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THEME: R1

Effectiveness of the regulatory, supervisory
and governmental regime structure

LINE OF INQUIRY: R1a

Appropriateness of the regulatory regime




Agenda Item 1

IMPLEMENTATION GROUP FOR REFORM OF REGULATORY
STRUCTURES (IG)

DRAFT MINUTES OF 15T MEETING HELD ON 24 JUNE 2009

Present:

Department of Finance : W. Beausang

Central Bank : T. Grimes
M. O’Dea
B. Halpin
C. Horan
A. M. McKiernan (Secretary)

1.  The Agenda was adopted.

2. Introductory Issues

It was agreed that the Department of Finance will be charged with chairing the 1G,
although effectively a joint-Chairmanship approach can be used on many issues given

the predominance of topics specifically of relevance to the Central Bank.
3. Government Decision (see Annex) — Issues Arising

The decision of Government on the reform of institutional structures for financial
regulation in Ireland was set out in a Press Release of 18 June. Clarification was sought

on

() Reference in Press Release to “introduction of a Voluntary Early Retirement
Scheme” (VERS) in the Central Bank. It was confirmed by the Dept that the
intention here is to give maximum flexibility to the new organisation, to enable
it to refresh where necessary its staff complement to have the appropriate skills
set for its new responsibilities. This is not meant to commit the organisation to
introducing a VERS, or to replicate the terms of the public sector system. It was
agreed that, while no VERS is under consideration at present, the organisation
should retain this option for added flexibility.

DOF01B01
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(i) Whether the Consumer Director position is likely to be part of the new CBI
organisation structure. The Dept does not expect the Consumer Director post to

be in the CBI, but confirmation will be sought.

(iii)  The reference to “A specific differentiated regulatory focus.... (for) International
Financial Services located in Ireland”. The Central Bank’s concerns are that this
might be perceived in the market as suggesting a “lighter touch” regulatory
approach to IFSC entities than to domestic entities, which could have negative
reputational consequences for the new structures. It was confirmed that more
discussion is needed, both within the Department and by the 1G, on clarifying 1.
the scope and scale of regulation of the IFSC sector and 2. how this role fits in

with the evolving EU approach and structures on financial regulation.

(iv)  What is intended regarding industry funding of financial regulation? This issue
was due for review under the original arrangements and this review will now be
part of the work of the 1G. It was noted that the trend internationally appears to
be moving closer to full funding of this role by industry, notwithstanding

concerns regarding regulatory capture.

(v) Whether there is any additional information from the Department’s side on the
transfer of consumer functions to the National Consumer Agency? It was
clarified that the Department of Finance intends to meet the Department of
Enterprise, Trade & Employment on this issue, when there is some clarity about
what the draft legislation covers. The Department were also asked for any views
which they may have on possible approaches to movement of staff to the NCA,

to ensure these can be dealt with at an early stage.

4.  Legal Issues

The IG discussed the issue of the legislative amendments necessary to underpin the new
structures and responsibilities. On the one hand, it would be appropriate to incorporate
the necessary amendments into an extensive review of the Central Bank Act, 1942,
which is due for consolidation, but on the other time pressures may merit a quicker and
less extensive approach to legislative change. An essential input into this decision
would be clarification of any proposed changes to oversight of the new structures by the

Oireachtais. Different models of reporting by the organisation to external oversight
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bodies was discussed (e.g. public v. private reporting, confidentiality v. transparency

considerations).

Regarding securities regulation, the Department has written to the EU Commission to
indicate that this work will come under the aegis of the CBI, including arrangements for
prospectus review currently delegation to the Irish Stock Exchange, when the delegation

expires at end-2010.

5. Scope of work of the IG

It was clarified that it is not intended that the IG will deal with matters relating to the
internal organisation of functions in the CBI, but rather the policies and decisions
needed to ensure the new structures are implemented with line with the Government
decision in a timely way. As well as dealing with matters requiring consultation and
decisions, the two parties will also share information on all matters pertinent to the

implementation of the new structures.

6. Modus Operandi & Resourcing of the IG

The 1G will meet regularly — weekly for the near future — to scope out all the main
issues to be followed-up. It was agreed that the appropriate resourcing of the 1G will be
facilitated. Specific issues for future discussion included (i) Structuring consultation

with key stakeholders, and (ii) an assessment of the organisation’s skills needs and
gaps).

7. Update on filling of High-level Positions

The Central Bank gave an update on progress in the filling of top-level positions in the
organisation. It was highlighted that an early decision on the composition of the new
Board (“Commission”) is essential, to (i) enable candidates for the top positions to be
interviewed by a panel which comprises members of the new Commission, and to ratify
the appointments, (iii) enable decisions on strategic scope and direction for the new

organisation to be undertaken, on the basis of discussions involving the new members.

Next 1G Meeting : Friday 3 July 2009 at 8.30 am.
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The Board of Directors and Management
of the Central Bank and Financial Services
Authority of Ireland

Liam Barron
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and Secretary
Brian Halpin
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Chief Executive
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Mary Burke
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Foreword

Against the background of a generally
improving international economy, Irish
economic growth picked up through 2003.
The increase in Gross National Product (GNP)
was 3.3 per cent. A particularly favourable
element was the performance of the labour

: market with unemployment remaining below
5 per cent. This generally positive picture is continuing into the
first part of 2004.

While inflation has been relatively high for a number of years
and still averaged 4 per cent in 2003, there has been a sharp
improvement in the early part of 2004. The main factors behind
this have been the appreciation in the exchange rate and weaker
domestic demand. Inflation in 2004 is now forecast to be about
2Y, per cent. The deterioration in competitiveness in the recent
past had been masked by the depreciation of the euro. However,
the strengthening of the euro since mid-2002 has crystallised the
adverse effect on competitiveness of a fairly prolonged period of
relatively high inflation here.

House prices continue to increase at a rapid pace — 14 per cent
for new houses nationally in 2003 — notwithstanding strong
supply increases. This has been accompanied by extremely
vigourous increases in residential mortgage credit — some 24 per
cent on average in 2003. It is clear that these rates of increase
must be reduced soon to a more sustainable pace.

Last year was a truly historic one for the organisation. The former
Central Bank was fundamentally restructured, creating two
separate entities that are linked by the sharing of services in
relation to the supervisory function. The Financial Services
Regulator is responsible for prudential supervision including
consumer protection, and the Central Bank is responsible for
overall financial stability. The two sides of the organisation
cooperate and work closely together in the discharge of the latter
function.

The creation of the new organisation was a major challenge for
all concerned, and it represented change on an unprecedented
scale. | am most impressed with the great progress that has been
made in the short period of a little over a year. It is a great tribute
to all staff and management. The good experience of the first
year enables us to face the future confident that we can sustain
and build on what we have already achieved.

Annual Report 2003
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One of the main organisational achievements of the past year
has been the development of a three-year Strategic Plan. It
represents the road map for the Central Bank and Financial
Services Authority of Ireland over the next three years. This
strategy is being published in conjunction with this Annual
Report.

The launch of the Whitaker lecture series in honour of the former
Governor of the Bank, Dr. T. K. Whitaker, on 31 May 2004 gave
me particular pleasure. The lecture series, which is intended to
be a biennial contribution by the Bank to economic debate in
Ireland, is a fitting honour to a man who is recognised as having
made an outstanding contribution to the development of
modern Ireland in the twentieth century. | was very pleased that
M. Jean-Claude Trichet, the President of the European Central
Bank, was able to accept my invitation to deliver the inaugural
lecture which is reproduced in this Report.

In conclusion, | would like to thank the members of the CBFSAI
Board of Directors for all their work, leadership and assistance
throughout the year. | would also like to express my sincere
gratitude and thanks to the Chairman and Board of the Financial
Services Regulator, with whom we have worked to ensure a
smooth transition to the new organisation. Finally, | would like to
commend all the staff of the CBFSAI, both in the Central Bank
and in the Financial Services Regulator, for their work and
commitment in what has been both a momentous and historic
year.

Don chéad uair, ta leagan gaeilge den Tuarascail Bhlianttil a
fhoilsit i mbliana. Failtim 6 chroi le hAcht na dTeangacha
Ofifigila 2003. Cinnteoimid go gcuirfear seirbhisi d’ard
chaighdean ar fail don phobal de réir chuspoiri agus dhualgaisi
an Achta.

John Hurley,
Governor
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Economic Overview

The recovery in the international economy finally began to pick
up momentum over the course of 2003. After experiencing
below-potential growth for a number of years, the major regional
economies, with the exception of the euro area, began to see a
notable upturn in growth, particularly in the second half of the
year. Providing a platform for a pick-up in world activity more
generally, the US economy experienced strong growth in the
third and fourth quarters of 2003 and this has continued into the
first quarter of 2004.

The Japanese economy experienced a resurgence in 2003 from
the stagnation of previous years, registering growth of 3.6 per
cent in the final quarter of 2003. Of significant importance to
Japan and the world economy more generally has been the
emergence of strongly growing East Asian countries, in particular
China and India. Indeed, in 2003 East Asia became the euro
area’s largest export market.

In the euro area, the pace and nature of the recovery has been
relatively disappointing, with GDP growth of just 0.9 per cent
and 0.4 per cent in 2002 and 2003, respectively. The persistent
weakness of private consumption can only partly be explained by
sluggish growth in disposable income and lagged adverse wealth
effects associated with the downward adjustment in equity
markets. Other factors such as confidence effects related to the
volatile geo-political situation, uncertainty about labour market
prospects, the increasing awareness of the challenges posed by
an ageing population and uncertainty generated by the relatively
slow progress in structural reform are also contributing to the
continued weakness in consumer spending.

During 2003 the euro exchange rate against the US dollar
recovered strongly and was, on average, almost 20 per cent
higher than in 2002. This seemed to reflect persistent concerns
regarding the financing of the large US external current account,
combined with the growing fiscal deficit and weaker than
expected economic growth. In the early part of 2004, these
exchange rate developments were partly reversed, although
considerable volatility and uncertainty remain. The appreciation
of the euro relative to sterling was more subdued, with the euro
appreciating by about 10 per cent, on average, in 2003 over
2002, again with some turnaround evident into 2004.

The Irish economy has weathered the global slowdown and a
number of earlier adverse shocks (particularly in the Information

Annual Report 2003
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and Communications Technology (ICT) sector) reasonably well.
Economic growth declined sharply from the unsustainable near
double-digit rate over the 1995 to 2000 period. However, there
were signs of a pick-up in the latter half of the year in line with
the global recovery, and GNP growth reached 3.3 per cent in
2003. There was continued employment growth, at 1.8 per cent,
and unemployment stabilised at a relatively favourable rate of
4.7 per cent of the labour force over the course of the year.

A significant factor in this better economic picture has been
some pick-up in foreign direct investment (FDI) activity here. This
had been relatively weak for some time against the background
of a sluggish international economy and the substantial negative
shock to the ICT sector. The outlook for FDI inflows looks quite
positive in the light of the strong recovery in the US economy,
from where most such flows come, and the relatively favourable
business climate that continues to exist here. (This Report
contains a paper on FDI.)

Another positive development in 2003 was the fall in inflation.
Inflation, as measured by the HICP index, declined from 4.9 per
cent in the first quarter of the year to 3.2 per cent in the final
quarter. This easing was to be expected in the light of weaker
demand growth, an easing of labour market pressures and an
appreciating euro. By the early part of 2004, Ireland’s inflation
rate had come more into line with that of the euro area, and had
declined further to 1.7 per cent by April 2004. However, this
welcome development was preceded by a prolonged period of
positive and persistent inflation differentials vis-a-vis the euro
area. As a consequence, price levels in Ireland are now
significantly above the euro-area average, and those of the US
and the UK.

The strengthening of the euro during 2003 followed a period
where the effect on competitiveness of cumulative unfavourable
price and wage developments compared to elsewhere had been
masked by exchange rate weakness. However, during 2003 the
appreciation of the euro served to remove the latter effect. The
Bank'’s real effective exchange rate index, which incorporates the
effect of both price and nominal exchange rate changes on a
trade weighted basis, appreciated by just over 10 per cent on
average in 2003. This sharp movement has, undoubtedly, created
a much more difficult competitive environment for many lIrish
businesses. As far as pay developments are concerned, average
non-agricultural earnings rose by an estimated 5 per cent in
2003. This followed a large increase of 9.1 per cent in 2001 and
about 5.2 per cent in 2002. These increases occurred against
a background of increases of 2 to 3 per cent in euro-area
countries.

10
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In the area of fiscal policy, the state of the public finances is
robust and compares favourably with most other euro-area
member states. There was a General Government surplus of 0.2
per cent of GDP in 2003, which represents a significant
improvement relative to the 2003 Budget target of a deficit of
0.7 per cent and is well within the limits set out in the Stability
and Growth Pact. The policy stance was broadly neutral, with
automatic stabilisers counteracting some of the fall-off in
economic growth. The rate of increase in public spending was
halved to 7 per cent in 2003, a rate more in line with the trend
increase in revenue.

A continuing source of concern to the Bank is the protracted and
continued rise in the price of housing, with new house prices
nationally increasing by about 14 per cent in 2003. House price
levels here are now amongst the highest in Europe, with new
and second-hand house prices averaging €224,567 and
€264,898, respectively, in 2003. Housing demand remains high,
with cyclically low interest rates and reasonably positive
developments in incomes and employment contributing to this.
The supply response has been substantial, and housing output
increased to about 69,000 units in 2003. This suggests that the
market may be approaching equilibrium. The buy-to-rent sector
of the market remains vulnerable, as rents have been falling
throughout the year, reflecting significantly increased supply.
Residential mortgage credit continued to increase strongly — by
24 per cent on average in 2003. Indeed, aggregate private sector
credit increased strongly last year — the increase on average
being almost 16 per cent — and the rate of increase has
accelerated into 2004. There is clearly a limit to the extent that
borrowers can sustain rates of credit growth that are substantially
above nominal income increases. The debt to income ratios of
Irish households, after being significantly less than those
obtaining elsewhere for many years, are now on a par with other
high-income countries. In the light of this, the Irish Financial
Services Regulatory Authority will continue to liaise closely with
the banking sector to ensure that adequate account is taken of
lending risks and to urge consumers to be as fully informed as
possible of the implications of assuming further borrowing.

Overall, the Irish economy performed relatively well in 2003 in
the context of a generally weak international economic
environment. Growth prospects for the international economy
are improving this year. However, developments in oil prices,
imbalances in the US and the geo-political situation pose
potential risks.

The reduction in inflation in Ireland to the level of the euro area
generally is welcome, but it was very necessary. Irish price levels
are about 12 per cent higher than in the euro area as a
consequence of substantially higher inflation here over a

11
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prolonged period. Although this has adversely affected
competitiveness, the general business climate remains favourable
to investment and job creation. If this is supported by a
continuing strong focus on the containment of domestically
generated inflationary pressures, the prospects for growth are
good, provided that the global recovery proves to be sustainable.

12
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Governance and Organisation

Under the Central Bank and Financial Services Authority of Ireland
Act, 2003, the Central Bank of Ireland — which was established
by the Central Bank Act, 1942 and regulated under that and
subsequent Acts passed in 1961, 1964, 1971, 1989, 1997 and
1998 — became the Central Bank and Financial Services
Authority of Ireland (the Bank). This organisation has two
component entities,

- the Central Bank, which is responsible for the activities
originally carried out by the Central Bank of Ireland, with
the exception of certain regulatory responsibilities which
have transferred to

- the Irish Financial Services Regulatory Authority (Financial
Services Regulator), an autonomous component with its
own Executive Board and Members of the Authority, which
has responsibility for financial sector regulation and
consumer protection.

The new institutional arrangements entailed significant structural
change of a corporate governance nature for the organization.
The Board of Directors of the Bank is chaired by the Governor
and comprises twelve directors, of whom six are also members
of the Authority (see Board Structure below). The Central Bank
has its own Management Board, which is chaired by the Director
General of the Bank. The Financial Services Regulator has its own
Executive Board, which is chaired by the Chief Executive Officer.
The Central Bank is responsible for the provision of shared
services to both the Financial Services Regulator and to its own
departments.

In order to facilitate decisions on matters of common interest to
both the Central Bank and Financial Services Regulator, a Joint
Management Board, jointly chaired by the Director General of
the Bank and Chief Executive Officer of the Financial Services
Regulator, has been established. A number of other committees
which have cross-organisational representation have also been
established to ensure cohesion and efficiency between the
functions of both entities.

The activities of the Financial Services Regulator for the period 1
January 2003 to 30 April 2003 are included in this Report, while
their activities from 1 May 2003 to 30 April 2004 was published
recently (www.ifsra.ie/publications).

There are two dimensions to the objectives of the Bank and these
are not necessarily mutually exclusive. As a national central bank
member of the European System of Central Banks (ESCB), the

13
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Composition of Board

Governor

Bank participates in the formulation and implementation of
monetary policy with the object of meeting the price stability
mandate for the euro area. The legislation stipulates that the
primary objective of the Bank is to maintain price stability.
Various other objectives flow from this basic remit. On the
domestic front, there are various other objectives to be met. The
statutory objectives of the Bank, as laid out in Section 6 of the
Central Bank and Financial Services Authority of Ireland Act, 2003,
are as follows:

Obijectives

“6—(1) The Bank shall perform all functions imposed, and
exercise all powers conferred, on the Bank by or under the
Rome Treaty or the ESCB Statute.

(2) The Bank also has the following objectives:
(@) contributing to the stability of the financial system;

(b) promoting the efficient and effective operation of
payment and settlement systems; and

(c) discharging such other functions, duties and powers
as are conferred or imposed on it by the Rome
Treaty, the ESCB Statute or any enactment”

The legislation empowers the Minister to request the Governor,
the Board or the Regulatory Authority to consult with him, in
relation to their respective functions, and also to request the
Governor to inform the Minister with respect to the price stability
objective. The Governor and the Board are required to comply
with this, in so far as the request is consistent with the Rome
Treaty, the ESCB Statute or any law of the State.

Board Structure

Responsibility for the management of the Bank is vested in the
Board which comprises the Governor, the Director General of
the Bank, the Secretary General of the Department of Finance,
the Chairperson of the Financial Services Regulator, the Chief
Executive of the Financial Services Regulator and seven other
non-executive Directors appointed by the Minister for Finance.
Of the latter, four are members of the Authority of the Financial
Services Regulator. The sole shareholder of the Bank is the
Minister for Finance.

Governor

The Governor is appointed by the President, on the advice of
the Government, for a term of seven vyears. The current
Governor, Mr. John Hurley, was appointed with effect from 11
March 2002. The Governor as an ex-officio member of the
Governing Council of the European Central Bank(ECB) has sole
authority and responsibility for the performance by the Bank of

14
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its ESCB functions and duties. All other functions, duties and
powers of the Bank are vested in the Board. Total remuneration
payable to the Governor for service during 2003 was €290,869.
Superannuation benefits attaching to the Governor’s salary are
in accordance with the terms of the Civil Service Superannuation
Scheme. The Governor was also provided with the use of a car.

Directors are appointed by the Minister for Finance for
renewable fixed terms of five years except in the case of service
Director(s) who may be removed by the Minister at any time.
Two of the Directors may be service Directors (i.e. in the
permanent service of the State) but the practice of successive
Ministers for Finance has been to appoint one. The Governor
and Board have no role in the nomination or appointment of
Directors. Total fees due to Directors in 2003 in respect of
membership of CBFSAI amounted to €92,038.

Members of the Board, as at 31 December 2003, were:

Name Occupation Date first
Appointed

John Hurley Governor 11.03.02
(Chairman)
Liam Barron Director General, CBFSAI 01.05.03
David Begg General Secretary, Irish

Congress of Trade Unions 12.05.95
Tom Considine Secretary General,

Department of Finance 11.03.02
Gerard Danaher Senior Counsel 15.10.98
Friedhelm Danz Company Chairman 01.02.96
Roy Donovan Former Member of the

Economic & Social Comm. of

the EU 01.12.89
John Dunne Chairman, IDA 01.05.03
Martin O’Donoghue Former University Professor  01.07.98
Liam O’Reilly Chief Executive Officer,

Financial Services Regulator  01.05.03
Brian Patterson Chairman, Financial Services

Regulator 01.05.03
Deirdre Purcell Author 01.05.03

Board Procedures

The Governor is Chairman of the Board which meets on a
monthly basis with the exception of August. By law, a quorum is
seven and the Governor may exercise a casting vote.

Agendas and Board papers are approved by the Governor for
circulation to the Directors one week in advance of meetings.
Additional Board meetings may be called by the Governor at
short notice either on his own initiative or at the request of any

15
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Terms of Reference

two Directors. Minutes of all Board meetings are kept by the
Secretary of the Bank.

The agenda for meetings typically includes:
I. reports on monetary and financial developments;

il. reports on various issues relating to the Irish economy,
the European economy and the international economy;

iii. regulatory issues requiring decision by the Board or for
the purpose of keeping the Board fully informed of
developments at a general policy level or relating to
specific institutions;

iv. management of the official external reserves;

v. substantial financial contracts to be placed by the Bank
with suppliers;

vi. general management, planning and budgetary issues;

vii. quarterly and annual financial statements and results.

The Governor, the Director General of the Central Bank and the
Chief Executive of the Financial Services Regulator are executive
members of the Board. As provided for in the Central Bank Act,
1942, it is the Board’s practice to generally delegate powers to
the Governor for the exercise and performance of all functions,
powers and duties of the Bank with the exception of those
powers which it would either not be possible or appropriate to
delegate. These include provisions relating to the Governor’s
position or which are specified to be Board responsibilities or
which require the forming of an opinion by the Bank.

The Board established three sub-committees on 30 June 1994 as
follows:

« the Audit Committee
- the Remuneration and Budget Committee

. the Investments Committee

Board regulations detail the terms of reference of each sub-
committee and membership in each case comprises three
Directors — of whom one is appointed as Chairman — and an
observer who is also a member of the Authority of the Financial
Services Regulator. The Secretary of the Bank, or a nominee,
minutes all meetings of the sub-committees and, when approved,
these minutes are circulated to the full Board.

16
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The composition of the Board’s sub-committees, as at 31
December 2003, was as follows:

Audit Committee David Begg (Chair), Martin O’Donoghue,
Deirdre Purcell, Alan Ashe*

Remuneration & Roy Donovan (Chair), John Dunne,

Budget Committee Martin O’Donoghue, Dermot Quigley,*
Liam Barron (Director General), Liam
O'Reilly (CEO, Financial Services
Regulator)

(Mr. Barron and Dr. O’Reilly attend as
members when the Committee is
considering budgetary issues)

Investments Friedhelm Danz (Chair), Liam Barron,
Committee Gerard Danabher, Jim Farrell*

*Mr. Ashe, Mr. Quigley and Mr. Farrell are members of the Financial Services
Regulator and they participate at meetings of the above CBFSAI Board
committees with observer status.

Codes of Practice for Directors and Staff

The Governor is prohibited by law from holding shares in, or
being a Director of, any bank or other credit institution, financial
institution or insurance undertaking.

A Code of Practice for disclosure of interest by members of the
Board has been in operation since 23 April 1992. This Code was
updated during 2002, in accordance with the Government’s
2001 Code of Practice for the Governance of State Bodies, and
was adopted by the Board on 19 September 2002. The Code
contains a wide range of requirements with which Directors are
obliged to comply.

Ethics in Public Office Act, 1995 and Standards in Public Office
Act, 2001

Members of the Board also submit annual statements of interests
to the Public Offices Commission and to the Secretary of the
Bank under the Ethics in Public Office Act, 1995 and the
Standards in Public Office Act, 2001. The statements are
requested by the Commission for completion in January, in
respect of the preceding year.

On 28 November 2002, the Board of Directors adopted a
Code of Conduct for Board Members to record the
standards of conduct and integrity expected of each
member in the performance of his or her functions as a
member of the Board of the Bank. The Code of Conduct
consists of the following requirements:

17
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FINANCIAL REGULATOR

Finance Dublin Conference
6 April 2005
The Future of Financial Regulation: Principles or Rules
Issues for the Irish Financial Services Sector
Address by Liam O’Reilly

Chief Executive, Financial Regulator

Introduction

Ladies and Gentlemen, distinguished guests. It gives me great pleasure
to address again the Finance Dublin Conference. This conference, which
is now in its 6th year, presents a wonderful and, indeed, rare opportunity
for all the financial sectors; banking, funds, insurance and treasury, to
assemble to listen and contribute to the manifold issues facing the

financial services industry from a range of different perspectives.

For my part, today, | would like to address a number of challenges that
both industry and the Financial Regulator are facing. Before doing that,
however, 1 want to refer to issues that have arisen recently and that

relate to the reinsurance sector.

The recent revelations are a matter of deep concern to the Irish Financial
Regulator. Transactions having the effect of deliberately obscuring the
transfer of risk are unacceptable. There is no tolerance in this jurisdiction

for such activity.

Ethical behaviour, including transparency in business dealings, are key
values expected of boards and senior management of all financial

entities operating in lIreland. They must in turn instil these values
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throughout their organisations. The watchwords must be reputation;

integrity; transparency.

We pride ourselves in matching best international practice in all aspects
of financial regulation. All regulated entities whether engaged in
international activities or domestic activities are required to comply with

best international practice.

We are working closely with our international regulatory colleagues and
are actively engaged with the firm concerned using our existing powers

so that all necessary corrective actions are taken.

Europe is progressing a new comprehensive regulatory regime for
reinsurance and the Irish Financial Regulator has been actively involved
in the design and development of this regime. A mainstay of this regime
is full transparency of all reinsurance transactions. This framework
avoids some of the shortcomings associated with the alleged finite

reinsurance transactions which were carried out in the past.

I will now return to the main issues that | want to talk to you about

today.
First, 1 would like to cover recent and current EU legislative
developments; | will briefly cover the wider international context in

which we all operate. | will go on to address the challenges that these
developments pose for the Irish regulatory model. | would also like to
say a few words about the bedding-down process within the Irish

regulatory structure.

Recent EU Developments

You will all be well aware of the European Financial Services Action Plan
and | don’'t intend today to go into any detail on the various proposals
contained in it. Suffice to say however, that although this ambitious plan

in terms of setting the EU legislative process is drawing to a close we, as
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regulators and financial services providers, are now facing into a period
of intensive adoption and implementation. | would not be exaggerating
when | say that we will all be faced with a significantly increased

regulatory burden over the coming years.

I was heartened when | read the various reports of the expert groups
that assessed the success of the FSAP, particularly in relation to their
calls for a regulatory pause. Equally, | was happy to hear the new
Commissioner for the Internal Market state that there would be no “son
of FSAP”. However, we are still faced with agreeing implementing
measures in a wide range of areas. We are also still negotiating the
Capital Requirements Directive and the Reinsurance Directive. Both of
these will come into effect around the same time and they pose a
significant challenge for us. Notwithstanding the Commissioner’s promise
of no “son of FSAP” | understand that the Commission is bringing
forward their review of the Financial Groups or Conglomerates Directive

even though it only came into effect in January of this year.

At the same time, work is underway in relation to the Solvency Il project
for insurance companies and proposals for an insurance guarantee
scheme are at an early stage. So, although the talking may be near an
end actions are now required. It is vital, for the sake of the reputation of
the Irish financial sector, that we are not found wanting in this regard.
Let me assure you that, in the local implementation and administrative
arrangements we are determined to ensure that, while standards are
maintained, we will be business oriented and flexible in our approach in

order to minimise unnecessary regulatory burden.

Wider International Context

Ireland is a significant player in the international financial services arena.
There has often been debate about whether we are closer to Boston or
Berlin. For me, we should look to both. Financial services are neither
European nor American, they are global. Our reputation as a location of
choice for major global players can only be sustained if our financial

institutions continue to apply the highest standards of governance and
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compliance.....and we, the Financial Regulator maintain the highest
standards of supervision and a principles based approach.

Few laws are now solely European. Increasingly, our legislation derives
from agreements arrived at by the major international organisations be
it the Basel Committee on Banking Supervision, the International
Association of Insurance Supervisors or 10SCO.

On the accounting front, the decision by the European Union to adopt
International Financial Reporting Standards as the accounting standard
for all listed companies was, in my view, a significant step on the road to
having a single global accounting standard. As | just said, it is not about
being American or European, it is about being global. If we can agree
global standards - industry, investors and regulators alike will reap the

rewards.

Global standards, however, as well as bringing benefits also pose

challenges, not least for me as Regulator.

Challenges for the Irish Regulatory Model

Whether in Ireland or elsewhere, regulation is necessary to instil
confidence in the sector and to ensure a safe and fair market for
participants and their customers. There are two broad ways in which
such regulation can be carried out. The first, and my preferred approach,
is principles-based. The second, which is the US and, increasingly,

continental European model is rules based.

The present Irish principles-based system mandates the broad
regulatory framework within which we expect institutions to be in
compliance. It sets out basic principles in relation to, for example,
solvency, governance, consumer protection and disclosure. It is
relatively flexible. It is more easily and more quickly changed. It is also,
I would suggest, easier and cheaper to comply with. It is a model that

has worked well in the Irish context.

An alternative approach is a rules-based system. Here detailed rules

across the whole range of regulatory powers are set out. The rules set
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out clearly what must be done and, importantly, what will happen in the
event that something is not done. This method implies a very legalistic
approach. It suggests doing things right rather than doing the right
thing. It allows no scope for interpretation. It is slow to react to change.
It punishes the compliant equally with the non-compliant. It suggests a
system that is more costly to comply with because of detailed reporting

requirements. Is it better?

The best example of highlighting the differences between the two
systems that | have come across is from a paper prepared by Herbert
Grubel, Professor of Economics (Emeritus), Simon Fraser University in
Vancouver. In his paper he cites the difference in approaches to capital
gains tax between Canada and Hong Kong. He tells us that the Canadian
tax code is very long and detailed, yet human ingenuity continuously
finds new ways of shifting highly taxed income into lower taxed capital
gains. As a result, new rules are continuously added to the code. By
contrast, Hong Kong has no capital gains taxation but prevents very
effectively income shifting through the use of principle-based regulation,
which quite simply states that current income and profits must not be
converted deliberately into capital gains in order to avoid the payment of
taxes. A government agency watches tax returns for violations, makes
its rulings and defends them before an appeal board, which nearly
always sides with the tax agency. The agency ends up having to make
only very few rulings since business fully understands the principles and
knows it does not pay to violate them. As against an ethical, principles
based approach, Enron is another example where fastidious rule bending

led to a coach and four being driven through a rules-based system

I find that, more and more, the approach being put forward in Europe
favours the rules-based system, as in the US. The Lamfalussy process
was laudably designed, in the first instance for the securities sector, to
improve the quality of new legislation, promote consistent interpretation,
and encourage convergence in supervisory practices and, importantly,
called for greater enforcement by the European Commission. Although

the process has had an encouraging start there is, however, increasing
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concern at the level of detail being set out either at level 1 or in level 2
implementing measures. The process is still at an early stage but we

should be cautious in relation to its potential outcome.

In the securities sector alone over a 12-month period Directives were
agreed on the Prospectus to be published when securities are offered to
the public or admitted to trading, on Market Abuse, on Markets in
Financial Instruments and, finally, on the harmonization of transparency
requirements in relation to information about issuers whose securities
are admitted to trading on a regulated market. Such is the level of
additional work required on implementing measures in these areas that
the implementation date for the MiFiD has been postponed by 12

months.

Further developments in the areas of the Capital Requirements Directive
for banks and investment firms and potential changes in the Insurance
Sector under Solvency Il all point to an ever increasing body of rules to
be applied by both financial services providers and regulators alike.
However, even were we to move to a full rules-based system of
supervision we could not examine every single transaction; every single
contract. Any regulatory system relies, to a greater or lesser extent, on
the reputation and integrity of the financial service providers governed

by it.

I said earlier that we must recognise the global nature of financial
services. We should continually assess and reassess our regulatory
model to ensure, on the one hand, that it fits with European and
international best practice and, on the other, that it continues to foster a
sound, prudent and competitive international financial services sector in
Ireland. However, we cannot do this alone. Regulators must work closely

together.

Commissioner McCreevy in a speech in Frankfurt last December referred
to the challenge of enhancing global co-operation. By this he emphasised

that he was not so much talking about global cooperation and integration
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in the markets, which has been taking place at considerable speed for
quite some time but cooperation between legislators and supervisors
who urgently need to catch up with the markets in the way they work
together worldwide. He made the point that, because markets are
growing together, regulation increasingly spills over into other

jurisdictions — across the Atlantic as well as the Pacific Ocean.

His message was that by building a closer working relationship and an
atmosphere of trust, we are able to detect and solve problems upstream,
before regulation starts. His motto was “ex-ante regulatory dialogue, to
avoid downstream regulatory repair”. | share his vision. Regulatory
impact analysis at an early stage of designing legislation, that is, at EU
level, has been absent in the past but is a must to avoid unnecessary
burdens which, instead of enhancing the position, creates confusion,
incurring costs which could lead indirectly to less choice and value for

the consumers of financial services.

Where is the Financial Regulator
Before | finish I would like to say a few words about where we are as a
Financial Regulator in terms of our Ilegislative and operational
programme. Earlier this year, speaking at the 3rd Annual European
Financial Services Conference in Brussels, Martin Power, Commissioner
McCreevy’s Chef de cabinet, assured financial service market players
that the Commission’s emphasis for the next years will be on
"consolidation, completion and implementation” rather than further

regulation. | can say the same for the Financial Regulator.

We have now in place two significant pieces of legislation; the Central
Bank and Financial Services Authority of Ireland Acts, 2003 and 2004.
The organisation is now in a “settling in” phase. Not only have the
regulatory structures been established but more recently the Industry
and Consumer Panels as well as the Credit Union Advisory Panel were
formed. And, only yesterday, Joseph Meade was appointed Financial

Services Ombudsman. We look forward to working closely with him and
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his office to ensure consumers can access the new complaints resolution

scheme.

We are now nearing completion of the first phase of our programme. We
are consulting on Consumer Protection Codes, Fitness and Probity, and
Administrative Sanctions. We will bring forward final proposals in these
areas and then we will be in the implementation phase. We understand
that these proposals are coming at a time when there are significant
other issues that concern industry, many of which | have referred to
earlier. They are not being brought forward for the sake of regulation but
rather to ensure harmonisation in approaches across sectors and
equality in the way they are implemented. They also have a principles

based approach behind them.

On the Consumer side we have been very active in terms of providing
information and advice and raising consumer awareness not only of their
rights but the availability of competitive choices. We will continue to
expand the range of information and services that we provide in this

area.

For those of you who operate in the international financial arena and are
located in multiple jurisdictions | want to assure you that we will
continue to apply the regulatory model appropriate to the nature and
scale of your business. We will not introduce additional regulatory
burdens to those already applied to your operations in other
jurisdictions. Nevertheless, if we are to have “reputation” — we must
have regulation. Insofar as is practicable we will continue to rely on
those regulatory structures applied elsewhere. We are actively working,
specifically for the moment in the banking sector, with other supervisors
to try to agree on a single reporting framework. If successful, this model

may be applied throughout the financial services arena.

In conclusion
Let me finish by saying that, I know that the financial services sector is

faced with a wide range of legislative and non-legislative proposals
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across the entire spectrum of financial services provision. | know that
these proposals are costly to implement. 1 know they pose challenges,
particularly from a competitive perspective. | know that challenges are
arising from less well-regulated jurisdictions. But let me assure you that
we in the Financial Regulator understand the challenges you face. Let me
assure you that at European and international level we are active in
arguing the case for the Irish financial services sector. Let me assure you
that we will continue to ensure that practices and policies adopted reflect
the unique nature of the Irish financial services sector. Finally, let me
assure you that we, as Regulator, will not introduce or impose
unnecessary regulatory burdens that will effect the continued
competitiveness of our financial industry and will minimise the impact of

such burdens coming from Europe.
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Restructuring of the Bank

Under the Central Bank and Financial Services Authority of Ireland
Act, 2003, the Bank has become the Central Bank and Financial
Services Authority of Ireland (CBFSAI), and the Irish Financial
Services Regulatory Authority (IFSRA) has been formally
established as an autonomous Authority within the CBFSAI.
IFSRA is now the single Regulatory Authority for the Financial
Services Industry in Ireland including credit institutions, the
securities industry and insurance. It covers both prudential
regulation and consumer interests. A second Bill, dealing with
various specific provisions such as the establishment of a
Financial Services Ombudsman and the setting up of consumer
and industry consultative panels, is expected to be published by
summer 2003.

An Interim IFSRA Board under the chairmanship of Mr. Brian
Patterson was established on 16 April 2002. Those appointed to
the Interim Board by the Minister for Finance were:

Name Occupation

Brian Patterson Chairman

Liam O’Reilly Chief Executive

Mary O’Dea Consumer Director

Alan Ashe Company Director

Friedhelm Danz Company Chairman

Gerard Danaher Senior Counsel

John Dunne Chairman IDA Ireland

Jim Farrell CEO National Development Finance Agency
Deirdre Purcell Author

Dermot Quigley Former Chairman Revenue Commissioners

Following open competition, and with the approval of the
Minister for Finance, the Interim Board appointed Dr. Liam
O’Reilly as its Chief Executive Officer designate on 18 November
2002, and Ms. Mary O’Dea as Consumer Director designate on
28 January 2003. On their appointment they became members
of the Interim Board. The statutory posts of Registrar of Credit
Unions and Secretary will be filled on a similar basis. Total fees
paid to members of the Interim Board in 2002 amounted to
€112,592.

Under the new legislation, the Board of the Bank (which currently
comprises the Governor and nine non-executive Directors) will
comprise the Governor, the Director General of the Bank, the
Secretary General of the Department of Finance, the Chairperson
of the Regulatory Authority, the Chief Executive of that Authority
and seven other Directors appointed by the Minister, of whom
four are to be members of the Regulatory Authority.

28
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Brian Patterson
Chairman

il
Liam O’Reilly Mary O’Dea

Friedhelm Danz Gerard Danaher John Dunne

Jim Farrell Deirdre Purcell Dermot Quigley
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SECTION 1: INTRODUCTION

The Central Bank and Financial Services Authority of
Ireland (CBFSAI) was established on 1 May 2003. This
body carries out all of the activities formerly carried out by
the Central Bank of Ireland and additional regulatory and
consumer protection functions for the financial services
sector. The CBFSAI has two component entities:

m the Central Bank, which has responsibility for
monetary policy functions, financial stability,
economic analysis,
systems, investment of foreign and domestic
assets and the provision of central services;

m the Regulatory
Authority (Financial Services Regulator), which
is an autonomous entity within the CBFSAI and
has responsibility for financial sector regulation
and consumer protection.

currency and payment

Irish Financial Services

This document sets out the three-year rolling strategic plan
for the Central Bank. Our responsibilities extend to both
European and domestic roles, and our legal mandate
mainly derives from EU law and the CBFSAI Act, 2003.

Ireland became part of the Economic and Monetary Union
(EMU) in Europe in 1999 along with ten (now eleven) other
countries. The national central banks of these countries
together with the European Central Bank (ECB) form the
Eurosystem. The primary objective of the Eurosystem is to
maintain price stability in the euro area. This is the most
effective means by which Eurosystem monetary policy can
support economic growth in the national economies of the
Member States.

As a member of the Eurosystem, the Central Bank’s main
responsibilities include:
= Contributing to the maintenance of price
stability (low inflation) and a stable financial
system.

We achieve this through our work with the ECB and other
national central banks in formulating monetary policy,
implementing monetary policy and exchange rate policy
decisions efficiently, and ensuring that financial stability is
maintained in the euro area.

PUB01B19-P

= Ensuring safe and reliable payment and
settlement systems, to enable firms and
individuals to make payments to each other.

Euro area monetary policy operations are implemented
through the inter-central-bank system known as
TARGET. It includes the national real-time gross
settlement systems of the EU countries and the ECB.
Nearly every EU credit institution is linked to TARGET
and, although the system was primarily developed to
meet the needs of the single monetary policy, it can also
be used for transmitting both interbank and customer
payments.

= Producing and distributing euro banknotes
and coins and ensuring the security and
integrity of the euro currency.

The ECB has the sole right to issue euro banknotes and
approves the volume of euro coins to be issued in euro
area countries. With the approval of the Eurosystem, the
Central Bank issues euro banknotes and coins in Ireland
and is responsible for ensuring the quality and
authenticity of euro banknotes.

= Managing foreign exchange assets, on
behalf of the European Central Bank.

At the start of EMU, the euro area national central banks
transferred a part of their foreign reserves to the ECB. In
the case of Ireland this amounted to €451 million. These
reserves continue to be managed by us on behalf of the
ECB, in accordance with the investment policy of the ECB.

Our domestic responsibilities also include:

= Contributing to the maintenance of a stable
financial system in Ireland, in co-operation
with the Financial Services Regulator;

= Overseeing the domestic payment and
settlement systems;

= Ensuring the provision and integrity of
banknotes and coins; and

= Managing investments assets on behalf of
the State.
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Furthermore we are responsible for:
= Providing advice and guidance on lIrish
economic policies.

We are responsible for the provision of economic
analysis to our stakeholders and to our domestic
policy-makers with a view to promoting policies that
are consistent with price stability and long-term
growth in Ireland.

= Serving the public interest.

We are accountable to the public through having
transparent and public
accountability and external reporting. We also assist
the Government in the drafting of relevant legislation
both domestically and at EU level.

active systems of

The background and environment in which we work is set
out in more detail in Section 2. To develop our strategic
plan, the management and staff of the Central Bank carried
out a comprehensive analysis of our business priorities and
organisational capability. We also agreed our new Mission,
Values and Vision, (Section 3), which were developed in

close co-operation with the Financial Services Regulator,
and which are consistent with our responsibilities.

The four principal objectives which underpin our work and
the strategies we will adopt are detailed in Section 4, while
Section 5 highlights some specific actions which we will
take to implement our Strategic Plan. The plan will be
subject to ongoing review which will allow us to revisit our
priorities and responsibilities as needed, and ensure
consistency with the strategy of the Eurosystem, which is
currently being reviewed.

The key to implementing the strategy will be the continued
commitment and efforts of our staff, who have made
significant contributions in successfully facing the many
challenges to the organisation over recent years.

b oy e

John Hurley,
Governor

Liam Barron,
Director General
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SECTION 2: BACKGROUND AND ENVIRONMENT

2 1 Background the establishment of the CBFSAI in May 2003, have
substantially expanded our core responsibilities. The most

significant difference is that, since the introduction of the
euro in 1999, the Central Bank does not carry out its
functions on a purely national basis, but does so as part of
the Eurosystem. We also have a greater responsibility to
influence domestic economic policy, now that monetary
and exchange rate policies are not available solely for Irish
purposes.

The Central Bank of Ireland was founded in 1943 as
Ireland’s independent central bank. Its primary objective
was to safeguard the value of the currency, i.e. ensure low
inflation. This was brought about through an exchange rate
link (firstly with sterling, and later with other European
currencies) and by influencing the level of interest rates
and the amount of money in circulation. The Central Bank
was also charged with maintaining financial stability, .

2.2 Environment

promoting secure and efficient payments systems and

currency supply operations.
This section describes the environment in which the

Major changes in the economic and financial environment, Central Bank operates and some of the more significant

along with changes to our organisation structure following issues facing it.

The Eurosystem and the single monetary policy

Structure

Ireland became part of the euro area on 1 January 1999. The euro area comprises the twelve countries which operate:
= acommon currency, the euro;
m asingle monetary policy, i.e. setting common interest rates, and
m asingle exchange rate policy for the euro.

Policy

The primary objective of the Eurosystem is to maintain price stability (i.e. low inflation) in the euro area, as low inflation
facilitates economic growth and stability. The Eurosystem uses monetary policy to achieve this objective. This means
setting interest rates at levels which are consistent with inflation in the euro area - below but close to 2% over the medium
term. The decision-making body for setting interest rates is the Governing Council of the ECB, whose members are the
Governors of each of the twelve member national central banks and the six members of the ECB’s Executive Board. For
example, if inflation seemed likely to increase and remain above 2% over the medium term, the Governing Council would
increase interest rates. Euro area decisions on monetary policy are all based on inflation conditions for the euro area; other
policies need to be used to control domestic costs.

Implementation

All national central banks engage in research and analysis for Governing Council discussions, and the decisions are then
implemented on a decentralised basis. This involves each national central bank providing funds to financial institutions in
its own domestic market at the rate set by the Governing Council. The rate charged by the ECB influences the interest rates
paid by and charged to customers of commercial banks. This implementation role involves the Central Bank providing
liquidity to Irish financial institutions, in return for certain types of collateral and at an agreed rate, and monitoring the
operation of reserve requirements by Irish banks.
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2.2.1 Expanding Responsibilities
and Challenges in the
Eurosystem

To successfully run the 12-country euro area and
implement monetary policy on a common basis, the Central
Bank and the other national central banks have to co-
ordinate their positions in a diverse range of areas.

The policies and practices which we are required to
develop, implement and manage include:
m The framework for implementing monetary
policy;
m Forecasting methodologies for the economic
outlook;
m Statistical requirements and credit and money
supply developments;
m Currency production and security;
m Efficiency and reliability of payment and
settlement systems; and
m Methods of mitigating risk and planning for crisis
events.

Over the past five years, the size and breadth of our
Eurosystem responsibilities have expanded significantly,
leading to a shift of emphasis and resources within the
Central Bank towards our Eurosystem roles.

Our Eurosystem obligations will increase in the coming
years with the anticipated expansion of the system to
include:
m Broader financial stability responsibilities;
m Increased exchange rate monitoring;
m Wider scope to our economic and financial
analysis and research; and
m Providing more assistance and advice to
prospective members.

In line with the emerging trend among national central
banks to develop specialisations, we also face a challenge
to develop our unique competencies, to be in a position to
be of most benefit to the Eurosystem and also to the

PUB01B19-P
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domestic economy, while still continuing to meet all of our
other responsibilities.

In our Eurosystem work, we need to balance the
requirements of the ‘subsidiarity principle’ (which commits
EU members to carry out as many of their functions as
possible at national level) with the need to be as efficient as
possible. In developing the policies and systems for the
conduct of euro area monetary policy, our challenge is to
be as cost effective as possible while respecting the
subsidiarity principle.
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2.2.2 Challenges in the
Domestic Economy

Economic Policy role

Domestic economic policymaking and the role of the
Central Bank has changed substantially since joining the
Eurosystem. Monetary and exchange rate policy are no
longer set on the basis of economic conditions in Ireland
alone. This means that other national policies — fiscal,
structural, wages and labour — have a greater role to play in
supporting low inflation and long term growth. Our
challenge is to:

m Use our economic, financial and monetary
expertise, and our institutional independence, to
influence other domestic policymakers; and

m Ensure that other policymakers have the
information and tools available, to take decisions
on policies that support low inflation, growth and
financial stability.

Currency role
As the body responsible for issuing euro currency in
Ireland, our challenge is to:
m Meet demands for banknotes and coins in Ireland
efficiently;
m Produce our share of the euro area’s banknotes
and coins; and
m Safeguard the integrity and security of the euro
banknotes and coins.

As there is considerable competition in the euro area for
currency production contracts, our challenge is to remain
cost effective while continuing to achieve a very high
standard.

Payment and Settlement role

Payment and settlement systems are a critical part of the
financial system. Fast and reliable payment flows between
banks, businesses and consumers are essential to ensure
that all of these parties can transact their business
smoothly. The Central Bank oversees these systems in
Ireland, to ensure that they:
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m Operate efficiently, effectively and fairly;

m Support financial stability, by being safe and
reliable; and

m Promote electronic payment capability.

Some of these systems are “real-time” systems, i.e.
payments are made electronically, almost instantaneously
and are irrevocable, which helps to reduce risks.

The national real-time payment systems of each EU country
and that of the ECB are interlinked into a system called
TARGET. This was developed to transmit payments
associated with monetary policy in the euro area, but is also
used for other high-value or very urgent payments. The
current TARGET system will be replaced by an EU-wide
single common platform system in 2007 and our challenge
is to contribute actively to its successful development and
implementation.

Financial Stability and Risk Management role

The financial system has evolved as a more global,
integrated and complex system. This has led to greater
financial stability and risk management challenges for the
Central Bank, including

m Managing and aiming to reduce economic,
financial and operational risks;

m Balancing the financial risks we are willing to bear
on our investment assets, against the rate of
return we are aiming for;

m Developing crisis management procedures and
business continuity arrangements, to be in a
position to deal with major disruptions to financial
activity or to the financial system.

2.2.3 Our Stakeholders

We must take account of the needs of our stakeholders in
how we fulfil our Eurosystem and domestic roles. Our
primary stakeholders are:
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The Public
The public’s concerns include ensuring convenient access to
cash and certainty that cash held is authentic. Also, in
making important financial decisions, the public require
information and independent analysis on the economic and
financial outlook, and confidence in the security of their
savings and investments. We must be responsive to the
public’s needs when we carry out our roles in
m Protecting the value of their savings through
maintaining low inflation;
m Safeguarding their ability to carry out financial
transactions through ensuring financial stability;
m Providing independent economic and financial
information and advice;
m Ensuring euro banknotes and coins are available in
appropriate denominations, and
m Exchanging outstanding Irish currency into euro.

The Eurosystem and other International
Organisations

As well as closely co-operating with other national central
banks and the ECB, we are also involved in international
institutions such as the International Monetary Fund (IMF),
the World Bank and the Organisation for Economic Co-
operation and Development (OECD). In all our dealings
with these stakeholders, we aim to provide efficient and
high quality services and develop and maintain close
working relationships with them.

The Financial and Business Community

The financial industry plays a major role in making monetary
policy work, providing currency to the public and providing
finance to the business community. Both the financial and
business communities play an important role in contributing
to economic activity, both directly and indirectly.
formulating our view on central banking matters, we must be
responsive to the challenges facing these communities,
through, for example;

In

m Ensuring there is sufficient (but not excessive)
liquidity in the financial system to facilitate
economic activity;

m Providing a supportive environment for conducting
business and attracting investment; and

m Promoting Ireland’s reputation as a location for
high quality financial services.
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The Government

We must take account of the economic and financial
environment facing the Government in carrying out our
responsibilities. These issues include:

m Greater pressure on Government policies to be ina
position to support growth and low inflation, now
that monetary and exchange rate policy can no
longer be used for Irish purposes;

m Pressures on the public finances, given Ireland’s
need for infrastructure development; and

m Balancing Ireland’s growing responsibilities in the
international community with the need to ensure
the domestic economy is safeguarded.

2.2.4 Internal Organisation

The establishment of the Financial Services Regulator, as an
autonomous entity within the reorganised CBFSAI, involves
developing our new institutional structure. Our challenge is
to ensure that the two parts work together to create a strong,
cohesive organisation.

As one of the smallest NCBs in the Eurosystem, the diverse
range and expected expansion of our responsibilities pose
important challenges. These include:
m Continuing to meet all of our responsibilities within
a small and efficient organisation, which cannot
avail of the economies of scale available to larger
central banks;
m Deciding which areas to focus our energies on for
special
relationships with other NCBs on areas of common

maximum effect and developing
importance; and

m Developing new indicators of performance, to
ensure that we are achieving the levels of

effectiveness to which we aspire.

As an organisation working in the public interest, our
challenge is to demonstrate as fully as possible how we fulfil
our domestic and European roles and to provide value for
money.
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SECTION 3: ORGANISATIONAL MISSION, VALUES
AND VISION

3.1 Our Organisation

The Central Bank and Financial Services Authority of
Ireland Act, 2003, which came into force on 1 May 2003,
restructured and renamed the Central Bank of Ireland as
the Central Bank and Financial Services Authority of Ireland
(CBFSAI) and established within that framework the new
Financial Services Regulator.
functions of the Central Bank and certain regulatory
functions carried out by the Department of Enterprise
Trade and Employment were transferred to the Financial
Services Regulator along with a significantly increased role
in relation to consumer protection.

The previous regulatory

The CBFSAI, therefore, incorporates the functions of a
Central Bank and a Financial Services Regulator, each with
specific responsibilities. In order to address these
responsibilities in a coherent manner, we have agreed our
respective missions and a common set of values. This
allows us both to share a mutually co-operative sense of
identity and purpose.

The Board of the CBFSAI is chaired by the Governor and
includes the Director General of the Central Bank, the
Chief Executive and the Chairman of the Financial Services
Regulator, the Secretary General of the Department of
Finance and seven other non-executive directors. Four of

The mission of the Central Bank is to
maintain price stability, contribute to financial
stability and efficient and effective payments

and currency systems, manage our
investment assets, and so contribute to long
run sustainable economic development.
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the non-executive members of the CBFSAI Board are also
members of the Irish Financial Services Regulatory
Authority.

The Director General of the Central Bank and the Chief
Executive of the Financial Services Regulator jointly chair a
non-statutory Joint Management Board which co-ordinates
work and communications on central services and other
issues of common concern.

3.2 Our Mission

Our mission is based on the fact that as a member of the
Eurosystem and as an Irish public body we are required to:
m Contribute to the operation of the Eurosystem in
an effective manner and thereby maintain price

stability in the euro area;

m Contribute to financial stability in Ireland in
collaboration with
Regulator;

m Ensure safe and efficient payments and currency
systems; and

m Manage our investment assets to achieve
maximum return for the Exchequer.

the Financial Services

The mission of the Financial Services
Regulator is to help consumers make
informed financial decisions in a safe and fair
market and to foster sound dynamic financial
institutions in Ireland, thereby contributing to
financial stability.

PUB00281-010



3.3 Joint Values

The joint values of the Central Bank and the Financial
Services Regulator reflect six core commitments. These
values, which are elaborated on in Appendix 3, have been
developed by the Boards of the Central Bank and of the
Financial Services Regulator and have evolved from
engagement with staff.

They are:

m We attach primacy to the public interest.

m We act in the best interests of consumers of
financial services.

m We foster an internationally competitive and
successful financial services industry.

= We work with integrity and transparency.

m We operate efficiently and effectively.

m We respect and value each other as colleagues.

In implementing our strategy, these values will guide the
way we:

m Carry out our work;
Make decisions;
Relate to others — internally and externally;
Design our structures and procedures; and
Set our priorities.

3.4 Our Vision

By 2007, the Central Bank is committed to achieving a level
of performance which will be recognised
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- in our Eurosystem work, as
m Making a distinctive, valuable contribution to
price and financial stability, to the efficiency of
Eurosystem operations and to the management of
any crises, through consistently achieving top
quality performance against
benchmarks;
m Being a source of innovative contributions to
Eurosystem strategic thinking and change
management and, in particular, contributing to the

integration of new EU members.

Eurosystem

- within Ireland, as

m Excelling in our core functions of contributing to
financial stability, conducting monetary policy
operations, ensuring efficient payment and
settlement systems, and managing the country’s
investment assets;

m Being highly influential in our economic analysis
and commentary;

m Being exemplary in our currency production and
distribution work.

- in our vital relationships with the Financial Services
Regulator, as
m Having excellent working arrangements, fostered
in a spirit of cooperation;
m Being the service “provider of choice” by all
business units.

To achieve these levels of performance, we will have
efficient structures and processes, aimed at providing clear
direction and accountability and attracting talented people
across our range of business activities. We will also ensure
that our expressed core values are reflected in our work
and our behaviour.
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SECTION 4: OUR PRINCIPAL OBJECTIVES AND
STRATEGIES

The development of the Central Bank’s Strategic Plan has
given us the opportunity to reassess our role following five
years membership of EMU. Over this time there has been a
significant shift in emphasis from our responsibilities in the
domestic economy to our role in the Eurosystem and this is
reflected in most of our activities.

These principal objectives are to:

Four principal objectives

We have identified four principal objectives which evolve
from our mission and vision and reflect our business
responsibilities in the Eurosystem and domestic economy.
Underlying each of these objectives are a number of
strategies which are elaborated on in this Chapter.

1. Participate fully in Eurosystem policy-making and implementation, for price and

financial stability;

2. Contribute to national economic policy-making ;

3. Provide and promote effective payment systems and currency services; and

4. Optimise the returns on the investment assets of the CBFSAI and the ECB reserves

4.1 Participate fully in
Eurosystem policy-making and
Implementation, for price and
financial stability

The primary goal of the Eurosystem is to maintain the
inflation rate below but close to 2% in the euro area over the
medium term. This is achieved by designing a monetary
policy strategy which signals early risks to inflation and by
implementing monetary policy decisions on a common
decentralised basis in each of the twelve euro area
countries.

The Central Bank is also charged with contributing to
financial stability in both Ireland and the euro area. This role
is carried out in co-operation with the Financial Services
Regulator.

We aim to achieve our goal by:

Monetary policy

Enhancing our input into monetary policy
setting;

Specialising in economic niches;

Developing strategic relationships.

Operations

Contributing to the further development of the
Eurosystem operational framework;
Implementing monetary policy decisions
efficiently and effectively;

Financial stability
m Continuing to identify and monitor risks to the
stability of the financial system;
= Enhancing our crisis management procedures.
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How does monetary policy lead to price stability?

The Eurosystem aims to maintain the inflation rate below but close to 2% in the euro area over the medium term by:
m Developing the best monetary policy strategy to deliver low inflation in the euro area; and

m Setting interest rates to achieve this strategy.

These are both decided on by the Governing Council. The strategy is reviewed every year while interest rates are reviewed

every month.

The assessment of the outlook for price stability is based on an analysis of:
m Economic, financial and exchange rate developments; and

= Money and credit data..

If, for example, these sets of economic indicators signal unacceptable risks of inflation over the medium term, the Governing

Council increases interest rates.

Enhancing our input into monetary policy

setting

The regular reviews of the monetary policy strategy ensure

that it remains effective in maintaining price stability. This

involves:
m Assessing how effective the existing strategy is in

influencing inflation expectations; and

Assessing alternative strategies and designing

new strategies as appropriate.

We intend to extend our research and analysis in this area
to be in a position to influence the Eurosystem’s decisions
on how the strategy should evolve. We have identified a
number of areas for additional research. These include
aggregate demand and its components, price and cost
indicators and market conditions. We are also changing
some of our existing processes to make our policy role
more efficient.

Specialising in economic niches

We intend to specialise in economic areas where we
already have distinctive expertise in the Eurosystem and
where we can exploit synergies with our domestic role. We
have identified productivity growth and its impact on
inflation, and foreign direct investment and its long run
impact on the economy, as areas for development of
specific competencies.

Developing strategic relationships

One of the ways we will seek to increase our influence
within the Eurosystem is through the development of
strategic relationships with other national central banks and
the ECB. Our participation in a significant number of
Eurosystem committees and other structures will assist us
in developing these alliances and in identifying issues
where we already have particular expertise.
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The international role of the Central Bank

The Central Bank participates in a large number of European and international bodies, which enables us to both promote
economic and financial co-operation, and to benefit from a global network of data, research and expertise. We will
continue to use this expertise to assist new Member States progress towards European integration.

In Europe, this co-operation is carried out mainly through the EU and the Eurosystem. Internationally, co-ordination of
economic, financial and developmental issues is carried out by a range of institutions, including the IMF, World Bank and
the BIS. We actively participate in all these international bodies.

How is monetary policy implemented?

All monetary policy and exchange rate decisions taken by the Eurosystem are implemented on a common, decentralised,

basis by the twelve national central banks.

The methods which central banks use to implement monetary policy include:
Supplying funds to commercial banks, at the agreed interest rate; and
Taking funds on deposit from commercial banks, at an agreed interest rate.

In the euro area, commercial banks have an ongoing requirement for funds, to meet their needs for lending and borrowing
operations. The national central banks supply funds to commercial banks through weekly repurchase transactions.
Commercial banks submit tenders to borrow a particular sum, at an agreed rate, in return for acceptable collateral.

The ECB decides the amount of funds the Eurosystem will lend through these operations and the interest rate to be charged.
If the bids received exceed the amount the Eurosystem is willing to lend, the bids are met on a pro-rata basis.

The annual value of monetary policy transactions carried out by the Central Bank exceeds €150 billion. This accounts for
a greater proportion of total Eurosystem operations than our size within the euro area, mainly due to the size of the IFSC.
We also manage foreign assets on behalf of the ECB, worth €450 million. The purpose of these assets is to have funds

available to support the euro, if necessary.

We also oversee minimum reserve requirements. This is the
obligation for commercial banks to hold funds on deposit at
the Central Bank, which are used to help steer euro area
money market rates. We aim to ensure that all these

Implementing monetary policy decisions
efficiently and effectively

The Eurosystem conducts monetary policy operations
primarily to influence conditions in the money and credt

markets. We aim to reduce the risks involved in carrying
out these operations which arise through provision and
settlement of funds and acceptance and valuation of
collateral.
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operations match best practice in terms of efficiency. We
intend to conduct a comprehensive assessment of the
systems and structures we use for these operations, and
upgrade our existing risk assessment processes.
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Contributing to the further development
of the Eurosystem operational framework
The Eurosystem operational framework includes the
payment, settlement, collateral management and legal
requirements for carrying out monetary and exchange rate
policy. The framework is under ongoing review to ensure it
remains as effective as possible.

Since the start of EMU, the Central Bank has successfully
influenced changes in the framework (e.g. types of
collateral used) to meet our needs in this area. We aim to
ensure that the structures and practices of the framework
continue to evolve as efficiently as possible. Some of the
initiatives we have identified include influencing new
collateral arrangements, identifying the concerns of
domestic stakeholders and ensuring that these are dealt
with as far as possible.

What is financial stability?

The Central Bank is charged with contributing to financial
stability both in Ireland and in the euro area.

A stable financial system is necessary for:

m Economic growth, as so much activity relies on
funds and services provided by the financial
system; and

m  Monetary policy, which works by banks passing
changes in Eurosystem interest rates onto their
customers.

If banks run into difficulties and cannot make new loans, or
are unable to repay their own borrowings, then other
banks, business and consumers are negatively affected.
Examples of financial crisis in the international economy
show that, when this happens, it can be very costly in terms
of lost growth, economic disruption and business failure.

Continuing to identify and monitor risks
to the stability of the financial system

We know from research and experience that many crises
have their roots in the way in which the economy evolves.
Problems in individual institutions can spread quickly to the
whole financial system and failures in payment and
settlement systems are another source of risk because if
they malfunction they cause cash flow problems.

To enable us to take preventative action where necessary,
we need to have reliable early indicators of any
deterioration in the financial system. We intend to:

m Conduct more local and global research into
episodes of financial sector problems and use the
results to refine our leading indicators of
economic, financial, prudential and settlement
risks to the system;

m Develop our understanding of how developments
in some areas spill over onto others and threaten
the whole system. We will use this analysis to
identify what new actions need to be taken;

m Broaden the use and publication of our analysis, to
encourage more prudent behaviour by financial
system participants; and

m Further develop our dialogue with the financial
sector to identify where potential risks may be
concentrated and what corrective steps may be
needed.

Enhancing our crisis management
procedures

Despite international best efforts to forecast and try to
mitigate financial risks, crises can still occur. On those rare
occasions, it is essential to deal with the damage caused as
quickly as possible. We have developed a domestic crisis
management framework and are also involved in
developing the framework for the EU. We will continue to
review and test these procedures, to ensure that they are
well geared for dealing with any such events.

The Central Bank’s financial stability function is interlinked
with the Financial Services Regulator’s prudential function.
We intend to further develop our combined arrangements
for stress testing, dialogue with financial institutions,
authorisations of financial institutions, free exchange of
information and relevant data, and conducting EU and
Eurosystem business.
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Chairman's Statement

Brian Patterson
The responsibilities and duties of the Financial Regulator continue to widen. Our mandate now  Chairman
covers 9,638 financial service providers and collective investment schemes, across virtually the
whole financial services industry. Since our last report we have taken on additional responsibilities
arising from the implementation of a number of European Directives: Prospectus, Market Abuse,
Insurance Mediation, Distance Marketing of Consumer Financial Services and Financial
Conglomerates, with the Reinsurance Directive due to be implemented in 2006. We are also working
hard preparing for the implementation of the Capital Requirements, Markets in Financial Instruments
and Transparency Directives which will come into operation in early 2007.

At the same time, our duty as a single regulator implies the need for a consistent approach across all
sectors of the financial services industry - something which until now has often been missing. The
development and implementation of the Consumer Protection Code will go a long way to bringing
this about.

This inevitably gives rise to a lot of change. As we go about introducing these changes, we put a lot
of effort into consultation so that, to the greatest possible extent, we can be flexible and there will, at
least, be no surprises. This consultation takes a number of forms:

4 We now have the formally established Consumer and Industry Consultative Panels, whose
role is set out in the 2004 Act. We welcome the setting up of these Consultative Panels and
are always open to their views and constructive criticism.

4 We also consult directly with the various representative bodies who speak for consumers and
the different sectors of the financial services industry.

> We consult with the legislators both here in Ireland and in Brussels and are also represented
on a wide number of international committees whose job it is to work out the detail of
implementation.

> Finally we consult directly with financial institutions, accepting that this necessarily has to be
limited because of the numbers involved.

The structure under which we operate is somewhat unique in international terms:

> It has brought together under one single regulator virtually all parts of the wide-reaching
financial services industry. This recognises the complexity of financial services products, and
the need for a consistent and 'joined-up' approach to regulation.

> It has put the consumer at the heart of regulation, through a stronger and focused consumer
agenda and the continuation of professional safety and solvency regulation - which is itself a
basic consumer protection.

> It has included regulation of the credit unions in a way which recognises its volunteer and
community-based ethos.
4 Our independent Authority serves as a public interest board, to guide our management team

and mediate all of the conflicting interests which inevitably arise in carrying out our mandate.

> Through the over-arching structure of the Central Bank and Financial Services Authority of
Ireland, solvency regulation by the Financial Regulator is linked to the wider need for systemic
stability which is the function of the Central Bank and the European Central Bank.
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Ireland needs an efficient and competitive financial services industry - because it oils the wheels of
the whole economy and is the repository of the country's savings. The industry needs to be
competitive and profitable in order to underpin its stability - something we can easily take for granted.

The financial services industry also competes internationally and is subject to all the rigours of fast-
paced global competition. The international funds industry is now a major employer and contributor
to the Exchequer. While not directly impacting consumers, it is nevertheless of vital importance.
Ireland's reputation as a country with a regulator that is professional and independent, but also open
and friendly, is an important aspect of that industry's competitiveness.

Thanks are due to all those who work tirelessly to support our mandate:

4 Ministers and civil servants, particularly in the Department of Finance.
> Members of the Authority who give of themselves tirelessly and often beyond the call of duty.
> Our management team under our newly appointed Chief Executive, Patrick Neary. A special

word of thanks to our Chief Executive, Liam O'Reilly, who retired earlier this year and to whom
we owe much.

Our dedicated and professional staff.

The Governor and staff of our sister organisation, the Central Bank - without whose support
our task would be considerably more difficult.

Our role is to serve the public interest. It is that principle which guides all of our work and which
motivates all of our people.

{
&M\Mﬁ:}w

Brian Patterson
Chairman
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Recent Developments in Asset Prices and Liquidity in the Context of an Evolving Relationship
by Frank Browne, David Cronin and Edward O’Brien 93

The prices of virtually all asset classes have seen substantial gains over the last two to three years, following on from the more mixed performances
that occurred after the rapid succession of shocks in the early years of this decade. At the same time, liquidity conditions over this entire period
can be broadly characterised as exceptionally easy. This was reflected in strong money growth and low short-term interest rates. This article
examines the relationship between these liquidity conditions and asset price developments. Our graphical and highly tentative results indicate
considerable monetary laxity as proxied by both excess money growth and the gap between the short-run real interest rate and its estimated
equilibrium value (i.e., the natural rate of interest). The graphical evidence suggests that this lax liquidity situation began to impact positively on
asset prices around the end of 2002 and the beginning of 2003. What is especially noteworthy is the escalation of prices across all asset classes
since then. This suggests, subject to more rigorous econometric testing, that abundant liquidity has imparted significant momentum to asset
prices across the board. This description seems to be broadly correct for the three economic regions examined, the US, the euro area and the UK.

The Decline in the Volatility of Output Growth: Its Causes and its Consequences for Financial Stability
by Frank Browne, David Cronin and Bernard Kennedy 111

Over the last four decades or more, the volatility of output growth in six of the G-7 industrialised economies has fallen significantly. In this article,
we illustrate the decline in output growth volatility, review the factors identified in the literature as being behind this fall, and examine the
implications for financial stability. We conclude that a broad confluence of structural, financial and policy factors likely explain this fall-off in
volatility and can be expected to continue to have an ameliorating effect in calming the economy in the face of shocks. Fluctuations in economic
activity have long been recognised as a source of financial instability and so the macroeconomic phenomenon of declining output growth
volatility is likely to be, in its own right, of considerable benefit from this perspective.

Assessing Interest-Rate Risk from the Rate’s Constituent Components by Frank Browne and Mary Everett 123

Any increase in interest rates will have implications for the Irish economy, and more specifically for the stability and soundness of the Irish
financial system. The overall impact of an interest-rate rise will depend on the factors behind the increase. This paper examines some of the likely
causes and consequences of an interest-rate hike. In order to understand how the nominal interest rate might evolve over the short and medium
term, we decompose the nominal interest rate into its constituent components, the most important of these being the equilibrium real rate of
interest. Analysis of various models of the equilibrium real rate of interest for the euro area shows that in the short-run, there does not appear
to be a likelihood of a substantial increase in the nominal interest rate stemming from a significant shift in the underlying equilibrium real rate of
interest, or from the other components of the nominal interest rate. Over the medium-term horizon (chronologically approximately three to
seven years), however it is likely that the euro area economy will revive and will see a much higher equilibrium real rate of interest. A steady
state growth rate of 3 per cent, combined with an inflation rate of about 2 per cent (consistent with the ECB’s inflation objective) and a risk
premium of 1 per cent would add up to an equilibrium mortgage rate of approximately 6 per cent. With the typical variable mortgage rate of
interest being around 3 per cent now (October 2005), an increase in interest rates to this putative equilibrium level would double the repayments
burden. For highly indebted borrowers, this would be an intolerable burden and would almost certainly mean a sharp increase in the ratio of
non-performing loans.

Regulatory Developments in the Capitalisation of Banks: A Financial Stability Perspective
by Caroline Gavin and Rebecca Stuart 139

The ability of the financial system to withstand adverse shocks is a key concern for those charged with responsibility for financial stability. The
banking system, which is at the centre of the financial system, has a number of buffers in place to absorb unexpected losses, one of which is
capital. To strengthen the stability of the international banking system, the Basel Committee on Banking Supervision proposed a framework, the
Basel Accord, introduced in 1988, designed to set capital adequacy rules for banks and thereby strengthen the stability of the international
financial system. This formula was largely successful but developments in the market accentuated certain limitations in the Accord, creating the
necessity for revisions. Basel I, which comes into effect in 2007, has been developed to address these weaknesses. This paper discusses these
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The aim of this paper is to examine the effects of a ‘correction’ in the residential construction sector, whereby the current high level of house
building reverts back towards a more ‘normal’ rate of building. The paper looks at the extent to which the housing sector has grown in Ireland
and its contribution to overall growth in the economy as well as comparing it with European countries. From this it is quite evident that current
rates of house building in Ireland are excessive and will need to fall back towards rates more in line with the underlying or medium-term demand
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Through using the Bank’s econometric models, the consequences of quite a rapid fall in housing output, toward medium-term levels, is examined
over a four-year and two-year horizon. This is modelled as an exogenous shock to housing investment. Overall, the effects of a correction are
found to be significant but could probably be accommodated reasonably well by the economy if other sectors continued to grow and the
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Foreword

| am pleased to present to you our second stand-alone
Financial Stability Report. The central aim of the report
is to analyse and assess the systemic health of the
financial system in Ireland and to point to areas where
risks and vulnerabilities may be present or may
arise.

The report is essentially divided into three
complementary sections: the main commentary, which

provides an analysis of domestic and international economic and financial
developments and highlights potential areas of concern relevant to the Irish
financial system; a special thematic piece on the growth in mortgage
indebtedness; and a number of research articles which provide more in-depth
analysis. The purpose of these articles is to support the conclusions reached
in the main commentary, and to add to knowledge among our stakeholders
about financial stability issues. The diversity of topics addressed in the research
articles highlights the wide-ranging scope of our financial stability mandate.

The publication of this report derives from the Central Bank’s mandates under
both domestic and European law. The Central Bank & Financial Services
Authority of Ireland Act, 2003, requires the Central Bank to contribute to the
overall stability of the Irish financial system, while the mandate of the
European System of Central Banks requires the European Central Bank and
national central banks to contribute to financial stability in the euro area.
While the Central Bank has overall responsibility for financial stability, the
Financial Regulator is responsible for overseeing the prudential health of
individual financial institutions. The Central Bank and Financial Regulator co-
operate fully on matters relating to financial stability. A joint committee, the
Financial Stability Committee (FSC), chaired by the Director General of the
Central Bank and with senior representatives from the Financial Regulator,
oversees financial stability matters. The Financial Stability Report reflects the
extensive input of the FSC.

The overall conclusion of the report is that the Irish banking system continues
to be in a good state of health. Our central expectation, based on our
assessment of the risks facing both the household and non-financial corporate
sectors, as well as the current shock-absorption capacity of the banking
system, is that this current state of health will not be compromised over the
short- to medium-term horizon. There are, as always, risks to the outlook
which could cause the outturn to be somewhat different to this central
expectation.

Where last year’s report focused on the risks arising from strong house price
growth and the possibility of a sudden and unanticipated fall in the level of
house prices accompanied by an increase in the default rate among borrowers
as the key risk facing the banking sector, this year’s report highlights the risks
posed by the growth in indebtedness in Ireland in some detail. This includes
an exploration of the factors that may explain the sustained growth in levels
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of mortgage indebtedness, which has been the main factor behind the rise in
our private-sector debt to GDP ratio to one of the highest ratios in the EU.

As well as the analysis of domestic and international financial developments,
other financial stability issues examined in this report include the operation
of the payments and settlements system, the role of liquidity generally and,
specifically, its links with asset markets, the falling volatility of output growth,
and the move to the new Basel Il framework.

| hope that this comprehensive analysis, which is part of a regular series,
conveys to lenders and borrowers the importance of a stable financial system
and that its key messages may serve as an essential input into decision-making
by all financial market participants and the wider public.

A Hosloy

John Hurley,
Governor
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Summary

Overall Assessment

The Bank’s 2004 Financial Stability Report identified the
risk of an unanticipated and sudden fall in residential
property prices, combined with an increase in the default
rate among mortgage holders, as the risk that posed the
greatest threat to the health of the banking system. A
moderation in house price growth in the meantime
suggests that, while the risk identified in last year’s report
of a sudden fall in prices cannot be dismissed, this risk
may have receded somewhat. However, tentative
evidence suggests that this moderation may not have
persisted. If house price growth were to reaccelerate,
this would increase the risk of a sharp correction in

house prices in the future.

At present, the primary risk is considered to be credit
growth and indebtedness levels. Last year’s report
singled out the speed with which private-sector debt was
accumulating as an especially worrying development.
then, the rate of debt
accelerated, with virtually all categories of bank debt

Since accumulation has
increasing at rapid rates. As a result, Ireland’s debt-to-
income ratios are now close to the top of the European
league.

The stability and health of the Irish banking system
appears generally sound, according to the standard
indicators of financial health such as asset quality,
profitability, solvency, liquidity and credit ratings. The
central expectation, based on an assessment of the risks
facing both the household and corporate sectors, as well
as the current shock absorption capacity of the banking
system, is that the current health of the banking system
leaves it reasonably well placed to withstand pressures
from potential adverse developments in the short to
medium term. However, there are a number of
vulnerabilities, in the medium term, particularly from the

very high rate of credit growth.

This report is an important tool in creating awareness
among all participants in the financial system of the
potential impact of their behaviour on the health of the
system. The Bank continues to monitor and analyse
financial stability issues on an on-going basis. A key
feature of this analysis has been the development of
indicators to aid early identification of emerging stress in
the financial system. The assessment presented in this
report reflects analysis of these indicators, as well as a
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general review of economic and financial pressures.
Stress-testing exercises are also conducted periodically
with domestic credit institutions to inform the risk

assessment.

The Bank engages in on-going dialogue on financial
stability issues with domestic credit institutions in order
to exchange views on the risks to the financial system
and on the strength of the banking system to withstand
these risks. The Bank also continues to develop
procedures to deal with a potential crisis and to facilitate
an orderly resolution, should the stability of the financial
system be threatened.

Economic and Sectoral Summary
Domestic Macroeconomic Outlook

National Accounts data show that the volume of GDP
increased by 4.5 per cent last year, with a corresponding
increase in GNP of 4 per cent. Some deceleration was
observed during the first half of 2005, however, with
preliminary growth rates in GNP and GDP of 3.4 per
cent and 3.1 per cent, respectively. Output growth this
year is being driven to a significant extent by a pick-up
in some components of domestic demand, including
consumer spending and business equipment investment.
By contrast, the external performance of the economy
was very muted during the first half of 2005. This
reflected developments in both merchandise and
services exports, although the weakness in the latter
largely reflected apparently one-off developments in
insurance related transactions. Construction activity is
expected to remain at a high level over the next two
years. However, a much lower contribution to growth is
expected to come from the housing construction sector,
which was a key driver of growth in 2003 and 2004.

GNP growth is currently projected to average around
4%, per cent this year with a broadly similar outturn
expected for 2006. GDP growth is projected to average
around 4, per cent this year, rising to around 4%, per
cent next year. There are, however, some significant
downside risks to these projections arising from both the
external and domestic environment.

Other broad indicators of economic activity remain
generally favourable. The labour market continues to
perform well with particularly strong employment

growth in construction and some parts of the private
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services sector. The unemployment rate is projected to
remain close to 4", per cent in both 2005 and 2006.
Despite continued strong employment growth and the
modest tightening of labour market conditions,
inflationary pressures remain relatively subdued. The
headline HICP figure is expected to average 2", per cent
this year with a modest pick-up to around 2", per cent

in 2006.

Following a rapid expansion between mid-2003 and mid-
2004 (when world growth expanded at its fastest pace
for over three decades), global economic growth lost
some of its momentum in the second half of last year
and in the first six months of 2005. The reduction partly
reflects an inevitable move to a more sustainable — but
still robust — level of activity, following the exceptional
pace of growth in the preceding year. Looking ahead,
global activity is expected to continue to moderate in
the second half of the year. Risks to this outlook are
generally perceived to be on the downside, and are
related to concerns over oil price movements, global
and financial market

imbalances developments.

Furthermore, while the central projection is for
continued robust activity in the remainder of the year, it
has become increasingly apparent that concerns over
these risks — none of which are new — are growing,

increasing the probability of a less favourable outturn.

The Bank'’s central forecast for the economy is for overall
economic growth to remain broadly stable over the next
two years (for instance, GNP growth is currently
projected to average around 4, per cent this year with
a broadly similar outturn expected for 2006). Moreover,
this forecast is accompanied by noteworthy domestic
and international risks to the outlook. These risks are set
out here to increase awareness among financial system
participants and the wider public of where risks could
affect financial stability. It should be stressed that, in
alluding to these risks, the Bank is not predicting that
they will materialise.

At this conjuncture, the risks to the economy are
predominantly from the international environment. The
three most important international risks are considered
to be the prospects for continuing high and volatile oil
prices, large and growing global imbalances and the
associated risk of a sharp movement in exchange rates,
and possible mispricing in international bond and some
other asset markets. A sustained high level of oil prices
could impact negatively on both global and domestic
economic growth and inflation. In addition, Ireland is
exposed to fluctuations in the health of the US economy
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and, in particular, the value of the euro against the dollar.
The possibility of adverse developments in the US
economy leading to a rapidly appreciating euro is a
significant risk to Irish growth and employment
prospects. Finally, there is a risk of a correction in
international bond and some other asset markets, where
possible overpricing and narrowing of spreads reflect an
ongoing search for vyield leading to a possible
understatement of overall risks. Any sharp correction
would have implications for global growth, resulting,
inter alia, in an increase in the cost of borrowing for Irish
households and corporates and thus impinge on growth

and employment.

Apart from these significant international risks, a number
of vulnerabilities exist on the domestic front. The first is
the possibility of a correction in the domestic

construction sector, which is currently producing
housing units apparently well in excess of medium-term
requirements. A lower contribution to economic growth
and employment is expected to come from a gradual
slowdown in the housing construction sector in the next
few years. However, a sharp fall in construction output
cannot be entirely ruled out and, given the size of the
sector in the economy, such an event could have
significant adverse effects on employment and growth. A
second domestic risk, in the medium term, is for further
deterioration in Ireland’s competitiveness, following four
years of decline already. This would leave the economy
at a significant disadvantage relative to our main trading
partners, especially if the deterioration were to continue
alongside a sharply appreciating euro. The result would
be painful adjustment costs through lower future output

and employment.

The threat to financial stability in Ireland comes from the
possible realisation of the above risks, especially if there
were a simultaneous realisation of more than one of
them. Their impact would be felt on unemployment and
growth, with negative effects on the banking sector. Any
significant increase in unemployment, given the rise in
high-debt
households” repayment capacity, especially if interest

household indebtedness, would strain
rates had moved into a tightening cycle. Alongside this
increase in household indebtedness has been rapid
credit growth to the corporate sector, especially for
property-related  lending, leading to increased
vulnerability of the banking sector to growth and

employment risks.

Private-Sector Credit and Indebtedness

Private-sector indebtedness, measured as the value of
private-sector credit to the value of GDP or GNP, is
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growing at historically high rates. The Irish private debt-
to-income (GDP) ratio has grown from 115 per cent in
2003 to 134 per cent by end-2004 and could, if recent
trends persist, be as high as 160 per cent by end-2005.
There is no longer any doubt that the private sector is
highly indebted by international standards and that the
soon match the levels

level of indebtedness will

recorded in Europe’s most indebted economies.

The most worrying aspect of private-sector indebtedness
patterns is the accelerating speed at which debt is
increasing in the context of an already high level of
indebtedness. The rate of increase in the indebtedness
ratio rose by over 16 per cent in 2004 and could
increase by 19 per cent in 2005. This accelerating
growth in the debt ratio is significantly above the record
late-1990s but at that time
economic growth and interestrate trends were much

rates last seen in the
more favourable. This persistent trend upwards in debt
ratios raises concern because the increased level of
private-sector indebtedness is a domestic vulnerability,
which in the event of a domestic or external negative
shock to the

consequences for borrowers and lenders and the wider

Irish economy, could have serious
economy. Moreover, if credit growth does not slow
significantly over the next few years, Ireland’s level of
indebtedness will become even more significant and
possibly an outlier among international comparators.

Private-sector indebtedness continues to increase, and at
an accelerating rate, from already relatively high levels
by international standards. As mentioned previously, this
acceleration is above record levels last seen in the late-
1990s, but at that
significantly higher and interest rates were still trending
household debt
residential

time economic growth was
downwards. The acceleration in

accumulation largely reflects mortgage
growth, which represents around fourfifths of personal
lending. The rate of growth in mortgages remains at
elevated levels. The combination of slowing house price
growth along with expected lower new house
construction levels, expected in the next number of
years, might normally be expected to contribute to a
slowdown in mortgage credit growth, albeit with a lag.
Concerns will remain until evidence of this emerges. The
other major element of household credit — personal
credit for non-housing purposes — is also growing very
quickly. This poses risks for financial stability in the

medium term.

As well as very high rates of residential mortgage lending
growth, commercial property lending has also grown
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significantly. Up to half of the banking system’s
aggregate loan book is now in the broadly-defined
property category. Credit booms in many countries have
passed without causing significant difficulties for their
banking systems but international experience suggests
that persistently high rates of credit growth, mostly
driving property booms, have been important, if not
decisive, factors leading to fragility in the banking
system.

From a system-wide perspective, the investment of a
significant share of the banking system’s assets in this
one, albeit broadly defined, asset class raises some
concerns. The broad nature of property-related lending
provides diversification benefits since all sectors of the
property market may not be closely correlated. The
concern, however, is that the various segments that may
not be correlated in normal times, could, in a serious and
widespread downturn, become correlated. An adverse
shock originating from, or impacting on, the property
institutions

market would affect all domestic credit

simultaneously. This increases financial instability risks.

The rapid accumulation of private-sector debt poses
potential financial stability concerns in the medium term.
These concerns are shared by the IMF. The experience
is that persistently high rates of credit growth have been
an important leading indicator of future fragility in
banking systems. In particular, increasing indebtedness
incurred for asset purchase, possibly reflecting excessive
exuberance by leveraged borrowers, carries inherent
dangers. The more indebted is the private sector, the
more susceptible it is to risk of default if any shocks hit
the economy which impact negatively on employment
and/or incomes. In mitigation of this, it should be noted
that, in the international context, many credit booms
have faded without posing significant difficulties for the
banking system or the wider economy.

Household Sector

The household sector is becoming increasingly indebted,
with the ratio of personal-sector credit to disposable
income estimated to increase to 133 per cent in 2005.
As with private-sector credit growth, a worrying aspect
is the speed at which this indebtedness is increasing: the
estimate of almost 19 per cent in 2005 is a continuation
of a similar record rate of growth in 2004. The largest
component of personalsector credit is residential
mortgage credit (80 per cent share of total) continues to
grow at an exceptional rate (25.7 per cent in the twelve
months to August 2005) and will remain a matter of

concern until some evidence of a slowdown materialises.

Financial Stability Report 2005 9

PUB00020-009



The other major element of household credit — credit for

non-housing purposes — has also experienced
considerable growth in recent quarters, reaching 30 per
cent at the end of 2004 before slowing in the second
quarter of 2005 to 24.9 per cent. Bank lending to the
corporate (non-financial) sector is also growing at a fast
pace, especially to the construction and real estate
in 2004 and

approximately 45 per cent in recent quarters).

sectors (over 40 per cent growth

A further concern is that, while average indebtedness
does not appear to be excessive, this disguises the fact
that a proportion of households and individuals are quite
significantly indebted relative to their incomes. In
particular, some recent newly mortgaged households are
more heavily exposed to the potential for lower income
growth, poorer employment prospects and rising interest
rates. Because of the weight of mortgages in overall
private-sector credit growth and its recent rapid rate of
growth, the Bank has paid particular attention to this area
in this report.

The Growth of Mortgage Indebtedness in Ireland

It is important to identify whether exceptionally fast
mortgage credit growth and increasing mortgage
be

accounted for by changes in fundamental factors. These

indebtedness in Ireland can, to some extent,
factors include income and employment growth, falling
interest rates and demographics. The issue is whether
mortgage credit growth and mortgage indebtedness
have become significantly misaligned from underlying
factors and could therefore be more susceptible to one
or more shocks to the economy or financial system.

The Bank’s number  of

macroeconomic influences — coming from both the

analysis' examines a
demand and supply sides of the loan market — and
assessing if these exogenous influences can largely
“explain” the pattern of mortgage credit growth and the
indebtedness. The
results are tentative and subject to a number of caveats.

associated increase in household
However, they provide some tentative evidence that the
way in which mortgage indebtedness has evolved over
the past couple of decades can, to a significant extent,
be accounted for by demand and supply-side factors

which are both macroeconomic and structural.

On the
exceptional growth in the economy, particularly in the

the demand side, these factors include

last decade; the accompanying pickup in employment
creation to its strong current level; demographic trends,
particularly the increase in the household-formation
cohort of the population and significant net inward
migration; demand for higher loan-to-value ratios,
reflecting the release of earlier pentup mortgage loan
demand from an era of formal and indicative guidelines
on sectoral credit allocation to the now higher financing-
capacity of households and firms in the low interest-rate
environment; lower public-sector indebtedness, which
facilitated easier fiscal conditions and therefore higher
private debt repayments, and the decline in average
inflation over the period, which eased the front loading
of real mortgage repayments and increased entry into
the mortgage market by customers who previously
would have been unable to meet the initial repayment

burden.

On the supply-side of the mortgage loan market,

important  explanatory  factors include financial
liberalisation, the removal of regulations and controls in
credit markets and the reduction in liquidity ratios; the
full integration of the money market in the euro area as
a result of monetary union in 1999, and the entry of
foreign banks. All of these factors contributed to a
greater availability of loan funding, and a reduction in
the cost of funding for banks, which has in turn facilitated
their ability to extend more credit to the private sector.
A further contributing factor is the trend fall in the
volatility of output growth over the business cycle, both
in Ireland and internationally, which could be seen as
contributing to a lower risk of default by borrowers,
insofar as output volatility is a contributor to default risk.?
Lower default risk, in turn, makes it feasible for banks to
undertake further lending. Additional support to lending
growth from the supply side comes from the effect of
product innovation, such as interest-only mortgages,
equity withdrawal products, and longer maturity
mortgages, which have been able to meet the diverging

needs of customers in the loan markets.

The
fundamental

modelling exercise identifies a number of

factors that have been important in
explaining the growth in mortgage credit over the last
twenty years. These factors are fundamental in the sense
of not being subject to any imbalances or misalignments,
which allows the inference that the indebtedness that
has accumulated to date can be justified, and deemed

not to be excessive. This suggests that mortgage market

! This analysis is presented in the article “The Growth in Mortgage Indebtedness in Ireland”, in Part Il of this report.
? The financial stability aspects of falling output growth volatility are explored in more detail in the article “The Decline in the Volatility of Output
Growth — Its Causes and Its Consequences for Financial Stability”, in Part lll of this report.
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developments to date are not a source of systemic
fragility. The modelling of the above factors helps to
explain a significant portion of the change in households’
mortgage indebtedness levels until fairly recently, but
does not imply that there is little cause for concern for
financial stability.

In this regard, there are a number of concerns. Although
developments in these same fundamental factors can
account for the rapid growth in mortgage credit to date,
it appears unlikely that these factors can continue to
improve significantly in the future. For example, it is
unlikely that interest rates, inflation and unemployment
can fall much lower. Furthermore, it appears likely that
incomes will not grow for a prolonged period at similarly
high rates to those experienced over the past decade.
Therefore, mortgage credit trends should reflect the fact
that underlying fundamentals cannot continue to support
the kind of growth rates experienced in recent years and
consequently one would expect the rate of growth of
mortgage credit to be relatively lower in the medium
term. In the shortterm, however, it is expected that
mortgage credit will continue to grow strongly despite
the slowdown in the rate of house price growth as the
volume of house completions and purchases is expected
to remain high. It would be of concern if the high rate
of growth were nevertheless to continue in the medium
term because this would signal a departure from that
justified by fundamental factors.

Another concern is that, even if rapid credit growth

could be accounted for in terms of supposed

fundamentals, there is scope for any of these
fundamental determinants of loan growth to deteriorate
significantly in a short space of time causing problems
for over-indebted households in servicing their debts.
This could arise as a result of factors originating in either
the domestic or international economies. These include,
for example, a fall in incomes or a rise in unemployment,
which would negatively impact on debt affordability, or
a change in net inward migration trends (also likely to
reflect a shock to economic activity) which would
reduce demand for residential property and lead to
lower returns on investment in such property for many
borrowers and possibly lead to higher defaults. There is
also a risk arising from the fact that the mortgage interest
rate is currently at the bottom of the interest-rate cycle
half of its estimated

and only about long-run

equilibrium level.

A further concern relates to the fact that the model
captures an element of house price speculation. This
would seem to suggest that households, in particular,
who are keen to borrow on the strength of their existing
asset base and who have a favourable repayment
capacity, are borrowing increasingly to fund further
property investment. These activities could drive house
prices too high, with the result that they may get out of
line with fundamentals. Mortgage borrowing for
purposes other than the purchase of housing in Ireland
(e.g., the purchase of foreign property or general
household consumption) may introduce new risks and

make financial stability assessment more difficult.

The confluence of an unusual number of demand and
supply influences helps significantly in explaining the
evolution of mortgage indebtedness patterns over two
decades. However, concerns remain from a financial
stability point of view. The primary concern is the risk
that the level of mortgage indebtedness in the economy
could continue to rise significantly and to go beyond that
largely explained by changes in fundamental and
structural factors. Should a decoupling occur between
accelerating mortgage indebtedness and underlying
fundamentals the result could be a build up of greater
the These
vulnerabilities, if realised in the context of a threat to

vulnerabilities  in financial ~ system.
borrowers’ ability to repay, coming from either higher
unemployment or much higher interest rates, could have
important spillover effects not just on the private sector
but also on the banking sector. In addition, given the
extent to which domestic indebtedness relates to
domestic property, that market would also be affected.
This concern is exacerbated by the extent to which the
domestic economy generally has become reliant on the
performance of the construction sector and, in particular,

residential and commercial property construction.’

House Prices

There are clear signs that overall house prices are
the
performance of different market sectors. Second-hand

slowing, although there are differences in
house price growth showed a steady decline since mid-
2003, as the annual rate declined from 11.5 per cent in
August 2004 to 6.1 per cent in August 2005 while new
house price growth also declined but remained
somewhat higher at 7.0 per cent in the twelve months
to August 2005. Annualised rates of growth, based on

figures for the first eight months of 2005, suggest

3 This issue is explored in more detail in the article “The Implications of a Construction Sector Correction” in Part IIl of this report.
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national average house price growth of 6 to 7 per cent
in 2005. The continued increases in housing supply may
in part explain the gradual easing of house price growth;
record housing output was experienced in 2004 for the
tenth successive year, with an estimated 77,000 house
completions.

Residential investors remain an important

property
segment of the market, accounting for 21.1 per cent of
purchases in 2004. Despite this large market share,
research suggests that there was a net reduction in the
number of transactions involving investors in the market
during 2004, which reversed a two-year trend of the
share of investors purchasing properties outweighing the
share selling. The net reduction in investor numbers in
2004 may, in part, reflect the decline in rental income

experienced over the last number of years.

Rents have tended to stabilise recently. The annual
decline of 5 per cent in the second quarter of 2004
recovered somewhat to an annual growth of 2 per cent
in August 2005. Despite the recent pick-up in rental
values, the divergent trends for house prices and rental
values evident in recent years has continued for most of
2005 and,
continued to fall and remain low by historical standards.

as a consequence, rental vyields have
As highlighted in last year’s Financial Stability Report, the
current trend in rents could leave recent investors in the
housing market facing a shortfall in terms of their ability
to cover mortgage repayments with rental income; the
shortfall between rents and mortgage repayments is
more pronounced for recent investors in second-hand
property. Despite this shortfall, it appears unlikely that
existing investors will exit the market, given the current
environment of positive growth in capital values and, for
those in the market for some time, their relatively lower
compared to more recent

mortgage repayments

investors.

The current slowdown in Irish house prices mirrors the
trend seen internationally. In the UK, for example, house
price growth declined significantly over the course of the
last year. While it is too early to say what effect the
slowdown in house price growth will have on these
economies, previous international evidence suggests
that a stabilisation in house prices need not impact
negatively on the health of the economy.

Non-Financial Corporate Sector

The rate of increase in lending by resident credit
institutions to non-financial corporates continued to pick-
up in the first half of 2005 further intensifying the
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rebound in credit growth evident since 2002. This pick-
up is evident across most sectors. Credit growth to
construction and real estate continues apace at just over
45 per cent, slightly above its 2004 level. Commercial
property-related lending is the largest component of
outstanding loans to the non-financial corporate sector
in 2005. However, realised credit risks remain at low
levels. For example, the rate of potentially insolvent
liquidations remains significantly below its long run
average.

There appears to be no substantial short- to medium-
term risks to financial stability arising from the corporate
sector. However, the skewed distribution of debt, with
a disproportionately small number of firms holding the
majority of debt, suggests that this overall assessment
for the corporate sector is dependent on the continuing
health of this small group of large firms. However, the
debt of these companies is likely to have been sourced
from outside the Irish financial system thereby reducing
the financial stability implications for the Irish banking
system somewhat.

Banking Sector

Growth of the domestic banking sector remains high
with no obvious signs that it may slow down in the near
future. The current annual nominal growth rate of Irish
banks’ assets is 24.6 per cent, which is approximately
double the growth rate of the euro area banking system
(11.6 per cent). The health of the banking system
remains generally solid, when measured by asset quality,
profitability, solvency, liquidity and credit ratings of the
Irish banks. Earnings growth has been strong and capital
ratios are generally well in excess of minimum
requirements; total own funds as a percentage of risk
weighted assets average 10.5 per cent, approximately,

compared to a regulatory minimum of 8 per cent.

There are, however, five main concerns with respect to
the outlook for the health of the banking system over
the medium term. First, the rate of credit growth and
indebtedness is exacerbating the vulnerabilities of the
system to a variety of potential shocks, both domestic
and external. Second, the share of the loan book in
property-related sectors continues to increase very
rapidly and now constitutes the greater part of the
outstanding loan book. This suggests a significant and
possibly excessive concentration of the loan book in
property, albeit broadly defined. While the increase in
property-related lending implies a higher fraction of the
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loan book is secured by tangible collateral and may,
therefore, be somewhat less risky than the unsecured
loans for which property lending is substituting, the
concentration of risks in one, albeit broad, sector is a
concern. Third, net interest margins are declining. While
banks are cushioned somewhat from these declining
margins by the current strong rate of lending growth, this
has been at the expense of a possible over-concentration
in property-related lending. In the face of declining
margins, banks may be tempted to seek alternative and
possibly riskier sources of higher-yielding interest and
non-interest sources of income. Fourth, banks are having
to source increasing amounts of funding from non-retail
sources, including international sources. There is a risk
that a country-specific shock to the Irish economy would
constrain the supply and/or raise the price of this funding
sharply. Finally, banks’ provisioning levels are already
low by historical comparison and the adoption of
International Financial Reporting Standards will see these
provisioning levels fall further.

Insurance Sector

The rapid growth of the banking sector over the period
1998 to 2004 (averaging 22.4 per cent per annum) has
been almost matched by that of the insurance sector
(averaging 18.7 per cent per annum). The latest data
suggest that the domestic insurance sector may now be
about one third the size of the group of mortgage-
lending domestic banks. Insurance companies can affect
financial stability mainly through

1. bancassurance groups, where banks own life
insurance companies or vice versa, and

2. the provision of insurance products which are
crucial to the real economy.

The structure of the industry in Ireland suggests that
financial stability risks arising from the insurance sector
are currently very low.

Payments System

The payment and settlement systems in Ireland continue
to operate satisfactorily, suggesting that risks to financial
stability through these systems are very limited. The
overall availability of the TARGET system in 2004 was
99.8 per cent. Availability of the IRIS component of
TARGET was 99.6 per cent in 2004 — which exceeds
ECB requirements — and, in nine months in 2004, was
100 per cent. An elaboration on the financial stability
implications of developments in payments systems is set
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out in a separate article (“Large-Value Payment Systems:
An and Risk
Mitigation”) later in this report.

Introduction to Operation, Design

Conclusions

The Bank’s 2004 Financial Stability Report identified the
risk of an unanticipated and sudden fall in residential
property prices, combined with an increase in the default
rate among mortgage holders, as the risk that posed the
greatest threat to the health of the banking system. A
moderation in house price growth in the meantime
suggests that, while the risk identified in last year’s report
of a sudden fall in prices cannot be dismissed, this risk
may have receded somewhat. However, tentative
evidence suggests that this moderation may not have
persisted. If house price growth were to reaccelerate,
this would increase the risk of a sharp correction in

house prices in the future.

The Bank’s central forecast for the economy is for overall
economic growth to remain stable for the next two years
but this is accompanied by external and domestic
downside risks. The main external risks to the outlook
are uncertain prospects for oil prices, large global
imbalances (and the associated risk of a sharp movement
in exchange rates), as well as possible mispricing in
international bond and some other asset markets. Some
the
construction sector and competitiveness. At present, the

growing domestic vulnerabilities relate to
risks to the economy are predominantly from the
international environment. The possibility exists that the
realisation of these international risks could trigger the
domestic risks and lead to a greater cumulative impact

on economic growth.

The central expectation, based on an assessment of the
risks facing both the household and corporate sectors,
as well as the current shock absorption capacity of the
banking system, is that the current health of the banking
system leaves it reasonably well placed to withstand
pressures from potential adverse developments in the
short to medium term. However, there are a number of
vulnerabilities, in the medium term, particularly that
ensuing from the very high rate of credit growth. The
Bank’s concern in this respect relates to the rapid rate of
accumulation  of  private-sector indebtedness. In
particular, increasing indebtedness incurred for asset
purchase, possibly reflecting excessive exuberance
about prospective returns by leveraged borrowers,

contain inherent dangers for creating fragility in the

Financial Stability Report 2005 13
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banking system. There are many elements of the very
benign economic environment, which has persisted over
the last decade or so and which were important in
driving rapid rates of mortgage growth (such as falling
inflation, interest rates and unemployment, as well as
rapidly rising disposable incomes). These favourable
elements almost certainly cannot be repeated over the
coming years. This, along with the predictable pattern of
amortisation of outstanding mortgage debt, would point
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to a medium-term slowdown in mortgage debt growth.
A failure of mortgage growth to slow in line with these
developments would be a worrying indicator for
financial stability. It should also be borne in mind that
the ability of fundamental factors to account for the rapid
pace of mortgage growth to date does not completely
allay financial stability concerns since these fundamental
factors themselves can be vulnerable to shocks which
could leave many borrowers facing default.
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Summary of the Annual Report of the Financial Regulator 2006

Introduction

This Annual Report outlines how the Irish Financial Services Regulatory Authority (Financial
Regulator) performed its functions and exercised its powers during 2006. It incorporates the
Consumer Director's and Registrar of Credit Unions' Annual Reports to the Authority. It also
incorporates the Annual Reports required under the Unit Trust Act 1990, Consumer Credit Act 1995,
Prospectus Regulations 2005 and Market Abuse Regulations 2005.

The Chairman's statements relating to corporate governance and our system of internal financial
controls, which are required in order to comply with the various legislative codes and regulations, are
contained in Chapter 7 - Corporate Governance.

Members of the Authority and Senior Executives

Martin Moloney Deirdre Purcell  Alan CGray  John Dunne Con Horan Jim Farrell Gerard Danaher

(Secretary) \ \ (Prudential Director)

Brendan Logue Dermot Quigley Brian Patterson Mary O'Dea Patrick Neary Alan Ashe
(Registrar of Credit Unions) (Chairman) (Consumer Director)  (Chief Executive)
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Chalrmanls Statement Brian Patterson

Chairman

Our purpose is to help consumers make informed financial decisions in a safe and fair market; and to
foster sound, dynamic financial institutions in Ireland.

So, what does this mean in practice?

> Consumers need to know that the institution which holds their savings or their life policies,
insures their house or their car, is likely to be solvent and sound. This is the most basic
protection for consumers. It is the focus of our prudential supervision.

> Consumers need to know that there are basic, enforceable standards for transacting business,
which require transparency, ensure suitability and prohibit mis-selling. Our Consumer Code
and our Minimum Competency Requirements for sales staff, ensure that this is the case.

> Consumers make their choices based on impartial, clear information. Our surveys and
publications provide this.

> When consumers exercise choice, this fosters competition - which in turn increases value to
the consumer. So we foster competition between the providers of financial services. We work
constructively with them on competitiveness and innovation.

So, we have placed the consumer at the heart of financial regulation. And in so doing, we respect
the right and ability of consumers to make their own informed choices and decisions, in a market
which is safe and fair.

Ireland also has an important and growing international financial services industry. Here we also work
to foster competitiveness and innovation, recognising that they are central to the industry's ability to
compete in global markets.

We recently published our Strategic Plan for 2007 - 2009. It sets out in clear terms our purpose,
values and goals and explains our regulatory approach. In particular, our principles-led approach to
regulation aims to strike the right balance between under and over regulation - and to encourage
competitiveness and innovation. We place the responsibility clearly with the Boards and
managements of financial institutions to manage their businesses in a responsible and prudent
manner. \We insist on their fitness and probity to fulfil that responsibility. In so doing, we avoid the
excesses of rules-based regulation, which can fail to see the wood for the trees and can suffocate
innovation.

Our Authority is a public interest board. Its members give selflessly of their time, experience and
wisdom, often well beyond the call of duty. We are fortunate to have such a great team, and | thank

them for their commitment.

| also want to thank our Chief Executive, his management team and all our staff for their dedication
and achievements. Our culture reflects their strong ethos of public service.

Thanks are also due to the Governor and staff of the Central Bank for their continued support.
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| want to thank too the Minister for Finance, his officials and the various Government Departments
and State Agencies who have worked with us throughout the year.

Our Consultative Consumer and Industry Panels play an important role in our accountability
framework. Both Panels have made constructive suggestions to us during the year, many of which
have been readily adopted or built into our planning. We value their commitment and expertise and
we thank the members of both panels for their continuing input. We also thank all the representative
bodies with whom we engage as we go about our work.

Finally | want to thank the consumers of financial services who place their trust in us to look after their
interests. It is a trust we intend not to betray.

Our guiding light is the public interest. Itis the value we strive to live.

{
ﬁgﬂa&xx@ﬂ&rﬁﬁw

Brian Patterson
Chairman
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Strategic Plan 2007-2009

© Irish Financial Services Regulatory Authority.
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Financial Regulator 2006 at a glance

Investment Services

Credit Unions

PUS

18

Advising on EU Directives and Irish legislation

Notice on the Implementation of the Capital Requirements Directive for banks
Requirements for management of liquidity risk
Additional capital required for high loan-to-value mortgages

Full solvency regime for reinsurance companies introduced
Revised supervisory regime for captive insurers

Insurance Statistical Review 2005

Private Motor Insurance Statistics 2003 and 2004

Notice on the Implementation of the Capital Requirements Directive for Investment Firms

Revised prudential handbooks for Investment & Stockbroking firms and Authorised
Advisors and Restricted Intermediaries

Prospectus Rules and Market Abuse Rules

Rollout of web-based Prudential Return completed

Guidance Note on Investments by Credit Unions issued

Credit Union Newsletter (RCU News ) published

Longer term lending limits reviewed

Approval for provision of mortgage services by credit unions streamlined

Annual Report 2005 and Strategic Plan 2007-2009

Industry Funding Regulations and Guide to Funding Levy 2006
Regulatory Connection - 4 issues

Settlement of Administrative Sanctions cases
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Advising on EU and Irish Legislation

Capital Requirements Regulations
Asset Covered Societies Act 2007
Building Societies Act 2006

Reinsurance Regulations
Draft Directive for Solvency I

Draft Directive for Markets in Financial Instruments

Draft Directives for Markets in Financial Instruments and
Transparency.

CESR Report on CESR Members' Powers under the
Market Abuse Directive and its Implementing Measures.
CESR Report on CESR Members' Powers under the
Prospectus Directive and its Implementing Measures.

Amendments to Credit Union legislation.

Directive on the prevention of the use of the financial
system for the purpose of money laundering and terrorist
financing

Activities / Key Statistics

1,589 returns analysed
60 inspections and review meetings

510 (Life and Non-Life) returns analysed
199 inspections and review meetings

2,679 returns analysed
55,676 funds returns analysed
167 inspections and review meetings

16 market abuse enquiries initiated
2,687 prospectuses approved

289 inspections/visits undertaken
Over 1,500 returns analysed

96% funding levy collected by end December
Recommendations of Competition Authority Banking and
Insurance reports progressed
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Values of the Central Bank and Financial
Services Authority of Ireland

In fulfilling our purpose, we make six core commitments, that:

We attach primacy to the public interest.

We act in the best interests of consumers of financial services.

We foster an internationally competitive and successful financial services industry.
We work with integrity and transparency.

We operate efficiently and effectively.

O WS W N =

We respect and value each other as colleagues.

WE ATTACH PRIMACY TO THE PUBLIC INTEREST

We work to provide a stable, attractive, fair business environment by making sound, prudent decisions in the public interest.
We promote a sound economic and financial environment, directing our work towards achieving price stability.

We manage the official external reserves to the country's best advantage.

We view all matters in our domain as linked and interdependent.

We are good 'corporate citizens'.

WE ACT IN THE BEST INTERESTS OF CONSUMERS OF FINANCIAL SERVICES

Our decisions are made in the best interests of consumers.

We are accessible and have clear & open channels of communications.

We facilitate consumers in getting redress on financial matters.

Our policies, systems and behaviour are consumer-friendly.

We take the initiative in informing and educating all relevant parties, and we are responsive to them.
\We promote transparency in the provision of financial services.

WE FOSTER AN INTERNATIONALLY COMPETITIVE AND SUCCESSFUL FINANCIAL SERVICES INDUSTRY

We design and operate a regulatory regime conducive to an internationally competitive financial services industry and one that is
profitable and growing in both the domestic sector and the international sector based in Ireland.

We seek to be well informed about the needs and concerns of financial institutions through regular consultation and research.

We provide world-class service to financial institutions in all our dealings with them.

We work to ensure a safe and reliable payments system including production, circulation and use of high quality banknotes and coins.
We strive to fulfil our statutory roles thoroughly and at the minimum necessary cost.

WE WORK WITH INTEGRITY AND TRANSPARENCY

Integrity, impartiality and thorough professionalism characterise everything we do and say.

We have transparent, comprehensive, and proactive systems of accountability and external reporting.
We meet all requests for information within the constraints of the law.

WE OPERATE EFFICIENTLY AND EFFECTIVELY

We are responsive and dynamic in our approach to our constantly changing environment and strive for continuous improvement.
\We seek to develop and execute our strategies successfully.

We review performance regularly and learn from experience, measuring ourselves against best international standards.

We embrace a performance culture and recognise achievement.

We make efficient use of resources and provide value for money.

Co-operation and teamwork is the norm across the organisation.

WE RESPECT AND VALUE EACH OTHER AS COLLEAGUES

Our human resource policies and practices are fair and transparent.

We have effective systems of communications and consultation.

Training and development opportunities are available to all.

We trust each other to act responsibly and with commitment.

Our reward and recognition systems are fair and competitive.

We recognise the need to maintain a reasonable balance between work demands and family life.
\We maintain a safe and healthy work environment.
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Annual Report of the Financial Regulator 2006

Chalrma_nls Statement Brian Patterson

Chairman

Our purpose is to help consumers make informed financial decisions in a safe and fair market; and to
foster sound, dynamic financial institutions in Ireland.

So, what does this mean in practice?

> Consumers need to know that the institution which holds their savings or their life policies,
insures their house or their car, is likely to be solvent and sound. This is the most basic
protection for consumers. It is the focus of our prudential supervision.

> Consumers need to know that there are basic, enforceable standards for transacting business,
which require transparency, ensure suitability and prohibit mis-selling. Our Consumer Code
and our Minimum Competency Requirements for sales staff, ensure that this is the case.

> Consumers make their choices based on impartial, clear information. Our surveys and
publications provide this.

> When consumers exercise choice, this fosters competition - which in turn increases value to
the consumer. So we foster competition between the providers of financial services. \We work
constructively with them on competitiveness and innovation.

So, we have placed the consumer at the heart of financial regulation. And in so doing, we respect
the right and ability of consumers to make their own informed choices and decisions, in a market
which is safe and fair.

Ireland also has an important and growing international financial services industry. Here we also work
to foster competitiveness and innovation, recognising that they are central to the industry's ability to
compete in global markets.

We recently published our Strategic Plan for 2007 - 2009. It sets out in clear terms our purpose,
values and goals and explains our regulatory approach. In particular, our principles-led approach to
regulation aims to strike the right balance between under and over regulation - and to encourage
competitiveness and innovation. We place the responsibility clearly with the Boards and
managements of financial institutions to manage their businesses in a responsible and prudent
manner. We insist on their fitness and probity to fulfil that responsibility. In so doing, we avoid the
excesses of rules-based regulation, which can fail to see the wood for the trees and can suffocate
innovation.

Our Authority is a public interest board. Its members give selflessly of their time, experience and
wisdom, often well beyond the call of duty. We are fortunate to have such a great team, and | thank

them for their commitment.

| also want to thank our Chief Executive, his management team and all our staff for their dedication
and achievements. Our culture reflects their strong ethos of public service.

Thanks are also due to the Governor and staff of the Central Bank for their continued support.
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Effective Regulation, Fostering Innovation,
Competitiveness and Competition in the
Financial Services Industry

Mitigating Risk through Compliance

A principles-led approach to regulation is the right model for Ireland. It means that the responsibility for the
proper management and control of a financial service provider, and the integrity of its systems, rests with
its board of directors and its senior management. This approach focuses on outcomes, is robust and
internationally credible. It both allows and requires financial service providers to manage themselves. This
vital work is overseen by the Prudential Director. Financial service providers must have systems and policies
in place to mitigate risk and monitor compliance with their internal policies. Our role involves oversight of
the quality of the institution's corporate governance, including risk management and internal control
systems.

We fully expect boards and senior management of all financial service providers operating in Ireland to
adopt ethical behaviour and transparency in business dealings as key values. We do not examine each
transaction or contract entered into by institutions to test compliance. Neither do we seek to interfere with
the design of financial products. \We expect all financial service providers, whether engaged in international
or domestic activities, to comply with best practice. Where a financial service provider does not fulfil these
reasonable expectations we have a number of enforcement measures available to us, culminating in
administrative sanctions. | am satisfied that the majority of financial service providers operate to a high
standard. This is borne out by the very small number of cases that required such actions in 2006.

Better Regulation

We strive for a regulatory system that is robust, is internationally credible and that allows financial service
providers the freedom to run their businesses properly. We want to implement European regulation in a
manner consistent with this approach. However, in keeping with this form of implementation, we must be
able to depend on industry to honour the obligations and commitment that this model of supervision
demands. We are committed to ensuring that our regulatory requirements do not become a barrier to
competitiveness and innovation. \We apply the Government's 'Better Regulation' principles and are active
members of the Taoiseach's Better Regulation Group.

In accordance with the 'Better Regulation' principle of transparency, we consult publicly before introducing
a new regulation. The Consultative Consumer and Industry Panels provide an important mechanism for
ensuring that the consultation process with stakeholders is effective and efficient. Both Panels were invited
to make a number of valuable submissions to us on a
range of regulatory proposals, including our Strategic
Plan for 2007-2009 and provided us with comments on
our draft statement of income and expenditure. 2006 has
been a year of further development in our constructive
relationships with the two Consultative Panels.

Pictured at the Insurance Institute Industry Leaders Conference
with the Chief Executive Patrick Neary who spoke at the event
are (I-r) Michael Brennan, President, The Insurance Institute of
Ireland; Mary Fulton, Partner, Deloitte; and Cormac McCarthy,
Group Chief Executive Officer, Ulster Bank Group.
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Table 1.7 - Principles we expect financial service providers to abide by

We expect financial service providers to:

1. Conduct their functions in a transparent and accountable manner;

Act with prudence and integrity and in the best interests of their customers at all times;
Maintain at all times sufficient financial resources to meet all their commitments;

Have in place sound corporate governance procedures;

U

Have oversight and reporting systems that allow the board and management to monitor

and control all operations;

6. Have in place internal controls that are adequate for the nature, scale and complexity of
their operations;

7. Have risk management policies and risk control systems appropriate to the nature, scale
and complexity of their operations;

8. Comply with any regulatory rules set down by the Financial Regulator in relation to, for
example, solvency and capital adequacy, liquidity, segregation of client funds, consumer
protection codes; and

9.  Produce accurate, complete and timely information, when required.

In order to assist financial service providers to become aware of their legal obligations and to clarify
what we mean by 'principles led" we issued a number of regulatory rules and guidance notes during
2006. The Consumer Protection Code and the Minimum Competency Requirements were published
in July 2006. In addition, rules relevant to banks, investment firms and collective investment schemes
were issued. A full list of regulatory rules and notices issued is provided in Appendix 2. Appendix 3
provides a list of guidance notes issued.

Administrative Sanctions

Our 'principles led' approach to regulation also means that it is a matter for each financial service
provider to determine for itself how best to abide by regulatory requirements. Proactive compliance
with legislation, codes and supervisory requirements is our preferred approach. Where issues arise
our goal is to resolve them to the benefit of consumers speedily and efficiently. In setting out our
philosophy on the use of administrative sanctions, we have stated that major factors which we will
consider before we decide to pursue a sanctions case are:

> The nature and seriousness of the contravention;

> The conduct of the financial service provider after it came to light;

> The previous compliance record of the financial service provider; and
> The availability of other appropriate regulatory actions.

Where the need arises, however, we will not hesitate to use all the sanctioning powers available
to us.

Our Administrative Sanctions Procedure permits a settlement agreement to be reached between a
financial service provider or individual and us. Where we have reasonable grounds to suspect that a
financial service provider has committed a breach or an individual has participated in such a breach,
the agreement must be in writing and is binding on us and on the parties involved.
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On the establishment of the Financial Regulator on 1 May 2003, we were set with a dual challenge:

To help consumers make informed and responsible decisions on their financial affairs in a safe and
fair market, and

To foster sound and solvent financial institutions which gives depositors and other consumers of
financial products confidence that their deposits and investments are safe.

I believe that, since our establishment, we have managed to meet both of these challenges while still
maintaining high prudential standards. Five years on, we have, and continue to, put consumers of
financial services at the heart of what we do through direct consumer protection initiatives, providing
accessible information for consumers and promoting a safe and sound financial system. In all our
work to date, we have shown that this can be done in a cohesive and complementary manner. The
recent market turbulence and its impact on a number of notable international entities already
illustrates how prudential supervision and consumer protection are inextricably linked. Where we
have had to make hard decisions, they are always made in the public interest.

There have been many successes during the last five years, which are outlined throughout this
report. It has been a great privilege for me to be involved in creating and embedding the new
institutional arrangements for financial regulation in Ireland, not just at the initial stages but also with
the many additional functions given to us since our establishment. In this demanding but exciting
experience, it has been a particular privilege to enjoy the wisdom and support of the Governor of the
Central Bank and Financial Services Authority of Ireland, John Hurley. We value our links with the
Central Bank - through the cohesive structure of the Central Bank and Financial Services Authority of
Ireland - and this relationship is especially important for ongoing vigilance on financial stability.

We have managed all aspects of our work through the development of a strategic planning approach
- an approach which | strongly affirm. In each of the years since our establishment, we have
published a Strategic Plan, grounded in our six core values to serve the public interest. The Strategic
Plan clearly sets out where we intend to focus our efforts in an open, transparent and measurable way
but is flexible enough to take account of any surprise or unexpected events. All our stakeholders are
consulted during the planning process.

None of the achievements of the Financial Regulator over the last five years could have been possible
without the commitment and support of all those who have supported our mandate:
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© The Minister for Finance, his officials and the various Government Departments and State
Agencies;

* Fellow members of the Authority who have contributed so much in terms of time, effort and
experience;

© The Chief Executive, his management team and all staff of the Financial Regulator for their
continued dedication, support and professionalism toward the achievement of our mandate;

© The Governor, Director General, management and staff of the Central Bank, and

+ The Chairmen and members of both the Consultative Consumer and Industry Panels as well as
the executives of all representative bodies with whom we engage.

Finally, I wish my successor every success as the organisation moves on from its establishment phase.
The new Chair will take on this role with the assurance of strong, ethical and professional support

from management and staff dedicated to the public interest and confident of the support of everyone

working in financial services in this country.

{
&M\Mfaw

Brian Patterson
Chairman
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Chief Executive's Report “

We were established as a single regulator for all financial services in Ireland to put consumer interests

at the heart of financial regulation. It is with great satisfaction that | can report that, five years on, we
have made significant strides in delivering on our mandate both to protect consumers by helping
them to make informed financial decisions in a safe and fair market and also to foster sound and

dynamic financial institutions.

So, how successful have we been in delivering on these objectives since our establishment? | believe
that we now have a first-class regulatory system that provides an integrated and consistent approach

to consumer protection and prudential supervision across all sectors of the financial services industry.

*  We have built today's regulator from the expertise developed over many years in the Central
Bank, the Department of Enterprise Trade and Employment, the Office of the Director of
Consumer Affairs and the Registrar of Friendly Societies in the areas of prudential supervision
and consumer protection and have successfully brought together and enhanced these
regulatory systems;

*  We have articulated and embedded our principles-led and risk-based approach to regulation, in
line with the Government's Better Regulation principles. With this approach, responsibility for
the proper management and control of a financial service provider and the integrity of its systems
now rests squarely with its board of directors and senior management. Ethical behaviour in all
business dealings is a feature we expect to see in all financial service providers under our
regulation. Our prudential activities underpin this approach;

e The new Consumer Division was established with two particular aims. First, to provide impartial
user-friendly information on financial products, which helps consumers make informed choices
in terms of the products they choose, the amount of risk they take on and the cost of financial
products. Second, to ensure that the market for financial products is safe and fair. This has
resulted in the development and implementation of the Consumer Protection Code which
provides for a level playing field for almost all financial service providers in how they deal with
their customers;

* We are one of a small number of regulators internationally who commit to developing our
mandates in a strategic, business like way. We now publish a three-year rolling plan, which
clearly sets out our strategies and actions in a transparent and measurable way. Our latest
Strategic Plan covers the period 2008 - 2010;
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Patrick Neary
Chief Executive
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* Over the past five years, we have taken on significant additional regulatory responsibilities, in
particular those arising from new EU directives in the markets, capital requirements, reinsurance,

funds and investment management areas;

*  We have tailored our regulatory approach to accommodate the special character of the credit

union sector, recognising its volunteer and community-based dimension;

*  We have developed an administrative sanctions process, under the powers given to us in the
Central Bank and Financial Services Authority of Ireland Act 2004;

*  Throughout this time, we have invested heavily on building relationships, at home and abroad,
working with our key stakeholders for our mutual outcomes, including the Consultative

Consumer and Industry Panels and relevant Government Departments, and

e Over the period, we have operated with maximum transparency through the publication of our
annual reports and our rolling strategic plans, our attendance at Dail committees, the
introduction of our Stakeholder Protocol and through our websites.

2007 - The Year in Review

As we look back on 2007, the year could be seen as something of a watershed in our short history
being marked by a number of significant regulatory developments including the full implementation
of the Consumer Protection Code, the implementation of the Markets in Financial Instruments
Directive (MiFID) and the other markets directives, the application of the Capital Requirements
Directive to credit institutions, continued work to prepare for the Solvency Il Directive for insurance
companies, the process for the regulation of reinsurance business and new initiatives relating to the
lending policies of credit unions. These and our many other achievements are expanded on in the
following chapters of this report. Of particular interest will be the various regulatory actions taken
across the organisation during the year, which can be summarised in the table below. Many of these
will be expanded on throughout the report.
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m There were significant tax incentives for property investment. These included mortgage interest tax
relief and a large number of property-based tax incentive schemes. Relatively low personal tax rates
(at 20 and 41 percent) also encouraged property acquisition; and

m The ready availability of credit, facilitated by a range of financial liberalisation measures during the
1980s and 1990s, encouraged borrowing. Product innovation also contributed through interest only
mortgages, 100 percent mortgages, equity withdrawal, re-mortgaging and mortgages with longer
terms (up to 35 years in some cases).

It should be noted that prior to the second phase of the financial crisis occurring in September 2008,
most economic commentators were forecasting that economic growth would continue, albeit at a more
moderate level. For example:

m In early 2007, the EU' stated that the Irish economy was expected to continue growing at a high
rate of around 5 percent in 2007 and to decelerate to 4 percent in 2008. While the report suggested
that robust growth would continue over the short-term, it stated that risks to this outlook persisted.
In particular, the high reliance on recent output and employment growth in the construction sector,
coupled with the significant increases in household indebtedness, were noteworthy risks over the
medium-term; and

®m In the summer of 2007, the ESRI'" stated that it was becoming clear that 2006 would represent a
peak in terms of the recent experience of economic growth. They forecast that the slowdown would
be moderate, with GNP growing by 4.8 percent in 2007 and 3.7 percent in 2008.

Actions Taken by Financial Regulator to Address Emerging Risks

We were acutely aware of the increasing risks facing the financial sector. This was specifically recognised
in our 2006 Strategic Plan' where we highlighted the growth in credit and the increased level of
indebtedness in a low interest rate environment as the major domestic risk factors. The global imbalances,
the uncertain outlook for world economic activity, the evolution of oil prices and the dollar were also
identified as the major international risks. In light of these concerns, we took a number of strategic
actions aimed at maintaining the soundness and safety of credit institutions against the background of
growing exposure to funding in the wholesale markets and strong increases in lending for property, even
though some commentators, as stated above, were still predicting continued economic growth. These
actions included:

Prudential Actions

m  New requirements for credit loss provisioning, including requirements for credit risk management
were introduced in October 2005. The purpose of these requirements was to ensure that credit
institutions managed their credit risk appropriately and that appropriate levels of provisions were
made for impairments and uncollectable amounts written off. The rules included not only qualitative
requirements on credit risk management and impairment provisioning, but also quantitative criteria
and reporting guidelines for impairment provisioning.

10 EU (2007) Economic Forecast, Spring, page 59.
11 ESRI (2007) Quarterly Economic Commentary. w ww.esri.ie/news_events/press_releases_archive/2007.
12 Financial Regulator (2005) Strategic Plan 2006, page 5.
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m  With the increasing prevalence of high Loan to Value (LTV) mortgages, including 100 percent
mortgages which were first launched in Ireland in 2005, we introduced more onerous capital
requirements in advance of the Capital Requirements Directive coming into effect. From 1 May 2006,
the risk weighting of Irish residential mortgages was amended. Mortgages with an LTV ratio in excess
of 80 percent now required a 100 percent risk weighting for the portion of the loan that exceeded
the 80 percent threshold. Before this development a 50 percent risk weight applied. This resulted in
credit institutions having to set aside additional capital in respect of these loans.

New liquidity requirements were introduced in June 2006 (becoming effective July 2007, before
the start of the international crisis) based on a maturity mismatch approach. This resulted in credit
institutions being required to analyse their cash flows under various headings and to allocate them
into pre-determined time bands depending when cash was due to be paid in or out.

The EU Capital Requirements Directive, which was implemented on 1 January 2007 and became fully
effective on 1 January 2008, introduced a new capital adequacy regime for banks. The Directive gives
supervisors some flexibility through national discretions to tailor the capital requirements to reflect their
national circumstances. We used these discretions to introduce a more stringent capital regime than the
Directive, aimed at supporting the measures already introduced here in respect of property transactions.
This was designed to counter the growing exposure of Irish banks to that sector, as follows':

*  Where a credit institution had retail owner occupied residential exposures with an LTV ratio of
greater than 75 percent it was required to apply a risk weight of 75 per cent to the part of the
exposure exceeding the 75 per cent LTV ratio. The Directive provides for a possible 35 per cent
risk weight;

*  The risk weighting imposed by us for exposures to properties that are not occupied by borrowers
ranges from 75 per cent, for retail exposures, to 100 per cent for non-retail exposures. The
Directive provides for a possible 35 per cent risk weight. The Directive also provided discretion to
allow a 50 percent risk weighting to exposures secured on commercial real estate. We did not
take up this discretion and a full weighting of 100 percent applies. Table 1 sets out these changes
in requirement and compares our implementation with that mandated in the Directive; and

Table 1 - Restrictions of Residential Loan/Value Ratios

2006 2007 and 2008
1. Minimum Risk Weighting of 50% 35%
residential mortgages in EU directives
2. Risk Weighting of residential Residential mortgages that exceed 80 35%-100%"*
mortgages imposed on Financial percent LTV attracted risk weighs of
Institutions in Ireland 100% for portion of mortgage in excess
of 80% at inception of loan

PUB01B01-P

13 With effect from January 2008 we introduced Interim Capital Requirements, linked to the Basel 1 framework, in order to restrict

any possible capital releases pending completion of the CRD (‘Basel 2°) Supervisory Review and Evaluation Process. In the case of
banks which use the CRD Internal Ratings Based Approach and for which we are the consolidated supervisor, we have introduced
capital floors super-equivalent to the CRD.

14 We decided not to avail of an option under the CRD to risk weight all residential mortgages at 35%. Under our implementation

of the CRD, loans with a LTV not higher than 75% attract a 35% risk weight. The amount of a loan above 75% LTV attract a risk
weight of 75% if the exposure is classified a retail exposure under the CRD or a 100% risk weight if not. Residential mortgages on
properties that are not owner-occupied (e.g. residential investment properties) attract a risk weight of 75% if exposure is classified
as retail under the CRD or 100% risk weight if not.
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The Directive allowed us to decide that exposures, associated with particularly high risks such as
investments in venture capital firms and private equity investments, be assigned a risk weight of
150 percent. We applied this discretion to speculative commercial real estate, as we determined
it to be a high-risk category. We were the only regulator in the EU to use this provision in relation
to commercial real estate. Table 2 below sets the changes in requirements, together with our
implementation and that of other EU regulators.

Table 2 - Capital Requirement Level Required on Speculative Commercial Real Estate

2006 2007 and 2008
1. Minimum capital requirements as 100% 50%-100%"°
specified in EU directives
2. Minimum capital requirements 100% 100%
imposed on credit institutions in Ireland
3. Discretion to apply increased capital 100% 150%'®
requirements
4. Capital Requirements imposed by 100% 150%
Ireland
5. Application of above requirements in 100% 50%-100 %
other EU Member States . : .
In relation to the use of 150% risk weight,
while other member states may have
availed of this discretion for other types of
exposure we are not aware that any did so
in respect of speculative real estate.

Consumer Actions

m  The Consumer Protection Code introduced by the Financial Regulator became effective in July 2007.
One of the key objectives of the code is to address aggressive lending by financial institutions in the
face of increasing levels of personal debt being taken on. The Code is designed, not only to protect
consumers, but also to clearly set out the standards we expect financial institutions to meet when
dealing with consumers. The measures included:

Institutions must act fairly and in the best interests of their customer;

The obligation to obtain sufficient information about the applicant to be in a position to provide
the most suitable product;

The obligation on a mortgage provider to have sight of an original valuation before the drawdown
of funds;

The prohibition on offers of pre-approved credit facilities;

In relation to lending, the Code requires that an institution must ensure that, at the time a loan is
approved, the borrower is in a position to make the required repayments;

15 Under the Standardised Approach of the CRD exposures fully secured by commercial real estate carry a risk weight of 100 percent
with a national discretion available to apply a lower risk weight if certain criteria are met.

16 The CRD provided an option to risk weight certain high-risk exposures at 150% and the Financial Requlator applied this to
speculative commercial real estate.
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* All'loans offered to customers must be suitable for the individual customer — this would include
an assessment of affordability. Furthermore, the institution must be able to demonstrate after
the event that the loan it offered was, in fact, suitable at that time on the basis of the borrower’s
circumstances;

o Offers to consolidate several loans into one must contain information on the extra cost involved;
e Offering pre-approved unsolicited credit is banned; and

* Unsolicited increases in credit card limits are also banned.

®m Since the Financial Regulator was established in 2003, debt has been, and continues to be, the focus
of many of our consumer campaigns. Consumers have been advised to examine if they can afford
to borrow, to make sure that they consider all options, to assess the overall cost of debt and take
measures to reduce debt. In 2006 we intensified this campaign by:

° Publishing a new guide to Mortgages (February 2006);
* Warning of the risks and the cost of re-mortgaging (March 2006),
e Warnings on the risks of equity release; and

e Urging consumers to pay off the debts with their matured Special Saving Incentive Accounts (May
2006).

International Commentary

The actions described above were commended by the OECD' as recently as April 2008, where it
stated that we “had clearly identified strong credit growth and rising indebtedness as major systemic
vulnerabilities.” The OECD referred, in particular, to the implementation of a new Consumer Protection
Code, which limits the scope for predatory lending practices, and the introduction of a forward-looking
liquidity regime just before the international financial market turmoil struck. The regulatory action to
reduce risks by increasing the risk-weighting for high loan-to-value mortgages for owner-occupiers and
speculative commercial real estate lending was also praised.

Actions Taken by Government to Restore Financial Stability in Ireland

The actions referred to above and taken on both the Prudential and Consumer fronts were framed against
the background of international and domestic economic forecasts which grossly underestimated the scale
and rapidity of the downturn in the international and domestic economic environment. Therefore the
actions taken were not sufficient to head off the domestic financial crisis that arose. While more robust
actions might have mitigated the impact of the crisis in Ireland it is unlikely that any action, however severe,
taken by the Financial Regulator in isolation would have substantially reduced the scale of the problems.

Few, if any, foresaw the immense scale of the financial crisis that was precipitated by the failure/serious
difficulties of US financial institutions: Bear Stearns (March 2008), Freddie Mac, Fannie Mae and Lehman
Brothers (September 2008). These resulted in the collapse of bond and loan markets and the cost of
unsecured ‘overnight interbank borrowing’ dramatically increased.'® Even though we had implemented

17 OECD (2008) OECD Economic Surveys, Ireland, April, page 13.

18 Furceri, D. and Mourougane, A, (2009), “Financial Crises: Past lessons and Policy Implications”, OECD Economics Department
Working Paper number 668, page 7.
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measures to modernise liquidity risk management, banks found it increasingly difficult to source funding.
In order to bring stability to the financial system, the Government has taken four major initiatives to
address the impact that the international financial crisis has had in Ireland:

®m In September 2008, the deposits of the seven major banks were guaranteed, including covered
bonds, senior debt, and dated subordinated debt;

® In January 2009, Anglo Irish Bank was taken into public ownership;

m In February 2009, the Government agreed to inject Core Tier 1 capital into Allied Irish Bank and Bank
of Ireland. In May 2009 it also agreed to inject capital into Anglo Irish Bank; and

m In April 2009, it was announced that a National Asset Management Agency (NAMA) is to be
established to address the issue of asset quality in the banking system.

The Government has also announced that the role of the Central Bank of Ireland will be reformed to place it
at the centre of financial supervision and financial stability oversight. This will result in the full integration of
the prudential supervision of individual financial institutions with that of the financial system as a whole.

Regulatory Reform

Since the onset of the crisis in 2007, the international financial community has been developing
proposals to improve the regulatory system. In this regard, developments at EU level are the most
appropriate to Ireland. The initial response by the EU to the adverse credit development in late 2007
focused on how transparency in the market, risk management by firms and prudential rules could be
improved. In this regard, a number of refinements have been proposed by the European Commission
to the Capital Requirements Directive (CRD). These include changes in respect of large exposures, cross
border supervision, crisis management arrangements, hybrid capital and risk management for securitised
products. However, the principal response to the financial crisis was published earlier this year and is
currently under consideration at EU level. The de Larosiere report'® recommends:

Better identification of systemic risks across the system;
Closer supervision on an EU-wide basis;

Stronger capital requirements;

Supervision of credit rating agencies;

Amendment of accounting rules;

Clear rules and enforcement powers;

Better compensation mechanisms; and

Better crisis resolution mechanisms.

The recommendations were endorsed by the EU Commission in its communication to the Spring European
Council (Heads of State) of March 2009. Discussions in the EU Council (Heads of State), Ecofin (Economic
and Finance Ministers) and the European Parliament, as well as a public consultation, have demonstrated
a broad consensus about the need for reform and the objectives to be achieved in line with the de
Larosiére Group’s recommendations and the EU Commission’s proposals for its follow up. More details
on the recommendations of de Larosiére Group are included in Table 3.

19 De Larosiére and others (2009) “EU High Level Group on Financial Supervision in the EU”, pages 13-37.
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Table 3 - Principal recommendations of the de Larosiére report on Financial Supervision

B A fundamental review of the Basel Il rules, with a view to gradually increasing minimum capital requirements,
encouraging capital buffers and tightening liquidity management.

B A common definition of regulatory capital should be adopted.

B Credit Rating Agencies should be supervised and the use of ratings in financial regulations should be significantly
reduced over time.

B Accounting rules (such as the mark-to-market principle) need to be examined so that they do not promote pro-
cyclical behaviour or discourage long-term investment.

B The Solvency Il Directive should be adopted for insurance undertakings.

B Supervisors in all Member States must have sufficient powers, including sanctions, to ensure the compliance of
financial institutions with the applicable rules.

B |t is necessary to extend regulation to all firms or entities (such as hedge funds) conducting financial activities
of a potentially systemic nature, even if they have no direct dealings with the public at large.

B Over-the-counter derivatives should be simplified and standardised. At least one well-capitalised central clearing
house for credit default swaps is needed in the EU.

B Common rules for investment funds in the EU need to be developed.

B |n order to tackle the current absence of a truly harmonised set of core rules in the EU, inconsistent transposition
and application of legislation should be avoided.

B Compensation incentives in financial institutions must be better aligned with shareholder interests and long-
term firm-wide profitability.

B The risk management function within financial institutions must be made independent and responsible for
effective, independent stress testing.

B There is a need for a coherent and workable regulatory framework for crisis management in the EU.

B Deposit Guarantee Schemes in the EU should be harmonised and preferably be pre-funded by the private
sector.

B |n view of the absence of EU-level mechanisms for financing cross-border crisis resolution efforts, Member
States should agree on more detailed criteria for burden sharing.

B Strengthen EU regulatory structures, by creating (1) European Systemic Risk Board to decide on macro prudential
policy and provide early risk warning to EU supervisors, and (2) European System of Financial Supervision,
composed of EU wide banking, insurance and securities authorities, who would:

* Co-ordinate the work of national supervisors;

* Arbitrate between national supervisors in supervisory colleges in cases of disagreement on supervisory issues
regarding cross border financial institutions;

* Take steps to harmonise national regulatory rules and move towards a common European rulebook; and

* Directly supervise certain pan-European institutions which are regulated at EU level, such as Credit Rating
agencies.

A number of matters regarding strengthening EU financial supervision have since been addressed at Ecofin. It is
anticipated that the European Commission will develop legislative proposals by early autumn 2009 with the new
EU institutions expected to be fully in place during the course of 2010.
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It is also recognised that the regulatory approach that had been adopted in Ireland needs to be
enhanced. Following the Government decision to guarantee the deposits of seven credit institutions
(covered institutions), we adopted a more intensive system of supervision. This more intensive approach
to the prudential supervision of covered institutions places an increased focus on business models,
strategies and risks. It includes a comparative analysis of firm performance. We now seek more detailed
information on key risks facing covered institutions and meet the Chief Executives regularly to discuss
the risks. For covered institutions we have supervisory staff located on site. Our staff attend, on a sample
basis credit, treasury, audit, board and other meetings to assess the strength of corporate governance of
the institutions. We have also tightened reporting of governance issues through regular meetings with
the heads of risk at the credit institutions and more timely submission of information on issues raised
by internal and external audit. We are also proposing to introduce rules that require banks and building
societies to disclose in their audited annual financial statements details of loans made to directors or
connected persons. In line with the de Larosiére recommendations we are also using our enforcement
powers to achieve encourage overall compliance and to act as a deterrent to poor controls and risk
management.

To enable us to undertake this more intense form of supervision, not only are we recruiting additional
staff but we also are securing the services of staff with specialist prudential skills, particularly those with
more highly specialised market expertise.

Conclusion

The current turmoil in the international financial markets is unique in that a series of crises occurred over
a two year period, namely the freezing of credit and liquidity, bank failures and the bursting of property
bubbles, not only here but also in other countries. International co-operation and co-ordination is now
high on the world agenda and actions are being taken in a number of countries to restore stability to
financial markets. In the EU, financial supervision is being strengthened along the lines recommended
by de Larosiére Group, while in Ireland, the Government is also taking steps to restore stability to the
financial system and improve the regulatory structure.

In retrospect, it is clear that the actions we took were insufficient and were not taken early enough. We
took what we considered to be proportionate actions to mitigate the risks in the system. Clearly this was
not enough as the scale and rapidity of the crisis (which was exacerbated by events such as the Lehman’s
collapse) greatly exceeded forecasts. A more intensive form of regulation is now required and is already in
place in the covered institutions. We are also working with the Government and EU with regard to their
plans for further improvements to regulation in the future.
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Key Actions in 2008

While dealing with the impact of the crisis has been our top priority throughout 2008, we undertook a
number of other initiatives and activities, the principal ones of which are outlined below, to discharge
our statutory functions.

Prudential Supervision Actions

m  Continued close co-operation with the Central Bank, Department of Finance and international
authorities in the face of the worsening international financial crisis;

m  The establishment of a new supervisory unit to monitor intensively compliance with the objectives of
the Government Guarantee Scheme;

m  Active participation in discussions on need to recapitalise the banks;

m  Active participation in discussions on significant amendments to the Capital Requirements Directive
(CRD) and other measures necessitated in EU and internationally arising from the financial crisis;

®m lLaunch of major investigations of directors’ loans in Anglo Irish Bank and of Financial Regulator’s
handling of matter;

m  New regulatory regime for reinsurance companies in place;

m Survey of insurance companies conducted to assess solvency and asset composition in light of
international financial market turmoil;

m  Establishment of a dedicated Anti-Money Laundering Unit;

m Draft Guidance Note for Credit Unions on Matters relating to Accounting for Investments and
Distribution Policy;

m Significant preparatory work completed for a new EU wide regulatory regime for insurance
companies;

m |Implementation of the governance and control requirements of the MiFID;
®m Introduction of ban on short selling in Irish financial shares;

®m Inspection conducted of the operations of the Irish Stock Exchange under the market abuse,
prospectus and transparency delegation agreements;

Consumer Protection Actions

® Introduction of regulatory regime for retail credit and home reversion firms and a consumer protection
code for clients of moneylenders;

®m Introduction of a voluntary consumer protection code for credit union members;

m  Actions taken, including administrative sanctions, against financial service providers who did not
comply with regulatory requirements;

m  Helped over 43,000 consumers who contacted us with personal finance queries;
®m  Enhancement of www.itsyourmoney.ie, with number of visitors increasing by 54% on 2007; and

m  Completion of 8 consumer focused themed inspections.
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BANKING SUPERVISION
Significant Events

® Introduction of the Government Guarantee Scheme.

®m  Establishment of a new supervisory unit to monitor compliance with the objectives of the
Scheme and application of existing regulatory requirements to credit institutions covered by the
Scheme.

= Significant amendments to the Capital Requirements Directive (CRD) proposed, including
review of hybrid capital adjustments, large exposures and liquidity requirements.

= Introduction of a new supervisory electronic reporting framework as part of the implementation
of the CRD.

= Additional reporting requirements introduced in respect of non-performing assets.

Market Turmoil and Liquidity Crisis

The turmoil in global financial markets can be traced back to early 2007, originating in the US sub-prime
market.

Market uncertainty deepened further in mid-September 2008 with the collapse of Lehman Brothers. The
markets, which had already been working at a fraction of their capacity, froze. This severely curtailed
inter-bank and international wholesale term funding in the banking sector.

On 30 September, the Minister for Finance announced that the Government had decided to put in
place, with immediate effect, a guarantee arrangement to safeguard all deposits (retail, commercial,
institutional and interbank), covered bonds, senior debt and dated subordinated debt (lower tier II), with
the following banks: Allied Irish Bank, Bank of Ireland, Anglo Irish Bank, Irish Life and Permanent, Irish
Nationwide Building Society, the Educational Building Society and Postbank Ireland. The Government’s
objective in taking this decisive action was to maintain financial stability for the benefit of depositors and
businesses in the best interests of the Irish economy.

This announcement was made following advice from the Governor of the Central Bank and the Financial
Regulator on the impact of the international market turmoil on the Irish banking system. The guarantee is
being provided at a charge to the institutions concerned and is subject to specific terms and conditions so
that the taxpayers’ interest can be protected. The guarantee covers all existing aforementioned facilities
with these institutions and any similar facilities issued from midnight on 29 September 2008, and will
expire not later than midnight on 28 September 2010. The government proposes a new guarantee
scheme to replace the existing scheme which will be called a guarantee of certain eligible instruments
scheme (‘EIG’). The scheme will last at least 5 years from when the legislation is passed. In contrast to the
existing scheme, it allows for issuance of unguaranteed debt and the taking of un-guaranteed deposits
and therefore will not provide a blanket coverage for all debt securities.

The Government announced in the April 2009 supplementary budget that it intends to put a State
guarantee in place for the future issuance of debt securities with a maturity of up to five years.

A]-BO]-'P Annual Report of the Financial Regulator 2008 87 PUB00053-023



PUB01B01-P

CHAPTER 1 PRUDENTIAL REGULATION

In September 2008, the Government also announced an increase to the maximum amount covered
under the Deposit Protection Scheme to €100,000. This action was taken to further reassure depositors
and prevent outflows of funds from Irish credit institutions, including credit unions. We are assisting with
the development of legislation to give effect to the details of the Government announcement and the
new EU Deposit Guarantee Directive, which was transposed into law at end-June 2009.

Government Guarantee Scheme

Under the legislation introducing the Government Guarantee Scheme, we have a number of specific new
responsibilities, which must be carried out in consultation with the Minister for Finance. These are to
impose conditions regulating the commercial conduct of a covered institution’s business, having regard
to capital ratios, market share and balance sheet growth, in order to minimise any potential competitive
distortion that may otherwise arise and to avoid any abuse of the guarantee.

As part of our remit we:

= Require Compliance Certificates provided by a covered institution to be audited by an independent
auditor;

m  Require specific reports, to monitor compliance with the terms and conditions of the scheme;

= Submit reports as necessary to the Minister for Finance on the compliance by covered institutions
with the terms and conditions of the scheme; and

= Monitor the operation of the scheme and report regularly to the Minister for Finance.

To meet these responsibilities, we have set up a new supervisory department whose role is to monitor
compliance by the credit institutions with the objectives of the scheme and to continue to apply all existing
regulatory requirements for credit institutions covered by the Guarantee. We recruited senior supervisory
staff with banking experience and have placed some of them on-site in the covered institutions to
monitor their activities.

In early December 2008, business plans were submitted to us by the covered institutions to demonstrate
how they plan to operate in a manner consistent with the terms and conditions of the scheme. We met
with the senior executives of each institution to discuss these plans and challenged assumptions made
where we considered plans to be unrealistic or overly aggressive.

We have now intensified our supervision of the covered institutions which are under far more scrutiny
than ever before. We have an ongoing on-site presence and monitor the internal operations by attending
a selection of internal committee meetings (including Audit, Credit and Risk). We have also increased the
reporting obligations on the institutions both in terms of frequency and the amount of information that
is provided. Our focus is on the key risks and challenges facing the institutions, particularly, how effective
their corporate governance structures are and how they are managing their funding positions and their
loan books. We have also engaged more intensively with the boards and senior management of each of
the institutions. Arising from this process the business plans were updated reflecting our engagement
and changing economic circumstances.
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Reporting

The Financial Regulator reports to the Minister on all the aspects provided for in the Credit Institutions
(Financial Support) Scheme 2008. The reporting requirements include:

= End monthly reports (with effect from September 2008) on the level of covered liabilities of each
covered institution (weekly liquidity reports for each covered institution);

= Confirmation that each covered institution continues to meet minimum regulatory solvency standards
on a material basis; and

m  Confirmation that aggregate growth of balance sheet volume complies with the requirements of the
Scheme and that the provisions on dated subordinated debt are being complied with.

Box 1.1 - Prudential actions taken by the Financial Regulator to address the financial crisis

In response to accelerating credit growth, we had taken steps in the period 2004 to 2007 to slow bank lending.
Our steps included the following:

e In October 2005, new requirements for credit loss provisioning, including requirements for credit risk
management, were introduced;

e In May 2006, we increased capital requirements on high loan-to-value mortgages;
e InJune 2006, we introduced new liquidity requirements that came into effect in mid-2007; and

e In January 2007, a stringent approach to property-related requirements under the Capital Requirements
Directive was introduced, with 150% risk weighting from the previous 100% weighting on exposures to
speculative real estate and high capital requirements on residential investment properties.

These measures recognised concerns that were being expressed, at that time, about problems that could emerge
in the property market and which, in the event, were accentuated by the unexpected speed and severity of the
international crisis.
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Box 1.2 - Special investigations being undertaken by the Financial Regulator

A number of issues have arisen in financial institutions which resulted in formal investigations:
1. Anglo Irish Bank and Irish Life & Permanent: Circular transactions.

2. Unwinding of Contracts for Difference position in Anglo Irish Bank shares and comparison of information
gathered in this investigation with information previously provided to us.

We have brought matters arising from both these investigations to the attention of the appropriate authorities
including the Gardai, the Office of the Director of Corporate Enforcement and the Irish Auditing and
Accounting Supervisory Authority. We continue to cooperate with these bodies in relation to their enquiries.

Other potential regulatory breaches are being investigated by the Financial Regulator.
3. Anglo Irish Bank — The objective of our investigation is:
e To ascertain details of all loans provided by Anglo to current and former directors and connected parties;

e To consider if individuals within the bank were key to the provision and management of the directors and
related party loans; and

¢ To identify potential breaches of our requirements, other regulations and Anglo Irish Bank’s own internal
governance and policies.

4. A report into our investigation into Directors loans in six of the covered credit institutions for the period
December 2005 to December 2008 was published in March 2009. Its main findings were:

e No evidence was found in the six covered institutions of the removal or reduction of loans at the
year-end to avoid disclosure in the financial statements;

e None of their directors’ loans were impaired, in arrears or otherwise non-performing for the period
31 December 2005 to 31 December 2008;

e All of the directors’ loans reviewed were in compliance with the limit of 2% of own funds; and

e There were some inaccuracies in disclosures in financial statements in most of the institutions examined,
because of weaknesses in the procedures and controls for the preparation of the disclosures of directors’
loans.

This information has been brought to the attention of the ODCE.
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Box 1.3 — Review of director’s loans at Anglo Irish Bank and our regulatory response

On 20 December 2008 the Authority established a committee of members to undertake an urgent review of
directors’ loans at Anglo Irish Bank and the regulatory response. The report was delivered to the Authority on 9
January 2009. The committee was asked to look at two issues within the organisation: (1) when the information
about these loans was obtained by the organisation, and (2) how the information was communicated and
followed up by way of response. It did not include an examination of any other issues relating to Anglo Irish
Bank, which are the subject of a separate and ongoing investigation. Box 1.2 refers.

The Authority is subject to strict obligations of confidentiality under legislation and has been legally advised that
it may not publish the committee’s report. In the interests of transparency and the public interest the essence of
the report was published, and is available on our website www.financialregulator.ie.

On the issue of directors’ loans in Anglo Irish Bank, the committee concluded that there was a breakdown in terms
of internal communications and process and in the regulatory follow-up and response of the organisation. This
resulted in a failure to take appropriate and timely actions in relation to what was a serious matter and to escalate
the matter to the Authority.

The committee noted:

e That it had been greatly impressed by the quality, dedication, commitment and strong work ethic as well as
the integrity of the officials with whom they engaged;

e The pressures that the staff had faced since the onset of the crisis in the global financial system in August
2007,

e Issues with staffing requirements; and

e That the adequacy of existing resources would need to be kept under review particularly where modification
of the approach to regulation and more intensive supervision would require more staff.

The committee recommended that:

e The review of our strategic regulatory approach in the light of developments in 2007 and 2008 should be
advanced as quickly as possible;

¢ The staffing requirements for the organisation should be reviewed on the basis of both the strategy review
and also of the outcome of the work being undertaken by external consultants for the Authority;

e Internal communication and escalation procedures and procedural manuals should be reviewed taking
account of the lessons to be learned from this report;

e Filing and document management and tracking arrangements should be improved;

e The review instigated by the Authority to determine the treatment of directors’ loans in all institutions covered
by the Government Guarantee Scheme should be completed at an early date (published on 3 March 2009
— Box 1.2 refers);

e Loans to directors should be examined in greater detail; and

e Arrangements should be made to ensure more effective monitoring of the more important prudential returns,
including those for loans to directors, with on-line submission and built-in data validation and checking
processes.

We have already commenced implementing these recommendations.
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Capital Requirements

Revised Capital Regime

The Capital Requirements Directive (CRD) was implemented on 1 January 2007 and became fully effective
on 1 January 2008.

The CRD implemented the Basel 11?° framework which sought to create an international standard with
respect to risk and capital management requirements. This involved a very significant shift in the regulatory
approach to risk and capital requirements. The new framework introduced a revised regulatory capital
calculation regime and new requirements with regard to internal governance arrangements and risk
management systems and controls. It applies to all credit institutions and investment firms within the
EU.

The revised capital adequacy framework is based upon three pillars. Pillar 1 (minimum regulatory capital)
updates the framework of minimum capital requirements. Pillar 2 (supervisory review) requires institutions
to assess their own capital needs and to consider the adequacy of their internal governance and risk
management arrangements. This is then subject to supervisory review and evaluation. Pillar 3 (market
discipline) requires institutions to disclose to the market certain qualitative and quantitative information
about Pillars 1 and 2.

However, primarily as a result of the market turbulence, the EU proposed significant amendments to the
CRD in October 2008:

= Elements of the CRD that recognised further work would be required at the time of its adoption.
Specifically, these relate to the proposed amendments on hybrids (capital instruments which have
both debt and equity characteristics) and large exposures (the regulatory regime which tries to limit
a bank’s exposure to any one client or group of connected clients); and

= Amendments that have been prompted as a direct result of the current financial turmoil. These
amendments relate to: (1) The treatment of hybrid capital instruments and large exposures in light of
market developments, (2) waivers for co-operative bank networks, (3) supervisory arrangements, (4)
securitisation, (5) liquidity and (6) technical amendments. The revisions were agreed on 6 May 2009,
to be adopted by 31 October 2009, for implementation by 31 December 2010.

Electronic Reporting

As part of our implementation of CRD, we introduced a new supervisory reporting framework with
submissions via a web-based electronic reporting platform. The new reporting framework (COREP and
FINREP), which follows guidelines on an EU-wide CRD common reporting framework developed by the
Committee of European Banking Supervisors (CEBS), replaces the Prudential Return. The COREP return
deals with the capital solvency ratio of the institution. The FINREP return collects relevant financial data
including balance sheet and income statement data. These returns are important supervisory tools for us
in our off-site supervision and monitoring of credit institutions.

20 Basel Il sets out recommendations on banking laws and requlations issued by the Basel Committee on Banking Supervision.
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CHAPTER 1 PRUDENTIAL REGULATION

All credit institutions were required to report using the on-line system and COREP and FINREP framework
from March 2008 and all credit institutions have complied with this requirement since then.

CRD Supervisory Review and Evaluation Process

We carried out extensive work during the year in relation to the Internal Capital Adequacy Assessment
Process (ICAAP) for credit institutions and the Supervisory Review Evaluation Process (SREP). SREP assesses
the risk profile of an institution using a variety of sources (including statistical desk-based analysis, on-
site visits and routine dialogue with the institutions as part of prudential supervision). These provide the
foundation for the evaluation of the institution’s entire risk profile (i.e. not just market and credit risk) to
enable us to apply prudential measures over a period of time.

Additional Reporting on Non-Performing Assets

In addition to the regular quarterly reporting on large exposures and in order to facilitate a broader
assessment of the quality of credit exposures, supplemental information on non-performing assets
was requested from credit institutions from September 2008 onwards. These additional reporting
requirements include analyses of loan accounts in arrears (60 days and 90 days past due) according
to category; quarterly movements in loan account arrears; geographical breakdowns and information
relating to property related arrears.

Box 1.4 — Review of risk management and internal controls following Société Générale

Following the events in Société Générale, which resulted in significant trading losses as a result of the actions
of a trader, in April 2008 we required all credit institutions to provide (i) confirmation that they had conducted
a review of the adequacy of their operational risk framework having due consideration to the control issues
identified by us, and (i) an outline of the institution’s plan for any remedial measures should the review identify
any control issues or areas that needed strengthening.

While no significant control weaknesses were identified, improvement in certain internal controls was
warranted and this was followed-up bilaterally with the institutions in question.

General Information Relating to Credit Institutions

There were 25 on-site inspections and 88 formal review meetings with authorised credit institutions
in 2008. The number of inspections conducted was 25 per cent more than scheduled reflecting the
increased difficulties in the Irish banking sector during 2008. In addition, authorised officers are on-site
to monitor the internal operations by attending internal committee meetings (including Audit, Credit
and Risk) in the Guaranteed Credit Institutions. Regular collection and analysis of financial information
also assists in the monitoring of the key areas of liquidity and capital adequacy including weekly liquidity
reports from credit institutions, monthly summary prudential ratios on solvency, liquidity and own-funds
from credit institutions, quarterly large exposures returns and monthly mortgage statistical data from the
main mortgage lenders. From October 2008, daily liquidity reports were received from the Guaranteed
Credit Institutions.
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Address to the Chairpersons’ Forum Institute of Public Administration
by Matthew Elderfield, Head of Financial Regulation, Central Bank of
Ireland

08 November 2010

.ﬂ View speech in PDF format.

Good afternoon ladies and gentlemen. Thank you for inviting me here this afternoon. | am very pleased to be given
the opportunity to launch our new Corporate Governance Code at this distinguished gathering. As chairpersons of
semi-State bodies, your commitment to promoting good governance is well reflected in the important guidance
materials you have developed for your members. Your manual “A Chairpersons Guide to Good Governance” is an
impressive document and your more recent work setting out criteria for the composition of State boards is very
timely.

It is probably regarded as somewhat of a cliché at this stage to talk about the importance of Corporate Governance
within the corporate sector generally and more significantly, from my point of view, the financial services sector. But
important it is. One has only to look at corporate failures in all sectors of industry in recent times to gauge the
significance of sound Corporate Governance or, more to the point, the significance of the absence of sound
Corporate Governance.

How to define Corporate Governance? There are many definitions — at its simplest it is the system by which
companies are directed and controlled at the highest level of the organisation. Good Corporate Governance
highlights the importance of the role played by the Chairman and by non-executive directors as well as having
sound and effective audit and risk committees. This is particularly the case in the financial services sector.

The importance of good Corporate Governance is best highlighted by the calamities that have happened when it
was not present within organisations. We have seen that in companies like Enron and Worldcom, but probably
where it has most manifested itself — with catastrophic effect — was in the financial services sector and particularly
banking. The financial crisis and the resulting turmoil in that sector brought about, in part, by woefully inadequate
Corporate Governance triggered the provision of unprecedented government support to banks and other financial
institutions. Nowhere is this more evident than here in Ireland.

Several reasons have been given for the failure in Corporate Governance. The then existing principles, while well
meaning, were too general in nature and encouraged box ticking as a means of compliance. There was no statutory
obligation on enterprises to comply with the recommendations which were generally issued by international
organisations unable to enforce them. Boards were unwilling or unable to curtail excessive risk taking. And the same
boards were unwilling or unable to exercise sufficient control over senior management.

I should also say that supervisory authorities failed in this area. They, or should | say, we, clearly didn’t press hard
enough for good Corporate Governance in the institutions we regulated. This, coupled with the absence of effective
sanctions or, where they existed, perhaps an unwillingness to enforce them, significantly contributed to the problem.
The blame cannot of course be principally attributed to imprecise rules and weakness on the part of regulators —
failures at board and senior management level were the significant factors in bringing about the near collapse of the
financial system.

Situations which now, with the benefit of hindsight, seem totally unacceptable, were in some instances the order of
the day — for example, the presence of CEQO’s with unfettered powers who carried out their roles with clearly
insufficient challenge. Apart from that it is clear, again with the benefit of hindsight, that many boards became too
complacent, perhaps because in times of plenty no great effort was required. Whatever the reason, many members
of boards, and | have in mind particularly non-executive directors, failed on many fronts. They failed to comprehend
the risks associated with the business and the potential for disaster in not knowing or confronting these risks. In
particular, it is now evident that many non-executive directors, and indeed possibly executive directors, did not
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understand the complex and technical nature of the businesses over which they had charge. Most disturbingly, all
the evidence points to some boards that were seriously out of touch with what was happening on the ground in their
organisations.

These unfortunate developments have prompted many international organisations and national regulators to put in
place or revisit their Corporate Governance standards and requirements. They were very much encouraged to do so
by the G-20 in its recent pronouncements on the need to strengthen Corporate Governance. In consequence,
bodies such as the OECD, the Basel Committee on Banking Supervision and the International Association of
Insurance Supervisors, have all recently taken initiatives in the area. In June of this year, the European Commission
issued a green paper on Corporate Governance in financial institutions and remuneration policies for comment by 1
September. In the Green Paper, the Commission notes the unique position of the financial services sector where
corporate governance requirements should take into account the interests of all stakeholders including depositors,
savers and policy holders, as well as the stability of the financial system. Apart from the requirements that will
eventually emerge from the Green Paper, many recently adopted directives and some currently under discussion
will seek to specifically strengthen Corporate Governance in their respective areas, for example, the Capital
Requirements Directive for banks and investment companies, the Solvency Il Directive for insurance companies and
UCITS and the Alternative Investment Funds Managers Directives for collective investment schemes.

In the UK, Sir David Walker completed a Treasury commissioned review of Corporate Governance in banks and
other financial services entities. Also in the UK, in June 2010, the Financial Reporting Council, the body responsible
for promoting high quality Corporate Governance and reporting in the UK, reviewed its existing Code and replaced it
with a new one: the UK Corporate Governance Code. It is interesting to note that the two principal conclusions
drawn by the Financial Reporting Council in its review were (i) that much more attention needed to be paid to
following the spirit of the Code as well as its letter and (ii) that the impact of shareholders in monitoring the Code
could and should be enhanced by better interaction between the boards of listed companies and their shareholders.

And where does all this leave Ireland and more specifically the Central Bank? We have taken a number of
initiatives in this area, principally the issue of a new Corporate Governance Code for credit institutions and
insurance undertakings, more of which shortly. The Code is part of a wider strategy to update the domestic
regulatory framework. We also plan to develop Corporate Governance frameworks for other sectors of the financial
services industry which we regulate. We have asked the funds industry to devise an appropriate code for its sector.
We will also be devising a code for investment firms. The question of the appropriate governance framework for
credit unions will be considered in the context of the forthcoming Strategic Review of the Credit Union Sector. We
will carve out captive insurers from our proposals and develop bespoke standards with the assistance of the
industry. Last month we issued our Code of Practice for Lending to Related Parties. We will also issue requirements
on other related matters such as remuneration policies within the financial services sector and a revised fitness and
probity framework. We will also develop requirements in respect of internal governance and risk management next
year informed by international initiatives in these areas.

Here today | would like to talk in more detail about our Corporate Governance Code for credit institutions and
insurance undertakings. As you are no doubt aware, this was the subject of a well publicised consultation process
over the summer. The consultation paper was issued with a view to addressing the lack of a statutory Corporate
Governance regime for both banks and insurers. The need to reform Corporate Governance within the local
financial sector was highlighted in the findings of the two reports commissioned to understand the sources of
Ireland’s banking crisis. These reports, by Klaus Regling and Max Watson on the one hand, and also by the
Governor of the Central Bank, were published in June of this year. They both emphasised the need to reform
Corporate Governance. Regling and Watson commented that “... Ireland was one of those cases where there were
at least some instances of extremely serious breaches of corporate governance, going well beyond poor risk
assessment, and eventually having a systemic impact”.

We received an unprecedented volume of responses to the consultation paper compared to any other consultation -
over 130. We received responses from many sources including banks, insurance and reinsurance undertakings, the
funds industry, stockbrokers, industry and trade associations, academics, consumer protection sources, state/semi-
state bodies, the accountancy and legal professions, management consultants and individuals.
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Almost invariably, all respondents welcomed the proposals in broad terms - some, however, felt that they were too
draconian, others felt that we did not go far enough - | will let you decide yourself who thought that we were too
harsh and who thought that we were too lax! We welcome all the responses — the topic clearly seized the
imagination of many interested parties. A great deal of time and effort was put into the responses and many of the
suggestions were very useful. We gave considerable thought to them all and took on board quite a number in
drafting the final version of the Code. As you can imagine, this proved to be a mammoth task but | believe that the
Code, in its final form, combines the best of what was contained in the consultation paper and the responses to the
consultation. | know that it will not please everyone - as with the consultation paper some will think that it goes too
far, others that it does not go far enough. | believe that it represents a balanced and proportionate strengthening of
the Corporate Governance regime for banks and insurance companies in Ireland.

We know that the new Corporate Governance standards we are publishing in final form today are, in fact, more
demanding than those in place in other jurisdictions. For example, our standards are on a statutory basis — rather
than a “comply or explain” Code — and we have included restrictions on the number of Board directorships in
financial institutions, an issue | will return to later. The decision to impose more demanding standards is a
conscious one. We have acknowledged some of the concerns regarding the international competitive impact of our
earlier proposals by adjusting the standards we are setting out for IFSC companies, or more specifically for Irish
subsidiaries of companies regulated in other jurisdictions. However, in the area of corporate governance we have
decided we do not want to simply match best practice internationally but wish to set a higher standard. Ireland has
suffered more than most countries in the financial crisis and needs to get to grips with the home grown elements of
that crisis. Poor governance has been exacerbated by the concentrated nature of corporate life in Ireland, with
challenge and awkwardness in the Board room blunted by the social constraints of working and living in a small
business community in a small country. Stronger remedies are needed here to shake up prevailing corporate
governance practices by injecting some fresh blood and setting more exacting standards. This will improve the
reputation of Ireland as an international financial centre by knocking on the head concerns about too cosy corporate
governance practices.

One major theme that emerged from the responses to the consultation process was the request for clarity on the
basis upon which we would adopt a proportionate approach towards imposing the proposed requirements on
different types of entities. As a result, we altered the proposed requirements so as to adopt a dual approach,
imposing minimum core requirements on all institutions covered by the Code and also imposing additional
requirements upon those institutions which we deem to be major institutions.

In the latter respect, we have set out in our Code very high level criteria and we will make our own judgements with
regard to what constitutes a major institution. We are doing it this way very deliberately because we consider black
line definitions to be too inflexible for this important area. We will operate this Code in line with our risk based
system of regulation and our one size does not fit all approach. We are likely to align major institution status with
the structure of our risk model to cover higher impact firms. Some large IFSC firms could therefore be designated
major institutions. But we will give firms an opportunity to make representations to us as to whether they are major
or not — we are open to dialogue.

We will in the coming months be advising these institutions of their “major institution” status. Clearly, all banks with a
significant retail presence in Ireland should fall within this category. | would of course add that there is no bar on
non-major institutions deciding to implement the additional requirements should they wish to do so and indeed |
would encourage other firms to consider doing just that.

Another area of concern was that relating to the proposal that each board should have a majority of independent
non-executive directors. We will still retain this requirement for domestic major institutions. But for banks and
insurers that are subsidiaries, we will now require that they have a significant presence of INEDs on their boards
rather than a majority. For example, three independent non-executive directors out of a typical seven member board
for major institutions and two directors out of a typical five member board for non-major institutions. This is a
recognition of the need of the parent company to be able to direct and control its Irish subsidiary - the presence of
the independent non-executive directors is to provide an independent voice that will challenge and question both the
parent and the group executives within that subsidiary.
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On the question of numbers of directorships, this was one of the most contentious areas of the Code and an area
which resulted in us receiving hugely diverging views. Originally we proposed that directors of all credit institutions
and insurance companies should be limited in the number of directorships which they could hold to 3 directorships in
a bank or insurer and no more than 5 directorships in companies outside of those financial institutions. We received
99 submissions in total in relation to both of these proposals. While many agreed with our proposals, a very small
number thought we should restrict the limits further to just one directorship. The majority, however, were concerned
that our approach was too restrictive, that it would put stress on the limited pool of talent and overall quality of
directors in companies. They favoured the abolition of any set limits preferring instead that we should adopt a case
by case approach.

We disagree with these concerns. While we have given some leeway to non major institutions, by increasing the
limits to 5 financial directorships and 8 non financial directorships, we have retained the limits proposed in relation to
directors of major institutions. This is in recognition of the significance of these institutions and the importance of
these directors. These requirements will help to ensure that independent non-executive directors devote sufficient
time to their oversight responsibilities (and are in fact broadly consistent with the Walker Report recommendations
on the time to be devoted to board work). We think this will allow more focus and attention on the board role and
crucially, improve challenge in the board room.

Frankly, we also hope that this change will improve challenge in financial board rooms by broadening the gene pool
in Irish corporate life. The TASC Report - “Mapping the Golden Circle” - published in May, set out very clearly the
current limited breadth of board membership at the heart of corporate Ireland. Many submissions said that a limit on
board directorships should be dropped because there were not enough existing directors to go around with our
proposed limit. We believe that it is possible to bring more directors into the financial services sector in Ireland by
looking beyond the existing pool of directors.

We need to bring more outsiders into the board room. We share the globally accepted view that more diversity, for
example of national and international background and of gender, will help to avoid the pitfall of “groupthink” which
contributed to the crisis. This is not to be ungenerous to my adopted country or to doubt the ability of Irish men and
women. However Ireland is a small country and it would be healthier to bring some fresh voices and perspectives
into the boardroom both from outside Ireland and from new people within Ireland who do not have the close social
ties that could be blunting challenge. These will bring a different perspective and understanding of standards and
practices elsewhere.

The EU Internal Market Commissioner Michel Barnier put it succinctly when he said recently “I also think more effort
needs to be made for a more diverse boardroom. It is always difficult to take good decisions. But debate and
different views help us to get there. And diversity in all forms creates the right conditions for a real exchange of
views.”

We are mindful of the concern that limiting directorships could have a detrimental effect on the ability of directors to
contribute to charitable and social development. We have therefore also excluded from these calculations
directorships held in the public interest on a voluntary and pro bono basis provided always that they also do not
interfere with a director’s ability to properly fulfil his or her role and functions as a director of a financial institution.

In addition to ensuring that the best directors are appointed, we believe that there should be a bigger investment in
training, both in general board skills and in technical risk skills. | call on the Institute of Directors and insurance and
banking institutes to rise to that challenge.

We plan to host a roundtable with the Institute of Directors (I0OD), the institutes and corporate governance experts
and other stakeholders, chaired by our new Commission Board member Blanaid Clarke, to see what action they can
take to improve corporate governance standards, prepare more people to be more challenging in the board room
and assist the industry to implement our new standards.

| recognise that our changes raise questions about remuneration. An independent non executive director (INED)
role should be more demanding and take more time. So they should be paid accordingly.
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In recognition of the importance we attach to the position of Chairman and CEO we are maintaining our proposed
restrictions and requirements on them, in particular;

# The prohibition upon either holding such a position for more than one institution at any one time;

# The absolute requirement for the chairman to lead the board, encourage critical discussions and challenge
mindsets;

# The absolute requirement for both the Chairman and the CEO to have the necessary personal qualities,
professionalism and integrity to carry out his or her obligations;

¥ The prohibition on an individual who has been CEO, executive director or member of senior management of
an institution during the previous 5 years progressing to Chairman of that institution.

These all serve to underpin the general requirement that no one individual may have unfettered powers of decision.
The terrible damage done by over-dominant CEOs or directors is all too evident in some of our leading banks and
insurance companies.

We have to learn the lessons of this experience and put better controls in place. Colourful and dynamic
entrepreneurs are a welcome source of innovation and economic success, but when depositor and policyholder
money is at risk, it is essential that strong corporate governance checks and balances exist to ensure that a
dominant personality doesn’t ride roughshod over the board in pursuit of unacceptable risk-taking.

Let me pause to take a moment to reflect in particular on the IFSC firms’ concerns with aspects of CP41 regarding
the impact of the ability of a parent to exert control over a subsidiary.

We believe it is important that IFSC firms too have high standards of corporate governance — both IFSC banks and
insurance companies have had their problems in the not too distant past.

We are aware that Irish subsidiaries of overseas companies can be subject to their parents seeking them to take on
too much risk and they need to be willing to push back. Or sometimes subsidiaries can become too remote and drift
into weak practices due to a lack of local scrutiny.

However, we accept the strength of the concerns expressed. The key is to strike a balance here. We note in
particular the concern over the chairman of the subsidiary having to be an INED, as a group executive often is
appointed to this role, and over the number of INEDs — so we have amended these proposals to allow the chairman
of a subsidiary to be a group director and have modified the standard which industry felt required a 50 — 50 balance
between INEDs and other board members.

We feel this is a reasonable adjustment to our proposals to take account of the reasonable concerns of IFSC firms
on these points.

Notwithstanding some concern expressed by respondents on the requirement to submit compliance statements in
respect of adherence to the Code, we are persisting with this requirement. We will, however, issue relevant
guidelines specifying what will be needed, which will allow industry input on this issue and we will seek to develop a
balanced approach. This opens up another issue — the possible role for external auditors in providing some form of
assurance in respect of compliance statements prepared by institutions. We are not looking for any such
assurances in the Code but we have initiated discussions with the auditing profession on the matter. While we
recognise the difficulties for auditors in providing any such assurances, it is a topic to which we intend to return,
possibly in the context of discussions at EU level and in other fora on the role of external auditors, particularly in the
financial services sector.

As | have explained, these new standards apply to all credit institutions and insurance companies (other than
captives). However, | am often asked whether more needs to be done regarding the Boards of the domestic Irish
banks, given the significant losses that have been imposed on taxpayers by these institutions. In fact major
changes have already taken place in the composition of the boards of some of the covered institutions including the
appointment of public interest directors. More changes are underway with the imminent government majority
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ownership in AIB. The new standards announced today should act as a catalyst for further changes in board
composition at the banks. We will also use our new fitness and probity standards to set a higher bar for incoming
directors for the banks. In addition, we have commissioned reviews of governance and risk management standards
at the two largest banks and will use the results of these to consider what further changes are required in board
structure and composition. | think it would be unfair to say that all board members at all the covered banks in the
pre-crisis period should depart the scene, as there are no doubt different stories about what happened in the board
rooms of different institutions. And even if we wanted to make such a generalisation, we clearly wouldn’t have the
powers to act on it. But I think it is right that where it has yet to happen there is an orderly process of freshening up
the boards at the banks and this is something we will be pursuing on a firm by firm basis.

| have set out the main changes which we would propose to make in our Corporate Governance Code. | hope you
will agree when you have had time to digest the new package that it represents a reasonable and balanced initiative
to foster best Corporate Governance practices in the banking and insurance sectors in Ireland. The Code will be
published on our website today. It becomes effective on 1 January and institutions will be given until 30 June next to
introduce the necessary changes. Where changes to board membership are necessary this period will be extended
to 31 December 2011 in order to allow institutions to identify and assess candidates prior to making appointments.

We all know that rules alone are not sufficient to ensure an effective Corporate Governance Code. While it may be
easy in one sense to observe quantitative requirements and to monitor adherence to them, it is much more difficult
to monitor qualitative requirements. By that | mean such things as the quality and calibre of directors’ involvement
and contributions. In this respect | was very taken by one of the findings of the UK Financial Reporting Council in its
review to which | have already referred, namely that much more attention needs to be paid to following the spirit of
the Code as well as its letter. The report noted that to follow the spirit of the Code to good effect, the board must
think deeply, thoughtfully and on a continuous basis, about their overall tasks and the implications of these for the
roles of their individual members. Absolutely key in this endeavour is the freshness and openness of mind with
which issues are discussed and tackled by all directors. | fully endorse these sentiments and | am hopeful that they
will be fully taken on board by all to whom our Code is addressed. And | can assure this audience that a key part of
our supervisory process will involve making judgements about how well this is happening in practice and taking
appropriate steps where we believe it is inadequate.

My basic message today is that the buck stops with the Board of Directors. We need to learn the lessons of the
financial crisis by improving corporate governance practices in the financial services sector in Ireland. These new
rules from the Central Bank deliver stronger standards for banks and insurance companies operating in Ireland. It's
time to bring fresh blood into the board room, which brings more challenge, asks more awkward questions and
devotes more time to assessing risk. Depositors, policyholders and, indeed, Irish taxpayers have the right to expect
no less from the guardians of their money.

Thank you for your attention.
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INTRODUCTION

In the last decade, Irish banks borrowed imprudently and lent recklessly. The consequence is a
prolonged period of financial instability, which is in the process of being resolved by decisive, but
costly, government intervention.

The banking crisis, both international and domestic, combined with the construction sector
contraction and competitiveness losses in Ireland, has had a severe impact on the economy and public
finances. Unemployment is at 13.7%. Economic output has fallen by 12.5%.

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

The Central Bank, working with the Government, National Treasury Management Agency (“NTMA”)
and National Asset Management Agency (“NAMA”), has already taken decisive action to place the
nation’s banks on a sound and stable footing. Building on this work, the longer term challenge is to
make sure that the banks remain a source of strength, rather than a threat, to the economy. Although
that task principally falls to the banks themselves, they will do so under a Central Bank regime of
attentive, assertive supervision.

This paper describes how the Central Bank intends to deliver that regime. We have adopted a
challenging, and where necessary, intrusive stance; but we will not operate a ‘one size fits all’
approach. The banking system contains a diverse range of domestic and international institutions,
and we will reflect those differences in the actions we take.

This paper also identifies possible future areas of work and consultations. We welcome views on
these issues.

Responses to this paper may be sent to bankingpaper@centralbank.ie
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Summary of actions

Restructured organisation to deliver more To be completed September 2010
intrusive and challenging supervision
Recruit additional staff In progress Ongoing
Establish Risk Experts Panel In progress Ongoing
Reform internal committee structure for Implemented May 2010
financial regulation
Complete Prudential Capital Adequacy Review | Done for BOI, AIB and EBS March 2010
(“PCAR”)
Recapitalisation December 2010
Being progressed for other | Ongoing
banks
Strengthen Supervisory Review and Evaluation | In progress Ongoing
Process (SREP)
New corporate governance requirements for Consult April 2010
banks and insurers Implement October 2010
Interview and assessment process:
. Senior appointments in major banks Implemented Q1 2010
= Extend process to other institutions To commence June 2010
Related party lending requirements Consult May 2010
Implement October 2010
Revised approach to handling overcharging Implemented May 2010
issues
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Implement risk assessment model Consult Q4 2010
Implement Q2 2011
Supervision themes for 2010:
. New mortgage credit standards Report publically July 2010
. Remuneration Report publically November 2010
. Risk management and governance Report publically January 2011
. Bank strategies Report publically
January 2011
Revised fitness and probity framework:
] Prescribe Controlled Functions Consult December 2010
Implement Q2 2011
. Fitness and Probity Standards Consult December 2010
Implement Q22011
Internal governance requirements
. Including requirements for audit, risk, Consult Q1 2011
credit functions. Implement Q3 2011
Remuneration standards Consult September 2010
Implement Q12011
New rules on large exposures:
. Capital Requirements Directive (CRD) To commence December 2010
revisions
. Updated reporting format To commence December 2010
New standards on credit risk management | Consult Q12011
and valuation Implement Q22011
105

PUB00411-006




New standards on liquidity:

. Banks projections to take account of Submit to Central Bank Q12011
CRD changes

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

= Reporting of CRD Monitoring Tools To commence June 2011
Revise Liquidity Requirements Consult Mid 2011

Revised minimum competency requirements Consult June 2010

Implement March 2011

Review of process and methodology for
assessing consumer charges

To commence

September 2010

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

Revised Consumer Protection Code Consult September 2010
Implement June 2011
Revised Code of Conduct on Mortgage Arrears | Dependent on recommendations
of Mortgage Arrears and
Personal Debt Advisory Group
Statutory Switching Code Consult September 2010
Implement June 2011
Implement Comptroller and Auditor General’s | Consult July 2010 onwards
recommendation on auditor attestation Implement Q12011
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Assessment of data needs for financial Publish for comments October 2010
stability assessments.
Development of a financial stability systemic In progress Ongoing
risk assessment framework.
Conduct in-depth comparative analysis of the | Complete Q4 2010
performance of the Irish banking sector to
inform discussions on the future structure of
banking in Ireland
Further development of bank specific Implement Q4 2010
guantitative risk assessment models
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Detailed micro level analysis of important In progress Ongoing
counterparts of the financial sector: non-

financial corporations and households

New format Financial Stability Report Publish Q4 2010

Review structure of domestic savings industry

Working collaboratively with other
relevant agencies

Central credit register

Discussion Paper in Q2 2011

Special resolution regime

with the Department of Finance

Proposals being developed in conjunction

New sectoral concentration limits

on systemically important credit institutions

Research to be conducted on feasibility and
desirability of imposing predetermined standard limits

Paper to be published in Q1 2011
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Chapter 1 - Background

In response to requests from the Minister for Finance, two reports have now been prepared into the
Irish banking crisis — “A Preliminary Report on the Sources of Ireland’s Banking Crisis” by Klaus Regling
and Max Watson and “The Irish Banking Crisis Regulatory and Financial Stability Policy 2003-2008" by
Patrick Honohan, Governor of the Central Bank (hereafter referred to as the Honohan report).
While this paper draws on both reports, it largely focuses on addressing issues raised by the latter.
Governor Honohan summarised his conclusions on the root causes of the systemic failures as follows:

“Apart from the role of the CBFSAI, banking practice and Government policy both clearly played a
central role in contributing to the crisis:

i) there is prima facie evidence of a comprehensive failure of bank management and
direction to maintain safe and sound banking practices, instead incurring huge external
liabilities in order to support a credit fuelled property market and construction frenzy; and

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

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

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

ii) an under-resourced approach to bank supervision that, by relying on good governance
and risk-management procedures, neglected quantitative assessment and the need to
ensure sufficient capital to absorb the growing property-related risks.

iii) an unwillingness by the CBFSAI to take on board sufficiently the real risk of a looming
problem and act with sufficient decision and force to head it off in time. “Rocking the
boat” and swimming against the tide of public opinion would have required a particularly
strong sense of the independent role of a central bank in being prepared to “spoil the
party” and withstand possible strong adverse public reaction.

There are undoubtedly many other factors which may have militated against the effectiveness of the
CBFSAI during this period. These include: aspects relating to the quantity and skill mix of the staffing
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of the bank regulation function; an unduly hierarchical CBFSAI culture discouraging challenge;
management process problems; difficulties, relating to the rather unwieldy organisational structure,
in ensuring coordination between economist and regulator sides of the house; and weaknesses in
preparing for a crisis. These factors may have contributed to the crisis but were not fundamental.
Nor was the failure of Lehman Brothers decisive”.

We are reshaping our approach to banking supervision to institutionalise these lessons.

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

Ll Changes to supervisory structures;

] Changes to supervisory culture and approach;

Ll Changes to the regime within which we supervise; and

Ll A greater focus on international supervisory cooperation.

This paper describes work the Central Bank has already done to reform banking supervision. It sets
out work underway and identifies actual and possible future changes. Most of this work falls to the
Central Bank. Some of it will require additional legislation or the involvement of other agencies and
Government.

Repositioning the Irish banking sector to contribute to economic recovery is a task which will demand
new efforts by a wide range of stakeholders. The decline in output and employment has been severe.
The transfer of liabilities from the private to the public sector is adding to the already high level of
borrowing necessitated by the decline in tax revenue and increased pressures on some components
of public expenditure. Yet, as has been recognised in the international financial press “[Ireland] has a
credible recovery plan and has bounced back before”. “Meanwhile, both the OECD and the EU’s
statistics agency predict that Irish growth — still seen slightly down for this year — will pick up to 3% in
2011, well above their average forecasts for the overall euro zone. What a difference credibility

nii

makes.

This growth will occur in an economy highly open to global trade and international capital flows.” This
economic model is the product of reforms made over a number of decades, the cornerstone of which
is Ireland’s membership of the European Union. This has delivered very significant economic
benefits.” But it also exposes Ireland to the full force of global macroeconomic conditions - indeed its
success is predicated on doing so. It further means that the Government’s ability to intervene to
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ameliorate those conditions is also lower than in less liberalised, less open economies. In particular,
membership of the eurozone, where monetary policy and exchange rate developments reflect
average conditions in the euro area, reduces the range of policy tools available and places greater
weight on those that remain in the hands of domestic policy makers.

A striking lesson of the global banking crisis is the danger of allowing unregulated banks free rein in
the modern financially globalised economy.”  Banking supervision can help counter this risk.
However, it will only be truly effective if it is part of a wider institutional and policy framework that is
able to lean against risks when it is most difficult to do so.

Banks are inherently risk entities, as they profit from maturity transformation by turning liquid savings
into illiquid loans. Maturity transformation, in a fractional reserve banking system, relies on
confidence because borrowing short to lend long is risky. There has to be confidence that loans will
be repaid and that funds will be available to savers should they require them at short notice. If
confidence dissipates, depositors and shareholders suffer losses; the flow of credit is disrupted; the
payments system may be disrupted and the economy can contract.

It is not always recognised that, “almost everywhere in the past century, banking has not been a right
but a privilege, regulated by the State — and for good reason”.” It is now being recognised again that
there is a need to redraw the implicit three part social contract around banking in which “in exchange
for being allowed to profit from taking risks inherent in providing liquidity, or monetary and credit
services, to the economy, banks have been subject to prudential regulation; given access to liquidity
insurance at the central bank; and required to finance industry-wide insurance schemes to protect

depositors.

» Vii

In pre-crisis Ireland, banks extended their maturity transformation activities and some came to rely
heavily on short-term, wholesale market funding. Eventually confidence evaporated, leaving banks
unable to access not only short term, liquid funds, but funds at any maturity for many Irish banks. It
has fallen to the Central Bank and other public authorities to implement reforms to restore trust and
confidence in the banking system.

The Irish banking system comprises a small number of banks focussed on the small domestic market
and a significantly larger number of the banks selling or trading into a range of international markets.
This split is further reflected in the differing business models of the two sets of banks. The first group
concentrating on the largely SME and retail domestic sector; and the second on a range of business
lines from proprietary trading to banking services for the funds industry and specialist lending. We
examine these two sectors in more detail below. It is important to note that the assets of the
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international banking sector in Ireland are generally greater than those of the domestic banking
sector.

Domestic and IFSC credit institutions' total assets
€billions (2000-2009)
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Another fundamental difference between the sectors is that the international sector by design is
typically funded by way of wholesale market funding, whereas the domestic sector was traditionally
funded by retail deposits. This difference meant that domestic banks in the past were relatively
insulated from the vagaries of international markets, but this has changed over time with an
increasing proportion of domestic banks’ funding coming from wholesale markets.
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Intrinsically, the domestic savings pool on which the banks can draw for stable deposit funds is limited
by the size of the Irish economy. As they expanded their lending for construction and property both
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at home and abroad, the domestic banks needed to source external funds to meet the demand for
credit in the economy. Although the range of funding sources that the domestic banks were tapping
was considered to represent a diversification of funding, the new sources were inherently more
volatile and it eventually exposed the domestic banks to the swings in sentiment in international
markets.

1.6 The domestic banking sector

This sector comprises ten banks"™, six of which are controlled in Ireland, with the remaining four being

subsidiaries of foreign banks.

Market composition

The Irish domestic banking market is essentially a commercial banking market (loans and advances
represent c72% of total assets and deposits represent c43% of total liabilities™), with a significant
focus on retail and business lending. Commercial banking in Ireland is also focused on property
related lending, namely to the construction and property development sectors.

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

Domestic credit institutions' profit/losses
(2000-2009)
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In order to satisfy their shareholders, these banks will be pressed to find new revenue streams and to
develop new business lines. Given the previous over reliance on property, this implies a shift in their
business plans so that they can do this in a profitable and controlled manner. In doing so they will be
changing the way in which they are contributing to the future development of the Irish economy.
Commercial lending, especially in relation to new businesses, requires a specific skill base and a very
disciplined approach to lending. These skills will have to be renewed in the Irish banking sector.

Supervisory theme for 2010: governance and risk management at the major retail banks

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

To supplement this work, during the second half of 2010 we will commission in-depth reviews of
governance and risk management arrangements at the major retail banks. These reviews will inform
the results of the Supervisory Review and Evaluation Process (“SREP”).

The in-depth reviews will be completed by independent third parties and will cover, inter alia:

] The skills and experience of bank board members;

L] The effectiveness of non-executive directors;

] The skills, experience and independence of staff in risk management positions;

] The effectiveness of risk management arrangements;

L] The adequacy of measures banks have taken to address weaknesses in practices and

processes exposed during the crisis;

] Whether banks have taken sufficient measures to address deficiencies in attitudes amongst
staff at all levels towards risk management as well as compliance with internal policies and
regulatory requirements.

We will publish the headline findings of these reviews in January 2011.

The domestic banking sector is highly concentrated: there are few banks, and two have significant
market share between them. The Herfindahl-Hirschman Index of Total Assets for the domestically
active banking sector shows a value of 0.177 indicating a relatively concentrated market.
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But this market is also highly contestable. Because of EU membership, the domestic banking sector is
open to low cost entry into the Irish market by foreign banks. These banks can enter the Irish market
at very little cost on a branch or provision of cross-border services basis that is made all the more easy
by electronic and internet technology. Halifax Bank of Scotland, Northern Rock and the Nationwide
Building Society demonstrated in the past that market entry is a real phenomenon.”

The role of competition in the genesis of the crisis is instructive as we re-design our supervisory
regime.

In terms of commercial property lending, domestic banks became increasingly focussed on the value
of collateral in their commercial property lending decisions. This displaced a more disciplined
approach based on cash-flow analysis and led to an undermining of credit quality. Moreover, as the
commercial property market started to surge, banks that had previously not participated in this
market started to develop commercial property lending businesses. As some of these banks entered
close to its peak, they suffered significant losses in the subsequent downturn.

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

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

Data suggests that Ireland is not particularly overbanked by reference to EU standards, neither could
it be said to be over branched.

PUB01B52-P 115 PUB00411-016



17

Luxembourg
Cyprus

Austria

Finland

Malta

Denmark
Germany
Lithuania
Sweden
Netherlands
Hungary
Euroarea (15 countries)
Poland

Ireland

EU {27 countries)
Portugal

Italy

Latvia

Slovenia
France

Estonia
Belgium

Spain

United Kingdom
Greece

Czech Republic
Slovakia
Bulgaria
Romania

Credit Institutions per 100,000 of population

Q

2 4 6

Data source: ECB and Eurostat

10 12 14 16 18 20 22 24

26

28

30

32

34

Cyprus

Spain

Bulgaria

France
Euroarea (15 countries)
Portugal

Italy

Austria
Germany
Luxembourg

EU (27 countries)
Belgium
Denmark
Slovenia
Greece
Hungary
Finland

Poland

Latvia

Romania
Lithuania
Ireland

Malta
Netherlands
Sweden
Slovakia

United Kingdom
Estonia

Czech Republic

Branches per 100,000 of Population

0

20

Data source: ECB and Eurostat

40 60 &80

100

120

Source: European Central Bank: EU Banking Structures, October 2008

PUB01B52-P

116

PUB00411-017



18

The international banking sector in Ireland comprises 32 institutions, with a combined balance sheet
of €679bn at end 2009. They are focused on foreign markets and are typically engaged in business
with other financial institutions.

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

= Providers of banking, custodian, trustee and other services to the funds and investment
industry, either within own group or outside;

] Investment banking for single parent company or group;

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

] Niche areas of international lending.

The range of banks is marked: some banks have few employees and a single office in Dublin, while
others represent very large head office operations with many employees and multiple branch or
subsidiary operations.

From a financial stability perspective, the behaviour and health of the domestic banking sector is our
primary concern. Although the direct links appear limited, this does not mean that international
banks are not important from a financial stability perspective, as there would be significant
reputational risk for Ireland as a financial centre in the event of an adverse shock to one or more of
these institutions. In addition, these banks may be important counterparties for domestic banks’ in
certain markets and domestic banks can hold securities issued by international banks.

However, these banks’ direct involvement in the domestic financial system is limited. These
institutions hold relatively small shares of deposits placed by Irish households and businesses (7% at
end 2009) and they provide a relatively small share of the total credit outstanding to these same
customers (5% at end- 2009).

The presence of subsidiaries of foreign financial institutions in Ireland that sell into foreign markets
generates challenges in relation to their supervision.

The Central Bank is responsible for the compliance of the Irish subsidiary with EU and domestic
prudential requirements. It is reliant on the consolidating supervisor for the group, of which that
subsidiary is a part, for information on the state of the parent/related entities, supplementary
supervision of the related entities and co-ordination of supervision across the various operations.
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Although the EU’s Post-BCCI Directive provided a framework for supervision in such situations, there
is an asymmetry of information across the various supervisory authorities involved. This could lead to
important risks and scope for contagion not being identified and a failure in one entity being
transmitted to a related entity in another jurisdiction. This creates potential for direct contagion risk
and for reputational risk for Ireland as a financial centre. The problems faced by Hypo Group and its
Dublin based subsidiary, DEPFA Bank, in 2008 provide a striking example of this problem.

This asymmetry extends to the management and operation of large cross-border operations where
the parent of a subsidiary located in Ireland may be at a disadvantage in terms of information relative
to the management of the Irish operations. This challenge is compounded, where the Irish subsidiary
has subsidiaries or significant branch operations in other jurisdictions. This generates a significant
challenge in terms of co-ordinated supervision and ensuring that banks are capturing and managing all
their risks.

Finally, the crisis has demonstrated that the interests of the home country of the parent entity and
the home country of the subsidiary entity can diverge. In a crisis situation, banking groups with
operations in Ireland may seek to protect the interests of the parent entity to the detriment of the
subsidiary. This could take the form of a cash sweep or failure to provide liquidity. It could also
include the location of ‘problematic’ assets or business practices outside the home jurisdiction.

Plainly, the international banking sector provides a significant contribution to national output,
exports, employment and tax revenue. This, however, must be set against the risks that arise from
the presence of these banks in Ireland. Internationally, there is support for closer, more co-ordinated
supervision of cross-border banks. Ireland, given its small size and the significance of these banks in
economic terms, must weigh up its interests. The challenge in the future will be to effectively
supervise these institutions, while at the same time preserving Ireland’s attractiveness as a financial
centre and protecting the broader economic interests of the State.

The recent crisis has resulted in international efforts to (i) strengthen the regulatory system, (ii)
improve co-ordination among supervisors and other national authorities and (iii) develop improved
resolution and compensation systems. The G20, the Financial Stability Board, the Basel Committee on
Banking Supervision, the European Commission and the Committee of European Banking Supervisors
have all been active in this area.

The Basel Committee on Banking Supervisions recommendations have included™:

] Procyclicality of regulatory solvency measures and provisioning;
= Limits on bank leverage;
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] Quality of bank capital;
= Liquidity risk management; and
= Remuneration structures within financial institutions.

There have also been proposals to improve supervisory co-ordination across borders and to increase
the intensity and risk sensitivity of prudential supervision across the board.

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

The newly constituted Central Bank will be a unitary organisation with responsibility for, inter alia,
regulation and oversight of banking in Ireland, both at an individual institution level (“micro-
prudential) and at a system-wide financial stability level (“macro-prudential”).

Our objectives, as set out in the Central Bank Reform Bill 2010, include:

] Stability of the financial system; and

] Proper and effective regulation of financial institutions and markets, while ensuring that the
best interests of consumers of financial services are protected.

To deliver on these objectives the Central Bank needs to change its approach to regulation and
supervision of both individual credit institutions and the banking system. The organisation is being
restructured and resourced to:

] Deliver a more assertive, risk based and challenging approach to banking supervision;

] Ensure a greater focus on macro-prudential analysis to identify the risks and stresses for
business models, sectors of the economy and the financial system;

] Translate the macro-prudential analysis and micro-prudential oversight into agreement on,
and imposition of, supervisory actions necessary to address identified risks;

] Better influence and implement the regulatory legislation and requirements emanating from
the EU;

] Reinforce the domestic regulatory framework where necessary; and

] Enforce standards, rules and requirements delivering a credible threat of enforcement to

underpin the new approach to banking supervision.

The 2010 Bill provides for a single unitary Board — the Central Bank Commission — to manage and
control the affairs and activities of the Bank. The Commission’s primary functions will be to ensure
that the central banking and financial regulation functions of the organisation are integrated and co-
ordinated and that the powers and functions conferred on the Central Bank are properly exercised
and discharged.
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While a strong legislative base provides a cornerstone for building a strong independent body, the
manner in which the organisation is structured, managed and staffed is key to delivering on our
responsibilities. The appointment of senior executives with responsibility for Financial Institutions,
Risk and Policy, Enforcement, Markets and Consumer Protection will strengthen our executive
management and enable us to restructure the directorates and departments which are most directly
involved in banking supervision. This in turn allows us to overhaul the system of banking supervision
taking account of the lessons learned from the financial crisis, both domestic and international, and to
keep pace with international best practice.

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

] The two frontline banking supervision departments will be restructured as Retail Banking and
Wholesale Banking in a move away from a division purely based on “covered institutions” (i.e.
those covered by the Credit Institutions (Financial Support Scheme) 2008) and other banks.
This creates a new business as usual structure, grouping banks with similar models and
associated risks within the respective departments.

] A new team, Prudential Analytics, containing quantitative specialists, financial analysts and
business model analysts will support supervisors. This new team, together with the ongoing
recruitment of specialist staff for banking supervision departments and the establishment of a
Risk Experts Panel (see 2.4 below) will address the lack “of some of the specialised expertise
needed” as noted in the Honohan report.

] A dedicated Enforcement Directorate will have investigative expertise and deliver a credible
threat of enforcement action. The need for credible enforcement and the consequential
benefits were outlined in the Honohan report: “When a new agency is created it is important
that it quickly establishes its credibility and reputation as an enforcer. This creates
expectations as to how the rules, codes, regulations and principles will be enforced which will,
in turn, influence behaviour. If the regulated firm anticipates prompt regulatory action if it
infringes a principle, code, rule or regulation and also that the action will increase in severity if it
is repeated, the regulated firms will strive to minimise such infractions”.

] The Policy and Risk Directorate addresses the need to overhaul the domestic framework for
regulation in line with international recommendations and best practice, better monitor and
influence EU and international policy proposals and implement EU legislative changes into our
system of supervision. Responsibility for the development and maintenance of the
organisation-wide Risk Assessment Model will be centralised in a Risk Department. The
establishment of dedicated policy departments also recognises the impact on frontline
supervision when resources are diverted to policy and other support functions. The Honohan
report noted that in banking supervision “management resources were regularly diverted from
day-to-day supervisory tasks to deal with policy development work and work related to the
Committee of European Banking Supervisors (CEBS)” and that “key staff were diverted into
activities such as the implementation in Ireland of the many new and technically demanding
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international requirements introduced over the period and participation in various EU and ECB
groups”.

. Later this year, following preparatory work on our information systems, we will establish a
Regulatory Transactions Department where all processing of regulatory returns and routine
regulatory transactions will be centralised with common risk-based processes and, over time, a

common work flow IT platform.
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nxiii

The IMF in its May 2010 paper “The Making of Good Supervision: Learning to Say No”™" identifies,

inter alia, that having adequate resources is a fundamental requirement for good supervision:

“Supervision is resource intensive. Offsite reporting and surveillance requires access to technology
and data sources. Onsite inspection requires significant human capital. Together they require
constant skill development to keep pace with market developments. The follow-through on issues
can be particularly resource intensive, which is why this often is observed as a problem for supervisory
agencies”

Governor Honohan in his report stated that “The financial crisis has made it clear, though, both in
Ireland and elsewhere, that effective bank supervision simply cannot be performed with the thin
staffing that was applied to frontline operations of the FR”. He also concluded that:

] “Broadening the scope and intensifying supervision, especially its quantitative aspects, which
could have addressed the above problems, would have required considerable additional staff
resources and training to help offset the asymmetry in skills vis-a-vis the regulated institutions”;

] “There were difficulties recruiting and retaining persons with the required expertise, mainly
reflecting salary competition in the market and the constraints on what the FR could offer in
terms of salary”; and

] “Only a small number of persons was allocated to supervise leading credit institutions. Given
the considerable asymmetry in expertise and seniority between the staff of the FR and the
regulated institutions, this is likely to have hampered effective supervision”.

The size of the banking sector in Ireland illustrates the scale of the challenge for this new team. In
addition to the 7 “covered credit institutions” and their Irish licensed banking subsidiaries, there are
another 36 banks licensed and regulated by the Bank. In total, these banks employ approximately
41,000 staff and manage assets in the region of €1.4 billion with operations in 19 countries. In
addition to Irish licensed credit institutions 33 credit institutions operate in Ireland on a branch basis
based on the right of establishment provisions of Articles 25 -27 of the Capital Requirements Directive
(Directive 2006/48/EC).

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

= Recruit 150 staff in 2010, bringing overall Central Bank staff numbers to 1,300;

] Increase regulatory staff numbers by perhaps a further 150-200 over the following 2 years;
] Have a minimum ratio of 10 supervisory staff per firm for major institutions;
] Improve specialist expertise by recruiting staff with direct business/banking experience — credit,

liquidity, treasury, market and operation risk experts; and

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

Ongoing training and professional development is fundamental to developing and maintaining high
standards among our staff. We have introduced a compulsory training programme for all new and
many existing staff. All staff joining the organisation must complete the introductory module within
six months. Additional specialist training will be mandatory on an annual basis.

We are establishing a panel of external risk advisors comprising experienced professionals who have a
long and well established record of operating at a senior level in a financial services environment.
These experts will be a resource available to both the organisation and to individual staff members
who may require advice or a “sounding board” on policy proposals or issues arising with individual
firms.

These experts will:

] Prepare periodic reports on key risks arising or evolving and make proposals as to how such
risks may be mitigated;

] Provide advice on proposed rules/regulations;

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

] Contribute to reports on financial stability.

In parallel with the new approach to supervision, we will deliver enhanced assessment of, and
reporting on, financial stability focusing on risks and vulnerabilities.

As part of these changes, the Central Bank’s Financial Stability Committee has been restructured and
meets more regularly. It is now chaired by the Governor and includes senior staff from across
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relevant central banking and regulatory departments. The role of the Financial Stability Committee
includes monitoring and assessment of:

] Developments in economic and financial markets both domestically and internationally;
] Micro prudential and systemic risk indicators;

] Stress-testing methodologies and results of stress tests; and

] Strengths and vulnerabilities of the financial system.

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

In addition, the expansion and restructuring of the organisation requires the implementation of clear
channels and systems for (i) escalation of regulatory issues and agreeing regulatory action and (ii)
development and implementation of policy initiatives and strategic commitments. We have
established clear management structures and reporting lines. However, given the scale and
complexity of our responsibilities, we believe that formal specialist committees, chaired at a senior
level, will ensure that:

] Significant issues are appropriately escalated and actioned;

] Policy is developed with the benefit of specialist expertise and frontline supervisory input while
taking on board cross-sectoral interdependencies and approaches;

] Implementation of commitments to rebuild and reform the domestic regulatory framework are
tracked and implemented on schedule; and

] We are in a better position to influence EU policy developments and identify implementation
issues at an early stage.

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

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

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

The need for change is clear.

In the period preceding the crisis, supervisory culture internationally, with some notable exceptions,
tended to be too deferential towards free market ideas, and too responsive to critics of regulation and
regulators. It is also clear that numerical estimations of risk came to beguile financial institutions and
regulators alike — for example, the outputs of VAR models or Basel Il capital calculations. Although
this reflected the increased complexity of financial markets, the consequence was to erode
confidence in basic prudential checks as well as broader judgements on the merits of rapid growth in
the financial system.

Similar issues were also a feature of the Irish banking crisis. Governor Honohan in his report
concluded, with respect to the CBFSAI, that “While consistent with the espoused regulatory
philosophy, the reluctance to take decisive action can also be characterised as displaying both
deference and diffidence to the regulated entities. These characteristics are brought out clearly also
when it comes to looking at the way in which individual institutions were dealt with...”.

Our task is to foster a supervisory culture where we take judgements on banks’ own judgements, and
are then prepared to be tenacious, but not pig-headed, in defence of the public interest objectives
Government has given us.

Supervisory theme for 2010: Mortgage credit standards and funding risks

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

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

o Data on new mortgages and sales targets for the coming period;
o Pricing and estimated profitability of this lending;
o Their current risk appetite for lending to this sector, and confirmation of when the bank’s

board last reviewed the issue;

o Their policies defining risk appetite, including Net Disposal Income, DSR, Loan to Value, Term,
Room Rentals and stress testing of repayment;
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o Levels of exceptions to policy in the 6 months to 31 May 2010;

o Arrears levels for the past year;

o Drawdowns for the past year; and

o Summary of key risks identified to future lending and how they have mitigated those risks.

Where we have identified risks, we have already intervened to ensure that banks manage them
appropriately.

We will publish our findings from this review in July 2010.

Delivering a more assertive, risk based and challenging approach to banking supervision requires not
only resources and skills but a will, both at an individual and institutional level, to question, intervene
and act. This culture will apply not only in our supervision of individual institutions but also in the
context of macro-prudential or financial stability oversight.

Question

It is clear that Irish banks will emerge from the crisis with different business models. The stability of
the banking system will depend on the soundness and profitability of these business models. One of
the weaknesses of regulation has been, as noted in the Honohan report, that “it relied on the
deferential view that, as long as there was a good governance structure, decisions of the people
actually running the banks could normally be trusted to keep the banks safe and sound, and their
decisions did not need to be second-guessed”. The Governor was also clear that “even if armed with
the necessary information to be effective there would have had to be a greater degree of
intrusiveness and assertiveness on the part of regulators in challenging the banks”.

We will examine very carefully banks’ commercial direction. Where the stakes are sufficiently high we
will ‘second guess’ commercial decisions as it is clear that poorly thought through business choices
can later morph into prudential problems. For example, we will challenge banks on the availability of
the requisite skills, the depth of research into new markets, their product design and development,
the contingency planning for unforeseen developments, and their appetite for risk. We will also press
the banks on how they will take account of funding pressures in their financial forecasts. However,
expectations of the regulatory regime need to be realistic — even with increased resources we cannot
assess every decision of institutions or have knowledge of everything they do.

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

A key focus of supervision has been, and continues to be, assessing governance, systems, controls and
compliance with rules and requirements. This has tended to focus on the current regime or look back
to assess evidence of compliance. This needs to be done. However, we will also be more forward
looking in assessing their business models and strategies to form our own judgement on the
associated risks so that we can intervene early. This approach is designed to address the concern
expressed in the Honohan report that “overall supervision was focused on procedural aspects of how
the bankers did their job, and did not seek to second-guess the business models of the banks, by, for
example, requesting additional provisioning or capital buffers against increasingly risky loans”.

Act

We are determined to avoid falling again into “a pattern of inconclusive engagement with regulated
entities on prudential matters, and lack of decisive follow-through”™".

Where we identify risks in a credit institution we will insist on action to mitigate that risk. Whether
we require immediate action or a clear plan and timeframe to address the matter will depend on the
nature, scale and potential impact of the risk or shortcomings. Having identified actions required it is
critical that these are all followed up to ensure that undertakings and commitments are delivered on
and the issue is fully resolved. Where institutions cannot, or do not, take appropriate actions, the
Central Bank will use its supervisory powers to force a resolution. These powers are wide ranging
(e.g. requiring specific action by the firm, requiring independent third party review and
recommendations, capital add-ons, directions to cease certain business).

A similar will to act will form part of our macro-prudential oversight. Where we believe that action on
our part would mitigate or help to mitigate emerging risks to financial stability we will take the
necessary action. However, it must be acknowledged that, in the absence of domestic monetary
policy or interest rate tools, such actions largely relate to interventions via banking or financial
services supervision. Such actions will only be effective if they complement rather than run counter to
Government economic or fiscal policy. Where the Central Bank believes that changes are required in
Government policy we will be clear in our advice to Government and our public commentary.

A key component of our risk based approach is the development of a more systematic risk framework
or model. This will be used to enhance and develop our engagement levels with all regulated entities,
which will drive our resource requirements, and facilitate the allocation of supervisory resources
towards entities on the basis of impact and risk. Fundamental to development of the risk framework is
the categorisation of all regulated entities based on inherent impact and/or risk.

Entities will be categorised initially on an impact basis from low to high impact, with those entities of
systemic importance ranked as highest. The G20 criteria for systemic importance of financial
institutions, namely size, substitutability and interconnectedness, will influence categorisation.
Engagement levels will be established at base levels for each impact category and sub-category that
will by necessity differentiate between entity type and industry. Entities judged riskier by supervisors
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will be subject to closer, more assertive, supervisory engagement. In this way, appropriate regulatory
stances can be defined on the basis of impact and risk.

The risk model will reflect quantitative and qualitative data available to the Central Bank that will
facilitate in-depth financial analysis, peer group analysis, performance tracking, and the development
of early-warning triggers. For the largest, high impact firms, we will have a much more intensive level
of supervisory engagement, including regular, comprehensive risk-assessments, a regular on-site
presence, scheduled meetings with business management and control functions, and frequent ad-hoc
contact. But it needs to be recognised that it is not possible to perform regular on-site assessments
for the approximately 15,000 financial services firms we supervise, hence the establishment of base
engagement levels by category of regulated entity. Low impact or low risk entities can expect a less
intensive regime which is expected to derive primarily from early warning triggers or system-
generated “red flags” identifying significantly different risk characteristics between individual entities’
situations and those of their peers, their past performance, or projected future performance based on
actual or stress scenarios.

Our concept envisages a risk assessment model which separately rates key individual risks (e.g. credit,
market, liquidity, operation, business, legal, strategic) and mitigants (e.g. controls, organisation,
management, ownership structure, access to capital) to generate an institution-specific aggregate
score. The risk assessments required as part of the Supervisory Review and Evaluation Process under
Pillar 1l of the Capital Requirements Directive, which are described in more detail below, will form an
important contribution to both institution-specific aggregate scores and planned levels of, and
approaches to, supervisory engagement.

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

The risk model will impact significantly on the operations and staff of the Central Bank in its
supervision of regulated entities. A project of this size and complexity will require time and resources
to develop, roll out and bed down. We will consult on the impact framework and the metrics used to
decide on categories in Quarter 4 2010. We will implement the model in Quarter 2 2011.

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

The CRD prescribes the minimum capital requirements in respect of credit, market and operational
risk (Pillar 1 risks), which are calculated on either a standardised or Internal Ratings Based Approach
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(“IRBA”) (bespoke internal models) basis. It also requires that credit institutions assess the additional

risks they are exposed to and determine the capital that they must hold against these risks. The

Internal Capital Adequacy Assessment Programme (“ICAAP”) must then be subject to assessment by

supervisory authorities as part of the SREP. A formal annual SREP will be conducted for each

institution including qualitative and quantitative assessment.

The Committee of European Banking Supervisors representation of the SREP gives an overview of the

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

The qualitative elements of the SREP include assessment of strategy, governance,
management, culture, policies, controls, compliance and internal audit.

There is an increased focus on business models/strategies and stress testing. The viability
and sustainability of business plans or models on a standalone basis, or in the context of a
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wider group, will be subject to supervisory challenge by specialist teams.

] Rigorous stress testing, incorporating scenarios analysis, stress testing and reverse stress
testing should be part of an institution’s decision making, capital planning and risk
management processes. All material risks should be stressed on a regular basis. The Governor
in the Honohan report questioned whether the scenarios used in past stress tests had
represented a sufficient “turning up of the switches” and concluded that “it is clear that the
shocks involved, while thought to be “extreme” at the time, did not in fact capture the scale
of what could and did happen”. Institutions will be required to carry out robust stress tests at
different level (e.g. product, business unit or division) as well as institution wide stress or
scenario testing and factor in possible contagion effects. The assumptions, hypothesis,
methodologies, granularity and results of stress tests and evidence of their practical
application in decision making and risk management will be challenged by specialists. Where
we believe that the stresses or scenarios are not severe enough parameters will be
prescribed. The Prudential Capital Assessment Review (“PCAR”) (see Section 5.4) has, and will,
inform our SREP for relevant institutions.

] Specialist credit risk analyst resources have been, and are being, recruited to ensure greater
analysis (including industry benchmarking) and challenge on credit risk, credit risk
management policies, credit procedures, large exposures, credit grading, impairments and
provisioning as part of the supervisory review. This increased analysis and challenge is
designed to ensure that institutions adopt more appropriate and prudent approaches to
credit, risk, grading, impairments, provisions and write-offs.

In the Honohan report analysis of micro-prudential supervision, the Governor asserts that
“quantitative analysis needs to be at the heart of off-site supervision of financial firms”. The
quantitative assessment and challenge will be driven by a combination of data and analysis.
Institution-specific data is sourced from a mixture of publically available information (financial
statements), standard regulatory returns (COREP, FINREP, liquidity report, large exposure report and
ICAAP portal) and detailed supplementary information received from the institutions via electronic
data template submission. Data received from each institution are input into a series of proprietary
risk quantification tools developed by the Central Bank, which are known collectively as the “Pillar 1l
capital toolbox”. This toolbox produces an independent estimate of the capital needed to absorb
potential losses across a number of risk types for a given portfolio and frequency of occurrence. This
suite includes credit portfolio analysis tools to facilitate better understanding of the risks from the
perspectives of concentration, borrower linkages and sensitivity of estimates to the
inputs/assumptions used.

The Central Bank has recently enhanced its supervisory review process by introducing the concept of a
“Risk Dashboard” for each licensed credit institution. This approach goes some way towards
addressing the concern identified in the Honohan report that “although inspectors did identify many
of the key governance and procedural weaknesses in a qualitative way, the process-based regulatory
model they were adhering to was not designed to provide a quantitative or graduated indication of
the magnitude of the risks to solvency and the likelihood that they would materialise”. The risk
dashboard provides a concise portrayal of the institution’s risk profile and business model and how
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they have evolved through time. It describes the level of exposure the institution has to a wide
spectrum of risk types including credit default, credit grade migration, market, operational,
business/strategic, interest rate risk in the banking book, pension, liquidity, residual, securitisation,
insurance underwriting, equity holdings and property holdings. The dashboard facilitates analysis and
consistent and focused challenge of the institution’s own estimates of risk exposure as part of the
annual SREP. This process helps ensure that institutions’ capital is representative of the risks in their
portfolio and that risk mitigation and capital plans can be implemented effectively.

Cross-organisational panels, drawing on supervision, banking, risk analytics and financial stability
expertise, (i) review and agree the proposed focus, plan and methodology for each institution’s SREP
in advance of the formal SREP commencing and (ii) assess the SREP report, challenge examiners on
their findings and agree any supervisory actions.

Where we assess the quality of an institution’s ICAAP, controls, oversight, management and
governance as being high we may make allowance for this in deciding on an institution’s capital
requirement.

The Central Bank expects that any shortfalls identified during the supervisory review will be addressed
through each institution’s Pillar Il development plan. This plan provides details of scheduled
improvements to internal risk and capital management tools and processes. When credit institutions
fall short of what is required or expected of them, the Central Bank will be clear on what we view as
the shortcomings and appropriate remedial actions. Capital is not always the only, or indeed, the
appropriate response to risks or deficiencies identified by a supervisory regime. In some cases
controls or limits may serve to eliminate or mitigate risks. Supervisory measures can include, but are
not limited to, requiring credit institutions to hold additional capital, improve policies, processes,
systems and controls, revise its business strategy, apply a specific provisioning policy, restrict or limit
the business, operations or branch/subsidiary network of the credit institution or reduce the risk
inherent in its activities and/or products.

The formal annual SREP is supported by ongoing supervisory engagement and processes, both on-site
and desk-based, which include:

] Analysis of financial data including audited accounts and regulatory returns (e.g. profit & loss,
balance sheet, liquidity report, large exposures report);

] Inspections, either on a themed industry-wide basis or focused on particular issues with
individual credit institutions;

] Challenge meetings with directors, management and control functions;

= Review of board and sub-committee minutes and attendance, as an observer, at selected board
and committee meetings;

] Expert reports commissioned where fundamental weaknesses identified in systems of oversight
and controls; and
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] Review of auditor’s management letter and follow-up on delivery of recommendations.

The SREP is not a one-off annual exercise. It is informed by our ongoing engagement and supervision
of each institution and use of the formal SREP process does not prevent us from taking supervisory
actions at any time should the need arise.

Supervisory theme for 2010: bank strategies
We will use the Supervisory Review process to evaluate the quality of bank strategies.

It is clear that the environment for banks will be challenging. We expect bank boards to have thought
through, and then described in credible detail, what these challenges will mean for their business
models.

A key area of focus for the Central Bank will be the steps banks are taking to broaden their lending
capabilities. There is now an economic imperative to lend to growth businesses and sectors. There is
also a prudential imperative that banks will require diversity in their earnings to attract lower capital
charges and higher credit ratings.

We will intervene if we observe a poorly conceived strategy. We will also intervene if we see a lack of
progress in implementing a well-conceived strategy.

We will report publicly our findings in January 2011.

Co-operation among regulatory authorities has always been central to banking supervision, both in
terms of bi-lateral engagement and membership of groups such as the Committee of European
Banking Supervisors (‘CEBS’). Formal structures - “colleges of supervisors” - evolved from the legal
arrangements for decision making in the CRD (e.g. joint decisions on IRBA model approval). These
colleges are permanent structures for co-operation and co-ordination among authorities responsible
for, and involved in, the supervision of different parts of cross-border banking groups.

The financial crisis emphasised the need for such international co-operation and amendments to the
CRD, to take effect from end 2010, have provided a legal basis for the establishment of supervisory
colleges and provide for the participation of 3" country (non EU) regulatory authorities. CEBS now
establishes targets, monitors and reports to the membership on the establishment and functioning of
colleges.

Given the presence of many international institutions in the IFSC and the increased focus on the need
for an international co-ordinated approach to supervising groups we expect that colleges will play a
greater role in setting the supervisory priorities and approach to the supervision of individual
institutions licensed by the Bank. More regular college meetings, joint work programmes and joint
inspections are a feature of the longer established colleges and we will be supporting further moves in
that direction. Clearly, increased participation in colleges and collaborative work with other
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regulatory authorities places increased demand on staff resources and is factored into our
recruitment plans.

All banks can expect a more intrusive and challenging approach to banking supervision.

However, this does not mean a one-size fits all approach. It would be impractical, not to say illogical,
for the Central Bank to apply the same level of resources and approach to supervising domestic
commercial banks, for which we are the consolidated supervisor , and to supervising “ a niche bank”
operating in the IFSC as a subsidiary of a global financial services group. Clearly these
characterisations are at extreme ends of the spectrum and many banks operating in Ireland will fall
within a middle ground.

Systemically important financial institutions, which will include the domestic commercial banks and a
small number of international banks can expect a detailed analysis and challenge of their systems,
controls, policies, business model, plans, financials, returns and audit reports together with a regular
on-site presence and attendance at certain board and committee meetings.

In the case of international banks, we recognise that they are part of a wider financial services group
and that our engagement with them should reflect that. We will be placing increased emphasis on
engagement at Group level and with the consolidating supervisor, both via Colleges of Supervisors and
on a bi-lateral basis. Where institutions rely on group policies and systems local boards and
management need to understand them and be satisfied as to their appropriateness for the Irish
business.  Business models need to be sustainable and while we recognise that this may be in the
context of a wider group strategy, rather than purely locally, all group regulators need to understand
this and be satisfied that this is the case. Banks can expect an increased level of engagement,
particularly in the short to medium term — meetings, queries and data requests — as we seek to ensure
that we have the necessary knowledge and understanding of institutions’ strengths and weaknesses
to feed into our risk model and inform our approach to supervision of individual entities.

We will also seek to apply a proportionate approach to the development of rules and regulations,
providing where appropriate flexibility for international banks in recognition of the overall regulation
of the Group and the application of comparable regulation at a consolidated level.
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Chapter 4 - Financial stability and its contribution to banking
supervision

The Central Bank’s overall responsibility for financial stability draws on the expertise and knowledge
base of supervisors at the individual bank level as well as being based on analysis at the aggregate
level. Thus financial stability analysis involves examining the stability of the overall financial system,
its component parts, and the relationships between the financial system and the real economy. This
short chapter of the paper is organised in two parts. The first broadly describes the role of the
Financial Stability department in the organisation and the second part outlines a roadmap for work
within the economics and supervisory areas on financial stability and banking sector issues designed,
inter alia, to address issues highlighted in the Honohan report.

The work of the Financial Stability department is informed and enhanced by a high level of regular
interaction with Financial Institutions Supervision, addressing a concern raised in the Honohan report
that closer interaction between the staff involved in these respective areas is required. Staff from the
Financial Stability department are part of the Supervisory Review and Evaluation Process (SREP),
regular supervisory challenge meetings, and prudential analytics work. While these meetings serve to
provide crucial first-hand information of developments within the financial system, they also afford
the Financial Stability department the opportunity to provide its bigger picture risk assessment
perspective.

The department is a key user of supervisory and externally provided official sector data such as
residential property price indices. The department will strengthen its advocacy role as a user of micro
and macro-prudential data that is the lifeblood of financial system surveillance and research. To this
end, the department will produce an assessment of the data needs for financial stability assessment
and publish it by October 2010 for comments by academics and reporting agents in industry.
Furthermore, the department plans to expand the data sources at its disposal by utilising private
sector data sources in common with best practice in major central banks and international
organisations.

Much of the empirical assessment conducted by the Financial Stability department will underpin the
conjunctural assessments which are prepared as a core output of the financial stability review process
and which have formed the core of past Financial Stability Reports released by the Central Bank.
These reviews are an integral aspect of the macro-prudential policy of the Central Bank forming the
basis for mitigating actions to be undertaken by the Bank. As such, the Financial Stability department
provides as rigorous and independent a risk assessment as possible.
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As part of its risk assessment process, Financial Stability has already started to develop bi-lateral
contacts with other major central banks and the wider academic community. In terms of the overall
work streams identified, increased contact with these relevant peer groups through publication of
work, attendance at conferences and organisation of workshops will be a key priority in benchmarking
the quality of the work conducted by the Financial Stability department.

The work of the Financial Stability department involves day-to-day monitoring of sectoral
developments, briefing, crisis management coordination activities, input into the authorisation
process and the provision of the secretariat and inputs to the Bank’s Financial Stability Committee.
The department also has significant commitments in relation to the various international committees
and task forces on which it participates, particularly those of the ESCB.

In preparing our “roadmap” we have taken account of issues raised in the Honohan report including
that:

“

FSRs did not end up conveying an appropriately forceful message that could have served as a
springboard for strong remedial action.”;

..... a rather defensive approach was adopted to external critics or contrarians.”; and

“Regulator-maintained data on individual financial entities continued to be accessible to Central Bank
staff; however the relatively “raw” nature of these data as well as the constrained availability of FR
staff to assist in their interpretation, appear to have inhibited the extensive usage of the data in report
preparation”.

Both the domestic aspects of the crisis and developments at the EU level have meant that the
economics division has had to reassess the weight applied to various issues in terms of what and how
work is carried out within the business area. One of the conclusions of this reassessment is that the
conjunctural financial stability assessment will be strengthened by a commitment to analysis
underpinned by advanced empirical research. This involves rigorous statistical analysis across the
main areas of responsibility for the department: systemic risk assessment, comparative analysis of the
Irish banking sector, and both macro and micro level examination of the interaction between the
financial system and the real economy.

The need for development of a systemic risk assessment capability is given considerable impetus by
the establishment of the European Systemic Risk Board (ESRB). Within the Central Bank, Financial
Stability department will be taking a lead role in the work of Central Bank relating to the ESRB. In
practical terms, the Central Bank will be in a position to understand, examine and at times critique this
type of assessment conducted by the ESRB. Finally, significant influence on the analysis conducted by
the economics division within the Central Bank will be participation on the new Macroprudential
Research (MaRs) network of the Eurosystem. This research network will contribute to the ESRB by
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providing policy directed research. It consists of three workstreams (i) financial stability and the
general economy, (ii) early warning and systemic risk indicators and (iii) contagion.

Therefore, both domestic and EU influences will shape work on financial stability within the Central
Bank over the coming years. In the near term, this will lead to the following work:

e Development of a systemic risk assessment framework. This will include the estimation and
update of balance sheet and market-based indicators for financial institutions, and sovereigns.
Related to this ongoing work is a potential work stream on contagion and network analysis of
Irish banks. This may involve use of either or both large interbank exposure data and Target 2
payments data and would help to provide a greater understanding of the interdependencies
of the Irish banking system.

e The Central Bank will also conduct an in-depth comparative analysis of the performance of the
Irish banking sector that will feed into the discussions on the future structure of banking in
Ireland. This work will be undertaken through an in-depth analysis of the private sector
databases that contain annual financial data for banking institutions. Cross-sectional and
panel examination of this data will be very important in conditioning discussions about the
future nature of banking in this country and in the EU.

e In addition to crisis management work at a domestic level on Deposit Guarantee Schemes,
restructuring of the domestic financial sectors, and other crisis related issues, this will also
involve participation in the significant issues relating to enhancing the framework for cross-
border (financial) crisis management at the EU level.

e Interms of the further development of bank specific risk assessment, joint work is planned for
the latter part of 2010 between the Financial Stability staff and the Prudential Analytics team
within Financial Institutions Supervision. Broadly speaking this work will be based on
extending the quantitative risk assessment models that are currently in use thereby
contributing to the Pillar 2 infrastructure development already underway in Financial
Institutions Supervision.

e Parallel to this work, detailed micro level analysis will examine the important counterparts of
the financial sector: non-financial corporations (NFCs) and households. This work will examine
issues such as the implications for non financial corporation’s of changes in financing
conditions, the availability of credit for small and medium sized enterprises (SMEs) and the
nature of distress in the Irish mortgage market.

e Findings and assessments arising out of all of these strands will form the basis for public
communication in the Financial Stability Report cycle which will be resumed later in 2010 in a
new format.
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Chapter 5 - Regulatory framework

The national and international regulatory framework is being rebuilt to address the lessons of the
financial crisis. The fundamental framework for banking supervision in Ireland is governed by rules
and structures laid down in EU law, primarily the Capital Requirements Directive. It is likely that the
establishment of the European Banking Authority, and associated moves towards a “single rulebook”,
will leave national regulators with less discretion to introduce their own requirements. The EU
Commission is amending the CRD on a phased basis over the next 3 years mirroring expected changes
to the Basel Il framework. These will address the quality and quantum of regulatory capital, liquidity
requirements, counter-cyclical measures and improved supervisory co-operation. Our regulatory
framework needs to adapt to, and plan for, these changes.

However, while international factors contributed to the Irish banking crisis, many contributory factors
were “home-made”. Both the Honohan report and the report by Messrs Regling and Watson support
this view. “Home-made” elements included fiscal policy, weak bank governance and risk
management, the response of supervisors to the build-up of risks and the absence of forceful
warnings on financial stability risks. Aside from changes to the regulatory framework driven by the
EU, the domestic regulatory framework needs to be reviewed. Where national discretions exist or
particular issues need to be put on a statutory and enforceable basis we plan to introduce specific
national requirements. This Chapter deals with a number of the key initiatives, in a banking
supervision context, both at an Irish and EU level.

The board of directors, together with its senior management, is the first line of defence in ensuring
that a bank is well managed, with systems and controls, appropriate to the nature, scale, complexity
and risk of its operations. This is recognised by Governor Honohan in his report:

“In an important sense, the major responsibility lies with the directors and senior management of the
banks that got into trouble. They are the first line of defence to protect those who have entrusted
them with their funds”.

Strengthening the corporate governance framework for credit institutions is a priority given that both
domestically and internationally corporate governance failings have been identified as one of the
causes of the financial crisis. In an Irish context key elements of improved governance in banking will
be the introduction of codes on both corporate and internal governance together with a statutory
basis for fitness and probity reviews. The absence of these elements was criticised in the Honohan
report.
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Improved governance, more demanding regulatory requirements and intrusive supervision will
contribute to improving the resilience of the banking industry to future stresses.
Boards and senior management of credit institutions will be required to understand, and clearly
demonstrate that they understand the strategy of the institution, its risk appetite and associated
mitigants.

Corporate governance will be assessed as part of our ongoing supervisory engagement and as part of
the SREP. This will include an assessment of the structures and policies together with their practical
application and outputs.

The Central Bank is introducing, under its statutory powers, corporate governance standards designed
to strengthen the domestic regulatory regime. In April 2010 the Central Bank has been involved in a
public consultation process on Requirements for Corporate Governance of Banks and Insurance
Companies. The Requirements propose mandatory minimum standards as to how banks and
insurance companies should organise the governance of their institutions including:

] Imposing a minimum number of directors;

] Limiting the number of directorships that directors may hold to ensure that they can comply
with the demands of Board membership of credit institutions;

] Requiring that Board membership is reviewed at a minimum every 3 years;
Ll Having clear separation of the role of Chairman and CEO;
] Prohibiting individuals who were executives of the institution during the previous 5 years

moving into the Chairmanship of that institution;

] Clarifying the role of independent non-executive directors and the criteria for director
independence;

] Setting out requirements for Board committees; and

] Requiring annual confirmation of compliance to the Central Bank.

Conscious of the need for proportionality and that a somewhat differentiated approach may be
appropriate for institutions that are part of an international financial services group, the consultation
paper provides for certain exemptions and flexibility depending on the ownership structure and the
nature, scale and complexity of the business model. Applying such a proportionate approach
recognises that the regime applied to a specialist wholesale bank operating in the IFSC may, for
example, differ from that applied to retail “high street” banks.
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The Requirements will be finalised and issued in October 2010, following consideration of submissions
to the consultation. Breaches of these requirements will be liable to administrative sanction by the
Central Bank under its Administrative Sanctions Regime as set out in Part llIC of the Central Bank Act
1942.

The C&AG Special Report No 72 “The Financial Regulator: responding to the Financial Market Crisis
December 2009” recommended that:

“At the level of financial institutions, while recognising that it would have some cost implications, an
annual positive assurance by their auditors in regard to the functioning of the internal corporate
governance regime in each institution including the risk management function could strengthen public
assurance”.

We will commence consultations with the auditing profession and the Irish Auditing and Accounting
Standards Authority (IAASA) in July 2010 with a view to implementing a framework for regulatory
assurance by the institutions’ auditors to the Central Bank.

Improving corporate governance is not just a question of introducing new codes and regulatory
requirements. It is also driven by the integrity, professionalism, skills and experience of directors and
senior managers.

The Central Bank Reform Bill 2010 provides for a statutory Fitness and Probity Regime for directors
and senior management of financial institutions, including credit institutions. In summary, Part 3 of
the Bill provides that the Central Bank:

] May issue standards of fitness and probity with which firms must comply regarding officers and
employees performing controlled functions;

] Would prescribe controlled functions as well as specifying which functions require pre-
appointment approval by the Central Bank;

] May suspend a person from a controlled function pending investigation of their fitness and
probity. Such a suspension runs for an initial period of 10 days and can then be confirmed by
the Central Bank for a further period of 3 months (during which time the Central Bank may
apply to Court for a further extension of up to 3 months);

] Will have specific powers to demand documents and sworn testimony for the purposes of
investigating a person’s fitness and probity, including the power to apply to Court for an order
requiring compliance; and
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] May, where it forms the opinion that a person is not fit and proper, issue and publish a
‘prohibition notice’ forbidding that person to carry out a controlled function in a single firm or
as a general industry-wide prohibition.

The Central Bank will issue a consultation paper setting out its proposals on prescribed controlled
functions and revised fitness and probity standards in December 2010.

We have already commenced an interview process as part of our “fitness and probity” assessment for
those being appointed at senior levels within the domestic banks and plan to roll this out in a targeted
and risk-based manner consistent with resources. Interviews focus on, but are not limited to, the
individual’s role and responsibilities, expertise, experience and qualification, knowledge of the
regulatory regime and understanding of the institution, its business strategy, key risks and risk
mitigation.

We are also introducing periodic interviews with directors of significant institutions to assess their
understanding of key risks. Combined with attendance at selected board and other key committee
meetings these interviews will assist us in assessing the performance of individual directors. However,
we will not solely focus on individuals. We will be reviewing the overall quality of boards, including
balance and skill sets, management oversight and adherence to the requirements proposed for
corporate governance.

Credit institutions are required™ to have robust and comprehensive governance arrangements,
proportionate to the nature, scale and complexity of their business, including:

] A clear organisational structure with well defined, transparent and consistent lines of
responsibility;

] Effective processes to identify, manage, monitor and report the risks to which it is exposed;
] Adequate internal control mechanisms; and
] Sound administrative and accounting procedures.

The Central Bank’s Notice on Implementation of the CRD instructs credit institutions that their
operations should be consistent with Guidelines issued by the CEBS. These include CEBS Principles for

Internal Governance™"and High Level Principles for Risk Management™". The CEBS work programme
for 2010 includes further work on risk management and internal governance in Quarters 3 and 4 2010.
The Central Bank will issue a consultation paper on Internal Governance Requirements in 2011
following CEBS review of its policy. As part of this consultation, we will consider the merits of

Directors’ Compliance Statements.
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Excessive risk taking by credit institutions and other financial services firms has contributed to the
financial crisis. A factor in this was a failure to appropriately link remuneration and reward to the
long-term sustainability and performance of institutions. Rewarding directors, management and staff
for short term profitability gave incentives to pursue riskier activities which provided higher short-
term income and profit. In Ireland this was characterised by focusing on balance sheet growth rather
than the stability of the business or funding model.

In their report Messrs Regling and Watson noted: “A third issue concerns remuneration and
incentives. In many popular accounts of the global financial crisis (and Ireland is no exception), this
topic conjures up images of top management bonuses, or the practice of awarding stock options on a
large scale. A fair degree of consensus has emerged internationally about the need for improvements
concerning such practices. However, in Ireland, at least one should not neglect incentives set for
middle-level management and indeed loan officers.”

We will issue a consultation paper on Remuneration Requirements for the Financial Services Industry
in September 2010 with a view to finalising and imposing requirements in Quarter 1 2011. The
Requirements will be based on international best practice including, the EU Commission
Recommendations on Remuneration Policies in the Financial Services Sector™, CEBS High Level
Principles for Remuneration Policies™ and the Financial Stability Board Standards as endorsed by the
G20™. They will include:

] Linking remuneration policies and procedures to business strategy, risk tolerance and the
long-term interest of the institution;

] Board approval and review of the policy and oversight of its application;

] Ensuring that control functions are specifically addressed;

] An appropriate balance between fixed and variable remuneration elements;

] Performance related pay policies including a fully flexible bonus policy, use of a multi-year

framework, deferral of some bonus payments and measurement of performance based on
longer term performance, individual and collective performance and capturing non-financial
criteria; and

] Internal and external transparency of remuneration policy.
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Supervisory theme for 2010: remuneration practices

As part of our SREP visits to the domestic banks in 2010, we will take a close look at the governance
and oversight of remuneration practices at banks.

It is clear that the structure and quantum of compensation has been a major factor in the financial
crisis globally. Within Ireland, it would appear that remuneration arrangements over-emphasised
asset acquisition and under-emphasised the effective stewardship of funding needs. The
consequences of this skewed approach are clear today.

To this end, we are going to drill-down into two areas: the arrangements at board-level for setting and
scrutinising remuneration priorities, and the nature, substance and frequency of board-level debate
about remuneration practices; and how banks, through their remuneration policies and practices,
balance rewards and incentives between asset acquisition and funding risk management.

At present, we have seen some evidence that some banks are still failing to match the maturity of
assets and liabilities in a way that would create a stable long-term balance sheet structure and
sustainable future profits.

We will report publicly our findings in November 2010.

It is estimated that €841 billion™" could be lost in write downs by Eurozone and UK banks as a result of
the financial crisis. Given the scale of the potential losses and the resultant need for Government
interventions, it is widely recognised that the quality of regulatory capital must be improved and the
quantity increased. The Basel Committee and the EU Commission have moved to introduce wide
ranging changes to the capital framework.

The Central Bank has conducted a Prudential Capital Assessment Review (“PCAR”) for Allied lIrish
Banks plc (“AIB”), The Governor & Company of the Bank of Ireland (“BOI”) and EBS Building Society
(“EBS”) to determine forward-looking prudential capital requirements; the results of which were
announced on 30 March 2010. In addition, an update on the status of Irish Life & Permanent plc
(“ILP”), Anglo Irish Bank Corporation Limited (“Anglo”) and Irish Nationwide Building Society (“INBS”)
was provided as part of the PCAR announcement.

The PCAR assessed the capital requirements arising for expected base and potential stressed loan
losses, and other financial developments, over a three year (2010-2012) time horizon. In setting a
target level of 8% Core Tier 1, with 7% Equity Core Tier 1, under the base approach and 4% Core Tier 1
under the stress approach the Central Bank has recognised current requirements, market
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expectations, the direction of proposed changes to the capital regime and the need for increased loss
absorption capability. Details of the PCAR methodology, stress tests and results are set out in Annex
2.

As a result of the PCAR; AIB, BOI and EBS were required to prepare and submit recapitalisation plans
within 30 days of the announcement outlining their approach to raising the additional capital required
by the end of 2010. It is intended that a PCAR will be completed for ILP in the coming months as the
institutions’ restructuring plan is developed. It is also intended that the PCAR methodology will be
applied to Anglo and INBS following completion of their restructuring plans.

As part of the SREP engagement we are conducting prescribed PCAR-like stress tests on a number of
international banking subsidiaries operating in Ireland with business models similar to the domestic
“covered institutions”. The aim of the prescribed stress tests is to assist in determining the level of
projected loan losses in these institutions and the potential capital deficits arising in each institution.
The analysis will also identify possible events or cyclical changes in market conditions that could
adversely impact the institution’s earnings, liquidity and asset values. More tailored stress testing will
be conducted for other international banks given the range of different business models and markets
in which they operate. Where our analysis indicates a possible capital shortfall, credit institutions will
be required to prepare a capital plan to comply with any additional capital requirement specified. As
with the PCAR, these prescribed stress tests will inform the SREP and will ensure that the risks which
have resulted in additional capital requirements will be appropriately recognised and managed in the
ICAAP.

The Capital Requirements Directive (“CRD”) provides the framework for banking supervision and
capital requirements across the EU. There are two components to the calculation of capital under
the CRD:

] Pillar 1 provides a comprehensive set of rules to determine minimum capital requirements for
credit, market and operational risk.

] Pillar 2 (“supervisory review”) requires that, notwithstanding the Pillar 1 minimum, institutions
make their own assessment of the adequacy of capital in the context of their risk profile, risk
management and internal governance arrangements. This is then subject to supervisory
review and evaluation. Pillar 2 aims to ensure that an institution’s capital level is sufficient to
cover its overall risk. Regulatory authorities can direct credit institutions to hold additional
regulatory capital where they believe institutions are not in compliance with the requirements
of the CRD.

Currently the CRD requires that institutions must hold minimum capital equal to 8% of risk-weighted
assets. Institutions are allowed to use different levels or tiers of capital to meet this requirement,
subject to limits. The highest form of capital is Tier 1, which typically consists of equity capital and
hybrids. Tier 2 capital, primarily consists of preference shares and subordinated debt. Tier 3 capital,
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the lowest form of capital comprises subordinated debt of at least 2 years maturity and net trading
book profits. (Tier 3 is only allowed to cover market risk.)

The onset of the international financial crisis in August 2007 has triggered a fundamental review of
the CRD with CRD Il amendments agreed. It is due to be implemented in Member States by October
2010 and effective 31 December 2010. In relation to regulatory capital, these include:

] Providing clear EU wide criteria, on permanence, loss absorption and flexibility of payments, to
determine whether hybrid capital is eligible to be counted as part of Tier 1 capital;

] Establishing harmonised limits, ranging from 15% to 50% depending on the quality of the
instrument and on the extent to which hybrid capital constitutes Tier 1 capital; and

] Allowing a grandfathering clause to avoid disruption in financial markets related to instruments
already issued and providing for an adequate transitional period for both institutions and
regulatory authorities.

CRD IV also proposes further amendments to regulatory capital, introducing revisions to all levels or
tiers of capital. Key proposals include:

Ll Improving the quality of capital by defining criteria for core and non-core Tier 1 and 2 capital;

] Reinforcing the need to have common equity, i.e. Core Tier 1 as the ‘predominant’ component
of Tier 1;

] Simplifying the Tier 2 capital structure and eliminating Tier 3 capital;

] Applying prudential filters and adjustments to Core Tier 1. This includes deduction of minority
interest, deficits in defined benefit pension schemes and deferred tax assets from core Tier 1;
and

] Enhancing disclosure requirements of capital instruments.

In addition to these proposals, the Commission is examining the application of two countercyclical™"
measures to the current framework. These are a through-the-cycle provisioning for expected credit

losses and a capital buffer to include both a conservation buffer and a countercyclical buffer. The
conservation buffer would be fixed above the regulatory minimum capital requirement and would be
built-up in ‘good times’ to be used in the ‘bad times.” Institutions operating below the fixed target in
‘good times’ would be constrained from distributing capital. The counter-cyclical buffer would
operate by extending the capital conservation buffer depending on the level of a macro variable. The
chosen macro variable would be an indicator of excessive level of credit growth. During periods of
excessive lending the conservation buffer would increase. The purpose of this macro prudential
measure would be to prevent excessive lending during boom periods and encourage bank lending
during economic downturns.

As an indicator of excessive credit or balance sheet growth, it is proposed to introduce a non-risk
based leverage ratio. This will supplement the risk-based capital requirements of the CRD. Proposals
are centred on a leverage ratio, which would take the form of a traditional capital versus assets
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measure — the numerator and denominator respectively. The numerator would be based on very high
quality capital and the denominator would comprise of both on and off balance sheet assets.

The Central Bank is generally supportive of the direction of reforms outlined above and has
contributed to the consultation process as a member of CEBS.

We believe that appropriate timing/phasing of the introduction of these amendments to take account
of the prevailing economic environment is critical. A Quantitative Impact Study (QIS) is currently
being conducted by a sample of banks and investment firms across Europe. The purpose of the QIS is
to assess the impact of the proposed changes and calibrate the new capital requirements. The results
and analysis of the QIS will be key in setting the future regulatory landscape.

While the calibration of quantitative measures being proposed remains to be finalised, initial analysis
by international brokers indicates that the impact will be manageable for most banks across Europe
on the new core/equity/common Tier 1 capital calculations (although the outcome with the leverage
ratio varies to a larger extent). Until the new rules have been formalised and their potential impact
becomes more apparent, the market is likely to focus on its capital target expectations under the
current capital framework. However, as we move through 2011 we could see it begin to distinguish
between the capitalisation of banks under the revised rules.

As the detail of the proposed amendments to the CRD are agreed, institutions will be required to
develop capital plans to ensure compliance with these higher standards. The PCAR targets set by the
Central Bank were designed so that credit institutions would be well on the way to meeting the new
CRD standards when they are implemented.

Credit risk makes up a significant proportion of the risk portfolio of the majority of Irish credit
institutions. Experience globally, and particularly domestically, has highlighted the need to overhaul
the regulation of credit risk across a number of headings. The most obvious issue in an Irish context,
highlighted by both reports into the Irish banking crisis, is concentration risk (i.e. exposure to one
sector or a number of sectors with a common predominant risk factor). We also believe a case exists
for considering narrower single-obligor limits for systemically important institutions.

Lending by commercial banks needs to return to sound fundamentals and lending standards — what
might be regarded as a traditional form of banking - with a focus on ability to repay and cashflow and
conservative valuation of security. The Central Bank also needs to ensure that it has the capacity to
analyse and challenge banks on credit policies, exposures and provisions supported by input from our
economic departments on sectoral and wider economic risks driven by both national and international
factors.
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Concentration risk is a Pillar 2 risk under the CRD which falls to be assessed as part of an institution’s
SREP. Concentration risk, which is generally seen as related to credit risk can also arise in the context
of other risks (e.g. market risk). It arises from exposures to counterparties or groups of counterparties
which have a common underlying risk factor (e.g. economic sector, geographical location, currency,
linked credit risk mitigation measures).

In the case of lending by commercial banks, diversification (e.g. geographic spread, different business
sectors, property type, rental income flow) and other arguments (e.g. securitisation) previously put
forward as mitigants all need to be revisited and challenged by regulatory authorities. Banks need to
have effective policies, systems and controls to identify measure and control their credit risk
concentrations. As a banking regulator, the Central Bank needs to have the data, including
appropriate economic analysis on correlations between countries and business sectors to establish
the existence and extent of common risk factors, to challenge banks’ assessment of concentration risk
and assess the value of any potential mitigants.

Concentration risk which will be a key component of an institution’s SREP is assessed using a number
of stress testing techniques (e.g. stressed market conditions, economic downturns and funding
stresses). Those institutions with more concentrated risks will be required to hold more capital.
However, depending on the scale of the risk and the systemic importance of the institution, capital
may not be the only supervisory measure we take. We will direct banks to reduce their exposures or
alter their business strategies, including ceasing to lend to particular sectors, if we deem it
appropriate.

Internationally, regulation of concentration risk is generally done on a case by case basis. In the case
of systemically important credit institutions we plan to examine the possibility of imposing limits on
sectoral exposure across the industry. We believe that the experience of the current crisis combined
with the benefit of transparency, both in terms of banking supervision and wider economic policy,
warrants its examination.  Our Financial Stability department will research the merits of such a
proposal — specifically, what sectoral classification would be appropriate, how granular it should be,
which sectors should be linked, what diversification benefits should be recognised and how any hard
limit might be measured. We set out in Chapter 6 a number of the issues surrounding sector specific
limits.

Significant exposures to a single borrower or group of connected borrowers are restricted by the CRD
Large Exposures Rules. As a result of the global financial crisis and the failure by industry and
regulators to recognise underlying economic interconnectedness, amendments have been agreed to

the CRD Large Exposure™ rules which are due to come into effect at end December 2010. The
revisions to the large exposures regime seek to ensure the effectiveness of the regime and

harmonisation across Europe by:

] Including certain exposures that were previously outside the regime (e.g. interbank exposures);
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] Requiring entities to look through exposures that have underlying assets to ensure that all
exposures are correctly identified;

] Providing additional guidance in relation to connected clients, exposures to schemes with
underlying assets and reporting;

] Significantly reducing the national discretions; and

] Standardising definitions, reporting dates and reporting formats.

Subject to certain exemptions and conditions, the CRD rules continue to limit a credit institution’s
exposure to a client or group of connected clients™ to 25% of the institution’s Own Funds. Critical to
the effectiveness of this limit is the manner in which clients are “connected”. Given the difficulty,
judgement and potential subjectivity in appropriately connecting clients, CEBS at the request of the
EU Commission, developed detailed guidance on how to assess the concepts of control, economic
interconnectedness and the treatment of exposures to underlying assets for large exposures
purposes®™. Institutions will be required to comply with this guidance from end December 2010 to
coincide with the related CRD amendments.

CEBS has also agreed detailed regulatory reporting requirements which will be mandatory across the
EU from end December 2012. Irish credit institutions have been advised that the Central Bank plans
to move to this reporting format early - with effect from end December 2010 — to facilitate better
monitoring of the revised large exposures regime.

For the majority of credit institutions licensed by the Central Bank the 25% limit has proved adequate.
Many of these banks are subsidiaries of large international groups and the exposure can be
considered in the context of the financial strength of the group and the availability of group support in
the event of difficulties. However, in the context of systemically important institutions we believe
that a lower limit is appropriate given the potential impact on a credit institution should repayment
difficulties arise for an exposure at that limit. The Central Bank will impose lower limits, where
necessary, as a supervisory action following the SREP engagement. If we decide to adopt a standard
lower limit for this sector of the industry we will consult with industry regarding a revised limit, the
manner of its imposition and any transition arrangements should they be necessary.

The Honohan report analysed, inter alia, the macroeconomic background to the banking crisis and
specifically the role of banks. It notes, inter alia, that:

] “Overall, despite the traditional nature of lending during the period while prices rose, there was
a distinct decline in loan appraisal quality for residential mortgages”;

] “Lending to property developers also soared and much of it turned out to be unrecoverable
thus proving to be a major weakness of the banks”; and
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] “Complicated cross-collateralisation meant that banks were much more exposed then they
seemed to have realised”.

When granting credit an institution’s main focus should be on repayment capacity.  Security and
collateral, while an essential component of prudent lending, should be viewed only a secondary
source of repayment if the primary source, normal income or cash flow, proves inadequate.
Insufficient analysis and assessment of credit applications and poor lending standards contributed to
the global financial crisis - from sub-prime lending in the US to property related lending closer to
home. As lending to property developers, and to a lesser extent private individuals and businesses,
grew in lIreland credit institutions increasingly focused on collateral values, complex cross-
collateralisation, profit sharing and personal guarantees to justify lending decisions.

Credit institutions must return to more prudent lending standards, in an economy that will not be
driven by property. They must have credit policies, approved by their Boards, appropriate to their risk
appetite.

In satisfying the requirement that credit institutions must have adequate internal controls, the CRD
specifically requires in respect of credit risk that:

] Credit-granting shall be based on sound and well-defined criteria;

] The process of approving, amending, renewing and refinancing credits shall be clearly
established;

] The ongoing administration and monitoring of their various credit risk-bearing portfolios and
exposures, including for identifying and managing problem credits and for making adequate
value adjustments and provisions, shall be operated through effective systems; and

] Diversification of credit portfolios shall be adequate given the credit institution’s target markets
and overall credit strategy.

Clearly loans need to be secured and collateral and, to some extent, guarantees are an essential part
of banking. However, the quality of the security depends on valuation, ability to realise and the
perfection of title.

Credit institutions must ensure that valuations are prudent, up-do-date and independent of the
decision to grant credit.

In the case of significant loans, collateral should be reviewed on a regular basis and independently
revalued as necessary.

Credit institutions must assess realisability and the resulting net proceeds. Complex arrangements for
collateralisation, cross-collateralisation and profit sharing may require protracted legal action such
that credit institutions cannot realise the security or overestimate its value, net of costs.

Credit institutions must ensure that the borrower has good title, there are no prior claims and all legal
regulations (e.g. planning) have been complied with.
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All legal documentation must be in order and completed as security has no value if it cannot be
enforced.

Credit institutions’ credit policies and procedures will be reviewed as part of our ongoing supervision.
We will be undertaking quantitative testing of institutions’ credit portfolios and assessing the quality
and value of their security in order to inform our judgement of their credit policies, risk management
policies and practices and the adequacy of their provisioning. This latter aspect was focused on in the
Honohan report where the Governor noted that “provisions could be taken if there was any objective
evidence of impairment” and that “regulators could have required more provisions to be taken,
thereby inducing the bank to consolidate their capital, for example by limiting dividends, or by issuing
new capital”.

As part of our programme to overhaul the regulatory framework, the Central Bank will issue
requirements on credit risk management including, valuation standards, in 2011.

Lending to related parties (i.e. directors, senior managers and persons connected to them), in
particular where large sums are concerned, is a form of lending that has potential to give rise to
conflicts of interest and abuse, bearing in mind the relationship between the borrower and the lender.

Specific cases of lending to directors and related parties have highlighted the need for detailed rules
on limits, approval and monitoring of such lending. While this may not have been an industry wide
issue, we believe that credibility of the regulatory regime and by association the reputation of the
financial services industry will be enhanced by introducing rules under statutory and enforceable
powers.

In May 2010 we issued a consultation paper on a Code on Related Party Lending which requires that
such lending is on an arm’s length basis, subject to appropriate and effective management oversight
and limits and reported to the Central Bank on a regular basis.

We will finalise and impose the Code in October 2010.

Banks act to provide maturity transformation, holding assets (i.e. loans) with a longer term than
liabilities (i.e. deposits and other sources of funding). This is a vital service to the wider economy,
allowing businesses and households to hold longer term liabilities to finance asset purchases. This
function can never be risk free. No regulatory regime can make it risk free nor can liquidity regulation
provide liquidity - that is a function of markets or, in extremis, central banks as lender of last resort.
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Liquidity regulation forces banks to plan for and manage liquidity separately, over the short, medium
and long term based both on normal business trends and various stressed scenarios. Such regulation
is designed to give them breathing space in the event of market disruption or a crisis.

The Bank’s Requirements for the Management of Liquidity Risk were issued in June 2006 and updated
in June 2009. In summary, the requirements are based on a maturity mis-match system which divides
projected inflows and outflows into various time bands ranging from 0 — 8 days out to over 2 years.
Ratios are prescribed in the first two time bands which cover the period out to 30 days such that cash
inflows plus liquid assets must at least equal cash outflows in the period 0 — 8 days and be at least
90% of outflows in the period 8 — 30 days. We monitor ratios in subsequent periods to assist in
liquidity planning and oversight. The Requirements also set out requirements in respect of stress
testing, diversification of funding, management oversight, systems and controls, regulatory reporting
and require the submission of an annual internal audit report on compliance with the Requirements.

Credit institutions are required to comply with CEBS Guidelines on Liquidity Buffers and Survival
on the maintenance of liquidity buffers. A liquidity buffer represents holdings of
unencumbered assets by a bank that should be maintained for use in stressed conditions to ensure

XXVii

Periods

adequate funding even if exceptional liquidity outflows occur. These guidelines provide that credit
institutions must stress test liquidity arrangements on the basis of (i) idiosyncratic risk, (ii) market risk,
(iii) a combination of both, and that the buffer should be sufficient to give at least a one month
survival period under the stress scenarios. Minimum stress scenarios include assuming no rollover of
unsecured funding and some loss of retail deposits together with a decline in the liquidity value of
some assets and deterioration in funding-market conditions.

We have to date not prescribed standard industry-wide liquidity stress tests. It is important not to
over-simplifying the exercise and discourage banks from analysing where vulnerabilities may exist in
their funding approach. Credit institutions are required to develop and set parameters for the buffer
stress tests specific to their institution and its business model. The area of stress tests and their
adequacy will be assessed as part of our ongoing supervisory engagement and the SREP. Prescription
of minimum industry wide stress tests will be considered in the context of reviewing the Liquidity
Requirements which we have scheduled for mid 2011.

The Central Bank’s current Requirements for Liquidity Risk Management combined with the CEBS
buffer are in keeping with the EU-wide qualitative requirements due to take effect at end December
2010.

CRD IV*" proposes quantitative harmonised EU-wide liquidity standards for credit institutions based
on the Basel Committee proposals on liquidity which would become effective from January 2013.
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These changes include the introduction of improved liquidity buffers, an increased emphasis on stable
funding sources, standard monitoring tools and criteria for liquid assets. In summary:

] The Liquidity Coverage Ratio will require institutions to have sufficient high quality liquid assets
to survive a severe stress scenario lasting one month.

] The European Banking Authority will be requested to develop technical standards specifying the
criteria for liquid assets for the purposes of the Liquidity Coverage Ratio.

] The Net Stable Funding Requirement (NSFR) aims to ensure a sound funding structure over a
one year horizon such that contractual obligations to fund have to be matched with sources of
funding that can be considered stable over the same horizon. The initial proposals for the
NSFR weight categories of funding available to credit institutions based on stability, with retail
or SME deposits rating higher, for example, than wholesale funding.

] Standard liquidity monitoring metrics will be introduced to enhance monitoring and facilitate
consistency. The monitoring will include contractual maturity mismatch, concentration of
funding, available unencumbered assets and certain market based data.

The EU Commission is anxious to avoid a proliferation of national approaches to the technical
requirements underpinning the CRD amendments and proposes that the new European Banking
Authority should set out Technical Standards ensuring completeness and transparency of applicable
rules at a European level.

The Bank’s Liquidity Requirements, CEBS Guidelines and CRD IV proposals recognise that in the case of
international banking groups, liquidity may be managed centrally and therefore consolidated
regulation of liquidity risk may be useful. The Central Bank’s view is that centralised liquidity
management may be acceptable once it has been established that there are no impediments to the
transfer of liquidity within the group and the relevant regulators are satisfied that the ability to move
funds between entities would be resilient in a stress situation. It can only be considered on a bi-
lateral case by case basis, following engagement with the consolidated regulator and taking into
account, inter alia, whether a robust legally binding confirmation of liquidity support is forthcoming
from the group, the business model, interconnectedness of the subsidiary with the group, the
financial strength of the group and its systemic importance both in a Home State and local context.

In order to facilitate a smooth and timely transition to the EU liquidity standards we plan to:

] Advocate a transitional period that takes account of the quantitative and economic impact of
the new requirement across EU and international markets;
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] Require credit institutions to commence reporting, for monitoring and planning purposes, both
the NSFR and Coverage Ratio from 1 June 2011;

] Introduce reporting of CRD standard liquidity monitoring tools from 1 June 2011;

. Require banks to provide us with funding projections from early 2011 taking into account (i) the
CRD standards, (ii) market expectation of improved funding (iii) recapitalisation plans and (iv)
possible deleveraging; and

] Comprehensively review our Requirements for the Management of Liquidity Risk in mid 2011
taking into account the EU liquidity framework which should by then be finalised with clear
implementation timelines.

The current framework for consumer protection for credit institutions consists of national legislation,
codes of conduct and regulatory requirements introduced by the Financial Regulator. The main
requirements are:

] Consumer Credit Act, 1995 (transposed the 1987 Consumer Credit Directive);
. Consumer Protection Code;

] Code of Conduct on Mortgage Arrears;

] Code of Conduct for Business Lending to SMEs;

] European Communities (Payment Services) Regulations 2009;
] European Communities (Markets in Financial Instruments) Regulations 2007; and
] Minimum Competency Requirements.

The Code came fully into effect in 2007 and is a set of General Principles backed up by more detailed
rules in certain areas. The General Principles require firms to act in the best interest of the consumer
and to act honestly, professionally and fairly. The Code also contains specific chapters on Banking
Products and Services, Loans and Advertising. In keeping with the prudential regulation of lending,
the Code introduced the concept of responsible lending. Three of the most significant measures that
were included in the Code to embed responsible lending in the day-to-day activities of lenders are:

] The ban on the offering of unsolicited pre-approved credit facilities;
] The ban on increasing a consumer’s credit card limit unless requested by the consumer; and
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] The requirement to carry out the Know Your Customer and Suitability assessments before
providing a consumer with a loan.

Compliance with all aspects of consumer protection is primarily undertaken through a themed
inspection process. As with prudential regulation, the focus and depth of our consumer protection
mandate will be re-evaluated and intensified.

The Minimum Competency Requirements were introduced in 2007 and established minimum
standards across all financial services providers, with particular emphasis on areas dealing with retail
consumers, including the provision of housing loans and consumer credit. They were introduced to
ensure that consumers can expect a minimum acceptable level of competence from individuals acting
for or on behalf of regulated firms. Individuals providing advice on or selling retail financial products,
or undertaking certain specified activities, must have either a certain level of experience or hold a
relevant recognised qualification. We have commenced a review of the Minimum Competency
Requirements.

A consultation paper on our proposals in this area will be published in June 2010, with a view to the
revised Requirements being published in March 2011. The main area where we are proposing changes
is in relation to the CPD requirements. We are considering more detailed rules in this area, for
example, specifying when a pro rata adjustment can be made and setting out the consequences of
failure to comply with the CPD requirement. There are also proposals dealing with the requirement to
make the Register of Accredited Individuals publicly available and the documentation to be provided
to a “grandfathered” individual when moving from one firm to another.

Earlier this year we indicated that we would conduct a review of our approach to handling
overcharging issues. While previously we have sought to ensure that overcharging errors are dealt
with speedily, efficiently and fairly, our focus in dealing with charging issues is now moving to setting
deadlines for communicating with customers and providing compensation, making it clear that
enforcement action will follow if our timelines are not met. Enforcement action may also be taken
where a firm fails to implement adequate systems and controls to ensure compliance with the Code.

Section 149 of Consumer Credit Act, 1995, as amended, requires banks and building societies, to
notify the Central Bank if they wish to:

] introduce any new customer charges (this may be as a result of producing a new financial
product); or
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] increase any existing customer charges.

The Central Bank reviews these notifications and either rejects the proposal, approves the proposal
but at lower levels than requested by the firm or approves the charge in full. The Central Bank
assesses each submission based on the following, as set down in legislation:

] the promotion of fair competition;
] the impact new charges or increases in existing charges will have on customers; and
] how the bank justifies its proposed new charges or increase in existing charges.

As credit institutions restructure and implement new business strategies with a greater focus on the
domestic market we expect that we will see institutions reviewing their pricing model. In light of the
changing market conditions we have decided to review how we process and assess submissions for
approval of charges. This review, which will commence in September 2010, will consider whether we:

] Need to get more or different information on submissions;

] Should consult with consumer bodies/interests on proposed charge changes; and

] Should review proposed changes collectively for an institution rather than individual product
applications.

We will engage with relevant stakeholders, including the Department of Finance, in relation to our
proposals for amendments to the operation of this provision further to the completion of this review.
If we believe legislative amendments are necessary proposals will be put to the Department of
Finance.

We have already committed to review the Consumer Protection Code. Specific issues will be under
consideration as part of this review, quite apart from reviewing the operation of the Code to date,
including:

] Incorporating new provisions in relation to product development/design and risk, particularly in
relation to the information to be provided to consumers;

] The incorporation of the voluntary Switching Codes into the Code; and

] The incorporation of the recommendations of the personal current account and credit card
transparency projects into the Code.

We intend to publish a consultation paper setting out our proposals in September 2010 and aim to
publish the revised Code in June 2011.
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Due to the high level of mortgage arrears, we have decided to review the Code of Conduct on
Mortgage Arrears (“CCMA”). We will reword the provisions for clarity where required. We are also
considering including new provisions in the CCMA to assist customers who anticipate falling into
mortgage arrears and to protect those in arrears from harassment by lenders. As part of the review,
we will also consider any relevant recommendations which are produced by the Government’s
Mortgage Arrears and Personal Debt Advisory Group.

In order to increase the protections available to those in mortgage arrears, we may re-issue the CCMA
in advance of the completion of the Code review. However this decision will be influenced by the
recommendations of the Mortgage Arrears and Personal Debt Advisory Group, which are expected in
the near future.

In light of the high number of bank branches closing and the withdrawal of a number of retail banks
from the State, we intend to put the current voluntary Codes on switching current accounts — one for
personal customers and one for SMEs — on a statutory footing. We plan to do this in advance of the
completion of the Code review and to consult on any proposed changes to the Switching Codes as
part of the public consultation on the revised Code.

The new Consumer Credit Directive on credit agreements (referred to as the new CCD), which
replaces the 1987 Directive, was transposed on 11 June 2010. It is intended to facilitate cross-border
sourcing of credit and aims to open up the internal EU market through increased transparency for
consumers. This maximum harmonisation Directive applies to credit intermediaries as well as credit
institutions.

The Directive applies to credit amounts ranging from €200 up to €75,000 (both figures inclusive).
Certain types of credit agreements are excluded from the scope of the Directive, including mortgage
credit agreements, hiring and leasing agreements, overdraft agreements where the credit is to be
repaid within one month, deferred payment agreements not attracting any interest, and pawn
broking agreements.

In order to comply with the Directive, credit institutions will have to:

] Issue a standard Single European Consumer Credit Information (SECCI) form to allow consumers
to compare the cost of credit;

] Assess the creditworthiness of the consumer;
] Inform the consumer if they have been rejected on the basis of a creditworthiness check; and
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] Provide additional information to the consumer (both pre-contractual and within the credit
agreement).

We will also have to cease application of certain provisions of the Code to ensure that there is no
conflict with, or “gold plating” of, the requirements of the Directive.

The prudential and consumer protection frameworks work together to ensure that a holistic approach
is taken to the regulation of credit institutions and other firms. This will also be reflected in our new
risk-based regulatory model.
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Chapter 6 - Domestic structural issues

This paper describes our future approach to banking supervision. It also sets out possible policy
reforms. In presenting these changes, we have not assumed that the savings industry, of which the
banks are the most important part, will retain its current structure or scale. The actions taken to help
resolve the crisis are already leading to a smaller but more strongly capitalised banking system.

In fact, we expect the savings industry to look different, possibly markedly so, in the future. These
changes will reflect the effects of the crisis, the need for banks to re-focus their lending from
households to businesses, the likely impact of mergers between credit unions, and the impact of
foreign competitors entering the Irish market.

During the past three years, the public authorities in Ireland have worked together to resolve the crisis
in the banking system. We will continue to collaborate to resolve issues as they arise. Naturally,
however, the focus of the public authorities will increasingly be on the future structure of the savings
industry in Ireland, with the central question being how the borrowing and savings needs of
households and businesses can best be met in the interests of the real economy.

We are already taking actions designed to deliver this objective. Our Prudential Capital Assessment
Review (“PCAR”) is leading to much higher levels of capital in the banking system. We are evaluating
the capacity of banks to lend to businesses outside the property sector, and we will require changes
where we observe deficiencies. In the credit union sector, while a differentiated approach is
appropriate, we believe further strengthening of the prudential regime is necessary to ensure that
individual credit unions hold adequate financial resources. Taken together, these measures create the
foundations for a strong savings industry and, in turn, sustainable economic growth.

It is clear, though, that further reforms will be required, either in response to specific private sector
proposals (for example, for mergers or acquisitions in the savings industry), or at our initiative.

To drive forward this initiative we are working collaboratively with other relevant agencies to review
the future structure of the Irish savings industry and make recommendations for further reforms.
This initiative is also addressing other matters, including:

= Proposals for consolidation, at all levels, within the Irish savings industry;
] Proposals to enhance competition;
] Proposals to reform the ownership structures of financial institutions within the savings
industry;
] Proposals to reduce barriers to entry for non-Irish savings institutions; and
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] Proposals to enhance the flow of credit to non-property sectors within the economy.

The global financial crisis has required a strengthening of our financial stability assessment for
projects or proposals in the International Financial Services Sector (IFSS). We believe an approach
based on four key pillars will be compatible with the continued growth and success of the financial
services industry in Ireland while ensuring that the financial system is not exposed to systemic failure
or the Exchequer to potential loss from failures of large international financial firms.

] Regulatory mitigants already exist and will be enhanced to minimise the risk of failure of a large
or complex institutions (e.g. high regulatory capital, limits on the nature of the business and
allocation of sufficient supervisory resources, development of an improved Risk Assessment
Model).

] The Exchequer’s exposure to the potential failure of a large institution could be minimised
through the establishment of ex ante burden-sharing arrangements across Europe. While there
is currently little appetite in several countries for such arrangements, we will continue to take
advantage of opportunities to promote such burden-sharing. Absent burden-sharing, we need
to make it clear to other regulatory authorities, and to the market in general, that there is no
implicit State or Central Bank guarantee in the event of subsidiaries or branches of IFSS firms
failing whether in Ireland or in other jurisdictions.

] We will review the existing deposit protection and insurance compensation funds to ensure
that costs are borne fairly, that arrangements work well across borders and that the Exchequer
is not exposed to extraordinary funding requirements. We will also support proposals at EU
level to create EU-wide insurance compensation schemes.

] There may be some institutions in the world — though only a very small number - which, due to
their scale, geographic coverage, type of business and opaque structures, the Central Bank
would be unable to concede to business plans that would place Ireland as a responsible
supervisor for a significant part of their businesses.

In developing supervisory responses to systemically important financial institutions, we will be guided
by the outcome of the debate at international level (see Section 7.2).

Credit information, relevant both for supervision and for improved credit appraisal by lenders, is a key
resource for any banking system. Ireland has not followed the model of many continental European
countries in operating a centralised Credit Register. The Central Bank nevertheless believes that the
infrastructure for credit information could be improved, whether through establishing a Central Credit
Register or by strengthening the legislative framework under which private registers may operate.
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A well constructed Credit Register to which credit institutions are obliged to report has the potential
to be an important tool for both regulatory authorities and the banking industry. In accordance with
the CRD, credit institutions are required to report large exposures to the Central Bank. In addition,
the Central Bank requires reporting of the top 30 exposures of each credit institution on a quarterly
basis. As mentioned above, credit institutions are obliged to identify “connections” between different
exposures and the report is based on these connected exposures. While this regulatory reporting
provides significant information, there are a number of shortcomings:

. Credit institutions must themselves make the connections between exposures based on CEBS
guidance.
. Where a borrower has exposures among various institutions, the level may be such that it falls

below the reporting threshold. This means that the authorities do not necessarily have a
complete picture of large exposures.

] Industry-wide information is not available to individual banks.

A Credit Register could be made responsible for making the “connections” which would act as a check
on the credit institution’s compliance with large exposures limits and reporting. In addition, if credit
institutions were obliged to report all lending, or lending above a prescribed level to a Credit Register,
a more complete picture would be available. Industry access to data would be essential if the
benefits of a Credit Register are to be fully realised. The only Credit Register currently operating in
Ireland is the Irish Credit Bureau (‘ICB’). However, as the ICB focuses on retail and SME lending and
data are provided on a voluntary basis, as currently structured it would fail to deliver as a Central
Credit Register.

The maintenance of high quality, accessible and reliable credit history information also brings
significant benefits for consumers. It allows for greater competition both from among existing lenders
as well as new lenders by bringing transparency to the market. It helps to ensure that those
consumers who have a positive credit history can benefit from having a good track record. It also
assists lenders in ensuring that any lending is suitable and affordable including for those consumers
who have had difficulty in the past with keeping up repayments.

Legislation may be required to provide a suitable framework and data protection issues would need to
be fully addressed. While a Credit Register could be operated under the auspices of a public body, we
do not see this as the only approach. One such option could be:

] Credit bureau/x licensed by the Bank;

] Mandatory reporting by all regulated lenders operating in the State;

= Credit bureau/x required to share information with the Bank; and

= Credit bureau/x to provide data to lenders on commercial terms.
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We will explore the options further with interested parties during the remainder of 2010 and make
recommendations in early 2011.

The global financial crisis has highlighted weaknesses not only in financial supervision and regulation
but also revealed gaps generally in legislative regimes for dealing with distressed financial institutions.
In Ireland, the winding-up or restructuring of a distressed credit institution, absent nationalisation, is
dealt with under general company law through the appointment of either a liquidator or an examiner.
Such ‘normal’ insolvency procedures are not well suited to ensuring the necessary continuity of
banking and payment systems nor do they cater for the complexity and inter-connectedness of
modern financial institutions. In the banking sphere where one of the essentials in working to deliver
an orderly winding-up or restructuring is to avoid “a run on the bank”, clarity and speed of delivery
are vital. For depositors a mechanism for the resolution of commercial banks is essential. The IMF
2009 Article IV Consultation with Ireland noted that a “special resolution regime for financial
institutions would facilitate a speedy and less disruptive resolution of distressed banks”. The Minister
for Finance has also commented on the need to have “a range of tools to protect deposit holders and
ensure that we can deal effectively with problem institutions and at the same time maintain the
confidence of the international markets”.

The liquidation of any credit institution is a complicated and protracted process. Eligible depositors
will be entitled to a timely compensation payment from the Deposit Guarantee Scheme. From 31
December 2010, payment must be made to eligible depositors within 20 working days of the entry of
a credit institution into liquidation. Despite this, depositors may seek immediate access to their
deposits. Equally, it is not realistic to expect that depositors or other sources of funding will remain
with a bank on the appointment of an examiner while waiting a number of weeks for accountant’s
reports and viability assessments.

On foot of the Banking statement from the Minister for Finance on 30 March 2010, we are working
closely with the Department of Finance to develop legislative options in the area of special resolution.
While the priority is to provide the necessary tools to deal quickly and effectively with distressed
deposit taking institutions, this could be developed over time to extend to other financial institutions.

In addition, the Deposit Guarantee Directive is currently under review by the European Commission
and it is expected the Commission will publish proposals to revise the Directive in July 2010.

At EU level, the Commission has issued a Communication on an EU framework for cross-border crisis
management in the banking sector to allow the relevant authorities to manage financial crisis events
at cross-border banks. The Commission is expected to bring forward legislative proposals in Spring
2011. The Minister for Finance has announced that, as part of the reform package for financial
regulation and longer term planning, he is examining options for the introduction of a legislative
regime to deal in a systematic way with distressed financial institutions. The objectives of a Special
Resolution Regime (SRR) are to safeguard against financial instability, protect depositors and
minimise/eliminate the impact on public funds in the event of the failure, or likely failure, of a credit
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institution. Internationally, SRRs are seen as a mechanism to provide powers to the relevant
authorities (e.g. Central Banks, Regulatory Authorities) in some or all of the following areas:

] The transfer of all or part of the business of a credit institution to a willing 3™ party (i.e. an
existing licensed credit institution);

= The establishment of a “bridge bank” which would have to be authorised, capitalised,
managed, operated and supervised as a licensed credit institution subject to relevant

legislation;
] Temporary public ownership;
] A Special Administration Procedure whereby the Central Bank could appoint an administrator

to take over the management of a credit institution with a view to either placing it on a sound
financial footing or to achieving a better result for the credit institution’s creditors than would
be likely if the credit institution was immediately wound up;

] The splitting of a distressed bank into a “good bank” (a going concern) and a “bad bank” (a
gone concern) including powers to move deposits to a good bank (either existing or newly
established) such that depositors can access their funds; and

] A Special Insolvency Procedure whereby the Central Bank may apply to the Court for the
appointment of a special liquidator to a credit institution. The Special Liquidator’s primary
objective would be to ensure payment of compensation is made as soon as reasonably
practicable, or that depositor’s accounts are transferred to another financial institution.

Work is currently underway with the Department of Finance to examine the scope of any regime and
the powers that might be appropriate for inclusion in it. It is clear that significant legislative, policy
and commercial issues will need to be carefully examined in the coming months in moving forward on
the design of a possible SRR for Ireland.

Consumer credit markets in Ireland are highly developed, and consumers’ ability to access to credit
largely unfettered. This allows households to borrow from a range of sources to meet consumption
requirements.

The Consumer Credit Act 1995 provides a framework for the regulation of consumer credit including
requirements on advertising, credit agreements and rights both during the period of the agreement
and on termination of the agreement or default.  The legislation is supplemented by the Central
Bank’s Consumer Protection Code which includes requirements on knowing the customer, the
suitability of the product or loan for the handling of customer and complaints.

However, there is no direct regulation of credit limits, for example through restrictions on Loan-to-
Value (LTV) ratios or the imposition of a maximum multiple of net disposable income. This has meant
that Irish households have been able to accumulate liabilities more easily than consumers in countries
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where there is direct regulation of credit, for example in France or Germany. We must take account
of the absence of such ‘dampers’ in our supervision of banks.

We anticipate that, as part of a series of legislative amendments following the restructuring of the
Central Bank, we will be given broader regulatory powers which would include the ability to prescribe
lending limits. We believe there is a case for further examination of whether liberalised consumer
credit markets can work against financial stability across the economic cycle. Clearly the impact on
consumers and the wider economy will also need to be factored in. This is a complex issue. We
therefore propose only to bring forward recommendations following a process of research and
consultation.

As set out in Chapter 3, we plan to examine the possibility of imposing standard industry-wide limits
on sectoral exposures for systemically important credit institutions. These could be absolute limits or
limits which automatically trigger additional capital charges. While concentration risk can arise across
a credit institution’s business including market and operational risk, our primary focus for the purpose
of this exercise will be on credit risk.

The Honohan report, in discussing the imposition of sectoral limits, noted that “Albeit old-fashioned,
this kind of rule would, if enforced, have been quite effective in slowing the bubble.” However, it
goes on to acknowledge that “experience shows that quantitative credit limits can be circumvented
fairly easily”.

Given the steps taken to address the banking crisis, this may not be an immediate concern. However,
as part of a supervisory framework designed to prevent similar issues arising in the future we believe
it warrants examination. Predetermined limits would have the added benefit of transparency and
clarity in terms of bank strategies and wider economic policy. Clearly such limits would not be our
only tool in assessing concentration risk and the underlying exposures would need to be examined on
a bank by bank basis. Issues to be addressed in developing a stable valid methodology for imposing
predefined limits include:

Sectoral classification

A prerequisite for the introduction of standard sectoral limits is a suitable sectoral classification which
recognises relevant risk factors such that exposures within different classifications are highly
correlated. Where there are common risks between different classifications these also need to be
recognised. While data on lending to different business sectors is collected for statistical purposes,
these were not developed for risk measurement purposes and may not appropriately link sectors
whose credit risk has a common predominant risk factor.

Regional exposures

Regional exposures or country risk, a component of concentration risk, recognises the potential risk
related to the economic, political or social environment of the region or country. In this case the
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issue is deciding on the level of detailed breakdown of countries or regions and the interdependencies
and possible contagion effects between individual countries.

Stability of Correlation Estimates

Predetermined limits must be set, or reset, at particular points in time. However, the
interdependency or correlation between different sectors, regions or countries inevitably changes to
some degree. The challenge is to establish correlation estimates which are stable and valid over a
reasonable period.

Hedging mechanisms

Depending on the business model and the sophistication of their risk management techniques, credit
institutions may seek to limit or hedge certain exposures (e.g. through the purchase of credit
derivatives). The extent to which recognition might be given for such risk management needs to be
considered. Failure to give any “benefit” for such risk management effectively penalises institutions
with a strong proactive approach to risk management and acts as a disincentive to implement such a
framework. However, recognising such mitigants in a formulaic industry-wide approach does not take
account of the quality and effective matching of individual institutions risk mitigation techniques with
their underlying risks.

Intra-Group Diversification

Consideration would also need to be given to the extent to which diversification benefits in a Group
context should be recognised. Where the Central Bank is both the supervisor of an individual
institution and the consolidated supervisor of the Group in question, a view of the Group’s
concentration risk could be taken and the option would be available to impose the limits at a
consolidated level. However, if an institution, which is a subsidiary of an international group, is
viewed as systemically important should standard limits be imposed at an institution level without
considering the concentration risk profile of the wider group?

Specialist business models

Certain business models wil,| by their nature, be concentrated and depending on the measurement
and/or method of enforcing sectoral concentration limits, such models could effectively be prohibited.
For example, traditional building societies given their objectives have exposures concentrated in
residential property with the additional complexity that these may be exposed to country or regional
risk. Counterbalancing this is the fact that the exposure to the sector would generally be composed of
multiple relatively small individual exposures. Other institutions with significant property exposures
may have a different borrower profile. Capturing the specificities of different business models, the
profile of its borrower base and the appropriate approach to capital can be examined on a case by
case basis. An industry standard metric is more problematic.

This is a highly complex issue. We will only bring forward recommendations following a process of
research and consultation. We aim to issue a consultation paper in Q1 2011.
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We recently consulted on wide-ranging changes to our regulatory regime for board members and
senior executives. We expect that, when finalised, our proposals will improve governance standards
across the banking and insurance sectors.

As the banking system emerges from the crisis, it is clear that banks will re-structure their business
models, leading them to engage in new areas of commercial activity. This will require banks to refresh
their boards so that they include individuals with relevant skills, knowledge and experience. Some of
these new members will be found in the domestic market. We consider, though, that a proportion
will have to be found outside Ireland. We consider that a better balance between domestic and
internationally qualified board members will be of benefit to banks, their customers and the system as
a whole. There is some evidence from the crisis to support this proposition.*™

We do not propose to introduce specific rules on these issues. We expect banks to address these
matters themselves. We will, though, seek to address it through our supervisory process; and we will
also consider these issues as we roll-out the new fitness and probity regime.

The Central Bank Act, 1971 provides the power for the Central Bank to license credit institutions to
operate in Ireland. Licences may be granted to the branch of a bank that is not licensed in another EU
Member State, hereafter referred to as a 3™ country branch. Branches of EU incorporated banks are
excluded from this provision because EU Directives provide a legal framework by which banks licensed
by one EU Member State (“the Home State”) may establish branches in other Member States (“the
Host States”) by a simple notification procedure. In the case of EU branches, prudential supervision
remains primarily the responsibility of the regulatory authorities of the Home State.

Currently only one bank, which commenced operations in Ireland in the 1960s, is operating on a 3"
country branch basis. From an authorisation and supervision perspective the lack of an incorporated
entity in Ireland presents difficulties in imposing standard regulatory requirements. For example, (i)
regulatory capital requirements cannot be imposed on branches as they are imposed and assessed at
the level of the incorporated entity (i) the board of directors of a 3™ country branch is, by definition,
located outside the jurisdiction and subject to corporate governance and remuneration requirements
of another regulatory authority. This disconnect between our supervisory responsibilities and our
powers limits our ability to impose and enforce the standard regulatory framework.

EU directives recognise the peculiarities associated with licensing on a 3™ country branch basis.
While the directive provides that countries may facilitate licences on this basis it specifically prohibits
their “passporting” into other Member States on the basis of such a licence. Our policy will remain
that we are not favourably disposed to applications for bank licences on a 3™ country branch basis.
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EU banking directives, most recently the CRD, provide for the freedom to provide services and the
right to establish branches on the basis of authorisation by a regulatory authority in any EU or EEA
Member State, commonly referred to as “passporting”. The establishment of bank branches in other
Member States (“host countries”) is a simply notification procedure and there is no formal mechanism
for a Host Member State to refuse to accept such a notification.

The regulatory framework can be summarised as:

] Prudential regulation of branches remains primarily with the Home State;

] Host Member State authorities have responsibility for liquidity regulation, in co-operation with
Home State authorities; and

] The deposit protection regime of the Home Member State applies to depositors in Host States
except to the extent that the credit institution may have opted to “top-up” by joining the
deposit protection scheme in a Host State where that gives a higher level of protection to local
depositors.

The global financial crisis has brought into focus concerns regarding the EU branch model of banking
on a cross-border basis. Where the Home State is unwilling or unable to resolve a crisis
encompassing individual institutions with branches abroad or where its deposit protection scheme is
insufficient to fund deposit insurance payments, the crisis becomes a local Host State crisis. There is
broad agreement that the regulatory framework has to change but there are different stances on
what that change should be — all responsibilities to move to the Home State authority or more powers
devolved to the Host State regulatory. The EU has taken some measures to address these concerns

including:
. Harmonised the deposit protection arrangements across Europe;
] Introduced a new regulatory structure based on the De Larosiere report including the

establishment of a European Banking Authority and a European Systemic Risk Board under the
auspices of the ECB;

] Reinforced the role of Colleges of Supervisors by putting them on a legal footing and putting
greater emphasis on supervisory co-operation;

] Requiring greater information sharing particularly with Host regulatory authorities for
significant branches; and

] Provided, through the CRD, that Host State authorities can take unilateral action against
branches in emergencies.
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An approach of forcing banks to establish on a subsidiary only basis is being pursued in some quarters
— “subsidiarisation” — followed by the imposition of capital and liquidity add-ons and in some cases
restrictions on these subsidiaries upstreaming capital or liquidity. The EU Commission maintains that
limiting the choice of institutions, either directly or via incentives to adopt a particular business
model, would constitute a breach of the EU Treaty.

It can be argued that the establishment of a subsidiary, rather than a branch, does not of itself protect
against failure and any associated depositor exposure. A subsidiary is not necessarily easier to isolate
or disentangle from the wider group structure - it may be dependent on the Group for liquidity,
support services (e.g. IT) and/or business. For subsidiarisation to deliver the benefits, espoused by its
proponents, the subsidiaries need to be “standalone subsidiaries” with strict controls on intra-group
business, no group outsourcing of support functions and no reliance on the group for funding.
However, even this will not insulate a subsidiary from the reputational impact of issues at Group or
parent level.

Subsidiarisation may facilitate easier restructuring in the event of a crisis and may impose greater
discipline and accountability on management and controls at the subsidiary level. However, in the
extreme there is a higher moral hazard that a parent bank may find it easier to walk-away from a
subsidiary increasing the risk of failure and a call on the local deposit guarantee scheme. In addition,
groups may become very cautious about entering new markets, particularly smaller countries, that
risks a move away from EU economic integration.

Further discussion on subsidiarisation will continue for some time within the EU and the various
financial services committees with a view to agreeing a framework for crisis management. On balance
the benefits to the Irish economy from operating within the established EU framework for financial
services, including the presence of EU branches, supports a policy of continuing to facilitate the
freedom of establishment, pending any changes in EU legislation.

PUB01B52-P 167 PUB00411-068



69

Chapter 7 - EU and international initiatives

Ambitious work programmes have been developed by the EU and the Basle Committee on Banking
Supervision to meet the G20 commitments. The EU’s roadmap includes:

Transparency

AIFM Directive (hedge funds and private equity)
Initiative on derivatives and initiative on short-selling
Revision of the Markets in Financial Instruments Directive

Responsibility

Framework for remunerations (CRD )

Revision of the Deposit Guarantee Scheme Directive
Revision of the Market Abuse Directive

Strengthening capital requirements for banks (CRD IV)

Supervision

Creation of a European Framework for Supervision
Credit Rating Agencies

Crisis Prevention and Management

Reforming corporate governance
Creation of a crisis management framework
Making accounting standards less pro-cyclical

A number of these issues are beyond the scope of this paper while others have been covered in earlier
chapters. In this chapter we focus on two issues which will directly impact on how we supervise credit
institutions — Systemically Important Financial Institutions and the establishment of the European
Banking Authority and the European Systemic Risk Board.

The scale of the financial crisis and the need for government interventions has focused attention on
crisis management arrangements, particularly the difficulties associated with the collapse of
Systemically Important Financial Institutions (‘SIFI’). The fallout of the failure of Lehman Brothers is a
clear demonstration of “too big to fail/too big to rescue”.
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The financial crisis led governments to take exceptional measures to protect banking systems.
However, such interventions cannot continue in perpetuity. As economic and financial market
conditions stabilise, we will need to structure policy towards the financial sector so that financial
institutions can, in controlled circumstances, be allowed to fail.

Given the interconnectedness of banking and global markets the issue clearly needs to be considered
in an international context. The Financial Stability Board (FSB) in response to a G20 request has
developed “Guidance to Assess the Systemic Importance of Financial Institutions, Markets and
Infrastructure: Initial Considerations” to provide a framework for identifying SIFls. While it may assist
judgements which need to be made in a crisis, it is primarily intended to assist in “assessing systemic
importance in normal times for the purpose of mitigating the exposure of the system to the risk of
failure of systemic components and enhancing the financial system’s resilience to shocks”. The FSB
identifies three criteria to measure the scale of the potential impact of the failure of an institution, or
group of institutions, on the financial system and real economy:

Ll Size. The importance of a single component for the working of the financial system generally
increases with the amount of financial services that the component provides.

] Lack of substitutability. The systemic importance of a single component increases in cases

where it is difficult for other components of the system to provide the same or similar services
in the event of a failure.

] Interconnectedness. Systemic risk can arise through direct and indirect linkages between the

components of the financial system so that individual failure or malfunction has repercussions
around the financial system, leading to a reduction in the aggregate amount of services.

These criteria have garnered broad international acceptance among regulators and other authorities.
Clearly, assessments of systemic importance will change over time. Institutions which may be
considered systemically important in the throes of a global financial crisis may not be considered
systemically important during more normal market conditions. The criteria and the analysis/metrics
underpinning them will be factored into our Risk Assessment Model (see Chapter 3) which will in turn
drive our approach to the supervision of individual institutions. Agreeing how to identify SIFls and
accepting that national regulatory authorities and colleges of supervisors need to review, and in most
cases, change the approach to their ongoing supervision is the relatively straightforward part of the

III

process. Agreement among policymakers on the wider issue of “too big to fail” and crisis
management is divided. Views range from those who believe that large complex groups are
unavoidable and are more focused on agreeing a mechanism for orderly wind down and burden

sharing to others who focus on policies aimed at reducing the risk of failure.

There is broad acceptance of the desirability of requiring institutions to prepare ‘living wills’. Living
wills require financial services groups or institutions to prepare plans for their own orderly wind down
in the event of a financial crisis. While regulators are requiring institutions to develop living wills this
is not a straightforward process and, taken to its ultimate conclusion, would require the break-up or
fundamental restructuring of many international groups. While they go some way towards a better
framework for cross-border bank resolution, other approaches are also being considered. The US
“Volcker Rule”, which would prohibit proprietary trading at deposit taking commercial banks, does not
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have universal support. The UK authorities support for capital surcharges for SIFls would appear not
to have the full support of other EU members who argue that there are benefits in having large
diversified universal banks.

The Basle Committee Report and Recommendations of the Cross Border Bank Resolution Group builds
on some of these ideas recommending national resolution frameworks/powers, better coordination
and crisis planning among relevant regulators, simplifying group structure where necessary and
preplanning exit strategies in the event of State support.

Ultimately this will require international consensus on the solution or range of solutions.

From an Irish perspective, after recapitalisation and any restructuring by the main domestic banks, we
will be requiring these groups to develop living wills. As the regulator of international banking
subsidiaries in the IFSC, we will pursue the issue of living wills in co-operation with other regulators
either bi-laterally or via colleges of supervisors. On the wider issues we will continue to engage in the
debate in EU and international fora.

On 23 September 2009, the Commission published 5 legislative proposals, based on the De
Laroisere™ proposals, aimed at reforming the supervision of financial services in the EU by
establishing a European Systemic Risk Board (ESRB) and a network of European System of Financial
Supervisors (ESFS) consisting of:

] Three new European Supervisory Authorities (ESAs) - the European Banking Authority (EBA), the
European Securities and Markets Authority (ESMA) and the European Insurance and
Occupational Pensions Authority (EIOPA) to replace the three existing committees (CEBS, CESR
and CEIOPS);

] The national supervisory authorities (responsible for day-to-day supervision of banking,
securities, insurance and pensions in member states); and

] A Joint Committee of ESAs to cover cross-sectoral issues and reach common positions.

The principal tasks of the ESRB will be:

] To identify and assess risks to systemic stability in the EU’s financial system;
] To issue risk warnings where systemic risks are deemed to be significant; and
] If necessary, to recommend specific remedial actions to address identified risks including,

where appropriate, legislative initiatives.

If systemic risks are identified the General Board, the main decision-making body of the ESRB, can
issue warnings or recommendations to the Community as a whole, to a group of Member States, to an
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individual Member State, to one or more of the ESAs, to one or more national supervisory authorities
or to the Commission on EU legislation. While recommendations will not be legally binding,
addressees are expected to act on them unless inaction can be adequately justified (“act or explain”).

The Governor and Mr Matthew Elderfield, Head of Financial Regulation will represent Ireland in the
General Board as a national central bank and as a competent national supervisory authority.

The new ESAs will take over all the functions of the CEBS (including the issuance of non-binding
guidelines and the ability to give advice on certain issues), in addition they will also be:

] Developing proposals for binding technical standards which, once they are confirmed by the
Commission, will apply directly across the EU;

] Resolving cases of disagreement between competent authorities in cross-border situations
where legislation requires them to co-operate or agree;

] Contributing to ensuring consistent application of EU rules;

] Adopting individual decisions addressed to a financial market participant requiring action to
comply with EU legal obligations where there is a breach of EU law; and

] Providing co-ordination between national competent supervisory authorities in Emergency
Situations.

On 10-11 December 2009, the European Council welcomed Ecofin (Finance Ministers of the EU
Member States) agreement on the complete package for a new EU supervisory framework. The
framework is scheduled to be up and running at the start of 2011.

The European Parliament is currently considering the detailed draft regulations establishing the
European Supervisory Authorities and the ESRB. CEBS is progressing structural, procedural and staff
changes to aid a smooth transition to the EBA. Jonathan McMahon, Assistant Director General,
Financial Institutions is the Central Bank’s CEBS member and will be our representative on the EBA.

We have strongly supported the proposals to establish the ESRB as an important step at European
level to mitigate macro-prudential risks arising in the future. The new supervisory authorities will
mark a significant change in the structure of regulation in Europe. The scope for variation in regulatory
approach will narrow progressively and there will be a clear obligation to conform to practices and
procedures adopted or recommended by the particular Authority. We are committed to playing an
active and influential part in the future of European financial services supervision.
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Annex 1 - responding to “The Irish Banking Crisis Regulatory and Financial

Stability Policy 2003-2008" report

Micro-prudential policy

Relying excessively on a regulatory philosophy
emphasising process over outcomes, supervisory
practice focused on verification of governance and risk
management models within the institutions rather than
attempting independent risk assessments.

] Risk based, more asserting and challenging
approach to supervision.

] Introduction of a Risk Model.

] Enhanced Supervisory Review and Evaluation
Process incorporating quantitative and qualitative
analysis, rigorous stress testing and increased
focus on business models/strategies.

] Establishment of a Prudential Analytics Unit to
support supervisors.

] Establishment of a Regulatory Transactions
Department where all processing of regulatory
returns and routine regulatory transactions will be
centralised with common risk-based processes.

(See Section 2.2 and 3.2 for further details)

Shortcomings in governance and risk management
structures within credit institutions which allowed a
much greater accumulation of risk than the bankers had
envisaged or indeed that they seemed to recognise.

n Introduction of Governance
Requirements.

= Statutory Fitness and Probity Regime.

] Interview process for proposed appointees to
senior positions.

] Introduction of Remuneration Requirements for

the Financial Services Industry.

Corporate

models, downplayed quantification of risks.

] Introduction of Internal Governance
Requirements.

] Introduction of credit risk management and
valuation standards.

] Auditor regulatory assurance on internal
governance including risk management.

(See Section 5.2 and 5.5 for further details)

Reliance on assessment of systems, structures and | ® Implementation of a risk model reflecting

quantitative and qualitative data to facilitate in-
depth financial analysis, peer group analysis,
performance tracking and the development of
early-warning indicators.

] Enhanced Supervisory Review and Evaluation
Process underpinned by quantitative assessment
and challenge and rigorous stress testing.

Ll Introduction of a “Risk Dashboard” for each
institution to provide a concise portrayal of the
risk profile, business model and how they have
evolved over time.

(See Section 3.2 for further details)

173

PUB00411-074




75

intensifying supervision,

Broadening the scope and
especially its quantitative aspects, would have required
considerable additional staff resources and training to
help offset the asymmetry in skills vis-a-vis the
regulated institutions. It was already difficult to staff-up
to intended levels given the high salaries and plentiful job
opportunities available at the time in the private financial

sector. Only a small number of staff within the FR were
directly involved in the prudential supervision of credit
institutions — no more than two per major firms.

L] Increase staffing to approximately 1,500 by 2012.

] Recruit  specialist  expertise  with  direct
business/banking experience.

] Minimum ratio of 10 supervisory staff to major
institutions.

] Flexible personnel policies including contract
appointments and secondments.

= Compulsory training programme.

] Establish Risk Panel

(See Section 2.3 for further details)

Even if armed with the necessary information, to be
effective there would have had to be a greater degree of
intrusiveness and assertiveness on the part of regulators
in challenging the banks.

] A more assertive, risk based and challenging
approach.

] Strengthened Supervisory Review and Evaluation
Process.

(See Section 3.2 for further details)

There was a pattern of inconclusive engagement on the
part of supervisors with regulated entities and lack of
decisive follow-through.

] Clear channels and systems for escalation of
regulatory issues and agreeing regulatory action.

] Supervisory culture with a will to question,
intervene and act.

. Insistence on action to mitigate risk — immediate
or with a clear plan and timelines.

(See Section 2.6 and 3.2 for further details)

The appetite for legal challenge was limited which meant
that in practice entities were given the benefit of the
doubt.

Establishment of a dedicated Enforcement Directorate
with investigative expertise and ability to deliver a
credible threat of enforcement action.

(See Section 2.2 for further details)

Overall financial stability policy

Although the FSRs included significant analytical material
analysing the underpinnings of the property boom, the
relatively sanguine conclusions tended to be reached on a
selective reading of the evidence. More generally, a
rather defensive approach was adopted to external critics
of constraints.

] Benchmarking the quality of work will be a key
priority.

] As part of risk assessment process Financial
Stability Department is developing bi-lateral
contacts with other major central banks and the
academic community.

(See Section 4.3 for further details)
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Such quantification of risks as was attempted was carried
out in the context of the stress test exercises reported
annually in the FSRs.  Although many caveats were
noted, too much confidence was placed in the reliability
of the tests which were overseen by desk-based analysts
without sufficient engagement by hands-on regulators.

= Rigorous stress testing part of Supervisory Review
and Evaluation Process. Assumptions, hypothesis,
methodologies, granularity and results challenged
by specialists.

= Development of a systemic risk assessment
framework.

= Comparative analysis of the performance of the
Irish banking sector.

] Enhancing banks specific risk assessment.

(See Section 3.2 and 4.3 for further details)

A closer interaction between the staff involved in
financial stability and regulatory staff could have had the
effect of alerting both sides to the limitations of the
stress test methodology and reduced the sense of
complacency.

] Cross organisational panels, including both
supervisory and financial stability staff to review
and agree the Supervisory Review and Evaluation
Process, challenge examiners on findings and
agree supervisory actions.

] Financial stability staff participate in regular
challenge meetings and prudential analytics work.

] Restructured Financial Stability Committee now
chaired by Governor.

(See Section 2.5, 3.2 and 4.1 for further details)

More generally, it may be that the institutional
separation of the Regulator from the rest of the
organisation contributed to an insufficient appreciation
of the micro-macro interlinkages involved in financial
stability analysis.

] Central Bank Reform Bill 2010 provides for a
unitary structure.

(See Section 2.1 and 2.1 for further details)
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The Central Bank and Financial Regulator has carried out an exercise to determine the forward-looking
prudential capital requirements of certain of the Irish credit institutions covered by the government
guarantee. The Prudential Capital Assessment Review (PCAR) process for Allied Irish Bank, Bank of
Ireland and EBS has been concluded and the results are set out below, together with the status of
Anglo Irish Bank, Irish Nationwide Building Society and Irish Life and Permanent.

The Prudential Capital Assessment Review (PCAR) assesses the capital requirements arising for
expected base and potential stressed loan losses, and other financial developments, over a 3 year
(2010-2012) time horizon. It involves the Central Bank and Financial Regulator making an assessment
of the recapitalization requirements of the credit institutions in order to satisfy both a base case and
stressed target capital requirement.

The PCAR has been undertaken to determine the recapitalisation requirements of the credit
institutions with reference to both:

= A target level of 8% core tier 1 capital should be attained after taking account of the
realisation of future expected losses and other financial developments under a base case
scenario. This test is designed to ensure the credit institutions are capitalised to a level which
reflects prudential requirements and current market expectations, after taking account of
forecast loan losses through to 2012. As a further prudent requirement, the capital used to
meet the base case target must be principally in the form of equity, the highest quality form
of capital, with 7% equity as the target level. In calculating the requirements, individually
specified amounts have been added to the institutions’ estimates of expected losses to take
account of the uncertainty of loss forecasts for particular portfolios.

= Atarget level of 4% core tier 1 capital that should be maintained to meet a stress scenario or a
portfolio level sensitivity analysis. This capital test, which is similar to that employed by US
and UK supervisory authorities, is designed to ensure the credit institutions have a sufficient
capital buffer to withstand losses under an adverse scenario significantly worse than currently
anticipated.

The Financial Regulator has required the credit institutions that have completed the exercise to
prepare recapitalisation plans to comply with the additional capital specified by the PCAR. The level
of additional capital required for each institution under the PCAR analysis is set out below. This
amount of capital set by the PCAR process must be in place by the end of 2010.

Recapitalisation to the target requirements specified in the PCAR will provide market participants with
the confidence that the institutions have a strong capital base after realising forecasted expected
losses and that a prudent capital buffer is in place to withstand additional losses in adverse stress
conditions.
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The PCAR has involved the Central Bank and Financial Regulator making an assessment of the
recapitalisation requirements of the credit institutions involved in the exercise in order to satisfy both
a base case and stressed target capital requirement.

A team of prudential supervisors, credit specialists and treasury specialists in the Financial Regulator,
supported by Central Bank economists and financial stability specialists, conducted the PCAR by:

= Assessing the provisioning estimates of each credit institution, their Basel capital model
outputs, expected loss forecasts, funding costs and projected operating income;

= Reviewing independent third party estimates of provisions and expected losses conducted on
specific credit institutions’ portfolios;

= Reviewing likely and stressed scenario loan loss projections for portfolio categories by credit
rating agencies and other sources including regulatory agencies;

= Reviewing the outcome of modelled base and stress macro-economic scenarios that we
specified and mandated the credit institutions to calculate;

= Using information received from NAMA in respect of the first tranche of “haircuts” as the
basis for estimating the NAMA loan losses™;

= Applying prudent buffers to estimates of expected loan losses;

= Applying prudent adjustments to base case and stress scenario funding costs and treasury
asset losses;

= Applying knowledge of the quality of loan portfolios gained through our more intensive
supervisory interaction with the banks, including observation of Credit Committee
deliberations; and

= Benchmarking our analysis to the approaches taken by other leading international financial
supervisors.

The PCAR methodology assessed the capital requirements arising for expected base and potential
stressed losses, and other financial developments, over a 3 year (2010-2012) time horizon.

The PCAR required the assessment to take account of changes to EU prudential banking capital
requirements that have been formally adopted, even if they have yet to be implemented. This does
not include the “Basel Il plus” changes that are still at consultation stage, although the potential
changes were noted as part of our overall assessment of target capital levels.

Credit institutions may apply to the Financial Regulator by 30 June 2010 for a downwards revision to their capital requirements, if the
haircuts on subsequent tranches are materially lower than the first tranche or the quantum of loans to be transferred is lower.
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Stress Test

In this test the capital requirement of 4% core tier 1 capital is designed to ensure that banks will be
adequately capitalised even after experiencing a hypothetical adverse macroeconomic scenario or
unexpected severe losses on particular loan portfolios. This capital level is equivalent to that
established by the UK Financial Services Authority® and similar to that established by the US Federal
Reserve, Federal Deposit Insurance Corporation and Office of the Comptroller of the Currency’.

The stress test requirement is based on a severe scenario of hypothetical adverse macroeconomic
conditions and therefore involves an element of judgment. The stress test inputs do not represent a
forecast of likely economic developments by the Central Bank and Financial Regulator, instead they
are much more adverse than what is considered likely.

The Central Bank and Financial Regulator required firms to stress test their portfolios to the higher of:

= The firms estimated loan losses in a stress scenario based on a delayed macroeconomic
recovery scenario prescribed by the Central Bank and Financial regulator® ;and

= Application of severe sensitivity shocks to the loan book at a portfolio specific level. This
included loan loss rates of 5% for mortgages in Ireland and non-NAMA developments property
loan losses of 60% in Ireland and 35% in the UK. We emphasise that these are not forecast or
expected loss levels, and are disclosed to show the extent of the stress that has been applied
in the test. These loss rates are not based on any macroeconomic scenario and therefore
should not be interpreted in that manner.

It is the losses established under the portfolio level sensitivity approach that have provided the
binding stress case capital requirements, rather than the macroeconomic scenario.

The use of stress testing to benchmark prudential capital requirements will become a part of the
regulatory framework operated by the Central Bank and Financial Regulator.

Recapitalisation Plans

The Financial Regulator has required the credit institutions to prepare recapitalisation plans in light of
the PCAR results. The credit institutions are required to set out their plans to ensure that capital is in
place by the end of 2010 to a level calculated by reference to the base capital target, after taking
account of projected expected losses, including bank-specific and other adjustments. We will permit
credit institutions to take account of projected asset disposals, based on valuations confirmed by
independent third parties, where these are well progressed at year end.

The credit institutions are also required to set out their plans to ensure that capital is in place by the
end of 2010 to a level calculated with reference to the stress capital target, taking account of stressed

% FSA Statement on its use of stress tests, 28 May 2009

? Joint Statement by US Authorities on the Treasury Capital Assistance Program and Supervisory Capital Assessment Program, 6 May 2009.
The Committee of European Banking Supervisors has also conducted bank stress testing exercises but has not set a common buffer stress
capital requirement, leaving this to national discretion. The result of the adverse scenario was that on aggregate Tier 1 would remain
above 8% and no single bank would fall below 6% Tier 1.

4 As the starting point for determining the stress capital requirement, the banks were provided with a specified macroeconomic scenario
based on a hypothetical delayed economic recovery, involving negligible GDP growth in 2011 and 2012, persistent unemployment increasing
to 14.7% in 2012, a further cumulative house price decline of 24.8% in the years 2010-2012 beyond the 31.5% decline reported and other
parameters. The severity of the stress test takes account of the circumstances of the Irish economy and its position in the economic cycle.
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losses and other adjustments. We are currently assessing various approaches to meeting the stress
capital target and in principle we will permit credit institutions to take account of contingent capital
facilities which trigger at a level of 5% core tier 1.

PCAR Results by Bank
The capital requirements resulting from the PCAR exercise are:

Allied Irish Banks plc (“AlB”):

(1) An additional €7.396 bn of equity capital to meet the base case target of 7% equity, before taking
account of projected asset disposals; and

(2) €4.865 bn of Core Tier 1 capital, less any equity generated under paragraph 1 excluding conversion
of preference shares held by the Government, to meet the base case target of 8% Core Tier 1. This
additional Core Tier 1 capital will also satisfy AIB’s stress case target of 4% Core Tier 1.

The Governor & Company of the Bank of Ireland (“BOI”):

(1) An additional €2.66bn of equity capital to meet the base case target of 7% equity; and

(2) In meeting this requirement provided at least €0.25 bn of new Core Tier 1 is raised, then Bank of
Ireland also meets (a) the base case target of 8% Core Tier 1, and, (b) the stress target of 4% Core Tier
1.

EBS Building Society (“EBS”):
(1) An additional €875m of Core Tier 1 capital to meet the base case target of 8% Core Tier 1,; and
(2) Contingent capital of €120m of Core Tier 1 capital to meet the stress case target of 4% Core Tier.

Other Institutions for which the PCAR has not been completed:

Anglo Irish Bank Limited (“Anglo”):

The PCAR for Anglo has not yet been undertaken because discussions on its restructuring plan
between the bank, Government and the European Commission are still at a formative stage. If the
bank’s preferred option — which is to carve out a much smaller but viable going concern banking entity
with the remainder becoming an asset management entity — is approved by the European
Commission, the PCAR will be applied to the balance sheet of the new banking entity.

As an interim measure, Anglo Irish Bank will require an additional €8.3 billion of capital to meet
current minimum capital requirements, pending conclusion of the restructuring discussions and the
application of the PCAR.

Irish Nationwide Building Society (“INBS”):

The Financial Regulator has estimated the capital shortfall to meet current minimum capital
requirements for INBS at €2.6 billion. In line with all credit institutions, INBS must comply with this
minimum regulatory capital requirement on an ongoing basis.

Irish Life & Permanent plc (“ILP”):
ILP was not included in the first wave of PCAR as it has not received a government capital injection
and is not taking part in NAMA.

The PCAR process for ILP will be completed over the coming months as the institution’s restructuring
plan is developed.
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The PCAR Map

Base Capital Calculation

Start with Current Capital of bank and forecast Operating Results
Deduct impairments on NAMA loans

Deduct impairments on non -NAMA loans until 2012

Make Adjustments on bank specific basis:
Add/Deduct: changes to NAMA volumes and % haircut
Deduct: regulatory adjustment for loan loss uncertainty
Deduct: adjustment for funding cost risk
Deduct: Other amendments to forecast operating results

Amend: Risk Weighted Assets to reflect impact of impairment and other changes

Determine Capital Shortfall for base case ratios based on adjustments

Add: Capital injection by 31 December 2010

Result: Target Base Capital of 8% Core Tier 1 of which 7%
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The PCAR Map

Stress Capital Calculation

Start with Current Capital of bank and forecast Operating Results
Deduct impairments on NAMA loans
Deduct impairments on non NAMA loans until 2012

Make Adjustments on bank specific basis:

Deduct: changes to NAMA volumes and % haircut

Deduct: hypothetical stress losses through to 2012 derived from the higher of:

(a) the prescribed macroeconomic scenario

(b) the prescribed portfolio level sensitivity loss rates

Deduct: regulatory adjustment for funding cost risk under stress scenario
Deduct: Other amendments to forecast operating results (same as base)
Add: capital injection by 31 December 2010-03-25 or Contingent Capital Facility

Amend: Risk Weighted Assets to reflect impact of impairment and other changes

Determine Capital Shortfall for base case ratios based on adjustments

Add: Capital injection by 31 December 2010

Result: Target Stress Capital of 4% Core Tier 1
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Lex, Financial Times, 28 April, 2010.

“The Irish Example/Dublin is showing other indebted governments how to cut spending” Wall Street
Journal, 1 June 2010.

The Economic and Social Research Institute provides a pithy, precise description of the development of
the Irish economy at http://www.esri.ie/irish_economy/

When it joined the EEC in 1973, Ireland had an average income per head of 62% of the EU average.
Living standards have since outpaced the EU average in terms of GDP per capita standards. By 1995
GDP per capita in Ireland stood at 88% of the EU-15 average, peaking at 133% of the average in 2007.
EU membership has served to increase Ireland’s attractiveness as a significant location for inward FDI.
The EU has provided Ireland with improved trade opportunities, providing a source of market access for
the trade of Irish products and offering a pool of labour supply, delivering a consequent expansion in
employment opportunities. Further gains are associated with relatively stable inflation and the steady
interest rate expectations which have ensued. In addition, membership of the EU has led to the
breakup of former national monopolies and enhanced competition.

Reinhart and Rogoff have written about the incidences of banking crisis following periods of
liberalisation. This time is different, 2009, pp. 155-157.

Caprio and Honohan, Finance for Growth, 2001.

Paul Tucker, Deputy Governor of the Bank of England described the contract in a speech to the British
Bankers Association on 30 June 2009.

Analysis is based on Irish licensed credit institutions.
Source: Central Bank — ‘Domestically Active Banks’ aggregate financial reports, 31 March 2010

Source: Central Bank — Herfindahl-Hirchmann Index of ‘Domestically Active’ banking sector’s total
assets 31 March 2010.

In a recent speech, Lord Turner observed that even had Ireland sought to impose controls on the
amount of lending its domestic banks were doing in the 2000s, such a measure would probably have
been ineffective given the economy’s openness to foreign entrants. This is one of the issues we will
consider in our upcoming paper on banking supervision. Adair Turner, What do banks do, what should
they do and what public policies are needed to ensure best results for the real economy? CASS
Business School, 17 March 2010.

“Strengthening the Resilience of the Banking Sector”, Consultative Paper, Basel Committee on Banking
Supervision, 2009

IMF Staff Position Note (May 18 2010) “The Making of Good Supervision: Learning to Say No”, Jose
Vifials and Jonathan Fiechter

The Irish Banking Crisis Regulatory and Financial Stability Policy 2003-2008. Patrick Honohan. Issued
31 May 2010

Directive 2006/48/EC of the European Parliament and the Council of 14 June 2006 relating to the taking
up and pursuit of the business of credit institutions (recast)

Article 22 of Directive 2006/48/EC of the European Parliament and the Council of 14 June 2006 relating
to the taking up and pursuit of the business of credit institutions (recast)
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XX
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2009.
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i The capital adequacy rules, outlined in the CRD, require that banks charge off bad loans and hold more
capital when the riskiness of their assets (loans and securities) increases and vice versa. As bank assets,
loans in particular, typically become more risky during economic downturns (as the borrowers’ net
worth and collateral values decline), required capital will increase. Since it may be expensive for banks
to raise additional equity they may decide to cut back on lending. By contrast, as capital requirements
become more relaxed during economic upturns banks may dispose of some of their excess capital by
extending their lending to a larger extent than on average over this business cycle. Thus capital
requirements may potentially enhance pro-cyclicality.

o Directive 2009/111/EC of the European Parliament and the council of 16 September 2009 amending
Directives 2006/48/EC and 2007/64/EC as regards banks affiliated to central institutions, certain own
funds items, large exposures, supervisory arrangements and crisis management.

A group of connected clients means:

] Two or more natural or legal persons, who, unless it is shown otherwise constitute a single risk
because one of them, directly or indirectly, has control over the other or others; or

. Two or more natural or legal persons between whom there is no relationship of control as set
out in point (a) but who are to be regarding as constituting a single risk because they are so
interconnected that, if one of them were to experience financial problems, in particular
funding or repayment difficulties, the other or all of the others would be likely to encounter
funding or repayment difficulties.

XXVi

CEBS Guidelines on the Implementation of the Revised Large Exposures Regime. Issued 11 December
2009

XXVii

CEBS Guidelines on Liquidity Buffers and Survival Periods. Issued 9 December 2009.
i Commission Services Staff Working Document — Possible Further Changes to the Capital Requirements
Directive. Issued for consultation until 16 May 2010.

XXiX

“Mapping the Golden Circle”. Paula Clancy, Nat O’Connor and Kevin Dillon, TASC. May 2010

e The financial crisis highlighted serious deficiencies in the assessment of systemic risk in the existing

European framework of financial regulation and supervision. In October 2008, in order to address these
deficiencies, the European Commission established a High Level Group on Financial Supervision, chaired
by Jacques de Larosiére, to review financial supervision in the EU. In February 2009, the Group
recommended the establishment of an enhanced European financial supervisory framework, with two
new supervisory pillars to deal with (i) system-wide, or macro-prudential issues and (ii) supervisory, or
micro-prudential issues.
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CENTRAL BANK AND FINANCIAL SERVICES
AUTHORITY OF IRELAND ACT 2003

ARRANGEMENT OF SECTIONS
PART 1

PRELIMINARY

Short title and commencement.

PART 2
AMENDMENT OF CENTRAL BANK AcT 1942

Interpretation: Part 2.

Substitution of section 2 of the Principal Act.
Substitution of section 5 of the Principal Act.
Substitution of section SA of the Principal Act.
Substitution of section 6 of the Principal Act.

Insertion into the Principal Act of new sections 6A to 6K.

Repeal of section 7 of the Principal Act (certain particular
powers of the Bank).

Repeal of section 8 of the Principal Act (certain further pow-
ers of the Bank).

Amendment of section 9 of the Principal Act (capital of the
Bank).

Amendment of section 10 of the Principal Act (seal of the
Bank).

Repeal of section 15 of the Principal Act (dissolution of the
Commission).
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[No. 12.]  Central Bank and Financial Services [2003.]
Authority of Ireland Act 2003.

Pr2S3 being produced in any form cap-
able of being reproduced visually
or aurally;

‘the regulations’ means regulations made by
the Minister under section 61A and in force
under this Act;

‘Regulatory Authority’ means the Irish Fin-
ancial Services Regulatory Authority estab-
lished by section 33B;

‘Rome Treaty’ means the Treaty establishing
the European Community done at Rome on
25 March 1957, as amended by the Treaty
on European Union done at Maastricht on 7
February 1992.

(2) In this Act—

(a) a reference to an enactment is,
unless the context otherwise
requires, a reference to that
enactment as amended or
extended by or under any sub-
sequent enactment (including this
Act), and

(b) a reference to a section is a refer-
ence to a section of this Act
unless it is indicated that a refer-
ence to some other enactment is
intended, and

(c) a reference to a subsection, para-
graph or subparagraph is a refer-
ence to the subsection, paragraph
or subparagraph of the provision
in which the reference occurs,
unless it is indicated that refer-
ence to some other provision is
intended.

(3) A function or responsibility imposed,
or a power conferred, on a person by a pro-
vision of this Act is not to be taken to be
limited merely by implication from another
provision, whether of this or any other Act,
that imposes a function or responsibility, or
confers a power, on that person.”.

Substitution of 4.—The Principal Act is amended by substituting the following
section 3 of the section for section 5:
Principal Act.

“Constitution, functions and powers of the Bank

Constitution of 5—(1) The body corporate formerly
Bank. called ‘Banc Ceannais na hEireann’ in Irish
and the ‘Central Bank of Ireland’ in English
is continued, but with the corporate name of
‘Banc Ceannais agus Udaras Seirbhisi
Airgeadais na hEireann’ in Irish and the
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[2003.] Central Bank and Financial Services [No. 12.]
Authority of Ireland Act 2003.

‘Central Bank and Financial Services Auth- Pr.2 S.4
ority of Ireland’ in English.

(2) The Bank—
(a) has perpetual succession, and

(b) may take legal proceedings and be
proceeded against in its corpor-
ate name.

(3) The Bank is required to have a seal.
The seal is to be judicially noticed.

(4) Except as expressly provided by this
Act, the affairs and activities of the Bank are
to be managed and controlled by the Board
of Directors of the Bank.”.

5.—The Principal Act is amended by substituting the following Substitution of

sections for section SA (as inserted by section 4 of the Central Bank ;e‘?ﬁo.n SA of the
rincipal Act.

Act 1998):
“General functions SA.—(1) The Bank has the following
and powers of the functions:
Bank. ’

(a) to carry out the efficient and effec-
tive co-ordination of—

(i) the activities of the constitu-
ent parts of the Bank, and

(ii) activities undertaken by any
of those parts with persons
who provide services to, or
receive services from, the
Bank, and

(iii) the exchange of information
among those parts and
between any of those parts
and any of those persons;

(b) to promote the development within
the State of the financial services
industry (but in such a way as not
to affect the objective of the
Bank in contributing to the stab-
ility of the State’s financial
system);

(c) where appropriate, to represent and
co-ordinate the representation of
the Bank on international finan-
cial bodies and at international
meetings relating to financial or
economic matters;

(d) to establish and maintain, either
directly or indirectly, contact with
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[No. 12.]  Central Bank and Financial Services [2003.]
Authority of Ireland Act 2003.

Pr.2 S.5 the monetary authorities estab-
lished in other countries and in
territories;

(e) whenever it thinks fit, to provide to
governments of, and financial
institutions and other bodies
established in, other countries
and in territories advice or other
assistance on matters within its
expertise and, when appropriate,
to co-ordinate application of the
resources of its constituent parts
for that purpose;

to provide banking services to its
p g
constituent parts;

(g) to provide for the collection and
study of data that deal with mon-
etary and credit problems and to
publish information about that
data;

(h) to provide advice and assistance to
the Central Statistics Office
about the collection, compilation,
analysis and interpretation of
statistics relating to the balance
of payments, national accounts
and other financial statistics and,
where appropriate, to collect data
for that purpose;

(i) to perform such other functions as
are imposed on it by or under this
and any other Act or law.

(2) The Bank has power to do whatever is
necessary for or in connection with, or
reasonably incidental to, the performance of
its functions.

(3) In particular, the powers of the Bank
include powers of a kind that, in accordance
with normal banking practice, may be exer-
cised by a bank.

(4) The Bank is required to perform its
functions and exercise its powers in a manner
consistent with the Rome Treaty and the
ESCB Statute.

(5) The Bank can perform its functions
and exercise its powers both within the State
and elsewhere.

Specific powers of 5B.—Without limiting section 5A, the
the Bank. powers of the Bank include power to do all
or any of the following:

(a) subject to paragraph (b), acquire,
hold, dispose of or otherwise deal
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Central Bank and Financial Services [No. 12.]
Authority of Ireland Act 2003.

in all kinds of property (including Pt.2 S.5

real property, securities, coins,
gold or silver bullion and other
precious metals, and any kinds of
currency or currency units);

(b) acquire, hold or dispose of shares in
a bank or other institution for-
med wholly or mainly by banks
that are the principal currency
authority in their respective
countries, but only with the
approval of the Minister;

(c) enter into, carry out, assign or
accept the assignment of, vary or
rescind, any contract, agreement
or other obligation;

(d) provide loans and other kinds of fin-
ancial accommodation to credit
institutions and other persons on
the security of such assets and on
such terms and conditions as the
Board considers appropriate;

(e) give guarantees and make payments
under them;

(f) receive funds on deposit;

(g) open accounts in other countries or
act as agent, depository, or corre-
spondent of any credit institution
carrying on business in or outside
the State;

(h) re-discount exchequer notes or bills,
local authority bills, bills of
exchange and promissory notes
on such terms and conditions as
the Board considers appropriate;

(7)) keep registers of securities generally;

(j) operate or participate in a deposi-
tory of securities or other
instruments;

(k) keep the accounts for the clearing
and settlement of securities or
payment instruments;

(I) become a member of, or a party to,
the establishment or operation of
one or more payment systems;

(m) operate or participate in a system
that provides a settlement service
for transactions in securities or
other instruments for its
members;
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[No. 12.]  Central Bank and Financial Services [2003.]
Authority of Ireland Act 2003.

Pr.2 S.5 (n) enter into agreements with deposi-
tories of securities or of other
instruments, and carry out trans-
actions under the terms of those
agreements so far as necessary
for the settlement of transactions
between members of those
depositories and the members of
any depository operated by the
Bank;

(0) transfer assets, income or liabilities
to the European Central Bank
where required under the ESCB

Statute.”.
Substitution of 6.—The Principal Act is amended by substituting the following
section 6 of the section for section 6 (as substituted by section 5 of the Central Bank
Principal Act.
Act 1998):

“Bank to perform 6.—(1) The Bank shall perform all func-

functions of tions imposed, and exercise all powers con-

European System of

Central Banks. ferred, on the Bank by or under the Rome

Treaty or the ESCB Statute.
(2) This section is subject to section 19A.

(3) Section 9 of the Ministers and Sec-
retaries Act 1924 does not apply to the

Bank.”.
Insertion into the 7—The Principal Act is amended by inserting the following
Principal Act of ~gections after section 6 (as substituted by section 6):
new sections 6A to
6K.
“Objectives of 6A.—(1) In discharging its functions and

Bank in discharging
ESCB functions,
etc.

exercising its powers as part of the European
System of Central Banks, the primary objec-
tive of the Bank is to maintain price stability.

(2) The Bank also has the following
objectives:

(a) contributing to the stability of the
financial system;

(b) promoting the efficient and effec-
tive operation of payment and
settlement systems; and

(c) discharging such other functions and
powers as are conferred or
imposed on it by the Rome
Treaty, the ESCB Statute or any
enactment.

(3) The Minister may, from time to time,
request the Governor, the Board or the
Regulatory Authority to consult with the
Minister, in relation to their respective func-
tions, as regards the performance by the
Bank of any function of the Bank (other than
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Authority of Ireland Act 2003.

one imposed on it by the Rome Treaty or the Pr.2 S.7

Offices of the Bank.

Power of the Bank
to establish
divisions, etc. within
the Bank.

Staff of Bank.

PUBO1B11-P

ESCB Statute).

(4) The Minister may, from time to time,
request the Governor to inform the Minister
with respect to the pursuit of the primary
objective of the Bank.

(5) The Governor, or the Board, shall
comply with a request made to the Governor
or the Board under this section in so far as
the request is consistent with the Rome
Treaty, the ESCB Statute or any law of the
State.

(6) Without prejudice to the objective of
maintaining price stability, the Bank is
required to support the general economic
policies of the European Union with a view
to contributing to the achievement of the
objectives of that Union as laid down in
Article 2 of the Rome Treaty.

6B.—Where the Board considers—

(a) that it is necessary for the purpose
of the due performance by the
Bank of its functions, the Board
may build, purchase, lease or
otherwise  acquire, establish,
equip and maintain offices and
other premises of the Bank in
such places, whether in the State
or elsewhere, or

b) that it is no longer necessary for that
g y
purpose, sell or let any such
premises.

6C.—(1) The Bank may, from time to
time, establish divisions, branches or offices
as part of the Bank’s structure.

(2) The Board is responsible for adminis-
tering the staff of the Bank and its constitu-
ent parts and for administering the provision
of accommodation and office and other
equipment with a view to enabling the Bank
and its constituent parts to perform and exer-
cise their respective functions and powers.

6D.—(1) Subject to this section, the
Board shall appoint a Secretary to the Bank
and such other employees of the Bank as it
considers necessary for the effective per-
formance and exercise of the functions and
powers of the Bank and each of its constitu-
ent parts.

(2) The Regulatory Authority shall
appoint a Secretary to that Authority.
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[No. 12.]  Central Bank and Financial Services [2003.]
Authority of Ireland Act 2003.

Pr.2 8.7 (3) Except as regards the appointment of
a Secretary to the Bank and the Secretary to
the Regulatory Authority—

(a) the Governor has the same power to
appoint employees of the Bank
as the Board has under subsec-
tion (1), but that power is only
exercisable in respect of responsi-
bilities  specified in section
19A(1)(a) and (b) and (2),

(b) the Chief Executive has the same
power to appoint employees of
the Bank as the Board has under
subsection (1), but that power is
only exercisable with the agree-
ment of the  Regulatory
Authority.

(4) The Secretary to the Regulatory Auth-
ority and employees appointed under subsec-
tion (3) are taken, for the purposes of this
Act, to have been appointed under subsec-
tion (1).

(5) The employees of the Bank are to be
employed on such conditions (including con-
ditions as to remuneration and allowances)
as the Board fixes from time to time.
However, in fixing the conditions of employ-
ment of the Secretary to the Regulatory
Authority and employees appointed by the
Chief Executive under subsection (3), the
Board shall obtain the concurrence of the
Regulatory Authority or Chief Executive (as
the case requires) with respect to those con-
ditions of employment.

(6) Subject to subsection (8), an appoint-
ment under this section is to be made by
competition to be conducted in accordance
with rules made by the Board.

(7) The Board may, in relation to a par-
ticular competition, impose conditions of
entry, limitations and safeguards. If the com-
petition relates to an appointment to be
made under subsection (2) or (3), the Board
may impose such conditions only with the
concurrence of the Regulatory Authority or
the Chief Executive, as the case requires.

(8) Subsection (6) does not apply to an
appointment to a position if the Board, or, in
relation to appointments under subsection
(2) or (3), if the Regulatory Authority or
Chief Executive (as the case requires),
decides that appointment to the position by
competition would be inappropriate.

(9) The Board shall establish and operate
a policy under which provision is made for
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Authority of Ireland Act 2003.

employees of the Bank to be given oppor- Pr.2 8.7

Assignment of
employees of Bank.

Bank may engage
agents and act as
agent for others.

General fund of the
Bank.

PUBO1B11-P

tunities for training and experience in var-
ious activities, and in different constituent
parts, of the Bank.

6E.—The Board shall arrange for
employees of the Bank to be assigned to the
Regulatory Authority and to any divisions,
branches or offices established under section
6C. However, any assignment of an
employee to or from the Regulatory Auth-
ority shall take place only with the agree-
ment of the Chief Executive.

6F.—The Bank may engage agents, and
act as agent for other persons.

Financial and administrative matters

6G.—(1) The Bank shall continue to keep
and operate the fund called the general fund.

(2) The Bank shall pay into the general
fund all money received by the Bank and
shall pay from that fund all amounts that it
is required to pay.

(3) The Bank shall pay its surplus income
as and when determined under this section
into the Exchequer in such manner as the
Minister directs and may at any time pending
such determination pay into the Exchequer
such sums on account of surplus income as
may be agreed on by the Minister and the
Bank.

(4) The expenses incurred by the Bank in
performing functions or exercising powers
under this or any other Act or law are pay-
able out of the general fund of the Bank,
except where otherwise provided by or
under this or any other Act.

(5) Any claims on or liabilities to the
European Central Bank are to be treated as
assets or liabilities of the general fund or any
other fund established by order made by the
Minister for that purpose.

(6) The Minister may, after consultation
with the Bank, make regulations providing
for the periodic determination of the Bank’s
surplus income and, in particular, such regu-
lations may—

(a) enable provision to be made for
reserves, depreciation and other
similar matters before the surplus
income is determined, and
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Central Bank and Financial Services

[No. 12.]

Authority of Ireland Act 2003.
23.—The Principal Act is amended by repealing section 30.

24.—The Principal Act is amended by substituting the following

section for section 32:

“Meetings and
procedure of the
Board.

32.—Schedule 1 has effect with respect to
meetings and procedure of the Board.”.

25.—The Principal Act is amended by repealing section 33.

26.—The Principal Act is amended by inserting the following Parts

before Part IV:

“PART IITA

IrisH FINANCIAL SERVICES REGULATORY AUTHORITY

CHAPTER 1

Constitution, functions and powers of Regulatory Authority

Interpretation:
Part I1IB and
Schedule 3.

Establishment of
Regulatory
Authority.

PUBO1B11-P

33A.—In this Part and Schedule 3—

‘Chairperson’ means Chairperson of the
Regulatory Authority;

‘member’ means a member of the Regulat-
ory Authority;
of

‘other members the

Authority’—

Regulatory

(a) when used in a provision relating to
the Chief Executive — means a
majority of the members of the
Regulatory Authority other than
the Chief Executive or a person
acting as such, and

(b) when used in a provision relating to
the Consumer Director — means
a majority of the members of the
Regulatory Authority other than
the Consumer Director or a per-
son acting as such.

33B.—(1) There is established by this
section a body called ‘Udards Rialdla
Seirbhisi Airgeadais na hEireann’ or in the
English language the ‘Irish Financial Services
Regulatory Authority’.

(2) The Regulatory Authority is a con-
stituent part of the Bank.

(3) The Regulatory Authority is separate
from its members and continues in existence

193
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Pr. 2

Repeal of section
30 of the Principal
Act (operation of
disqualification of
Governor or
Director).

Substitution of
section 32 of the
Principal Act.

Repeal of section
33 of the Principal
Act.

Insertion into the
Principal Act of
new Parts IITA and
111B.
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Authority of Ireland Act 2003.

despite any vacancy or change in its

membership.
Functions and 33C.—(1) The Regulatory Authority has
powers of the following functions:
Regulatory
Authority.

(a) to perform the functions the Bank
has under or in respect of the
enactments and statutory instru-
ments specified in Schedule 2;

(b) in respect of functions of the Bank
under sections 18 and 23 of the
Central Bank Act 1971—

(i) in so far as relates to the per-
formance  of  functions
imposed on the Regulatory
Authority by this section, to
perform those functions of
the Bank, and

(ii) in any other case and by
agreement with the Gov-
ernor, to contribute to the
performance of those func-
tions of the Bank;

(c) whenever requested to do so, to pro-
vide the Governor and the Board
with advice, information and
assistance with respect to the per-
formance of their respective
functions under the Central Bank
Acts;

(d) to perform such other functions as
are expressly imposed on it by
this or under any other Act or
law.

(2) (a) The Minister may, after consulting
the Bank, by order notified in [ris
Oifiginil, add—

(i) to Part 1 of Schedule 2 any
specified enactment, or

(ii) to Part 2 of that Schedule any
specified statutory instrument,

under or in respect of which func-
tions of the Bank are to be perfor-
med by the Regulatory Authority.

(b) An order under paragraph (a)
may be limited to specified enti-
ties, or categories of entities, to
which the enactments or statu-
tory instruments apply.
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Authority of Ireland Act 2003.

(3) In performing its functions and Pr.2 S.26

exercising its powers, the Regulatory Auth-
ority is required to promote the best interests
of users of financial services in a way that is
consistent with—

(a) the orderly and proper functioning
of financial markets, and

(b) the orderly and prudent supervision
of providers of those services.

(4) Without limiting subsection (3), the
Regulatory Authority shall take such action
as it considers appropriate to increase aware-
ness among members of the public of avail-
able financial services and the cost to con-
sumers, risks and benefits associated with the
provision of those services. None of the fol-
lowing is liable to pay damages arising out of
a failure to comply with this subsection:

(a) the Bank;
(b) a member of the Board,;
(¢) an employee of the Bank;

(d) a member of the Regulatory
Authority;

(e) the Registrar of Credit Unions;

(f) an agent of the Bank or of its con-
stituent parts.

(5) So far as consistent with Part II and
this Part, the Regulatory Authority has
power to do whatever is necessary for or in
connection with, or reasonably incidental to,
the performance of its functions.

(6) The Regulatory Authority may, in
relation to the functions and powers of the
Bank that the Authority is to perform or may
exercise, bring and defend legal proceedings,
and do any other thing, in the name of the
Bank. This subsection does not apply to
prosecutions for offences arising under the
designated enactments and designated statu-
tory instruments or proceedings for the
recovery of amounts of levies or fees pre-
scribed under section 33J or 33K.

(7) The Regulatory Authority is required
to perform its functions and exercise its pow-
ers in a way that is consistent with the Rome
Treaty and the ESCB Statute.

(8) In performing its functions and
exercising its powers, the Regulatory Auth-
ority has a duty to act in a way that is consist-
ent with the performance by the Governor
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Pr.2 S.26 and the Board of their respective functions
in relation to the Bank. For the purpose of
verifying compliance with that duty, the
Regulatory Authority shall provide the Gov-
ernor or the Board with such information as
the Governor or the Board reasonably
require or as it considers appropriate.

(9) If any matter relating to the financial
stability of the State’s financial system arises
in connection with the performance or exer-
cise by the Regulatory Authority of its func-
tions or powers, that Authority shall consult
the Governor on that matter. Where the
Regulatory Authority considers it prudent in
the circumstances it may send a report to the
Minister on any matter to which this subsec-
tion relates. The Regulatory Authority may
otherwise act on that matter only with the
agreement of the Governor. For the purpose
of this subsection, ‘matter’ includes (but is
not limited to) the issue, revocation and sus-
pension of a licence or other authority.

(10) The Regulatory Authority can per-
form its functions and exercise its powers
both within the State and elsewhere.

(11) Tf—

(a) the performance of a function or the
exercise of a power by the Bank
is dependent on its opinion,
belief or state of mind in relation
to a matter, and

(b) the function or power is, by this
section, to be performed by the
Regulatory Authority,

that Authority is required to perform the
function or exercise the power in relation to
the matter on the basis of its own opinion,
belief or state of mind.

(12) Any act, matter or thing done in the
name of, or on behalf of, the Bank by the
Regulatory Authority in the performance or
exercise of that Authority’s functions or
powers is taken to have been done by the
Bank.

(13) The fact that the Regulatory Auth-
ority is required to perform functions, and is
authorised to exercise powers, of the Bank
by virtue of this section does not affect the
status of the Bank as a competent authority
for the purposes of any European Union
directive or regulation under which the Bank
is such an authority.
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Regulatory
Authority to
comply with certain
guidelines.

Membership of
Regulatory
Authority.
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Board may, with respect to the functions of
the Governor or the Board, issue to the
Regulatory Authority guidelines as to the
policies and principles that that Authority is
required to implement in performing func-
tions, or exercising powers, of the Bank.

(2) The Regulatory Authority is required
to comply with guidelines issued to it under
this section.

(3) Guidelines issued by the Governor or
the Board under this section shall be in writ-
ing and the Governor or the Board, as the
case may be, shall cause them to be pub-
lished in [Iris Oifigitil as soon as practicable
after they are issued.

33E.—(1) The Regulatory Authority com-
prises no fewer than 8 and no more than 10
members, of whom—

(a) one is the Chief Executive, and
(b) one is the Consumer Director, and

(¢) no fewer than 6 and no more than 8
are persons appointed by the
Minister for Finance after con-
sulting  the  Minister  for
Enterprise, Trade and
Employment.

(2) Instead of appointing a person under
subsection (1)(c), the Minister may designate
the holder of a specified office as an official
member of the Regulatory Authority. Who-
ever is for the time being the holder of such
an office is an official member of that
Authority.

(3) A person is not eligible for appoint-
ment under subsection (1)(c) if the person—

(a) is a member of either House of the
Oireachtas or is, with the per-
son’s consent, nominated as a
candidate for election as such a
member or is nominated as a
member of Seanad Eireann, or

(b) is a member of the European Parlia-
ment or is, with the person’s con-
sent, nominated as a candidate
for election as such a member or
to fill a vacancy in the member-
ship of that Parliament, or

(¢) is a member of a local authority or
is, with the person’s consent,
nominated as a candidate for
election as such a member.
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Pr.2 S.26 (4) Schedule 3 has effect with respect to
the Regulatory Authority and its members.

Appointment of 33F.—(1) The other members of the
Chief Executive of R eoylatory Authority shall appoint a person
the Regulatory . . .

Authority. as the Chief Executive of that Authority.

Other than the appointment of the first Chief
Executive (which is provided for by para-
graph 4 of Schedule 3 to the Central Bank
and Financial Services Authority of Ireland
Act 2003), the appointment of a Chief Execu-
tive under this section shall only be made
after the holding of a public open compe-
tition for that position.

(2) A person appointed as Chief Execu-
tive holds office for such period, not
exceeding 5 years, as is specified in the docu-
ment of appointment, unless the person pre-
viously ceases to hold that office as provided
by this section.

(3) The other members of the Regulatory
Authority may appoint a person holding
office as the Chief Executive for a further
period, not exceeding 5 years, to take effect
at the end of the person’s current period of
appointment. This subsection applies
whether the person was appointed under
subsection (1) or this subsection.

(4) An appointment under this section
does not take effect until the Minister
approves it.

(5) A person is not eligible for appoint-
ment as Chief Executive if the person—

(a) is a member of either House of the
Oireachtas or is, with the per-
son’s consent, nominated as a
candidate for election as such a
member or is nominated as a
member of Seanad Eireann, or

(b) is a member of the European Parlia-
ment or is, with the person’s con-
sent, nominated as a candidate
for election as such a member or
to fill a vacancy in the member-
ship of that Parliament, or

(c) is a member of a local authority or
is, with the person’s consent,
nominated as a candidate for
election as such a member.

(6) A person appointed under this section
holds office on such conditions of employ-
ment as are specified in the person’s docu-
ment of appointment or are later agreed
between the person and the other members
of the Regulatory Authority.
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(7) The Chief Executive may engage in P1.2 S.26
other remunerative employment only with
the consent of the other members of the
Regulatory Authority.

(8) The Chief Executive is subject to the
control of the other members of the Regulat-
ory Authority and, except as regards voting
at meetings of that Authority, is required to
comply with any lawful directions given by
those members with respect to the carrying
out of the Chief Executive’s responsibilities.

(9) A person ceases to hold office as Chief
Executive if the person—

(a) dies, or

(b) completes a term of office and is not
re-appointed, or

(c) resigns the office by notice in writ-
ing addressed to the Chairperson,
or

(d) is, with the person’s consent, nomi-
nated as a candidate for election
as a member of either House of
the Oireachtas or is aninated as
a member of Seanad Eireann, or

(e) is, with the person’s consent, nomi-
nated as a candidate for election
as a member of the European
Parliament or to fill a vacancy in
the membership of that Parlia-
ment, or

() is, with the person’s consent, nomi-
nated as a candidate for election
as a member of a local authority,
or

(g) is adjudged bankrupt (either in the
State or elsewhere) or enters into
a composition with the person’s
creditors, or

(h) becomes physically or mentally
incapable of performing the
duties of Chief Executive, or

(i) is convicted of an offence (either in
the State or elsewhere) and sen-
tenced to serve a term of impris-
onment for the offence, or

(/) is removed from office under subsec-
tion (10).

(10) The other members of the Regulat-

ory Authority may remove or suspend the
Chief Executive from office, but only for
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Pr.2 S.26 reasons notified in writing to the Chief
Executive.
Appointment of 33G.—(1) The other members of the

acting Chief
Executive in certain
cases.

Regulatory Authority may appoint a quali-
fied person to act in the office of the Chief
Executive—

(a) during the illness or absence of a
holder of that office, or

(b) while the holder is suspended from
office, or

(¢) during a vacancy in that office.

A person so appointed has, while acting as
Chief Executive, all the responsibilities and
powers of that office.

(2) The other members of the Regulatory
Authority may, at any time, remove from
office a person who is acting as Chief
Executive.

(3) If a person is to be appointed under
this section for a period of more than 6
months, the appointment does not take
effect until the Minister approves it.

(4) An acting Chief Executive is entitled
to be paid such remuneration (including
travelling and subsistence allowances) as the
other members of the Regulatory Authority
determine from time to time.

(5) A person is a qualified person for the
purposes of this section if the person is—

(a) an officer of the Bank, or
(b) an employee of the Bank.

Responsibilities of 33H.—(1) The Chief Executive is respon-
Chief Executive of sible for—

the Regulatory
Authority. L .
(a) bringing proceedings for offences

arising under the designated
enactments and designated statu-
tory instruments, and

(b) exercising the day-to-day manage-
ment of the Regulatory Auth-
ority, and

(c) performing the functions expressly
imposed on the Chief Executive
by other provisions of this Part,
and

(d) carrying out such other responsi-
bilities with respect to the func-
tions and powers of the Regulat-
ory Authority as may be imposed
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Chairperson of the
Regulatory
Authority.

Power to impose
levies.
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Authority.

(2) The Chief Executive has power to do
whatever is necessary for or in connection
with, or reasonably incidental to, carrying
out the Chief Executive’s responsibilities.

(3) In carrying out or exercising the Chief
Executive’s responsibilities or powers, the
Chief Executive shall, as far as reasonably
practicable, ensure that the resources of the
Regulatory Authority allocated for carrying
out those responsibilities or exercising pow-
ers are used effectively, efficiently and econ-
omically.

331.—(1) The Minister for Finance is to
appoint one of the members, other than the
Chief Executive or the Consumer Director,
to be Chairperson of the Regulatory
Authority.

(2) A member appointed as Chairperson
holds office for 5 years from the date of the
member’s appointment as such, unless the
member previously ceases to hold that office
as provided by this section.

(3) A member holding office as Chairper-
son ceases to hold that office if the
member—

(a) resigns from that office by notice in
writing given to the Minister, or

(b) ceases to be a member.

(4) A person who ceases to be Chairper-
son because the person has ceased to be a
member is eligible for re-appointment as
Chairperson if the person is re-appointed as
a member.

33J.—(1) The purpose of this section is to
enable the Regulatory Authority to have suf-
ficient funds to enable it to perform its func-
tions and exercise its powers.

(2) The Chief Executive, with the agree-
ment of the other members of the Regulat-
ory Authority, may make regulations
prescribing levies to be paid by persons who
are subject to regulation under the desig-
nated enactments and designated statutory
instruments.

(3) In particular, regulations under sub-
section (2) may provide for any of the follow-
ing matters:

(a) the activities, services or other mat-
ters for which specified kinds of
levies are payable;
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Pr.2 S.26 (b) the persons, or classes of persons,
who are required to pay specified
kinds of levies;

(c) the amounts of specified kinds of
levies;

(d) the periods in respect of which, or
the dates by which, specified lev-
ies are to be paid to the Regulat-
ory Authority;

(e) penalties that are payable by a per-
son who fails to pay a levy on
time;

(f) the keeping of records, and the mak-
ing of returns to the Regulatory
Authority, by persons who are
liable to pay a specified levy;

(g) the collection and recovery of levies.

(4) Regulations made under this section
do not take effect until approved by the
Minister.

(5) A levy prescribed in respect of credit
unions is to be fixed so that the total
amounts of levies collected or recovered
from credit unions does not exceed the total
amount of costs incurred in performing the
functions and exercising the powers of the
Bank under the Credit Union Act 1997.

(6) The Chief Executive may, by pro-
ceedings brought in a court of competent
jurisdiction, recover as a debt an amount of
levy payable under regulations in force
under this section.

(7) The Chief Executive may refund the
whole or a part of a levy prescribed under
this section, but only with the agreement of
the other members of the Regulatory
Authority.

(8) The Chief Executive can amend or
revoke a regulation made under this section,
but only with the agreement of the other
members of the Regulatory Authority.

(9) An amendment or revocation of regu-
lations made under this section does not take
effect until approved by the Minister.

(10) In this section, ‘levy’ does not include
a fee.

Power of Chief 33K.—(1) The Chief Executive may, with

Executive to the agreement of the other members of the

prescribe fees. . .
Regulatory Authority, make regulations
prescribing fees for the purpose of any enact-
ment that provides for the payment of a fee
by reference to this section.
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agreement of the other members of the
Regulatory Authority, make regulations pro-
viding for all or any of the following matters:

(a) the persons, or classes of persons,
who are required to pay specified
kinds of fees;

(b) the amounts of specified kinds of
fees;

(c¢) the collection of fees.

(3) Regulations of the kind referred to in
subsection (2) may be included in regulations
made under subsection (1).

(4) Regulations made under this section
do not take effect until approved by the
Minister.

(5) The Chief Executive may, by pro-
ceedings brought in a court of competent
jurisdiction, recover as a debt an amount of
fee payable under regulations in force under
this section.

(6) The Chief Executive may refund the
whole or a part of a fee prescribed under this
section, but only with the agreement of the
other members of the Regulatory Authority.

(7) The Chief Executive may amend or
revoke a regulation made under this section,
but only with the agreement of the other
members of the Regulatory Authority.

(8) An amendment or revocation of regu-
lations made under this section does not take
effect until approved by the Minister.

(9) The Public Offices Fees Act 1879 does
not apply to fees prescribed under this
section.

33L.—(1) If at any time it appears to the
Board that the funds raised from levies and
fees prescribed by regulations in force under
sections 33J and 33K are, or are likely to be,
insufficient to enable the Regulatory Auth-
ority to properly perform its functions and
exercise its powers, the Bank may provide
the Authority with such funds as the Board
considers necessary to enable the Authority
to perform its functions and exercise its
powers.

(2) The provision of funds under this
section is subject to such conditions as the
Board thinks fit to impose.

(3) (@) The Board may provide funds
under this section only after the
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Pr.2 S.26 Minister has approved the
amount of the funds concerned
and the conditions (if any) sub-
ject to which those funds are to
be provided.

(b) Before deciding whether or not to
give approval under paragraph
(a), the Minister is required to
consult with the Governor and
the Governor may express his or
her opinion on the amount of
funds concerned, so far as it
could affect—

(i) the carrying out by the Bank
of its obligations with
respect to the promotion of
the financial stability of the
State, and

(ii) the performance of the func-
tions of the Bank in its
capacity as a member of the
European System of Central
Banks.

(4) In approving any amount of funds
under subsection (3), the Minister is required
to have regard to the functions and powers
of the Bank under the Rome Treaty and the
ESCB Statute.

Regulatory 33M.—(1) The Regulatory Authority
Ar‘(l)th;rgcycg;ﬁ;ep shall keep accounting records that properly
prop ) record and explain its transactions.

(2) The Regulatory Authority shall, as
soon as practicable after the end of each fin-
ancial year, provide the Bank with sufficient
information about that Authority’s financial
affairs as will enable the Bank to comply
with section 6H(2) for that year.

(3) The Regulatory Authority shall ensure
that its accounting records comply with any
accounting standards notified to that Auth-
ority in writing by either the Board or the
Governor.

(4) The Regulatory Authority shall keep
its accounting records for 6 years after the
transactions to which they relate are com-
pleted and may, at the end of that period,
either retain those records or dispose of
them in such manner as it considers appro-
priate. This subsection has effect despite any
other enactment to the contrary.

(5) The Regulatory Authority is required

to make the records available at all reason-
able times for inspection—
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(a) by any member of the Board, or

(b) by any member of that Authority
who is not a member of the
Board, or

(¢) by the Comptroller and Auditor
General that is required for the
performance of that officer’s
functions or by a person
employed in the Office of the
Comptroller and Auditor General.

Regulatory 33N.—(1) Not later than 3 months before
Ar‘;ﬂ:;?;’nt;’ual the beginning of each financial year, or
Estifnate of income  Within such extended period as the Minister
and expenditure. may allow, the Regulatory Authority shall—

(a) prepare a statement setting out esti-
mates of its income and expendi-
ture for that year, and

(b) submit the statement to the Minister
for approval of so much of the
statement as relates to para-
graphs (a) and (b) of subsection
2).

(2) The statement must—

(a) specify the amounts expected to be
collected and recovered during
the financial year concerned from
the imposition of levies under
section 33J, and

(b) specify any other sources from
which funds are expected to be
obtained during that year to fin-
ance the Regulatory Authority’s
activities and the amounts
expected to be raised from those
sources, and

(c) specify the activities that the Regu-
latory Authority proposes to
undertake during that year.

(3) Before submitting the statement to the
Minister for approval for the purposes of
subsection (1)(b), the Regulatory Authority
shall provide the Governor with particulars
of the estimates referred to in subsection
(1)(a). As soon as practicable after being
provided with those particulars, the Gov-
ernor shall give the Regulatory Authority
the Governor’s views on those estimates, but
only in so far as they affect—

(a) the carrying out by the Bank of its
obligations with respect to the
promotion of the financial stab-
ility of the State, and

(b) the performance of the functions of
the Bank in its capacity as a
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Pr.2 S.26 member of the European System
of Central Banks.

(4) The Minister is required to consult
both the Governor and the Board before giv-
ing approval for the purposes of subsection

(1))

(5) In giving approval for the purposes of
subsection (1)(b), the Minister may so
approve either without amendment or with
such amendment as may be agreed with the
Regulatory Authority. The statement, as
may be so amended, shall be laid before each
House of the Oireachtas as soon as may be
after it has been approved. In exercising the
power conferred by this subsection, the Mini-
ster is required to have regard to the func-
tions and powers of the Bank under the
Rome Treaty and the ESCB Statute.

Regulatory 330.—(1) (a) The Regulatory Authority
Authority to is required to prepare

rovide Minister . .
Evith annual report and provide the Minister

and other reports. with—

(i) an annual report,
and

(ii) from time to time,
such other reports,

relating to the perform-
ance of its functions and
the exercise of its powers
as the Minister may from
time to time specify.

(b) As soon as practicable
after receiving a copy of
the Regulatory Auth-
ority’s annual report, the
Minister shall arrange for
a copy of that report to
be laid before each
House of the Oireachtas.

(2) The Regulatory Authority may not
provide information in a report under sub-
section (1) relating to a matter if to do so
would contravene a provision of a law of the
State or would be inconsistent with the
Rome Treaty or the ESCB Statute.
However, this subsection does not prevent
that Authority from including confidential
information in such a report if the
information—

(a) is included with the consent of the
person who provided the infor-
mation, or

(b) relates to a Director, a member of
the Regulatory Authority or a
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person employed by or within the P1.2 S.26
Bank.

Regulatory 33P.—(1) The Regulatory Authority shall,
Authority to at least 3 months before the beginning of

repare strategic . .
glarﬁ). & each financial year—

(a) prepare for the year a strategic plan
that complies with this section,
and

(b) submit the plan to the Minister.

(2) A strategic plan must specify—

(a) the objectives of the Regulatory
Authority’s activities for the fin-
ancial year concerned, and

(b) the nature and scope of the activi-
ties to be undertaken, and

(c) the strategies and policies for
achieving those objectives, and

(d) targets and criteria for assessing the
performance of the Authority,
and

(e) the uses for which it is proposed to
apply the Authority’s resources.

(3) If the Minister has in writing notified
the Regulatory Authority of any require-
ments with respect to the form in which its
strategic plan is to be prepared, the plan
must comply with those requirements.

(4) As soon as practicable after receiving
the Regulatory Authority’s strategic plan,
the Minister shall arrange for the plan to be
laid before both Houses of the Oireachtas.

(5) As soon as practicable after becoming
aware that subsection (4) has been complied
with, the Regulatory Authority shall publish
its strategic plan and take all reasonably
practical steps to implement it.

CHAPTER 2

Consumer Director

Appointment of 33Q.—(1) The other members of the
Consumer Director.  Reoylatory Authority shall appoint a person
as the Consumer Director of that Authority.

(2) A person appointed as Consumer
Director holds office for a period not
exceeding 5 years from the date of appoint-
ment, unless the person previously ceases to
hold that office as provided by this section.

(3) The other members of the Regulatory
Authority may appoint a person holding
office as the Consumer Director for a further
period, not exceeding 5 years, to take effect
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Licensing and Supervision

For Credit Institutions

Preface

The Central Bank is statutorily charged with the licensing and supervision of banks
and building societies, which are collectively termed credit institutions'. The Bank’s
powers in this respect are derived from the Central Bank Acts, 1971 and 1989, the
Building Societies Act, 1989, the Trustee Savings Banks Act, 1989, the ACC Bank
Act, 1992, the ICC Bank Act, 1992 and various provisions implementing EU Banking

Directives’.

The relevant legislation contains extensive provisions relating to, inter alia, the
granting and revocation of licences; the obtaining of information from credit
institutions; the undertaking of on-site inspections and the supervision generally of the
activities of credit institutions. As many of the provisions are of a discretionary
nature, the Bank has set down requirements and standards which it uses to guide it in
the assessment of applications for licences and in the supervision of the business

carried on by credit institutions.

The requirements and standards are non-statutory requirements which are applied by
the Bank to credit institutions as a supplement to the statutory requirements contained
in the legislation referred to in paragraph 1 above and the Appendix to this document.
This document contains summary references to the main statutory provisions for the

purposes of setting a context for the non-statutory requirements.

The credit institutions supervised by the Bank comprise licensed banks, building socteties, Trustee
Savings Bank, ACC Bank, ICC Bank and ICC Investment Bank,

A list of the principal EU Banking Directives, together with details of the their transposition into
[rish law, is contained in the Appendix.
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It is emphasised that this document does not purport to interpret or comprehensively
refer to the statutory provisions applicable to credit institutions. Interested parties
should directly consult the various sources of statutory law applicable to credit
institutions, seeking legal advice, where appropriate, for a definitive understanding of

the scope and application of such law.

The requirements and standards were last published in the Bank’s Quarterly Bulletin
of Autumn 1987. They have now been revised to take account of the considerable
changes that have taken place in both the domestic and international banking
environments since that time, in particular the enactment of a significant body of

legislation.

The requirements and standards apply to all credit institutions authorised by the Bank
including branches in the State of credit institutions incorporated outside the European
Economic Arca (EEAY. They have limited application to branches of credit
institutions incorporated in other EEA Member States the supervision of which, under
the EU Second Banking Co-ordination Directive and the EEA Agreement, is almost
exclusively the responsibility of the supervisory authority in that Member State, i.e.

home country supervision.

The requirements and standards apply to the totality of each institution’s operations
and, in addition, where relevant, the various ratios and limits will apply to the

consolidated position of each institution.

Credit institutions are required to comply with the Bank’s supervision requirements at
all times. Compliance with the requirements and standards, however, does not relieve
the boards and management of credit institutions of the fundamental responsibility to
conduct the operations of their institutions in accordance with the relevant laws and in

a prudent manner with full and primary regard for the safety of depositors’ funds.

3 The European Economic Area (EEA) refers to the Member States of the EU and the Member States
of EFTA (except Switzerland). Membership of the EEA currently comprises: Austria, Belgjum,
Denmark, Finland, France, Germany, Greece, lceland, Ireland, Haly, Liechtenstein, Luxembourg,
The Netherlands, Norway, Portugal, Spain, Sweden and The United Kingdom.
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8.1

3.2

8.3

8.4

LENDING

Each credit institution shall have in place appropriate policies relating to the
management and control of lending. These shall include policies relating to
credit assessment, credit review, risk management, the monitoring and control

of large exposures and prudent provisioning for loan losses.

The Bank’s requirements relating to the monitoring and control of large
exposures are set outin a Notice published in the Bank’s Quarterly Bulletin No.
1 of 1994, implementing the EU Directive on the Monitoring and Control of
Large Exposures. This Notice was amended by a further Notice published in the
Bank’s Quarterly Bulletin No. 3 of 1995. This Notice requires that every credit
institution shall have sound administrative and accounting procedures and
adequate internal control mechanisms for the purpose of identifying and
recording all large exposures and subsequent changes to them and also for the

purpose of monitoring those exposures in the light of its own exposure policies.

Under the Notice, a credit institution incorporated in the State should not
employ assets (both on and off balance sheet) amounting to more than 25 per
cent. of its own funds with any one client or what is considered by the Bank to
be a connected group of clients. The aggregate of large exposures - defined as
an exposure equal to oOr in excess of 10 per cent. of the own funds of the credit
institution - should not exceed 800 per cent. of own funds. A credit institution
should notify the Bank of all large exposures on a quarterly basis.

In its implementation Notice, the Bank has largely adhered to the limits set out
in the Directive. However, in certain instances, the Bank is applying more
stringent criteria as follows:

(a) a credit institution’s exposure to any one of its directors, including any
exposures to any business in which the director has a major interest, may
not exceed 2 per cent. of own funds; the aggregate of all such exposures
may not exceed 10 per cent. of own funds;

(b} a credit institution’s exposure to any one of its significant shareholders,

including exposures to businesses in which the significant shareholder has
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8.5

8.6

8.7

a major interesl, as defined, may not exceed 10 per cenl. of own [unds,
unless such shareholders or businesses are also credit institutions; the

and

(c) a credit institution’s exposure to a client or group of connected clients,
other than a credit institution or financial institution, in which the credit
institution has what is considered by the Bank to be a major interest may
not exceed 10 per cent. of own funds; the aggregate of all such exposures

may not exceed 30 per cent. of own funds.

(For the purposes of this section, a major interest is defined as a holding by a
person, either on his own or in concert with another person, of 10 per cent. or

more of the shares or voting rights in an undertaking.)

The large exposures of branches in the State of credit institutions incorporated
outside the EEA will be monitored and assessed in relation to the own funds and
exposures of the credit institution as a whole, as well as in relation to the

balance sheet of the branch itself.

A credit institution, incorporated in the State, shall not have the risk assets
amounting to more than 200 per cent. of own funds concentrated in any one
sector of business or economic activity which is subject to a common
predominant tisk factor; where a common risk could be considered to apply to
two or more separate sectors (as, for example, the property development and
building sectors) not more than 250 per cent. of own funds shall be employed

with such sectors in aggregate.
A credit institution shall not grant an advance, loan or other facility against the
security of its own shares or the shares of any subsidiary, fellow subsidiary, or

parent company unless such shares are quoted on a Stock Exchange.

ANNUAL ACCOUNTS OF CREDIT INSTITUTIONS
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ITEM 23

A DOCUMENT DETAILING THE PROCESS OF SUPERVISORY
ENGAGEMENT BY THE BANK WITH EACH OF THE RELEVANT
BANKS DURING THE PERIOD 2003 TO 2013, (SAVE AS OTHERWISE
DISCLLOSED UNDER 12 ABOVE), WITH AN EMPHASIS ON
ENGAGEMENTS AT THE MOST SENIOR LEVELS BETWEEN THE
BANK AND EACH OF THE RELEVANT BANKS DURING THE
PERIOD AND ALL MATERIAL AND/OR SIGNIFICANT CHANGES IN
THE PROCESS OF SUPERVISORY ENGAGEMENT DURING THAT
PERIOD, TO INCLUDE DETAILS ON ENHANCED REPORTING
OBLIGATIONS OF THE RELEVANT BANKS ARISING UNDER THE
ELIGIBLE LIABILITIES GUARANTEE, AND DETAILS OF THE
PROCESS OF SUPERVISORY ENGAGEMENT BETWEEN THE BANK
AND EACH OF THE RELEVANT BANKS ARISING FROM THE
PRISM MODEL AS INTRODUCED IN 2011.
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6. Supervisory Approach 2011 - 2013

Following the implementation of the Central Bank Reform Act, 2010, the Central Bank
changed its regulatory approach from “principles based” to a “more assertive, risk based and
challenging approach” to banking supervision. In 2011 the Central Bank implemented its
new risk based framework for the supervision of regulated firms called PRISM. Summary

detail is included below under Supervisory Engagement.

6.1 Engagements at the ‘“most senior levels’” between the Bank and each of the relevant
banks

Senior Central Bank management engagement with the remainder of the Covered Banks and
became more routine during this period. There were regular meetings with the banks
and these moved towards approximately quarterly meetings in 2012/2013. These covered
both supervisory and non-supervisory matters and were supplemented by issue specific
meetings. For example, the Governor held meetings with the main mortgage banks on
occasions during this period to drive improvements in the resolution of mortgage arrears.
Each of the Covered Banks was met following the PCAR / PLAR 2011 and also following
the Balance Sheet Assessment (see below) exercises, with a particular focus on adequacy of

provisioning in the latter meeting.

These meetings had become much more joined up with the overall supervisory engagement
with the banks, and were often attended by the Head of the relevant Supervision Division to

ensure that there was consistency of message and understanding of discussions.

6.2 Supervisory Regime

a) PRISM

The financial crisis and its aftermath led the Central Bank to revisit approaches to financial
regulation in Ireland and elsewhere. Having reviewed international best practice together with
its own experience, the Central Bank developed the Probability Risk and Impact SysteM
(PRISM) to provide a structured framework for firm supervision. PRISM was introduced in
November 2011 and it is the Central Bank’s risk-based supervision framework for
supervising regulated firms. PRISM enhances the Central Bank’s ability to deliver
judgement-based, outcome-focused regulation. It provides a tool for supervisors to

continually challenge themselves and the firms they regulate in order to safeguard financial
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stability and protect consumers. It provides supervisors with a consistent way of thinking

about risk whilst ensuring a minimum level of engagement for firms.

PRISM establishes an engagement model for the supervision of regulated firms and a tool to
facilitate a detailed probability risk assessment of these firms. PRISM requires supervisors to
challenge firms, to form judgements about the risks each firm presents and then to develop
appropriate outcome-focused risk mitigation programmes to reduce unacceptable risks 1o an
acceptable level with those risk mitigation programmes subject to appropriate quality control

mechanisms.

PRISM enables supervisors and management to see the risks posed by firms in any sector at
any point, facilitating frequent review of the evolving financial risks at a micro level,
allowing high quality risk-based resource allocation and risk mitigation decisions to be taken,
as well as clear communication to firms of the Central Bank’s views of their risk profiles and
its expectations regarding same. It also provides sentor management with additional

information to assess macro-prudential risks both within and across sectors.

o  PRISM — Impact and engagement
One of the lessons from the financial crisis was that it is always vital to know a lot about
significant financial services firms because they have a great capacity to adversely affect the
economy. Thus, understanding the impact of failure on the economy or consumers of the
tirms that the Central Bank regulates is crucial. PRISM segments all the tirms regulated by
the Central Bank into distinct impact categories on the basis of quantitative data. Each firm is
allocated to one of four impact categories reflecting its relative importance based on size,
turnover, client base, the degree of prudential or customer harm it could cause if it failed ete.
The five categories are high, ultra-high®, medium-high, medium-low and low. A firm’s

categorisation may be revised as these metrics change over time.

To match the four impact categories, there are four engagement models. The higher impact
tirms have dedicated supervisory teams following a pro-active programme of supervision - to
ensure 4 good knowledge of a firm’'s strategy and business model. This analysis focusses on,

amongst other things, business models, financial risk analysis and governance. The Central

! Ultra High is a subset of High
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Bank considers it to be crucial that the substance and sustainability of the business model of a

tirm is examined, a key lesson from the crisis.

Under PRISM, the most significant firms — those with the ability to have the greatest impact
on financial stability and the consumer — will receive a high level of supervision under
structured engagement plans, leading to early interventions to mitigate potential risks. The

following table shows the minimum engagement tasks for Ultra High / High Impact firms.

Oireachtas

By way of example of the level of engagement undertaken under the PRISM framework the

table below summarises the supervisory engagement with all the supervised banks in 2013:

PRISM ENGAGEMENTS Banking
* Fuli Risk Assessment (SREP) 7
" Risk Governance Panels 13
Meeting with Chief Executive Officer {CEQ) 72
Meeting with Chief Financial Officer (CFQ) 45
- Meeting with Chief Risk Officer (CRO) 82
Meetings with Chairman 31
Meetings with Senior Non-Executive Directors (NEDs) 21
. Meetings with Internal Auditor 37
. Meetings with External Auditor | 25 |
42
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PRISM ENGAGEMENTS Banking

Board Meeting Attendance 7

- Attendance at Board Committees 9
Meetings with other Senior Management 316

. Meetings with Actuary ' 0
Other On-Site Meetings 31
Meetings with Board Independent Non-Executive Directors {(INEDs) 36
Meetings with Group NEDs 10

| Meetings with Compliance Officer 54

¢ Financial Risk Review (FRR) 24

- Other {not incl. FRR meetings) 13

i Reviews/Inspections 38 N

 Meetings with Supervisory Committee 1

| Thematic Review 12

- Authorisation Team Meetings 0

- Other Meetings (not as part of engagement model) 55
1-day engagements = ' o 1

- Other Reviews — non-PRISM 87

TOTAL - L - . 1027

Supervisors are resourced to have a deep knowledge of the financials as well as the corporate
and internal governance structure of these firms in addition to being supported by credit and
treasury expertise in this period. The Central Bank expects firms” leaders to co-operate with
an intensive supervisory programme. It makes judgements on firms’ leadership and the

judgement shown by that leadership and takes action where required.

In terms of outcomes, the Central Bank is seeking to ensure that firms always have sufficient
capital to cover the risks they are taking as well as having responsible individuals in charge.
The Central Bank accepts some failures in financial services will occur from time to time,
however, the main point is that finite resources are deployed in a way which mitigates the

risk of problems occurring where they would have the most impact.

High impact firms will have a high level of continuous supervisory engagement — an
irreducible minimum that will not fall, no matter how plausible the business plan, how good
the apparent treatment of consumers or how large the corporate profits. PRISM went live for
credit institutions and insurance companies on | December 2011. The following table shows
the banks within the scope of the inquiry and how they are rated under PRISM. As they are
all High or Ultra High, they were subject to the same engagement model during the period

2011 to 2013.
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Impact Rating
Ultra High
Ultra High
n/a
High
High {until liguidation)
_n/a

High

Qireachtas

As none of the in-scope banks had a medium or low impact rating, a description of the

PRISM methodoelogy is not included for medium or low impact rating firms.

o Assessing probability risk and mitigating risk
Understanding the capacity for a firm to cause harm — impact — 1s a critical component in
PRISM. The other key part of risk assessment is understanding the probability that any given
firm is going to cause harm at a given time. The Central Bank regularly assesses the risk
profile of a high impact tirm. As part of PRISM, a structured approach was introduced to
assess the probability of a problem occurring by seeking to identify issues that could cause
prudential or consumer failures. When risks exceed the Central Bank’s nisk appetite - where
the probability of an adverse event is high or medium-high — the supervisor requires action to

be taken by the firm to mitigate the risks.

In terms of deciding which risks supervisors should routinely look at in their probability risk
assessment, international best practice has been considered. Based on this international
review and the Central Bank’s own experience the following risks in firms are assessed:
governance risk, strategy/business model risk, credit risk, market risk. operational risk,

insurance risk, liquidity risk, capital risk, environmental risk and conduct risk.

For each risk category, the supervisor is required to make a judgement as to the risk, based on
the engagement tasks he or she has undertaken to assess the firm and supported by key
information on the vartous risk types. For example, the engagement model for high impact
firms requires six financial risk reviews to be conducted over every two-year period on key
prudential risk elements. After each of these in-depth reviews, the supervisor will be required
to re-evaluate the probability risk of the probability risk categories on which information has

come to light as a result of the review. The supervisor will, having conducted the financial
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risk review, log into PRISM and be guided through the probability risk rating process.
PRISM has detailed guidance available on what is covered by a particular risk, how it should
be examined, and the key questions for the supervisor to consider in coming to a judgement

about the appropriate risk score.

The rating of any risk category as medium-high or high probability will lead to the supervisor
having to devise a plan for the firm - a risk mitigation programme (RMP) - to lower the risk
to an acceptable level. Supervisors devise risk mitigation actions which are outcome-focused
and result in problems being sorted out rather than simply analysed further. If firms continue
to be non-compliant, supervisors can use the various financial penalties and other
enforcement tools available to them in order to reflect the seriousness of the issue at hand and

to serve as a meaningful deterrent to others.

e  Lusuring challenge
One common theme of the Honohan, Nyberg and other reports was a lack of credible
challenge, both within firms and by supervisors. Challenge is an essential aspect of risk
assessment, Processes can help by prompting required challenge and setting up peer review
or governance systems that are supposed to provide challenge. But effective challenge has an

important cultural element, encouraging genuine discussion and debate, awkwardness even.

As Nyberg puts it, “It must become respectable and welcome to express professionally
argued contrarian views; neither this crisis nor many others have been or will be foreseen by
the consensus view of professionals or managers ... authorities as well as bank boards and
management need to remain particularly vigilant and professionally suspicious during
extended good times...”. Part of a supervisor’s job, when assessing a firm, is to ensure that the
firm has such a culture of challenge. Part of the Central Bank’s role is to ensure that the

culture and processes of banking supervision embrace and encourage challenge.

*  Governance
Risk Governance Panels, which include senior representatives from the Consumer, Financial
Stability and Risk Divisions, as well as divisional management and risk advisers are used to
promote independent challenge to the supervisors’ views and findings on a supervised entity.

The forum is explicitly designed to robustly review the risk assessment put forward by the
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supervisors and the quality of the outcome-focused risk mitigation programme. This makes it
structurally more hikely that difficult questions will be asked, wider perspectives offered, and

constructive proposals and amendments made to risk mitigation proposals.

In addition fo this, the Supervisory Risk Committee, consisting of all the Directors and
Divisional Heads reporting to the Deputy Governor (Financial Regulation), reviews urgent
firm issues and PRISM firm risk and activity profile reports. Furthermore, the Central Bank

Commission 15 also informed of key firm risk issues.

This structure is augmented by management information (MI) produced by PRISM which
gives supervisors, managers and senior management tailored views of the risks by firm,
sector and risk category (credit risk, market risk, governance risk, etc.). Such MI facilitates
informed discussion with respect to the mitigation of key risks, as knowledge which is
currently embedded within discrete groups of supervisors can be more widely shared and

analysed.

Please see the following documents for further information on PRISM (attached at Appendix
11y

e Introduction to PRISM;

® Press release - Central Bank launches new risk-based supervision framework; and

» Matthew Elderfield’s PRISM speech to the ACCA, Dec 2011

o Actual Engagement with banky
The following table provides a summary of the main engagement tasks under PRISM for

High Tmpact firms and the additional tasks carried out in each area (over and above the

minimum):

Supervisory Tasks High — PRISM Additional work carried out
minimum engagement

Business Model Every 2 years On-going review of financials and board
Analysis packs

Governance Reviews Every 2 years At least one if not two reviews carried out in
o each of 2011, 2012 and 2013

Stress tests Annual and regular
_Financial Risk Reviews | 6 every 2 years Over the period in question a large number
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Supervisory Tasks High - PRISM Additional work carried out

minimum engagement

of thematic reviews and inspections were
! carried out — see sections on credit risk and
E liquidity risk above
Ful Risk Assessments | Continuous (see
abaove)
i ICAAP/ORSA Yes
- Risk Governance Panelw At least once a year
- Meeting with CEO At least annual At least six per annum and anything up to 12
in each of 2011, 2012 and 2013 at teast for
the main banks - [T
. Meeting with CFO At least annual
Meeting with CRO At least annual At least six per annum and anything up to 12
in each of 2011, 2012 and 2013 at {east for
the main banks
]
- Meeting with At least annual
. Chairman _
. Meeting with Senior At least annual
Non-Exec Directors
- Meeting with Internal | Atleastannual = | Quarterly
. Auditor '
i Meeting with External | At least annual Three times a year as part of Auditor
. Auditor Protocol
Trigger Based No
Supervision
. Group Supervision Yes One general college meeting per year and
{Lead) core college meeting every six weeks,
quarterly conference calls, monthly
. telephone calls for core college
~ Co-Co/EU Meeting Yes
Model Approval Yas A number of Pillar 1 and Pillar Il model
" {Group) reviews during period.
- Board Meeting Possible | Nolonger
© Attendance o R
Regulatory Returns Yes - On a quarterly basis, also review
- Analysis management accounts on a monthly basis
' and CIFS reporting
Consumer Focused Yes n/a
Thematic work
Skilled Persons - Yes n/a
Reviews on Issues ]

In addition to the above minimum engagement tasks as dictated by PRISM, the Central Bank
also carries out a significant level of additional engagement tasks for the Covered Banks as

follows:
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e Significantly more meetings held with banks than PRISM minimum engagement —
see table above for examples;

e Troika programme reviews;

e Review of Mortgage Arrears Resolution Strategies and banks’® compliance with
Mortgage Arrears Resolution Targets;

¢ Policy development;

» Recovery and resolution planning;

¢ Additional reviews of arrears and provisioning;

e Additional reviews of new lending;

e Review of queries relating to the Corporate Governance Code, consideration of
Corporate Governance Code derogation requests;

s Review of annual compliance statements;

* Assessment of proposed appointees to the board and senior management of banks
(PCF positions} in conjunction with the Regulatory Transactions Division;

¢ PCAR/PLAR/Financial Measures Projects;

e Review of board and board sub-committee packs; and

e Reviews of various proposals including outsourcing arrangements, new activities,

capital arrangements etc.

b) Fitness & Probity (see also response to Item 14, regarding governance)
A new Fitness and Probity Regime came into effect on | December 2011 for all regulated
financial service providers other than credit unions. 47 senior positions are prescribed as Pre-
Approval Controlled Functions for regulated financial service providers. The prior approval
of the Central Bank is required before an individual can be appointed to a Pre-Approval
Controlled Function. The individual must complete an online Individual Questionnaire which
is endorsed by the proposing entity and then submitted electronically to the Central Bank for
assessment. Since 2011 the Central Bank’s Regulatory Transactions Division (*RTD") has
been responsible for receiving and assessing these on line applications however the
supervisory team also has responsibility for assessing these with an emphasis on the
following :

e Reviewing the application to ensure that it 1s in compliance with the Corporate

Governance Code, for example ensuring that a proposed director does not exceed the
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permitted level of directorships, ensuring that the director will bring required skills to
the board, etc.;

e Deciding whether or not an interview is necessary and if so, preparing for and
holding the interview; and

e Liaising with the bank in relation to the appointment and following up on any issues

arising from the review of the application.

¢) Remuneration

Reports that issued following the 2007 financial crisis referred to the fact that excessive risk
taking by credit institutions contributed to the financial crisis. One of the issues was
rewarding directors, management and staff for short term profitability which gave incentives
to staff to pursue riskier activities which provided higher short-term income and profit.
Therefore in late 2009 the Central Bank requested banks to comply with CEBS high level
recommendations on Remuneration and we subsequently wrote to banks in 2011 advising
them that the EU legislation on remuneration had been transposed into Irish legislation
effective 1| November 2011. Following the transposition of the requirements into Irish

legislation the Central Bank carried out at least two detailed reviews of remuneration, one in

2010 and another in 2011.

In addition, banks are required under CIFS reporting to report on an annual basis the
remuneration paid to the “Identified” staff. These reports are reviewed and issues raised with

the bank where required.

d) Credit Risk

As noted in previous sections, credit risk became a significant focus of the supervisory work
trom 2008 onwards. Additional focus was given to analysis and challenging banks on their
credit policies, exposures, arrears and levels of provisions. Several reviews were carried out
and additional credit returns recelved. Between 2011 and 2013, the credit team undertook a
number of rolling loan file reviews to assess the adequacy of provisions, the accuracy of

credit risk grading, and the collateral valuations of the following instifutions:
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Bank Reviews

f

Three inspections of exposures to SME and commercial real estate {“CRE”)
exposures;

One mortgage loan file review of new madifications (2013).

11

Two SME/CRE inspections, including ane inspection of 90 days past due but not
impaired commercial loans;
One mortgage loan file review of new maodifications (2013).

1r

Two SME/CRE inspections;
mortgage loan file review of new madifications (2013).

r

Two SME/CRE inspections, plus one inspection 1 Oir | (and its management of
SME/CRE loans),
One mortgage loan file review of new maodifications (2013)

a gs s B

QOne SME/CRE inspection,
Two mortgage inspections

e) Liquidity Risk

In 2011 the Central Bank required the Covered Banks to commence new liquidity reporting

requirements, including projected ECB funding requirements, and Loan to Deposit Ratios

(“LDR”) and Net Stable Funding Ratio (“NSFR”) targets to be met by specified dates.

In September 2012 a further letter was issued to the Covered Banks which updated the 2011

requirements. A new Advanced Monitoring Framework was required to be implemented, the

LDR was no longer required and a Liquidity Coverage Ratio (LCR) requirement was

imposed.

In addition to the above, a number of thematic reviews of each of the Covered

Banks were also carried out as follows:

Treasury

Thematic Reviews

Trading

2012

| Asset Liability Committee Role

2013

Contingency Funding Plans

Funding Strategies

interest Rate Risk in the Banking Book
Liquidity Stress Testing

Funds Transfer Pricing (FTP)

2014

- Market Risk

- CRD Preparedness

- Retail Deposit Outflows
- Structural Market Risk

Asset Encumbrance

CB01B06
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f) Financial Strength/Reporting Requirements

Throughout the period 2011 to 2013 the Central Bank continued to engage on a consistent
basis with banks in relation to their financial strength. This is achieved via a review of the
annual Financial Statements, management accounts and a range of regulatory returns such as
COREP, FINREP, liquidity reports, large exposure reports etc. The Central Bank monitored
compliance with prudential standards, primarily through examining prudential returns
(weekly, monthly and annual), financial statements and annual reports, conducting regular

review meetings and on-site inspections.

g) Other Engagements
In addition to the above the Central Bank also carried cut the following engagement tasks in

the period 2011 to 2013:

Engagement

2011 | The Financial Measures. Programme, under the Troika programme (see section 6.3
: below), incorporated an Asset Quality Review (“AQR”), Prudential Liquidity Assessment
Review, PCAR 2011 and the European Banking Authority (“EBA”) stress test.

- The 2011 PCAR highlighted key findings in respect of cradit risk (see below).

A series of detailed desktop reviews and interviews [were carried out?] with key credit
personnel in the banks in 2011 [addressing?]:
o credit approval processes;
o credit monitoring processes;
e credit contro! and coliections; and
¢ impairment and provisioning oversight.

' The Mortgage Arrears Resolution Strategies {“MARS"} programme was initiated in late
2011. The project assessed the banks’ strategies to. manage their distressed private
dwelling house (PDH) and buy-to-let (BTL) portfolies and required improvements where
deficiencies were identified. As part of the MARS requirements, the strategies developed
by banks had to address, inter alia, resourcing, up skilling and training of staff, loan |
- modification options, system developments, decision trees, policies/procedures and
- treatment of customers.

The Asset Quality Review (“AQR”): conducted by to review the asset
- guality of the CRE, SME, Corporate and the first time buyer residential portfolios. The
findings related to inconsistent collateral valuations, overdue case file reviews and
insufficient financial information on borrower fites.

Other related work undertaken during 2011 included:

s Data Integrity Verification;

- » Drawing up of revised Provisioning and Disclosure Guidelines; and

e  Work regarding Income Recognition and Re-ageing.
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Date Engagement
2012 e Continuation of the MARS Programme;
- » SME Distressed Credit Operations Review (“DCOR"): the Central Bank engaged

in 2012 to complete a specific review of non-mortgage
commercial loans in Q2, 2012 - these reviews resulted in a number of findings which
were followed up with the banks;

2013 | Focus was given to evaluating (i} banks’ strategies for managing SME and mortgage
: arrears; and (ii) the operational effectiveness of banks’ arrears management and (ifi)
adequacy of provisioning. The following reviews were carried out:
¢  On-going review of banks’ progress against MARS targets, on-site testing of the
sustainability of restructures and assessing any proposed new/amended
restructuring products/options
¢ Monitoring arrears, (rejdefault levels and market conditions
o Audit of banks reported completion of proposed and concluded sustainable
mortgage resolutions under the Mortgage Arrears ~and Reso!utlon Targets
(MART} framework : e
"¢ - Onsite operational assessments of arrears support un:ts
e On-site Distressed Credit Review ST :
¢ Loan file reviews were carried out to test the durablllty of end state distressed
credit solutions '
e A 90 Days Past Due {S0DPD) review of non-impaired non-retail portfolios

The Financial Measures Programme incorporated very significant levels of engagement
with the banks in completion of the balance sheet assessment exercise {see below).

6.3 Financial Measures Programme (FMP)

The FMP actions agreed with the Troika topped and tailed this period of supervisory
engagement with the relevant banks. The EU-IMF Programme (the Programme) aimed to
restore ITrish sovereign credit worthiness by the end of 2013. The main objectives of the
Programme were to restore the domestic banking system to health, to create jobs, restore
economic growth and place the public finances on a sustainable path. Under the terms of
agreement of the Programme, Ireland committed to taking the necessary actions to achieve

recapitalisation, downsizing, and reorganisation of the banking system,

The PCAR 2011 and Prudential Liquidity Assessment Review (PLLAR), carried out as part of

the overall FMP, were undertaken in 2011, together with an independent loan loss assessment

exercise performed by [T These comprised the following:

» The PCAR 2011 was a stress test of the capital resources of [ -
order to calculate the cost of recapitalisation required to meet Central Bank imposed
requirements.
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* An independent loan assessment exercise performed by which fed
into the PCAR requirements.

e The Prudential Liquidity Assessment Review (PLAR) 2011 which established funding
and de-leveraging targets for the banks participating in PCAR in order to: reduce the
leverage of the banking system, reduce the banks’ reliance on short-term and largely
central bank funding, and ensure a more stable path to convergence with Basel TIT
liquidity standards over time.

¢ The PCAR 2011 assessed the capital resilience of the banks versus an assumed base case
scenario with a risk tolerance of 10.5% core tier | (CT1) and an extreme but plausible
adverse (or stress) case with a risk tolerance of 6% CTI1. The required recapitalisation
was therefore determined on the basis of the projected capital shortfall using both of these
scenarios and thresholds.

o These thresholds resulted in an additional capital requirement of €18.7bn. An additional
cquity capital buffer of €2.3bn and a contingent capital buffer of €3bn were also required.
In addition, the banks subject to PCAR were required to maintain 10.5% CT1 on an
ongoing basis. The new levels were based not just on expected loan losses but on

potential losses in a stressed situation.

The 2013 FMP required multiple actions including a point in time balance sheet assessment
(BSA), incorporating an Asset Quality Review (AQR)S, of the three remaining Covered
Banks [N The AQR, conducted by g for and (ST andESTEIN for
B comprised a quantitative assessment of the adequacy of provisions on an incurred loss
basis and against the Central Bank’s Impairment Provisioning and Disclosure Guidelines, a
review of risk classifications with respect to impairment status and an evaluation of the
calculation of risk weighted assets (RWAs) for credit risk. A Data Integrity Verification
(DIV) exercise was also conducted to ensure the integrity of the data used in the AQR

exercise. In addition was appointed as the independent

assessors of the overall exercise.

5 . L ,
(see hup:/www . ceniralbank.ic/regulationfindusiry-sectorsfcredil-

institutions/Pages/FinancialMeasuresProgramme.aspx {or more details).

53

226 CB05471-053



CB01B06

The pro forma results were shared with the banks to help inform their financial planning and

preparations for SSM. In addition the results were also used by the Central Bank to inform its

Risk Mitigation Programmes as part of the SREP.

By way of illustration of the extent of the engagement with the banks and the programme of

work undertaken and completed by the Central Bank during this period, the key items

delivered under the Programme by the Central Bank to end 2013, including structural

benchmarks, are listed below.

Supervision

No. Area Action / Measure
-1 Capital The Central Bank provided the staff of the European Commission, the ECB
Assessment | and the IMF a review of developments in the PCAR banks relative to PCAR
| 2011. Overall results of this work were published-in early March 2013. The
| Central Bank agreed with the staff of the European Commlssmn the ECB and
: the IMF on the specific details of the review. :

2 Deleveraging | The Central Bank, in consultation with the Tr0|ka assessed banks'
deleveraging based on the existing nominal targets for disposal and run-off
of non-core assets in line with the 2011 Financial Measures Programme.

3 Funding and | The Central Bank provided staff of the European Commission, the IMF, and
Liquidity the ECB with a detailed assessment of banks' progress towards the relevant
Monitoring | Basel ill requirements using the advanced monitoring framework.

4 Asset The Central Bank published banks’ reported data on loan madifications, to
Quality permit analysis of the effectiveness of alternative resolution approaches in

: improving debt service performance.
5 Asset The Central Bank established a public target requiring the principal mortgage
Quality banks to offer durable restructuring arrangements for a substantial share of
problem maortgage loans during 2013, (Structural benchmark)
6 Financial The Central Bank provided a comprehensive report on progress in
i Supervision | implementing the Central Bank's action plan for strengthening supervision of
credit institutions.
.7 Financial The Central Bank reported on banks’ progress with the implementation of
Supervision | strategies to address loan arrears and unsustainable debts in banks’
: mortgage; and SME loan portfolios.
-8 ! Financial The Central Bank engaged with each bank to ensure appropriately prudent
Supervision | provisioning including on key inputs, such as for estimating cure rates for
originally performing, forborne, and modified loans, to ensure these cures
: : reflect durable modifications.
9 Financial Following completion of annual model performance reviews assessing banks’

risk-weighted asset calculations forecasting and stress testing in advance of
PCAR 2013, the Central Bank reported to the staff of the European
Commission, the IMF and the ECB on progress with implementation of the
findings from the credit regulatory capital review process and with the
specific mitigating actions communicated to the banks. (Structural

! benchmark)
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No. Area Action / Measure

- 10 | Financial | Banking supervision and securities regulation: The Central Bank began an
i Supervision | internal self-assessment of [reland’s observance of the recently revised Basel
Core Principles (BCP) for Effective Banking Supervision. The Bank requested
an external BCP assessment, with the aim of completing it by end-December
: 2013,
.11 | Asset In consultation with staff of the European Commission, ECB, and IMF, the
Quality Central Bank updated, where necessary, by end-May 2013 the 2011
N Impairment Provisioning and Disclosure Guidelines. (Structural benchmark)
112 | Capital The Central Bank reported to the External Partners on the evolution of
' Assessment | regulatory capital within the PCAR banks up to the end of December 2012,
13 Asset The Central Bank issued guidance to the credit institutions on the definition
: Quality of a sustainable restructuring arrangement.

14 | Asset The Central Bank proposed a public target requiring the principal mortgage
Quality banks to complete durable restructuring arrangements on a substantial
share of problem mortgage loans during 2013.
+15 | Asset While ensuring that balanced incentives and debtors' sustainability are

Quality ‘maintained, the Central bank completed a review of the Code of Conduct on
Mortgage Arrears {CCMA); and published a revised Code.
116 | Financial The Central Bank reviewed the implementation of the 2011 CBI Prowsmnlng
Supervision | and Disclosure guidelines by the Covered Banks with reference to the end-
L 2012 published financial statements.
17 | Financial As a stock-taking of progress in addressing mortgage arrears, the authorities
Supervision : prepared a comprehensive review. (Structurat benchmark)

18 ' Financial The Bank reported on the exploration of options to lower the funding cost of

i Supervision  banks’ tracker mortgage portfolios.

19 | Capital - Taking into account progress in developing the relevant S5M methcdology,

. Assessment | the Central Bank agreed with staff of the European Commission, the IMF,
and the ECB other methodological aspects of the asset quaiity review on an
incurred loss basis.

'20 | Capital With regards to the assessment of balance sheets, the Central Bank agreed

. Assessment | with the staff of the European Commission, the IMF and the ECB: the !
engagement of independent third parties to, respectively: {i} contribute to

1 the implementation of the exercise including through on-site loan file

i reviews, and (i) to validate the exercise.

21 ! Capital The Central Bank agreed with the staff of the European Commission, the IMF
:  Assessment | and the ECB a detailed roadmap for the completion of the exercise
specifying regular engagement, with the staff of the European Commission,

ECB, and IMF, on an ongoing basis on progress, methodology, inputs,

- outputs, and findings.

22 Asset Based on consultations with the staff of the EC, ECB, and IMF, the Central

Quality Bank published a target for the conclusion by end-2013 of sustainable

: solutions of no less than 15% of mortgage loans in arrears for more than 90
' days, consistent with largely completing sustainable solutions by end-2014
{prior action). We announced Q1 2014 targets for proposed solutions of 70%

o and for concluded solutions of no less than 25%. '

23 Capital The Central Bank agreed with staff of the European Commission, the IMF,

" Assessment | and the ECB: the test parameters for benchmarking provisioning.
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No. Area Action / Measure
| 24 Deleveraging | The authorities, in consultation with the staff of the European Commission,
: the IMF, and the ECB, assessed banks' deleveraging based on the existing
nominal targets for disposal and run-off of non-core assets in line with the
; 2011 Financial Measures
25 | Funding and | The Central Bank provided staff of the European Commission, the IMF, and
Liquidity the ECB with a detailed assessment of banks' progress towards the relevant
Monitoring | Basel Il requirements using the advanced monitoring framework.
26 ! Profitability : The Central Bank conducted a forward looking analysis of the operating
profit for each of the PCAR banks, including sensitivity analysis to funding
‘ costs, to end 2015. (Structural Benchmark).
27 | Profitability | The Central Bank reported on the exploration of options to lower the
funding cost of banks’ tracker mortgage portfolios.
1 28 | Asset {i) The Central Bank provided staff of the European Commission, the IMF,
Quality and the ECB with their assessment of banks' performance with the work-out
i i of their non-performing mortgage and SME portfolios in accordance with the
agreed key performance indicators. {ii)The Central Bank monitored each
PCAR bank’s performance relative to already-defined key performance
indicators for progress in resolving problem leoans, and also against bank
: specific targets for reviewing new and existing individual arrears cases.
29  Asset The Central Bank published banks’ reported data on loan modifications,
Quality including re-defaults  of modified loans, to permit analysis of the
effectiveneass of alternative resolution approaches in improving debt service
performance.
30 | Financial The Central Bank presented a comprehensive report on progress in
| i Supervision | implementing the it's action plan for strengthening supervision of credit
' institutions and discussed it together with the staff of the European
Commission, the ECB and the IMF.
-31 | Financial The Bank reported on banks' progress with the implementation of their
: Supervision | strategies to address loan arrears and unsustainable debts in banks'
mortgage, and SME loan portfolios.
' 32 . Capital The Central Bank prepared a preliminary assessment of the balance sheets
: . Assessment | of the PCAR banks by end-October, {Structural Benchmark)
33 | Capital The Central Bank analysed current ehglble regu!atorv capital under Basel
Assessment | [II/CRD IV by end October, :

34 | Asset The Central Bank reported to staff of the EC, ECB, and IMF bv early—
¢ Quality November on the number and nature of mortgage solutions proposed in Q3
with a preliminary assessment of sustainability issues.

35 | Asset The Central Bank reported on the outcome of the audit of banks’ proposed

Quality mortgage solutions for Q2, which included an assessment of the
: sustainability of banks’ solutions,
. 36 | Capital . The balance sheet assessment was finalised and the pro forma results were
; Assessment | communicated to the banks.
37 | Deleveraging | The authorities produced a final report of the banks' implementation of their
. f deleveraging plans under the PLAR 2011.
- 38  Financial The authorities prepared a final comprehensive report on the remaining
Supervision | steps towards the full and timely implementation of the Central Credit
: ! Register. !
39  Asset The Central Bank devised a system for lenders to report on legal proceedings
Quality with a view to ensuring progress towards achieving sustainable solutions,
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No. Area Action / Measure

40 | Asset The Central Bank will require lenders to have in place a strategy to address
o . Quality any potential shortfall from the repossession of the property.
: 41 ‘ Funding and | The Central Bank provided staff of the European Commissian, the IMF, and
: Liquidity the ECB with a detailed assessment of banks' progress towards the relevant

f Monitoring | Basel lli liquidity and funding requirements using the advanced monitoring
framework, along with a final report on progress towards compliance with
| Basel il iquidity and funding requirements by the relevant dates.

142 Asset The Central Bank published banks’ reported data on loan modifications,

 Quality including re-defaults of modified loans, to permit analysis of the |
effectiveness of alternative reseclution approaches in improving debt service ‘

i performance,

' 43 | Asset The Central Bank announced Q2 2014 targets for the principal mortgage

5 Quality banks to propose and conclude restructuring solutions for mortgage loans in

i arrears for mare than 90 days.

‘44 | Asset The Central Bank provided staff of the European Commission, the IMF, and

; - Quality the ECB with their assessment of banks' performance with the work-out of

their non-performing mortgage and SME portfolios in accordance with the
agreed key performance indicators. The Central Bank also monitored each
PCAR bank’s performance relative to already-defined key performance
indicators for progress in resolving problem loans, and also against bank
- specific targets for reviewing new and existing individual arrears cases.

:45 | Financial The Central Bank presented a final comprehensive report on progress in
; Supervision | implementing the Central Bank of Ireland’s action plan for strengthening
' supervision of credit institutions and discuss it together with the European
‘ Commission, the IMF, and the £CB.

- 46  Financial The Bank completed an International Organisation of Securities
- Supervision | Commissions, (I05CO) Objectives and Principles of Securities Regulation self- |
% assessment and requested an external assessment by the IMF with the aim |
: to be completed by end-December 2013. The Bank also completed a BCP
assessment and requested an external assessment by the IMF, with the aim
to be completed by end-December 2013.

6.4 Beyond 2013

The approach to the supervision of the banking system in Ireland has continued to evolve. As
well as addressing the findings of the IMF assessment, the Central Bank undertook a major
change programme in 2014 to prepare itself for the commencement of the Single Supervisory
Mechanism on 4 November. Banking Supervision was restructured in 2014. Formerly two

divisions, Banking Supervision is now organised into three divisions:

Banking Supervision: Analysis Division (BSAD):
BSAD has been structured to create clear linkages, relationships, organisational workflows
and seniority of engagement between the Central Bank and the SSM, and in particular

Directorate General (DG) IV. DGIV has [0 divisions: Risk Analysis, Supervisory Policies,
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Planning and Coordination of Supervisory Examination Programmes, Centralised On-site
Inspections, Internal Models, Enforcement and Sanctions, Authorisations, Crisis

Management, Supervisory Quality Assurance, and Methodology and Standards Development.

BSAD continues to further strengthen its analytics capability, backed by robust data, such
that it can deliver insightful analysis and, where required, decisive action. BSAD will also
play a crucial role in assessing risks across the Irish banking system and ensuring that they
are understood and proactively addressed. BSAD will be working closely with the other
banking supervision divisions and the Central Bank’s Financial Stability Division in this

regard.

Banking Supervision: Inspections Division (BSID):

Onsite inspections of the banks’ operations are much more intensive under the SSM
methodology than was the case under the Central Bank’s PRISM approach. They have a
larger breadth and depth in terms of scope required. Consequently, it was determined that a
separate Inspections Division was required, mandated to complete independent and in-depth
inspections in the banks. The purpose of such in-depth inspections is, to assess the:

— level, nature and features of the inherent risks and the risk culture;

— appropriateness and quality of the bank’s corporate governance and internal control
framework;

— control systems and risk management processes, focusing on detecting weaknesses or
vulnerabilities that may have an impact on the capital and liquidity adequacy of the
bank;

— quality of balance sheet items and the financial situation of the bank; and

— compliance with banking regulations.

Banking Supervision: Supervision Division (BSSD):

The responsibilities of supervisory teams remain sizeable further to the implementation of the
SSM. Working with SSM DGI, DGII and DGIII, BSSD is required to continue to assess the
strategies, key risks, processes, procedures, governance and control structures of the banks. In
conducting this work, supervisors will be required to continue reviewing and analysing the
banks® various regulatory reports, internal capital and liquidity assessment and management

processes, risk appetite statements etc., and will continue to be required to verify and
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challenge the banks’ estimates, risk assessment outcomes, the outcome of stress tests and to

determine overall nisk priortities.

Supervisors are also expected to continue to hold regular and ad hoc meetings with the
supervised banks at various levels of staff seniority, conduct on-going risk analysis, on-going

analysis of approved risk models, and analyse and assess banks’ recovery plans.
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PROTOCOL ONTHE STATUTE OF THE EUROPEAN SYSTEM OF
CENTRAL BANKS AND OF THE EUROPEAN CENTRAL BANK®

THE HIGH CONTRACTING PARTIES,

DESIRING to lay down the Statute of the European System of Central Banks and of
the European Central Bank provided for in Article 8 of the Treaty establishing the
European Community,

HAVE AGREED upon the following provisions, which shall be annexed to the
Treaty establishing the European Community.

CHAPTER |
CONSTITUTION OF THE ESCB

Article 1
The European System of Central Banks

1.1. The European System of Central Banks (ESCB) and the European Central
Bank (ECB) shall be established in accordance with Article 8 of this Treaty; they
shall perform their tasks and carry on their activities in accordance with the
provisions of this Treaty and of this Statute.

1.2. In accordance with Article 107(1) of this Treaty, the ESCB shall be composed
of the ECB and of the central banks of the Member States (‘national central banks’).
The Institut monétaire luxembourgeois will be the central bank of Luxembourg.

CHAPTER 11
OBJECTIVES AND TASKS OF THE ESCB

Article 2
Objectives

In accordance with Article 105(1) of this Treaty, the primary objective of the ESCB
shall be to maintain price stability. Without prejudice to the objective of price

*  Protocol annexed to the Treaty establishing the European Community (OJ C 191, 29.7.1992, p. 68), as
amended by the Treaty of Amsterdam (OJ C 340, 10.11.1997, p.1), the Treaty of Nice (OJ C 80, 10.3.2001,
p. 1), Council Decision 2003/223/EC (OJ L 83, 1.4.2003, p. 66) and the Act concerning the conditions of
Accession of the Czech Republic, the Republic of Estonia, the Republic of Cyprus, the Republic of Latvia,
the Republic of Lithuania, the Republic of Hungary, the Republic of Malta, the Republic of Poland, the
Republic of Slovenia and the Slovak Republic and the adjustments to the Treaties on which the European
Union is founded (OJ L 236, 23.9.2003, p. 33) — unofficial consolidated version.
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stability, it shall support the general economic policies in the Community with a
view to contributing to the achievement of the objectives of the Community as laid
down in Article 2 of this Treaty. The ESCB shall act in accordance with the
principle of an open market economy with free competition, favouring an efficient
allocation of resources, and in compliance with the principles set out in Article 4 of
this Treaty.
Article 3
Tasks

3.1. In accordance with Article 105(2) of this Treaty, the basic tasks to be carried
out through the ESCB shall be:

— to define and implement the monetary policy of the Community;

— to conduct foreign-exchange operations consistent with the provisions of Article
111 of this Treaty;

— to hold and manage the official foreign reserves of the Member States;
— to promote the smooth operation of payment systems.

3.2. Inaccordance with Article 105(3) of this Treaty, the third indent of Article 3.1
shall be without prejudice to the holding and management by the governments of
Member States of foreign-exchange working balances.

3.3. In accordance with Article 105(5) of this Treaty, the ESCB shall contribute to
the smooth conduct of policies pursued by the competent authorities relating to the
prudential supervision of credit institutions and the stability of the financial system.
Article 4
Advisory functions
In accordance with Article 105(4) of this Treaty:
(a) the ECB shall be consulted:

— on any proposed Community act in its fields of competence;

— by national authorities regarding any draft legislative provision in its fields of
competence, but within the limits and under the conditions set out by the Council
in accordance with the procedure laid down in Article 42;

(b) the ECB may submit opinions to the appropriate Community institutions or
bodies or to national authorities on matters in its fields of competence.
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Article 5
Collection of statistical information

5.1. In order to undertake the tasks of the ESCB, the ECB, assisted by the national
central banks, shall collect the necessary statistical information either from the
competent national authorities or directly from economic agents. For these purposes
it shall cooperate with the Community institutions or bodies and with the competent
authorities of the Member States or third countries and with international
organizations.

5.2. The national central banks shall carry out, to the extent possible, the tasks
described in Article 5.1.

5.3. The ECB shall contribute to the harmonization, where necessary, of the rules
and practices governing the collection, compilation and distribution of statistics in
the areas within its fields of competence.

5.4. The Council, in accordance with the procedure laid down in Article 42, shall
define the natural and legal persons subject to reporting requirements, the
confidentiality regime and the appropriate provisions for enforcement.
Article 6
International cooperation

6.1. In the field of international cooperation involving the tasks entrusted to the
ESCB, the ECB shall decide how the ESCB shall be represented.

6.2. The ECB and, subject to its approval, the national central banks may
participate in international monetary institutions.

6.3. Articles 6.1 and 6.2 shall be without prejudice to Article 111(4) of this Treaty.

CHAPTER III
ORGANIZATION OF THE ESCB

Article 7
Independence

In accordance with Article 108 of this Treaty, when exercising the powers and
carrying out the tasks and duties conferred upon them by this Treaty and this Statute,
neither the ECB, nor a national central bank, nor any member of their decision-
making bodies shall seek or take instructions from Community institutions or
bodies, from any government of a Member State or from any other body. The
Community institutions and bodies and the governments of the Member States
undertake to respect this principle and not to seek to influence the members of the
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decision-making bodies of the ECB or of the national central banks in the
performance of their tasks.

Article 8
General principle

The ESCB shall be governed by the decision-making bodies of the ECB.

Article 9
The European Central Bank

9.1. The ECB which, in accordance with Article 107(2) of this Treaty, shall have
legal personality, shall enjoy in each of the Member States the most extensive legal
capacity accorded to legal persons under its law; it may, in particular, acquire or
dispose of movable and immovable property and may be a party to legal
proceedings.

9.2. The ECB shall ensure that the tasks conferred upon the ESCB under Article
105(2), (3) and (5) of this Treaty are implemented either by its own activities
pursuant to this Statute or through the national central banks pursuant to Articles
12.1 and 14.

9.3. In accordance with Article 107(3) of this Treaty, the decision making bodies
of the ECB shall be the Governing Council and the Executive Board.

Article 10
The Governing Council

10.1. In accordance with Article 112(1) of this Treaty, the Governing Council shall
comprise the members of the Executive Board of the ECB and the governors of the
national central banks.

10.2.! Each member of the Governing Council shall have one vote. As from the date
on which the number of members of the Governing Council exceeds 21, each
member of the Executive Board shall have one vote and the number of governors
with a voting right shall be 15. The latter voting rights shall be assigned and shall
rotate as follows:

— as from the date on which the number of governors exceeds 15, until it reaches
22, the governors shall be allocated to two groups, according to a ranking of the
size of the share of their national central bank’s Member State in the aggregate
gross domestic product at market prices and in the total aggregated balance sheet
of the monetary financial institutions of the Member States which have adopted

1 As amended by Council Decision 2003/223/EC.
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the euro. The shares in the aggregate gross domestic product at market prices and
in the total aggregated balance sheet of the monetary financial institutions shall
be assigned weights of 5/6 and 1/6, respectively. The first group shall be
composed of five governors and the second group of the remaining governors.
The frequency of voting rights of the governors allocated to the first group shall
not be lower than the frequency of voting rights of those of the second group.
Subject to the previous sentence, the first group shall be assigned four voting
rights and the second group eleven voting rights;

— as from the date on which the number of governors reaches 22, the governors
shall be allocated to three groups according to a ranking based on the above
criteria. The first group shall be composed of five governors and shall be
assigned four voting rights. The second group shall be composed of half of the
total number of governors, with any fraction rounded up to the nearest integer,
and shall be assigned eight voting rights. The third group shall be composed of
the remaining governors and shall be assigned three voting rights;

— within each group, the governors shall have their voting rights for equal amounts
of time;

— for the calculation of the shares in the aggregate gross domestic product at
market prices Article 29.2 shall apply. The total aggregated balance sheet of the
monetary financial institutions shall be calculated in accordance with the
statistical framework applying in the European Community at the time of the
calculation;

— whenever the aggregate gross domestic product at market prices is adjusted in
accordance with Article 29.3, or whenever the number of governors increases,
the size and/or composition of the groups shall be adjusted in accordance with
the above principles;

— the Governing Council, acting by a two-thirds majority of all its members, with
and without a voting right, shall take all measures necessary for the
implementation of the above principles and may decide to postpone the start of
the rotation system until the date on which the number of governors exceeds 18.

The right to vote shall be exercised in person. By way of derogation from this rule,
the Rules of Procedure referred to in Article 12.3 may lay down that members of the
Governing Council may cast their vote by means of teleconferencing. These rules
shall also provide that a member of the Governing Council who is prevented from
attending meetings of the Governing Council for a prolonged period may appoint an
alternate as a member of the Governing Council.

The provisions of the previous paragraphs are without prejudice to the voting rights
of all members of the Governing Council, with and without a voting right, under
Articles 10.3, 10.6 and 41.2.
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Save as otherwise provided for in this Statute, the Governing Council shall act by a
simple majority of the members having a voting right. In the event of a tie, the
President shall have the casting vote.

In order for the Governing Council to vote, there shall be a quorum of two-thirds of
the members having a voting right. If the quorum is not met, the President may
convene an extraordinary meeting at which decisions may be taken without regard to
the quorum.

10.3. For any decisions to be taken under Articles 28, 29, 30, 32, 33 and 51, the
votes in the Governing Council shall be weighted according to the national central
banks’ shares in the subscribed capital of the ECB. The weights of the votes of the
members of the Executive Board shall be zero. A decision requiring a qualified
majority shall be adopted if the votes cast in favour represent at least two thirds of
the subscribed capital of the ECB and represent at least half of the shareholders. If a
Governor is unable to be present, he may nominate an alternate to cast his weighted
vote.

10.4. The proceedings of the meetings shall be confidential. The Governing Council
may decide to make the outcome of its deliberations public.

10.5. The Governing Council shall meet at least 10 times a year.

10.6.2 Article 10.2 may be amended by the Council meeting in the composition of
the Heads of State or Government, acting unanimously either on a recommendation
from the ECB and after consulting the European Parliament and the Commission, or
on a recommendation from the Commission and after consulting the European
Parliament and the ECB. The Council shall recommend such amendments to the
Member States for adoption. These amendments shall enter into force after having
been ratified by all the Member States in accordance with their respective
constitutional requirements.

A recommendation made by the ECB under this paragraph shall require a decision
by the Governing Council acting unanimously.

Article 11
The Executive Board

11.1. In accordance with Article 112(2)(a) of this Treaty, the Executive Board shall
comprise the President, the Vice-President and four other members.

The members shall perform their duties on a full-time basis. No member shall
engage in any occupation, whether gainful or not, unless exemption is exceptionally
granted by the Governing Council.

2 As inserted by Article 5 of the Treaty of Nice.
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11.2. In accordance with Article 112(2)(b) of this Treaty, the President, the Vice-
President and the other members of the Executive Board shall be appointed from
among persons of recognized standing and professional experience in monetary or
banking matters by common accord of the governments of the Member States at the
level of the Heads of State or Government, on a recommendation from the Council
after it has consulted the European Parliament and the Governing Council.

Their term of office shall be eight years and shall not be renewable.
Only nationals of Member States may be members of the Executive Board.

11.3. The terms and conditions of employment of the members of the Executive
Board, in particular their salaries, pensions and other social security benefits shall
be the subject of contracts with the ECB and shall be fixed by the Governing Council
on a proposal from a Committee comprising three members appointed by the
Governing Council and three members appointed by the Council. The members of
the Executive Board shall not have the right to vote on matters referred to in this
paragraph.

11.4. If a member of the Executive Board no longer fulfils the conditions required
for the performance of his duties or if he has been guilty of serious misconduct, the
Court of Justice may, on application by the Governing Council or the Executive
Board, compulsorily retire him.

11.5. Each member of the Executive Board present in person shall have the right to
vote and shall have, for that purpose, one vote. Save as otherwise provided, the
Executive Board shall act by a simple majority of the votes cast. In the event of a tie,
the President shall have the casting vote. The voting arrangements shall be specified
in the Rules of Procedure referred to in Article 12.3.

11.6. The Executive Board shall be responsible for the current business of the ECB.

11.7. Any vacancy on the Executive Board shall be filled by the appointment of a
new member in accordance with Article 11.2.

Article 12
Responsibilities of the decision-making bodies

12.1. The Governing Council shall adopt the guidelines and take the decisions
necessary to ensure the performance of the tasks entrusted to the ESCB under this
Treaty and this Statute. The Governing Council shall formulate the monetary policy
of the Community including, as appropriate, decisions relating to intermediate
monetary objectives, key interest rates and the supply of reserves in the ESCB, and
shall establish the necessary guidelines for their implementation.

The Executive Board shall implement monetary policy in accordance with the
guidelines and decisions laid down by the Governing Council. In doing so the
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Executive Board shall give the necessary instructions to national central banks. In
addition the Executive Board may have certain powers delegated to it where the
Governing Council so decides.

To the extent deemed possible and appropriate and without prejudice to the
provisions of this Article, the ECB shall have recourse to the national central banks
to carry out operations which form part of the tasks of the ESCB.

12.2. The Executive Board shall have responsibility for the preparation of meetings
of the Governing Council.

12.3. The Governing Council shall adopt Rules of Procedure which determine the
internal organization of the ECB and its decision-making bodies.

12.4. The Governing Council shall exercise the advisory functions referred to in
Article 4.

12.5. The Governing Council shall take the decisions referred to in Article 6.

Article 13
The President

13.1. The President or, in his absence, the Vice-President shall chair the Governing
Council and the Executive Board of the ECB.

13.2. Without prejudice to Article 39, the President or his nominee shall represent
the ECB externally.

Article 14
National central banks

14.1. In accordance with Article 109 of this Treaty, each Member State shall ensure,
at the latest at the date of the establishment of the ESCB, that its national
legislation, including the statutes of its national central bank, is compatible with
this Treaty and this Statute.

14.2. The statutes of the national central banks shall, in particular, provide that the
term of office of a Governor of a national central bank shall be no less than five
years.

A Governor may be relieved from office only if he no longer fulfils the conditions
required for the performance of his duties or if he has been guilty of serious
misconduct. A decision to this effect may be referred to the Court of Justice by the
Governor concerned or the Governing Council on grounds of infringement of this
Treaty or of any rule of law relating to its application. Such proceedings shall be
instituted within two months of the publication of the decision or of its notification
to the plaintiff or, in the absence thereof, of the day on which it came to the
knowledge of the latter, as the case may be.
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14.3. The national central banks are an integral part of the ESCB and shall act in
accordance with the guidelines and instructions of the ECB. The Governing Council
shall take the necessary steps to ensure compliance with the guidelines and
instructions of the ECB, and shall require that any necessary information be given
to it.

14.4. National central banks may perform functions other than those specified in
this Statute unless the Governing Council finds, by a majority of two thirds of the
votes cast, that these interfere with the objectives and tasks of the ESCB. Such
functions shall be performed on the responsibility and liability of national central
banks and shall not be regarded as being part of the functions of the ESCB.

Article 15
Reporting commitments

15.1. The ECB shall draw up and publish reports on the activities of the ESCB at
least quarterly.

15.2. A consolidated financial statement of the ESCB shall be published each week.

15.3. In accordance with Article 113(3) of this Treaty, the ECB shall address an
annual report on the activities of the ESCB and on the monetary policy of both the
previous and the current year to the European Parliament, the Council and the
Commission, and also to the European Council.

15.4. The reports and statements referred to in this Article shall be made available to
interested parties free of charge.

Article 16
Banknotes

In accordance with Article 106(1) of this Treaty, the Governing Council shall have
the exclusive right to authorize the issue of banknotes within the Community. The
ECB and the national central banks may issue such notes. The banknotes issued by
the ECB and the national central banks shall be the only such notes to have the status
of legal tender within the Community.

The ECB shall respect as far as possible existing practices regarding the issue and
design of banknotes.
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— hold and manage the assets referred to in this Article;
— conduct all types of banking transactions in relations with third countries and
international organizations, including borrowing and lending operations.
Article 24
Other operations

In addition to operations arising from their tasks, the ECB and national central
banks may enter into operations for their administrative purposes or for their staff.

CHAPTERYV
PRUDENTIAL SUPERVISION

Article 25
Prudential supervision

25.1. The ECB may offer advice to and be consulted by the Council, the Commission
and the competent authorities of the Member States on the scope and
implementation of Community legislation relating to the prudential supervision of
credit institutions and to the stability of the financial system.

25.2. In accordance with any decision of the Council under Article 105(6) of this
Treaty, the ECB may perform specific tasks concerning policies relating to the
prudential supervision of credit institutions and other financial institutions with the
exception of insurance undertakings.

CHAPTER VI
FINANCIAL PROVISIONS OF THE ESCB

Article 26
Financial accounts

26.1. The financial year of the ECB and national central banks shall begin on the
first day of January and end on the last day of December.

26.2. The annual accounts of the ECB shall be drawn up by the Executive Board, in
accordance with the principles established by the Governing Council. The accounts
shall be approved by the Governing Council and shall thereafter be published.

26.3. For analytical and operational purposes, the Executive Board shall draw up a
consolidated balance sheet of the ESCB, comprising those assets and liabilities of
the national central banks that fall within the ESCB.
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CHAPTER IX
TRANSITIONAL AND OTHER PROVISIONS FOR THE ESCB

Article 43
General provisions

43.1. A derogation as referred to in Article 122(1) of this Treaty shall entail that the
following Articles of this Statute shall not confer any rights or impose any
obligations on the Member State concerned: 3, 6, 9.2, 12.1, 14.3, 16, 18, 19, 20, 22,
23,26.2, 27,30, 31, 32, 33, 34, 50 and 52.

43.2. The central banks of Member States with a derogation as specified in Article
122(1) of this Treaty shall retain their powers in the field of monetary policy
according to national law.

43.3. In accordance with Article 122(4) of this Treaty, ‘Member States’ shall be
read as ‘Member States without a derogation’ in the following Articles of this
Statute: 3, 11.2, 19, 34.2 and 50.

43 4. ‘National central banks’ shall be read as ‘central banks of Member States
without a derogation’ in the following Articles of this Statute: 9.2, 10.1, 10.3, 12.1,
16, 17, 18, 22, 23, 27, 30, 31, 32, 33.2 and 52.

43.5. ‘Shareholders’ shall be read as ‘central banks of Member States without a
derogation’ in Articles 10.3 and 33.1.

43.6. ‘Subscribed capital of the ECB’ shall be read as ‘capital of the ECB subscribed
by the central banks of Member States without a derogation’ in Articles 10.3 and
30.2.

Article 44

Transitional tasks of the ECB

The ECB shall take over those tasks of the EMI which, because of the derogations of
one or more Member States, still have to be performed in the third stage.

The ECB shall give advice in the preparations for the abrogation of the derogations
specified in Article 122 of this Treaty.

Article 45
The General Council of the ECB

45.1. Without prejudice to Article 107(3) of this Treaty, the General Council shall
be constituted as a third decision-making body of the ECB.

45.2. The General Council shall comprise the President and Vice-President of the
ECB and the Governors of the national central banks. The other members of the
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Executive Board may participate, without having the right to vote, in meetings of
the General Council.

45.3. The responsibilities of the General Council are listed in full in Article 47 of
this Statute.

Article 46
Rules of Procedure of the General Council

46.1. The President or, in his absence, the Vice-President of the ECB shall chair the
General Council of the ECB.

46.2. The President of the Council and a Member of the Commission may
participate, without having the right to vote, in meetings of the General Council.

46.3. The President shall prepare the meetings of the General Council.

46.4. By way of derogation from Article 12.3, the General Council shall adopt its
Rules of Procedure.

46.5. The Secretariat of the General Council shall be provided by the ECB.

Article 47
Responsibilities of the General Council

47.1. The General Council shall:
— perform the tasks referred to in Article 44;
— contribute to the advisory functions referred to in Articles 4 and 25.1.
47.2. The General Council shall contribute to:
— the collection of statistical information as referred to in Article 5;
— the reporting activities of the ECB as referred to in Article 15;

— the establishment of the necessary rules for the application of Article 26 as
referred to in Article 26.4;

— the taking of all other measures necessary for the application of Article 29 as
referred to in Article 29.4;

— the laying down of the conditions of employment of the staff of the ECB as
referred to in Article 36.

47.3. The General Council shall contribute to the necessary preparations for
irrevocably fixing the exchange rates of the currencies of Member States with a
derogation against the currencies, or the single currency, of the Member States
without a derogation, as referred to in Article 123(5) of this Treaty.
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47.4. The General Council shall be informed by the President of the ECB of
decisions of the Governing Council.

Article 48
Transitional provisions for the capital of the ECB

In accordance with Article 29.1 each national central bank shall be assigned a
weighting in the key for subscription of the ECB’s capital. By way of derogation
from Article 28.3, central banks of Member States with a derogation shall not pay up
their subscribed capital unless the General Council, acting by a majority
representing at least two thirds of the subscribed capital of the ECB and at least half
of the shareholders, decides that a minimal percentage has to be paid up as a
contribution to the operational costs of the ECB.

Article 49
Deferred payment of capital, reserves and provisions of the ECB

49.1. The central bank of a Member State whose derogation has been abrogated shall
pay up its subscribed share of the capital of the ECB to the same extent as the central
banks of other Member States without a derogation, and shall transfer to the ECB
foreign reserve assets in accordance with Article 30.1. The sum to be transferred
shall be determined by multiplying the ECU value at current exchange rates of the
foreign reserve assets which have already been transferred to the ECB in accordance
with Article 30.1, by the ratio between the number of shares subscribed by the
national central bank concerned and the number of shares already paid up by the
other national central banks.

49.2. In addition to the payment to be made in accordance with Article 49.1, the
central bank concerned shall contribute to the reserves of the ECB, to those
provisions equivalent to reserves, and to the amount still to be appropriated to the
reserves and provisions corresponding to the balance of the profit and loss account
as at 31 December of the year prior to the abrogation of the derogation. The sum to
be contributed shall be determined by multiplying the amount of the reserves, as
defined above and as stated in the approved balance sheet of the ECB, by the ratio
between the number of shares subscribed by the central bank concerned and the
number of shares already paid up by the other central banks.

49.3.4 Upon one or more countries becoming Member States and their respective
national central banks becoming part of the ESCB, the subscribed capital of the ECB
and the limit on the amount of foreign reserve assets that may be transferred to the

4 As inserted by Article 17 of the Act concerning the conditions of Accession of the Czech Republic, the
Republic of Estonia, the Republic of Cyprus, the Republic of Latvia, the Republic of Lithuania, the
Republic of Hungary, the Republic of Malta, the Republic of Poland, the Republic of Slovenia and the
Slovak Republic and the adjustments to the Treaties on which the European Union is founded.

PUBO01B16-P 246

26 PUB00268-027



DECISION OF THE EUROPEAN CENTRAL BANK

OF 19 FEBRUARY 2004
ADOPTING THE RULES OF PROCEDURE OF THE EUROPEAN CENTRAL BANK
(ECB/2004/2)"

THE GOVERNING COUNCIL OF THE EUROPEAN CENTRAL BANK,

Having regard to the Statute of the European System of Central Banks and of the
European Central Bank, and in particular to Article 12.3 thereof;

HAS DECIDED AS FOLLOWS:

Sole Article

The Rules of Procedure of the European Central Bank as amended on 22 April 1999,
as further amended by Decision ECB/1999/6 of 7 October 1999 amending the Rules
of Procedure of the European Central Bank!, shall be replaced by the following
which shall enter into force on 1 March 2004.

RULES OF PROCEDURE OF THE EUROPEAN CENTRAL BANK
PRELIMINARY CHAPTER

Article 1
Definitions

These Rules of Procedure shall supplement the Treaty establishing the European
Community and the Statute of the European System of Central Banks and of the
European Central Bank. The terms in these Rules of Procedure shall have the same
meaning as in the Treaty and the Statute. The term ‘Eurosystem’ shall mean the
European Central Bank (ECB) and the national central banks of those Member States
whose currency is the euro.

CHAPTER |
THE GOVERNING COUNCIL

Article 2
Date and place of Governing Council meetings

2.1 The Governing Council shall decide on the dates of its meetings on a proposal
from the President. The Governing Council shall, in principle, meet regularly

* OJL 80, 18.3.2004, p. 33.
OJ L 314.8.12.1999, p. 32.
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following a schedule that it shall determine in good time before the start of
each calendar year.

2.2 The President shall convene a meeting of the Governing Council if a request
for a meeting is submitted by at least three members of the Governing Council.

2.3 The President may also convene meetings of the Governing Council whenever
he/she deems it necessary.

2.4 The Governing Council shall normally hold its meetings on the premises of the
ECB.

2.5 Meetings may also be held by means of teleconferencing, unless at least three
Governors object.

Article 3
Attendance at Governing Council meetings

3.1 Except as provided herein, attendance at meetings of the Governing Council
shall be restricted to its members, the President of the Council of the European
Union and a member of the Commission of the European Communities.

3.2 Each Governor may normally be accompanied by one person.

3.3 If a Governor is unable to attend, he/she may appoint, in writing, an alternate
without prejudice to Article 4. This written communication shall be sent to the
President in due time before the meeting. Such an alternate may normally be
accompanied by one person.

3.4 The President shall appoint a member of staff of the ECB as Secretary. The
Secretary shall assist the Executive Board in preparing the meetings of the
Governing Council and shall draft the minutes thereof.

3.5 The Governing Council may also invite other persons to attend its meetings if
it deems it appropriate to do so.

Article 4
Voting

4.1 In order for the Governing Council to vote, there shall be a quorum of two-
thirds of the members. If the quorum is not met, the President may convene an
extraordinary meeting at which decisions may be taken without regard to the
quorum.

4.2  The Governing Council shall proceed to vote at the request of the President.
The President shall also initiate a voting procedure upon request from any
member of the Governing Council.
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4.3 Abstentions shall not prevent the adoption by the Governing Council of
decisions under Article 41.2 of the Statute.

4.4 1If a member of the Governing Council is prevented from voting for a
prolonged period (i.e. more than one month), he/she may appoint an alternate
as a member of the Governing Council.

4.5 In accordance with Article 10.3 of the Statute, if a Governor is unable to vote
on a decision to be taken under Articles 28, 29, 30, 32, 33 and 51 of the
Statute, his/her appointed alternate may cast his/her weighted vote.

4.6 The President may initiate a secret ballot if requested to do so by at least three
members of the Governing Council. If members of the Governing Council are
personally affected by a proposal for a decision under Articles 11.1, 11.3 or
11.4 of the Statute, a secret ballot shall be held. In such cases the members of
the Governing Council concerned shall not participate in the vote.

4.7 Decisions may also be taken by written procedure, unless at least three
members of the Governing Council object. A written procedure shall require:
(i) normally not less than five working days for consideration by every
member of the Governing Council; and (ii) the personal signature of each
member of the Governing Council (or his/her alternate in accordance with
Article 4.4); and (iii) a record of any such decision in the minutes of the
subsequent meeting of the Governing Council.

Article 5
Organisation of Governing Council meetings

5.1 The Governing Council shall adopt the agenda for each meeting. A provisional
agenda shall be drawn up by the Executive Board and shall be sent, together
with the related documents, to the members of the Governing Council and
other authorised participants at least eight days before the relevant meeting,
except in emergencies, in which case the Executive Board shall act
appropriately having regard to the circumstances. The Governing Council may
decide to remove items from or add items to the provisional agenda on a
proposal from the President or from any other member of the Governing
Council. An item shall be removed from the agenda at the request of at least
three of the members of the Governing Council if the related documents were
not submitted to the members of the Governing Council in due time.

5.2 The minutes of the proceedings of the Governing Council shall be submitted to
its members for approval at the subsequent meeting (or where necessary
earlier by written procedure) and shall be signed by the President.

5.3 The Governing Council may lay down internal rules on decision-making in
emergency situations.
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6.10 The President shall inform the General Council, in accordance with Article
47.4 of the Statute, of decisions adopted by the Governing Council.

Article 7
Relationship between the General Council and the Executive Board

7.1 The General Council of the ECB shall be given the opportunity to submit
observations before the Executive Board:

— implements legal acts of the Governing Council for which, in accordance
with Article 12.1 of the Rules of Procedure of the European Central Bank,
the contribution of the General Council is required,

— adopts, by virtue of powers delegated by the Governing Council in
accordance with Article 12.1 of the Statute, legal acts for which, in
accordance with Article 12.1 of the Rules of Procedure of the European
Central Bank, the contribution of the General Council is required.

7.2 Whenever the General Council is requested to submit observations under the
first paragraph of this Article, it shall be given a reasonable period of time
within which to do so, which may not be less than ten working days. In a case
of urgency to be justified in the request, the period may be reduced to five
working days. The President may decide to use written procedure.

Article 8
European System of Central Banks Committees

8.1 Within its field of competence the General Council may request studies of
specific topics by committees established by the Governing Council under
Article 9 of the Rules of Procedure of the European Central Bank.

8.2 The national central bank of each non-participating Member State may appoint
up to two staff members to take part in the meetings of a committee whenever
it deals with matters falling within the field of competence of the General
Council and whenever the chairperson of a committee and the Executive Board
deem this appropriate.

CHAPTER III
SPECIFIC PROCEDURAL PROVISIONS

Article 9
Legal instruments

9.1 ECB Decisions under Article 46.4 and Article 48 of the Statute and under these
Rules of Procedure, as well as ECB Recommendations and ECB Opinions
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adopted by the General Council under Article 44 of the Statute, shall be signed
by the President.

9.2 All ECB legal instruments are numbered, notified and published in accordance
with Article 17.7 of the Rules of Procedure of the European Central Bank.

Article 10
Confidentiality of and access to the ECB’s documents

10.1 The proceedings of the General Council, and of any committee or group
dealing with matters falling within its competence, shall be confidential unless
the General Council authorises the President to make the outcome of their
deliberations public.

10.2 Public access to documents drawn up by the General Council, and by any
committee or group dealing with matters falling within its competence, shall
be governed by a Governing Council decision adopted under Article 23.2 of
the Rules of Procedure of the European Central Bank.

10.3 Documents drawn up by the General Council, and by any committee or group
dealing with matters falling within its competence, shall be classified and
handled in accordance with the rules laid down in the Administrative Circular
adopted under Article 23.3 of the Rules of Procedure of the European Central
Bank. They shall be freely accessible after a period of 30 years unless decided
otherwise by the decision-making bodies.

Article 11

End of applicability

When, in accordance with Article 122(2) of the Treaty, all derogations are abrogated
by the Council of the European Union and when the decisions provided for in the
Protocol on certain provisions relating to the United Kingdom of Great Britain and
Northern Ireland are taken, the General Council shall be dissolved and these Rules
of Procedure shall no longer apply.

Done at Frankfurt am Main, 17 June 2004.

The President of the ECB
Jean-Claude TRICHET

PUBO01B16-P 251

50 PUB00268-051



FINANCIAL SERVICES REGULATION
IN IRELAND -
THE ACCOUNTABILITY DIMENSION

Jonathan Westrup

Studies in Public Policy: 10

The Policy Institute

2002

PUB01B11-P 252 PUB00256-003



First published 2002
by the Policy Institute
Trinity College, Dublin 2, Ireland
www.policyinstitute.tcd.ie

© 2002 The Policy Institute

All rights reserved. No part of this publication may be
reproduced in any form or by any means, electronic
or mechanical, or by any information storage or
retrieval system, without prior permission
in writing from the publisher.

A catalogue record is available for this book from
the British Library

ISBN 1-902585-08-9

Cover design by Butler Claffey, Dublin
Origination by Carole Lynch, Dublin
Printed by ColourBooks Limited, Dublin

PUB01B11-P 253 PUB00256-004



2

Regulators and accountability

2.1 The role of regulators

The Irish political and administrative system is slowly coming to
terms with the establishment of independent regulatory agencies.
The focus on the role of regulators has been triggered by the
creation of two utility regulators: the Office of the Director of
Telecommunications Regulation (ODTR); and the Commission for
Energy Regulation (CER).’ The debate has tended to neglect the role
of the Central Bank, which as a financial regulator has had
responsibility for the prudential supervision of the banking system
since 1971.

The government decision to remove the state monopoly in the
telecommunication and electricity markets made the decision to
establish independent regulators inevitable because of the conflict
between the state’s ownership of the utilities and its regulatory role.
Article 157 of the Treaty of Rome instructs European regulators ‘to
neither seek nor take instruction from any government or from any
other body’ in the performance of their duties (Majone, 1996: 5-18).

The Irish political system is not alone in coming to terms with
the role of regulators. The United States established its first
independent regulatory commission, the Interstate Commerce
Commission, as far back as 1887, but has a political system with a
clear separation of powers (Keller, 1990). This means a different
accountability structure from a Westminster system of government,
because the regulatory commissions are accountable to Congress.

It was the privatisation programme of the public utilities in
Britain, beginning with British Telecom in 1984, and the European
Union’s adoption of a policy of market liberalisation for the utility
sector, that has brought the debate to Ireland. In the utility area, the
European Union has determined that the state cannot be both the
owner and the regulator of the utility.

? The government also established the Commission for Aviation Regulation in
2001. The Communications Regulation Bill (2002) incorporates the ODTR into
the Communications Commission.

4
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FINANCIAL SERVICES REGULATION IN IRELAND 5

The remainder of this chapter outlines why independence and
accountability are essential features of a regulatory system.

2.2 Independence
Majone (1996) summarises the reasons for the independence of
regulators:

e a regulator has rule-making or adjudicative functions
that would not be appropriate for either a government
department or court

e a regulator needs access to a high level of expertise
because of the complexity of regulatory issue

* aregulator can provide greater stability and continuity
because it is removed from the electoral cycle.*

Fingleton (1999:10) defines independence in a regulatory context as
meaning that

regulation is carried out free of direction, influence or pressure
and is guaranteed by statute in respect of the day-to-day
responsibilities and functions of a regulator, within a legal
framework that sets out policy objectives, duties and
responsibilities.

The ODTR and the CER are both defined as independent in their
enabling legislation. A financial regulator has the same requirement
of independence as the utility regulators because it too has rule-
making and adjudicative functions that require the level of
independence defined by Majone.

2.3 Accountability

The perceived lack of accountability of the utility regulators has
triggered debate and concern about who regulates the regulators.
Former Attorney General David Byrne stated ‘legislators should not
stand over any system which takes away the rights of citizens to

* The political science academic literature increasingly uses a principal /agent
framework to explain a government’s decision to delegate powers to
independent agencies such as regulators. For example, Thatcher and Stone
Stewart (2002) argue that the government (as the principal) gains in delegating
power to the regulator (as agent) because: it improves the credibility of policy;
helps to overcome information asymmetries in technical areas of governance;
enhances the efficiency of rule making; and helps the government to avoid
taking the blame for unpopular decisions.
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6 STUDIES IN PUBLIC POLICY

hold to account individuals who make decisions that affect their
everyday lives’ (Byrne, 1998). Michael McDowell, the Attorney
General (1997-2002), declared ‘the age of non-accountable power is
over’ (McDowell, 1999).

As Verheijen and Millar (1998: 97) point out, accountability has
‘become one of the dominant themes in studies of public policy” as
the structure of governance becomes increasingly complex and it
becomes therefore more difficult to separate institutional
responsibility for policy decisions. March and Olsen (1995: 152)
state that the ‘general principle is that anyone who has power
within a democratic state should ultimately be accountable to the
people for the exercise of that power’. They must ‘report, explain
and justify any exercise of authority; and submit to sanctions if
necessary’ (March and Olsen, 1995: 59).

Rhodes (1997) distinguishes between political, managerial and legal
accountability.” Political accountability is defined as ‘those with
delegated authority being answerable for their actions to the people’
while managerial accountability is defined as ‘making those with
delegated authority answerable for carrying out agreed tasks
according to agreed criteria of performance’ (Day and Klein, 1987:
27). Managerial accountability is often described as administrative
accountability. Legal accountability is ensuring that those with
delegated authority adhere to both Irish and international law. Peters
divides accountability mechanisms between ex ante and ex post, with
ex ante defined as the ‘traditional rule-based” methods of specifying
the duties and responsibilities of those with delegated authority,
while ex post mechanisms are those designed to ensure that the
duties and responsibilities have been carried out (Peters, 1996).

Rhodes (1997) argues that what he terms as the ‘traditional
mechanisms of accountability in representative democracy’ are not
designed to cope with ‘multi-organizational, fragmented policy
systems’. Western democracies have reacted in different ways to this
challenge but Peters (1996) argues that a general theme has been an
attempt to strengthen the role of ex post mechanisms such as audit
offices, parliamentary committees and ombudsmen. These efforts
can be understood as part of what Kettl describes as the ‘global

> The focus of this paper is on the political and managerial accountability of the
new financial regulator. It recognises that the McDowell Report and the
Department of Finance have proposed mechanisms designed to ensure legal
accountability.
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FINANCIAL SERVICES REGULATION IN IRELAND 7

public management revolution” (Kettl, 2000) and an attempt to
improve and refine the methods of accountability described by
Rhodes. An important example is an attempt to increase the level of
citizen participation in policy-making and to create what Peters
describes as ‘the participatory state’.® Examples include the
establishment of citizens’ charters and the creation of consumer
panels for regulatory agencies in Britain. Underpinning these efforts
is Day and Klein’s assertion that accountability has to be
understood not only as the right to call people to account but also
must be complemented ‘by the notion of power as the ability to call
people to account’ (Day and Klein, 1987: 9).

2.4 Accountability in the Irish political system

The Irish political system has seen considerable change to both its ex
post and ex ante mechanisms of accountability. The Strategic
Management Initiative (SMI) was introduced in 1994 and
foreshadowed the Public Services Management Act (1997). The
rationale behind the SMI and the PSM was an attempt to define the
ex ante responsibilities of those with delegated authority, because it
asserted that ministers are responsible for choosing outputs and
that public servants are responsible for producing the outputs
(Boyle, 1998). The Act also determined that each department of state
or scheduled office must publish a strategy statement every three
years or within six months of the appointment of a new minister,
“that comprise the key objectives, outputs and related strategies (including
use of resources)’ (Public Service Management Act 1997, Section 5.1
(a)). The Department of Public Enterprise proposed in March 2000
that strategy statements be extended to the utility regulators.”

The ex post mechanisms have also changed. The Ombudsman
Act 1980 gave citizens a mechanism by which administrative actions
can be investigated. The Comptroller and Auditor General
(Amendment) Act 1993 widened the remit of the Comptroller and
Auditor General (C&AG). The Oireachtas committee system has
been strengthened by the Compellability of Witnesses Act 1997° and

® Peters (1996:47) describes it as “the search for more political, democratic, and
collective mechanisms for sending signals to government’.

7 ‘It is proposed that each regulator be required to adopt at regular intervals,
strategy statements that reflect its statutory mandate and submit them to the
minister’; Department of Public Enterprise (2000a:23).

¥ The full title of the Act is: Committees of the Houses of the Oireachtas
(Compellability, Privileges and Immunities of Witnesses) Act, 1997.
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8 STUDIES IN PUBLIC POLICY

the high visibility of the Public Accounts Committee report on the
Deposit Interest Retention Tax controversy in 1999.” The Freedom of
Information Act (1997) gives citizens powers to access certain
government information."’ The cumulative effect of these reforms is
open to debate, but they provide the context in which the proposed
accountability structure of the new financial regulatory structure
can be analysed.

In the context of a regulator, similar issues of accountability arise
whenever the state delegates specific powers to agencies. These are
assessed in this paper in an analysis of both an ex ante and ex post
framework of accountability. In general terms, they can be described
as

ex ante: the Oireachtas defines the authority that is delegated to
the regulator in legislation. The legislation also determines the ex
post mechanisms

ex post: these are the control mechanisms by which the
government and the Oireachtas attempts to ensure that the
regulator fulfils its delegated functions. These include a
requirement to report to the relevant government department,
appear before certain Oireachtas committees and a requirement
to account to the C&AG for the spending of public money. The
decisions of a regulator are also subject to judicial review by the
courts to ensure it does not exceed its legal authority.

This paper discusses the evolution of these mechanisms in relation
to the utility regulators and attempts to assess their effectiveness as
a means for ensuring both the accountability and independence of
the new financial regulator. For a regulator to be accountable but
also independent, the paper argues that the state must

1 define the role that the regulator is expected to perform,
and clarify the differences between the role of
government and the role of the regulator

2 ensure that there are mechanisms that function
effectively, where the regulator can be asked to ‘report,

® The Deposit Interest Retention Tax controversy arose over allegations in 1998
of widespread evasion of the tax by the use of non-resident deposits. See the
Public Accounts Committee’s Report Parliamentary Inquiry into DIRT: First Report
1999 for a full description.

10 Verheijen and Millar (1998) and Dooney and O’Toole (1999) describe, in detail,
the changes to these accountability mechanisms.
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FINANCIAL SERVICES REGULATION IN IRELAND 9

explain and justify’ the exercise of its authority (Majone,
1996: 59).

2.5 Regulatory risks

It is clear from the experience of the utility regulators in Britain that
defining the respective roles of the government and a regulator is
not an easy task." However, with the appropriate ex ante and ex post
accountability mechanisms, three potential risks to good
governance from regulation can be minimised:

1 the danger to which Byrne and McDowell refer of
unaccountable authority (see Section 2.3)

2 therisk of inappropriate government intervention in the
regulatory process

3 the risk of ‘regulatory capture’

A regulator that is not accountable to the political process is at
variance with the basic tenet of democratic theory as described
earlier: ‘the general principle is that anyone who has power within
a democratic state should ultimately be accountable to the people
for the exercise of that power” (March and Olsen, 1995: 152). As both
the comments of Byrne and McDowell indicate and the
government’s explicit remit to the Implementation Advisory Group
on the establishment of a Single Regulatory Authority confirms, the
objective of accountability for the financial regulator has had a high
political priority."

A clearly defined structure of accountability will also minimise
the risk of inappropriate political intervention in financial
regulation. There may be little or no evidence of such political
intervention in the past but, given the significance and sensitivity of
financial regulation, it is important to design a structure to ensure
that it cannot occur. A clearly defined structure also reduces the
need for what the OECD terms ‘the command and control reflex’,
which it describes as ‘looking first to regulatory solutions rather
than other types of policy instruments (or no intervention), [that] is
still present among [Irish] parliamentarians and regulators’ (OECD,
2001: 49). An accountability structure that has clearly defined

1 For an excellent exposition of the controversies in Britain, see Vogel (1996).

12 Report of the Implementation Advisory Group on the Establishment of a Single
Regulatory Authority for the Financial Services Sector (1999); its remit included ‘the
organisational structure for the authority including the manner of its public
accountability” (p. 91).
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10 STUDIES IN PUBLIC POLICY

responsibilities should reduce the desire or the apparent need to
intervene.

Regulatory capture, where a regulator is ‘captured’ by producer
interests is a recognised phenomenon in the regulatory literature."
Fingleton, Evans and Hogan (1998: 26) define regulatory capture as
a ‘situation in which a market regulator largely reflects the interests
of the regulated industry in its actions instead of the interests of
consumers’. The OECD (2001) considers that the Irish regulatory
bodies ‘need to be vigilant to avoid capture by producer interests’
which “tend to take precedence over consumer interests’.

2.6 Conclusion

This chapter argues that the accountability structure of the financial
regulator must be designed to ensure a delicate balance between
independence and accountability. A financial regulator must be
independent because of its specific rule-making and adjudicative
functions. However, with the appropriate ex ante and ex post
mechanisms, independence does not imply that a regulator cannot
be accountable to the political process.

While the design of such mechanisms is not straightforward, the
chapter asserts that they will minimise the risk of a regulator
assuming unaccountable authority, of political interference in the
regulatory process and of the emergence of regulatory capture.

13 See Stigler (1971).
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3.4 The evolution of the existing regulatory framework

The structure of regulation of the financial sector, prior to the
government’s February 2001 decision and subsequent legislation to
reorganise the sector, is best described as fragmented. The
responsibility for the legal framework, and therefore policy
formulation, for financial regulation has been divided primarily
between the Department of Finance and the Department of
Enterprise, Trade and Employment. Table 2 itemises their specific
responsibilities.

Table 2: Framework of financial regulation

Department of * Responsible for the legal framework
Finance for the Central Bank (regulator)
* Supervises directly banks and
building societies.
* Authorises and supervises investment
intermediaries, stockbrokers and

exchanges.
Department of * Legal framework
Enterprise, * Legislative framework for Director of
Trade and Consumer Affairs
Employment ® Regulator for insurance undertakings

Source: Report of the Implementation Advisory Group on the Establishment of a
Single Regulatory Authority for the Financial Services Sector (1999), Dublin:
Stationery Office.

Note: V' The Department of Environment and Local Government is
responsible for the overall legislative framework for building societies.

The Department of Enterprise, Trade and Employment has been
responsible for both policy formulation and regulation in the
insurance area."® The IMF states ‘this location of the supervisor
(regulator) within a Ministry means that it is not a fully
independent entity’ (International Monetary Fund, 2001; quotation
from Table 1, ‘Ireland: Observance of IAIS Insurance Supervisory
Principles-Summary Assessment’). An important part of the

® This combination of responsibilities is extremely unusual in an international
context.
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financial regulatory system has therefore not been independent as
Majone (1996) and Fingleton (1999) define the term.

The Central Bank has had statutory responsibility for the direct
supervision of virtually all financial institutions in Ireland with the
exception of insurance undertakings with ‘a trend in recent years to
concentrate the prudential regulation of financial institutions in the
Bank’ (McDowell Report, 1999: 5). The Central Bank, according to
the C&AG, considers that its regulatory objectives are to ensure as
far as possible that

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

e risks to the financial system as a whole are minimised
(systemic supervision)

e there is a degree of protection for depositors with credit
institutions and for clients of investment firms (conduct
of business supervision) (Comptroller and Auditor
General, 1999b, Section 1.7).

There has been no one institution with responsibility for consumer
regulation, which has been divided between the Central Bank, the
Director of Consumer Affairs and the Department of Enterprise,
Trade and Employment. In this capacity, the Central Bank has had a
very limited role in consumer regulation. It is responsible for
conduct of business rules, various compensation schemes and
maintains registers ‘to enable the consumer to determine which
firms are authorised” (McDowell Report: 11). The Director of
Consumer Affairs has a range of powers under various Acts of the
Oireachtas, in particular the Consumer Credit Act of 1995. This
gives the Director the power to regulate the level of bank charges.
The Department of Enterprise, Trade and Employment administers
the Consumer Credit Act and the Consumer Information Act of 1978
that prohibits misleading advertising.

3.5 Assessment of prudential regulatory structure

The focus on the need for a change in the regulatory structure has

concentrated on the role of the consumer. There has been little

public discussion about the prudential side of regulation because

the rate of failure among financial institutions has been low.
However, as the C&AG’s report on the Central Bank argued, the
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fact that there has been a very low level of prudential failure does not
mean that it can be assumed that prudential regulation is beyond
criticism. The report recommended that ‘a more comprehensive set
of measures should be developed’ to identify ‘the contribution of the
Bank's risk management activities to the level of stability achieved’
(Comptroller and Auditor General, 1999b: 40).

The Central Bank responded to the C&AG's review and set up a
Financial Services Policy Committee in January 2000 ‘to better
coordinate supervisory activities” and ‘additional steps were taken
to enhance the “risk-based approach” to supervision’ (International
Monetary Fund 2001, Paragraph 32). The IMF in its inspection
found the Central Bank to be fully compliant with the Basle Core
Principles for effective banking supervision (IMF 2001)."

However, the IMF report considered that in the area of insurance
regulation, Ireland ‘may need to consider more stringent
requirements to address the risks that could be inherent in a rapidly
growing and increasingly complex insurance sector’ (IMF, 2001,
Executive Summary, Review of IAIS Insurance Supervisory
Principles). The report specifically mentions ‘the location of a
supervisor within a Ministry means that it is not a fully
independent entity’. It also comments on ‘the limited resources to
carry out a formal inspection programme’ and that ‘there is no
formal programme in place and limited capacity in practice to direct
and monitor the internal control systems of insurers’.

Given the importance of financial regulation, the government’s
decision to set up a single regulator should include a commitment
to subject the IFSRA to a regular external audit of its regulatory
capability.

3.6 The recent evolution of financial regulation

Given the ‘multiplicity of bodies” that has made up the structure of
the financial regulatory framework, it is no surprise that a
‘consumer gap’ emerged (John Corcoran, quoted in Report of the
Oireachtas Joint Committee on Finance and the Public Service, 1999). The
recognition of such a gap in financial regulation for the consumer
was recognised as far back as the Oireachtas debate on the Central
Bank Act of 1989 as the following quotes indicate.

19 The Bank for International Settlements (BIS), through its Basel Committee, has
outlined twenty-five core principles for effective banking supervision. See
http:/ /www.big.org.
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by no means the last word on banking crisis, it highlights an approach to
regulation that in effect tries to work with market forces, rather than supplant
them.

Prevention would be easier if the onset of crises could be predicted, but
models are better at showing fragility than predicting timing (Demirgiic-Kunt
and Detragiache, 2005). With no effective forecasting system, good
containment and resolution policies are also needed to deal with the next
crisis when it comes.

Financial Stability Reports

The Financial Stability reports of the Central Bank and Financial Services Authority
of Ireland for 2006 and 2007 and the Annual Report of the Financial Regulator 2007
are relevant in relation to how problems were then identified and issues addressed.
Aspects of the 2006 report are outlined below for illustration.

In the Financial Stability Report for 2006 the opening statement in the Summary was
as follows:

The overall assessment of this Report is that financial stability risks may be
seen to have increased since the Financial Stability Report 2005”

From the same paragraph:

While the central expectation remains that the current shock-absorption capacity
of the banking system leaves it well placed to withstand pressures from possible
adverse economic and sectoral developments, nonetheless these signs of a
further build-up in vulnerabilities are a cause for concern.

The vulnerabilities included strong credit growth, high indebtedness levels (private
sector debt-to-income ratio set to reach about 192% by end 2006 at then growth rates),
and house price increases though a soft landing in the residential property market was
still seen as the most likely outcome.

The summary of the report also noted that these risks had heightened “at a time when
risks to the macro economy arising from both domestic and international
developments are also apparently increasing”. There was seen to be disproportionally
large dependence on the construction sector, downward pressure on Ireland’s
competitiveness, and areas such as high and volatile energy prices, and “potential
adverse financial market and exchange rate developments and the heightened risk of
an abrupt slowing in the US housing market”.
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However, the report went on to say, “Currently the stability and health of the Irish
banking system remains robust when assessed by the usual indicators of financial
health such as asset quality, profitability, solvency liquidity and credit ratings”.

The report stated that the Irish banking sector’s funding gap — the ratio of private
sector deposits to private sector loans — had widened further and was the largest in the
euro area. The funding of domestic lending by Irish credit institutions via domestic
retail deposits declined from 76.9% in 2000 to 54% in the second quarter of 2006. The
inter bank market (48.9%) accounted for the sourcing of the largest share of the non
retail funds of Irish institutions with the issuance of debt securities (32.1%) next. The
aggregated euro area ratio of private sector deposits to loans was approximately 85%.

It was remarked that continued reliance on wholesale funding was of concern for two
reasons: it is generally more expensive, and with increased competition domestically
could place further pressure on net-interest margins and profitability, and secondly
“the nature of wholesale funding, which is generally more volatile than deposit based
funding, could exacerbate any potential shock to the Irish economy. In the event of
such a shock to the Irish economy, a withdrawal of international funds could constrain
the ability of Irish banks to advance further credit with possible adverse implications
for economic growth”.

Articles on specific topics “Systemic Consequences of Long-Run Trends in Banking”
and “Bottom-up Stress Testing - the Key Results” were published in the 2006
Financial Stability Report. The article on systemic trends is relevant to issues
discussed in Chapter One. One extract is directly relevant to what ensued later in 2008
in Ireland:

The liberalisation of the banking system may therefore have transformed it
from an industry that assumed insufficient risk to one that now tends to
assume too much risk.

Unfortunately, this latter situation is exactly the type in which bank
management will tend to meet whatever borrowing requirements are
registered by those endeavouring to satisfy their investment exuberance in
financial markets. Although lending for asset purchase, where there may
clearly be a speculative element involved, may not be in the long-run interest
of bank shareholders, it may well be in the short-run interests of bank
management. This kind of incentive structure is therefore a congenial one for
promoting asset price misalignment. In the kind of environment in which
accommodating monetary policies have ensured that liquidity is in ample
supply and banks have little, or no, funding constraints (such as has been the
case over the last number of years) and in which the demand for leverage for
financial asset acquisition is strong, these incentive effects can result in excess
lending that can dramatically under-price risk.
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It may not therefore be an environment congenial to financial stability. It is
evident therefore that agency problems can constitute an important ingredient
to financial instability.

The view was also expressed there was a specific risk to which banks might become
increasingly vulnerable which would arise from the tendency for liquidity to behave
chaotically in financially stressed conditions which might provide a testing
environment for banks as “it can dramatically change the level of funding available to
banks in a short space of time”.

Overall, however, the assessment in the Article was that the overall repercussions of
developments in the financial markets for financial stability could be profound, and
the “view taken here is that they would be mainly benign”.

The article on stress testing referred to the round of ‘bottom-up’ testing conducted in
2006 by CBFSAI with 11 domestic retail credit institutions and that the “institution’s
assessment of then financial position in a serious economic downturn suggests that the
banking system’s shock-absorption capacity is strong”. Shock Scenario 1 assumed a
GDP decline of -0.3 in 2007 and — 4.8 in 2008. The broad finding of the bottom-up
exercise was supported in general by a second-stress-testing exercise in 2006 (a top-
down stress test) conducted in-house in CBFSAI. It suggested that “banks shock
absorption capacity is strong with respect to the key risks namely, credit, liquidity,
foreign exchange, equity price and interest rate risks. The data suggest that the
banking system could cope with a realisation (in a significant way) of each of these
risks individually”.

The limitations to both approaches to stress testing were stated: the measuring of
initial impact only and not accounting explicitly for second round effects,
assumptions, for example on loss-given default rates and the realisability of collateral
in a downturn, and in the in-house analysis the assessment of the vulnerability of the
system to each risk sequentially. It was stated that while the broadly positive outcome
of the bottom up test was welcome, that the results of the bottom-up tests were likely
to have understated the adverse effects of shocks which would be mainly due “to the
fact that the stress tests are relatively mechanical in nature and do not capture
behaviour in circumstances where uncertainty increases significantly and rapidly”.

In the 2007 Financial Stability Report (based on data available up to end September
2007) the Governor in a Foreword stated that:

Our overall assessment is that financial stability risks have, on balance,
increased since the 2006 report. Nevertheless, the overall conclusion is that
the Irish financial system’s shock absorption capacity remains robust and the
system is well placed to cope with emerging issues.
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In the Summary of the 2007 report, it was noted that the domestic banks reported no
significant direct exposures to US subprime mortgages. In addition, there was an
easing in residential house-price growth, and “the underlying fundamentals of the
residential market continue to appear strong. The central scenario is therefore for a
soft, rather than a hard, landing”. Overall, it was stated that the health of the banking
system remained robust “when measured by the usual indicators, solvency,
profitability, liquidity, asset quality and market indicators”.

2007 Report of the Comptroller and Auditor General

An examination of the Financial Regulator by the Comptroller and Auditor General
was published in May 2007. This report found that in practice the standards for
financial service providers were a combination of principles, rules and guidance. It
referred back to earlier times of Central Bank control stating that in a value for money
report on financial regulation published by the C and AG in 1999, “it was noted that
supervision effort was not based on an assessment of the risk associated with
regulated entities”. The Financial Regulator had since its establishment been devoting
considerable effort to developing a formal risk-rating model and significant progress
in achieving such a model had been made.

The report concluded that there should be further development of the risk rating
model, with the definition of thresholds for discrete risk categories and the appropriate
supervisory stance to be followed for each such category.

It noted that the Financial Regulator is obliged to implement requirements specified in
domestic and EU legislation, “but may have a choice in the manner in which it does
so”. Costs and benefits were discussed. Costs can be categorised mainly as the levies
imposed by the Financial Regulator on individual financial service providers, the
administrative costs of regulation for such providers, and the policy costs of
regulation (for example, holding a “level of liquidity” over and above what a service
provider might otherwise hold).

Reference was then made to a report commissioned by the UK’s Financial Services
Authority in June 2006 (Oxera Consulting Ltd) which identified a wide range of
potential benefits of regulation including:

* Benefits to consumers such as better choice, reduced prices, more
equitable access etc;

* Benefits to producers such as low costs, for example by avoiding
expenses needed in monitoring counterparties etc;

* Benefits to the wider economy such as higher output due to
reductions in systemic risk, lower costs of financial services for
businesses etc
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ANNEX ONE
The Existing Legal Powers of Regulation and Supervision

It is a worthwhile exercise, both in analysing the reasons for the Financial Crisis and
in the consideration of future remedies, to analyse the existing legal powers of
regulation and supervision. The Crisis, both in its domestic and international
manifestation, is self evidently a failure, of either regulation and supervision, or of
regulation or supervision. The question is whether, or to what extent, that failure
resulted from an inadequate framework or from the inadequate application of a largely
adequate framework.

In the face of events such as the Financial Crisis it is perhaps in human nature for both
reflexive reaction and a reactive rearguard rationalisation to join in the leap to the
unexamined conclusion that extensive changes in the law relating both to the structure
and the substance of financial regulation and supervision are required. It is however a
conclusion to which some examination and analysis is owed.

Such examination and analysis as is here conducted is carried out in the context of the
Irish system, save where the European and International systems have caused or
contributed to a lack or defect in the Irish system.

In assessing the adequacy of powers of regulation and supervision (and of the
structure in, and through which, those powers are exercised) it is a sound principle to
require concrete evidence of the inadequacy or inefficiency of existing powers either
through a failed attempt to deploy these powers or, at least, a concrete demonstration
of an attempt, or wish, to act, frustrated for the want of adequacy of these powers.

At base, in terms of the activities of banks, two principal factors lie at the root of the
Financial Crisis — excessive lending in excessive concentrations and liquidity
practices which proved inadequate to the stresses encountered.

In examining and analysing the existing legal powers of regulation and supervision
the point, which first and foremost requires to be made, is that banking is a licensed
activity — that is it requires the grant from the State - in this instance in the form of the
Central Bank and Financial Services Authority of Ireland (“the Central Bank™)’ - of a
license to be lawfully conducted®. Thus, to carry on banking business, or hold out, or

" The Central Bank may not refuse to grant a licence without the consent of the Minister for Finance
and unless it is satisfied that the grant of the licence would not be in the interest of the orderly and
proper regulation of banking, and the Minister is not to grant his consent to a refusal of a licence unless
he is satisfied that the grant of the licence would not be in the interest of the orderly and proper
regulation of banking — Section 9 (2) of the Central Bank Act, 1971 (“the 1971 Act”).

¥ Interestingly this is a point to which the new Governor of the Central Bank, Dr. Patrick Honohan, has
averted more than once recently.
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represent one’s self as a banker, or as carrying on banking business, is prohibited’ and
any person who contravenes this prohibition is guilty of an offence'’.

Where that offence is committed by a company, or by a person purporting to act on
behalf of a company, and it is proved to have been so committed with the consent or
approval of, or to have been facilitated by any wilful neglect on the part of, any
director, manager, secretary, member of any committee of management or other
controlling authority or official of such company, then that other person, as well as the
company, or the person so purporting to act, are also guilty of an offence and liable to
be proceeded against and punished accordingly.

Not alone has the Central Bank, in granting a banking licence, power to impose on the
licence any conditions which, in the opinion of the Bank, are calculated to promote
the orderly and proper regulation of banking'' but, more pertinently for our purposes,
the conditions of a banking licence may be amended, revoked or added to and
conditions may be imposed from time to time by the Central Bank if, in its opinion,
the amendment, revocation, addition or imposition is calculated to promote the
orderly and proper regulation of banking'?.

The holder of a licence committing, by act or omission, a breach of a duly imposed
condition relating to a banking licence is guilty of an offence and, again, where that
offence is committed by a company, the directors, managers, officers etc of the
company consenting to, approving or facilitating such a breach, by any wilful neglect,
are themselves guilty of an offence”.

True it is that any such imposition, amendment or additions to the conditions of a
licence require, as might be expected, adherence to procedural steps with, quite
properly, a right for the licence holder to make representations. Undoubtedly, as with
the exercise of any regulatory function, the administrative law provisions for judicial
review apply to any exercise by the Bank of these powers. There could be difficulties
in terms of discrimination between Irish institutions licensed by the Bank and those
exercising their “passport” rights under EU law and whose licence to conduct banking
business in Ireland stemmed from the authorisation of their home regulator and, in
certain instances, these considerations might have restricted the Bank even in relation
to Irish institutions. Nonetheless, the fundamental, far reaching and flexible nature of
the power of the Bank to impose conditions on banking licences poses a powerful

? Section 7 (1) of the 1971 Act (as amended by Section 70 (a) of the Central Bank Act 1997 (“the 1997
Act”)).

10 Section 58 of the 1971 Act (as amended by Section 9 of the Central Bank Act, 1989 (“the 1989
Act”)). The offence is punishable, on summary conviction, with a fine not exceeding €1,104.58 or, at
the discretion of the Court, to imprisonment for a term not exceeding 12 months or to both, or, on
conviction on indictment, to a fine not exceeding €55,217.92, or imprisonment up to five years, or both.

"'Section 10 (1) of the 1971 Act.
12 Section 10 (2).

13 Section 58 (1) (c) of the 1971 Act (as amended by Section 9 of the 1989 Act) and Section 11 of the
1989 Act.
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argument requiring to be answered by those asserting a deficiency in the existing
powers of regulation and supervision of banks.

Licensing and Supervision Requirements and Standards for Credit Institutions

These were first published in Autumn 1971", in the context of the coming into force,

on 1 September 1971, of the Central Bank Act, 1971 (“the 1971 Act”). They were
subsequently revised in 1975'°, 1981'° 1987'7 and 1995'®. The constitute
requirements which the Bank uses to guide it in the assessment of applications for
banking licences and in the supervision of the business carried on by credit
institutions. They are stated to be made because many of the statutory provisions are
of a discretionary nature and the Requirements and Standards are non-statutory
requirements applied by the Bank to credit institutions as a supplement to the statutory
requirements. They apply to all credit institutions authorised by the Bank, including
branches in Ireland of credit institutions incorporated outside the European Economic
Area (“the EEA”). They have limited application to branches of credit institutions
incorporated in other EEA Member States, the supervision of which, under EU
Banking Directives, is almost exclusively the responsibility of the supervisory
authority in that Member State, i.e. home country supervision.

The Requirements and Standards are stated to apply to the totality of each institution’s
operations and, in addition, where relevant, the various ratios and limits are to apply
to the consolidated position of each institution. Credit institutions are required to
comply with the Bank’s supervision requirements at all times although compliance is
not to relieve the boards and management of credit institutions of the fundamental
responsibility to conduct the operations of their institutions in accordance with the
relevant laws and in a prudent manner, with full and primary regard for the safety of
depositors’ funds.

The Requirements and Standards contain provisions on the authorisation and
ownership of credit institutions, the board and management of credit institutions,
internal controls, consolidated supervision, capital adequacy, liquidity, funding,
lending, annual accounts, external auditors, money laundering, acquisitions, asset
securitisation, branching and cross-border services and deposit protection.

The provisions range from the very broad and general:-

“Credit institutions should establish appropriate and prudent policies for the
management of their liquidity. They should ensure, to the satisfaction of the

' Central Bank of Ireland, Quarterly Bulletin, Autumn 1971.

15 Central Bank of Ireland, Annual Report, 1975 (1).

16 Central Bank of Ireland, Quarterly Bulletin, Autumn 1981 (3).
17 Central Bank of Ireland, Quarterly Bulletin, Autumn 1987.

'8 Central Bank of Ireland, Quarterly Bulletin, Winter 1995.
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Bank, that adequate internal systems exist to monitor maturity mismatches
between their assets and liabilities'®”

to quite specific and direct rules:-

“a credit institution’s exposure to any one of its directors, including any
exposures to any business in which the director has a major interest may not
exceed 2% of own funds; the aggregate of all such exposures may not exceed
10% of own funds®’.”

Their significance for our purpose lies in their capacity for allowing the Bank, in the
exercise of its broader statutory functions, to be specific in relation to particular areas
of concern and to impose further requirements.

Revocation of Licences

It has sometimes been suggested that the Central Bank’s actions in the field of
regulation and supervision were constrained, in that it had (at least prior to 2004) few
if any options short of the revocation of a banking licence and this, clearly, would be a
“nuclear option”. In fact, while, as has been seen, the Central Bank has relatively
wide, far reaching and flexible powers to impose conditions in respect of a banking
licence, with breaches of such conditions constituting offences, its power to deploy
revocation as a disciplinary or control sanction is actually quite limited. The
revocation of a banking licence (other than upon the request of the licence holder) can
only be effected by the Central Bank with the consent of the Minister for Finance and
mostly for reasons relating to solvency. Apart from the situation where a licence has
been obtained through false statements or any other irregular means, the only “quasi
disciplinary” revocation which can be effected is where a licence holder is convicted
on indictment of an offence under the Central Bank Acts or of an offence involving
fraud, dishonesty or breach of trust*'.

Continuing Routine Supervision of Credit Institutions

The Central Bank, in the due discharge of its functions, can specify from time to time
different kinds of records which the holder of a banking licence (and each related
body) is then obliged to keep at an office within Ireland. This is in addition to any
other requirements of law with respect to the keeping of records (such as those, for
example, imposed under the Companies Acts or the Taxes Acts).

Since 1 May 2003, either the Governor of the Central Bank or the Chief Executive of
the Irish Financial Services Regulatory Authority (“the Regulatory Authority”), may,
in writing, authorise an employee of the Central Bank, or a suitably qualified person

' Paragraph 6.1, Licensing and Supervision Requirements and Standards for Credit Institutions.
20
Paragraph 8.4 (a).

I Section 11 of the 1971 Act (as amended by Section 34 of the 1989 Act).
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to investigate the business, or any aspect of the business, of the holder of a banking
licence, or of a related body to such a holder?.

An authorised person so appointed has the power to enter upon the licence holder’s
premises and then has powers to request the production of records for inspection, the
inspection of such records (or those found in the course of inspection), the taking of
copies of the records and to request the answering of questions with respect to
records™. A person, to whom a request to answer questions with respect to records is
made, is obliged to comply with that request, so far as it is possible to do so and also
to give such other assistance and information to the authorised person, with respect to
the business of the licence holder (or the related body), as is reasonable in the
circumstances®*. To fail to comply with such a request as far as it is possible to do so,
or to fail to give assistance and information, is an offence punishable as set out
above” and, once more, the provision in relation to directors, managers or officials of
a company applies to such a contravention®.

Since the 1971 Act the holders of banking licences have had wide obligations,
renewed and extended by the 1989 Act, the Central Bank Act, 1998 (“the 1998 Act”)
and the Central Bank and Financial Services Authority of Ireland Act 2004 (“the 2004
Act”) to provide the Central Bank, at such times and within such period, as the Bank
specifies from time to time, with such information and returns concerning the banking
business of the licence holder (and of associated companies) as the Bank specifies
from time to time?’. Apart from this power, which appears designed to provide for
regular information returns, there is a separate obligation to provide other information
or returns as may be requested in writing by the Central Bank concerning the banking
business of the licence holder.*®

The Central Bank also has power from time to time to require the holder of a licence
to maintain either a specified ratio, a ratio which does not exceed a specified ratio, or
a ratio which is not less than a specified ratio, between the assets and liabilities of the
licence holder and this specified ratio can be expressed as a percentage of the assets or

22 Section 17A of the 1971 Act (as inserted by Section 35 (1) and Item 2 of Part 6 of Schedule 1 of the
Central Bank and Financial Services Authority of Ireland Act 2003 (“the 2003 Act”).

* Ibid.

2 Ibid (4).

2% See note 4 above and Section 58 of the 1971 Act (as amended by Section 9 of the 1989 Act and
Section 35 (1) and Item 5 of Part 6 of Schedule 1 of the Central Bank Financial Services Authority of
Ireland Act 2003 (“the 2003 Act”)).

26 Section 58 of the 1971 Act (as amended by Section 9 of the 1989 Act).

" Section 18 (2) of the 1971 Act (as last amended by Section 33 and Item 7 of Part 4 of Schedule 3 to

the 2004 Act).
28 Section 18 (3) of the 1971 Act (as last amended by Section 33 and Item 7 of Part 4 of Schedule 3 to
the 2004 Act).
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liabilities concerned””. A requisition to this effect may be expressed to apply in
relation to all holders of licences or to the holders of a specified category or specified
categories and can also be expressed to apply in relation to the total assets or total
liabilities of the holders of licences concerned or to specified assets or assets of a
specified kind or specified liabilities or liabilities of a specified kind of those holders
and also in relation to a specified time or times during a specified period or periods™.

A person who fails to comply with such a requisition is guilty of an offence and liable
to punishment as set out above and the provision in relation to directors, officials etc.
of a company also applies".

The Administrative Sanctions Regime

To this not insignificant body of regulatory and supervisory powers and provisions,
the 2004 Act added a parallel and alternative level of administrative sanctions.

The 2003 Act, in establishing the regulatory authority as a constituent part of the
Central Bank, confers on the Authority the principal function of performing the
functions which the Central Bank has under or in respect of the whole or specified
parts of a list of Acts of the Oireachtas®® (which now stands at 32 in number) across
the whole field of financial regulation ranging from the Insurance Act 1936 to the
Consumer Protection Act 2007, and a list of specified Statutory Instruments (which
now stands at 44 in number) ranging from the Actuary (Qualification) Regulations
19403 ;co the European Communities (Cross-Border Payments in Euro) Regulations
20027

The legislation refers to these as the “Designated Enactments” and the “Designated
Statutory Instruments” and the 2004 Act®®. This introduces the notion of a “prescribed
contravention” which embraces not merely a contravention of a provision of a
Designated Enactment or a Designated Statutory Instrument but also a contravention
of

* A code made, or a direction given, under a Designated Enactment or
Designated Statutory Instrument, or

* Any condition or requirement imposed under a provision of a Designated
Enactment, Designated Statutory Instrument, code or direction, or

? Section 23 (1) of the 1971 Act.
3% Section 23 (2) of the 1971 Act.

31 Section 58 (1) (d) of the 1971 Act (as amended by Section 9 of the 1989 Act).

32 And one Act of the Parliament of the late United Kingdom of Great Britain and Ireland — the
Assurance Companies Act 1909.

33 Section 33C(1)(a) and Schedule 2 of the 1942 Act (as inserted by Section 26 of the 2003 Act).

* Section 10(1) introduces a new Part I1IC to the 1942 Act dealing with their enforcement.
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* Any obligation imposed on any person by Part IIIC or imposed by the
Regulatory Authority in the exercise of a power conferred on it under that
Part®,

Further, “contravene” is defined as including not simply failure to comply, but also as
including —

(a) attempting to contravene, and

(b) aiding and abetting and counselling and procuring a person to commit a
contravention, and

(c) inducing, or attempting to induce, a person (whether by threats or promises or
otherwise) to commit a contravention, and

(d) being (directly or indirectly) knowingly concerned in, or a party to, a
contravention, and

(e) conspiring with others to commit a contravention™.

Whenever the Regulatory Authority suspects on reasonable grounds that a regulated
financial service provider (a concept a great deal wider than, but including, a credit
institution®”) committing or has committed a “prescribed contravention”, it may hold
an inquiry to determine whether or not the financial service provider is committing or
has committed the contravention™.

In addition, whether as a separate inquiry or as part of such an inquiry, whenever the
Regulatory Authority suspects on reasonable grounds that a person concerned in the
management of a regulated financial service provider is participating or has
participated in the commission of a “prescribed contravention” by the financial
service provider, it may hold an inquiry to determine whether or not the person is
participating or has participated in the contravention™.

As would be expected, procedures are laid down for the conduct of such inquiries®.
They are normally to be held in public*' power to someone witnesses and take

3% Section 33AN of the 1942 Act (as inserted by Section 10(1) of the 2004 Act).
36 11a;
Ibid.

37 As a person who carries on a business of providing one or more financial services whose business is
subject to regulation by the Bank of a Regulatory Authority under the 1942 Act or under a Designated
Enactment or a Designated Statutory Instrument — Section 2 of the 1942 Act (as substituted by Section
3of the 2003 Act and amended by Section 2 of the 2004 Act).

¥ Section 33A0 of the 1942 Act (as inserted by Section 10(1) of the 2004 Act).

¥ Ibid (2).

0 They are to be conducted with as little formality and technicality, and with as much expedition as a
proper consideration of the matters allow and while the rules of procedural fairness are to be observed

such enquiries are not bound by the rules of evidence — Section 33AY.

! Section 33AZ.
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evidence®” and to publish the finding together with details of any sanction imposed*.
Decisions are normally appealable®, questions of law may be referred to the High
Court" and the period within which traditional review of a decision of the Regulatory
Authority under the Part must be made is abridged, in normal circumstances, to two
months after the date of the decision®.

Where a regulated financial service provider is found to be committing, or to have
committed, a prescribed contravention one or more of the following sanctions may be
imposed:

(a) a caution or reprimand;

(b) a direction to refund or withhold all or part of an amount of money charged or
paid, or to be charged or paid, for the provision of a financial service by the
financial service provider;

(c) a direction to pay to the Regulatory Authority a monitory amount, in the case
of a company, of up to €5,000,000;

(d) in the case of a continuing contravention, a direction ordering the cessation of
the contravention;

(e) a direction to pay to the Regulatory Authority all or a specified part of the
costs incurred in holding the inquiry and in investigating the matter to which
the inquiry relates”’.

In the case of a person concerned in the management of a regulated financial service
provider where there is a finding that such person is participating or has participated
in the commission by the financial service provider of a prescribed contravention, one
or more of the following sanctions may be imposed:

(a) a caution or reprimand

(b) a direction to pay to the Regulatory Authority a monetary penalty more
generally not in excess of €500,000;

(c) a direction disqualifying the person from being concerned in the management
of a regulated financial service provider for a specified period;

(d) in the case of a continuing contravention, a direction ordering the person to
cease participating in the commission of the contravention;

*2 Section 33BA.

* Section 33BC.

* Section 33AX — to the Irish Financial Services Appeals Tribunal established by Part VIIA of the
1942 Act (as inserted by Section 28 of the 2003 Act).

* Section 33BB.

% Section 33BF.

" Section 33AQ(3).
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(e) a direction to pay to the Regulatory Authority all or a specified part of the
costs incurred in holding the inquiry and in investigating the matter to which
the inquiry relates™.

There is provision for an abbreviated procedure where the regulated financial service
provider concerned, or, as the case may be, the person concerned in the management
of a regulated financial service provider, acknowledges the contravention®’. Where a
monetary penalty has been imposed by the Regulatory Authority and the prescribed
contravention is also an offence under the law of the State then the relevant person is
not liable to be prosecuted or punished for the offence under that law’® and,
conversely, the administrative sanction regime cannot result in a monetary penalty
where the person concerned has been charged with an offence which involves the
prescribed contravention®'.

*¥ Section 33AQ(5).
* Section 33AR.

%0 Section 33AT(1).
3! Section 33AT(2).
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Chairman's Statement

This is the first Annual Report of the Financial Services Consultative Industry Panel (“the Panel"), a
body established under the Central Bank and Financial Services Authority of Ireland Act 2004. The
role of the Panel is to act in an advisory capacity to the Irish Financial Services Regulatory Authority
(the Financial Regulator) as it seeks to build a balanced and competitive financial services regulatory
environment in Ireland.

This is a major undertaking for both the Financial Regulator and the Irish financial services industry.
Established in May 2003, the Financial Regulator is one of the newest modern integrated regulatory
authorities in existence. The period 2003-2006 has been primarily about development and
establishment, but current expectations are that a mature “steady state” will be achieved in the near
future, with a consequent leveling-off of expenditure growth.

Achieving Regulatory Balance

Building a balance between over-regulation and under-regulation across the range of financial service
sectors operating in Ireland is no easy task. Over-regulation creates the potential to so anaesthetise the
delivery of financial service products in Ireland that consumer choice and competition in the market is
reduced. Under-regulation leads to sub-standard processes and services to the detriment of the
consumer and the market. Over-regulation and under-regulation create major inherent issues for any
financial services market, and in seeking to achieve the right balance in the Irish market, there is
absolutely no conflict between the Financial Regulator and the financial services industry.

Balanced regulation in a principles-based competitive market cannot create a “zero failure” regime, in
Ireland or in any other country. This fundamental reality requires broad, industry-wide, regulatory, and
political understanding. Ireland is recognised as a well-regulated jurisdiction, but if regulations are
broken, the answer is neither necessarily nor invariably extra regulation.

The Irish Market is Unique

The Financial Regulator is responsible for a financial services market that is unique in an international
context. This generates particular challenges for the Financial Regulator which are not always well
understood. In a domestic context, the Financial Regulator is responsible for a market that is as
sophisticated as any developed European retail financial services market. However, at the same time,
the Irish domestic market lacks the economies of scale that exist with larger countries, and this in itself
results in particular cost-of-service pressures. The Irish domestic market also has unique features such
as a Credit Union movement with a market penetration greater than any country in the world.
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The Role of the Financial Regulator.

It is worth outlining the generic scope and nature of the work of financial regulation, to ensure a clear
understanding of the objectives of the Financial Regulator on the part of regulated entities and
stakeholders such as the public, the media and the public sector.

Fundamentally, financial regulation has two intertwined objectives, namely to ensure that industry
operates in a cost effective and responsive regulatory system that facilitates innovation,
competitiveness and growth, and that consumers can make well-informed decisions in a safe financial
market. The work of a Financial Regulator can therefore be broken down into four core activities:

* Authorisation
Who can operate in the Irish market whether as an entity providing financial services or as an
individual employed in the industry. Authorisation may also include the approval of individual
financial services products, especially new initiatives.

e Conduct of Business
Setting out the principles and rules applying in the market so that financial services providers act
in a fair and transparent manner in their dealings with their customers.

* Supervision & Inspection
Subjecting supervised entities to a range of requirements in respect of, inter alia, capital adequacy,
regulatory reporting, client money, fitness and probity of staff, and ensuring that these
requirements are being addressed, including on-site inspections

* Sanctions
The power to impose sanctions where financial services providers have been found to be
noncompliant with legislation or regulatory requirements. Examples of sanctions include formal
cautions, fines, and disqualification.

The actual structure of the Financial Regulator follows this schematic, with functional departments in
place headed by senior managers to deliver these objectives.

The Panel is anxious to ensure that the process of financial regulation operates in a timely way, with
speedy response and guidance, especially for the wholesale sector. In this context, the Panel is
pleased that agreement has been reached for the introduction of service protocols between the
Financial Regulator and industry.

In a principles-base regulatory environment, company directors must behave correctly. In the
competitive arena in which Ireland operates, it is, however, understandable that international corporate
management will seek guidance from the Financial Regulator, whether in the application process, or in
terms of conduct of business rules or supervision. The Panel believes that in order for Ireland to remain
competitive in the international market for financial services, such guidance combined with speed of
response must be a fundamental part of the core values of the Financial Regulator.
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These four pillars of the regulatory regime must also be seen in the context of their impact on the cost
of regulation. The budgeted direct cost of the Financial Regulator for 2006 is €48 million. The total
cost to industry of implementing the regulatory environment in which it must operate is a multiple of
this, potentially in excess of twenty times the direc<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>