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Good evening ladies and gentlemen. I am very pleased to have the opportunity to speak to you today on the role that the Central Bank plays in regulating deposit-taking institutions.  I think the theme selected for the seminar - Securing Your Financial Safety - is quite appropriate and one that is of keen interest to everyone here, as well as to the other thousands of persons who place their deposits and savings with financial institutions.

We do believe that it is very important for the members of the public to be kept abreast of the measures instituted by regulatory agencies to protect the system’s deposits and investments. Consequently, the JDIC has seen it necessary to host a series of seminars such as this one to keep everyone informed as to what we are doing in this regard.

On behalf of The Bank of Jamaica (BOJ), I wish to thank the Jamaica Deposit Insurance Corporation for allowing us the opportunity to speak to you on the role that the Central Bank plays in regulating deposit –taking institutions.

It is my intention to keep this presentation as brief as possible and so I propose to discuss the BOJ’s regulatory role in the financial sector by focusing your thoughts on the answers to four basic questions:

1.
Who we supervise.

2.
Why we supervise.

3.
What we supervise.

4.
How we supervise.

Who we Supervise

The BOJ supervises all commercial banks as well as other financial institutions, which have been designated “specified financial institutions” by the Minister, for the purposes of The Bank of Jamaica Act. These include merchant banks, trust companies and building societies. In addition, credit unions were recently specified by the Minister, and so the BOJ has assumed supervisory responsibilities for this sector. However, the regulations that will govern the operations and supervision of credit unions, including the Credit Union League will shortly be promulgated, consequent on approval by Parliament. It is, however, envisaged that the League will assist the BOJ in the discharge of our statutory supervisory duty. All deposit-taking institutions must be licensed by the Minister in order to operate legally.

The licensed deposit-taking institutions total 21, comprising 6 commercial banks, 11 FlAs and 4 building societies. Total deposits of the banking system was $228.9bn as at September 2002, of which commercial banks had $177.8bn or 77%, building societies $42.6bn or 19% and merchant banks $8.5mn or 4%. The law requires that all licensed deposit-taking Institutions be insured by the JDIC and Mr. Carr will address this in greater detail when he makes his presentation.

Why we Supervise

There are two primary reasons why we regulate and supervise banks:

(i)
To promote the safety and soundness of financial institutions so as to engender confidence in and integrity of the banking system and to protect depositors’ interests.

(ii)
To promote an efficient and effective banking system that finances economic growth, allocates credit and meets the needs of the customers and communities they serve.

The main source of funding for banks’ loans and investments activities is the savings and deposits of members of the public. In effect, therefore, banks are a repository of a nation’s wealth and as such public confidence in their stability and soundness is a necessary condition for ongoing economic activity.  It is therefore necessary that banks are regulated and supervised so as to make them safe and to protect the public’s money.

I however wish to make the critical point that as regulators, we are not there to manage banks and as such cannot always prevent the failure of banks.  The primary responsibility for the proper management of banks rests with the bank’s board of directors and senior management. The Regulator’s responsibility is to take action to protect the wider financial system and by extension, the interests of depositors.

What we Supervise

In fostering the objectives of safety and soundness in the banking sector the BOJ assesses:

1.
How much risk each bank is undertaking;

2.
The resources available to manage those risks. [These may be tangible (capital) or intangible (internal control systems, management experience and competence)].

3.
Whether the identified level of resources is adequate to effectively manage the bank’s risk exposure.

Supervision therefore is essentially about continuously assessing the quality of a bank’s operations and financial condition and ensuring that each bank possesses an appropriate level of technical, financial and personnel resources at their disposal to ensure prudent, sound and profitable operations on an ongoing basis.

Essentially the BOJ has sought to achieve its supervisory objectives by:

1.
Ensuring that banks and other supervised entities comply with all laws and regulations;

2.
Enforcing guidelines and performance standards;

3.
Providing guidance through Best Practice Standards; and

4.
Verifying and assessing the quality of bank activities through on-site examinations and ongoing off-site monitoring.

The examination process places a lot of emphasis on evaluating the soundness of a bank’s process for managing and controlling risks. The BOJ’s assessment concentrates much effort on evaluating the quality of the credit portfolio, as this is where the greatest potential for losses is encountered. However, great emphasis is also placed on other critical areas of operations including adequacy of systems in key areas of an institution’s operations such as capital adequacy, asset quality, asset portfolio management earnings, liquidity, internal controls and overall management of the institution risks. An important part of the assessment of management’s suitability is the fulfillment of statutory fit and proper requirements.

Much reliance is placed on the work of the institution’s auditors in forming an opinion on the overall condition of a bank/licensee.  There is also cooperation between the Financial Services Commission and the JDIC, through the Financial Regulatory Council, chaired by the Governor who is the statutory supervisor of banks.

Legislation and Regulation

The Bank of Jamaica’s powers to regulate and supervise the banking sector are given by the Banking Act, the Financial Institutions Act, The Building Societies Act and the various pieces of regulations that flow from these statutes (Credit Union Regulations being passed).

Much of Jamaica’s banking legislation and prudential regulations over the years was in one way or another, responsive to the spread of overly risky and unsound banking practices throughout the banking sector. Such practices included excessive risk-taking through loan or investment concentrations, insider dealings, large connected company exposures and otherwise poor banking practices. Amendments were made to the banking laws in 1997, and the most recent amendments to the legislation which were passed in Parliament in March 2002 have equipped the Minister and the BOJ with enhanced powers to counter such poor banking practices.  The latest enhanced powers include the ability to conduct consolidated supervision of complex groups, separation of banking business from non-banking activities and granting BOJ the legal and administrative powers to assess fines for regulatory breaches.

With regard to credit unions, regulations will shortly be issued under The Bank of Jamaica Act, and will form the legal bases for their supervision by the BOJ.

Best Practice Standards

The BOJ has established and circulated Standards of Sound Business and Financial Practice in eight areas critical to the operation of a Bank. These are:

· Capital Management

· Credit Risk Management

· Foreign Exchange Risk Management

· Interest Rate Risk Management

· Internal Controls

· Liquidity Management

· Real Estate Appraisals

· Securities Portfolio Management

Essentially, the standards highlight the importance of the role to be played by a bank’s board of directors and its management in the direction and prudent conduct of its affairs and, in effect, set out one part of the overall framework of corporate governance for a bank. As was mentioned earlier, directors and managers have primary responsibility in the regulatory process.

On-site and Off-site Monitoring

Although regulations and best practice standards are important, the cornerstone of the bank supervisory process is through on-site examinations at least once per year, along with off-site surveillance on an ongoing basis.

On-site examination has traditionally been the modus operandi for assessing the financial condition of banks and refers to supervisory review activities carried out at the institutions’ premises. The process involves the collection of on-the-spot information that will indicate the current financial condition of an institution, verification of prudential and other information already furnished to the BOJ, as well as the level of compliance with applicable laws, regulations and standards of best practice.

In fact, on-site examination is most important because only through an actual presence in a bank, can a supervisor gain detailed insight into the bank’s operations, procedures, controls, and management competencies to enable the Central Bank to reach an informed judgement about its overall financial condition.

Off-site supervision, on the other hand, provides an important complement to on-site examinations by providing early warnings of actual or potential problems, and a means of assessing broader patterns and trends.

The BOJ’s off-site supervision process involves a number of steps. These are:

1.
Data collection and checking

2.
Analysis of data

3. 
Reporting of findings (up to the Governor and Minister)

4.
Recommendations for corrective actions

5.
Monitoring for appropriate implementation of required corrective actions.

Data is obtained from a variety of sources, the primary one being regular prudential returns (weekly, monthly, quarterly and annually), which are specified in the financial legislation.

Conclusion

In closing, I must say that I hope that this very short presentation has helped to give you an insight into the role of the Bank of Jamaica as Regulator. You will agree, I am sure, that there are many obstacles faced by the BOJ in performing this role. One thing, however is certain - in order to preserve the safety and soundness in the banking system, there must be true and complete cooperation between the  supervised community, auditors, regulators, and you the public, all of whom have a role to play in the good governance of the financial system and ultimately, securing the financial safety of the depositing public.

Thank you.

