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GLOSSARY
AML Anti-money laundering
ALC Assessment and Licensing Committee
AML/CFT anti-money laundering and combating the financing of terrorism
BDCA Banks & Deposit Companies Act 1999
BMA Bermuda Monetary Authority
BMAA Bermuda Monetary Authority Act 1969
BSX Bermuda Stock Exchange
BTI Banking, Trust and Investment
CIS Collective Investment Scheme
CFT combating the financing of terrorism
CP core principles
DTI deposit taking institutions
GN guidance notes
1A Insurance Act 1978
IAE independent assessment expert
IBA Investment Business Act 1998
OFC offshore financial center
MFD* Monetary and Finance Systems Department
MOF Minister of Finance
NAMLC National Anti-Money Laundering Committee
PCA Proceeds of Crime Act 1997
PCMLR Proceed of Crime (Money Laundering) Regulations 1998
SROs self-regulating organizations
TRTBA Trusts (Regulation of Trust Business) Act 2001

* The IMF’s Monetary and Exchange Affairs Department (MAE) was renamed the Monetary
and Financial Systems Department (MFD) as of May 1, 2003. The new name has been used
throughout the report.



I. BASEL CORE PRINCIPLES
A. General

1. This assessment of the current state of Bermuda’s compliance with the Basel Core
Principles for Effective Banking Supervision has been completed as part of the IMF Offshore
Financial Sector (OFC) report. Completion of a formal assessment serves several purposes.
First, it benchmarks the current state of banking supervision, recognizing that there have
been extensive changes in the past few years. Second, it suggests a number of further
improvements or changes. Thus, this report provides a key input for the development of an
action plan to move toward full compliance with the Core Principles (CP). The assessment
team' expresses its thanks to Ms. Cheryl-Ann Lister, Chairman and Chief Executive Officer;
Mr. D. Munro Sutherland, Superintendent of Banking, Trust and Investment; Ms. Marcia
Woolridge-Allwood, Deputy Director of Banking, Trust and Investment; and Mr. Simon
Frew, Head of Banking and Trust, who cooperated in the completion of the assessment.

B. Information and Methodology Used for Assessment

2. This assessment of the effectiveness of banking supervision was based on an
examination of the legal framework, both generally and as specifically related to the financial
sector, the self-assessment of the Core Principles, and extensive discussions with the staff of
the Bermuda Monetary Authority, external auditors and the management of commercial
banks.

C. Institutional and Macroprudential Setting, Market Structure—Overview

3. Bermuda’s legislation provides for two types of license—full banks and deposit
companies. Deposit companies are specialized local mortgage lenders, which are not
permitted to offer current accounts, and which do not operate outside of Bermuda. Currently,
there are four licensed banks and one deposit company. Two of the banks, Bank of Bermuda
and Bank of N T Butterfield, have extensive specialized international operations, conducted
through a mix of branches, subsidiaries, and affiliated companies. Their combined
consolidated deposits represent more than 90 percent of the aggregated deposits of the
banking sector. The two institutions provide a full range of retail, commercial, and private
banking services, including investment and brokerage, custody, trust, and corporate services.

' The team consisted of Mr. R. Barry Johnston (Mission Chief), Ms. Mary G. Zephirin (Deputy Mission Chief),
Mr. Ian Carrington, Ms. Jennifer Elliott (all MFD), Messrs. Marcel Maes and Joel Shapiro (Consultants,
Banking Supervision), Ms. Pauline Chasseloup de Chatillon and Mr. Wayne C. Metcalf I1I (Consultants,
Insurance Supervision), Mr. Cheong-Ann Png (Consultant LEG), and Ms. Margaret Boesch (Mission Assistant,
INS). An independent assessment expert, not under the supervision of the IMF, Assistant Superintendent Erwin
Boyce of the Royal Barbados Police Force evaluated the law enforcement sections of the methodology.



4. The small number of licensed deposit-taking institutions in Bermuda are part of the
broader financial intermediation sector, which represented 11.8 percent of GDP in 2002. This
category includes banking, insurance and pension funding activities in the domestic
economy. The insurance industry is by far the biggest contributor. Total employment in the
financial sector amounted to 2,885 in 2002.

5. Typically, some 50 to 60 percent of the banks’ income is fee based. The value of
client assets and the volume of their activities are the main generators of this income.
Therefore, in the present environment of sustained weak equity markets new business is
being tapped to maintain or expand previous income levels. Fee income remains a key driver
of banks’ earnings. In 2002, revenue generated by community banking was limited to

18 percent for the largest bank in Bermuda.

6. The commercial banks set Bermuda dollar interest rates for savings accounts,
mortgages, and loans. However, with the Bermuda dollar pegged to the U.S. dollar, interest
rate changes in Bermuda generally track closely interest rate changes in the United States.
Interest margins are also under pressure because of the continued low interest environment.
Added pressure on interest rate margins is caused by the high level of liquid assets banks
must carry on their balance sheet in the absence of a lender of last resort. In particular, the
level of interbank deposits—fully a third or more of bank assets—engenders narrow margins.

7. On the other hand, efforts to reduce employee and occupancy costs that reflect the
high cost of doing business on the island are continuing. One such initiative is the
outsourcing of operational or back office activities.

8. Notwithstanding these built-in disadvantages, on an aggregate basis, Bermudian
banks continue to perform well, principally because of the high profitability of non-
traditional banking services. Their earning capacity continues to underpin capital growth,
enabling aggregate capital to increase, enhancing the already strong position of the banks’
supervisory capital ratios.

0. Liquidity risk is closely monitored by the BMA, especially since there is no lender of
last resort or deposit insurance mechanism. The banks maintain highly liquid balance sheets,
with limited appetite for traditional bank lending products and extensive portfolios of high
quality marketable securities. At the end of September 2002, aggregate loans and advances
represented only 22.6 percent of total assets.

10.  Only one of the larger banks is engaged to some degree in proprietary trading
activities. The three other banks engage in capital markets for hedging purposes or as a
customer service. Two of these are small institutions—one with virtually no retail business
and the other, which recently upgraded from a deposit company, has a business that is still
virtually exclusively domestic in nature.

11. The banking market has been protected for many years, largely because of concern
over the potential impact of additional competition on the existing major banks, which are
also substantial local employers. Until recently, all banks have had to be local institutions, at



least 60 percent owned by Bermudians. This restriction has now been lifted, opening the way
to foreign-owned banks. However, the legislation still provides for the licensing only of local
companies not for branches of foreign banks. Moreover, the legislation requires banks to
provide certain core products to the domestic market. While the Government has signaled
that it would be prepared to see additional licenses granted to a small number of highly
reputable international banks, these institutions would have to establish local subsidiaries and
offer banking products locally in addition to the international business they would seek to
develop.

12.  BMA’s supervision responsibilities have increased dramatically during the past few
years. Its corporate governance structure has adapted to, and, generally, has been able to
accommodate the growing workload and to maintain effective management oversight and
control of its operations. Noteworthy is the initiation of a risk-focused on-site examination
program, greater emphasis on corporate governance issues in its banks, and the issuance of
policy statements describing BMA’s approach to the prudential manner provision of BDCA’s
Second Schedule.

D. General Preconditions for Effective Banking Supervision

13. This assessment of Bermuda’s compliance with the Core Principles required
judgments by the assessment team. Banking systems differ from one country to another as do
their domestic circumstances. Furthermore, banking activities are changing rapidly around
the world, and theories, policies, and best practices of supervision are swiftly evolving.
Nevertheless, by adhering to a common, agreed methodology, the assessment should provide
the Bermuda authorities with a reliable measure of the quality of its banking supervision in
relation to the Core Principles, which are internationally acknowledged as minimum
standards.

14. The assessment of compliance with each principle is made on a qualitative basis. A
four-part assessment system is used: compliant; largely compliant; materially non-compliant;
and non-compliant. To achieve a “compliant” assessment with a principle, all essential
criteria generally must be met without any significant deficiencies. A “largely compliant”
assessment is given if only minor shortcomings are observed, and these are not seen as
sufficient to raise serious doubts about the authority’s ability to achieve the objective of that
principle. A “materially non-compliant” assessment is given when the shortcomings are
sufficient to raise doubts about the authority’s ability to achieve compliance, but substantive
progress had been made. A “non-compliant” assessment is given when no substantive
progress toward compliance has been achieved. A Core Principle will be considered not
applicable whenever, in the view of the assessor, the CP does not apply given the structural,
legal, and institutional features of a country.



E. Principle-by-Principle Assessment

Table 1. Detailed Assessment of Compliance of the Basel Core Principles

Principle 1.

Objectives, Autonomy, Powers, and Resources

An effective system of banking supervision will have clear responsibilities and objectives for
each agency involved in the supervision of banks. Each such agency should possess
operational independence and adequate resources. A suitable legal framework for banking
supervision is also necessary, including provisions relating to the authorization of banking
establishments and their ongoing supervision; powers to address compliance with laws, as
well as safety and soundness concerns; and legal protection for supervisors. Arrangements for
sharing information between supervisors and protecting the confidentiality of such
information should be in place.

Principle 1(1)

An effective system of banking supervision will have clear responsibilities and objectives for
each agency involved in the supervision of banks.

Description

The Bermuda Monetary Authority (BMA) is charged under Section 8 of the Banks & Deposit
Companies Act 1999 (BDCA) with full responsibility for supervision of the institutions
licensed by it.

The BMA was established by the Bermuda Monetary Authority Act 1969 (BMAA). The initial
primary role of the BMA consisted of administering exchange control and issuing and
safeguarding the integrity of Bermuda’s currency. It has evolved in the ensuing years into an
entity with the key function of acting as the principal licensing and regulatory authority for
Bermuda’s financial services sector.

Section 3 of the BMAA lists the principal objects of the BMA. In addition to the monetary
responsibilities Section 3 charges the BMA with responsibilities to:

. supervise, regulate, and inspect any financial institution which operates in or
from within Bermuda;

. promote the financial stability and soundness of financial institutions;

. supervise, regulate, or approve the issue of financial instruments by financial
institutions or by residents; and

. advise and assist the Government and public bodies on banking and other
financial and monetary matters.

Reference to these objectives is made in the annual reports of the BMA. The Amendment Act of]
2002 added an additional principal object of assisting with the detection and prevention of
financial crime.

The BDCA represents the most recent update of the banking law (1999). An external review of
the bank supervision process of Bermuda, “the KPMG report” (2000), identified a number of
areas where enhancements were considered necessary. The BMA has addressed most of these
issues. The only matter still outstanding is the recommended introduction of administrator
provisions in insolvency law.

Section 8§ (2) of the BDCA also directs the BMA to keep under review the developments in the
field of deposit-taking that appear to be relevant to the exercise of its powers and the discharge
of its duties.




Beyond issues in the KPMG report the BMA has identified a few additional areas of
improvement and amendments of the BDCA are presently being prepared.

Section 8 (4) instructs the BMA to address an annual report to the Minister of Finance
(MOF)and to publish a report on its activities. The annual report and quarterly “Regulatory
Update and Notice” (now entitled “Quarterly Update”) informs the public of the financial
situation and performance of the industry and of the regulatory, legislative, and other
developments. BMA’s latest annual report also underscores the key priority of updating
Bermuda’s financial regulatory legislation. A comprehensive BMA website is also available to
the public.

See also description under Principle 22.

Assessment Compliant

Comments

Principle 1(2) Each such agency should possess operational independence and adequate resources.
Description The BDCA grants BMA a full licensing and intervention power. While the BMA is accountable

to the Minister of Finance (MOF) (who also appoints the BMA’s Board of Directors), the BMA
is under the direction of its own Board.

According to Section 4 of the BMAA, the board is composed of eleven members. The Bermuda
Monetary Authority Amendment (NO 2) Act 2001 stipulates that directors are appointed for a
period of not less than three years and not more than five years. Directors can only be removed
from office for reasons specified in the law, usually for misconduct and nonperformance.

Three of the eleven board members are executive board members: the chief-executive member
who is the chairman and who is appointed by the MOF, the Superintendent of Banking, Trust
and Investment (BTI) and the Supervisor of Insurance. The BMA’s Board recommends and the
MOF appoints the Superintendent and the Supervisor.

The Banking & Trust Department is responsible for the supervision of institutions licensed
under the BDCA, persons licensed under the Trusts (Regulation of Trust Business) Act to
conduct trust business, and Bermuda’s sole credit union. A head, supported by a team of six,
manages Banking and Trust supervision operations.

Banking and Trust also draws on the support of other areas of the BMA as required, notably the
Legal, Authorization & Compliance Division which is responsible for much of the authority’s
external vetting of individuals, and which has a particularly close involvement in relation to
anti-money laundering policies and practice.

The exercise of most formal supervisory powers—licensing, intervention and revocation—is
delegated by the Board to the Superintendent of BTI. Cases are considered by an internal body,
the Assessment & Licensing Committee, chaired by the Deputy Director and comprising a
range of the authority’s management staff. This committee makes recommendations to the
superintendent as to action that is to be taken.

The MOF is able under the BDCA (Section 10) to give the BMA general policy directions, not
inconsistent with the provisions of the Act.

The BMA keeps the MOF informed of key issues in relation to its supervisory responsibilities,
but the mission has been informed that the MOF is careful not to seek to intervene in matters of
prudential judgment.
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The BMA is funded from a mix of supervisory fees levied on the different industries, as well as
from the income from U.S.-dollar investments held as backing for the issue of the local
currency issue of bank notes and coin. The BMA generates positive net income each year,
which is shared with the Government’s Consolidated Fund in accordance with a formula,
agreed with the MOF from time to time.

The BMAA makes the BMA accountable to the MOF who has to give approval each year to the
expenditure budget.

As part of the BMA’s transition to become a regulatory body with the degree of independence
from government that is seen as necessary to meet fully the relevant international standards, the
BMA developed its own self-standing rank and salary arrangements. Its implementation was
completed in early 2003, enhancing the BMA’s ability to compete in the market place for
qualified staff.

The annual budget allows for the appointment of professional experts, training, and travel
expenses.

Assessment

Largely compliant

Comments

The MOF may give the BMA general policy directions, which are not inconsistent with the
provisions of the BDCA, as to the performance of its functions and the BMA shall give effect to
such directions.

The mission has been informed that this power has never been exercised. However, the
existence of this power, particularly since it is combined with the mandatory budget approval,
may create the impression that its independence is not fully established. It is therefore
recommended that the legislation be reviewed to deal with the concern that the MOF’s policy
direction and budgetary approval powers may intrude on the performance of BMA’s functions.

BMA keeps the resource requirements for banking supervision under regular review in light of
its supervisory responsibilities. While staff resources have been increased to reflect
enhancements to the process, notably the increased focus on on-site reviews, it might be prudent
to move to a more clearly zero-based approach in estimating ongoing resource requirements.

In this context and in view of the limited number of banks and deposit companies, and the
constraints of the Bermudian labor market, the existing legal provision that enables the BMA to
appoint professional experts, or to employ powers of Section 39 of BDCA more widely, may
have to be used more systematically.

Notwithstanding these comments, we consider that, broadly speaking, the operational
independence of the banking supervisor has not been fundamentally affected in practice.

Principle 1(3)

A suitable legal framework for banking supervision is also necessary, including provisions
relating to authorization of banking establishments and their ongoing supervision.

Description

Central to the legal framework of banking supervision in Bermuda is the BMA. The BMA was
established by the Bermuda Monetary Authority Act 1969 (BMAA).

Section 8§ of the BDCA charges the BMA with full responsibility for supervision of the
institutions licensed by it. The Second Schedule of the BMAA specifies minimum criteria for
licensing institutions.

Section 9 of the BDCA also requires the BMA to publish a Statement of Principles in
accordance with which it is acting or proposes to act in its supervision, licensing, and its power
to obtain information, reports, and to require the production of documents. Pursuant to
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Section 9, the BMA has issued such a Statement of Principles.

The BDCA was drafted in 1999 and was modeled quite closely on the U.K. Banking Act then in
place.

Together, the BMAA and the BDCA, which includes the Second Schedule and the Statement of
Principles, provide a comprehensive framework for licensing and ongoing supervision of
persons conducting a deposit-taking business in or from within Bermuda.

In particular, the framework establishes clearly the minimum standards that banks and deposit
companies must meet while providing for prudential rules to be set administratively, as
required. The details of these procedures and requirements then appear in a series of additional
policy papers under the BDCA. The BDCA includes a range of information powers as well as a
number of sanctions.

Section 11 of the BDCA specifies that no person can carry on a deposit-taking business in or
from within Bermuda unless that person is a company incorporated in Bermuda and is licensed
by the BMA as a bank or a deposit company.

Assessment

Compliant

Comments

Principle 1(4)

A suitable legal framework for banking supervision is also necessary, including powers to
address compliance with laws, as well as safety and soundness concerns.

Description

The BDCA (Sections 35-41) provides a range of information requirements as well as powers to
obtain information and reports.

There are also additional powers (Section 42) to investigate where more serious concerns arise.
The BDCA creates a number of formal offenses and penalties for breaches and non-compliance.
It also provides a range of regulatory tools enabling the BMA to intervene when particular

concerns may arise.

The BDCA (Second Schedule: Minimum Criteria for Licensing) stipulates the minimum
prudential criteria, which must be met on an ongoing basis by licensed institutions:

. fit-and-proper character of all appropriate parties;

. “four-eyes principle;”

. the presence of non-executive directors;

. criteria for business to be conducted in a prudent manner (prudential safety

and soundness standards);

. consolidated supervision;
. integrity and skill in the way operations are conducted; and
. minimum net assets.

The effect of the BDCA is to provide the BMA with discretionary powers over when and how
to intervene, having regard to its view of the seriousness of any concerns, which may arise.

According to Section 17 of the BDCA, the BMA is authorized to restrict a license and impose
such conditions as it thinks desirable for the protection of the institution’s depositors or
potential depositors and for safeguarding its assets or otherwise. A number of possible
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conditions are listed in Section 17 (2) of the BDCA. The description under CP 22 will deal
more extensively with them.

The legal framework in place is effectively applied by the BMA.

Assessment

Compliant

Comments

Principle 1(5)

A suitable legal framework for banking supervision is also necessary, including legal
protection for supervisors.

Description

Section 8(4) of the BDCA provides legal protection for the BMA, its officers, and servants,
against damages for acts or omissions in discharge or purported discharge of the regulatory
functions, unless bad faith can be shown.

There is a corresponding immunity from action, suit, or other proceeding provided under
Section 4B of the BMA Act.

The BMA’s budget provides for the necessary means to protect its staff against the costs of
defending their actions while discharging their duties.

Assessment

Compliant

Comments

Principle 1(6)

Arrangements for sharing information between supervisors and protecting the confidentiality
of such information should be in place.

Description

The BMA is the sole domestic supervisor with responsibilities for the soundness of the financial
system.

Section 52 of the BDCA prohibits the disclosure of information received under or for the
purposes of the BDCA.

However, Sections 53 and 54 of the BDCA identify the “gateways” available through which
protected information can be passed on, including, in order to assist an overseas supervisory
authority. According to Section 54 (3), the BMA must be satisfied that the authority is subject
to restriction on further disclosure at least equivalent to those imposed in Sections 52 and 53.

Furthermore, Section 55 confirms that the Section 52 disclosure prohibition also applies to
information supplied to the BMA by a relevant overseas authority.

Assessment

Compliant

Comments

Principle 2.

Permissible Activities

The permissible activities of institutions that are licensed and subject to supervision as banks
must be clearly defined, and the use of the word “bank” in names should be controlled as far
as possible.

Description

Section 14 (5) of the BDCA stipulates that the BMA may grant bank licenses and deposit
company licenses.

According to the same section, a banking license requires the institution to provide a number of
minimum services to the public in Bermuda (demand deposits in Bermuda dollars, payment,
and collection of cheques, drafts and orders, savings, or other similar accounts, overdrafts and
other loan facilities in Bermuda dollars, loans secured by mortgage of real property in Bermuda,
foreign exchange services, and credit or debit card facilities).

A licensed deposit company is not authorized to accept deposits on current accounts or on terms
that require repayment on demand. These institutions also are to provide the following
minimum services to the public in Bermuda:
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e saving deposits in Bermuda dollars on terms which require repayment on notice;

e loans in Bermuda dollars secured on the mortgage of real property not less than
60 percent of the balance sheet [Section 3 of “The Banks and Deposit Companies
(Prescribed Minimum Percentage) Order 1999”].

According to Section 58 of the BDCA, no person carrying on business in Bermuda shall use any
name which indicates that he is a bank or banker or is carrying on deposit-taking business
authorized under a banking license unless it is a licensed institution.

In practice, there is close liaison between the BMA and the Registrar of Companies where
concerns arise over proposals to incorporate companies or amend company names.

Assessment

Compliant

Comments

Principle 3.

Licensing Criteria

The licensing authority must have the right to set criteria and reject applications for
establishments that do not meet the standards set. The licensing process, at a minimum,
should consist of an assessment of the banking organization’s ownership structure, directors
and senior management, its operating plan and internal controls, and its projected financial
condition, including its capital base; where the proposed owner or parent organization is a
foreign bank, the prior consent of its home country supervisor should be obtained.

Description

Pursuant to Section 14 (2) of the BDCA, the Second Schedule defines the minimum criteria for
licensing.

According to Section 14 (3) the MOF, acting on the advice of the BMA, may by order amend
the Second Schedule by adding new criteria or by amending or deleting existing criteria.

Furthermore, according to Section 9 (1), the BMA has published a Statement of Principles in
accordance with which it is acting or proposing to act in interpreting the criteria specified in the
Second Schedule.

The criteria deal with fitness and properness of directors, controllers (including full ownership
structure) and senior executives; ‘four-eyes;’ and composition of the Board of Directors.
Comprehensive questionnaires for senior executives, controllers, and directors have to be
addressed to the BMA.

The criteria also deal with business to be conducted in a prudent manner, including adequate
capital, provisions, liquidity, systems of control, and record-keeping; consolidated supervision;
integrity and professional skills; and minimum net assets of $10 million in the case of a bank
and $1 million in the case of a deposit company.

Additional material on the BMA’s view of the different requirements appears in the Statement
of Principles and in the specific papers dealing with capital adequacy, liquidity, auditors, and
reporting accountants (which also details internal control requirements), and consolidated
supervision.

The Statement of Principles also acknowledges the importance of the presence of non-executive
directors and the need for audit committees.

In practice, the BMA requires applications to include very extensive information on the
proposed bank, including full details of ownership and related parties, detailed business plans,
and financial projections for at least three years, details of the internal organization and control
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systems to be imposed.

Applications are analyzed and reviewed initially by the Banking & Trust Department which,
once all the necessary information is submitted, prepares a detailed assessment of the
application for consideration by the BMA’s Assessment & Licensing Committee (ALC). The
ALC in turn makes a recommendation to the Superintendent.

Bermuda has only a small number of licensed deposit-taking institutions. The legislation
provides for two types of licenses—full banks and deposit companies. Deposit companies are
specialized local mortgage lenders, which are not permitted to offer current accounts, and which
do not operate outside of Bermuda. Currently, there are four licensed banks and one deposit
company.

Bermuda has not so far licensed any banks belonging to foreign banking groups. However, the
BMA already liaises closely with overseas supervisors where there are entities with ownership
connections to overseas institutions, and would not contemplate licensing a subsidiary or
affiliate of an overseas bank without prior consent from the home supervisor having been
obtained. This is already the case in relation to any proposal by a foreign bank to establish a
company or limited partnership in Bermuda.

The MOF must also have advised the BMA that he is satisfied that the granting of the license
would be in accordance with the economic and financial policy of the government.

Even where the BMA is satisfied that the criteria are or can be met, the BMA retains a residual
discretion not to grant a license—notably, if it sees reason to doubt that the criteria will be met
on a continuing basis, or if it considers that for any reason there might be significant threats to

the interests of depositors or potential depositors.

Section 18 (d) of the BDCA authorizes the BMA to revoke the license if it has been provided
with false, misleading or inaccurate information in connection with an application for a license.
The simple provision of inaccurate information renders the power exercisable. However,
according to the Statement of Principles (4.6) the BMA would not consider exercising its power
unless the inaccuracy was material, or symptomatic of wider prudential concerns.

Assessment Compliant

Comments

Principle 4. Ownership
Banking supervisors must have the authority to review and reject any proposals to transfer
significant ownership or controlling interests in existing banks to other parties.

Description Sections 25 through 29 of the BDCA provide for controls over the ownership of banks. Anyone

seeking to obtain an ownership interest of 10 percent or more of a licensed institution is obliged
to serve written notice on the BMA, which then has three months in which to decide whether or
not to object.

The BMA can also object to an existing shareholder controller. Moreover, it can place
restrictions on shares (e.g., to prevent the exercise of voting rights) in order to deal with a
situation in which there is an unsatisfactory controller. Finally, it can apply to the Courts for a
sale of specified shares to be ordered.

The Banking & Trust Department reviews all cases involving a proposed new controller, with
assistance, as appropriate, from the Authorization & Compliance Department. All cases are
brought to the Assessment and Licensing Committee for consideration, other than where no
effective change in ultimate beneficial ownership is involved, and the change is deemed purely
technical, such as part of an internal group restructuring.
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The Statement of Principles published pursuant to Section 9 of the BDCA describes in detail
how the BMA deals with shareholder controller issues.

Assessment

Compliant

Comments

Principle 5.

Investment Criteria

Banking supervisors must have the authority to establish criteria for reviewing major
acquisitions or investments by a bank and ensuring that corporate affiliations or structures do
not expose the bank to undue risks or hinder effective supervision.

Description

The BMA (Financial Institutions) (Control) Regulations 1994, Regulation 3 impose specific
obligations on banks and their subsidiaries for the BMA’s prior written consent to be obtained
in relation to all proposals to establish new branches or subsidiaries or to open representative
offices.

These provisions clearly predate the present BDCA. Under the current supervisory approach,
the banks are aware that the BMA expects to be kept closely informed of all developments
likely to have a material impact on their business, whether involving a new acquisition or
establishment.

All material proposed changes in business are reviewed for appropriateness, capital impact, and
capacity of the institution to manage and control the operation effectively.

BMA intends to study the process for requiring formal written notice and approvals to amend
the overly administrative approach that exists at present.

Assessment

Compliant

Comments

Principle 6.

Capital Adequacy

Banking supervisors must set minimum capital adequacy requirements for banks that reflect
the risks that the bank undertakes, and must define the components of capital, bearing in mind
its ability to absorb losses. For internationally active banks, these requirements must not be
less than those established in the Basel Capital Accord.

Description

Pursuant to Section 14 (2) of the BDCA, the Second Schedule requires licensed banks and
deposit companies to maintain an amount of capital which is commensurate with the nature and
scale of the institution’s operations and of an amount and nature sufficient to safeguard the
interests of its depositors and potential depositors, having regard to:

. the risks inherent to those operations;

. the risks inherent in any operations of related entities so far as they are
capable of affecting the institutions; and

. any other factors which appear to the BMA to be relevant.

The Statement of Principles that has been published pursuant to Section 9 of the BDCA outlines
the BMA’s approach in this regard and “The Measurement of Capital,” a BMA policy paper,
specifies the framework.

Quarterly prudential returns to the BMA report on the implementation of the capital
requirement, and pursuant to Section 39 of the BDCA, the external auditors have been asked to
report on these prudential returns.

The definition of capital is consistent with the Basel Capital Accord. Risk weightings are
assigned to both on-balance sheet and off-balance sheet accounts. Banks are required to
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maintain a minimum ratio of 10 percent on a consolidated basis. At the solo level, the standard
8 percent Basel ratio applies.

When the new capital requirement was introduced in November 1999, the BMA opted not to
develop a specific market risk calculation. This was based on the assessment that Bermudian
banks undertake very little own account trading activity and so were unlikely to face material
additional capital requirements for market risk at that time.

Instead some individual risk asset weightings were increased in order to produce certain proxies
for market risk that generate equivalent capital requirements. These involve, specifically, the

10 percent and 20 percent weightings attached to holdings of Zone A government securities and
Zone B government securities denominated and funded in local currencies.

In order to lessen the risk of the minimum required capital ratios (called “trigger ratios”) being
breached, the BMA generally expects each institution to conduct its business so as to maintain
its capital ratio at a margin above the trigger ratio. This higher ratio is referred to as the target
ratio. Non-compliance with the trigger ratio constitutes an infringement of the minimum criteria
for licensing described under Principle 1(4) and must be met on a permanent basis. Remedial
measures taken by the BMA are summarized under Principle 22.

However, in practice all international banks are operating at capital adequacy levels well in
excess of the required 10 percent, so that no target ratios have been fixed up to now. The capital
structure is composed almost entirely of Tier 1 components.

The BMA intends, in due course, to move away from the standard ratios currently applying onto
a more differentiated approach, having regard to the risk profile of individual institutions and
the capacity of their management and systems to control the risks incurred. However, in view of
the small size of the sector (four banks and one deposit taking institution) and the generally high
levels of capital maintained, this has not been seen as a priority.

Assessment Largely compliant
Comments The absence of a specific market risk related capital charge is also commented upon under
CP 12.

Principle 7. Credit Policies
An essential part of any supervisory system is the independent evaluation of a bank’s policies,
practices, and procedures related to the granting of loans and making of investments and the
ongoing management of the loan and investment portfolios.

Description The legal authority for assessing credit risk management policies, practices, and procedures is

derived from Section 9 of the BDCA. In accordance with the terms of this Section, BMA has
issued the Statement of Principles, which represents an interpretation of criteria for a number of
prudential safety and soundness standards contained in the Second Schedule. Under the
requirements of the Second Schedule, a bank’s business must be conducted in a “prudent
manner,” and several requirements are outlined in the Second Schedule that banks must meet to
be considered as conducting their business prudently. However, BDCA is clear that the listing
in the Second Schedule is not exhaustive, and that BMA may consider a range of other criteria.
One such criterion is policy and practice for credit risk management for the granting of loans
and investment decisions.

BMA is engaged actively in ensuring that the banks under its supervision have satisfactory
policies and practices regarding the credit granting process and for investment decisions. As
part of its on-site supervision program, BMA inaugurated periodic evaluations of credit-risk
management in the banks under its supervision. The first such evaluations occurred in 2000. As
part of its evaluation, BMA conducted an appraisal of each bank’s policy framework, its loan
approval and administration procedures, assessment of processes governing analysis of
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borrowers, and internal credit risk exposure grading systems. BMA contemplates conducting
these evaluations on a cycle determined by the size and complexity of each institution’s credit
portfolio and the soundness of its credit risk management policies and procedures.

On a more limited basis, external auditors are expected to notify BMA of material deficiencies
in credit risk management policy or practice. However, assessments of policies and practices in
these areas are not the primary function of the auditors’ work.

The on-site evaluations are supplemented with direct meetings with senior management of each
bank. At these meetings, weaknesses identified from the on-site work or from the results of
either internal or external audits are discussed. These meetings are held semi-annually. Senior
management is expected to brief BMA on corrective measures in the bank’s credit risk
management policies and procedures.

Assessment

Compliant

Comments

In aggregate, bank loans and advances, were $3.992 million for the quarter ending September
30, 2002, or approximately 23 percent of total banking assets. The preponderance of banking
assets are held for liquidity purposes, principally deposits with banks, and marketable securities.

The credit risk assessment program has been designed to address the quality of the credit risk
management process in Bermudian banks. The source information requested for review
purposes is sound, and examiner judgments appear to be sound.

Principle 8.

Loan Evaluation and Loan-Loss Provisioning

Banking supervisors must be satisfied that banks establish and adhere to adequate policies,
practices, and procedures for evaluating the quality of assets and the adequacy of loan-loss
provisions and reserves.

Description

In the Second Schedule, which is part of the BDCA, banks are required to maintain “adequate
provision for depreciation or diminution in the value of assets, including provision for bad and
doubtful debts, for liabilities that will or are expected to fall or to be discharged and for any
losses which it will or it expects to incur.” The provision must account for potential losses
arising from guarantees or other off-balance sheet exposure as well. They must be recognized in
accordance with generally accepted accounting principles.

To monitor the level of its banks’ loan loss reserves and provisioning policies, BMA collects
information on a quarterly basis on loan classifications and reserves. The regulatory report
includes on- and off-balance sheet exposures. These reports provide a reconciliation of the loan
loss reserve and a distribution of loans by classification. The classification and provisioning
policies, together with the overall quality of assets and sufficiency of loan loss reserves, are
reviewed with senior bank management at prudential meetings BMA holds semi-annually with
each bank. Provisioning policies and the level and adequacy of reserves also are reviewed by
external auditors as part of their year-end audit of the financial statements. As part of their audit
work, some testing of internal asset classifications by the external auditors is performed.

BMA supplements its monitoring program with its cyclical on-site credit risk management
review program. BMA examiners review a sampling of credits for adherence to credit policy
and for completeness of credit files with respect to the credit approval process, bank generated
credit analysis, and evidence that collateral has been properly recorded. Examiners generally do
not assess the internal risk rating assigned by the bank to individual credits, nor do they directly
assess the adequacy of loan loss reserves. If an unsafe or unsound banking practice is
discovered during an on-site credit review, BMA requires the bank to take corrective measures.
On-site credit reviews occur annually for Bermuda’s smaller financial institutions and in a range
of three to five years for the larger banks. More frequent evaluations would occur if credit
quality was perceived to be deteriorating.
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Assessment

Largely compliant

Comments

As part of its credit risk management examination program, BMA has as a primary objective
the determination of the adequacy of credit risk management policies and procedures. BMA has
developed criteria for classifying assets, which are reported quarterly on prudential returns.
BMA relies heavily on external auditors to determine the level and adequacy of loan loss
reserves. Reserves are accounted for in accordance with generally accepted accounting
principles.

The external auditors, when conducting the audit of the financial statements, review the
provisioning policies of the bank and the actual level of provisions. External auditors consider
the level of provisioning for off-balance sheet items in their assessment.

BMA should consider reviewing the adequacy of a bank’s internal loan rating system as part of
its evaluation of the loan portfolio and credit risk management examination program. This
would enable BMA to gain further perspective on the quality of the bank’s credit risk
underwriting practices, adherence to loan policy, and the bank’s capabilities in managing and
monitoring its outstanding loans.

Principle 9.

Large Exposure Limits

Banking supervisors must be satisfied that banks have management information systems that
enable management to identify concentrations within the portfolio, and supervisors must set
prudential limits to restrict bank exposures to single borrowers or groups of related borrowers.

Description

Section 38 of BDCA requires banks to report to BMA each credit risk exposure that represents
10 percent or more of its capital, and to seek prior consent from BMA in the event it proposes to
raise its exposure above 25 percent. These restrictions apply equally to a group of connected
borrowers. Banks must report both direct and indirect credit risk exposure and off-balance sheet
credit risk.

To implement Section 38 of BDCA, BMA has issued a policy notice on the implementation of
reporting and control of large exposure. The policy statement reminds banks of the need to
manage credit concentrations in industries, economic sectors or countries, and that they will
have to demonstrate that they have internal systems in place, which will enable them to properly
monitor and control these risks.

Large exposures are reported to BMA quarterly as part of the required prudential return
regimen. Under Section 39 of BDCA, the Large Exposure Report, as with other prudential
returns, is subject to a random audit at the request of BMA by a bank’s external auditors.
Auditors would determine the accuracy of the returns derived from the bank’s management
information systems. To date, no such audit of the Large Exposure report has yet been directed
for any bank.”

Each bank is required to submit to BMA a Board-approved policy addressing its approach and
appetite for large credit risk exposures. BMA’s examiners review adherence to the policy at on-
site credit examinations.

Assessment

Compliant

Comments

Principle 10.

Connected Lending
In order to prevent abuses arising from connected lending, banking supervisors must have in

? The authorities have reported that subsequent to the mission a large exposure report has been subject to auditor

certification.
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place requirements that banks lend to related companies and individuals on an arm’s-length
basis, that such extensions of credit are effectively monitored, and that other appropriate steps
are taken to control or mitigate the risks.

Description

Under Paragraph 2.5 of the Statement of Principles issued pursuant to Section 9 of BDCA,
BMA has broad powers to determine whether a bank is conducting its business in a prudent
manner. BMA has interpreted the “prudent manner” provision to include a broad array of
considerations, including lending activities.

The policy on the Reporting and Control of Large Exposures provides another layer of control
over these exposures. The policy statement explicitly directs lending institutions to negotiate
connected lending exposures on an arm’s length basis. BMA also has deducted from Tier 1
capital certain types of connected lending—principally capital investment credit—granted by
banks for capital adequacy purposes as a means to cause banks to lower the level of such
lending. External auditors also review connected lending relationships. Such supervisory tools
apparently have been successful in controlling abusive insider lending.

Assessment

Largely compliant

Comments

BMA'’s on-site credit risk examinations did not review connected lending relationships to
ensure they were granted on an arms length basis. Such lending should receive special attention
during on-site examinations. BMA should consider expanding its policy statement addressing
connected lending to ensure greater attention and control by the banks. BMA prudential
requirements also could be expanded to require more detailed reporting of connected lending.

Principle 11.

Country Risk

Banking supervisors must be satisfied that banks have adequate policies and procedures for
identifying, monitoring, and controlling country risk and transfer risk in their international
lending and investment activities, and for maintaining appropriate reserves against such risks.

Description

BMA'’s policy framework has virtually no specific reference to country risk. In part, this is
reflective of the low levels of country risk carried by banks in Bermuda. Most country risk
exposure is to the United States, but there are low levels of exposure to countries in Western
Europe and elsewhere. At present, there is no formal reporting methodology to BMA for
country risk, and it has not been subject to systematic review during the on-site examination
process. There has been one review of country risk during the off-site review process. However,
a bank’s approach to managing its country risk exposure is gleaned through Board of Director
approved policy statements on Large Exposures, which are submitted to BMA. BMA knows the
country risk exposures in the banks.

Assessment

Largely compliant

Comments

BMA is studying ways to categorize country risk in the banking system at present, and does not
plan to require reporting of these exposures until this analysis is completed.’

Principle 12.

Market Risks

Banking supervisors must be satisfied that banks have in place systems that accurately
measure, monitor, and adequately control market risks; supervisors should have powers to
impose specific limits and/or a specific capital charge on market risk exposure, if warranted.

Description

The BMA’s minimum licensing criteria require “business to be conducted in a prudent
manner.” A number of considerations are taken into account in assessing whether an institution
is prudently run.

These include the management and corporate governance arrangements, the general strategy

? Subsequent to the mission the authorities have reported that they are developing an additional element of the
bank’s standard reporting package in order to routinely capture country risk.




































































































































































































































































































































































































