 

lnspsrm should cmsidn bah the quantity of muta risk and quality of muta risk maupmm IO &irr 
Ihe following coocluriom: 

Aggregate mvta risk is: 

I 0 Low I 0 Modartc I 9 High I 
Thc dinctiw is expected lo bc: 

I o kcmasing 1 o SUMC I o I 

BeoringPoinr. Inc. 
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Foreign Exchange Risk 

Foreign exchange risk is the current or prospective risk to earnings and capital arising from advenc 
movcmcnts in currervy cxchangc ma and banking d *a. Fwcigm cxchang rist un bc vpyvcd 
into: 
- Transrtion risk 
-Translation risk 
- Economic facign exchange rist 

Transactioa risk refas to the imppct of odversc movcmcas in currcofy excbroge ram on the IUI nlu of 
open foreign cuncofy positions. However. since i t  generally uiws fmm muta onliog. dcrliug md 
position taking in foreign cllnmcia it is covcrrd in the mulra risk guideline. Tnnrk ion m k  refas to thc 
variability in  accounting values nsult fmm wiuioos in exchange rua which uc lasd in nansbting 
canying values in foreign currencies to base currency. Economic foreign exchange risk refas to Ebmgcs i n  
compmitive sucngth of thc financial i d n u i o n  a its atilia cmstituting its comdibpd gmup in thc 
foreign market d u  l o  fundamental changes in uchange rates. 

Supenisas should coosida the following enluplioo f r t m  in  making farcign exchange risk 
'Ibeu evaluation f01m nrc raommcodcd critaia and m y  be exploded by s u p v k a x  if ama+uy. Tbey 
uc an overview of issues thaI can assist the supmisor in making decisions within tbc RAS. Tbe rnnl du 
of thc ongoing risk vrcrsnrot and contrd sywcrn existing at the k ~ k  arc to makc sure m* mtolgcmcllt 
makes deqadequur and effective &cisions and arc consirk14 by supcwkm w k n  assessing thc brat's risL 

The exiweoce of an &qua@, effective and communicucd i o l d  Rgulaary hmmuk ~~ 
pmcedum ctc) f a  FX risk managemmu ~ppovcd by appprhk bodies of thc bml; in Eomplirrrc 
with corpor;uc govemuwx pinciples. and compli.nx pnctiar. 

'k volum of bakoc+ sheet and off-balnme rhm iums subjm to renllpooo doc lo c b ~ g a  in tbc 
spa c-y exchange rak and in the forward currency exchange me. 

'k rmrhm of balaoce-sheet and OK-bakoc+-shca ium by: 
0 Cmmcy. 
0 Roduns. 
o Tenor or anticipated m of rminuoancc of positions. 
o 'k size and maturity of cuh flow m i s m c k  
0 Thccx~orposi l iominlhinlyPdcdcumtuia .  

Tbe exi- of popa control mcchisms to moclita thc v x v r y  d infann&ioo. popa m g  
trcamr~. and compliance with inled pdiies. ngu*tions or laws 
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QvMlitJ of Foreign Exchange Risk 

Review of t h e  facrm should allow supcnisors to assess chc quantity of fomign ex, 

Loa I Modmtc  I 
I The size of unhedeed own FX 

m 
I The size of unhedaed own FX I The size of unhedeed own FX I - .  - .  - .  I positions in specific currencies is I positions in specific cumncies is I positions in spccifi curranries is I 

limited. I moderate. 
Cash flows are predictable and are I Cash flow mismatches are 1 
closely matched or hedged. predictable and moderate in size. 

significant. 
Some positions may be I 

The impact of changes in currency 
exchange rates on the size of 
earnings and/or capital is 
insignificant. 

deno&nated in soft currencies. 
complicating the ease, speed. and 
cost of hedging. 
The impact of changes in 
c m y  exchange rats on the 
size of earnings andlw capital is 
significant. 

M a c h  2aM 

The impan of changes in 
currency exchange rats on the 
size of earnings and/or capital is 
moderate. - 
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Review of those factors should allow sqpenirorr lo assess the quality of foreign e x c l n o ~  r i d  muugemco1 
as: 

Strong 
The internal rewlatory 
framework ap&oved by the 
bank's appropriate bodies in 
compliance with the corporate 
governance principles clearly 
and rrasonably defines the limits 
of FX positions by currency, 
term and insuument 

- . . 
officials and respective structural 
units fully understand all a s p &  
of foreign exchange risk. 

Management and responsible 
officials anticipate and respond 
timely and appropriately to 
changes in market conditions. 

Risk measurement tools and 
methods are sophisticated, given 
the size and comple~ty of 
activities. 

Management information is 
sufficient for a clear assessment 
of the potential market volatility 
and aggregate risk-taking. 

limit system establish ckar 
parameters of the risk to earnings 
and capital under a variety of 
defined and reasonable 
scenarios. 
m e  function of meawrinp. 
exposures and monitoringrisk is 
independent horn risk-raking 
activities. 

lmpmvewnt ntcded 
The ~nrernal rewlatory 
framework approved by the 
bank's appropriate bodies in 
compliance with the corporale 
governance principles generally 
defines the limits of FX positions 
by currency, term and insuumnt 

Managemenl responsible 
officials and respective strucnvll 
units fully understand the key 
aspects of foreign exchange risk. 

Management and responsible 
officials adequately rrspond to 
changes in marfret conditions. 

Risk meawremnt tools and 
nrthods may have minor 
deficiencies, but are sufficient 
given the size and complexity of 
activities. 
Management information is 
generally sufficient for an 
assessment of the potential 
market volatility and aggregate 

~ ~ 

risk-taking. 
Limit systems establish ckar 
parame& of h e  risk to earnings 
and capital unda a variety of 
defined and masonable scenarios. 

we& 
llwe is no internal regulatory 
fnurrwork for FX risk or it is 
inxiequate 10 the volum and natun 
of the bank's opaations gi\m 
managemmt expertise. the bank's 
capital position, andlor volum d 
pssets and liabilities denominad m 
foreign currcncics. Respnrsibilities 
am noC clearly assign& 
Managemnc. nspomibk officials 
andrrspcctivesmKtwzlunits& 
nawdcrswdorhavechoscnto 
ignore key aspcas of f d g n  
exchange risk. 
Management and nspom~bk 
officials do mu ancicipw a take 
timely or appmpfiate Dctions in 
respolrvtodungcsinmarket 
conditions. 
Risk ~ o m l  look a d  
m e t h o d s a m i ~ g i v m t h e  
size or complexity of ycivitics. 

Management information doa not 
accuralely pompy the pocmtial 
market volatility a aggrqaw risk- 
taking. 

limit sysmns do na rcfka a 
compkte unclemuding of dw risk 
to eamings and capital. 

The function of nrPsuriag 
exposures and monitoring risks is 
not independent hnn risk-taking 
rtivities. 
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snmmuyc- 

The quultity of foreign exchange risk is: 

a Low I PModmrc 1 a High I 

I k  quality of facigo exchange risk managemcot is: 

lnspstm sbould consider both IIIC quantity of facigo exchange rist and q d y  of fadgn u c k q c  raL 
managemnt lo dcrivc ihc following cooclurioos: 

AggrqYc fmign exchange rist is: 

I a Law I 0Mod.Rtc  1 a High 1 
The direction is elpccccd to be: 

I Decreasing I o stnbk I 0 1 m d n g 1  
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Operations and whnology risk is the potential risk fa tk c l i w e m  of a banking iartittuicm. which uins 
hm breakdowns in corporate governance. i n m d  coovols a indaquatc informnoim tecbmlogy and 
pmcessing in  kmrr of  manageability, cxclusiuity. integrity. cwuollability. and coatmuit)-. SDcb 
breakdowns cao lead l o  financial l o w s  h o u g h  ermr, f d .  a failme to paform in  a timely rrnam a 
uuu the i n l e r r s  of the bank to be compromised in somc Mhcr way. f a  exampk. by iu dalas .  W g  
offiars or aha staff exceeding their authority or conductinn busims in  lo u o a h i d  or ton risky nunox. 

of lmforesccabk events such a T I  or ahn diwwcrs 

Evolumion Factors 

Supervisors should consider the fdlowing evaluation fsctors in amkhg o p e m h  
and techwlogy risk sssossments. Ikw evaluation factors are reunnmeedcd criteria 
and may be expanded by supervisors, if mceswy. They are an overview of iscars 
that can assist tbe supervisor in making decisions within th RAS. The .e(llil data of 
the ongoing risk nssgsment and control system existing at (be bank are to makc stwe 
that management makes adequate and effective decisions Pnd are considered by 
supenisors when assessing the bank's risk. 

Thcsc arc rhc following f r c m :  
Tbe eaiaence of ao adequate. effective and communicmcd inward rrguluory (pduie* 
pmcedum. ac) for opauioos and technology risk managcmmt w v c d  by tWopiro bodies of tk 
bank. in mmplivre with corpaak goveroaoce p iocipk and .ppmpriue annphmx pnclicrs. 

Tbe potmtid fa technologiul and o p c m h d  fulurcs. buck d a&* by staff. iDdeqlpcia m 
tk pre-tnosactiw analysis fa decision-malring . and failure (ildi lempaay) w -a a d  
@sIa transactions with cuaomcrs or couorcr p l i e s .  

The existence and ndadhacoce by the bank lo  uchndogiral cards (pmedurrs) fa adocting 
buluchons. 

Tbe existence. numba. d - of violaim d .dministmiu and mxmmhg d 
proc+durrs. 

The history and namm of liligYim m the pan of cuwomm r e l v d  to ddicieaja in 
syscms and how the bank dealt with iL 
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Adequacy of IT strategy. IT stnlcgy should ddrcss current and l- budoc+s reqkmm. and 
tdke inlo consideration banIrare. tckcanmunications. software. b a d  muat wnmm. and 
infonnatimal data& integrity 

Apmceszexiwsfw: 
o identifying i n f o d o a  needs to manage the bank efficiently. 
o Defining ihe i n f o d m  syslems architmure f a  tnmrtioa pocasing d l a  dclivrriog 

pmdwandsavim 
o Awning thc reliability rod mmtioo d infamation (c.g.. &a a+uioo p m n i o g .  amp. 

and &livery). This includes business EoMinuily planning. 
o Roviding the timely paduction and use of mmqcmet~l informvim 

The cxisvm of p p c r  control msbmirm lo moaita the rcuncy d informdop popa m g  
trra(men~. and compliance with pokiis a laws. 
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Review of the following factors should allow supervisors to pssess Lbc quantity of 
operations and technology risk as: 

Low 
Client identification. pre- 
transaction analysis a& procedures 
are standardized. 

The number of transactions and 
technological mnpkxity of their 
proassing is low and well 
supponcd by operational systems 
development. 

Thebankfully musthe 
requirements to sealement and 
cash transactions. 
The schemes of conducting 
transactions are simpk. the 
average size and number of 
bansactions conducted in different 
time z ~ l e s  are low. 

The expansion of the number and 
range of banking s e t v i a  is 
consistent with management's 
plans. Implementation plans are 
clear and followed. 

Bearing Point. Inc. 

Modm(c 
Client identification, pre-bansaction 
analysis and pmcedurcs are difficult 
lo standardize because of 
complexity of schemes of 
conducting transactions involving 
separate products. 

The nu* of bansactions and 
technological complexity of their 
processing expose the bank to some 
d e p x  of risk. Operational sptems 
development a&quately supports 
ttu level of nansaction processing. 
There exist certain violations of 
settlemnt and cash discipline. 

The schemes of conducting 
bansactions are chnrsctaized with 
certain complexity, that may bc 
deviations fmm the standard 
schemes of conducting transactions 
the avenge size of transaaions is 
significant, and the number of 
eransactions conducted in d i f f e ~ t  
time - is m d m t e .  
The expansion of the number and 
range &banking services is 
generally consistent with 
managenrent's plans. 
lmpkmatstion plans are g d y  
clear althatgh hey are not always 
comprehensive. 

=& 
Client identification. pe- 
tramacrion analysis and 
praedurcsclnnotbc 
s-bacausof 
conpkxity of schems of 
conducting nansactions involving 

Thae exist major violations of 
settlement armcash discipline 

The schemes ofcunducting 
~ ~ r t e h v r t a i t e d a s  
EonpkxandvirmPUy not 

s c a n d u d i r e d t h e a ~ s i z e o f  
opaatioas is high. ad the 
numberdmmachtscaductcd 
in diffetmt timc zones is 
significant. 

The bank lacks adquate plans d 
expansion of the number and 
range of snrices. 
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Qualily of and Technology Risk Mamgcmrmt 

Review of the fdlowine factors should PUow sumnisors lo asses tbc quality 
operations and technol& risk as: 

strow 
Policies of the bank approved by 
the bank's appropriate bodies in 
compliance with the a ~ p o r a t e  
govemance principles. where 
operational and technological risk 
is addrrssed, are well developed 
and adequate. 
Management fully understands all 
aspects of operations and 
technology risk. 

Managemnt anticipates and 
responds well to changes in the 
size of operations and technology 
risk. 

The IT strategy and policy are hi l ly  
complied with and supponed by 
adequate resources. 

The bank has a history of no 
operational failures. The likelihood 

lmproveacol d 
Pollcles of the bank approved by 
the bank's appropri&bodies in 
compliance with the corporate 
governance principles, where 
operational and technological risk is 
addrrssed. arc generally adequarc. 

Management reawnably 
understands he key aspects of 
operations and technology risk 

Managemnt adequately rsponls 
to changes in the size of operations 
and technology risk. 

Themstrategyandpolicyare 
generally complied with and 
supported by @IY adaquatc 
MOUTCeS. 

The bank has a history of no 
simificant operational failures. The 

of that the bank may not be able to l~el,hood of that the bank may noc 
restoreandtofunherprocessthe beabktonxtoreortohurher 
transaction is minimal because of proass the bansaction is 
the presence of stroog ~nternal m i m m d  by genaally effective 
controls. controls. 

W a L  
P o t i i  of chc bank do m cover 

Managcmmt docs not undssund. 
orhasfhoscnmigmm.thekey 
a5Qectsofoptntiolrsud 
tshndogyrislr. 
Managcmmt does not anticipate 
or take timly and app~opwc 
d o n s  in respomt lo b g c s  in 
thes inofopast ionsud 

( in nu+ Mdlor coapequmes) 
opentiooal failures The 
likelihood of inability to ratore 
a n d l 0 f i J r I h u p m s s ~  
avrsaction ishighbecausedchc 
absmce of eticctive inccroal 
controls. 

The level of operational control at The kvel of operational contml a~ The kvel of opavional eonad a~ 
the bank is high. lntemal controls, he bank is dequaoc. Internal thebankis indqme.Saiarr  
audit, and contingency plans are controls. audit coverage. and weaLnssa exist in inmual 
sound. contingency plans am adequare. coaads. aad sudit covuage or 

focltiopncy plar 
Managemnt information is Minor de l i c i i i e s  may exist in Managemcn~ infomntiar related 
satisfactory. management information on to transaction pmocssing 

trarrsaction p c c s i n g  activities. d v i t i c s  exhibits significpnt 
weslinass. 

The quantity, skins and experhce Current quantity and quality of staff Cumot quantity and qunliry of 
of personnel are satisfactory. No is troubksom. Scarcity of q u i d  staff is d e n t .  Required 
scarcity of qualified personnel in knowledge and expc iure  in the knowkdge and expr iena is hard 

BuuingPoinr. lnc. 
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Thc q w t i l y  of operations and lshwlogy risk is: 

I 0 Low I 0 Modcrvc I 0 High I 

The quality of opaatioos and lechnobgy risk muugcmm is: 

Inspstm should coaridcr bah ih: quantity of opemioar and lecbmlogy risk and qualily d opcntims 4 
technology risk managcmcol m 6crivc h e  following coocluricms: 

0 s m g  

Aggrcgue opentions and lechmlogy risk ir 

I 0 Low I 0 Modcrvc I 0 High 1 
Thc direction is expsud to be: 

I 0 I)ocrariog I OSllMe I ollluusq I 

0 Impmvcmcol 0 wept 
needed 
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R@oo risk is Ihc c w u u  a pmpanive risk to antingr aod capilal arising Cmm odva+t paccpuon of 
the image of chc financial inwinuion by c l t r t o o ~ ~ ~ .  c m e r  panics. sharrholdcn. a rq~hlorr This I l l e m  
Ihc bank's ability to establish ncw relationships a services a service cxisting rclrtioaship This ridi rmy 
expose the instilluiw (or itr muugers) to finaocial loss a a dccliac in its custoon base iacl&g 
dminislralive. civi l  aod criminal liability. Replluiw risk exposure i s  peseot tlrarghoo the a p & x a h  
and, therefore. bank am obligated to exercise an a p p p i a e  Matmcnt in derling uith its costomas aod 
with the community. 

llK public prception can bc dcliocad as follows 
o . Martet pu+eprioo: eg. xhd a p m W  cut- a c w n l a  panics. a shadddm 
o Regulatory p a p i o n :  e.g. the National Bank of o l n c .  Securities aod hcbngc Commisioo. Swr 

Tax Adminismion. rod otha aulhorircd bodies. 

Sopervism sbould &da the following enloaka factors in losljag re& ~ rresrmrmr Tksc 
evaluation fmm am rccommeodcdmraia aod m y  be crpaodcd by sopcwhn. if aasruy. Tbcy ate m 
o d c w  of is- that can wia ihc somavkor in making decisions within the RAS. Thc d dam dtk 
ongoing risk rrvssment and cmbol s&m exiwing at thc bank am to makc SIUC Uw managcon% i m h  
a&qw aod effective decisions aod arc considemi by wpervism whcn -ng tk W s  risk 

'Ih&e fadon uc the following: 
The lhe a p p l c  pen&ioo of maargemmt aod the lionacid stability ofthe ioaimiou 

ThcmytaapMicperaprionofthepmd~mdravicesoffercdbytheb.ot 

Managemcot's wiltingoess md ability to adjust kniness mVcgies b a d  on rrgutYoq chmp mrtec 
coojuo*urc. a aha fmm ( f a  ios(aocc. (crminnion a rabictioa of the validity of m e  itens io 
the lianw. change of the bank's staius, m.). 

l lKWs&ddyl iogihcpmspcdsfaexpladingthe~ogcdpoduca. Idorv imd 
dcveloping an appopriuc iotcrnal reguhlay frrmwork. including as it pauim lo  ca&uiog d u  
diligence of aod getting i n f o d o n  w cost- Thc prospsu f a  nuiohioing wch & in 
funuc. 

The volumc d Wociary w w i m  rod the tcmn and cooditions d rcndcriog them 

'Ibe ovlnc aod v d u m  ofuls~ouur c o m p h h  and mpnne+mcot's ability md mllingncs to rcspocd (D 

mme complnints appopriucly. 

The exisomc of highly visibk a cmrpicuaa litigrtioo. which Ins  &d dr W s  inqc 

Hiaaicll fim. p c d h s  md aha finarcid lozvs lrizing from v' 
. . 

've. civil a aiaiod 
liability ioclarcd by ihc bank ( a  its mrnrgm). 

Thc fodingr of supavirory reviews .Id orsnrgemcnt's willingness md ability to rapood to lbac 
reviews nppopritely. 

T h c ~ s p u r i c i p Y i m i n t k H o m e b d d D e p o s i t ~ h r o d  

BmringPoint. Inc. Much 2004 
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L o w  
Management anticipates and 
responds well to changes that 
impact the bank's reputation. 

l h e  existem of a Code of 
Ethics. developed in compliance 
with the corporate gove&ma 
principles, which is fully 
&pied with. 
The bank's intemal discioline is 
maintained at a very high level. 
Internal conmls and audit 
systems are fully adequate. 

The public image aod good 
reputation of the bank is only 
minimally exposed by internal 
Pad external fxtors. Control 
action is taken (for instance. 
thmugh an effective publii 
relations function). . No adverse 
exposure is expeaed in rhe 
foreseeable future. 

The Household Deposit Insurance 
Fund insurs a significant ponion 
of total household deposits. lk 
average amount of a depmit does 
nor exceed the atmunt of 
g?Jarant&dcompnsatioo. 

Moderate 
Managemmt adequately responds 
to changes that impact &e b&'s 
reputation. 

The existence of a Code of Ethics, 
developed in conpliance with h e  
corporate governance principles. 
which is generally complied with. 

The bank's internal discioline is 
mainrained at an a m p t a k  kvel. 
Internal conmls ad aud~t 
systems are generally adequate. 

The exposure of the public image 
and good reputation of the bank 
f r k i n t d  and extemal factors 
is conmlled (for instance. 
duough an effective public 
mlations furrtion). Exposure is 
expected to remain low in the 
f o d k  future. 

rn 
Manag-t dm nor anticipate or 
take -ly or appropriate icions 
in rrsponsetochangesofamarket 
or oher name. 
No Code of Emics exists at the 
bankoritdoesnothurtion. 

The bank's i n d  discitdine is 
not maintained. 
Internal mads or nudit systems 
arc not e k t i v e  in nduc ig  
exposure. Mvrspmnt  har either 
n c 4 i n i t i ; u e d o r h a s a p m d  
of, comctive acrioo to address 
problems. 
The public image and good 
reputatioo of the bnk arc 
suhrtantially exposed by in& 
aod C X ~  f a = .  lhk is show0 
in signinificaot litigaion agaiM the 
bank and its m ~ l p m  lsrgc dollar 
I-. a a high vdum of 
cusmmr conplain&. The situation 
is notcxpcned Io inp0ve in the 

HwchoM ~cpcsi;  lnsu-c Fund 
or is its tenponry participmL 
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'Ibe direction is expecled to be: 
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k g a l  risk is h e  c m t  a pmsptclive risk to earnings and upid uidng from ~~ a nn- 
compliance with laws. replaurn.  a p m n u .  prcscribcd pxlices. or nhicrl waoduds. as nzll as from 
[he possibility of their dubious interpartion. l n d ~ d r n  arc e x p d  lo kgrl risk hr to rclatioar mlh a 
great number of slal;choldcrs e.g. cuwomcrp. m l a  parties. ioccmrdiuies. *r. as uell as reyl*ors. ma 
a u h t i e s ,  and Mha authaized agencies. Legal risk c m  kd lo fines and adminisrrvive pxaha. 
payment of damages. diminished reputation. ckwriorating position in ihc mark*. ruluad expradoa 
pacntial. and I r k  of conhacl enforceability. 

Examiners should comida he foUowing evaluaiim f a a m  in making legal risk .+sarmrms Tlrse 
evallutioo fY1m arc rsommendcd criteria and may be expanded by supuvism. if n a u s q .  They arc m 
overview of issues Uw a n  assist he examiner in making decisias widin he RAS. The Mnl dm of IIK 
ongoing risk lswsrmcnl and control system cxising at he W are to nnkc smc ibu mrmgcmm( nnhs 
adequvc and effective decisions ad arc conridaed by ntpcrvism WIUJ lrvssing ihc bank's risk 
The f r t m  are ihc fo l lwr in~  

The exiwmce of m dcge ,  effective and fommuniaud i n d  q d a a y  mmnmrt (policies. 
~ a c ) f o r * g a l r i s k m n a a g e ~ l p p r o v e d b y ~ b o d i e s d I I K b P o t i n ~  
with corpavc govaoarre principks. and nppmpriuc compliance puliccs 

The number and signif- of nolatiom a anronfamaace wilh -bed arnirdr a kgal 
requirements (significance is daermiaed by analysis of ihc frcqunry. &U.r atmnml. and ndm of 
noncompliance). The analpis should incorpor;uc bah c u m M  pad hiSlOhd paspcai~s 

The history of cornphinu. claims and litigation by clatoorrs and abas The ~~ chimi a 
litigation may involve 

o Cmsumcr riglrs poCcction in c o i n a h  wich of banking pmd~ca a rerrip of 
banking sawices (Imding. depoairr. finds Innsfa. ac.). 

o Violation of laws and rcgulatims. 
o Othn pndcntial or a h i d  spadudJ, Pmahcr mablisbaJ i d d l y  or onodrvd by he 

bulk's rcgulalm. 

How policies and powers arc communicated to tmmgcmcr and staff. 

The existence of timely. xclmuc. and complue umupment i d a m d m  
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Review of those factors should allow examiners to psscss aggregate kgal risk as: 

aspects of legal risk and exhibits 
clear commitment to compliance 
with all of the established 
requirrments. 
Authority and accountability for 
compliance are clearly defikd and 
enforced thrmghout the institution, 
in compliance with the corporate 
governance principles. 

regulatory nature. 

Legal considerations are 
incorporated into the product and 
system development process. 

' Violations andlor noncompliance 
issues are insignificant, as m u d  
by theu number or seriousness. 

When deficiencies are identified. 
management pmrnptly implements 
meaningful corrective action. 

Modcnte 
Management rrasonably 
understands the key aspects of 
legal risk. 

Authority and acmun~ability for 
conpliance are comrmnicalcd 
throughout the institution. in 
compliance with the corpom 
govemance principla, although 
some refinenrnts may be needed 
Managenrnt adequately mspads 

While compliance may not be 
f d l y  considered when 
developing products and system 
issucs are typically addrssed 
before they are fully implemented 
The frequency or severity of 
violations andlor nonconpliance is 
reasonable. 

Roblems can be corrected in the 
n o d  course of business withcut 
sipificant investment of money or 
managemtrrsounrs. 
Management is msponsive when 

High 
Managemnt docs not undascvd 
or has chaun to igwm. key 
aspects of kgal risk. 

Managemnt has not e d i s h c d  
has not anmunicated dmughou~ 
the institution or e n f d  
aceoualability for compliance 
m-. 
Managemnt does not nticipate 
or nke timcly or .ppopriate 
~ t i o m  in response to changes of 
a regulatory Mnulc. 

Lcgalconsidastionsrenot 
incwpomd in product or 
system developmnt 

Violations a d o r  nonconplianx 
expose the bnir to significant 
impainocnt of rrpltation d u e  
(capital). earnings. or dw W s  

inIemally. constive action is 
oflen ineffective or 
is unrrspoosive to idtntified 
de f i c i i c s .  

defic&irs are identified. 
'Ihe institution has a good recon1 of Compliaocc management systems C o n p l i  rmopamcnt systems 
compliance. Appropriate legal are adeqw to avoid significant or are M i l  Rfkrting an 
c m m l  systems are implemented to fquen t  violations or indequstemmagenmt 
identify potential legal i-, noncompliance. commim~nt sorisk managemnt 
conpliance pmblem and assess the T h e b a n k h a s n o ~ v e a a i o n  
palonnance of respective units and plan, or it w a ~ M  take a loc of time 
employees .which minimize the to inplenmt such a plan. 

, likelihood of nu- or suious 
! fum violations. 
Training programs ensure ongoing 'Iherr is cenain inconsistency in 'Ihe bank pmvida no meaningful 
staff developmnt the staff oaining and developnmt and consislent staff 

pfixxsc. oainingkkvelopment paqmm. 
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Axpegate kgal risk is: 

I 0 Low I 0 mod era^^ I 0 High I 
The direaim is expmcd lo be: 

I -iog 1 0 slaw I o lnau%ing I 



Ukmine Bank Supervision Development 
Conrracr IPCE-1-00-99-00aOMX) T W 2 7  
Quarterly Report: March 3 1.2004 

Strategic Risk 

Sbalegic risk i s  thc current a prmpstive risk to d o g s  and capitnl arising fmm .dnnc businn 
decisions, improper impkmenmion of decisions. or lack of ~sponsivmss to changes in thc business 
environment. Th is  risk i s  a function of the compatibility of a banl;'s shalepic gmls. Ihc business smq ics  
developed to rhicvc thow gods. thc m a  deployed agaiw thew goals, and tbc quality of 
impkmcotation. The reso lnn  needed to carny out business strategies arc bolh tangible and iomyibk. 
They include commuoication chamcis, operuing systems. &livery mats. and m a r q u d  cqadtizs 
and apabilitics. The agaoiratim's internal clwxtcrislics m w  tc evallpccd again* thc ilopn of 
economic. tshnologial. compelitive. regulatory. and dm envimnmcncrl changrs 

Supavisors should considu (bc following evaluatioa fvlon in d g  snaegic risk asses- 'Ibae 
evaluation fnas arc rsommeodcd crilcria and may bc ex- by supuvisms, if aemsny. T k y  uc m 
overview of issus thpt can assist thc suprviwr in making decisions within (bc RAS. The d da d tbc 
ongoing risk pyessmnt and cwtrol sy&m existing at ibc bank arc to nukc sure W mrLa 
adequate and effsrivc decisimr and arc nwidacd by supervisors when assessing tbc banYs risk 

Thcv f- arc the fobwing: . The bank's missioo. gopls. carprmc cuhurc and v a l e  and to*nax f a  risk 

Management's prtics of cormmmiclting, modifying. and implemming p k u  

The -us of impkmcotation of W g i c  plan% thc frcqucncy md m@h& of c h m p  in the bank's 
risk roknnr .  

Plans and oppatuaitics for tbc W s  unrtural ma@aion (f- c = q k  cump*. a d  
acquisitions). 

The compuibility of s(Rlcgic initiatives with available or p*ancd -r 

. The bank's market positim, including market pmetntion at bah Ihc podud and g c o p a p k  knl. 

The bank's d i m i t y  in tamr of produat. gmpphy. and clienccle. 

The bank's pau perfamatux in impkmcnting plans to dfa new prod- and xwicu 

LOW I mdemte I W 
I Risk managemat practias arc an I 'Ihe quality o f  risk managcmmt is I Risk mnagcmmt pncticcs I 

direction is evident. 

Shategic goals. objectives. cwporate Management has demonstmcd chc Shategic mks are 
culture, and behavior am effectively ability to implement goals and inadequately sup@ by h c  
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communicated and consistently 
applied throughout the institution. 
The effectiveness of implementation 
of strategic tasks is enhanced by the 
depth of management qualifications 
at all levels. 
The bank has a good record of 
accomplishing goals and 
implementing strategic tasks. 
Strategic plans do not pose a threat of 
destabilization of the bank's 
condition. 

effbctively support strategic tasks. 

The bank's strategic plan 
implementation tactics are consistent 
with the defined strategy, are 
supponed by capital and pose only 
nominal possible effects on earnings. 
Decisions can be easily changed with 
reasonable expenses. 

objectives. There are som 
u-lved tasks. chat. however, do 
not have a signif~ant impact on 
overall goals and objectives 

The bank has a -able record of 
accomplishing goals and 
implementing strategic tasks. 
Smtegic plans pose a minor and 
generally manageable threat of 
destabilization of the bank's 
condition. 
Manaaemnt information systems 
reasor;ably suppal short-term 
strategic tasks. 

The bank's strategic plan 
implementation tactics are generally 
consistent with the defined s t r a w  
and are basically supported by capital 
and @ng systems developmnt. 
Decisions are not likely to have a 
significant adverse impact on 
earnings or capital. If mxsmy. the 
decisions made or actions planned 
can be revused without significant 
cost or difficulty. 

BeoringPoinr. Inc. 

bank's intemal regulatory 
framework. The suucnue 
and qualiftcations of the aaff 
oftheorganizationdonoc 
suppoct long-tam so9cgies. 

Thebankdumnmosain 
inabiiit). to accoraplii goals 
and to inpkmmt sovegic 
task. The i n p k m t v i o n  of 
t h e b a n k ' s ~ p l v r s m y  
cause destabilization of in 

s y s t c m r s u p p a t i w ~  
tasks n sriously flawed or 
do wr exist 
TheinpMofmaegic  
decisi& is expected to 
signifmtly affect hamis 
v a l u c ( t h e ~ n k n o f  
capital). 'Ihc banl's pcticll 

actions to inpkmcot sbatqjc 
plans are aggrnsivc mdlar 
immqmtiikwithiheddiacd 
s f m q y .  Lkciiiom are either 
difficult o r d y  10 Feverse 
in the p- of theiu 
implemnmtion. 



Ukmine Bank Supervision Developmmt 
Conmracr #PC&-IOO-99-W006~ TOM27 
Quanerly Report: Marth 3 1.2004 

Aggregate risk is: 

The dimtion is expected lo be: 

Dinaor 
of the G c d  O c p u t m M  of B d  Supavisim 

Director 
of the Dcpamneot of Mahodology and Planning of Banking Supavisim F.ba 

APPROVED 
NBU Deputy Goverm-r 


