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Executive Summary

The offshorefinancial center (OFC) program launched in July 2000 is addressing
potential vulnerabilitiesin financial systems by identifying gapsin supervision and
improving the cover age of statisticson the activities of OFCsin financial markets. The
assessment component of the program has focused on jurisdictions with significant financial
activity and few previous assessments of standards, subject to the agreement of the
jurisdiction, while the statistical component has concentrated on extending the coverage of
the Coordinated Portfolio Investment Survey (CPIS).

The OFC program has gained momentum in the last 12 months. Staff has now

assisted in 12 Module 1 assessments, conducted 10 Module 2 and FSAP assessments, and
scheduled a further 20 Module 2 assessments under its 2002 program. Three Module 2
assessments have been published. STA missions and seminars have resulted in participation
in the end-2001 CPIS by 23 OFCs, including 17 small economies with international financial
centers, compared with participation by only 4 OFCs, including 1 small economy, in the
survey for end-1997.

The OFC assessment program consists of identifying gapsin national and global
supervisory and regulatory networ ks, promoting actions by jurisdictions, and providing
astructurefor planning and delivering the technical assistance, to addressthe gaps.

The assessments have typically found that:

. In banking supervision there were weaknesses in anti-money laundering (AML)
measures, independence of the regulator, and onsite and offsite surveillance; cross-border
sharing of information was generally satisfactory or improving;

. I nsurance supervision, which has until recently been accorded low priority, was
weak in market conduct, on-site inspection and, in some cases, information sharing, and
cooperation; and

. Jurisdictions have only recently begun to focus on regulatory and supervisory issues
in the companies and trusts sectors.

The assessments also commented on the following issues common to all sectors:
. AML regimes frequently elicited recommendations for improved legal frameworks;

. Jurisdictions’ supervisory capabilities, especially for ongoing supervision, were found
to be constrained by the high costs and shortages, of skilled and experienced staff; and

. Cross-sectoral infor mation sharing arrangements were found to require significant
enhancement.

Countries have in some cases moved rapidly to correct deficienciesidentified in the
assessments by, for example, strengthening laws, conducting AML training programs,
and exiting activity which it isnot cost-effective to supervise. However, substantial work
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is still required from the jurisdictions, the international institutions, and the standard settersin
fulfilling the objectives of the program:

. Jurisdictions should continue to focus on upgrading their legal, regul atory, and
supervisory systems, considering exit from OFC activities whereit is not cost effective to
meet international standards; and prioritizing the areas highlighted above;

. The program haselicited considerable demand for technical assistance;
coordinated input from the Fund, other technical assistance providers, and donorswill be
crucia to satisfying ademand that is growing with completed assessments,

. Standar ds setter s should move forward with their work to develop standards for the
oversight of company and trust service providers, and advance their discussions on the
treatment of bearer sharesto help guide the assessments; and

. The Fund could complete the assessment program in its present form by end-2003.
The outreach program on statistics found that:

. Data on asset holdingsin OFCs can be collected from the better regulated
sector s, especially from banks, and to alesser extent insurance companies and mutual
funds; little or no data are available for other corporations (and trusts). There are severe
constraints on data collection due to the lack of resources.

. The expanded Coordinated Portfolio I nvestment Survey (CPIS) is expected to
improve under standing of global capital markets and to improve balance of payments and
international investment position statistics.

In 2002, the Fund will upgradethe CPISto an annual basis, work to fill gapsin sectora
coverage, and seek to increase the number of participating jurisdictions. Work will also be
undertaken to update international statistical guidelines on OFC issues and make better use of
industrial country information on counterparty OFCs.
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I. INTRODUCTION

1. In July 2000, the Executive Board supported the initiation of a program for offshore
financial centers (OFCs) in the context of the Fund’ s responsibility to help members® identify
and reduce vulnerabilities from weaknesses in their financial systems.? Inadequate financial
supervision and the inability to carry out comprehensive risk analysis because of alack of
reliable data create possible risks for financial stability. Assessments with appropriate follow-
up can reduce potentia financial vulnerabilitiesin the jurisdictions and in the international
financial system. More comprehensive statistical coverage of OFCs' financial activities can
improve monitoring and analysis of international finance.

2. As agreed by Executive Directors, the assessment component of the OFC program is
primarily concerned with assessing financial regulation and supervision in OFCs, including
AML and countering the financing of terrorism.® It provides the basis for technical assistance
to address the shortcomings identified in supervisory systems and AML regimes.

3. In line with the Executive Board' s support for an intensified effort to improve
coverage of statistics in OFCs, the statistical component aims to encourage wide participation
in the Fund’ s Coordinated Portfolio Investment Survey and in the Bank for International
Settlements’ (BIS) international locational banking statistics, and to help OFCsimprove their
national macroeconomic statistics. Both the Coordinated Portfolio Investment Survey and the
BIS locational banking statistics contribute to identifying the role of OFCsin global finance
and in the links between OFCs and potentially vulnerable economies.

4, This paper summarizes findings and lessons from the OFC assessments
conducted to date, and discusses plansfor the assessment program. It also reviews
progressin the statistical program to encourage OFC participation in international
data collections and upgrade their macroeconomic data. The following Section |1
describes the geographic, sectoral, and thematic scope of the assessments. Section |11
describes the principal results of the assessmentsin terms of sectoral findings, and issues
raised by the assessments, including the cross-sectoral findings on: AML regimes,
supervisory resources, and cross-border information sharing and cooperation. Section 1V
considers follow-up actions by the jurisdictions and technical assistance. Section V discusses
the future of the assessment work in the light of the lessons staff have learned. Section V1,
the first to center on the statistical component of the program, reviews the effort to encourage
participation by small economies with international financial centersin international
statistical collections. Section V11 assesses the adequacy of partner country statistics on
financial flows and positions with these economies. Section V11 discusses the adequacy of

! Dependent territories of members would be covered by virtue of their relationship to the
member; the Fund provides policy advice and technical assistance to nonmembers.

2 For the background to their discussions and decision see BUFF/00/98 of July 14, 2000, and
SM/00/136 of June 23, 2000.

% See BUFF/00/98 and BUFF/01/176 of November 14, 2001.
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macroeconomic statistics of small island economies with international financial centers.
Section IX concludes with STA’s planned program for work with selected OFCs on statistics.
The appendices provide additional detailed and supporting material on the two components
of the OFC program.

[I. THE ASSESSMENTS

5. The OFC program assesses supervisory and regulatory arrangementsrelevant to
reducing potential vulnerabilitiesin the jurisdiction and internationally. In most cases, this
involves assessment of banking supervision and AML measures. Supervision or oversight of
insurance, securities, and the companies and trusts sector are al so assessed where relevant.

6. The program envisaged a sequenced process of assessments organized by modules
(Box 1) that allowed for the results of Modules 2 and 3 to be published with the agreement of
the jurisdictions. In prioritizing jurisdictions for assessment, the staff has focused on two
factors: whether the country’ sinternational financial activity is significant, and whether
supervisory standards have previously been assessed.* The effective conduct of assessments
depends on reaching agreement with the jurisdictions contacted. Following Module 1
assessments, jurisdictions have exhibited a preference for delaying the publishable Module 2
assessments in order to receive technical assistance to upgrade their AML and prudential
supervisory systems, resulting in some delay in the pace of publishable assessments.

Box 1. OFC Assessment Modules

The OFC program envisaged a step-by-step sequence of assessments, organized as increasingly comprehensive
modules (see SM/00/136):

Module 1: self-assessment assisted by a staff member or consultant,

Module 2: stand-alone assessment by a team of specialized supervisors of jurisdictions’ supervisory and
regulatory practices assessed relative to the standards determined by the Basel Committee, the International
Association of Insurance Supervisors (IAlS), and the International Organization of Securities Commissions
(10SCO),

Financial Sector Assessment Program (FSAP) (or Module 3, for nonmembers in the OFC context):
comprehensive vulnerability assessment which could incorporate the results of the principles assessments

* Some of the most significant OFCs are British Crown Dependencies and Overseas
Territories which were assessed in the UK-commissioned studies, Review of Financial
Regulation in the Crown Dependencies, 1998, by A. Edwards (Edwards Report), and Review
of Financial Regulation in the Caribbean Overseas Territories and Bermuda, 1999, by
KPMG Peat Marwick (KPMG Reports).
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7. Staff has now assisted with 12 M odule 1 assessments, and conducted 10 M odule
2° and FSAP® assessments. The majority of the assessments have been carried out for
Caribbean and Central American and European jurisdictions, with two assessmentsin the
Asia-Pacific region (Tables 1 and 2 below). Three assessments (for Cyprus, Gibraltar, and
Panama) have been published; the remaining seven are going through the Fund’ s internal
review process with possible publication dates varying between two and four months.

® Three of the jurisdictions with Module 2 assessments had previously had Module 1
assessments, so later discussion reflects the results of at most 19 jurisdictions.

® FSAPs to non-industrialized countries are conducted in cooperation with the World Bank.



Table 1. Status of Offshore Financial Center Assessments

Type and Status of Assessment

Module 2
Jurisdiction Module 1 2001 2002 2003
Africa
Seychelles scheduled”
Asiaand the Pacific
Cook Idands scheduled
Macao SAR review?
Malaysia (Labuan) scheduled
Marshall Islands scheduled
Nauru planned®
Niue completed planned
Palau scheduled
Samoa scheduled
Vanuatu scheduled
Middle East
Bahrain 7/ planned
Europe
Andorra completed review
Cyprus published
Gibraltar published
Guernsey scheduled
Ide of Man scheduled
Jersey scheduled
Liechtenstein scheduled
Monaco completed scheduled
Western Hemisphere
Anguilla scheduled
Antigua and Barbuda completed planned
Aruba completed review
Belize comments”
Bermuda scheduled
British Virgin Islands scheduled
Cayman Idlands scheduled
Dominica completed planned
Grenada completed planned
Montserrat scheduled
Netherlands Antilles completed underway®
Panama completed  published
St. Kitts and Nevis compl eted planned
St. Lucia completed planned
St. Vincent and the Grenadines completed planned
The Bahamas underway
Turks and Caicos Islands scheduled

Notes: 1/ Calendar year of the assessment mission(s)

2/ review = assessment is undergoing the Fund's internal review

3/ comments = awaiting comments from authorities.

4/ scheduled = either a date or month has been agreed with the authorities

5/ underway = first mission has taken place

6/ planned = scheduling is under discussion or to be discussed with authorities.

7/ As Bahrain has had a Basel Core Principles Assessment in 2000 before the start of the OFC
program, the scope of the assessment is under discussion.
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Table 2. Status of FSAPs in Countries with International Financial Centers

Y ear of Assessment Mission 1/

Jurisdiction 1999 2000 2001 2002 2003

Africa

Mauritius planned®
Asiaand the Pecific

Hong Kong SAR scheduled®

Singapore planned
Middle East

Lebanon completed

Morocco underway”
Europe

Ireland ¥ completed

Luxembourg review?

Malta planned

Switzerland review

United Kingdom underway
Western Hemisphere

Barbados planned

CostaRica review

Notes: 1/ Refersto calendar year; FSAP scheduling is subject to change.
2/ review = Bank’ /Fund'sinternal review process

3/ scheduled = either a date or month has been agreed with the authorities.
4/ underway = first mission has taken place.

5/ planned = scheduling is under discussion or to be discussed with the authorities.

6/ Both Ireland and Lebanon had FSAPs before the start of the OFC program. The FSAP for Lebanon, which
isaregional financial center, was updated in 2001. Results of the core principle assessments of these 2
jurisdictions are not reflected here.

8. Following the November 2001 Board discussion that developed an Action Plan on
AML/CFT,’ the staff has accelerated the OFC assessment program. Twenty-two jurisdictions
have been contacted for Module 2 assessments, and four jurisdictions are discussing or
scheduling FSAPs. Jurisdictions are in general cooperating in attaining the goal of 20 Module 2
or FSAP assessments in 2002 (Section V).

IIl. RESULTSOF THE ASSESSMENTS

0. Thisdiscussion of the findings from the assessments takes account of Module 1,
Module 2, and FSAP assessments, with more stress being placed on the Module 2s and FSAPs,
which include detailed core principles assessments and are reviewed internally. While Module 1
self-assessments are prepared with the assistance of a consultant or staff, sectoral standards are

" See BUFF/01/176, November 14, 2001.
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not assessed in detail. The jurisdictions and sectors assessed® are listed in Appendix V1 Tables 8
and 9. The financial structures of the jurisdictions are sketched in Appendix VI Tables 10 and 11.
This section summarizes the main findings of the assessments.

A. Findingson Regulatory and Supervisory Systems

10.  Of the 19 jurisdictions considered here, 11 have incorporated offshore banks and
insurance companies under distinct legislation that, in general, provides for an international
license permitting business only with nonresidents, and only in foreign currencies. Despite these
legidlative differences, in 15 of the jurisdictions the banking supervisor is responsible for both
the domestic and offshore sectors. Five of the jurisdictions do not require banks to have a
physical presence. Several jurisdictions aso had international insurance legislation but had few
companies licensed under the relevant laws. In addition, most OFCs allow for the registration of
international business companies (IBCs) and exempt companies, which can conduct both
licensed® and unlicensed financial business.

11. Therewassignificant variation in the scope and quality of oversight and supervision
acrossthe sectorswith banking being the best or ganized, and companies, trusts and their
service providerstheleast structured.’® Experience to date appears to confirm initial
understandings with regard to quality of supervision.** Supervisory systems are better where
domestic and international institutions share the same prudential supervisor, where the center has
been long-established, and where per capita GDP is higher. Thereis generally better supervision
of banking which, since the 1980s, has been receiving increasing attention in the domestic
market, even in small, poor economies. To the extent that the international sector shares the same
supervisor, it aso benefited from improved supervisory practices. Jurisdictions whose offshore
or international banking facilities were set up in the 70s, 80s, or before, aso had markedly better
supervision than countries where these facilities have been established more recently, reflecting
the time required to develop supervisory systems. However, with increasing international
pressure for improved supervision, or the regulatory requirements of EU accession, countries are
revising their laws and systems.

8 While Andorraislisted in Table 1, information from its Module 2 assessment is not reflected in
the following discussion, since the Module 2 mission has only just been completed.

® For businesses which require alicense, banking, for example, the IBC legislation is typically
superceded by the legidation for the regulated entity.

191t should, however, be emphasized that the oversight of company service providers does not
occur outside of OFCs, and there are no accepted standards on whether and, if so, how, they
should be regulated.

1 Although the current sample does not include the major OFC jurisdictions.
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Banking supervision

12.  TheBasa Core Principles (BCP) assessments™ indicate that the areaswhere
compliance tends to be weakest are: money-laundering risk (discussed below), independence
and resources, supervision of market risks management, and onsite and offsite supervision (see
Table 3)*2 The main weaknesses found were as follows.**

. Independence and resour ces of the supervisor and related issues: Government’srole
in the supervisory agency, and, in some cases, the government’ s legislative authority to
determine even prudential regulation, were cited. While this did not always interfere with
supervisory operations, heads of supervision did not have sufficient security of tenure, and, in at
least one case, the minister assumed too great arolein decisions. Lack of resources was a
virtually universal problem (see below).

. Licensing and supervisory approval for changesin ownership structure or
organization: The role ministries play in licensing banks was the major shortcoming. In some
small, recently-established jurisdictions, supervision and promotion of financial services are sited
in the same agency with resulting conflicts of interest in licensing.

. Supervision of bank policies and proceduresregarding risk: The shortcomings here
related to inadequate monitoring of compliance with procedures, reflecting insufficient staff
resources, excessive dependence on quantitative risk indicators, rather than qualitative
evaluation, and alack of, or unsatisfactory prudential guidelines on, risk were also found. The
lack of comprehensive risk management was a widespread issue.

. M ethods of ongoing supervision: There was a very general need for improvement in on-
and off-site supervision for which both staff resources and tools, such as manuals, were missing.
Lack of authority for consolidated supervision and the domestic sharing of information were also
cited.

12 Since the sample of detailed assessments (Module 2 and FSAPs) is small, apparent outliers
(relative to both Module 1 and detailed assessments) are not highlighted here.

3 In asmall proportion of jurisdictions shortcomings were also found in the legal framework,
enforcement powers, licensing, investment criteria, credit policies, additional areas of risk
management, consolidated supervision, and accounting. Results were similar in the less-
structured framework of the Module 1 assessments where deficiencies were found in licensing
and methods of ongoing supervision such as procedures for off- and on-site surveillance.

% For more details, see Appendix | and Appendix V1, Table 12.
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13. Thegeneral degree of compliance with the BCP is comparableto early experience
with assessments of banking supervision (see Table 4).* Individually, seven out of nine
jurisdictions were compliant or largely compliant with at least 22/25 of the BCP.'® Nevertheless,
the shortcomings in some basic features of supervision in the OFCs, particularly those related to
ongoing supervision, risk monitoring, and AML can have wider significance from a prudential or
market integrity viewpoint. Without effective inspection, supervisors are unable to properly
monitor whether regul ations are being observed, identify potential problems, and obtain
independent verification of reporting.

Table 3. Basel Core Principles for Banking Supervision: Areas of Weakness

Principles with which Jurisdictions are either Materially Noncompliant or Noncompliant 1/

4/9 Jurisdictions 3/9 Jurisdictions 2/9 Jurisdictions

Money laundering Independence and resources Legal framework

Market risks Enforcement powers
On-site and off-site supervision Licensing

Investment criteria
Credit policies

Country risk

Other risks

Consolidated supervision
Accounting

Notes: 1/ Each section indicates the principles with which the stated proportion of jurisdiction fail to be
compliant.

15 9M/00/77 of April 12, 2000, which reviewed two years experience with BCP assessments,
noted that, paragraph 22, “ The results of the assessments analyzed show that compliance with the
majority of individual BCPsis far from satisfactory”.

1® One jurisdiction was an outlier with compliance in only 4 principles because of the absence of
consolidated regulation; another was compliant with 18 of the 25 BCP. This takes account only
of jurisdictions where the BCP was assessed in detail.
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Table 4: Profile of Overall Compliance with 25 BCPs

Number of BCPs with 26 Initia Countries 9 Financial Centers
Weak Compliance Number Proportion Number Proportion

20-25 0 0 1 11

14-19 6 23 0 0

10-13 6 23 0 0

6-9 9 35 1 11

0-5 5 19 7 78

Source; Detailed assessments and Table 2 in SM/00/77, April 12, 2000, Experience with Basel Core
Principle Assessments

I nsurance supervision

14. Therewerefewer detailed assessments of the insurance sector supervisory
arrangements and thel AlS Core Principles. Thisreflected the smaller size of the insurance
sectors in relation to banking, especially in the international sector, and that jurisdictions had
only recently begun to focus on their insurance supervision. Several jurisdictions were in the
process of reforming their insurance laws and arrangements for both domestic and international
activity. In some jurisdictions, although there was no formal assessment of observance of the
IAIS Core Principles, an informal evaluation was made of the supervision. These discussions
suggested shortcomings similar to those found in the detailed assessments. Generally, the
Module 1 assessments found deficiencies similar to those identified in the Module 2 and FSAP
assessments (see Table 5).

Table 5. 1AIS Core Principles for Insurance Supervision: Areas of Weakness

Principles of which Jurisdictions are Materially Nonobservant or Nonobservant

3/6 Jurisdictions 2/6 Jurisdictions
Market conduct Corporate governance
On site inspections Internal controls
Reinsurance
Coordination and cooperation

Source; Detailed Assessments of Observance
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15.  Observance of the Al Sinsurance core principles (ICP) was less satisfactory than
for the BCP assessments. Three of the six jurisdictions assessed were nonobservant of market
conduct, and on-site inspections; two or more had weaknesses in corporate governance, internal
corilgrol S, reinsurance, and coordination and cooperation. The weaknesses identified were related
to:

. I nsufficient supervision of market conduct resulted from alack of rules or codes of
conduct, failure to oversee insurance brokers, and alack of resources for monitoring;

. On-siteinspection suffered from unstructured visits and insufficient resources;

. Cor por ate gover nance requirements were not established by the supervisor, or their
observance was not verified,

. Internal controls of insurance companies were not adequately overseen because the
supervisor lacked the legislative authority or did not set guidelines.

. Reinsurance carried by insurance companies was not adequately reviewed by the
supervisor; and

. Coordination and cooper ation among super visor s suffered from alack of information
exchange, either domestically or internationally, because formal procedures or legidative
authority was lacking.

16.  Generally, the degree of observance of the ICP was broadly similar to the general group
of countries assessed relative to the ICP under the FSAP, as Table 13 illustrates.

Securitiesregulation

17. A full-scale assessment of the IOSCO principlesof securities regulation was done for
only three jurisdictions, reflecting the fact that many of the jurisdictions do not have securities
markets, or have only very small markets. Therefore, the findings on the IOSCO principles are
not reported. However, securities regulation was informally assessed where relevant, and those
discussions are also summarized here. The securities arrangements regul ated were collective
investment schemes or investment fund management, both often being run by banks, with the
oversight carried out by the banking supervisor. Independence of the regulator, and lack of
staffing resources, experience and skills in securities market regulation, were identified as areas
of concern. A further problem was the lack of legislative provisions for sharing information, or
the fact that the laws set limits on the ability of the supervisor to share information. In smaller
jurisdictions assessed, there were sometimes mutual funds in the offshore sector that were not
subject to oversight.

7 For more details see Appendix 11 and Appendix VI, Table 13.
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B. IssuesRaised by the Assessments

18. In conducting the assessments, staff has noted the issuesthat require more attention
on the part of jurisdictions, standar d-setters, and the international financial institutions
(IFI). Jdurisdictions and the international financia institutions will need to focus their work, and
technical assistance, respectively, on areas of weakness highlighted by the assessments: AML
regimes, supervisory resources, and cross-sectoral, cross-border supervisory cooperation. In
addition, there are activities and features of offshore markets which have elicited warnings, but
where there are few internationally accepted standards to guide advice: these include the
oversight of company and trust service providers, and the stance to be adopted with respect to
bearer shares, and the advice to be given on physical presence. These three are issuesin the OFC
context because of their possible association with market integrity issues.

Weaknessesin AML

19.  Theinitia assessments reviewed AML issueslargely in accordance with principles, or in
the framework, drawn from the sectoral standard setters. the Basel Committee, the IAIS and the
IOSCO, and informal reference to the Financial Action Task Force (FATF) recommendations. In
April 2001, the Board of the Fund endorsed the development of a new methodology to intensify
the focus on AML elements. In October 2001, the Fund piloted implementation of a draft
Fund/World Bank AML Methodology Document for use in FSAPs and OFC assessments, and in
November 2001 the Board requested expansion of that methodology to include aspects relating
to combating the financing of terrorism, and legal and institutional frameworks. In

February 2002, an expanded draft Fund/World Bank AML/CFT Methodology became available
for assessments.’®

20. In all thejurisdictionsassessed, an AML legal and regulatory framework isin place
for at least some of the financial services sectors. Generally, the banking, insurance, and
securities sectors are covered by AML legidlation and are supervised by aregulatory authority.

In some countries other sectors may also be subject to AML requirements and regulatory
oversight.

21. In only five of the nine countries whose supervisory standar ds wer e assessed by a
Module 2 or FSAP, was banking sector supervision found to be compliant or largely
compliant with BCP 15 on anti-money laundering. More frequent on-site inspections, and
more resources for supervision were common recommendations. There is a notable exception:
one country has been so traumatized by blacklisting that 20-30 percent of its onsite banking
examiner resources are dedicated to AML.

22. Six of the nine countries had financial intelligence units (FIUs), four of which are
member s of the Egmont group of FIUs. Anissueraised in several assessments was the scarcity
of suspicious transactions reports. In response, assessors advised more training to increase
awareness of AML requirements among employees, more objective criteriafor transactions

18 See BUFF/01/176.
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subject to reporting requirements and, in one country, building better trust between financial
ingtitutions and law enforcement agencies. In several instances, better sharing of information
among domestic and foreign supervisory agencies, and FIUs was recommended.

23. Improvementsto thelegal framework on AML were frequently recommended. For
example, in some countries it was recommended that the law be amended to be more inclusive
by, for example, criminalizing the laundering of all assets, not just money, gold and securities; or
including other financial institutions, such as money changers and foreign exchange companies.
Other recommendations concern improving the know-your-customer rules by, for example,
amending the law to define satisfactory evidence of identity.

24.  Several recommendations were made to strengthen the rules gover ning, and
oversight of, corporate service providers. All of the countries had offshore corporate entities
which generally are not subject to active supervision, but may be governed by some AML legal
requirements. Recommendations included the advice that customer due diligence regul ations
should be extended to CSPs, including lawyers and accountants.

25. Assessors found the authorities ailmost uniformly highly cooperative and cognizant of the
importance of appropriately addressing AML issues or deficiencies.

I nadequate supervisory resour ces

26. Resour ce constraints wer e encountered in all thejurisdictions assessed, especially
with respect to the numbers, skills, and experience of the staff to conduct on-site and off-
siteinspections. Even where there was well-qualified staff overal, additional analytical and
enforcement staff needs were noted, although training programs were sometimes in place. In one
particularly acute case, some 40 banks were supervised by an agency with four professional staff,
including only one bank supervisor. Staff shortages were especially marked in insurance
supervision, reflecting in part the fact that insurance supervision tends to be located in the
Ministry of Finance, and financed from the general budget and priority may not have been
attached to it. Rising costs of recruiting and retaining staff has strained the budgets of agencies,
requiring in some cases transfers from the government to supplement the supervisory budget,
together, in one case, for plans to change fee regulations. In European jurisdictions where there is
atradition of using auditing firms to supplement official staff, more formalized quality oversight
of their work was called for.

27.  Theassessmentsnoted that asthe necessary legidative changes are made to meet
inter national standards, and supervision improved, the supervisory requirementswill grow
in all sectors, particularly the insurance and companies and trusts sectors. Apart from the
inspection weaknesses noted earlier, the lack of skilled staff can lead to poor licensing
procedures and ineffective enforcement. The supervisory needs are greater where the jurisdiction
is the home supervisor. Among the proposals to address the shortages of resources in supervision
are (i) the harmonization of the supervision of domestic and international sectors, although this
will in many cases also require an upgrading of staff, since domestic supervision also required
improvement; (ii) where appropriate regional institutions exist, some small jurisdictions can
choose to share aregional supervisor, allowing for the pooling of resources and focused
technical assistance; (iii) in some cases where earnings from the sector seem unlikely to justify
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increased expenditure on supervision, jurisdictions were advised to consider exiting from the
activity. (One small jurisdiction has taken the assessor’ s advice and exited from a sector of its
offshore business); and (iv) in the longer term, by increasing the volume of training programs for
Supervisors.

I nfor mation-sharing and cross-border cooperation

28.  Theassessmentsindicate that cross-border infor mation sharing hasimproved in
banking. However, difficultiesremain with the cross sectoral sharing of information. Box 2
discusses factors that explain the importance attached to information-sharing and cross-border
cooperation in international finance. In banking supervision, the improving level of cooperation
isillustrated by the assessment of full compliance found in eight of the nine jurisdictions
assessed. In insurance supervision, of the six jurisdictions assessed for observance of the ICP,
two were materially nonobservant of the principle of Cooperation and Coordination. While some
jurisdictions were in the process of addressing this deficiency through AML legislation,
problems remain for prudential supervision. For example, where there are separate supervisory
bodies for insurance they may have no legal basis to establish memoranda of understanding
(MOUs) for information sharing. Nor isit clear whether cross-sectoral information exchange can
always be accomplished cross-border.

29. Many jurisdictions consult supervisors in other jurisdictions for licensing purposes and
have good working relationships with external supervisors, and most of the larger jurisdictions
allow home supervisors of foreign banks to do on-site inspections. In two cases, information
could not be exchanged with respect to individual deposits mainly because of legal constraints on
access to account information. Several jurisdictions had MOUs or mutual legal assistance treaties
(MLATS) in place with jurisdictions with whom they had important ties, but in some cases the
exchange of information about companies required a court order. Arrangementsto facilitate
exchange of information with securities regulators and insurance supervisors were often found to
be inadequate. Addressing these shortcomings would often require amendments to applicable
legislation.
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Box 2. Cross-Border and Cross-Sectoral Exchanges of Information

Cross-border exchanges of information are central to al the international regulatory standards that have been developed in recent
years, but have been advanced the most by the Basel Committee in the context of the consolidated supervision of international
banks. The issue has been very closely linked to transparency of market information and cross-border cooperation, and historical
weakness in these areas has brought particular criticism upon the OFCs by bodies such as the FSF and the FATF. The greater
focus on measures to counter money laundering and terrorist financing has increased the pressure to implement effective cross-
border cooperation and information exchange mechanisms.

Infor mation sharing isrequired at two levels: administrative and judicial. The former is necessary primarily to assist the
regulatory agencies to carry out their responsibilities with respect to prudential oversight and regulatory investigations. Judicial
cooperation may be required for the purposes of both criminal investigation and prosecution, and is usually governed by specific
statute or treaty (e.g., legislation on international cooperation in criminal matters or MLATS). Thereis no significant difference of
approach between civil and common-law jurisdictions.

An essential feature of any regulatory regime (whether for domestic or international finance) isthe general duty of
confidentiality imposed on theregulator as regards information acquired in the course of its activities. Therefore, in order to
permit the disclosure of information to other regulators, statutory provisions (or “ gateways’) must definein what
circumstances exchanges may take place, and with whom. These provisions must override any general secrecy constraints that
might exist. Typically, such gateways empower the regulator to respond to requests for information in its possession and to take
the initiative to share information that it believes will be of assistance to aforeign counterpart. Such information usually relates to
routine matters concerning the prudential supervision of institutions in which the regulators have a common interest.

More controversial for somejurisdictionsisthe power that may be vested in theregulator to compel infor mation from
institutionsin responseto a foreign request. In many cases this power extends beyond the regulated sector to encompass any
person or entity which, in the opinion of the regulator, has information that might assist in responding to a request. The use of
such proceduresis probably most common in relation to specific investigations that might lead to regulatory enforcement action
or civil or criminal prosecution.

In view of the general duty of confidentiality, the conditions under which information can be exchanged at an administrative
level must be clearly defined. Usually these require that: the recipient must be an agency fulfilling functions equivalent to those
of the provider, or be a named counterpart; the recipient should be bound by a general duty of confidentiality at least equivalent
to that of the provider; the use of the information must be limited to the purpose for which it was requested; and the recipient
must have an ability to co-operate on areciproca basis.

The evolution in market and regulatory structures can pose challenges to this traditional model, particularly where there are
cross-sectoral interests. For example, a banking supervisor seeking information from a securities regulator to assist in its
oversight of afinancial conglomerate may not be adequately defined as fulfilling an equivalent function to that of the securities
supervisor. In some cases requests may be directed to the banking counterpart which can then acquire the information on behal f
of the overseas supervisor using internal domestic gateways, but in others the problem may be more intractable. Also, the ability
of arecipient to provide assurances that the information will only be used for the purposes for which it was requested may be
limited. This might occur when information provided for prudential purposes gives rise to concerns by the recipient that an
offence may have been committed, thereby prompting it to pass the information to the law enforcement agencies or to useiit to
support its own criminal or civil prosecution powers.
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Companies and trusts sector

30. Companies, trustsand their service providers™ have only relatively recently come
under scrutiny for supervisory purposes since they do not involve funds of the general public or
those of the small, unsophisticated investor, but rather the activities of wealthy individuals, or
corporations, assumed in market economies to have the resources and information to make
independent decisions (Box 3). However, the lack of information about their activities could
permit companies to be used for fraudulent purposes and in laundering criminal proceeds. Asa
result, there have been growing calls to license the company formation agents or company and
trust service providers (CSPs). The most well-known discussions of the use of these “corporate
vehicles’ and/or trusts have been three officia reports.® These described various measures that
could be used to limit the illicit use of these vehicles, and the OFC assessments have been
conducted on the basis of guidelines drawn from these reports. Basic desirable features for the
sector from the AML viewpoint include: the licensing of CSPs subject to their satisfaction of fit
and proper criteria, legally enforceable codes of conduct, aregulator or licensing agent with
powers to inspect, obtain information, and enforce compliance; and required reports of material
changes. It should be noted that there is as yet no consensus on the appropriate degree of
oversight.

31l. Theinformation acquired in the assessments suggests that the oversight of CSPsis
increasing. This discussion covers the assessments (both Module 1, Module 2 and FSAPs) of 19
jurisdictions. Of these, 12 jurisdictions have legislation and arrangements in place, or have begun
to reform their legislation to provide for oversight of CSPs. However, other arrangements are not
aways adequate. There may be inadequate enforcement powers, due diligence for companies
directors may be less than desirable, or there was insufficient inspection to verify compliance.
Concerns were also expressed about the degree of independence of the regulator or company
registrar. In one or two jurisdictions, the registrar is run by private companies for a portion of the
fee revenue, and has minimal oversight; the registrar may itself be an IBC, or affiliated with a
CSP, creating possible conflicts of interest. The lack of staff to carry out adequate fit and proper
examinations, and ongoing review were also commented upon. Planned |egislation was not
always judged adequate.

32. In the absence of further study of corporate vehicles, it is not clear what degree of
oversight would be efficient. However, it is generally thought that more oversight is necessary.
In part in response to the Fund’ s assessment program, the Offshore Group of Banking
Supervisors (OGBS)?! has established a working group to develop and propose a set of

19 Companies here refer to “exempt” or “international business companies’ (IBCs), so-called
because they are often exempt from the requirements of domestic company law. See Box 3 for a
very basic description of this sector.

2 The UK -commissioned studies cited earlier, and the OECD's Behind the Corporate Veil:
Using Corporate Entities for Illicit Purposes, 2001.

! The OGBS is agroup of bank supervisors representing 19 offshore centers. Conditions on
membership relate to having principles of effective banking supervision in place. Started

in 1980, it has been chaired since 1981 by the Chairman of Jersey’s financial service regulator.
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guidelines for the oversight (both regulatory and for AML) of company and trust service
providers. The target is to produce a document for wider consultation by mid-2002. Various non-
OFC jurisdictions, and international organizations, including the IMF, are participating in the
working group.

Box 3. Companies, Trusts, and Company and Trust Service Providers

I nter national business companies (IBCs) or exempt companies or their equivalent are the most common means
of establishing legal domicile for corporate tax purposes. They include partnerships, companies incorporated in the
jurisdiction under specialized legislation, and branches of companies incorporated abroad. They are often exempt
from the requirements of domestic company law, and benefit from special tax arrangements. They are used for a
wide variety of purposes: trading functions, ship ownership, leasing, treasury functions for banks, collective
investment schemes, and, most frequently, asset holding. They are also used as specia purpose entities (SPEs) (or
equivalently, special purpose vehicles, SPVs) in, for example, securitization in structured financing arrangements,
and the issue of bonds for catastrophe insurance. As Table 11 in Appendix VI shows, jurisdictions register thousands
of companies.

Trusts are common law relationships by which a person or company transferslegal title and control of assetsto
another (trustee) for the benefit of another (beneficiary). Trusts are used for wide-ranging purposes, from estate
planning to shareholding in structured financing arrangements.

Company service providers are typically responsible, on behalf of their clients, for the incorporation and
subsequent administration of IBCs. The service normally includes the provision of registered office facilities,
nominee shareholders and secretarial duties, and may extend to direct management responsibilities where the service
provider acts as adirector of client companies. Trust services (acting as a trustee) are usually provided by trust
companies; they are licensed under banking legislation, or separately, in severa jurisdictions, whereas company
service providers have usually fallen outside the regulatory net. However, while the services are distinct in nature
and legal responsibility, they give riseto very similar issues of fiduciary responsibility and conduct of business, and
are often performed within the same company.

The provision of company and trust servicesisamajor feature of OFC markets. These services are not unique to
offshore markets but are less important onshore. In part as a result, there are no internationally recommended
standards for their oversight.

Other issues

Bearer shares

33.  Theissue of sharesin bearer form results in the owner ship of those shares being vested,
in principle, in whoever can establish legitimate physical possession of the certificates.
Thereistraditionally no obligation to maintain aregister of ownership, and hence they are of
concern in the AML context. The ability to issue bearer shares in respect of offshore companies
has been a key factor in many financial centers—-most of those assessed had legislation permitting
bearer shares. In the offshore market, bearer shares have been seen as an instrument to promote
anonymity, although they also feature in special purpose vehicles used in structured financing
schemes such as asset securitization and project financing. There is no agreed international

%2 The organizations include FATF and the OECD. Since amajor part of the financial services
offered by corporate vehicles relates to security issue and insurance, consideration should be
given to including IAIS and 10SCO in the working group.
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standard on bearer shares. In onshore jurisdictions, especialy in continental Europe, bearer
shares are widely used to permit the (tax) efficient transfer of ownership of family enterprises,
and to allow closely-held companies to seek external investors without losing control of the
registered voting stock.

34. TheFATF seesbearer sharesas posing a specific problem in combating money
laundering, and is considering their treatment in the revision of the 40 recommendations. The
primary concern is the ability to identify the beneficial owner of the company in the event of an
investigation. Three aternatives have been proposed (i) arequirement that detailed records
should be maintained by alicensed company service provider (or other agent) of the location and
ownership of the shares; (ii) a procedure to “immobilize”* the share certificates themsel ves; and
(i) arequirement that there should be a central registrar of holders of bearer shares (this would
effectively abolish them). Each of these options will require a facilitating mechanism.

Physical presence

35. Many OFCslicenseingtitutions that maintain no meaningful physical presencein
thejurisdiction. Theinsgtitutions are required to have aregistered office and an approved agent
in the OFC, but the effective “mind and management,” books and records will be located
elsewhere. There are four broad categories of banks without a physical presence: locally
incorporated institutions with private ownership; booking branches of foreign banks;
wholly-owned booking subsidiaries of foreign banks; and “parallel” banks which have common
shareholders with another bank(s), but are not subsidiaries of that bank.

36. Thereiscurrently no agreed international standard on these structures. However,
there appears to be a consensus emerging that private, locally-incorporated banks without a
physical presence are particularly vulnerable to abuse for fraud and money laundering.
“Booking” branches and subsidiaries do not appear to pose an increased money laundering risk if
they are effectively supervised by the home regulator. However, they do require special
arrangements for cross-border cooperation between the home, host, and where relevant, the
intermediate supervisors, including a clear alocation of responsibility for on-site examination.

V. CORRECTIVE MEASURESBY JURISDICTIONS, RECOMMENDATIONS, AND TECHNICAL
ASSISTANCE

37.  Theassessments have served not only to provide an under standing of the gapsin the
regulatory and supervisory system, but also to encour age corrective actions by the
jurisdictions, following the recommendations made by assessors, and to provide a
framework for technical assistance on the measures needed to correct weaknesses.

%3 Bearer shares are “immobilized” when they are held in custody by specifically designated or
authorized persons. Custody may also involve record keeping of the identity of beneficial owners
of such shares, and of the directors of the companies concerned.
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Corrective measures by jurisdictions

38.  Assessments have encouraged some countriesto begin a program of action to
address weaknesses identified in the assessments. In one case, a country revised its AML
regulations to address identified weaknesses in customer due diligence and suspicious
transactions reporting procedures, and began work to strengthen its AML framework, in the
interval between theinitial and second missions of the assessment. The opportunity to obtain a
higher degree of compliance in the final report clearly provided a strong incentive to undertake
the necessary reforms.

39. In another case the detailed technical advice provided in the context of the assessment
spurred onejurisdiction to implement an action plan explicitly based on bringing its
supervisory practices into full compliance with al the core principles. In the area of ongoing
supervision, for example, the action plan called for preparation of written procedures, training
and risk-focused supervision. Almost a year after the assessment, that action plan continues to be
implemented, with progress updated quarterly and monitoring by the Article IV consultation
mission.

40.  Several jurisdictions havetaken legislative and regulatory action to address issues
raised in the assessments:

. two small jurisdictions are strengthening their AML laws, and including CFT elements;

. three small jurisdictions have passed FIU legidation, and made budgetary provisions for
the creation of FIUs;

. two small jurisdictions are immobilizing or voiding corporate bearer shares, requiring
custody and records on beneficial owners;

. two jurisdictions are starting AML awareness and training programs for the private sector
and supervisors;

. alargejurisdiction is requiring that auditors review AML/CFT compliance and controls; and

. three small jurisdictions are establishing regional cooperation agreements for supervision
of international finance.

Recommendations

41. Recommendationsfor corrective actionsarein many cases similar to those usually
made in the context of BCP and | CP assessments. For example, early BCP recommendations
were to strengthen the supervisor’s powers to take remedia action, introduce methods that
mitigate against forbearance, improve the functioning and independence of the supervisory
authority. The ICP commonly made recommendations related to the numbers and training of
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staff, and licensing.%* More specific recommendations in the context of the OFC assessment
program include legidlative arrangements which provide for enhanced information-sharing
domestically, internationally, and cross-sectorally, with measures to improve and harmonize
licensing procedures among competing jurisdictions. Also important are enhanced AML/CFT
regulations and guidelines integrated into the improved supervisory system.

42. Recommendationsfor mor e recently-established centerstypically involve the
following key elements:

. Training program for supervisory staff focusing on special features for offshore finance;
. Enhancement of laws and regulations to provide:

= adequate firewalls between promotional and supervisory activities,

= reasonable operational independence for the regulator;

= comprehensive licensing requirements for all financial service firms;

comprehensive auditing requirements that would cover criminal activity, and AML
laws and regulations; and
= adequate enforcement measures, including ladders of compliance.

. Development of comprehensive and systematic supervisory arrangements focusing on
= on- and off-site inspection;
= procedures for inspection; and
= fit and proper procedures.

Technical assistance
43.  Technical assistanceisbeing delivered or prepared in the following areas:

. revision of AML/CFT legidlation, and the general reform of financial sector legislation in
one jurisdiction following a Module 2 assessment;

. general supervisory systems and AML/CFT measuresin three small jurisdictions
following Module 1 assessments,

. reform of the insurance sector supervision in one jurisdiction in the context of aModule 2
assessment; and

. preparation of model AML/CFT legidlation for four jurisdictions.
44.  Technical assistance advice has also been provided on proceduresfor theresolution

of problem institutions. Countries revising their regulations, especially with regard to fit and
proper criteria and licensing procedures find themselves with institutions which are unable to

24 See SM/00/77 and SM/01/266.
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meet tighter requirements and must be closed. Countries exiting from the OFC business require
advice to ensure that companies and banks are effectively wound up.

45. Staff isworking to combine the knowledge and efforts of all of the groupsinvolved
in work related to the offshore sector assessment process. In particular, meetings have been
convened with the World Bank, FATF, the United Nations, and the Egmont group to ensure
coordinated technical assistance on AML/CFT. These meetings will facilitate the sharing of
information on technical assistance needs and resource availability, and help in the rational
allocation of technical assistance resources.

V. FUTURE OF THE ASSESSMENT PROGRAM
A. TheAcceerated OFC Assessment Program

46.  Staff isin the process of implementing an accelerated offshor e financial center
assessment program, targeting 20 Module 2 or FSAP assessments in 2002. Staff has contacted
or renewed contact with 22 jurisdictions, requesting that they undertake Module 2 assessments.
In addition, 4 FSAPs to countries with significant international financial centers have been
included in our planning. In the case of the 22 jurisdictions:

. one assessment has been compl eted;
. three assessments have started with initial missions;
. eight jurisdictions have scheduled assessment missions. Three of these jurisdictions are

already receiving technical assistance to upgrade their domestic supervisory arrangements, and
the assigned experts are also assisting with the international financial centers; and

. ten jurisdictions have agreed on missions in 2002 with dates to be confirmed.
Of the four countries where FSAPs have been discussed:

. one country has agreed on the initial mission date, and another country has agreed on
timing which isto be confirmed,;

. one country asked for a postponement because of ongoing changesin their supervisory
structure and will be contacted shortly to reschedule this year; and

. one country is still considering the question.

47.  Work isin progress with seven small jurisdictions which had Module 1 assessmentsin
the last quarter of 2001. The status of thiswork is as follows:

. one jurisdiction has accepted the assessor’ s advice to exit a portion of its offshore
business; TA will be necessary to improve the regulatory framework for the remaining offshore
business, conditional on the decision of the authorities;
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. six jurisdictions were invited to afollow-up meeting to discuss the assessments, plan for
TA, and encouraged to undertake a Module 2 assessment in 2002:

" five of these attended and were requested to prepare action plans;

" four of those attending have effected legidlative changes and, in two cases, begun
training or other actions to review their supervisory framework, as advised by the Module
1 consultants; three of these four have also requested TA to prepare action plans, and
expressed an interest in Module 2 assessments; and

. one has questioned and expressed strong disagreement with the assessment
process.

48. In summary, sincethe start of the program, the staff has been in contact with 44
jurisdictionswith international financial centersand hasreached agreement on
assessmentswith virtually all. 19 have had Module 1 or 2 assessments, 22 are scheduled for
Module 2 or FSAPs in 2002; the remaining jurisdictions, as well as those which have only had
Module 1 assessments are discussing, or will be approached to discuss, the scheduling of
Module 2 or FSAP assessments in 2003.°

B. LessonsGoing Forward

49. Staff is prioritizing assessmentsin jurisdictions where thereis evidence of
significant international financial activity or where it appearsthat the supervisory
structurerequiresupgrading. In 2003, subject to the agreement of the authorities concerned, it
isintended to conduct Module 2 assessments of countries which have already had Module 1
assessments, as well as arranging assessments for countries which have had neither. Some of the
latter group have not yet been contacted.?® Complete coverage is expected to require
approximately another 20 Module 2 assessments after the 2002 program, and on present plans,
thiswill be accomplished by end 2003, subject to the agreement of the jurisdictions.

50.  Staff isincluding domestic sector assessment as a standard feature of the
assessments. This has been the practice in most Module 2 assessments and reflects the
commonality of the supervisory arrangements for domestic and offshore activities in many
jurisdictions, and concern to avoid possible regulatory arbitrage between the domestic and
offshore centers.

%% |n some cases, jurisdictions have already had sectoral assessments.

% There are several jurisdictions where some international financial activity is present however,
they have not been contacted as they appear to be relatively small centers. Staff has also recently
learned of additional jurisdictions with offshore financial centers.
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51.  Assessment reportsare being streamlined to provide a mor e operational focus on
follow-up actions, with the recommendations laid out and sequenced in away to assist a country
in determining priorities. In particular, guidance would be provided in the AML/CFT area,
emphasizing those areas most likely to achieve results, such as know-your-customer, reporting of
suspi cious transactions, and the ability to disclose and share information. Follow-up on technical
assistance is expected to intensify as an increasing proportion of jurisdictions are assessed.

52.  Technical assistancerequirementsare proving to be greater than originally
anticipated. Jurisdictions view the program as aresource for bringing their supervisory systems
to international standards, and the heightened importance the Fund is according to AML/CFT
work, together with the shortcomings found in AML regimes, dictate that their requests should
be prioritized. Technical assistance cannot be confined to the drafting of legidation and
regulations, but must also build institutional capacity for implementation.

53. In all but the largest jurisdictions, priority isbeing given to providing technical
assistance to improve financial regulation after Module 2 assessments, rather than
following up immediately with a more comprehensive examination of risksunder Module 3
or an FSAP, asoriginally envisaged by the program. In smaller jurisdictions shortcomingsin the
regulatory framework and supervision may be their most immediate source of financial
vulnerability.

54. From a sectoral viewpoint, the assessments suggest that technical assistance should
be focused on strengthening theregulatory and supervisory regimesfor the insurance
sector and company service providers. In virtually every country these two sectors had the
weakest oversight. In particular, better CSP oversight will contribute to the AML/CFT efforts.

55. A cooperative and complementary effort will be required from jurisdictions, standard-
setters and |FI to address the issues raised by the assessments. Jurisdictions will need to devote
budgetary resources to improving their legidative framework and supervisory systems, with
particular attention to AML/CFT areas, the insurance sector and the international corporate
sector. Where it would be inefficient to meet the costs of raising supervisory standards to
international levels, they should consider exiting from the business. The standard-setters will
need to provide guidance on how to oversee corporate service providers, taking account of the
corporations’ sectoral significance, aswell as guidelines on the treatment of bearer shares. The
Fund, in cooperation with other international institutions and donors, will need to compl ete the
assessment program, and continue its coordination of the rising volume of technical assistance
work.
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VI. PARTICIPATIONIN INTERNATIONAL STATISTICAL COLLECTIONS

56. In itsoutreach program in the past year, staff held discussions through workshops
or staff visitswith 26 of the 42 OFCs listed by the FSF.?” Of the remainder, no discussion was
needed with Ireland (regarding the Dublin International Financial Center), as Ireland was afull
participant in the first (1997) Consolidated Portfolio Investment Survey (CPIS) and in the BIS
locational banking statistics, or with 15 OFCs whose cross-border holdings of portfolio
investment assets were believed to be minimal 2% The 26 countries with whom discussions on
statistics were held included 2 industrial countries (Luxembourg and Switzerland), 3 emerging
market economies (Hong Kong SAR, Malaysia (Labuan), and Singapore), and 21 small
economies with international financial centers (SEIFiCs).* In 2001, * two workshops were held
with SEIFiCs, one on CPIS collection systems and the other on macroeconomic statistics, both
with support from Japan under the Administered Account for Selected Fund Activities.

57.  Seventeen of the 21 selected SEIFiCsare participating in the 2001 CPIS, and all 11
that meet the BISreporting threshold are participating or considering participatingin the
Bl Slocational banking statistics. The selected SEIFiCs and the status of their participation in

the 2001 CPIS and the BIS locational banking statistics are shown in Table 6.

58. Luxembourg, Hong Kong SAR, Malaysia, Singapore, and Switzerland all have OFCs.
Hong Kong SAR, Malaysia, and Singapore are participating fully in the 2001 CPIS. Switzerland
may limit its participation in the 2001 CPI Sto outward portfolio investment by banks
(about 5 percent of total cross-border portfolio investment by residents of Switzerland)** and
Luxembourg is participating with full coverage of portfolio investment holdings outside the
European Monetary Union (EMU) and on a best efforts basiswith regard to cross-border

" The full FSF list is given in Offshore Financial Centers-Background Paper, SM/00/136
Supplement 1, Table 2.

28 These were Andorra, Anguilla, Antigua and Barbuda, Belize, Cook Islands, Liechtenstein,
Marshall Islands, Monaco, Nauru, Niue, Samoa, Seychelles, St. Kitts and Nevis, St. Lucia, St.
Vincent and the Grenadines. (Of these, the Fund member countries were invited to participate in
the 2001 CPIS.)

% For the remainder of this paper, the term SEIFiCs will be used to refer to the 21 countries or
jurisdictions with which discussions were held (selected SEIFiCs) and the 15 OFCs whose cross-
border holdings of portfolio investment assets were believed to be small (other SEIFICs). The
term “SEIFIC” isdistinguished from “OFC” in that the former refersto the entire country or
jurisdiction, not just the OFC part of the economy.

30 Of the selected SEIFiCs, Lebanon does not have the features commonly associated with
SEIFiCs. Discussions were also held with the United Arab Emirates (UAE), which is not on the
FSF list but is an important regional OFC.

3 This decision is under review by the Swiss authorities at the time of writing.
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portfolio investment in other EM U countries. Luxembourg, Switzerland, Hong Kong SAR,
and Singapore are all participantsin the BIS locational banking statistics and Malaysiais
currently considering participation.

Table 6. Participation in International Statistical Collections by the Selected SEIFiCs

Country/Jurisdiction Association with Fund Participation Publication in BIS
in 2001 CPIS I nternational L ocational
Banking Statistics
Aruba Netherlands Dependency Yes No
Bahamas, The IMF member Yes Yes
Bahrain IMF member Yes Yes
Barbados IMF member No No
Bermuda U.K. Overseas Territory Yes Under Consideration
British Virgin Islands U.K. Overseas Territory No No
Cayman Islands U.K. Overseas Territory Yes Yes
CostaRica IMF Member Yes No
Cyprus IMF Member Yes Y es (from 2002)*
Gibraltar U.K. Overseas Territory No No
Guernsey British Crown Dependency Yes Y es (from 2002)
Ise of Man British Crown Dependency Yes Y es (from 2002)
Jersey British Crown Dependency Yes Y es (from 2002)
L ebanon IMF Member Yes No
Macao SAR Special Administrative Region | Yes No
of China
Malta IMF Member Yes No
Mauritius IME Member Yes No
Netherlands Antilles Netherlands Dependency Yes Yes
Panama IMF Member Yes Under Consideration
Turks & Caicos Islands U.K. Overseas Territory No No
Vanuatu IMF Member Yes No

* Data submitted by Central Bank of Cyprus refer to government-controlled area only.

Sources. Data provided by the countries/jurisdictions.
A. TheCoordinated Portfolio I nvestment Survey

59.  TheCPIScallectsinternationally harmonized data from individual countriesand
jurisdictionson their cross-border holdings of portfolio investment assets (equity and debt
secr etatives) broken down by theindividual countriesand jurisdictionsthat issuethe
securities.® It isintended to significantly improve the cover age and accuracy of global
statistics on cross-border portfolio investment assets and liabilities. It was conducted for the
first time with respect to end-1997 and is being repeated for end-2001. Its establishment on an
annual basis starting with the 2001 CPIS will, over time, provide an invaluable database for the

32 A geographic breakdown is not included in the standard components of balance of payments
and international investment position statistics given in the fifth edition of the Balance of
Payments Manual (BPM5), but the importance of supplementary bilateral statementsis
recognized. As noted later, many countries do collect and disseminate such statistics.
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anaysis of developmentsin global financial markets. Some background on the CPIS and the
results of the 1997 CPIS isgiven in Appendix I11.

60. The 2001 CPISwill includeall industrial countries, a selection of emer ging markets,
and all of the most important SEIFiCs (except the British Virgin Islands).®® The survey has
also been expanded to include short-term debt securities, in addition to the equities and long-
term debt securities covered for 1997. The coverage of the 2001 CPIS for the selected SEIFiCsis
shown in Appendix V.

61. Based in large part on the experience of Bermuda, which wasthe only SEIFiIC to
participatein the 1997 CPI S, the selected SEIFiCswere asked to include all cross-border
portfolio investment by banks, insurance companies, and mutual fundslegally domiciled in
their jurisdiction, for the 2001 CPIS. All entities were to be included regardless of their
designation as onshore or offshore (or whether or not they had a physical presence, e.g., in the
form of an office, employees, or records). In addition, other financial sector entities likely to
have significant cross-border holdings of portfolio investment assets (such as central banks,
pension funds, and provident funds) were also to be covered. However, it was conceded that data
on holdings by IBCs and trusts would not be collected.* The second edition of the Fund’s
Coordinated Portfolio Investment Survey Guide provides specific guidance for SEIFiCs.®

62. In most cases, the 2001 CPISisbeing undertaken in SEIFiCs by theregulatory
authorities (such asthefinancial servicescommission) rather than by the national
statistical office. Thisis partly areflection of resources and the regulatory authorities better
knowledge of the offshore financial sector. A consequence is that the 2001 CPIS is mostly being
undertaken on avoluntary basis, as the regulatory authorities generally lack legal authority to
undertake statistical collections. Asaresult, thereis likely to be some degree of nonresponse.
Thisis especialy so in the case of entities without a physical presence, which means that the
CPIS compiler has had to establish contact directly with the accounting centers abroad.

% The decision not to participate by the British Virgin Islands reflected concerns about
introducing statistical reporting by the very large number of registered mutual funds (some
2,200, of which only about 200 are regulated). Data collection is difficult because the fund
managers are located el sewhere and the funds do not have alocal physical presence.

34 Data on companies and trusts can be difficult to collect because, in addition to the
characteristics described in Box 3, in most cases, IBCs are brass plate companies (companies that
have no physical presence but are represented by a company service provider that may

have hundreds of such clients). They include SPEs, which are defined by their structure and
purposes and can be expected to fall within the definition of direct investment enterprises. Data
may therefore be more easily collected in the home countries of investors that own SPEs.

% Thefinal version of the Guide (subject only to editing) was placed on the IMF's external
website in December 2001.
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63. Based on available information, it seems likely that holdings by banks, insurance
companies, and mutual fundsin The Bahamas, Bermuda, the British Virgin Islands, the Cayman
|slands, Guernsey, the Isle of Man, and Jersey are some $ 800 billion.*® Had this amount been
included in the 1997 CPI S, thiswould have placed these countries, collectively, asthe
fourth largest cross-border holder of long-term portfolio investment securities (after the
United States, the United Kingdom, and Japan).

B. TheBISInternational Locational Banking Statistics

64. TheBISinternational locational banking statistics gather quarterly data on international
financia claims and liabilities of bank offices resident in the reporting countries broken down by
currency, sector, and country of residence of counterparty. Banks are asked to report, inter alia,
their external assets and liabilities by country, currency, and sector.

65.  Staff have worked closely with the BISin expanding the coverage of the statisticsto
include additional SEIFiCs.*” All of the SEIFiCslisted in Table 6 as not participating in the
BIS collection fall below the BIS threshold. Statistical reporting to the BIS by the selected
SEIFiCsisdescribed in Appendix V.

VIl. THE ADEQUACY OF PARTNER COUNTRY STATISTICSON SELECTED OFCs

66. A number of countries compile statisticsfor several types of cross-border financial
account transactions and positions with geographic breakdowns that identify individual
SEIFiCs. Investigations were undertaken on the availability of data from a selection of major
industrial countries. For direct investment, it was found that data are available for the stock of
inward and outward investment and related transactions with some individual SEIFiCs. For
portfolio investment, countries with settlement-based balance of payments reporting systems
(such as France, Germany, Italy, and Japan), data are available for various financial account
transactions with individual SEIFiCs. For the United States, data are available for transactionsin
domestic and foreign portfolio investment equities and long-term debt securities with individual
SEIFiCs (from surveys of brokers and dealers) and for levels of portfolio investment liabilities to
individual SEIFiCs (from surveys of domestic custodians). All these countries report claims on
individual SEIFiCsin their CPIS.

67. Many of theindustrial country data sour ces suffer from deficiencies with respect to
geogr aphic data. For example (i) data on transactions in portfolio investment liabilities may
identify the country of aforeign intermediary or transactor, rather than the country of the end-
investor, because financial intermediaries are used, or data may fail to take account of noncash

% Based in part on information in the Edwards Report and the KPM G Reports (Footnote 4).

3" Bermuda, Malaysia (Labuan), and Panama were encouraged by staff to participate in both the
CPIS and BIS locational banking statistics. At the time of the staff visits, a decision had already
been made by the Isle of Man, Guernsey, and Jersey to participate in the BIS locational banking
statistics.
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transactions such as stock swaps resulting from mergers and acquisitions; (ii) data on the stock of
portfolio investment liabilities based on custodian reporting may identify a nominee or trustee
located in afinancia center rather than the end-investor (beneficial owner); (iii) there may be no
common basis for determining the residence of specia purpose entities (SPEs)® (which are
likely to be important vehicles for direct investment in SEIFICs) in statistics for direct
investment; and (iv) there is no internationally agreed definition of SEIFiCs as a group, and data
for individual SEIFiCs may fall below country reporting or publication thresholds.

68. Staff concluded that therewas a lack of compr ehensiveness and consistency of
presentation in industrial country data concerning their relationshipswith SEIFiCs, so that
international coordination would be required if these data sour ces wer e to provide more
useful insightsinto therole of SEIFiCsin theinternational financial system.

VIIl. THE ADEQUACY OF MACROECONOMIC STATISTICS COMPILED BY SELECTED OFCs

69. Effortsareunder way to apply the Fund’s General Data Dissemination System
(GDDS) to small economies. Of the selected SEIFiCs, Barbados, Malta, Mauritius, and
Panama are participantsin the GDDS. Regional approaches have been adopted for small-
island economies. Member countries of the East Caribbean Central Bank (ECCB) that are also
IMF member countries have become participants in the GDDS following a regional workshop
organized by the Fund in cooperation with the ECCB. For fiscal year 2003, aregional project to
assist small-island economies to participate in the GDDS is being developed in cooperation with
the Pacific Financial Technical Assistance Center (PFTAC). Following the drafting of GDDS
metadata, it is expected that follow-up technical assistance will be provided to implement plans
to improve statistics within a GDDS framework.> For the United Kingdom overseas
dependencies and British Crown dependencies, there has been no assessment by staff of the
adequacy of statistics and little technical assistance or training has been provided.* Their
statistical needs were not addressed in the Edwards and KPMG Reports. Moreover, because they
are not Fund members, they have had limited access to Fund training courses or technical
assistance.

% SPEsisageneric label applicable to financing subsidiaries, conduits, holding companies, base
companies, and regional headquarters (Source: OECD Benchmark Definition of Foreign Direct
Investment, paragraph 70). They are a subset of IBCs (see Box 2).

39 All countries that are not subscribers to the Special Data Dissemination Standard (SDDS) are
encouraged to participate in the GDDS, and to adopt good statistical practices based on their own
priorities and proceeding at their own pace. It is recognized that small-island economies wishing
to participate in the GDDS may have capacity constraints that need to be taken into account as
they proceed toward the objectives of the GDDS.

“0 The British Virgin Islands and the Turks and Caicos Islands are currently receiving technical
assistance in national accounts statistics from other sources.
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70.  All of the selected SEIFiCs compile estimates of GDP and gross national income in
current and constant prices. Many of them are able to compile estimates based on income tax
records and regulatory and administrative sources (usualy with some delay). For most of them,
entities legally domiciled in the jurisdiction but without a physical presence are treated as
nonresident (i.e., asif they were residents of another economy). As a general rule, those SEIFiCs
that treat offshore entities with a substantial physical presence as resident of their own economy
measure output as the sum of local purchases of goods and services, labor, and taxes on profits.
A consequenceis that the gross operating surplus component of output of offshore entitiesis
excluded from GDP.

71. A number of SEIFiCsthat use aslegal tender the currency issued by other countries
do not compile balance of payments statistics. Those that do compile such statistics generally
follow the same principles of residence as followed in their national accounts. The value of
output (derived as the sum of local purchases of goods and services, labor, and other costs) is
treated as the export of services and the offshore sector’ s gross operating surplus is omitted. Only
afew SEIFiCs compile international investment position statistics™ (and those that do use the
same basis of residence as their balance of payments statistics). The compilation of national
accounts, balance of payments, and international investment position statisticsis shown in

Table 7.

*I The international investment position deals with the stock of external financial assets and
liabilities at a specific point in time.
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Table 7. Macroeconomic Statistics Compiled by the Selected SEIFiCs

Country/Jurisdiction Gross Domestic | Balance of I nternational
Product and Payments I nvestment
National Income Position
Aruba Yes2/ Yes2/ Yes2/
Bahamas, The Yesl/ Yesl/ No
Bahrain Yes Yes Yes
Barbados Yes Yesl/ No
Bermuda Yesl/ Yesl/ No
British Virgin Islands Yesl/ Yes1/ No
Cayman Idands Yes1/ Yes1/ No
CostaRica Yes Yes No
Cyprus Yes?2/ Yes?2/ No
Gibraltar Yes2/ No 2/ No
Guernsey Yes?2/ No 2/ No
Isle of Man Yes2/ No 2/ No
Jersey Yes?2/ No 2/ No
Lebanon Yes3/ Yes No
Macao SAR Yes2/ Yes2/ No
Malta Yes2/ Yes2/ Yes 2/
Mauritius Yesl/ Yes Yes
Netherlands Antilles Yes2/ Yes2/ No
Panama Yes Yes Yes
Turks & Caicos Idlands Yes2/ No No
Vanuatu Yesl/ Yes No

Sources. Data provided by the countries/jurisdictions.

1/ Offshore entities with or without physical presence treated as nonresident.
2/ Offshore entities without physical presence treated as nonresident.

3/ Data provided by the Lebanese authorities are unofficial estimates.

72. Few of the selected SEIFiCstry to estimate the impact of their offshore sectorson
therest-of-the-world. They indicate that they have little incentive to do so beyond meeting the
needs of their regulatory authorities. Should they wish to do so, an appropriate framework would
be an international investment position statement for the offshore sector with a geographic
breakdown to show the sources and uses of funds. In such a statement, the residents of the
offshore sector would comprise al entities legally domiciled in the jurisdiction that are otherwise
treated as nonresident for statistical purposes. However, to collect these statistics would place a
major reporting burden on SEIFiCs, as it would require the introduction of statistical reporting
by al entities that establish residence for tax purposes. Given the large numbers of such entities
in any single jurisdiction (commonly ranging from 5,000 to 100,000 or more in the selected
SEIFiCs), even an attempt to establish reporting based on thresholds (by size or type of financia
assets or liabilities) and sampling would still be a major exercise.

IX. STA’'SWORK PROGRAM WITH SELECTED OFCs

73.  Themain focus of STA’swork with SEIFiCsin 2002 will beto (i) expand the coverage
of SEIFiCsin the 2002 CPIS; (ii) investigate what steps can be taken to improve the coverage
and accuracy of data published by industrial countriesfor claims of their direct investors on
SEIFCs (with particular regard to the treatment of SPEs) and their portfolio investment



-34-

liabilities to SEIFICs; and (iii) undertake further work on international statistical guidelines
rel eva?zt to SEIFiCs regarding the interpretation of residence and the treatment of IBCs and
trusts.

A. Improvingthe Coverage of the CPISfor Selected OFCs

74, Drawing on SEIFi Cs experience with the 2001 CPIS, efforts will be made to find ways
to improve the cover age of mutual funds. The use of statistical methods to address problems of
nonresponse will be explored (for example, sampling coupled with more intense follow-up, or
estimation based on data for respondent enterprises with similar characteristics).

75. Effortswill also be made to securethe participation of the British Virgin Islandsin
the 2002 CPIS.*

76. For those SEIFiCswilling to investigate the scope for introducing statistical
reporting by IBCs, STA will provide advice on issues of survey design and sampling. Asthe
interests of IBCs are represented by local company service providers, the intention would be to
build on existing statistical reporting by company service providers (as company service
providers already report statistics on their own-account transactions needed for compiling GDP).
Company service providers could be asked to report information on their client IBCs, such as on
the type of activity, direct investment relationships, the value of assets held, the value of debt
securities issued, and the country of residence of beneficial owners. It isrecognized that only a
few SEIFiCswould be in aposition to do this. Such an initiative would help to remedy the
present situation in which SEIFiCs have no knowledge of the financial activitiesin which IBCs
are engaged.

77.  Toaddress problems of nonresponsethat result from conducting the CPISon a
voluntary basis, STA will advise SEIFiCson stepsthat can betaken to ensurethat the
relevant agency or agencies have adequate legal authority to conduct statistical collections.
The best practice would be to ensure that the same authority extends to the compilation of
international investment position statistics and to the compilation of CPIS statistics. One possible
approach would be to ensure that the agency responsible for the regulation of offshore financial
service providers should aso be charged with responsibility for collecting statistics, asthis
would draw on the synergies that come from “knowing the industry.”

“2 Expansion of standards for supervision of companies, trusts, and their service providersis
discussed in Section 11 of this paper. For the expansion of statistical coverage, it would be
necessary that company service providers supply data on assets held by client trusts and
companies, not just on their own financial positions.

3 Efforts will also be made to reduce the gaps in coverage for Luxembourg and Switzerland that
were noted above.
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B. Improving the Coverage of Selected OFCsin Industrial Country Statistical Collections

78.  Threeinitiatives can be taken to improve the quality of data on SEIFiCs collected by
industrial countriesfor their financial claimson, and transactionswith, SEIFiCs. The first
isto reach agreement on guidelines for determining the residence of SPEs and their treatment in
direct investment statistics. The second is to reach agreement on the geographic classification
used in industrial country collections that would permit the identification of individual SEIFiCs.
The principal focus should be on direct investment statistics because of interest in the use of
IBCs (and especially IBCs that are SPES) by direct investors. The third isto explore with
countries that rely on reporting by custodians the possibility of collecting data on portfolio
investment liabilitiesto SEIFiCs.

79.  Arelated question iswhether it would be useful for industrial countriesin their
direct investment statistics collections, having identified claims by their direct investorson
IBCsin SEIFICs, torequest further information in respect of the activities conducted by
these offshor e entities. It may be argued that the direct investor is better placed to provide
information, if needed by industrial countries as users of statistics, than the SEIFiC where the
IBC isdomiciled. STA plansto hold discussions with selected industrial countriesto determine
how SEIFiCs are treated in their direct investment statistics and the scope for collecting useful
information on IBCs.

C. Further Work on Inter national Statistical Guidelines

80. Thecurrent international statistical guidelinesfor deter mining the residence of
entitiesdetermineresidencein relation to production and do not provide clear guidance on
theresidence of entitiesthat are cross-border asset holdersthat individually make little
contribution to production in the host economy (but collectively may make a significant
contribution). For cross-border asset holders, a more appropriate determinant of residence isthe
country/jurisdiction of legal domicile. Such an interpretation would avoid the reporting gaps that
currently result in global balance of payments and international investment position totals when
entities are not regarded as resident in the balance of payments statistics of any
country/jurisdiction and ensure consistency across the countries/jurisdictions involved (Box 4).

81. Further work is planned on the statistical treatment of trustswith a view to
establishing that trusts be treated as separate institutional unitswithin the financial sector,
and that cross-border trusts (where the beneficiary is resident in one country/jurisdiction and the
trustee in another) should be treated as institutional units owning the entrusted assets that are
resident in the country of domicile of the trustee.**

“4 Following discussion with SEIFiCs, a paper is being prepared by STA on The Legal Sructure,
Economic Function, and Statistical Treatment of Trusts that will be released as a Fund Working
Paper in 2002.
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Box 4. Statistical Guidelines Need Updating to Account for SEIFiCs

Principles for the determination of the country of residence of statistical units are afoundation
of economic statistics because they determine whether units are treated as part of an economy
or asexternal to it. The definitions of residence in the statistical guidelines, such asthe 1993
System of National Accounts, the Balance of Payments Manual, fifth edition, currently refer to
physical production and links with the rest of the economy, but statistical work with SEIFiCs
has highlighted the limitations of those definitions when units have limited physical presence
or restricted links with the rest of the economy. For instance, in SEIFICs, the following is
common:

 Production of some financia services, including banking, insurance, and mutual fund
operation, does not require any physical presence because the assets are intangible and the
administration and management can be contracted out;

» Some offshore entities are not permitted to undertake transactions with local residents and so
lack connections with the domestic economy and have been excluded from domestic statistics
by some jurisdictions aswell as from the statistics of the country of residence of the owner;

« Some offshore entities do not undertake any production but are simply vehiclesto hold
financial assets.

STA hasfostered discussion on these issues with a view to updating the international statistical
guidelines. The emerging solution in these casesis that the guidelines should define residence
with reference to registration and incorporation.
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Basel CorePrinciples: Areasof Weak Compliance

. Independence and Resour ces, BCP 1.2: The role ministries play in appointing the head
of the supervisory agencies, and in some cases the government's legal ability to determine even
prudential regulations, were cited in the mgjority of cases. Lack of resources was avirtually
universal problem, usually related to inadequate supervisor skills.

. L egal framework, BCP 1.3: Two cases of noncompliance arose from constraints on
legislative authority to inspect the accounts of offshore banks, or to request information from
them.

. Enforcement Powers, BCP 1.4: The lack of legislative authority for consolidated
supervision and the appeal processin licensing were cited.

. Licensing, BCP 3: Ministers' licensing authority, no requirement for consent by the
home authority and limitations on the supervisor’s ability to impose requirements and obtain
information were the shortcomings found.

. Investment criteria, BCP 5: Deficiencies related to the lack of parameters or aggregate
limits on equity holdings, and of overall limits on large exposures to asingle entity.

. L oan policies, BCP 7: Inlarge part, the shortcomings here were related to those in off-
site and on-site supervision, in that the supervisor lacks the resources for adequate monitoring of
compliance with procedures, or was found to be overdependent on quantitative credit risk
indicators, rather than providing a qualitative evaluation.

. Country risk, market risk, and other material risk (BCPs 11, 12, and 13):
Deficiencies in compliance were attributed to occasional lack of formal guidelines with respect
to these exposures, and directives that were not fully satisfactory, or inadequately monitored. A
more widespread issue was the lack of comprehensive risk management.

. Anti-Money laundering, BCP 15: The most common shortcomings were insufficient
on-site inspections and insufficient staff resources.

. On-site and off-site supervision, BCP 16: The need for improvement was widespread
(apart from the three cases of noncompliance, only three of the nine jurisdictions were fully
compliant), either because of the lack of manuals required for consistent surveillance, or because
of insufficient resources to carry out the requisite monitoring.

. Consolidated supervision, BCP 20: One case of deficiency arose from the failure to
supervise the offshore banking arms of banking groups, and the other from the lack legidlative
provision for the sharing of information among different domestic supervisors.

. Accounting, BCP 21: Offshore banks were not obliged to publish accounts, and in one
case accounting rules allowed the banks to classify similar transactions differently.
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IAIS CorePrinciples: Areas of Weak Compliance

. Market conduct, |CP 11: Market conduct gaps resulted from alack of rules or codes of
conduct, failure to oversee insurance brokers, and alack of resources for monitoring.

. On-site supervision, | CP 13: was found to be deficient because visits were unstructured,
lacked checklists and suffered from insufficient resources.

. Corporate governance, | CP 4: Limited observance of this principle resulted from the
failure to issue guidelines or to oversee them and, where the insurance companies were branches
of international companies, to verify the corporate governance rules of the head office.

. Internal controls, ICP 5: In both cases, the shortcoming resulted from either the lack of
legislative authority to require actions of the Board of Directors, or of guidelines for internal
controls.

. Reinsurance, | CP 10: Weaknesses stemmed from alack of oversight of the reinsurance
carried by insurance companies, and from the failure to include reinsurance in the insurance
supervision legiglation.

. Coordination and cooperation, |CP 16: This principle suffered from alack of
information exchange either domestically or internationally, and although some legidative
changes to anti-money laundering provisions were in the process of changing this, there were
often no formal procedures to permit the exchange of information; in some instances, for
example, the permission of the firm was required. In other cases, the law did not allow for
information sharing.
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1997 Coordinated Portfolio Investment Survey

1. Because of deficienciesin data sour ces, effortsto track the unprecedented growth in
the volume, complexity, and globalization of inter national financial transactionsthat
occurred during the 1980s and 1990s identified a significant under-reporting in balance of
payments statistics of cross-border portfolio investment outflows. Studies by STA of datafor
cross-border portfolio investment positions indicated that this was accompanied by a significant
under-reporting of portfolio investment assets. Reported cross-border portfolio investment
outflows averaged about 80 percent of reported cross-border portfolio investment inflows during
the 1990s. Cross-border holdings of portfolio investment assets showed a similar under-count in
relation to portfolio investment liabilities.*”®

2. Thefirst Coordinated Portfolio Investment Survey was conducted for end-
December 1997 (1997 CPIS) with a view to improving the cover age of portfolio investment
assets. All participating countries agreed to (i) undertake benchmark cross-border portfolio
investment asset surveys at the same time; (ii) follow the definitions and classifications of the
BPM5; and (iii) share their experiences in determining the best methods of survey design and
implementation. By asking for a breakdown of holdings of equities and long-term debt securities
according to the country of residence of the issuer, the 1997 CPIS permitted the calculation of
counterpart datafor cross-border portfolio investment liabilities.

3. Theresultsof the 1997 CPI S provided arich source of data that could be used for
analysis of portfolio investment behavior and assessment of the adequacy of countries

data. The survey identified $6,100 billion in portfolio investment assets, which was
approximately $700 billion more than previous data. It reduced the estimated global discrepancy
by approximately $300 billion. Many countries were able to improve their international
investment position and income data as aresult. It allowed countries to compare and reconcile
data. It also demonstrated that an organized effort toward standardized scope, timing, and
definitions used in statistical collections could be successfully coordinated among alarge number
of countries. Further, it proved an effective vehicle for spreading best practices and developing
bilateral contacts among statistical compilers on aworldwide basis.

4, I nternational investment position data for portfolio investment assets and liabilities
at end-December 1997, taking into account the results of the 1997 CPI S, indicated that
there remained a global discrepancy of $1,700 billion, some 20 per cent of global portfolio
investment liabilities. This discrepancy was attributed in part to the fact that some important
investing countries did not participate in the 1997 CPIS and the poor coverage of cross-border
portfolio investment by the household sector in the surveys of many of the countries that
participated in the CPIS.

> See Analysis of 1997 Coordinated Portfolio Investment Survey Results and Plans for the 2001
Survey, IMF, January 2000.
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5. The 1997 CPIS excluded Luxembourg, Germany, and Switzerland among the industrial
countries and nearly al of the OFCs listed by the Financial Stability Forum (the exceptions being
Bermuda and Ireland).*®

6. Cross-border portfolio investment by Bermuda reported in the 1997 CPIS
amounted to $130 billion, about 3 percent of global cross-border holdings of equities and
long-term debt securities. Bermuda was the eighth largest jurisdiction measured by size of
holdings. The total portfolio investment assets reported by Bermuda comprised portfolio
investment held by banks, insurance companies, mutual funds, and trust companies (the latter
including assets managed on behalf of clients). Insurance companies were the largest holders,
followed by mutual funds, trust companies, and banks.

7. The 1997 CPIS provided information on partner countries’ holdings of portfolio
investment instruments issued by SEIFiCs. Some $70 billion was reported in the form of equities
issued by SEIFiCs, which includes shares issued by mutual funds. Based on the limited
information available for the net asset values of mutual funds in these countries, this would
indicate that partner countries were picking up only asmall fraction of their residents’ total
holdings of shares in such mutual funds (perhaps only a quarter or less). This outcome is not
surprising as most industrial countries rely on reporting by domestic custodians and their major
institutional investors. Mutual funds shares are unlikely to be deposited with custodians and there
are likely to be significant nonfinancial sector holdings, especially by the household sector.

6 Malaysia and Singapore participated in the 1997 CPIS but excluded their offshore financial
centers.
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Cover age of the 2001 CPISfor Participating SEIFICs

APPENDIX IV

Financial Sector IBCs 1/, other
Country/Jurisdiction Banks Insurance Mutual Funds private companies,
Companies and other
domestic holders
Aruba All included All included There are none All major domestic
holders
Bahamas, The All included All included All included All major domestic
holders
Bahrain All included All included All included All major domestic
holders
Bermuda All included Will estimate based Will estimate based Includes pension
on largest holders on largest holders funds
Cayman Islands All included Excluded Data will be collected
from about 10 of the
largest mutual funds
administrators
CostaRica Not known Not known Not known
Cyprus Physical presence only Physical presence Physical presence Physical presence
only only only
Guernsey All included All included All included Specid purpose
vehiclesincluded.
Government and its
departments
included. (IBCs not
applicable as
Guernsey does not
incorporate IBCs.)
Ise of Man All included All included All included
Jersey All included All included All included Significant special
purpose vehicles
and private
investment
companies included
Lebanon All included All included There are none All major domestic
holders
Macao SAR All included All included All included All major domestic
holders
Malta All included There are none There are none Will include IBCs
with physical
presence
Mauritius All included All included All included All major domestic
holders
Netherlands Antilles All included All included Will collect datafrom | All major domestic
largest service holders
providers
Panama All included All included Excluded All major domestic
holders
Vanuatu All included There are none All included All major domestic

holders

Sources: Data provided by the countries/jurisdictions.
1/ International business companies.
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BIS International L ocational Banking Statisticsfor SEIFICs

1 The BIS international locational banking statistics gather quarterly data on international
financial claims and liabilities of bank offices resident in the reporting countries broken down by
currency, sector, and country of residence of counterparty, and by nationality of banks. In the

early 1990s, strong interest arose in making use of these statistics to improve the coverage and
accuracy of the recording of balance of payments statistics. Following the financial crisesin emerging
economies in the late 1990s, the locational banking statistics became an important component of the
Joint BIS-IMF-OECD-World Bank Statistics on External Debt, which were developed in response to
requests for dissemination of more timely external debt statistics. For the BIS locational banking
statistics, banks are asked to report, inter alia, their external assets and liabilities by country, currency,
and sector. Reporting is based on the same principles of residence as the BPM5 and the CPIS.

2. The Bahamas, Bahrain, the Cayman Islands, and the Netherlands Antilles participate in the
BIS quarterly locational banking statistics. The survey covers licensed banksin these jurisdictions,
including those without a physical presence. The BIS publishes summary information for each of the
BIS-reporting countries (28 in total) for selected external assets and liabilities, but not with the
geographical breakdown by reporting country. The latter information is treated as confidential and
used only to derive global aggregates of flows and stocks vis-a-visindividual countriesin
combination with data reported by all participating countries. The published data 1/ show reporting
banks aggregate claims on each individual SEIFiC according to the domestic sector of the SEIFIC
(bank and nonbank). The datainclude intra-SEIFi C claims. The table below shows the values and
proportions of reporting banks” external asset positions with counterpartiesin SEIFiCs. While some
of the participating countries publish their locational banking statistics with a geographic breakdown
of external assets and liabilities, for the SEIFi Cs the geographic breakdown is not published.

BIS reporting banks:
Positions with SEIFiCs (all sectors)
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Appendix Table 8. Offshore Financial Center Assessments: Sectors and M ethodol ogy

Domestic Banking Insurance Securities Companies, Trusts AML
Sectors Assessed included Service Providers Basic Methodol ogy
Module 1: Assisted Self-Assessments
Asiaand the Pecific
Niue Yes X X X
Europe
Andorra Yes X X
Monaco Yes X X X X
Western Hemisphere
Antigua and Barbuda No X X X X
Aruba No X X X X
Dominica No X X X X X
Grenada No X X X X
Netherlands Antilles No X X X X
Panama Yes X
St. Kitts and Nevis No X X X X
St. Lucia No X X X
St. Vincent and the Grenadines No X X X X X
Module 2: Standards Assessments
Asiaand the Pecific
Macao SAR Yes X X X X
Europe
Andorra Yes X X
Cyprus No X X X
Gibraltar Yes X X X X X
Western Hemisphere
Aruba Yes X X X X
Belize Yes X X X X
Panama Yes X X

Sources: Module 1 and 2 Assessments
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Appendix Table 9. Financial Sector Assessment Program (FSAP): Sectors and Methodology

Domestic AML
Sectors Assessed included Banking Insurance  Securities Basic  Methodology
FSAP
CostaRica NA X X
Luxembourg NA X X X X
Switzerland NA X X X X

Sources: FSAP Reports.
1/ NA = not applicable

Appendix Table 10. FSAP Countries Financial Structure

Insurance Stock
Banks Companies Exchange
CostaRica 1/ 21 54 yes
L uxembourg 196 357 yes
Switzerland 2/ 375 173 yes

Notes: 1/ Costa Rica's banks are groups which also offer securities and insurance services.
2/ Switzerland has a universal bank model so banks also offer securities services.



Appendix Table 11. Financial Structure of Assessed Jurisdictions

Banks
Jurisdiction 1/ Insurance
Offshore 2/ companies4/ Other
IBCsor Company Credit domestic
Exempt & Trust unions financial Stock
Domestic Total Of which Domestic Offshore Companies  Service (domestic) Institutions  Market
Home 3/ 5/ Providers 6/

Asiaand the Pacific
Macao SAR 22 1 0 24 0 12 - 1 no
Niue 1 3 3 0 0 6,000 1 0 0 no
Europe
Andorra 7/ 8 no
Cyprus 12 31 1 52 17 20,000 12+ 360 yes
Gibraltar 8/ 19 11 10 2 16 8,800 83 no
Western Hemisphere
Antigua and Barbuda e 22 2 7 0 8,000 6 regional
Aruba 5 2 0 23 6 4,600 16 2 4 no
Belize 5 4 3 18 0 15,000 40 15 no
Dominica 5 e 2 7,500 22 regional
Grenada e e 22 6 3,400 11 - regional
Netherland Antilles 19 46 23 8 no
Panama 54 26 26 24 - - 46 154 yes
St. Kittsand Nevis 1 0 22,500 76 regiona
St. Lucia 1 7 282 10 regional
St. Vincent and
the Grenadines 39 3 9,780 33 regional

Source : Module 1 and 2 reports.

Notes. indicates that institutionsin category were not reported, or information uncertain.
1/ All information is for one year, the year of the assessment, or the nearest year available.
2/ Banks with licenses to operate offshore only.
3/ Locally-headquartered offshore banks.
4/ Includes both life and nonlife companies.
5/The number of IBCs or exempt companiesis usually estimated from permits granted.
6/ Includes mortgage banks, financial companies, investment banks where applicable.

7/ Andorra's banks manage funds and sell life insurance products.
8/ All banksin Gibraltar are licensed to conduct business locally and internationally. Some banks elect to serve the offshore market largely
because of a more favorable tax regime.
9/ "Regional" refersto anew regional stock exchange which currently lists only domestic issues.
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Appendix Table 12. Conformity with Supervisory Standards: BCP Compliance

Proportion of jurisdictions by Degree of Compliance 1/ 2/ 3/

C LC MNC NC NA C+LC MNC+NC
Principle 1 Effective system
Principle 1(1) Clear supervisory responsibility 89 11 89 11
Principle 1(2) Independence and resources 33 33 22 11 66 33
Principle 1(3) Legal framework 78 22 78 22
Principle 1(4) Enforcement powers 67 11 22 78 22
Principle 1(5) Legal protection 44 44 11 88 11
Principle 1(6) Information sharing 78 11 11 89 11
Principle 2 Permissible activities 78 11 11 89 11
Principle 3 Licensing 56 22 11 11 78 22
Principle 4 Transfer of ownership 78 11 11 89 11
Principle 5 Investment criteria 78 22 78 22
Principle 6 Capital adequacy 67 22 11 89 11
Principle 7 Credit policies 56 22 22 78 22
Principle 8 Loan evaluation 44 44 11 88 11
Principle 9 Large exposures 78 11 11 89 11
Principle 10 Connected lending 78 11 11 89 11
Principle 11 Country risk 33 44 22 77 22
Principle 12 Market risks 33 33 11 22 66 33
Principle 13 Other risks 44 33 11 11 77 22
Principle 14 Interna controls and audit 56 a4 100 0
Principle 15 Money laundering 22 33 44 55 44
Principle 16 On-site and off-site supervision 44 22 33 66 33
Principle 17 Bank management contact 44 44 11 88 11
Principle 18 Off-site supervision 67 22 11 89 11
Principle 19 Validation of supervisory information 78 11 11 89 11
Principle 20 Consolidated supervision 56 11 22 11 67 22
Principle 21 Accounting 67 11 22 78 22
Principle 22 Remedial measures 44 44 11 88 11
Principle 23 Global consolidated supervision 56 11 11 22 67 11
Principle 24 Host country supervision 78 11 11 78 11
Principle 25 Supervision of foreign banks' establishments 78 11 11 89 11

Sources: Detailed Financial Sector Assessments.
1/ C=Compliant; LC=Largely compliant; MNC=Materialy non-compliant; NC=Non-compliant, NA = Not applicable
2/ The grading not applicable implies that the proportions of jurisdictions may not sum to 100.

3/ The countries whose assessments are included here are Aruba, Belize, Costa Rica, Cyprus, Gibraltar, Luxembourg, Macao SAR, Panama, and Switzerland.
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Appendix Table 13. Conformity with Supervisory Standards: ICP Observance

Proportion of jurisdictions by Degree of Observance 1/ 2/ 3/

Comparable Observance
Other Countries 4/

O LO MNO NO NA O+LO MNO+NO MNO + NO

Principle 1 Organization of an Insurance Supervisor 33 50 17 83 17 29
Principle 2 Licensing 50 33 17 83 17 10
Principle 3 Changes in control 67 17 17 84 17 17
Principle 4 Corporate governance 33 17 17 33 33 34 70
Principle 5 Internal controls 33 33 33 66 33 30
Principle 6 Prudential rules— Assets 50 50 100 0 50
Principle 7 Prudential rules— Liabilities 50 33 17 83 17 15
Principle 8 Capital adequacy and solvency 67 33 100 15
Principle 9 Derivatives and " off-balance sheet" items 67 17 17 84 44
Principle10  Reinsurance 50 17 33 67 33 32
Principle11  Market conduct 50 33 17 50 50 47
Principle 12  Financial reporting 50 33 17 83 17 5

Principle 13  On siteingpection 33 17 50 50 50 15
Principle14  Sanctions 50 33 17 83 17 15
Principle 15  Cross-border business operations 50 33 17 83 17 25
Principle16  Coordination and cooperation 17 50 33 67 33 21
Principle17  Confidentiality 83 17 83 17 5

Sources: Detailed Financia Sector Assessments.

1/ O=Observant; LO=Largely observant; MNO=Materially non-observant; NO=Non-observant; NA=Not applicable.

2/ The grading not applicable implies that the proportions of jurisdictions may not sum to 100.
3/ The countriesincluded here are Aruba, Belize, Gibraltar, Luxembourg, Macao SAR, and Switzerland.

4/ The distribution here is taken from Table 3 in Experience with the Insurance Core Principles Assessments under the Financial Sector Assessment

Program, SM/01/266, August 21, 2001.
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