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Editorial

Dear Reader,

Auditing and advisory have traditionally
played a major role in the banking, insur-
ance and corporate enterprise industries.
Nowadays, the financial service indus-
try operates in an ever changing environ-
ment, facing numerous challenges in
keeping up with the latest technological
developments, globalization tendencies
and changes to supervisory regulations
and commercial law.

With this newsletter we hope to share
with you our professional experience in
these and a variety of other business
sectors.

Quality is our focus. We express this
through a profound knowledge of the
business and structure of our clients,
the work of our qualified professionals
and through our determination to antici-
pate new developments and their con-
sequences. Quality also means listen-
ing to our clients, understanding them
and taking their problems seriously.

In this issue we detail how we met qual-
ity requirements during a due diligence

Swiss Financial Services
Newsletter

task and in the realm of a restructuring
process.

By introducing practice relevant topics,
like 2005 IFRS Impact on Swiss Banks”
or the "Outsourcing Assurance Stan-
dards” we aim to provide insight into
relevant themes and approaches that
will aid you in structuring your financial
pattern.

Besides continuously developing legisla-
tion, the many risks and potentials of our
economic environment have to be con-

sidered at all times. Through the written
summaries in this issue we hope to best
master this decision making process.

We wish you an inspired reading!

ACTOVRR

Alexander Gut
Member of the Executive Board
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M&A In Private Banking

Due Diligence Success Factors in a Private Banking Transaction

Daniel Senn
Partner, Audit Financial Services
KPMG, Berne

Alex Geissbuhler
Partner, Legal
KPMG, Berne

Background

In the M&A process, the value of a pri-
vate bank is frequently assessed on the
basis of its assets under management.
One stage in the process is to conduct
an in-depth analysis of the private bank’s
profitability using internal evaluation mod-
els. In addition to any risks that may be
identified, transaction quality is one of the
key parameters governing M&A transac-
tions.

Due diligence: access to information
A due diligence procedure often begins
with discussions on the nature and the
scope of the information to which access
is required. These discussions usually
center on the need to preserve client
confidentiality. If the data provided is in-
complete, a number of the buyer’s ques-
tions will remain unanswered. Hence
buyers usually put themselves at greater
risk than the vendor.

Therefore the prefered option is to rec-
ommend that the buyer seek guarantees
in the purchase agreement to back up
management'’s assurances about the
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completeness of the information fur-
nished. In addition, the buyer must seek
to ensure that liabilities regarding (hid-
den) risks, which subsequently manifest
themselves, will be assumed by the
vendor. Contractual amendment clauses
determining the price reductions that
apply in such eventualities are an indis-
pensable means of protecting the buyer.
Without such clauses, the only recourse
left would be the rocky road of litigation.

Due diligence:

no skeletons in the closet

Assuming that buyer and vendor have
agreed on the price in advance, due dili-
gence can focus on the following areas:

m sustainability of earnings and the
business model

m cost structure and cost control

m filtering out risks in connection with
the annual financial statement, regu-
latory risks and tax risks

m transfer pricing, VAT as well as risks
for currently pending tax assessments

m integration risks

m pension liability risks



The sustainability of earnings depends
primarily on the volatility of assets under
management and on the fee structure.
However, it is almost impossible to gauge
the stability of assets under manage-
ment. Ideally, the buyer will impose a
clause which stipulates that the defini-
tive purchase price is based only on
those assets which remain under man-
agement after the grace period follow-
ing the purchase agreement end date.

The various revenue streams of the ac-
quisition target must be analyzed in de-
tail. The following questions need to be
addressed: How much commission in-
come is generated by managing client
assets? How much income is derived
from securities and currency trading for
the client's account? What are the mar-
gins on collateral loans and other forms
of credit to private banking clients?

Conclusions

The analysis listed here are central to
the correct evaluation of net worth. With
the distinct disadvantage that a great
deal of time is needed along with very
close contact to the target for informa-
tion, input from the management team
and so on.

For these reasons M&A transactions in
which the client is guaranteed exclusiv-
ity, require preferred auctions where the
seller determines when and what will

be shown to the potential buyer. Buyers
can steer this process by actively seek-
ing targets or have them researched.

The most recent KPMG survey “Hungry
for More III" clearly indicates that over
a third of all buyers lose 10% of their
clients and client assets within one year.
The reason often is ill prepared target
integration. Recognizing integration risks
during the due diligence and the analy-
sis process is therefore of central impor-
tance.
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|AS 39: Fair Value Option

A valid alternative to hedge accounting

Patrick Mosimann

Manager,

Financial Services Advisory Group
KPMG, Zurich

Dr Philipp Schill

Assistant Manager,

Financial Services Advisory Group
KPMG, Zurich

New regulation on the fair value
option

Due to the fair value option, the consid-
eration of the IAS 39 20083 for revision
into EU law was placed at risk. In order
to still obtain EU endorsement, the Inter-
national Accounting Standards Board
(IASB) restricted the subscription rights
option in its 2005 publication "Amend-
ment to IAS 39: The Fair Value Option.”
In the future, only certain select finan-
cial assets and financial liabilities will be
allowed the balance sheet category as-
signment “at fair value through profit or
loss.” Once a fair value can reliably be
determined, one of the conditions listed
inTable 1, below, must then apply. More-
over, in case of financial liability, fair value
fluctuations caused by one'’s own credit
risk changes must be disclosed (see
Table 2).

Practical implications

Adopting the fair value option, when-
ever permissible, can simplify company
accounting considerably. Not only does
it allow financial instruments to be pre-
sented more representively, but it also
offers an elegant way to circumvent the
otherwise exacting requirements that
arise from embedded derivatives and
hedge accounting (especially documen-
tation and monitoring of hedge effec-
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tiveness). On the other hand, it should

be noted that the fair value option does

not permit individualized accounting of
value fluctuations, since the following
rules apply:

m The financial instrument must always
be rated at its fair value and booked to
the income statement.

m The fair value option cannot be applied
to just a part or component of the fi-
nancial instrument, it has to be prac-
tised throughout (e.g. not just 25% of
what has been issued).

m The risk of the other party must be
considered in the valuation, which can
have a direct impact on the company
earnings.

Hence a company has to actively decide
if and when it wishes to make use of
the fair value option, or whether it prefers
to apply the relatively complicated hedge
accounting rules, for selected transac-
tions, for example. Additionally, for fiscal
years beginning on or after January 1,
2006 some questions concerning the im-
plementation of the amendment need
to be answered:

m May all financial instruments, follow-
ing the fair value option, continue to
be assigned to the category “at fair
value through profit or loss?”



Conditions for adopting the fair value option

Fair value accounting prevents or
reduces discrepancies arising from
differing valuation and/or profit realisa-
tion principles for linked assets and
debt capital positions (“accounting
mismatches”).

Allows for a “natural hedge” or a sim-
ple alternative to the fair value hedge.

Table 1

m \What concrete changes need to be
made to the accounts from prior years
when the amendment is adopted for
the first time?

m When IFRS is applied for the first time
how can the fair value option be prac-
tised most sensibly?

Answers to these questions are complex
and require careful analysis, not only of
the available options, but also in regards
to the publicity strategy of the company
in question.

A practical example

A company enters into a fixed-interest
financial liability of CHF 1,000 on Janu-
ary b, 2006. The interest rate risk has
been hedged using an interest rate swap.

A group of financial assets and/or liabili-
ties are managed on a fair value basis on
which performance is gauged (risk man-
agement or investment strategy must
be based on fair values and reported ac-
cordingly).

Accomodates the already established
practices in a number of industries, such
as investment companies.

For this hedging the company can either
apply hedge accounting (fair value hedge)
or exercise the fair value option.

Under the IASB amendment to the fair
value option, the company opts for the
fair value option. The following implica-
tions apply:

m Initial reporting of the financial liabil-
ity and the interest rate swap at fair
value

B Income statement reporting on the
fluctuations in fair value of the finan-
cial liability and the interest rate swap
(based on the principle of always re-
porting the gross figures when exer-
cising the fair value option rather than
reporting the net figures for hedge
accounting)

Where a contract has one or more em-
bedded derivatives, the entire hybrid
instrument may be designated “at fair
value through profit or loss” (unless the
embedded derivative is insignificant or
separation is not permitted).

Avoids the potential compulsion for
separation of a derivative from the
host contract.

m As opposed to hedge accounting, a
fair value option that has been exer-
cised at the onset must be maintained
until the financial liability is eliminated.

Without the fair value option, the finan-
cial liability would be valued at amortised
cost, although the fair value continues
to apply for the interest rate swap. Lead-
ing to an “accounting mismatch,” which
can be eliminated by taking up the fair
value option, while at the same time al-
lowing for the disregard of the extensive
hedge accounting rules.

Disclosure Obligations (IAS 32 / IFRS 7)

Appendant requirements follow general guidelines. When practising the fair value option, the following disclosure rules apply:
m Applied criteria for practising the fair value option

m Reasons for practising the fair value option

m Type of financial instruments designated for fair value
]

Effects on the financial statement and P/L account through the fair value option:

Disclosure of the book value of financial instruments in the category “at fair value through profit or loss”
Net gains and losses on these financial instruments
Differences between the book value and the amount payable upon expiration of a financial liability

— Information on changes to credit risk for financial liabilities, over time and accumulated

instructions on how changes in credit risk are to be calculated.

Table 2
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IFRS

IFRS 2005 Impact on Swiss Banks

Samuel Bardi
Manager, Audit Financial Services
KPMG, Geneva

IFRS in Europe

The European Union decided in 2002
that all listed companies must publish
their consolidated financial statements
under the guidelines of the IFRS (Inter-
national Financial Reporting Standards)
starting in 2005. However, a number of
European countries, including France
and Germany, decided not to adopt the
IFRS guidelines in their entirety, limiting
the assessment capabilites of financial
statements issued by European banks.

IFRS in Switzerland

In Switzerland, under Article 68 of the
regulations governing Swiss stock market
listings, banks and securities brokers can
opt to report either according to an inter-
national standard, IFRS or US GAAP (Unit-
ed States Generally Accepted Account-
ing Principles) or according to the Bank
Accounting Guidelines of the Swiss Fed-
eral Banking Commission (BAG-SFBC).

Impact on Swiss banks

The BAG-SFBC were updated in 2002 to
bring Swiss standards more in line with
IFRS. While international standards aim
for a “true and fair” presentation of all
financial statements, the BAG-SFBC re-
quire a true and fair view of the consoli-
dated accounts only. This principle is set
out in Article 25d of the Implementing
Ordinance on Banks and Savings Banks
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(BO) which states that group accounts
must give a true and fair view of the bank-
ing group’s net assets, financial situation
and profitability. The BAG-SFBC set out
detailed provisions for complying with
this article and incorporate many of the
Swiss accounting reporting recommen-
dations (Swiss GAAP-ARR), which also
follow the “true and fair” principle. Al-
though the 2002 version of the BAG-
SFBC allows consolidated financial state-
ments to be prepared under IFRS, most
of the Swiss and foreign banks estab-
lished in Switzerland continue to apply
the SFBC standards to comply with their
legal obligations. The breakdown of listed
financial institutions opting for each of
the permitted standards for their consoli-
dated financial statements, as of Decem-
ber 31, 2004, is detailed in the chart
below.

The financial sector comprises not only
banks but securities dealers, bank hold-
ing companies and other financial groups
as well. BAG-SFBC seems to remain
the overwhelming choice for preparing
consolidated financial statements in the
Swiss banking sector. Credit Suisse is
the only bank group to use US GAAPR Of
the cantonal banks, which make up the
most numerous subset of listed com-
panies, none prepare their accounts in
IFRS.



Breakdown of accounting standards
as used by financial institutions listed on the SWX stock exchange
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The statutory single-company accounts
used to calculate regulatory capital re-
quirements are still prepared using BAG-
SFBC. Since March 31, 2004, the SFBC
has accepted consolidated accounts pre-
pared under IFRS or US GAAP for the
calculation of consolidated capital require-
ments. Nonetheless the SFBC requires
that capital as stated in international
accounts should be restated to bring it
fully into compliance with the demand-
ing qualitative requirements for items
included in the core capital. For instance,
the SFBC Newsletter #32 requires the

elimination of any unrealised gains not

related to trading that have been recor

ded in the income statement or directly

to equity under international standards.

The SFBC then accepts IFRS consoli-

dated accounts for prudential purposes

but requires a reconciliation between:

m capital as established under interna-
tional standards and

m adjusted capital, following the restate-
ment of particular positions in the in-
ternational financial statements, which
serves as the base for assessing capi-
tal adequacy under BO.
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Group financial reporting for consoli-
dation purposes (the consolidation
reporting package)

Foreign-owned Swiss banks generally
draw up a consolidation reporting pack-
age for their parent company, using the
accounting principles of the foreign
group. One indirect consequence of this
is that, since 2005, some of these re-
porting packages have had to comply
with IFRS. Depending on the group's size
and home country, accounting instruc-
tions for 2005 were more or less exten-
sive and detailed. Disclosures are often
limited to the information required by
the group’s preset forms, without going
into the depth of detail required by IFRS.
Also note that the materiality threshold
of the reporting package is often set
quite high which can sometimes limit
the number of adjustments (e.g. amend-
ing the application of the effective inter-
est rate method to loan arrangement
fees). In practice, some adjustments are
managed centrally at the banking group’s
head office abroad, such as goodwill,
scope of consolidation for special pur-
pose entities (SPE), actuarial commit-
ments or impairment of assets. In these
cases the Swiss institution need only
provide the raw figures which the group
then uses to measure and record the
items in its consolidated accounts.
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Main divergences from IFRS

In practice, accounting systems are gen-
erally based on Swiss standards. The im-
pact of IFRS is often limited to off-balance
sheet restatements in the reporting pack
prepared according to the accounting
principles in use by the group. The main
adjustments often concern the following
items:

m restatement of hidden reserves
valuation of nostro securities

hedge accounting

pension commitments

goodwill

valuation of investment property

(e.g. held-for-sale buildings)

scope of consolidation

m deferred tax

Since the impact of IFRS may be limited
to off-balance sheet accounting restate-
ments in drawing up a reporting package,
general management often has little to
do with the process. In smaller compa-
nies, the responsibility for these off-bal-
ance sheet restatements is often largely
left to the chief accountant. Banks whose
performance is assessed using group
standards naturally tend to place more

emphasis on identifying and measuring
IFRS adjustments.

Accounts published under IFRS

Real change will come when Swiss banks
start publishing their full set of financial
statements under IFRS. Once this hap-
pens, it will become increasingly difficult
to prepare IFRS financial statements
based on accounts kept using Swiss
standards (statutory BAG-SFBC accounts)
and merely restated at the end of each
year.

IFRS accounting

IFRS uses an approach based on the bal-
ance sheet where an increasing number
of items are recorded at fair value. The
accounting process largely consists of
applying criteria for the recognition, meas-
urement (often at fair value) and derecog-
nition of balance sheet items.

Booked income is increasingly linked to
changes in fair value of balance sheet
assets and liabilities. Entries arising from
balance sheet adjustments tend to dom-
inate over the real flows of income and
expense on the income statement. The
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principles of historical cost or accruals are
abandoned. In some cases the require-

ment for an annual impairment test re-

places the gradual amortisation of intangi-
ble assets over time. Periodic recognition
of income requires an analysis of the un-
derlying activities so that revenues can be
booked when and if a significant act oc-
curs. For instance, fees for setting up a

structured product cannot, in principle, be
booked over the lifetime of the product.

For bank balance sheets, where most of
the assets and liabilities are financial in-
struments as defined by IAS 39, the fair

value approach could result in a consid-

erable impact for IFRS revenues in con-

nection with the tax balance sheet (usu-
ally very similar to the statutory balance
sheet). The fair value principle also means
greater volatility in results which will be

influenced by a larger number of under-
lying factors (e.g. interest rates, market
capitalisation, actuarial valuations). As a

result, accounting entries can potentially
be triggered by more people in the organ-
isation, exercising multi-disciplinary skills
and having less to do with the timing of
cash inflows and outflows.



Transparency

The third pillar of Basel Il seeks to im-
prove the transparency of financial state-
ments so that market rules can function
better. The new IFRS 7 standard solidifies
this approach with various detailed infor-
mation. This climate of transparency will
inevitably help shape regulators’ thinking
on future changes.

Conclusion

The conversion to IFRS will radically trans-
form the type of events that can give rise
to an accounting entry. Measures of per-
formance and value creation will also
need to be rethought in the light of fair
value changes. Also, this new account-
ing approach, which brings with it a re-
vised financial vocabulary, will require
cutting-edge expertise. The scale and
significance of these changes is, as yet,
neither known or understood.

For small or medium-sized institutions in
the Swiss banking world, 2005 has not
brought an accounting revolution. But
change is stirring on numerous fronts and
seems inevitable. IFRS is gaining ground,
convergence with US GAAP is advancing

apace and the resulting need for consoli-
dated oversight will become increasingly
urgent, making the case for a common
accounting framework ever more certain.
Meanwhile, the capital markets are de-
manding greater transparency and com-
parability between institutions.

The ARR, on which BAG-SFBC rely for
the preparation of consolidated accounts,
are undergoing a thorough overhaul, now
in its consultation phase. The new ARR,
renamed Swiss GAAP ARR, should be
in place by January 1, 2007 We can then
expect the SFBC to examine the rules
and decide on their applicability to banks.
Furthermore, the SFBC has a working
group in place to reexamine the issue
of preparation and publication of Swiss
banks' financial statements. That said, in
its 2004 annual report, the SFBC stated
that it would take some time to complete
the grand project of a single overarching
framework for rules governing the prepa-
ration of accounts.

Ultimately, the issue is not whether or
not to adopt IFRS, but to be prepared
when IFRS becomes inevitable and to
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use the transition to create competitive
advantage. KPMG's professionals stand
ready to help you meet this challenge,
and are in an ideal position to advise
you on the changes in the pipeline. For
further information please visit
www.kpmg.ch or contact the author:

Samuel Bardi
Tel. +41 (0)22 704 1658
sbardi@kpmg.ch



Compliance

Groups and conglomerates Oversight

Dr Jurg Galliker Supervision of financial and insurance
Partner, Legal groups and conglomerates
KPMG, Zurich

1. Background

On 1 January 2006, the completely re-
vised provisions of the Swiss Federal
Insurance Supervision Law (VAG) and
its implementing ordinances (AVO and
AVO-BPV), plus the amended provisions
of the Federal Banking Law (BankG) and
the Federal Stock Exchange Law (BEHG),
went into effect. This means that the new
rules on financial and insurance groups
and conglomerates must comply.

2. Definitions

In Art. 62 et seq. VAG and Art. 3c et seq.
BankG the terms financial and/or insur-
ance group and financial and/or insur-
ance conglomerate are defined as fol-

lows:

Insurance group

(Art. 62-69 VAG; Art. 191-203 AVO)

Two or more insurance companies where

m at least one is an insurance company;

m overall, primarily active in the insur-
ance sector;

m forms an economic unit or are con-
nected in other ways through manners
of influence or control.
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Financial group

(Art. 3c para. 1; Art 3d-h; Art. 3bis para.

1bis BankG)

Two or more companies where

m at least one is active as a bank or
securities trader;

m primary activity in the finance sector;

m forms an economic unit or a unit
where, on the basis of other circum-
stances, it can be assumed that one
or more of the companies under indi-
vidual supervision are obliged eco-
nomically or by law to provide assis-
tance to the group companies.

Insurance conglomerate

(Art. 70-77 VAG; Art. 204-206 AVO)

Two or more companies form an insur-

ance conglomerate where

m at least one is an insurance company;

m at least one is a bank or securities
trader of considerable significance;

m overall, they are primarily active in the
insurance sector;

m forms an economic unit or are con-
nected in other ways through manners
of influence or control.



Financial conglomerate

(Art. 3c para. 2; Art 3d-h; Art. 3bis para.

1bis BankG)

Two or more companies which

m form a financial services group domi-
nated by bank or securities traders;

B primary activity in banking or securi-
ties trading;

m include at least one insurance com-
pany of considerable economic sig-
nificance.

A comparison of these pairs of terms
shows that they are largely the same.
However, there is some room for inter-
pretation by the competent regulatory
authorities, the Federal Insurance Office
(FIO) and the Federal Banking Commis-
sion (FBC).

3. Purpose and scope of the regula-
tions
The new rules on supervision of groups
and conglomerates are intended prima-
rily to protect policy holders and depos-
itors.The solvency and equity capital of
groups/conglomerates shall not be af-
fected by dependencies and liabilities
towards other companies.

The FIO and FBC can place groups/con-
glomerates under their supervision if
they are actually managed from within
Switzerland or if they are directed from
a foreign country but are not subject to
any equivalent supervision there (Art. 3d
BankG; Art. 65 and 73 VAG). In case both
Swiss and foreign authorities claim full
or partial rights of supervision, the author-
ities must come to a bilateral arrange-
ment, whereas the Swiss authority will
always consult groups/conglomerates
incorporated in Switzerland in advance.
The group/conglomerate supervision is in
addition to individual supervision (Art. 66
and 74 VAG; Art. 3e BankG). As with other
corporate structures, the people entrus-
ted with executive and overall manage-
ment, supervision and control must have
a good reputation and clean conduct
of business affairs (Art. 67 and 75; Art. 3f
para. 1 BankG). Irrespective of the type
of group or conglomerate involved, the
regulations state that they must have an
external auditor (Art. 70 and 78 VAG;
Art. 3h para. 2 BankG) and that they are
fully liable to disclose information to
their supervising authority (Art. 71 and
79 VAG; Art. 3h para. 3 BankG).
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4. Monitoring risk /equity capital
Banking and/or insurance groups and
conglomerates must, as a precondition
for obtaining a licence, be organised
in such a manner that they are able to
identify, limit and monitor all signifi-
cant risks (Art. 4 para. 2 item q; Art. 3f
para. 2 BankG).

Insurance groups / insurance
conglomerates

The FIO is also entitled to issue rules and
regulations with regard to monitoring
group-internal processes and group-
wide concentrations of risk. Last but
not least, because of the principle of
proportionality, the supervisory author-
ity will concentrate on the group-internal
procedures (Art. 68 and 76 VAG). The al-
lowable shareholders’ equity is set by a
federal council ordinance, but because
of its greater expertise in this field, the
FIO will then set the actual capital ade-
quacy limits (Art. 69 and 77 VAG). In gen-
eral, the consolidated balance sheet of
the group or conglomerate serves as the
basis for allowable shareholders’ equity.
Capital adequacy, in turn, is based on the
solvency regulations applicable to the in-
dividual companies (Art. 67 and 75 VAG).
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Financial groups / financial
conglomerates

According to Art. 3g BankG, the FBC is
authorised to issue regulations governing
shareholders’ equity, liquidity, risk dis-
tribution, group-internal risk positions
and accounting for financial groups and
financial conglomerates. In cases where
financial conglomerates are dominated
by banking or securities trading they may
even do so on an individual case-by-case
basis (Art. 3g BankG).

It remains to be seen whether risk man-
agement and capital adequacy regula-
tions still to be decreed by the supervi-
sory authorities, will impose as additional
requirements on groups and/or conglom-
erates.

5. Temporary arrangements and
forecasts
Any company actually operating a finan-
cial or insurance group or a financial or
insurance conglomerate from within
Switzerland, that does not direct a bank
or insurance company in Switzerland,
must have notified the FBC or the FIO
by March 31, 2006. Existing groups and
conglomerates must conform to the
new rules within two years. It seems
safe to assume that, given how broadly

the terms “financial/insurance group”
and “financial/insurance conglomerate”
are defined, a large number of existing
insurance and banking groups will now
fall under the new guidelines for the first
time. To make sure all companies offer-
ing combined financial services can meet
the statutory period, they should check
whether they are included under the new
regulations.
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Retall Banking

Trends in Retail Banking

Hans Stamm
Partner, Audit Financial Services
KPMG, Zurich

Retail banking in Switzerland has devel-
oped over the years from being rather
neglected becoming an important and
consistent profit maker for major banks
as well as for cantonal and regional banks.

Over the last two years a shift of market
shares from the major banks to the can-
tonal and regional banks was monitored.
In these cases, proximity and customer
service played a key role.

Even if market saturation tendencies are
sensed, one can definitely say the mort-
gaging business has been rediscovered.
The latest published bank closings only
reinforce this impression. Sure enough,
the strong economy as well as histori-
cally low interest rates are responible for
expansion in this segment. Despite all
these positive developements, a limited
increase is to be expected.

Retail clients have specific requirements
for the investment of their assets. They
will not put their savings into a savings
account or invest them in the finance
market, prefering instead the structured
products, which were especially made
for the retail banking segment. However,
such investments are supplied with capi-
tal protection, because the retail clients
have not forgotten their losses in the
stock market.

In the market, the importance of branch
offices is consistently being empha-
sised. More and more the retail client
wants personal advisory service at the
bank. The practice of closing branches
for economic reasons, as has been the
tendancy in the past few years, should
not be continued. The branch manager
needs to return to representing the posi-
tion of the entrepreneur, he or she must
acts independently and speak compe-
tently about standardised mortgage prod-
ucts. Advisory service is key.

Among the providers of mortgage prod-
ucts a true price war and struggle for
survival has arisen, leading to another
margin erosion that is only likely to inten-
sify. The client is very sensitive towards
prices, even if in many cases the loyalty
to “my bank” is strong, the price needs
to be appropriate.
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What does that mean for banks? In order
to still be profitable in the future under
the given premises, new cost-efficient
business models are needed, i.e. the
costs of production (mainly back-office)
are to be reduced. The technical devel-
opment of the past years also requires
updated IT infrastructures. In the future,
retail banks can hardly afford to cover
all elements in the chain of integrated
added value, the volumes are too small
and the costs are too high. One possi-
ble solution could be to outsource back-
office tasks, allowing smaller banks to
maintain their autonomy while cutting
costs. Some bigger banks are already
offering their “insourcing” services.

The development in the European market
is showing similar tendencies. Products
have to be simple and transparent. The
quality of advisory service in so-called
advisory locations, in supermarkets for
example, has gained importance.

In conclusion more direct contact with
the client will be a factor of increasing
importance; a product range with simple
and clear choices is required and back-
office tasks should be taken over by an
outside agency.
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IRM — Information Risk Management

Managing the risks of a banking platform migration

Rolf Schaffner
Senior Manager, IRM
KPMG, Zurich

In consideration of such aspects as effi-
cient service provision, reduction of IT-
costs and support of individual business
models, many banks are moving from
their current IT-platform to a new bank-
ing system.

The evaluation of the most eligible prod-
uct requires a rating of the scalability,
integration-capability and the openness
of the interfaces. Benchmark compar-
isons could serve as important sources
of information. The evaluation process
also has to consider whether a com-
pany should develop the system inter-
nally or commission an outside source.
The IT system provider as well as the
service provider should be examined
regarding their economical stability to
insure the sustainability of the new IT
solution.

Once a new banking system is evaluated
and the service provision is arranged, the
planning process has to guarantee that

the migration from the current [T-platform
to the new banking system can be per-

formed without any interruption of serv-
ice and within an appropriate timeframe
and cost structure. This includes the co-
ordination of activities with the relevant
third party providers, such as Telekurs or
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SIS SegalnterSettle, to insure that their
services can be used seamlessly during
the whole migration process. This is par-
ticularly crucial if there will be a change
of service providers. It is very important
that the tasks of the two providers are
well coordinated and carefully detailed
in respects to services rendered and the
conclusion of the contract.

For this reason, proper management of
the migration project is key to avoid the
inherent risks of this process. The mi-
gration project plan needs to contain all
relevant tasks within a feasible time-
frame with consideration of the allocated
resources and the third-party deliverab-
les, as mentioned above. It is important
that the tasks are monitored, quality con-
trolled and reported so that subsequent
errors can be prevented and counterac-
tive measures can be taken as necess-
esary, such as reallocating resources.

The data-conversion rules have to be
defined clearly and without am biguity
to insure that the information from the
current IT platform can be attuned to the
new banking system format. Within the
data-conversion, reconciliation also has
to be defined. The most important part
of the information-transfer reconciliation



concerns the balance sheets of the old
and the new system. Since it is impor-
tant to set up the reconciliation based
on a realistic amount of information to
recognize and address differences, using
only the balance-sheets of the two sys-
tems is not enough. Based on the analy-
sis of the data-conversion the reconcilia-
tion rules (group-totals, sub-group totals)
should also be defined in the conversion
programs and implemented based on an
appropriate percentage so that any ap-
parent difference can be analyzed with
minimal effort. These reconciliation rules
are also very helpful in the debugging
and quality control process of the data-
conversion-software.

There should be adequate tests set up
for the data-conversion and the start-up
of the new banking system with the con-
verted information from the current bank-
ing system. The reconciliation, based on
the different control values reported by
the conversion programs (related to the
old system) and the concerning values
of the new system should be compared.
The tests should include the processing
of all business-critical banking transac-
tion types.

The project plan should include a backup
plan that becomes effective if the tests
do not show the expected results within
the defined timeframe. This backup plan
should consider an ongoing usage of the
old system if the migration cannot be set
up in time and it should also contain — as
a worst case scenario — the necessary
steps to return from the new banking
system to the old one. The defined tasks
must be coordinated with the service
providers.

An appropriate risk management based
on a properly set up project plan saves
money and insures a successful system
migration.
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IRM — Information Risk Management

Assurance Standards on Outsourcing SAS70 — ISA402 — SFBC

Circ. 99/2

Andreas Toggwyler
Partner, IRM
KPMG, Geneva

Many financial institutions have chosen
to outsource parts of their operational
processes to third party service providers
(e.g. application hosting, IT operations,
back-office operations). Whilst most of
these outsourcing initatives are aiming
to fulfil various business objectives, very
few will find their foundation in an inter-
nal controls initative. Nevertheless, out-
sourcing initatives have to be evaluated
for their adequacy of internal controls
from a financial reporting and a SFBC
compliance perspective.

The main standards and regulations that
are relevant in this context are the SAS70,
the ISA402 and the SFBC circular 99/2
on outsoucing. While the SFBC circular
99/2 requires a specific report stating
the compliance with 9 principles related
to specific regulatory requirements; both
SAS70 and ISA402 are standards inten-
ded to give assurance on controls over
financial reporting.

Which standards are to be used depends
on the regulations the company has to
comply with and the relevance the out-
sourced services have for the financial
reporting. A bank being supervised by the
SFBC has to comply with the outsourc-
ing circular 99/2 and the bank'’s auditor
will have to conclude on the compliance
with the aforementioned nine principles.
The standard to be used for the controls
over financial reporting depend on wheth-
er the company has to comply with the
Sarbanes Oxley Act, Section 404. If SOX-
compliance is not required the company's
sport. Otherwise the auditor will need
to rely on a SAS70 report. There are two
types of SAS 70 reports: Type | and Type
II, whereas only a Type Il report provides
sufficient assurance for an auditor to rely
on.

m AType | report describes the service
provider’s description of controls at a
specific point in time (e.g. March 31,
2006).

m AType Il report not only includes the
service provider's description of con-
trols, but also includes detailed test-
ing of the service provider's controls
and an assessment of their operating
effectiveness over a period of time,
which should be a minimum of six
months (e.g. January 1, 2006 to 30
June, 2006).
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Although the standards address two dif-
ferent scope objectives (i.e. SFBC require-
ments, controls over financial reporting),
some of the controls required for SFBC
compliance may also be necessary for
controls over financial reporting (e.g.
access controls).

Because the standards do not present
the flexibilty to allow a single report to
address all of the other standard’s re-
quirements, two independent opinions
have to be produced by the service com-
pany's auditor: one on SFBC regeulatory
compliance and a second on the controls
over financial reporting.

However, to avoid overhead in building
two distinct control environments, the
service company can design and imple-
ment an integrated control system that
addresses both requirements. Folllow-
ing the same reasoning the service com-
pany'’s auditor may also audit the control
system in an integrated fashion but finally
documenting the work and reporting the
conclusion as set forth in the different
standards.



Interview

with Adrian Gerber, expert on the Luzerner Kantonalbank Special Financ-
ing Team and Giulio De Lucia, Head of Corporate Restructuring at KPMG

Switzerland

Daniel Haring
lvo Cathomen
KPMG, Zurich

“Nowadays, we take action sooner.”

Identifying potential restructuring candi-
dates in the credit business at an early
stage gives Luzerner Kantonalbank the
leeway it requires to provide support for
corporate clients. One way of doing this
is to engage external consultants such
as KPMG's restructuring professionals.
We discussed the issue with Adrian
Gerber, expert from the Luzerner Kan-
tonalbank Special Financing Team, and
Giulio De Lucia, Head of Corporate
Restructuring at KPMG Switzerland.

Adrian Gerber, in your view, how are
the restructuring cases developing in
your bank’s area?

Adrian Gerber: Luzerner Kantonalbank
has registered a 40% reduction in the
number of cases we have analysed since
2000. Given the size of our market share
in the whole canton, this development
is considered representative throughout
the area. At the same time, the amount
of restructuring cases among large com-
panies has dropped as much or even
more. In 2005, the eight largest cases
took up around 20% of our capacity.

What other changes have you
witnessed?

Adrian Gerber: Because of the larger num-
ber of cases we used to deal with, we had
no choice in the past, but to react to the
situations around us. Now we have the
opportunity to step in and help borrow-
ers at an earlier stage, which also give us
more time to react.

How does Switzerland present itself
within the country and from an interna-
tional point of view?

Giulio De Lucia: The decrease is notice-
able throughout Switzerland. Internation-
ally, the situation varies from country to
country. One interesting trend witnessed
among foreign banks is that they have
stopped dealing with restructuring cases
themselves and instead have started sell-
ing them as an entire portfolio to institu-
tional investors. This trend is especially
noticeable in Germany and eastern Eu-
rope. The potential buyers are mainly in-
vestors from the Anglo-Saxon countries.

Are there clear sector trends?

Giulio De Lucia: Companies in sectors
undergoing structural change, such as
the motor industry or tourism tend to
be affected most often.
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Adrian Gerber

Adrian Gerber: This also concides with
our experience. Around 50% of all the
companies on our watchlist belong to
the construction, automotive, real estate
and food service industries. Having said
that, this also reflects the make-up of
industry in central Switzerland, with only
a small share of high-tech companies.

How much influence does the bank’s
credit policy have on the number of
restructuring cases?

Adrian Gerber: There is a timely delayed
link between the two. If lending policies
are t00 aggressive, recovery cases are
sure to follow. By the same token, a re-
strictive credit policy can drag existing
clients into a liquidity squeeze caused
by overdemanding repayments and high
interest. But to only lay the blame on
credit policy would be too simple. Be-
sides individual management mistakes,
the main cause is the overall state of
the economy.

What action should the Luzerner Kan-
tonalbank follow?

Adrian Gerber: As a cantonal bank we try
to avoid a stop-start policy and instead
follow a steady course; we even com-
municate unpleasant facts openly and
clearly, we act reliably and honestly.

“"KPMG has a reputation for professionalism. | was especially impressed by how
quickly they came up with initial proposals for solutions.”

How has the role of banks been chang-

ing?

Giulio De Lucia: Nowadays banks monitor
risk trends more attentively and are act-
ing more quickly. The risk management

systems available for this purpose have

been refined and enhanced.

Adrian Gerber: | consider the early iden-
tification of risks as our core task. Our

aim is to spot cases as early as possible,
support client advisors in the front office
and draw their attention to delicate is-

sues. Doing that, we also take a close

look at companies that are far from being
actual restructuring cases. A good exam-
ple of this is the unsettled follow-up reg-
ulation. If we have enough available time,
we can point out different possibilies to
the entrepreneur. One of the challenges
we face, is to get people working at the
front to call us for our services. Another
challenge is the process of gaining ac-

ceptance among clients. This requires a
high degree of sensitivity on our part.

What reactions do you get from
companies?

Adrian Gerber: Reactions vary. Some-
times our visit inspires the entrepreneur
to be more ambitious, sometimes it pro-
vokes resistance. In any case, we look
for collaboration via personal communi-
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Adrian Gerber

cation, not via confrontation. Terminat-
ing a credit facility is used as a last resort
only.

Giulio De Lucia: Because of the selective
view managers sometimes have, they
often fail to realise or do not realise fast
enough, that developement is moving in
the wrong direction. In this context, the
indicator given by the bank can have a
very positive effect.

What contribution can KPMG profes-
sionals make?

Adrian Gerber: The golden rule is that
the bank does not intervene in business
operations. We would not have the ca-
pacity to manage individual cases with
the required level of intensity, but we
can offer incentives.

As a professional, what might be your
contribution?

Giulio De Lucia: We provide a neutral
base for decision-making within a very
short time and we have the expertise
and the quantitative capabilities which
a bank often lacks. Compared to lenders,
we take a much closer look at business
operations and if needed, we can also
assist the company implementing the
necessary measures, which is some-
thing that banks are not able to do.



What contractual relationship do you,
as a consultant have with the respective
company and the bank?

Giulio De Lucia: The company is our
client. Because of the agreements be-
tween the debitor and the bank, we
have a reporting duty towards the insti-
tute. The relationship is based on neu-
trality. We are neither agents of the bank
nor of the client. We perform well, if we
can build our own opinion. Often we
assume an intermediary role between
creditor and debitor.

Doesn't this result in conflicts of interest?
Giulio De Lucia: It's possible, but we can
only steer a safe course by acting profes-
sionally and neutrally.

Is your role affected if an external
consultant gets involved?

Adrian Gerber: We remain involved in
the project regardless. For instance, we
agree to receive a monthly report which
we use to assess whether the restructur-
ing is going according to plan or whether
we need to pull the emergency cord.

How are cases triaged?

Adrian Gerber: Business problems involv-
ing operational circumstances are cases
for the consultants. Often we will then
tie in the continuing business relationship
by calling on the services of an additional
consultant. Ultimately, though, the triage
is dependant on our assessment of the
entrepreneur.

What cases do you deal with internally?
Adrian Gerber: On the one hand, it is the
smaller cases. On the other hand, it is
situations, in which we have enough time
to act and the entrepreneur is able to
implement the required changes them-
selves, or when external factors tem-
porarily create difficulties.

What trend is the recovery taking for
you as lender?

Adrian Gerber: | hope we can keep focus-

ing on early identification. Above all, we
aim to avoid emergencies. For us this
means we have to perceive companies
as a unit rather than judging them solely
by their bank balances. This also requires
input from our client advisors on a daily
business.
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Giulio De Lucia

What influence will Basel Il have?
Adrian Gerber: | don't expect the intro-
duction of Basel Il to have any impact,
because we incorporated the pertinent
factors into our credit policy years ago.

What changes to your role do you see
from the perspective of the external
consultant?

Giulio De Lucia: | think the main change
in the future is that we will play a more
active role in implementing measures
that have already been identified. Clients
are less interested in purely theoretical
advice.
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Keeping you informed

Audit / Tax / Advisory

This section of the newsletter highlights
the very latest pampbhlets, studies and
journals. Of course, you can also down-
load these publications as well as many
others, free of charge at www.kpmg.ch/
library.

Also featured here are national and inter-
national events in the Financial Services
field. Further information about all KPMG
Switzerland events can be found at:
www.kpmg.ch/about_kpmg/events/
11804.htm

Publications

Hungry for more
Executive Summary

Stuart Robertson
Partner, Head Financial Advisory Services
KPMG, Zurich

In June 2006, KPMG will publish the third
annual update of its “Hungry for More?"”
global survey on the M&A appetite of
private banks. The objective of this pub-
lication is to gauge acquisition appetite
and strategy in the global private bank-
ing and wealth management industry,
based on interviews with private banks
around the world.

This survey concept has been developed
and led by KPMG Switzerland, and be-
cause of the importance of private bank-
ing, the publication has particular rele-
vance in the Swiss market. Last year's
survey showed that Swiss respondents
had both a higher incidence of past acqui-
sitions and a greater propensity to future
acquisitions than the global average.

Last year's publication pointed to accel-
eration in M&A activity in the global pri-
vate banking and wealth management
industries, with global M&A levels in-
creasing 26 percent in 2004 from the
previous year. In the last two years, Asia-
Pacific was identified as the region with
the most growth potential, and also saw
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the most transactions during the year.
This level of M&A growth is likely to be
sustained as the survey noted a signifi-
cant increase in planned acquisition activ-
ity in all regions over the next three years.
Stay tuned for the results of this year’s
survey. Source: www.kpmg.ch/library/
publikationen_studien/en/11985
_12213.htm

Corporate Financing in Switzerland
Unused optimization potential

Claudio Steffenoni
Partner, Corporate Finance
KPMG, Zurich

Almost 70% of small and medium-sized
companies in Switzerland recognize the
potential to optimize corporate financing,
but only 8% actively take advantage of
the competition between banks. Corpo-
rate financing is always an issue of great
interest. In addition to structures, the
discussion also focuses on negotiated
terms and costs of financing.

In the summer of 2005, KPMG Switzer-
land surveyed 270 medium-sized busines-
ses in Switzerland on corporate financing.
This study summarizes the analysis of 75
returned questionnaires.

69% of the surveyed companies stated
that they could lower their financing costs


www.kpmg.ch/library/publikationen_studien/en/11985_12213.htm
www.kpmg.ch/about_kpmg/events/11804.htm

and achieve better terms by more actively
controlling the financing process or by
taking advantage of the competition be-
tween banks. However, only 8% are will-
ing or able to pursue a so-called auction
process with financial institutions at the
end of the proposal phase. For the other
92%, the bank selection process appar-
ently is completed once they have ob-
tained proposals.

Time pressure and limited human
resources

According to the respondents, the rea-
sons are time pressure to finalize the
financing process (33%) and preference
for a certain provider (also 33%), specif-
ically the key relationship bank. 24 % lack
the necessary human resources for an
auction process. At the same time, a
mere 12% of businesses are willing to
consult an external financing specialist.
31% are of the opinion that there is no
potential for optimization. 80% of the
surveyed companies contact domestic
banks for financing proposals, while 55%
also consider foreign institutions.

The banks have no particular interest in
additionally fueling competition. Due to
average long-term associations exceed-
ing 10 years and a strong commitment
to their products, relationship banks in
particular are able to ensure that their
corporate clients remain loyal. However,
the results of the survey indicate that
there is no significant difference in the

customer service activities of relation-
ship banks and foreign competitors.

Claudio Steffenoni, Head Financing of
KPMG Switzerland comments as follows:
“Based on KPMG's experience in sup-
porting businesses in the financing pro-
cess, we know that there is considerable
potential for optimization. Medium-sized
companies could easily use the competi-
tion between banks to their advantage,
meaning they could negotiate the terms
of external financing. Especially in view
of the revised international capital frame-
work “Basel II" and due to the very strong
market position of a handful of banks in
Switzerland, it is imperative for finance
managers to take action.”

This study can be downloaded at:
www.kpmg.ch/library/pdf/20051128
_Financing_Survey_2005.pdf

frontiers in finance: New markets,
new risks, new challenges
Companies today are having to assess
the many risks and uncertainties the
environment poses against a continu-
ally evolving regulatory background. This
edition explores how financial services
companies are facing up to these chal-
lenges.

The frontiers in finance series assembles
the comments of KPMG's member firm

© 2006 KPMG Holding, the Swiss member firm of KPMG Interna-tional, a Swiss cooperative.

All rights reserved. Printed in Switzerland. The KPMG logo and name are trademarks of KPMG

International.

professionals from around the globe, pro-
viding you with informed perspectives on
current and future industry trends and
developments. The series is designed to
stimulate your thinking by highlighting
specific practice oriented issues at both
the strategic and tactical level.

www.kpmg.ch/library/pdf/20060320
_Frontiers_in_Finance_March_2006.pdf

New version of the Swiss Right

of Review (OR) and the new Audit
Supervision Statute (RAG).

The Swiss right of review is currently
being completely revised. From now on
revisionary rights will not be determied by
the legal form of a company but instead
by its size and relevance. Variances be-
tween proper and limited revisions will
be set, which involve numerous require-
ments relating to articles of review, auton-
omy and reporting. New aspects of the
revisionary standards make it especially
adventageous for companies to familiar-
ize themselves early with the new regu-
lations, for example in consideration of
internal monitoring in the area of audit-
ing inspection reporting and guidelines
for executing a risk evaluation in the an-
nual financial statement addendum.

Through the “Audit Update” we aim to
keep our clients and partners up to date
on the latest changes. In the first edition
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of the "Audit Update” we summarize the
most relevant points. The second edition
exams more closely the recent changes
requiring auditors to deliver an audit op-
tion for internal monitoring during a prop-
er revision. On this topic Treuhand-Kam-
mer compiled a position paper, which we
reprint in its entirety.

The"Audit Update” is published in Ger-
man, French and English. The first edition
from February 2006 is also available in
[talian. The German version of the sec-
ond edition is now available with the Eng-
lish and French versions soon to follow.

Contact: Sandra Heimdiller, Marketing
Manager Audit, KPMG, Zurich;
sheimueller@kpmg.com

Investment Fund Regulations in
Switzerland

KPMG Switzerland has updated the pam-
phlet, “Investment Fund Regulations in
Switzerland” with unofficial translations
of the relevant rules and self-regulation
guidelines in the investment fund sector.

Contact: Markus Schunk, Partner, Audit
Financial Services, KPMG, Zurich;
markusschunk@kpmg.com

Available under: www.kpmg.ch/library/
pdf/20060411_Investment_Fund
_Regulations_in_Switzerland.pdf

Events

KPMG's Fokus Session “new mar-
kets, new risks, new challenges”,
Finance Forum 06, Kongresshaus,
Zurich on November 7, 2006

Under the motto “Financial Centre
Switzerland - road to sucess — strategies
for a lasting growth” the leading meet-
ing of the financial sector will be held
for the 16™ time on 7 & 8 November
2006 in the “Kongresshaus” in Zrich.
Leading representatives of the financial
industry will provide information concern-
ing the latest business models, strate-
gies and products at the exhibition. The
features of the Finance Forum will com-
prise a clear focus on current banking
subjects as well as the high quality of
the speeches and panel discussions.

The focus session is the 1-day-sympo-
sium to meet the frequently expressed
wish of participants, namely that of a
current subject being treated in depth
and throughout an entire day. KPMG
will run the focus session on 7 Novem-
ber 2006 under the title: “new markets,
new risks, new challenges”. \We have
managed to sign up very interesting
speakers for this subject.

Trough out the day our professionals
will be ready to assist you in the KPMG
lounge on the 2nd floor. They will be
glad to answer questions or advise you
at length on a specific topic. Reserva-
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tions for individual meetings may be
booked in advance.

Please contact Carmen Borges,
Marketing Manager Financial Services,
KPMG Zurich,

via telephone: +41 44 249 20 51 or
e-mail: carmenborges@kpmg.com.

The complete program as well as the
registration form for the Focus Session
can be found at: www.finance-forum.ch.
This session is free for the participants.
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