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s 2017 is drawing to a close, we are
taking stock of significant developments affecting the banking sector
over the past year and which demanded the attention of the Association and our
members.
Through consistency, persistence and collective
work, the Association has been promoting the optimal solutions both for the country’s banking sector,
as well as the economy as a whole. After all, we are
well aware that the health of an economy and the
health of its banks are interrelated.
For the pertinent issue of Non-performing loans,
Asset Management Companies (AMCs) are promising to be an effective tool under certain circumstances and conditions, as discussed in the first
article in our publication. In the area of promoting
consumer choice, two articles address significant
regulatory developments; namely the new law
which regulates the comparability of fees, bank
account switching and access to payment accounts
and, at the European level, the adoption of PSD 2 in
January 2018 which provides the legal framework
for Open Banking.
An important legislative initiative for which the Association was very vocal was the introduction of VAT
on land, for which we emphasized that the final law
and regulations should be fine-tuned so as to have
the least possible impact on the Cyprus real estate
market. Other local legislations that will greatly affect
banking operations are the AML law harmonizing Cyprus’s framework with the Fourth EU AML Directive
and the proposed legislation on securitization.
At the European level, the issue of telework is
gaining traction in the banking sector, increasing
options for businesses and employees alike.
In concluding, I would like to thank the external contributors to this issue of Cyprus Banking
Insight, for their time and efforts in sending us their
thoughts on their areas of expertise. I would like to
extend special thanks to the Governor of the Central
Bank of Cyprus, Ms. Chrystalla Giorkadji, for her
insightful article.
We hope you find the present publication interesting and, as always, look forward to your comments
and suggestions.
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The evolution of the
Cyprus banking system

A reform story and its challenges
Part of keynote speech at the event organised by
the Representation of the European Commission
in Cyprus and the Central Bank of Cyprus on the
“Achievements and Challenges of the Banking Sector
in Cyprus: the European Perspective”.

By

Chrystalla
Georghadji

Governor of the Central
Bank of Cyprus

I

t’s a pleasure for me to address this event. My
speech today will focus on the high levels of non
– performing loans (NPLs), which unquestionably
affect both the financial sector and the real economy. Although significant reforms have taken place, the
current level of NPLs still presents a major challenge.
I will begin by explaining the drivers behind the high
level of NPLs in Cyprus. I will then briefly highlight the
impact of these NPLs on banks, the economy and
financial stability. Following that, I will explain our NPL
resolution strategy, what we have achieved so far
and the lessons learned. Lastly, I will present the way
forward and in particular our expectations about the
key enablers and challenges in the NPL resolution
process.
Gross NPLs for all banks operating in Cyprus,
and which relate to households and non-financial
corporations, currently stand at €21,9 billion or 44%
of total loans and 120% of GDP. Net NPLs amount
to €11,7 billion, which corresponds to 65% of GDP.
Around half of the NPLs relate to terminated accounts
(denounced loans).

The main factors driving the surge in
NPLs in Cyprus before the 2013 crisis

Dominance of asset-based lending practices.
Lending decisions were largely based on collateral
coverage, rather than underlying repayment ability.
l Very lengthy foreclosure and legal resolution
procedures. As a result, lenders had little incentive to
take legal action and, instead, preferred to enter bilateral negotiations with the borrower, often resulting
in the borrower pledging further collateral or receiving a restructuring. At the same time, there were no
consequences for borrowers who failed to repay their
loans in the short to medium term. This encouraged
a culture of delays in repayment and enhanced moral
hazard.
l
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l Weak provisioning methodologies. Significant
under provisioning prevailed due to the delay in the
recognition of losses, as fully collateralised loans were
not considered impaired.
l Widespread use of forbearance measures to deal
with problematic loans and avoidance of loss recognition. In particular, extensive forbearance and loan
modifications with additional collateral were carried
out, despite evidence about the inability of borrowers
to service their debt.
l Reluctance of the co-operative sector to pursue
aggressive collection and work-out strategies on
overdue loans. This was due to the perceived social
function of the co-ops. However, this facilitated the
development of a non-payment culture.
l Credit boom from 2005 onwards.
l Overexpansion of the real estate market. This
occurred during the period 2004 - 2008 and was followed by a significant correction in real estate prices.
l High level of indebtedness among households
and non-financial corporations. This resulted in weak
repayment ability when the economy began deteriorating in 2008.
l Significant exposures to the real estate development sector.
l Poor risk management practices by banks.
Following the Eurogroup decision in March
2013 on Cyprus’ financial assistance programme
and the unprecedented measures implemented
to resolve and recapitalise the two largest banks,
including a bail-in of uninsured depositors, the asset quality of banks deteriorated rapidly. Specifically, NPLs to legal entities and private individuals
in the period June - December 2013 increased
by 24% (from €21 billion in June 2013 to €26
billion in December 2013) and the respective
NPLs increased from 31% in June 2013 to
42% in December 2013. This surge in NPLs was
driven by the resulting negative macroeconomic
developments following the resolution of the two
systemic banks and the bail-in of €7,8 billion of
uninsured deposits, which included the working
capital of non-financial corporations and household deposits.

 here were no consequences for borrowers who failed to repay
Τ
their loans in the short to medium term. This encouraged
a culture of delays in repayment and enhanced moral hazard.
What is the impact of NPLs on banks,
the economy and financial stability?

NPLs have a negative impact on banks’ profitability
by requiring an increase in impairment provisions and
by increasing the costs of managing distressed loans.
At the same time, NPLs consume more capital due to
the implied higher risk weights. In this regard, NPLs
are a significant threat to bank viability and solvency.
Similarly, banks with high NPLs are more vulnerable
to future shocks.
High NPLs increase the risk perceived by creditors and Investors and weaken access to capital and
funding, both from wholesale and customer deposits,
and increase the risk premium that is translated into
higher funding costs.
Inevitably, the increasing cost of risk and the capital

constraints, lead to higher lending rates and tighter
credit standards and, therefore, to less available
credit.
The Cyprus banking system has faced all of the
above. The doubts about the banks’ solvency and
viability resulted in a crisis of confidence, whereby
deposit outflows threatened financial stability. As a
result, besides the recapitalisation measures, capital
controls were imposed from 2013 to 2015 in order
to safeguard financial stability.

Cyprus’s NPL resolution strategy.

As a result of the financial crisis of 2013, the
Government requested financial assistance through
the EFSF/ESM, and the IMF. The key objectives of
the programme were the structural reforms and the
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The crystallisation of
sizeable losses as a result
of the Greek economic crisis
and later from the purchase
of Greek government bonds
by our banks were catalytic.

fiscal adjustment measures aimed at restoring the
macroeconomic imbalances and creating conditions
for sustainable growth, full employment and the restoration of market confidence. The banking sector was
the third main area of focus of the programme.
The NPLs and their drivers that I mentioned earlier
were not the only reason for the unprecedented banking crisis in Cyprus. The crystallisation of sizeable
losses as a result of the Greek economic crisis and
later from the purchase of Greek government bonds
by our banks were also catalytic.
As a result, a number of unprecedented resolution, recapitalisation and restructuring measures
were implemented, aimed at addressing the
challenges facing the banking system. In addition,
decisive steps were taken to strengthen the supervisory and regulatory framework in order to lay the
foundations for a healthy, more resilient and stable
banking sector in the medium and long term. For
example, the regulatory framework was amended in
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the areas of internal and corporate governance.
The Cyprus authorities, in cooperation with our
international partners under the financial assistance
programme, have taken comprehensive action for
NPL resolution. This has involved the early identification of all impediments and the creation of a
comprehensive strategy, giving due consideration
to the micro-prudential, macro-prudential and social
aspects. In view of the limited fiscal space, the NPL
resolution strategy has focused on a private sector
approach under three pillars:
l Strengthened regulation and supervision of banks
l Reform of the legal framework
l Creation of a market for distressed assets.

Strengthened regulation
and supervision of banks

Under the first pillar of strengthening regulation
and supervision of banks, the first step was an asset
quality exercise to ensure appropriate recapitalisation
followed by numerous actions in the regulatory and
supervisory context as well as market transparency.
The regulatory framework was reinforced through new
directives in the areas of NPL recognition, provisioning, loan origination and arrears management. At the
same time, the supervision of banks was strengthened through enhanced supervisory reporting on
arrears management, specific attention to the banks’
arrears management capabilities and restructuring
activity, using internal and external expertise, and the
introduction of restructuring targets. Additionally, the

establishment and utilisation of a credit register has
proved very useful to banks in their NPL management.
In September 2013, the Central Bank of Cyprus
issued a revised directive on NPLs with regard to the
identification of and reporting on NPLs, including definitions of NPLs and forbearance consistent with the
European Banking Authority’s (EBA) definitions ahead
of their implementation across the European Union in
September 2014. The directive was later replaced by
the EBA Implementing Technical Standards (ITS).
In addition, a new directive on loan impairment and
provisioning procedures was issued in 2014, aiming
to ensure the prudent application of the relevant International Financial Reporting Standards. Specifically,
banks are required to have in place adequate provisioning policies and procedures, including collateral
valuation, based on conservative assumptions. In this
regard, banks are required to identify and monitor an
extensive list of trigger events ensuring that all credit
facilities requiring provision are correctly and timely
identified, and adequate provisions are recognized.
Moreover, in the case of a collective impairment
process, appropriate probabilities of default and loss
given default should be used.
In addition to the above, a new directive on loan
origination processes and processes of reviewing existing loans was issued in December 2013, prescribing how lending origination and renewal should be
assessed, and requiring banks to consider affordability as the primary criterion in their lending decisions.
Lastly, the existing loan to value ratio at origination
was maintained as a macro-prudential measure and
supplemented by a debt service to income ratio to
promote prudent borrowing and lending behavior.
A key step in this long journey of regulatory and
supervisory reforms was the directive on arrears
management, originally issued in 2013 and revised
in 2015 to reflect experience from its application. It
requires banks to apply efficient and effective strategies, policies, structures, procedures and mechanisms
for the management of arrears and the attainment of
fair and sustainable restructuring of credit facilities of
borrowers with financial difficulties.
In order to be able to closely monitor banks’
restructuring progress, both in terms of volume
and quality, banks complete and submit detailed
templates on a monthly basis to the Central Bank
of Cyprus. In particular, among other things, banks
are completing migration matrices and provide
information on NPL and restructuring flows, type
of restructuring solutions and their performance,
cash collection rates, cure rates, default rates and
key performance indicators on restructurings and
foreclosures.
During 2014, on-site inspections to review the

quality of restructuring solutions were conducted by
our supervisory teams.
Another important step was the establishment of a
credit register, which is an important tool for off-site
and on-site supervision. At the same time, it facilitates more effective management of credit and other
related risks from the banks. The credit register has
been operational since September 2014. However,
the development of the credit register for supervisory, financial stability and statistical purposes is still
ongoing.
In September 2015, the Central Bank of Cyprus
implemented a loan restructuring target framework in
an effort to further incentivise banks to increase the
volume and improve the quality of restructurings for
loans presenting arrears of over 90 days, but also to
take proactive action for the loans presenting arrears
of over 30 days and to prevent them from becoming
non-performing.
Each quarter the Central Bank of Cyprus agrees
with banks specific targets for the various phases of
the restructuring process for two quarters ahead. In
case of failure to achieve any of the targets, banks are
required to provide detailed explanations and take
corrective measures.
The Central Bank of Cyprus publishes these targets, on an aggregate basis, together with the past
performance of the banks and an explanation for any
possible discrepancy between targets and actual
performance. If need be, targets are revised.
The introduction of the loan restructuring target
framework has managed to push banks to increase
the pace and sustainability of their restructuring activity. However, our analysis reveals that the sustainability of some restructurings depends on the ability
to realise the collateral held within the timeframe
agreed, which is challenging. Despite the various constraints, banks continue to take measures to improve
their restructuring performance.
Notwithstanding the above, given the current
improvement of the real economy, as indicated by the
positive growth rates in real GDP, the CBC is considering revising the current targets by setting targets
and key performance indicators for the level of NPLs
rather than for the restructuring activity.

Reform of the legal framework

The second pillar of our strategy was a reform of
the legal framework. Under this initiative, the Cyprus
authorities have modernised the personal and corporate insolvency framework to make it more efficient
and give to borrowers and lenders the right incentives
to restructure.
Equally important has been the establishment of
a new foreclosure framework so as to minimize the
time and cost of recovery from assets pledged as col-
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Each quarter the Central
Bank of Cyprus agrees
with banks specific targets
for the various phases
of the restructuring process
for two quarters ahead.

lateral. Another supportive initiative was the suspension of tax on real estate transfers agreed under debt
restructuring, so as to accelerate foreclosure through
encouraging voluntary debt for asset swaps.
We also established a voluntary mediation process
for restructuring solutions under the Financial Ombudsman.
Last but not least, an important area of focus is the
efficiency of the judicial system, where efforts are ongoing in enhancing capacity, specialisation and speed.

Market for distressed assets

The third pillar of our strategy relates to reducing barriers to entry and encouraging a market for
distressed assets. A law enabling the sale of loans
was enacted while a draft securitisation law is being
prepared so as to facilitate the issuance of securities
by securitization vehicles.

What have we achieved?

In a systemic NPL crisis such as the one Cyprus
experienced, neither the banks nor the operational
environment are ready to deal with NPLs. Initially, our
banks were reluctant to admit the lack of capabilities
and the need to utilise external expertise. However,
since 2013 the banks have gone through complex
changes to shift attention from lending to collecting. They have set up centralised and independent
arrears management units, including call centres with
proactive customer contact strategies to manage
early arrears. Supervisory push was catalytic in this
process. The extent of the operational changes that
were necessary in developing internal NPL management capabilities was unprecedented and has started
to produce results.
Equally important, but more difficult to achieve, has
been the cultural change. Moving away from extend
and pretend restructuring such as interest only and
grace periods to sustainable restructuring solutions,
has been a lengthy and challenging process. Staff
training, the introduction of restructuring toolkits and
performance management systems as well as the introduction of the supervisory loan restructuring target
framework supported this process. In 2016 there was
a gradually increasing use of sustainable restructuring
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solutions, such as debt for asset swaps, write offs,
split and freeze and interest rate reduction.
The reform of the legal framework, although lengthy
and not yet fully tested, has succeeded in targeting
strategic defaulters, encouraging a repayment culture
and incentivising borrowers to negotiate a restructuring.
In 2015 the Cyprus economy returned to modest
economic growth after three years of contraction,
reflecting the progress in implementing the economic
adjustment programme.
The stock of NPLs in households and non-financial
corporates peaked in 2014Q4 at €28 billion and has
been gradually declining ever since. It is currently at
€21,9 billion. Added to this has been the increase in
provisions and write-offs.
However, we still have a long way ahead of us
before NPLs are no longer a threat to the banks, the
economy and financial stability.
In our NPL resolution journey we have learned that:
l NPL resolution is a lengthy process
l Strong supervisory focus is necessary
l Structural changes implemented need time to
bear fruit, and
l Coordination among all other stakeholders is
essential.
The last part of my remarks will focus on the way
forward and in particular our expectations about the
key enablers and challenges in the NPL resolution
process.
Cyprus is faced with an extraordinary level of NPLs
across all sectors and addressing this will take time.
There is no magic bullet.
NPLs can decrease through a combination of
actions, namely restructuring of viable borrowers and
liquidation of the collateral/assets of non-viable borrowers, generous concessions from banks and write
- offs, sales of NPLs as well as natural cure.
However, the accomplishment of our NPL resolution goal is highly dependent on progress in a number
of other areas. Specifically:
Economic recovery is important as it will facilitate
an improvement in debt servicing capacity and will reduce the probability of default. However, economic recovery on its own will not suffice. Given the magnitude
of the problem, further intensification of sustainable
restructuring activity for viable borrowers, along with
the effective implementation of the refined insolvency
and foreclosure frameworks and streamlining of the
judicial system will be key drivers.
Last but not least, a strong supervisory and regulatory focus with due consideration of the macro-prudential aspect of NPLs rather than focusing solely
on NPLs as a micro-supervisory problem should be
a key enabler in this process. Supervisory emphasis
on sustainable restructuring, liquidation, write offs

and disposition of foreclosed assets as well as on the
appropriateness of provisioning and collateral valuation practices is warranted. In this regard, the Central
Bank of Cyprus welcomes and supports the SSM
guidance to banks on NPLs that was published for
consultation in September 2016 and the European
Council conclusions on the action plan to tackle NPLs
in Europe.
The journey to NPL resolution is not and will not be
easy. The systemic nature of the NPL problem in Cyprus requires a coordinated strategy and completion
of the reform agenda.
Macroeconomic conditions are gradually improving, although vulnerabilities still exist. Geopolitical
events and/or slowdown of global economic growth
and/or BREXIT may affect the economic recovery in
Cyprus and especially the tourist industry, which has
been a key driver of GDP growth in the last two years.
Unemployment remains high, although it is expected
to fall in the coming years. There has been a small
increase in new lending but credit growth remains
constrained amid continuing efforts of the private and
banking sector to deleverage and repair their balance
sheets.
The efficiency of the new foreclosure and insolvency legal framework has not yet been tested and
possible unpredicted delays in the effective implementation of the refined foreclosure framework could
result in further inefficiencies.
The increased efficiency of the judicial system,
despite ongoing efforts, is complex and needs time
before it is effective.
Although significant progress has been made in the
operational capacity and expertise of the banks, there
is still room for improvement. Banks need to remain
focused and committed to their NPL strategies.
Ensuring sustainable restructuring solutions could
be challenging amid the high level of indebtedness in
households and non-financial corporations and their
weak debt servicing capacity. Efficient implementation
of the insolvency framework could be a silver lining.
In addition, let’s not forget that the level of defaults
is a function of the economic environment, the use
of short-term restructuring solutions as well as the
option of strategic default if the incentives are not
balanced.
Recovery of the real estate sector is not expected
to be easy both due to internal and external factors,
whereas possible mass disposals could result in sharp
reductions in real estate prices, creating feedback
loops between the real economy and the banking
sector.
The banks’ capital buffers and internal capital
generation cannot support aggressive provisioning
or write-offs or capital destructive NPL sales. On the
other hand, pre – impairment profitability should

remain positive in the medium and long term so that
the building up of additional provisions is feasible. In
this regard, banks should pay particular attention to
viable business models.
A secondary market for distressed assets in
Cyprus might at this stage be shallow due to the
small size of portfolios and the perceived illiquidity
of the real estate market. In addition, transactions
may require high haircuts on net book value due to
uncertainties over the recovery value. However, the
recent collaborations of two significant banks with
foreign servicing platforms for the management of
NPLs, the gradual recovery of the real estate sector
and the continuous increase of NPLs provisioning can
potentially support distressed assets transactions.
We acknowledge that tackling NPLs is not an easy
task, but it is necessary for improving the soundness
of our banking system and economic recovery. We
remain committed to the effort bearing in mind the
words of the ancient Greek philosopher Lucius Mestrius Plutarchos “Τα χαλεπά ταις επιμελείαις αλίσκεται”,
which means that difficult situations can only be
overcome through diligent effort.
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Improving Cyprus’s Investment Policy

T
By

Maria Aristidou

Chief Compliance
Officer, Cyprus
Cooperative Bank Ltd

yprus is an important international business and investment centre, not by chance!
After the Turkish invasion of 1974, the
country was in a dramatic economic
situation, when some visionaries from the business
service sector dynamically created the Island’s future
by finding ways to attract International Investors. It
was indeed hard then as it is today to attract healthy
foreign investment and manage to keep it. Those
visionaries worked hard to convince about the advantages to invest in Cyprus and managed to create
a “consortium” of services that would satisfy any
investor alongside the already inherent advantages of
the Island due to its geographical position.
The promotional material included the following
factors which are still present:
l Business-friendly Tax and Legal System.
l Strategic location.
l Well developed socio-economic infrastructure.
l Broad range of international financial and business services - legal, tax, accounting, investment and
brokerage.
l Advanced banking and financial services sector to
suit all financial needs.
l An emerging and attractive domicile for the registration and management of Investment Funds.
l Market-oriented economy.
l Highly educated, qualified and multilingual talent.
l Steady/pleasant business environment accompanied with simple administrative procedures.
l Low setup and operating costs.
l Advanced transport and telecommunications
network.
l Renowned international shipping centre.
l Enviable quality of life.
l Stable political environment.
After some years the promotional material was enhanced by adding the Island’s active Stock Exchange
as well as the fact that Cyprus bacame an EU and
European Monetary Union member state.

The Challenge

Having considered the numerous challenges
arising from increased competition, globalization and
the recent global financial crisis, the Government of
Cyprus along with some of the sector’s professionals
(i.e. CIPA) is taking various measures and initiatives to
further enhance the country’s appeal as an investment destination.

10

Some of the measures include the identification of
markets that have the interest and ability to invest
in our country and/or allow for a counter-investment
policy (double tax treaties), the improvement in public
sector’s services aiming to reduce red tape and thus
making it easier for someone to invest, the improvement in the legal framework with the aim of resolving immovable property ownership problems, the
enhancement of efforts to promote abroad the robust
anti-money laundering legal system and regulatory
framework of the country.
However, in addition to the efforts done and their
success to attract new Investment, there are multiple
players who must be engaged in order for the efforts
to be fruitful.
l Lobbying groups who set the strategy and carry
out the promotional road trips.
l Tax advisors.
l Lawyers.
l Accountants.
l Bankers.
l Real Estate Agents/ Contractors.
l Regulatory Authorities (Central Bank of Cyprus,
The Cyprus Stock Exchange Commission, ICPAC,
Cyprus Bar Association).
l Other government bodies (Tax Authorities, The
Registrar of Companies, The Migration Department of
the Ministry of Interior, etc).

My personal view

Everyone engaged in the provision of a service which
is included in the investment cycle, must be aligned. A
failure of one, causes a failure in the service chain and
the momentum is lost, sometimes forever or, in a bestcase scenario, at least for 5-10 years until we manage
to revive confidence and convince again.
Let’s take for example the case where we decide
to attract investment from Country X. A group of
visionaries, having the blessings of the government
will start lobbying, organising road trips and finally
manage to convince and attract investment from
country X.
At that point:
l the Public Sector “machine” must be ready to accept the inflow with clear and transparent procedures,
l the regulators of the private sector service
providers must have analysed the risks and issued
guidelines to their regulated entities,
l the service providers (Tax planners, accountants,

lawyers, bankers, real estate agents) must have
analysed the market of Country X, identified the risks,
amended their policy and procedures in line with
regulator guidelines, in order to be able to provide the
service at high quality and speed.
My personal view is that we need to improve this
concept. The concept of being aligned and having
everyone work together in a single product line.
I believe that we are now mature enough to find
ways to achieve the necessary alignment. Some ways
include:
l Training each other – there are some initiatives
to bring together in forums the various different investment sector players with the scope to train each
other. This will create the dynamics to understand
each other’s way of acting and regulatory obligations
and align cooperation expectations
l Involve all members of the service chain during
strategy set up – Each service provider category,
government body, regulator who is involved in this
service line should participate in the working groups
at the strategy set up point – CIPA could be enhanced
to incorporate all players in its board or at least in its
working groups.

However, in addition
to the efforts done
and their success to attract
new Investment, there are
multiple players who must
be engaged in order for the
efforts to be fruitful.
l New technologies – investigate, get educated
and incorporate in our service line (i.e. due diligence
procedures) new available technologies and methodologies which will allow us to gain competitive
advantage and resolve various present barriers (i.e.
e-verification, blockchain technology).
l Alignment of Guidelines and Directives of all involved regulators, taking of course into consideration
the special characteristics of each sector.
We are hard-working people with strong vision and
strong wish for prosperity in our country. We did it in
the past, we can do it for the future.
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Restore, rationalize and reinvent

A fundamental shift in the way banks manage risk/ Eighth annual
EY/IIF bank risk management survey

T
By

Savvas Pentaris

Partner, Assurance
Services
Head of Financial Services, EY Cyprus

he eighth annual global bank risk management survey, “Restore, rationalize and
reinvent: a fundamental shift in the way
banks manage risk”, carried out by EY
and the Institute of International Finance (IIF), and
released in October 2017, follows the industry’s
progress in improving risk management. Last year’s
survey — A set of blueprints for success, showed
signs that the industry was reaching a key turning
point in risk management. After more than seven
years of enhancing risk functions, this year’s survey
shows banks now face a new set of challenges as they
move through the three distinct phases of a 15-year
transformation in managing risk that was identified in
last year’s survey.
These three distinct broad phases in the risk management journey are:

1. Restore

This phase focused on compliance with the global
regulatory agenda and restoring trust in banking.
Initially, the agenda was prudential in nature, but
increasingly conduct regulation expanded. Banks
made tactical enhancements to existing frameworks,
then began redesigning the overall risk management
architecture, notably implementing a three-lines-ofdefense approach to risk. The aim was to improve
effectiveness of risk and controls, however sometimes
coming at a high expense for implementation. The
go-to solution was to add headcount, which could be
done relatively quickly.
Banks strengthened their balance sheets by raising
capital and adjusted their funding models to broad-

This year’s survey of EY
shows banks now face a
new set of challenges as
they move through the three
distinct phases of a 15-year
transformation in managing
risk that was identified in
last year’s survey».
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en sources of liquidity. Strategic changes, notably
reducing or shuttering business lines and withdrawing
from certain markets were more the consequence
of higher capital, liquidity and compliance costs than
of enhanced competition. Consequently, in a macroeconomic environment driven by austerity and the
central banks’ low or even negative rate monetary
policy, banks’ business models were (and still remain)
challenged. Return on equity (ROE) targets were
substantially revised downward, which shareholders
had to accept.

2. Rationalize

The second and current phase of the risk Management journey focuses on migrating toward a digital
environment and compliance. Regulation and supervision remain important given that post-crisis rules will
take years to fully implement, and may become harder. Other risks have risen to Board and CRO agendas,
most notably cyber risks. The competitive landscape
is now changing significantly. Banks are more focused
on the cost of risk management, initially through the
simplification of organizational or legal-entity structures or processes.
Increasingly, technology is driving change. Technology has been used initially to enhance the interface
with customers, in line with broader industry and
societal changes in how people interact with companies and each other. Significant progress has been
made, especially in the use of applications, but there
is more transformational change to come, in areas
such as biometrics and consumer wearables. The use
of other technologies — across businesses or within
risk management has been limited thus far, with
novel proofs of concept being broadened. Meanwhile, some shareholders have grown impatient and
expect banks to deliver on their ROE promises.

3. Reinvent

The next phase which will start in the coming
years, calls for a reinvention of risk management.
Technology and open banking will fundamentally
change the way banks operate and allow them to
deliver seamlessly, and cost-effectively, on their digital
promise to customers. Banks will have to consider
alternative resourcing models, such as third-party man-

aged service delivery models and industry-wide utilities.
Risk management functions will have to transform
and move from spectators of digital transformation
to enablers and drivers. This will test risk management to its core. Banks will have to rethink how they
manage risks, what risks need to be managed, and
what new types of talent will be required. Real-time
risk management and compliance will become
commonplace, as will much faster product development-to-launch life cycles. Banks will need to manage
this transformation carefully. Regulators and boards
will want strong evidence that risk management and
controls remain robust, especially where there has
been a focus on cost containment. After all, they will
want to know risk management is faster and smarter,
not simply cheaper.
As banks transition from the second to the third
phase, the 2017 EY/IIF risk management survey
identifies five broad challenges that banks must
navigate:
1. Managing emerging risks and increased competition
2. Leading a digital transformation of risk management

3. Operationalizing three-lines-of-defense models
4. Managing non-financial risks cost-effectively
5. Staying resilient and protecting against cyber
risks
Being able to manage the above multiple challenges
and changes simultaneously will distinguish the leaders.
As one CRO concluded, “It is as though we are
changing the tires while driving.” That’s no easy feat.

Research methodology
and demographics

EY surveyed IIF member firms and other top banks
in each region, in conjunction with the IIF, from May
2017 through August 2017. Participating banks’
CROs or other senior risk executives were interviewed by EY or completed an online survey, or both.
In total, 77 firms across 35 countries participated, up
from 67 firms in 29 countries in 2016.

A full copy of the 2017 report can be found on http://
www.ey.com/gl/en/industries/financial-services/
banking---capital-markets/ey-bank-risk-managementsurvey-2017
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AMC: Parameters of success
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he large stock of non-performing loans
(NPLs) on the balance sheets of euro-area
banks is a pressing financial stability issue.
High NPL levels restrict new lending and
erode both the profitability and solvency of banks.
Bank resources (capital, management time, human resources) are tied up by assets that are not producing
income, leading to higher capital requirements and
funding costs and consequently higher lending rates
for all borrowers.
On a micro level, individual banks manage NPLs
using resolution strategies that deploy a range of
options, ranging from internal workout to direct loan
sales to investors. The main resolution options used
by individual banks to manage NPLs are the following:

Restructuring

The bank restructures the loans of viable borrowers thus allowing debtors to renegotiate and adjust
their repayment obligations. Loan restructuring is not
a form of forbearance that postpones the problem
but an adjustment to the new financial standing and
repayment ability of the viable borrower.

Sales

The bank sells loans to a third party, typically a bank
or financial institution or investment fund. The sale of
loans depends on the existence of a mature and liquid
market for NPLs, the type/category (household, SME,
corporate) of NPLs to be sold, the transaction costs
surrounding the sale, and perhaps most importantly
the spread of the bid-ask prices offered by the seller
and the buyer. The spread is determined by the
quality of available data and the buyer’s accessibility
to financial information. Information asymmetries between the seller and the buyer result in high spreads
and consequently low transaction volumes, thus
rendering the outcome of the sale of loans option
doubtful.

Securitisation

The bank pools together the cash flows from a
number of loans and creates a security with senior or
subordinate tranches and with different risk-reward
profiles. As previously, securitization depends on
whether there is a developed capital market, a simple
and transparent legal and regulatory securitization
framework and a reasonable valuation difference
between sellers and buyers.
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Resolution/Write-off

The bank initiates the liquidation of the loan
security (e.g. real estate mortgage) in an attempt to
recover all or part of the outstanding loan amount.
For unsecured loans, based on specific strict criteria,
the bank may consider to write-off the outstanding
loan amount. Resolution and write-off depend on
the relevant capital implications and loss absorption
capacity of the bank. Banks that maintain high levels
of capital and provisions are at a better position to
absorb losses and therefore initiate the resolution and
write-off tools for managing NPLs. Contrary, in the
absence of sufficiently large capital buffers, banks are
reluctant to initiate the resolution and write-off tools
as these can seriously erode the bank’s solvency. Additionally, banks are extremely cautious with the use
of the resolution tool as fire sales can affect the value
of assets on their balance sheet. Similarly, they are
equally concerned with the use of the loan write-off
tool due to possible moral hazard implications.
On a macro level, European authorities have recently acknowledged that the high level of NPLs slows
economic growth and poses a threat to the system,
therefore a comprehensive and coordinated action
needs to be considered. Amongst other measures
and proposed solutions (creation of Capital Markets
Union, strengthening secondary markets for NPLs)
to deal with the NPL problem, authorities recommend the creation of Asset Management Companies
(AMCs). AMCs will enable banks to transfer NPLs
from their balance sheet and therefore improve their
profitability and solvency. European authorities are
currently developing a blueprint for the establishment
of AMCs that would clarify in detail how such AMCs
would need to be structured in order to be compatible
with the EU legal framework.
Nevertheless, experience in several countries that
have successfully managed to deal with high NPL
levels indicates that any attempt to establish an AMC
should carefully consider four very important issues
so as to minimize the risks and achieve a successful
outcome.
First, is the issue of the legal framework surrounding the AMC. An AMC will eventually deal with the
transferred NPLs in the same way as an individual
bank described above. It is therefore of utmost importance to provide the AMC with all powers and tools to
enable it to recover value from the NPLs it acquires.
Amongst others, a clean transfer of assets, an effec-

tive insolvency framework, a potent court system and
last but not least an efficient foreclosure framework. It
is widely acknowledged that structural inefficiencies in
collateral enforcement and lengthy legal procedures
erode the value of assets, thereby placing the AMC in
an equally difficult position as the original bank.
Second, is the ownership and funding of the AMC.
AMCs can be either public or private or a combination
of both. At times of economic crisis, the public-sector
resources to fund the AMC are limited. A public-private partnership model, with the majority private
equity stake provided by private sector participants,
is ideal to achieve adequate funding, to combine the
relative strengths of the two sectors, to increase the
efficiency of its operations and last but not least to
insulate from political pressure and interference.
Third, is the issue of governance and operations of
the AMC. Strong, transparent and sound governance
and objectives are critical success factors. The AMC
should have a clear mandate to maximize recovery
values of transferred NPLs on a commercial basis and
within a pre-defined time period. It should not be set
up with the intention to warehouse assets but rather
to actively manage the assets it acquires, either by
disposing or restructuring them. The AMC should be
permitted to use any legal tool or work-out strategy to
achieve its goals, regardless of political interference.
Last but not least, the AMC should have a sunset clause
setting a closure time so as to reduce moral hazard
and avoid the risk of continuing operation for too long.
Fourth, is the issue of type and price of NPLs to
be transferred to the AMC. Given the overarching
objective to maximize recovery value, the loans transferred should be those that previously established
AMCs have proven record of being able to recover

On a macro level, European
authorities have recently
acknowledged that the high level
of NPLs slows economic growth
and poses a threat to the system.
value, such as commercial real estate and corporate
loans. These types of loans can be managed more
efficiently and effectively compared to small retail
exposures that require substantial operational costs.
Another important consideration is whether to render
the transfer of loans mandatory in order to successfully deal with the systemic NPL problem and to keep
a level playing field across the banks. Last, but equally
important is the determination of the price/value
of loans to be transferred to the AMC. Authorities
should complete a proper asset valuation exercise
to determine the fair market value of the loans to be
transferred. The valuation assumptions should be realistic so as to clearly determine the expected future
cash flows of these loans, taking into consideration
the legal, tax, maintenance and other costs.
High stocks of NPLs require a collective and coordinated action so as to restore and retain financial stability and revive lending to the real economy. AMCs
present an effective tool to deal with such a systemic
problem as long as all necessary policy decisions are
based on sound practices and thoroughly considered
parameters. Otherwise, the NPL problem will not only
remain unsolved but will eventually be shifted from
the banks to the public sector, with dire long term
economic and other consequences.
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n November 2017, the House of Representatives
in Cyprus voted for the introduction of VAT on the
supply of building land. The VAT rate that will be
applicable on land is the standard rate (19%).
According to the Sixth Council Directive (77/388/
EEC) and its replacement, the Council Directive
2006/112/EC of 28 November 2006 on the common system of value added tax (VAT), the supply of
building land in the EU should be subject to VAT. This
requirement has been subject to various exemptions
and derogations among member states. Malta, for
example, was allowed to exempt from VAT the supply
of buildings and building land for as long as the same
exemptions are applied in any of the member states
which were members of the EU on April 2004. Cyprus was formally allowed to continue to exempt from
VAT the supply of building land until December 2007,
however, the economic slowdown and subsequent
crisis delayed the introduction of VAT on land.
There are several concerns about the effect that
this new measure will have on property prices with
knock-on effects on collateral values, lending, and
liquidity in the market. At the same time, local real estate analysts estimate that the VAT on land will affect
the buying ability of individuals and will lead them to
developers.

Effect on households

In Cyprus, people traditionally considered land
as a form of investment and it was not unusual for
someone to purchase land and hold on to it for 10 –
20 years until he/she decides to develop the land for
their family or children.
With the introduction of VAT on land, it will become
unprofitable and more expensive for individuals to
invest in land as they will be charged VAT on purchase
but will subsequently not be able to recover it through
sale of the developed property. Real estate developers, on the other hand, will purchase land and pay the
VAT cost and then claim back the VAT cost when they
sell the finished property. For example, a developer
buys land for €100,000 plus €19,000 VAT and
builds a house. He will be entitled to recover the VAT
on the purchase of the land. As a result, developers
will be in effect buying land cheaper than individuals.
On the subsequent sale of the constructed house
the developer will be entitled to impose VAT at the
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reduced rate of 5% on the sale of the house provided
that the house will be used as main and primary place
of residence by the purchaser. The same individual
wishing to buy land and construct a house will pay
19% VAT on the purchase of the land and will be
eligible to benefit from the 5% VAT rate only on the
construction cost. People will tend to buy houses
from developers rather than buy land and build later
themselves as has been the case until now.

Effect on prices

It seems unlikely that the market will be able to
pass on the entire price increase to buyers of land,
especially considering that individuals will no longer
look to buy land for investment purposes. Sellers
would have to absorb part of the increase and so
land prices (excluding VAT) are expected to decrease.
Estimates of this decrease are around 5%, based on
the prior experience of introducing VAT on buildings
in 2004. This would mean that a plot of land that cost
€100,000 before the introduction of VAT would now
cost around €113,000 (€95,000 plus VAT).

Effect on businesses

It is common for SMEs in Cyprus to have their
overdraft and other credit facilities secured by land
that they own. A decrease in the value of this land
will therefore decrease the overdraft limits that a bank
will be able to extend. As a result, for the same plot
of land as security, banks will be able to offer lower
credit levels than before the introduction of the tax
since their security would be worth less. This will have
the effect of reducing the available liquidity in the
market. At the same time however, more liquidity will
be necessary since developers looking to buy land
may require additional funding to pay the VAT cost,
especially if they are undertaking a large construction
project whereby they will be able to recover VAT at a
much later stage.

Effect on non-performing loans

Businesses that find themselves in the position
of not being able to service their loans and attempt
to restructure them through the exchange of land
against debt, will be negatively impacted through the
lower price of land. For banks, the introduction of VAT
and subsequent reduction in land prices, will result

in a decrease in the recovered amount of a non-performing loan attained through a debt-to-asset swap
or through foreclosure.

Effect on banks

Banks are required to monitor property prices and
adjust for any changes in the value of their collaterals. If banks are able to recover a lower amount from
sales of land after the introduction of the tax, the
value of land collateral of all of their lending portfolio
is impacted. The effect of this becomes apparent
when we note that over 50% of banks’ securities
against loans relate to land and this percentage is
even higher for non-performing loans. Therefore, any
decrease in land prices could lead to requirements
for further provisions which would in turn negatively
impact banks’ profitability and capital levels.

Recommendation

Due to the expected adverse effects of the
measure on the banking sector, market liquidity,
households and businesses, it is recommended that
the Regulations that will be issued to implement the

There are several concerns about
the effect that this new measure
will have on property prices with
knock-on effects on collateral values,
lending, and liquidity in the market.
new law restrict the land that will be subject to VAT
through adopting a narrow definition of “building
land”. The relevant EU Directive allows each member
state to define “building land”. This could therefore
be defined as “land for which there is a town planning
permit (or for which an application has been submitted) that relates to constructing a building or other
civil engineering structure”. Furthermore, it is of the
utmost importance that these Regulations be issued
the soonest possible, and at any rate before the law
comes into effect in January 2018, since without a
clear definition of “building land”, there would be market disruption as market participants would have no
way of knowing which transactions fall under the law.
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he Joint Declaration on Telework in the
European banking sector was signed on
November 2017, by the social partners
in the sector. The dialogue that took place
was attended by representatives of the European
financial sector and the trade unions in the sector,
resulting in the important Joint Declaration on
Telework. It is worth mentioning that this was the
first Joint Declaration on Teleworking in the banking
sector. Similar joint declarations have been signed in
the past in other areas such as the insurance sector.
It should be noted, however, that the Joint Declaration is not a binding text for the national social
partners but outlines the views of the European
social partners as well as the basic parameters to
be taken into account for the implementation of the
issue at national level.
The importance of telework was documented in
the conclusions of the Global Dialogue Forum on
“Challenges and Opportunities of Teleworking for
Workers and Employers in the ICTS and Financial
Service Sectors” (known as “ILO Global Dialogue
Teleworking 2016”) organized by the International
Labor Organization (ILO). These include benefits for
society, such as reducing environmental pollution and
the use of public infrastructures due to the reduction
of movement to and from the workplace, creating
employment opportunities in remote areas and for
people with disabilities, and strengthening of global
cooperation.
According to the conclusions of ILO Global Dialogue
Teleworking 2016, Telework is more compatible
in areas with high information and communication
technologies elements in the workflow. Therefore,
Telework is a widespread phenomenon in the European banking sector and is implemented in many
different forms.
The European social partners in the banking sector,
aware of the social impact of digitization on jobs and
taking into account current demographic and future
changes, have agreed in the signing of the Joint
Declaration on Telework which not only reflects the
impact of digitalization on banking sector but is also
in line with the overall digitalization of societies that
undoubtedly affects the labor market as well.
But what is Telework? The European social partners
in the banking sector perceive Telework as a form of

work organization that is performed with the support
and use of secure information and communication
technologies devices and infrastructures outside a
locally fixed work environment.
Telework is, in essence, a way of working with the
support of information and communication technologies, which is at least partly performed from home
or in satellite offices or any other fixed location on an
ongoing basis.
The social partners have also agreed that Telework may be a voluntary form of work and reversible from either side. It may be part of the original
job description and if it is not the employee shall
have the possibility to either accept or decline the
offer for Telework, in accordance with the provisions of national legislation and collective bargaining practices.
The Joint Declaration contains guidelines on terms
and conditions of employment, safety and health of
workers, protection of information and cybersecurity,
respect for the privacy of workers, use of equipment,
education and training to help the employee to use
the information and communication technologies
needed to carry out his work, and also to deal with the
lack of social contact resulting from the implementation of Telework.
The ILO Global Dialogue Teleworking 2016 outlined a number of benefits and challenges for both
employers and employees.
For businesses, telework is said to:
l expand their pool of skilled workers
l reduce the spread of illness
l reduce costs including real estate expenses
related to having to have sufficient space at the work
premises to accommodate all workers
l increase productivity

Telework is
a widespread
phenomenon in the
European banking
sector and is implemented
in many different forms.

l reduce their energy consumption and their
carbon footprint
l enable them to comply with any legislative
requirements on the employment of disabled persons
and other members of vulnerable groups of people
l reduce staff turnover and absenteeism
l improve staff morale
Teleworkers may gain from:
l better work-life balance, and life choice flexibility
l dependent care flexibility
l lowered work-family conflict
l savings from a reduction in costs related to such
expenses as the need for a vehicle, parking or public
transport, work clothing, food and insurance,
l a significant reduction in commuting time; substantial savings related to not having to commute to
and from home on a daily basis,
l higher autonomy,
l higher job satisfaction,
l Lower stress
At the same time, Teleworking creates some
challenges for both businesses and employees.

Businesses are expected to face increased information technology requirements, security issues. In
addition Teleworking may not be applicable to certain
tasks, and some loss of control since the employee
will be in another location. Employees are expected
to face a lack of autonomy when employers attempt
to implement new ways of monitoring work, working
on holidays or off-hours, an increased sense of social
and professional isolation and other psychological
issues, difficulty in unplugging from work, lack of labor
inspection and thus of labor protections, blurred
work-life boundaries, possibility of added family-work
conflict and missed opportunities arising from continued absence from the workplace.
During this era of digitalization of procedures,
working methods, information exchange and workload
processing, Telework is one of the recent additions to
the new, digital environment in the banking sector.
It is worthwhile to note that the European social
partners in the banking sector have committed to further cooperation, and communication to promote the
Joint Declaration, both at European and national level.
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AML Independent AuditsClean Bill of health for the
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yprus has been handed a clean-bill of
health by its evaluators, discarding mounting accusations by its ‘friends’ of a weak
anti-moneylaundering (AML) system.
Two parallel audits have been conducted during
April 2013, by Deloitte Financial Advisory and Moneyval of the Council of Europe. An independent audit
of Cyprus’ implementation of AML measures was set
as a precondition for any international bailout.
Moneyval and Deloitte have prepared their reports
(Reports) following in depth assessment/audit of
the effective implementation of the Customer Due
Diligence requirements in Cyprus banks. It should be
noted that the nature and depth of these assessments
are unique and have no other European Member
State has been subjected to such a rigorous and
exhaustive AML check to date.

Findings of the Assessments

The outcome of the assessments indicates a solid
level of compliance across the sector. On the assessment of Customer Due Diligence (CDD), Deloitte
Financial Advisory notes that the results of the audit
‘’appear to indicate a generally solid level of compliance
across the six banks with the following areas requiring
further attention’’ referring to 4 out of 24 areas of
CDD’’. MONEYVAL respectively notes that the banks
in general interviewed demonstrated high standards
of knowledge and experience of AML/CFT issues, an
intelligent awareness of the reputational risks they
face and a broad commitment to implementing the
CDD requirements set out in the law and in subsidiary
regulations issued by the Central Bank of Cyprus (CBC).
Implementation of CDD measures, as described by the
banks, appeared strong under most headings.’’ The
relevant Reports also indicate weakness areas needing
further improvement. Cyprus authorities in collaboration with Troika partners are committed to fully address
these weaknesses.
Deloitte Financial Advisory also stated that Cyprus had
a stricter legal framework beyond normal EU standards.
According to the Cyprus aml framework ,ultimate
beneficial owners have to be identified and relevant
documentation is maintained by financial institutions
and other professionals. Due to the increased impor-
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tance of ‘transparency of beneficial ownership’ the numerical threshold for determining controlling ownership
of a legal person in Cyprus has been set at the lower
10% plus one share (instead of the higher 20-25%
threshold used in other member states) i.e. the beneficial owner shall at least include, in the case of corporate
entities the natural person or natural persons, who
ultimately own or control a legal entity through direct or
indirect ownership or control 10% plus share.
‘Tax crimes’ have been included in the list of predicate offences for the purposes of the AML Law. The latter
inclusion is yet to be imposed in an absolute manner by
a European AML Directive/Regulation.
Furthermore Cyprus has implemented the Law for
the Regulation of Fiduciaries, Trustees, Administration Services and Company Directors Providers for
the general regulation of this sector by a supervisory
body (Cyprus Securities and Exchange Commission).
This general regulation shall include the regulation for
money laundering purposes of Company Services/Fiduciaries Companies and the respective obligations of
the latter companies, enhancing in this way transparency. There is still a large number of member states which
have not yet implemented such legislation.
In addition Cyprus is fully committed to the highest
transparency standards and is one of the countries
featuring on the OECD White List from its very first issue
back in April of 2009.

Troika Summary of the Reports

The Troika summary (Summary) of the mentioned
Reports leaked to the press, points out to a Cyprus AML
system full of shortcomings. The Summary has created
serious concerns since it did not consult the authors of
the Reports and does not include any of the positive features which have been revealed in the Reports, leading
to erroneous and distorted conclusions in the media,
especially the international press . The CBC in its relevant
announcement stated that the summary did not give a
synopsis of the main findings “but rather a description
of the perceived weaknesses of the system, drawing
inferences where none exist in the original reports.”
The Summary points out the area of reporting of
suspicion transactions, introducers and complex
ownership transactions.The Summary reported that

between 2008 and 2010, Cypriot banks reported
not a single suspicious transaction under anti-money
laundering regulations, and flagging only one in 2011
and “a few” in 2012.
This despite Deloitte’s forensic analysis of sample
customer transactions during its short investigation,
identifying 29 potentially suspicious transactions
during the last 12 months, none of which were reported by the Cypriot banks.
However, the summary had failed to mention that
the 29 potentially suspicious cases had been identified
in an analysis of 570,000 transactions and that the
Deloitte in its report stated that there is ‘a very low level
of suspicious activity that may be undetected. The data,
therefore, provides an indication that any potentially
suspicious transactions that may not be detected are
not necessarily significant or systemic.
In relation to the conclusion presented in the
Summary that banks place significant reliance on
introducers, banks in Cyprus in their cooperation with
such introducers apply the AML framework for the
reliance on third parties and apply their best efforts to
have direct contact with the beneficial owner. In addition the banks run internal assessments/evaluations
of the introducers they cooperate with.
Furthermore the CBC statement includes Deloitte’s
remark for international business, where as Deloitte’s
report states ‘most customers are corporate entities
and supporting documentation is obtained to confirm
the identification of the customer, the directors and
the owners. Although some of these structures are
complex and can involve legal entities in two or more
jurisdictions, there was a consistency in the responses of the banks that they are required to, and do in
practice, identify all relevant parties through all layers
of these structures. The assessors did not come upon
any examples to suggest lack of understanding or weak
compliance on this aspect’.

Cyprus as an international
business center

Cyprus is an international business center and has
been continuously strongly attacked for its anti-moneylaundering regime. As an international business center
has a large range of double tax treaties and a favourable
tax system hence as is all similar financial centers there
is an increased number of foreign investors. Furthermore as pointed out by Moneyval in its Report that ‘A
number of individual features of international banking
business conducted in/through Cyprus, none of which
are unique to Cyprus and many of which can be found in
banking systems worldwide’.

Future for the AML regime

AML is a challenge for all the international community. There is no perfect system that can guarantee

Deloitte Financial Advisory
also stated that Cyprus
had a stricter legal framework
beyond normal EU standards.

the complete elimination of money laundering risk,
as shown in the evaluations of the AML framework of
countries in the relevant Moneyval and FATF reports.
The AML regime in Cyprus will continue to apply
and follow the FATF and EU recommendations on
AML and will strengthen itself in areas considered
needing enhancement. Furthermore the amendments
expected in the CBC’s AML Directive will enforce
further AML controls on Cyprus banks which will continue to be stricter than the EU AML standards.
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he European Commission has reviewed
and modernized its current Payments
Directive to a new package of legislative
measures that will be adopted by member
states in January 2018, known as the Payment Services Directive 2 (PSD2). PSD2’s main objectives are
to drive increased efficiency, competition and security
in the payments market, whilst encouraging lower
pricing in payment transactions. Furthermore, PSD2
is considered as the starting point for the digital
transformation of the banking system as it promotes
and provides a legal framework for Open Banking.
Open banking is the concept that allows banks to
share customer data with third-party companies or
apps securely and in real time, through the use of
public Application Programming Interfaces (APIs). By
having different records of the same data updated at
the same time, customers’ view of their finances will
become more accurate. As a result, they will be enabled to compare, analyze and manage their accounts
more effectively, and eventually make more sound
financial decisions.
A good way to imagine the post-PSD2 era of Open
Banking is to think of it in terms of the apps and platforms offered for smartphones.
Consider this: before the app and android revolution took place, a mobile phone’s functionality
was native to its manufacturer. There was one SMS
application, one address book and so on. The arrival
of the touch-screen smartphone turned this on its
head, making the Operating System (OS) of the
smartphone into a platform upon which third parties
could introduce new apps, widgets and services. This
gave end-users an extreme variety of choices, very
quickly. Users could continue to use the device’s
native apps if they wanted, or they could adopt apps
and functionalities from elsewhere in their OS.
The same is about to happen in banking.
Banks, for the most part, may remain as the ‘native
point’ for their customers’ funds and financial data,
but after PSD2, open banking apps and services
from third parties will flood the European market and
offer users, never-before-seen levels of choice and
variety in payments, as well as behavior-based and
user-friendly data-oriented services. In other words,
Open Banking will enable the creation of a universe of
apps that will use bank account information in order to

offer a broad range of services to customers, specially
tailored to their needs.
With Open Banking, banks will still be able to offer
their own native suite of payment and information
services, but these will now compete, in an open market, with those of third-party developers. Over time,
this inevitably means that the commitment of a bank’s
customers will be won or lost through the quality,
speed, capability and value delivered by the services
it supports.
Since banks will also have access to the new open
data market, they may have to rethink their position
in the financial services landscape: they could still just
offer a range of end-to-end financial services through
various channels (online, mobile and branches), or
apart from that, they can consider collaborations with
retailer and services providers in order to provide
better customer services and gain from a wider range
of business opportunities.
Innovative banks are expected to recognize the
importance of adapting to changing circumstances. A digital world requires a new, digital way of
thinking about banking. Hence what could banks
do to adapt? Economists and Financial Analysts
propose the strategy of a Digital Bank, which could
represent a separate, lean entity that is built for
the future. It could operate under the flag of the
traditional bank but have its own business and
servicing model, without the traditional bank’s
legacy software. Instead, it could be based on new
technological developments and could provide the
“playground” for tech initiatives. As a consequence,
banks could identify the area in which they truly ex-

Open banking is the
concept that allows
banks to share customer data
with third-party companies
or apps securely and in real
time, through the use of public
Application Programming
Interfaces (APIs).

cel (i.e. products, processes and customer loyalty),
and focus on delivering the best possible proposal
within that area through digital and open banking.
It remains to be seen what the perfect strategy
will be, but it is clear that banks should keep a close
eye on technological developments. Banks may have
to take lessons from incumbents in other industries
who were too slow to compete with technology-driven startups. In other words, banks might have to
consider becoming a bit more like Apple and Google,
in order to avoid Google or Apple becoming the new

bank. The most successful bank of the future will be
the bank with the most popular and widely accepted
platform for lending, investing and payments. Rather
than just save and lend cash, the future bank could
match financial incentives and facilitate direct financial
transactions between customers.
With the world’s largest taxi company owning no
vehicles (Uber), and one of the world’s most popular
property lender owning no actual property (Airbnb),
perhaps in the future, the world’s largest bank will not
even hold deposits?
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new law which regulates the comparability of fees, bank account switching
and access to payment accounts (“Law
N.64(I)/2017”) was passed by the
House of Representatives on the 2nd of June 2017.
The law, which was published in the Official Gazette
on 16th June 2017, has been drafted in line with
the provisions of the European Directive 2014/92/
EU. One of the aspects of the Directive has been
the creation of uniform and transparent rules for the
comparison of payment account fees. According
to the EU legislators, consumers should be able to
understand fees so that they can easily compare
offers from different payment service providers
and make informed decisions as to which payment
account is most suitable for their needs. Furthermore,
the Directive aims to tackle discrimination and create
the appropriate conditions to allow all EU residents,
regardless of income, culture and financial state, to
access at least one payment account with basic features within their territory. The third component of the
European legislation is the establishment of a uniform
set of measures for payment account switching. Experience showed that the Common Principles (which
were established in 2008 by the European Banking
Industry Committee providing a model mechanism for
switching), had been applied in an inconsistent manner throughout the Union and had ineffective results
due to their non-binding nature.
Adopting the provisions of the above Directive, the
national legislation has been divided into three main
sections:

1. Comparability of Fees

The first relates to comparability of fees and
transparency. The law provides for the preparation of
a “Fee Information Document”- (FID) which should be
accurate, clear and comparable. The FID will contain
at least the 10 most representative services linked
to a payment account and their corresponding fees.
The fee statement will be offered to consumers prior
to the commitment of the contract. It shall be also
accompanied by a Glossary, that is, a set of common
definitions and standardized terminology in order to
easily facilitate the comparison of fees. Additionally,
all payment institutions should provide their customers (free of charge) with a statement of all charges
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and interest rates on their payment account over the
past 12 months (“Statement of Fees”- SOF). The law
also provides for the creation of one national website
platform - a public channel for consumers to obtain
free of charge impartial information on fees and interest rates applied in relation to payment accounts.
In May 2017, the European Banking Authority
(EBA) published a report on “Regulatory technical
standards and terminology for the most common
services linked to a payment account”. As soon as
the technical standards are approved by the Council
and the European Parliament (expected by the end of
2017), a period of 9 months will be allowed for both
the Central Bank of Cyprus (CBC) to issue the consistent regulations and the payment service institutions
to produce the two standardized information sheets.
According to the latest developments, if EBA standards are approved by the EU Parliament as planned,
the FID and SOF are expected to be launched onto the
market during the end of 2018.

2. Switching service

The law introduces legally binding rules and procedures for the transfer of a payment account from one
bank to another, nationally and cross-border. The aim
is to create a clear, quick and simple switching procedure for bank account transfers. The process for the
switching of payment accounts has been harmonized
across the Union, guaranteeing a level playing field.
The Association of Cyprus Banks has drafted a
Banking Code for the Switching of Payment Accounts
which, once approved by the Central Bank of Cyprus,
will be adopted by member banks of the Association.
Overall, the Code sets down an easy and straightforward procedure to switch a payment account from
one payment service provider to another within the
country.

3. Access to payment accounts

The last part relays to the non-discriminating
access of payment accounts. The objective is to allow
all legally resident citizens in the EU* regardless of
their country of residence or economic situation, to
open at least one payment account so as to perform
basic banking transactions (opening, operating and
closing of the account, fund transfers, cash withdrawals, execution of direct debits, online payments, and

credit transfers including standing orders as well as
overdraft facilities in relation to the payment account).
In other words, holding a payment account with basic
features shall be in no way unfair or biased on any
ground.
*Legally resident in the EU citizens means any
consumer who does not hold a payment account in the
local market, but also third country nationals, such as
consumers with no permanent address, asylum seekers
or consumers who are not granted a residence permit
but whose expulsion is impossible for legal or factual
reasons. However, at the same time the law ensures that
customers are not using the financial system for illegal
purposes such as fraud, money laundering or terrorism
financing.

Adopting the provisions
of the new Directive,
the national legislation
has been divided into
three main sections.
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The ten key points of Securitisation Bill

A

new Bill has been prepared by the Central Bank
in relation to securitisation. The purpose of
the draft Law is the authorisation, regulation
and supervision of the securitisation of credit
facilities, in order to ensure the proper functioning of the securitisation market in Cyprus. The ambit of the Bill captures
only credit facilities or other form of receivables and / or
By
exposures that were either originated or acquired by credit
Dr. Demetra
Valianti Plati
or financial institutions.
Senior Advisor
Below follows a summary of the Bill in ten key points:
Association of
1. An originator (e.g. a bank) that intends to engage in
Cyprus Banks
a traditional securitisation shall apply to the Central Bank
for authorization and shall submit specific information. An
originator that intends to engage in synthetic securitisation shall notify in writing the Central Bank of its intention,
which may request any information it deems necessary.
2. A securitisation special purpose entity or “SSPE”
needs to be established for every securitisation captured
under the Law. This is a special purpose entity that is
established as a limited liability company,
trust or other legal entity, with a purpose
The ambit
to take on one or more securitisations,
and the activities of which are limited to
of the Bill
the necessary for the achievement of this
captures only
purpose and the structure of which is, or
credit facilities
the contractual provisions relating to it are,
or other form
intended to separate the obligations of the
SSPE from those of the originator.
of receivables
3. The SSPE must appoint a Servicer
and/or exposures
to carry out the day to day administration
that were either
of the securitised exposures. Under the
originated or
Bill, credit institutions may act as servicers.
The Bill also creates a new category of auacquired by
thorised Servicers. These shall be limited
credit or financial
liability companies incorporated in the Reinstitutions.
public to which authorisation was granted
by the Central Bank by virtue of the Law.
4. The Bill sets out the functions and responsibilities of
both the SSPE and the Servicer.
5. The Central Bank shall be responsible for the supervision of SSPEs and Servicers mainly in order to safeguard
the financial stability in the Republic. It shall have the power
to ask for access to books and records but shall act under
confidentiality.
6. The originator has an obligation, under the Bill, to
provide a written notification to the underlying debtors, the
collateral providers and guarantors of the relevant credit
facilities, at least forty five (45) business days before proceeding with the transfer of the exposures to the SSPE.

26

7. The Bill includes certain clauses on set-off of the
underlying securitisation exposures with credit balances
held by the underlying debtor to the originator. The provisions in relation to set-off are essentially optional, i.e. the
originator may choose to include the provisions relating
to the collateralising of set-off or not. What is not clear in
the Law is what would be the position in relation to set-off
as a matter of Cypriot law. For example, in England, if we
are looking at deposits, the position on set-off would be
that in relation to a deposit that was unconnected with the
loan, the borrower’s rights of set-off would crystallise when
they received notice of the transfer to the issuer. Therefore, money paid in after notice would not be subject to
set-off against the issuer. In relation to a connected bank
account (for example if the borrower had an account that
was connected with his mortgage (i.e. the amount of the
interest-bearing balance of the mortgage was reduced by
the amount on deposit)) then notice would not crystallise
set-off which would continue to accrue in favour of the
borrower even post notice. It is not at all clear in the Bill if
the same position shall apply in Cyprus as well. More clarity
will be helpful because it will allow the rating agencies and
investors to model the risk.
8. The Bill provides for various methods of transfer of
exposures to the SSPE to be decided between the originator
and the SSPE which may be, without limitation, by transfer,
assignment or declaration of trust.
9. The Bill includes certain provisions on the matter
of true sale and insolvency remoteness. This way it is
ensured that a true sale has taken place and that the
SSPE issuer is “bankruptcy remote”, meaning that if the
Originator goes into bankruptcy, the assets of the issuer
will not be distributed to the creditors of the Originator.
These statutory provisions are important and provide legal
certainty to rating agencies and investors. Of course, accounting standards govern when such a transfer is a true
sale, a financing, a partial sale, or a part-sale and part-financing. In a true sale, the originator is allowed to remove
the transferred assets from its balance sheet.
10. The Bill includes a general provision to the
effect that the transfer of the underlying debts and/or the
receivables and/or expenses and the relevant collaterals to
an SSPE incorporated in the Republic, is not subject to any
tax, duties, charges or other costs borne by the underlying
debtors and/or the originator, and any amounts payable by
the underlying debtor to the servicer of the said SSPE in accordance with the terms of the securitised exposures, shall
not be subject to any withholding, reduction or deduction as
a result of any tax.
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