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A blind spot in banking supervisions

01 What are RP and RPTs?

The regime governing RPTs




What are RP and RPTS?
|

(a) bank's subsidiaries/affiliates (including their subsidiaries, RANSACTIONS

daffiliates and special purpose entities) and any other party that
the bank exerts control over or that exerts control over the bank;

NOT ONLY LENDING

(b) the bank's major shareholders, including beneficial owners;

(c) bank’s board members, senior management and key staff, () on-balance sheet and off-balance sheet

corresponding persons in affiliated companies, and parties that ~_ credit exposures; .
can exert significant influence on board members or senior (i) dealings such as service contracts, asset
management; purchases and sales,
(ii)) construction  contracts and  lease
(d) for the natural persons identified in (a) to (c), their direct and ~agreements, _
related interests and their close family members. (iv) derivative transactions,

(v) borrowings,; and write-offs

Supervisor may exercise discretion in applying this definition on a case-by-case basis.

WORLD BANKGROUP
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The regime governing RPTs

on Banking Supervision

N i BCBS CP: (i) 'Arm length’s: transactions not to be
sffecive banking s o s undertaken on more favorable terms (ii) prudential limits
ﬂﬂﬂﬂﬂﬂﬂﬂ (or collateralization/deduction from capital); reporting

|AS 24 Related Party Disclosures - :
. | g OECE: sound approval process (Internal Audit Committee,
®EIS d Independent Director, shareholders)

Standard 2024 Issued

T — IAS 24: disclosures, as financial position and P&L may
/ / of Corporate Governance have been affected by RPTs
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RISKS carried by RPTs

interests

Financial
Stability

Conflict of

Frauds

NPL

Conflict of interests: abuse of power by
bank’s insiders to extrapolate private
benefits

Frauds : often involving sophisticated and
carefully organized schemes (carousel
borrowing)

Surge in NPL: supervisors do not always
pay close attention to the percentage of
RPTs in NPLs

Financial stability WORLD BANK GROUP
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RPTs : Impact on countries (examples)

 UKRAINE (2014/2016): The most severe banking crisis in the country’s modern history.
In 3 years, almost half of the banking system went bankrupt, with total direct losses to the
economy almost 38% GDP

e MOLDOVA (2014): 1 USD Bn losses (12% GDP); depreciation by 40% of the national
currency; increase in NPL for loans in foreign exchange; sharp drop in remittance;
reduction in banks’ lending

 GHANA (2017): financial ruin for banks involved and system-wide banking crises with
severe impacts on taxpayers and public finances. Risks also to financial integrity,
facilitation of corruption, money laundering, tax evasion.

* VIETNAM (2024): S24 Bn rescue for bank engulfed in the largest financial fraud
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The root causes of abusive RPT

Week
arrangements

Ineffective

Deficient

Lack of Inadequate

transparency
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Definitions
RPs: failure to capture all the actors able to extract private benefits: ‘senior
management, key staff, their business interests,” indirect ownership,
subsidiaries, their close family members.

‘close family Concept of close family members is also quite narrow, excluding cousins, in-
members’ law, aunts, uncles, or equivalent, grandparents.

Focus on lending Off-balance sheet credit exposures, service contracts, constructions contracts,
only lease agreements are excluded from legal definitions
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Governance and internal controls

Shareholders
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Internal controls

Shareholders: exercise undue influence and
seeking for personal gains

Board members: failure to fulfil ‘duty of care’
and ‘duty of loyalty’; inadequate role by
independent directors
CEO: dominant position;
balance” mechanisms
Ethics: no sound corporate and risk
culture/value (honesty, integrity, fairness,
diligence); ‘tone from the top’

Internal controls: breach of prudential limits,
conflicts of interest not detected; inadequate
risk mitigation (collateral); IT system unable to
properly map RP

lack of ‘check and



Licensing and fit and proper

Sound licensing requirements are a
pre-condition for safety and 1

soundness of banking system. However, (i) opacity in the ownership structure

2

3 (ii) Entry of applicant
with limited banking
experience/unknow

track record, and

(iif) Lack of independence and
political interference

Resulted in abusive RPTs
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Lack of shareholder transparency

» Opaque changes in bank’s ownership:
transactions below thresholds requiring
prior approval by or notification to
supervisor

» Hiding beneficial owner: use on nominee, BENEFICIAL OWNERSHIP
trusts, and complex corporate structures to OF LEGAL PERSONS
obscure connection between parties

» Both banks and prudential supervisors
lacking access to registry of beneficial
ownership of legal entities (in several
countries data is unavailable, unreliable or
outdated).

» Enforcement of transparency rules for
legal entities is NOT just an AML issue — it
has significant impacts on financial stability
and overall financial sector health.

MARCH 2023
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Lessons from WB/IMF FSAP
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Chart 2. Compliance with BCPs identified in FSAPs (% of countries)

Independence, accountability, and resources
Transactions with relaced parties
Country and transfer risks
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Corrective actions and sanctioning powers
Interest rate risk

D perational risk

Corporate governance

Financial reporting and external audit
Risk management

Supervisory technigques and tools
Concentration rizck and large exposure
Supervisory approach

Transfer of significant cwnership

Abusze of inancial services

Consolidated supervision

Major acquisitions

Disclosure and transparency
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Credit risk
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Home host relationships
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Permizzible activities
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Lessons from WB/IMF FSAP

- Materially Mon-Compliant

Mon-Compliant
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BCP #20 had the 2nd lowest level of compliance among 29 BCPs
(sample of 60 BCP).

Sub-sample of 47 BCP, most common problems:

>

>
>

Y V

definitions of RP or ‘transactions’ and/or no power of supervisor
to exert discretion on a case-by-case

no requirements for transaction to be taken at arm’s lengths;

no requirements of board’s prior approval for transaction
exceeding specific amount or for write-offs

Conflict of interest during the approval (abstention)

Lack of supervisor’s power to set up limits or deduct these
exposure from capital

Prudential limits too loose

Supervisors did not assess that banks have policies and
processes on RPTs or did not obtain and monitor
information on RPTs

Extreme cases of law on RPT not enforced or supervisors

not conducted any specific controls



Lessons learned from WB/IMF FSAP

1. Deficiencies in Related Parties Framework
(Percent of AEs or EMDEs countries)
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2. Deficiencies in Related Parties Framework

mAEs B EMDESs

Definition Reporting

Source IMF, Resolving Opaque Bank Ownership and related party exposures; 2024

Board Lagal
approval framework

Exposure
limit

A review of 55 BCP (2012-2022) reveals that deficiencies in the RP frameworks are more frequent in the 18

advanced economies than in the 37EMDEs
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A set of recommendations

For Legislators and Executives Authorities

Grant independence ~ And ensure legal protection to carry out _...without fear of
to Supervisor their function. .. ) reprisal
o _ Broader them and enable supervisor to exert Invert burden of proof
Definitions > . . > .
discretion on a case by case ) (presumption power)
" : Clear definition in line with international Physical person who
3 Beneficial ownership > >
standards ) own the control
4 Set up BO registry Improve the quality of the information in : Ensure access to
BO registry ) supervisors and banks |

Enhance enforcement power

\ 4

Review the sanctioning arsenal

deterrent penalties also to physical person (board members, shareholders

20 WORLD BANKGROUP
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A set of recommendations

For Supervisors

S

Limits, deduction or

Back to basic: CP20, EC5

v

collateralization

Foster internal controls _ RM to oversee limits; Compliance to verify adherence to

v

First line of defense

and external audit procedures; IA to report anomalies

3 Strengthen licensing . Acting as a gatekeeper; Access and periodically

‘Professional skepticism’
by External Audit

process and F&P review info on major shareholders/BO/PEP;

Reinforce on-site

Reject applications where
corporate structure in
unclear

4 s Targeted review

RPT serutiny

Foster domestic and international cooperation

Procedure to conduct
them

Seek independent third-party opinions

WORLD BANKGROUP
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A set of recommendations

S ®

1 Strengthening board . Enhancing the role on independent _ Board Risk or Audit
approval and oversight i directors i Committee
y
Vet shareholders, clients, and identifyin Cross check internal info
Use BO information > RP ying »  with info held by public
S authorities
. .
Develop :
: B . Legal protection for
V:Yl:;t;]l:g::xzr > Raise alarm bells on suspected RPT whistleblowers
Y, y,

\ 4

Expand the definitions of RP and reporting requirements
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A set of recommendations

For Standards Setter Bodies (SSBs)

Similarly to . c s
corporgte R Issuing Guidelines on RPTs _+ o set expectations
governance 7 4 v
Wel > the new BCBS CP 20 - some
elcome to. .. > e new > improvements
v,

\ 4

New definition include Beneficial owners

Reporting also on individual base, for material RPTs

Consideration for bank group-wide risk management

| WORLD BANK GROUP
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The recent WB Paper/blog

B ®

B 1 WQR!JJ mKeIROU_P Stolen Asset Recovery Initiative
3 irrance w....:::;::: ......... | S t ;\2 et
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https://blogs.worldbank.org/en/psd/related-party-
transactions--a-blind-spot-in-banking-supervision-
?cid=SHR BlogSiteShare EN EXT

NO MORE
SWEET DEALS:
The Need to
Reform Banks’
Related Party
Transactions
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