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EXECUTIVE SUMMARY

I ntroduction

The FSVC has been asked by USAID to provide a team of volunteers to undertake
Opedtiond and Fnancid Sudanability Consultations within BiH as to: 1) entity
banking agencies, and 2) the State Depost Insurance Agency (DIA). A team of four
volunteers worked onrsite in BiH from January 13" through the 27". While some of the
work was done on the two areas separately, there was extensve coordination among all
team membeas and thus this report represents the combined conclusions and
recommendations for both segments.

Concept

The team has understood that USAID wishes to have a successful “exit strategy” from its
ggnificant contribution to the BiH's banking sector. This exit drategy is based on
sudanability of the inditutions presently having supervisory roles in the BiH financid
sector.  The team's efforts have been to hdp consder how best to sustain banking
supervison and deposit insurance in BiH and recommend to USAID a “how to get there”’

strategy.

Based on this approach, the team has determined two main priorities as to sugtainability.
While there are many other findings, conclusons, and recommendations from our work,
we wish to focus the attention of USAID on these two main priorities and the “how to”
seps to achieve them.

Priority Number One:

Banking supervision is not sustainable with the present entity level banking agencies,
especially one agency that is not close to being financially viable. As such, the team
strongly recommends the two agencies be fully integrated in the CBBH (the Central Bank
of BiH) within a time frame up to 30 June 2004. The CBBH Governor supports this
move, and a broad consensus seems to have developed for this integration.

Priority Number Two:

The newly established Deposit Insurance Agency (DIA) is not at present performing the
key function of “ resolution” of problem/failed banks, as this role presently resides in the
entity banking agencies. Also, the legal framework appears to be inadequate for the DIA
to assume a “receivership” role for such banks, as is a key power for the American
FDIC. The long-term success of the DIA and preservation of its insurance fund depends
on a sound resolution function within the DIA and sufficient legal powers as receiver to
protect the insurance fund.



Strateqy asto “how to get there’ for the main priorities

USAID has emphasized to FSVC the importance of providing a “how to” approach as to
the priorities needed for a successful exit drategy. As such, a large portion of this report
indicates specific steps to achieve the exit drategy and sustainability, especidly as to the
two main priorities.

This report gives a matrix approach to assst USAID in its “how to” for achieving an exit
drategy. The four matrixes provided each contribute steps to advise USAID for the
upcoming period leading to its exit from banking sector assstance. They are asfollows.

1. MATRIX OF TECHNICAL ASSISTANCE (given & the end of this executive
summary). This matrix lists dl suggested TA components as recommended to
USAID over a period ending 30 June 2004. The TA listed supports dl the areas
the FSV C team believes should be covered, and it is listed by priority.

2. MATRIX OF “HOW TO” STEPS FOR BANKING SUPERVISION
INTEGRATION INTO THE CBBH (given in Part One, page 14). This matrix
ligs al seps needed to achieve integration of the banking supervison agencies
into the CBBH by 30 June 2004.

3. MATRIX OF “HOW TO” STEPS FOR HUMAN RESOURCE ISSUES
(given in Pat Three, page 25). This matrix ligs dl steps and issues regarding
human resources and “change management” as to integration of banking
supervison into the CBBH and asto the DIA.

4. MATRIX OF “HOW TO” STEPS FOR THE DIA AS TO RESOLUTION
AND RECEIVERSHIP (given in Pat Four, page 33). This matrix ligs seps
needed as to the essential areas of resolution and legal powers of recaivership.

Roadmap asto use of thisreport

While efforts have been made to standardize this report, it should be kept in mind that the
four parts in the main body were written by four different FSVC volunteers dl meking
their contributions as to findings, conclusons, and recommendations. An important
example is Pat Two, which contains a very ussful evauaion of the banking agencies a
present and their needs. Severd recommendations, somewhat outsde the two main
priorities and their how to steps, are contained in this part of the report.

Each section is organized as to findings, conclusons where gpplicable, and
recommendations.  All sections except Pat Two have an aorementioned “how to”
matrix.  Attention is dso drawn to Annex 3, which explains the modds used for the
dructure of banking supervison. Annex 3 supports the recommendation that given the
present BiH banking sector, supervison should reside in the centra bank.

The Matrix of Technicd Asdagtance, which is the key pat of “how to” geps, is on the
faollowing page.



MATRIX OF TECHNICAL ASSISTANCE
TO IMPLEMENT USAID EXIT STRATEGY

The main pat of the “how to” as to implementing USAID’s exit drategy is well focused
technical assstance (TA). In order for this TA to succeed dl advisors need to be
committed to the objectives that have been set and to the completion date. Parts one,
three, and four within the main report each give a matrix as to dl seps within the topic
discussed in that part of the report. The matrix below gives a broader view of dl TA
suggested for the remaining period. The TA is lised by priority; thus if USAID cannot
fund dl aress, it is suggested the lower topics be cut fird.

TA EXPERT START AND SKILL SET KEY COMMENTS
COMPLETION REQUIRED COUNTERPARTS
DATE
1) Coordinator | Entire period: Centra banking, CBBH Governor, Potential candidate is
March 2003 bank supervison Heads of Banking | existing U. S. Treasury
through June, deposit insurance, Agencies, Head of | Advisor, given that his
2004 (resident) and excellent people | DIA, dl members | revised ToR would
ills of Strategic alow thisand his
Working Group familiarity with al areas
2) Legd April 2003 Legal asto laws and CBBH Governor, | Main work should be
expert for through Feb. regulationsfor central | Heads of Banking | complete by year-end
finandid 2004; periodic banking, bank Agencies, Head of | 2003, though some
sector visits—estimate | qenost s and DIA, all individuds | ajgrancein early
GDOSIt. Insurance, esp. II”NOlV&?I in
of 5 man months resolution and legislative process 2004 may be needed
receiverships
3) Bank April 2003 FDIC expert astobank | Head of DIA, Thisisviewed as
resolution through April resolutionand CBBH Governor, | mgor topic, thus
expert 2004 (one year ha vership, including | e of Banking | requiring a.one year
) iquidation experience . .
resident) Agencies resident
4) Human April 2003 through | Senior HR management | CBBH Governor, | Thiscould be divided into
resources May 2004; periodic experience, including Heads of Banki ng twoftopics: one Ct; r:|e-|t upoI
iSits — esti change management : HR functionin an
(HR) expert \élsr:;[;q nf,:trﬂg eof expergi]ence ° Agencies, Head the other to facilitate
of DIA change management
5) IT expert June 2003 through Data base management | Head of DIA, Higher priority asto DIA
March 2004, and information sharing | CBBH Governor, needs and would improve
periodic visits— viaintranet among Heads of Banking functionality and usage by
egimateof 4man | RSBA,FBA, DIA, and | Agencies FBA and RSBA. Grant
months CBBH for purchase of hardware
and software
6) Specidist September 2003 Training/teaching in CBBH Governor Thiswork could
innew through June 2004; | market risk and and Heads of potentialy include a
banking risks | Periodic visits - operationd risk plus | Banking Agencies | review to streamline
and training estimate of 3man | ensuring on-going reporting requirements
months interna training imposed on banks




PART ONE: Integration of Banking Supervison Agenciesinto CBBH

Overview

An essentid part of an overdl exit srategy for USAID as to the banking sector of BiH is
to ensure the sustainability of the supervisory activities it has so generoudy supported for
gx years. The initid USAID hypothess as to how to achieve this has been to cdl for and
help implement trandtion from the exising entity levd banking agencies to being under
an “umbrdla’ within the CBBH. The CBBH Governor in a discusson paper to his own
Governing Board firg raised the umbrella concept in October of 2001. Other issues and
other points of view Sderacked this initigtive in 2002, and the FSVC team has been
aked to review this topic and make recommendations, including specifics as to
implementation.

The team has interviewed senior representations from the various “stekeholders’ as to
banking supervison in BiH and dudied a large amount of documents made available.
The team is recommending USAID not only cdl for the umbrela concept within the
CBBH but to go further by urging full integration of banking supervison into the CBBH,
with the only caveats being that the DIA and non-banking financial sector supervison be
outsde the CBBH (as they are not proper centrd banking activities). Extensve
discussions with the CBBH Governor make clear he supports this step and wishes to
move forward viathe dreedy existing Strategic Working Group he now chairs.

The remander of pat one gives the findings (both generd and from the four
sakeholders) followed by conclusons and a detalled list of recommendations. A matrix
giving the suggested benchmarks for implementation of the integration objective follows
this part. The matrix represents the “ how to get there” aspect of the recommended
integration. The find pat of this section briefly covers conditiondity, given wha the
team understands USAID’ s leverage is at present.

Findings
General Findings:

The most important findings are liged bdow — they are taken from the more detaled
findings of the four “seakeholders’ (FBA, RSBA, CBBH, and commercid banks) that
follow these generd findings.

1. There is no adamant oppostion to integration of the banking agencies into the
CBBH from the interested parties in the BiH banking sector, nor does there
appear to be any insurmountable obstacles



Fnancid sudanability for banking supervison will be gregly improved by
integretion into CBBH, especidly given the gtuation with the RSBA (see next
point)

The RSBA is not a sudainable banking supervison agency given its extremey
wesk financid gtuation, tiny banking sector, and unstable (to date) management

Political independence and operationd  efficiency of banking supervison will
both be improved viaintegration into the CBBH

The supervised banks strongly favor integration into CBBH

Banking supervison at the date level within the CBBH will engble BiH to teke
full advantage of numerous internationd and regiona supervisory contacts as to
coordination and training, which has not been avalable to any dgnificant extent
to date due to entity level supervision

The case that has been made for a new agency outsde the CBBH based on
“unified finencid sector supervison” is margindized by the tiny levd of non
bank activities at present (see Annex 3 for much more detail on thisissue)

Findings by Stakeholder:

FBA

The sx year exigence of FBA has resulted in reasonably capable banking
supervison for the level of sophigtication of the FBiH banking sector

The management of FBA would idedly like to increase daff Sze but agrees its
main tasks are being met by present staff

The emphasis within the FBA is on traditiond day-to-day supervison using off-
Ste and on-Ste examination methodol ogies (cross reference to part two)

Far less emphass and manpower has been given to the resolution function of
provisonal adminigration and liquidation (cross reference to part four)

Staff turnover has been virtudly non-existent the six year history of the FBA

Senior management supports an “umbrella’ atachment to the CBBH but opposes
a full integration of FBA daff becoming CBBH daff — thus they do not wish to
lose their present identity and positions

Middle levd management gopears more comfortable with full integration into the
CBBH

Middle level management notes that banking supervision in BiH has not benefited
from extensve internatiiond banking supervison contects due to the two entity
arrangement and hopes this would change under a state-level supervisor (this was
noted in the RSBA aswdll)

The modd for supervison is virtudly identicd to the FBA as to kgd framework
and operations but on afar smaler scde



CBBH

The RSBA is dealy not financidly sugainable nor will it be in the future as
presently structured

The RSBA has not had a stable management history, and the present director
remansin her post on an acting basis

While overal cooperation exists between the FSA and RSBA, coordination as to
their roles, authority, and activities with banks operating in both entities could be
improved (cross reference to part two)

The banking sector within the RS is smply too smal and too week to judify a
sustainable separate banking supervison agency

RSBA acting management is highly focused on solving short-term premises and
equipment needs, in contrast to having afirm longer term view asto structure

Related to the above point, RSBA acting management will not oppose integration
into the CBBH provided there is sgnificant branch level operations in Banja Luka
that includes banking supervision activities

RSBA management feds any politicd obsacles or rductance as to integration
into the CBBH could be overcome, but this may well require close didogue and
persuasion from the CBBH Governor with leading RS paliticians

The CBBH has operated with very good success as a tightly restricted Currency
Board

The Governor of the CBBH is the most respected officid in the banking sector,
and his daure is cler among dl key banking sector participants — his
continuation as Governor past his current term is not yet determined but appears
likely

The Governor proposed a framework to his own Governing Board in October,
2001 as to an umbrdla arangement for bringing banking supervison under the
CBBH

This proposal was Sdetracked in 2002 due to other priorities and differing views
as to a potentid unified supervisory agency or a go-dow approach based on
coordinating committees involving the present participating inditutions

The CBBH, by its naura currency board operations, is easly capable of
sugtaining the cogts of banking supervison

The Governor is of the view that a present there is an extremdy smal non-bank
financia sector (insurance, securities, etc.) and that areas such as securities may
best be regulated on aregiond bassto include BiH with its neighbors

The CBBH is stisfied with its palitica independence

The Governor dates that in smal and underdeveloped banking sectors the mode
of supervison within the Centra Bank generaly works best

The Governor is of the view that if a consensus is reached as to integration of
banking supervison in the CBBH, the trangition can be done quite quickly
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Legd framework issues as to banking supervison moving to the CBBH may be
somewha more difficult in the RS as compared to FBiH, but the recent legidation
asto the DIA set agood precedent

The Governor favors integration of banking supervison into the CBBH; he
wishes now to move forward with this process and will welcome USAID
assgance on this

The Governor wishes to initiatle the process through the exiging Strategic
Working Group that he now chairs

Commercial Banks

The banks recognize that the FBA has developed into reasonably competent
supervisors with recent progress noticed

Banks operating in both entities fed there is an excess amount of formdity and
bureaucracy with some duplication of supervisory efforts by the two agencies

Banks fed there is an insufficient apped process to supervisory rulings by the
heads of agencies

The FBA is not presently capable of supervisng the more sophisticated banking
products entering or soon to enter BiH

Rdations with the CBBH are smooth and professond, mainly due to the Stature
and competence of the Governor

One bank feds the FBA was arbitrary as to cadling for increased provisions when
its externa auditor was following IAS guiddines (cross reference to part two)

Banks fed the present reporting burden to the agencies is excessve, epecidly for
banks operating in both entities

Banks with mgority foreign ownership would like to see better links between BiH
supervison and the supervisors in ther home country and fed a dae leve
supervisor will be needed for this to happen

Banks agppear to drongly support integration of banking supervison into the
CBBH, as many of ther above points would likely be improved — especialy as to
efficiency, fairness, and sound judgment

Conclusions

Based on the above findings, the FSV C team has come to the following conclusions

1. Banking supervison in BiH would be much better performed at the Sate leve
2.

Inditution building in BiH has been difficult, time consuming, and not aways
successful, thus integration into a dae leve entity that is dready well established
and respected isfar preferable as compared to creating a new ingtitution

The CBBH, as presently operating, is idedly suited to take over the responshbility
for banking supervison and thiswould be best done viafull integration
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4. While the CBBH should take over banking supervison, it should not assume the
role of resolution (liquidation) of banks nor should it supervise the nonbank
agpects of the financia sector

5. To cover the rdated issues of banking supervison not directly done within the
CBBH there will need to be an “Advisory Committeg’ of interested parties to
meet a leest semi-annudly with membership reflecting dl key dements of the
overdl financia sector

6. Prior to the full integration of banking supervison into the CBBH there will need
to be a “trangtion team” to ensure smooth integration of banking supervison into
the CBBH taking into account the views of dl interested parties — this trangtion
team should be an outgrowth of the exising Strategic Working Group, where the
process should begin

Recommendations

The recommendations given beow ae consgent with the above findings and
conclusons

1. The top priority of USAID’'s 18 to 24 month “exit drategy” as to the BiH
banking sector should be to drongly promote and then help facilitate a full
integration of the two exising entity banking agencies into the CBBH with a
deedline of no later than 30 June, 2004 for completion of this integration

2. The blueprint for such integration is largely contained in the Governor's own
2"9 October, 2001 draft discussion paper to his Governing Board

3. Rl integration of the banking supervison agencies should condgt of dl daff
and management of the exising agencies becoming CBBH daff members
without loss of compensation and with functiongduties in line with present
tasks

4. The CBBH Governor should become the senior banking supervisor in BiH
with oversght being vested in the CBBH Governing Boad. Bdow the
Governor should be a new Vice Governor (Deputy Governor) in charge of the
day-to-day banking supervison function. The present Director of the FBA
could be consdered a candidate for this new Vice Governor position

5. Banking supervison issues and activities should be a regular agenda item a
al mestings of the CBBH Governing Board

6. The duties and personnd of the present RSBA should be integrated into an
expanded Banja Luka branch of the CBBH, to include both banking
supervison and currency board operations. The head of this sSgnificant
branch should be a the same levd as to compensation and authority as the
Vice Governor for Banking Supervison, with both reporting directly to the
Governor, though, of course, cooperation between the two on banking
supervison aspects is essentid.  The Acting Director of RSBA would be a
logica candidate for such a pogtion.

7. While the traditiond banking supervison duties and authorities should be
fully integrated into the CBBH as described above, the resolution (liquidation)
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function now in the agencies should be shifted to the DIA and not a function
of the CBBH (thistopic is covered in Part Four of this report)

8. The CBBH should not peform supervisory functions of the financid sector
outsde of banking supervison but should ensure coordination of dl financid
sector supervison dement (insurance, securities, etc) through an “Advisory
Committee”

9. The Advisory Committee should meet a least semi-annudly, chaired by the
CBBH Governor and include membership, & a minimum, from the DIA (its
Director) and representatives of al other financia sector supervisory bodies
such as insurance and securities

10. The Advisory Committee would eventudly replace the exising working
groups a a drategic and technicd level.

11. The first step of this process, as preferred by the CBBH Governor, is to use
his exiging Strategic Working Group to form a consensus — it is anticipated
this would then hift to a “trandtion team” to implement the integration of
banking supervison into the CBBH

12. USAID will need to cdosdy follow a set of benchmarks which will be the
“how to” stepsin order to achieve a 30 June, 2004 target date for completion

13. Remaining USAID technicd assstance, specificdly as to funded advisors,
should be refocused in order to target the main objective of integration of
banking supervison into the CBBH (see Matrix of Technical Assgtance) as
well as TA needed for the DIA

Benchmarks— Matrix asto “How to Get There”

In order to meat the main objective of full integration of banking supervison into the
CBBH by 30 June, 2004, a broad set of steps to guide the work ahead are needed.

The following page is a matrix giving these seps as benchmarks. These are consgent
with the conclusions and recommendations given above.
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M atrix on “How to” stepsfor integration of banking supervision into CBBH

TOPIC COMPLETION T.A. REQUIRED COMMENTS
USAID presents its | 31 March, 2003 Coordinator (see TA | USAID should
views and suggestions matrix) can assig in | discuss  thoroughly

to interested parties,
and CBBH Governor
discusses  with  his

thisinitid gep

with the Governor
of the CBBH as to
how he wishes to

gtrrgtﬁ)glc Working proceed
Egablishment of a| 30 April, 2003 USAID Coordinator | Trangtion team will
trandtion team after can dther join or | be an outgrowth of
agreement by the advise this trangtion | Strategic  Working
Strategic  Working team Group

Group

Legd drafting of al | 31 July, 2003 USAID Advisor | See Marix of TA
changes needed in with legd <kill in| for role of this legd
framework for drafting finencid | advisor — this is the
CBBH supervison sector legidation first part of the work

“ Change management” | 31 December, 2003 | USAID Advisor | See Matrix of TA
task of preparing who is an HR|for roe of this
staff of agencies and specidist Advisor

CBBH
integration

for  Saff

Passing or amending
all required changes to
legal framework

29 February, 2004

USAID lega advisor
to help “Shepard” this
process

This is the 2" part
of the work of the
legd advisor

Final steps on change | 31 May, 2004 Second part of work | As shown in Matrix
management and of HR Advisor of TA

human resource needs

Completion of the| 30 June, 2004 Coordinator to help | At this point the
integration of the ‘wrgp up’ fina steps | recommended
banking  supervision working  with  dl | Advisory Committee
function into CBBH interested parties should bein place

Conditionality

As understood by the team, USAID desires to impose conditions in order to see its exit
drategy be carried out. The team is aware of only two “levers’ available to USAID as to
imposing such conditions. These are ligted asfollows:

Short-term condition — funds set aside for RSBA infrastructure.

It is understood that

USAID has set asde KM 4 million to assigt the RSBA as to trandtion to new premises
and office equipment (computers other IT support, etc), but these funds are not yet

committed.
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enthused as to integration of banking supervison within the CBBH (however, the
discussons at RSBA did not indicate sgnificant oppodtion). In any case, the rdlease of
ay or dl of the KM 4 million funds should, a& a minimum, be contingent on dl
gpplicable authorities within the RSBA (or connected to it) supporting the move to the
CBBH fird verbdly and then subsequently sgning the suggested MoU. If possble,
disoursement of the dlotted funds for the RSBA should be in dtages to ensure full
cooperation from the RSBA dde as to banking supervison within the CBBH. If the
above timetable is met, full rease of such funds could be as early as 30 June of this year.

Long-term condition — linkage of any further USAID technical assistance (TA) to
integration of banking supervision within the CBBH. It is understood that committed
funding for USAID technicd assstance expires very soon — the end of February. While
the TA gven to dae within the two banking agencies has been hdpful, it is
recommended this TA be dgnificantly refocused to serve the exit drategy, with a man
pat beng to faclitae the integration of banking supervison into the CBBH. The TA
Matrix to this report describes the recommended skill set for future technicad assstance.
To the extent posshle, USAID should provide such TA in gages, giving it the option of
withdrawing TA if progressis not made asto its objectives under the exit strategy.
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Part Two: Concise Evaluation of Banking Supervison Agenciesand Their Needs
Overview

Sgnificant reduction in the number of banks within BiH has occurred over the past
sevad years as a result of merger, acquidtion, voluntary or involuntary liquidation, and
bankruptcy. Within the FBIiH, the current (December 31, 2002) banking structure reflects
27 banks, with aggregate assets estimated a KM 4.6 hillion. Due to DIA membership
requirements, it is expected that the number of banks will decrease to 20 by year-end
2003. Of these 20 banks, 18 would be consdered active, as two banks have limited
activity. Within the RS, there are 10 banks, with estimated assets of KM 900 million;
expectations are that the number will reduce to between 5 and 7 because of DIA
membership requirements.

1) Observations of Bank Supervision Effectiveness

Findings

Both the FBA and RSBA have effectivdly met ther bank supervisory responshbilities.
Each has a seasoned daff, has received sSgnificant amounts of training, both classroom
seminas and via ontdte examination paticipation or leadership from USAID advisors.
Further, senior management of the agencies have benefited from the expertise of and
interaction with, fulltime ondte advisors. The examinaion process — the pre-planning of
the exam, utlization of off-gte andyss, rating evauaions submitted to each respective
agency’s internd  supervisory board, the examiner's proposa for future supervisory
drategy, the findized examination report, and the resultant presentation of the exam
report to the examined Bank’s Board of Directors - is sound and logicd. The invesment
made by the banking agencies (and USAID) in the traning of examiners has been
subgtantial.

Recommendation

In the interim period and upon integration into CBBH, the FSVC team recommends that
efforts are made to ensure that the agencies do not lose key management personnd as
well as experienced examings as such loss would serioudy impact the &bility for
effective bank supervison.

2) Examination Timeiness

Findings

Both the FBA and RSBA (the Agencies) have prioritized examiner resources by focusing
on the weakest banks (those rated composite 4 or 5), for full scope exams and follow-up
activities via tracking compliance with orders. Both agencies have placed sgnificant
reliance on off-dte supervison and andyss and utilize such information for follow-up
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and re-prioritization of both full-scope and targeted examindions. Examindion
resources have been devoted over the past severd years deding with problem banks and
resolution of others. As a result, neither agency has been able to examine dl banks on a
regular cycle (such as every 12 months), relying heavily on the quately off-gte andyss
for “high-risk” banks and to maintan knowledge of activity and trends within the less
troubled banks. Examination resources have dso been devoted to ensuring compliance
with new laws (anti-money laundering) and various ongoing requests for information
from the Ministry of Finance, Finance Police, and others. Given the above workload, the
FSVC team recognizes the requirement to baance resources and understands the decision
to historically focus on problem banks.

During 2002, the FBA performed 13 full scope exams, numerous other targeted exams,
and examination assisance for 7 banks under provisond adminidration. Within the
RSBA, during 2002, 6 full scope exams were completed, a variety of targeted
examinations peformed, and other follow-up activities.  During 2003, RSBA plans a full
scope exam of dl banks, while FBA plans on full-scope exams of 9 banks and a number
of target exams.

Recommendations

Both agencies should drive for examining each bank on a least an anud bess,
egpecidly in view of consolidations and rapid growth reative to banks under FBA
jurigdiction. If appropriate, the FSVC team recommends that dtreamlining of
examination procedures occur, while gill alowing proper review of the critica categories
of capita, assat quality, earnings, and liquidity.

3) Information Provided by the Banking Agenciesto the Deposit | nsurance Agency

The DIA rdies upon the banking agencies for information and andyss in ther
determination of gppropriateness of membership admisson to the DIA. Such information
and andyds from the banking agencies should be rdaivedy current to ensure that
potentidly failing banks are not admitted to membership.

Recommendations

1. In view of the need for the DIA to approve membership gpplications by August
2003, the FSVC team recommends that the agencies ensure that applicable banks,
those yet to receive membership, have a current (within past 12 months) exam by
July 15, 2003, to provide the DIA to usein its decison making process.

The exams should focus primarily on capitd, asset qudity, sufficiency
of reserves, earnings sudtainability, and liquidity.

Banks, which may have recently undone a ggnificant reorganization, a sgnificant
acquisition, or rapid growth, should be re-examined.
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2. The FSVC team recommends that an agreement on the exchange of information
between the banking agencies and the DIA, which specifies the types and timing
of information to be shared between the entities, should be formulated and
immediately adopted.

3. Informd, perhaps quarterly, meetings between the DIA and the banking
agencieCBBH should occur to discuss emerging trends and other matters of
mutud interest.

4) Centralized | nformation Sharing

Findings

RSBA and FBA rdy heavily on the various reports submitted by banks for off-Ste
andyss and to some extent as an ealy warning sysem. The agencies are in different
stages as to their development of databases to store and share such information. It is the
FSVC team underdanding that the FBA internd bank supervison IT sysem lags
somewhat behind that of the RSBA. The RSBA has established a successful database
reflecting a dgnificant amount of higtorica data, examination reports, orders, etc. Such
information is avalable to examiners via a shaed network and is user friendly with
favorable functiondity. RSBA 4aff indicated a willingness to share therr technology
and development with other interested parties, such as the FBA. However, they indicated
that new software, a new server, and updated computers are necessary in order for the
sysemto remain stable. The DIA would dso have an interest in bank financia data

A dgnificant number of reports are required to be filed by banks to their respective
banking agencies, estimated a 43, dther daly, weekly, quarterly, etc. Banks have
indicated a substantid amount of time is necessary to complete such reports, noting that
some are redundant, and questioning the usefulness of others.

Recommendations

1) The RSBA system of doring bank data and accessbility of such data to necessary
users should continue advanced development, and its platform adopted by FBA as a
shared resource gpplication (SRA). Under a SRA, a user group determines future

necessary needs, and such development costs and maintenance cods are shared among
users.

2) A user group of representatives from the RSBA, FBA, CBBH, and DIA should be

immediatdy formed to determine the optima functiondity of a centrdized informetion
sysem.

18



3) Provison of an edimaed $75000 of hardware such as a server, PCs, and
accompanying software should be provided by USAID, and obtained locdly to ease any
repair needs.

4) Redization of the above recommendation would serve to facilitate a centrdized intra-
web database, which could be shared with other interested parties, especidly the DIA
which has a need for the andyticd data.  Access to information can be redtricted to a
“need to know” basiswith log-on and password procedures.

5) A review by the banking agencies of the various reports filed by banks should be
conducted and a rationdization of the continued necessty and importance of each. Such
review should be joint with the DIA and Centra Bank, as these entities also require
various reports. When possible, reports should be combined or eiminated, so that there
is consolidation of reporting requirements and the regulatory burden placed upon banks is
reduced, increasng the efficiency of both the banking community preparing such reports
and agencies which may be reviewing and storing unnecessary reports.

5) Sharing of Examiner Resour ces

Findings
RSBA and FBA, on occasion, due to geographic locations, examine banks located closer

to the other agency’s headquarters. Due to the decreasing number of banks within the
RS, some examiner resources there may become available for other purposes.

Recommendations

1. The RSBA and FBA should agree to share examiner resources whenever possible
and should engage in joint scheduling practices to accomplish this.  While each
agency should supply the EIC, if an exam is closer to the other agency’s
headquarters, those examiners should be used whenever possble to maximize
efficiency. If one agency has a daffing need, they should temporarily “borrow”
examiner(s) from the other agency.

6. Human Capital M anagement

Findings

When the reorganization of the RSBA and FBA under the CBBH occurs, whereby the
two agencies were ether combined or activities consolidated, aff reductions could
occur, or resources freed up for other activities, such as more frequent full-scope and
targeted examinations, training, and further IT development.

For example, it would not be necessary to maintain separate legd, licensing, liquidation,

IT, and adminigrative functions a each location. Further, department heads, supervisors,
managers, would not need to be duplicated.
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Recommendations

1. Saffing requirements of both agencies mugst be citicaly examined, with
necessary skill sets defined.

2. Raiondization of exiding podtions must be made. For example, can a vending
machine replace the person who provides coffee and washes the dishes? s it
necessary and cost judtified to retain avehicle and driver?

3. An H.R. function dedicated to deveoping an apprasdl and compensation
framework should be implemented, and respongbilities for training coordination
assigned.

4. Specidized English language training should be provided so that examiners can
communicate with other country supervisors during joint examinations and to
miaximize knowledge gained from training provided in other countries.

5. As the banking sector increases in complexity, the development of subject matter
experts (SMEs) should be consdered. SMEs should be seasoned examiners
intereted in becoming expert in activities such as insurance, Securities,
invesment andyss, EDP/IT activities. They would be responsble for teaching
and training others, and participate on exams.
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Part 3—Human Resour ce I ssues and Training Needs of Banking Supervisors

Overview

The Federd Banking Agency (FBA) and the RS Banking Agency (RSBA) currently have
47 and 34 employees respectivedly, with gpproximatey one-third of the gaff involved
with ondte and off-gte supervison. Each agency is identicdly dructured as to
organization, dthough the RSBA currently has no deputy director in place. Also, the
director of the RSBA is“acting” as was her immediate four predecessors.

The FBA is authorized by law to employ up to 61 persons. The same law aso provides a
genera job description for the 61 positions. No such law was discovered pertaining to the
RSBA.. Nether agency employs afull-time training s&ff.

1) Bank Risk Assessment Skills (Part Two above expands on thistopic.)

Findings

The USAID bank supervison technicd assstance program, which has been in place
snce 1996, has generdly been successful in preparing the FBA and the RSBA daff to
properly assess risks in banks, recognizing that the banking system in FBiH and in the RS
are dtill somewhat undevel oped.

Recommendations

During the remaining term of the project, additiona training would idedly be needed to
address new banking products and services as they are introduced and evolve. For
exanple, additiond traning will include risk assessments associaed with  the
introduction of a government securities market and presumably the addition of such
securities to the asset portfolios of banks.  Also, the RS supervison depatment heads
dated that banks there are introducing securities services for their clients and they bdieve
their staff needs basc traning on how to assess the operationd risks associated with
these services.

In addition, traning relaed to expanding dectronic banking and Internet banking
services will be needed.

Benchmark

Please refer to the Matrix of Technicd Asdgance item number Sx contaned in the
Executive Summary.
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2) Internal Training

Findings

There gppears to be little emphasis on internd, formalized, on-going training, epecidly
of the ondgte inspection daff. A “tran the traner” workshop was conducted under the
current TA program, but this workshop primarily addressed “how to teach” in a
classroom setting more than “what to teach”. Fortunately, there has been virtudly no saff
turnover in ondgte and off-dte  daffs, thereby lessening such intend  training
requirements. It cannot be assumed that this good fortune will be permanent.

It isfinancialy impracticd to create afull time training department.

Recommendations

Please refer to the Matrix of Technicd Asdstance item number Six.

At least one highly skilled person in each gppropriate department should be designated as
a “Traner” These desgnated persons should be sdlected, not only based on their
technical competence, but also by a superior aptitude as a teacher. For this specid
designation, that person should aso receive a higher job category designation. (More on
the concept of developing job categories later in this report.)

The dedgnated trainer(s) would be sdected to atend applicable out of the country
sminars and workshops which are conducted by various international agencies and
centers of learning. These atendees would then be expected to teach what they learned at
those seminars to the full saff of the gpplicable depatments in a classoom setting.
Because mog internationd training seminars are ddivered in English, with to a lesser
degree German, the designated trainers will have to be fluent in one of those languages.

3) Change M anagement

Findings

Should the recommended dructural and reporting changes for the banking supervison
function be accepted, there would be a high leve of anxiety among the current daff of
the respective banking agencies. It is possible, perhaps probable, that this anxiety could
result in the loss of key personnd, thereby reversng much of the good training that has
been achieved.

While the FBA doaff members generdly accept the idea of the possble changes
recommended (not so much agreement was expressed by the RSBA daff), a specific
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concern about compensation levels was noted. To a lesser degree, concerns about
changes in office gpace and accommodations were expressed.

Recommendations

Please refer to the Matrix of Technical Assstance item number four.

Once it is clear the dructurd and reporting changes will occur, a series of workshops
should be hed with dl staff members of the FBA and RSBA to explain how the changes
will affect them. These workshops, which should be conducted very soon after the
changes are announced, should aso focus on why these changes are necessary, i.e., how
the changes will improve the long-term prospects for a sound banking system.

The specific concerns listed above (compensation and premises), as well as any other
concerns that develop, should be included in the workshops.

Not recessarily specifically related to training, but in cases where it becomes apparent that the
eimination of jobs will occur (if any), policies and procedures should be developed regarding
outplacement benefits. These benefits should be intended, not only & a means of “softening” the
harsh redity of lodng a job, but aso as an incentive to retain employees through the transtion
period of the changes. Those employees affected should be individualy counsded as soon as the
decison is made to diminate his or her position.

4) Human Resour ce Function

Findings

It is gpparent there are little or no forma human resource (HR) policies in place in ether agency.
While there are basic job descriptions provided within the “Regulations on Desgnation of
Duties’ document from Article 22 of the Statute of the Banking Agency of the Federation of
Bosnia and Herzegoving, it is questionable if these job requirements are followed. When asked
who manages the HR function, FBA gaff members sad those duties lie with the Director of the

Agency.
According to Governor Nicholl of the CBBH, the HR function a the Centrd Bank is
undeveloped and he would like to see it expanded. He described “sdary bands’ as the

extent of a sdary adminidration process. He would like to implement a job evauation
process coupled with amore forma performance measurement program.

Recommendations

Asauming the Agencies become integrated within the Centrd Bank, a HR function should be
created or enhanced.
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Specificdly:
- There should be comprehensve job evduation and performance measurement
procedures devel oped.
- A formd sday adminidgration function dong with a career progresson process
should be implemented.
- Forma training duties should be added to appropriate departments as described
above.

Benchmark

Please refer to the Matrix of Technica Assstance in the Executive Summary.

The contractor will provide TA to assg in developing the above policies and procedures within
twelve months of the Agencies being integrated within the Central Bank.

The matrix on the following page presumes a generd agreement to integrate the FBA and the RSBA

into the Centra Bank is achieved aong with conceptual agreement on the transfer of the problem bank
resolution function to the DIA.
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Matrix of “How To" Stepsfor Human Resour ces | ssues

TOPIC

START-COMPLETE

T.A. REQUIRED

COMMENTS

Initial discussions with
al interested parties as
to combining the
individual
organizationsinto the
CBBH.

March -April, 2003

USAID contractor/advisor
to act as a coordinator of the
discussions.

Discussions should be
withthe FBA, DIA,
RSBA, CBBH and other
interested parties
including the DIA
advisors.

Draft of checklist of April-May, 2003 USAID contractor/advisor Each organization should

HR issues completed facilitates this process. This | havea*“senior” staff

by aworking person should have HR member participate in

committee representing and/or “change these discussions.

each organization. management” skills.

Resolution of HR April-May, 2003 Same as above. Critical issues. Salary

issues and questions. stability and staff
reductions (if any).

Staff discussion groups | June-July, 2003 Same as above. All employees of all

conducted to alleviate
fears and concerns
regarding the changes.

affected organizationsto
attend these discussion
groups.

Establishment of a

June, 2003-March, 2004

USAID provides advisor via

Deliverables: written HR

forma HR contractor. The advisor policies, forma job
department/function should have senior descriptions, performance
within the CBBH. management HR measurement/ feedback
experience. process, salary
administration program.
Establishment of January-May, 2004 USAID advisor whoisaHR | Concentration should be

ongoing internal
training process.

specialist in such processes.
This advisor may or may
not be the same person as
listed abovein thistable
depending on the skill sets
of the advisor.

on identifying bank
inspector trainers and
establishing specific
training duties and
procedures, including
how to implement
additional training for

new financial risks as they
emerge in the market.
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PART FOUR: Deposit I nsurance Agency and Problem Bank Resolution Function

Overview

The Deposit Insurance Agency was officidly authorized by law and edablished in
August 2002. The daff of this organization is in the formative dage with limited
resources and total personned of 14. The DIA broad objective is to promote financid
dability, protect depodtors interet and enhance public confidence in the banking
sysem.

The overdl drategy of this project is to produce an outline for sudanability of this
agency and direction to provide the means to operate independently. The
recommendations and benchmarks are dso intended to provide some degree of
measurement for technical assdance that may be required to monitor progress in
achieving these gods.

The initid financid capitd for this organization was contributed by USAID and GTZ
and thus far the agency has operated on a budget within the confines of the resources
dlocated by law. As such, funds for needed capitd improvements will likey depend on
additiona donor support.

The agency has placed the highest priority on bank andyssmonitoring in conjunction
with the defined period for depost insurance membership. That period expires by law on
August 13, 2003.

The liquidation function is currently the responghility of the two entity banking agencies
(FBA and RSBA) by law. The DIA fund is the largest clamant for faled bank liabilities
and maximum recovery of these assts is citicd to maintaining the insurance fund. In
other words, the DIA is the largest and mogt significant stakeholder in the liquidation of
failed bank assets.

Also, the present law regarding faled banks does not give the DIA the essentid
receivership role for orderly liquidation of the failed bank assets.

I. Findings— L ack of Payout Function

This organization has not developed the depostor payout function to any extent. There
are no written procedures for this function and the agency as such has not conducted a
payout. The present policy, according to the GTZ Advisor Mr. Muédler, is to contract /
outsource this function. This is not a cost effective solution to a criticd function with the
limited financid resources of the Agency. Current law dlows 60 days to complete a
payoff of a falled bank. Interviews with advisors Demler and Mudler, Governor Peter
Nicholl and a smdl sampling of Bosnian citizens, indicates this may be a reasonable
expectation for timely access to depodts of a faled bank. No one individua within the
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organizationd dructure has a defined responshility for the payout function. It is
recognized that the present saff is small and limited by law to 14 persons.

Recommendations

This is an aea tha will require technicd advisor follow-up to ensure procedures are
developed, traning is conducted, and automation is utilized to the maximum effect.
When preparing the payout procedures, the following are items to be included in the
procedures.

1.

2.

A member of the exiding daff should be assgned responghility to assg in
development and lead the team in conducting a payout event.
During a payout process, the DIA should be as cost effective as possble and
should utilize exiging daff and other government resources, including the
banking agency.
Payoff function should be timely. Current law dlows 60 days to complete a
payoff. However, an efficient and timely process would enhance confidence in the
deposit insurance system and the BiH banking system. Future gods should be a
reduction of the 60-day payoff period to the shortest period that procedures will
dlow.
Payoff function should be automated as it will not only increase efficiency and
time, but also lower labor costsin this process.
Procedures should aso address access to failled bank liability/deposit sructure
prior to the bank being declared insolvent and closed for business. Early access
will dlow the DIA team to begin the preparation phase for a payoff, such as the
capture of the deposit data, appropriate spreads, etc.
It is dso recommended that in conjunction with the deveopment of payoff
procedures, the daff recalves redigtic training by conducting a smulated bank
falure, usng dated bank data and conducting a test payoff.
If USAID decides to provide technica assgtance to the DIA in this area, the
following are recommendations for the necessary skill-set of the TA provider.

a  Experiencein the pay-off function in the red/live environment

b. Knowledge and experience in pay-out procedures

c. Experience and training in the autometed function of the payout procedure

d. The time required for this TA, incuding deveopment of payout

procedures and payout smulation should be three weeks.

Benchmarks

Development of procedures End of third quarter 2003

Training of daff induding Imulated failure End of fourth quarter 2003

Shortening the deadline for completing the payoff End of second quarter
function 2004
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Il. Findings — Focus on Bank Monitoring and Analysis Rdationship with the Entity

Banking Agencies

1. This Agecy condders off-gte bank monitoring/andysis to be therr primary

function. Seven out of deven technicd daff personnd devote full or part time to
peforming this function. Although this Stuation creaies a duplication of effort
with the entity banking agencies off-ste department, which, as a regulator, has a
full ondte capacity and the power to impose corrective measures, the current
Law on Depost Insurance requires the DIA to conduct off-dte monitoring of
banks.

The DIA, especidly the Banja Luka branch, relies heavily on the banking agency
information. The Banja Luka branch, as opposed to Sargevo branch, does not
have a direct access to the commercial banks data so it depends on the good will
of the regulator to acquire bank data. Despite the dignificant rdiance, the
relationship between the DIA and the entity banking agencies is not & the most
effective and efficient levd. All individuds involved in the andyssmonitoring
function were interviewed and dl indicated the rdationship itsdf was satisfactory,
yet each described the difficulty in obtaining al necessay daa and reports.
Information between the Agencies is not routindy shared, which means the on
ste and other non-frequent examinations must be requested in writing.

The DIA analyss have s0 far peformed their duties in a prudent and diligent
manner. If the DIA is to continue peforming this function sisfactory in the
future, in lieu of increesng complexity in the banking sector, its andysts will
need additiona training. When compared to their colleagues a the banking
agencies, the DIA andyss definitdly lack additiond training time. Sargevo
branch andyds atended only four seminars, while the Banja Luka branch
andydts attended two trainings.

Recommendations

1.

In order to improve the rdaionship and information shaing, a formdized
agreement between the Deposit Insurance Agency and the entity banking agencies
should be developed. This agreement should provide for routine information
sharing. As a member bank deteriorates, it is of the utmost importance that DIA
be avare of potentid need and affect on the insurance fund. The agreement
should dso specify for joint training of the key technicad aff in the agencies
(Please refer to Part Three for further details). In addition to maintenance of
the off-gte il leve, the DIA andysts need the following additiond training to
able to comprehend the on-gte banking agency examinaion reports and fully
understand the deteriorating bank’ s condition;

a. Traningin Regulatory Powers

b. Focus Bank Examination and CAMEL Ratings

c. The advisor should be dble to identify further training needs as the

banking industry becomes more complex

Egtablishment of the automated system, i.e. shared database for bank data, may
dleviate pat of the information-sharing problem. An automated system should,
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therefore, be established o that al stakeholders (DIA, BAs, CBBH, and the entity
Ministries of Finance) have accessto bank data

I11. Findings— M anagement Authority

Management of this agency is operating with virtudly no authority. The only delegation
granted by the DIA datute is the hiring and firing of al employees below the branch
director level. However, in practice, even that seems to be redricted. In essence, the
Director has responghility without gppropriate authority.

Recommendation

The DIA Management Board must delegate additiona authority to the Director. The
Director should dso peform the Human Resource Officer podtion that is currently not
within the Organizationd Sructure. If the DIA Director is to fulfill this pogtion, the
following are the specific areas the Director must have authority.
1. Authority to ressign personne — This will dlow a more effident utilizetion of
human resources
2. Authority to upgrade the ill level needed for key postions
3. Authority to cadl upon other Agencies, such as the entity banking agencies,
personnd when criticd dtuations develop — The DIA Management Board should
dlow for a cdause on this authority in the agreement with the entity banking
agencies

The Director should aso have greaster expenditure authority. If the Management
Board wishes to retain some of its powers in this area, written procedures should be in
place 0 the interna auditor can determine whether the Director complies with the
deegated authority. Therefore, the internal auditor, rather then the Management
Board, should monitor the expenditure authority.

V. Findings— Internal Control

The internd control podtion is open and unfilled. The need to fill this podtion is
enhanced by weskness in the basic internd control problems surrounding the accounting
function. The officer for financia operations (Suad Hukara) has complete control over
vitudly dl finandd transactions induding dl ingoing and outgoing activity, cash,
reporting, and the budget process. The only oversght provided is the annud audit by
Ddoitte & Touché The limited staffing restriction has contributed to this Situation.

Recommendation

The internd control podtion must be filled immediately. Management has dtated they
intend to fill this pogtion during the second hdf of this year. The internd control position
person will require the following skills:

a. Fnancid/accounting background

b. Traning/experiencein risk-based internd audit techniques
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Theinternd control position should conduct the following generd functions.

a. Audit of the Financia Control Operations

b. Control and audit the compliance with liquidation procedures

c. Control and audit of al financid transaction pertinent to the Deposit Insurance
Fund

d. Update, track, and determine the market and default risk of the Deposit Insurance
fund (must be able to develop a financid mode to track the market and default
rik of the DIA gmilar to Mr. Peter Hand's financid mode from November

2002).
Benchmarks
Interna control pogtion filled: Second Quarter 2003
Traning in Financid Modding Third Quarter 2003

V. Findings— I T Function

The IT function is week. The primary duties of the incumbent IT manager have been the
maintenance of hardware and software within the agency.  No sgnificant development
of IT software has taken place.

Recommendations

1. Enhancement of this podtion and function is imperative to future development as
an dficent organization. Automation needs will be conddeable as this
organization grows to serve the needs of the banking industry and the country of
BiH.

2. The priority should be given to the establishment of an IT system tha links the
organization in its entirely via saver to incdude a management information
system.

3. As previoudy daed, the payoff function should be given the highest priority and
be automated to the fullest extent.

4. Although it is recognized that a dgnificant amount of the devdlopment of an IT

sysem will be outsourced, the individud IT coordinator should possess the
gppropriate skills to monitor and supervise the development of these systems.
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Benchmarks

Devdopment of an IT sysem to link the organization Third Quarter 2003
and provide a management information system.

Payoff syslem devel opment includes automation Fourth Quarter 2003

V1. Findings— Staff Utilization

At this time the limited daff of this agency (14) has 7 technicd daff and managers
dedicated to the andyssmonitoring function. This is in many respects a duplication of
efforts with the entity banking agencies While it is recognized tha the function is
important to protect the interest of the agency and provide adequate warning, it is
anticipated that the number of inditutions will decline to around 25 in the foreseesble
future. Therefore, in view of the fact that other aress of the Agency are in need of
attention, duplication of efforts with the banking agencies should be avoided.

Recommendations

The extend advisor mug, in accordance with the DIA Director, conduct a daff
raiondization plan 0 to ensure the limited human resources ae utilized to the
maximum. Nonethdess, this plan must bear in mind the current needs of the Agency. As
recommended above, the Agency needs to immediately address the following positions,

The Payout function lead officer

The IT Coordinator

The Internd Auditor

Liquidation department lead officer

oooTo

Moreover, the current Stuation can improve, specificdly after the period for membership
expires. Following that time period, the DIA will devote fewer resources to the
andyss/monitoring function, and the plan needs to carefully consider this Stuation.

Benchmarks
Evauation of human resource utilization. Third Quarter 2003
I dentification of key positions within exiging saff Third Quarter 2003

USAID Advisor Skill Set Recommendation

If USAID decides to engage a full-time resdent advisor to the DIA, the following skill
set would be very beneficid to the DIA.
1. Depost insurance background is essentid. Experience with European depost
insurance programsis beneficid.
2. Experiencein bank liquidetion is essentid.
3. Experiencein conducting payout processis beneficid but not critical.
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This advisor would be in charge of the following tasks:

1.

All pertinent procedures devel opment with the Director

2. Deveopment of Director’s and Branch Directors management skills
3.
4

Identification of key technical personnd training needs
Identification of trainings and seminars available — The coordination, regarding

| training needs, with the Advisor at the banking agencies must on aregular basis
5.

Competency to address specific internal DIA training needs

VII. Findings— Problem Bank Resolution Function

1

2.

3.

By law, the problem bank resolution processis the responshility of the entity banking
agencies. Thelargest clamant on the liabilities of a problem bank, the DIA, is not
represented during the liquidation function.

Thereislittle or no incentive for the agencies (through the contract personnd) to timely
conclude ether the PA or liquidation function.

Internd controls are scarce. One example, the liquidator is responsible for not only
arranging the sale of abank asset, but aso for the collection of the proceeds of the sde.

Recommendations.

1. A revison of the legd framework for problem bank resolution to transfer this
respongbility from the banking agencies (prior to ther integration with the CBBH) to
the DIA. The revison should have the following characterigtics modeled on the FDIC.

The modd provided by the FDIC where abank fallure isasfollows:

2.
3.

FDIC appointed receiver

All resolution matters and liquidation matters are the respongbilities of the FDIC

FDIC Recever reports to appropriate State court at the concluson of the
recavership afar

The resolution of problem banks should not be contracted out to third parties.
Procedures should be devel oped implementing internd controls in the resol ution process.
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MATRIX OF “HOW TO” STEPSFOR THE DIA ASTO RESOLUTION AND RECEIVERSHIP

TOPIC

START-
COMPLETE

T.A. REQUIRED

COMMENTS

Initial discussions
with all interested
parties asto moving
of problem bank
resolution function to
DIA.

March-March, 2003

USAID contractor and/or
DIA advisorsto
coordinate these
discussions.

Discussions should be
withthe FBA, DIA,
RSBA, CBBH and other
interested parties
including the DIA
advisors.

Draft of checklist of
legal changes needed.

April-May, 2003

USAID advisor with
banking and deposit
insurance legal skills.

To include both resolution
issues and receivership
powers

Establishment of
transitional team.

June-June, 2003

USAID and/or DIA
advisorsto advise team.

Team would include
appropriate persons at the
RSBA, FBA and DIA and
the CBBH.

Drafting of legal
changes needed to
achieve the transfer
of the bank resolution
function & ensure
sufficient
receivership powers

June-September, 2003

USAID legal advisor with
legal skillsin drafting
financial sector
legislation.

Passing or amending
all required changes
to legal framework.

October, 2003-February,
2004

USAID advisor to oversee
this process.

Political “handholding”
should be expected to be
performed by the
Governor of CBBH.

“Change Manager” to
assist in HR issues
resulting from the

January-March, 2004

USAID advisor whoisa
HR specialist in such
processes.

This processissimilar
those services provided to
the FBA and RSBA the

organizational previous year.

changes.

Problem bank April, 2003-March, 2004 USAID contractor to This person will probably
resolution. provide specialist with be needed for 10-12 man

appropriate expertise.

months.

Completion of the
transfer of problem
bank resolution
function to the DIA

June, 2004

USAID advisor to
coordinate the completion
of the project.
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Annex One

List of | nterviews Held

Peter Nicholl, Governor, CBBH

Dae Wilson, USAID Bank Supervison Advisor FBA

Greg Tabor, USAID Bank Supervison Advisor RSBA

Zlako Bars, Director, FBA

Mustafa Brkic, Deputy Director, FBA

Sanja Cugtovic, Assstant Director, FBA

Spomenka Nikolic, Head of On-Site Supervison, FBA
SanjaHussain, Head of Off-Site Supervision

Branko Ekert, Secretary, UPl Banka

Ljubica Tankosic, Executive Director of Branches, UPI Banka
Ognjen Samardzic, Executive Director, Raiffeisen Bank

Michad Muller, Member of the Management Board, Raiffeisen Bank
Ranko Travar, Chief Executive Officer, Razvojna Bank

Dusanka Novakovic, Acting Director, RSBA

ZdjkaRakocija, Director of Bank Supervision Sector, RSBA
Mile Tamamovic, Manager On Site Supervision, RSBA

Nena Dragas, Manager for Off-Site Supervison, RSBA
JdaRadisc, Advisor for Accounting and Privatization, RSBA
Dragomir Drazic, Director of Lega and Licenang Sector, RSBA
Miodrag Beric, Director of Provisond Adminigtration and Liquidation, RSBA
ZdjkaRacocija, Head of Supervison, RSBA

Nena Dragas, Head of Off-dte supervison,RSBA

Mile Tamamovic, Head of On-Site supervison,RSBA

Mirdem Babgic, Liquidation Department FBA

Robert Demler, US Treasury Advisor

Rainer Muller, GTZ Project Manager at DIA

Josip Nevjedtic, Director, DIA

Sead Manov, Sargevo Branch Director, DIA

Branidava Lisca, Banja Luka Branch Director, DIA

Branko Sdatic, Head of Lega Operations, DIA

Suad Hukara, Head of Financial and Control Operations, DIA
Camila Salaka, Coordinator for Membership and Premium Insurance, DIA
Zijad Imamovic, Assgtant for Bank Anadlysis and Monitoring, DIA
Nadja Tikvesa, Assigtant for Bank Analysis and Monitoring, DIA
Gorana Krunic, Assgtant for Bank Anadlyss and Monitoring, DIA
Mirela Canic, Assstant for Bank Anayss and Monitoring, DIA



Annex Two

List of Key Documents Reviewed (excludes many short memos and internd notes
provided)

FSVC Project Descriptions for Operationa and Financid Sustainability Consultations
Laws on Banks and Centrd Banking (both state and entity level)
Financid Sector Assessment, April 2002 (Barents)
IMF aide-memoire dated November 11, 2002 to Governor Nicholl
Information on the Banking System of FbiH as of September 30, 2002
Information on the Banking System of RS as of September 30, 2002
Implementation Assessmert of Core Principles for RSBA
Implementation Assessment of Core Principlesfor FBA
Country Report, Economist October 2002
Development Strategy — Financial Sector BiH, completed by PRSP
Organizationa Structure of Banking Supervision, Financid Stability Indtitute
BiH Banking Agency, Regulations on Designation of Duties
Governor’s Discussion Paper on Banking Supervision to the CBBH Board, Oct. 2001
Sdected Documents of FBA and RSBA, including:
Examination Reports
Off-gte Andyss
Follow-up orders
2002 and 2003 planning materias
Organizaiond charts
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Annex Three

SYNOPSISOF THE MAIN MODELSFOR THE
STRUCTURE OF BANKING SUPERVISION

As banking supervison has evolved in both developed and trandtion economies, the
gructure of how banks are supervised has differed. This annex gives three main modds
as to: a dexription; economies that use the particular modd; and the postive and
negetive feature for each modd.

Mode One — the American sysem

The USA banking supervison modd is highly complex and his evolved higoricaly.
While banking sector reforms have been periodic (including 1999 legidaion to remove
the barriers separating commercid banks and other financid sector productsactivities),
the banking supervison dructure has changed little since the great depresson of the
1930s.

The dua banking system in the USA dlows banks to be chartered (licensed) ether at the
date or federa levd. All sate chartered banks are supervised by the state banking
authorities, while federdly chartered (national banks) are supervised by the Office of the
Comptroller of the Currency. State chartered banks may choose whether or not to join
the Federa Resarve Sysem (such membership is required for nationdly chartered
banks). The Federal Reserve becomes the main supervisor for state-member banks.
Virtudly al American banks carry depost insurance, and this leads to the FDIC being
the primary federal supervisor for state chartered non-Fed member banks.

The sysem is made even more complex by the role of bank holding companies (al
supervised by the Fed) and the FDIC supervisory role for dl banks it insures, even if it
not the primary supervisor as indicated above.

The reault is a multiplicity of jurisdictions that, while working in large pat for the

American banking sector, is seen by consensus as a poor modd for trangtion countries to
emulate.

Modd Two — the Centrd Bank as banking supervisor

Centrd banks have been the banking supervisor in a large number of countries, and there
is a long higoricd tradition of this The mog common form is for the banking
upervisors to be staff members reporting directly or indirectly to the Governor, who in
turn is respongble to the Central Bank’s board.

Examples at present of centrd bank supervision: Russa, China, Mdaysa, Egypt,
Philippines

36



Advantages to this modd:

Centra banks tend to have sgnificant independence from politica interference

Centra banks can more eadly fund or othewise financidly support banking
supervison functions without imposing large fees on banks

Centra banks and their Governors tend to have more Stature and respect as
compared to separate agencies and they are seen as a part of the financia sector
rather than a pure regulator of it - thus a more collegid dmaosphere of supervison
and regulation often exigts

Centrd banks are dmogt dways the most well established entities in the banking
sector - thus “indtitution building” is not usualy amgor concern

Centrd banks often have additiond prominence in smaller or less developed
financid sectors, thus they ae often seen as a naturd home for banking
supervison

Supervison indde the centrd bank dlows for close coordination with monetary

policy and/or lender of last resort functions (these have yet to evolve in the CBBH
but will once it becomes afull centrd bank)

Disadvantages to this model:

Central banks should not normaly engage in certan aspects of financid sector
supervison which fdl outsde tharr trditiond role, including:

1. They should not be the deposit insurer nor should they liquidate banks

2. They should not be the supervisory authority for the non-banking segments of the
financid sector, i.e. securities and insurance

While the above disadvantages should be recognized, they can be overcome via
coordination with other financial sector supervisors and with the deposit insurance
agency

Modd three — the Unified Financiad Sector Supervisor

A unified financid sector supervisory agency is based on the premise that dl components
of the financia sector should be supervised by the same agency. This was the thinking in
1997 behind the UK government moving banking supervison out of the Bank of England
and into the new Financid Supervison Agency (FSA). The FSA now supervises the
UK’s entire complex financid sector. Severd other economies mainly large and wdl-
developed ones with sophisticated financia sectors, have since shifted to this model.

Examples a present of unified financia sector supervison:  United Kingdom, Japan,
Audrdia, Korea
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Advantages to this modd:

It is wdl suited for supervison of complex financid conglomerates who have
activities in multiple financid sector aress, i.e. a bank that offers insurance and
underwrites securities

It is intended for wel developed financia sectors where commercid banking is
but one eement of the sector but far from the predominant activity

Disadvantages to this modd:

Cregting a new unified financid sector supervisor (unified agency) involves
complex and time consuming “institution building” with many vested interedts
needing to come together

Unified agencies only have a skeletd badance shedt, thus usudly imposng heavy
fees on banks to support themselves and having no funds to assist banks, such as a
lender-of-last-resort function

As an agency, it is seen by the sector as a pure regulaor rather than part of the
financia sector itself (as centra banks are seen)

As an agency of government (unlike a centrd bank), they are more prone to
politica interference from Minidries etc.

NOTE: Severd of the above points would apply to any form of agency level supervison
(s exigs now in BiH with two entity agencies) not just a unified financid sector

Upervisory agency.

Summary and recommendation

The complex American modd is not a al suited for BiH. Thus the choice is between
banking supervison within the centrd bank or an agency option (the latter presumes a
newly combined date-level agency that may well include other areas of supervison such
as insurance and securities).

The recommendation is for the centrd bank mode as being better suited for the banking
sector of BiH given its present level of development and foreseesble development. The
CBBH Governor supports this view, and the advantages and disadvantages for the
models given above make this choice rather clear. The main reasons for this are liged as
follows

1. Banking is by far the predominant activity in the BiH financid sector, and this is
unlikely to change soon

2. The CBBH here is wdl egablished and well respected; this removes difficult and
very time consuming institution building

3. Padng banking supervison insde the CBBH will shidd the function from
outsde paliticd interference from Minidries etc. (this point was emphasized by
the CBBH Governor)
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4. The CBBH has a srong funding base and thus would make banking supervison
financidly sustainable and enable most or dl of the presently onerous fees on
banks to be removed

5. In due course, the CBBH is likdly to become a full centrd bank and the linkage
between banking supervison and lender-of-last resort would be fully coordinated
(this is a problem in devdoping or trangtion countries where supervison is
outside the central bank)

6. The issues of coordination with deposit insurance and other very smadl finandd
sector supervisors can be covered smoothly via an Advisory Committee of
interested parties aswell as periodic coordination as to common interests
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