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Glossary
AFM Autoriteit Financiéle Markten (Dutch Authority for the Financial Markets)
ALCO Asset and Liability Committee
AMA Advanced Measurement Approach
AQR Asset Quality Review
BCBS Basel Committee on Banking Supervision
BCP Basel Core Principles
Bpr Administrative orders of the Law on Financial Supervision
CET1 Common Equity Tier 1
CFO Chief Financial Officer
COREP Common Reporting Framework
CcpP Core Principles
CPMI Committee on Payments and Market Infrastructures
CRD Capital Requirements Directive
CRE Commercial real estate
CRO Chief Risk Officer
CRR Capital Requirements Regulation
DCGC Dutch Corporate Governance Code
DGS Deposit Guarantee Scheme
DNB De Nederlandsche Bank (The Netherlands Bank)
DSTI Debt service-to-income
EA Euro Area
EBA European Banking Authority
ECB European Central Bank
ELA Emergency Liquidity Assistance
ELD External Loss Data
ESCB European System of Central Banks
FI-ISAC Financial Industry-Information Sharing Analysis Centre
FINREP Financial Reporting
FSAP Financial Sector Assessment Program
FSC Financial Stability Committee
HQLA High-Quality Liquid Assets
IASB International Accounting Standards Board
ICAAP Internal Capital Adequacy Assessment Process
IFRS International Financial Reporting Standards
ILAAP Internal Liquidity Adequacy Assessment Process
ILD Internal Loss Data
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INM Internal Model Division

IO Interest only

I0OSCO International Organization of Securities Commission
IRB Internal Ratings-based

IT Information Technology

JST Joint Supervisory Team

KRI Key Risk Indicators

KPI Key Performance Indicators

LCR Liquidity Coverage Ratio

LSIs Less Significant Institutions

LTI Loan-to-income

LTV Loan-to-value

MEL Minimum Engagement Levels

MoF Ministry of Finance

NCA National Competent Authority

NCSC Dutch National Cyber Security Centre
NPL Nonperforming Loans

NRA National Resolution Authority

NSFR Net Stable Funding Ratio

OND Options and National Discretions

OTC Over-the-counter

PW Pension Law of 2006 (pensioenwet)

RAF Risk Appetite Framework

RAS Risk Assessment System

RCAP Regulatory Consistency Assessment Programme
RCSA Risk and Control Self Assessments

ROA Return on Assets

ROE Return on Equity

RTGS Real-time gross settlement

RTS Regulatory Technical Standards

RWA Risk-weighted assets

SB Supervisory Boards

SEP Supervisory Examination Program

SIs Significant Institutions

SME Small and medium-sized enterprise

SRB Single Resolution Board

SREP Supervisory Review and Evaluation Process
SRM Single Resolution Mechanism

SRMR Single Resolution Mechanism Regulation
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TIBER
TLAC
TN
TRIM
WNT

Wit

Senior Supervisors Group
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Threat Intelligence-Based Ethnical Red Teaming

Total loss absorbing capital
Technical Note
Targeted Review of Internal Models

Wet normering topinkomens (Law on Standards for Remuneration for
Senior Officials in the Public and Semi-Public Sector)

Act of Financial Supervision
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I EXECUTIVE SUMMARY

The financial resilience of banks has been strengthened in recent years and banks are
benefiting from continuing economic recovery. Broad-based economic recovery is helping to
stimulate demand for credit, although credit growth remains slow, and unemployment continues to
fall. Housing markets have started to recover since 2013 with prices and transaction volumes picking
up. There has been an improvement in the financial position of Dutch banks: cost efficiency has
improved and profitability has recovered. The banks' migration to the new Basel IIl standards is also
well under way for capital adequacy and liquidity. Nonetheless, the outlook is challenging with
greater competition, a low interest rate environment, and potential pressure on capital buffers from
future regulatory changes.

The introduction of the Single Supervisory Mechanism (SSM) has significantly strengthened
banking supervision. The banking sector was severely impacted by the previous crisis and
underwent profound change. The response by De Nederlandsche Bank (DNB) from 2012 was far
reaching and addressed many deficiencies identified by the crisis bolstering its approach to
supervision, including: revised strategic vision, greater resources, and stronger regulations. The
establishment of the SSM significantly transformed banking supervision in the euro area (EA) and
the European Central Bank (ECB) is directly responsible for six of the largest Dutch banks comprising
the majority of the banking system. The SSM introduced greater frequency and intensity of
engagement with banks, particularly through on-site examinations leveraging thematic exercises to
encourage adoption of best practices. Notwithstanding these benefits, two issues affect day-to-day
functions of the ECB supervision: the ECB must execute a number of its tasks, in particular relating to
licensing and fit-and-proper assessments, according to national legislation transposing the Capital
Requirements Directive (CRD IV); and all supervisory decisions need to be approved by ECB's
Governing Council, which creates a time-consuming and cumbersome supervisory decision-making
process. That being said, the decision-making process allows for the speedy adoption of decisions in
case of an emergency.

The operational independence of the DNB needs to be strengthened. The DNB largely has the
powers required to carry out its tasks on a day-to-day basis, but some concerns exist. While there is
no evidence of political or commercial intervention on the day-to-day decisions of the supervisors
and the accountability mechanisms are extensive, some aspects of the system may raise concerns
depending on how they are used in practice. Such features include the ministerial control over the
budget; the authority of the Ministry of Finance (MoF) to set aside rules enacted by the supervisors;
and the proposed cap on staff salaries (unless the MoF gives exemptions to individual staff) that
may limit the supervisors’ ability to hire and retain staff with specialized expertise. This is especially
relevant where the DNB is called upon to provide resources to the SSM to participate in the Joint
Supervisory Teams (JSTs) and for on-site examinations. Lastly, the authority specified in legislation
for the removal of the executive or supervisory boards of the supervisors are open to a wide
interpretation and is not based on specific objective cause for removal. Even if these features do not
affect the supervisors’ independence in practice, they may create a perception of a lack of
independence that may be damaging to the public confidence in the system.
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A more active supervisory role in assessing loan classification for Significant Institutions (SIs)
is needed to underscore prudent provisioning practices. While recent asset quality reviews
(AQRs) and stress testing by the European Banking Authority (EBA) confirm generally low levels of
asset impairment of SIs, a more intrusive role of the supervisor is needed when assessing loan
classification. The focus of supervision in this regard should be to provide bank management with
considerations when setting loan classification parameters, such as conservative valuations of
realizable net values. The process of developing the capacity of supervisors to challenge bank
management valuation of loans has started and needs to be continued.

The FSAP identified the following priorities for both SIs and Less Significant Institutions
(LSIs):

e The assessment of banks’ business models and strategies will need to be prioritized by
supervisors. Banks face a more challenging operating environment, in part because of lower
interest rates and potential future regulatory changes. To date, banks have been able to
preserve profitability and increase the quality and quantity of capital. However, these challenges
may result in banks adjusting their strategies, including by searching for higher-risk assets.

e In light of the pressure on banks to reduce costs and search for higher yielding assets,
supervisors will need to focus on the adequacy of risk management. In a lower interest rate
environment, there will be ongoing pressure to reduce costs and economize on the risk
management function, e.g., the three lines of defense. Furthermore, risk management will need
to be increasingly vigilant if strategies are adjusted in the search for yield.

e Strengthening corporate governance. The role of the bank Supervisory Board (SB) was a key
issue identified following the crisis. Greater engagement with the SB by the supervisor
commenced in 2012, and while progress is evident, more progress is needed particularly in areas
such as the SB's oversight of the implementation of risk management frameworks and internal
models.

e Greater attention to ongoing model monitoring is needed. Responsibility for ongoing model
monitoring rests with the JSTs; while there is evidence that frequency and intensity of activities
has improved, insufficient attention is paid to ongoing model monitoring. The ongoing ECB
work (Targeted Review of Internal Models (TRIM) project) will provide longer-term rigor in
taking stock of the inventory of models and approaches to achieve consistency. However, more
attention is needed in the interim.

o Data quality and aggregation. Weaknesses in data quality exist across the Dutch banks,
impacting not only the accuracy of regulatory reporting but also the reliability of management
information. Data issues result in part from aging information technology (IT) infrastructure and
legacy systems, often from mergers of multiple legal entities with incompatible IT systems.
Supervisors need to work closely with banks to address data quality issues.

INTERNATIONAL MONETARY FUND 7
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Table 1. Netherlands: Key Recommendations

Authorities
Recommendations Timeframe! | Responsible for
Implementation

Enhance the powers of the DNB (on LSIs and in consistency with the
overall SSM approach) to introduce technical regulations in accordance I MoF
with national and EU legislations.
Exclude the DNB from the Wet normering topinkomens/Law on
Standards for Remuneration for Senior Officials in the Public and Semi- I MoF
Public Sector (WNT-3) (salary cap) proposed by the MoF, and give it with
greater autonomy in setting its supervisory budget.
Implement a more active supervisory role in assessing loan classification. NT SSM
Encourage a more active role of the SB of Dutch banks by ongoing

. NT SSM
engagement with the SB.
Strengthen supervisory practices for internal ongoing model monitoring
(Internal Ratings-based (IRB) and the Advanced Measurement Approach I SSM
(AMA)).
Place more emphasis on confirming that operational risk management

. . NT SSM

systems are effectively implemented.
Clarify the expectations for prior notification for material outsourcing NT SSM
arrangements.
Prioritize work on data aggregation to raise standards. I SSM
Implement harmonized definition of default and forborne loans. NT SSM
Undertake a cross-sectoral review (including sampling loan files) of credit
underwriting standards of mortgages originated for the banking, NT DNB

insurance, and pension sectors.

11 (immediate): within one year; NT (near term): one-three years.
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N INTRODUCTION:
A. Scope and Approach

1. This technical note (TN) covers the banking sector supervised and regulated by the
SSM (comprising the ECB and Divisions of the DNB involved in Banking Supervision) and
analyzes the key aspects of the regulatory and supervisory regime. The analysis was part of

the 2016 Financial Sector Assessment Program (FSAP) of the Kingdom of The Netherlands
(Netherlands) and was based on the regulatory framework in place, the supervisory practices
employed, and other conditions as they existed in September-October 2016. The work benefited
from authorities’ input and joint self-assessment. The analysis was conducted by Christopher Wilson,
Senior Financial Sector Expert of the IMF. The TN refers to the 2012 Basel Core Principles (BCPs) for
Effective Banking Supervision issued by the Basel Committee on Banking Supervision (BCBS).? A
separate TN records the results of stress testing carried out on the banking sector.

2. The BCPs analyzed were selected in terms of macrofinancial relevance and previously
identified deficiencies in the Dutch supervisory and regulatory framework. They include
organization and resources of the supervisory authorities; independence and governance;
supervisory approach and risk identification; corrective and sanctioning powers; capital adequacy;
problem assets, provisioning, and reserves; credit risk; liquidity and funding risk; and operational
risk. Therefore, the TN is not an assessment of the observance of BCPs. The most recent such
assessment was carried out in 2011 on the basis of the 2006 version of the BCPs. The main focus of
this TN is the effectiveness of the most relevant aspects of prudential supervision and regulation in
the Netherlands, based on the corresponding BCPs.

3. The selected BCPs are analyzed in detail, but without scoring the level of observance.
In preparation for the current FSAP, the DNB prepared a self-assessment against the current version
of the BCPs.2 The TN provides a set of recommendations to the authorities with the view to
strengthening the supervisory and regulatory regimes in the Netherlands, based on analysis of the

! This TN was prepared by Christopher Wilson.

2 The revised 2012 BCPs reflect market and regulatory developments since the last revision, taking account of the
lessons learnt from the financial crisis in 2008/2009. These have also been informed by the experiences gained from
FSAP assessments as well as recommendations issued by the G-20 and FSB, and take into account the importance
now attached to: (i) greater supervisory intensity and allocation of adequate resources to deal effectively with
systemically important banks; (ii) application of a system-wide, macro perspective to the microprudential supervision
of banks to assist in identifying, analyzing and taking pre-emptive action to address systemic risk; (iii) the increasing
focus on effective crisis preparation and management, recovery and resolution measures for reducing both the
probability and impact of a bank failure; and (iv) fostering robust market discipline through sound supervisory
practices in the areas of corporate governance, disclosure and transparency.

3 See Appendix I for more details regarding analysis of the regulatory framework and supervisory practices
undertaken during this FSAP.
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self-assessment, responses to detailed questionnaires completed by the authorities, and a review of
supervisory documentation and meetings with authorities (DNB and ECB). The more detailed
analysis, including comments, is set out in Appendix I to this note.

4. The authors are grateful to the authorities and private sector participants for their
excellent cooperation. The authors benefitted greatly from the inputs and views expressed in
meetings with banking regulators, supervisors, banks, and professional organizations.

B. Institutional Setting

5. The SSM is the banking supervision mechanism comprising the ECB and participating
Member States. The decision to establish the SSM as one pillar of the Banking Union in the EA and
to entrust the ECB with supervisory tasks was made by European legislators to address decisively
and credibly the weaknesses in the banking system that became apparent during the crisis. In
addition to the SSM, a second pillar underpins the Banking Union: a single resolution mechanism
(SRM), which aims at establishing uniform powers and arrangements for the resolution of credit
institutions.* These pillars, and an increasingly harmonized set of national deposit insurance
schemes, are the core elements of the European Banking Union.

6. The SSM established the institutional conditions for overcoming fragmentation in
supervisory practices by assigning the ECB the overall mandate of ensuring the effective and
consistent functioning of the mechanism and by distributing primary supervisory
responsibilities between the ECB and the National Competent Authority (NCA). The degree to
which individual credit institutions are supervised by the ECB depends on their categorization as
“significant” or “less significant” based on the criteria contained in the SSM Regulation and the SSM
Framework Regulation. The ECB directly supervises the significant and cross-border institutions (127
banking groups in 19 countries, which include 1,108 banks representing €21.4 trillion of aggregated
assets), whereas the NCAs supervise the less significant ones, under the general oversight of the
ECB, (more than 3,400 banks, representing €4.9 trillion of aggregated assets).

7. The day-to-day supervision of significant groups is conducted by JSTs, supported by
the ECB’s and NCA'’s horizontal and specialized divisions (e.g., Internal Models, On-site
Inspections, Authorizations, Crisis Management, etc.). The size, overall composition and
organization of a JST vary depending on the nature, complexity, scale, business model and risk

4 The SRM was established by the SRM Regulation (Regulation 806/2014). National deposit insurance schemes are
maximum harmonized under the recast Deposit Guarantee Schemes Directive (2014/49/EU). In addition, the
European Commission has proposed a European deposit insurance schemes which is intended to form the third pillar
of the European banking union and would apply to deposit insurance schemes in Member States participating in the
SSM. The ECB was given supervisory powers by the SSM Regulation (Regulation 1024/2013) which was
supplemented by the SSM Framework Regulation (Regulation 468/2014).
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profile of the supervised credit institution. Each JST is led by a Coordinator at the ECB (generally not
from the country in which the supervised institution is headquartered), who is responsible for the
implementation of the supervisory tasks and activities.

8. The DNB is the prudential supervisor in the Netherlands and the NCA. The banking
system comprises 55 banks and 43 branches of credit institutions established in EU countries. The
ECB supervises directly seven SIs and the DNB has responsibility for the direct supervision of LSIs,
comprising 28 banks.

The framework for financial stability policy formulation

9. In recent years, Dutch legislation has been changed to make clear the responsibilities
for promoting financial stability and setting macroprudential instruments. Since 2014,
promoting financial stability has been included as a DNB task in the Bank Act. In addition, the Act on
Financial Supervision refers to financial stability as one of the main goals of microprudential
supervision, while conduct of business supervision has to contribute to financial stability. The main
authorities involved are the MoF (legislation), the DNB (setting macroprudential tools, prudential
supervision), and the Autoriteit Financiéle Markten/Dutch Authority for the Financial Markets (AFM)
(conduct and markets supervision). These institutions are represented in the Financial Stability
Committee (FSC) (in which the MoF is a nonvoting member), which meets at least every six months
and is chaired by the president of the DNB. The role of the FSC is to discuss and identify potential
risks to the stability of the financial system and discuss ways of mitigating these risks. The FSC may
issue macroprudential warnings and recommendations, but it cannot exercise the statutory powers
assigned to the DNB and MofF.

10. The DNB fulfils its financial stability tasks through regular surveillance and analysis of
the main financial stability risks and the use of prudential measures to address systemic risks
and strengthen the stability of the financial system. The DNB has the following instruments at its
disposal to strengthen the stability of the financial system:

e Macroprudential tools, most of which apply to banks and are included in Dutch and European
legislation. The main examples are the systemic risk buffer and the countercyclical capital buffer.
For these instruments, the DNB is the competent and designated authority for the Netherlands.

e Prudential supervision, which is aimed at financial stability as well as individual institutions'’
resilience.

e Powers to collect information specifically for its financial stability task, which have been included
in the Bank Act since 2015.

e An advisory role, as a member of the FSC, regarding various issues that are relevant for financial
stability. This includes, for instance, recommendations regarding loan-to-value (LTV) and loan-
to-income ratio (LTI) limits (which are set by the government) and recommendations on ad hoc
issues such as the impact of tax incentives.

INTERNATIONAL MONETARY FUND 11
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A well-developed public infrastructure

11. The Netherlands has a well-developed business climate with sound legal safeguards
including corporate, bankruptcy, and private property laws. Credit institutions must apply either
International Financial Reporting Standards (IFRS) accounting principles or the provisions as laid
down in Title 9 Book 2 of the Dutch Civil Code (which in itself is largely in line with the IFRS
standards). Their accounts are legally required to be validated by independent auditors to ensure
that financial statements are correct and provide a true and fair view of the financial position of the
company. There is an independent legal system, with a separate entity for financial disputes.
Auditors are legally protected professions and specified activities may only be exercised by those
persons who are registered in a publicly available register. The DNB participates in 'TARGET2', the
real-time gross settlement (RTGS) of the Eurosystem and operates “TARGET2.NL."

12. The DNB can provide Emergency Liquidity Assistance (ELA) for temporary short-term
liquidity needs against sufficient collateral and under the premise that the institution is
solvent. Moreover, any decision on ELA must of course be consistent with the framework set by the
European System of Central Banks (ESCB). Work is ongoing, both at the FSB and Banking Union
level, on the question of funding in resolution and ways in which the resolution fund could be used
to catalyze such temporary liquidity provision.

Effective market discipline

13. The AFM is responsible for the conduct of business of financial undertakings and for
securities market supervision. The supervision of market conduct focuses on fair and equitable
behavior between market participants and towards customers (consumers) and clients, and on
transparency and accuracy of information on financial products and services. The AFM supervises
the market conduct of trading systems, collective investment schemes, investment firms, market
intermediaries, issuers of securities, auditors and financial service providers (and pension
administrators). The AFM licenses investment managers of investment institutions, financial service
providers, asset managers, and other investment undertakings. Banks are, alongside other financial
service providers, supervised by the AFM in this context. Within the national supervisory landscape,
cooperation and coordination between the DNB and the AFM is robust, with clear leadership and
veto roles. A covenant between the DNB and the AFM facilitates the legal framework for supervisory
cooperation. The covenant also facilitates the designation of a lead supervisor under the Act of
Financial Supervision (Wft), that is, the DNB generally leads the supervision of banks, insurers, and
pension funds, while the AFM leads for securities firms.

Financial reporting

14. The Netherlands has implemented a corporate governance code (Dutch Corporate
Governance Code, DCGC), which is a form of self-regulation that applies to all exchange-listed
companies. The DCGC contains principles and best practice provisions that regulate relations
between the management board, the supervisory board, and the shareholders. The DCGC has
specific principles related to the composition and remuneration of the management board and
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supervisory board. The DCGC also sets standards for annual shareholder’'s meetings including the
hiring and removal of members of the management board and supervisory board. Listed entities
have to state in their annual report whether they are compliant with the provisions in the DCGC. In
the case of noncompliance, they are required to give an explanation (comply or explain).

15. The AFM supervises the compliance of the annual financial reporting of listed
companies with a number of regulations and financial reporting standards. The financial
reporting of listed companies must comply with the regulations of Title 9 of Book 2 of the Dutch
Civil Code, Act on Financial Supervision, and with the IFRS which are developed by the International
Accounting Standards Board (IASB). In accordance with the Act on the Supervision of Financial
Reporting, the AFM supervises the financial statements of listed companies after their adoption by
the shareholders.

B MARKET STRUCTURE

16. The Dutch banking sector is large in size, highly concentrated, and dominated by a few
domestic banks. The banking sector has contracted in size since the global crisis, but remains large
relative to the economy as a whole, both

in historical terms and from an Dutch Banks: Key Financial Indicators 1/
international perspective. Total banks (In percent)
assets are €2.585 trillion, down about a 2011 2012 2013 2014 2015
quarter since 2008. As a percentage of Return on equity 83 67 69 45 78
GDP, the banking system is Return on assets 04 0.3 0.3 0.2 04
approximately four times the value of Net interest margin 14 13 13 15 15
gross domestic product, down from over Cost-to-income ratio 570 600 600 640 580
540 percent in 2008 (Figure 1). The CET1 ratio 2/ 89 9.6 9.8 13.6 13.6
banking system is one of the most Leverage ratio 3/ 3.3 3.6 3.6 41 44
concentrated in Europe, with the three NPL ratio 4/ 29 32 33 35 30
RWA density 39.2 40.8 418 326 338

largest banks representing over

72 percent of total banking system
assets.® The dominance of the three
biggest banks is demonstrated by their 1/ All figures as at December 31. Ratios calculated as weighted

domestic market shares, with Rabobank, averages for ING, Rabo and ABN Amro.
. 2/ CET1-ratio-transitional: 2010-2013 Core Tier 1-ratio.
ING and ABN Amro cor‘1troll|ng 60 to 3/ Total exposure only available for 2014 and 2015 weighted
80 percent of the banking markets for average.
mortgages, business loans, and savings. 4/ Problem loans as a percentage of gross loans.

Loan to deposit ratio 1273 1277 121 119.7 1164
Sources: DNB; and IMF staff calculations.

> Herfindahl Index of 21.16 for 2015Q3.

INTERNATIONAL MONETARY FUND 13




v
o
Q
n
%]
<
-]
[
-
=
2
(]
=
X
4
o
o
-
©
b=
Q.
]
()
-
E
2
[=
ol
o
-
£
=]
=]
Q
(-4

25
20
15
10
5
0

Figure 1. Netherlands: Banking Sector Indicators, 2015Q4
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17. Mortgages form the largest asset category as a proportion of the sector’s balance
sheet total. Mortgages account for 36 percent of total balance sheet assets. By comparison, loans
to large enterprises account for just 16 percent of the balance sheet total and loans to small
businesses for just 9 percent. Together, derivatives and the investment portfolio account for

16 percent. The liability structure of Dutch banks is composed of customer deposits (55 percent) and
wholesale funding (45 percent). Dutch banks’ cross-border activities have reduced significantly after
peaking in 2007 and represent approximately 40 percent of the consolidated banking system
assets.®

18. The financial resilience of banks has been strengthened in recent years. There has been
a marked improvement in the financial position of Dutch banks: cost efficiency has improved and
profitability has recovered. The banks' migration to the new Basel III standards is also well under
way: their average T1 ratio stood at over 16 percent at the end of 2015. The deposit funding gap of
Dutch banks has been on a downward path since 2009, reducing the sector's dependence on market
funding. Banks have lengthened the term structure of the wholesale funding and reduced reliance
on short-term funding. Asset quality has improved and problem loans for the system averages

3.08 percent of gross loans for 2015.

19. Banks are benefiting from a recovering domestic economy, which is helping to
stimulate demand for credit. GDP growth reached 2 percent in 2015, up from 2 percent in 2014

underpinned by exports, business investment, and stronger Key Financial Ratios 1/
domestic demand. Unemployment continues to fall, (In percent)
inflation is low and the policy stance set by the ECB is Dutch SIs SSM SIs
forecast to remain ‘low for longer." Housing markets have ROA 0.4 03
started to recover since 2013 with transaction volumes RoE 74 48
picking up. Corporate bankruptcies are also falling, and Coverage
firms have been able to preserve their profitability and Ratio 37.7 454
strengthen their equity position in the aftermath of the NPL ratio 2.7 7.0
crisis. Against this backdrop, bank profitability has Cost of Risk 02 05
recovered in 2015 (text figure) driven in part by lower LDR 1301 1247
interest expense, lower impairment charges and aggressive | -rr; 143 135
cost management. Average return on equity for the three LCR 1254 1291
largest Dutch banks of 7.4 percent as at 2015Q4 is

1/ All figures average and as at 2015Q4.

considerably higher than the EA average of 4.8 percent.

20. While bank profitability has improved, operating conditions will likely be more
challenging in the near term. First, competition in the mortgage market is intensifying, placing
pressure on interest income and fees in the mortgage market, which is the largest asset category of
the domestic lenders and a key source of revenue.” In addition, competition from nonbank lenders
in the mortgage market has also increased significantly, with over 50 percent of new mortgage loans

6 Calculated as debt claims of Dutch banks against nonresidents.

7 For further details, see http://www.dnb.nl/en/binaries/DNB.
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underwritten by nonbanks in 2015. All Dutch banks have seen their share of the domestic mortgage
market decline in 2015 in the face of intense competition from nonbanks. Second, the outlook for
interest rates are lower for longer, which will have an impact on pricing of both the front and back
book. Third, banks’ profitability has benefited from materially lower loan-loss provisions in 2015 with
the cost of risk reducing to below long-term averages.

21. Banks are heavily exposed to the residential mortgage market characterized by high
LTVs, nonamortizing loans and pockets of negative equity. The housing boom-bust cycle has
left households with debt overhang, and about 21 percent of residential mortgages are underwater,
especially among young households.® Following a decline of 21 percent over five years (2008-2013),
housing prices have risen by 7 percent since mid-2013. Yet, despite the recent recovery, prices
remain far below their 2008 peak levels (by about 17% percent). Banks have taken steps to
renegotiate mortgages with distressed borrowers, but progress on re-profiling debt to date has
been slow. In 2011, the government introduced an LTV limit of 106 percent to gradually reduce by
1 percentage point each year with a target of 100 percent by 2018.

22. The ratio of nonperforming loans (NPL) is low. Dutch banks have a strong domestic
focus, and as the economy has recovered, loan performance has improved. The NPL ratio to total

gross loans has remained at about the

3 percent level since 2013Q2. As at New Loan Loss Provisions
2015Q4, the NPL ratio for the Dutch SI (In percent of average customer loans)
1.00% — Rabo ING e ABN-AMRO

banks of 2.7 percent was significantly lower
than the average for SSM SIs at 7 percent.
Loan impairment charges peaked most
recently in 2013Q4 and have fallen each 0.60%
quarter to 2015, with the largest
improvements in domestic mortgage and 0.40%
small-to-medium-sized enterprise (SME)
portfolios. Dutch banks have some of the
lowest coverage ratios in the SSM cohort, 0.00%

at approximately 37.7 percent, compared 2011 2012 2013 2014 2015
with 45.4 percent at 2015Q4. This reflects

0.80%

0.20%

Source: Public filings; and IMF staff estimates.

the strong foreclosure and insolvency
regime in the Netherlands, which causes actual losses to be low and therefore the need for
provisioning.

23. Funding profiles have improved, yet Dutch banks still rely heavily on market funding.
The majority of bank balance sheets are funded by customer deposits. Nonetheless, the fact that a
significant part of household savings is channeled through local pension schemes, remaining

household savings at banks are lower compared to other countries with different pension systems.

8 The outstanding balance of household debt amounts to €740 billion at end-2014, about 275 percent of disposable
income and 111 percent of GDP, which is the second highest after Denmark. The DNB (2015) notes that 61 percent of
homeowners between the age of 30-40 were in negative equity at end-2015Q1.
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Local pension companies capture more than 70 percent of Dutch household wealth. This translates
into a high loan-to-deposit ratio at banks and a funding gap financed by wholesale markets making
the Dutch banks sensitive to adverse changes in financing conditions and investor sentiment.
Mitigating this, Dutch banks have proven to have relatively strong access to wholesale markets (and
able to attract subordinated funding) and have a relatively diversified investor base. Banks have
implemented a number of strategies to mitigate liquidity funding risk, including: increasing deposits,
lengthening the maturity of wholesale funding and building up stock of high-quality liquid assets
(HQLA).° The DNB reports show that Dutch banks have met the 100 percent Liquidity Coverage
Ratio (LCR) threshold since monitoring commenced in June 2012, and the average for SI banks is
125.4 percent as at 2015Q4. Data for the net stable funding ratio (NSFR) for SIs is above the

100 percent threshold. The DNB is relatively pro-active in liquidity supervision.

24. Recovering profitability together with balance sheet optimization enabled Dutch
banks to maximize internal capital generating capacity. Low dividend pay-out ratios have helped
to build the Common Equity Tier 1 (CET1) and banks are taking steps to transition to the higher
minimum capital adequacy requirements under the CRD IV (Table 2). While Dutch banks are steadily
improving their capital positions, building capital buffers will continue to be a main priority for
banks, especially as there are a number of regulatory developments. Leverage of Dutch banks is
high (capital-to-asset ratio of 5.3 percent as at 2015Q3) and likely to remain high reflecting, in part,
large mortgage portfolios (with relatively low RWAs). Stress testing conducted by the FSAP team
showed that, in the adverse scenario, the leverage ratio in the system (six largest banks) would
decline from 3.8 percent to 3.2 percent, and the ratio for one of the largest banks would fall below
the minimum 3 percent hurdle. This outcome reflects the relatively low RWA density (RWAs to total
assets) in the Dutch banking system.

9 ING, Rabo and ABN-AMRO have the following ratings respectively: S&P (A-, A+ and a); Moody's (Baal, Aa2
and Al).
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Table 2. Netherlands: Banks’ Financial Soundness Indicators, 2013-15

2013Q2 2013Q3 2013Q4 2014A1 2014Q1 2014Q2 2014Q3 2014Q4 2015A1 2015Q1 2015Q2 2015Q3 2015Q4

Regulatory Capital to Risk-Weighted Assets 143 149 149 179 173 173 175 179 201 187 188 20.0 20.1
Regulatory Tier 1 Capital to Risk-Weighted Assets 124 128 125 15.0 141 137 147 15.0 16.2 153 154 16.0 16.2
Non-performing Loans Net of Provisions to Capital 482 463 504 40.0 515 472 395 400 35.2 384 39.6 37.0 35.2
Non-performing Loans to Total Gross Loans 30 3.0 32 3.0 32 3.0 29 30 2.7 28 28 27 27
Sectoral Distribution of Total Loans: Residents 708 70.2 70.2 66.1 67.8 65.9 64.5 66.1 64.4 63.0 64.0 644 64.4
Sectoral Distribution of Total Loans: Deposit-takers 0.9 10 12 0.8 1.0 0.7 0.8 0.8 0.8 09 0.6 0.8 0.8
Sectoral Distribution of Total Loans: Central bank 59 51 41 24 37 17 10 24 58 17 39 53 58
Sectoral Distribution of Total Loans: Other financial 134 139 13.0 13.0 127 134 135 130 124 124 124 123 124
Sectoral Distribution of Total Loans: General government 34 33 36 33 35 34 34 33 3.2 35 33 33 32
Sectoral Distribution of Total Loans: Nonfinancial corporations 20.7 204 20.6 20.2 20.0 19.7 193 20.2 16.9 193 184 179 169
Sectoral Distribution of Total Loans: Other domestic sectors 26.6 26,5 271 263 26.9 270 26,5 263 253 25.2 254 250 253
Sectoral Distribution of Total Loans: Nonresidents 29.2 29.7 29.8 339 322 341 355 339 35.6 37.0 36.0 35.6 35.6
Return on Assets 03 04 03 03 03 04 04 03 0.6 04 05 0.6 0.6
Return on Equity 6.9 92 6.2 6.6 6.7 18 8.0 66 109 72103 120 109
Interest Margin to Gross Income 65.7 66.3 82.8 717 732 751 745 717 735 703 65.6 774 735
Non-interest Expenses to Gross Income 66.8 663 1085 84.4 82.8 763 732 844 779 88.7 615 52.8 719
Liquid Assets to Total Assets (Liquid Asset Ratio) 237 237 26 211 213 21 23 21 28 212 26 29 28
Liquid Assets to Short Term Liabilities 1668 1676 1803 1625 1584 1655 1621 1625 1697 1534 1578 1660 169.7

Source: IMF Financial Soundness Indicators Database.

BN \MAIN FINDINGS AND RECOMMENDATIONS

A. Organization, Adequacy of Resources, and Governance-Related Issues
(CP 1 and 2)*

25. The DNB largely has the power and authority to carry out its tasks, but aspects of
operational independence are of concern. While accountability mechanisms are extensive, the
influential role of the MoF may be problematic for a number of reasons. First, the need to negotiate
for ministerial approval of the supervisory budget, and the proposed legislation on salary cap could
limit the supervisors’ ability to attract and retain staff essential for effective supervision and to
deliver fully on all their supervisory responsibilities. Second, the limited ability of the supervisor to
introduce technical regulations for LSIs—which in any case cannot prejudice the ECB’s policy and
regulatory framework for SIs and LSIs—has the potential to reduce supervisory effectiveness!! as
does the authority of the MoF to set aside rules enacted by the supervisors (even if not formally
used). Lastly, the authority specified in legislation for the removal of the executive or supervisory
board of the DNB is open to interpretation. International standards require budgetary processes that
do not undermine autonomy and adequacy of resources. Furthermore, the same standards require

10 Analysis of CP 1 and 2 was conducted for the DNB and did not include the ECB.

1 There are areas where national regulations are needed by the ECB in direct supervision of SIs (e.g., fit-and-proper,
and corrective actions and sanctions).
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that the removal criteria should be based on specific objective cause for removal. Even if each of
these features individually do not affect the supervisors’ independence, collectively they create the
perception of a lack of independence, which could undermine supervisory effectiveness.

Recommendations

26. The FSAP recommends the DNB be given greater autonomy when deciding its budget
and the DNB be excluded from the proposed salary cap. Adequate resourcing is a key element
of securing effective supervision outcomes. The SSM continues to rely on the DNB (and NCA's more
broadly) to supply experienced and expert staff for a range of on-site tasks and thematic exercises.
Without these staff from the DNB, the fulfillment of these tasks will be impacted, e.g., TRIM will
require a dedicated number of DNB staff familiar with the practices of local banks and with expertise
in internal models.

27. The FSAP recommends the DNB be given greater flexibility to develop technical
standards where there is a need. While rule making is increasingly determined by directly
applicable EU regulations and binding standards (for which the DNB is co-decision maker),
nonetheless, there are areas where the DNB needs to have the capacity to issue rules (e.g., fit-and-
proper, corrective measures and sanctions).

B. Supervisory Approach and Corrective and Sanctioning
Powers (CP 8,9, 11 and 12)

Significant institutions

28. The supervisory process adopted by the ECB is robust and conducive to a more
structured, intense, and intrusive supervision. The methodology is maturing and while
standardization to establish a common approach (top down) remains a key objective, the framework
is adapting to allow for greater discretion at the JST (bottom-up). Examples include the risk analyses
(deep dives) that JSTs are able to integrate into the Minimum Engagement Levels (MEL) where they
are singularly responsible for selecting the topic. The supervisory process relies extensively on
quantitative and qualitative analysis, combining data (from Financial Reporting (FINREP), Common
Reporting Framework (COREP) and other standard reports) and expert judgment. It takes into
account the risks that banks or banking groups present to the safety and soundness of the banking
system. There is a direct link between the supervisory assessment, the necessary supervisory
measures, and the supervisory examination program (SEP). Emphasis on business model analysis as
a driver of supervisory activities was also evident for the Dutch Sls.

29. The frequency and intensity of on-site activities for Dutch SIs has increased since the
establishment of the SSM. A more frequent and intensive approach to supervision is evident,
especially with an on-site presence, e.g.,, monthly meetings with senior management and members
of the board, thematic reviews, etc. The SSM deploys an appropriate range of supervisory tools and
techniques, and the approach is adjusted to suit the risk profile and systemic importance of the
institution.
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30. The standardization of supervisory methods and techniques sometimes might end up
undermining a more risk-focused attitude. To ensure comparability across banks and consistency
and accountability across the SSM—but also as a way to foster a convergence in approaches and
styles between supervisors with completely different backgrounds—the methodology rests on a
high degree of standardization and formalism (e.g., in the checklists that inspectors are required to
use). While a certain degree of standardization is essential to establish a common language in such
a new, vast, and multicultural organization, the risk of a drift towards an excess of compliance-based
techniques and of a distraction of energy, time, and resources from more risk-focused tasks should
be avoided.

31. The feedback received from the industry points to an overall improvement in the level
of supervision. The supervised entities observe that the supervisory approach of the SSM is more
intense and intrusive, that supervisors are more in search of hard evidence and detailed information,
and that they have higher expectation about the banks’ initiatives to mitigate their risks. The focus
on business models was called out as a common theme. At the same time, they observe that
communication from the supervisors is not always satisfactory: for example, a better explanation of
the results of on-site examinations is needed, as are clarity around future priorities and the key
drivers of Pillar 2 add-ons. Whenever feedback has been given (e.g., in the case of the benchmarking
exercise), banks always found it helpful.

Less Significant Institutions

32. LSI supervision has also largely benefited from the DNB participation in the SSM. The
DNB's approach to prudential supervision has been transformed since the last FSAP in response to
the crisis. Supervision techniques have become more forward looking and data driven, and the link
between macroprudential and microprudential supervision has improved (e.g., the interaction
between the micro and macro risk registers). Risk specialist divisions have also been established and
the DNB has leveraged its exposure to SSM processes for on-site examinations. Many of the SSM
processes have been aligned to the DNB's approach to LSIs such as the ratings methodology.

33. More forward-looking methods of supervision have gained importance in the DNB's
supervisory approach. One important lesson learned from the crisis has been that sound and
ethical operational management is the cornerstone of a healthy and stable financial sector. Examples
include the supervision of behavior and culture, governance and integrity, and financial institutions’
business models and strategies. Fit-and-proper tests of executive and supervisory board members
constitute a key part of this type of supervision. There is greater clarity in procedures and enhanced
visibility of the role of the DNB's senior management.

Enforcement and sanctioning

34. Dutch law and the Single Resolution Mechanism Regulation (SRMR) provide a broad
range of actions that can be taken by supervisors in their respective responsibilities. Direct
enforcement powers and sanctions of the ECB are limited; however, the ECB can make use of the
enforcement and sanction powers available to the DNB. The FSAP team had access to evidence of
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such indirect actions; however, the complex legal framework may make it operationally difficult and
time consuming for ECB to impose enforcement actions. While the 2011 FSAP recommended an
improvement in the use of powers to impose administrative fines and/or other measures, the
practice was not intensive. The DNB introduced a new area within the supervision department to
detect early problem banks and apply measures by specialists. In this way, problem banks receive
heightened attention from supervisors with the assistance of enforcement colleagues, which helps
implement appropriate solutions and, if necessary, preparation of remedial measures.

35. The enforcement and sanctioning framework has yet to be tested in light of the
complexity of the SSM arrangements. In the case of SIs, the ECB has direct sanctioning powers
only for pecuniary sanctions on legal persons for breaches of ECB decisions or regulations or of
directly applicable EU law (e.g., Capital Requirements Regulation (CRR)). For breaches of directly
applicable EU law, non-pecuniary sanctions and sanctions on natural persons are to be imposed by
NCAs, upon ECB request. Similarly, NCAs impose all types of sanctions (to both legal and natural
persons) upon ECB'’s request in case of breaches of national laws transposing relevant Directives
(e.g., CRD 1V). For LSIs, the NCA is competent.'?

36. The ECB has started to collect information on the powers available in each jurisdiction,
with the aim of creating and maintaining a regulatory database; however, this project is not
complete yet. Once finalized, it should facilitate the ECB’s task of preparing to use NCA powers
indirectly, should the need arise; identify the enforcement or sanctioning tools available to NCAs or
in the situations that each national legislation allows to enforce or sanction.

C. Corporate Governance and Risk Management (CP 14 and 15)

Corporate governance

37. In the Netherlands, there is a two-tier structure for the Board, where the Supervisory
Board exercises the oversight function and the Management Board the executive function.?
Traditionally in the Netherlands, the supervisory boards have an oversight role with most policy and
risk management duties and responsibilities placed on the management board. In the wake of the
banking crisis, considerably more emphasis was placed on the role of the board, and there was
evidence there had been some evolution of supervisors’ focus on this issue in the lead up to the
SSM taking over direct responsibility for SIs. The ECB built on this platform, including through
thematic reviews, with recommendations on making the board involvement more robust.

38. The DNB has taken significant steps to enhance corporate governance standards. The
DNB has introduced new requirements and processes for the supervision of integrity, behavior, and
culture. Fit-and-proper standards have been applied to all supervisory and management board

12 As a rule, NCAs are themselves directly competent to impose sanctions. Moreover, the ECB can impose a sanction
on a LSI for breaches of relevant ECB regulations or decisions, which impose an obligation vi-a-vis the ECB.

13 For purposes of the assessment therefore, “Board” will mean the oversight function, i.e., the Supervisory Board, and
“senior management” will mean the executive function, i.e., the Management Board. In a one-tier Board of Directors,
both senior managers and directors, representing shareholders and independent directors, are present.
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members for all SIs and LSIs (Box 1). Supervisory boards are assessed individually and collectively to
ascertain whether there is adequate skills and expertise on the board commensurate with its risk
profile and business model.

39. Risk appetite framework (RAF) is relatively well developed across the Dutch SIs and
provides a useful tool to articulate risk thresholds and assess whether banks are operating
within their risk tolerances. The RAF is a mature process whereby management boards, in
conjunction with the Supervisory Boards, agree on the overall risk appetite that is then articulated
into specific risk tolerances and cascaded down into business units as a way to set parameters for
risk management. Supervisors actively use the RAF when assessing risk management.

Recommendations

40. More progress is needed to strengthen corporate governance. More frequent and
intensive engagement with the Board by the supervisor commenced in 2012, and while progress is
evident, more time is needed to gain confidence that the board is discharging its responsibilities.
Banking supervisors should continue to increase dialogue and discussions with the supervisory
board on results of supervisory activities and concerns.

41. SB oversight of internal models needs greater attention. The SIs are relatively heavy
users of internal models (among the highest number of internal models within the SSM). Due to the
proliferation of models, this necessitates greater involvement by the SB in the oversight of the
inputs and outputs of models, their governance, risk management and validation within the bank;
and most importantly checking that model outputs are reasonable and checks and balances exist
within the organization. One of the lessons from the crisis was that greater attention to internal
models is needed to ensure accurate measurement of risk-weighted assets. The board plays a vital
role in this regard to oversee the challenges. Where banks use models to measure components of
risk, the supervisor determines that:

e Banks comply with supervisory standards on their use;

e The banks’ Boards and senior management understand the limitations and uncertainties relating
to the output of the models and the risk inherent in their use; and

e Banks perform regular and independent validation and testing of the models.

42, Internal Capital Adequacy Assessment Process (ICAAP) and Internal Liquidity
Adequacy Assessment Process (ILAAP) are well developed. Dutch SIs have well-developed
processes for assessing their overall capital and liquidity adequacy in relation to their risk appetite
and risk profile, mainly via the ICAAP and ILAAP processes. The JSTs review and evaluate banks'
internal capital and liquidity adequacy assessments and strategies routinely as part of the
Supervisory Review and Evaluation Process (SREP).

22 INTERNATIONAL MONETARY FUND



KINGDOM OF THE NETHERLANDS—NETHERLANDS

Box 1. Assessment of Suitability for Board and Management

The 2012 Policy rule on suitability (following the 2011 Policy rule on expertise) introduced a more stringent
assessment of suitability and integrity. Under this policy rule, suitability is assessed on the basis of
knowledge, skills and professional conduct. This is established on the basis of education, work experience
and competences. An assessment of integrity establishes whether the integrity of a person is beyond doubt.
The scope of the policy rule includes directors and was extended to include supervisory board members with
effect from July 2012. Since then, all new and existing supervisory board members in banks and insurance
companies have undergone a suitability screening. This project started with the members of the four big
banks and insurance companies, which is referred to as the 4+4 project.

Suitability is assessed on the basis of four categories:

e Governance, organization and communication;

e  Products, services and markets in which the institution operates;
e Sound and ethical operational management; and

e Balanced and consistent decision-making.

The policy rule is based on the approach that suitability is more than just knowledge; skills and professional
conduct are crucial aspects of an individual's suitability. For banks and insurance companies, the DNB and
the AFM cooperate and jointly assess the suitability. The framework is applied consistently by the DNB and
the AFM, making due allowance for their specific supervisory roles (prudential supervision and market
conduct supervision, respectively).

A suitability screening takes place in the case of a proposed new appointment or a change of position within
the same institution. In addition, if specific facts and circumstances provide reasonable grounds, the
supervisory authority has the possibility to perform a rescreening of a previously approved person, which,
where appropriate, may result in an instruction to dismiss the policymaker in question. The DNB publishes
the results of the suitability screenings for the financial institutions under its supervision. In the period 2011-
2015, a total of 5,469 people have been screened, of whom 614 (11.2 percent) were found to be unsuitable
or their integrity was not considered to be beyond doubit.

Competencies to be assessed:

Authenticity Independence
Decisiveness Negotiation skills

Ability to communicate Persuasive power
Helicopter view and judgment Ability to cooperate
Focus on customer quality Strategic management
Leadership Ability to cope with stress
Loyalty Responsibility

Sensitivity to environment Ability to chair meetings
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Risk management

43. Data aggregation needs attention. Weaknesses in data quality exist across the Dutch
banks impacting not only the accuracy of regulatory reporting but also the reliability of
management information. Data issues result in part from aging IT infrastructure and legacy systems,
often from mergers of multiple legal entities with incompatible IT systems. For example, the recent
EBA stress testing exercise highlighted one Dutch SI as having the highest number of data flags in
the exercise. Standards for data aggregation and the need for a bank-wide view of risk is essential.
While the recently published Basel guidelines (BCBS 239) will be transposed into EBA guidelines in
the future, regulatory requirements for data aggregation is absent. The absence of data
requirements may have led to this area being neglected by banks. Supervisors are working closely
with banks to address data aggregation issues, yet solutions will require time and large complex
projects to remediate bringing together data warehouses and downstream reporting systems.

Recommendations

44. Greater effort to ensure independence of the risk function is needed. Separation of the
Chief Risk Officer (CRO) and Chief Financial Officer (CFO) function has been slow and instigated
relatively recently (2015 in some cases). As a result, some banks are still working through the
process of effectively separating risk (second line of defense) from business units (first line of
defense) and in other cases from finance. A further process is to ensure that the separation is
effective and risk management has the right type of prescience, risk culture. Part of this is the
independent reporting to the board via the board risk committee. Prior to the SSM, the local Dutch
rules were not prescriptive on the separation between the CFO and CRO functions.

D. Capital Adequacy, Credit Risk and Problem Assets, Provisioning and
Reserves (CP 16, 17 and 18)

Capital

. RWA Density
45. Over the last five years,

banks have significantly 0%
increased the quality and amount
of regulatory capital. Through a 40%
mix of capital raisings, stronger
internal revenue generation, and 30%
lower dividend payout, capital
adequacy ratios for the larger banks
have increased (Figure 2). Further
regulatory changes may, however,
result in additional regulatory 0%

capital being required (e.g., total 2011 2012 2013 2014 2015
loss absorbing capital (TLAC),
CRD1V, and amendments to the

=== Rabo ING = ABN-AMRO

20%

10%

Source: Public filings; and IMF staff estimates .
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standardized approaches for credit, market, and operational risk, including changes to treatment of
internal models). The RWA density for Dutch banks is low, particularly those using IRB models (text
figure). Stronger capital buffers would further strengthen the resilience of banks and the banking
system and will enable banks to support demand for credit by the private sector.

Figure 2. Netherlands: Movement in Capital Adequacy from 2008 to 2015

The three largest Dutch banks have increased their quality and quantity of capital measured by CET1 from 2008 to
2015. ING had make the largest progress in building CET1 compared with Rabo and ABN AMRO, which started from

a much higher ratio.

CET1 Ratio

20%
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ING °
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2008

Source: IMF staff estimates.

46. In the Netherlands, CRDIV has been transposed into the Wft and related
administrative orders of the law on financial supervision (Bpr). The Dutch legislation is in line
with the Directive and does not materially differ. The Options and National Discretions (OND)
project by the SSM has evaluated the impact of full implementation of CRDIV on capital and the
majority of Dutch banks are in line with the five-year phase-out schedule (mainly insurance
deductions for LSIs as SIs have divested their insurance subsidiaries). The DNB has imposed
additional buffer requirements on the larger Dutch banks (see below).
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Additional Buffer Requirements for Dutch Banks
(In percent)

O-SII Buffer SRB
ING Bank NV 2 3
Rabo Bank 2
ABN Amro Bank NV 2 3
SNS Bank NV 1 n/a
NV Bank Nederlandse Gemeenten 1 n/a
Source: DNB.

47. The SREP is applied to all banks at least annually, which results in a capital and
liquidity decision and including notably, if warranted, a Pillar 2 add-on. The SREP is an
established process in the Netherlands, where the ICAAP plays an integral role. For SIs, the EBA SREP
guideline is being implemented for the 2016 capital decision. For LSIs, the ICAAP has traditionally
been used in the bottom-up assessment of capital and concepts of economic capital central to the
assessment of the adequacy of the ICCAP and board involvement in the process. Included in the
assessment of the ICAAP is an assessment of expected loss and adequacy of provisions.

48. The majority of SIs use internal models to calculate risk-weighted assets. SIs are
approved to estimate risk-weighted assets for credit, market, and operational risk. JSTs are
responsible for ongoing model monitoring (e.g., model validations, etc.) while individual model
approvals fall within the remit of the project manager designated by the JST coordinator among the
JST. In general, internal model investigations are carried out on the basis of a coordinated approach,
with an effective and close liaison between JSTs and the assessment team of model experts (typically
staffed from the national competent authority). The Internal Model Division (INM) within the ECB is
responsible (among others) for performing the consistency check of model assessment reports and
the co-signing the JSTs' proposal for the draft decision. The upcoming TRIM project is designed to
clarify supervisory expectations.

Recommendations

49. Continued focus on capital management planning to retain healthy buffers is needed.
While SIs have built healthy capital buffers over the last several years, evidence suggests stronger
capitalized banks are better placed to support private sector credit demand.

Credit risk

50. The household sector (HH) remains highly indebted, although the overall net wealth
position of the sector is strong. Household debt is high at approximately 112 percent of GDP, and
households have a relatively high debt-to-income ratio of 275 percent. However, household
indebtedness in part reflects tax incentives that previously encouraged borrowers to take out large
interest-only (I0) mortgage loans where the interest expense is tax deductible. However, households
have large pension assets and their net financial assets are equivalent to 209 percent of GDP as at
end-2015.
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51. Housing markets are recovering following a decline in prices of 21 percent over

five years from 2008-2013. Housing boom-bust cycle has left approximately 21 percent of
households with negative equity, notably for younger households as at June 2016. Mortgage arrears
have been low at 1.6 percent at 2015Q4 despite the fact that banks traditionally extend high LTV
loans where the amount lent is greater than the value of the collateral. However, new
macroprudential rules aim to reduce the maximum LTV ratio over a transition period, and the FSAP
recommends that they are reduced further. As part of the 2013 Housing Market Reform Agenda,
new IO mortgages are no longer eligible for mortgage interest deductibility from January 2014. This
reform removed the tax incentive for new IO loans and led the share of IO loans to decline by 6
percentage points (from 61 percent) since 2012.1

52. A substantial share of the total value of mortgage loans (55 percent) are 10, which are
vulnerable to house price shocks and roll-over risks. This is mitigated by the fact that only

21 percent of borrowers have a full IO loan, and this group of borrowers tends to be older and
financially sound, compared to starting households. Most of the borrowers combine IO loans with
loans in which they amortize. Full IO borrowers are not obliged to amortize the principal over the life
of the mortgage. Depending on the LTV ratio, total debt will likely be higher than that of other
borrowers, and therefore more likely to be underwater when house price shocks occur. With the
current low interest rates, voluntary repayments have increased, and borrowers use their savings to
reduce their mortgage debt. This, in turn, reduces the LTVs on current mortgages. Currently, of the
21 percent full IO loans the majority has an LTV of below 80 percent which mitigates the risk of
these mortgages for the banks. Furthermore, new legislation has banned beneficial tax treatment of
mortgage interest payments (the beneficial treatment now only applies to amortizing mortgages) in
an attempt to discourage new production of IO mortgages.

53. Commercial real estate (CRE) markets have been stabilizing after plummeting from the
pre-crisis boom. Based on the MSCI Investment Property Databank, capital values had declined for
26 consecutive quarters from 2008Q4, and the accumulated drop amounted to 20 percent by the
end of 2014. While capital growth in the industrial market still records -4 percent in 2016Q1, the
growth in the office and retail market is getting close to zero percent. Investors have been
encouraged by low interest rates and the improvement in domestic economic performance.
However, momentum is still weak in the CRE markets and the office sector is the weakest with
excess supply. The vacancy rates have been increasing since 2009, due to the increase in online
shopping and continued supply in the CRE market. Also, banks have reduced their exposure in the
CRE market through the deleveraging process that occurred during the post-crisis period.

54. The debt burden is high and negative equity among young borrowers is prevalent.
Approximately 44 percent of younger households (aged between 30-39) are facing negative housing
equity owing to a sharp fall in house prices from 2008 to 2013. Banks have taken steps to renegotiate
mortgages with distressed borrowers, but progress on re-profiling debt to date has been slow.

14 See also the TN on the Macroprudential Policy Framework.
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Recent macroprudential measures to lower maximum LTV will likely help over time. A continued
focus on sound credit risk underwriting is needed by banks to ensure borrowers are able to
demonstrate repayment capacity under a debt amortization schedule.

55. Results from the targeted review of residential mortgages are being followed up. A
targeted review of residential mortgages was performed with the results integrated into the risk
assessment system (RAS) for each of the banks. The thematic review helped inform credit risk
underwriting standards and valuation practices. Limits on LTVs and debt service-to-income (DSTI)
ratios have been implemented and tightened in recent years and mortgage lenders are required to
apply a “stressed” interest rate (5 percent) when calculating DSTI ratios for mortgage loans with
interest rates fixed for a period less than 10 years. Credit risk has been a focus for both SIs and LSIs
through a mix of routine (off-site) and on-site examinations. Thematic reviews and stress testing
exercises have contributed to the supervisor's assessment of credit risks in the Dutch banks’
portfolios.

56. Mortgages investments have been rising rapidly in the insurance sector. Mortgages
have gained attractiveness as investments to match long-term insurance liabilities with instruments
that are providing returns that are around 2 to 2.5 percentage points above swaps and with
historically low default and loss rates. Banks remain the main issuers of mortgages but have reduced
their share of originated mortgages particularly for mortgages with longer fixed rates.'®> The share of
the insurers in mortgage investment has rapidly grown, from 3 percent in 2009 to 8 percent in 2016.
For some insurance groups their mortgage investments make up to 40 percent of their portfolios
(excluding unit-linked business).1®

Recommendations

57. Given the risk of potential regulatory arbitrage, the authorities are recommended to
undertake a cross-sectoral review (including sampling loan files) of credit underwriting
standards of mortgages originated for the banking, insurance, and pension sectors.

Provisioning

58. CRDIV/CRR and EBA guidelines on SREP and supervisory reporting provide the general
framework to determine that banks have adequate policies and processes for the
classification of assets, and maintenance of adequate provisions and reserves. In the
Netherlands, prudential standards for provisioning are not issued by the DNB, and banks are
required to follow standards set by IFRS. However, this general framework does not fully cover
requirements in relation to assessing whether the classification of the assets and the provisioning is
adequate for prudential purposes. The SSM and DNB do not have the power to adjust classification

15 Mortgages are partly originated by so-called ‘regiepartijen,’ which are rapidly growing nonbank lending platforms
that use brokers or websites to sell home loans on behalf of institutional investors.

16 The exposure of pension funds to Dutch home loans is also growing reaching €15 billion at the end of 2015, but
significantly lower than the total mortgage loan portfolio of Dutch insurers of €46 billion.
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of individual assets, nor to increase their levels of provisions and reserves. However, the SSM and
DNB are able to apply a capital add-on under Pillar 2 if they form the view that provisioning is
inadequate.

59. The focus of the supervisor should be to provide bank management with prudential
considerations when setting loan classification parameters. Traditionally, in the Netherlands,
supervisors have viewed loan valuation as an accounting function. The supervisor must introduce
prudential considerations to narrow bank management’s judgment. The focus of the supervisory
input is to provide bank management with prudential considerations when setting loan classification
parameters and provisioning, such as items to consider for residential mortgages, CRE triggers.
Collateral valuation considerations, such as conservative valuations of realizable net values, are also
important.

60. Supervisors make an assessment of portfolio quality using EBA’s guidelines on
common procedures and methodologies for the SREP. As part of this assessment, the supervisor
assesses the overall credit quality at portfolio level and the different quality grades within the
exposure categories of “performing,” “nonperforming,” and “forborne” to determine the institution’s
overall credit risk. Their aim is to act as harmonized asset quality indexes for classification of
exposure as forborne or as nonperforming, by putting forward common elements in terms of scope
and identification criteria that will provide supervisors with a harmonized understanding of these
concepts and strengthen the supervisory tools available for asset quality assessment.

Recommendations

61. A more active supervisory role in assessing loan classification is needed to underscore
prudent provisioning practices. While recent asset quality reviews and stress testing by the EBA
confirm generally low levels of asset impairment of Dutch banks, a more intrusive role of the
supervisor is needed when assessing loan classification. The role of the supervisors in loan
classification and supervision in the Netherlands primarily involves a review of policy and
procedures. The focus of supervision should be to provide bank management with considerations
when setting loan classification parameters and provisioning, such as items to consider for
residential mortgages and CRE classification triggers. Collateral valuation considerations, such as
conservative valuations of realizable net values, are also important. The process of developing the
capacity of supervisors to challenge bank management valuation of loans has started.

62. It is important for the supervisory pillar to become more robust. In strengthening the
supervisory role, there should be:

e Consultation with banks and accounting firms on proposed prudential guidelines;
e Training for supervisors on valuing loans and challenging assumptions on collateral values; and

e Development of market data to be able to gauge the reasonableness of collateral valuations by
the bank. Not to set a value but to question significant variances from market values or trends.
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E. Liquidity Risk (CP 24)

63. The LCR and NSFR have strengthened the liquidity requirements, encouraging banks
to rely on more stable sources of funding and minimize maturity mismatches. In general, the
DNB has been pro-active in liquidity supervision and had already introduced several monitoring
rules on liquidity before the CRR regulation came into force. The introduction of the new liquidity
requirements (LCR and NSFR) under the CRR have strengthened the liquidity regime and created
incentives to reduce exposure to short-term market financing, encouraging a greater proportion of
the liability structure to be derived from stable sources of funding and reduce mismatch of assets
and liabilities. Migration plans for compliance with the LCR and NSFR were implemented early,
facilitating an orderly transition to the new requirements and the DNB has introduced a survival
period requirement with a minimum requirement of one month, based on the profile of the bank. In
addition to the LCR and NSFR, the DNB has introduced requirements to limit liquidity risk from
excessive cross-border liabilities. The policy rule is designed to constrain the investment of deposit
funds in non-Member States. It introduces an upper limit to the extent to which banks licensed in
the Netherlands may, under the protection of the Dutch deposit guarantee scheme (DGS), serve as
intermediaries for deposits raised in the Netherlands and other EU Member States to be invested
outside the Member States. The rule prescribes that a prudent and acceptable ratio will exist if the
product of the proportion of guaranteed liabilities in the balance sheet on the one hand and the
proportion of loans and investment in non-Member States in the balance sheet total does not
exceed 0.25 percent.

64. The ILAAP is an established process for the Dutch SIs and JSTs made good use of the
framework to make a comprehensive assessment of liquidity risk. Supervisors conduct close
monitoring of bank liquidity risks through a number of activities: meetings with treasury staff;
observing the Asset and Liability Committee (ALCO) meetings; verifying risk management policies;
conducting analysis of prudential ratios and additional liquidity ratios (e.g., self-funding ratios); and,
importantly, confirming board engagement in setting liquidity risk appetite and subsequent
oversight of implementing risk management standards. The SREP framework was enhanced during
2016 to support the work of the JSTs by developing more robust stress testing tools and proxies to
effectively challenge banks’ estimates and assumptions.

65. While Dutch banks are well placed to meet the full implementation of the LCR and
NSFR, continued monitoring is needed. Liquidity risk ranks lower in the overall priorities of Dutch
banks and is driven in part by three factors: (i) lower inherent risk profile due to higher liquidity
buffers; (ii) strengthened risk management; and (iii) current environment of excess liquidity and
negative interest rates. Dutch SIs and LSIs are well placed to adhere to new liquidity standards and
prudential ratios and have a much lower inherent liquidity risk profile than before the crisis.
Nonetheless, they remain vulnerable to liquidity risk: to fill the deposit funding gap, banks make use
of wholesale funding; approximately a third of the system is funded by market financing. This
reliance exposes the Dutch banking system to changes in market sentiment, although this is
somewhat mitigated by the fact that this funding is well diversified over type of holders and
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geography of holders. While banks have worked hard to manage this risk (e.g., extending the
maturity profile of wholesale funding, etc.) continued monitoring is needed.

Recommendations

66. Given the extent of market-based funding, ongoing scrutiny of liquidity risk is needed,
including through rigorous stress testing. Interrogating the assumptions behind the
group/aggregate LCR is needed to ensure assets are freely available within and across the group to
meet stressed outflows. Equally, accurate classification of liability buckets is needed to ensure run-
off assumptions are calibrated properly. This is particularly needed when banks have large portfolios
of liabilities that are treated as retail under the LCR framework yet are, in practice, professionally
managed. Validating assumptions for the treatment of nonmaturity portfolios to ensure
assumptions are conservative and ongoing analysis of composition of the liquidity buffer to
understand where liquidity needs within a group are most needed.

F. Operational Risk (CP 25)

67. The regulatory and supervisory framework for operational risk is generally
comprehensive. Banks are required to adhere to general risk management standards
complemented with tailored guidelines (e.g., cloud computing, Information Security Control
Framework, etc.).!” The risk management requirements are based on the standards set by the BCBS
for operational risk. Banks report a mix of qualitative and quantitative information on a regular basis
which is used to shape the nature, frequency and intensity of supervisory activities, e.g., thematic
reviews, on-site examinations and meetings with senior bank management.

68. Dutch SIs are large, integrated, and operate in many cross-border markets shaping
their inherent operational risk profile. The product base is diverse and sophisticated, and like
many internationally active banks in mature markets, technology is a key component of the business
model. Typically, expansive business models such as these are linked to active risk taking via more
active marketing, aggressive incentive plans, the number of new products introduced, and attractive
terms for investors. All these elements increase the level of operational risk, therefore requiring
vigilance by the supervisor. Loss data indicates that Sls are exposed to a moderate level of
operational risk mainly in legal risks. Furthermore, large cost-cutting programs at the large banks
may result in a higher inherent operational risk profile.

69. Dutch SIs are heavily reliant on IT outsourcing arrangements and technology. The
largest banks use outsourcing as a way to leverage external expertise but also to take advantage of
potential cost efficiencies. As an example, one of the larger banks outsources all of its IT. Outsourced
activities have been mapped for SIs as a way to identify potential sources of operational risk and the
results of this work showed that Dutch SIs are exposed to off-shore service providers/cloud
providers.

17 See Box 2 for a description of activities conducted by the DNB and SSM on cyber risk.
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70. Supervisory focus on operational risk is being stepped up for both SIs and LSIs.
Supervision examination plans for each of the SIs are incorporating additional on-site work on
operational risk to address issues like IT infrastructure, AMA model reviews, outsourcing, data
quality and legal issues. Supervisors also hold regular meetings with key control functions within
banks as a way to monitor emerging issues.

Recommendations

71. Greater attention to ongoing model monitoring for AMA banks is needed to ensure
adequate estimation of operational risk capital. The DNB assesses the usage of different risk
identification and assessment tools by banks during on-site visits. The instruments in scope are Risk
and Control Self Assessments (RCSAs), Business Process Modeling, Scenario Analysis, Internal Loss
Data (ILD), External Loss Data (ELD), Key Risk Indicators (KRIs)/Key Performance Indicators (KPIs) and
scorecards. In particular, for AMA banks, minimum requirements on the business environment and
internal control factors are specified through the CRR Art. 322 paragraph 6.

72. More verification and testing is needed to make an accurate assessment of banks’
processes to manage and monitor the risks associated with outsourcing arrangements,
including prior notification. As part of the risk assessment system, supervisors make regular
assessments of the risks associated to outsourcing; for example, via meetings with senior bank
management, on-site inspections, etc. Outsourced activities have also been mapped for Sls as a way
to identify potential sources for operational risk. This process showed that Dutch SIs are exposed to
off-shore service providers/cloud providers. Prior notification has been introduced for ‘cloud
computing’ but this requirement needs to be applied across all material outsourcing arrangements
to allow supervisors to assess whether outsourced arrangements are suitable (e.g., permit
supervisors’ access, etc.). Guidelines for banks and supervisors are needed to ensure prudent
practices, and it is understood that guidance will soon be issued.
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Box 2. Cyber Risk and Financial Stability in the Netherlands

New technologies are reshaping the financial services industry. The most recent example is the announcement
by several of the largest global banks to jointly develop clearing and settling technology over blockchain. In the
Dutch context, ING is currently partnering with more than 40 fintechs to develop and improve their product
offering; improve their technology agility; and transform their product offering, how they deliver products as well
as being part of the R3 project to explore the applications of distributed ledger technology in delivering financial
services.

The benefits from technology (and fintech) might be forfeited if cyber resiliency is not adequately
managed. The financial industry is one of the industry sectors that are highly vulnerable to cyber threats, and
cybercrime has become the second most-reported economic crime this year; consequently, the average damage
to organizations has grown by 14 percent from last year. A greater reliance on technology combined with faster
technological development has resulted in more frequent and forceful cyber threats that go beyond the capture of
protected information, and now entail disruptions in the accessibility of financial platforms and the integrity of
financial information.

In the Netherlands, risk management standards for IT-related operational risk are established by Wft. Banks
are required to have in place an effective operational risk management framework across the entire enterprise,
subject to ongoing testing and enhancements to keep pace with the scale, complexity and risk profile of the
business. In addition, banks are required to adhere to established industry standards for IT security, such as
ISO/IEC 27 of the International Standards Organization. Prior notification is also required before banks enter into
material outsourcing arrangements involving cloud computing.

More broadly, the Dutch government has marked the financial sector as one of the 12 sectors vital to the
critical infrastructure. The critical infrastructure consists of 12 vital sectors being identified by the Dutch
government. Among those sectors are the Energy, ICT/Telecom and Financial sectors. Within the Financial sector
several financial institutions have been designated as the financial core infrastructure. To keep these sectors vital,
law and regulations have been defined as well as national and international standards stimulated for specific
topics. For example, regarding cyber and information security, the Dutch National Cyber Security Center (NCSC)
communicates best practices.!

Strengthening IT resilience and cyber security is a key strategic priority for bank supervisors. Several
initiatives have been implemented. Since 2009, the information security is assessed, monitored, benchmarked and
followed-up periodically to assure a minimum maturity level. In that regard, cyber security has been identified as a
central theme and communicated as such, leading to specific investigations like the quality of penetration testing
(2013), Mobile Banking apps (2014), and IT complexity (2015).

1 In June 2016 the Committee on Payments and Market Infrastructures (CPMI) and the International Organization of Securities
Commission (IOSCO) have published guidance for cyber resilience, in addition to the Principles for Financial Market
Infrastructures that have been published in April 2012. See http://www.bis.org/cpmi/publ/d146.htm.
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Box 2. Cyber Risk and Financial Stability in the Netherlands (concluded)

During 2015, the SSM undertook a cyber thematic review consisting of a self-assessment across a range of
areas. Results of the self-assessment were followed-up during 2016 and integrated into supervisory action plans
where issues identified. The DNB extended this to the financial market infrastructure. Next to the thematic
investigations, cyber and information security are a standard topic included in IT on-site visits. To enhance
awareness several seminars and round tables were organized. Additionally, IT resilience is strengthened through
performing periodic BCM/DR inspections and running DR-scenarios especially for the Financial Key Infrastructure.

Further work is planned in 2016 and 2017. For the coming period the IT resilience and cyber security level of
banks will be further challenged by performing ethical penetration tests using intelligence-based scenarios (Threat
Intelligence-Based Ethical Red Teaming (TIBER)). Furthermore, the IT on-sites and information security assessments
including monitoring and follow-up will be continued in 2016/2017. Also the SSM intends to do a follow-up on the
2015 SSM cyber thematic review.

Robust detection techniques are needed to keep pace with evolving cyber threats. Regular board and
management engagement and intrusive inspection are key planks in the supervisory approach. Supervisors need
to verify that banks are appropriately incentivized (a) to increase security and IT resilience by raising risk
management standards; and (b) to leverage collective strengths through greater global coordination. Achieving
consistent industry standards at each layer of the service point will be necessary.

To foster system-wide resilience, data-sharing among all participants is vital. In that regard, the Dutch
government has taken the initiative to set-up the NCSC. The NCSC has a role to share cyber security information,
monitor, and perform incident and response activities in collaboration with other CERT organization. Additionally,
the Dutch financial industry has built up a history of trust in information sharing through platforms such as the so-
called Financial Industry Information Sharing Analysis Centre (FI-ISAC) that was started as an informal community
in 2003 and was formalized in 2006. A number of banks and financial market infrastructures actively participate in
this platform. Furthermore, in 2011, the financial industry engaged with law enforcement in an initiative called the
Electronic Crimes Task Force in which representatives from banks, the Dutch police’s team high-tech crime, and
the prosecutor are jointly working at an operational level on cybercrime cases.
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Appendix I. Summary Analysis of Selected Core Principles

The table below offers a summary analysis of the selected core principles, based on the 2012
BCPs.’ It provides an overview of the legal and regulatory framework and comments on main
strengths and vulnerabilities on each topic.

Supervisory Powers, Responsibilities and Functions

Principle 1 Principle 1: Responsibilities, objectives and powers. An effective system of banking
supervision has clear responsibilities and objectives for each authority involved in the
supervision of banks and banking groups.'® A suitable legal framework for banking
supervision is in place to provide each responsible authority with the necessary legal
powers to authorize banks, conduct ongoing supervision, address compliance with
laws and undertake timely corrective actions to address safety and soundness

concerns.
Description and  [In the SSM, responsibilities for banking supervision are allocated between the ECB
findings and the national competent authorities of the participating member countries (NCAs).

The ECB is directly responsible for the supervision of SIs, while the direct supervision
of LSIs is in the remit of the NCAs, under the oversight of the ECB. The DNB is the
Dutch NCA.2°

The objectives of the ECB as a supervisory authority are stated in the SSM Regulation
(Art. 4); the same regulation also specifies the tasks assigned to NCAs and the terms
of the cooperation with the ECB. The duties and powers of the DNB as prudential
supervisor follow from the Bank Act of 1998 and the Wft, which turned into force in
2007. As a central bank, the DNB has several tasks (price stability, shock resilient
financial stability, payments system, etc.). With respect to prudential supervision, the
objectives of the DNB are described in the Wft, Section 1(24), which states that
prudential supervision shall focus on the solidity of financial enterprises and to the
stability of the financial system.

The powers to authorize banks, conduct ongoing supervision, verify banks’
compliance with the laws, and undertake timely corrective actions are available to the
ECB for the SIs and to the DNB for the LSIs. In accordance with Article 10 of the SSMR,
the ECB may require from credit institutions, financial and mixed financial holding
companies, and mixed-activity holding companies established in the SSM area, all
theinformation that is necessary to its supervisory tasks, including information to be
provided at recurring intervals and in specified formats for supervisory and related
statistical purposes. The ECB may also request all information to persons belonging to
these entities or third parties to whom those entities have outsourced functions or

18 hitp://www.bis.org/publ/bcbs230.pdf.

19 1n this document, “banking group” includes the holding company; the bank and its offices; subsidiaries; affiliates;
and joint ventures, both domestic and foreign. Risks from other entities in the wider group, for example nonbank
(including nonfinancial) entities, may also be relevant. This group-wide approach to supervision goes beyond
accounting consolidation.

20 For a full description of the distribution of supervision responsibilities between the ECB and NCAs, see
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssmguidebankingsupervision201411.en.pdf.
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activities. In addition, pursuant to Article 11 of the SSM Regulation, the ECB may
conduct all necessary investigations of any of these entities, persons or third parties
when those are established or located in the SSM area.

Wit provides the DNB with powers to carry out supervision of banks and banking
groups for LSIs. Section 3:18a of Wft gives the DNB the power to carry out the SREP,
including a stress test, in line with the technical criteria as mentioned in Article 98 of
the CRDIV and the power to increase the prudential requirements for individual banks
and banking groups. Assessors saw evidence of SREP assessments and Pillar 2
requirements being applied to both SIs and LSIs.

The MoF derives its rule-making authority from regulation that is determined by
government (parliament). Within its mandate, the DNB has the ability to set rules to
fulfill its tasks. Increasingly, supervisory rules are determined by directly applicable
European regulation (CRR or binding technical standards by EBA) based on maximum
harmonization. If the DNB is of the opinion that regulation is not sufficient and
additional rules or powers are needed, the practice has been to negotiate with the
MoF (as prime responsible legislator) via the process of sending a letter each year,
which is made public, where the DNB expresses its proposals for legislative changes
that are deemed necessary for the conduct of their supervision. The Minister of
Finance responds to these requests in a letter to Parliament.

The DNB reviews and updates the Wft approximately annually and is subject to public
consultation.

Comments

The AFS gives the MoF a substantial role in the rule-making process, and it also
possesses the powers to overturn specific DNB rules. However, the circumstances in
which these powers could be used needs to be more precisely specified to make
the process more transparent. While the establishment of the SSM makes this less
of an issue, the DNB should have greater powers and flexibility to issue rules if it
deems necessary for LSIs, without prejudice to the ECBs policy and regulatory
framework for SIs and LSIs. The current practice involves a negotiation with the
MoF. While rule making is increasingly determined by directly applicable EU
regulations and binding standards, nonetheless there are areas where the DNB
needs to have the capacity to issue rules.

Principle 2

Independence, accountability, resourcing and legal protection for supervisors.
The supervisor possesses operational independence; transparent processes; sound
governance; budgetary processes that do not undermine autonomy and adequate
resources; and is accountable for the discharge of its duties and use of its resources.
The legal framework for banking supervision includes legal protection for the
supervisor.

Description and
findings

The ECB's independence is ensured by Article 130 of the Treaty on the Functioning of
the European Union and extends to its supervisory tasks, as stated by Article 19 of the
SSM Regulation (to the extent it remains competent).

The processes for the appointment and removal of the heads of both the ECB and the
DNB of the members of their governing bodies are transparent. The internal
governance of the ECB and the SSM is laid down in the SSM Regulation, the ECB Rules
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of Procedure and the Rules of Procedure of the Supervisory Board; for the DNB, the
relevant legal text is represented by the DNB's Rules of Procedure.

ECB resources are financed via a supervisory fee borne by the entities subject to the
ECB's supervision. The budgetary authority of the ECB is vested in its Governing
Council. The original headcount for the ECB supervisory functions has proved to be
insufficient with respect to its tasks. Therefore, in September 2015, the Governing
Council took the decision to augment the SSM-related headcount over the next two
years.

ECB staff are immune from legal proceedings in respect of acts performed by them in
their official capacity, including their words spoken or written. Amendments to the
Wft in 2012 has strengthened the legal protection of the DNB staff.

The budgeting process follows a formal procedure. Every year, the DNB must prepare
a budget for the next year for the performance of the tasks assigned to them
following the Wt (Kaderwet zelfstandige bestuursorganen, Kzb; Framework Act on
autonomous administrative bodies), Chapter 4—Financial supervision rules, Part 1—
Budget autonomous administrative bodies). The DNB funds the budget for their
supervisory tasks through levies imposed on the supervised financial undertakings. An
advisory panel, consisting of a representative delegation of supervised financial
undertakings, is consulted on the budget. This panel, however, does not have
decision-making powers. The power to set tariffs to determine the levies is set out in
the Wet bekostiging financieel toezicht (Wbft); act funding financial supervision). Each
year, the DNB reports on the budget realization. In 2015, the regular supervision costs
amounted to €144 million, €8.4 million lower than the budget.

The budget is based on the tasks assigned to the DNB under the Wft, taking into
account the risks perceived with respect to the supervised financial firms. Upon
approval of the MoF and the MoSA, the DNB arranges their resources for performing
their supervisory tasks under the Wft and the Pension Law of 2006 (pensioenwet)
(PW). Once the budget is approved, the supervisors have room for reallocation of
resources in order to address unforeseen matters of supervisory concern.

Legislative changes that will be enforced or are in discussion may deteriorate the
ability to attract and retain required professionals. As of January 1, 2013, the
governing board members of the DNB are subject to the WNT. The effects of the
WNT are not crystalized as yet, as its implementation includes a transitional period.
This means that the actual reduction of remunerations that exceed the WNT
maximum would only be capped as of January 1, 2017. The MoF has expressed no
intention to allow a general exception for the DNB (and AFM boards). Individual
exceptions are possible, though the minister has stated to Parliament that he will only
request such individual exception for board members if the need for specific
qualifications is required. It should be noted that the WNT currently does not apply to
nongoverning/supervisory board members, but a proposal to extend the WNT to all
staff (referred to as WNT-3) is currently out for consultation. It seems likely that the
decision will affect the salaries of current staff.
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Comments

The MoF plays an influential role in approving the DNB's supervisory budget. The
approval process for setting the DNB's budget has the potential to could result in
undue influence (see also CP1). The planned WNT-3 could diminish the ability of
the supervisors to attract and retain senior professionals and specialists, who now
earn more than the planned salary limits. Adequate resourcing is a key element of
securing effective supervision outcomes, and the FSAP recommends the DNB be
excluded from the cap to preserve its ability to compete for resources in the labor
market. The SSM continues to rely on the DNB (and NCAs more broadly) to supply
experienced and expert staff for a range of on-site tasks and thematic exercises.
Without these staff from the DNB, the fulfillment of these tasks will be impacted,
e.g., the TRIM will require a dedicated number of DNB staff with expertise in
internal models and familiar with the practices of local banks.

Principle 8

Supervisory approach. An effective system of banking supervision requires the
supervisor to develop and maintain a forward-looking assessment of the risk profile
of individual banks and banking groups, proportionate to their systemic importance;
identify, assess and address risks emanating from banks and the banking system as a
whole; have a framework in place for early intervention; and have plans in place, in
partnership with other relevant authorities, to take action to resolve banks in an
orderly manner if they become nonviable.

Description and
findings

The approach to supervision in the EU is outlined in the CRD and further detailed in
the EBA regulations and guidelines, particularly the Guidelines on common
procedures and methodologies for the SREP. It is applied in a proportionate manner
to institutions depending on the nature, scale, and complexity of their activities. It is
applied on a consolidated and solo basis achieving a group-wide view of risk.

In the SSM, the SREP assesses an institution’s viability at a 12-month horizon, in the
medium term (three to five years), and over the cycle, relying on a range of backward-
and forward-looking quantitative and qualitative information, e.g., the outcome of
stress tests. The SREP on Dutch LSIs is largely consistent with the EBA guidelines and
is gradually converging to the SSM approach. Business-model analysis forms a key
component of the assessment process to understand bank strategies, competitive
tensions and threats. The results of the assessment of banks’ business models are
integrated into the supervisory framework (SREP, RAS and SEP). The FSAP saw
evidence of these processes fitting together.

By performing the SREP assessment simultaneously for all the institutions under its
direct supervision, the ECB is in a favorable position to identify common trends likely
to affect all or part of the institutions under its responsibility. Horizontal analysis is
also an integral part of the SSM SREP methodology. The supervision unit of the DNB
draws extensively on the Financial Stability Department for analysis of the
macroeconomic environment and its effects on the banking sector. Via this process,
macrofinancial risks and indicators are integrated into the risk assessment process of
bank supervision, e.g., micro-macro risk register.

The DNB has directed additional attention on integrity and corporate governance (see
CP14 for corporate governance).
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The crisis management framework of the SSM covers a number of phases, ranging
from preparatory activities in the ongoing supervision of SIs to involvement in
decisions on their resolution. However, during the resolution process, the main
decision-makers are the resolution authorities, i.e., the Single Resolution Board (SRB)
and the National Resolution Authority (NRA). Within this context, the SSM plays an
advisory role and cooperates with NRA/SRB on any necessary follow-up actions. In the
Netherlands, the NRA is the DNB.

The methodologies for the supervision of the SIs are detailed in the ECB supervisory
manual, which is designed to achieve a high degree of standardization and formalism
(e.g., in the checklists that inspectors are required to use).

Comments

The supervisory process is forward looking using a number of tools. The framework
implemented for SIs is robust and conducive to a more structured, intense and
intrusive supervision. The methodology is maturing, and while maintaining
standardization to establish a common approach (top-down), the framework is
adapting to allow for greater discretion at the JST (bottom-up). Examples include the
risk analyses (deep dives) that JSTs are able to integrate into MEL, where they are
singularly responsible for selecting the topic.

The supervisory approaches of the DNB for LSIs has increased in forward-looking and
risk-based aspects. The risk assessment takes into consideration several forward-
looking risk drivers—(1) the macroeconomic environment; (2) business models;

(3) culture; and (4) IT—before evaluating prudential risks at the microprudential level.
The approach for LSIs is largely aligned with Sls.

Principle 9

Supervisory techniques and tools. The supervisor uses an appropriate range of
techniques and tools to implement the supervisory approach and deploys supervisory
resources on a proportionate basis, taking into account the risk profile and systemic
importance of banks.

Description and
findings

In the SSM, the appropriate mix between on-site and off-site supervision for a given
SI results from the SEP. Based on the current supervisory priorities and on the
categorization of banks in terms of their systemic footprint (six ‘clusters’ that break
down the bank population in terms of size and complexity) and SREP scores (on a 1-4
scale), a SEP is decided for each SI. The SEP identifies, for each bank, according to its
footprint (cluster) and risk profile (SREP score), the minimum engagement levels, core
activities to be performed risk by risk. In the majority of cases, the FSAP team saw
evidence where the JSTs went further than the MEL in conducting ongoing
supervision. The design of the SI supervisory framework is to achieve a supervisory
approach that is commensurate with the risk profile, and systemic importance of the
SI and the FSAP team saw evidence where this was achieved.

Ongoing supervision by the JSTs is comprehensive and heavily standardized, which
achieves consistency across the SI population. Thematic reviews are also used to
identify good practice and outliers, e.g., corporate governance, cyber risk. The results
of these reviews are used in the SREP and the SEP, and the FSAP team saw examples
where risks identified in the thematic exercises are followed-up to ensure adequate
remediation.
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The SSM (in which the DNB provides input) has an annual/bi-annual planning process
for on-site inspections, and an annual planning process for off-site supervision. These
plans reflect supervisory findings identified during supervisory activities. To
complement ongoing on-site and off-site activities, the SMM has conducted thematic
on-site reviews to target risks specific to the Dutch banking system, e.g., in 2015 a
review of bank mortgage portfolios was performed.

Comments

For SIs, the SSM deploys an appropriate range of supervisory tools and techniques.
On-site supervision has been significantly improved under the SSM. The supervisory
approach is adjusted to suit the risk profile and systemic importance of the institution.
The frequency and intensity of on-site activities for Dutch SIs has increased since the
establishment of the SSM. LSIs are subject to heightened intensity from the DNB to
assess the bank business modes, inherent risk profile and quality of risk management.

Principle 11

Corrective and sanctioning powers of supervisors. The supervisor acts at an early
stage to address unsafe and unsound practices or activities that could pose risks to
banks or to the banking system. The supervisor has at its disposal an adequate range
of supervisory tools to bring about timely corrective actions. This includes the ability
to revoke the banking license or to recommend its revocation.

Description and
findings

According to the SSM Supervisory Manual, the ECB may identify the need for
immediate supervisory measures to counteract negative developments at a SI during
the exercise of its supervisory tasks, through ongoing or on-site supervisory activities.

The SSM framework for enforcement and sanctioning is based on a combination of
powers assigned either to the ECB (as the power to impose on SIs administrative
pecuniary penalties for breaches of directly applicable EU law) or the NCAs, with the
latter not being fully harmonized. Where the ECB lacks the powers to directly enforce
and sanction banks, it can request or instruct the NCAs to act, based on the powers
available to them. This complex arrangement has not yet been put to the test. The
ECB has initiated the collection of information on the powers available in each
jurisdiction, with the aim of creating and maintaining a regulatory database; this
project is ongoing.

For LSIs, when supervisory concerns arise, the DNB engages the bank’s management
or, where appropriate, the bank’s Board, informally or formally.

The suite of administrative actions includes, but is not limited to, conditional fines;
restrictions of the authorized business activity or management activities; appointment
of an external attorney to supervise the activities of an authorized supervised entity;
and prohibition of the execution of a decision or revocation of the execution of the
decision.

Comments

Dutch law and SSMR provide a broad range of actions that can be taken by
supervisors in their respective responsibilities. The direct enforcement powers and
sanctions of the ECB are limited; however, the ECB can make use of the enforcement
and sanction powers available to the DNB. Assessors had access to evidence of the
initiation of such indirect actions; however, the complex legal framework may make it
operationally difficult and time consuming for the ECB to impose enforcement
actions.
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The 2011 FSAP recommended an improvement in the use of powers to impose
administrative fines and or other measures. The DNB introduced a new area within the
supervision department to detect early problem banks and apply measures by
specialists. In this way, problem banks receive heightened attention from supervisors
with the assistance of enforcement colleagues, which helps implement appropriate
solutions and, if necessary, preparation of measures.

Principle 12

Consolidated supervision. An essential element of banking supervision is that the
supervisor supervises the banking group on a consolidated basis, adequately
monitoring and, as appropriate, applying prudential standards to all aspects of the
business conducted by the banking group worldwide.?!

Description and
findings

The interaction between consolidated and sub-consolidated/single-entity supervision
is relevant for the Dutch SIs with large cross-border exposures and geographical
diversity (e.g., 40 percent of Sls balance sheets are cross border). The ECB has
implemented a group-wide supervisory approach when assessing the legal entities.
The supervisor gathers all information necessary, such as information concerning the
risk management and internal governance on a group-wide level, while risk-category-
specific areas are covered by the related methodological documents on the individual
risk categories.

The core JST reviews the consolidated assessment, taking into account the results of
the analysis at national level. The respective sub-coordinator, as the competent
organizational manager for the parent-company NCA staff in the JST, is involved in
discussions on strategic issues related to the supervisory program. The JST
coordinator liaises with him or her on important supervisory decisions, such as SREP
decisions.

The JSTs use a “relevance” and “significance” test to determine whether the reach of
its supervisory attention within a group. There are different quantitative indicators
deemed suitable to measure “relevance,” such as percentage of total assets, income
contribution, contribution to the consolidated capital requirements, risks, etc.
Qualitative information may be considered as well, as in the case where a local
subsidiary manages an important production process or business area within the
group (e.g., subsidiaries managing the credit card business or the custodian bank
function) or develops complex activities. Other indicators include degree of
centralization of the group’s operations, strategy and risk management as well as
perceived level of risk.

Prudential standards established by the CRR/CRD IV (P1 and P2 requirements) are
imposed at consolidated, sub-consolidated and individual bases. The FSAP team saw
evidence where requirements were applied at the group and sub-consolidated level.
Supervisory colleges are an important element of this process, where joint decision
making is facilitated.

Comments

A consolidated supervisory approach is in place at both the SI and LSI levels. A
detailed planning approach is in place through supervisory colleges and MOUs that
result in a comprehensive review for the consolidated group. Additionally, ring-

21 Please refer to footnote 19 under Principle 1.
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fencing powers are available to ensure that the group can be insulated from related
companies that may adversely impact the group. Banking groups may be required to
close reorganize to correct a nontransparent structure.

Collaboration and coordination framework with domestic and cross-border
supervisors is an established process. The EU has adopted a supervisory coordination
process that is based on joint supervision through the SSM, colleges of supervisors
led by the home country coordinator and signed MOUs with third country supervisors
and nonbanking sector regulators.

Prudential Regulations and Requirements

Principle 14

Corporate governance. The supervisor determines that banks and banking groups
have robust corporate governance policies and processes covering, for example,
strategic direction, group and organizational structure, control environment,
responsibilities of the banks’ Boards and senior management, and compensation.
These policies and processes are commensurate with the risk profile and systemic
importance of the bank.

Description and
findings

In the Netherlands, there is a two-tier structure for the Board, where the Supervisory
Board exercises the oversight function and the Management Board the Executive
function. For purposes of the assessment therefore, “Board” will mean the oversight
function, i.e., the Supervisory Board, and “senior management” will mean the
executive function, i.e., the Management Board.

The regulatory requirements for corporate governance is based on national
transposition of CRD IV and on national rules adopted to implement EBA guidelines.
For Dutch banks, in addition to the Pan-European regulations the Corporate
Governance Code deals with the various corporate governance and compensation
issues including standards.

The SSM bases its assessment on best international practices, e.g., BCBS, Corporate
governance principles for banks, July 2015; BCBS, Principles for effective risk data
aggregation and risk reporting, July 2013; and the Senior Supervisors Group (SSG),
Observations on Developments in Risk Appetite Frameworks and IT Infrastructure,
December 2010.

For SIs, governance is assessed on a continuous basis as part of SREP. Corporate
governance and risk management is one of the four modules that make-up the SSM
SREP and includes (1) internal governance; (2) risk framework and risk culture; and

(3) risk infrastructure, data and reporting. In addition, governance is one of the
priorities of the SSM strategy and has been evaluated as a thematic review of all the
SIs. Thematic banking reviews were recently held by the DNB or jointly executed with
the ECB on risk governance and risk appetite. Compensation has also been a focus for
the SIs.

The DNB has dedicated a lot of resources to the supervision of culture, behavior and
integrity, establishing new rules and processes that include the fit-and-proper testing
for all members of the supervisory board and management board.
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The rules regarding remuneration were transposed into national law with a far greater
degree of conservatism in terms of the maximum amount of variable pay, which is
capped at 20 percent of fixed remuneration. By comparison, the EBA guidelines on
remuneration are less prescriptive in terms of the proportion of variable and fixed pay,
but refers to 100 percent.

Comments

For the Dutch banks, the regulations governing sound corporate governance are
established in the CRD, further elaborated by EBA guidelines and the DCGC. Most
criteria are generally mentioned in the code, which has not codified all the
requirements in this Core Principles (CP). Some specific aspects are not covered by the
EU-wide framework.

Governance is a key element of the SSM SREP assessment and a broad range of
supervisory activities are used to assess corporate governance, e.g., review of board
minutes, assessment of the RAS, meetings with the Board (individually and
collectively). Furthermore, the results of the thematic review were used in the SREP
assessment for 2015, and results followed up through the RMP. What needs to be
developed further is the active challenging of the SB to really make sure that the SB is
discharging its oversight function effectively and confirming that it is actively and
critically oversees senior management'’s execution of Board strategies, including
monitoring senior management'’s performance against standards established for
them.

While the Netherlands has generally well-developed corporate governance
requirements, the oversight role of the supervisory board has traditionally been less
intrusive. Board involvement in the oversight of the executive board/management is
crucial for sound corporate governance. This is an ongoing transition for SIs where the
SSMs' approach is moving forward. Nonetheless, changes of this magnitude will take
time to bear fruit.

Principle 15

Risk management process. The supervisor determines that banks?? have a
comprehensive risk management process (including effective Board and senior
management oversight) to identify, measure, evaluate, monitor, report, and control or
mitigate?® all material risks on a timely basis and to assess the adequacy of their
capital and liquidity in relation to their risk profile and market and macroeconomic
conditions. This extends to development and review of contingency arrangements
(including robust and credible recovery plans where warranted) that take into account

22 For the purposes of assessing risk management by banks in the context of Principles 15 to 25, a bank’s risk
management framework should take an integrated “bank-wide” perspective of the bank’s risk exposure,
encompassing the bank’s individual business lines and business units. Where a bank is a member of a group of
companies, the risk management framework should in addition cover the risk exposure across and within the
“banking group” (see footnote 19 under Principle 1) and should also take account of risks posed to the bank or
members of the banking group through other entities in the wider group.

2 To some extent the precise requirements may vary from risk type to risk type (Principles 15 to 25), as reflected by
the underlying reference documents.
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the specific circumstances of the bank. The risk management process is
commensurate with the risk profile and systemic importance of the bank.?*

Description and
findings

The CRD sets out the legal basis for institutions to have in place a comprehensive and
effective risk management framework commensurate with its risk profile and for
supervisors to assess the framework on a regular basis. The EBA guidelines describe a
full range of supervisory activities to review and evaluate an institution’s risk
management framework in line with this CP, although there are several elements
required in ECs that are not specifically covered by the guidelines. Implementation of
CRD and guidelines are to be assessed at country level.

RAF is well embedded in SIs and follows specific focus by the SSM recently on
governance and risk appetite.

Comments

Risk appetite framework is relatively well developed across the Dutch Sls and provides
a useful tool to articulate risk thresholds and to assess whether banks are operating
within their risk tolerances. It is a more mature process than other SSM SIs.
Supervisors are using it, cascading down deeper into the banks operations (by BU and
legal entity).

ICAAP and ILAAP well developed. Dutch SIs have well-developed processes for
assessing their overall capital and liquidity adequacy in relation to their risk appetite
and risk profile, mainly via the ICAAP and ILAAP processes. The JSTs review and
evaluates banks' internal capital and liquidity adequacy assessments and strategies
routinely as part of the SREP.

SB oversight of internal models needs greater attention. The SIs are relatively
heavy users of internal models (among the highest number of internal models within
the SSM). Due to the proliferation of models, this necessitates greater involvement by
the SB in the oversight of the inputs and outputs of models, model governance within
the bank, risk management framework, validation, and importantly that model
outputs are reasonable and checks and balances exist within the organization. One of
the lessons from the crisis was that greater attention to internal models was needed
to ensure accurate measurement of risk-weighted assets. The board plays a vital role
in this regard to oversee the challenge. Where banks use models to measure
components of risk, the supervisor determines that:

e Banks comply with supervisory standards on their use;

e The banks’ Boards and senior management understand the limitations and
uncertainties relating to the output of the models and the risk inherent in their
use; and

e Banks perform regular and independent validation and testing of the models.

The supervisor assesses whether the model outputs appear reasonable as a reflection
of the risks assumed.

%1t should be noted that while, in this and other Principles, the supervisor is required to determine that banks' risk
management policies and processes are being adhered, the responsibility for ensuring adherence remains with a
bank’s Board and senior management.
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Data aggregation needs attention. Weaknesses in data quality is thematic across
the Dutch banks. Standards for data aggregation and the need for a bank-wide view
of risk is essential. Legacy issues in IT infrastructure is one reason contributing to
problems with data quality and accuracy in both MI and regulatory reporting. While
the recently published Basel guidelines (BCBS 239) will be transposed into EBA
guidelines in the future, regulatory requirements for data aggregation is absent. The
absence of data requirements may have led to this area being neglected by banks.
Supervisors are working closely with banks to address data aggregation issues, yet
solutions will require time and large complex projects to remediate bringing together
data warehouses and downstream reporting systems.

Greater effort to ensure independence of the risk function is achieved. Splitting
of the CRO and CFO function has been slow and relatively recent. As a result, some
banks are still working through the process of effectively separating risk from the
business (1% line of defense) and in other cases from finance. A further process is to
ensure that the separation is effective and risk management has the right type of
prescience, risk culture. Part of this is the independent reporting to the board via the
board risk committee. Prior to the SSM, the local Dutch rules not prescriptive on the
separation between the CFO and CRO functions.

Principle 16

Capital adequacy.? The supervisor sets prudent and appropriate capital adequacy
requirements for banks that reflect the risks undertaken by, and presented by, a bank
in the context of the markets and macroeconomic conditions in which it operates. The
supervisor defines the components of capital, bearing in mind their ability to absorb
losses. At least for internationally active banks, capital requirements are not less than
the applicable Basel standards.

Description and
finding

The CRD and the CRR implement the Basel capital standards in the EU and are
complemented by EBA Regulatory Technical Standards (RTS) on Own Funds. They
apply to all banks in the EU, irrespective of their internationally active nature. The
whole of Part Il and III (Art. 25-386) of CRR and Title VI, Chapter 4 (Art. 128-142) of
CRD IV implement the Basel capital standards in the EU. The CRR and CRD are
complemented by EBA RTS on Own Funds.

The compliance of EU legislation with the Basel capital framework has been assessed
by the Basel Committee in 2014 (Regulatory Consistency Assessment Programme
(RCAP)—Assessment of Basel III Regulations—European Union, December 2014). The
assessment has found the implementation of the Basel framework in the EU Materially
Noncompliant; in particular, the EU framework has been found Compliant in terms of
scope of application, transitional arrangements, capital buffers, internal models
approach for market risk, operational risk, supervisory review process, and disclosure
requirements; Largely Compliant for definition of capital, standardized approach for
credit risk, securitization framework, and standardized approach for market risk;
Materially Noncompliant for the IRB approach for credit risk; and Noncompliant for
the counterparty credit risk framework.

2> The CP does not require a jurisdiction to comply with the capital adequacy regimes of Basel I, Basel Il and/or
Basel IIl. The Committee does not consider implementation of the Basel-based framework a prerequisite for
compliance with the CP, and compliance with one of the regimes is only required of those jurisdictions that have
declared that they have voluntarily implemented it.

INTERNATIONAL MONETARY FUND 45




KINGDOM OF THE NETHERLANDS—NETHERLANDS

Comments

Banks are required to meet capital adequacy requirements that reflect their individual
risk profile. The SREP methodology is used by supervisors to make an assessment of
capital adequacy on at least an annual basis. The assessment takes into account risks
associated with credit, market, IRRBB and operational risks, as well as all other risks.
The ICAAP is a key document in the assessment of capital adequacy and stress testing
is used in this assessment, e.g., results from the EBAs 2016 stress testing exercise. The
new capital rules and buffer requirements have already led to a significant increase of
CET 1 capital, which forms the predominant part of SIs and LSIs' own funds.

Principle 17

Credit risk.?® The supervisor determines that banks have an adequate credit risk
management process that takes into account their risk appetite, risk profile and
market and macroeconomic conditions. This includes prudent policies and processes
to identify, measure, evaluate, monitor, report, and control or mitigate credit risk?’
(including counterparty credit risk)?® on a timely basis. The full credit lifecycle is
covered including credit underwriting, credit evaluation, and the ongoing
management of the bank’s loan and investment portfolios.

Description and
findings

The CRD established certain requirements on banks’ credit risk management.

The EBA guidelines set the supervisor's expectations with respect to a bank internal
credit risk processes. The ECB supervisory manual further complements the framework
for supervision of credit risk by providing a series of investigative suggestions for the
on-site inspections, covering the whole lifecycle of the lending activity, from granting
loans to foreclosing collateral.

Credit risk has been a focus of on-site examinations for SIs and LSIs. Results from the
targeted review of residential mortgages are being followed up. A targeted review of
residential mortgages was performed with the results information the RAS for each of
the banks. The thematic review helped inform credit risk underwriting standards and
valuation practices. Limits on LTVs and DSTI ratios have been implemented and
tightened in recent years, and mortgage lenders are required to apply a “stressed”
interest rate (5 percent) when calculating DSTI ratios for mortgage loans with interest
rates fixed for a period less than 10 years.

Within the SSM credit file reviews are part of on-site inspections. On-site inspection
teams have conducted several credit quality reviews, which involve sampling of credit
files and financial analysis to assess the borrower’s ability to repay. The individual
procedures are defined in the pre-inspection phase of the on-site inspection following
the purpose of the mission and mutual agreement between the JST and Head of
Mission. In the case of on-site credit examinations, the following topics were
examined loan losses (write-downs), extensions/rollovers, restructured loans, and
nonperforming (nonaccruals).

26 principle 17 covers the evaluation of assets in greater detail; Principle 18 covers the management of problem

assets.

27 Credit risk may result from the following: on-balance sheet and off-balance sheet exposures, including loans and
advances, investments, inter-bank lending, derivative transactions, securities financing transactions and trading

activities.

28 Counterparty credit risk includes credit risk exposures arising from over-the-counter (OTC) derivative and other
financial instruments.
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For LSIs, the DNB conducts routine on-site examinations of credit risk, which includes
sampling of loan files to assess debt serviceability and accuracy of credit risk
assessments. A structured process is undertaken.

Comments

Credit risk has been a focus for both SIs and LSIs through a mix of routine (off-site)
and on-site examinations. Thematic reviews and stress testing exercises have
contributed to the supervisor's assessment of credit risks in the Dutch banks’
portfolios.

Principle 18

Problem assets, provisions and reserves. The supervisor determines that banks
have adequate policies and processes for the early identification and management of
problem assets, and the maintenance of adequate provisions and reserves.?’

Description and
findings

CRDIV/CRR and EBAs guidelines on SREP and supervisory reporting provide the
general framework for NCAs to determine that banks have adequate policies and
processes for the classification of assets, and maintenance of adequate provisions and
reserves. However, this general framework does not fully cover the requirements of
this CP, mainly in relation to assessing whether the classification of the assets and the
provisioning is adequate for prudential purposes. Mainly, NCAs cannot require banks
to adjust their classifications of individual assets, nor to increase their levels of
provisions and reserves is unclear (Article 104 CRD empowers the NCA to do this for
the purpose of own funds requirements).

Supervisors make an assessment of portfolio quality using EBA's guidelines on
common procedures and methodologies for the SREP. As part of this assessment, the
supervisor assesses the overall credit quality at portfolio level and the different quality
grades within the exposure categories of “performing,” “nonperforming,” and
“forborne” to determine the institution’s overall credit risk. The Guidelines do not refer
expressly to the EBA definitions for the concepts of “nonperforming” and “forborne”
exposures; hence the possibility of having national supervisors using their own
definitions, consequently with leeway regarding how to determine nonperforming or
forborne exposures.

Loan classification standards are set in EBA/ITS/2013/03. Their aim is to act as
harmonized asset quality indexes for classification of exposure as forborne or as
nonperforming, by putting forward common elements in terms of scope and
identification criteria that will provide supervisors with a harmonized understanding of
these concepts and strengthen the supervisory tools available for asset quality
assessment.

Across Europe, practices diverge with regard to requiring banks to adjust their
classifications of individual assets and increase their levels of provisions for financial
statements purposes. In the Dutch case, it does not have the power to require a bank
to adjust the classification of individual assets and increase the levels of provisioning.
Where weaknesses in loan classification have been identified, supervisors use moral
suasion to encourage banks to adjust loan classification. In recent asset quality
reviews and on-site assessments, there have been examples where banks under

29 Reserves for the purposes of this Principle are “below the line” nondistributable appropriations of profit required
by a supervisor in addition to provisions (“above the line” charges to profit).
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investigation have adjusted provisioning to align with supervisory estimations
demonstrating the approach is working.

The other alternative is to increase own funds requirements, although evidence was
scarce of an explicit relationship between inadequacies in loan classification and the
capital decision via Pillar 2.

Comments

There are three players that play significant roles in the loan classification and
provisioning process. Their roles complement and balance each other. Bank
management has broad and flexible authority to establish loan classification and
provisioning within the accounting framework. Accountants review management
assumptions on impairment and determine whether the assumptions meet
impairment definition under the accounting framework for financial disclosure. The
third pillar is that the banking supervisor must introduce prudential considerations to
narrow a bank’s management judgment and influence impairment assumptions.

The focus of the prudential input is to provide bank management with prudential
considerations when setting loan classification parameters and provisioning such as
items to consider for residential mortgages, CRE triggers. Important are collateral
valuation considerations; such as, conservative valuations of realizable net values.

Traditionally, in the Netherlands, supervisors have viewed loan valuation as an
accounting function. The supervisor must introduce prudential considerations to
narrow bank’'s management judgment. The focus of the supervisory input is to
provide bank management with prudential considerations when setting loan
classification parameters and provisioning such as items to consider for residential
mortgages, CRE triggers. Important are collateral valuation considerations; such as,
conservative valuations of realizable net values.

It is important for the supervisory pillar in this triad to become more robust. In
strengthening the supervisory role there should be:

e Consultation with banks and accounting firms on proposed prudential guidelines;

e Training for supervisors on valuing loans and challenging assumptions on
collateral values; and

e Development of market data to be able to gauge the reasonableness of collateral
valuations by the bank. Not to set a value but to question significant variances
from market values or trends.

Principle 24

Liquidity risk. The supervisor sets prudent and appropriate liquidity requirements
(which can include either quantitative or qualitative requirements or both) for banks
that reflect the liquidity needs of the bank. The supervisor determines that banks have
a strategy that enables prudent management of liquidity risk and compliance with
liquidity requirements. The strategy takes into account the bank’s risk profile as well
as market and macroeconomic conditions and includes prudent policies and
processes, consistent with the bank’s risk appetite, to identify, measure, evaluate,
monitor, report ,and control or mitigate liquidity risk over an appropriate set of time
horizons. At least for internationally active banks, liquidity requirements are not lower
than the applicable Basel standards.
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Description and
findings

The seizing up of funding markets in 2007/08 had a material impact on the Dutch
banks owing to the relatively large funding gaps, which required market-based
financing of approximately 41 percent of their total liabilities. Since that time, banks
have strengthened their liquidity risk management standards, increased their reliance
on stable sources of funding, and lengthened the maturity profile of their market-
based financing. The liquidity requirements for Dutch banks were enhanced by the
introduction of revised guidance for liquidity risk management in 2010 based on the
BCBS standards (Principles for Sound Risk Management 2008), and banks began
submitting ILAAPs. As an outcome of the ILAAP assessment, banks by 2011 had to
comply with a survival period. In preparation for the implementation of the LCR and
NSFR, banks began reporting migration plans for how they were going to comply with
the LCR and NSFR, which was reviewed by the supervisor.

According to the liquidity regulations, all banks are required to implement robust
strategies, policies, processes, and systems for identifying, measuring, managing and
monitoring liquidity risk over an appropriate set of time horizons. The SSM requires
from banks additional liquidity reporting on counterbalancing capacity, funding
concentration, funding costs, funding plans, maturity calendar, and the LCR templates
on a quarterly basis. The liquidity position is monitored and assessed at least annually
as part of the SREP where the ILAAP as a key document. Following the SREP,
additional requirements above the minimum requirements may be applied, and the
FSAP team saw examples where this was the case, e.g., binding LCR by significant
currency in the case of one bank.

These aspects broadly cover all aspects of supervising the institutions’ current and
future cash flows. For a significant institution, a subset of the EBA additional
monitoring metrics is already reported such as the LCR, Maturity Ladder,
Concentration in the Buffer and Funding Costs and the Funding Plan for SIs
supervised by the SSM. In addition, banks provide internal management reports.
Supervisors are provided this information on at least quarterly basis for all institutions
in an automated fashion with existing reports and customizable tools.

The DNB has introduced a policy rule in addition to the LCR/NSFR designed to
constrain the investment of deposit funds in non-Member States. It introduces an
upper limit to the extent to which banks licensed in the Netherlands may, under the
protection of the Dutch DGS, serve as intermediaries for deposits raised in the
Netherlands and other EU Member States to be invested outside the Member States.
The rule restricts the proportion of loans and investments in non-Member States in
the balance sheet to no more than 0.25.

The quality of liquidity risk management controls, including contingency planning, is
covered extensively through the consistent—and, at least, annual—assessment of
liquidity risk controls. Supervisors cover a large amount of liquidity risk management
topics implemented through the supervisory system. This covers basic compliance
questions to more technical topics to provide a deeper assessment of the liquidity risk
management of the bank.
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The introduction of the ILAAP has provided supervisors with a comprehensive
methodology to assess liquidity funding risks. The first assessments of ILAAPs for
Dutch banks was conducted in 2012. The ILAAPs guided by the SSM for the SIs
started in 2015. The 2015 assessment had some shortcomings or areas that needed
development, e.g., challenger model to test stress testing assumptions. Many of these
areas were addressed during the 2016 round of assessments, yet several areas still
need further attention.

An important area is the assessment of FX liquidity risks and trapped liquidity. Dutch
SIs are active in many currencies, with significant currencies being mainly the euro,
dollar, pound, yen, and Swiss franc. The SIs are also geographically diverse businesses.
The current COREP regarding the LCR and NSFR requires the bank to report also on a
significant currency basis so that the supervisor can assess the impact of liquidity
stress on a currency level. The results of the SREP assessment has resulted in
requirements on significant currencies in order to ensure sufficient liquidity during
stress.

Comments

Liquidity risk ranks lower in the overall priorities of Dutch banks driven in part by
three factors: (i) lower inherent risk profile; (i) more robust risk management; and

(iii) the current environment of excess liquidity and negative interest rates. The
introduction of the new liquidity requirements (LCR and NSFR) under the CRR have
strengthened the liquidity regime and created incentives to reduce exposure to short-
term market financing, encouraging a greater proportion of the liability structure to
be derived from stable sources of funding and reduce mismatch of assets and
liabilities. Dutch banks are well advanced in complying with both the quantitative and
qualitative liquidity requirements. The additional limit on non-Member States will
further reinforce systemic liquidity buffers.

In the context of the strengthened prudential framework for liquidity, and based on
the SSM methodology, it was demonstrated that supervisors conducted close
monitoring of bank liquidity risks through a number of activities: meetings with
treasury staff, attending ALCO meetings, verification of risk management policies,
analysis of prudential ratios and additional liquidity ratios (e.g., self-funding ratios),
and importantly confirmed board engagement in setting liquidity risk appetite and
subsequent oversight of implementing risk management standards. The SREP
framework was enhanced during 2016 to support the work of the JST by developing
more robust stress testing tools and proxies to effectively challenge banks’ estimates
and assumptions.

Dutch SIs (are banks more broadly) are well placed to adhere to new liquidity
standards and prudential ratios and have a much lower inherent liquidity risk profile
than before the crisis. Nonetheless, they remain vulnerable to liquidity risk: to fill the
deposit funding gap, banks make use of wholesale funding; approximately a third of
the system is funded by market financing. This reliance exposes the Dutch banking
system to changes in market sentiment. Banks have worked hard to manage this risk
through a number of strategies: deriving a greater proportion of their funding from
deposits; reducing reliance on short-term wholesale funding; diversifying their
funding base; and lengthening the maturity profile of wholesale funding. Introduction
of the LCR has encouraged banks to rely on more stable sources of funding.
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Deleveraging has also had a positive impact to improve liquidity metrics. Banks have
implemented a range of risk management strategies to mitigate the risks inherent in
being reliant on wholesale funding for a material portion of their liability structure
(approximately 30 percent for the system).

Given the extent of foreign funding, ongoing scrutiny of foreign currency liquidity risk
is needed, including through rigorous stress testing. Interrogating the data quality of
reporting as inputs to the group/aggregate LCR is needed to ensure assets are freely
available within and across the group to meet stressed outflows. Equally, the
application of the accurate classification of liability buckets is needed to ensure that
run-off assumptions are calibrated properly. This is particularly needed where banks
have large portfolios of liabilities that are treated as retail under the LCR framework
yet are in practice professionally managed. There was evidence that this work had
commenced and was becoming more mature.

The ILAAP is an established process for the Dutch SIs and JSTs made good use of the
framework to make a comprehensive assessment of liquidity risk.

Principle 25

Operational risk. The supervisor determines that banks have an adequate operational
risk management framework that takes into account their risk appetite, risk profile
and market and macroeconomic conditions. This includes prudent policies and
processes to identify, assess, evaluate, monitor, report and control or mitigate
operational risk®® on a timely basis.

Description and
findings

General requirements for operational risk management are established in CRDIV
complemented with numerous technical standards and guidance papers, including by
the EBA covering specific areas of OR, e.g., AMA and validation of approaches (GL10),
Assessment of OR in the SREP (EBA/GL/2014/13), Internal Governance (GL44), OR
Market-Related Activities (GL35), OR Mitigation Techniques (GL25), and Outsourcing.

The ECB conducts a wide variety of ongoing supervisory activities as part of the SREP
(undertaken by the JSTs and risk-specialist teams), including: analysis of supervisory
reporting and peer analysis against benchmarks (COREP templates), assessment of
controls, analysis of reports from external auditors, regular and ad hoc meetings with
senior bank management, thematic reviews and on-site examinations, and assessment
of ICAAP.

The FSAP team saw evidence to suggest that supervision activities for operational risk
had been strengthened in recent years in terms of frequency and intensity. The SREP
framework and SSM manual help to achieve a consistent and comprehensive
assessment of OR. There was evidence that banks had made progress in embedding
operational risk management frameworks. Greater engagement by the supervisor with
banks had been effective at gaining confidence that governance of OR was taking
place. Examples included increased profile of OR in CRO reports to the board risk
committee; OR tolerances and limits that had been articulated for the risk appetite

30 The Committee has defined operational risk as the risk of loss resulting from inadequate or failed internal
processes, people and systems or from external events. The definition includes legal risk but excludes strategic and

reputational risk.
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framework; near misses reported to the board; and OR losses reported by event type,
etc. While banks comply with regulatory reporting requirements, supervisors rely on
management information for deeper analysis of OR.

In addition to increased focus on ongoing monitoring of OR by the JSTs, the on-site
presence has been stepped-up across a broader set of operational risk topics, e.g.,
ORMF, outsourcing, information-related operational risks, and data quality.

The majority of SIs use the AMA to calculate operational risk RWAs. There was
evidence to suggest that OR RWAs is actually adjusting to the risk profile making a
link between measurement and capital adequacy.

Comments

Dutch banks are large and integrated and operate in multiple cross-border markets.
The product base is diverse and sophisticated and like many internationally active
banks in mature markets, technology is a key component of the business model.
Typically, expansive business models such as these are linked to active risk taking via
more active marketing, generous incentive plans, the number of new products
introduced, and attractive terms for investors. All these elements increase the level of
operational risk, therefore requiring vigilance by the supervisor.

Loss data indicates that SIs' are exposed to low frequency/high-value events, and
legal risk is prevalent. Data quality and IT infrastructure issues are also common across
the SIs which create control weaknesses and operational vulnerabilities. To mitigate
these risks, banks are implementing far-reaching remediation programs aimed at
simplifying IT systems to address legacy issues, investing in compliance awareness
and capabilities, etc.

The regulatory and supervisory framework for operational risk is generally
comprehensive. Banks are required to adhere to a detailed set of general risk
management standards complemented with tailored guidelines (e.g., cloud
computing, Information Security Control Framework). Banks report a mix of qualitative
and quantitative information on a regular basis that is used to shape the nature,
frequency and intensity of supervisory activities, e.g., thematic reviews, on-site
examinations and meetings with senior bank management.

The FSAP identified two key areas that need attention:

e Greater attention to ongoing model monitoring for AMA banks is needed to
ensure adequate estimation of operational risk capital. Responsibility for ongoing
model monitoring rests with the JSTs, and while there was evidence that
frequency and intensity of activities had improved, insufficient attention is paid to
ongoing model monitoring. The TRIM project will provide longer-term rigor in
taking stock of the inventory of models and approaches to achieve consistency,
yet, in the interim, more attention is needed.

e More verification is needed to make an accurate assessment of banks’ processes
to manage and monitor the risks associated with outsourcing arrangements. As
part of the risk assessment system, supervisors make regular assessments of the
risks associated to outsourcing. For example, through meetings with senior bank
management, on-site inspections, etc. Outsourced activities have also been
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mapped for SIs as a way to identify potential sources for Operational Risk. This
process showed that Dutch SIs are exposed to off-shore service providers/cloud
providers. More verification is needed to make an assessment of the risks
associated with outsourcing and to gain assurance that banks are adequately
managing and monitoring risks associated with outsourcing. Prior notification has
been introduced for “cloud computing,” but this requirement needs to be applied
across all material outsourcing arrangements. Guidelines for banks and
supervisors are needed to ensure prudent practices, and it is understood that
guidance will soon be issued.
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