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Welcome

Welcome to Insights, which includes KPMG
in Bermuda's third edition of our survey

of Bermuda's banking sector. We once
again have partnered with The Bermu-
dian Publishing Company Ltd. to bring
you some insight into Bermuda's banking
sector. We continue with our approach of
providing you an overview of the financial
performance of Bermuda's banks and the
insights of the Chairmen of the Boards of
Directors and the Chief Executive Officers
of each of the banks. We are grateful to
both the Chairmen and the CEOs for their
willingness to be involved in our survey
and to talk candidly about what they see
as the challenges and opportunites for the
sector. These individuals double as general
business and community leaders and it is
gratifying to have had the opportunity to
gather their thoughts and present them as
a part of this publication.

2012 continued to provide a challenging op-
erating landscape for the banking industry
both in Bermuda and globally. Banks have
experienced an extended period of low
interest rates, significant challenges in their
loan and mortgage portfolios, continued
regulatory developments, and the impera-
tive of increasing the efficiency of their
delivery models.

These factors combine to reduce interest
income, increase loan impairment charges,
and require the diversion of resources to
compliance and risk functions—all of which

puts downward pressure on margins and
net income.

As a professional services firm, we continu-
ally seek to provide valuable insights into
businesses, their sectors and the chal-
lenges they may face. We have done so in
this year’s publication through discussions
with the Chairmen and CEOs of Bermuda's
banks, a discussion with the Minister of
Economic Development—Dr. the Hon. E.
Grant Gibbons, JP, MP, a review of develop-
ments in key regulations related to the
banking industry including anti-money
laundering (AML) and the Foreign Account
Tax Compliance Act (FATCA), an overview
of credit and investment conditions in
Bermuda, and a review of social media and
mobile banking—a distribution channel
that can increase contact with custom-

ers and increase the efficiency of product
delivery.

We hope you enjoy the commentary and
insights that we have provided.

By Craig Bridgewater
Head of Banking, KPMG in Bermuda
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Most of the Bank CEOs we spoke to last year
believed that the turnaround was a medium
term possibility and that Bermuda needed to

be focusing on what it can do to make this new
economic reality work. Since then, a new gov-
ernment has taken office, there has been some
significant policy shifts and an increased level
of government engagement to encourage busi-
nesses in Bermuda to create jobs. This is having
a positive effect, with a lot more positive talk

The CEO
Roundtable

the actions which are being taken to help create
those new jobs Bermuda needs. This year, our
discussion with the CEOs centred on the key ar-
eas of focus in the banking sector: the economy,
the business drivers, customers, risk manage-
ment and information technology. The impact of
the new government’s initiatives and the tough
decisions needed to get Bermuda’s economy
back on track were also key themes of this year’s
discussion. Below are extracts of the roundtable

about the future of Bermuda’s economy and
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The Economy

Bermuda’s economy has been through
some difficult times in the last few
years. Do you think the new govern-
ment’s policies are on the right track?
What further actions are needed to kick
start the economic recovery in Bermuda?

Brendan McDonagh (Butterfield): The
Government has to tackle the long-term
demographic challenge of a falling popula-
tion to enable Bermuda to have a long-term
sustainable recovery.

Richard Moseley (HSBC): Early days but
we have seen a massive increase in engage-
ment. I would like to see the extension of the
60/40 rule to encourage more high net worth
individuals to move here and further action
to encourage long term residents to commit
here.

Ian Truran (Capital G): The policies and
actions of the government appear to be ap-
propriate, with a focus on economic growth.
However to really change the direction of
the economy (not just slowing the decline),
the government must take a three-tiered

discussion with the CEOs.

approach: government spending has to be
more appropriate to delivery of services; the
creation of the SAGE Commission is a step in
the right direction; develop incentives to in-
crease the levels of productivity in the work-
force; and new sources of economic growth
need to be developed. The BBDC is actively
working with government to consider steps
to continue to make us attractive as an in-
ternational financial business centre. Within
our tourism product, gaming is an obvious
opportunity, as the effect on tourism and the
construction industry will be immediate and
powerful, followed by trickledown growth to
the provision of goods and services.

Craig Bridgewater (KPMG in Bermuda):
The government is engaged and things are
moving in the right direction. There are still
a number of tough decisions that need to

be made to get things back on track, but to
date the new government has shown to date
the leadership needed to make those tough
decisions.

Horst Finkbeiner (BCB): The new govern-
ment seems to be on the right track, not only
in terms of the changes to policy but also in
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terms of changes in culture. International
businesses that [ have spoken with have
commented very favourably with the warm
reception they get from officials in every
branch of government, from arriving at the
airport to getting administration completed
through the various ministries. My worry
is that Bermuda faces ongoing significant
threats to the viability of its international
business sector. First is the implementation
of U.S. FATCA and similar legislation from
other countries that are trying to plug gaps
in their tax regimes. The continued attempts
by U.S. Senator Neal to ‘close the loophole’
for the insurance industry in the form of the
recently announced Neal-Menedez Bill is
another potential threat. And the current
climate of moral distaste for the offshore
financial sector cannot be ignored. These
are potential threats that in my opinion our
government should take a serious view of.

2012 was a very difficult year for the
Bermuda banking industry as a whole,
with some banks recording record loan
impairment charges. Do you see 2013
as a year when the banks will be more
profitable? What are you focused on to
generate better returns for your share-
holders?

Richard Moseley (HSBC): It is a challeng-
ing economic environment with asset price
declines, but we had some exceptional items
in 2012, so 2013 should be better.

Ian Truran (Capital G): While many impaired
loans have already been identified, it is prob-
able that more will surface as the continuing
recession depletes customers’ resources,
leading to arrears. Furthermore, the values

of real-estate have the potential to continue
to significantly impact earnings. New land
policies and tax rates implemented in 2013
have resulted in positive sentiment around
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residential real estate, however, at this time
it is too early to determine if sentiment is
translating into stabilisation. Commercial real
estate continues to be impacted by an over-
supply. Consequently, I believe that profitabil-
ity will continue to be affected in 2013. Better
returns must come from increased non-inter-
est revenue sources and continued improve-
ments in efficiencies across the banks.

Horst Finkbeiner (BCB): Our work to in-
crease shareholder return is focused on the
basics: strong client satisfaction, expanding
the client base, and cost management.

Brendan McDonagh (Butterfield): I do not
see loan impairment charges decreasing to
the extent they drive higher profits unless

a bank had a single large impairment last
year. Improvements in profitability will come
primarily from cost management.

Do you see any signs that Bermuda'’s
economy may be coming out of reces-
sion? What are your expectations for
growth in the next two or three years?

Neil Patterson (KPMG in Bermuda): In the
last six months there has been a noticeable
positive shift in the perspectives shared by
our clients on the future outlook, which is
encouraging. We are starting to see increases
in activity of our business lines and are cau-
tiously optimistic about where the economy
is headed.

Richard Moseley (HSBC): There is definitely
a lot more positive talk, however I think 2013
will be flat at best, with some recovery in
2014. I don’t currently see things heading
back to boom times, as there is less need for
the extra two thousand jobs on the island
that existed during those times.

Horst Finkbeiner (BCB): I do not foresee any
meaningful recovery yet. The recent activity
in the commercial property market may only

signal opportunistic purchasing. However
any significant construction work that comes
out of this will help move things along.

Ian Truran (Capital G): Not at this time,
however, the initiatives discussed above can
change our expectations. The pro-business
approach being taken by government is posi-
tive; however we must be conscious of the
headwinds in front of us as many countries
look to penalise entities doing business in
countries like Bermuda. We are in the “cross-
hairs” of the U.S. and U.K. and the decisions
that we make today will have significant
impacts to our ongoing viability.

Brendan McDonagh (Butterfield): There is
no immediate sign of imminent recovery but
there is a more positive attitude among busi-
ness and political leaders. I would say the
economy will be flat at best for the duration
of 2013.

What needs to be done to encourage
better lending opportunities and access
to loans in Bermuda?

Ian Truran (Capital G): High quality lending
is fundamental to maintaining the health of
the banking sector. Entrepreneurs need to be
more creative in accessing capital. Banks are
not equity investors, and the high risk associ-
ated with start-up requests is not appropriate
for banks to undertake with their depositors’
funds. An alternative is government spon-
sored initiatives that reduce downside risk
for banks to participate.

Brendan McDonagh (Butterfield): Banks
should always be focused on high quality
lending and minimising credit losses. Banks
will lend if the opportunity is right.

Richard Moseley (HSBC): To encourage bet-
ter lending opportunities there needs to be
more equity, more support for business, and
less “red tape.”

What are your views on the outlook for
deposit and lending interest rates in
2012-2015 in Bermuda?

Brendan McDonagh (Butterfield): There will
likely be no change unless there is a move-
ment in U.S. rates.

Richard Moseley (HSBC): Minimal change
although yield curve should move more posi-
tive.

Ian Truran (Capital G): Global rates remain
flat and I believe that Bermuda's rate struc-
ture will follow. There is a risk that lending
rates increase as banks attempt to recover



some of the increased costs of doing busi-
ness, as well as some of the losses being
incurred as a result of greater risks in their
portfolios.

With Bermuda being in the fifth year of
recession, what advice do you have for
your customers in terms of their own
financial affairs?

Ian Truran (Capital G): Customers need to
deleverage if they haven't done so already.
Debt can be useful in a growth environment,
but in a recession excess debt does more
harm than good. On the personal side, many
customers who are facing reduced income
levels must consider lifestyle changes, so
that they can live within their current means.
Short term sacrifice for long term financial
health should be their mantra.

Brendan McDonagh (Butterfield): If they are
experiencing difficulties, they should seek
advice from knowledgeable sources. We
have financial advisers and credit specialists
who can assist customers in restructuring
their debts to make things more manageable.

Richard Moseley (HSBC): Manage finance
carefully and if you have a loan, call your
bank early when there are issues.

Should the recent banking develop-
ments in Cyprus and the losses incurred
by those depositors trigger any changes
in Bermuda? What are your thoughts on
the recent insurance scheme put in place
for depositors?

Horst Finkbeiner (BCB): The attempts by
the Cyprus government to seize certain client
account balances as a means to recapitalise
(part of the ‘bail-in’ process) a bank were
extraordinary, and I understand that thisis a
policy endorsed and adopted by the G20 in
2010. I do not think that government should
remove the ‘moral hazard’ for banks (and
indeed bankers and bank directors) that get
themselves into trouble and I do not think
this is something for Bermuda. The imple-
mentation of the deposit insurance scheme
will be welcomed by banking customers in
Bermuda.

Brendan McDonagh (Butterfield): Whilst the
new deposit scheme will take many years to
build up a sufficient fund to cover a Bermuda
banking crisis, the Cyprus situation is very
different. In Cyprus, the banking system re-
lied upon a significant proportion of offshore

deposits, which was a factor in that Govern-
ment’s decision to trigger losses in deposits.

Richard Moseley (HSBC): The BMA needs
to remain very vigilant. The insurance
scheme is irrelevant for our customers but
arguably good for Bermuda, but the premi-
ums levied on banks and, in turn, customers
should be risk based to encourage lower risk
banking practices.

James Berry (KPMG in Bermuda): Bermuda
has a very different economic and banking
environment to Cyprus, with the banks in
Bermuda maintaining significant capital buf-
fers. The deposit insurance scheme is a posi-
tive development for Bermuda and reinforces
the sound regulatory environment here in
Bermuda. However, it comes at a cost, which
will understandably largely be borne by those
the deposit insurance scheme is designed to
protect.

Customers around the world are using
social media more and more and mil-
lions now have access to mobile pay-
ments through their smart phones. What
impact is this trend having on Bermuda?

Ian Truran (Capital G): Customers around
the world are actively engaging with corpora-
tions through social media, and our cus-
tomers are no different. Social Media is an
instant channel for our clients to communi-
cate to us, and we actively listen and respond
to their comments, queries and requests via
these channels.

We have seen mobile usage on Capital G
platforms grow significantly in 2013. With the
widespread use of tablets and smart phones,
it is easy to do eBanking on the go. Applica-
tions that are still yet to catch on, which are
widely popular in the U.S., are mobile wallets
and tap and go technologies.

Whether there is a need for us to introduce

these applications into Bermuda, we'll let our
customers decide. One thing we will always
ensure is that every new web platform we
build will always have the capability for mo-
bile friendly components.

The major challenge with mobile banking,
both locally and globally, is the rapid evolve-
ment of technology. Investing significantly
in one product that will be obsolete in six
months is not feasible. It is important to find
the right product which can grow alongside
the rapid growth of technology.

Richard Moseley (HSBC): This is a develop-
ing trend in Bermuda and we are planning
investment in this area over the next 12
months. Bigger banks are better positioned
to provide this technology, as they can
spread the significant costs involved more
widely.

Brendan McDonagh (Butterfield): This
trend is developing in Bermuda with greater
smart phone use and we are responding to
the demands of our customers. Butterfield
has put significant focus and investment
into enhancing services available through
alternate delivery channels.

David Harper (KPMG in Bermuda): Mobile
banking and the use of social media both
represent a significant opportunity for banks
in Bermuda to improve the banking experi-
ences of customers. We have seen globally
that banks that best enhance their custom-
ers’ user experiences gain a significant
competitive advantage.

Has the recession in Bermuda changed
your risk appetite and the way you man-
age the Bank’s risks?

Richard Moseley (HSBC): Yes, recognition
that stress testing and earnings power is



critical to absorb credit related losses.

Horst Finkbeiner (BCB): Certainly. We have
kept largely out of the lending business and
will continue to do so until we are comfort-
able that the economy is recovering.

Ian Truran (Capital G): As the question is fo-
cused to Bermuda, the risk appetite has prob-
ably not been changed, although the manner
in which risks are managed has changed.
Again, credit risk has probably seen the most
significant changes due to the recession.

Brendan McDonagh (Butterfield): In today’s
environment, proactively managing risks
within tolerances is critical. One change

we have introduced has been to reduce the
loan-to-value requirement for residential
mortgages.

Property foreclosures have become
much more prevalent in Bermuda over
the past couple of years due to the
recession. Selling properties cheaply
can create a “self fulfilling prophecy”,
especially in a small property market
like Bermuda. How are you handling this
challenging situation?

Brendan McDonagh (Butterfield): We work
with customers who are experiencing dif-
ficulty servicing their mortgages to come up
with mutually agreeable arrangements. We
try and avoid foreclosures and make it the
last option.

Richard Moseley (HSBC): We are working
with customers to avoid repossessions where
possible, but markets need to act as markets.

Staying competitive in a very challeng-
ing environment and meeting custom-
ers’ demands for real time access to
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their accounts requires significant,
ongoing investment in IT. How do you
manage this investment process in the
current low profit environment?

Richard Moseley (HSBC): By leveraging our
group’s resources.

Horst Finkbeiner (BCB): Major capital proj-
ects in IT tend to be very long-term strategic
projects that extend beyond economic cycles.
If the strategic business rationale behind
such projects is sound, they should deliver
long-term benefits regardless of the economy.

Ian Truran (Capital G): In the past couple of
years, Capital G has invested significantly in
core infrastructure and core systems to posi-
tion the bank for future growth. In the current
challenging economic environment, a more
prudent business case is needed to support
any investment, technological or otherwise.
Balancing the cost of any such investment
against the value to the organisation and to
our clients is critical.

Brendan McDonagh (Butterfield): We

must balance IT expenditure that improves
customer services with expenditure that im-
proves productivity. Some investments can
do both. We seek to have a clear cost/benefit
analysis for any expenditure before commit-
ting. We also complete post-implementation
reviews to make better informed decisions on
future IT spending.

Have the requirements of your stake-
holders changed over the past few
years? Has that changed your areas of
focus as a CEO?

Richard Moseley (HSBC): Yes, risk manage-
ment has become more critical and so has
segmentation (we cannot be all things to all
people).

Ian Truran (Capital G): Absolutely. The

role of the CEOQ is to navigate through the
requirements of all the stakeholders, under-
standing what is required, setting expec-
tations and then managing and reporting
against these.

Brendan McDonagh (Butterfield): At a

high level, it is always a balance between
shareholder return, customer service and em-
ployee engagement. Although the dynamics
of balancing those interests can change as
economic shifts occur, ensuring we address
the interests of all stakeholders continues to
be critical to our business.

Horst Finkbeiner (BCB): BCB in particular
has seen enormous changes since 2010 when
the bank was sold to a new investor group,
and these changes have included a complete
update of our risk and governance structures.
Other stakeholders have driven change; our
clients are more focused on safety, rating
agencies require greater transparency, and
regulators have driven changes in capital
levels and governance. All of these things de-
mand attention from the management team
and the board.

Are board members and sub-committees
in your banks focused on the same
things they were before the recession?
Are board members more demanding?
How has this impacted your role?

Brendan McDonagh (Butterfield): Clearly
the regulatory environment has put pressure
on directors to know more about the busi-
ness. The paper workload for sub-committees
has increased significantly. One of my roles is
to ensure the increased paperwork does not
hinder effective board management.

Richard Moseley (HSBC): Corporate gov-
ernance has always been critical but robust
management information reporting and
scenario planning now more so.

Horst Finkbeiner (BCB): There is a greater
emphasis on governance and risk, which is
aligned with the expansion of our business

and the demands of our stakeholders.

Ian Truran (Capital G): I do not believe

that the “recession” can be considered the
catalyst for a more focused governance per-
spective. Regulation, financial results and an
increasing accountability of board members
are responsible for this. This has resulted

in them being more demanding and has a
direct correlation on the role of the CEO.



Anti-Money Laundering/Anti-Terrorist
Financing & Politically Exposed Persons

lobal efforts to combat money
laundering and terrorist financ-
ing are intended to make our
communities safer. They aim to
highlight monetary flows that could poten-
tially be linked with criminal behavior and
put a regulatory obligation on individuals and
organizations to perform due diligence mea-
sures on customers associated with those
monetary flows. This often costly obligation
placed on individuals and organizations is
aimed at highlighting payments that may
be linked with criminal activities. Criminal
activities, just like legitimate activities, need
money to pay bills and reward those involved.
Without the ability to make those payments,
normal activities grind to a halt or at least are
significantly hindered. The regulatory due
diligence measures imposed, are also aimed
at ensuring timely information is provided by
individuals and organizations to the police to
assist in targeting these criminal activities.

As with most regulations, the measures tak-
en to target a few negatively impact many.
These globally driven anti money laundering
and terrorist financing measures are already
impacting most customers that interact with
financial institutions globally. Banking cus-
tomers in Bermuda are no exception.

Global AML/ATF regulations are continuous-
ly evolving. In February 2012, the Financial
Action Task Force (FATF), which is the body
responsible for directing changes to global
AML/ATF regulations, issued revised recom-
mendations which expanded the definition
of politically exposed persons (“PEPs”) to
include:

Foreign PEPs — individuals who are or have
been entrusted with prominent public func-
tions by a foreign country, e.g. Heads of State
or of government, senior politicians, senior
government, judicial or military officials, se-
nior executives of state owned corporations,
important political party officials;

Domestic PEPs — individuals who are or
have been entrusted with prominent public
functions domestically; and finally

International Organization PEPs — per-
sons who are or have been entrusted with a
prominent function by an international or-

ganization, e.g. members of senior manage-
ment or individuals who have been entrusted
with equivalent functions, i.e. directors,
deputy directors and members of the board
or equivalent functions.

This definition change is important as cur-
rently in Bermuda only Foreign PEP’s are
required to be treated as PEP’s. With the
change in the definition, Bermuda PEPs and
International organization PEP’s will now be
captured by the regulatory definition of a PEP.

Furthermore, the revised PEP definition
applies to family members or close associ-
ates of PEPs, further broadening the scope

of individuals potentially covered. A “family
member” is defined as an individual who is
related to a PEP either directly (consanguini-
ty) or through marriage or similar (civil) forms
of partnership, and a “close associate” is an
individual who is closely connected to a PEP,
either socially or professionally.

Local regulations require regulated individu-
als and organizations to perform enhanced
due diligence measures on most PEP’s, due
to the higher risk nature of those relation-
ships. Meaning, if you are a PEP, you are
likely to be asked more questions about

your financial affairs and required to provide
greater levels of information and documenta-
tion when opening accounts with financial
institutions, including banks.

Why do PEPs pose a higher risk of money
laundering and terrorist financing?

Historical evidence has shown that PEPs

are more likely to be involved in bribery

and corruption crimes (which are predicate
money laundering offences), as their position
and influence could potentially be abused
for personal gain. Furthermore, the interna-
tional nature of their position, including their
networks, presents an increased risk of them
being exposed to such criminal activity.

So does that mean Bermuda banks
should not do business with PEP’s?

No. It just means that they may represent
a higher risk group of customers, and as
such the regulations require enhance due

diligence to be performed to minimize the
potential risks associated with doing busi-
ness with a PEP.

What will be the effects on Bermuda's
banking customers?

The effect of broadening the definition of

a PEP will result in more customers being
classified as PEPs and being subjected to
enhanced due diligence requirements. In a
country such as Bermuda, that has a small
closely linked population, this may mean that
many people may be classified as a PEP by
proxy of family or association.

As explained above, financial institutions,
including banks will be required to take
reasonable steps to determine whether a
customer (or a beneficial owner in reference
to entity customers) is a PEP. Such steps may
come in the form of the inclusion of addi-
tional questions on account application forms
or increased scrutiny and questioning when
undertaking relevant transactions.

Once the new definition of a PEP is adopted
in Bermuda, Bermuda banking customers
should be prepared for the possibility that
they will be asked to provide increasing
levels of information, as well as be under in-
creased levels of scrutiny when dealing with
your banks. If it does impact you personally,
remember the financial institutions are just
complying with their regulatory requirements
which are intended to make our communities
safer. Less criminal activity in our communi-
ties which will enable greater prosperity, now
that sounds like something worth the effort!

By Charles Thresh
Managing Director, KPMG in Bermuda



Bermuda:
Open for
Business

An interview with the Hon. Dr. E. Grant Gibbons, JP. MP. Minister of
Economic Development

ince the One Bermuda Alliance

(OBA) was elected in December

2012, there has been a sense in the

business community of a renewed
focus on delivering on the message that
“Bermuda is open for business.”

Lori Rockhead and Craig Bridgewater of
KPMG sat with the Hon. Dr. E. Grant Gib-
bons, JP, MP, Minister of Economic Develop-
ment to gain an understanding of his agenda
to develop business in Bermuda.

What have your priorities been as Minis-
ter of Economic Development?

The impact of spending by existing inter-
national business cuts across the entire
Bermudian economy, and so my first priority
was to restore a sense of confidence in the
business community. Reaching out to exist-
ing international businesses was a first step
to letting them know we are happy that they
are here and we understand the contribution
they make to the economy.

It is essential that the Government works in
partnership with business, and these early
conversations with international business
leaders gave me the opportunity to discuss
how Bermuda can encourage company
growth by businesses already domiciled

in Bermuda, while similarly attracting new
business.

This is the reason that the Bermuda Business
Development Corporation (BBDC) was cre-
ated; to form public-private partnerships with
the goal of growing business.

We recognized that the departure of a portion

of the critical mass of intellectual capital
from Bermuda has negatively impacted the
economy and this trend has to be reversed.
Since 2005, 3,000 jobs held by Bermudi-

ans and another 2,000 jobs held by non-
Bermudians were lost. We need to preserve
intellectual capital created by the combined
efforts of Bermudians and non-Bermudians.
Every non-Bermudian employed in Bermuda
creates jobs for two Bermudians.

It was clear that the immigration term limits
were having a detrimental effect on employ-
ment which is why it was important to move
quickly to eliminate the term limits. At the
same time, we have taken steps to protect
Bermudians’ rights to employment through
appropriate legislation and enforcement.

What are you most excited about that
Bermuda is doing differently or planning
on launching to support attracting new
companies to Bermuda?

We promised to create 2,000 jobs. Job creation
will come from every sector of the economy in-
cluding tourism, retail, international business,
energy projects, etc. Early on we found that
there were a number of tourism and resort
development projects that were in various
stages but generally were progressing slowly.
Through the Economic Development Commit-
tee (EDC), we've taken an active part in coor-
dinating the Government'’s efforts to encour-
age the successful development of hospitality
ventures. It is essential that Government
ministries work together. The EDC is chaired
by the Premier and includes the Ministers of
Economic Development, Finance, Tourism
and Transport and Public Works. We meet

weekly. We track the progress of projects and
ensure that there is a coordinated response to
resolve any problems.

Working together as a team is critical be-
cause all of the pieces have to be in place for
Bermuda's economy to grow. For instance,
we need to have airlift and hotel accom-
modation not only for tourism but also for
international business.

How does the International Business
Concierge Service support your goal of
attracting inward foreign investment and
new companies to Bermuda?

We need to do a better job of attracting new
business. Bermuda is behind other jurisdictions
in respect to making it easy to set up busi-
nesses. The Business Development Unit of the
Ministry of Economic Development and the
BBDC are working together on the Concierge
Service. The Concierge Service helps compa-
nies that are new to Bermuda by being a single
point of contact for handling all Government
applications. The Concierge also helps to con-
nect new businesses with relocation services
and professional networks making it easier for
new companies to set up here.

We already have had one new company who
was assisted from start to finish through the
process of setting up business in Bermuda
and other companies are currently in the
process. So far, we have received extremely
positive feedback on the Concierge Service.

There has been a perception that it is difficult
to do business in Bermuda. The Concierge
Service is helping to get the message out
that doing business in Bermuda is not dif-



ficult and that we have a service to help new
companies.

A fundamental tenant in business is
that it is less costly to retain existing
customers than secure new customers.
What has the Ministry been doing to
retain existing international businesses?

On my first day as Minister of Economic
Development, I called every ABIR CEO to
let them know that we appreciated them
and the contribution their companies make
to Bermuda. Several CEOs expressed that
they had never been contacted before by a
Government minister.

The key indicators for the banks are

real estate values, interest rates and the
state of the general economy (growth
rates, retail index, tourism figures, em-
ployment/unemployment). What is your
outlook for these indicators?

We keep coming back to the Government
and the importance the Government plays
in instilling confidence in the economy
through our actions. By building a renewed
sense of confidence in the business commu-
nity, we are seeing a reverse in the down-
ward trend of key economic indicators. The
Government has to be seen to be facilitating
business growth. The Ministry of Finance
has established certain macro-economic
parameters which we must meet to lay the
foundation for economic growth. One of the
fundamental tenants is that the Government
must live within its means while balancing
the social needs of the community.

I see hopeful signs of economic growth in
terms of new job creation and bringing back
jobs that were lost, for example, the Green
family’s investment in hospitality. The

EDC is seeing a number of projects that will
improve the indicators.

What is the Ministry doing to encourage
growth in Bermuda’s banking sector?

Job creation and economic growth are fun-
damental to the growth of Bermuda's bank-
ing sector. Many home owners have rental
units and they need to have tenants in them
to support their mortgages.

There is some evidence that governments
that focus on economic growth in areas
where the country already has a level of skill
and expertise are more successful than at-
tempting to diversify into new sectors.

Is Bermuda'’s approach to economic
growth consistent with this approach
or are you looking at attracting new
industries?

Building from the competencies that you
already have is central to the way we are pre-
ceding but we are still looking at opportuni-
ties to diversify the economy.

We are looking at existing businesses and
how the Government can support growth
of companies that are already operating

in Bermuda. That is why I made it my first
priority to call international business CEOs.
We are also looking at the hospitality sector
to encourage new hotel development. We're
looking at energy costs and how bridging
technologies, such as natural gas, can be
used to bring down energy costs which will
impact on every business and household.

"By building a renewed sense
of confidence in the business
community, we are seeing a
reverse in the downward trend
of key economic indicators...
The Ministry of Finance has
established certain macro-
economic parameters which we
must meet to lay the foundation
for economic growth.”

How open is Bermuda to new industries?

We are at an early stage but we have been
successful in securing Bermuda's satellite
site. Satellite is a potential new source of
revenue. Bermuda is now in the game and
it opens up the potential for other space in-
dustry companies. We are looking at certain
areas of bio science; for instance, diagnostic
and analytic services. The aircraft and ship-
ping registries are being bolstered as we had
insufficient expertise to take advantage of
opportunities to grow.

We are supporting the asset management sec-
tor by refining our value proposition in order to
increase the number of small to medium size
asset managers. Partnering with the BBDC

we are working on a case-by-case basis to
improve our positioning and target new op-
portunities. The BBDC recently held an asset
management think tank and we had a similar
tourism summit that is core to understanding
clients’ needs and attracting new business in
these areas. We are also looking at the trust

and wealth management sectors. Partnerships
are key to growing the economy:.

Do you think there is a need for more
competition in certain areas of financial
services?

The impact on ISP/internet pricing from the
new telecommunications regulation has al-
ready proved positive, and so the advantage
of opening up the industry is evident. There
certainly needs to be more discussion in this
areas in order to determine what is best for
Bermuda, and we will consider each sector to
determine how best to grow business.

What is the Ministry doing to educate
the public on the benefits of inward
investment and international business?

This is an area that we recognise needs to
be addressed. We have been focused on
getting certain economic sectors moving
and getting new business. The BBDC will be
making communication one of its goals as it
is important that everyone understands the
importance of attracting new business.

It's been a busy first few months, what
are your plans for the next year?

I plan to continue building on what we have
started. To consolidate partnerships and start
to see the impact of the work we have been
doing. The importance of planning cannot be
underestimated.

No matter how much we wanted to get mov-
ing to grow the economy we have remained
committed to developing our plans for
economic growth, in order to fully under-
stand the needs and constraints we face. The
BBDC is a good example of this, as it has the
right structure, has new leads for several task
groups including asset managers, trust and
private clients. We expect to see the fruits of
our efforts in the ILS and asset management
sectors in the next year.

Lori Rockhead
Senior Manager,
KPMG in Bermuda

Craig Bridgewater
Head of Banking,
KPMG in Bermuda
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The Scope
for Better
Regulation

There has been a strong and understandable reaction from politicians and regulators
to the financial crisis. But are we on the right track or do we have to adjust the

direction of travel?

aves of regulatory reforms

have been introduced to make

financial institutions safer,

to make the financial system
more stable, and to shift the costs of failures
from taxpayers to the creditors of failing in-
stitutions. These initiatives have ranged from
tougher requirements on individual financial
institutions to the ‘macro-prudential’ ap-
proach to financial stability, and from resolu-
tion regimes to more robust financial market
infrastructure.

The Growth Agenda

Additional regulation is not however a 'free
good'. It increases the cost, reduces the
availability and reduces innovation in finan-
cial services. It reduces the returns to inves-
tors in financial institutions. And it reduces
economic growth. This has been seen most
powerfully and immediately in the downward
spiral of bank deleveraging and weak or
negative economic growth in Europe. Further
substantial costs are likely to arise from
constraints on the ability of banks to provide
credit, trade finance and risk management
services to their customers.

A modest reduction in economic growth dur-
ing normal times may be a reasonable price
to pay to avoid financial crises. Post-crisis
regulation was supposed to prevent future
failures and financial instability, at a small
cost in terms of foregone economic growth.
But the waves of regulatory reforms seem to
have taken some countries and the global
financial system beyond the ‘tipping point’'—

the costs of ever more regulation have begun
to exceed the benefits. In practice, regulatory
reforms have exercised a substantial drag

on economic growth, while their impact on
the safety of the financial system remains
uncertain.

Better Regulation

The industry needs better regulation, more
attuned to the needs of the wider economy,
not ‘more and more of everything’'. Bermuda
needs to strike a balance between regulation
and its impact on the wider economy. Ber-
muda needs to re-focus on the importance
of credit, trade finance and the management
of risk by corporates for economic growth,
international trade and development.

Financial institutions, users of financial ser-
vices, politicians and regulators all need to
address this agenda. All stakeholders have
a role to play in achieving a better outcome.
This paper focuses on some of the issues
that need to be addressed by the three

key constituencies—financial institutions,
investors and end-users, and regulators and
politicians.

Financial Institutions

Regulation is not constructed in a vacuum. It
responds to the standards and behaviours of
regulated entities. Financial institutions, and
in particular banks, therefore, have a strong
incentive to behave more responsibly, not
only to restore trust and confidence but also
to enable regulators to ease back.

This requires financial institutions to make
real and demonstrable progress in chang-
ing their cultures and behaviours; delivering
much higher standards of governance, risk
management and customer treatment; focus-
ing more clearly on products and services
that benefit the wider economy; making bet-
ter disclosures of asset quality and risks; and
not ‘gaming’ the regulatory system.

Investors & End-users

Investors in financial institutions and the
end-users of financial services also need to
play their part in addressing the balance
between regulation and economic growth.
They need to be more realistic about what
both financial institutions and regulation can
achieve.

Investors need to recognise that the risk/
reward landscape has changed and that
return on equity expectations needs to

be adjusted accordingly. They also need

to understand better the business models
and risks of financial institutions, and put
pressure on financial institutions to change
these where necessary, in particular in a
world where failures are more likely to result
in the bailing-in of creditors than a bailing-
out by taxpayers.

End-users of financial services need to
remain alert to the impact of regulation on
the cost and availability of products and ser-
vices, and to enter regulatory debates with
evidence on the implications of regulation for
end-users.




Regulators & Politicians
Regulators should take proper account of the
cumulative impact of their multiple reform
initiatives and of the uncertainty surround-
ing the many unfinished parts of the regula-
tory agenda. Regulators should also be more
sensitive to the impact of regulation on the
wider economy; recognise that banking is a
risk business, and that future failures will oc-
cur; and focus more on the possible sources
of the next crisis rather than plugging all the
holes exposed by the last crisis.

Finally, many politicians should recognise
the importance of finance as a contributor
to and facilitator of economic growth, and
to be more realistic about what regulation
can achieve and its impact on the wider
economy.

Moving On: Bank

Culture & Behaviour

Many banks (and other financial institutions)
are seeking to restore trust and confi-

dence, not least by making significant and
meaningful changes to their cultures and
behaviours, and to their corporate and risk
governance.

This is not only important in itself, but is a
key element in enabling regulators to take

a less intrusive and intensive approach. Im-
proved culture, more responsible behaviour,
and higher standards of corporate gover-
nance, risk management, customer treat-
ment and disclosure by financial institutions
will allow regulators to take a less heavy-
handed approach and reduce the overall
burden of regulation.

Currently, regulation is attempting to de-
liver cultural and behavioural change at one
remove, by mitigating the adverse impacts
of poor standards of culture and behav-
iour. Capital and liquidity measures are
designed to increase the cost of risk-taking;
structural separation measures to encour-
age banks to take different approaches to
their retail and investment banking activi-
ties; resolution measures to reduce risk-
taking by removing the prospect of govern-
ment support if banks fail; governance
measures to heighten the focus of boards
and senior management on risk; remunera-
tion measures to reduce the incentives for
inappropriate and excessive risk-taking;
and conduct measures to increase the
focus of financial institutions on the design
and distribution of financial products and
on the incentives of retail customer-facing
sales and advice staff.

Regulation cannot do this alone. Banks and
other financial institutions should seize
control of their own destinies. Improvements
in culture, behaviours and governance in
financial institutions can also facilitate
better regulation by allowing regulators to
rely more on regulated firms to deliver good
outcomes. This in turn should deliver ben-
efits for financial institutions themselves for
financial stability, and for economic growth
and development.

This will require a massive shift by many
banks—they will find it difficult to achieve
the necessary shifts in culture and behav-
iour. Short-term profitability is not always
closely aligned with the fair treatment of
customers and good customer service, espe-
cially in markets—Dboth retail and wholesale
—where customers are unable or unwilling
to engage on an informed basis. The old
mantra of “what is good for business must
also be good for customers” has been shown
to be seriously flawed, with too many cases
of banks placing their own interests ahead
of the interests of their customers.

Moreover, the industry has been slow to
recognise and address these problems and
to accept that the cultural and behavioural
issues here cannot be solved simply by high-
level statements about “putting customers
first” and by blunt adjustments to remunera-
tion structures.

With contribution by KPMG
International and David Harper
Senior Manager, KPMG in Bermuda

DEPOSIT
INSURANCE
SCHEME

The government passed the Ber-
muda Deposit Insurance Act 2010
(the "Act”), on September 3, 2010 (full
details are available on the BMA's
website at www.bma.bm). The Board
of the Bermuda Deposit Insurance
Scheme has been formed and is
tasked with establishing and oversee-
ing the deposit insurance scheme

in Bermuda (the “Scheme”) and the
deposit insurance fund (the “Fund”).

The Scheme is designed to only
cover Bermuda dollar deposits of
individuals, an individual that places
a deposit in an account of the scheme
member in the name of a partnership,
an unincorporated association or
sole proprietorship, certain chari-

ties and companies registered in the
Register of Small Businesses. The

Act outlines that depositors covered
by the scheme will be “..entitled to
compensation from the fund of a spe-
cific amount which shall not exceed
$25,000 regardless of the number or
amount of insured deposits..."

Unlike deposit insurance schemes in
certain other jurisdictions which is
only triggered in the event of a fail-
ure, Bermuda has adopted the model
of building up a fund in case of a
failure. So, how will the fund be built
up? Well very simply, the scheme

is designed to place annual levies

(or annual premiums) on scheme
members (i.e. banks) who KPMG
expect will pass on some or all of that
additional cost to those the scheme is
designed to offer protection.

It will take considerable time for the
fund to build up to a level that could
support claims in the event of a bank
failure. The deposit insurance scheme
is a long term initiative and like all
ambitious goals, it is recognized

that it will take considerable time to
achieve.

The scheme in Bermuda is expected
to become effective late this year.




Tax Morality and the Foreign Account
Tax Compliance Act (FATCA)

Why FATCA is here, why it is something that you need to
understand and why it needs to be on your “to do” list this year.

ATCA represents the mechanism
the U.S. government has put in
place to provide the U.S.’s Internal
Revenue Service (“IRS”) with greater
information on which to assess the complete-
ness and accuracy of tax returns filed by U.S.
tax payers. This piece of U.S. legislation has a
global impact and has spurred a widespread
debate on tax morality, as other governments
have taken, or are taking, similar steps to bet-
ter understand and assess the tax obligations
of those subject to taxation in their countries.

FATCA and potentially similar legislation enact-
ed by other governments, will directly impact
the investment fund, investment management,
and investment administration sectors.

Why are we taxed and the
taxation dilemma?

The historical reasons for taxation range from
improving health to funding wars. Income
tax has become a primary means for most
governments to finance the cost of running
their respective country and providing public
services. However, not everyone agrees with
how government spends taxpayers’ money,
which makes tax one of the most controver-
sial forces in politics. How much we pay and
what governments choose to do with our
money are fundamental to how we see the
society in which we choose to live.

Taxation regimes tend to develop complexi-
ties, as successive governments use this com-
ponent of fiscal policy to influence economic
activity and investment flows in their econo-
my. Tax incentives afforded to sectors or struc-
tures that governments wish to promote often
lead to specific tax planning by a taxpayer
that may be contrary to what the government
had intended, for example through the use of
tax “loopholes”. As a consequence, there is
often a “taxation gap”, being the difference
between what ought to be collected, given a
certain amount of economic activity, against
what is actually collected. The 2008 financial
crisis and subsequent global downturn has
taken its toll on government finances, and tax
authorities in most developed countries are
being pressed to raise more revenue from their

tax bases, often with a conflicting desire to
stimulate economic activity through selected
tax incentives.

Tax morality

Most people have argued that tax planning
is a legal issue and not a matter of morality.
Those that subscribe to this philosophy take
the position that tax planning to minimise
their tax burden is legitimate in all circum-
stances, provided they follow the require-
ments of the applicable tax laws.

Paying tax may be a legal requirement, but it
is not always a moral one—many pay because
the law says they should. However, given the
choice, not many would wish to live in a so-
ciety without the services funded by taxation
that taxpayers often take for granted.

The financial crisis has generated a renewed
focus on the link between taxation and
morality. Public opinion is growing more
hostile toward global corporations and high
net worth individuals perceived as not pay-
ing their “fair share”. Today, society is keenly
aware of the importance of tax within their
national economies, and there is a growing
sense that taxes have not been shouldered
collectively on a fair and proportional basis.

Changing public perceptions are giving tax
authorities a stronger mandate for tack-

ling tax avoidance and evasion. In fact, tax
morality has been used to justify moves to
upset long-standing principles such as bank
confidentiality rights and taboos against
extra-territorial and retrospective tax legisla-
tion, enabling governments to arm their tax
authorities with tough new tax enforcement
tools, such as FATCA.

Introduction of FATCA

When FATCA was enacted, U.S. Congress esti-
mated that tax evasion by U.S. persons holding
assets outside of the U.S. equated to lost tax
revenue of up to $100 billion per annum. The
fundamental objective of FATCA is to provide
an information reporting mechanism to identify
those U.S. persons who may be evading taxes
by holding assets outside of the U.S.

FATCA introduces a new regulatory compli-
ance and reporting regime which compels
certain foreign entities to disclose U.S. per-
sons with “financial accounts” outside of the
U.S. To compel foreign entities to comply with
the new reporting requirements, FATCA in-
troduces a 30% withholding tax on U.S. source
fixed, determinable, annual or periodic income
and gross proceeds from the sale or other dis-
position of any property of a type which can
produce interest or dividends from sources
within the United States. That is an almighty
stick that most will not want to be hit with!

FATCA represents an extra-territorial piece of
tax legislation, which has forced tax authori-
ties around the globe to work together more
closely than ever before. This has resulted

in several inter-governmental agreements
(“IGAs”") to share taxpayer information.

Governments are actively negotiating, when
entering into IGAs with the U.S., to benefit im-
pacted entities in their jurisdiction or protect
them from undue penalty. But governments
are also using the IGAs to gain more informa-
tion on their own taxable citizens from the
U.S. government and others. Currently, there
are two model intergovernmental agreements
with the U.S., being Model 1 and Model 2.

Foreign financial institutions (“FFIs”) within
countries that have entered into a Model 1
IGA will be required to report FATCA-style
information to their local tax authorities, rather
than the IRS. The local tax authority will then
relay the requisite information on to the IRS,
“government to government”. Some Model 1
IGAs, also provide for reciprocity, with U.S.
withholding agents having to report details of
non-U.S. account holders and investors to the
IRS, which in turn will pass that information to
the tax authority of the “partner” jurisdiction.

Under a Model 2 IGA, FFIs in that partner
jurisdiction will have to register with the IRS
and comply with the terms of an agreement
they enter into directly with the IRS.

As the world observes and learns from
FATCA, many countries are likely to put in
place similar legislation which some have
dubbed “son of FATCA”. On April 9, 2013, the
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UK. announced an agreement with France,
Germany, Italy and Spain to develop and
pilot a multilateral tax information exchange
process, similar to the Model 1 IGAs under
the U.S. FATCA regime.

Bermuda has signaled its intention to sign a
Model 2 IGA with the U.S. and plans to sign a
similar agreement with the U.K.

Are you ready for FATCA?
FATCA withholding starts July 1, 2014. The
IRS has stated that FFIs need to register by
April 25, 2014 to avoid delays in receiving a
notice of registration acceptance and obtain-
ing the Global Intermediary Identification
Number (“GIIN”) needed to demonstrate FAT-
CA compliance. Full details of the timetable
of compliance for FFIs are provided above.

To comply with FATCA, FFIs may have to
change the way new customers are approved
and documented. In some cases, institutions
are faced with updating their IT infrastruc-
tures to ensure they have the tools to with-
hold tax on applicable payments and report
the requisite information to the IRS.

An FFI is any non-U.S. entity that does the
following: accepts deposits in the ordinary
course of business; holds financial assets for
the benefit of others as a substantial portion
of its business; is an investment entity; is a
specified insurance company (i.e. cash sur-
render value products and annuities, primar-
ily written in life insurance-related products);

or is an entity that is a holding company or
treasury centre.

Therefore, it is generally concluded that non-
U.S. banks, investment funds, investment man-
agers and custodians will be categorized as
FFIs. Our research suggests that most FFIs are
not ready for FATCA. If you are in this camp,
it's not too late but time is getting short.

Here are some of the steps you need to take:
align yourselves with knowledgeable advi-
sors to leverage their global knowledge and
expertise; ensure that C-level executives are
actively engaged; manage time and resource
expectations—there is no plug and play solu-
tion available, so all companies will need to go
through a thorough impact assessment; entity
or departmental needs may be different, but
consider the need for central sponsorship and
ownership, supported by a multidisciplinary
team; and perform an impact assessment by
identifying entities that are FFIs and will need
to be registered—for example, each entity
within an investment complex will need to be
registered and adopt policies, procedures and
systems to comply with FATCA that have the
flexibility to adapt to the changes expected.

The FATCA requirements introduce a series
of business and system requirements that are
simple in concept, but can be difficult and
costly to implement. The price of noncompli-
ance with the new rules is high. If you have
not done so already, the time to consider the
impact of FATCA is now.

December 31, 2016

Final Day of Transitional Rule
treating U.S. source FDAP payment
paid by non-intermediaries on
offshore obligations as excluded
from definition of “withholdable

Deadline for FFls to complete

accounts, other than Prima Facie
FFls and high-value accounts

investment vehicles, date
by which policies aim to
redeem or immobilize
Bearer Interests

Period

March 15, 2017

* Annual tax return
reporting (Form 1042)

Annual information
reporting (Forms
1042-S)

Reporting of foreign
reportable amounts to
NPFFls ends

March 31, 2017

Annual Form 8966
reporting

How will FATCA impact cus-
tomers of FFIs, like customers
of Bermuda’'s Banks?

The FATCA requirements imposed en-
hanced information gathering and reporting
obligations on FFIs. As such, as an existing
customer of an FFI you may be requested to
provide additional information to your bank
to enable the bank to fulfill its obligations
under FATCA and avoid the bank being
required to impose withholding taxes on
amounts due to you. For new customers, the
information collected at account opening

is going to increase in most cases, to meet
these new requirements. We hear you! More,
more, more.. life is getting more difficult,
that is agreed. We can assure you that the
FFIs, banks, funds, etc are not happy about
it either. But it is important to provide the
information requested, as if you don't assist
the FFIs, it may result in money out of your
pocket and money that gets sent on its way
to the IRS!

By Catherine Sheridan Moore
Head of Tax, KPMG in Bermuda



Banking on Credit

egend has it that modern day bank-

ing originated in Europe during

the Middle Ages. Gold was used as

currency which, as you can imagine,
was impractical to carry around with you at
all times and unsafe to leave at home. People
started storing their gold at the goldsmith
who already had the necessary facilities for
safe storage of gold. In return for the service,
the goldsmith was paid a small fee. Initially
people collected their gold every time they
needed it, but soon, this became incon-
venient and the goldsmith started issuing
receipts which people started using as a form
of currency—the first paper currency. During
the course of time, the goldsmiths realised
that the gold was sitting in their vaults for
many years untouched, as people traded
their notes. The entrepreneurial goldsmiths
started issuing notes to people who needed
capital, by way of a loan, in order to generate
additional value from the idle gold. When the
depositors realised what the goldsmiths were
doing, they demanded a cut of profits. The
goldsmith started paying them interest on
their gold deposits to appease them.

This was the evolution of the simple commu-
nity bank as we know it. Today's banks work
on similar principles, except that because of
the development of capital markets, the in-
vestment strategy of the banks is not limited
to loans as investments are made in debt
securities, equities, and loans to other banks
to name a few. This change in strategy has
required banks to find the optimal mixture of
return vs liquidity and credit risk.

Return: Return is simply the amount by
which the sum returned exceeds the sum ad-
vanced. Typically, the shorter the term of the
investment, and the higher the credit quality
of the counterparty, the lower the return, and,
vice versa.

Liquidity: There is an inherent mismatch in
the liquidity of loans and deposits. Deposits
can be withdrawn on short notice, while
loans typically have much longer terms. This
means that the bank must consider the level
of liquidity in their investment strategy in
order to ensure that they would have the
liquidity to repay deposits should there be a
significant withdrawal of deposits.

Credit risk: Credit risk is most simply de-
fined as the potential that a borrower will fail

to meet his obligations in accordance with
agreed terms. The higher the credit risk the
greater the return, but, of course, if the bor-
rower is unable to repay the cash, then the
return is nil or negative. Banks are subject to
both external credit risk (economy, natural
disasters, etc.) and internal credit risk (credit
writing quality, diversification, etc.). The cur-
rent economic downturn in Bermuda could
be considered an external factor over which
the banks have no control. The magnitude of
the risk is, however, somewhat dictated by
the internal credit risk at each institution.

It is no secret that Bermuda banks have suf-
fered considerable credit losses in the past
few years. So what has led to these credit
losses? The fact of the matter is, that where
loans to customers are concentrated so
highly in a small jurisdiction such as ours the
same events that lead to an increase in the
number of defaults lead to a decrease in the
collateral which the banks hold as security.

Prior to 2008, the Bermudian economy was
booming as GDP continued to increase, the
population was growing, property prices
were increasing exponentially, rental income
was increasing, and commercial and residen-
tial properties were being developed to take
advantage of the demand. Reviewing the
government statistics since 2008, the unem-
ployment rate increased from 4% in 2009 to
8% in May 2012, directly resulting in less bor-
rowers being able to maintain their monthly
loan payments. The defaults were exacer-
bated by the increasing number of expatriate
workers leaving the island. This has had a
significant impact on those who hold invest-
ment properties for rental, or who rent parts
of their own residences. The severe drop in
demand significantly impacted on whether,
and at what price, these properties could

be rented. The combination of unemploy-
ment and the decrease in rental demand has
resulted in a significant number of borrowers
defaulting on their loans.

Considering commercial loans, two of the
largest types of commercial loans in recent
times have been for commercial and resi-
dential real estate development loans, and
loans in the hospitality industry. Just looking
around the skyline of Bermuda, it is easy to
see the number of new commercial spaces
that have gone up since 2008. Further, gov-
ernment statistics indicate that the number

of jobs has dropped significantly over the
period. Again, simple supply and demand
economics dictate that prices have fallen and
many commercial properties stand empty.
Likewise, new residential developments
have not been as profitable as planned due

to the drop in demand, as discussed above.
The struggles of the hospitality industry have
been well documented with a number of ho-
tels in receivership and restaurant closures.

The number of defaults in residential and
commercial loans has been at unprecedented
levels for Bermuda. Accounting standards
require that impaired loans are measured at
their recoverable value. For secured loans, in
the absence of evidence that the borrower
has an alternative means of repayment, the
loans are written down to the amount expect-
ed to flow from the proceeds of the sale of the
collateral. That does not necessarily mean
that that the banks first course of action will
be to foreclose on the property, it is simply an
accounting entry.

Banks are not in the property game and do
not want the cost, uncertainty, publicity, etc.
that goes along with foreclosure. Further, a
rush of foreclosures would swamp the market
with supply and artificially decrease the val-
ues. This is not a good result for the borrower,
the lender, or the jurisdiction. So what are the
potential solutions? Well, the only way to find
out is to contact your bank on a timely basis,
to find out what solutions they are willing to
offer.

A consistent theme of the banks’ public
comments is the willingness to work with
borrowers in the current economic environ-
ment. Timely open and upfront communica-
tion of difficulties in meeting obligations is
recommended.

By Richard Hobday
Senior Manager, KPMG in Bermuda



Soclal Media & Mobile Banking

A key trend in banking over the next few years will be the rising
popularity and capability of mobile banking and the use of social media.

hese are not easy times for today's
bankers. On the one hand, increased
regulatory pressure and public scru-
tiny is pushing the issue of trust to
the top of the business agenda and, the same
time, new technologies and customer prefer-
ences are forcing banks to adapt their business
models and evolve at an unprecedented pace.

Mobile has transitioned into a ‘must have’ for
many customer segments, thanks largely to
the proliferation of smart phones across the
global market and the ‘on the go’ internet ac-
cess they provide. With mobile internet usage
expected to exceed desktop internet use by
2014, mobile banking services will become
ever more important.

The widespread consumer adoption of social
media is also hard to ignore. More than 70%
of organisations operating around the world
are now active on social media, however, retail
banks seem to be lagging behind in its adoption.

A recent KPMG survey of 35 global banks
showed almost two-thirds believe that adoption
of social medial will grow to “medium adoption
in a fairly structured way" in the next two to
three years. Also, nearly 90% of respondents
used social networking to achieve customer
engagement, with the promotion of products/
services and the coverage of upcoming events.

Social media provides banks with a new means
of understanding their customers. Existing
modes of customer communication tend to
view customers in one dimension—as a bank
customer. In reality, however, customers are
multi-dimensional and motivated by a range
of different influences. Social media enables
banks to achieve a more holistic view of their
customers based on their social interactions,
and therefore allows banks to develop more
targeted approaches to new product promo-
tion, collect more valuable customer informa-
tion and create a better customer experience.

More than any other banking channel, social
media is all about customer experience. Cus-
tomers will expect banks to be more transpar-
ent in their interactions over social media. It
will also require banks to be open to criti-
cism—even encourage it—in order to provide
a better customer experience.

However, social media also presents a danger
where the actions of both customers and em-
ployees pose a reputational risk for banks. As
an example, in Brazil, clients recognised the
power of social media to motivate their banks
to provide faster, more responsive customer
service. Before long, banking customers were
not just tweeting about their complaints with
banks, they were posting photos and videos
too, creating a much larger impact and captur-
ing the imagination of friends and the general
public. As a result, social media has become a
significant risk for most Brazilian banks.

In response to the risk, Brazilian banks have
created departments dedicated to monitoring
and responding to social media conversations.
Brazil's banks are also starting to sharpen
their focus on security. In some cases, cyber
criminals have been targeting customers with
“phishing” attacks based on their interaction
with banks over social media. Criminals are
also starting to leverage the wealth of public
information available on many people’s social
media profiles to “engineer” passwords or pro-
vide positive identifications during call center
requests (common security questions include
names of first pets, primary school teachers, or
mother’s maiden names, all of which can eas-
ily be harvested from public profiles).

Brazil's banks' experience with phishing and
hacking attacks enabled by social media is
shared by banks around the world, including
here in Bermuda where banks have seen a rise
in cyber attacks, particularly phishing attacks.
Hackers are becoming increasingly persistent
and sophisticated, and as a result, so are most
of the security measures of banks. Those
banks that fall victim to attack will lose the
trust of their customers and those that are able
to demonstrate better, user-friendly measures
will benefit from their competitors’ loss.

Mobile banking is increasingly becoming the
focal point of the customer interaction strate-
gy of banks, driven by the changing demands
of customers. Early adoption of mobile bank-
ing was slow due to technological challenges,
limited standardization, fragmented com-
mercial efforts, and the lack of a sustainable
and trusted business model. However, mobile
financial services are experiencing a global

surge, especially in emerging markets.

Mobile banking allows customers to use mobile
devices to transfer funds, make inter-bank
mobile payments, make balance enquiries, re-
quest cheque books, pay bills, recharge mobile
phones, as well as a substitute for a multitude
of credit card and debit card transactions. The
automation of these processes significantly
increases the convenience for customers.

To date, banks have focused on developing

a mobile banking service that is secure and
offers an acceptable user experience. Going
forward, delivering an effective marketing and
sales capability through mobile banking chan-
nels will be crucial for banks around the world
to meet the new demands of customers who
are becoming increasingly portable.

The use of tablet devices also creates new
possibilities as product presentation becomes
more interactive and transparent. Banks will
be able to demonstrate and explain complex
products without face-to-face contact. As a
result, customers will become more indepen-
dent of branches and their employees. This
may lead to significant cost reductions for
banks depending on their size.

Banks' ability to present personalised, action-
able marketing messages in context has
turned the internet into a large and effective
sales channel. Banks with strong internet
banking propositions now sell a quarter of
their retail products this way, and the propor-
tion of sales are rising steadily year-on-year.
Therefore, as the mobile channel attracts
customers, it will need to earn its keep as a
revenue generator, as well as a service chan-
nel, by generating appropriate sales levels.

Institutions such as Bankinter in Spain have
shown how this can be done in a way that
makes sense for mobile, without destroying
the customer experience. In collaboration
with Amdocs Mobile Banking solutions,
Bankinter has built a cost effective customer
communication channel that allows custom-
ers to receive alerts, respond to targeted sales
offers, access, and manage their bank account
information through a mobile device.

Continued on page 19



BACKGROUND

The Bermuda banking sector is made
up of four banks of different sizes and
different levels and types of services,
the players being: Bermuda Com-
mercial Bank (“BCB”); Capital G Bank
Limited (“Capital G”); HSBC Bank
Bermuda Limited (“HSBC Bermuda”);
and The Bank of N.T. Butterfield & Son
(“Butterfield Bank”).

These differences make direct
comparisons difficult. This survey

is intended to highlight and discuss
trends in the sector and discuss some
of the common challenges market
participants face in the short term. The
financial analysis included herein is
for the five year period from 2007 to
2012. The source of all the financial
information is the audited financial
statements of each entity or calcula-
tions using such information.

The reporting periods for the banks
and their focuses have not been con-
sistent, and, as such, it is important to
consider the information below when
making comparisons:

BCB is the only bank in Bermuda to
primarily focus on lending to other
financial institutions. BCB's year end is
September 30 and its financial state-
ments are prepared in accordance
with International Financial Reporting
Standards (IFRS).

Butterfield Bank is listed on the Ber-
muda Stock Exchange and has a De-
cember 31 year end. Butterfield Bank
prepares its financial statements in
accordance with accounting principles
generally accepted in the U.S.

Capital G has a residential lending
focus and a December 31 year end,
but had a January 31 year end prior to
December 31, 2009. Capital G convert-
ed to IFRS during 2011 and restated
certain 2010 balances.

HSBC Bermuda is part of a large
global banking network. HSBC Ber-
muda has a December 31 year end
and prepares its financial statements
in accordance with IFRS.

All amounts disclosed are in thou-
sands (000’s) of Bermuda dollars.

KPMG in Bermuda

BANKING SURVEY

2012 OVERVIEW

The 2012 year in Bermuda banking was once again defined by the
low interest rate environment continuing to impact the ability to
earn revenues, coupled with the economic recession and related
credit impact. Bermuda banks have however proved resilient
despite the tough environment. For the second consecutive year
all four banks were profitable in 2012.

BALANCE SHEET

Although the discussion below is focused on
the assets of the banks, it is important to note
that the primary driver for the growth in the
balance sheet is customer deposits. Essen-
tially, for every dollar that a depositor places
with a bank, the banker must decide how
best to invest that dollar of cash. When doing
so the bank will consider such factors as risk,
return, and liquidity. Figure 1 indicates the
size of each of the bank’s balance sheets,
while Figure 2 indicates how these customer
deposits have been invested by the banks.

Butterfield Bank and Capital G have re-
mained very stable with regard to the level
and make up of total assets.

HSBC Bermuda's balance sheet has shrunk
by $1.6 billion since the end of 2011 due to an
outflow of funds held at December 31, 2011.
The outflow of deposits was settled primarily
through realisation of financial investments,
primarily treasury bills, as indicated by the
significant decline in this asset category.

Figure 1: Total Assets

BCB, comparatively, has shown some growth
stemming from the bank’s profit, as well

as unrealised growth in their investment
portfolio. Looking at the composition of BCB's
assets there has been a slight shift in the
composition, with a higher proportion in-
vested in financial investments than the prior
year. Management attributes this shift to the
re-allocation of funds into longer term assets
in line with the lengthening of their customer
deposit maturity.

Figure 3 shows the gross customer loans to
customer deposits ratio for each of the banks
actively involved in lending. The ratio indi-
cates that Capital G is most highly invested
(80%) in loans to customers. The results of
this strategy are evident in the interest mar-
gins (Figure 4), where Capital G comfortably
exceeds the interest margins earned by their
competitors. The ratio is also a key measure
of risk, as loans to customers are typically
long dated, while deposits are payable on
call, causing a liquidity mismatch which is
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common to community banks. Figure 2: Composition of Total Assets

HSBC Bermuda Butterfield Bank Capital G

Otrr, 50871 Other, £4.178

PROFITABILITY

Looking at interest margins extending back
to 2007, pre the financial crisis, the severe
impact of the low interest rates is clearly
evident. Some of this sharp decline is due to
the historically low interest rates, while an
element can also be attributed to change in
investment strategy as the banks inevitably
trend towards more liquid, lower risk, lower
return type investments in the wake of the
financial crisis, and in order to react to regu-
latory pressures. These challenges are not
unique to Bermuda, but rather are common
to the banking industry globally.

Loans 1 customers,
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Figure 3: Gross Customer Loans to Deposits Ratio

Firancial
investments
737,271
Loans 1o other
banks, 38,751

To combat the lower net interest earned, the
banks have a few options available to them:
find other sources of revenue or develop new
products; implement sustainable cost sav-
ings; and invest in higher returning assets
(this comes at a trade off of increased risk).

050

0.80

Both HSBC and BNTB pointed to sale of non-
core subsidiaries and “streamlining” of opera- 070
tions as strategies implemented in 2012.

Capital G were able to grow their revenues
slightly while keeping expenses fairly stable
year on year.

050

BCB have sought to expand their corporate 0.40
and trust services business through the

amalgamation with Paragon Trust Services 030
Limited and Charter Corporate Services

Limited. Their headcount also increased from 0.20
49 employees at September 30, 2011 to 69

at September 30, 2012 partly as a result of 010
the acquisitions, and partly due to growth in

their banking division. 0.00

As depicted in Figure 5, the overall profitabil-
ity of the Bermuda banks has suffered since
2007. This is partly due to the low interest rate
environment, and partly due to credit losses.
HSBC, Butterfield Bank and Capital G continue 3.00
to be negatively impacted by loan impairment

charges. BCB, who are not actively engaged in

HSBC Bermuda Butterfield Bank Capital G

Figure 4: Total Interest Income as a Percentage of Net Interest Before Credit Losses

2.50
lending, have achieved a comparatively better
return on equity in the past two years.

2.00
With no real indication that interest rates are
on the increase, or that the economic tides

1.50

in Bermuda are improving, profitability will
likely remain under pressure in the foresee-
able future. The additional costs associated 1.00
with the regulatory changes such as FATCA,

and deposit insurance, may also have a toll

on profitability going forward. 050
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Figure 5: Net Profit as a Percentage of Equity
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Figure 6: Impaired Loans as a Percentage of Gross Loans
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Figure 7: Impairment Expense as a Percentage of Gross Loans
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activities, all showed a marked increase

in impaired loans—that is loans that are

not performing. This increase is driven by
increased loan defaults due to the economic
downturn as evidenced in the negative
change in GDP, and increasing unemploy-
ment rates. A shrinking of the population has
also resulted in significant decreases in rental
incomes which has had an impact on home
owners’ ability to service their debts.

Coupled with the increase in impaired loans,
we have also seen property valuations take

a significant tumble. In the absence of evi-
dence of the ability of the borrower to repay
secured loans, banks typically use the value
of the collateral held as security to measure
the amount of impairment. This means

that many of the same factors leading to an
increase in defaults, simultaneously leads to
an increase in the loss on default. The net
effect is a considerable increase in impair-
ment losses over the past few years. HSBC
Bermuda management attributed the sig-
nificant uptick in their loan losses in 2012 in
a large part to “material and connected real
estate loans in North America”. Also, looking
back at Butterfield’s 2009 and 2010 results,
the large losses were attributed to a few indi-
vidually significant commercial exposures in
the hospitality sector.

A consistent theme of the Banks’ media com-
ments was the willingness to work with borrow-
ers in the current economic environment. This
is also evident when one looks at the foreclosed
assets in each of the portfolios. The amount of
foreclosures relative to the delinquent loans is a
clear indication that banks are willing to work
with borrowers and treat foreclosures as a last
resort. This is clearly in the best interest of the
banks and the jurisdiction.

CAPITAL ADEQUACY

The three major objectives of the regulator
are to: protect the depositors; reduce the
systemic risk of disruption to the economy in
the event of a banking failure; and reduce the
risks of banks being used for criminal activ-
ity, such as money laundering.

We have already discussed, in an earlier
article, implementation of deposit insurance,
which is one of the strategies adopted by the
Bermuda Government to protect depositors.
This is however, a back-up plan in the event
of a banking failure, and, as everyone knows,
prevention is better than the cure.

In order to monitor the financial health of the
Island’s banks, the BMA currently adopts the
Basel Il approach to capital adequacy. Basel



II allows the BMA the ability to set minimum
regulatory capital requirements for each
bank, as well as monitor their adherence

to these minimums on an ongoing basis. It
also requires each Bank to disclose informa-
tion about their capital, risk exposures, risk
assessment processes, and capital adequacy.
These disclosures allow informed market
participants to gauge the capital adequacy
of the banks. These disclosures are known
as the Capital and Risk Management Pillar III
disclosures, and are available on the websites
of each of the four banks in Bermuda.

Despite the difficult times the capital ratios of
the banks remain strong, exceeding interna-
tional standards (International Basel II Tier

1 minimum capital requirements are 8%). It
should be noted, as it has been in prior years,
that the BMA does require Bermuda based
banks to maintain a premium above the inter-
national standards in order to compensate for
the concentration risk associated with lending
in the Bermuda market.

Capital adequacy and risk management will
continue to be closely monitored by regulators
worldwide in the lead up to the implementation
of Basel IlI, which is designed to strengthen
bank capital requirements by increasing
bank liquidity and decreasing bank leverage.

Social Media &
Mobile Banking

Continued from page 15

Mobile banking is still in its early adoption
phase, and a large section of the population
remains concerned about security and fraud
risk. Banks will need to tackle these percep-
tions. Equally, as mobile becomes more main-
stream, banks must work hard to stay ahead
of the fraudsters by providing ever stronger
protection. New methods will be needed that
do not compromise the experience.

On the upside, mobile devices can play a key
role in security by supporting out-of-band au-
thentication in a multi-channel environment.
For instance, alerting has already become a
useful tool in reducing the impact of compro-
mised cards and online banking credentials.

Mobile banking is expected to gain traction in
Bermuda soon, due to the significant invest-
ments being made by the industry in enhanced
technology. As the world continues to see
development and growth in mobile devices,
Bermuda banks are expected to follow suit to
maintain their competitiveness in the industry.

Figure 8: Basel Il Tier 1 Capital Ratio
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Figure 9: Equity as Percentage of Total Assets
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Security measures for consumers
With the increase in social media activity and
potential mobile banking opportunities here
in Bermuda, consumers must also understand
the security risks involved and their related
responsibilities. While mobile banking and
social media interactions are intended to
improve their customer experience and offer
greater convenience, they could represent ad-
ditional areas of risk for personal information
to be stolen and fraud.

Consumers are reminded of the following
preventative measures:

1. Create strong passwords for online ac-
counts that include capital letters and special
characters.

2. Limit sharing of personal information on
social media.

3. Ensure different passwords are kept for
different accounts to prevent hackers from
hacking into multiple accounts with the same
password.

4. Never provide your password to any re-
quests via email even if they look like they are
legitimate sources (e.g. your bank). Banks will

never ask you to reconfirm your login or pass-
word via e-mail by clicking on a link. If you are
unsure, call the bank through their direct line
and confirm the legitimacy of the request.

5. Ensure you have an up-to-date anti-virus
software installed on your computer.

Banks continue to increase security measures
to counteract the information technology
security risks related to new technologies,

like social media and mobile banking. But
consumers are reminded that they play a key
role in minimising the risks and need to re-
main vigilant and take appropriate actions to
personally prevent loss of personal information
and fraud.
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By James Berry
Managing Director, KPMG in Bermuda
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