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Report of the Comptroller and Auditor General

Central Bank Financial Regulation

I have, in accordance with the provisions of Section 77(2) of the Central Bank Act,
1997, carried out an examinauon of the systems, procedures and prictices employed
by the Ceniral Bank in the discharge of ws finuncial regulation function.

In accordance with Section 77(3) of the said Act, T hereby submit my report of the
above examination for presenttion to Dl Eireann,

’—\\/’

John Purcell
Comptroller and Auditor General

30 December 1999
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Summary

The importance of the financial services sector o the Irish economy has increased
significantly in the past 15 vears. As a resalt, the financial regulation of the sector by
the Central Bank (the Bank) is receiving more attention.

Financial regulation can be divided into three types of supervision

® Prudential supervision aims to establish that financial institutions comply with a
set of rules designed to ensure their continuing solvency and liqudity. The rules
cover pruclential and financial stability, internal control arrangements and
corporate governance.

@ Systemic supervision aims to establish that risks o the hnancial system as a
whole are minimised.

@ Conduct of business supervision aims o establish that there is a degrec of
protection tor depositors with credit institutions and clients of investment firms.
Aspects of conduct of business supervision dealing with consumers of financial
senvices are not within the statutory mandate of the Bank.

The enactnent in 1995 of legislation 1o counter money laundering has increased the
scope of regulation.

Tlhis report is concernedd with the approach adopted by the Bank in the regulation
of credit institutions and investment institutions in irelund. The exanunation sought
to establish how the Central Bunk discharges its role to regulare and what practices
are followed to determine the effecctveness of 1ts regulaton activities. The response
of the Bank 10 the requirements to counter money laundering was also considered.

Prudential Regulation of Credit and Investment
Institutions

The Bank's approach to the prudential regulation of credit and investment institutions
is derived from legislation. This empowers the Bank to establish nunimum standards
for the regulated mstitutions which. if complied with, would acineve the objectives
of regulation. These rules are published in various documents including licensing
requirements,  bunking  directives and codes of conduct. In - estublishing  and
maintaining the rules, the international norms which are coditied in core principles
for cffective banking supervision (the Basle principles) and in EU directives are
applied.

The prudential regulation of credit institutions provides some consumer protection
reassurance 1o depositors from the point of view of monitoring the stability and
financial strength of the instnutions, The regulation of investment institutions 15 of
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more recent origin and the nature of business of these institutions requires closer
supervision of the interziction between them and their investor clients. Much atention
on Lhe regulation of mvestment institutions has been devoted 1o the establishment of
lcensing requirenients and codes of concluct.

The actual regulation activities performed by the Bank cover the licensing of
institutions, the analvsis of pradennal data which is submitted by the institutions 1o
the Bank on a regular busis, review of audit reports and a coniinuous progranume of
forntl inspections and review mectings with the instutwions. The Bank does not
undertake o dettted review  of vansactions in the insttutons or of  the
implementation of control procedures at branch Tevel as it considers this 10 he
inefficient in discharging its role. Instead, it aims to apply o more balanced approach
hetween  reliznee on o on-site inspection  activities,  meetings and  the remote

monitoring of the perforntance of institutions.

The exanunation noted some potential arcas for improvement.

® The effectiveness of regulation is ultimately reflected in the relative stability of
individual institutions. An assessment of the pradential risk profile of institutions
is a1 good ndicator of relative stability. The documentation of the risk profile of
credit nstitutions could be improved as an aid o determining the effectiveness
of regulation. So far. the Bank has found this unnecessary duc to the small
nuber of mstitutions involved.

@ sSince 1989, external auditors are required 1o repont w the Bank any materiad
defects ininternal control or sugpicions of impropriety which they uncover in
the course of their audit work, In practice, no such reponts have been received
Py the Bank. Also, management letters riaising specific internal control issues are
not routinely issued by the external auditors. There is scope for requiring
external auditors o specitically report to the Bank thit no matters of pradential
concern have come to ther attention in the course of their audiv of the financial
statemenis of institutions. Additional assurance on the mplementtion of un
adequate internal control structure could also be sought from external auditors.

@ [n addition 10 an annual planning process which is risk based, the Bank uses o
benchmark for the frequency of inspections and  review  meetings with
inclividlual mstitutions which docs not take account of risk assessment or of
evidence available from other regulatory activities, The actual number of
inspections has tallen short of the benchmark in recent years. An alternative sel
of measures und criteria more directly related o an assessment of the required
minimum sct of tsks 1o ensure effectiveness should be developed.

Th
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Summaery

Procedures to Counter Money Laundering

The enactment of anti-money laundenng regulations in 1995 represented a significant
expansion in the scope of regulation of financial institutions. The Bank has
responded well 1o the new requiremients. in conjunction with the Money Laundering
Steering Group. a set of regulations has been developed and enforced. The Bank's
inspection procedures manual was expanded (o cover review of compliance with the
ant-moncey laundering requirements. A independent external review in 1998 found
that the actions taken by the Bank were satisfactory.

The development of techniques specifically designed 1o assess the effectiveness of
the regulatory activities covering procedures o counter mioney kwindering 1s on-
going. These procedures should ultimately relate the level of money laundering
detectedt with some estnmite of the extent of money Lndering in the economy.

Systemic Regulation

One of the overull objectives of the Bank is 1o contribute to the stability of the
financial system. From a domestic point of view, the Bank considers that it ihe
prudential health of each individual credit institution is established, then there are no
grounds for the overall system to fail. The susceptibility of the tinancial sector 10
international risks is monitored by various depariments in the Bank. Other activities
relevant o systemic regulation, such as monetary policy implementation and the
overseeing of payment and scttlement svstems take place outside the Supervision
Division. The documentation of the contribution of these activities o svstenic
regulation should be consolidated.

The primary measure of systemic stability, established internationally, is the
incidence of institutional failure. A more comprehensive set of measures based on
the criteria wlich identify the level of systemic nisk would facilitate effectiveness
evaluation Greater use of benchmarking and compuranve analysis should be made.

17
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1 Introduction

1.1 The regulation of most financial institutions in Ireland is undertaken by the
Central Bank (the Bank). Its role and responsibilities in relation o banking
supervision were tirst set out in the Central Bank Act, 1971, Since then, there has
been considerable development of the legal framework and expansion of the Bank's
role 10 cover other financial institutions and non-banking  activities'. These
developments were in response 10 changing international standards, experience
with the existing legal framework, the significant growth of the financial services
sector in Ireland and the implementation of European hiw.

1.2 Financial innovation necessitated new laws in the late 1980s to deal with the
setring up of futures and options exchanges and the activiies of companies
operating in the International Financial Services Centre (IFSC). Parullel with these
developments, the provisions of Furopean Liw in various directives beginning in
1979 were incorporated into Inish law. In 1994, the provisions of an EU directive
covering money laundering were adopted.

1.3  Within the Bank, the regulation of tinancial institutions is undertaken by the
Supervision Division which is organised in two separate depariments?’.

®  Banking Supervision Department (BSD) - This covers all institutions whose
business is 10 receive deposits and to grant credit reterred to in this report as
the credit institutions) i.e. banks, bulding societies and other deposit-taking
mstitutions such as the ACC Bank ple, the 1CC Bank ple and TSB Bank. At
December 1998, the departiment had full regulaory responsibility for 37 such
institutions.

®  Securities and Fxchanges Supervision Department (SES) - This supervises
broad range of non deposit-tuking entities, including moneybrokers, stock
exchanges and their members, investment intermediaries, IFSC companies and
collective investment schemes Geferred 1 in this report as the mvestment
institutions). At December 1998, the department was responsible for over 2,600
investment institutions ot diverse size and nature of which almost 1,700 were
collective investment schemes,

1.4 A number of financial institutions and agents are not regulated by the Bank
These include insurince compunics, insurance intermediaries, credit unions and
credit intermediaries. Insurince companies and intermediaries are regulated by the
Department of Enterprse. Trade and Emplovinent and also have sclf-regulatory
arcangements. The regulation of credit unions is the responsibility of the Registrar of
Friendly  Societics while ¢redit intermediaries are regulated by the Director of
Consumer Affairs. This report does not cover the regulation arrangements for these
INSHIULIONS.

Apprendix A onttnes the principal legistarion gorernoig the regrdatory role of the Bauk

Frem Jennery 20000 the Supertasion: Dimston will be divided nao three depeertatents Bankig
Supervision Depanment. Securihes and Exchanges Supervision Department and 1FSC and Frands
Supervision Department
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1.5 The growth in the Bank's regulatory responsibilities in recent years has led to
a substantial increase in staff numbers engaged in regulatory activioes. In November
1999, 131 staff members were engaged in the function. The Bank spent £3.4 million
in 1998 on its regulatory activities,

The Approach to Regulation

1.6 There is very extensive legislative provision for regulation of financial
institutions by the Bank. The fundamental objectives of financial regulation are
derived from legislation and are captured in the overall mission statement of the
Bank andl in strategic statements for the o depanments in the Supervision Division.

1.7 The Bank considers that its regulatory objectives are 10 ensure as far as
possible that

e individual financial institutions comply with a set of rules which are designed
to ensure their continuing solvency and liquidity (prudential supervision)

risks 1o the financial system as @ whole are minimised (systemic supervision)®

® therc is a degree of protection for depositors with credit institutions and for
clients of investment firms (conduct of business supervision).

1.8 In the case of credit institutions, the protection of the interests of clients and
consumers operates on two basic levels. The solvency of the institution providing
the service 15 covered by the legislative remit of the Bank and is dealt with through
prudential supervision, The protection of clients of credit institutions in their role as
consumers of tinancial services is primarily covered by the Consumer Credit Act,
1995 which assigns statutory responsibility for these issues 10 the Director of
Consumer Affairs under the auspices of the Minister for Enterprise, Trade und
Employment.

1.9 The framework employed by the Bank for ensuring effective financial
regulation relies on the development of rules and standards for the operation of the
financial institutions which are consistent with the achievement of the regulatory
objectives. This is followed by checks that the institutions comply with those rules
and standards and with the relevant legislation (see Figure 1.1).

1.10 The regulatory process is interactive by nature and emails frequent dialogue
with the regulated institutions. The techniques employed by the Bank are both
quantitutive and qualitative in nature. The quantitative techniques employed include
a requirement for financial institutions 1o file regular statistical returns concerning
key hnancial measures which are then analvsed by the Bank. The qualitiive

! For the troposes of the repon, the prdenticd cand systemic regulation actitafies are coltectively roferved

1o as financial regrdation. Financial regrlation also provides a degree of proteciion for depositors of
credst fnstitions cid for clients of tnvestiment firms.
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Figure 1.1 Framework for Effectiveness

Objectives
of Regulation

. L |

Rules and
Standards

1

Comptiance
with Rules

A

Evaluation
of Results

approach is more judgment-based and subjective in nawre and is assisted by
periodic on-site inspections by Bank staff and formal review meetings held regularly
with key personnel in the institutions

1.11 The final element of the framework o ensure effectiveness is evaluation. By
developing clear objectives and by identifying which of its regulatory activitics
contribute. most to the achievement of those stated objecuves. the Bank can
progressively  fine-tune its activities so that it reaches the optimum level of
effectiveness. To do this, it should have in place appropriate systems. procedures
and pracrices to determine and measure its own effectiveness,

1.12 Determining effectiveness s a cyelical activity which should progressively
improve as the cycle is repeated over time. While the rules and standards used for
regulation activities are kept under constant review, the development of methods for
evaluating the effectiveness of the activities employed is a more difticult and time
consuming sk, There is considerable  debate among  international  agencies
concerned with financia) regulaton on how the effectiveness of financial regulation
should be determined The Bank is involved in this debate, The trend is towards the
diversification of technigues used based on a more sophisticated  use of risk
assessment tools.
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Objectives of the Examination

1.13 This exammanion was undertaken primarily 1o establish if the Bank has

appropriate structures 10 ensure the continuing effectiveness of its regulatory

activities. The following specific questions were addressed in the examination

® How does the Bank regulate e what are the principal activities and outputs
of supervision?

®  How does the Bank carry out its responsibilities in regard to the prevention and
detection of money laundering?

®  What approuch is adopted to achieve the objuctives al systemic regulation?

Scope and Methodology of the Examination

114 My right of access 1o the Bank's working papers and reports produced in the
course of regulatory work is defined in legislation®. The examination covered all the
regulatory activity of the Bank, including both credit and investment institutions.

1,15 The examination coincided with consideration Iy o Government-appointed
committee of possible changes 1o the organisational arrangements tor financial
regulation and  conduct of business  supervision®. The  exanmination  was  not
concerned with the impact which the organisational arrangements tor regulation
muv have on economy, efficiency or etfectiveness.

1.16  The methodology adopted during the course of the examination, in the main,
consisted of o scrutiny of documentation and procedures manuitls provided by the
Bank and interviews with appropriate Bank management and officials. An internal
audit report produced in August 1998 on the Banking Supervision Department was
reviewed. Information was also obtiined from the Bank by way of o structured
guestionmaire and o review was also carried out ot literature relating o financial
regulition generally, As the scope of the examination did not extend o o full
compliance audit of inspection work, it was not necessary for the Bank 1o provide
me with access 10 working papers or inspection reponts in relation 10 individual
INsHutons.

‘ Soctions 52 and 7710y of the Central Bank Act. 1997

f The McDuwell Commmitive Report, May 1999 This report includes a deseription of all regnlation acticities

by the vanous regrlators hut docs not cualicate the performance of the regrdators.
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Structure of the Report

1.17 In Chapters 2 and 3, the Bank's approach 1o prudential supervision of creclu
and investment institutions is descnbed and 1its capacity o eviluaie effectivencess in
thae respect is explored. The manner in which the Bank carries out its responsibilities
in regard 10 the prevention and detection of money laundering is reviewed in
Chapter 4. The approach 1o sysiemic regulation is examined in Chapter 3.

i



2 Credit Institutions

2.1 This chapter is concerned with the prudential regulation of credit institutions
in lrekind. Tt describes the scope of pradential regulation, the approach adopted and
the aciivities and outputs involved

2.2 The focus i the regulation of credit institutions is on the prudential well-leing
of the nstitutions and the overall stability of the banking system. In iccordance with
Furopean Luw, a deposit protection insurance scheme is administered by the Bank
and tunded by the commercial banks. Although the scheme provides o consumer
protection dimension 1o the Bank's role, it is regarded as a secondary one. The Bank
has stated that insofar as it examines individual customer accounts in the course of
the regulation of credit institubions, the focus is always on the solvency of the
institution, the quality of loans and other assets and on good management. It does
not have a staunory mandate for the protection of consumers of financial producis
offered by credlit institutions.

Degrees of Prudential Regulation

2.3 The Bank has responsibility for the financial regolation of all credit institwtions
incorporated in the State and of Lrish bDranches of credit institutions from outside the
Europcan Economic Area (EEA). Credit institutions comprise banks, including State-
owned banks. and building societies. Depending on the geographic location of their
headquarters (the “home  country’) and trading  opcerations,  credit —institutions
operating in the Irish financial sector are subject 10 one of four degrees of regulation,
as summarised in Figure 2.1,

Figure 2.1 Scope and Degree of Prudential Regulation

Scope

Credit institutions headquartered
in lreland

Subsidiaries of international credit
institutions and Insh branches of
non-EEA credit institutions

Branches of EEA credit institutions
trading in Iretand

Institutions offering services on a
cross-border basis (i.e. without a
physical presence in the State)

Source: Central Bank of Ireland

Degree of Regulation

Central Bank has ultimate regulatory
responsibility

Central Bank has primary regulatory
responsibility (ultimate regutatory
responsibility lies with each institution’s home
country regulator)

Supervisory responsibility rests with the home
country supervisor, with the Bank having only
a limited and diminishing role in the area of
prudential liquidity

Central Bank has no prudential responsibility
but must be notified of the intention to offer
services in Ireland
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Table 2.1 Credit Institutions in Ireland as at 31 December 1998
Number of Asset Value (Ebillion)
Institutions
On-Balance Off-Balance Tolal
Sheet Sheet
Ultimate regulatory responsibility 23 117 563 680
Primary regulatory responsibility 34 71 175 246
Total within regulatory scope* 57 188 738 926
No regulatory responsibulity® 138 na na na
Total credit institutions 185

Notes: a Of the 57 credit institutions subject to uitimate or prnmary supervision, 7 banking

licences make up 34% of the tolal asset value

b Made up of 21 branches of EEA credit institutions, 91 deposit-taking cross border
financial services prowiders and 26 cross border institutions offering services other
than deposil taking

Central Bank of lreland

Source
2.4 While there were 195 credit institutions operating in the State at 31 December
1998 (see Table 2.1). the Bank had ulimate or primary regulatory responsibility for
57 of these institutions.

Approach to Prudential Regulation

2.5  The approach o prudential regulation is determined by the powers and
responsibilitics of the Bank as defined by legislition. The speafic practices and
procedures emploved are also influenced by EU directives and  prevailing
infernationil practice.

The Basle Principles

2.6 Current mternational practice in relation o the prucdential regulation of credit
instutions  is encapsulated in the 25 Core Prinaples for Effective Banking
Supervision, published by the Basle Committee on Bunking Supervision. These have
been adopted by the Bank as the foundation for its own approach to prudential
repulation of credit institutions on the buasis that compliance with these principles
will ensure that the objectives of prudential regulatnon are met,

2.7 The first Basle principle identifies the essential preconditions for ensuring the
ettectiveness of prudential regulation. These include the establishment of clear
responsibilines and objectives for the regulatory agency. a suitable legal framework,
operational independence, adequate resources, powers to address compliance issues
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and legal protection for regulators. Mechanisms 1o share information between
regulitors and 1o protect the confidentizhty of the information are also required.

2.8  The renuining principles cover the najor actvities involved in prudential
regulation. These are licensing, the establishment of prudential requirements and
regulations o ensure proper management and control of credit institutions, the
necessity for adequate financial inforimation and the specific methods for on-going
regulation. Other principles cover the approach to cross border binking,

2.9  The Basle principles are set out in Appendix B, During the examination, cach
principle was considered and it was established that they are reflected in the Bank's

current praclices.

2.10 The application of the principles by the Bank is strong in the areas of the fegal
framework, licensing and the production of o code of conduct and rules for the
aperdtion of credit institutions. The Framework of requircments and standurds implied
by the Busle Committee’s pringiples is cocificd by the Bank inits Licensing and
Supervision Requirenents and Standards. The framework s updated periodically 1o
take account of changes in the domestic and international banking enviconments.

Risk Assessment

211 The Hasle prnciples provide a framework for self assessment and international

compirison of the basis for implementation of o prodential supervision regime.

However, from an effectiveness evaluation point of view, ihe principles do not cover

several signiticant arcas.

® (15 not the purpose of the Busle principles ta specify what the objectives of
regulation should be.

®  While the Basle principles set out the components required  for cffective
supervision, they leave the question of depth of supervisory coverage 10
national discretion.

®  They do not indicate how the results of analysis and validation work should be
evaluated ar how cffecovencss should be determined. In this regard, the
principles are limited 1o recommending that adequate supervisory measures
should be availuble to o regulicer to bring about timely corrective aciion swhen
a credit institution fails 1o meet prudential requirements.

2.12 Deciding on the depth of supervisory coverage s concerned with striking an
appropriate: halance between the level of direct inspection of an instinution and
reliance on other sources of evidence. Al one extreme, blankel coverage could be
applied with Jarge s ot inspectors spending significant periods of e inan
institution performing extensive testing of transactions 1o establish the adequacy of

.

Frblishedd v the Contread Bank Winter Bulletin 1OO3.
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the operation of the nternal control structure. The opposite approach would be to
conduct minimal on-sue work. relving on o rule-based approach supplemented by
on-going monitoring of the institution from a distance, discussions with management
and reterence to the work of externul auditors.

213 The Bank bas stated that it has chosen 2 balanced approach hetween the two
extremes  where exanuners  constantly  monitor  their assigned  institbtions and
prioritise on-site inspection work based on their assessment of the risks in each
supervised institution. However, in an internal audit report on BSD produced in
August 1998, it was found that the approach does not incorporate any formal system
for analysing and assessing the vanous risks (for example on qualitative issues such
as internal control, management and  opettions) (o which instinutions being
supervised are exposed. The internal auditor subsequently reponed that the high
level risk assessment methodology in BSD could not be Tully assessed in the absence
of a summay document. The review of documentation in the course ol this
examimiuon generdly confirms the finding of the imernal audit report.

2,14 The management response 1o the internal audit report stated that 2 formal
appsoach 10 risk analysis and assessment is applied but that the question of
introclucing o specilic guuntitative risk assessment model Ge o documentation of risk
assessment through o scoring methiod) was not pursted on the grounds that it would
provide little in terms of added value because of the small number of banks in the

system.

2.15 A turther review of the present svstem was subsequently undertaken by the
Bank. In carrving out the review, aspects of the nisk-based approuch developed by
the Financial $Services Authority 1in the UK were examined. The Bank concluded that
a4 scoring method would be inefficient and unnecessary given the relatively smull
number of credit institutions it supeevises. The Bank has stated that its plans for the
vear 2000 include the completion of work on the production of an overall risk protile
in a presenbed format for cach credin institution. The option of introducing a scoring
svsten will he kept under review.

Prudential Regulation Activities and Outputs

2.16 The regulitory obyectives in legislation are not set out in aoway which allows
for the selection of a set of performance indiciors 1w make a compuarson hetween
the outcomes achieved und the desired outcomes reflected in the objectives. The
ubjectives da not provide @ clear definition of the desired outcomes from regulatory
activity. This has implications for the determination of the effectiveness ol regulation.

2.17 The general prudential regulaion objective can be met of four Kinds of
assurance. covering the risk categories, cun be given tor o credit institetion
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® he institution complies with the specified rules. in particular those for liguidity,
solvency and risk exposure concentrations (Ffor example in terms of lending
CXposures )

® the institution’s openions are financially stable
there are adequate systems of internal control

® o saustactory corporate governince frumework is in force.

218 The legiskuion setting out the Bank’s powers of regulation includes specitic
provisions relating to the granting and revocation of licences, obtaining information
from credit institutions and the undentaking of inspections. These activities wre
concerned with the collection of sufficient evidence 10 support a judgment by the
Bank that the various requirements and standiirds have been complied with and, by
extension, that the four areus where prudential assurince is required are covered for
cach institution.

2.19 A recent report of the Committee of Public Accounts sub-Committee on
Certain Revenue Matiers” criticised the Bank for displaving an insufficient concern
with ethics and supervision when cealing with widespread abuse of DIRT in the
19805 andl early 1990s. The Bank accepted that there is a need 1o give more attention
to professional stindards and ethics and has written o all credit institutions requiring,
them to submit a code of ethics by the end of January 2000,

2.200 The acuvities employed in prudential regulition of credir institutions can e
divided into the tollowing five categories

® licensing or authorisation of credit institutions to operate
® collection and analysis of prudential data on a monthly or quarnerly basis

® review of secondary sources of evidence, such as annual audited accounts
and external and intermal audit reponts

on-site inspection visits

® review meetings with management of the credit institutions.

2.21 ‘The regulation of credit institutions 1s undertaken by BSD which had a staff of
31 during 1998 and incurred direct expenditure of L11 million.

? PAC Sub Comnutice on Centanne Rovenne Matiers, Parkiamentar: Dy inio DIRT, st Repon,

PNTOG3 December 1999

10
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Table 2.2 Changes in the number of credit institutions 1996 to 1998
Activity 1996 1997 1998
Number of banking licences issued 3 5 10
Number of banking licences revoked 2 1 1
Notifications of intention to provide cross-border
financial services to Ireland 15 20 22
Notifications by Insh institutions of intention to provide
cross-border financial services to other EU member stales 14 58 55
Notifications of branches of EU credit institutions intending
to eslablish in Iretand 2 6 3
Source: Ceniral Bank of lreland
Licensing

2.22 The licensing process involves detailed  examination by the Bank of
information supplicd by the applicants in compliance with the licensing
requircments.  The information  covers the four areas of risk. In s
authorisation/licensing role, the Bank's ai s to allow entry 1o the finanaial services
industry only to those whao can meet the required stundards of probity and propriety.
In doing o, it places emphasis on the integrity, reputation, financial soundness and
proven experience of the owners ael management of the credit institutions, The
licensing process provides initial assurance to the Bank about all arcas of prudential
CONCErn.

2.23 While the number of licences issued and revoked in the last three years is very
small (see Table 2.2). there has been an increasing iniernationalisation of the
banking sector over this period. This requires regulators to interact with their
counterparts internationally. The lack of significant activity in licensing can e
viewed as evidence of the effectiveness of the criteria for entry in contributing 10
high prudential stanclards. High standards for entrants reduces instinutional risk and
provides a stable environment for the planning and execution of other regulation
work.

Analysis of Prudential Data

2.24 The analvsis of returns submitted by the credit institutions is the main method
of ensuring that institutions are complying with sttulory operating requirements,
particularly in the key arcas of solvency, liquidity and exposure ratios and limits.

il
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2.25 Monthly, quanerly and annual returns provide information on the assets and
liabilities of each credit instiation and include e main prudential indicators, in
particular, capital adequacy, solvency and liguidity nvio computations, The monthly
prudential return is very comprehensive comprising approximately 13.000 ftems of
financial information and satistics from each mstitution. The quarterly return of
sectoral exposures and the report of individual large exposures highlight specific risk
factors which the Bank keeps under continuing, review.

2.26 The task of collating and analysing the prudemial returns frony the institutions
is 2 significant activity in the Bank. The returmns are input 1o angd processed on the
Bank's Financial Statistics System by the Moncetary Policy and Staiistics Department
who also check the data for numerical accoracy and internal consistency. The system
outputs are used by BSD o

o contirm compliunce with the required prudential limits
e identity unusuul or exceptional pertormince which requires further explanation

o follow up and obscrve the results of promised actions by the institutions in
arcas of concern to the Bank.

The ourput of this process is collated by BSD into tormal summary management
repoits,

2.27 There can be o time delay in the performance of this work. Due to the detal
and complexiy of the cleulations involved, institutions e allowed up o theee
weeks from the end of a reporting period for the submission of the prudential
returns. Processing by the Monetary Policy and Statistics Department is scheduled to
ke three weeks and o further period is required tor analysis by BSD 1o b
completed. This delay has an impact on the overall usefulness of the exercise and
means that the Bank is placing more reliance on other activities 1o ensure that there
Are NO SUNPrse evenls.

2.28 A number of steps have been recently taken o improve the efficiency of
processing of the prudential returns but itis only in 1999 that the returns have starfed
10 be submined electronically, BSD staff also huve access to the returns as soon as
they are received by the Bank and can receive kev information directly lrom the
institutions as the need arises. However, there is room for improvement in speeding
up the processing of prudental rewurns, A more challenging ime target nught be
sel for the completion ol the amalysis work in each periogl.

2.29 The scratiny ol prudential returns is an ongoing programmed activity which
underpins all other regulatory tasks. As minimem ratios are set in the standards for
the prinury prudential measures, the information i each return provides absolute
and maeasueable assurance of compliunce with the stnckinds, A high degree of
assurance on financial stability and exposure 10 lending risks s also obtained. This
intornuion influences the extent of work which needs 1o e performed in an
INSPLCnon visit.

12
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Assurance from Institutions®’ Audit and Control Procedures

2.30 In the course of an inspecton. examiners make an independent assessment of
the adequacy of the internal control structure and the framework of management
stewardship in all areas relevant o the prudential well-being of the institution. This
assessment s generally bised  on walk-ihrough  tests, desktop review of
documentation and detailed discussions with management, but without performing
extensive  bansaction-level testing of controls. Since 1993, the reports of the
insututions’ internal auditors are also reviewed as a source of assurance on the
continuing adequacy of internal controls and on the orderly management of 1he
institutions. The degree ot reliance placed on the work of internal auditors depends
on the inspuctors assessowent of the adequacy of the internal audit function.,

2,31 Sccnon 47 of the Central Bank Act. 1989 requires external auditors o credu
institutions 10 report to the Bank any auaerial defects ininternal control or suspicions
of impropriety which they uncover as part of their normal financial audit. No such
reports huve ever been received. Consideration should be given o requinng, on an
annual basis, a4 positive stitement from the external auditors confirming that no
material control defects or suspicions of impropriety have come 1o their notice.

2.32 Examiners also refer o the audited financial stitements and 10 management
letters issucd by external auditors 1o the institutions but these are considered o e
supplements rather than substitutes for the Bank's own procedures. Management
letters raising specific internal control marters are not routinely issued by external
auditors w all cases. 1o 1999 the Bank decided that inspectors should meet with the
external auditors as 2 matter of routine on an annual basis.

2.33 Placing reliunce on the work of internal and extermnal auditors is potentially
highly efficient and economical, provided that BSD can satisfy itself that the audi
waork performed s refevant o the regulatory objectives, Consideration might be
aiven 1o arranging for separiate reporting by auditors 1o the Bank on the basis of a
programime of work which specifically meets the requirgments of regulation. Such a
move would strengthen the evidence availuble on the adequacy of the funclioning
ol internal control systems in credit mstitutions

2.34 Consequent on the publication in December 1999 of the first report of the PAC
Sub-Committee on Certain Revenue Matters, the Bank bas indicated that it inlends o
require a separite report on tix compliance from each credit institution on an annual
Dasis. This type of report would provide some assurance ol the satistactory operation
of aspects of the corporate govermmee framework within the institution.

2.35 ‘Ihe specilic weighting given 1o the various sources of assurance on internal
control is not documented in an inspection report. Without @ programme ot detailed
tests, the basis for reaching a conclusion on the adequacy ol the jmplementation of
internal controls is unclear.

13
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On-site Inspections

2.36 On-site  inspections e tact-tinding  visits by Bank Examiners 1o credit
institutions  during which the books und records of the institutions and  their
subsidiaries we examined. The scope of an inspection may cover every aspect of the
institution's operations (a general inspection) or itimay concenirate on specific areas
(- speciabised mspection). A recent example of specialised inspections was o
programme of branch visits conducted with particular emphasis on credit stanclards.

2.37 [Inspections huild on the information available from scratinies of prudential
returns and the review of audit repons. The inspection covers all four areas of
pradential assurance but is a key activity for assessing management stewardship and
for observing and confirming the execution of internal controls. A tull on-site
inspection typically involves four to six staff-weeks of ficld work in the headquaners
of the instition. A gencral inspection rarely includes visits to domestic retail
branches of the institutions being inspected  as the information required  for
prudential analysis is normaily available in head-office. The objectives of inspections
are outlined in Appendix G,

2.38 Information on the last inspection date for cach credit institution was anulysed
o determine the level of inspection coverage per institution.

2.39 The benchmark of the Bank is o perform an annual inspection in those
institutions for which it has ulrimate regulatory responsibility. Information received
from BSD indicated that only 13 out of 22 institutions in this category had been
inspected during 1998, Some institutions received more than one inspection in 1998,
bringing the total number of inspections performed 10 18, Two institutions had not
lxeen inspected since September 1995 and December 1996 respectively.

2,40 7The benchmark for the inspection of institutions subject w primary regulation
is o inspect each of those institutions over i two-year cyvcle. An analysis of data
received from BSD tound that only 19 out of 27 such institutions were inspected
during the 1997/1998 inspection cycle. Seven of the institutions had not been
inspected since lanuary 1997, Three of these were scheduled for inspection during

1999.

2.41 The benchmurks are viewed by the Bank as an aid o resource management
o assess the capacity of BSD 1o perform inspections. The use of such u benchmark
has limitations for performance management purposes as it

® tikes no account of the risk profile of the credit institutions subject 10
regularion

® ignores the werght of evidence available from other regulatory activities
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® provides no indication of the minimum required number of inspections o
achieve effectiveness - in some cases, instilations nky e inspected  more
regularly

@  Dbeurs lintle relation to the actual deployment of BSD staft.

242 Apait from the benclimark, a detailed annual exercise s made 1o plan the
allocavon of BSD sttf 1o inspection work. This exercise tukes account of the known
risk profile of each credit instituton and the Litest information wvailable from the
pradential returns, The number of inspections planned tell from 27 in 1997 o 24 in
1998. The actua) numbers performed were 30 in 1997 and 25 in 1998, The Bank has
indicated that the planned progranmume of inspections in 1998 and 1999 was curtailed
cdue 1w the amount of resources which needed o be allocated 10 meeting the
information requirements of o range of tribunals, investigations and commitiees
carrving out work in the banking area. However, all necessary inspections were
performed.

Review Meetings

2,43 Planncd review mectings are intended o complement the other components
of regulation activity. The meetings typically provide information about the curren
and future management plans of the institutions and  some ansight nto the
competence and stability of management in the institutions. The specific focus of
plinned meetings is on

@ the tinancial- performance of the insttution in the previous penod Gwhen
compared with budget/plan)

the institution’s futire plans and projections
agreeing corrective action to address any area of prudential concern

a genenl discussion of the changing business and financial environment and
its impact on the institution from a prudential point of view,

2.44 ‘Table 2.3 shows the tirget number of review meetings between 1996 and 1998
and the actual number of meeungs held The able also shows the number of
unscheduled meetings for the same period. The Bunk expluined that the material
shortfall in scheduled review meetings in 1997 and in 1998 was beciuse of 2
combination of significant unplanned activities and statt shortages due to an inability
10 recruit and retain suitably quatlified stafl’

2.45 The target of the Bank s 10 have two review meetings per annum with credit
institutions subject o ultinite or primary regulittion and one meeting per annum
with EFA Dranch institutions. In practice, the need for regular mectings varies
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Table 2.3 Inspection and Review Activity 1996 to 1998
Review Unscheduled
Meetings Meetings
Target Actual Actual
1996 95 98 230
1997 105 79 186
1998 110 75 164
Source. Central Bank of lrefand -

according 1o the institution concerned and would be influenced by the results of
other regulation activities and the occurrence of unscheduled meetings or other
direct contacts between the Bank and the institutions,

Determining Effectiveness

2.46 In the finalisation of regulation actvity at an institution. each aren of
pradential relevance is considered and a0 sumoary of the main fndings is prepuared
for management. In reviews and general inspections, an analysis of compliance with
all prudential rnos s prepared and presented. The assessment docs not use 3
formal scormg method due o the relatively small number of institutions involved
The formal feedback to the supervised institation is in the form of a letter to the
chairmun which includes o statement of the problems and exceptions which require

remedial acton.

2.47 The evaluation of the work done 10 determine it the objectives of financial
regulation have been achieved is a multi-stage process. The adequacy of the work
done must be established by reference 10 the known risks in the aedit insttution.
Figure 2.2 analyses the Bank's prodential regulaion activities by reference 1o the
four areas of assurance required. The table shows thar assurance for any one area
of pradential regulation comes from o variety of sources, It requires profussional
judgment o decide the appropriate mix and extent of work required 1o achieve an

acceptable level of assurince.

2.48 There are several ways in which the current finalisation procedures could be
improved. The documentation of the tinal assessment should  distinguish more
clearly between cfficiency and effectiveness issues. The effectiveness of regulation

depends on the adequacy of the Bank’s assessment of the prudential risks of the

a

These nclude corporate governance, credi policy. funding, treasune. marker visk,  Year 2000
prepevations, oy Iaondernig contvals avd profieabitin:

16
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Figure 2.2 Prudential Activity Assurance Matrix

Activity Prudential Financial Corporate Internal
compliance stability governance control

Authorisation/licensing v v v v

Collection and analysis of

prudential returns v v

Secondary evidence v v v

Review meelings v

Inspections v v v v

Source. Analysis by OHfice of the Comptroller and Auditor General

institutions  supervised.  Accordingly, the evaluation of  effecoveness would be
tacilitated by replacing the current benchmick indicators with o more comprehensive
set of measures or crteria (guantitative and qualitanve) which reflect the prodential
risk profile of the institution

2.49 The Bank bas incdicated that its plans for the year 2000 include the introduction
of a summary document which would incorporte an overall risk profile for cach
credit institution. Each imstitutions” risk profile should be the main determinant of the
natwre. extent and frequency of regulation aciivities 1o be performed in the medium
ierm The mediun term stntegy ad the annual workplan should be linked so that
they can be used as a hasis for effectiveness evaluation.

2,50 The commercial environment and the expected standards of governance in the
financial sector are changing rapidly, There are increasing expectations of credit
institutions 10 amprove sk management and  place greater emphasis on the
ranspareney of their operations, In this situation. the adopuon of - formal
cifectiveness evaluation technigues is necessary 10 underpin innovation in regulation
activities and 1o keep pace with the growth and complexity of the sectors,

Conclusions

2,51 The examination has reached the tollowing conclusions in regard 1o the
prudential regulianion of credit instilubons.
&  Current international practice is followed tor prudential supervision.

® The objectives of regulation focus on the preservation of the financia stability
ol the institutions The desired outcomes from regulation could be more clearly
specihed.

17
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The number of licences issued o1 revoked over the Lust three years s very
st

There is scope for reducing the time delay in the processing of prodential
reurns.

Some reltance is placed onainternal audit work for reassurance on the adequacy
of internal control and increasing veterence s mude 1o the reponts issued by
external audiiors. The weighting of the sources of evidence supporting the
adequacy of internal conurol in an institution is not documented.

[0 the ten years since legislation imposed a duty on external auditors (o repon
to the Bank any muternal defects i internal control or suspicions of
impropricty, no such reports luve been made. Consideration should he given
O requiring A positve assurance statement on these matters from: external
auchtors on an anoul basis,

The benchmark for onssite inspections and review meetings hus not been
achicved over the Just three vears bue the Bank bas andicated  thin all
inspections considered  necessary were made. The planned number of
inspections per year has been falling in line with reliance on alternative sources
of regulitory assurance.

The effectiveness evaluation procedures could be strengthened of 2 set of
measures and qualitative criteria for documenting the prudentiol visk profile of
cach institution was developed. The Bank is moving in this clirection.

1S



3 Investment Institutions

3.1 The conceptuat fraimework for regulation of investment imstitutions is similar
to that applied in the regulation of credit institutions. This chapter identifies the
principal differences in approach between the regulation ol investment institutions
and of credit institutions. The activities and outputs for the regulation of investment
institutions during 1997 and 1998 are identified and the approach o determining
effectiveness is considered.

Securities and Exchanges Supervision Department

3.2 The sceurities and Exchanges Supervision Departmient (SES) was established
in 1987 o undertake the regulation of investiment institutions. Between 1987 and
1989, SES was involved in preparatory work for the 1989 Central Bank Act Some
[FSC companies covered by the 1989 Act were established during 1987 and 1988 ancl
these were initially regulated by the Bank on a voluntary basis. SES was also given
responsibility for the supervision of the Irish Futures and Options Exchange (IFOX)
when it was established in 1988 and for advising on and implementing an EU
Dircctive on collective investment schemes which wias brought into Irish law in 1989,

3.3 Compured w credit institutions. the statutory framework for the financial
regulation of investment insututions 1s of recent origin, having commenced only in
1989, and continues 10 evolve. The current governing legislation for the activities of
SES is the Investment Intermediaries Act. 1993, the Stock Exchange Act, 1995 and
various pieces of legislation governing collective investment schemes. There is on-
going innovation in the approach to regulation of investment institutions in ling with
developments in the industry.

3.4 The increase in SES's responsibilities since its toundation is reflected in an
increase in staft numbers from 3 in 1937 1o 88 in 1998, Dircet expenditure on its
activities in 1998 amounted to £2 3 million.

Comparison of Regulation of Investment Institutions and
of Credit Institutions

3.5 While the principles and activitics involved in the regulation of invesiment

mstitutions have many similarities with those applied in the regulation of credir

institutions, there are several importani differences in the respective regulatory

environments. These are discussed under the following headings

@ nature and scope of entities subject 1o regulation

® divisional objectives

® development of aml enforcement of codes of conduct and requirements in
relation to capital adequacy, client money and advertising.
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Nature and Scope of Entities Subject to Regulation

3.6 There are signiticant differences in the number and size of the entities subject
to regulation and in the scope of their activities. Tuble 3.1 shows the growth in the
number ind type of invesunent institutions regulated by SES between 1989 and 1998,

3.7  The anstitutons vary trom firms emploving two or three saff to those
emploving in excess of 100 stdt. Ownership of the insututions exiends from lirms
owned by individuals 1o those owned by major multinational financial institutions.
The business activities regulated range from exchanges Gneluding the Irish Stock
Exchange and Futures exchunges) and associated broking activities, various types of
investment intermediaries including discretionary portfolio management. sccurities
rading  and  investment  advice  and  stitutions providing  management,
administration and - custodian services w - collective invesiment schemes. The
mstiations advise on or trade in products ranging from equity and bond securitics
1o sophisticated derivative products.

Table 3.1 Type and Number of Entities Regulated 1989 to 1998

Investment Institution Number at 31 December

1989 1992 1995 1998

International Financial Services Centre

(IFSC) Companies 12 42 74 105
Other Investment Intermediary Firms

{i.e. excluding IFSC firms) - - 1 52
Moneybrokers® ) ] 6 6
Restricted Aclivity Investment Product

Intermediaries (RAIPIs) - - - 521
Managers/Administrators of Collective

Investment Schemes g9 44 75 151
Trustees of Collective Invesiment Schemes 5 13 17 26
Futures and Options Exchanges 1 1 2 2
FINEX Individual Members - - 57 52
Irish Stock Exchange - - 1 1
Stock Exchange Member Firms - - 11 13
Approved Professional Bodies - - - 5
Authorised Collective Investment

Schemes including sub-funds 35 299 759 1,682
Total Number of Entities Regulated 67 404 1,003 2,616
Notes a —Of which two are lead-regulated by the Financial Services Authonty in the UK
Source Ceniral Bank of ireland
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Divisional Objectives

3.8  The objeciives of financial regulation for investment institutions are derived
from Section 20 of the investment Intermediries Act. 1993 and trom Section 28 of
the Stock Exchange Act. 1993, These Sections describe the general functions of
supervisory ctuthonties in terms of the maintenance of the proper and orderly
regulation and supervision of the enmties and markets covered by the Acts and the
protection of investors. There is no further elaboration in the Tegislation on the
precise objectives of regulinon

3.9  The divisional objectives of SES (See Table 3.2) are more directly concerned
with the consumer (e, mnvestors) than is the case in BST as outlined at paragraph
2.2 For exumple. one SES divisionul objective refers to - the establishment of
stndards with a0 view o creating an environment i wlach investors will have
confidence.

3.10 For both credin institnbons and investment institwtions,  the statutory
framework implements the requirements of EU directives. The conduct of business
provisions in the directives are more developed for investment institutions than for
credit institunons.

3.11  SES does not regand its function as being w ensure the commercitl viahiliy of
entities but rather it an instituion Fiils, 10 ensure that the business is wound down
i i proper and orderdy way, seeking o ensure that investors are appeopriately
protected Thus, a strong emphasis is placed on the adequacy of finuncial resources,
mtegrity and expertise of entities being regulated.

Table 3.2 Divisional objectives of SES

® To establish and review standards, prudential and otherwise, for those enlities and
sectors that it supervises with a view to crealing an environment in which investors
will have confidence

® To authorise only those entities or individuals who have been assessed as meeting,
and being able to continue to meet, those standards

® To monitor compliance with those standards in order to identify instances where
investors or markets may be at risk

® To intervene to require those it supervises to take aclion to prevent or correct
failures to comply with those standards

@ To train and develop staff in the numbers and quality to enable its supervisory
objectives to be met, now and in the future

Source: Ceantral Bank of Ireland
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Codes of Conduct and Requirements in respect of Client
Money, Capital Adequacy and Advertising

3.12 On the investment side, attention is paid 10 regulating the interaction between
the investment institution and investors through the development of codes of
conduct referred to by the Bank as conduct of business rules, client money,
advertising and capital adequacy requirements. Since its foundation, much of the
wark of SES has been concerned with the establishment of codes of conduct.

3.13 The Bank has stared that in developing the detailed regulatory regime in place
for investment institutions, including the codes of conduct, international best practice
provides an overriding influence, The reference sources used are the Basle
Committee on Banking Supervision, the International Organisation of Securities
Commissions (10SCOY and the Forum ol European Securities Comnussions (FESCO)Y™.

3.14 Since the estublishment of FESCO, a multiluteral memorandum  of
understanding has been developed to facilitate sharing of information and market
surveillance. Various sub-groups have been established with a view 1o producing a
common approach across EU member states to the implementation of very broad
principles winch have been laid down in various EU Directives. This includes
stundards for considering the fitness and propriety of persons wishing to hold a
shareholding or senior position in an investment firm and harmonised codes of
conduct for investment firms across member states.

3.15 The codes of conduct have the authority of various pieces ot legislation,
principally the Investimenr Intermediaries Aa, 1995 and the Stock Exchange Act,
1995. Foliowing the emactment of the Invesiment Intermediaries Act, 1995, two
separate codes of conduct were developed for investiment managers and for other
types of investment firms. (The principal difference between the codes was that
more information was required from investment managers.) SES is in the process of
merging the codes into one consolidated handhook for all investment firms.

3.16 The mujority of provisions in the codes of conduct are designed to ensure fair
treatment of consumers by protecting them from  misieading, manipulative or
fraudulent practices. They include rules relating o

@ intormation to be provided o a chent
® how firms should ass¢ss prospective clients

®  how firms should advise clients on the products which are suitable for them

* JOSCQO is the vrternational representative body of securities supervisors and has over 100 members
including frcland. It operates By establishing worling groups to examine commeon areds of tnterest ad
by publishing the rosults a the form of resolutions which each member then eudorses.

FESCO 15 aenn L Committee esteeblished in 1997 to improwe the fravicwork [or supervising securtics frrms
and markets with a view 10 fmproving investor profection and increasing market IrgNsparency.
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how firms should deal to the best advantage of clients
details 1o be contuined in contracts and confirmanon notes

the type ob informaton which must be sent periodically to clients

procedures 1o deal with such matters as compluints and personal account
tansactions of employees

® rules reluting o inducements, Chinese walls, soft commissions, money
Laundering and to the prohibition of *churning.

3.17 ‘The on-going development of codes of conduct reflects the relatively recent
establishment and rapid expansion of the investment sector in Ireland.

Regulatory Activities and Outputs

3.18 The regulmtory technriques applied w investment institutions are generilly
more diverse but less intensive than those applied (o crediv institutions,

3.19 Regulatory activities are tilored (o the institution by reference to the mature of
activities and  the associated risks. These nsks may cover investor  protection,
financial risks, business risk or risks associated with internal controls. Risk is ussessed
at the level of the institunon and for the financial system as o whole. The approach
o regulation is 1o adentify the refevant risks and ensure that they are properly
managed und contitined as appropriate. The main risks are fraud. negligence or
carelessness, incompetence, failure o inform investors of risks inherent in the
various investinent products and failure to comply with detuils of a prospectus.

3.20 The regulatory activines of SES can be ciegonsed under five broad headings

® granting of authorisaiions under relevant legishation.

®  collection and analvsis of finanaal information on a regulir asis

®  collecuon of secondary sources of information

®  onssile inspections. including FINEX Hoor survaillunce, and review meetings
®  supervision of mvestor compensation.

Authorisation

3.21 Initinl authorisation  of investment  institunions usually involves  detailed
discussions withe potential apphicants which may result in the submission of an
application, covermng areas such as legal svucture, ownership, capital adequacy,
competence and  probity of management and the entity's  capacity o mect
SUPEIVISONV reguirements.
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3.22 A1 the time of authorisanon, the Bank imposes detailed conditions and
requirements in accordance with the velevant legistation. The conditions cover both
prudential and conduct of business considerations and can be cnegorised us follows

®  poneral reporling requireinenls

finuncial requirements, including capital adequacy ratios
siafe keeping of clients’ assets

advertising/marketing requirements

concduct of business reqguirements

guidelines in relation to monev-hiundering.

3.23 More than 2,600 authorisations were granted between 1987 and 30 June 1999
for the entities outlined in Table 3.0 Tnothe same period, 193 authorisitions have
Ieen revoked. the bulk of which relate 10 collective investnient schemes.

3.24 The prevailing ngh level of authorisations among investment schemes is an
indicator of continuing growth in this arca While sometumes the revocation of
tund’s cathorisanon relates o the end of its natural Tile, the level of revocations nmay
provicke some mdication of the effectiveness of the authorismion process and the
level of stability in the sector,

Analysis of Financial Returns

3.25  The financil returns shich SES require investment institutions o subnuit citfer
in i oumber of respects from thase required by BSY for credit institutions. They are
less detailed in content and not as uniform in format. Where possible, reliance s
placed on audited Tinancial staements or on the in-house management repoins of
the institwnon. The extent and wype of informution required and the frequency of
submitting infornution 10 SES depends upon the nature of the investiment business
cirned out,

IESC, Investment fatermedicrios, Moneybrobers and Stockivokers

3.26 Rewrns we required 0 he submitted by these institutions in 2 uniform
mamigement accounts format on cither o monthly, quarterly or half-ycarly busis
depencing on the nature of the acnvities of the firm v question. The retuen consists of

® o daailed profit and loss accoum
2 halance sheet
A schedule of the amount of client money held

A stutement of capitul adequacy

in some cases, an analysis of the instination’s non-trading book.
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3.27 7The tull return comprises over 160 items of financial information and the Bank
requires that it be signed by o director, parmer or principal of the institution and be
submitted within 15 working days of the end of the relevant reporting period.

3.28 The returns are scruiinised by SES sialf for completeness. consistency with
previous returns and for arithmetical accuracy The capital adequacy statement s
checked 1o ensure that the Bunk's requiremients in regard to the institution’s capital
position are satistied. A review s also coried out of the client money schedule o
deternune vanations in the amount of client money held. Queries arising from the
exantination of the returns are pursued direatly with the institutions by SES staff,

3.29 The annual audited financal stitements are required 1o be submitted within
six months of the vear end. These are examined in detul and are also compared with
veur-end management accounts and any discrepancies are tollowed upy directly with
the institution.

Rostricted Activity ineesement Procduct fidvrmediaries ( RAIPES)

3.30 RAIPUs ure restricted by law in the tvpe of services they can provide. They
usuzally act as tansnuitters of orders tor investment products 1o larger firms and may
not hold client meney Accardingly, the regulatory risk attaching 1o RAIPLS s
considered 1o be low and they are only required to submit annual audited accounts
(o SES.

Collective Invesiment Schoenies

3.31 Investiment institutions with collective investment schemes authorised by the
Bank are required to submit @ monthily net asset value return o SES. The return may
conain up o approximately 100 tems of financial information and  must be
submitted within 20 working duavs of the end of the month 1o which it refers. At
present approxinately 790 returns containing daia relating 1o over 1.900 funds are
receved cuch month.

3.32 The processing ol the returns involves pursut of outstanding returns, checks
for consistency - currency denoninations. writhmetical accuracy wwd - significant
changes in the net asset value of funds, and updating the computenised record of the
schemes. This work takes approximutely six sweeks.

3.33 Half-yvearly and annual audited financial statements are also submitted.

Managers/Administrators/Trusices of Collective Investiment Schemes

3.3¢ Fums providing services o collective mvestment schemes (administeation,
Mmanagement and tustee companies) are required to submit half-vearly management
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dccounts together with a completed Capital Adequacy Stutement. The accounts are
not required to be in a standard form.

3.35 Firms in this category who provide third party services to non-lesh regulated
schemes are required 1o submit a monthiy return in respect of the net asset value of
those schemes. A present 30 sach returns are received cach month.

Secondary Sources of Assurance

3.36 As wath credit mstitutions, the work of external auditing firms is considercd
by the Bunk in arriving at an assessment of the adequacy of inteenal controls applied
in the investment institutions. SES receives copies of nunagement letiers produced
b externul aucitors and of interoal audie reports.

3.37 In 1997, the Bank proposcd that there should be formal certification 1© the
Bank by the external uuditors of the compliance of investment businesses with
certain stattory provisions. This related to the requirement that all firms regulated
under the Stock Exchange Act, 1993 must have their client assets audited on an
annual basis. This new reporting requirement was piloted o 1997 and  fully
introduced in 1998, The accounung profession is preparing @ guidince document on
this new requirement.

3.38 The requirement for o special accountn’s report underpinned by sttute is an
important addition 1o the system of regulwtion in respect of internal control
wrrangements in the institutions. These reports complement the evidence obtained
froan inspectons and reviews of the institutions.

Inspections and Reviews

3.39 On-site inspections consist of an examination of the financial boaks and
records to confirm that they properly support the finuncial returns and o review of
procedures 1o establish that the institution is operating in accordance with the
relevant code of practice and  that specific conditions,  including  anti-money
lundering provisions, are applicd, The frequency of inspection depends on the
activities of the institution and the associated risks and cn ringe from a number of
INIPECons in OnNeé yeir 1o INsSpectons every two or three veurs.

3.40 In order to fulfil s regulatory responsibilities and make optimam use of the
resources at its disposal. SES draws up an annual work plan which sets the ourpat
tugets for inspecions and review meciings for the year. An end-of-yeir review s
also carried our which compares the actual outturn for the vear and explains the
variances which may arise.
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Table 3.3 SES Inspection Activities and Outputs 1996 to 1998
Inspections Review Meetings
Target Actual Target Actual
1996 60 47 283 197
1997 92 55 358 192
1998 92 N 358 210
Source: Central Bank of ireland

3.41 Tuble 3.3 demils the output trgets and actual outturns relating o on-site
inspections and review meetings for the period 1996 to 1998, The annual reviews of
the vears 1996 to 1998 specify the reasons for the shortfalls in performance. These
annual reviews are considered by the Bourd of the Bank.

3.42 ‘The period was a set-up phase for nuny instinetions established under the
Investment Intermediarics Act, 1995 and the Stock Exchunge Act, 1993 and the
shortfall in actual inspections in 1996 and 1997 reflects the difficulty of planning
nspections and review work in such circumstunces. Additional time was spent on
authorisauon acuvity or on the analysis of financial returns in this period. SES has
atso taced statf shortages and absences throughout the period.

3.43 The target and acwia! stanistics for review mecings do not take accouni of
unplanned activity which occurs frequently, As part of its consumer protection role,
in March 1999, SES established o locall” service where information about potential
breaches of conduct can be reported on a confidential basis. This would include the
carrying out of unauthorised investment business involving the improper advertising
for investment business or soliciting money from individuals, which is purported 1o
be for investment purposes. Information may come from a wide range of sources
mncluding other investment institutions, foreign regulators, the Garda Siochdna or the
general public. By December 1999, 270 calls had been received on the Clocall
number. In following up such reports, the Bank may make contact with the relevant
awthorities in other junsdictions, publish warning nouices in the press or may carry
out on-site inspections.

Investor Compensation Scheme

3.44 In accordance with an EL Dircctive, the Investor Compensation Act, 1998, (the
Act) came into force on 1 August 1998, This provides for the establishment of a
compensation  scheme involving the payment. in certain circumstances, of
compensation w clients of investment firms covered by the Act. While the Bank s
the supervisory authority for compensation purposcs, a separate company has been
set up under the Act 1o establish and maintain funds out of which compensation
pavments mav be made.
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Determining Effectiveness

3.45 As with credit institutions, summary reports on the resulis of mspections and
reviews are macle and significant matters are brought to the attention of the Board
of the Bank. A formal letter is issued 10 the chairman of the mstitution.

3.46 The Bunk's view is that regulation policy is monitored regularly. 1t states that,
lor example, in 1998, o full review of the collective invesiment schemes uthorisation
arca was undertuken with recommendations put forward for improving the process.
At present. a Tull review of the supervision ol these schemes is undenvay and o
paper with o number of recommendations is now being considercd by senior
management. Furthermore, 1t has been agreed that statf from the area wibl visic their
UK counterparts in February 2000 in order o seck more efficient methods of
supervising this area.

3.47 Onc of e recommendations of the drafi review report is the adoption ol o
formal risk assessment model for supervised entitics which would assist in the
plinning of inspections and review meetings. The Bank intends 1o pilot this method
in the collective investment schemes area and 10 review it afier o sutable period of
operation. The Bank states that while the adoption of such @ model should prove o
be o useful reguliiory ol care must be wken (o retain the importuant subjective
clement in the process. T also states that other regulators have warned ciution with
a formal risk assessment maodel o ensire that it doesn't simply hecome o box-

ticking” exercise. The review of the pilor scheme wall focus on this aspect.

3.48 The Bank points ouwt that financial regulation experts discuss the difficulty of
assessing the perecivied value of regulation and Tive suggested survey and other
techniques but agree that finding the right’ level of regulation s an extremely
dhlticuli task.

3.49 The examination has found that there dre some areas where the evaluation of
the elfectiveness of regulation could be improved. The Divisional objectives should
he expressed i terms of the desired impact expected from regulation rather than in
erms of the processes 1o be applicd, The implications for etfectiveness of not
achieving the plinned kevel of inspections ind reviess meetings on the objeciives
should be estalvlished.

3.50 The Bank maintains that the available resources were locused optimally 1o
enstre it all essentil review mectings and inspections were conduated inthe
period covered by the exanunation. The significant level of unplanned activity and
the existence of direet channels of communication 1o report consumer concerns
could mean that o different mix of regulatory activities may provide the level of
assurance required. The task of ensuring the cominuing elfectiveness of regulanion
recquires that the mix o activities used should be monitored and occasionally re-
evaluated i terms of thewr contribution (o the desired outcome lrom regulation.
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Conclusions

3.51 This chapter has reviewed the current arrangements for the regulation of

investment institutions and has compared the approach and methodology adopted

with that adopted for credit institutions. The conclusions arising can be summarised

as follows,

The approach to regulation is similar to the regulation of credit institutions and
is hased vn current international praciice.

While the objectives of regulation are also concerned with institutional and
sectoral stability, thev do have a stonger focus on the protecton of the
consumer of investment services (e investors).

A comparison between planned and actual activity over twe last three vears
revealed that there 15 a significant shonfall in the number of planned on-site
inspections and review meetings actually carried out. The Bank's view is that
the available resources were focused optimally o ensure that all essential
review meetlings and inspections were conducted in the period.

A periodic formal assessment of the level of achicvement of regulatory
objectives  at Departmental o institutional  level should e made. This
assessment should link the stated target level of inspections and review
meetings with the minimum numbers sdentified as necessary in the annual
cdepartmental work plan. As with credirn institntions, such an assessment would
strengthen the overall framework for an evaluation of the effectiveness of
regulation.




4 Procedures to Counter Money Laundering

4.1  The introcduction of Luws and regulations to counter money laundering has led
10 a change in the scope of regulation of financial institntions. This chupter looks at
the regime in place, the specitic procedures applied in the course of the regulation
of credit institutions s investment institutions and  the way in which the

clfectiveness of regulitory procedures is dssessed.

Framework to Counter Money Laundering

4.2 Since the passing of the Criminal Justice Act, 1994 (the 1994 Act) the basic
clements of an anti-money Liundering system have been established in lreland. The
1994 Act gives ettect to the EU Money Laundering Directive and aims 1o implement
the forty reconmenditions 10 combat money laundering praduced by the Financial
Action Task Foree™ (FATF). The main provisions of the Act relevant to financial
institutions are set out in Table 4.1 These provisions came info operaiion on 2 May

1995

4.3 Under Section 49(2) of the Tavestment Intermediaries Act, 1995, the Bank s
obliged o disclose information 1o the Garda Siochana, where it is of the view a
criminal offence has been committed, which may be wider than money Laundering.

Table 4.1 Main provisions of the Criminal Justice Act, 1994 relevant to
financial institutions

Section 31 Provides for a new offence of money laundering.

Section 32 Imposes duties on a wide range of persons and bodies providing
financial services (designated bodies) to take specific measures 1o
prevent and assist in the detection of money laundering. The measures
to be taken are ‘reasonable measures’ to establish the identity of
customers and the retention of identification documents and transaction
records for use as evidence in any investigation of money laundering.

Section 57  Imposes obligations on designaled bodies and their employees to report

to the Garda Siochana suspicions that a money laundering offence has
been committed.

Section 58  Provides for various offences of prejudicing investigations under the Act.

Source: Carminal Justice Act, 1994

Council direchire on precention of the use of the financial sysiem for the propose of money: tanndertng
(O1/3057ERC)

The Fiuancial Action Task Force & a body sponsored by the OFCD to combat money lanndering on a
slohal basis
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4.4 Under Section 37(2) of the 1994 Act, designated bodies (including the Bank)
are required to report to the Garda Siochinn any financial institution, under its
supervision, that it suspects of comniuitting the offence of money laundering or failing
to take reasonable measures o counter noney laundenng. These reports are known
As suspicious transaction reponts. For the Bank. the requirement to make such
reports 15 one of a limited number of exceptions to the confidentiality regime
established in Section 16 of the Cental Bank Act. 1989,

4.5 The 1994 Act does not specify any expansion of the regulation of designated
bodics. However, Section 37(0) anticipates that guidance may be given by regulatory
bodies and provides thar a court may take account of such guidance.

4.6 The Bank acted quickly 1o introduce requirements tor the designated bodies
subject 10 its regulation 10 establish internal control procedures 1o ensure compliance
with the 1994 Al Tn April 1995, separate guidance notes for credit institutions,
financial institwtions {(other than credit institutions), stockbrokers and  insurance
products were issued. The gudance notes were designed o facilitate the practical
implementation of a control structure which would satisfy the requirements of the
1994 Act. They specily an extension of the operating rules which  financial
institutions st implement as part of their ticensing obligations. The guidance notes
were produced by sub-commitiees of the Money Laundering Steering Commitiee"
and were approved by the Commitiee.

4.7 The guidance noies are described by the Bank as recomimendations of best
practice. They provide the institutions subject 10 regulation with the criteria by which
the ant-money lwondering framework will be assessed by the Bank during its
regulation of the institutions.

Credit Institutions

4.8 The Bank updated the licensing and supervision requireinents and standards
for crecit instirutions to require compliance with the 1994 Act and with the guidance
notes as pait of the obligations arising from obtaining 4 licence. The specitic internal
control arangements, including  provision  for internal audit o test the
implementation  of the procedures in place, are speafied in the licensing
requirements. The Bank's role in respect of supervision of the anti-money laundering
framework is summrised as

i The Money Lanndering Steering Conuntitee was ostablished in 1994 tender the aepis of the Department
of Fianee to ovenee the issiee of guideltines 1o faciltiate the 1994 Act, the 1 Directive and the FATE
recommendations 1he Committee included reprosemianes from relecant goverrment departients. the
Bank, the Garda Stechdne and the represeimtative bodies for fiuancial institutions

31



Central Banl Financial Repulation

The Bank, as part of its supervision process, assesses the adequacy of
procedures adopted by credit institutions to counter money laundering and the
degree of comphance with such procedures. The Bank uses the Money
Laundening Guidance Notes as crileria against which it assesses the adequacy of
a credit institution's internal controls, policies and procedures to counter money
laundering.

4.9 The BSD inspection manual was also expanded by insertion of a sepurate
section on money laundering. The inspection objectives are defined as

® (0 cnsure that the institution has established adequate procedures of internal
control and communication in order to forestall and prevent operations related
to money laundering

® 1o cnsure that the institution has taken appropriate measures so that therr
employees are aware of the provisions of the Criminal Justice Act, 1994 and of
the Bank’s requirements in relation to money laundering.

4.10 The role of the Bank and the inspection objectives for money laundering are
weighted towards the estiblishment of adequate systems and ensuring that staft are
aware of their responsibiliies. There is no reference in the objectives (o ensuring
that the procedures are actually implemented although the Bank has indicated that
the degree of compliince with procedures s reviewed and assessed  during
inspections. Consideration might be given 1o placing more emphasis on this aspect
of the system in the statement of objectives as this would improve the focus on
determiming the effectiveness of the procedures.

4.11 Under the Bank's current arrangements, the inspectors are required 1o
estiblish that an institution’s internal audit departmient includes money laundering
procedures within the scope of us work and to review the extent and quality of any
internal audit work  performed. Thereafter. the  examiners  consider  whether
additional work is requrred to ensure the prescribed practices are applied, including
the follow-up procedures for any internal audit recommendations on moncey
laundering. In the case of institutions with a branch network, this would either
require visits to branches of the institutions being inspected or requests for branch
documents 1o be made aviilable at headquaners. The current level of staff resources
does not allow for this detailed work on any significant scale.

4.12 The Bank has stated thar the anti-money laundering arrangements of all creclit
institutions have been subject 10 at least one review since the legislation was
introduced. The new arcangements have reccived priority in the onssite inspection
visits performed in 1997 and 1998, In addition, the anti-money  laundering
procedures were discussed in the review mectings held in these yvears, The Bank bas
further indicated that duning inspections, the examiners review the level and trend
of suspicious trunsaction reports made by institutions and assess the level of
reporting in the context of the business of the particular institution and the overall
trends in reporung 1o the Gardai.
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4.13 Eight authorised burcaux de change were subject 10 pre-authorisation visits
during 1997/1998 to assess the adequacy of their anti-money laundering procecures
prior to approval of their licence applications. Six review meetings were held with
them during 1998. Inspections of the burcaux were planned for 1999 but none have
taken place to date although three review meetings have been held.

Investment Institutions

4.14 A similar approach 1o that apphed to credit institutions was used by the Bank
to reqguire the inclusion of anti-money laundering procedures in the control structure
of investment institutions. The codes of conduct were updated to require compliznee
with the 1994 Act and the relevant gouidance notes. A stronger emphasis is placed on
the abiluy of the investment institutions to demonstrate that the procedures have
been implemented. The codes of conduct reguire that investment insiitutions should
be able to show that the provisions of legislation have been notified to all relevant
sefl and that appropriate training was given. They are also required to obtiin a
signed confirmation front cach emplovee that they have read and understood any
guidelines which may e issued by the Bank. This focus on evidence reinforces the
complinnee culture and presents a suitable basis for inspection work,

4.15 The Bank conducted 146 on-site inspections of investment institutions in
1997/1998 und included money laundering in 402 review meetings held in the same
periodd. For investment institutions seeking authorisation following the enaciment of
the Investment Intermediary Act, 1995, the anti-money laundering requirements were
covered in the pre-authorisation process. The Bunk examines “know-vour-client’
procedures, not just in respect of ant-money laundering requirements, but also to
ensure that the client is receiving the bestcdvice and that inappropriate produocts are
not sold to cliens.

4.16 During 1999, SES uself has made sixteen suspicious transaction reports © the
Garda Siochana in relation 1o regulated firms.

Determining the Effectiveness of the Framework

4,17 The Bank has indicated that Dased on the work performed, an assessment of
the adequacy of the arrangements in plice to counter money laundering is made at
the end of each inspection. Specific issues arising from licensing procedures, on-site
inspections or review meetings are reported depending on their significance. Any
recommendations for improvement are included in the post-inspection letier sent to
the chairman of the institution.
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4.18 The functioning and cffectiveness of the enure anti-money Luundering system
is monitored by the Money Laundering Steering Committee which meets on o
quarterly basis, or more frequently if the need arises. The responsibilities of the
Committee include keeping the guidance notes under review. exchanging views on
issues ncluding proposals for amendments to legislation. implementation of
recommendations contained in the recent FATF Report and resolution of practical
difficulties shich arise in relation to the operation of the anti-money luundering
SVSICN.

4.19 While it is clear that the functioning of the framework and results achieved are
adequately monntored, specific procedures aimed i determining the effectiveness of
the framework could be further developed by the Bank together with other members
of the Monev Laundering Steering Committee. The characteristics of 2 system to
determine effectiveness could be developed turther by the Bank A system o
determine effectiveness should have the following components.

® The first part would scek to measure the extent 10 which the objectives of
provisions in the 1994 Act and the guidelines have been achieved. The
objectives need o be defined in more  precise terms  which  facilitate
measurement and assessment. Relevant output angd owtcome indicators, sucl s
the number of reports muade by institutions 10 the Gurda Stochina and the
subsequent outcome of the investigations made by the Money Laundering
Investigation Unit (MLIUD™ should be linked 1o specific objectives. The trends
n the performance in uncovering money laundering since the Act came inlo
torce would be monitored.

® The second part would examine the framework of laws, guidance notes and
procedures to identify weaknesses which should be corrected and to highlight
opportunitics for improving effectiveness. The Moncy Laundenng Steering
Committee keeps this under review.

® The determinution of effectiveness should ulumately be concerned  with
relating the level of money Taundering detected as a result of the framework 1o
some estinate of the extent of money lawndering in the ceonomy. The
availability of 1echniques o esumate the extent of money laundering is some
way off. The Bank have advised that the FATF has set up an ad-hoc group 1o
work on estimating the amount of money laundering. The group will submit a
report on s findings 1o the FATE in due course. The findings of the report will
he considered by the Money Laundering Steering Committee,

4.20 Some external reviews have heen made. In April 1998, the FATF performed
an evaluation of the effectiveness of the anu-money laundering system in [reland
which included an overview of the regulation approach applied by the Bank. The
review considered the statistics avaitable from the MLIU on the receipt of suspicious
transaction reports: The following was observed

T}

The Money Leqandering Investgation Unit was ot wp in jannary 1995 1o be ihe national reception point
Jor SUSpIcions treensacnion vopronts from designated bodics The Lnit o et of the Frand Tneestivation
Branch of the Garda Siochana
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@ rhere has been i steady increase in the number of reports received by the MLIU
from 199 reports in 1995 w0 335 reports in 1997

97% of suspicious transachon reports came from credit institutions

the number of repons sent on 1o the MLIU by compliance officers of credit
mstitetions varied from 20% to 90% of the reports received by them from their
statf

no reports were received from IFSC companies
no reports were received from regulatory agencies
only one bureau de ¢change (out of four) has submitted reports

few, if any, reports have been made by the insurance sector

Uree cases of failure 1o report were being mvestigated.

4.21 The review concluded that the active approach of the Bank 1o supervision wus
very satisfactony and had contributed 1o u stong structural basis for the anti-money
lawndering measures in the financial sector, Some concern was expressed about the
snall pumber of suspicious transaction reports received from the insurance sector
(which is not supervised by the Bank) and the securities sector (mainly entitics
supervised by SES). There was some surprise that there had been no reports from
IFSC companics although the supervisory controls for the 1FSC were considered 1o
be as strong as those exercised n the wider hanking sector The Bank considers that
the small number of suspicious transaction reports from the securities sector may be
explained by the fact that some entities in the sector are subsidiary companies of
credit institutions who may have made the eeports to the Garda Siochiina on their behulf.

4.22  As the 1994 Act has been in force for less than five years, the implementation
of the framework is sull in o development phase. A sufficient history of suspicious
transaction reports has not been built up o estiublish trends on which efficiency and
effectiveness can be assessed. 10is tmely thar consideration should be given to the
introduction of procedures specibically aimed at the determinauon of ¢ffectiveness.
As noted in the FATE report, the increase in suspicious transaction reports since 1995
is very positive and while the reporting system is still at an carly stuge of
development, considerable advances had been made. However. the FATE Report
also stated that further improvements in relation to increasing the number of reports
across the whole financial sector could e made. This matter, together with other
recommendlations suggested in the FATY report, are under consideration by the
Money Laundering Steenng Commiltee,

4.23 The implementation of a system to determine effectiveness would benefit from
co-operation between the Bank, other regulatory authorities and the MLIU to analyse
the tend and quality of suspicious transaction reports. The Bank should consider
developing an approach 1o a sectoral assessment of the implementation of the anti-
money laundering framework.
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Conclusions

4.24 The expansion of regulwtory activities to cover the  establishment and

implementation of procedures 1o counter money laundering has followed a similar

approach 10 other aspects of tinancial regulation. The following conclusions have

been reached.

Much emphusis has been placed on developing the formal framework.
Enabling legislition is amplificd by guidance notes and the incorporaton of
specific requirements into the licensing requirements and standards and the
cades of conduct required of financial institutions.

The emphusis in the inspection activities 1s on establishing that the framework
o counter money laundering has been established. More attention should be
given to procedures which  establish that the framework s actually
implemented as mtended The curremt approach for this is primanly o refer o
wark performed by internal audit departments of the institations inspected as
well as a review of the adequacy of training procedures and the role and work
of the Maney Laundenng Reporting Officer.

In an independent external review, some concern has been expressed about
the small number of suspicious tansaction reports which have come from the
insurance sector, which is not regulated by the Bank.

More formal pracuces geared 10 determine and measure the offectiveness of
regulatory sctivity in establishing that the anti-money lrundering framewaork is
working as expected should be developed in co-operation with the other
organisations invalved through the Money Laundering Steering Committee.
Sucly a system should incorporate measurement of the outputs and outcomes
achieved at institution and sectoral levels and an analysis of ways in which
weaknesses in the framework might be corrected and overall cffectivencess
enhanced.




5 Systemic Regulation

5.1  This chapter considers linancial regulation at the macro level (systemic
oversight) rather than at the institution level. The objective of promoting systemic
stability is established in legislation as part of the overall objectives of the Bank
rather than as an objective of the supervision function within the Bank. Section 3 of
the Central Bank Act, 1998 states that the abjectives of the Bank shall include
contributing to the stability of the financial system.

Basic Principles for Systemic Supervision
Domestic Risks

5.2 ‘There are fundamental linkages between the objective of stability at the
institution level and systemic stability. The Bank holds the view that if the prudential
health of cuch individual instituon is assured through continuous monitoring and
pruckential supervision, then there are no grounds tor the overall system to fail ansing
from domestic problems.

5.3 The Bank considers that the sectoral risks to the financial system in Ireland are
further reduced by the dominance of a small number of large and stable institutions
and particular emphasis s placed on the prudential strength of these larger
institutions.

5.4 To remain cffective, changes in the profile of the financial secwor in freland are
Kept under review. Within its mandate, the reguliwory coverage is expanded w match
the ringe of new types of instituson establishing in Ireland and to address new
forms of risk arising and developments in financial services. Recent examples of this
would be the inclusion of anti-money laundering procedures in inspections and
steps taken 1o ensure that authorised institutions have prepared properly for the Euro
changeover and for the Year 2000 problem. A speaialised market risk unit has been
created to deal with new forms of financial derivative products. In 1999, the Bank
introduced a formal system of stress'™ testing by credit institutions.

international Risks

5.5 The financial sector in any country is susceptible 10 international systennc
problems. To address these risks, the Bank monitors media and industry sources on
a daily basis for evidence of poiential problems which could impact on the Irish

i

Stress festing 15w sonsitividy analisis which checks the ability of credu mistitutions to wilthstand sidden
changes m cconomic and social conditions. The stress test in 1999 losked at the pelential impxict of
snddoir advense changes in miterest rates, inflation and property caliues o the home loans portfolios of
credu instititions
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system andl participates in o enge of international fora Gincluding the UL Ewropean
Centrul Bank and the Bank of Internationisl Settlements) which address issues
relevant to the controb of systemic risk. The Bank also partiapates in o Working
Group on Offshore Centres within the auspices of the G-7 Financial Stabitity Forum.

5.6 As international issues arise (for example the financial crises in Russia and
South Fust Asia in 1997). the level of international contict made by the Bunk
increases so that it can determine the extent, it any, of exposure of the rish financial
system o these risks, These contacts may be through the supenasion departiments
or wther wreus of the Bank. Where required, immeciae nsk-reducing measures
would be sought from financial institutons through BSD.

Other Activities

5.7  There are several addinonal dimensions 1o the Bank's oversight of potential
systemic risks. These involve the work of depurtments other than B35S in the
monitoring  and manalysis - of  econonic  developments.  monetary  policy
inplementation. markets, i pavment and settlement systems. The docamentation
of these activities should be consolickated as part of the Bank's systemic regulation
Activilies.

5.8 The Bunk weails of the skills of its cconomic departiments (o forecast potential
macro-ccononiic developments and problems which could impact on financial
stability, both domestically and internationally. In addition, in more immediate terms,
arcangements are in place 10 convey 1o the B3S1 any stresses i the financial system
identificd by the Bank through its management of the Irish payments il securities
settlement systems. In recent vews, the Bank bas played o pro-active role in the
development of real-time scttberment systems, including its participation in the new
Ewapean payment and settlement system CTARGET).

Determining the Effectiveness of Systemic Regulation

5.9  From a regulatory point of view, the Bank considers that the only effective
approach to systemic supervision is 1o seck 10 minimise faitures of individual
institutions and to limit the damage which might be caused by any such fnlure. The
Bank has stned thar the only measure of the effectivencss of a regulator in
responding 1o potential systemic risks is to count the number of systen failures or
potential failures and assess the performance of the regukator in each instance. Over
many vears, all potentinl systenuc issues aftfecung the trish system have been deah
with before they could put the overall system at nsk and no significant Fulures have
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occurred, This approach o determining effectiveness is the estabhished approach

applied internationally by regulators.

5.10 The use of the number of institutional failures as the pnimary measure of

systemic stability has o number of drawbacks.

Specifving the Desired Qutcome

The Bank has stated that it would not be desirable 1o specify an acceptable
level of institiional failure as tus i atself could impact on systemic stability, 1t
considers that to do so would amount to announcing an acceptable level of
financial failure. This could give rise to serious moral hazard problems.
Accordingly. a set of alternative mcasures should be found 1o facilitate
effectiveness evaluation.

Relevance of the Incidence of Failure to Systemic Risk Management

The use of institutional failure as an effectiveness measure provides no insight
ino the contribution of the processes applied 1o the results achieved. As
regulation is largely process driven, an aliernative set of measures are needed
which would go some way towards establishing causal links between the
regulatory processes applied and the results achieved. As already established,
the systemic nsk manageiment activities emploved by the Bank extend beyond
the Supervision Division and cover both micro and macro risk momtoring. The
absence of i comprehensive set of effectiveness measures means that a holistic
vicw of the activities eniploved to achieve systenuc regulation is not raken. The
use of institutional failure as an effectiveness measure promotes the view that
the risk profile of the financial sector is identical to the risk profile of the
dominant institutions in the sector. Accordingly, from the BSD perspective, no
additional regulatory work is undertaken to achieve the objectives of systemic
regulation as by regulating the Lirge institutions, the objectives of systemic
regulation are achieved. However, it is clear from the range of activities
emploved by the Bank that systemic risk is not subordinate to the institutional
risk of the dominant instinuons and there s a requirement for a4 separate
assessment of the achievement of the desired outcomes tor svstenue stability.

Systemic Stability as a Relative Concept

The incidence of institutional failure is an absolute measure. The integration of
financial markets and the rapid pace of change in the finuncial sector is
changing systemic stability from an absolute to a relative concept. This is
refleaed in the gradual change in approach o institutional and  systemic
regulation away from dependence on meeting set prudential criteria and
towards the more dynanue assessment and continment of risk. Accordingly,
an effectiveness measuremeni system which is geared towards assessing the
relative stability of the Irish financial svstem compared to other systems should
be considered. This would imply a greater use of benchmarking und other
foriis of comparative analysis than at present.
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Conclusions

5.11 'The conclusions are

® Contributing to the stability of the financial system is an objective of the Bank
itsclf.

® [n Irelund, there is a link between systemic stability and the stability of a small
number of large institutions which dominate the financial sector.

® The Bank employs o range of activities across many depariments 1o monitor
domestic and internationai developments but has not summarised these in 2
single document as part of its svstemic supervision system,

® The primary measure of effectiveness used is the incidence of institutional
failure. There have been no significant institutional failures 1 Irelang for many
yoars.

®  The use of nstitutional failure as & meusure of effectiveness has significant

drawhucks. A more comprehensive set of measures should be developed
which identify the contribution of the Bank's risk manuagement activities 1o the
level of stability achieved. Greater use of benchmarking and compurative
analysis should lso be considered.
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Principal Legislation Governing Central Bank

Regulation of Financial Institutions

Measures implementing EU Directives

Licensing and Supervision of Banks
Regulations [First Banking Directive]

EC (Undertakings for Collective Investment in
Transferable Securities} Reguiations
[Undertakings for Collective Investment in
Transferable Securities Direclives)

Administrative Notice - 17 July 1991
[Own Funds Direclive, Solvency Ratio Direclive)

EC (Credit Institutions Accounts) Regulations

[Annual Accounts Directive; Branch Accounts

EC (Licensing and Supervision of Credil
Institutions) Regulations
[Second Banking Co-ordination Direclive]

EC (Consolidated Supervision of Credit
Institutions) Regulations
|Consoclidated Supervision Directive]

Criminal Justice Act
[Money Laundering Directive]

Administrative Notice on 9 February
[Large Exposures Direclive]

Investment Intermediaries Act. Stock Exchange
Act; Administrative Notices on 30 November

and 29 December [Invesiment Service
Directive; Capital Adequacy Directive)

EC {Deposit Guarantee Schemes) Regulations
|Deposit Guarantee Directive]

Supervision of Credit Institutions (elc.)

[Directive Reinforcing Prudential Supervision]

Appendix A
Year Primary Legislation
1971  Central Bank Act
1979
1989 Central Bank Act
Building Societies Act
Trustee Savings Bank Act
1990 Companies Act
Unit Trusts Act
1991
1992 ACC Bank Act
ICC Bank Act
Directive]
! 1994 Investment Limited
Partnership Act
Cnminal Justice Act
1995 Investmant
Intermediaries Act
Stock Exchange Act
1996
Regulations
|
1997 Central Bank Act
© 1998 Cenlral Bank Act

tnvastor Compensation

Act

A

/



Appendix B

Preconditions for Effective Banking Supervision

List of Core Principles for Effective Banking

Supervision (The Basle Principles)

Principle

An effective system of banking supervision
will have clear responsibililies and objectives
for each agency involved in the supervision
of banking operations, Each such agency
should possess operational independence
and adequale resources. A suitable legal
framework for banking supervision is also
necessary, including provisions relating to
authorisation of banking organisations and
their ongoing supervision; powers {0 address
compliance with laws as well as safety and
soundness concerns; and legal protection for
supervisors Arrangements for sharing
information between supervisors and
protecting the confidentiality of such
information should be in place.

Licensing and Structure

The permissible activities of institutions that
are licensed and subject lo supervision as
banks must be clearly defined, and the use of
the word 'bank’ in names should be
controlled as far as possible.

Compliance

® Objectives - The Bank has
defined two broad cbjectives
for regulation {system siability
and depositor/investor
protection}. These are non-
statutory and are not
translated into specific
operational objeclives and
targets. However, individual
aclivities such as inspections
do have specific written
objectives.

® /ndependence - Yes

® Resources - Yes, but recent
difficulties in securing and
maintaining suitable staff.

® legal Framework - Yes
Powers to address compliance
- Yes

® Information Shanng - Yes

Licensing and Supervision
Requirements and Standards for
Cradit Institutions
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Principle

Licensing and Structure

The licensing authority must have the night to
set criteria and reject applications for
establishments that do nol meet the
standards set. The licensing process, at a
minimum, should consist of an assessment
of the banking organisaticn’'s ownership
struclure, directors and senior management,
its operating plan and internal controls, and
its projected financial condition. including its
capital base; where the proposed owner or
parent organisation is a foreign bank, the
prior consent of its home country supervisor
should be obtained

Banking supervisors must have authority to
review and reject any proposals to transfer

significant ownership or controlling interesis
in existing banks to cther parties.

Banking supervisors must have the authority
to establish criteria for reviewing major
acquisitions or investments by a bank and
ensuring that corporate affiliations or
structures do not expose the bank to undue
risks or hinder effective supervision.

Prudential Regulations and Requirements

6.

Banking supervisors musl set prudent and
appropriate minimum capital adequacy
requirements for all banks, Such
requirements should reflect the risks that the
banks undertake, and must define the
components of capital. bearing in mind their
ability to absorb losses. Al least for
internationally active banks, these
requirements must not be less than those
established in the Basle Capital Accord and
its amendments.

An essential part of any supervisory system
1$ the evaluation of a bank's policies,
practices and procedures related to the
granting of loans and making of invesiments
and the ongoing management of the loan
and investment portfolios.

Compliance

Licensing and Supervision
Requirements and Standards for
Credit instilutions

Provisions include:

Authorisation and Ownership
Board and Management
Structure

Internal Controls
Consolidaled Supervision
Capital Adequacy

- Liquidity
- Funding/Lending

Annual Accounts/Reliance on
External Auditors
Money Laundering

- Acquisilions
- Asset Securitisation
- Branching and Cross-border

services
Deposit Protection

Yes. specified by Bank and
amended as appropriate from
lime to time

Yes, these are areas which are a
primary focus of review meelings
with bank managements { two per
year in the case of credit
institutions and one per year in
the case of EEA branches.)

3.2
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10.

1.

12.

13

Principle

Banking supervisors must be salisfied that
banks establish and adhere to adequale
policies, practices and procedures for
evaluating the quality of assels and the
adequacy of loan loss provisions and loan
l0ss reserves.

Banking supervisors must be satisfied that
banks have management information
systems that enable management to identify
concenirations within the portfolio and
supervisors must set prudential limits to
restrict bank exposures to single borrowers
or groups of related borrowers,

In order to prevent abuses ansing from

connected lending, banking supervisors must

have in place requirements that banks lend
to relaled companies and individuals on an
arm’s-length basis, that such extensions of
credit are effectively monitored, and thal
other appropriale steps are taken to control
or mitigate the risks.

Banking supervisors muslt be satisfied that
banks have adequate policies and
procedures for identifying, monitoring and
controlling country risk and transfer nsk in
theur international lending and investment
aclivities, and for maintaining appropnale
reserves against such risks.

Banking supervisors must be satisfied that
banks have in place systems that accuralely
measure, monitor and adequately control
marke! risks; supervisors should have
powers to impose specific limits and/or a
specific capital charge on market risk
exposures, if warranted.

Banking supervisors must be satisfied that
banks have in place a comprehensive risk
management process {including board and
senior managemant oversight) to identify,
measure, monitor and control all other
matenal risks and. where appropriale. 1o
hold capital against these risks.

Compliance

Credil Institutions and non-deposit
taking enlities are required to
compile and submit quaterly to
the Bank Large Exposures and
Sectoral Returns which are
analysed and interpreled by the
Bank.

The Inspection Manual which
details the procedures to be
carried out by Bank Examiners
during the course of on-site
inspections provides for these
areas to be reviewed during
inspections.

153



14

15.
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Principle

Banking supervisors must determine that
banks have in place internal controls that
are adequate for the nature and scale of
their business. These should include clear
arrangements for delegating authority and
responsibility; separation of the functions
that involve committing the bank. paying
away its funds, and accounting for ils
assets and liabiliies; reconciliation of these
processes; safequarding ils assets: and
appropriate independent internal and
external audit and compliance functions to
test adherence to these controls as well as
applicable laws and regulations.

Banking supervisors must determine that
banks have adequate policies, practices
and procedures in place, including strict
‘know-your-customer’ rules, that promote
high ethical and professional standards in
the financial sector and prevent the bank
being used, intentionally or unintentially, by
criminal ¢lements.

Methads of Ongoing Banking Supervision

16

17

18

19.

An effective banking supervisory system
should consist of some form of bath on-site
and off-site supervision

Banking supervisors musl have regular
contact with bank management and
thorough understanding of the institution's
operations.

Banking supervisors must have a means of
collecting, reviewing and analysing
prudential reports and statistical returns
from banks on a solo and consolidated
basis

Banking supervisors must have a means of
independent vatidation of supervisory
information either through on-site
examinations or use of external auditors.

Compliance

Provided for in Licensing and
Supervision Requirements and
Standards Inspection Manual
also provides for confirmation
during the course of inspections
that this is being complied with

Inspection Manual includes
procedures to confirm anti-money
launderning measures by
institutions.

Yes

Bank considers ils regulatory
process to be interactive involving
frequent dialogue with regulated
institutions The process derives
its strengths from the principle of
co-operation by the managements
of institutions with the Bank.

Yes

Yes, reliance by Bank on role of
internal and external auditors has
heen mcreasing in recent times.
Al present a proposal is being
developed for external auditors to
provide specific certified
assurances in respect of
investiment intermediaries.
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Principle

20. An essential element cf banking supervision is the
ability of the supervisors to supervise the banking
group on a consolidated basis.

Information Requirements

21. Banking supervisors must be satisfied that each
bank maintains adequate records drawn up in
accordance with consistent accounting policies
and practices that enable the supervisor to abtain
a true and fair view of the financial condition of the
bank and the profitability of its business, and that
the bank publishes on a regular basis financial
statements that fairly reflect its condition.

Formal Powers of Supervisors

22. Banking supervisors must have at their disposal
adequate supervisory measures to bring about
timely corrective action when banks fail to meet
prudential requirements (such as minimum captal
adequacy ratios}, when there are regulatory
violations, or where depositors are threatened in
any other way. In exlreme circumstances, this
should include the atility to revoke the banking
licence or recommend its revocation.

Cross-border Banking

23. Banking supervisors must practise global
consoclidated supervision over their internationally-
aclive banking arganisations, adequately momitoring
and applying appropriate prudential norms to all
aspects of the business conducted by these
banking orgarusations weorldwide, primarily at their
foreign branches, joint ventures and subsidiaries.

24, A key component of consolidated supervision is
establishing contact and information exchange
with the various other supervisors involved,
primarily host country supenvisory authorilies.

25. Banking supervisors must require the ocal
operations of foreign banks to be conducted to
the same high standards as are required of
domestic institutions and must have powers to
share informalion needed by the home country
supervisors of those banks for the purpose of
carrying out conselidaled supervision.

Compliance

Yes

Yes

Yes However, compilation,
submission, analysis and
reporting of delailed
prudential returns is a lengthy
process, taking
approximately six weeks to
complete. This may impair
the capacity to bring aboul
timely corrective aclion,

Yes

Yes

Yes




Appendix C The Conduct of Bank Inspections

The objectives of an inspection are

1o provide an objective evaluation of 4 institution’s financial soundness

to assess the quality of senior munagemeni and directors with particular
emphusis on an assessment of risk management policies and procedures and
ol the system of internal controls

to gain assurance of an instition’s compliance with specific legal provisions
and with the Bank's Licencing and Supervision Requirements and Stindards

to assess the adequacy of and degree of compliance with procedures o counter
money liundering

to enhance the Bank’s understanding of the business of the institution including
future plans

to provide the Bank with an early warning of potentially serious problems

o identify those areas where corrective action is required to strengthen the
institution, to improve the quality of its performance and enable it to comply
with applicable laws, requirements and stanclards.

To accomplish these objectives the Bank Examiners must evaluate

the prucence of the institution’s policies and procedures
the quality of the institution’s risk management policies and procedures

the quality of the institution’s internal control systems including its Internal
Audit function

the adequacy of the institution’s capital and liquidity
the quality of the institution’s assets and earnings

the institution’s compliance with kiws and requirements including the accuracy
of prudential returns by the nstitution to the Bank

Conduct of inspection

The inspection procedures are carried out in accordance with o comprehensive and

detailed fspection Manual drawn up by the Banking Supervision Departmeni. The

inspection is usually carried out by a team of two o three officers and may take from

one 10 three weeks to complete depending on the nature and scope of the

nspection,

An Inspection Report is prepared within two weeks from the date of completion of

inspection ficldwork which includes key financial data and ratios, findings and

conclusions reached. A post-inspection meeting may be held with appropriate senior

management of the institution under inspection to clarify matters arising, to discuss

weaknesses identificd during the inspection and o indicate to senior management

C1
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the issues which are likely to be raised in the Bank’s post-inspection letter 1o the
Chzirman of the institution. This letter sent by the Bank’s Assistant Director General
with responsibility for the Banking Supervision Depanment sets out the mun
weaknesses noted during the inspection.

Itis the senior Bank Examiner’s responsibitity o ensure that there is adequate
follow-up of the matters wuised in the post-inspection letter and that the institution
responds satisfactorily,

c2
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