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INTRODUCTION

In the last decade Irish banks borrowed imprudently and lent recklessly. The consequé&nae
prolonged period of financial instabilityyhich isin the process of beingesolved by decisive, but
costly, government intervention.

The banking crisis both international and domestic, combined with the construction sector
contraction andcompetitiveress lossem Ireland,hashad a severe impaain the economy and public
finances Unemployment isat 13.7%. Economic output has falleoy 12.5%

As the banking crisis subsides, moderate recovery in the real economijs likely to emerge
Maintenanceof long term economic growth willlepend on a sound banking system. Funds from
savers will need to be matched with borrowers and banks remain the main mechanism for doing so.
Banks may not be popular, but they remain essential to the functioning ofdbeamy.

The Central Bank, working with theo8ernment, Nitional TreasuryManagementAA Sy O& o dab ¢ a !l &
and National AssetManagementA3 Sy O&  0,6hhs! alielady taken decisive action to place the
yIGA2yQa olyla 2y | BaldinpgrRis wofkRthedlangeoténs challengelisity 3 @

make sure that the banks remain a source of strength, rather than a threat, to the economy. Although

that task principally falls to the banks themselves, they #dllsounder aCentral Bankegime of

attentive, as®rtive supervision.

This paper describes how the Central Bank intendslétiver that regime. We haveadopted a

challenging, and where necessary, intrusive stance; butewef f y 203G 2LISNI S w2
approach The banking gstemcontains a diverse range dbmestic and internationainstitutions,

and we will reflect those differences in the actions we take.

This paper also identifies possible futumeeas of workand consulations. We welcome views on
these issues.

Responses to this paparaybe sent tobankingpaper@centralbank.ie


mailto:bankingpaper@centralbank.ie
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Summary of actions

oat/ ! wébo

Recapitalisation

Restructured organisation to deliver more | To be completed September2010
intrusiveandchallenging supervision

Recruit additional staff In progress Ongoing
Establish Risk Experts Panel In progress Ongoing
Reform internal ommittee structure for Implemented May 2010
financialregulation

CompletePrudential Capital Adequacy Rew | Donefor BOI, AIB and EBS March2010

December 2010

issues

Being progressed for othg Ongoing
banks
Strengthen Supervisofigeview and Evaluatio| In progress Ongoing
Procesg(SREP)
New ©rporate governancerequirementsfor | Consult April 2010
banks and insurers Implement October 2010
Interviewandassessmenprocess
A Senior appointments imajor banks Implemented Q1 2010
A Extend proces® other institutions To commence June 2010
Relatedparty lendingrequirements Consult May 2010
Implement October 2010
Revised approach to handling overcharging| Implemented May 2010




Risk management and governance
Bank strategies

I > D

Report publically
Report publically

Implementriskassessmeninodel Consult Q42010
Implement Q22011
Supervision themes for 2010:
New mortgage credit standards Report publically July 2010
Remuneration Report publically November2010

January 2011

January 2011

Reviseditnessand probity framework

A Prescribe Contrégd Functions Consult December 2010
Implement Q22011
A Fitnessand Probity Standards Consult December 2010
Implement Q22011
Internalgovernancerequirements
A Including requirements for audit, risk, | Consult Q12011
credit functions. Implement Q32011
Remuneratiorstandards Consult September 2010
Implement Q12011

New rules ondrgeexposures:

A Capital Requirements Directive (CRD)
revisions

A Updated reporting format

To commence

To commence

December 2010

December 2010

New standards on redit risk management
andvaluation

Consul
Implement

Q1 2011
Q2 201




New standards on liquidity:

A Banksprojections to take account of | Submit to Central Bank Q12011
CRD changes

A Reporting Net Stable Funding To commence June 2011
Requirement (NSFR) and Coverage
Ratio

A Reporting of CRD Monitoring Tools | To commence June 2011
Reviseliquidity Requirements Consult Mid 2011

Revised minimum competency requirementy Consult June 2010

Implement March 2011

Review of process and methodology f
assessingonsumer charges

To commence

September 2010

Revised Consumer Protection Code

Consult
Implement

September 2010
June 2011

Revised Code of Conduct on Mortgage Arre

Dependent on recommendations
of Mortgage Arrears and
Personal Debt Advisory Group

regarding the functioning of the internal
corporate governance regime in institutions.

Statutory Switching Code Consult September 2010
Implement June 2011

LYLX SYSy(d / 2YLIiNRCf f g Consult July 2010 onwards

recommendation on auditor attestation Implement Q12011

Assessment of data needs for financial
stability assessments.

Publish for comments

October 2010

Development of a financial stability systemic
risk assessment framework.

In progress

Ongoing

Conduct indepth comparativeanalysis of the
performance of the Irish banking sector to
inform discussions on the future structure of
banking in Ireland

Complete

Q4 2010

Further development of bank specific
guantitative risk assessment models

Implement

Q4 2010
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Detailed micro level analysis of important | In progress Ongoing

counterparts of the financial sector: nen
finandal corporations and households

New format Financial Stability Report Publish Q4 2010

Review gucture ofdomesticsavingsndustry Workingcollaboratively with other
relevant agencies

Centralcredit register Discussion Paper in22011

Special resolutionegime Proposals being developed in conjunctig
with the Departmentof Finance

Newsectoralconcentrationlimits Paper to be published in Q1 2011

Research to be conducted on feasibility a
desirability of imposing predetermined standard lim
on systemically important créginstitutions




Chapter 1 z Background

In response to requests from the Minister for Finance, two reports have now been prepared into the

Irish banking crisisa !  t NBf AYAY | NBE wSLR2NIL 2y GKS {2dz2NOSa 27
andMaxWai 2y | YR G¢KS LNRAK . Fy{1{Ay3 / NRAA&HnwmGBdZAORG 2 N
Patrick Honohan, Governor of the Qe Bank (hereafter referred to as the Honohareport).

While this paper draws obhoth reports, it largely focuses on addréss ssues raised by thiatter.

Governor Honohan summiaedhis conclusionsn the root causes of the systemic failuaesfollows:

oApart from the role of the CBFSAI, banking practice and Government policy both clearly played a
central role incontributing to the crisis:

i) there is prima facie evidence of a comprehensive failure of bank management and
direction © maintain sfe and sound banking practices, instead incurring huge external
liabilities in order to support a credit fuelled propemyarket and construction frenzygnd

i) macro economic and budgetary policies contributed significantly to the economic
overheating, relying to a clearly unsustainable extent on the construction sector and other
transient sources for Government revenue (and ameging the property boomvia
various incentives geared at the construction sector). This helped create a climate of
public opinion which was led to believe that the party could last forever. A less
accommodating and procyclical policy would have dyeaeduced the need for
preventive action from the CBFSAI.

As regards the CBFSAI, the root causes appear to have been threefold:

i) a regulatory approach which was and was perceived to be excessively deferential and
accommodating; insufficiently challengimgd not persistent enough. Thimeant not
moving decisively and effectively enough against banks with governance issues. It also
meant that corrective regulatory intervention for the system as a whole was delayed and
timid. This was in an environmewhich placed undue emphasis on fears of upsetting
the competitive position of domestic banks and on encouraging the Irish financial services
industry even at the expense of prudential considerations.

ii) an underresourced approach to bank supervision thay, telying on good governance
and riskmanagement procedures, neglected quantitative assessment and the need to
ensure sufficient capital to abdothe growing propertyrelated risks.

iii) an unwillingness by the CBFSAI to take on board sufficiently the r&abfria looming
LIN2EOESY FYR FOG 6AGK AdZFFAOASY(d RSOAAAZY | Y
02K G¢é¢ FTYR agAYYAYy3 [3FAyad GKS GARS 27F Lldzof
strong sense of the independent role of a central bank in BeinLINB LJF NBR (2 dadal
LI NIéé¢ YR gAGKadlyR Ll2aaArofS aiNRBy3d | ROSNA

There are undoubtedly many other factors which may have militated against the effectiveness of the
CBFSAI during this period. These include: aspeleting to the gantity and skill mix of the staffing
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of the bank regulation function; an unduly hierarchical CBFSAI culture discouraging challenge;
management process problems; difficulties, relating to the rather unwieldy organisational structure,

in ensuring coordinatio between economist and regulator sides of the house; and weaksesse

preparing for a crisis.These factors may have contributed to the crisis but were not fundamental.

b2NJ ¢l a (GKS FlLAfdzZNBE 2F [SKYlFLY . NRPUKSNE RSOA&ADSE

We are reshaping our approach to banking supervisiangttutionalisetheselessons

In broad terms, our work can be categorised in four ways:

A Changes to supervisory structures;

A Changes to supervisory culture and approach;

A Changes to the regimeithin which we supervise; and

A A greater focus on international supervisory cooperation.

This paper describes work the Central Bank has already woreform banking supervision. It sets
out work underway anddentifies actual and possible future chamsgeMost of this wrk falls to the
Central Bank.Some of it will require additional legislation or the involvement of other agencies and
Government.

Repositioning the Irish banking sector to contribute to economic recovery is a task which will demand
new efforts by a wide range stakeholdes. The decline in outpuand employment has been severe.

The transfer of liabilities from the private to the jlic sectoris adding to the already high level of
borrowing necessitated by the decline in tax revenue and increased pressures on someneomsp

of public expenditure.Yet, as has been recognised ir tinternational financial press & L NBdskh y R 6
credible recovery jan and has bounced back beféie daSlIygKAfSTE 020K (KS
statistics agency predict that Irish growgfstill seen slightly down for this yegrwill pick up to 3% in

2011, well above their average forecasts tbe overall euro zone. What a difference credibility
YI184odé

This growth will occumian economy highly open to global trade and international capital floWis
economic model is the product of reforms made over a number of decades, the camerst which
Ad LNBfIFIYRQaE YSYOSNBKALI 2F (GKS 9dz2NPLISIYy !yA2yo
benefits" But it also exposes Ireland to the full force of global macroeconomic conditiodeed its
success is predicated on doisg. It furtter means that the @ @SNy YSy 1 Qa oAt Ade
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ameliorate those conditions is also lower than in less liberalised, less open economies. In particular,
membership of the eurozone, wherenonetary policy and exchange ratedevelopments reflect
averageconditions in the euro area, reducélse range of policy tools available and places greater
weight on those that remain in the hands of domestic pofiakers.

A striking lesson of the global banking crisis is the danger of allawiregulatedbanksfree rein in
the modern financially globalised econorhy Banking supervision can help counter this risk
However,it will only be truly effective if it is part of a wider institutional and policy framewbegk is
able to lean against risks when it i®st difficult to do so.

Banks are inherently risk entities, as they profit from maturity transformation by turning liquid savings
into illiquid loans. Maturity transformation, in a fractional reserve banking system, relies on
confidence because borrowing short to lend long $kyi There has to be confidence that loans will

be repaid and that funds will be available to savers shdah&y require them at short notice. |If
confidence dissipates, depositors and shareholders suffer losses; the flow of credit is disrupted; the
payments system may be disrupted and the economy can contract.

LG Aa y20 lFftglrea NBO23IyAaSR (KFdxX alfty2ad SOSNEg
but a privilege, regulated by the Stateand for good reasoft ¢ Li Aa yagnth@&Ay3d NB
GKSNBE A& | ySSR (2 NBRNIg GKS AYLIAOAG GKNBS LI N
for being allowed to profit from taking risks inherent in providing liquidity, or monetary and credit
services, to the economy, banks haveshesubject to prudential regulation; given access to liquidity

insurance at the central bank; drrequired to finance industrwide insurance schemes to protect
RSLI2aAXNG2NEDE

In precrisis Ireland, banks extended their maturity transformation activiited some came to rely
heavily on shorterm, wholesalemarket funding. Eventually confidencevaporated leaving banks
unableto access not only short term, liquid funds, but funds at any maturity for many Irish b#nks.
has fallento the Central Bankrad other public authorities to implement reforms to restore trust and
confidence in thébanking system.

The Irish banking system comm@ssa small number of banks focussed on the small domestic market
and a sigriicantly larger number of the banks selling or trading into a range of international markets.
Thissplitis furtherreflected inthe differing business models of the dvwsets of banks.He first group
concentratingon the largely SME andetail domesticsector, and the second on a range of business
lines fromproprietary trading to banking services for the funds industry and specialist lendikg.
examine hese two sectordn more detail below. tlis important to note thatthe assets of the



12

international banking sector in Irelandre generallygreater thanthose of the domestic banking
sector.

Domestic and IFSC credit institutions' total assets
€billions (2000-2009)

1,000.0
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m Domestic Cis

W [F5CCls
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Data source: Central Bank of Ireland

Another fundamental difference diween the sectors is that thenternational sector by design is

typically funded by way of wholelsamarket funding, whereathe domestic sctor was traditionally

funded by retail depost This difference meant thatothestic banks in the past were relatively

insulated from the vagaries of international markets, but this has changed over time with an
increasing proportionofloY SaGA O o6l y1aQ FdzyRAy3d O2YAy3a FNBY gK2
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. N .
Domestic Banks' Funding
(2004 -2007)
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IFSC Banks' Funding
(2004-2007)
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Intrinsically, thedomesticsavings poobn which thebankscan draw for stable deposit funds limited
by the sizeof the Irish economy As they expanded their lending for construction and pndpéoth



14

at home and abroadthe domestic banks needed to source external funds to meet the demand for
credit in the economy. Although thangeof funding sources that thdomestic banks were tapping
was considered to represent a diversification of furglithe new sources were inherently more
volatile andit eventually exposa the domestic banks tadhe swings in sentiment in international
markets.

1.6 The domestic banking sector

This sectocomprises terbanks™, sixof whichare controlled in Irelandwith the remainingfour being
subsidiarie®f foreign banks.

Market composition

The Irish domestic dnking market is essentially a commercial bankimayket {oans and advances
represent c7% of total @sets and deposits represent @3of total liabilies™), with a significant
focus on retail and businedending. Commercial banking in Ireland is also focused on property
related lending, namely to the construction and property development sectors.

The focus on property related lending has resultechidramatic erosion of the profitability of the
domestic banks over the last few years. This has manifested itself in terms of sharp falls in profits and
net interest margin, significantly increased bad loan charges and sharp falls in return on equity.

Domestic credit institutions' profit/losses
(2000-2009)
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In order to satisfy their shareholders, these banks will be pressed to find new revenue streams and to
develop new business linessiven the previous over reliance on propettlyis implies a shift in their
business plans so that they can do this iprafitable and controlled mannerin doing so they will be
changing the way in which they are contributitmy the future development of the Irish economy.
Commercial lending, especially in relation to new businesses, requires a spkitlifiaseand a vey
disciplined approach to lendingrhese skills will have to be renewed in the Irish banking sector.

Supervisory theme for 201@overnance and risk management at the major retail banks

Our intrusive model of supervision means that we have regular,iléetaontact with banks. This
includes attendance at board meetings and key risk management committees.

To supplement this work, during the second half of 2010 we will commissidepth reviews of
governance and risk management arrangements at the maj@il banks. These reviews will inform
the resultsof the Supervisory Review and EvaluatioN2 OSa 44 o6 da{ w9t ¢ 0 @

The indepth reviews will be completed by independent third parties and will cover, inter alia:

A The skills and experience of bank board mensber

A The effectiveness of neaxecutive directors;

A The skills, experience and independence of staff in risk management positions;
A The effectiveness of risk management arrangements;

A The adequacy of measures banks have taken to address weaknesses tepract

processes exposed during the crisis;

A Whether banks have taken sufficient measures to address deficiencies in attitudes amongst
staff at all levels towards risk managemeastwell acompliance with internal policies and
regulatory requirements.

Wewill publish the headline findings of these reviews in January 2011.

The domestic banking sector is highly concentratth@ére are fewbanks and two have significant
market share between them.The HerfindakHirschman Indexf Total Assets for thelomestically
active banking sector shows a value of 1 indicating a relatively concentrated market
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But this market islsohighlycontestalle. Because oEUmembership the domestic banking sector is
open to low cost entrynito the Irish market by foreign banks. These banks can enter the Irish market
at very little cost ora branch or provision of crodsrder services basis that is made all the moreyeas
by electronic and internet technologytHalifax Bank of Scotland, Nberrn Rock and the Nationwide
Building Societdemonstratedin the pastthat market entry is a real phenomendh.

The role of competition in the genesis of the crisis is instructive as wiesign our supervisory
regime.

In terms of commercial property leimty, domestic banks became increasingly focussed on the value
of collateral in their commercial property lending decisions. This displaced a more disciplined
approach based on cadlow analysis and led to an undermining of credit quality. Moreoverhas t
commercial property market started to surge, banks that had previously not participated in this
market started to develop commercial property lending businesges some of these banks entered
close to its pealthey suffered significant losses in thebsequent downturn.

There is evidence that the domestic banking sector has been competitive to the point that banks
actually competed on noprice terms to maintain or grow market share. This was done to the
detriment of their underlying risk profiles drultimately led to significant losses.

Although the final outline oftte post-crisis Irish banking system is unclear, its structure will shape how
its participantsbehave. We will engage with individual banks to understand their emerging risk
profile. If necessary, we will also recommend wider reforms of the banking system in order to ensure
that its makeup does not incline its participants towards excessivetaking.

Data suggests that Ireland is not particularly overbanked by reference to Elariandeither could
it be said to be over branched.
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The international bankingestor in Ireland comprise32 institutions, with a combinedbalance sheet
2 ¥67%n at end 2M9. Theyare focused on foreign markets and are typically engaged in business
with other financial institutions

These banks fall into a number of diverse categories and business lines:

A Providers of banking, custodianjustee and other services to the funds and investment
industry, either within own group or outside;

A Investment banking for single parecbmpanyor group;

A Euro funding operations for associated group or bank, either through market access or ECB
borrowing and

A Niche areas of international lending.

The range of banks is marked: some banks Haweemployees and a single office in Dublin, while
others represent very large head office operations witlany employees and multiple brancbr
subsidiaryoperations.

From a financial stability perspective, the behaviour and health of the domiesstikingsectoris our

primary concern. Although the direct links appear limited, this does not mean timé&rnational

banks are not important from a financiaktability perspective, as there woulbe dgnificant

reputational risk for Ireland as financialcentrein the eventof an adverse shock tone or more of

these institutions. In addition, these banks maye importantO 2 dzy 4 SN1LJ NI A Sa iF2NJ R2Y
certain marketsand domestic banksanhold securities issued bgternationalbanks.

| 26 SOSNE GKSAS olyl1aQ RANBOG Ay@2ft @dSYSyid Ay (K¢
institutions hold relatively small shares of deposits placed by Irislsdtmlds and businesses (7% at

end 2009) and they provide a relatively small share of the total credit outstanding to these same
customers (5% at en@009).

The presence of subsidiaries of foreign financial institutions inrdethat sell into foreign markets
generates challenges in relatiom their supervision.

The Central Bank is responsible ftite compliance of the Iristsubsidiarywith EU and domestic
prudential requirements. Its reliant on the consolidating supervisor fitre group of which that
subsidiary is a partfor information on the state of the parent/related entities, supplementary
supervision of the related entities and-oodination of supervision across the vargaperations.
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I £ 6§ K2dzaK GBCEI Dadctive provided aiframework for supervision in such situations, there
is an asymmetry of information across the various supervisory authorities involved. This could lead to
important risks and scope for ctagion not being identified and a failure in one entity being
transmitted to a related entity in another jurisdiction. This creates potential for direct contagion risk
and for reputational risk for Ireland as a financial centre. The problems faced loyGtgpip and its
Dublin based subsidiary, DEPFA Bank, in 2008 provide a striking example of this problem.

This asymmetry extends to the management and operation of large -basker operations where

the parent of a subsidiary located in Ireland may be disadvantagen terms of informatiorrelative

to the management of the Irish operations. This challenge is compounded, where the Irish subsidiary
has subsidiaes or significant branch operations in other jurisdictiorithis generates a significant
chalkenge in terms of c@rdinated supervision and ensuring that banks are capturing and managing all
their risks.

Finally, the crisis has demonstratéltat the interestsof the home country of the parent entity and
the home country of the subsidiary entitgan diverge In a crisis situation, banking groups with
operations in Ireland may seek to protect the interests of the parent entity to the detriment of the
subsidiary. This could take the form of a cash sweep or failure to provide liquiditould also

includethet 2 OF GA2Y 2F WLINRB Ot SYI (outdide the BomejirisdictdrNI © dza A Yy S &

Plainly, the international &nking sector provides a significant contribution to national output,
exports, employment ash tax revenue. This, however, must be set against the risks that arise from

the presence of these banks in Ireland. Internationally, there is suppodoser, more cardinated
supervision of crosborder banks. Ireland, giversismall size and theignificance of these banks in
economic terms must weigh up its interests. The challenge in the future will be to effectively
supervise thesénstitutionss g KAt S |G GKS alryS GAYS LINBASNDAy3
centre and protecting te broader economic interests of the State.

The recent crisis hasesulted ininternational efforts to (i) strengthen the regulatory system, (ii)
improve caordination among supervisors and other national authestiand (iii)) develop improved
resolution and compensation systems. The G20, the Financial Stability Board, the Basel Committee on
Banking Supervision, the European Commission and the Committee of European Banking Supervisors
have all been active in thisea.

The Basel Committee on Banking Supervisiesnemmendations have includ&d

A Procyclicalityof regulatory solvency measures apbvisioning;

A Limits on bank leverage;

3

L
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A Quality of bank capital;
A Lquidity risk managementand
A Remunerationstructures within financial institutions.

There have also beemproposals to improve supervisory -oodination across borders and to increase
the intensity and risk sensitivity of prudentsuipervision across the board.

Individual national supervisors have launched initiatives to review and strengthen their supervisory
approaches. In framing osecommendations we have taken account of these international
initiatives.
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Chapter 2 - A new structure for banking s upervision

The newly constituted Central Bamkill be a unitary organisation with responsibility for, inter alia,
NBE3dzt F A2y YR 2@SNARAIKG 2F olyl{Ay3ad Ay LNBfYyR:
prudential) and at a systeswide financk t &G 0 A f A LBNHARSYEA | 6 & 6 IPO NP

Our objectivesas set out in the Central Bank RefoBitl 2010, include:

A Stability of the financial system; and

A Proper and effective regulation of financial institutions and markets, while ensuring that the
bestinterests of consumers of financial services are protected.

To deliver on these objectives th@entral Bank needs to change its approach to regulation and
supervision of both individual credit instiions and the banking systemTlhe organisation isding
restructured and resourced to:

A Deliver amore assertiverisk basedand challenging approach to banking supervision;

A Ensure agreater focus on macrprudential analysis to identify the risks and stresses for
business models, sectors of the economy dime financial system;

A Translate the macrprudential analysis and micferudential oversight intoagreement on
and imposition ofsupervisory actions necessary to addriggmtified risks

A Better influenceand implementthe regulatory legislation and requirements enaing from
the EU

A Reinforcethe domestic regulatory framework where necessam

A Enforce standards, rules and requirements deliveringredible threat of enforcement to

underpin the new approach to baing supervision

The 2010Bill provides fora single unitary Board the Central Bank Commissi@nto manage and

control the affairsand activities of the Bank¢ KS / 2 YYA & & A 2 y Q avill hdXdheNsurdl®E  F dzy O
that the central bankin@nd financial regulation functions of the organisation are integrated and co

ordinated and that the powers and functions conferred on thentralBank are properly exercised

and discharged.
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While a strong legislative base provides a cornerstone faldimg a strong independent body, the
manner in which the organisation is structured, managed and staffed is key to dadiveni our
responsibilities. The appointment of senior executives with responsibility for Financial Institutions,
Risk and Policy, nborcement, Markets and Consumer Protectionvill strengthen our executive
management and enable us to restructure the directorates and departments which are most directly
invalved in banking supervisionThis in turn allows us to overhaul the system ohkiag supervision
taking account of the lessons learned from the financial crisis, both domestic and international, and to
keep pace with international best practice.

Key changes in structure which most directly impact on banking supervision:

A Thetwo frontline banking supervision departmentgll be restructured adketail Banking and
2 K2t SalrtsS . FylAy3a Ay | Y20S | gF& FTNRY (.. RADAA,
those covered by the Credit Institutions (Financial Support Scheme)) 20@8other banks.
This creates a new business as usual structure, grouping banks with similar models and
associated risks within the respective departments.

A A new team, Prudential Analytics, containiggantitative specialists, financial analysts and
business model analystsill support supevisors. This new team, together with the ongoing
recruitment of specialist staff for banking supervision departments and the establishment of a
wWAAd]l 9ELISNIA tlySt 0604SS wHodn ahe spedalsedagertise | RRNB

YSSRSRE &4 y20BprtAy G(KS |1 2y2KLY

A A dedicated Enforcement Directorate will have investigative expertise and deliver aleredib
threat of enforcement action The need for credible enforcement and the consequential
benefitswere outlinedin the Honoharreport: a2 KSy | yS¢g | 3SyOeé Aa ONSBI
that it quickly establishes its credibility and reputation as an enforcer. This creates
expectations as to how the rules, codes, regulations and principles will becedfarhich will,
in turn, influence behaviour. If the regulated firm anticipates prompt regulatory action if it
infringes a principle, code, rule or regulation and also that the action will increase in severity if it

is repeated, the regulated firmswall i NA @S (2 YAYyAYAasS &dzOK Ay FNI Oi

A The Policy and Risk Directorate addresses the need to overhaul the domestic framework for
regulation in line with international recommendations and best practice, better monitor and
influence EU and internationglolicy proposals and implement Behislativechanges into our
system of supervision.Responsibility for the development and maintenance of the
organisationwide Risk Assessment Model will be centralised in a Risk Departmerte
establishment of dedica&td policy departments also recognises the impact on frontline
supervision when resources are diverted to policy and oth@psut functions. The Honohan
report noted thatino | Y1 Ay 3 adzLJSNIBA&AZ2Y aYlyl3ISYSyid NBaz2dz
day-to-day supervisory tasks to deal with policy development work and work related to the
Committee of European Banking Supervidgor 6/ 9. { 0 ¢ FyR GKIFG a1Se adl
activities such as the implementation in Ireland of the many new and technically dengand
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international requirements introduced over the period and participatiorvamious EU and ECB
ANER dzLJa ¢ @

Later this year, following preparatory work on our information systems, we will establish a
Regulatory Transactions Department where all processif regulatory returns and routine
regulatory transactions will be centralised with common tiglsed processes and, over time, a
common work flow IT platform.
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¢KS LaC Ay AG& alé& wnHnmn LAEAISNYae S| abienies, (27 (D2
inter alia,that havingadequate resources is a fundamental requirement for good supervision:

G { daliS®mME resource intensiveOffsite reporting and surveillance requires access to technology
and data sources. Onsite inspection requires significant human capital. Together they require
constant skill development to keep pace with market developments. The fdtiough on issues
can be particularly resource intensive, which is why this often is observegrablam for supervisory

I 3SyOASat

Governor Honohan in hieport statedd K| & a ¢ KS FAYylFYyOALFf ONRA&AAA KI &
Ireland and elsewhere, that effective bank supervision simply cannot be performed with the thin
staffing that was applied 2 FTNRBYy Gf Ay S 2 LISNJI doachigedhat2 T G KS Cwé o

A G. NPl RSyAy3a GKS a02L)S |yR AyiGSyairFTeAiy3d &adzISND
could have addressed the above problems, would have required considerable additional staff
resources and training to help offset the asymmetry in skillsawssi KS NB 3 dzA F § SR Ay ad

A Ga¢KSNE 6SNBE RAFTFAOMzZ 6ASa NBONHZA GAYI |yR NBGFA
reflecting salary competition in the market and the constraints on what thedtRd offer in
GSN)xa 2F alfFNRBET FYyR

A Ghyte | avlftft ydzyoS NbgervisddeNding ofetit imstitidions. f GiverO G SR
the considerable asymmetry in expertise and seniority between the staff of the FR and the
NE3dzZA F iSR AyadAalddziAzyas GKAa Aa tA1Sftfe G2 KI @S

The size of the bankingector in leland illustrates the scale of the challenge for this new teaim

I RRAGA2Y (edcrédk @stitution& &nal B&rNiish licensed banking subsidiayitrere are
another 36 banks licensed and regulated by the Bank. In totalsehbanks emplogpproximately
41,000staff andmanage assets in the region efm ®n  with bderat®dns in 19countries. In
addition to Irishlicensed credit institutions 38redit institutions operate in Ireland on a branch basis
based on the right of establishmeptovisions of Articles 2827 ofthe Capital Requirements Directive
(Directive 2006/48/EC).

In the past, resources for supervision were far below what was required. The number of supervisors is
being increasedTo deliver a more effective intrusive apaich to supervision we plan to:

A Recruitl50staff in 201Qbringing overall Central Bangtaff numbers tadl,300;
A Increaseregulatorystaff numbershy perhapsa further 150-2000verthe following 2years;
A Have a minimum ratio of 1€upervisory stafper firmfor major institutions;

A Improve specialist expertise by recruiting staff with direct business/banking experereelit,
liquidity, treasury, market and operation risk experts; and

A Establish a Risk Experts Panel.
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Our new approach to supesion requires staff with appropriate technical and commercial skills that
are able to effectively challenge and interrogate institutions. In order to recruit and retain staff
with the required skills and expertise we need to enstinat remuneration arrangementsand
personnel policies are flexible arappropriate. Increased use of contract staff, secondees from
professional firms and staff exchange with other international regulatory authorities are all options
which we will use to build up resourcaadskilks.

Ongoing training and professional development is fundamental to developing and maintaining high
standards among our staffWe have introduced a compulsory training programme for all e

many existing staff.All staff joining the organismn must complete the introductry module within

six months.Additional specialist training will be mandatory on an annual basis.

We are establishing a panel of external risk advisors comprising experienced professionats/e/ao h

long and well established record of operating at a senior level imandial services environment.

These experts will be a resource availatdéboth the organisation and to individual staff members

K2 YI @& NBIdzA NB | RAA O policg Nbpbsalsiod iBsdrg RrisiggIvithoirdlividuit ¢ 2 v
firms.

These experts will:

A Prepare periodic reports on key risks arising or evolving and make proposalshasvtsuch
risks may be mitigated;

A Provide advice on proposed rules/regulatigns

A Advise on international developments with potential to impact on financial services in Ireland
A Interview directors and executives seeking our approval under the fitness and probity regime
A Act as designated decision makémscases of enforcement action; and

A Contribute toreportson financialstability.

In parallel vith the new approach to supervisiorwe will deliver enhanced assessment of, and
reporting on, financial stability focusingneisks and vulnerabilities.

As part of these changei@Central. Y1 Qa4 CAYlFYOALFf {GlFoAftAGE [ 2YYAL
meets more regularly It is now chaired by the Governor and includes senior staff from across
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relevant central bankingrad reguatory departments. The role of the Financial Stability Committee
includes monitoring and assessment of:

A Developments in economic and financial markets both domestically and internationally;

A Micro prudential and systemic risk indicators;

A Sresstesting methodologies and results of stress tests; and

A Srengths and vulnerabilities of the financial system.

A key focus will be to identify actions that can be taken to mitigate risks to financial stability. Where
actions are required onur part,they will be taken.Where actions are required at government level,
they will be so advised.

In addition, he expansion and restructuring of the organisation requires the implementation of clear
channels and systems for (i) escalation of regulatory ssre agreeing regulatory action and (ii)
development and implementation of policy initiatives and strategic commitments. We have
established clear management sttures and reporting lines. However, given the scale and
complexity of our responsibilitie we believe that formal specialist committeehaired at a senior
level, willensure that:

A dgnificant issues arappropriately escalated andctioned;

A Policy is developed with the benefit of specialist expertise and frontline supervisory input while
taking on board crossectoral interdependencies and approaches;

A Implementation of commitments to rebuild and reform the domestic regulatory framework are
tracked and implemented on schedubmd

A We are in a better position to influence EU policy depehents and identify implementation
issues at an early stage

Three financial regulation committees chaired by Matthew Elderfield, Head of Financial Regulation
have been established:

Supervisory Risk Committee Policy Committee Risk Assessment Programme Boarg
Frequency: Weekly Frequency: Monthly Frequency: Monthly
Escalation of supervisory cases Prudential banking, prudential Development of risk model including}
and discussion of supervisory insurance, funds, credit unions, impact framework, probability
risks markets, consumer policy issues scoring, orsite process, IT
and international policy co requirements, management
ordination information, project management
and implementation
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Chapter 3 z Supervisory a pproach

With these new structures place wealso need to reform our approach to supervision. This work is
well underway. However, the expectations of banking supervision are now so very different from the
past that change will inevitably take time.

The need for chage is clear.

In the period preceding the crisis, supervisory culture internationally, sdtine notableexceptiors,
tended to be too deferential towards free market ideas, and too responsive to critics of regulation and
regulators. It is also clear thaumerical estimations of risk came to beguile financial institutions and
regulators alikeg for example, the outputs of VAR models or Basel Il capital calculations. Although
this reflected the increased complexity of financial markets, the consequerae t@ erode
confidence in basic prudential checks as well as broader judgements on the merits of rapid growth in
the financial system.

Similar issues were also a feature of the Irish banking cri@®vernor Honohan in hiseport

concluded, with respdacto the CBFSAI, that2 KAt S O2yaradaSyd eAGK GKS
philosophy, the reluctance to take decisive action can also be characterised as displaying both
deference and diffidence to the regulated entities. These characteristics are brougtieatly also

when it comes to looking at the way in which individual institutions were dealt véiti..

OdzNJ Gl al Aa G2 F2a0SNJ I adzLISNIDA&2NE Odz GdzNBE 6 KSNE
are then prepared to be tenacious, but not gigaded, in defence athe public interest objectives
Government has given us.

Supervisory theme for 2010: Mtgage credit standards and funding risks

In May 2010 we commenced a review of new mortglgelingto establish the soundness of credit
risk practices and the adequacy of the management of associated funding risks.

The initial focus of that work has been the market for first time buyers as this represents a significant
portion of new lending. We have asked banks to provide us thétfollowing

w Data on new mortgages and ssl&rgets for the coming period;
w Prichg and estimatd profitability of this lending;

w ¢ KSANJ OdZNNByYy G NR&]l FLIWISGAGS F2NJ f SYyRAy3a G2
board lastreviewed the issue;

w Their policies defining risk appetite, including Net Disposal Income, DSRpol\dalu¢, Term,
Room Rentals and stress tegt of repayment;
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W Levels of exceptions to poy inthe 6 months to 31 May01Q

W Arrearslevels for the past year;
W Drawdowns for the past year; and
() Summary of key risks identified to future lending and hibey have mitigated those risks.

Where we have identified risksve havealreadyintervened to ensure that banks manage them
appropriately.

We will publish our findings from this review in JRG10

Deliveing a more assertive risk basedand challenging approach to banking supervigiequires not
only resources and skills but a witoth at an individual and institutional leveip question, intervene
and act. This culture will apply not only in our supesion of individual institutions but also in the
context of macreprudentialor financial stabilityoversight

Question

It is clear that Irish banks will emerge from the crisis with different business models. The stability of
the banking system will demd on the soundness and profitability of these business modélse of

the weaknesses of regulation hameen, as noted in the HonohalNB LI2 NI = G KF G &A
deferential view that, as long as there was a good governance structure, decisiohe people
actually running the banks could normally be trusted to keep the banks safe and sound, and their
decisions did noheed to be second dzS & .3T8eRGovernowas also clear thateven if armed with

the necessary informatiorto be effective there wuld have had to be a greater degree of
intrusiveness and assertiveness on the part of regulators in challenging theebénk

28 gAtt SEFYAYS @SNE O NB Thiate the stakels gfg saffzierd@y2highe® N A I

will Wa SO2y R 3 detkdaa@iond as\itYsSNar that poorly thought through business choices
can later morph into prudential problemsFor example, we will challenge banks on the availability of
the requisite skills, the depth of research into new markets, their produsigieand development,

the contingency planning for unforeseen developments, and their appetite for risk. We will also press
the banks on how they will take account of funding pressures in their financial forecéisvever,
expectations of the regulatgrregime need to be realisticeven with increased resources we cannot
assesgvery decision of institutions or have knowledge of everything they do.

The recruitment of specialists with industry experience will ensure dlatfrontline supervisory staff
have access to the requisite expertise and support to deliver this challenge.
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Intervene

A key focus of supervision has beand continues to bgassessing governance, systems, controls and
compliancewith rules and requirementsThis has tended to focumn the current regime or look back

to assess evidence of compliancd&his needs to be doneHowever, we will also be more forward

looking in assessing their business models and strategies to form our own judgement on the
associated riskso that we carnintervene early This approach is designed to address the concern
expressed in the HonohaNB LI2 NIl G KIF G0 a2@SNI ff AdzLISNDAaAAZ2Y oI &
the bankers did their job, and did not seek to secayuiss the business models of the kanby, for

SEFYLX ST NBIljdzSadAy3a FRRAGAZ2YLFE LINRPOGAAA2YAY 3T 2N Ol

Act

We are determined to avoid fadg again intcd I LI G G SNy 2F Ay O2y Of dzaiA @S Sy
entities on prudential matters, and lack décisive followi K NP*Yz3 K ¢

Where we identify risks in a credit institution we will insist on action to mitigate that risk. Whether
we require immediate action or a clear plan and timeframe to address the matter will depend on the
nature, scale and pottial impact ofthe risk or shortcomings. Having identifiechctions requiredit is
critical that these are afollowed up to ensurethat undertakings and commitments are delivered on
and the issue is fully resolved.Where institutions canngtor do rot, take appropriate actions, the
CentralBank will use its supervisory powedrs force a resolution. These powers are wide ranging
(e.g. requiring specific action by the firm, requiring independent third party review and
recommendations, capital addns, directions to cease certain busingss

A similar will to act will fornpart of our macroprudential oversight. Where we believe that action on
our part would mitigate or help to mitigatemergingrisks to financial stability we will take the
necessaryaction. However, it must be acknowledged thiat the absence of domestic monetary
policy or interest rate tools, such actions largely relate to interventions via bankingnamcfal
services supervisionsuch actions will only be effective if fheomplement rather than run counter to
Governmemn economic or fiscal policyWhere theCentralBank believes that changes are required in
Government policy we will be clear in our advice to Government and our public commentary.

A key componentf our risk based approadh the development of anore systematicisk framework

or model. This will be used to enhance and develop our engagement levels wilyudlited entities,
which will dive our resource requirements, and facilitate the allocatiof supervisory resources
towards entities on the basis of impact and risk. Fundamental to development of the risk framework is
the categorisaion of all regulated entities based on inherent impact and/or risk.

Entities will be categorised initially an impact basis from low to high impact, with those entities of
systemic importance ranked as highest. The G20 criteria for systemic importance of financial
institutions, namely size, substitutability and interconnectedness, imflluence categorisation.
Engagement levels will be established at base levels for each impact category aceteqyiry that

will by necessity differentiate between entity type and industry. Entities judged riskier by supervisors
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will be subject to closer, more assertive, supeswysengagement. In this way, appropriate regulatory
stances can be defined on the basis of impact and risk.

The risk model will reflect quantitative and qualitative data available to GeatralBank that will
facilitate indepth financial analysis, pegroup analysis, performance tracking, and the development

of earlywarning triggers. For the largest, high impact firms, we will have a much more intensive level
of supervisory engagement, including regular, comprehensiveagskssments, a regular -Gite
presence, scheduled meetings with business management and control functions, and freqtet ad
contact. But it needs to be recognised that it is not possible to perform regulsit®@rmssessments

for the approximately 15,000 financial services firmie supervise, hence the establishment of base
engagement levels by category of regulated entity. Low impact or low risk entities can expect a less
intensive regime which is expected to derive primarily from early warning triggers or system
generatedd @dflagh 4 RSY GATFTe@AyYy 3 aAIYyAFAOIy(dfte& RAFFSNBYyUO NRA
situations and those of their peers, their past performance, or projected future performance based on
actual or stress scenarios.

Our concept envisages a risk essment model which separately rates key individual risks (e.g. credit,
market, liquidity, operation, business, legal, strategic) and mitigants (e.g. controls, organisation,
management, ownership structure, access to capital) to generate an institafierific aggregate

score. The risk assessments required as part of the Supervisory Review and Evaluation Process under
Pillar 1l of the Capital Requirements Directive, which are described in more detail below, will form an
important contribution to both ingtution-specific aggregate scores and planned levels of, and
approaches to, supervisory engagement.

The CentralBank will inform institutions of their scores and key risks (or areas) identified and will
require risk mitigation plans to be produced by indibns to address risks identified during the
assessment process. Monitoring the implementation of risk mitigation plans by required deadlines will
be a key part of planned supervisory engagements. As we will use this model to inform our allocation
of resources and supervisory engagement with individual institutions, these institutions need to be
clear on what their score is, why and, where necessary, what they need to do to change it.

The risk model will impact significantly on the operations andfstéfthe Central Bank in its
supervision of regulated entities. A project of this size and complexity will require time and resources
to develop, roll out and bed down. We will consult on the impact framework and the metrics used to
decide on categories iQuarter 4 2010. We will implement the modelQuarter 22011.

Comprehensive risk assessments will be conducted as part the Supervisory Review and Evaluation
Process (SREP) for each credit institutiorhe SREP, a component part of the Capital Requirements
Directive” (CRD), requires that supervisors assess the overall prudential risks of a credit
institution/group covering inherent business risk, control factors and oversight/internal governance.

The CRD prescribes the minimum capital requirements in respect of credit, market and operational
risk (Pillar 1 risks), which are calculated on either a standardiséaternal Ratings Based Approach
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O0IRB ¢ (Bespoke internal models) basig. alsorequires that credit institutios assesstte additional

risksthey areexposed to and determine the capittilat they must hold against these risks.The

Internal Capital Adpdz- O ! 3aSaayYSylitditNPHAMWMBYYSKSYWLOLE adzwaSOoi
supervisoryauthorities as part of the SREP. A formal annual SREP will be conducted for each
institution including qualitative and quantitative assessment.

The Committee of European Banking Supervisors representafitie SREP gives an overview of the
proces.

We are strengthering our SREP process:

A The depth and intensity of the SRERI vary depending on ourisk rating of the institution
with systemically important or high risk/high impact firms being subject to a comprehensive
annual review.

A The qalitative elements of the SRERclude assessment oftrategy, governance,
management, culture, policies, controsympliance and internal audit.

A There is an increaseddus on business modetdrategiesand stress testing. hE viability
and sustainability of business plans or models on a standalone basis, or in the context of a



