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1. The NBU Bank Supervision Department evolves its procasa so Uut risk-based 
supmisims becomes tbe basis for both its iuspcxtion and enforcement. Tbc folbmtag 
aspects o f  bank supervision are m o d i f i  to reflect the new emphasis on risk-based 
snpervisimn. 

1. On-site Inspectioa: GDBS staff is expert, not only i n  financial analysis (as is 
presently the case), bet also i n  analysis o f  bow adequate the banks' risk 
management systems are, in ligbt o f  current and foreseeable risks that the bamk 
faces with its current and prospective range o f  services Written emmimation 
procedures place g r a t e r  emphasis for the risk-management system. The 
"CAMELS" and 'report o f  examination" - for a c b  bank examined - m f l d  t k  
NBU's evaluation and recommendations for correction o f  auy weaknesses found 
in the bank's risk management system. 

Working with the Risk Basfd Supervirion T& Force (Task Fom).  clcsia in the 
den?lopmrnl of eoursq h@ancntaIion and dclivry of the RBS bnining pbn (a subsel of 
the RBS i m p l r n u e n  p h ) .  The RBS training pbn rovers the ikcnm&dcr of rCc 
caludar jwr 2W3 and oU of 2 W .  Adviwrs: Antonom. All; NBL! Caun&qm~C T& 
F o m  

According to the RBS training plan, we will develop and deliver technical training for trainen 
(who wil l  deliver regional RBS mining lhrwghout 2001) staning on November 10 and 
continued for two weeks. The pilot seminar for GDBS Central Oflice personnel is schalulal 
for February 2004. Bearingpoint RBS training was coordinated with Dutch Grant training 
wen& and as a result potential RBS miners from the hl3U will be scheduled to anend Tnin- 
the-Trainers annses organized and deliveivered by Dutch Gran~ 

In the meenwhile, BeyingPoint mtinued cowse development effom and anigned achisors 
and counterparts responsible for the developmt o f  particular awu wmpmenu and topics. 
This effort will continue throughout our project duration. We envision different inwnrctoa to 
participate in each of  the mining seminars, thus organizational eNom will be an ongoing 
aspea of this project We coordinated course deliver) and logistics uith tk \ I N  ', 

Personnel Department and the GDBS Training Unit Manager. Ms.  Tayana Khimich. 

Working with the Task Force, i n p k ~ ~ ~ I  lhe rcfonmurdal srhdd2 lden?bpnl in 
Sqtmbm 2002) to revitu chap& of the Onsilc ,4fanuaI ro focrcr and ewpksizc the 
rmii~crabn of banks' risk muagement system and rrruUr of the Risk Aacrunnr 'h7t-m 
(RAS). BBcg the review of chq~Icrs based on an approved (by Task Force) s~kduls. 7 h L, 

BemingPoiru. he. I JurK -3Kl.I 
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procm will colyinue through 2004 and into 2005. Advisors.- LadoUka, BamnoricL. 
Blimling; NBU Cow- Task Forcc 

Since the Risk Assessment System (RAS) is to be officially appmved in early 2001. the Task 
Force (primarily the Small Working Gmup) has focused its work on funher developing W 
RAS. Thus, the implementation of the review schedule for the Onsite Manual is posrponcd 
until the beginning of 2001. In the meantime, both Ukrainian and English versions of the 
Manual were reviewed and adjusted in order to properly mirror each ocher. 

FinaIirr changes & ibc Rcporr of E.wmklbn, W E L S  P o l j .  Supenwry Smuegia 
and olhcr wmmnnicaabn tkds lo n/lcd nLr resudb of RAS Adviwn: Ku~vn*o. Bhu7ng. 
WrLFon; NBU COYIUC~UC Task Forcc 

The final draft of the Risk Assessment System was completed after the TrairrtbSTniners 
session held in November. Per NBU's decision. the RAS will be introduced as a separare 
section of Onsite Manual in early 2004. Such section will be mandator). far examiners to use. 
but will have limited e f f d  on banks in case a deficiency is found, as this remains a pibt 
program. In addition, before October 2004. the regional eiaminers will have to submit lo the 
Task Force their comments and suggestions to fine-tune the RAS and suppon it full 
implementation in 2005. 

The Report of Examii ion  format will remain unchanged until the pilot program wars iu 
completion. After every risk-based exam the examiners will produce separaie memos for 
each risk category, together with assessment factors and risk mauices wpponing the 
conclusions. The reason for such decision is [hat the NBU has not had a chance to t e s ~  W 
proposed Repon of Examination format at any examination. Such rests will be done during 
training and follow-up examinations. Only after NBU has collected practical ex- in 
using RAS will the amendments to Report of Eminat ion  will come into e f f e a  

C o b c  lo asski & Task Foree in the inv,IemcnIarion of RBS mining pian Ah-iwm: 
Anhbnom, AH; NBU Gwntepart Tash F m  

The technical training for the potential instructors of RBS seminars was held November 10 
through November 21, 2003. Twenty participants succcnfully completed ihe seminar. 
Course materials included brief presentaliom on Risk Based Supervision. Risk Managanent 
Systems, CMporate Governance and included mmplerion of an extensive ca+e h d y  co\tring 
all nine bankii risk areas. Using the mwse material and feedback form ihe pnnicipants in 
this two-week seminar, we are developing an abbreviated, k - d a y  seminar to be heU in 
various NBU locations in 2004 and 2005. The abbreviated seminar will addiss the nine 
banking risks in a more limited fashion and specifically focus on the risk asseamen1 qrtem. 

C o b e  dovbpmcn~ of &e Onsitc Manual and other supcnnimy I o k  ..La& in rhc 
imrance of revised Chpirrs of the Onsite ManuaL Adsiron: Ladokhine Barano~ich. 
Blimling; NBU ConMapoa Task F o m  

We presented a set of recommendations to the NBU regarding the ONIV Manual re\~eu 
including the following: 1) to publish and praarcall) implement the chapters dc. . * 

earlier, used informally, but not officially adopted; 2) to ekpand the Onsite hlanrw, ..?,, 
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Banking Supervision Manual, specilically. by including a chapter on Ofiite Anal>-sis: 3)  to 
review the Manual in order lo make the terminology consistent with the Risk Assey%menl 
Synem and Policy Guidelines for Comprehensive Risk Management Sysremz in Banks: and. 
4) to make sure that corporate governance principles are adequately reflected in h e  hlanual. 

Orlinue lo PEF& Uu T d  Force in thc in#enu&n of RBS training plan. Advisors: 
Anlonow, AU; NBU Counlcfpa: Task Force 

Our miect  is in constant amtact with the Task Fonr. In our discussions during each of the - 
risk-&xi supervision semi-, we are assisting the members of the Task Force u-irh arras of 
possible impmvement in the risk-based supervision plan. We have carefully emphasized m 
;he participants of risk-based supervision seminars conduacd in Kyiv and inregions hat  h e  
risk-based assessment system and risk-bared supemision plan is a working document. to be 
viewed ar a living document. The seminar participants have expressed a desii for more 
detail with the risk assessment system and we are exploring wa).s to assin the NBU to -give 
more detail, without making the document too cumbersome and unusable. 

Conlirurc the akvdop~)~~nl of the Om& Manual and olikcr snpuviror~ look Ania in r*c 
h a n e e  of nvivd Chaplen of the Om& Manual Advirors: LndoUino. Bamnokh. 
Blimling; NBU Comtepwi: Task Force 

We delivered recommendations for a quality assurance function within k Banking 
Supervision Department. We continued to discuss the role and function of the OK-siv 
analysts. Although the on-site inspectors have a detailed manual to folio\\ in their inspeclion 
process, the off-site analysts do not have a policy guide for their goals and general 
responsibilities. This is critical for risk-based supervision to develop properly. 

Conlirure to assid the TEf Force in the inu,IenunIarion of RBS training p k  .4dairon: 
Amwvo.  A&; NBU Connwpwi: Task Fore 

Our project continued to assin the members of h e  Task Force in h e  implementation of RBS 
plan By June 2W-i BearingPoint conwitan& together wirh dx NBU d u c t e d  I I (ek\en) 
risk-based arpervisi seminars in K i p  and in regions with 225 people at lcndi  Bavd m 
the feedback received from the participants. BearingPoin1 consultants @gelher with Task 
Force maabers are designing modifications to h e  course for the next year. e.g.. focta on 
individual risk categories, m e a ~ e m e n t  tools, etc. 

Codww the ~ b p ~  of the Oariu M& and &r squmkory IINBIS .&is# in the 
issuance of r e i d  CIqplus of the Om& ManuaL Advisor% Ladokhinq Bamnobich. 
Blinrlirrg: NBU Counlefpar(: Task Force 

We have discussed the fonnat of the On-Site Manual and various supemisor?. tools at ea-h o l  
our risk-based supervision seminars. We alw, plan to visit commmial bank inspections in the 
third quarter of 2001 to discuss the Manual further. All examiners have read the \lan~:al 3 r d  

claim to use the Manual at on-site inspections. We have received many cornmen& r c  .; : . . t  
the Manual finthez to more closely match the risk assasment maoix. We will dercLhp io. 
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chapters of the Manual and amend certain previously completed chapter in the final year o i  
our pmject 

2. Offsite Analysis: MIS reports modilied, based on the risk-assessment 
methodology. External audit results incorporated into the supeni.wr~- s tn tcp  
of banks. 

Contiiuu to ass& the CDBS in dev&ping theu s q u d w r y  amIegies for banh to &de 
rcnrlYs of the iuterMVudcma1 audits Advisorst KmXenb; NBU CounfrtpzrL- Imnrnko, 
Faber 

We did not perform activities in this a m  during ihii quarta. 

Make ~ ~ n s  and paid in imp&uen&tbn of changes and auWioas to repming 
requiremen@ subsequent to fializhg the RAS Advisors: KuIYnko, AU; MBO 
Countupam Task Force 

The NBU Board of Directors appmved the risk assessment system on March IS. 2001. 
Cwnected to this appmval pmcess, our advisors have assisted the GDBS with \ariaus 
reporting and information changes for MIS. including the supervisory s u a t w  document and 
the Bank Dossier. These changes are being discussed in connection with our risk-hased 
supervision seminars in the regions. We will continue to assist the CDRc \ r t t t ;  

recommendations for other management information reports rhmughout the year. 

3. Licensing: Requirements for both renewal and new bank l i n u s  are cbamgcd to 
require risk management systems that meet NBU standards. 

Conrirure work w f d ~  the Legal DcpnrbncnI in the dmbpnun~  of a liccrrrirqe f v n u w d  
necdcd to e- 00- banks appmp&e& a d d m  the Risk Ma- Jlrslcn 
funcbbns a~ ik of licrnsing. Advkvm Gegenheiav, T&r**o; NBU Cinuuetpzrt 
N B U k g a l ~ n I ,  P & d o  

Drafl amendmenti to the Law on Banks and Banking Activity (Banking Law) have bePn 
develcped. Alricles 17-20 addm issm related to lieensing. The amadmenti are to be 
corrsidered during mund table discussions with the Legal Depamnent by Dgember 3 1.2003. 
h e  to masons beyond wr control, working group on amendments to Banking Law dated to 
issues of risk management ?stems (including addresing the risk-managemart functions at 
the time of licensing) was not formed in a timely manner. I t  should commence activin onl? 
in early M0J. Please see comments in Section 5 "Legal issues". 

Our legal advisors advised the NBU working groups on the banking law and implementing 
regulations. primarily in the area of related parties to banking operations. prrn;.r.t: I:--' . 
of concern are amendments to the banking law as it pertains to: 'essential panicip.~. ; 
banks, the concept of "beneficial ownership," and related parties. Advisors have m a  i r  ilii '.:: 

BemingPoht, Inc  4 June rn 
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Ivanenlio, Ms. Farber and Mr. Novikov to present ideas and suggestions for provisions tlut 
we believe the NBU should advocate in the amendments. Advisors have also anenlsll 
working group sessions with NBU representatives and reprexntatibes from the Badm 
Association to discuss the proposed amendments. We are continuing to work on lhac i t e m  
as well as preparing for discussions later on audit requirements, bank c o p m t e  g o v a ~ ~ c  
and consolidated supervision. 

Our legal advisors continue to advise the NBU working groups on the Banking Law and in 
implementing regulations. including requirements for licensing activities and risk 
management At present. Artick 19 of the Banking Law requires that members oithe h k ' s  
supervisory board and management board have appropriate education and experiem 
necessary to manage a bank. This is a good concept, but more is needed. This threshold 
should be much higher to include a proper internal audit function and risk managemen1 
capabilities. We delivered a comprehensive set of reoommendations to the Banking Law 
regarding licensing activity in May 2003 and have continued to prnh this a m  i u h r .  TIK 
Banki i  Law (proposed Article 44) would have wnsidenble more detail regarding the 
expectation of risk management and audit functions than in the current edition. 

The propowd Arcick 44 of the Banking Law contains much stronger and more detailed 
language regarding risk management and internal controls and audit activities of bank 
including the following: 

Each bank must have a comprehensive and a d e q a e  system for determination 
evaluation, monitoring and control of all risks. 
Each bank must have a system of internal controls and management information 
sy- that are appropriate for the bank's size and complexity. 
Each bank should have committees for risk management. internal audit and conduct 
review, h i c h  should report to the Supervisory Board. 
Each bank must submit an annual report to the NBU c o m i n g  evaluation o i  in o\\n 
risk management and internal audit units. 

We are continuing to work on these items, as well as prepring for discussions later on bank 
corporate governance and risk management, capiral of barb, purchasing by banks o i  their 
own shares, bansactions with connected parties, and consolidated supervision of %anking 
groups". 

4. Organization and Staffing: Supervisory personnel are trained in risk-based 
management. Tbe organizational structure of the Bank Supervision Department 
will be reviewed and cbanged to refket the evolution of risk-based managemenl. 

Work with the T& Force, NBU Pcr~onneL and it& Ba~&Dwb Cram projec~ in 
akwhping and iwplenunling RBS training lo begin in I& 2tW3 and continuc rhroughour 
2001. Advbn:  Antonow, A& NBU Counlapati: TPrt Force, NBU Pcrso~cl 

-N 

Organiition of course delivery and logistics was coordinated and discussed nith t!w 
Personnel Department and GDBS Tnining Unit The NBU Personnel Depamnent a:.: ' ' \  
assisted EbwhgPoint in selecting RBS instructors horn the NBU. The pawns se1~v~c.i :; 

Bearingpoint. br 5 June ZOOj 
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aIw, be expected to anend Dutch Grant's Train-the-Trainers course (Resenmion Skills). 
Technid training for the RBS hainen was completed in November 2003. 

C o d m u  efforts to organize and deliver w i o u s  workhtudy and training oppominitic+ in 
Poland and the United Smtes Advisors: ANOMW; NBU Counterpart: Iwnrnko, .%BL' 
Personnel Lkprbmnt 

We pmvided a pmposal to Mr. Pushkariov on the selection of GDBS p e m l  members f a  
study tours abroad. 

Wi BearinePoint advisorv assistance. Ms. Ivanenko. D~LWN Direnor of the Genral . . -  
Department i f  Banking SGrvision, A i p a t e d  in the course development of a seminar 
("Best Practices of On-Site Examinations: Regional Experience and Chal1en.w- for CEE and 
former Soviet Union countries) organized by the  rain& Initiatives for & i  Supervision 
("TIBS") of the National Bank of Poland. This seminar was held during the week of 
November 17, 2003. Ms. lvanenko made presentations on the Ulrrainian bank -ision 
expexi- and chalknges. Three other persons from the GDBS also anended this lonun. 

Bearingpoint advisors continue to work closely with the NBU and TlBS on hmrre topics for 
seminars and moperation avenues between the NBU and TIBS. We are also conder& a 
fubrre trip for the GDBS Training Unit Manager to visit TIBS for the purpose of diussing 
best practices, policies and approaches to organizing a self-sufficient and effective mining 
function for the NBU bank supervision area 

Finn& proposal to provide Engkh lessons for future paniciuanrr in I r .S -bad  
workhfd~ program Advisors: Ladofhim: NBU CounIcrpam Fa&r. I~nnrntn. 
f u s h k a ~ w ~  

This issue has proven to be politically sensitive, and it was decided to poupar English 
clases until the GDBS management specifically requests assistance for the participants of ihe 
study tour. The candidates are to be selected by the GDBS management and in compliance 
with criteria stipulated in the proposal mentioned above. 

C o h c  *e Cchpnsent and trplementation of RBS training PC4gmm Ahisorx- 
Awnow, All; NBU C o a q n v t :  Tash Fom,  NBU P e m d  Dqnmw~at 

We developad training materials and delivered a %dining-of-uairms" ("FO'I") session for 
risk-bared atpervision in November 2003. A gmup of inmucton h Kyiv and regions =as 
selected by the NBU and BakgPoint to assist in the future implementation of risk-bawd 
supervisii bainiig. During the next quarts. BearingPoin1 will focus on fomrPrting training 
mataials and on the development of the bat delivery mechanisms - combination of distance 
and cksmon~ training. Selected individuals fmm TOT gmup will be heavily involved in h e  
development and h in the delivery of the risk-based slrpervisii training. 

Co&e Nortr to organize and d e h r  wrious wrk/shuiy and training oppominuks in 
Poland and the United States Advirors: Antonotn; FBU CouNcrparI: Isnncnko. VBl' 
Pemnnel Dqmr tn~N 
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In November 2003 several senior managers of the General Depanment of Banking 
Supervision participated in the seminar "Best Practices of On-Site Examinations: Rr+naI 
Experience and Challenges" for CEE and fonner Soviet Union countries organized b> the 
Training Initiatives for Bankiing Supervision (TIBS) of the National Bank of P o l d .  hls. 
Ivanenko, Deputy Director of GDBS. delivered a training m i o n  on the Ukrainian bank 
supervision experEence and challenges. GDBS used this opponunity to discuss fume 
cooperation between TIBS and the NBU. BearingPoint will continue to facilitav cooperalion 
between the NBU and the NBP in the area of delivery of the joint mining prq@rams. 

According to the NBU 2004 bainiig plan, TIBS instructors plan to deliver a seminar on thz 
Polish experiertcx of risk-based and c~lsolidated supervision. 

BearingPoint presented to the NBU the list of international mining COIMSCS organid b> 
OCC for bank v ~ s i o n  experts for 2004. If desired by the NBU or the GDBS. 
BearingPoint will facilitate participation of experts in these US-based m i n i  sessions. In h e  
meanwhile, BearingPoint will continue to look into oppormnities and possibilities to organize 
and delivex a study towriternship pgram for GDBS examiners in the Unired S-. 

An& ond f a c W e  the org&lion of En@h lessons for fhure pariic- in U X -  
llipMd wonVdudy program Advisors: LodoUina; N5U  count^ Faba, I ~ u n * o .  
P u s h k a ~ ~ ) ~  

Please see above (September 30,2003) for comments in this area. 

C o ~ e  the dcvrlopmrnt a d  hplementahn of RBS mining program .4&+wm: 
An@now, AM; N5U Counterport: Tasti Force, .W5U Personnel Depar~mrnt 

During the first quarter of 2004, we have assisted the RBS Task Force with d e l i v e ~  of h e  
risk-based supervision seminars. The seminars were held in Kyiv (2); and Zaporizhzhj-a 
Clmkasy, and Dniproparovsk. Over the five courses. \re had an estimated 70 ~ ~ ~ I S I ~ . U I U .  

The participants were active in discussions and have voiced their m n t r  positibr d 
negative about the new system. The participants are mostly cautious about the amount o i  
subjectivity in the new risk-based supervision system and their resultant ability to dcal with 
the commercial banks armed only with opinion. All pakipants say mom va in i  and 
experience is neassary to fully implement this program. A more derailed wcmmu) of 
participant amcems is aaached to this report as Appemdix A. An additional six seminars aw 
planoed for the second qmtia of his year. By the ad of 2004, the NBU plam to haw as 
many as 16 seminars on UK new syslem covering the majority of the regions. 

Conhue &om to o w  a d  deliur Mli0u.s work.&& and bninhg ~~ in 
Pdcrnd d the Unircd SUIC+. Advbrs: Anlonow N5U C w n q m ~ ~  Iwnenko, XBL' 
Personnel Dqamncnt 

BearingPobit advisors have c o d i  a one-week discussion lmwaa, the National Bank of 
Poland and the National Bank of Ukraine on the topic of risk-based supewision. Gmen! 
agreement has been reached on the agenda items and the persons lo be invol\d: ho\rz\=~. 
timing remains an issue. The National Bank of Poland will cover all coss of materials 
prepration and speakas. The National Bank of Ukraine will wver housing toss ' - '% * 
through BearingPoinl, will cover transporntion and interpretation. This stud) \ t-.t .ik 
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originally scheduled for the last week of May; however. this date interfered uith preparatims 
for the next TIES course to be delivered during the fist week of June. As a m u l ~  ur tw\t 
tentatively agreed that this study visit will take place in September of this year, uith pzrvwts 

from Poland \+siting Ukra i .  

Co&c fhe a2v&patent and imp-n 01 RdS bcrinlrg pmgmm Ah- 
Anlonow. A& NBU CounterparL: Task Force, NBL' Pcmnnd Dtpannum 

During the second quarter of 2004, we have asshed the GDBS in the d e l i \ q  of ii\ riik 
based supervision seminars. These seminars were conducted in Kyiv. Donetsl; Lviv, 
Kharkiv, S i e r o p i l  and Odessa. with over 150 people participafing. Over the eleven cowses 
conducted in the fmt and the second quarter. we had an estimate of 227 pwicipans. The 
pGvticipants were active in discussions and made positive comments about the new ?=em 
and v o i d  their UMCP~.  The issue of subjectivity in the new risk-based supervision system 
continues to be voiced. All participants as well as GDBS management say more training and 
experience is necessary to fully implement this program. After I I seminars that u u e  
conducted, it became clear that the NBU needed to develop training materials and conduct 
training in specific risk categories, as well as measurement tools. An additional five ieminars 
are planned for the second half of &is year. We are no# planniig to make signif~ant changes 
to the format of this course. The schedule of c o u ~  conducted is anached, as well as the 
schedule of course planned for the second half of 2004. 

Including the bain-the-trainer seminar conducted in November 2003, the number of banking 
supervision employees trained in risk based supervision totals 247 peopk, or approtimatel> 
35% of all supervision employees of the NBU. Of note. over 80.. of seminar participants 
w a e  women. Our initial, overall target coverage was higher. but after the RBS mining plan 
was developed, over I50 employees hom the foreign exchange control b c t h  were addad to 
the GDBS. With five seminars scheduled for the second half of 2001, we plan to cowr o\er 
HTh of all BS employees by the end of 2004. 

'Ihe participation of the NBU insmrton in the delivep of RBS c- significantly inch 
over these three months. Whereas during the first s e m . ~  approximatel) M30% of die 
course was delivered by the NBU instructors and the rest by BearingPoint consulan& by the 
end of the second quarter of 2004.60-70% of the material \\as delivered by the NBU staff 
from variw functii of GDBS. m n d y  the GDBS has approximately 10 irtmvmors iin 
Kyiv and in regions) who are able to deliver various pans of risk-based supmiiion rouse 
Bearingpoint will continue to assist the NBU in the delivery of risk-based supervision 
training. as well as in the development of the cadre ofinsuuctors to suppon self-sustainahilit? 
of the GDBS haining funaion in the fume. 

It is envisaged that in the third and the fourth qua* of 2004 the NBU innnrron. under 
BearingPoint wpavision and coordination, will deliver tk majority of the risk-based 
supervision course topics. Then BearingPoint advisors will assist the hBU in the 
development of the w w  course format and content for 2005 risk-bawd supenision mining. 
Changes to existing course format will be discussed later afier 2001 risk-based supemision 
haining is completed in its existing format. I t  is expected hat BearingPoint advisnn will 
assist the NBU in the delivery of risk-based s u p i s i o n  training thmu&out tk F,; ::' 
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duration. Our vision of how assistance to the GDBS training function could be organ~zal IS 

a c h e d .  

On June 29, our project team c r d  a milestone with respect to risk-based wtpn. is i i  
implementation. Bearingpoint advisors delivered a halfday, risk-based supewision case 
study to the NBU's senior management (Deputy Governors) and GDBS senior management 
(all Directors). This case study highlighted many issues relating to a bank's deteriorating 
condition, which were not apparent by merely studying the bank's fwncial ratios. The caie 
study described the p-active nature of concepts of risk-based man. zn a me(hod of 
addresiig the root cause of bank pmbkm before k s e  issues appear in the form of 
deteriorating financii statemenu. In addition, the case sndy highlighted shon-. medium- and 
long-tenn recommendations for full and effective implementation of risk-based supexvision. 
Certain members of the NBU's senior management \\-ere skeptical of the subjecti\ il? crf r i i l -  
based supervision prior to this case study; however. many indicated they saw risk-based 
supervision in a new light aAer this exercise. Our team immediately followed his case stud>- 
exercise with a comprehensive action plan (attached) for implemen~ation of risk-based 
supervision to build on the momentum and undentanding of this concept ;u the senior-mos~ 
levels of the NBU. This action plan is now being used as a basis for several worliing groups 
at the NBU focused on implementation of risk-based supervision. 

Continue @om & organize and deliver turions w0rWktud~ and training o p p o ~ ~  in 
Pohnd and lhe UUnitld SUtcc Advisors: Anfomw; NBU CowlCqwf: Ivo~cnto, KBL' 
Personnel l kpr tn~n l  

Bearingpoint advisors together with GDBS and P ~ M N K ~  Depmment of the NBU antiousd 
to coordinate a one-week discussion behs'een the National Bank of Poland and the National 
Bank of W n e  on the topic of risk-based supervision, focusing on the i- of credit risk 
assessment, meaarrement, on-site examination planning. etc. G+naal agreement has been 
reached on the agenda items and the persons to be invdved. This seminar is scheduled for the 
week of September 6-10, 2004 and will be conducted at the premises of rhe T & i  
Academy of the NBU in Kyiv. Currently the NBU, the NBP and BcaringPoinr am 
coordination cost sharing schemes for the delivery of this course. The National Bank of 
Poland will cover all costs of materials prepantion and speakers. 

On May 31 - June 4. 2004 three representatives of the GDBS pmicipa~ed in the cease 
delivered by T B S  of the NBP. This course was dedicalcd IO h e  issues of C d i t  Risk 
Management Mr. Oleg Koniushko, Head of Large Bank Monitoring Di\ ision of he  GDBS. 
made a presentation on credit risk management practices in Ukraine. Our advisas anischi 
with pqmation for this presentation. All represenlatives of the NBU who parlicipalad in this 
course commented on the excellent quality of insauction and organization. This couw \\as 
conduaed in Russian and was anended by representatives of crnnal banks of chc fomra 
Soviet Union and Eastern and Cenval European countries. 

As ~~ qmvision is dtwlopd within likC GDm, make -RS 10 
nu mag em en^ concerning poteniial changes in organizational musmrcorn (Conbnuaaion 
fromyear I. Advisom: BMing ,  Wkon; IVBU Counlerparl: Shlupak, A r r h ~ w v  
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We have provided assistance in the formation of a new department uithin the GDBS. The 
department combines the Methodology, the Economic Analysis, the Suaie-gic Planning. a d  
the Enforcement Actions Units into one depamnent called the Depamnent of Merhodolog\ 
and Strategic Planning. Ms. Svitlana Faber heads h e  he deepanment. and the pnvious units 
are now divisions with slight name changes This reorganization results in having four 
depactments reporting to Mr. Pushkayov rather than duee departments and four uniu 
Additionally, a new unit within the Methodology Division, called the Risk Based Supewkion 
Unit, has been formed. We are working closely with this new unit in the development of the 
supervisory manual and other RBS tools. Ms. Farber is our prirnar). count+rparc for the 
overall banking supervision development project. 

Building upon information we have ascerrained from our risk-based supervision seminars and 
from many discussions with NBU senior management and senior management of h e  GDBS. 
we have developed an "action plan" for full implementation of risk- based supen~s~on at h e  
M U .  The action plan is anached to chis repon Certain actions within the plan are o f  a 
short-term nature. but much of the plan is oriented toward the next five years of dc\.elopment. 
Deputy Governor Shbpak has accepted this plan, and asked each of the major units within thc 
banking supervision function to develop their own action plans to mba these hger-~enn 
goals. We expect the NL3U to form various working groups in the r h i  quana of 2004. We 
will assist the various workiig groups in theiu formation, organization and c o d i o n .  

5. Legal Issues: Elements of tbe legal fnmework are furtber elaborated which deal 
witb different aspects of tbe banks' required systems of risk management. Im 
particular new implementing regulatious a r e  developed requiring risk- 
management units and board-approved risk limits within banks. Am amemdmemt 
to tbc Law on B a n b  aad Banking is developad to require the internal auditors of 
commercial banks to report to the Supervisory Council of tbeir hailk (rather 
tbail, as currentty required, to their Board of ~ a i l ~ m e n t ) ~  

Working w f i  the CDBS and NBU lrgcrl LkpvlmenI, ass& in the ddorloprmu of 
anundmcnts to Be Law on Banks and Banking (and &cd bus) in order to impvw &e 
kgd fmnnuork for imple~nting risk-based wrpcmiswn and eorporpIc gobrrnancc in 
banks, wing as a basis Be mas idct@ii in Year I.  Advirors: Tely*, Gcgenhcina; 
NBU Gwntc- Iuwunko, NBU Legal Deparmund 

Since the NBU h a  decided to submit their popored amendments to the Banking Law in 
segments divided into d e f d  topics, extensive W i n g  group meetings dedicated to specifi 
issues have been conducted and will be conducted throughout this year and ext year. 

This d m  calls f a  the implancnlation of new l aw and rcgulalias and unading cumrnt legislation. 
We feel lhal a thmough review of all patinen1 larrs and rcguiuimr along ~ i l b  full -1 and 
cmpaation hrm NBU Bank Supemision and Legal Drpsnmcnts arc mrrar?. k r m  impkmenwirn can 

take place. Tkrefore, the actual implernen~on phase mqv only be accomplished afta ormidslhlc 
racsrch aad consultation with NBU managmKnl and &, .d andbanking i ndw- .  Ourmisiaki -- r-: 
development of Laws and Regulatiom uill coincide with ihc KBU Comprehensive Plogram of the 
Development of the Ukrainian Banking System. 

Bearingpoint, Inc. 10 June -W 
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The f i t 3  two working groups lhat took place in July-August were dedicated to external audit 
and benefzial ownership concepts. Participants of he working groups habe acqxed man! 
of OUT recommendations. Even though the language has has bemiderabI> changed. 
approximately 80% of he underlying concepts were taken into consideration. The proposal 
amendments are to be approved by the NBU Council some time in mtd-iktober a d  
submitted to the Rada 

Bv December 3 I, 2003 

Continme to asid in the dcwlopmrnt of nmeadkals to he Law on W and Baking 
(and other hm). (This is k line w& the Y C o n p r e h ~ i ~  Progmm for the Dnrbpnrrv 
of the Banking Inakmy," which ma the NBU will submit suggmed ollyndmws IO the 
R& by 1~31m3.1 A,WOK TCIYCL~,  ~ ~ g c ~ k c t n r ;  NBU COUUIC~WC ~ w e h ,  NBL; 
LcgcrlD-W 

We developed and distributed to all concerned parties withiin IIK NBU furcha 
recommendations on amendments to Banking Law in area of corporate governance and ria- 
management systems as well as in area of mmlidated supervision. 

Mr. Gegenheimer and Mr. Telychko held meetings with Ms. Faba. Mr. Novikov. Mr. Uvamv 
and other key p e ~ ~ e l  to discuss m x m r y  amendments IO Banlrig Law and reasons for u, 
a slow process of making amendmenu. The major problems displayed arc: I) political 
reasons; 2) internal conflia between the Legal Department and General D q m m n t  of Bank 
Supervision; 3) overioad of the NBU legal depamnent with orher w d  white human 
resources are insufficient; 4) s h w W  changes within he NBU; 4) intention to intohe 
commercial banks in the process of discussing pmpmed amendments to the law (though. it is 
neoessary since interests of bankiig community are strongly presented and lobbied in the 
P d i e n t ) ;  5) changes in approaches related to forming packages) of amendmns. Due to 
above reasons. the work on amendments related to beneficial o w M i p  concq and external 
audit is not finished yet, though relevant workiing groups s m e d  their ~ i v i t i e 5  in summa 
2003. Working groups on other issues were not formed yet. 

As of late December 2003, the NBU decided to pmvide recommendations on amadmenu to 
Banking Law in one comprehensive pdage tha~ would incorporate wammadatiom r e l a d  
to beneficial ownership, audit, corponte govemnce. risk-management 2-gems (including 
addressing RMS issues at the time of liceming and reinforcing IIK NBU aumoricies) and 
possibly consolidated supavision. The w o k i  poup dedicated to Ihase inua is wppovd 
to start operation in early 2004. It is expected mat ~ t u a l  amendments to W i g  Larr will 
not take place until end of 2004. 

I & ~ N B U r r g v h l i o r r r ~ ~ d ~ c r r a ~ & o f ~ b y e L e R d . d L c  
pa&* ofhw M Y I I ~ M  arb& in Daunba  2M3. (Qfcoursl. this cawvs 1Lc 
package actually ir submined by 12DIA3, and that the R a h  advrrlly posses ir or passes 
d i n g  that reasonably raembla the package) A,WOrs: Te&rhko, Grgenhetnr. 
Burhh;  NBU Counfapa* lvaneuko, NBU +I DtpIDncnf 

The amendments to the Banking Law have not yet been finalized for submission to :!-c :~~ :~. 
See above for a diiussion of the remaining contentious items c o m i n g  related n!.; :- 
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banking operations. Nonetheless, our legal advisors have identified several regulations that 
may need to be amended once the law has been parsed, assuming it will conlain the wgp>ted 
amendments. 

Bv Jnne 30.2001 

Proviclc SQCCYK suggcsab~ for I M C ~ R L S  to d i n g  hrBU rcguhbas. or f w  m. 
WghliON, I0 b p / C ~ l l l  SlIggcsabILS C O M K ~ ~ O ~  w&h fidings 0f p r~bUS pYUlWlS 
Advwrs: Tdychko, Gcgcnhcimer; NBU Cou&qmrc Iwmcnko. NBU Legal Dcpomvnr 

A set of draft amendments to the Banking Law was recently submined to Parltament. Ow 
advisors assisted with the submining amendments to the Banking Law as I: penam IO 

ownaship structure of W i n g  organizaIions, submission of information by -essential' and 
conmlling participants, strengthening enforcement measures regarding violators o i  pnor 
notification procedure for plrmhasiing of Nth participation. W regisbation. and eltemal 
audit requirements. 

Our advisors worked with the NBU and its aitical counterparts in disclasing ihcs 
amendmmts and readying Parliament for their submission. Advisors have attaded uwlting 
group sessions with the NBU representatives and reprexntat~ves hom the Was 
Association to d i  the proposed amendments. Advisors have met with Ms Ibanenko. 5ts 
Farber and Mr. Novikov to present ideas and suggestions for provisions rhar uv bellebe h e  
NBU should advocate in the amendments. 

11. Tbc banking community undeniands and accepts risk-based snpewision. Tk contnc~or 
will advise and w b t  ibe National Bank in the ebbontion of regulator?. siandards a d  an 
action plan for implemmtntioa of  risk-based supervirion at the commercial b a n k  

1. Compliance: NBU GDBS develops a plan for compliance witb tbe nca- 
regulations on risk-based supe~ision. 

Work with the Task Force to f@ imp&n~nt the conqdhcc plan @nn of RAW 
plan d01ckyed in M a y  2 W )  by Decadw 31. Z W .  A M = -  -. 

WrLron; NBU C o u n t c ~ :  Task F o m  

D i d  were held with key members of ibe Tssk Force on how IO proceed uirh the 
implementation of the compliance plan More specific daails and recommsdations uill be 
focthcoming in the nea quaner. 

C o n l i ~ ~ ~ e  Working with Task F o m  to f@ bpLnuaI tk conplipncc ploll by 
Decanbrr 31,2001. Adviron: lilinrlig, W h n ;  NBU Cw~Icqml: Task Force 

D i i i o n s  were held with Ms. Faber mnceming implementation of the Risk Rz-t.n! 
Supemision initiative. However, due to continued p e ~ ~ l e l  changes within r ! : ~  - -. 
supervision area and extensive holiday leave for major contributors to the initiatib-e. li;irc x. 2- 
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formally decided. Ms. Faber intends to begin the use of the Risk Based Supen ision m - h  
in 2003, but will not be able to work out all the details until earl) in Januaq. 

Bv March 31.2004 

Conlinue working with the Task Force lo fu@ i r * p I c ~ n I  h e  coqdiancc p&n br 
Dcccntbu 31.2001. Advisors: Blimling. W h n :  NBU Counreput: Tad Force 

On March 15.2002, the NBU's Board of Governors passed the "Resolution On the .Am\al 
of the Memodological Guidelines for Bank Examinations, "Risk Assessment Sptem." 
Several memben of NBU senior management were wavering on their suppon of the net\ 
system; however, the NBU Chairman fully supported the roncept. Our mow critical 
wunterparl in this effort is Ms. Svitlana Farber, and our project has devoted consijrrable 
resources to assisting her with developing proper arguments in favor of rid-based 
supervision. We mt inue  to participate in banker's meetings regarding the rrcommadatiorrs 
for risk management for commercial bsnks. This docwnent is also nearing its completion 
and will provide a higher level of t m q w e x y  of expectations to the c o r n - i a l  banks. 
During 2004, iqectors  will officially continue to inspect banks wder the CAMELS s y e m ;  
howwer, they will also assess the bank under the risk aswssment system. Afler each 
inspection, an internal re- will be developed showing the risk assessment ofthe M being 
inspected. These 'practice" reviews will emure a deeper understanding of rid-based 
supervision before the program becomes effective in 2005. 

Conlinue working with the Task Force lo fuUy implement the compliance plan by 
December 31.2001. Advisors: Biimli~~g, Wilson; NBU CounterpH: T a d  F o m  

The compliance plan for implementing risk management in commercial hank, IS a 
combition of three areas of our project: the risk assessment system being implzmented bk 
the NBU, risk management guidelines and banker roundtable dixussions. The risk 
assessment system allows inspecton and bankers to disc- the various concepts of risk 
management and the expeaations of the NBU. The risk management recomm+ndaii an: 

dralled and edited by a working group of NBU p e ~ ~ l e l  and the commercial bank. 
This higher f m  of t m q w e x y  and inclusion will bring about a bener document ad more 
accountability by the commercial banks. The banker d t a b l e  discussions allow a im 
fonun for nrggestions and recommendations. See part six of thii section for a more complete 
d i i i o n  of the banker roundtable dirunions. 

2. DirgPostie: NBU Bank Supervision Department (CDBS) reviews the maim 
products rmd services of a sampk of the two tiers of larger banks (about 25 
banks, recounting for over three-fourths of baekiug system .sets) amd rsvsvs 
the types of risks rcknnt  for each. 

Asirr Task Force in dedbping a procm that will allow Iht GDRS lo nmiruain M y  
information on airring and neu producLv that comnurcial banks o m .  4dvirnrr: 
B h h g .  WrLFon; NBU CounlerpaH: Task Force 

Bearingpoint Im. 13 June 
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We have developed a risk matrix for ux in our RBS training seminars that cat@= 
banking risks by risk category and by product categov. This will be used as a guide tor h e  
GDBS describing new products and services, and the risks inherent in each. U s  \ r ~ l l  a h  
incorporate amendments to the On-Site Manual for new productr and services risk. 

As& Task Force in the @&amtalion of a pmcus that wiU aUow the GDBS lo -in 
infornrntion on uirdng and new prodvca that conunerciPI bank oflcr. AAhison- 

B-g, Whn; NBU Cat-& Tash Force 

The task force was heavily m e n b a t e d  on implementation of risk-based supeivisi 
concepts in general as well as delivering the baining seminars. A matrix of risks applicable 
to various products and services will be developed in the third qumer of 200.1. The most 
effective pocess" for maintaining timely information about new products and savices in 
using the Memodology Unit as an apex for information from supervisor?. srmtegks and 
inspeaiorrs and continued meelings with banks on an informal basis. The NBC has 
committed to both of these concepts thrwgh acceptance of the action plan for implementing 
risk-based supervision. Additionally, in 2005, we expect the risk m m p n c n t  
"recommendations" given to commercial banks will transform into a regulation a d  k - m e  
"requirements." 

3. Template: NBU BS develops a template covering the panoply of r isk and 
describes the key elements needed for a n  effective risk managememl sp tem.  

Asriathe Task Forcein J i i t h c t a t h g o f  t h c R R i r f A n n w a t @ a a n ( R I S ) u d  
p r o d  a dmJl of policy pidcI ins for Risk Management in Banks Ads* 
B h h g ,  Whn, Vame, Ladothino; NBU Counterpart: T& Force 

The Risk Assessment System (RAS) was f d i z e d  by the Small Working Group o i t k  RBS 
Task Fom, based on the results of its p i b  bank testing and furlher discussii by Ihc Task 
Force, as well as W i g  into considemtion comments and pmpogls of NBU branches and 
commercial banks. The RAS is ready to be appoved by the Task F o m  and the NBU B o d  
of Governors. A major change is lhe merging of the Opeiationai and IT Risks into an 
Opaatiom and Technology Risk category. 

BeaiingPoint a d v i m  drafled and submined lo the GDBS -Policy Guidelina to Risk 
Management Systems in Commercial Banks" based on best in~ernatiml practices lhr. 
Guidelines are to be f d i  by the GDBS and ofliciall) issued b! the end or ?MI> Te 
facilitate this, the GDBS established a Working Gmup that includes seven reprrprntativm of 
the NBU, seven ~prewntatives of commercial banks, and Bearingpoint advisors. The 
objective of this WorLing Gmup is to finalize the Guidelines, caking into consideration 
comments and propods of all interested panies (NBU u n h  and bmhes and commercial 
banks), and prepre a final official issuance. 

Bv December 31,2003 



Ukraine Bank Supervirion Development 
Contracf #PCE-i-00-99- TOW27 
Quarterly Repon: June 30.200J 

Assist the Task Force in Jiilizing the policy guidelinesfor Risk Mawgcnvru @3ums in 
Bank Advisors: BMing.  WILron. V w ,  LadoUina; NBU Cou- T d  F m  

The policy guidelines remain in the f d  development stage. The working group made up of 
Task Force members and commercial bankers has been established and hey are curpenil~- 
working to revise the initial draft. It is anticipated a final dnfi that uill be sent to all 
commercial banks will be issued early in the fust quarter of 2001. 

The working group met twice in the fourth quarter of 2003. At the second meeting in 
November, the inputs and comments of bankers were discussed. In pmicular. there were 
questicm on the functions and responsibilities of [he Risk Management Comminec. the m k  
of the Supervisory Council, the Board of Managers, the ALCO. and i n 1 4  audit. The NBU 
and BearingPoint position on these issues was presented to banks based on the principles of 
Co-te Governance. It was alw, suggested chat for the next meeting the banlir uouM 
prevnt their ideas on the management of spaific risks. The input of the banks has been 
received and is being summarized by the NBU and Bearingpoint. The linal discussion of rhi 
input and the meeting with the banks are scheduled for the middle of December and earl! 
January, respectively. After that it is planned chat the Guidelines will be distributed f a  all 
banks and tlten in early 2004 parsed as an official NBU document. 

4. Tools: NBU BS develop tools for the commercial banks in impkmentimg -risk 
basedw systems, such as examples of poliiies, audits programs, hflS software for 
implememtntion by individual banks. 

Won* with the Task Forec, mist in the do*Lopnvru of look for c 0 ~ 1  hank in 
h p b u n h g  r&k mrrnagrnvru syslr~m. Advirors: Kutunko, All; hfBU Cov~npon: Task 
Force 

The "Policy Guidelines to Risk Management Systems in Commercial Bank- conlains a 
myriad of examples of policies and audit mideratiom for bank maMganenl to follow in 
developing a comprehensive risk management system, applicable to any panicular bank 
These recammendations continue to be d i d  with commercial banks and the burken 
association, with expected approval in the second quarter of 2001. Our project is also 
considering development of a second document specifically covering minimum requiremen6 
for mamgment information systems bolh at a senior management and a board of directors' 
kvel. 

Bv Jume 30.2001 

As mentioned above, the risk management recommendarions document - still not fmiized - 
h a  a myriad of suggestions for risk management tmls in commercial banks. From our 
banker roundtable discussions, it is obvious that bankers have read this document. evm 
though in draft form, and are already developing measures to comply I S : - : .  ::~.~ 
reamnx&ti~ts presented. We will develop a comprehensive document in the neu ! ~ 2 : \ 2  
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months mat will specifically address the i- brougbt forth by bankers in the tarious 
roundtable d i i i o n s .  

5. Risk-based Snpewismn Director and Committee: The NBU desigute a small 
group of examiners to be responsible for risk management implementation 
("Risk-Based Supervision Committee") and senior Bank Supenision 
Department Official ("Risk-Based Supervision Director"), who will bc the NBU's 
primary liiison with the banks in the implementation of the new methoddog).. 
This group is responsible for training other NBU examiners in risk maugememt. 
for reviewiag implementation plans and policies. and for evaloaling amd 
providing on-site asislance regarding the procedures developed by indiridnal 
b a n k 2  

The Risk Based Supervision Task Force is established and full)- functioning. This illusuali\e 
task is complete. Additionally, the NBU restructurrd the banking supervision area iit haw a 
separate risk-based supervision focus, including a methodolog) unit w*ich is our primap 
counterpart for this project 

6. Communication: NBU's "Risk-based Sopemision Comminee" develops 
seminars and prepares training materials to be made available to the banks as 
gnidance om implementation of risk-based systems and the mew NBU rcgahtiors 
in  tbis area. (A policy mannal should be given lo the bankers by the NBL' arfi, 
in the proeca to provide tbis guidance and as a basis for diiossion at mrctings 
with senior bankers.) 

h i s t  Ue Task Foru in the development and &hay of training, oourrroc* aaivdk. a d  
g ~ i d c ~ i n ~ ~  in ucu efforts to inform crnd ma in ucu d ~ r c r p ~ ~ ~ w  o/ 
risk management system (jnui of inpIcment&n phn dewloped in May 2003). Ah.irors: 
All; NBU C o ~ ~ :  Tmk Force 

The NBU initialed an ourreach session in late October for hank internal audiuvr During this 
two-day session various issues were discussed including the role of internal auditors in risk 
management and supervision-by-risk processes. Bearingpoint participated in rhis o d  
session by making a presentation covering -Bade Cornminee Requiremens to Internal 
AudidM" 

Aabt&TaskF~r~cin&ikcb~crnddcliwgof~,oulrrrc*aEniritia.d 
pddines in &ir efforts lo inform and crrrisl ~ ~ i a l  banks in their dnrbpmcnt o/ 
risk lllpnaguaentsysrcnrr Advisors: A& NBU Cwnlerpan: Tas4 Fome 

'Now We have &ermined thal a separale Dinaor and Canmiace is mc n c a s q  since "RIX;--.- -: 
Supervision" is to beanne an inlegd pan of all supervisory eR&. lnsvad we arc pmposing : a. , : . 
force bc ertablished ihat will gui& the GDBS through the impkinentation of-Risk-based Supenrwiw 

BemhgPoin~. Inc 16 June 2004 
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BearingPoint advisors participated during the first two week of Octoba in an NBC' 
sponsored Risk Management Outreach initiative and Wo indumy sponsored Internal d 
Extemal Audit workshops. 

Bv March 31.2001 

Amkt the Task F o m  in the h c p m e n ~  and delivery of boining, o m h  and 
guLIeIk to inform and crnia commvciaI banks in their dmbpmen~ of risk muagarunt 
q s i c m  Advisors: AU; NBU CounIupart: Task F o m  

Our advisors participated in two outreach sessions, the fm in zqorkhhja and the second in 
Dnipropetrovsk. These *banker's roundtable discussions" were highly informative and - - 
intekive.  Commercial bankers are generally supportive of risk maMgement guidelines and 
mxmmdations.  However, bankers are quite hesitant about the degree of subjectivit) that 
accompanies risk management, much l i e  the hesitancy of h e  inspectors from the NBb. The 
commercial bankers have, like the NBU inrpectors, recommended more minikg be offered 
for risk management principles to ensure this concept is understood. 

Our advisors have also actively participated in working groups asmciated with the risk 
management guidelines of the NBU. 

Amkt lk Task F o m  in the drwbpment and dehuy of Iroining, ou~.remch acrir*, and . . guddnes & inJim and asid commereiol banks in the dc~rlopnunl of risk managarum 
- e m  Advisors: AU; NBU Counterpart: Task F o w  

BearingPoint a d v i m  fontinwd to participate in ouhtach sessionr - W e r ' s  roundtable 
discussions" - where the GDBS is presenting two documents to the banking commmit) - 
"Risk Assessment Systems* document and -Recommendation on Comprehemi\e Rsh 
Management Sysrems." 

In the second quarter of 2004, five banker roundtable dirussions were conducted with 
bankers r e p m t i n g  Donenk, Crimea, Odessa, K M i v  (including Poltava and Chahiu) 
and Lviv (including 1-Frankivsk, Uzhgorod and Lu~sk) regions. Nearly I20 bankers 
from 52 regional banks participated in these roundtable discussions. Overall. in 2004. =\en 
roundtables were conducted in seven different regions of Ukraine. This format atlo\\-ed the 
NBU to reach practically all of the regional baniis (68 out of 72). with tolal assets of 
approximately 50 billion UAH, or roughly 4o.A of total assets of the banking system (as of 
June 30,2004). 

These meetings have been very informative and danonshated tha diffacnt banks are at a 
d i f f m t  level of undemanding of risk mmagcmnt amc=p and advanlages. It must be 
snessed mat no banks has openly questioned the need for risk management s)-sem. Bankers 
comments have been relatively consistent in this area, and relate to the following topics: the 
degree of subjectivity in risk management and risk-based the gewnl lack ui 
available mining in this area, the cost of information technolog) that is necess- to cmtnxt 
risk management systems, the ditliculcy of implementing corporate governance principle. 
particularly of supervisory board members. We can divide the banking indmp ( e . .  .:, ~~ 

foreign+wned entities) into three p u p s  for risk management and corponte go\<-: .. 

BemingPoint. Inc. 17 June 2004 
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principles. The first group has grasped risk management and corporate governance awkppls 
and want assistance in implementation. The second group has not full? accepted risk 
management and corpocate governance principles, y a  have reluctantly agreed to ihe concepi 
and is generally willing to listen to recommendations. The third group consists primaril! of 
small banks, which are simply overwhelmed by these cmcepts and want the NBU to tell thrm 
what to do and supply all technology and know-how to get it done. 

In July, the NBU plans to fmish chis ou-h pmgmm by conducting two roundtables for 
bankc of Kyiv and Kyiv region. We will summarize the roundtable d i i i o n s  in our next 
quarterly report, dated September 30. 

7. Role of external and internal auditom: The NBU. tbroogh its regnlations and its 
inspection procedures, focns on getting the management and bank boards to 
more rigoronsly incorporate, in a systematic way, analyses and 
resommendations of the internal and their external auditors (Snbstantial work 
is needed in this area. Regolation, certification, and actual practices of internal 
and external audit in Ukraine are very weak.) 

Ass& &e NBU, by making r e c o n u n e ~ n s  to changes in h 5 ,  mguhaions. 
methodob@es aI&orpmdiea, in SbengUening e o ~  banks' inurnat and ulernal 
audJt fundion A W n :  KUBCR~O, Tclychlio; NBU Counlnpcrm Iw~cnto, Fabu 

During the quarter, tk NBU continued to wMk on issues rekted to external auditors. In 
patticular, the Audit Certification Commitlee Policy has been adopted and the Cornminee 
established (based upon recommendations from Mr. Chuck Canfield. WB'DG Advisor). The 
Cornminee includes nine m e m k  five representing NBU, four from the Audit Chamber. a d  
one from the non-bank financial regulator agency. Mr. Pushkayov uas named Chairman and 
Mr. Faber Deputy C h a i i .  

It is expected that one of the immediate decisions to be made by the Commitlee is how and 
when to stan issuii  new bank audit certificates and &I to do with the he ha ee*pire. 
This issue becomes e x i l y  impomt since lhe majorit?. of ExIemal Auditor carif- 
expire before May 2004, i.e. before the deadline for presentation of year-end audited f-id 
statements to NBU and the general public. If the issue remains rslresolved, many Mliaul  
audit mmpanies will loose the authority to conduct audits. w+ich may have an d v e r u  imp-I 
on the quality of the remaining audits (remaining audii companiti ma?  no^ have sutlicieni 
~vxrna to accommodate the clients previously sewiced b) formerl) authorirtj a d i l  

companies). 

The NBU is fully aware of this situation and has formed a Task Force with NBU experts. 
repsentatives of audit wmpanies @om domestic and the Big Four). and Bearingpoint 
advisors. 

Finolitc assiaanec to ihe NBU in strengthening commercial banks' internal a d  c~~cr r tu l  
auda funciion Advirors: K&o, T w o ;  NBU Counteqmm I-, F&r 

BearingPoLtl hc. 18 June ZOM 
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The Certification Committee of the National Bank has established pmcedures for renewing 
exp-ued and existing external audit certificates. as well as for granting cenifica~es to neu 
auditors (entry requirements). Both procedures q u i r e  eligible candidates to be abk to shon 
knowledge of International Accounting Standards (IAS) by completing he process for mated 
accounting certificates (i.e. CCA, CPA, or its Rlnsian language equivalent - CIPA). In his 
respect, we coopemled closely with other USAID-funded project - Accounting Certifmtion 
administered by Chemonics - to the m u d  benefit of both projects. 

It is expected that the work will be continued in mid-2W. once banks uwld submit  heir 
audited financial statements and the NBU will sert checking their quality. 

111. The NBU Bank Supervision Department impkmenh an institntionalizcd program for 
training, a m r  a d v a ~ c m e n t  and ecrtifmtion of bank s n p e r v i r i  o f f i b .  Ik 
NBU Bank S@Ipe~bion Department, USAlD advisors, and WorM Bank adriron and 
instructors will work together to develop an integrated approach to es tabl i i  a 
consistent and sustainabk program for improved training and for 'cmilikation- of 
bank smpervbmn personnel 

C o ~ e  nvrking with tk GDBS and ihe NBU Penannel Dqmmnen~ (and DvKL 
CraMorld Bad  Project) in ine doybpmenl of a arrrkdum for rorc coursts. including 
R E  Advisors: Anlonow; NBLI Counietpam I~nenJio, P c r s o ~ d  L 4 m m n r ~  

A series of meetings were conducted with Dutch GrantmankWorld repmsentatiws and 
BearingPoint on many issues related to the development of core cause cuniculum. including 
RBS unuse as one of he fundamental courses. All mining initiatives of BearingPoint and 
BankWdd were coordinated to avoid overlapping situations. It was initially agreed hat h e  
Risk-Based Supervision cause will be m i d e r e d  as one of the fundamental collr+a of 
formal training program developed by the Dutch Grant in close coopemion with 
BearingPoint, who will be responsible for the deliverj of this cause in 2001'5 for the hen). 

supervision staff of the NBU. Potential participation of BearingPoint smff in thc deli- of 
BankWdd Train-&Trainer course =-as discussed. As it was mentioned earlicr. 
BearingF'oint local RBS immclors (fmm the staff of he GDBS) will mend D u d  
GranWorM Bank Train-the-Trainers courses offered at three different locations of the NBL". 

Assist in finaliring a cvrrLYIvln fnr wre wnmq irvlvding RBS Advicars Anwno~w: 
NBU Cwmmparc Iwnrnko. PrrsonndDqmrinwn~ 

BearingPoint partkipated in all Trainhe-Trainers courses organized b? Dutch Gml 
representatives at three different locations of he NBU. and sc lned  a proup of potential 
instructors for its RBS bainiig prognm. Then in November -XI3 thcx instnrtors a n d 4  
technical Train-he-Trains RBS seminan organized by BearingPoint. 

Bearingpoint consultants participated in meetings of Dutch Grant consultants and T+- 
Unit management and discussed issues related to finaiiung core course curriculum. I. . 
RBS courses, organizing and implementing an efficient mining function, developmng urut r 

BearingPo&. k. 19 June 2004 
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policies and procedures, job descriptions, organizational structure, mining needs anal?%& 
processes, etc. We agreed that Bearingpoint would look into an oppmunity to e.xpou 
Training Unit manager to the Polish experience of organizing an efficient training fmim ior 
banking supervision area. 

2. Tminers: A group of its seasoned bank supervisors become classroom Itaimem, 
as part of tbeir regular duties. 

Asrbl the CDBS and NBU Pusonnd Drparlnunt (and Dutch CmnuWoM Bank Pro* 
in dnvbping a Tmin-lhc-Tminrr program as pari of the /OM minhg pmgrwa 
Advisors: Amonow; NBU Counfcpart: Iwnenko, Pcryln1~1 Dqhw¶ment 

We provided assistance to Dutch GrantlBankWorM. Potential pankipation of Bea@Potnt 
M i n  the delivery of Train-the-Trainers wurse was discussed. 

Asid the CDBS and NBU Personnel Dcpcrttmcnt (Dutch CnuWWorL3 Bank Prow) h 
furPIiring a Tmin-thc-Tminrr program as part offhe fonml mining p r o g m  A h i s o m  
Anlonow; NBU Connlqan: Iwncnko, PcrsonncI Depamnw 

Bearingpoint continued to provide assistance to Dutch GranbBmkworM in this s@urr~ 
Bearingpoint participated in all three TOT courses delivered by Bankworld and contributed 
to course development and delivery. As mentioned abow. several instructors haw bem 
trained and are now actively involved in the training process. 

3. Certification: The NBU develops minimum qualifiiations for certif~tiom of 
fully qualified bank supervisors. The certifiition process sbomld imclade: 
satisfactory completion of a set of core courses, normalty to be taken b! CDBS 
bank supewisiin staff (from Kiev and regions) during their firs4 t b m  years im 
the Department; smccesshl ratings by sopenison for the andidate's experience 
of having worked for certain periods of time is specified fiik of responsibility 
of the Department (e-g. on-site exams, off-site supervision, licensiug, 
registration); a passing score om an objective Certification Tat that tbe GDBS 
will administer from time to time. 

Dewlop comqMpaper &prod& guidonce in the dbwkpmenl afan appmprmU ngublion 
lo hlihUionalize an accrad~iivn process Anid in the dtwbnunf of the mdahn 

Due to conflicting schedules, we postponed this activity until ihe March qtaner. Our 
advisors have met with visiting Dutch Grant instructors to coordinate assislance and 
coordinate advise on the formation of an accreditalion plan and career development pmgmn 
for banking supervisors. The training coordinator for banking supervision is in i c i i  

agreement with these concepts; however, the NBU's Permme1 Oepanmenl aoul,: :,. : . 6 ~  

form an overall career development plan for the entire NBU rather than for each d w n ~ i t .  



Ukraine lkmk Supervuion DeveIqpmenr 
Contract #KE-1-00-99-0000MX) TOM27 
Quarterly Report: June 30,2004 

This is a positive development for staff members. however this also causes a dela) in our 
implementation schedule. 

Pmurl lo lhe GDBS ond f ie  NBU Personnel Dqwmunl o a2Iailedpropnsed o r c r e d ~ n  
program based on the newly created regu&n Ahwrs:  Lodoithino; NBU Cocrmrpur: 
I w n e h ,  NBU Personnel DeparbnenL 

The development of the detailed accreditation program will be a major focus in the third ?-ear 
of the contract. As it was mentioned earlier. accreditation prognm is included in ttr 
Comprehensive Pmgmn for the development of the banking system of Ukraine for X I 3  - 
2005. BearingPoint advisors discussed accreditation with management of GDBS and agreed 
on the preliminaty action plan. However, this efforr requires extemive mopmation with 
Personnel Department of the NBU that currently is working on the development of geneml 
human resource management policy for the entire NBU, not just banking supenision. On a 
positive note, a Deputy Governor Shlapak stressed the need for emphasis of -1 
dwelopment issues in our discussion of the aaion plan for risk-based supemision. Upon the 
development of the implementation plan for accreditation program and of a set of 
deliverables, the GDBS with Bearingpoint advisors will present k m  to Pervxlnel 
Deparrment Since accreditation program is closely tied to career development and 
compensation, our project will continue to insist on the comprehemir= appoach to 
accreditation that, on one side, builds on the existing NBU's p e ~ ~ e l  ma~gement  policies, 
and on the other side, pmpases changes that will bring up the status of kmk -inas to 
appropriate level, recognizing their critical mle in ensuring stability of the banking e m .  

IV. Snrvcys and Assessments. 

1. Survey of  Gender  Composition of staff, with indications of supervisory and  mom- 
supervisory personnel. 

Complete - Survey officially submitted in September 2002 to USAID in Kiev. (A similar 
survey is to be q e d  by June 30,2005.) 

2. AscaPment of  the NBU's opetational implemenlation of Bask Core PriKipkr 
snbjecl to a g m m c m t  by the NBU. 

Compkte - Assessment officially submined in July 2003 to USAID. (A similar aswsuncnt is 
to be completed in by June 30,2005.) 

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

Compiete - Information officially submitted in July 2003 to USAID. A similar determination 
is to be conducted by June 30,2005. 
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Outside Contadr (for quarter ending March 31,2001) 

Advisor Organiition Contact Name Time I 
Alex Kutsenko I USAID I Victor V d u n  14hours 1 

7 

Time ! 

5hours t 

40hours i 
4hours 

Contact Name 

Victor Verhun 

Me1 Bmwn 

AM Wallace 

Advisor 

Bryan Stirewdt 

Donor Task Force on Audit 
Issues 

Chemonics 

Other Work Requested By the NBU 

Organizalion 

USAID 

U.S. Treawry 

FMI 

Our legal advisors assisted Mn. Farber in her understanding of the functions of a c d i t  
bureau. The NBU was concerned with regulation and supentsion o f a  credit bureau. In 
addition to usage of information from the credit bureau. We advised the NBC! that 
regulation and supewis~on of a credit bureau is generally lefi to con- proteaion 
rules, and safety and soundness is not a general concern. We also adblsed the S B I  to 
exercise caution on using information from a credit bureau for supemisor?. purposes It  IS 

preferable to design internal data collection mechanisms through the bank-s tinaneta1 
report, rather than using a credit bureau for this purpose. 

I 

T i  

24 hours 

I 

Yevgmiya Malikova 
(vSAID) 

Barry PIN 

Con- Name 

Viclor Verhun 

Advisor 

Mar~na 
Antonova 

2 hours 

I 

lhour I 

Organization 

USAID 



To: 

From: 

Date: 

Topic: 

Faber 
Pozharskaya 
Khimich 

July XX, 2004 

D M  MEMO on Training activities from June 2004 to June ZOOS 

Risk-based snwrvision seminars 

In 2004, we delivered eleven risk-based supervision seminars for the GDBS (inren coverage dam). 
By the end of 2004, we plan to assist with delivery of additional five risk-based supenision 
seminars. We are contemplating certain changes to the format of the seminars; however the changes 
will only be slight. 

Over six months of 2004, several instructors from the GDBS and NBU regional offices and pemm 
from Bearingpoint delivered these seminars (insert names of people. subjecrs raughr). ir)rta 
Pozharskaya, in particular, has proven to be a critical person to the deliver of ~hese seminars. iVe 
believe that the presentation skills, and general confidence in public spealung, that lryna has gained 
through these seminars will be invaluable to her long-term career at the NBU. People obviously 
become more effective in their presentations after the first delivery. Several people from the 
regional offices have expressed continued interest, and demonstrated competence, in the delivery of 
this seminar. We want to encourage participation by as many Ukrainian speakers as possible for this 
seminar, and in preparation for many internal seminan and counes at the NBU in years to come. 

We expect that the majority of the risk-based supenision seminar will be delivered by NBLr 
personnel in the second half of 2004. Our project will continue to assist with certain topics and \\-irh 
preparing new instructors for their portion of the seminar. We hope that by ZOOS we will have a 
core group of risk-based supervision instructon - many from regional ofices - who could be used 
for this and many other seminars and courses in their respective offices (see seclion on c m  
insfructors group). Bearing Point together with the RBS Methodology Uni~ i\';I <,:i:;'ii.;~ : . I  

coord i i e  course refinemenVdevelopment, and dissemination of training materials. 



BearingPoint (Alex Kutsenko) put all the materials from two RBS courses (two week train -the- 
trainers course and three day risk-based supervision course) on a CD that was distributrd to all 
seminar participants. This material may serve as a foundation for a distance-learning course that 
could be developed and administered by the Training Unit I Risk-based Supenision %4ethodology 
Unit. Our project might also develop a list of test questions for this seminar for the accreditation 
program, as the risk-based supervision seminar is one of the core (fundamental) c o u m .  In 
addition, on-the-job training for risk-based supenision program will be exlremely important as 
NBU gains experience of RBS exams. Our project can provide the NBU with recommendations of 
how to organize this training. As first results of risk-based supervision exams are ready. 
BearingPoint will also assist in the review and dissemination of relevant information and lessons 
learned. (Note that this depends on how much RBS is done in the exam that are planned/or the 
nearest *re, on the involvement of BearingPoint, and on the willingness o/ the .VBBLQo share 
experience gained through these exam). 

For 2005, seven RBS seminars are planned (attached is the schedule of seminars for 2005). Fiw of 
the seven seminars are planned for the period of BearingPoint project, through June 30. 2 W 5 .  
Therefore, we need to consider the format of these future courses. One suggestion u-as to forus 
more detail on the specific risks that have been identified as the most difficult (i.e. market-related 
risks or operational risk). We might also focus more on written communication tools if  a ns\\ 
format of the report on examination is introduced. We might also bring together the trainers for an 
update of the train-the-trainers course, as we have more experience in this topic and we know more 
about problem areas of RBS implementation. We might also suggest another approach, to invite 
examiners in charge for the exams scheduled for the nearest future, and use these training e w t s  as 
an opportunity to conduct management training (how to plan and conduct a RBS exam. allocate 
resources, etc). 

Deliverables: 
1. Update the basic RBS seminar, by September 2003. 
2. &vide a current list of the NBu-ins&ctors and subjects taught. 
3. Provide statistics on the number of GDBS employees in Kyiv and in regions who hake 

completed training by July 2004. 
4. Finalize a course schedule for September - December 2004. 
5. F i i z e  a course schedule for 2005. 
6. Update the general format for 2005 RBS seminar, by January 2005. 
7. Develop list of test questions for RBS seminar for accreditation program, by Januaq 2005. 
8. Update and Iinalize CD with all training materials. 
9. Develop a plan for delivering RBS through a distance-learning format. 

Core instructors moue 

As was suggested by Karen Wilson, in order to provide for continuity training elTom and 
consistency of knowledge and skills dissemination throughout the regional offices of the h'B1'. the 
NBU should ensure that every regional office of the NBU has its own instructors and monitors the 
training needs of its staff. 

We would suggest two persons from every regon wlth five or more banks (legal entitles) and one 
person h m  every other region to act as core instructors for RBS, and ma)* other !opt<. 
scheme will bring a total of approximately 40 people who will be training contact persons in reyrons 
and through whom the NBU will disseminate new materials, etc. They will conduct tmning tn their 



respective regions and communicate with RBS Methodology Unit on the issues oi RBS prho~mm 
implementation. Certain of these people might need to attend a train-the-trainers S ~ S S I O I I  \i'c dill 
hope that in the future these regional trainers will be a source of information on real minlny needs 
of regional GDBS sta& in terms of formal and on-the-job training 

The NBU desperately needs to develop experts in such areas as capital markets, foreign exchange, 
credit, and information technology. These people should be offered chances to attend specialized 
courses to gain deeper knowledge in these areas. Then they can be used as consultants during 
examinations and as teachers at the NBU training facilities, and should have input to the RBS 
Methodology Unit on supervisory tools. We can assist the h 3 U  in putting together such a list haw4 
on our experience. An individual development plan should be developed for evev individual \\ hho 
fits into this category. 

Deliverable: 
1. Together wit the GDBS training coordinator, compile a list of potential trainers from all the 

regions (by the end of 2004). 

Outreach Drwranus for the bankine communitv 

The outreach programs have become a very successful form of communication with the banhiny 
community. We strongly encourage continuance of the same or similar programs in the future. W s  
will assist with organization and delivery of further roundtables and conferences with the bank~ny 
community, as necessary. 

Accreditation 

This is the most challenging part of our assignment, even though accreditation is in the 
comprehensive program for the development of the banking system of Ulaaine for 2003-2005. 
Based on discussions with Ms. Faber, we have tentatively concluded that the NBU Personnel 
Department might be more opposed to the word "accreditation", than to the concept itself In 
addition, "attestation" practices may give us additional arguments that cenifylng imouledge and 
skills of people is not a totally new concept for the NBU. 

We believe Mrs. Farber is a willing to take a leadership role in pressing ahead with the accreditation 
program, including a level of coordination with the NBU Personnel Department. We will support 
Mrs. Farber is in terms of the development of actions plan for implementation of an accreditation 
program. Certain steps are already addressed in the action plan for risk-based supenision and will 
be discussed in the various working groups dealing with implementation of risk-based supen-is~on. 
We also discussed the fact that accreditation is closely tied to weer development and compensa~ion~ 
Compensation issues are one of the most difficult aspects of accreditation implementation. 

We believe the following items are necessary to move forward uith a viable "attestation" process at 
the NBU: 

1. Review all existing NBU policies and procedures on attestation and human resource 
management to ensure knowledge of the opportunities and threats that current lezidation 
presents for our accreditation program. 



2. Review a draft policy on training and accreditation, developed by Tatiana Khimiclt. Head of 
the Training Unit of the GDBS, that was delivered to NBU Personnel Department and in still 
in the process of approval. Currently Personnel Department is working on the gcritral 
human resource management and haining policy that will cover all functions of he heiU. 

3. Study experience of other countries in terms of accreditation implementat~on. panlcularl! 
Poland and the United States. 

4. Review the NBU Regulation # 153 from April 25, 2002 on "Comprehensive Progani of 
Bank Supervision Personnel Training." This regulation includes a list of fundamental and 
advanced courses that are recommended for bank supervision personnel. The document 
mentions two types of tests, at the end of each course and an integral t e s  that ma) bc 
conducted once a year and based on which promotion and reward decision nil1 be made. \Ve 
need to review these lists of courses to make sure that they encompass the most relevant 
subjects for banking supervision staff. 

5. Develop sample test questions for both types of tests and to make recommendations about 
the administration of these tests. These tests in the future will become a critical part of he 
accreditation program. 

6. Test these questions with a pilot group to ensure the questions are undersiandable and 
feasible. 

7. Transfer test administration function to the Training Unit that will also administer other 
aspects of accreditation once it is approved. 

8. Develop a wmprehensive document on accreditation that will encompass all the 
abovementioned components with specific recommendation on how the NBU may launch 
the fist pilot accreditation program. 

9. Based on this document, assist the NBU in drafting a regulation on accreditation that 
eventually will get approval from the Board of the NBU. 

All these may be deliverables for this part of the projecL A lot of aspects in this list have already 
been developed or prepared, at least partially. 

lnterrshi~ Programs and Cwmration with Other Sow&- 

We will continue to look for the training and inkanship opportunities in the USA and In Poland It 
has become a hadition to send 3-4 people every quarter to the training events that TlBS hosts. In 
addition to anending courses, GDBS employees to take part in course development and delnen at 
TIBS. TIBS seminars and internship programs can also be used as a way to develop core Instructors 
group. 

A seminar on risk-based supenision with emphasis on credit risk is scheduled for September o *). 
2004. Personnel from the National Bank of Poland will deliver this seminar. Bearingpoint \\-ill 
assist in course development and coordinate course delivery efforts in Kyiv. 



The GDBS is actively looking for opportunities to organize short-term (one r ~ k t  :n! i .rn~h~p 
programs at central banks of other countries. Funding for these initiatives comes from Dutch Grant 

1. Assist with organization of a risk-based supervision seminar to be delivered by TIBS In K>I\ 
in September 2004. 

2. Memo on potential cooperation between TU3S and the NBU before the end of the project 
3. Develop a list of "best" training courses offered by TIBS, Toronto Center, OCC and other 

supenisory agencies. 

The ultimate goal is to make ensure that GDBS training function is self-suffic~ent a d  susta~nable, 
and relies on its own resources for professional development of employees. Training should become 
a mandatory, constituent part of professional duties of all banking supenision staff. It shall be duly 
considered in annual work plans and development plans for each staff member, and sufficient time 
should be allocated to training. We strongly encourage more interaction, formally or informally. 
between the head office and regional offices. 
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Date: June 30,2004 

To: Mr. Schlapak, Deputy Governor 
National Bank of Ukraine 

CC: Konstantin Uvamv, Natalya Ivanenko, Svitlana Farber, 

From: Bryan Stirewalt 

Re: Action Plan for Risk-Based Supervision 

Dear Mr. Schlapak: 

I am sorry for the delay in sending this letter to you, but the issues surrounding 
implementation of risk-based supervision are, as you know, quite complex. The attached 
"action plan" lists the areas of needed emphasis in implementing risk-based supen-ision 
in ULrraine. We are also suggesting a broad timetable for implementation of risk-based 
supenision, which deviates slightly from the existing plan of the NBU. Any change of 
this magnitude in a large organization involves not only ditlicult changes in legislation 
and the NBU's internal policies and procedures, but also necessitates large changes in the 
overall culture of supervision and further development of supervisors. M i l e  various 
changes to the infrastructure supporting banking supervision can be accomplished in the 
short-term, changes with recruiting, compensating, training and efiiciently or_ganizine 
supervisors will only be possible over a longer time period. 

We obviously cannot afford to wait five to seven years to implement risk-based 
supenision. Chairman Tihipko has correctly emphasized that time is of the essence in 
this transformation, and we certainly agree. We will need to in~plement risk-bad 
supenision and develop s u p e ~ s i o n  staff on parallel uacks. We suggest implementing a 
program of risk-based supenision, on a step-by-step basis, within the next 18 months 
while realistically envisioning a fully effective program in five to seven years. During 
out risk-based supervision seminars this year, we have had the ability to meet and discuss 
these concepts with many supervisors across the country. This has given us a much 
greater depth of understanding of strengths and weaknesses of the supervision processes. 
From this vantage point, we are better able to refine the risk assessment system and 
provide recommendations for full implementation of risk-based supenision. 

The risk assessnent system is the "front office" of risk-based supenision, and is 
supported by a wide range of "back office" functions and processes. Supemisors seem to 
accept the concept of the risk assessment system; however, the mamces used in the 
document need to be amended to provide inspectors with more detail and explanation and 
to match the experience level of staff and developments in the banking indusm I< 3 

result, we believe that all inspections should include each of the "evaluation C.xr. r . .  :. 



the risk assessment system by January 2005. However, the full implementation 01 i i ~ l s  
document, including the matrices, would only begin in January 2006. The only exrcpti,xl 
to this rule is in the area of credit risk, where supervisors are most comfortable making 
subjective judgments. Additionally, credit risk is the highest risk in the banking indusin~ 
of Ukraine. This change in implementation strategy would allow the inspectors to gain a 
higher level of comfort with the evaluation criteria and a better knowledge of how the 
risk matrices would apply to these evaluation factors. This will also allo\v amendments 
to be made to the risk matrices based on feedback from our seminars. 

Our recommendations in this action plan center on the following topics, divided into 
short-term (within 18 months) and medium-term (18 months to three years) goals. While 
these goals have short- and medium-term time lines, we expect full implementation of 
certain items, particularly implementing a program to attract, train and retain banlong 
supervision staff, to cover a five to seven year time horizon. 

SHORT-TERM GOALS 

Enhance the Supervisory Cycle I Supervisory Strategy Document 

Amend the Report of Inspection 

Review and Enhance Management Information Systems 

Enhance Banking Legislation for Risk Management Principles 

MEDIUM-TERM GOALS 

Update Risk-Assessment System and the Inspection Manual 

Improve Inspection Planning Processes and Better Allocate Supenision 
Resources 

Improve the Off-Site Supervision Processes 

Develop a Program to Attract, Train and Retain Bank Supenision Staff 

Develop a Quality Assurance Program 

The following document explains each of the above items in detail. The BSD should 
fonn a working group to deal with each of these issues. It is our opinion that forming one 
working group to deal with the concept of risk-based supenision would be better than 
several working groups dealing with each sub-topic, as the areas are ofien interconnected. 
I look forward to discussing each of these items with you, at a time that is convenient ior 
you. 

S i e re ly ,  



Bryan D. Stirewalt, Project Manager 
USAD Banking Supenision Development Project 
National Bank of Ukraine 



ACTION PLAN FOR IMPLEMENTATION 
OF RISK-BASED SUPERVISION 

Enhance the Suwrvisorv Cvcle I Suwrvisorv Strateev Document 

The Banking Supervision Department ("BSD) should amend the policy defining the 
supewisoty q d p  for banks in Ukraine. The supervisory cycle is defined as the time 
between the ending date of a full scope, on-site inspection and the start date of the next 
inspection. The supervisory cycle should be primarily related to factors. First. the 
supervisory cycle should be related to the amount of risk that an individual bank or 
banking group poses to the entire banking system in Ukraine (systemic risk). This 
systemic risk generally refers to banks with the largest market shares of assets, loans and 
deposits, and those banks that have the most complex product lines. Secondly, the 
supervisory cycle should be related to the individual risk in a bank. This is most closely 
related to the institution's CAMELS rating and its risk assessment. We should note that 
the supervisory cycle refers to a full-scope, on-site inspection of the bank. as a whole, not 
individual branches within the banking organization. Branches should be inspected on an 
as-needed basis, not based on any cycle. Also, the supervisory cycle is considered the 
maximum amount of time between inspections, not the minimum amount of time. if a 
bank with systemic risk implications for Ukraine is also showing a severe financial 
weakness, it might be prudent to inspect the bank using a six-month supervisory cycle. 

Institutions with high levels of system risk and those with high indik~dual risks should 
have shorter supervisory cycles than institutions with lower levels of risk. For instance. 
all banks in groups one and two in Ukraine and all banks with a CAMELS rating of 3.4 
or 5 might be assigned to a category requiring a full-scope, on-site inspection every 12 
months. All banks with a CAMELS rating of 1 or 2 and with a "high" a=rezate credit 
risk or a "high" aggregate liquidity risk assessment might be assigned to a category 
requiring a targeted, on-site inspection every 12 months. Finally, all remaining banks 
might be assigned to a category requiring a full-scope, on-site inspection even. 24 
months. After approving a policy statement defining the s u p e ~ s o r y  cycle for each bank 
in Ukraine, each bank in Ukraine should be assigned to one of these three supenisory 
cycle categories. As the banking system stabilizes, and risk management systems and 
financial reporting improve, the BSD might consider a 36-month supenisory cycle for 
banks in groups three and four with CAMELS ratings of 1 or 2. 

The BSD will next need to develop a supervisory strategy document for each bank. The 
initial format of this document has already been developed the BSD Methodology Cin~t. 
This document must detail all planned supervisory actions (including an estimate of the 
amount of estimated human resources for these actions) for each bank through. and 
including, the next full-scope, on-site inspection. Once assigned to a supervisory cycle. 
the BSD should complete a supervisory strategy for each bank. The first set of strategies 
will need to be completed at one point in time, meaning thee overall accurac! of 
estimates will be less than perfect. On an ongoing basis, the on-site inspectors c:.:.. .'i.: 



develop this document with cooperation from the assigned off-site analysts, st thc 
conclusion of each inspection. 

The supervisory strategy should include, at a minimum: the number of inspecton to be 
involved at the next comprehensive on-site inspection, the time estimate for the next 
inspection, the number and location of branches to be reviewed, ihe number of persons 
needed (including any necessary risk area specialists), timing for the head office rewew. 
and the overall scope of the inspection by risk category. It is not necessary to1 11s 
personnel by name, only by levels of expertise and specialty. We realize that given the 
volume of turnover in the BSD inspection unit at the present time, it is difficult to plan 
for the next inspection. The strategy should also include any targeted on-site inspect~ons 
in between full-scope inspections. 

The off-site analysts should confirm the accuracy of the strategy document each quaner 
relative to the bank's actions taken in response to the previous inspection as well as the 
current trends and risks noted from analysis. This process may necessitate that the off- 
site analysts attend each on-site inspection to more completely undemand the bank's 
conditions and expectations that the on-site inspectors have for the bank in the interim 
period between full-scope inspections. 

The supervisory strategies will form the basis for allocating resources and for general 
planning in the banking supervision area. By compiling all supervisory strategies. the 
BSD can more easily determine the number of inspectors and analysts needed for 
inspections and follow-up analysis. For staff size planning purposes, the BSD should 
also consider vacations, sick leave, and training opportunities for all supenisor). star. 

supervisory strategy 

for every bank. 

lmorove Inswetion Plannine Processes I Allocation of Resonrces 

The BSD seems to have an adequate number of stafi to perform the role of hanirn: 
supervision. However, the staff does not seem to be mobile and are not located :r. 



geographic areas of highest need. Additionally, the inclusion of certain persons \\ ~ t h  the 
on-site inspection team, who may not be performing work directly related to risk-based 
supervision, detracts from the inspection team's efficiency. These issues are creating 
inefficiencies in supenision operations. which impact the BSD's ability to conduct 
effective risk-based supervision. 

One of the causes of these inefficiencies seems to lie in the policy of inspecting branches. 
The geographic location of bank supervision staff seems to drive the inspection process. 
rather than the risk profile of the commercial banks to be inspected. Further, the regional 
offices of the NBU seem to be somewhat independent in their inspection pmcesses. rather 
than driven by a single, s u p e ~ s o r y  strategy regarding the effected bank. 

Branches of commercial banks should only be inspected if they pose a significant risk to 
the bank's risk profile and should have a much more limited inspection scope than that of 
the head office location. Inspections of branches should only occur in the branches 
having the most active loan portfolios, or branches with certain risk exposures that could 
affect the entire banking p u p .  The most important risks in branch offices are credit 
risk, operational risk and, to a more Limited extent, reputation and legal risks. Branch 
reviews might also include testing the implementation effectiveness of policies issued by 
the bank's head office or for significant internal or external audit weaknesses. All 
market-related risks (liquidity risk, interest rate risk, foreign exchange risk, price risk) 
and legal and strategic risks should be managed at the commercial bank's head office and 
therefore inspected there as well. Decentralized risk management of market risks is 
generally not a good risk management practice for banks. Nonetheless, if risk 
management of market risk is decentralized, more work will be necessary in branch 
locations. Regardless of general branch inspection methodology, it is imp on an^ to iollou 
the approved supenisory strategy for the individual bank. A branch inspection is no1 
justified simply because the National Bank has bank supervision staff nearby. 

The inspection process should start with a small team in the head office learning the 
bank's strategic direction and overall risk profile. This team will be comprised of the 
team leaders for risk areas and will be responsible for developing the plan for inspection 
of branches. After the head office team has determined the risks to be addressed and the 
inspection plan for addressing those risks. the branch teams should commence lhei 
inspections according to this plan. The branch inspection findings will then be discussed 
with the bank's branch manager, and sent to the head office location in a format 
determined by the inspector-incharge. The full review of the head ofT i i  =il l  only begin 
near the conclusion of the branch offices reviews. Key penomel from the inspections of 
branches might be useful as part of the head office inspection team as well. The most 
significant conclusions of the branch reviews will be consolidated into the report of 
inspection for the head office. 

It is important to appropriately staff the head office locations for inspections, particularly 
of the more complex banks, with an appropriate number of inspectors and with inspectors 
that have the proper expertise to deal with the most complex risks. In this ralm. rlw 
BSD will likely need to "borrow" the best persons from regional offices to wuA ai the 



head office locations on a temporary basis from time to time. It is not economically 
feasible, in the short term, to ask people to relocate on a permanent basis from the nrgions 
to Kyiv. However, in the long term, the National Bank should consider a program to 
provide more incentives (monetary or otherwise) to attract more people to the BSD Had  
Office and Kyiv Regional Office. A critical issue to the long-term viability of banking 
supervision function is the ability to attract and retain quality employees, stopping the 
cutain outflow of experienced and well-trained inspectors to the banking industry. This 
issue is d i s c d  more fully in a later section of this document. 
The National Bank should review the geographic locations of inspectors, and determine 
where the inspectors are needed most. The National Bank should question the wisdom of 
keeping inspectors in an office where no bank head offices is located. The National Bank 
might consider creating a more limited regional offices structure, and assign persons to be 
regional inspection coordinators. The regional coordinators would coordinate ihe on-site 
inspection planning process, starting with the banks in the highest risk categor). and 
moving through the banks in the lower risk categor).. The planning process would 
necessarily improve in accuracy and efficiency as more historical information is obtained 
and inspectors gain more experience with the inspection process. 

The BSD should review the size and composition of on-site inspection teams. Currently, 
the staff includes persons who are reviewing the bank for compliance with foreign 
exchange control and cash settlements operations. We certainly would not object to 
inclusion of these persons on the inspection team; however, their role in the inspection 
process needs to be directed by the inspector-incharge. If their work is not specifically 
directed by the inspector-incharge, the size of the inspection team performing work 
directly related to risk-based supervision should not be affected by their inclusion. 

appointment of regiona 

I 

h m  regions to inspection o 



Uwlate Risk-Assessment Svstem and the Insuection Manual 

supervision staff of the Kyiv 
Regional Office and Head Office 
of the National Bank. 

The BSD should compile feedback from the risk assessment seminars and update the risk 
assessment system. Inspectors, in virtually every seminar location, have expressed their 
desire for more concrete, numerical targets to judge the quantity of risk and more detail in 
terms of planning and expectations for reviewing the quality of risk management. The 
risk assessment system will only become truly effective after several years of experience 
in its usage and application on bank inspections in evaluation bank risk management 
systems and following employee accreditation through a systematic career development 
Program. 

-- 

- 

Numerical targets should not become a permanent addition to the risk assesment system. 
However, we acknowledge that banking supervision personnel need additional guidance 
and more formal benchmarks to form their judgments in the early stages of risk-based 
supervision implementation. Banking supervision personnel should clearly see the 
weaknesses of numerical targets, which is one of the main reasons for moving away from 
compliance-based supervision. The following is a m i n i a m  case study illustrating the 
weaknesses of relying too heavily on numerical indicators for each bank. 

Case Study on Nucaerical Indicators I 
From off-site analysis, we see two banks. Bank A has problem loans totaling 25% of 
their regulatory capital. Bank B has problem loans totaling m/o of their regulatory 
capital. Which bank has the most risk? Given this information, we can easily saj that 
Bank B has the most risk. After an on-site inspections and adjustments, we find that 
Bank A has insufficient and inaccurate problem loan recognition policies and practices. I 
resulting in problem loans totaling 45% of regulatory capital (rather than 25%) while 
Bank B has an accurate loan review system showing problem loans at 60% of regulatory 
capital. Further, nearly half of Bank A's problem loans are classilied "'doubtful" u-hile all 
of Bank B's problem loans are classified "substandard." After looking at risk 
management systems, we can safely say that Bank A has a higher le\rel of risk and 
weaker risk management systems even though it still has a lower total amount problem 
loans. Banking supervision cannot rely on off-site reports from Bank .4 because their 
risk management systems are weak, causing widespread reporting e m n .  

Task 

1. Compile participant feedback 

Time Frame Resource Person(s) u 
for Completion / Allocation for ) Rcrpons~bk 
of Task i Task \ for Task 

I I 
- - 



It is critically important of obtain feedback from the regional ofice locations regardtng 
the initiol numerical targets for the quantity of risk and amendments to rhe on-site 
inspection manual for quality of risk management. I f i i l e  feasible in the first version o j  
the risk assessment system, persons from the head oftice cannot simp!, develop these 
fuhrre items in a vacuum and hold others accountable for compliance and consirrenq. 
Also, in establishing numeral targets to ass& inspectors in judging the q r n i w  of risk 
peer information should be considered. Howeyer, frequentltt peer inf-tire is 
reflective of a higher level of risk in the system as a whole. Therefore. m e  recommend 
that the "low" risk category for quantiw of risk be s d  bared on doeloped c o u n ~ v  ratios. 
not bared on peer group information from Ukraine alone. The moderate- and high-risk 
Cnlegories can be more rejective of the Ukrainian situarion. which should improve o w r  
time. 

from risk assessment seminars and 
develop a document with 
recommendations for amendments 
to the risk assessment system. 
2. Develop numerical targets or 
ranges for quantity of risk in each 
of the six financial risk categories. 
3. Review, and amend the on-site 
inspection manual to include a 
discussion of each of the 
evaluation factors from the risk 
assessment system and develop or 
amend discussions in the 
inspection manual that will lead to 
conclusions on each factor. 

Amend the Rewrt of Inswetion 

~ . . 
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i 
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The standard Report of Inspection ("Report") should be amended to be consistent with 
the risk assessment system. The standard Report should include comments for each of 
the nine risk categories and the inspectors should be required to include a comment 
regarding each of the general evaluation factors listed in the risk assessment system. The 
comments should clearly lead the reader to the determination of the bank's level of risk 
and its quality of risk management. An executive summary section at the beginning of 
the Report should include, at a minimum, a comment regarding any risk area considered 
to be a "high aggregate risk" and an "increasing direction of risk." The Report should 
also include a standard set of financial tables so that numerical information does not 
clutter the message to the bank's management. 

The BSD needs to also consider the issue of the audience of the Report. In other words. 
to whom is the National Bank writing this Report? This issue is causing certain prchic :!IS 
in the regions as off-site analysts criticize the inspectors for not includin_~ :<.?.:ir: 



information that the analyst wanted to know form the inspection process, >et rhe 
inspector did not consider material for the commercial bank. In international practice. 
some regulators adopt the attitude that the Report is written from the National Bank to the 
commercial bank, while other regulators feel the Report is an internal document ha1 is 
simply shared with, or copied to, the commercial bank. For the most en'ective message. 
particularly with regard to risk management, we recommend that the audience of the 
Report should be the commercial bank. If the BSD head office wishes certain 
information to be included from each inspection, this might be included as a standard 
appendix to the Report or as part of a confidential memorandum (or placed within a 
management information system) that is separate from Report and treated as an internal 
document. 

Task 

1 of Task I Task ] for Task 

Inspection. 
3. Include a professional writing 1 I 

Time Frame 
for Completion 

1. Approve the revised Report of 1 1 
inspection to be consistent with 
the risk assessment system. 
2. Develop instructions for 
completion of the Report of 

course as of the courses 
available for bank supervision 

I 
L 

i 

I I 

Resource 
Allocation for 

DWefo~ a P r m m  to Attract. Train and Retain Bank Suaervisiom Stan 

Person(s) 1 
Responsible ! 

personnel. 
4. Develop a confidential 
memorandum or management 
information system that would 
capture all necessary information 
from bank inspections that might 

l not always be included in the 

The National Bank needs to develop a program to attract talented penons from the 
banking industry and from universities to the banking supemsion function. Sadl). the 
role of a civil sewant has diminished in value from previous days. Young educated 
people are interested in remuneration and possibilities of rapid advancemen1 in an 
organization by means of merit, not longevity. The National Bank needs 10 turn its 
attention to meeting those needs. 

1 
I 

Case Studies on Personnel Adminimpnbn - 1 

Report of Inspection. 



United States regulators perform a survey periodically on the entry-level salaries oi  
professional staff in the banking industry.  he average entry-level salary is used to 
determine the entry-level salaries of the banking supervisors. Obviously, salaria at mid- 
sized commercial banks have a much higher realm of possibility that government sen-ice; 
however, a competitive entry-level salary ensures that supervisors are attracting talented 
pemns from universities. Likewise, people are rewarded and promoted on a merit basis 
to higher levels in the supervisory organization. Rewards are given for teaching courses, 
for managing difficult inspections of problem banks, for developing new methods of 
inspections or analysis that helps the organization, etc. When a person is applying for a 
higher-level position, these factors are considered in addition to the person's lon~evit); in 
the agency and their general experience. 

In Poland, a rather strange phenomenon occurred with development of bank supervision 
staff. At first, Poland experienced the same problem that Ukraine 1s experiencing mu, 1 
with exodus of quality staff members to the commercial banking industry for hlgher 
salaries. However, as Poland opened its banking system to more foreign banks, and the 
foreign banks reduced the siafT size of the banks purchased, the number of bankers 
needed in the industry declined considerably. As a result, the Nat~onal Bank of Poland's 
Banking Supervision Department was able to h~re many experienced bankers as 
inspectors. In addition, the National Bank of Poland also realigned the salaries of 
banking supervision personnel to make careers more attractive to bankers looking for 
work. 

During our training sessions, banking supervisors have confided serious concerns that 
they are not yet comfortable in judging whether a bank's risk management slstems are 
good or bad, with the possible exception of credit risk. Moving toward a risk-based 
supervisory approach is a long-term process that should be managed cautiously. lhe 
series of risk assessment seminan are setting the basics requirements of the risk 
assessment system. However, all bank supervision personnel, including manasemen1 
levels, need to have more training on the individual risk areas within risk-based 
supervision. This training program should be developed and delivered in a systematlc 
manna throughout the department. Training all effected staff on ihe individual risk areas 
will consume several years, yet this should not hold back the risk-based supen-ision 
program. It is important to start risk-based supervision as soon as possible, and de\elop a 
long-term, comprehensive tlaining program to augment the supenisor's expertise and 
improve their confidence in risk management analysis. 

The. BSD needs to identify persons as instructors for certain core courses and provide 
them with the time necessary to prepare to deliver these seminars. This is oflen a 
difficult decision, as the best inspectors and analysts are often the best instructors yet 
have the least time to spare for this process. However, formal and informal mining is not 
an "extra" item to development of banking supervisors. Training is not simply an item 
that is obtained externally. Training materials need to developed and delivered by 
existing employees, not simply through attending external courses. We ccrtainl? 
recognize a need for certain external courses on complex topics, such as d e n \ a ~ : ~ c  



instruments or strategic planning; however, "core" courses should be internally managed 
to be. most effective. Providing people with adequate training is critical to developmmt 
of risk-based supervision. 

The National Bank should consider creating positions of "risk experts" within the BSD 
Methodology Unit. These persons would have the responsibility of organizing course 
materials for core courses, updating the on-site inspection manual for specific risk areas. 
and keeping management and staff informed of current banking trends in their risk areas. 
These persons might also assist with inspections of the largest, most complex bank in 
Ukraine. While working in Poland, we recommended that the banking supervision 
methodology unit be organized along the following six lines of "expertise": credit risk 
expert, operational risk expert, market risks expert (foreign exchange risk, interest rate 
risk, liquidity risk, and price risk), non-financial risk expert (strategic risk, legal risk, and 
reputation risk), accounting expert, and supervisory processes expert (on-site and off-site 
processes, report of inspection, off-site analysis reports, management information 
systems, etc.). 

The BSD should also develop an accreditation process for all staff members. which 
includes basic knowledge in all risk areas. This accreditation process would include 
certain core courses, on-the-job assignment or seminars that must be success full^- 
completed by every staff member in order to reach a certain level in the organization to 
be "accredite&" Employees should follow a pre-set development plan for the first 
several years of employment to be accredited, and then develop their own career 
development plan based on their expertise from that point forward. This would also be 
an important marketing tool to the banking industry, showing the competence of 
supervision staff to judge risk management. An effective accreditation process can also 
help in the judicial process by demonstrating the level of expertise of banking supervisors 
in making their judgments. 

The BSD should also consider the concept of a normal "career path" for bank supenision 
employees. ideally a training pmgram would match the career path. The concept of 
hiring people directly into the head office of the BSD creates some tensions W e e n  
regional offices and the head office, as quite often neither party fully understands the 
other's role. As an example, if the BSD hires people directly as off-site analysts u-ithout 
any experience as an on-site inspector, the inspector and the analyst will not be able to 
u n d d  each other's needs. This results in the situation we have now, \vhereb>- 
analysts do not participate in an inspection, rather they are uriting exhaustive11 detailed 
and often overly critical letters to inspectors following their receipt of a repon o i  
inspection. Answering these letters dehacts from the already scarce time of inspectors 
and adds minimal value to the supervisory process. The career path should serve to 
significantly improve the level of communication between on-site, off-site and head 
office supervision functions, as each function would better understand each other's mle 
in banking supenision in addition to the strengths and limitations of each t1pe 01 
supervision. 

1 Task I Time Frame / Resource 1 ~erson(s) . - 
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( for Completion 1 Allocation for 1 Respons~ble 
1 of Task 1 Task 1 for Task 

1. Develop and implement a long- I 
term career development plan for 
banking s u p e ~ s i o n  staff, 
including a long-term plan to train 
all staff in risk-based suwnision 
and individual risk categories. 
2. Identifv. from within the BSD 1 
nation-wide, instructors for core 
courses and develop all core 
CO-. 

3. Develop a tracking mechanism 
to identify the core courses and 
on-the-job experiences that a 
person needs to reach an 
"accreditation" level. 
4. Ensure that the time allocation 
for training and career 
development is viewed as part of 
someone's job, not as an "extra 
item" if time allows. The BSD 
needs to provide incentives (merit 
recognition, bonuses, promotions, 
etc.) for persons to become 
trainers and for persons to desire 
the goal of reaching an 
accreditation level. 

lm~rove the Off4ite Sw~cwision Process 

The BSD's off-site analysts play a critical role in the supervisoly process for banks. The 
off-site analysts need to ensure each bank is taking appropriate steps to corm 
deficiencies noted in the previous inspection and to monitor the future effects of bank's 
actions in between inspections, including risk that might affect the entire banking syaem. 

To perform the first role above, the analysts need to have indepth hur l edge  of the 
findings from the most recent on-site inspection, including the areas of highest risk and 
the bank's proposed corrective actions. The expectations for the analysts should be 
included in the supervisory strategy of each bank. We recommend that the off-site 
analysts visit the on-site inspections during the initial planning phase and at the end of 
this inspection as findings are communicated to bank management. The analysts may 
wish to participate in the individual risk assessment areas of the on-site inspt~riot; 
process for career development, as time permits. This will allow the analysrs i t ,  ::.I.  t 



more indepth knowledge of the bank's conditions and problematic areas. Attending the 
on-site inspections, even if only briefly, will also allow the analysts to better judge !he 
bank's corrective actions as it submits information between on-site inspections uho to 
contact if questions arise. Currently, it seems the analysts are not involved in the on-site 
inspection process. The analysts are drafting detailed letters of criticism to the on-site 
inspectors, only after receiving the final report of inspection in the head office. This 
seems to be a lather bureaucratic process, is not a productive use of time for the anal>xt 
or for the inspectors, and significantly detracts from the overall supervisor). process. The 
supervisory process needs to be more cooperative and interactive to be efkcti\-e. 

To perform the second basic role from above, the analysts should continue to develop 
new and refine existing early warning systems for banks, and used analysis models for 
analyzing individual banks and the banking indusby. we recommend tha~ the BSD 
produce a report on an annual basis describing the financial trends and the areas of 
highest risks in the banking system, including broad recommendations for supenisory 
actions in the coming year. This will complement the existing quarterly analyses that are 
already k i n g  prepared, but are mostly factual and historical information. This 
knowledge will be critical for overall supervision planning. Saying this, the BSD should 
keep in mind that certain misconceptions may exist regarding the use of early warning 
models. First the models are only as good as the data the model is fed. If banks are 
submitting inaccurate financial reports, models will not be effective. Second, models 
rarely, if ever, provide the final answer to any real or potential problem. Models can only 
show symptoms of problems, not causes. It is important to treat model outputs as a 
source for more questions, rather than as a final solution. Relative to the issue of 
systemic risks, senior management of the BSD and the National Bank should look closely 
at management information systems to ensure that available data is circulated to the 
proper persons and is sufficient in detail and useful in decision making processes. 

Off-site analysts should follow the same accreditation process as on-site inspectors, and 
attend the same core courses for banking risk. Analysts do need more mining in how to 
analyze bank reports and policies that will be submitted between inspections. We also 
encourage BSD to consider hire analysts from the existing pool of inspectors. rahx  than 
independently hiring analysts h m  outside the National Bank system. This will 
encourage more career development and foster a career path for employees, and w-ill 
break down many of the communication walls that exist between inspectors and analysts. 

Task 

1. Approve the off-site analysis 
summary document 
2. Develop a requirement for 
analysts to attend on-site 
~nspections. 
3. Ensure that analysts are also 

Time Frame 
for Completion 
of Task 

Resource 
Allocation for 
Task 

Person(s) 
Responsible 1 
for Task 
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warning analysis models. 
5. hepare an internal, annual 
report on the condition of the 
banking industry, banking risks 
and banking trends, and 
recommendations for supervisory 

included in the BSD accreditation 
program and are able to attend 
core courses in banking risk. 
4. Develop and refine early 

i I actions. I 
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Enhance Bankinp Legislation for Risk Mana~ement Princiales 

Licensing requirements in Ukraine already contain certain prorisions related to risk- 
management systems. In order to improve existing legislation and implement the 
recommendations of the World Bank/lMF Financial Sector Adjustment Team. a 
significant number of changes to the Banking Law will be necessary. Some of these 
items may also necessitate corresponding changes to other legislation. The changes 
include the following1. 

Risk management systems and internal controls. There should be afirmative 
requirements for banks to have adequate system of risk management and internal 
controls, both as a condition of registration or licensing and on an ongoing basis. The 
current version of the Banking Law requires a risk management "unit" and in~ernal audit 
"service" but does not require risk management or internal control s1.srent.s that, in the 
judgment of the NBU, are adequate and appropriate for the given bank's actitities and 
profile. We have received a draft from the NBU Legal Department which would require 
"availability of internal policies to regulate the carrying out of banking operations 
according to Ule requirements of [the Banking] law, rules and regulations of the hBU. 
and the bank's statute" as a condition for receiving a banking license. T h ~ s  is a gwd 
star!, but more is necessary. 

Enforcement measures. Article 73 should clarify that the NBU has the authority to 
require improvement in the risk management and/& internal control systems in a bank 
when, in the judgment of the NBU, these items are inadequate. Also. the NBU should be 

~ - 
able to require more capital depending on level of risk in bank's activities, as determined 
by the NBU based on its analysis and evaluation of the bank's situation. We have 
received a proposed amendment drafted by the Law Department, which would eliminate 
the performance of "risky operations that would endanger depositors' interests" as a basis 
for enforcement action. In our view, this would be a mistake. The MBU should have the 
legal authority to require correction of an). situation that, in its judgment. could be 
detrimental to the stability of a bank or endanger the interests of its depositors. 

I Chummicated in a memo dated May 28.2003 



Strengthening the responsibilities of Supervisory Councils. Additional emphasis 
should be placed on making the supervisory council responsible for appro\ln&orersee~ng 
the implementation of the bank's strategy, risk management, internal controls, etc.. as 
well as ensuring the bank's compliance with all applicable legal requirements and 
fulfilling their fiduciary duties. 

The "Revision Commission" concept should be eliminated. Enterprises (including 
banks) in most western countries do not use a "revision commission," but rather an audi~ 
committee, which is a committee of the supenisory council. and the function of which is 
to assist the supervisory council with the more technical financial matters and oversight 
of the internal controls and internal audit function. The audit committee is one of the 
most important committees in a bank. 

Strengthening liceesinglregistration requirements. The law should require 
information on business mutation of all procased holders of essential ~ i c i p a t i o n .  
Article 18 says the NBU can refuse regisGtio" if a proposed essential paiicip&t does 
not have an impeccable business reputation, but Article 17 does not require submission of 
such information in the first place. Also, the Article 17 requirements should be tied to 
Article 34, which requires all essential participants to have an impeccable business 
reputation. Information on professional skills and experience of all proposed supervisory 
council members should also have to be submitted at the registration stage. 

Transparency of ownership/eontrol. Article 34 does not require approval for "'control." 
but SO0! ownership. Addition of a "beneficial owner" concept may be helpful, but the 
critical issue is the NBU should be able to approve any defacto "control" situation in a 
bank, regardless of the amount of share ownership (if any). The NBU should also have 
the legal ability to assess the complete ownership structure of proposed bank or banking 
group, both at the registration~licensing stage and as a result of change in control or 
significant ownership - and reject applications if proposed or resulting o\\rtersh~p 
structure is not sufficiently transparent. 

Coerdidated supervision. The NBU needs the legal abil~ty to review structure. 
corporate governance provisions, internal controls and risk management, and suitabilit) 
of management in any "group" of companies that includes a bank. This is an extremely 
important concept: failure to practice effective consolidated supervision (Basle Core 
Principle 20) results in noncompliance with many of the other Core Principles. There is 
a new European Union Directive (December 2002) on Supplemental Supenis~on o i  
F i i a l  Conglomerates. While some of this directive is probably more complex and 
detailed than is necessary for Ukraine presently, much of it is highly relevant and should 
be implemented as soon as possible. This is the case, in particular, with requirements for 
groupwide risk management systems, internal controls, and appropriate skills and 
business reputation for managers of companies that control banks. 

Tremury stock purchases (banks buying back their own shares). The NBU should 
have the authority to approve any purchase by a bank of its own shares, and the bank 



should have to demonstrate to the NBU's satisfaction that such a transaction would tx ior 
a legitimate business purpose which is beneficial to the bank (not necessanl! to the 
shareholders who wish to sell their shares back to the bank). 

Transactions with related parties. The provisions in the Law need to be strengthened. 
in accordance with the FSAP Team's recommendations. 

External audits. The Banking Law does not require auditors' reports to be furnished to 
the NBU, or that auditors inform NBU about violations or conditions discovered during 
audits that could detrimentally affect banks. We have received a draR provision h m  he 
NBU Law Department, which would require the submission of audit repons, but does not 
require the auditors to provide other information as described above. There should also 
be a requirement for bank management to implement recommendations of 
internaVexternal auditors. 

Review and Enhance Mana~ement Information Svstems 

Task 

1. See above for a listing of items 
to include in the Banking Law. 

The BSD and National Bank senior management groups need to review all management 
information systems, such as the "Bank Dossier", emanating from banking supenisory 
personnel. Senior management should consider what is "critical" informatron for 
periodic reports, and what is "'extra" information to be used as support. Management 
information should be both concise and descriptive. The general discussion of 
management information systems should also be covered in the strategic plan. 

The BSD should develop a series of new management information cham to show the 
aggregate risk assessments of banks in Ukraine. We suggest the following information lo 
be displayed: the percentage of banking assets having high, moderate and low risk in 
each risk category; the percentage of banks having high, moderate and low risk in each 
risk category, the percentage of banking assets with increasing risk in each risk category; 
and the percentage of banks with increasing risk in each risk category. These charts 
should be updated quarterly or semi-annually - more frequent updates would be not 
useN as information would not be changing significantly on a monthly basis. The BSD 
may have other useful suggestions to illustrate the overall risk and risk trend in h e  
banking system. Additionally, the NBU senior management team should also provide 
input to the information they would like to receive on a regular basis. 

Time Frame 
for Completion 
of Task 

Resource 
Allocation for 
Task 

Task 

f'=On(s) 1 
Responsible 
for Task i 

I 

Time Frame 
for Completion 
of Task 

Resource 
Allocation for 
Task 

-. 
Person(sl 
Responsible 
for Task -. 



As a note, the new management information systems need to incorporate relevant 
information from other National Bank departments, including violations 01- law or 
regulation, so that this information can be incorporated into the overall risk assessmenr. 

1. Review management 
information systems for 
sufficiency and conciseness. 
2. Develop new management 
information systems to illustrate 
risk assessments and trends in the 
banking sector. 

Develov a Oualitv Assurance Proeram 

-. 

! 

i 

An effective quality assurance program is necessary for implementation of risk-based 
supervision due to the subjectivity of decisions to be taken. However, it is important to 
take a proper attitude toward a quality assurance program. Quality assurance is not 
intended to be a "re-inspection" of a bank to show what someone else would have done 
given the same circumstances. Rather, quality assurance should be process-oriented, 
looking at the inspection and analysis procedures used and the documented support for 
inspection and analysis findings. The persons performing quality assurance should nor 
adopt a punitive attitude toward inspectors and analysts, yet should be simply be ensuring 
that all supervisory decisions and information are based on and supported by facts. 
Where supervisory processes need improvemen4 the quality assurance fhction should 
make recommendations to BSD management on changes to improve the process. 

The BSD should develop a team of persons to form quality assurance reviews. The banks 
selected for review should be selected randomly, and preferably be geo-aaphically 
dispersed. The primary areas of review could be the following: 

Continuoorrs Supcrv&ion of like Bmk aad *e Bank's Risk Prof&: Were fhe C.Mf ELS 
and RAS consistent with examination findings? Were any interim changes to CAMELS 
and RAS properly documented? Were quarterly oft'-site analyses conducted to 
specifically ad- any changed in CAMELS, M S  and bank activities? Do quanerl) 
analyses include bank management's responses to recommendations in repon of 
inspection and compliance with any applicable enforcement actions? 

FuUSwpe SaJq and Sounaiuss Supe&n Acti&in: Did the hll-scope re\1meu, 
address each of the nine banking risks and assess the risk to earnings and capital in each 
of the risk areas? Did the on-site examination team support their conclusions of the 
aggregate risk profile for each risk area and the direction of risk per the risk assessment 
system? Did the examining team address the accuracy of the bank's internal loan review 
system and the bank's ability to determine an adequate level of loan loss resews? 



Supmisoy Strdegia: Do supervisory strategies reflect all significant supemison. 
concerns identified at the most recent inspection? Were strategies amended =-hen there 
are changes to the risk profile of the bank? Did strategies result in correction of 
significant deficiencies at the bank? Did subsequent supervisory activities reflect the 
scope and resources indicated in the strategy? 

Communicarions: Did the formal communications to the bank address major risks and 
supervisory concerns? Were interim changes to CAMELS and RAS are communicated 
to the appropriate persons in the Banking Supenision Department of the NBU? 

Errrnrinolion policies rmd procedures: Were the minimum inspection pmedures are 
used properly? Were inspection procedures expanded, when appropriate? Was the 
resource usage is consistent with findings and risk profiles. 

Documentation: Do examination working papers properly suppon findings in the Report 
of Examination? Do analyst's working papers properly support communication u ~ t h  the 
bank and quarterly monitoring and analysis of the bank? 

gnment to get more 
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recommendations for BSD and 



(Letterhead) 

Date: June 30,2004 

To: Mr. Schlapak, Deputy Governor 
National Bank of Ukraine 

CC: Konstantin Uvarov, Natalya Ivanenko, Svitlana Farber, 

From: Bryan Stirewait 

Re: Action Plan for Risk-Based Supenision 

Dear Mr. Schlapak: 

I am sony for the delay in sending this letter to you, but the issues surround~ng 
implementation of risk-based supervision are, as you know, quite complex. The attached 
"action plan" lists the areas of needed emphasis in implementing risk-based supenision 
in Ukraine. We are also suggesting a broad timetable for implementation of risk-based 
supervision, which deviates slightly from the existing plan of the NBU. Any change of 
this magnitude in a large organization involves not only difficult changes in legislation 
and the NBU's internal policies and procedures, but also necessitates large changes in h e  
overall culture of supervision and further development of supervisors. While various 
changes to the infrastructure supporting banking supenision can be accomplished in the 
short-term, changes with recruiting, compensating, training and efficiently organizing 
supervisors will only be possible over a longer time period. 

We obviously cannot afford to wait five to seven years to implement risk-- 
supervision. Chairman Tihipko has correctly emphasized that time is of the essence in 
this transformation, and we certainly agree. We will need to implement risk-hascd 
supervision and develop supervision staff on parallel tracks. We suggest implementing a 
program of risk-based supervision, on a step-by-step basis, within the next IS months 
while realistically envisioning a fully effective program in five to seven years. During 
out risk-based supervision seminars this year, we have had the ability to meet and discuss 
these concepts with many supervisors across the country. This has given us a much 
greater depth of understanding of strengths and weaknesses of the supervision processes. 
From this vantage point, we are better able to refine the risk assessnent system a d  
provide recommendations for full implementation of risk-based supenision 

The risk assessment system is the "front office" of risk-based supenision, and is 
supported by a wide range of"back office" functions and processes. Supervisors sen1 to 
accept the concept of the risk asesment system; however, the matrices used in the 
document need to be amended to provide inspectors with more detail and explanation md 
to match the experience level of staff and developments in the banking industn :ti .: 
result, we believe that all inspections should include each of the "evaluation fix:,):. :: 


