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Introduction

Offshore Shore Centres (OFCs) are generally small, low tésdictions. In defining International
Financial Centers (IFC’s) the International Monetary Fund {IMétes that there must be a large
number of financial institutions functioning in a sim@d regulatory environment, with low or no
tax, and with the majority of its transactions initiatedsbifre. Regional Financial Centres (RFCs) are
groups or blocks of countries, viewed as IFCs anidiwhave specialties in the offshore financialress.

Many Caribbean islands, including Anguilla, Antigua and Beg) Dominica, Grenada,
Montserrat, Saint Kitts and Nevis, Saint Lucia, Saint Vin@d the Grenadines, the British Virgin
Islands, the Caymans Islands, the Bahamas, Barbados, and éanliee categorised as RFCs. In the
early 2000s, the sector was thriving, and positively doutirig to the foreign exchange inflows to
these countries.

In the aftermath of the 2008-2009 global financial crises, akkegulatory jurisdictions have
made attempts to strengthen their financial sector regulatimpervision, and risk management. The
objective was to increase the resilience of financial institatiand prevent another financial sector
collapse in the future. Moreover, the regulators soughestrict potential money laundering and the
financing of terrorism, via the implementation of moreicstranti-money laundering (AML),
countering the financing of terrorism (CFT) and know-youstomer (KYC) regulations.

Post the 2008-2009 financial crisis, several Caribbeantges, including the Bahamas, the
Cayman Islands, Saint Kitts and Nevis and Saint Vincent an&thnadines have been subjected to
increased financial regulations by the international financi&loaities. This has limited the growth of
the offshore financial sector.

This policy brief therefore aims to assess existing anénfiat threats to the Offshore
Financial Sector to selected countries in the Caribbean, witheteof developing recommendations
for addressing these challenges. Particular focus is placed drk8trand Nevis, and Antigua and
Barbuda. Interviews were also conducted with stakeholders én Gribbean countries to assess the
wider implications for the subregion.

1 IMF Staff Discussion Note SDN/16/06.
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The study is structured as follows: section one providésied historical account of the
emergence of the offshore financial sector in the Caribbean,saimdpbrtance to the host countries.
Section two reviews the international authorities that proxédgilation for the financial sector, the
financial standards, and the compliance effort of the countrider review. Section three touches on
the importance of the Citizen by Investment programmes td &éts and Nevis, and Antigua and
Barbuda. Section four examines the impact of de-risking erOfRCs in the countries under study.

Section five offers conclusions and recommendations.
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|. The emergence of
Caribbean offshore financial centres

The first Caribbean offshore financial centre was establishe8iahamas in 1936, by British and

Canadian investors. The offshore financial services were evenint@grated as a subsidiary of the

National Westminster Bank (Suss et al. 2002). Later in tB68s],9he offshore financial services were
expanded to Anguilla, the British Virgin Islands, ane tB@ayman Islands. The 1980s saw the
development of the offshore financial centers in Antigua anduBlartSt Kitts and Nevis.

The offshore financial centers seemed very attractive to the Carilglowamments, as the
OFCs require neither large capital investments, nor a hidtilleds and specialized labour force.
OFCs commonly provide services which can be grouped in thewvfoy categories: a) private
investments, which are investments to minimise taxation itiatwf the client; b) asset protection,
which uses international jurisdiction to allow for the pation of the assets of clients from legal risks;
c) estate planning, which is the administration of assethénmost favourable legal and fiscal
jurisdictiorf. The following types of financial institutions provi@#-Cs: commercial banks, insurance
companies, mutual funds, and gaming companies.

These early OFCs allowed for employment creation, the earnitaxation revenue for the
host government, and the acquisition of foreign exchange. [sitive economic benefits motivated
other Caribbean countries, notably the countries of the EaS#iinbean, to pursue offshore financial
centers within their borders.

Suss et al. (2002) notes that in the Bahamas and the Caymanaafs|stluring the initial years
of development of OFCs, the multinational firms hired los&@ff only in lower level positions.
Eventually, the multinational firms realised it was more edfigtctive to train and hire local staff at all
levels of operation. Thus, there was a rise in employment gedarabugh OFCs in Caribbean host
countries. As the offshore financial services sector grew adalith demand for the upgrading of,
various aspects of the local economy such as accommodation (hat#is)ling (restaurants),
transportation, and infrastructure. This resulted in #ipespillover effect in the host countries.

2|t is important to note that the proceeds fromgl activities are often processed through ORCsonceal the source
of funds (Suss et al. 2002).
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According to data from the Nevis Financial Services Regulatamr@ission (FSRC), the
offshore sector accounts for approximately 10 percent of thes@omestic Product (GDP) of Saint
Kitts and Nevis. This would seem a relatively small contiilouwhen compared to other offshore
jurisdictions such as the Cayman Islands, and the Bahamee thie contribution of OFCs to GDP is
estimated at 50 percent and 20 percent respectively. Howevegntii&ution is significant within the
St Kitts and Nevis context, as it is the secontidstycontributor to the economy, following tourism.

The data for Saint Kitts and Nevis as illustratedigure 1 show the contribution of the
offshore sector to GDP contracting to just over 10 perce@0thg, from around 15 percent in 2001.

Figurel
Nevis per centage contribution of offshore sector to GDP
(Per cent of Nevis total current revenue)
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Source: Generated by authors; data from FSRC.
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ll. International standards for
International Financial Centres (IFCs)

There are three main global bodies setting standards for Inde@afEinancial Centers (IFCs). They
include: the Organisation for Economic Cooperation and Derneap (OECD), the Financial Action
Task Force (FATF) and the International Monetary Fund (IMF).

The OECD’s mission is to promote policies which would &eatonomic and social
improvements for people globally. The OECD provides arfofor governments to work together and
share information for the betterment of global issues umaér purview. Small island territories lack
both the financial resources and political weight of the mereldped countries, characteristics for
membership to the OECDIn 2014, forty-seven countries tentatively agreeda “common reporting
standard” (CRS) for the automatic exchange of takfmancial information on a global le¥eCurrently,
the CRS is an automatic standard for the reporting of tafimenacial information. The premise is that
non-reciprocity agreements in the area of finanefarmation exchange create a climate for tax have

The massive financial flows, and growth occurring in the seattracted the attention of the
Financial Stability Forum (FSF) and the Financial Action Tlsice (FATF) (Tranoy 2002). Several
measures were introduced by the FSF and the FATF for comipadingy-laundering, and countering
the financing of terrorism. Not surprisingly thereforaeimiews with stakeholders5 in the financial
sector in Saint Kitts and Nevis, and Antigua and Barbuda revehdtdfinancial regulators and
industry practitioners are reluctant to accept clients with disndisclosures, or with some perceived

3 The OECD governing body, which is comprised oftla# members, decides whether to open accessionssisns
with a country. The governing body also decides t#rens, conditions and process for accession. €hast
conditions and process for the accession are typ®et out as roadmaps for each country (OECD BD17

4 The 47 countries were comprised of 34 OECD coesitras well as Argentina, Brazil, China, Colomllasta Rica,
India, Indonesia, Latvia, Lithuania, Malaysia, Siafichbia, Singapore, and South Africa (OECD 2014).

5 Questionnaires were administered, and intervieeseveonducted with senior officials from the bawgkiand non-
banking financial institutions in Saint Kitts andeMs, and Antigua and Barbuda. A total of x persomse
interviewed over the March 2017, to August 2017qekrfrom x banks, and x non-banking institutiombere was
also, x percent non-response error.
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reputational risk. Stakeholders interviewed also noted therdders continuous implementation of
measures toward complete CRS compliance. Additionally, there rhaitgle bilateral treaties for
exchange of financial information with major trading partners.

The Financial Action Task Force has responsibility for sgtstandards for combating money
laundering, and the preventing the financing of terrorisne. Taribbean Financial Action Task Force
(CFATF) falls under the purview of the Financial Action T&slkce and comprises twenty five (25)
countries of the Caribbean basin. The CFATF main objectiaés@sto achieve compliance with the
Financial Action Task Force, and prevent money laundering cantbat the financing of terrorism.

The IMF'’s role in monitoring International Financial Center$o conduct periodic reviews
of financial centres, with a view to measuring compliance toriatemal regulatory standards as set
by standards-making bodies like Basel Committee on Banler@igjpn (BCBS), International
Organisation of Securities Commissions (I0OSCO), and tkernational Association of Insurance
Supervisors (IAIS).

In addition to these regulatory and monitoring bodies,baan IFCs are also faced with
ongoing rules and standards by individual developed coufikeethe United States FATCA and the
United Kingdom’'s CDOT and Public Registry of Beneficiavarship (PRBO). The CDOT and
PRBO specifically apply to ten Caribbean Crown dependentsatitries. These two initiatives also
impact compliance operating models differently and may lead itiad costs and resource burdens
on these jurisdictions. Further, they create the added chaltgngeltiple reporting and managing
interactions with many governments.

In 2010, the United States Congress passed the Foreign ActaMnCompliance Act
(FATCA), requiring non-US financial institutions and camtaion-financial foreign entities to report
on the assets held by their U.S. account holders, or ajecsub withholding on withholdable
payments (IRS 2017). Financial institutions, both onstand offshore note that the implementation
of the FATCA legislation has been burdensome and costlyth@ncbntinued monitoring for clients or
potential clients with “U.S. ties”, is time-consuming and engive. What is central here, is the fact
that the relevant institutions in the Saint Kitts and Neatig] Antigua and Barbuda have implemented
FATCA, and are in the process of facilitating their reporting

Apart from the standards introduced by the US, and the regiriatory bodies, in 2016, the
United Kingdom has introduced the Public Registry of Biersf Ownership (PRBO), (Open
Ownership and Global Witness 217). The Public RegistBenfeficial Ownership was designed with
the objective of creating transparency of beneficial owners ohéssiand property of U.K. citizens.
Interviews with stakeholders note that the cost of complianttetiie Public Registry of Beneficial
Ownership puts them at a disadvantage, as this is not a giojo@lement.

With specific reference to the region’s efforts at complianceagims of monitoring, the
Eastern Caribbean Currency Union (ECCU) economies have sevesial dd\supervisory oversight
for assessing AML and CFT practices. The Eastern Caribbearal’®abk (ECCB) is responsible for
direct prudential oversight of domestic banks in the Eaganibbean, while the Financial Services
Regulatory Commission (FSRC) has the responsibilitAldL and CFT monitoring.

The financial sector legislation of both Antigua and Barbudh $aint Kitts and Nevis is
closely modelled on international standards and legislatioth@fmore developed countries. In
Antigua and Barbuda, the Money Laundering (Prevention) Actinvalemented in 1996, while Saint
Kitts and Nevis gave assent to its Anti Money Launderingid@011. The legislative framework for
both islands applies to international banks and company ramsat establishment of trust,
international insurance companies, money services, credit uamohprovisions of the citizenship by
investment programme. It also includes on-site examinatitmesé regulated entities.

In terms of the current legislative agenda, banks in Saitd Kitd Nevis have implemented
Foreign Account Tax Compliance Act, and begun the implementatiche Common Reporting
Standard. They have committed to the implementation of nideecelements of the CRS, including

10
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the primary and secondary legislation by 2018, as well akad.ist of Non-reporting Financial
Institutions and excluded accounts. Antigua and BarbudATCR ready and has committed under
the OECD to implement both the primary and secondary CRSdé&gn by 2018.

Moreover, some financial institutions in both islands haw® adopted the Risk-Based
Supervisory Framework, which includes a combination of iatieand external audits, an approach
recommended by regulators.

Many of the stakeholders interviewed noted that they were soesetower-regulated, a
practice which they note, has negatively impacted their compegtgefror example, the Beneficial
Ownership Act of Antigua and Barbuda, requires the pubbicadf share-owners, beyond the majority
share-holder. The interviewed stakeholders expressed thehagetne law went beyond the minimum
requirement. Moreover, they were unsure how the process shotkdas no consultations were held
with the financial sector prior to the approval and implemamtaif the law, yet steep fees for non-
compliance have been implemented.

At the micro-level, due diligence processes of both Sains litid Nevis, and Antigua and
Barbuda appear to be satisfactory. For one to open a banknadeau valid pieces of picture
identification are required, as well as proof of addressiraame or retirement, a practice that more
or less exists throughout the Eastern Caribbean and widdsb€an Community (CARICOM). In
some more developed jurisdictions the process is simpléhelity.S. for example a single piece of
identification and a social security number is required ferojirening of a bank account.

The problem in the countries of interest does not appearlimited legislation or inadequate
supervisory regimes, but transparency, based on the measuhesgdbbal rule-making bodies and
developed nations, and proving compliance in a global systharencompliance appears to be
measured by enforcement numbers. IMF (2017) report on théJE@E that the cost of securing
new correspondent banking relationships can be reduced thrivagbes anti-money laundering and
counter financing of terrorism legislation and supervisibank consolidation and improved
communication. The IMF (2017) study did note improvemémtthe quality of statistics and data
collection in the ECCU region, but also identified the needudher progress and enhancement in
the quality of surveillance and policy analysis.

11
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lll. Citizenship by investment programme

The Citizenship by Investment (CBI) programme has been widedyl as a fiscal tool by some
CARICOM member states. The programme dates back to 1984ifor I9tts and Nevis, and was

established in 2014 in Antigua and Barbuda. Both countereigwed appear to have a very strong
reliance on the CBI programme for financing their recurrenteesg@s. Destabilisation of this

programme therefore, could have significant negative consequenae&fall fiscal management.

The OECD has in the past categorized CBI programmes as vebictax fivoidance. Public
officials interviewed for this study advocated the integrithe due diligence process, and outlined a
rigorous, multi-layered vetting approach; with failureslire diligence at a minimum. The programme
however appears to have played a role in increasing the coumgéjegational risks, and these
reputational risks may have contributed to the eventual fassr@spondent banking relationships.

Some well-established domestic commercial banks in the courgtiesved curtailed the
acceptance of CBI funds since 2016. In Antigua and Barbutlsding bank terminated its CBI
banking ties, while in Saint Kitts and Nevis another markedér in commercial banking also
dropped that business from its portfolio.

It may be necessary for regional governments to go a stelpeifum promoting the
transparency of the CBI programme, and by establishing acprddistry of approvals. Increased
exchange of information treaties with countries neéso be useful in the financial background due
diligence checks of applicants.

13
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V. The impact of de-risking

In considering the impact of changing regulation on CariblEamomies, and by extension the
operations of OFCs, while the IMF (see table 1) assesemlai of loss of correspondent banking
relations (CBR$)on Saint Kitts and Nevis as negligible or moderate, irtamid stakeholders noted
that while National Bank in Saint Kitts still maintainedeirmediary services, the de-risking of Bank
of Nevis has significantly impacted business, given that mianme 90 percent of offshore transactions
are in U.S. dollars. Industry participants also pointed 80 percent increase in wire transfer fees
from USD100 to USD300. One interviewed financial sector fi@oer noted that compliance costs
also increased by approximately 30 percent, while profit matgine suffered.

Moreover, some bankers noted an indirect, but critical drawbacHeeaisking as the
weakening of the ability to monitor anti-money launderiagd counter financing of terrorism
activities that the digital footprint of cross-border wisgvéces provides. Clients have been forced to
use alternative measures for making payments that are not astesdied. This may be the most
dangerous impact of de-risking- the inadvertent creation afnalerground market for USD. There
appears to be a return to traditional methods of movingegneia cash. This not only undermines the
ability of financial institutions to track transactions, biuglso limits opportunities to block suspicious
transactions through an electronic clearing system. The impdbese countries may therefore be
more severe because of the broad and lingering implications.

5 n correspondent banking, a respondent domestik frams an agreement with a correspondent intenmaitbank to
execute payments on behalf of the respondent baahkscustomers. Correspondent banking relatigsstCBRs)
with international banks are important for domebtks as it allows the domestic banks to accesmtarnational
payments system. TH®e-risking is an umbrella term used to describeastgies adopted by global banks to
lower the overall risk exposure of their asset fiid in response to tighter regulatory standaraspiosed by
national and international regulatory.(CCMF 2016, 4). As such de-risking is essentidily teduction of business
relationships with domestic “respondent” bankstginational “correspondent” banks. It includes, términation
of correspondent banking relationships (CBRs) wdital banks; the withdrawal from selected markets] the
closing the accounts of selected clients and caskelients.

15
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Tablel
Impact of the withdrawal of correspondent banking relationships

No significant
impact/moderate
impact

Adverse impact

The Bahamas, Barbados, Costa Rica, Cyprus, GreGagaemala, Saint Lucia, Tonga, El Salvador, Guyana
Jamaica, Kiribati, Kuwait, Lebanon, Morocco, PanaBamoa, Saudi Arabia, Solomon Islands, Sri LaBkint
Kitts and Nevis, Saint Vincent and the Grenadiaes, the United Arab Emirates.

Belize, Iran, Liberia, and Sudan.

The quantification of the loss of business in resjemt banks

The Bahamas

Belize

Liberia

Panama

Sudan

Six institutions, representing a sshalte of total about 19 percent of banking systeseta, have recently lost
CBRs.

Only 2 of the 10 domestic and internatidmeathks have CBRs with full banking services. Thet@¢Bank of
Belize lost three CBRs.

All commercial banks have lost at least @BR in the last 3 years, with the most affectesihig about 78 percent
of their CBR accounts (SIP).

The total number of CBRs remained stallé3xt464 between March 2015 and End-February 2046 (6
relationships were lost, but Panamanian banks neahigestablish 63 new relationships).

Sudan lost almost half of its CBRs betweHr?2 2nd 2015.

Source: IMF 2016-Recent Trends in CorrespondenkiBgrRelationships.

16



ECLAC Title of document (Header)

V. Recommendations

With the on-going challenges to the offshore sector, tharkeas need for a policy shift in the region
towards greater transparency and strengthening functional etiopess well as policy coordination.
Such an approach would go a long way in allowing the Cariblodighore financial sector to
successfully respond to exogenous shocks.

There is need for greater regional coordination when addresssngs which impact
Caribbean economies in general and the offshore sector in particBluch coordination should
embrace the private sector. A good example is the approach adofeitidbyVirgin Islands, where
the private sector is actively engaged with the governmenteirpadticy formulation. Allowing the
regional private sector to have a supporting role could bgieattool in helping to shape the codes
and rules and in communicating the challenges which small-islameloping countries face in the
OFC sector.

There appears to be a mismatch between the expectations of the geistateand policy
positions of regulators, which speaks to the need for bcgutivate sector consultative process which
informs domestic and regional policy-setting in respechefdffshore financial services sector. The
private sector noted the critical need for structured consulfato@esses to ensure that all threats and
market fallouts are assessed from both the regulatory ammy gtdindpoint, and with some assessment
of the market impact.

Unlike other jurisdictions, CARICOM member states appeante lindividual approaches to
regional threats. Market practitioners referenced the BVI modeliblic-private sector consultative
process as one to be emulated in achieving legislative complianci auldiressing the growing
challenges to the offshore sector.

A significant challenge to member states is the limited ab#ity of published economic
data relating to the regional offshore financial sector. Tiselitle or no data collection or tracking of
statistics in the countries of interest. Hence, it is recometktitht a proper system for data/statistic
collection be implemented, and undertaken in partnership thighprivate sector. The recently
endorsed CARICOM Action Plan on Statistics, led by the Hoalge Keith Mitchell, Minister of
Grenada, could be a key vehicle for the accomplishment of this goal

The regulatory frameworks which govern banking and offshfimancial services are
consistently changing to address potential and emerging thodhts sector, and to ensure the highest
levels of transparency. The regional offshore sector need® toognizant of and responsive to
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changes in the regulatory frameworks, which in many instafceatén the economic stability of
these member states which are highly dependent upon thereffgstancial sector. Some of the more
vocal regional advocates have categorized these threats as unfaig; thatithe small size and
portfolio of regional offshore banks and trusts presenigaificantly smaller probability of anti-

money laundering and counter the financing of terrorism awaittions than many larger, global
financial institutions.

Moreover, there is little accommodation for either size or caparcttye application of global
rules and in meeting compliance deadlines. This places tremendsgsiie on the resources of small
islands to meet compliance deadlines, a situation that makes riwm susceptible to being
negatively listed.

In moving forward therefore, the international communitywti be mindful of the economic
importance of the offshore financial sector to many CaribbeantriesinAs such, the efforts of both
global and national standards setting agencies should be duidé@ need for a levelling of the
playing field as it were. The challenges to the sector presenpportunity for the Caribbean policy
makers to defend the gains of an important sector whichkiedito the diversification of services in
the region.
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