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Over a year has passed since Cyprus has entered into a macroeconomic
adjustment programme agreed with the International Monetary Fund, the
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European Commission and the European Central Bank. As a result of the
programme’s conditions, a great deal of regulatory changes were introduced,
that have effectively transformed the legal and regulatory landscape in
which Cyprus banks operate.

Financial Ombudsman Bill

In the current issue of the “Insight” we attempt to address the most important
changes that have taken, or are about to take place and which concern our
members. Most notably, changes in regulations as well as the ongoing economic
crisis have led to increases in the levels of non-performing loans, a subject that
is being addressed by two articles in this publication. Another significant
upcoming regulatory development relates to the legal framework in relation to the
role of the Financial Ombudsman and mediation in cases of loan restructurings.
We also present the impact of the financial crisis on working conditions in Europe,
highlighting the need for flexibility and co-operation of the social dialogue
partners to alleviate problems in the labor market. The subject of the economic
downturn is further dealt with by our collaborators, the Cyprus Chamber of
Commerce and Industry, who have contributed an article outlining the challenges
for the Cyprus economy in 2013 and prospects for 2014.
In addition to the subjects of the financial crisis and local regulatory
developments relating to the MOU, we outline a number of regulatory
developments originating from the EU such as the amendment of the Savings
Taxation Directive, the European Markets Infrastructure Regulation and the fourth
Anti-Money Laundering Directive, as well as their ramifications on Cyprus and
Cypriot entities. Another article by our collaborators, PwC, outlines the
challenges to banks posed by the Capital Requirements Directive IV, while
Synectics Ltd share their inside on fraud prevention and detection in financial
institutions.
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Financial Ombudsman Bill
Introduction

Dr. Demetra
Valianti Plati
Senior Officer
Association of
Cyprus Banks

Under
the
Memorandum
of
Understanding on Specific Economic
Policy Conditionality for Cyprus
(MOU) a mediation service between
credit institutions and their clients
to achieve fair debt restructuring
needs to be established. The Ministry
of Finance (Ministry) has drafted a
Bill, the latest text of which was
submitted to Parliament on the 15th
of May, amending the existing
Financial Ombudsman Law of 2010,
and intended to give effect to the
commitment in the MOU.

What is mediation?
Mediation is a dispute resolution
process in which an impartial person,
a mediator, helps the parties
negotiate a mutually acceptable
settlement. Mediation is nonbinding, guided negotiations. More specifically, it has
a structure, timetable and dynamics that "ordinary"
negotiation lacks. Mediators do not decide matters
(contrary to a court or arbitrator); rather they assist
and guide the parties to reach a voluntary agreement.
They may suggest solutions for the parties to consider,
but do not have authority to impose an outcome.

The Bill
The Bill will introduce a new Part VIA to the existing
Financial Ombudsman Law, with the intention to
expand the role of the Financial Ombudsman, so as to
assign mediators, while in the same time preserving
the original function of the Ombudsman (i.e. dealing
with complaints of clients of financial institutions).
Borrowers, whether legal or natural persons, unable to
repay under their existing loan agreements may apply
to their credit institution (bank or coop) for a new
restructuring plan according to the Central Bank of
Cyprus Directive on Arrears Management (September
2013). By virtue of this Bill, eligible borrowers shall
also have the right to resort to mediation to assist in
the negotiation process for loan restructuring with the
credit institution.
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Interested borrowers shall submit an application to the
Financial Ombudsman to name a mediator from an
approved list of mediators. Under the Bill credit
institutions are obliged to engage in the mediation
process when this is required by the borrower. It is
noted that the Bill captures mortgage loans (up to
€350.000) with a mortgage over the primary
residence. According to the explanatory note prepared
by Ministry, the aim is to target homeowners and
provide an extra safety net to them.
The Bill sets deadlines within which an interested
borrower may exercise this right. However, the
deadlines set allow a significant amount of time to
lapse between the first arrear and the conclusion of
the mediation service, while the borrower may still
apply to the internal appeals committees of the credit
institution after the completion of the mediation. This
matter shall have to be addressed by the Central Bank
of Cyprus and resolved in Parliament as it affects the
NPLs of banks.
In addition, there are still some concerns as to how
this extra responsibility proposed to be assigned to
the Financial Ombudsman will affect its mainstream
responsibilities, especially given the fact that it has
not as yet become operational. Also, it is essential to
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include a provision in the Bill specifying the date
from which the Financial Ombudsman will be
accepting applications regarding the appointment
of mediators.
Finally, in order to ensure the mediation is of the
highest standard, it is important to ensure that
those eligible to act as mediators have the
necessary personal characteristics and specialised
skills to do restructuring mediation as well as the
background (academic and work experience) to
fully understand the issues involved. Furthermore,
accountability needs to be provided for in that
their performance needs to be monitored ex-post.
It should be pointed out that, currently there exists
an extremely low number of potential mediators of
unknown acquaintance or experience with financial
issues. So, attention should be paid into raising
sufficiently their number and at the same time
safeguarding their “fit and proper” status. Their
qualifications, training, as well as proper incentive
scheme framework should be carefully evaluated.

Final thoughts
The success of mediation in arrears cases can be seen
in the UK. The Association of Mortgage Mediators
reports that the arrears mediators proposed
arrangement for rescheduling in 82% of the cases
handled. In turn, according to the Mortgage Finance
Gazette (2 January 2013), rescheduling has had a
significant effect, with just 46,000 repossessions in
2009 against a predicted 75,000 and just 36,300
repossessions in 2010 when 53,000 had been
forecasted. These features are encouraging.
In fact the expectations of the public in Cyprus have
been magnified during the past year while waiting
for the much advertised Bill. However, in order to
see similar results in Cyprus as in the UK and if
mediation is to have any results at all, the shortfalls
of the Bill (some of them were addressed above)
shall need to be adequately dealt with, otherwise
the long pregnancy of the elephant will give birth
to a mouse.

Non-performing loans, economic growth and financial stability
The financial crisis and the deep economic recession
have led to a sharp increase in the level of nonperforming loans (NPLs) in the Cypriot banking
system. High NPL ratios are a cause of concern as
they reflect a problem of over-indebtedness, increase
banking/financial risk and impede prospects of
economic growth.
But what has been the main cause of this sharp
increase of NPLs recorded by Cypriot banks? Part of
it relates to the sudden change in the definition of
non-performing and restructured credit facilities.
Currently, there is no EU standard definition for nonperforming loans. The general practice seems to
endorse the rule that for a loan to be nonperforming at least one of two (primary) elements
need to be present: (1) principle or interest 90 days
or more overdue and (2) existence of well defined
weakness of either the loan or the borrower.
However, there are also other (secondary) elements
that influence the magnitude of NPL classification
(reporting), either upwards or downwards. These
(secondary) elements determine which credit
facilities should be classified as NPLs thereby
affecting the overall NPL ratios reported on an
individual (bank) and collective (banking system)
basis, particularly in times of crisis. These elements

relate among others as to how a restructured loan is
subsequently classified (as performing or as nonperforming loan), whether collateral (or guarantee)
is taken into consideration for NPL classification
purposes, whether the full outstanding amount or
just the sum of overdue installments is reported as
NPL and finally whether the NPL classification
practice follows a per account (specific credit
facility) approach or per debtor (total credit
facilities) approach.

Michael Kronides
First Senior Advisor
Association of
Cyprus Banks

The Central Bank of Cyprus issued in July 2013 a new
Directive amending the definition, and subsequent
classification, of non-performing and restructured
credit facilities. The much stricter provisions, when
compared to the previous market practice, of this
new Directive and the fact that it was immediately
applicable has led to a sharp overnight increase of
credit facilities classified as non-performing. As a
result, Cypriot banks are currently in a situation
where they endeavor to deal with this new
development and manage the expected
consequences on profitability, capitalization and
provisioning.
But what does a high level of non-performing loans
mean for the economy and the banks? In the last
couple of years the Cypriot economy has been
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shrinking and as a result economic activity narrowed
substantially. High levels of NPLs have adverse effects
on the economy as diminishing credit supply
constrains economic recovery, restricts growth and
leads to economic stagnation. It is well known that
the supply of credit (and the quality of loans) is
directly correlated, but lags, the business cycle. During
an economic downturn the supply or extension of
credit is reduced (borrowing ability of over indebted
businesses and households worsens and demand
declines) and non-performing loans increase over time.
These high levels of NPLs cause funds to remain
trapped in unprofitable and unproductive uses and
consequently restrict the ability of banks to provide
new loans. Non-performing loans are considered as
high risk assets and thus require higher capital for
credit risk purposes. This reduces the banks’ ability,
appetite and capacity to provide new loans (or extend
credit), with negative consequences on investment
and consumption spending. Rising NPLs reduce
profitability (interest income), strain liquidity position
(cash flow) and increase loan loss provisions of banks.
As a result, high NPL levels deplete earnings, reduce
capital, increase funding costs and lead to financial
instability.
Addressing high levels of non-performing loans
requires a collective approach by banks, supervisory
authorities and the government. Banks need to realize
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and have a clear cut picture of the true extent of the
problem and take decisive steps to manage problem
loans effectively. Depending on the magnitude of the
problem, banks may need to consider receiving
assistance by external professionals with loan
collection and workout skills that can structure and
provide solutions tailored to the borrowers’ industry
and specific financial situation. Supervisory
authorities need to work closely with all banks to
enable the accommodation of viable and cooperative
borrowers and to facilitate the resolution of truly
unviable and uncooperative borrowers. Lastly, but just
as importantly, governments need to take decisive
action to ensure an orderly and efficient process of
resolution. They should address all legal impediments
to distress loan resolution which make it difficult and
costly for banks to collect from defaulted borrowers.
Amongst others, governments should remove
restrictions on taking control of collateral, enact nonjudicial foreclosure processes, improve personal
insolvency laws and provide tax incentives (tax
deductibility) relating to loan-loss-provisions and
debt write down. Only a coordinated and collective
approach will strengthen the banking system, which is
a pre-requisite for prosperous economic growth. Past
experience shows that only when non-performing
loans are decisively reduced will the credit supply
rebound, a pre-requisite for economic recovery,
prosperity and growth.
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What can be done to stop the rise of NPLs
The Cypriot banking system, in common with that
of many other EU countries, faces significant
challenges, the greatest being the seemingly
unavoidable increase in non-performing loans
(NPLs). Although there is obviously no ‘magic
formula’ that can be applied to stop the rise of
NPLs, the Cypriot banks will need to employ
innovative approaches that can provide short and
long-term solutions. These approaches are mostly
new and outside the ‘normal’ banking processes.
Operationally, the banks have not had the
experience of dealing with what is a very large
portfolio of NPLs – both as a percentage of assets
and as an absolute amount.
The traditional approaches, which include
restructurings and write-offs (as per the Basel III
guidelines) will of course always remain part of the
solution. Disposing of the NPLs to specialised hedge
funds is also a frequently used solution and could
become part of the overall strategy here as well. But
other, less “conventional”, methods will have to be
considered too:
ñ Debt restructuring with concurrent management
by the bank of the collateral assets/ businesses
(under specific guidelines). Simply restructuring
a NPL (without any other bank-driven action), in
many cases merely provides for a postponement
of the need for drastic action and in some cases
exacerbates the problem.
ñ Management of viable but insolvent businesses:
Subject to the terms of specific loans, the bank
could take an active role in managing (or comanaging) viable businesses that are heavily
indebted. This could take place with or without
the voluntary cooperation of the Company, with
the former being the preferred route. One
example of this approach would be the comanagement of a revenue-generating real estate
asset, like a hotel.

Dr. George
Mountis
Director, Business
Development
Emergo Wealth

ñ Converting debt to equity. In cases where the
indebted Companies have a viable business
model, converting part of the NPL into equity
(with optional share buy-back scheme) could
both enable the business to continue and maybe
improve its profitable operations (thus paying off
its debts in an orderly manner) and provide some
upside for the bank as a shareholder. This
strategy has been adopted in various cases across
banks in Europe and it could be explored in
Cyprus, especially in combination with other
approaches such as the ones discussed above.
The banks will need to develop their technical
competence and capacity in dealing with NPLs, as
this will be a significant part of their operation for
a number of years to come. Investment banking and
venture capital approaches, tools and culture will be
employed and the faster the banks move to tackle
the NPL issues the more the already apparent return
of confidence in the banking sector will accelerate.
And with each NPL that will be resolved, activity and
growth in the real economy will benefit.
Thankfully, the Cypriot bankers are well aware of the
challenges and have lost no time in turning to
experts that have the experience and technical
know-how to help build a comprehensive system for
dealing with NPLs. Take home message: The task of
“cleaning up” the banks’ balance sheets will take
time and a great deal of very specialised hard work.
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Reporting Obligations that arise from EMIR

Christina
Antoniou Pieride
Senior Advisor
Association of
Cyprus Banks

As from 12 February 2014, throughout the European
Union, counterparties to derivative transactions have
the obligation to start reporting their derivative
transactions to a Trade Repository. This obligation
derives from the European Markets Infrastructure
Regulation (“EMIR”) and applies to all ‘undertakings
established in the European Union’ (both financial
counterparties like banks and non-financial
counterparties).
Trade Repositories are organizations that have the
responsibility to centrally collect, maintain records of
all derivative trade-related data and report to
regulating authorities. They are licensed and
regulated by the European Securities and Markets
Authority (ESMA).
EMIR came into force as binding law within the
European Union, in an effort to increase transparency
and reduce the risks posed to financial systems by
Over-the-counter (OTC) derivative transactions.
To this end, the European Parliament and Council
adopted EMIR ((Regulation (EU) No 648/2012 of the
European Parliament and of the Council of 4 July
2012 on OTC derivatives, central counterparties
(CCPs) and trade repositories (TRs)). The Regulation
was adopted on 4 July 2012 and entered into force
on 16 August 2012. It is directly applicable in all
the European member states. In addition, the
Commission Delegated Regulations (EU) No 148/2013
to 153/2013 of 19 December 2012 supplementing
EMIR were published in the Official Journal on 23
February 2013 and entered into force on 15 March
2013. The implementing technical standards were
published in the official journal dated 21 December
2012.
The main obligations under EMIR are:

6

entering into derivative transactions either Exchange
Traded Derivatives (ETD) or Over-the-counter (OTC)
derivative deals. For these Legal Entities, the
following steps are applicable:
ñ LEs are required to report their derivative
transactions to a Trade Repository (“Reporting
Obligation”).
ñ LEs are required to clear via a CCP (Central
Counterparty) their OTC derivative transactions that
are subject to the clearing obligation only in the
case where they exceed the clearing threshold
(“Clearing Obligation”).
ñ LEs are required to apply risk management
techniques when entering into non-cleared OTC
derivative
transactions
(“Risk
Mitigation
Techniques”).
Derivative transactions need to be reported,
including daily modifications/updates or termination
of the transaction until maturity of the derivative
transaction. Both Exchange Traded Derivatives (ETD)
and Over The Counter Derivatives (OTC) must be
reported. Legal Entities in the EU must also report
transactions done with Non EU Legal Entities.
Reporting must be completed in the prescribed
format laid down in the implementing regulation.
Every reporting counterparty will need to identify
itself and its counterparty and hence it must also
provide the unique Legal Entity Identifier (LEI) of
itself and of its counterparty. In addition, when both
parties report each deal they must include in the
report the deal’s Unique Transaction Identifier (UTI).
This is to enable reconciliation and to avoid double
counting.
The minimum details of the data to be reported to
trade repositories can be found in the ANNEX of
Regulation (EU) No 148/2013 (read also in
conjunction with Implementing Regulation (EU) No
1247/2012).

ñ Central Clearing for certain classes of OTC
derivatives;
ñ Application of risk mitigation techniques for noncentrally cleared OTC derivatives;
ñ Reporting to trade repositories;
ñ Application of organisational, conduct of business
and prudential requirements for CCPs;
ñ Application of requirements for Trade repositories,
including the duty to make certain data available
to the public and relevant authorities.

Starting from 12 February 2014, each contract that is
concluded on or after the 12 August 2012 and
remains outstanding on 12 February 2014 is
reportable. Additionally new deals, as well as
modifications and terminations, done after 12
February 2014, must be reported within one working
day.

EMIR applies to all Legal Entities (LEs) in the EU

Starting from 12 May 2014, each contract that is

1 The definition of derivative transactions is set out in points (4) to (10) of Section C of Annex 1 - Directive 2004/39/EC. For ease of reference: ‘OTC derivative’ or ‘OTC derivative contract’ means a derivative contract the execution of which does not take place on a regulated
market as within the meaning of Article 4(1)(14) of Directive 2004/39/EC or on a third- country market considered as equivalent to a regulated market in accordance with Article 19(6) of Directive 2004/39/EC.
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concluded before 12 August 2012 and remains
outstanding on 12 February 2014 is reportable.
Starting from 12 February 2017, each contract that
has been outstanding between 12 August 2012 and
12 February 2014 is reportable.
LEs may choose to report directly to a Trade
Repository or indirectly, through delegating the
reporting obligation. It should be noted, however,
that the responsibility for complying with EMIR
remains with the LE itself.
The Legal Entity Identifier (LEI) is a 20-digit,
alpha-numeric code that connects to key reference
information. It enables a unique identification of
companies participating in global financial
markets. The LEI is based on international
ISO17442:2012 “Financial Services – scheme to
identify the legal entities (LEI)”. It will be needed
for reporting in the USA in the context of DoddFrank Act and in Europe in the context of EMIR or
the AIFMD. LEI registration is not applicable to
individuals (ie natural persons).
Application for a LEI is a relatively simple process.
There is a list of endorsed issuers, or pre-LOUs, at

the LEI Regulatory Oversight Committee (ROC)
website www.leiroc.org. At this stage, a LEI from
an endorsed pre-LOU is the only way of ensuring
that the code can be accepted by regulators in both
Europe and the USA. The list of endorsed pre-LOUs
will expand as the ROC gradually determines that
additional entities meet the criteria.

Where can Cyprus Legal Entities get more
information on EMIR:
ñ ESMA has published a guide on EMIR specific to
non-financial companies: “What does EMIR mean
for non-financial counterparties”.
ñ Cyprus Securities and Exchange Commission
(CySEC) is the designated authority responsible
for ensuring that non-financial counterparties
established in Cyprus comply with the obligations
under EMIR. “Guide to EMIR”.
ñ The EMIR Regulation and Technical Standards are
listed in the relevant CySEC’s webpage.
ñ The European Commission and European
Securities and Markets Authority (‘ESMA’) have
released some Frequently Asked Questions on
EMIR.

CRD IV is here: Time to act
The recent financial crisis revealed vulnerabilities in
the regulation and supervision of the banking system
at European and global level. It highlighted issues in
banks’ risk management practices and demonstrated
that losses in the financial sector can be extremely
large when a downturn is preceded by a period of
excessive credit growth. During the crisis, the need
to strengthen the risk coverage of the capital
framework has emerged while the failure to capture
major on- and off-balance sheet risks, as well as
derivative related exposures, has been a key
destabilising factor.
Many institutions entered the crisis with capital of
insufficient quantity and quality. As a result,
governments had to provide unprecedented support
to the banking sector in many countries in order to
safeguard financial stability. In 2010, in response to
the financial crisis, the G20 leaders ratified the Basel
Committee’s proposals aimed at strengthening the
resilience of the banking sector. The package of
measures, referred to as the Basel III framework,
introduced a new set of capital and liquidity rules,
which the European Union endorsed and
implemented in 2013 through two legislative acts:
the Capital Requirements Directive IV (“the

Directive”) and the Capital Requirements Regulation
(“the Regulation”), which together form the CRD IV
package.

Elina Christofides
Senior Manager
Risk Assurance
PwC Cyprus

The new rules, which are applicable from 1 January
2014, set stronger prudential requirements for banks
with the aim of strengthening their capacity to
adequately manage the risks linked to their activities
and absorb losses they may incur in doing business.
In order to help ensure that the banking sector can
meet the higher capital standards through
reasonable earnings retention and capital raising,
while still supporting lending to the economy, the
CRD IV package introduces a substantial transition
period before the new requirements apply in full.
The CRD IV package establishes for the first time a
single set of harmonised prudential rules, a “single
rule book”, for all Member States in order to ensure
uniform application and close any regulatory
loopholes. The single rule book will also provide a
foundation for the Banking Union and will form the
main basis on which the Single Supervisory
Mechanism will operate when the European Central
Bank assumes its new banking supervision
responsibilities later this year, following the
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completion of the Comprehensive Assessment exercise
which is currently underway across Europe for the
assessment of banks’ capital adequacy.
The main components of the Regulation relate to the
capital base, capital requirements, large exposures,
liquidity, leverage, reporting and disclosure
requirements. The Directive, which unlike the
Regulation is not directly applicable legislation and
must be transposed into Cyprus law, contains
provisions concerning remuneration, enhanced
governance and transparency arrangements,
supervisory powers, supervisory review and evaluation
processes and the introduction of new capital buffers.
The CRD IV package, which will impact more than
8,000 European banks, will undoubtedly create a more
challenging operating environment for banks and
bring a fundamental transformation to the banks’
business models and risk profiles. Some of the key
challenges introduced by the CRD IV package include:
ñ Increase in the quality and level of capital held by
banks: Under the new rules, while the minimum total
capital ratio which an institution will need to
maintain remains at 8%, the proportion of the highest
quality capital – common equity tier 1 – increases
from 2% to 4.5%. The criteria for capital instruments
will also become more stringent and five new capital
buffers will be introduced.
ñ Increase in the capital requirements for complex
financial products: Following on from the European
Market Infrastructure Regulation (EMIR), the CRD IV
package increases the own funds requirements
associated with banks' derivatives that are traded
over-the-counter (OTC) and securities financing
transactions, and provides incentives to move OTC
derivative contracts to central counterparties and
exchanges.
ñ Increased focus on short term and longer term
liquidity management: The new regulatory
framework introduces two liquidity ratios: the
Liquidity Coverage Requirement with the aim of
improving the short-term resilience of the liquidity
risk profile of financial institutions, and the Net
Stable Funding Requirement to ensure that an
institution has an acceptable amount of stable
funding to support the institution’s assets and
activities over the medium term.
ñ Introduction of a non-risk based leverage ratio: The
CRD IV package tackles the issue of excessive
leverage by introducing a leverage ratio in order to
restrict the amount of assets that banks can take on
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compared to the capital they hold. The ultimate aim
is to constrain leverage by bringing institutions'
assets more in line with their capital and help
mitigate destabilising deleveraging processes in
downturn situations.
ñ Introduction of a bonus cap: The CRD IV package
introduces additional transparency and disclosure
requirements relating to the number of individuals
earning more than €1m per year. Furthermore, in
order to tackle excessive risk taking, bonus payments
(variable pay) have been capped at 100% of the
fixed pay (salary) even though exceptionally, and
under certain conditions, the shareholder(s) may
increase this ratio to 200%.
The CRD IV package represents an enormous challenge
to the financial services industry and, together with
the broader regulatory change agenda, is set to redraw
the banking landscape. It will have a profound impact
on profitability and force many banks to transform
their business models by adopting conservative growth
strategies and retaining a greater proportion of
earnings to meet the stricter definition of capital and
higher capital ratios.
At the same time, supervision will become a far
broader discipline than before and will face huge
challenges in relation to the consistent
implementation of the new regulatory framework and
the adoption of timely corrective action, whilst
remaining flexible to adapt to an ever evolving market
environment.
Under the new regime introduced by the CRD IV
package, the future of banking is becoming clearer. It
is a future of more capital, more liquidity and less risk.
And, inevitably, it is a future of lower returns on
capital, higher costs of doing business and slower
growth with ultimate effects being felt by investors and
end-consumers. Close scrutiny of bank performance by
investors, regulators and other stakeholders is likely to
continue.

* Elina Christofides is a Senior Manager in the Risk Assurance Consulting department of PwC Cyprus. She has significant experience in the
banking industry and is dedicated to servicing financial services clients with a focus on risk management, regulatory compliance and
governance.
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Proposals for a Fourth Anti-money Laundering EU Directive and
the impact on the Cyprus Regulatory Framework
Introduction
The legislative proposals for a Fourth Anti-Money
Laundering Directive (the proposed ‘Directive’)
published by the European Commission in 2013, seek
to strengthen the EU Anti-money laundering (AML)
regime and increase transparency while also
ensuring that the EU framework is aligned with the
FATF standards. In addition, the proposals aim to
fortify international co-operation and harmonise the
approach to AML compliance across Europe.
Most aspects of the proposed Directive will not be
completely new to Cyprus and its already advanced
AML regime, as nearly all of the changes are already
incorporated in the Cyprus AML Legislation and
relevant Directives.
The proposed key changes of the EU AML Framework
are summarized below:

Risk Based Approach
The proposed Directive increases the emphasis of the
risk-based approach allowing for greater
responsiveness and acknowledgement of the need to
adjust measures taken according to the risks
presented in specific jurisdictions and sectors. It
also clarifies the types of situations in which
simplified customer due diligence will be appropriate
(exemptions no longer permitted), as against those
where it is necessary for firms to conduct enhanced
checks.
This latter will enable countries and the private
sector to apply their resources more efficiently by
focusing on higher risk areas. However, the
imposition of new risk–based approach measures
should not lead to any regulatory overlap and the
unnecessary duplication of successful standard
setting exercises.
The risk-based approach is one which is familiar in
Cyprus as it has been a key part of the Cyprus antimoney laundering framework for a number of years.

Politically Exposed Persons
The proposed Directive, extends the definition of
politically exposed persons (PEPs) to include
domestic individuals occupying prominent public
positions, in addition to those from abroad. When

high-risk business relationships occur with such
persons, additional enhanced customer due diligence
measures must be taken, e.g., to establish the source
of wealth and source of funds involved.
Further it clarifies that enhanced due diligence will
always be appropriate where transactions involve
politically exposed persons. PEP consideration must
be maintained for at least 18 months after the PEP
has left the respective public position.

Elena Frixou
Senior Advisor
Association of
Cyprus Banks

Domestic PEPs have already been included in the
definition of PEPs in the Cyprus AML legal
framework.

Reduction of thresholds for one-off
transactions and expansion of the
perimeter
The customer cash transactions due diligence
thresholds for traders in high-value goods will
decrease from €15,000 down to €7,500.
Gambling services are also included in the proposed
Directive’s scope, but - with the exception of casinos
– it is up to Member States to decide whether to
exclude gambling activities that do not pose a threat
of money laundering.
The Cyprus Gambling Law has rendered any gambling
deemed illegal under the latter law (ie online casino
gambling), to be considered a crime punishable with
over one year imprisonment. Therefore the generated
proceeds may become the subject of a money
laundering offence.

Inclusion of tax crimes to AML predicate
offences
The proposed Directive includes a specific reference
to tax crimes for the first time in the EU, by adding
tax evasion and other serious fiscal offences to the
list of predicate offences. This will bring the
proceeds of tax crimes within the scope of the
powers and authorities used to investigate money
laundering.
Nevertheless, details of the implications and the
exact definition of such tax crimes still remain to be
further clarified.
These are already considered predicated offences
under the Cyprus legal framework (‘The Assessment
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and Collection of Taxes’ Law).

Cross-border cooperation and
administrative sanctions
Enhanced requirements are imposed in the proposed
Directive, in relation to the collection and reporting of
data by national authorities and in relation to the
exchange of information and co-operation between
them. The enhancement of the powers of the FIU
Department is already in place in the Cyprus AML
system, as well as the mechanisms for international
cooperation.
In relation to the Member States’ sanctioning powers,
a new set of minimum principles-based rules aims to
strengthen these powers.

Suspicious Activity Reports
The proposed Directive would require banks, financial
institutions, auditors, lawyers, accountants, tax
advisors, casinos, and real estate agents, among
others, to be more vigilant about suspicious
transactions made by their clients.

Beneficial Ownership Information
The proposed Directive aims to increase transparency
around the beneficial ownership of companies and
trusts. A recent amendment to the proposed Directive,
requires a public central register in each EU country to
list information on the ultimate beneficial owners of
legal
arrangements,
including
companies,
foundations, holdings, and trusts. The proposed
Directive has several provisions to protect data privacy
and to ensure that only the minimum information
required is put in the register.
This proposed amendment has been criticized and is
expected to be discussed thoroughly by the EU Council
of Ministers and the newly appointed EU MPs in the
following few months.
The definition of a beneficial owner will remain
unchanged, covering those who own or control 25 %
or more of a legal arrangement.
In Cyprus, due to the increased importance of
‘transparency of beneficial ownership’, the numerical
threshold for determining controlling ownership of a
legal person in Cyprus has been set many years ago,
at the lower 10% plus one share i.e. the beneficial
owner shall at least include, in the case of corporate
entities, the natural person or natural persons, who
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ultimately own or control a legal entity through direct
or indirect ownership or control 10% plus share.

Proposed Transfer of Funds Regulation
The proposed Transfer of Funds Regulation linked with
the proposed Directive, seeks to improve the
traceability of payers and payees and their assets
(wire-transfers) by tightening existing legislation.
It will introduce requirements on payment service
providers to verify the identities of beneficiaries for
payments originating outside the EU for amounts over
€1,000 and to put in place risk based procedures to
determine when to execute, reject or suspend
transfers.

Future
AML is a challenge for all the international
community.
As a regional and international business center, Cyprus
places the fight against money-laundering among its
top domestic and foreign policy priorities, retaining
and elevating in this way its credibility, integrity and
quality as a business centre.
Although the proposed Directive contains a number of
new obligations for Member States, Cyprus’s antimoney laundering regime already includes the majority
of these rules.
The proposed Directive is expected to be considered by
the new Parliament (elected in May) that will begin
negotiating the proposed Directive with the European
Commission and the Council of Ministers, which will
be chaired by Italy, in the second half of this year.
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Impact of the financial crisis on working conditions in Europe
Since 2008, the financial crisis in Europe affected
most, if not all, European States and influenced most
members and structures, in each of the European
societies. Individual citizens either rich or poor,
businesses, employers, employees and others, have
experienced, even if not at the same degree, the
detrimental effects of the on-going crisis.

According to the 2014 Eurofound report titled
“Impact of the crisis on industrial relations and
working conditions in Europe”, countries with strong
social dialogue and/or industrial relations systems
displayed better cooperation between the state,
employers, employees and their representatives.
However, one of the important new trends taking
place in the industrial relations arena is the
accelerated decentralization of collective bargaining.
This does not mean that collective agreements do
not exist but that they are moving away from the
context of multi-employer bargaining to that of
company-level bargaining and company agreements.
Further changes to collective bargaining were also
identified.
Fewer extensions of collective
agreements, more opt-out clauses, and more noncontinuation of such agreements upon expiry are
some of them.
A major impact of lower levels of economic activity
has been the loss of jobs and the increase of parttime work and of other short-time or temporary work
schemes due to lower economic activity. Apparently,
the use of such schemes, in spite of workers unions’
resistance, helps in controlling or even marginally
reducing unemployment.
Furthermore, being
employed has benefits for the well-being of the
individual (i.e. lower levels of stress) and benefits
society (i.e. less incidents of adverse social
behaviour) and the economy as a whole. Therefore,
the use of such programs and of other flexible
working-time arrangements should be enabled by

unions, especially during this troubled period.
On the other hand, the crisis has diminished workers’
choices on work. Part-time and temporary work
arrangements are not a choice made voluntarily but
rather a consequence of the lack of other
employment opportunities. Evidently, employees
tend to stay in their current job, which negatively
influences workers’ job mobility. The report suggests
that this situation drives people in some Member
States into the informal economy. It is important for
governments in each Member State to deal with this,
by introducing more effective and stricter control
mechanisms against informal work arrangements
such as the undeclared work, not only for the sake of
those being driven into such arrangements but for
the benefit of society as a whole.

Dr. Yiannos
Rossides
Senior Advisor,
Industrial Relations
The Cyprus
Bankers Employers’
Association

As it was suggested earlier, not all members of the
various economies have been hurt by the crisis to
the same degree.
Manufacturing and/or
construction were hit harder. As these sectors
traditionally employ more male workers, it can be
seen that males have been hit harder.
In spite of all the negatives, the crisis produced
some positive results as well. A decrease in
employee absenteeism is one. A rise in job
satisfaction, in terms of still having a job, is
another. Both can be explained by the fact that
workers are aware of the current economic
conditions, and choose to stay with their current
employer and become more productive since they
understand that employment opportunities are
difficult to find.
The report concludes by identifying the efforts of
Member States to fight unemployment by
introducing a number of employment measures to
get unemployed people back to work. One important
aspect of getting people back to work is training.
This is especially important for low-skilled workers
and young people so that they will remain
employable. Keeping employees employable should
not be a goal only for Member States but also for
social partners. Employers and unions should work
closely, together in the area of training to maintain
workers employability, which will be beneficial for
all social partners, for society as a whole and for
each individual employee. To achieve this and
several of the points made earlier, certain flexibility
on the part of workers and their unions should not
only be facilitated but also demanded.
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Amending the Savings Taxation Directive

Marios Nicolaou
Senior Advisor
Association of
Cyprus Banks

The Savings Taxation Directive follows the basic principle
that an investor’s interest income should be taxed in
accordance with the laws of his country of residence
and that evasion of tax payments regarding cross-border
interest income must be eliminated.
The Savings Taxation Directive (the “Directive”) is the
EU legal framework covering the above principle and
it was first put into effect by most Member States, in
2005. According to the Directive, the tax authorities of
each country must exchange information by issuing
details on the interest paid by the so-called paying
agent (i.e. the bank) to the beneficial owner (i.e. the
recipient of the interest) of a deposit. The information
must be exchanged at least once a year and must include
the account number, the identity, the name, the address
and the interest receipts of the beneficial owner.
The scope of the Directive covers interest and income
earned from most types of bank deposits such as cash
deposits, savings accounts and fixed deposits, as well
as specific forms of investments, such as bonds. It does
not however cover any income from investment funds,
such as dividends and certificates, or interest on claims
arising from life insurance products or pensions.
Furthermore, the tax liability extends only to physical
persons and hence it does not cover legal entities
such as companies, foundations or trusts.
Almost nine years after the adoption of the Directive,
it has been realized that it has limited impact in its
present form. This is because of the loopholes created,
both in terms of the nature of the interest income
covered, as well as the group of “persons” concerned.
In particular, the Directive has been criticized about
the following:
(a) The definition of the term “interest” is too narrow.
This allows product providers to build financial
instruments that are substitutes of interest, thereby
avoiding certain provisions of the Directive;
(b) The definition of the “paying agent” only relates to
the final financial institution paying interest to the
individual. This allows paying agents to route interest
to other banks outside the jurisdiction of the
Directive, or route payments to entities not defined
as a paying agents;
(c) The definition of the “beneficial owner” is defined
as the individual directly collecting interest from
a paying agent. This however allows investors to
collect interest via legal entities or arrangements
(such as partnerships, trusts, foundations, etc),
thereby avoiding certain provisions of the Directive.
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Having the above in mind, the EU Commission decided
that it is time for updating the Directive, and that
this would be best achieved through a Directive
Amendment. The first draft of the Amendment was
initially published in 2008. However, due to its
complicated subject matter, it was passed-on by several
(EU) Presidencies and went through numerous
negotiations, amendments and revisions before reaching
its latest version in November 2013.
The main provisions of the Amendment include:
(a) expansion of interest definition to more collective
investments such as non-UCITS, hedge funds, private
equity, structured products, insurance bonds, fixed
annuities, derivatives linked to interest, etc;
(b) expansion of the definition of paying agent so as
to include legal entities and arrangements that are
managed within the jurisdiction of the Directive and
receive interest on behalf of beneficiaries; and
(c) widening the group of beneficial owners so as to
include specific legal entities and arrangements.
Eventual implementation of the Amendment is expected
to considerably broaden the scope of the Directive
and enhance transparency and fairer tax competition.
This of course will come under the cost of significant
work and effort by both the tax authorities as well as
the banks of the member states.
Bearing in mind that the proposed amendments are very
near to being agreed by the Economic and Financial
Affairs Council (ECOFIN), the European Banking
Federation is urging the European Commission, to
seriously consider the additional costs and time that
will be spent by Banks for adopting the new legislation
and to agree on a common starting date by all Member States. The expected implementation date, according
to the latest draft of the amendment proposal, is 2016.
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Fraud Prevention and Detection in Financial Institutions
During my early career days, I was very lucky to have
been involved with strategic planning, at country
level, with renowned IBM Banking clients (Chemical
Bank, Citibank, etc). From those early experiences I
still distinctly remember two things that can literally
destroy a Bank, namely insider fraud and frivolous
1
lending practices . Since then, I have been focusing
on these two areas, namely Fraud Prevention and
NPL (non-performing loan) management. In this
article, I will focus on the first topic.

The need for a structured approach
Modern fraud control in a bank focuses on two broad
spaces, namely internal and external threats. The
figure below depicts channels and protection layers
for external fraud (mostly bottom hemisphere) and
internal fraud (usually top of the sphere).
It is imperative to recognise that an in-depth

understanding of (a) how each hemisphere is
affecting the other and (b) how fraud can spread
from one channel to another, are both indispensable
in effectively shielding a credit institution.
Prevention (preferably) and detection for both
internal and external fraud, are fundamentally based
on common sense measures and controls that would
identify and thwart most fraudulent activities. Alas,
common sense is not so commonplace and although
banks invest enormous amounts on security and
shielding technology budgets, they still leave open
many backdoors through which a bank can lose
literally millions before the fraud is detected,
uncovered and stopped. In most cases, recovering
losses is nearly impossible.

The importance of in-house skills and
expertise
As in all other banking areas, human factors are
crucial in the fighting and prevention of fraud,

whether external or internal. Unfortunately, within
the budgetary constraints, investment in practical
training is by far the exception rather than the rule.
Furthermore, ironically, at the same time banks
choose to invest in expensive systems which are
difficult to understand, implement, and operate.
Thus, not only the investment is not fully exploited,
but such systems become a true obstacle in enhancing
the bank’s protection effectiveness for 3 main
reasons. (1) There is no budget left for on-going
training, (2) the implementation is really deficient inappropriate parameterisation, insufficient system
tailoring, etc, and (3) the systems were developed
mostly for large, multinational banks and the
complexity of the product does not reflect local
operations of smaller institutions. Such systems can
yield excellent results if a bank spends equal amounts
for implementation, training and integrating the
system within the bank’s overall infrastructure,
approximately as for licence fees. Surprisingly,
procurement (evaluation, selection, contract
negotiations,
acquisition,
installation
and
deployment) is not a common in-house strength for
many banks. This is because most strategic
procurement projects are not structured or driven
properly, due to politics, disagreements between
business, IT, or O&M, lack of involvement from users
and user management and lack of commitment from
senior management (insufficient blessing from the
top and support from below).

Christos Papadakis
Managing Director
Synectics Ltd

The intricacies of modern technology
(enabling but also complex and utterly
confusing to the uninitiated)
For external fraud, emphasis is given nowadays to
controls in the Cards / ATM business areas as well
as e-commerce and internet banking, and rightly so.
The critical factor here is the interconnectivity and
interrelationships of the various channels that
customers and fraudsters alike can use to utilise the
bank’s services, whether with good or bad intentions
respectively. Compliance to PCI DSS (Payment Card
Industry Data Security Standard) is a prerequisite for
this platform. In addition, a bundle of effective
fraud controls is needed, namely preventive (realtime on-line, declining even the first fraudulent
transaction) as well as near real time detective and
even batch, i.e. overnight (end-of-day processing
accumulation of transactions). The trick here is to
deploy niche products, each safeguarding a specific
(vertical) channel, but with all components working

1 My mentors impressed upon me three more reasons that can lead to the demise of a bank, namely an incompetent board, deficient supervision and arrogance from temporal (perhaps even circumstantial) success. Does it sound familiar? The irony is that for years, these
have been known as undeniable tenets to people in the banking industry.
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in synergy feeding a common database. It is on the
back of such an accumulated gold-mine of data that
seemingly unrelated events can be placed into a
coherent framework of fraudulent patterns.
Internal fraud, whether originating in the branch
network or in fraud-prone departments, e.g. backoffice accounts management, treasury, swift,
bread-and-butter
lending,
partner
channel
management, etc has been thoroughly studied and
investigated throughout the years. Nevertheless,
common knowledge such as usual points in the branch
network susceptible to fraud temptation, typical red
flags, or preventive automated checks and balances to
uncover known fraudulent transaction patterns or
sequences, is still not taken into consideration when
designing and implementing fraud control measures. It
is not uncommon for fraud activities to have taken
place for years before being accidentally uncovered,
by which time recovery is not possible and even
prosecution is not always pursued.

The importance of proper management
Fraud containment in a bank is usually driven by
specialised units of Internal Audit. Technical experts
(security, networks, ATMs and other peripherals, etc)
provide specialised skills and expertise. The record of
banks where a financial crime centre of competence is
established, is far superior to banks that have not
established a structured environment: people,
processes, systems (software and equipment), and
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measurements. This centre of competence is
responsible for coordinating initiatives in subsidiaries,
disseminating informational material on a timely basis
and in a comprehensible fashion, training the trainers
(for every single Business Unit and branch), collecting
and making sense of information from across the
whole bank (especially customer facing and serving
colleagues), and also from external sources, etc.
The perennial adage “There are no technical solutions
to management problems but only management
solutions to technical problems” applies to fraud
control more than to any other banking aspect.
Common sense, timely and sufficient training, and a
structured approach giving emphasis on prevention in
the fraud containment infrastructure, constitute the
first steps towards the right direction.
Finally, a word of caution: Internal and external
auditors, but also officers from supervising authorities,
need substantial hands-on practical experience and indepth practical knowledge of banking before they can
effectively handle internal fraud. As for external fraud,
in addition to the aforementioned, specialised
technical staff must be also trained to acquire people
skills and analytical competences. It is critical for
these technical gurus to learn how to explain difficult
technical terms in easily comprehensible plain
language. Most of all, though, fraud fighting is an
organisational-wide issue where team work and top
management commitment (budget) and involvement
(time) are critical success factors.
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The Cyprus economy in 2013 and the prospects for 2014
2013 has been marked by the unprecedented adverse
decisions by the Eurogroup. However, even before the
decisions, the country began to face difficulties because of a large, inefficient and highly indebted public sector, which was shut out of international financial markets as the government delayed important decisions. In addition, the economy faced low
competitiveness whilst the rapidly expanding banking system, led to high private indebtedness and created bubbles that were hurting the economy.
The final negotiations with the Eurogroup of March
2013, ended in severely tough decisions for Cyprus.
These included a bail-in on the two major banks. These
extreme decisions resulted in draining of liquidity
leading to steep rises in non- performing loans and
a sharp decline in production, with hundreds of enterprises closing down and thousands of people losing their jobs. As the economy entered into deeper
recession, the fall of economic activity was expected to be large.
In reality the outcome was less severe. The economy showed more resilience than originally expected. The rate of decline of GDP for the whole of 2013
has been estimated at 5.4% as opposed to 8.7% of

the original forecast. Despite this decreased decline
of GDP unemployment reached 17.3% at the end of
December 2013, accompanied by very low inflation
and a fiscal deficit of about 6% of GDP.

Marios Tsiakkis
Secretary General
Cyprus Chamber
of Commerce and
Industry

It seems that the better outcome for 2013 reflects,
first the lower reduction of consumer demand, as
households tried to maintain consumption levels by
drawing down on their savings and cash balances. Data show that accumulated savings in provident
funds were reduced, enabling families to maintain a
higher level of consumption. Secondly, professional
and other related services have shown robustness and
have been able to maintain activity at levels more
than originally expected. Thirdly, the good performance of tourism and exports of goods together with
the substantial reduction in imports of goods and
services, led to unexpectedly large improvement of
the external balance of the economy. Thus national
accounts’ items of exports and imports of goods and
services turned from negative in 2012 (-€566 million)
to positive in 2013 (+€249 million - Diagram 1). In
2012 this negative figure reduced GDP whereas in
2013 GDP was increased. The reversal amounted to
€815 million, which was added to GDP in 2013 compared to 2012.

Diagram 1: National accounts: Difference between imports and exports of goods and services (¤millions) 2000 -2013

Source: National accounts, Department of Statistics website
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Exports of goods (domestic and re-exports) increased for a fourth consecutive year. In total between 2009
and 2013 exports grew by more than 60% reaching a record level of €1.6b (Diagram 2). Despite the reduction
in the number of foreign tourists (-2.4%) in 2013, there was an impressive rise in total foreign exchange
earnings, because of the higher spending habits of Russian tourists. Between 2008 and 2013, the number
of UK tourists declined by 351.000 whilst the number of Russian tourists increased by 421.000, more than
replacing the British and some of the other European tourists that visiting. During this period Russian
tourists more than tripled from 181.000 to 609.000.
Diagram 2: Exports of goods (¤millions) 2000 -2013

Source: Foreign trade Department of Statistics website

But at the same time there have been some worrying developments, such as the rise in unemployment that
could be extremely difficult to deal with and the large shrinking of primary and secondary productive sectors.
Manufacturing has shrunk and its contribution to GDP is now 5.6% compared to 11.5% in 1995 (Table 1).
There is also a steep decline of construction activity with its contribution to GDP falling to 4.0%, from
10.2% in 2003.
Diagram 3: Tourist foreign exchange earnings (€millions) 2000 -2013

Source: Tourism Department of Statistics website
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Table 1: Sectoral distribution (%) of GDP 1995 – 2012

Source: National accounts at the website of the Department of Statistics

As a result the Cyprus economy is becoming more and more services dominated (84.5% of GDP). This means
that Cyprus in the future would have to depend on service exports to earn the foreign exchange needed to
meet its imports of food, shelter and clothing. The third adverse development has been the collapse in fixed
investments (Diagram 4). Since fixed investments to a large extent determine the growth potential of the
economy, their big reduction over the last 5 years, means that prospects for 2014 are weak.
Diagram 4: Fixed investments at constant 2005 prices 1995 - 2012

Source: National accounts at the website of the Department of Statistics
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The fourth adverse effect has been the complete lack of liquidity, which would hamper any potential of recovery.
Total outstanding debt continues to be above €63b when deposits have been sharply reduced to €46b. Hence
the prospects for 2014 remain weak and GDP will probably continue falling before recovery sets in 2015.
Despite the negative developments described above, in general the business community of Cyprus feels that the
government has responded adequately to the crisis, since taking over in February of last year. The economic
sentiment indicator for Cyprus bears evidence of this evaluation, since it has shown a steady rise for 11 months
(Diagram 4). The emphasis on attracting foreign investments is also a most commendable effort and receives
the wholehearted support of the Cyprus business community.

Diagram 4: Economic sentiment Jan. 2011- March 2014

Source: Economic Research Centre, Cyprus University website www.erc.ucy.ac.cy,

We also note that the process towards privatization is accelerating with the emphasis on the transfer of
electricity production, airlines, telecommunications and port services.
Hence, despite the better outcome in 2013 the prospects for 2014 remain weak due to the substantial drop in
fixed investments and the continuing liquidity problem. But emphasis on foreign investments can help in the
short run to restore some dynamism in the economy.
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