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SOME ISSUES OF IMPLEMENTATION OF BASEL STANDARDS
INTO BANKING LEGISLATION OF UKRAINE

The author of this article has studied the state regulation of banking activity in Ukraine in the
context of the implementation of Basel IIl requirements into banking legislation of Ukraine. The
Basel Committee on Banking Supervision (the “BCBS”) of the Bank of International Settlements
(the “BIS”) adopted and updates Basel standards as universal minimal requirements to banking
activity aimed at creation of “level-playing field” among different jurisdictions.

The Basel Committee on Banking Supervision in response to the financial crisis of 2007-2008
issued a third set of recommendations on the resilience of banks and financial systems, called Basel
11l in 2011. Despite the fact that Basel Il is an instrument of “soft law”, that is, it is not binding,
member states of the committee are adapting national legislation to Basel's requirements.

Basel Il has been implemented into European Union legislation like the so-called Capital
Requirements Directive 1V package, comprising EU Directive 2013/36/EU and EU Regulation
575/2013. This approach allows for effective regulation of banking activity using two mechanisms.
First, the EU Regulation establishes mandatory rules that can be directly applied as part of national
law. Second, the EU Directive lays down the general principles and provisions which must be
implemented in the national legislation of the EU Member States. Countries are free to determine the

specific forms and methods of implementing directives into national law.

As Ukraine has committed itself to adapt its own legislation, including banking regulation, to
European Union law, and Basel 11l has, in fact, become part of EU law, de facto Ukraine must also
implement Basel 11l requirements in national law.

The article also evaluates the functioning of some issues of banking law in Ukraine.
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Problem statement. Ukraine has declared
numerous times its decision to aim for the
European Union (the EU) membership. In doing
so, the parliament enacted the “National program
of adaptation of the legislation of Ukraine to the
legislation of the EU” (the National Adaptation
Program) in 2004. Followed by the “Association
Agreement between Ukraine, on the one hand, and
the European Union, the European Atomic Energy
Community, and their Member States, on the other”
(the Association Agreement) signed in 2014, two
documents outline obligations and commitments
of Ukraine to adapt national legislation to acquis
communautaire (Acquis).

The Basel Committee on Bank Supervision (the
BCBS) implemented a series of documents aimed
at the creation of a level-playing field in banking
regulation between different jurisdictions, commonly
referred to as Basel Accords of Basel principles.
While it is a soft law framework mechanism (i.e.
does not create legal obligations to the parties) and
Ukraine is not a member of BCBS, Basel Accords are
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considered a “best practice” requirements and were
also implemented in Acquis.

Considering Ukraine opted for EU association and
banking legislation is one of the priority fields of the
National Adaptation Program, Basel standards shall
be implemented in Ukrainian banking legislation.

Analysis of recent research and publications.
Numerous publications are dedicated to the analysis
of the so-called Basel III, the latest Basel Accord,
but the implementation of Basel Il into Ukrainian
banking legislation was left behind by the researchers.
General issues related to the implementation of Basel
accords into Ukrainian legislation were researched
by F. Heid, A. Kashyap and J. Stein, D. Kerwer,
C. Schenk, and others, V. Prykhodko. K. Rozhkova,
O. Selezniova, and others.

Implementation of Basel III worldwide or in
foreign jurisdictions and general regulatory changes
related to Basel accords were researched by Schenk
C., Heid. F., Kashyap A., Stein J., Kerwer D.,
Jenkinson N., Wilson C., Ferreira C., Guerra-Martinez
A., Remolina N.
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The purpose of the article is to develop
recommendations on the implementation of Basel 111
accord into Ukrainian legislation.

Main research results. As a response to a series
of financial crises in banking and financial industries,
a group of eleven countries (Belgium, Canada,
France, Germany, Italy, Japan, Netherlands, Sweden,
Switzerland, Great Britain and USA) established the
BCBS to “enhance financial stability by improving the
quality of banking supervision worldwide, and to serve
as a forum for regular cooperation between its member
countries on banking supervisory matters” and to ...
close gaps in international supervisory coverage
so that (i) no banking establishment would escape
supervision; and (ii) supervision would be adequate
and consistent across member jurisdictions” [1].

Basel regulatory framework emerged as a response
to fluctuations in international banking and financial
markets at the end of 1974. Risky behavior of national
banks and financial companies caused negative global
externalities [1]. In particular, Bankhaus Herstatt in
Germany failed to execute money transfers in deposit
returns and swap operations after receiving payments
from its counterparts. Time zone differences between
Germany and the USA led to settlement problems as
the regulator started Bankhaus Herstatt bankruptcy
procedure after the bank received the money transfer,
but before it made a corresponding money transfer
(Catherine R. Schenk, 2011) [2].

Bankhaus Herstatt bankruptcy, Lugano crisis and
IBB collapse in London (and series of less discussed
difficulties) resulted in the establishment of the
Committee on Banking Regulations and Supervisory
Practices (now called The Basel Committee on
Banking Supervision or Basel Committee) based in
the Bank for International Settlements in Basel.

Basel committee adopted three sets of
recommendations on banking regulation usually
referred to as Basel Accords. The “International
convergence of capital measurement and capital
standards” [3] dated 1988 (with later amendments
of 1995) was the first one and focused on credit risk
and risk weighting of assets. Overall assessment
of Basel I is positive as it created a benchmark of
banking sector regulation worldwide. Despite some
drawbacks, central ideas of Basel I were implemented
in more than 100 countries and often apply to national
banks either.

Basel I framework was aimed to “...serve
to strengthen the soundness and stability of the
international banking system...” and “..to have a
high degree of consistency in its application to banks
in different countries intending to diminishing an

[3

existing source of competitive inequality among
international banks” [3, intro. 3].

While Basel II accord was focused on changes
in the previous framework, it had an important goal
of promoting “the greater use of assessments of risk
provided by banks’ internal systems as inputs to capital
calculations” [4]. This step was the first one towards
reliance on internal bank information and models to
calculate risks; thus it laid the foundations of Basel I1I
accord. Nevertheless, Basel Il was criticized for having
pro-cyclical effects [5] or failure to mitigate procyclicality
of the bank capital (inefficiency in this part) [6].

Ability to absorb shocks and avoid negative
spillovers from banking crises to real economy thus
was the primary objective of Basel III [7]. In doing
so, Basel III focuses on “improving the banking
sector’s ability to absorb shocks arising from financial
and economic stress” [7] as well as “improving risk
management and governance as well as strengthen
banks’ transparency and disclosures” [7, intro 2].

Implementation of Basel I1I, however, faces risks as
much stricter rules face the opposition of the banking
sector and country authorities. While trying to make
banking and financial markets safer, it imposes high
capital requirements on banks thus making profits
shrink. Besides, banks fear that implementation of the
Basel III requirements will “trap capital that could be
better deployed elsewhere” [8].

Despite the fact that Basel III is not implemented
yet, market insiders already talk about the next steps in
financial regulation. McKinsey&Company published
a report [9] assessing proposed changes to a current
regulatory framework (ones implemented already and
upcoming) and how banks should react to it.

The other thought is with all the changes and
amendments existing regulation, in fact, is the new
framework already. PWC developed some solutions
and approaches for banks to adapt to new requirements
already. According to PWC “Basel IV encompasses
more than just finalizing Basel III — According to many
bank representatives, the requirements of the Basel
Committee have expanded so much in recent years that
we must already start referring to Basel IV [10].

As Basel Il is implemented by the EU and
Ukraine pledged to adapt the national legislation to
the Acquis, the approximation of national legislation
and Basel Accords is required.

Acquis is a broad definition of the legal system
of the EU that includes primary and secondary
legislation of EU, court decisions and soft law.
The legislation includes, among other things, EU
directives, regulations, decisions and opinions of the
Court of Justice.
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In the EU, Basel III was partially implemented
already in so-called Capital Requirements Directive
IV package, comprising Directive 2013/36/EU [11]
and Regulation (EU) No 575/2013 [12]. While
the EU Regulation has general application, are
binding in their entirety and directly applicable in
all European Union countries, EU Directives are not
directly applicable and must be transposed in national
legislation of member states [13, Art. 288].

The Directive 2013/36/EU contains general
guidelines for the member states regarding, among
other issues, designation and powers of the competent
authorities, coordination within member states,
cooperation within the European System of Financial
Supervision and specific policy issues. EU Member
states amend national legislation in the way its
regulatory effect will satisfy the general requirements
of the Directive 2013/36/EU.

The Regulation (EU) No 575/2013 applies directly
and regulates the behavior of credit institutions or
investment firms. Its provisions are specific, have
restrictive meaning and the same effect as provisions
of the national legislation.

Such a two-tier approach (i.e. setting specific
compulsory rules and general guidelines) allows
to create a consistent, but minimal regulatory field
between different jurisdictions. At the same time,
countries are free to amend national legislation in
the most suitable way to reflect the requirements of
the Directive 2013/36/EU. This approach is useful
as banking and financial markets may significantly
vary between jurisdictions and Basel Accords, as well
as Capital Requirements Directive IV package only
intend to create baseline regulation instead of replacing
national regulations.

The Basel regulatory framework and its
implementation comprise a multi-level system,
that allocates different powers and enforcement
procedures. The first level — Basel Accords itself are
a mechanism of soft law. The BCBS drafts Basel
Accords and amendments thereto, but issues official
documents only upon discussion with central bank
governors of G10 countries. Even though decisions
and documents issued by the BCBS are not binding,
they represent a “best-practice” type of standards
and are typically adopted by national governments.
One of the main reasons non-binding standards are
successful is because they work better with regulatory
autonomy of states than binding documents [14].

The second level is supra-national implementation,
limited to the EU member countries. Such a layer is
appropriate as EU countries have a single market,
including the market for financial services. It
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comprises two-level regime consisting of direct effect
Regulation and general guidelines Directive.

On the third level, the EU Member countries
draft specific regulations that in a way more suitable
for individual countries. As regulators are the ones
most aware of country-specific data, such regulation
(affected by the Regulation and Directive) is most
effective.

In Ukraine, the regulation of banking and financial
markets is three-tier and not unified. The first level
is general and special banking legislation. General
legislation includes all laws that set out general
principles for banking (e.g., the Law of Ukraine “On
Financial Services and State Regulation of Financial
Services Markets”). Such laws do not directly regulate
banking but do address some of its aspects. Special
legislation directly regulates the banking market. It
mainly includes the Law of Ukraine “On the National
Bank of Ukraine” and the Law of Ukraine “On Banks
and Banking Activity”.

The second level consists of by-laws, which are
issued based on laws and directly regulate banking
activities by specifying legislative requirements.
Although regulations are issued based on laws and
should not contradict them, they set specific rules that
have a significant impact on banking and financial
markets.

The third level is formed by the official
interpretations and recommendations of the
authorities, which explain and specify the issues of
application of legislative norms. They typically have
an action-oriented nature and highly specific.

The state executes regulatory influence on
banking and financial markets through authorized
bodies, mainly — the National Bank of Ukraine.
It exercises banking regulation, which consists of
“the establishment of a system of rules governing
the activities of banks, defining general principles
of banking activity, the procedure for conducting
banking supervision, responsibility for violation
of banking regulations”. In addition to rulemaking,
the NBU also carries out banking supervision, that
means “the control and actions of the National
Bank of Ukraine aimed at ensuring compliance by
banks and other companies under supervision of the
National Bank of Ukraine of legislation of Ukraine,
established requirements in order to ensure stability
of the banking system and protect the interests of
clients and creditors of banks”. Thus, the NBU
powers are not limited to supervision of banks, but
also envisages rulemaking.

The NBU started implementing Basel III as part
of the 2020 Complex program for the development
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of the financial sector of Ukraine, adopted by the
NBU in 2015 (“Program 2020”). Program 2020 was
supplemented by the decision of the NBUs Board
“On approval of action plan for the implementation
of EU legislation aimed at implementation of the
Association Agreement” [15].

According to Program 2020, the NBU implements
Basel standards as a measure to create prerequisites
for the sustainable development of the financial
sector. In practice, the NBUs” aim is (1) to strengthen
requirements to solvency and liquidity of market
actors by means of introduction of new requirements
to capitalization, solvency, liquidity of banks and
(2) to follow new principles of bank supervision
envisaged by Basel 111 [16].

Implementation of Basel III into the banking
legislation of Ukraine started in 2015. The NBU
amended the Instruction on the procedure of banking
regulation in Ukraine (the “Instruction”) [17].
The regulator introduced scheduled requirements
and regulations that became effective in 2019 or
were scheduled to become effective in 2020. Such
amendments concern introduction of conservation,
countercyclical and systemic importance capital
buffers, additional requirements for systematically
important banks, and amended system of limits of
operations with affiliated companies.

The approach of delayed enforcement of new
requirements was specifically picked by the NBU
to decrease negative effects and provide time buffer
(1.5 to 2 years) for banks to adjust their business
models [18].

Subsequently, the NBU amended the Instruction
and NBU Resolution “On the incorporation of credit
risk in the calculation of capital ratios by banks” [19]
in 2017. Such amendments have “...specified that
banks shall define credit exposure ... to recognize
uncovered credit risk when calculating regulatory
capital”, excluded “loan loss provisions against
asset operations of the 1st quality category as a
component of Tier 2 capital”, “disregarded long-term
liquidity gaps from the calculation of the regulatory
capital adequacy ratio”, “provided that a zero credit
risk-weighted will be applied to all the assets under
transactions with international financial institutions ...
and used in the calculation of regulatory capital
adequacy ratio” and “unified the rules governing
the calculation of credit risk ratios (H7, H9) for
specialized savings banks” according to the statement
of the NBU [20].

In 2017, the NBU presented its approach to the
implementation of Basel requirements in three
priority levels. First, immediate introduction of

new requirements to risk assessment of banks and
introduction of stress-tests aimed at the evaluation
of individual banks' resilience. Second, gradual
introduction of new requirements to internal control
systems of banks and to handling non-performing
assets. Third, introduction of new capital structure
and requirements to coverage of operational and
market risks, introduction of leverage coefficient both
scheduled for 2019-2020 [21].

In 2018, the NBU introduced a new instrument
of capitalization that allows conversion or write-off
designated as a loss absorption mechanism [22] and
introduced liquidity coverage ration and made minor
changes to list of highly liquid assets [23].

The NBU stressed that some requirements of
Basel III will not be implemented in Ukraine in the
foreseeable future as they are too complex for the
national system [24]. Such an approach is considered
appropriate by the researchers and international
organization. C. Ferreira in IMF working paper
states that “...it may make sense to prioritize
some elements depending upon country-specific
factors, e.g., risk profile, supervisory capacity, etc”
[25, p. 33].

The multi-level regulation of banking and financial
markets, the high quantity of by-laws and broad
discretionary powers of the regulator complicate the
implementation of Basel standards in the banking
legislation of Ukraine. In addition to the broad
discretion of the NBU, IMF researchers point out
some weaknesses that are typical for regulators in most
countries. Such weaknesses include “inappropriate
institutional setting, lack of skilled resources,
insufficient forward-looking analysis, lax credit risk
standards, inappropriate liquidity risk standards and
monitoring, weak corporate governance, and weak
enforcement” [25, p. 8].

Researchers point out, that the Basel regime is not
the universal cure for all jurisdictions. Most countries
have different financial systems with different
problems, priorities of regulators, market structures,
economic implications of higher capital requirements.
Also, the regulatory regime was introduced by
developed countries with strong financial markets.
They face different problems and obstacles comparing
with developing countries [26, p. 147-149].

In addition, the Basel regime itself is not constant.
Some market insiders point out that already present
amendments to Basel III create specifically new and
stronger regulatory regime. It will require banks to
take unconventional measures and raise more capital
than anticipated. As these amendments are massive,
they are referred to as Basel IV [9].
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Both issues require regulators to analyze Basel 111
against the needs of the domestic financial system.
It means, that the NBU should avoid mimicking EU
regulation and focus on achieving same result, rather
than implementing same legal provisions.

One of the mechanisms that simplify the
implementation of the Basel standards is the codification
of banking legislation. Ukrainian researchers have
repeatedly emphasized the expediency of codification
of legislation in order to avoid contradictions in
regulation and conflicting provisions [27, p. 31;
27, p. 59]. Codification of banking legislation may be
simultaneously combined with the implementation of
Basel standards. Potential benefits from the codification
of banking legislation require additional research.

Considering the commitments of Ukraine to adapt
its legislation to Acquis, it is useful to study further the
experience of the EU Member states in the adaptation
of national legislation to Basel III and adoption of
EU Directive and Regulation aimed at fulfillment of
Basel III requirements.

BCBS conducts semiannual studies  of
implementation of Basel III requirements in member
jurisdictions and has recently published a sixteenth

progress report on the adoption of the Basel regulatory
framework [29]. BCBS examines current state of
Basel III implementation among member countries
in four stages: (1) draft regulation not published,
(2) draft regulation published, (3) final rule published,
and (4) final rule in force. As some provisions of Basel
III will take effect from 2022, the implementation is
still in progress.

Conclusions. Basel regulatory regime intends
to create a consistent regulation of banking activity
among developed jurisdictions. In doing so it promotes
unified approaches to regulation, introducing minimal
requirements and standardized approaches to banking
regulation. Implementation of Basel III standards in
Ukrainian legislation will increase the stability of the
national banking system, level of trust to banks and
international cooperation with multinational banks
and international financial institutions.

Both the Basel regulatory regime and Ukrainian
banking legislation are complex and multi-level.
Successful implementation of Basel standards in
Ukrainian banking legislation shall be supplemented
with the analysis and systematization of Ukrainian
legislation.
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Komsiox B.JI. IESIKI IUTAHHS IMILIEMEHTAIII BABEJIbCHbKUX CTAHJIAPTIB
JI0 BAHKIBCHKOT'O 3AKOHOJABCTBA YKPATHA

Asmop cmammi 00cai02cy8as pe2ynto8ants 6AHKIBCLKOI DislibHOCMI 8 YKpaini 6 KoHmeKcmi iMniemeHmayii

nonoxcerv baszenvcokux cmanoapmis y 3akonodaécmeo Ykpainu. bazenbcvKkuti komimem i3 OAHKIBCbKO2O
Haenady BaHKy MIidCHApOOHUX pO3PAXYHKI6 NPULIHAE Ma NepioOUYHO OHOBIIOE CMAHOAPMU MIHIMATbHUX
Pe2VIAMOPHUX 8UMO2 00 OAHKIBCHKOI OifIbHOCMI, CNPAMOBAHI HA CMBOPEHHS PIBHUX YMOB8 pecyNio8aHHA 8
PIBHUX 1OPUCOUKYISX.

baszenvcokuti xomimem i3 b6anxiecoko2o Haensidy y 6ionogionb Ha ¢inancogy xpusy 2007-2008 pp.
euoas y 2011 p. mpemiii nabip pexomenoayitl w000 cmiukocmi OauKie ma iHancosux cucmem, KUl
nasusaroms bazens I11. Hezsaoicarouu na me, wo baszenwv Il € incmpymenmom «m’saxo2o npasay», moomo
He € 0008 ’A3K08UM 00 BUKOHAHHA, KPAIHU — YleHU KOMimemy adanmyroms HayioHalbHe 3aKOHOO0AB8CE0
0o sumoe baszenio.

bazenv IIl Oyno imnaemenmosano 6 3axonodascmeo €sponeiicokoco Coro3y uepez Hupexmugy €C
No 2013/36/EU ma Peenamenm €CNo 575/201 3. Taxutl nioxio 00360515€ 00Ca2Hymu eqpeKmueHo20 pe2yio8aHHs
bankiecokoi disibnocmi uepes 0sa mexanizmu. [epuuii: Peenamenm €C ecmarnosnioe 0608 's13k061 00 GUKOHAHHS
HOpMU Npasa, AKi MOXCYymb 6e3n0cepeorbo 3dCoco8y8amuca K YdCMuHa HAyioHAIbHO20 3AKOHOOA8CMEA.
Hpyeuii: /lupexkmusa €C 6cmano8nioe 3a2aibHi NPUHYURU Md NOTONCEHHS, SIKI HeOOXIOHO IMNIeMeHmy8amu &
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Bueni sanucku THY imeni B.1. Bepnancbkoro. Cepisi: opuan4Hi Hayku

HayioHabHe 3aKkon00ascmeo kpain — unenie €C. Kpainu ginvni y usnauenni KOHKpemHuux gopm ma cnocobis
iMniemenmayii noI0JCeHb OUPEKMUS y HayioHaIbHe 3aKOHO0ABCNEO.

Ocxinvku Vxpaina e3sana Ha cebe 30008 a3aHHA a0anmyeamu 61AcCHe 3aKOHOOA8CHE0, 6 MOMY HUCTI
3aKOHOOABCMBO NPO Pe2yNio8anHs OaAHKIBCLKOI 0isLibHOCHI, 00 3aKkono0ascmea €gponeticvkoco Corsy, a basenw
11 paxmuuno cmag vacmunor 3akonooascmea €C, oe-gpakmo Ykpaina maxodc nOGUHHA iMNIEMEHmy8amu
sumoeu baszens Il 6 nayionanvhe 3akoHO0ABCMEO.

Y ecmammi posensoaromucsi maxosic okpemi numanHs QYHKYIOHY8aHHs OAHKIBCHKO20 3AKOHOOABCHEA 6
Yrpaini.

Knrouoei cnosa: basens 111, basenscokuii komimem, 6aukiscvke pecyntosants, imniemenmayis, HBY.
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