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REVIEW OF ECONOMIC AND FINANCIAL DEVELOPMENTS

DoMmESTIC ECONOMIC DEVELOPMENTS

Preliminary indicators suggest that the Bahamian
economy weakened during the third quarter, both in
comparison to the same period last year and the output
strengthening noted during the first half of 2003. This
outturn was primarily due, in combination, to a decrease
in tourism expenditures, owing to the delayed recovery in
leisure spending among households in the United States,
the primary market, and softness in the construction
sector, where financing for domestic projects slackened.
The outlook for both sectors, however, has significantly
improved since the end of the third quarter, as firming
employment trends in the continued sectoral broadening
of the economic expansion in the United States were
expected to stimulate increased growth in The Bahamas’
tourist sector by the onset of the 2004 winter season.
Meanwhile, the anticipated start of significant foreign
investment projects in the hotel sector should boost
construction output in 2004.

As regard other developments, although mild firming
continued to be noted in the annual inflation rate, the
quarterly comparisons indicated more recent softening.
The fiscal situation reflected the cumulative improvement
in the economy since 2002, with strengthened tax collec-
tions partly contributing to a reduction in the overall
budget deficit for the first quarter of FY2003/04. In the
financial sector, quarterly developments were dominated
by the $200 million external bond issue, which financed a
reduction in the banking system'’s net claims on Govern-
ment, a decrease in the system’s net foreign liabilities.
The added buoyancy in liquidity conditions underpinned
further softening in average interest rates. On the exter-
nal side, the estimated current account deficit widened
moderately, underscored by decreased net services
receipts; albeit, capital and financial inflows were boosted
by the net Government's external borrowing.

For the September quarter, net free cash balances
of the banking system rose by 9.3% to $138.9 million,
though corresponding to a slightly reduced 3.7% of
Bahamian dollar deposits. Broader surplus liquid assets

increased more vigorously, by 19.6% to $177.3 million,
exceeding the statutory minimum by a wider 29.6%
margin, as compared to 21.7% in 2002. Although
weighted average interest rates softened as a conse-
quence, the 5 basis points drop in the deposit rate to
3.81% as opposed to a 2 basis points easing on the
lending side to 12.15%, caused the average spread to
widen by 3 basis points to 8.34%. The average 90-day
Treasury bill rate also decreased by 28 basis points to
1.74%, while benchmark rates—the Central Bank’s
Discount Rate and commercial banks’ Prime—were
maintained at 5.75% and 6.00%, respectively.

Given a stronger buildup in private sector balances,
relative to a net shift of public corporation’s funds from
fixed to demand balances, the money supply (M3) recov-
ered marginally during the review period, by 0.4% to $4.0
billion, in contrast to the previous year’'s contraction of
0.6% to $3.9 billion. Demand balances growth acceler-
ated to 3.0% from 0.5%, while savings, mainly in the
hands of private individuals, rebounded by 0.5%. With
strengthened expansion in business balances, the reduc-
tion in fixed deposits was steadied at 0.1%, while the
contraction in the currency component was slightly
abated to 3.1%.

Led by the Government's repayment of the $125.0
million foreign currency loan obtained from local banks in
June and July 2002, domestic credit contracted by
$124.9 million (2.6%), to an-end quarter stock of $4.8
billion, opposing growth of 1.7% in 2002. In particular,
after advancing by 3.3% in 2002, net claims on Govern-
ment decreased by $18.4 million (27.5%), inclusive of net
Bahamian dollar repayments of $56.9 million (10.5%),
primarily met through the balance of proceeds from the
bond issue. Meanwhile, growth in the banking sector's
claims on the rest of the public sector slowed to 1.5%
from 6.5% last year. Private sector credit expansion at
$56.2 million, 1.4% vis-a-vis 1.2% in 2002, was due
solely to resumed expansion in foreign currency claims
(4.7%), as the Bahamian dollar uptrend slackened to
$38.3 million (1.1%). The latter was largely explained by
lessened gains in residential mortgages (1.6%), which
overshadowed faster growth in consumer credit (1.0%).



Total claims relative to most other private sector activities
increased moderately.

In the fiscal sector, the estimated deficit for the first
quarter of FY2003/04 narrowed to $23.1 million from
$28.1 million in the year-earlier period. Revenue collec-
tion increased by 4.1% to $213.7 million, supported by
the 3.8% gain in tax collections and higher non-tax yields
(8.2%) which were linked to fee increases approved in
the Budget. Meanwhile, reduced expenditure growth at
1.4% to $236.8 million, resulted from scaled back capital
investments (55.0%) and decreased net lending to public
corporations (23.7%), which offset an accelerated current
spending increase of 7.4%. Budgetary financing for the
quarter included the $200.0 million external bond, a
$75.0 million domestic bonds issue and $2.8 million from
other external sources. Debt amortization of $203.3
million was paced by the $125.0 million foreign currency
loan repayment to local banks. Consequently, the Direct
Charge on Government rose by 4.0% to $1,929.0 million.
After a 4.2% reduction in contingent liabilities to $16.5
million, the National Debt grew by 2.6% to $2,301.7
million (7.2%), which was approximately $153.9 million
(7.2%) above the September 2002 level.

In the tourism sector, output growth weakened dur-
ing the third quarter, compared to the same period last
year, with moderated cruise visitor gains occurring along-
side a reduction in stopovers. Following the 11.5%
rebound in 2001, visitor gains slowed to 1.5% as sea
arrivals, which mirror cruise trends, rose by a lesser 2.3%
to 0.72 million, as compared to the 18.2% boost last year.
Air visitors, at 0.34 million, were approximately un-
changed vis-a-vis 2002’s decline of 0.3%. As regard the
main destinations, rebounds in both air and sea arrivals
underpinned an upturn in traffic to New Providence
(1.8%), while the Family Islands capitalized on 2002’s
gains, particularly in the cruise sector, with arrivals further
increased by 8.0%. Grand Bahama, however, recorded
a 9.5% downturn in arrivals, on account of both air and
sea visitors. The comparative decline in industry earn-
ings during the quarter was led by a 4.4% reduction in
estimated hotel room revenues, vis-a-vis weak onshore
activities, particularly in New Providence. Although hotel
average room rates firmed by 1.8% to $146.64 per night,
occupied room nights decreased by 6.0%, as the aver-

age room occupancy rate softened to 57.5% from 63.7%
last year.

While forward looking indicators foreshadow signifi-
cantly elevated construction output for 2004 from new
foreign investment projects, reduced mortgage lending
contributed to decreased outlays on locally initiated
projects during the third quarter. Growth in total mort-
gages outstanding among banks, insurance companies
and the Bahamas Mortgage Corporation slackened to
$18.2 million (1.1%) from $68.8 million (4.7%) in 2002.
This was largely due to reduced lending for new con-
struction and repairs of residential dwellings. In particu-
lar, total mortgage commitments, mainly for residential
construction, decreased in numbers to 185 from 220 in
2002, and in value by 44.8% to $20.6 million.

Consumer price inflation, measured by changes in
the average Retail Price Index, softened during the third
quarter, to 0.3% from 0.8% in the comparable 2002
period. This was largely due to average cost decreases
on recreation & entertainment services and “other” goods
& services. However, the annual inflation rate for the 12
months through September firmed to 2.9% from 2.3% in
2002, paced by accelerated average cost increases for
recreation & entertainment services, “other’ goods &
services, medical care & health, furniture & household
operations, transport & communication and housing.

In the external sector, preliminary estimates sug-
gested a widening in the current account deficit to $111.6
million from $68.7 million last year. Increased net import
demand extended the trade deficit to $228.2 million from
$211.2 million, while net invisible inflows decreased by
20.1% to $154.1 million, due to reduced net travel re-
ceipts (11.4%) and decreased local expenditures by
offshore companies, following elevated restructuring
activities in 2002. Some offset to these was provided by
the narrowing in net income outflows, by 26.1% to $44.8
million, reflecting decreased remittances by banks and
private companies. However, net current transfer re-
ceipts narrowed to $7.4 million from $10.3 million, owing
to a reduction in net government inflows.

The estimated surplus on the capital and financial
account widened to $114.4 million from $99.0 million in
2002, mainly on account of the $198.4 million net exter-
nal borrowing by the Government, relative to a net re-



payment of $3.5 million last year. The $125.0 million
domestic foreign currency loan repayment connected
with this, caused a shift in the banking system’s position
to a net short-term outflow of $99.9 million from a net
inflow of $58.6 million in 2002. Net private foreign in-
vestment inflows decreased to $30.4 million from $55.5
million, despite a $5.1 million increase in net equity
inflows to $22.9 million, as net foreign real estate sales
tapered to $1.5 million from $13.6 million and net loan
proceeds, to $6.8 million from $25.1 million. The rest of
the public sector recorded a further net external debt
repayment of $5.8 million.

FiscAL OPERATIONS

Preliminary data on the Government’s budgetary
operations for the initial quarter of FY2003/04 indicate a
narrowing in the overall deficit to $23.1 million from $28.1
million in the year-earlier period. Strengthened revenue
growth of 4.1% to $213.7 million paced ahead of the
1.4% expansion in expenditures to $236.8 million, which
featured significantly reduced capital outlays.

REVENUE

At $200.1 million, tax collections constituted 93.6%
of the revenue intake, increasing by 3.8% vis-a-vis the
corresponding period in FY2002/03. Significant revenue
gain was captured under “other” non-disaggregated
taxes, which doubled to $28.8 million relative to the
previous fiscal year. In addition, receipts from interna-
tional trade and transactions, the highest yielding com-
ponent, advanced by 1.1% to $120.7 million, under-
pinned by the 38% rise in import duties. Gains were also
noted in property tax receipts, of 2.6% to $4.6 million,
and in selective taxes on tourism services, of 4.0% to
$7.1 million—inclusive of a 3.6% gain in hotel occupancy
taxes and a 4.8% boost in gaming taxes. In contrast,
stamp taxes on financial and other transactions con-
tracted by nearly one-fourth to $14.0 million, largely
reflecting a tempered volume of financial sector activity.
Reduced collections were also registered for business
and professional license fees, by 12.7% to $10.4 million;
motor vehicle taxes, by 7.0% to $2.4 million and depar-
ture taxes, by 15.1% to $13.4 million.

Revenues from non-tax sources, which constituted
the remaining 6.4% of receipts, improved by 8.2% to
$13.6 million. Corresponding to fee hikes approved in
the Budget, fines, forfeitures and administrative fees rose
by almost one-third to $12.2 million, to appreciably
counter the more than two-thirds decline in receipts from
public enterprises and other sources to $0.6 million.

Government Revenue By Source
July - September

FY 02/03p FY 03/04p

BSM  BSM  BSM %
Property tax 45 22 4.6 22
Selective Services tax 6.9 34 71 3.3
Bus. & Prof. Lic. Fees 12.0 5.8 10.4 49
Motor Vehicle tax 25 12 24 1.1
Departure tax 15.7 7.6 134 6.3
Import duties 93.0 453 96.6 452
Stamp tax from imports 23.0 11.2 227 10.6
Export tax 34 1.7 1.4 0.7
Stamp tax from exports - - - -
Other stamp duty 18.4 9.0 14.0 6.6
Other Tax revenue 14.4 7.0 28.8 13.5
Fines, forfeits. etc. 9.3 45 12.2 5.7
Sale of Govt. Property 0.6 0.3 0.2 0.1
Income 2.7 1.3 12 0.6
Other non-tax rev. - - - -
Capital Revenue
Grants - - - -
Less: Refunds 1.0 0.5 1.3 0.6
Total 205.4 100.0 213.7 100.0

EXPENDITURE

The $5.3 million (2.4%) growth in total expenditures
reflected mixed trends in the major components, with the
more than halving in capital outlays to $8.1 million and
the 23.7% decrease in net lending to $6.6 million soften-
ing the 7.4% rise in recurrent outlays to $222.2 million.
On a proportional basis, recurrent spending comprised
93.8% of total expenditure; capital outlays, 3.4% and net
lending, the remaining 2.8%.

By economic classification, the uptrend in current
spending included a 10.2% rise in Government consump-



tion, led by the $7.4 million (23.9%) growth in outlays for
goods and services to $38.2 million and a 5.9% rise in
personal emoluments, to $104.4 million. Transfer pay-
ments also increased by 2.7%, owing to a 6.4% hike in
interest payments on Government debt to $26.6 million
and the incremental increase (0.9%) in subsidies & other
payments to $53.0 million. As regards the latter, general
subsidies to the College of The Bahamas and the Public
Hospitals Authority rose by 13.9%, and transfers to non-
profit enterprises by 12.5%—both largely offsetting a
25.4% reduction in transfers to households, relative to
incrementally more stable transfers to other economic
sectors.

Fiscal Operations
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FINANCING AND NATIONAL DEBT

The Government’s financing activity was highlighted
by the flotation of a US$200.0 million bond of 30 years
maturity on the international market. The issue attracted
a fixed coupon rate of 6.625% and was priced at
98.936% of face value. From the net proceeds, after
flotation and other costs, the Government repaid the
$125 million foreign currency loan obtained from domes-

tic banks in June and July of 2002. The Government
also issued a $75.0 million domestic bond in July and
made a $2.8 million drawdown on other external loan
facilities. Debt amortization of $78.2 million consisted of
$73.8 million in Bahamian dollar debt and $4.6 million on
external loans. As a result, the Direct Charge on Gov-
ernment rose by $74.6 million (4.0%) to $1,929.0 million.

By holder classification, the majority of the Baha-
mian dollar portion was held by public corporations
(40.5%), followed by domestic banks (28.0%), private
and institutional investors (26.3%) and the Central Bank
(5.2%). After accounting for a $16.5 million (4.2%)
reduction in the contingent liabilities (mainly vis-a-vis the
public corporations) to $372.6 million, the National Debt
grew by 2.6% to $2,301.7 million at end-September
2003, which was some $153.9 million (7.2%) above the
September 2002 level.

PuBLIC SECTOR FOREIGN CURRENCY DEBT

Provisional third quarter data on public sector for-
eign currency debt indicate a $61.5 million (12.4%)
increase in the stock to $559.2 million at end-September
2003. New drawings of $203.3 million, which included
the external bond proceeds, contrasted with principal
repayments of $141.7 million—dominated by the $125.0
million foreign currency repayment to local banks. Of the
total debt outstanding, the Government was directly
responsible for $297.2 million (53.1%) and the public
corporations, $262.1 million (46.9%).

Excluding the $125.0 million repayment, foreign cur-
rency debt servicing rose by $2.7 million (13.9%) to $21.7
million, comprising a $4.5 million increase in amortization
payments to $16.7 million, relative to a $1.8 million
(26.8%) decrease in interest charges to $5.0 million. The
adjusted debt service, as a proportion of estimated
exports of goods and non-factor services, softened to
3.5% from 3.6% last year; and the adjusted ratio of the
Government's foreign currency debt service to total
revenue stood at 3.2% relative to 2.4% in 2002.

In terms of currency composition, more than 95% of
the debt remained denominated in United States Dollars,
although the average maturity lengthened to approxi-
mately 19 years from 10 years prior to the bond issue.
After the refinancing activity, the share of the debt held



by private capital markets increased to 40.2% from 4.8%
in 2002, with a corresponding decline in domestic banks’
share to 19.5% from 51.2%. Holdings by multilateral
organizations also represented a slightly reduced 40.3%
share, from 43.9% last year.

REAL SECTOR

TOURISM

Early indicators for the third quarter of 2003 sug-
gested a decrease in tourism output, compared to the
industry’s advance in the same period last year and a
strengthened outcome during the first half of 2003, owing
to weakened stopover expenditures and more moderated
gains in cruise visitors.

Visitor Arrivals
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After 2002's 11.5% rebound, the increase in total
visitor arrivals slackened to 1.5%, for 1.056 million tour-
ists. Influenced by stopover trends, air arrivals were
approximately unchanged at 0.34 million, signalling an

almost complete end to third-quarter declines recorded in
each of the previous two years. Mirroring cruise traffic,
the 0.72 million sea visitors, which represented two-thirds
of total arrivals, represented abated growth of 2.3%
relative to an 18.2% upturn in the same quarter last year.

Port of entry data revealed mixed results for the ma-
jor island destinations. New Providence, which ac-
counted for 58.7% of the total visitors, experienced a
marginal rebound in arrivals of 1.8%, as a result of the
2.9% upturn in sea visitors relative to the stabilized
outcome in air traffic. Arrivals for Grand Bahama, at
14.4% of the total, contracted by 9.5%—reversing 2002’s
6.5% rebound—and reflected significant downturns in
both the air (7.6%) and sea components (11.1%). How-
ever, the Family Islands continued to display positive
trends, as visitors increased further by 8.0%, aided by
ongoing consolidation in sea arrivals growth to 6.8%
following a significant boost in immigration clearance at
these ports of entry during 2002. Family Islands also
experienced a 15.0% rebound in air traffic, nearly to
levels experienced in 2000.

In the context of an estimated 4.3% decline in hotel
room revenues compared to 2002, indications are that
stopover spending contracted during the quarter and
outweighed the moderated gains in the cruise sector.
Given unseasonably low occupancy levels reported by
major hotel properties in September, occupied room
nights fell by 6.1% for the quarter, occasioning a reduced
average occupancy rate of 57.5% compared to 63.7%
last year. A mild offset was provided from the 1.8%
appreciation in average nightly room rates to $146.64.
For New Providence, a 5.2% decrease in revenue corre-
sponded to reduced room sales of approximately the
same level, with average nightly room rates almost stable
at $166.71. Grand Bahama's room revenue losses of
0.5% also reflected room sales decline of 9.4% vis-a-vis
a significant price improvement of 9.8% to $77.44 per
night. Conversely, the Family Islands experienced a
more incremental rebound in room revenue of 1.2%,
attributed to an average room rate boost of 6.5% to
$162.08 per night as opposed to decreased room night
sales of 5.0%.



CONSTRUCTION

With the announcements and, in some cases, the
start of significant new developments in the hotel sector,
foreign investment support for construction picked up
significantly in both current and forward looking indicators
during the third quarter. Domestically financed invest-
ments however remained below levels recorded in 2002,
based on reported mortgage lending activity among
banks, the Bahamas Mortgage Corporation and insur-
ance companies.

Mortgage Comittments:
New Construction and Repairs
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Compared to the third quarter of 2002, lending insti-
tutions reported a reduction in the number of mortgage
commitments for new construction and repairs for resi-
dential and commercial structures, to 205 from 241 in
2002, with a corresponding 44.8% decline in the associ-
ated mortgage valuation to $20.6 million. The bulk of
these—185 versus 220 in 2002—represented residential
mortgage commitments, valued at $16.5 million com-
pared to $22.4 million in 2002. The contraction was more
notable for new housing projects which represented
58.3% of the residential category. Weakness in the
commercial sector was underscored by one fewer pro-

jects, at 20, accounting for only $4.2 million in potential
financing, as opposed to $14.9 million last year.

Although data on mortgage disbursements are more
indicative of actual construction expenditures, the
amounts reported to the Central Bank do not distinguish
between draw-downs related to home and business
equity loans which represent expenditures on other
economic activities, versus amounts strictly related to
new construction and repairs. Nevertheless, total dis-
bursements during the period were also reduced by 5.3%
to $78.8 million for residential loans, and by 22.1% to
$5.3 million for commercial loans.

Compared to 2002, outstanding residential claims,
which constituted 88.6% of the total outstanding mort-
gages, rose on a 12-month basis by $133.0 million
(10.0%), while outstanding commercial mortgages con-
tracted by $14.7 million (7.3%). For the quarter, the
increase in residential mortgages was approximately two
thirds less than in 2002 at $23.9 million (1.7%), while
commercial mortgages decreased during the quarter by
$5.7 million (3.0%)—both underscoring the slowed pace
at which resources were being generated within the
economy to finance new mortgages. In particular, the
insurance sector, the second important player in the
mortgage market alongside the banking sector, also
experienced slowed asset growth since 2000. Compared
to the same period in 2002, an analysis of average
interest rates indicate firmer borrowing costs during the
third quarter, by 30 basis points to 9.1% for residential
mortgages, and by 20 basis points to 9.6% for commer-
cial mortgages.

PRICES

Based on quarterly variations in the average Retail
Price Index, consumer price inflation for the third quarter
of 2003 eased to 0.3% from 0.8% last year. More accel-
erated gains in average costs on medical care & health
services (6.2%), food & beverages (0.8%) and the mar-
ginal upturn in average costs on clothing & footwear
(0.2%) were offset by a combination of abated increases
and stable prices in the other components in the Index.
Average costs were unchanged for the most heavily
weighted housing component and for education and
furniture & household operations. Meanwhile, average



price increases steadied for transportation & communica-
tion (0.2%) and the advance slowed for recreation &
entertainment services (0.5%).

Average Retail Price Index
(Annual % Change)
September
2002 2003
ltems Weight Index % Index %
Food & Beverages 138.3 1124 21 1130 05
Clothing & Footwear 58.9 107.6 07 1074 -0.2
Housing 328.2 102.9 01 1034 05
Furn. & Household 88.7 112.0 36 1187 5.9
Med. Care & Health 441 111.9 1.3 1198 71
Trans. & Comm. 148.4 104.2 08 1055 1.2
Rec., Enter. & Svcs. 48.7 113.0 12 1263 117
Education 53.1 1606 179 1613 0.6
Other Goods & Svcs. 91.6 108.9 27 1200 102
ALL ITEMS 1000 109.9 23 1131 29

For the twelve months ending September 2003, av-
erage inflation firmed to 2.9% from 2.3% in 2002. The
most significant influences included accelerated in-
creases for recreation & entertainment services (11.7%),
medical care & health (7.1%), transportation & communi-
cation (1.2%), housing (0.9%), furniture & household
operations (5.9%) and costs for “other” uncategorized
goods & services (10.2%). In contrast, the increase in
average costs for education abated considerably to 0.6%
from 17.7%, following significant tuition fee increases
during 2002, and was also tempered for food & bever-
ages (0.5%) while clothing & footwear costs decreased
(0.1%).

MONEY, CREDIT AND INTEREST RATES

OVERVIEW

Money and credit developments during the third
quarter were significantly impacted by the Government’s
external bond issue, which underpinned a sizeable
decline in both Bahamian dollar and foreign currency

credit. Correspondingly, there was a marked reduction in
the financial system’s net foreign liabilities, and a mar-
ginal upturn in the monetary aggregates. Bank liquidity
also improved, but to a lesser extent, as resources were
absorbed by the Government’s domestic currency bond
issue. In this context, commercial banks’ average loan
and deposit rates softened marginally during the quarter.

The latest available data on domestic banks’ opera-
tions for the second quarter of 2003 indicated continued
softness in profitability ratios, stemming primarily from a
decrease in the average net interest margin ratios.

Liquidity
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Despite inflows from the Government’s foreign cur-
rency bond issue, liquidity improvement was muted amid
the coincidental issuance of a domestic bond that in-
volved sizeable non-bank participation. Net free cash
reserves of the banking system increased by 9.3% to
$138.9 million, outpacing a more incremental year-earlier
firming of 1.8% to a more sizeable $146.0 million. This



however, represented a reduced end-September ratio of
3.7% of Bahamian dollar deposit liabilities, compared to
4.0% in 2002. A more significant improvement was
registered in the broader surplus liquid assets which,
relative to the statutory minimum, increased by 19.6% to
$177.3 million, approximating a larger 29.6% of the
statutory minimum compared to 21.7% in the previous
year.

DEPOSITS AND MONEY

Corresponding to an overall buildup in private sector
deposits, the total money stock rebounded marginally by
0.4% from a 0.6% contraction in the third quarter of 2002.
In particular, narrow money (M1) recovered by 1.9% from
a 0.2% decrease last year. Public corporations’ transfers
from fixed deposits extended demand deposits growth to
3.0% from 0.5%, and outweighed a 3.1% reduction in
currency in active circulation.

Broad money (M2) also rebounded by 0.5%, from a
0.4% contraction in 2002. A 0.5% rebuilding of savings
deposits, relative to losses of 1.7% a year ago, more than
offset the steady mild reduction in fixed deposits, where
gains in private business balances nearly countered the
drawdowns by public corporations. With the decline in
foreign currency deposits of residents easing to 2.5%
from 9.3%, overall money (M3) recorded growth of $15.0
million (0.4%) to $3,955.9 million, contrasted with the
year-earlier contraction of $24.7 milion (0.6%) to
$3,865.1 million.

Bahamian dollar fixed deposits remained the largest
component (58.1%) in the money supply, followed by
demand (18.5%) and savings balances (17.0%), with
smaller shares represented by currency in active circula-
tion (3.8%) and residents’ foreign currency deposits
(2.6%).

Analyzed by range of values and number of ac-
counts, the majority of Bahamian dollar accounts (90.5%)
held balances of less than $10,000, corresponding only
to 9.1% of aggregate deposits. On the contrary, individ-
ual deposits of over $50,000 comprised fewer accounts
(2.9%), but 76.3% of the total value. Balances valued
between $10,000 to $50,000, represented 6.6% of ac-
counts and 14.6% of the total value. By depositor profile,
private individuals held the majority of Bahamian dollar

balances (55.7%), followed by business firms (24.6%),
the public sector (9.6%), private financial institutions
(5.1%) and institutional and other investors (5.0%).

DomESTIC CREDIT

Amid a continuation of the credit restraint policy and
the external debt operations of the Government, domes-
tic credit contracted by $124.9 million (2.6%) during the
third quarter, following an expansion of $82.7 million
(1.7%) in 2002.
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Impacted by proceeds from the foreign currency
bond issue, the banking system’s net claims on the public
sector decreased by $181.1 million (20.3%), reversing
growth of $34.3 million (4.0%) last year. In particular, net
credit to Government declined by $184.4 million (27.5%)
compared to the year-earlier advance of $22.0 million
(3.3%). After repayment of the $125.0 million foreign
currency loan obtained from local banks during June and
July 2003, net foreign currency claims on Government
contracted by $127.5 million. The balance of net pro-



ceeds from the issue ($70.6 million) were partly utilized to
reduce short-term advances from the Central Bank and
commercial banks, thereby underpinning a net decrease
in local currency claims’ on the Government by $56.9
million (10.5%). Meanwhile, growth in the banking sec-
tor's claims on the public corporations slowed to $3.3
million (1.5%) from $12.3 million (6.5%) in 2002.

Led by a $17.9 million (4.7%) upturn in foreign cur-
rency claims, private sector credit expansion strength-
ened to $56.2 million (1.4%) from $48.4 million (1.2%) in
2002. However, growth in the Bahamian dollar compo-
nent slackened to $38.3 million (1.1%) from $50.1 million
(1.4%) last year.

Distribution of Bank Credit By Sector
End-September

2002 2003

B$M % BSM %
Agriculture 7.0 02 79 0.2
Fisheries 6.2 0.1 16.8 04
Mining & Quarry 21.8 05 18.0 04
Manufacturing 68.3 16 60.9 1.4
Distribution 212.8 49 209.7 49
Tourism 232.9 5.3 219.9 5.1
Enter. & Catering 29.7 0.7 33.6 0.8
Transport 65.7 1.5 32.3 0.8
Public Corps. 184.9 4.2 198.6 4.6
Construction 344.8 7.9 266.4 6.2
Government 201.6 4.6 456 1.1
Private Financial 32.2 0.7 391 0.9
Prof. & Other Ser. 134.2 3.0 125.8 29
Personal 2653.2 60.6 27911 65.3
Miscellaneous 185.8 4.2 211.9 5.0
TOTAL 4381.1 100.0 42776  100.0

Most of the private sector lending was concentrated
in personal loans which, also comprising the largest
share of the total (69.2%), grew by $38.7 million (1.4%)
compared to $45.7 million (1.8%) in 2002. Although
consumer credit expansion firmed moderately to $14.6
million (1.0%), this was offset by an approximate halving
in residential mortgages gains, to $19.9 million (1.6%),

while personal overdrafts were almost unchanged for the
quarter.

Increases under consumer credit were distributed
among credit cards ($7.4 million), miscellaneous credit
($6.3 million), education ($4.6 million), travel ($3.3 mil-
lion) and land purchases ($1.7 million). These contrasted
with notable net repayment for private cars ($5.7 million)
and debt consolidation loans ($2.1 million).

Among the remaining private sector credit compo-
nents, net declines were recorded for transportation
($15.7 million), distribution ($8.6 million), professional &
other services ($2.7 million), tourism ($2.6 million), min-
ing & quarrying ($1.2 million) and manufacturing ($1.2
million). A combined offset however, was provided from
significant net growth for sectors related to fisheries
($11.3 million), construction ($4.9 million), private finan-
cial institutions ($4.9 million) and for miscellaneous
purposes ($24.1 million).

COMMERCIAL BANKS

The impact of Government’'s external borrowing ac-
tivity dominated commercial bank’s balance sheet trends,
and released net resources for increased claims on the
private sector and public corporations. Net claims on
Government were reduced by $153.6 million (27.5%),
reversing a 1.0% foreign currency led expansion in 2002.
With less available room for lending within the Central
Bank’s imposed credit ceiling, the expansion in claims on
the private sector steadied at $57.5 million (1.5%), out-
pacing, nevertheless, a resumed uptrend in liabilities to
the sector of $22.1 million (0.7%). Credit to the public
corporations increased less markedly by 1.6%, still
contrasting with an 11.0% falloff in deposits. As a result
of these developments, commercial banks’ net foreign
liabilities were reduced by $99.9 million (17.3%).

Proportional analysis showed that commercial banks
held 97.1% of the banking system’s total deposits, owed
mainly to private individuals (54.1%), private businesses
(25.4%), private financial institutions (5.2%) and institu-
tional investors and others (5.4%); the remainder was
owed to the public sector (9.9%). The bulk of the depos-
its was held in fixed balances (61.1%), followed by de-
mand (20.7%) and savings (18.2%).



OTHER LOCAL FINANCIAL INSTITUTIONS

During the third quarter, the 2.9% rebound in OLFIs’
private sector deposits compared to a marginal downturn
in private sector credit of 0.9%. Accounting for 93.5% of
the loan portfolio, total mortgages declined by 1.6% to
$137.7 million. After dividend payouts, the OLFIs’ net
foreign liabilities were stable at $17.9 million.

As regard the deposit liabilities, accounts with bal-
ances in excess of $50,000 comprised 84.4% of the total
value and 36.6% of the OLFIs’ total contracts. Con-
versely, individual balances of less than $10,000 consti-
tuted 9.3% of funds and 32.5% of accounts. An esti-
mated 89.0% of the deposit liabilities were in fixed depos-
its, 10.7% were demand balances and the remainder, in
savings.

THE CENTRAL BANK

During the review quarter, the Central Bank’s net
claims on Government decreased by $31.7 million
(28.9%) to $77.9 million, owing to reduced holdings of
Treasury bills ($7.0 million) and a net repayment of
advances ($28.8 million). Aided by residual proceeds
from the external bond issue, external reserves rose by
$50.4 million (10.7%) to contrast with a decline of $53.9
million (11.7%) in 2002. The end-September position of
$522.9 million, stood well above the $406.8 million at-
tained in 2002.

Underlying this outcome, was a switch in the Bank’s
foreign currency transactions, to a net purchase of $47.2
million from a net sale of $56.4 million in 2002. In par-
ticular, commercial banks’ net inflow of $13.8 million
reversed a net outflow of $42.5 million last year, and the
public sector’s a net inflow of $33.4 million compared to a
year-earlier net outflow of $13.8 million. As regards
commercial banks’ transactions, increased private sector
inflows underpinned the results, as total purchases rose
threefold to $122.9 million, relative to a 32.4% increase in
the Central Bank's total sales to the sector.

INTEREST RATES

In the September quarter, commercial banks’ aver-
age interest rate spread on loans and deposits widened
marginally by 3 basis points to 8.34%. Although the
weighted average loan rate softened by 2 basis points to
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12.15%, the corresponding deposit rate fell slightly more,
by 5 basis points to 3.81%.
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On the deposit side, the average interest rate on
fixed maturities fluctuated within a band of 3.71% - 4.66%
compared to 3.76% - 4.36% in the previous quarter, while
the average savings rate fell by 16 basis points to 2.56%.
Trends in average lending rates were led by a 1.62
percentage point decline in the average commercial
mortgage rate to 9.20%, following firming last quarter that
was more characteristic of the weight attached to individ-
ual contracts as opposed to costs shifts within particular
loan profiles. The average rates on residential mort-
gages and consumer loans also decreased by 9 and 6
basis points, to 8.91% and 13.89%, respectively. Con-
versely, average overdraft rates firmed by 57 basis points
to 11.66%.

The average 90-day Treasury bill rate fell by 28 ba-
sis points to 1.74%. The $75.0 million Government
domestic bond issue during the quarter yielded rates
above Prime of 0.09375% to 0.1667% over a 14 to 20
year maturity range. On the upper end, relative to the
20-year tranche in the third quarter issue of $60.0 million
in 2002, the yield was approximately 1/32 of a percent-



age point lower. Benchmark rates, the Central Bank’s
Discount Rate and commercial banks’ Prime, were
unchanged at 5.75% and 6.00%.

BANK PROFITABILITY

For the second quarter of 2003, the latest period for
which data is available, domestic banks’ net income
increased by 2.9% to $40.2 million, relative to the same
period in 2002. The net interest margin widened by
0.6%, as the incremental increase in interest income
outpaced the rise in interest expenses. Nevertheless,
higher rental expenses partly contributed to a 3.8% rise
in operating costs, reducing the net earnings margin by
3.0% to $31.5 million. Providing positive support, other
income, net of depreciation and bad debt expenses,
increased to $8.7 million from $6.6 million.

Nevertheless, more notable growth in balance sheet
aggregates resulted in decreased profitability ratios
relative to average domestic assets. In particular, the
ratio for the net interest margin declined by 22 basis
points to 4.81% and for commission and foreign ex-
change income, by 1 basis point to 0.43%. The final
outcome was aided however, by a 4 basis-point reduction
in the operating cost ratio to 3.03% and a 12 basis-point
increase in the contribution from other income sources to
0.61% of average assets. These capped the deteriora-
tion in the overall bank profitability ratio (return on assets)
at 7 basis points, to 2.83%.

CAPITAL MARKET DEVELOPMENTS

Equity valuation in the domestic capital markets ex-
perienced a marginal rebound during the third quarter, a
reflection of incrementally improving investor confidence
vis-a-vis the economic outlook. During the third quarter
of 2003, the Bahamas International Securities Exchange
(BISX) All Share Price Index increased by 0.9% to
838.44 points, in contrast to a 3.3% decline last quarter.
A total of 645,005 shares were traded for an aggregate
transaction value of $2.4 million. The broader Fidelity
Capital Market Limited’s Findex weighted share price
index, which also captures over the counter trading,
increased in value by 1.9% to 362.91 points, as opposed
to a decline of 2.8% to 356.3 points during the preceding
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quarter. On a year-to-date basis, however, the respec-
tive indices still indicated cumulative share price loses of
5.3% and 4.7%.

INTERNATIONAL TRADE AND PAYMENTS

Led by reduced net services inflows, preliminary es-
timates for the third quarter of 2003 suggested a widen-
ing of the current account deficit, to $111.6 million from
$68.7 million last year. With the decline in exports and
moderately increased imports, the trade deficit expanded
by 8.1%. This, in combination with reduced net travel
receipts, which underpinned a 20.1% contraction in the
estimated surplus on the services account, eclipsed the
26.1% decline in net income outflows.

The merchandise trade deficit widened to an esti-
mated $228.2 million from $211.2 million in 2002. Non-
oil merchandise imports rose by 3.0% to $342.5 million,
alongside a 5.3% falloff in corresponding exports, to
$160.1 million. In a partial offset, the oil bill decreased by
19.8% to $63.6 million as completely reduced volume
mitigated higher average per barrel prices. Specifically,
the per barrel cost of aviation gas rose by 23.3% to
$103.60; jet fuel, by 52.5% to $48.68; motor gas, by
51.8% to $56.06 and bunker ‘c’ fuel, by 38.8% to $35.82.
In contrast, the per barrel cost of gas oil fell by 8.6% to
$29.67 and propane, by 26.9% to $30.96.

The estimated surplus on the services account nar-
rowed by $38.8 million (20.1%) to $154.1 million, largely
influenced by a 11.4% decline in estimated net travel
receipts to $281.6 million. Also notable was a reduction
in inflows from offshore companies local expenses, to
$18.5 million from $29.6 million last year, when some
companies incurred elevated staff expenses on restruc-
turing activities. A positive influence was the 8.2%
reduction in net payments for other foreign services, to
$82.5 million, inclusive of reduced net outflows for con-
struction, royalties & licencee fees and government
services.

Under the income account, the net outflow slack-
ened by 26.1% to $44.8 million. Although labour income
remittances increased by 12.1% to $14.3 million, net
repatriation of investment income fell by more than one-



third to $30.5 million, featuring significantly reduced net
profit and interest outflows (36.3%) for banks and private
companies.

Under current transfers, net receipts fell by 28.5% to
$7.4 million, with general government net inflows nar-
rowed to $9.4 million from $11.7 million, and private
sector net outflows increased marginally to $2.0 million.
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The surplus on the capital and financial account im-
proved to $114.4 million from $99.0 million, attributed
mainly to the Government’s net external borrowing. A
less important component, migrant workers’ net capital
remittances, registered increased net payments to $8.7
million from $5.5 million; albeit, the net financial surplus
rose to $123.1 million from $104.5 million in 2002.

As a result of the bond issue, the public sector re-
corded a net increase in external debt of $198.4 million,
contrasting with a $3.5 million net repayment in 2003.
Net short-term outflows through the banking system
amounted to $99.9 million, as opposed to the $58.6
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million inflow last year, corresponding to the Govern-
ment's repayment of the $125.0 million domestic foreign
currency loan.

Net private direct investment inflows slackened to
$23.6 million from $30.4 million, with direct equity inflows
increased to $22.1 million from $16.8 million, but net
foreign real estate sales considerably reduced to $1.5
million from $13.6 million. In addition, net private loan
inflows tapered to $6.8 million from $25.1 million.

Consequent on these developments and after ad-
justing for possible errors and omissions, the overall
balance recorded a surplus of $50.4 million, as opposed
to a deficit of $53.9 million in the year-earlier period.

INTERNATIONAL EcCONOMIC DEVELOPMENTS

More broad base strengthening was evident in out-
put trends in the major industrial countries during the
third quarter, with the accelerated expansion in the
United States joined by resumed growth in Europe. As a
consequence, improvements started to register in labour
markets; albeit, inflation firmed incrementally owing to a
combination of pressures from energy costs and
strengthening consumer demand. Meanwhile, major
central banks maintained their accommodating monetary
policy stance, and equity markets continued to react
positively to the improving economic data, including
increasing incidences of favourable corporate earnings
reports. On the currency front, the United States dollar
depreciated further against most major currencies, under
pressure from countries’ maintaining fiscal and current
account imbalances. In the external sector, firmer export
demand underpinned improvements in most major coun-
tries’ current account balances.

As to the outlook, in the September 2003 issue of
the World Economic Outlook (WEO), the International
Monetary Fund (IMF) projected that the global economic
expansion would continue to strengthen, supported by
accumulated monetary and fiscal policy stimulus, less
geopolitical uncertainties, and a restocking of business
inventories. Other positive stimuli in the outlook include a
softening in average energy costs and increased con-
sumer confidence, owing to reduced unemployment



concerns. However, the currency markets are expected
to uphold the sizeable depreciation of the United States
dollar, in view of record fiscal and trade deficits antici-
pated in 2004.

During the third quarter, real output trends improved
in most of the major economies as, rising consumer
spending and more robust exports became key features
of the expansion. In the United States, GDP growth
accelerated to an annualized 8.3%, the fastest quarterly
pace since 1984, relative to the second quarter's 2.4%
uptrend. This was due to a strong upsurge in consumer
spending, business equipment purchases and continued
elevated spending by the Federal Government. The euro
zone economy’s 1.6% recovery from the previous quarter
0.4% decline was underscored by Germany’s export-led
upturn of 0.8% during the third quarter, contrasting with
an annualized 0.4% downturn in each of the previous two
quarters, and France’s output rebound vis-a-vis the 1.2%
contraction in the second quarter. In the United King-
dom, strengthening service sector output and increased
government spending that reached its highest level since
1981, steadied real GDP growth at 2.4% in the second
and third quarters. Conversely, in Japan, indications are
that the real GDP growth slackened to 1.3% in the third
quarter from 2.3% in the second quarter, with business
investments and export volumes holding strong, but
persistent weakeness in private consumption and hous-
ing investments.

In the context of strengthening growth prospects,
employment conditions were broadly improved among
most major industrial countries. The United States’
strong growth momentum led to a softening of the aver-
age unemployment rate to 6.1% from 6.4% in the previ-
ous quarter. Although average euro zone unemployment
stabilized at 8.8% from 8.9%, Germany’s jobless rate was
higher at 10.5% from 9.4%, and France’s at 9.7% from
9.5%. In the United Kingdom, where hiring was brisk in
both the public and private sectors, the unemployment
rate dropped to 3.1% from 5.0% in the second quarter.
Japan’s labour market also improved, as the jobless rate
decreased to 5.1% from 5.3% last quarter.

Although average consumer price inflation among
major industrial countries remained subdued during the
third quarter, some firming was evident owing to a mix-
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ture of seasonal influences and pressures from energy
costs and consumer demand. In the United States, the
annualized inflation rate of 3.1% contrasted with last
quarter's decline of 0.7%, with the major upward influ-
ence stemming from a new run up in energy costs.
Annualized inflation in the euro area also increased
marginally to 2.1% from the previous quarter's 2.0%,
owing mostly to rising food costs. Germany’s consumer
price advance eased further to 0.4% from 1.1%, but
France’s firmed to 2.3% from 1.9%. In the United King-
dom, the annualized increase in retail prices continued at
2.8%; albeit, in Japan, an annualized consumer price
increase of 0.4% was registered vis-a-vis a 3.1% decline
in the second quarter, as overall household spending
rose.

In currency markets, the United States dollar appre-
ciated in the early months of the third quarter as demand
for U.S. financial assets increased briefly when the U.S.
government sold the more popular 5-year Treasury
notes. The Dollar subsequently reversed these gains to
end the period marginally depreciated against the pound
sterling, by 0.4% to £0.601; the euro, by 1.2% to €0.858;
the Japanese yen, by 6.9% to ¥111.49, and the Swiss
franc, by 2.3% to SF1.319. Conversely, the Dollar was
incrementally boosted against the Canadian dollar, by
0.4% to C$1.352.

Commodity markets featured increasing oil produc-
tion from non-OPEC countries and ongoing recovery in
Iraqi oil production, as oil prices continued to fall during
the quarter, albeit staying within OPEC'’s targeted price
band of $25-$28 per barrel. The per barrel price of Brent
Sea crude fell by 10.2% to $27.12 during the third quar-
ter. As regard production, in September OPEC an-
nounced that, in face of the improving global economy
and normal seasonal demand growth expectations for the
fourth quarter, it would cut oil daily output by 900,000
barrels to 24.5 million barrels as of November 1, 2003.
Meanwhile, precious metals continued to provide some
hedging alternative to other investments, with gold and
silver prices firming by 11.2% and 12.3% to $385.35 and
$5.12 per ounce, respectively.

Equity market valuations on the major bourses
firmed during the quarter, in response to increasingly
favourable economic data, and more positive corporate



earnings reports. In the United States, the Dow Jones
Industrial Average (DJIA) advanced by 3.2% to close the
third quarter at 9,275.1 points and the broader S&P 500
Index, by 2.2% to 996.0 points. Japan’s Nikkei 225 Index
also rallied by 12.5%, to end the quarter at 10,219.0
points. Valuation increases were more subdued among
European stock exchanges, where Germany's DAX
Index rose by 1.1% to 3,256.8 points; France’s CAC 40
Index, by 1.7% to 3,135.0 points and the United King-
dom’s FTSE 100 Index, by 1.5% to 4,091.3 points.

On the monetary policy front, leading central banks
maintained their accommodating stances during the third
quarter. In the United States, the Federal Reserve kept
its primary credit and target Federal funds rates at 2.00%
and 1.00%, respectively, as set in June, encouraged by
growing evidence that the recovery was becoming more
broad based. Although the Bank of England lowered its
key repurchase rate by 25 basis points to 3.75% in July,
as a precautionary measure, the position was reversed in
October, following positive information on the outlook for
the economy. The European Central Bank also kept its
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refinancing rate steady at 2.00% and Japan’s official
discount rate was held at the historic low of 0.1% for the
eighth consecutive quarter, with the central bank reaffirm-
ing its commitment to provide the necessary liquidity to
assure financial markets stability.

Strengthening global demand led to improvements
in the external current accounts of most major countries
during the third quarter. In the United States, the sea-
sonally adjusted contraction in the current account deficit
was led by the 2.0% reduction in the trade deficit to an
annualized $550.7 billion vis-a-vis stronger gains in
exports relative to import demand. The United King-
dom’s trade deficit expanded as a result of decreased
earnings on oil exports, while the euro area, including
Germany, benefited from rising exports, which boosted
the third quarter’s current account surplus relative to the
€5.8 billion recorded in the second quarter. Japan also
achieved an increase in its current account surplus,
associated mainly with net improvements in the export
sector.
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STATISTICAL APPENDIX

TABLE 1 FINANCIAL SURVEY

TABLE 2 MONETARY SURVEY

TABLE 3 CENTRAL BANK BALANCE SHEET

TABLE 4 COMMERCIAL BANKS BALANCE SHEET

TABLE 5 OTHER LOCAL FINANCIAL INSTITUTIONS BALANCE SHEET
TABLE 6 PROFIT AND LOSS ACCOUNTS OF BANKS IN THE BAHAMAS
TABLE 7 MONEY SUPPLY

TABLE 8 CONSUMER INSTALLMENT CREDIT

TABLE 9 SELECTED INTEREST RATES

TABLE 10 SUMMARY OF BANK LiQuiDITY

TABLE 11 GOVERNMENT OPERATIONS AND FINANCING

TABLE 12 NATIONAL DEBT

TABLE 13 PuBLIC SECTOR FOREIGN CURRENCY DEBT OPERATIONS
TABLE 14 BALANCE OF PAYMENTS SUMMARY

TABLE 15 EXTERNAL TRADE

TABLE 16 SELECTED TOURISM STATISTICS

The following symbols and conventions are used throughout this report:
1. n.a. not available

2, - nil

3. p = provisional

4. Due to rounding, the sum of separate items may differ from the totals.
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BASEL Il AND CONSOLIDATED SUPERVISION — THE CHALLENGES AHEAD
By Governor Julian W. Francis

Remarks at the Opening Ceremony of the Association of Bank Supervisors of the
Americas (ASBA) Financial Stabilities Institute (FSI) Seminar on Consolidated Su-
pervision and the New Basel Accord, Nassau, Bahamas, 6th October, 2003.

Introduction

This seminar on Consolidated Supervision and the New Basel Accord is extremely timely and
relevant to our region as we embrace the challenges posed by our preparation for the new
Capital Accord. Basel Committee Chairman Caruana, in a recent speech, noted the higher
than expected volume of responses to the third consultative paper. In my review of the re-
sponses, | was pleased to note that many of the supervisory authorities in our region, including
The Bahamas, actively participated in the debate and voiced concerns and suggestions in an
effort to ensure that the most effective Accord possible is developed. We should commend
the Basel Committee for its consultative approach to the development of the new Accord. Ad-
ditionally, ASBA and the FSI should be applauded for seminars like this one, which ensure
that supervisors are knowledgeable about the issues and are therefore prepared to execute
effectively in this new, ever more demanding environment.

It is important to state that The Bahamas is committed to implementing a capital adequacy re-
gime which is appropriate to the maintenance of a strong international banking centre. The
Central Bank of Bahamas requires its licensees, by law, to maintain capital arrangements
which are at least consistent with the existing Basel requirements.

The Bahamas implemented the current Accord in 1992, with the exception of the market risk
amendments which are scheduled to be introduced in 2004. Because of the Bahamian ex-
change control requirements and the limited capital market activities of domestic banks, we
expect that our retail banks will be below the Basel materiality thresholds for market risk.

We have also experienced that consolidated supervision has proven to be an essential tool for
the supervision of banks. This comprehensive approach takes into consideration the risks and
activities of the entire banking group or financial conglomerate, including direct subsidiaries
and branches, and also non-bank companies and other financial affiliates and special purpose
vehicles. The supervisory authority must satisfy itself of the proper management and supervi-
sion of the inherent risks of the groups’ activities, wherever they are booked and therefore
must go well beyond the accounting concept of “consolidation” or the preparation of consoli-
dated accounts, in seeking to monitor and supervise the activities of financial groupings.

Consolidated supervision is a particularly important matter for The Bahamas as this jurisdiction
hosts 288 licensees from over 30 countries. As a host jurisdiction, therefore, there are any
number of peculiarities which must be understood and responded to, if this critical system is to
function as it must.
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Cross Border Considerations

First, the vast majority of our banks have extensive international activities. Therefore, cross
border supervision becomes extremely important. The Bahamas, as a member of the Off-
shore Group of Banking Supervisors (OGBS) endorsed the Report on the Supervision of
Cross Border Banking in 1996 and we have taken important steps in the implementation of the
report’'s recommendations.

The Bahamas’ revised supervisory legislation introduced in 2000 in some respects codified
practices that were already in place and broadened and deepened the scope for consolidated
supervision, information sharing and co-operation with foreign supervisory authorities. Since
2001, The Bahamas has frequently accommodated onsite inspections by home country regu-
lators. We have also made the inspection of overseas branches and subsidiaries of our licen-
sees a priority for 2004. Negotiations of Memorandums of Understandings (MOUs) between
The Bahamas and a number of home-country supervisors have either been concluded or are
being actively pursued by ourselves.

Upward Consolidated Supervision

Second, we realize fully, that we must be concerned not only with “downward consolidated su-
pervision”, that is of subsidiaries and branches of our licensees, but also with what we term
“‘upward consolidated supervision®, or addressing supervisory issues as they relate to the par-
ent entities of licensees.

In terms of upward consolidated supervision, the Central Bank must be assured of the finan-
cial viability of the parent institution, and the control and oversight provided by the parent office
and also the quality of supervision by the parent bank’s regulator. This is especially important
to control the risks from intra-group exposures.

The flow of information is, of course, important for upward consolidated supervision. The fo-
cus has traditionally been on the flows of information from the subsidiary to the parent com-
pany for the purpose of accounting consolidation. However, it is more and more imperative
that home supervisors be proactive in raising material issues and concerns with their host
country counterparts and respond to host country supervisory requests for information in a
timely and satisfactory manner.

Basel Il and Consolidated Supervision

Basel Il requires enhancements to the traditional concept of consolidated supervision. The
Basel Committee has stated firmly, that the New Accord should be applied on a consolidated
basis to internationally active banks. Additionally the scope of application will extend to any
holding company that is the parent entity within a banking group and to every tier within a
banking group.

| would now like to address some specific issues of each component of Basel Il in terms of
Consolidated Supervision.
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Pillar 1 Issues

It has been observed that Basel Il provides supervisors with a large number of options for im-
plementation. The Central Bank of The Bahamas is excited about the ability to tailor the Ac-
cord to our needs, but recognizes the complexity involved.

Firstly, The Bahamas is a host jurisdiction for a number subsidiaries and branches of US and
EU banks. We, therefore, must play close attention to the position taken by these countries
with respect to the implementation of Basel Il. We have noted, with interest, Federal Reserve
Board Vice Chairman Roger Ferguson’s comments that the United States intends only to ap-
ply the advanced approaches of Basel Il to the largest, most internationally active US banks.
He estimated that some 20 US banks, which represent approximately 99% of US bank foreign
assets, would be expected to adopt Basel Il from the onset. The remaining 8,000 US banks
would be permitted to continue operating in accordance with the existing Accord.

The European Union appears to be taking the position, that its banks will be allowed flexibility
in terms of options under the new accord, but that most, if not all banks will be required to
move to Basel II.

It will be necessary, therefore, for The Bahamas, and all jurisdictions which host subsidiaries,
branches or affiliates of US or EU banks, to be familiar with these different approaches to the
New Accord.

As Basel Il is applied on a consolidated basis to the entire banking group, we can expect that
our licensees which are part of US and some EU banking groups will be expected to put in
place the infrastructure for the measurement of capital adequacy consistent with Basel II. In
the case of branches and subsidiaries of those 20 or so US banks, we can expect that our li-
censees will be using the advanced IRB approach. In the case of branches and subsidiaries
of EU banks, we can expect a range of approaches being used.

For those subsidiaries and branches in our jurisdictions of banking groups using the advanced
Internal Ratings Based (IRB) approach, there will be a need to construct the required data sets
on the probability of default (PD), exposure at default (EAD), loss given default (LGD) and ma-
turity (M). This will take time and considerable expertise. Banks in host jurisdictions, like The
Bahamas, however, may find it less challenging to move to the more advanced approaches
under Basel Il, as the required data for the IRB approach often relates to the home country
and in most instances would the same or similar to the parent bank. Nevertheless, we will be
required to understand and audit the banks’ internal models.

Supervisors in host countries may be faced with the situation where, their licensees are using
advanced approaches because of requirements of the home office, while the jurisdiction has
not yet fully implemented Basel I. This scenario brings to mind Roland Raskopf's well known
PowerPoint slide of a turtle resting upon a Ferrari. The Ferrari is meant to represent the bank-
ing industry, and the turtle represents the Supervisor. The situation is similar here. This is not
to say however, that adequate supervision of the licensee’s capital adequacy cannot be pro-
vided where the licensee is implementing a more advanced approach. Two options are likely.

First, the host supervisor may require its licensees, in addition to the reporting of capital by the
IRB method to the home office, to measure capital adequacy on a consolidated and solo basis
using Basel | or the simpler Basel Il options. This would result in banks having dual systems
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for the measurement and monitoring of capital; one for the purpose of consolidation into the
numbers of the group, and the other to fulfil its statutory requirements to its local regulator.
Such an approach may not result in competitive disadvantages for our banks as we already
mandate fairly high minimum levels of capital. Additionally, in The Bahamas, because of the
liability driven nature of private banking, average capital ratios are considerably higher than
8%.

A second option entails the expansion of the concept of consolidated supervision. In this sce-
nario, the host supervisory authority may need to rely on the home supervisor’s assessment of
the group’s capital adequacy, including the testing of the bank’s and the group’s internal mod-
els in the short to median term. As such, new MOUs may need to be developed and existing
MOUs expanded to establish the protocols for these examinations. Here, we would need to
ensure that the home supervisor is capable of, and willing to provide adequate supervision for
the global use and the back-testing of models through the international banking group.

These joint inspections may also enable the transfer of expertise from countries with a long
history of models testing to jurisdictions in our region where banks have traditionally operated
much more simply.

Pillar 1 and Ratings Agency

While the Internal Ratings Based Approach poses several important challenges for small juris-
dictions, utilization of the Standardized Approach also has peculiarities for implementation in
The Bahamas and will require an even richer relationship with home supervisors.

We note that the Standardized Approach requires the use of credit ratings agencies which cur-
rently, for the most part, do not exist in the Caribbean Region. Under Basel I, Supervisors will
be required to approve the credit ratings agencies using strict criteria. This will mean that The
Bahamas, where necessary, will need to approve the use of credit ratings agencies in over 30
countries. | say this because it makes little sense for a ratings agency in The Bahamas to rate
the risks of a licensee which is a subsidiary of, for example, a Brazilian bank with Brazilian ex-
posures. It would be better for that Bahamian subsidiary of the Brazilian bank to utilize an ap-
proved credit rating agency in Brazil, perhaps the same credit ratings agency used by the par-
ent bank. Therefore, there will be a need to enhance the co-ordination and information shar-
ing between home and host supervisors to ensure that the Standardized Approach functions in
this regard.

Pillar 2 Issues

The Bahamas supports the introduction of Pillar 2 — Supervisory Review, into the new capital
adequacy framework. The implementation of Pillar 2 should not be a major challenge for the
Central Bank of The Bahamas, as powers to require a licensee to hold additional capital above
the 8% requirement already exist under current legislation.

Once again, in terms of internationally active banks, Pillar 2 can be strengthened by better
consolidated supervision and better flows of information between supervisors. We urge home
supervisors to remember that information flows must be bi-directional to ensure effective con-
solidated supervision. While a problem arising in a subsidiary may result in difficulties with the
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parent bank, a problem within the parent entity signals, with almost certainty, problems within
the subsidiary entities.

Going forward, the Central Bank of The Bahamas plans to seek negative assurance from all
home regulators that nothing during the period of review has come to their attention that would
inhibit the parent bank’s ability to provide support should it be required. We have also
strengthened our requirements for letters of comfort by requiring the notification of the home
supervisor. In this way, we seek to detect problems before they endanger the solvency of the
bank.

Pillar 3 Issues — Market Discipline

Market discipline through disclosure of both quantitative and qualitative information is an im-
portant mechanism for reducing the potential for moral hazard by allowing enhanced monitor-
ing of the bank’s activities by its shareholder and depositors. More frequent and informative
disclosures, also serve to promote better consolidated supervision by increasing the flow of in-
formation to the home supervisor and supervisors of other group institutions. As such, we
support the introduction of this Pillar.

We note that the more sophisticated and dynamic the market, the better disclosure serves as
a disciplining measure. The international banking market is, therefore, well suited for such a
mechanism as market participants and stakeholders tend to be sophisticated.

The Bahamas has always required the publication of audited financial accounts of licensees.
The Central Bank plans to expand this requirement through the introduction of a new guideline
on minimum disclosure requirements. We are also happy to see that the New Accord tidies up
some interpretative difficulties over what is to be consolidated into a bank’s balance sheet and
capital adequacy calculation which are sometimes less than absolutely clear under the present
Accord.

However, under Basel Il there will be an extra cost for licensees as disclosures will have to be
made more frequently. The disclosures, as outlined in Pillar 3, are also quite extensive. We
recognize that considerations will also need to be given to the resource constraints for the lo-
cal audit firms as the required disclosures and the frequency of disclosure expand. Neverthe-
less, we are certain that the benefits of the disciplining effects of the market through increased
transparency and disclosure will outweigh the costs.

Conclusion

The topics of Consolidated Supervision and Basel Il are natural partners. In some instances,
consolidated supervision is the vehicle through which Basel Il will be properly implemented. In
other cases, the new requirements stemming from Basel Il require enhanced consolidated su-
pervision. The Bahamas remains positive about the implementation of Basel Il. We feel that it
allows for greater risk sensitivity and transfers greater responsibility for determination of capital
requirements to the industry. These are appropriate reforms. However, we must be cognizant
of the many challenges which the New Accord poses for the regulatory system and for super-
visors and prepare to overcome them.

We, in the Bahamas, are certain that improvements to the standards of supervision of banks in
general, and to consolidated supervision, including the supervision of cross border establish-

37



ments, can contribute importantly to the effectiveness of Basel |l. Forms which address these
issues are therefore important steps in the right direction.
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