CARIBBEAN ASSOCI ATION OF
INDI GENOUS BANKS I NC.
CHAKIRO COURT,
VIDE BOUTEILLE
P.O. BOX CP5404
CASTRIES, SAINT LUCIA
EMAIL: CAIB@CANDW.LC

(Y Newsletton

I SSUE FEBRUARY 2006

CAIB MEMBER
TERRITORIES
Anguilla
Antigua & Barbuda

Barbados

Belize

Cayman Islands

Dominica
Grenada
Guyana
Haiti
Jamaica

Montserrat

St Kitts & Nevis

Saint Lucia

t Vincent & The

renaaines

Suriname

Trinidad & Tobago

Inside This
Issue:

Bank Of Saint Lucia
Rolls Out Complete
Online Banking

CEOQO’s Editorial

VIEWPOINT:
COMPLIANCE
ISSUES: The Ex-
perience Of The
Eastern Caribbean
Currency Union

THE CSME: Oppor-
tunities and Chal-
lenges

Regional News

In early December 2005,
Bank of Saint Lucia Ltd
(BOSL) launched its Com-
plete Online Banking
(COB) internet banking
facility. Although two other
local competitors had pre-
viously launched their own
internet banking solutions,
from the feedback we have
received, all of us at BOSL
are very confident that
COB is the best of its kind
in the market.

COB integrates seamlessly
with Core Director-the
bank’s core banking plat-
form; and 4 | sight — a
voucher and cheque imag-
ing/processing solution. 4 |
sight has differentiated
COB in allowing customers

Marianne River - Trnidad & Tobago—
T T g e

to view their cheques and
other vouchers online,
which is unprecedented in
the local market.

Complete Online Bank-
ing’s high degree of func-
tionality and sophistication,
leveraged through a user
friendly interface has not
come about by accident.
Early in 2005, Mr. Robert
Norstrom-Group Managing
Director of East Caribbean
Financial Holding Com-
pany Ltd. (ECFH), Bank of
Saint Lucia’s parent com-
pany issued a challenge to
the Group through its
Marking and IT Project
teams. He simply stated
that COB would be
launched in “late Novem-

ber or
2005”,

early December

Mr. Norstrom’s challenge is
very much aligned to the
Group’s mission-Global
Growth From Local Roots.
Also, one of the main objec-
tives of the Group is for its
products and services to
generally improve the qual-
ity of life of its customers.
To achieve this, Mr Nor-
strom is intent in moderniz-
ing the bank through strong
systems and modern tech-
nology.

Meeting his challenge was

quite daunting, since it re-

quired the convergence of

three projects:

e developing and launching
Continued on pg 13



http://WWW.CAIBINC

ISSUE 33

cis

CEQO’s Editorial

Dear Colleagues

Welcome to the February issue
of CAIB’s Newsletter!

Over the past four months we
have been featuring some of
the key presentations from our
2005 Annual Conference in
Grand Cayman. In this issue
we offer two last “Viewpoints”
as we bring an end to this se-
ries. In reviewing these deliver-
ies we were intrigued by their
continued relevance and time-
liness and felt a deep sense of
satisfaction that our efforts in
endeavouring to structure the
Conference Agenda to meet
your needs did indeed pay
good dividends.

“Compliance Issues: The
Experience of the Eastern
Caribbean Currency Union“
by Marilla Jarvis, Deputy Direc-
tor, Compliance Review Unit of
the Eastern Caribbean Central
Bank provides a comprehen-
sive insight as to the state of
play and increasing demands
and challenges that players in
this market must grapple with
to stay ahead. The speaker
defines the money launderer
as being just as apt on the
regulatory, anti-money laun-
dering side, as he is at playing
the game. Being himself a spe-
cialist at the cutting edge of all
the latest developments re-
garding detection, the de-
mands to stave these unwel-
come activities require full-
scale enterprise cooperation
and enforcement.

Correspondent banking rela-
tionship and capital adequacy
are also explored in great
depths, with analysis of some
actual disturbing experiences.

On the other hand, Mr Gregory
Thomson., Deputy Managing
Director of Republic Bank Ltd,
offers his views on “The
CSME: Opportunities and
Challenges” with a macroeco-
nomic look on the financial ser-
vices sector in particular. We
are reminded of the insightful
debate that the discussions that
followed sparked. Based on the
continued feedback, it is clear
that the thoughts that have
emanated are forcing greater
objectivity and reasoned delib-
erations and may even have
initiated some decisive actions.

Regional News briefs, continue
to highlight the significant mile-
stones and successes of our
members. Bank of Saint Lucia’s
Complete Online Banking Solu-
tion which was launched in De-
cember 2005 and which has
met with much success is one
of these achievements and our
article provides a comprehen-
sive review of the process that
steered them to this point. We
also offer our congratulations to
Ms Esther Browne and Ms Jo-
anna Charles on their recent
appointments as highlighted in
the Executive Appointments at
East Caribbean Financial Hold-
ing Company Limited and Bank
of Saint Lucia Limited.

Congratulations are also out-
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poured to First Citizens Bank Ltd
on their award from the Banker
Magazine as Bank of the year
2005 in Trinidad and Tobago.

It is timely that we share our latest
initiative to provide you with cut-
ting-edge research information.
That we expect to launch at the
end of March 2006. Our first col-
laborative effort, undertaken in
partnership with V2R Financial
Services focuses on Internet
Banking. This is a continuation of
the presentation at the 2005 An-
nual Conference and the informa-
tion will soon be made available to
you.

We see Internet Banking as a criti-
cal success factor in the future of
banking as it is moving into an
even more exciting phase. Now
well established as a key delivery
channel for banks and financial
institutions, it offers opportunities
for that unique customer proposi-
tion. Hence, we are keen to stimu-
late, influence and offer our sup-
port to its development along with
the full range of the electronic
banking services that our mem-
bers offer.

We anticipate that we will have
your full support in this effort.

In closing. We thank you for your
continued support and feedback
through your responses to our
Questionnaires and other media.

It is through you that CAIB will
succeed!
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CAIB MISSION STATEMENT

The Mission of the Caribbean Association of Indigenous Banks Inc. is to
facilitate the growth and development of indigenous financia institu-
tions through the provision of advocacy, support services and a plat-
form for networking, and by being efficient, well resourced and finan-
cially sustainable.

CAIB VISION

Caribbean Association of Indigenous Banks Inc. will be the focal point
for networking among financid ingtitutions in the region, a respected
voice and effective advocate for indigenous financia ingtitutions, the
organization of choice for member support and services.

The CAIB ANTHEM

W E STAND AS ONE

WESING ONE SONG

AND SHARE ONE DREAM

WITH HIGH ESTEEM

NO DARKENED PAST CAN SHADOW OUR FUTURE
W E SEE ONE LIGHT, A LIGHT THAT SHINES FOREVER.
FROM DIFFERENT PARTS WE CAME

THE STORIES ALL THE SAME

WE STAND AS ONE

WE SING ONE SONG.

Mark Your Calendar !l

Caribbean Association of Indigenous

Banks Inc

33rd Annual General Meeting & Conference
November 12 - 15, 2006

TRINIDAD & TOBAGO 2006
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MONEY LAUNDERING - THE
RISKS, THE CHALLENGES

WHO AM I?
| attend anti-money laundering
conferences.
I monitor the financial enforce-
ment network and other appro-
priate sites in order to maintain
my expertise.
| subscribe to money launder-
ing alert magazine/publication
My firm is well established and
provides quality service to cli-
ents.
I move millions of dollars annu-
ally through the banking sys-
tem.
Who am 1?
| am the unsuspecting master
of financial crimes
| am a Money Launderer.

Ladies and Gentlemen, money
launderers are among the
most accomplished AML ex-
perts and they employ varying
methods and have developed
many detours for illicit currency
to find its way through the
banking system. Money laun-
dering techniques are numer-
ous and wide-ranging and
methods have evolved to
match the goals of the launder,
the volume of funds to be laun-
dered and the regulatory envi-
ronment of the market place.
Laundered money is like water
-it seeks the path of least resis-
tance.

In the ECCU our territories
have survived black listings,
and the PATRIOT Act. These
sentences passed down by
FATF and the USA have
forced our countries to institute
legislation and financial institu-
tions to enhance anti-money
laundering (AML) programmes
and indeed such a programme

was lacking in all of our financial
institutions. The ECCB, in its
supervisory capacity conducted
AML examinations at licenced
financial institutions to assess
and provide guidance on the im-
plementation of anti-money laun-
dering compliance programmes.
| will share with you some of the
challenges faced by the financial
institutions in the ECCU with re-
spect to money laundering and
its related issues.

1. Correspondent Banking
Correspondent banking is critical
to the ECCU’s banking system
and the economy in general as it
facilitates international payments
and the conduct of trade. Corre-
spondent banks also provide the
conduit for the receipt of granting
aid and loans from international
sources. In the ECCU correspon-
dent services are provided by
regional banks and with the lar-
ger money center banks in the
international arena. After the
PATRIOT Act was passed in the
UsS, financial institutions had to
implement a number of meas-
ures to keep/maintain their corre-
spondent relations.  Pressure
was placed on our institutions to
comply and put in place an ade-
quate framework to combat
money laundering.

The ongoing monitoring meas-
ures required under the PATRIOT
Act increased the cost to banks
in the US who conduct corre-
spondent banking services. In-
variably these costs were passed
on to the customer and so banks
in the ECCU were expected to
pay a higher price for these ser-
vices. This has implications for
profitability. Based on a cost/
benefit analysis some banks in
the US opted for the termination
of accounts.

A bank in Miami closed accounts
for ten banks in the ECCU, which
conducted operations with them.
For two banks the accounts were
substantial as most transactions
were done with them.

The Patriot Act has influenced
banks in jurisdictions other than
the US to review correspondent
banking relations, enhance due
diligence and undertake addi-
tional record keeping of the op-
erations of foreign financial insti-
tutions with whom they conduct
business. One bank was denied
an account by a bank in the UK
and even the supervisory author-
ity’s request for an account with
another Central bank was denied
until all countries within its juris-
diction were off the backlist. A
Canadian bank wrote to two insti-
tutions within the ECCU, which
have offshore affiliates. These
banks were requested to confirm
in writing that they do not support
Internet Gambling, an illegal busi-
ness in the US and an apparent
avenue for money laundering.
Banks were also required to as-
sure in writing that no wire pay-
ments destined to companies in
this industry will be passed
through correspondent accounts
at this Canadian bank.

The Internet Gaming industry
provides some revenue to some
Governments of the ECCU. The
industry is most vibrant in Antigua
and Barbuda. The pre-conditions
for continuing correspondent
banking relations with Toronto
Dominion had wider implications
for the survival of the industry.
Closure would result in some loss
of revenue to Governments. Anti-
gua and Barbuda has fought and
won to keep its gaming industry
open. Secondly failure to cease
business with the gaming compa-
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nies may have resulted in ter-
mination of correspondent rela-
tions. One bank acceded to
the request of Toronto Domin-
ion Bank.

The termination of correspon-
dent accounts would also have
threatened the existence of
local indigenous banks. These
banks could have been faced
with the loss of customers to
the international branch banks
if local banks could no longer
provide international banking
services such as letters credit,
drafts, money transfers due to
the absence of a correspon-
dent relationship. Branch
banks have the advantage of
Head Offices located in the
more developed countries to
facilitate and conduct corre-
spondent banking services.

Further if these relationships
were lost, banks could have
been forced to forge and main-
tain new relationships with
banks that are not as strong.
This exposes the financial sec-
tor to a number of risks includ-
ing possible financial losses.
In the past banks in the ECCU
have sustained losses from
bank closures such as BCCI
and Hamilton Bank in Miami.

Due to the regulatory environ-
ment, correspondent banks
have placed a number of re-
quirements on you. You should
also expect the institutions pro-
viding correspondent services
to have a rigourous AML com-
pliance programme in place.
How many of you bankers as-
sess and monitor whether the
banks you maintain correspon-
dent relationships with have
undertaken an effective KYC
programme.  Don’t assume

that because of their size and
location (presumably within well
a regulated environment) that
adequate controls are in place.
Bankers need to be vigilant in
their relations with correspondent
banks. Do you know if any of the
banks with whom you maintain
correspondent relations with are
under supervisory action by
regulators/supervisors? This
question is equally applicable for
correspondent relationships in
the North America as well as
regional institutions. For banks
in the USA supervisory action
range from cease and desist or-
der to civil money penalties. In
May 2004 Riggs Bank of Wash-
ington DC paid a penalty of
US$25million for lax money laun-
dering controls. The Pinochet-
Riggs affair is being her-
alded/considered a landmark
case study on AML controls. At
least one of our indigenous
banks maintains correspondent
relations with Riggs Bank. The
Patriot Act gives the US govern-
ment the ability to reach the as-
sets of every financial institution
and business in the world and to
cripple them in their ability to
function in a world in which the
US is a predominant player. In-
deed a number of our banks
have had assets frozen. While |
am not saying that such relation-
ships should be terminated,
banks need to be aware of such
issues surrounding those institu-
tions with which you place your
funds/investments.

2. Know Your Customer (KYC)
One of the essential components
of any financial institution or
business concerned with money
laundering is its Know Your Cus-
tomer compliance programme.
Designing, structuring, imple-
menting and maintaining these

programmes should be a prior-
ity... | dare say a top priority.
AML compliance is a cost center.
AML compliance does not gener-
ate revenue but think of the pos-
sible repercussions to your insti-
tution if an adequate programme
is not in place. The Basel Com-
mittee on Bank Supervision in its
paper on Customer Due Dili-
gence states that “The inade-
quacy or absence of KYC stan-
dards can subject financial institu-
tions to serious customer and
counterparty risks especially re-
putational, operational, legal and
concentration risks.” All these
risks are interrelated but any one
of them can result in significant
financial cost to banks. For ex-
ample through the withdrawal of
funds by depositors, the termina-
tion of inter-bank facilities, claims
against the bank, investigation
costs, asset seizures and freezes
and loan losses. Management
may also have to divert time and
energy to resolve problems that
arise.

Banks within the ECCU have
documented and implemented
anti-money laundering policies
and procedures, have appointed
a compliance officer, have insti-
tuted training programmes and to
a lesser extent have a pro-
gramme in place to independently
verify adequacy of AML policies
and procedures. As part of the
KYC due diligence, one of the
challenges faced by institutions is
the sanitisation of customer infor-
mation (retrospective due dili-
gence). Most laws (each territory
is guided by its own legislation)
require that accounts opened
after the enactment of the AML
legislation should have the re-
quired documentation of file. This
information includes primarily
proof of identification and verifica-
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tion of this identification. Up-
dating customer databases
have been a protracted event
and to date most institutions
are not compliant. Some cus-
tomers have exhibited reluc-
tance to provide the informa-
tion. To comply with the law,
some banks are closing ac-
counts.

Another issue is the reluctance
by the public to complete
source of funds declaration
forms. Through public aware-
ness campaigns initiated by
the banks and the ECCB, an
improvement has been noted
in the acceptance of this nec-
essary requirement.

Private banking has been ex-
posed as an area of great
money laundering vulnerability
at banks and securities firms.
In the ECCU not many institu-
tions offer private banking but
the service is growing. Banks
may however have a number
of private banking type clients
who by virtue of their social
standing or large deposits with
the bank sometimes expect a
type of service not in keeping
with anti-money laundering
controls. For example they
may be reluctant to declare
their source of funds. Our is-
land communities are small
and we tend to think that we
know or have a fair idea of per-
son in our societies, those who
are perceived to be lawful citi-
zens and those who are not.
Since most of you here are
younger than | am, you will be
familiar with the adage “all that
glitters is not gold.” KYC due
diligence should not be relaxed
because the person may be a
prominent member of society.

In conducting AML examinations
the Central Bank has found that
there is a reluctance to file suspi-
cious activity reports on PEPS.
In this instance PEPs are re-
stricted to persons in public of-
fice/ministers of government.
Why is this so? In one instance
the compliance officer was afraid
of possible negative repercus-
sions for themselves as the Fi-
nancial Intelligence Unit (FIU) is
a department of the government
and they were not convinced that
confidentially would be main-
tained within the FIU.

The FIUs rely heavily on funding
from the government which af-
fect their autonomy. Resource
constraints impact on the FIUs in
conducting investigations and
providing feedback to institu-
tions. Movement between our
islands is easy and would with
the advent of CSME become a
lot easier (although these days it
is becoming cost prohibitive). It is
also easy for perpetrators of
crime to move from island to is-
land. The absence of informa-
tion sharing legislation between
the FIUs in the ECCU and be-
tween the ECCB and FIUs hin-
der the effectiveness of investi-
gations and facilitates regulatory
arbitrage. Indeed what is per-
haps needed is a regional data
base of suspected and known
terrorists/money launderers simi-
lar to that published by OFAC
etc..

3. Electronic Monitoring Sys-
tems

You would agree with me that
money laundering compliance is
nearly impossible without some
help from technology. The sheer
number of people and data in-
volved make manual compliance
difficult. Automated systems are

advisable for tedious tasks such
as activity monitoring which in-
cludes comparing account activity
to profiles of usual activity.

Which automated tool is right for
your institution? That will be
based on your clientele, your size
and the services you offer. Fi-
nancial institutions should ensure
that the system chosen can han-
dle monitoring and control task
and best interfaces with your core
system.

A big challenge faced by institu-
tions within the ECCU is the im-
plementation of automated sys-
tems. In addition to cost prohibi-
tions, most available softwares
(reasonably priced) do not inter-
face with the already existing
core systems. A number of insti-
tutions have had to expend sub-
stantial funds in implementing
entirely new systems to ensure
that the AML programme is ade-
quate. | note that representatives
from IFLEX are participating in
the conference. Hopefully you
were able to strike a good deal
with them.

4. OTHER ISSUES IN THE ECCU
e Money Service Business
(MSBs)

MSBs have been identified as
a high risk area for money
laundering. Currently these
institutions are not regulated/
supervised. The ECCB had
spearheaded the drafting of
uniform MSB legislation but it
has not yet been finalized.

e Offshore Banking
The reputation of our territories
was adversely affected by the
offshore banking industry. Well
from bad came good. Territo-
ries embarked upon a clean up
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campaign. Banks were
placed under controllership
or closed and some banks
even voluntarily gave up their
licence. The total number of
offshore banks in the ECCU
at 31 December 2004 was
forty-seven as compared to a
total of 107 five years ago.
Of the 47 banks, four were
subsidiaries and two were
affiliates of domestic banks.
Efforts are ongoing to ensure
that the currency union does
not have its reputation tar-
nished again. These include
more frequent examinations
by local regulatory authori-
ties.

An issue of the Money Laun-
dering Alert states “ No global
solution to the world’s money
laundering problem is possible
without the active participation
of Caribbean nations. Every-
one knows that. Many of them
are premier laundering cen-
ters.”  Perception or Fact?
Being a die hard Caribbean
woman, my first reaction to
that last sentence is anger.
We (the supervisor, manage-
ment of financial institutions
and law enforcement) have a
role to play in ensuring that our
financial system is not used for

the disposal of criminal pro-
ceeds. The IMF and World Bank
have recognized the Forty plus
nine Special Recommendations
as the International standards for
combating money laundering
and terrorist financing. Our coun-
tries, our financial institutions
and the ECCB are assessed
based on compliance with the
FATF recommendations.

| urge you to continue in your
endeavours. Simply having an
AML programme in place will not
necessarily protect a financial
institution from money laundering
abuse but it certainly helps to
reduce the possibility.

CAPITAL ADEQUACY

I will now like to focus on another
area of challenge to indigenous
financial institutions — that is
maintaining adequate capital.

For the purposes of this presen-
tation capital and capital require-
ment are in relation to the re-
quirement under Basel I.

In the ECCU, each indigenous
institution is required to maintain
a minimum ratio of total eligible
capital or assigned -capital to
risk-weighted assets of 08 per-
cent at all times. The Banking

Act prescribes that banks should
maintain a solvency ratio of 5 per
cent of deposit liabilities; that is
capital should not fall below 5
percent of deposits. Currently
institutions meet these require-
ments.

Financial institutions are ex-
pected to maintain a working
buffer above applicable minimum
ratios and to engage in active
capital planning.

In the ECCU, CREDIT RISK pri-
marily in the loan portfolio poses
a threat to capital adequacy.

1. Nonperforming loans (NPLs)
As at 30 September 2005, NPLs
in the domestic banking system in
the ECCU were 10.9 per cent of
the consolidated credit portfolio

On a territorial basis, of the eight
territories, none have met the
international standard of 5%and
four territories are outside the
ECCB tolerable limit of ten per-
cent. With effect from January
2006, the ECCB will be adopting
the international benchmark of 5
percent.

On an individual territory basis,
the distribution as at 30 Septem-
ber 2005 is shown in Table I.

TABLE |. DISTRIBUTION OF NPLS BY TERRITORY

NUMBER OF BANKS
INTERNATIONAL OVER BENCHMARK BUT EXCEEDS ECCB LIMIT

TERRITORY BENCHMARK WITHIN ECCB LIMIT
Anguilla 1 1 2
Antigua and Barbuda 2 3 2
Dominica 0 0 4
Grenada 2 3 0
Montserrat 0 1 1
St. Kitts and Nevis 2 3 1
St. Lucia 1 1 4
St. Vincent and the Grenadines 2 2 0
ECCU 10 14 14
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Further analysis as at 30 Sep-
tember 2005 showed that the

locally incorporated banks un-
derperformed the foreign

branches in this area. Table Il
refers.

TABLE Il. DISTRIBUTION OF NPLS BY BANK TYPE

BANK TYPE

NUMBER OF BANKS

INTERNATIONAL BENCH-

OVER BENCHMARK BUT

EXCEEDS ECCB LIMIT

MARK WITHIN ECCB LIMIT
Locally Incorporated 2 10
Foreign branch bank 8 5

The factors contributing to
the high level of nonperform-
ing loans across the ECCU
include:

1. Weak underwriting and
credit administration proc-
esses

Economic conditions - The
territory with the highest
level of NPLs of 19.8 per
cent was affected by the
depressed economic cli-
mate.

Protracted legal process for
asset disposal - The legal
impediments to the liquida-
tion of collateral are under
review by the commercial
banks on a territorial level.

The potential erosion of capital
of the locally incorporated
banks, arising from high levels
of non-performing loans
(NPLs), is of concern especially
in light of the fact that some
institutions have not made ade-
quate provisions for loan
losses.

The ECCB is aware of the po-
tential for differences in the rec-
ognition of interest income
based on the requirements of
our prudential guideline and the
International Accounting Stan-
dard 39. We would soon be
undertaking a project to review
the requirements of IAS 39 with

a review to reconciling the differ-
ences. In the absence of any
changes to our guidelines we
suggest that in instances where
the differences in interest income
based on IAS 39 and ECCB’s
guidelines that the more conser-
vative amount be reported.
Where the reported amount is
based on ECCB’s guidelines this
should be disclosed in the notes
of the financial statements with a
comparative indication of the in-
terest income based on IAS 39.

To address the risk associated
with nonperforming loans some
institutions utilized Asset Man-
agement Companies (AMCs).
These AMCs were established for
the purpose of acquiring the
NPLs or the underlying collateral
with a view to freeing such banks
of the burden of provisioning re-
quirements. Although the risk to
capital is not removed these spe-
cial purpose vehicles seem to be
more effective in the manage-
ment of NPL. The process of es-
tablishing the AMCs was in two
cases via a subsidiary of the bank
and in the other via an affiliate
company. Loans were granted
to the AMCs by the banks and
the proceeds used to acquire the
NPLs or the underlying asset. In
one case the AMC successfully
disposed of all NPLs and is in the
process of returning surplus
funds to the bank. The loan to

the company was liquidated. In
the other cases, loans are being
serviced as arranged.

INTIATIVES TAKEN BY THE ECCB
Prudential Guidelines — Pruden-
tial guidelines on credit risk are
being drafted and are in the inter-
nal review stage. These guide-
lines would compliment the 1997
guidelines issued to banks.

Strengthening Legal Provisions —
A new Banking Act has been
drafted and is enacted in three
territories so far. This Act im-
poses higher capital requirements
on banks carrying higher risk in
their portfolios and would en-
hance the enforcement powers of
the ECCB in relation to the pru-
dential guidelines.

Submission of plans for the re-
duction of NPLs — banks with
NPL ratios in excess of 5 per cent
are required to submit plans out-
lining their strategy for the reduc-
tion in NPLs.

2. Credit concentrations

The consolidated portfolio of the
banking system was concen-
trated in credit to households,
46.5 per cent. There was no sin-
gle borrower or borrowing group
to which the banking system was
exposed beyond 10.0 per cent.
On an individual bank basis, how-
ever, there were several facilities
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that were in excess of 25 per-
cent of capital and reserves.

The type of collateral held by
the banking system presents
yet another area of potential
vulnerability.

Mortgages on commercial and
residential real estate tend to
be the preferred form of collat-
eral among banks. Residential
mortgages, which accounted
for 55.8 per cent of credit to
households and 26.5 per cent
of total credit, were backed by
property thereby making the
banking system susceptible to
the real estate market. Every-
one is cognizant of the fact that
hurricanes pose one of the
greatest risk to the real estate
market. How do banks miti-
gate this risk and the potential
impact on capital either directly
or indirectly? By ensuring that
credit underwriting standards
are strong. This includes en-
suring that adequate debt to
equity margins are in place,

ensuring that collateral is ade-
quately insured and where nec-
essary making timely loan loss
provisions.

In an effort to assess the resil-
ience of the financial system
and more specifically the risk
to capital the ECCB conducted
stress test.

Credit risk arising from under-
provisioning, an increase in
NPLs, government debt default
and sectoral shocks through
natural disasters, dismantling of
preferential arrangements and
an increase in oil prices, were
applied. Interest rate risk as-
sumes a 1.5 percentage point
increase in both lending and de-
posit rates as well as changes in
rates on bonds held by commer-
cial banks. A 5.0 per cent de-
preciation in the value of the EC
dollar was assumed. All shocks
were applied individually and
also assuming that they occurred
simultaneously and that their
impact on capital was additive.

The inter-bank contagion shock
was then applied to determine the
resilience of the system.

The results of the 2004 stress
test were disturbing. It showed a
significant deterioration in the
CARs of the locally incorporated
banks.  Currently the ECCB is
fine tuning the stress test meth-
odology to ensure the assump-
tions made are as realistic as
possible.

In closing, compliance issues and
associated risks pose a challenge
not only to financial institutions
but also to the regulator. At times
the regulator may literally seem
like a pain but we are working for
the common good -a safe,
sound, stable and reputable fi-
nancial system. Thank You.

Mrs Marilla Jarvis is the Deputy Direc-
tor, Compliance & Internal Review Unit
-Bank Supervision Department for
Eastern Caribbean Central Bank, ST
KITTS. Please visit our website at
www.caibinc.org to download this pres-
entation.



