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1. Introduction

1.1

Terminology

1.1.1  Abbreviations and other terms used in this module have
the following meanings:

“basic approach”, in relation to the calculation of an
Al's credit risk, means the method of calculating that
risk as set out in Part 5 of the Banking (Capital)
Rules;

“CAAP” means the capital adequacy assessment
process that an Al uses to identify and measure the
risks it faces and to assess how much capital is
needed to support those risks;

“CAR” means the capital adequacy ratio as defined
in §2(1) of the Banking Ordinance;

“capital add-on”, in relation to the minimum CAR set
by the MA on an Al under §101(1) of the Banking
Ordinance, means that portion of the minimum CAR
which is in excess of the statutory minimum of 8%.
As an example, if the MA requires an Al to observe
a minimum CAR of 10%, the capital add-on that the
Al is required to maintain above the statutory
minimum is 2%;

“Banking (Capital) Rules” mean those rules made by
the MA under §98A(1) of the Banking Ordinance
prescribing the manner in which the CAR of Als shall
be calculated;

“IMM approach”, in relation to the calculation of an
Al's market risk, means the method of calculating
that risk under the internal models approach as set
out in Divisions 11 and 12 of Part 8 of the Banking
(Capital) Rules;
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1.2

e ‘internal capital”, in relation to an Al, means the
amount of capital which the Al holds and allocates
internally as a result of the Al's assessment of the
risks faced by the Al;

e “IRB approach”, in relation to the calculation of an
Al's credit risk, means the method of calculating that
risk under the internal ratings-based approach as set
out in Part 6 of the Banking (Capital) Rules;

e “minimum capital requirements” mean the minimum
standards and requirements for calculating the
amount of capital that an Al should hold in respect of
its credit, market and operational risks as prescribed
in the Banking (Capital) Rules;

e “SRP” means the supervisory review process
conducted by the MA for the purposes of evaluating
and monitoring the capital adequacy of individual
Als, and of determining their minimum CAR under
§101(1) of the Banking Ordinance;

e “STM approach”, in relation to the calculation of an
Al's market risk, means the method of calculating
that risk under the standardized (market risk)
approach as set out in Part 8 of the Banking
(Capital) Rules; and

“statutory minimum” means the minimum CAR of 8%
as specified in §98(1) of the Banking Ordinance.

Background and scope

1.2.1

1.2.2

As part of the revised capital adequacy framework, the
MA conducts the SRP on individual Als to assess their
capital adequacy and determine if they should hold
additional capital to cater for risks that are not covered or
adequately covered wunder the minimum capital
requirements.

The basic elements of the SRP are already embedded in
the MA’s supervisory framework. In particular, with the

5
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1.2.3

1.2.4

1.2.5

power conferred upon him under §101(1) of the Banking
Ordinance, the MA has for a long time required Als to
observe a minimum CAR in excess of the statutory
minimum, the level of which is subject to variation
depending on the risk profile of individual Als. This has
been with the aim of assigning a minimum CAR to each
Al that reflects more precisely the range of risks to which
it is potentially exposed. Thus, the implementation of the
SRP is more of an elaboration and refinement process,
rather than a radical change of existing practices.

A major feature introduced under the SRP is the use by
the MA of a more detailed and rigorous assessment
framework for setting the minimum CAR of individual Als,
taking into account their overall risk profile and risk
management systems, the extent to which they are
exposed to risks that are outside the realm of the
minimum capital requirements and, where applicable, the
effectiveness of their CAAP.

This module sets out the approach that the MA adopts in
conducting the SRP, including a description of:

e the main principles and objectives underlying the
SRP;

e the key assessment factors that the MA considers in
determining the minimum CAR of individual Als, and
the supervisory arrangements and procedures
associated with the assessment;

e the supervisory approach to reviewing the CAAP of
individual Als, including the standards and
requirements expected of them; and

e the process for ongoing monitoring of Als’ capital
adequacy and compliance with the Banking (Capital)
Rules.

This module should be read in conjunction with other
supervisory guidelines, including the modules of the
Supervisory Policy Manual, issued by the MA that are

6
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relevant to the assessment of Als’ capital adequacy (see
a list of such guidelines in Annex A).

1.3 Main objectives and principles

1.3.1

1.3.2

The SRP is an important and integral part of the revised
capital adequacy framework. Its main objectives are to:

facilitate supervisory monitoring of the capital
adequacy of Als to support the risks in their
business activities;

encourage Als to enhance their risk management
techniques for monitoring and controlling such risks;
and

provide the impetus for Als to adopt more active
capital planning and management practices.

In conducting the SRP, the MA is guided by the following
principles which would help achieve the objectives
mentioned in para. 1.3.1:

Als should have an internal process for assessing
their overall capital adequacy in relation to their risk
profile and a strategy for maintaining the required
level of capital (“the first SRP principle”);

the MA has the responsibility of reviewing Als’
internal capital adequacy assessments and
determining whether the resultant capital position is
adequate (“the second SRP principle”);

the MA expects Als to operate above the statutory
minimum and has the power to require Als to do so
(“the third SRP principle”); and

the MA seeks to intervene at an early stage to
prevent Als’ capital from falling below prudent levels
(“the fourth SRP principle”).
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1.4

1.3.3

The manner in which the MA applies the four SRP
principles through the legal powers conferred upon him
under the Banking Ordinance is elaborated in subsection
2.2.

Implementation

1.4.1

1.4.2

1.4.3

1.4.4

The MA has since 1 January 2007 started conducting the
SRP on Als (including a review of the appropriateness of
their minimum CAR) as part of the risk-based
supervisory process. The scope and extent of applying
the assessment standards and criteria under the SRP
are commensurate with the nature, size and complexity
of the business operations of individual Als.

The minimum CAR set by the MA before 1 January 2007
has continued to apply to Als unless otherwise advised
by the MA under §101(1) of the Banking Ordinance, as a
result of the SRP conducted. As the determination of the
minimum CAR for individual Als is subject to the SRP,
the MA’s practice of having a capital floor of 10% has
ceased, meaning that it is now possible for an Al to be
assigned a minimum CAR with a capital add-on of less
than 2% if this is so justified by the MA’s assessment.

Under the SRP, Als are required to have a
comprehensive process for allocating their internal
capital against the wide range of risks they are faced
with, the effectiveness of which is subject to the MA’s
assessment. This formal process for internal capital
allocation is referred to as the CAAP.

The SRP to be conducted on Als, and any resultant
change in their minimum CAR, remain driven by the
MA’s assessment of their capital adequacy, although Als’
CAAP capabilities may become a more prominent factor
for consideration in due course. This recognises that
most Als, in particular the smaller ones, are still in the
process of improving their proficiency in conducting
internal capital allocation and enhancing their capital
planning and assessment practices.
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1.4.5

1.4.6

As it may not be cost-effective for each and every Al with
small and simple operations to develop -elaborate
systems for conducting the CAAP, those that have been
approved by the MA to adopt the basic approach
permanently for the calculation of credit risk are not
normally assessed for compliance with the CAAP
standards set out in section 4." Nevertheless, in setting
the minimum CAR of these Als, the MA takes into
account the fact that their capital management practices
may not fully comply with the supervisory standards.

Other Als are required to develop their systems for
conducting the CAAP in line with the standards
prescribed in section 4. While the MA did not expect Als
to have a well developed CAAP immediately after 1
January 2007, they were expected to initiate efforts to
put in place the basic elements of the CAAP (see para.
4.3.3 for more details), and make steady progress
towards enhancing the process over time. The MA will
continue to assess the adequacy of their CAAP on an
ongoing basis.

2. The MA’s approach to supervisory review

2.1 General

2.1.1

21.2

This section provides an overview of the legal backing
that the MA derives from the Banking Ordinance for
determining the minimum CAR of Als through the SRP
(see subsection 2.2) and the key components that make
up this process (see subsection 2.3).

Other supervisory arrangements relevant to the conduct
of the SRP, including the application of such
arrangements to local banking groups and foreign bank
subsidiaries, and the procedures for Als to make
representations and appeals where necessary are
respectively set out in subsections 2.4 to 2.7.

1

This does not however absolve such Als from the responsibility of ensuring that there is sufficient

capital to meet their business and operational needs.

9
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2.2

Legal framework

2.2.1

2.2.2

2.2.3

224

The Banking Ordinance provides the MA with sufficient
powers to enforce the four SRP principles set out in
subsection 1.3.

Under Para. 6 of the Seventh Schedule to the Banking
Ordinance, Als are obliged to satisfy the MA that they
maintain, on and after authorization, adequate financial
resources (whether actual or contingent) for the nature
and scale of their operations. This provides the basis for
Als to conduct internal capital assessments under the
CAAP (i.e. the first SRP principle) and the MA to review
such assessments (i.e. the second SRP principle) so as
to ascertain that Als have adequate financial resources.

While §98(1) of the Banking Ordinance requires Als to
maintain a minimum CAR of 8% (i.e. the statutory
minimum) in accordance with §98(2) and the rules made
by the MA under §98A(1), §101(1) empowers the MA to
vary the minimum CAR of individual Als by increasing
the ratio to not more than 16%.2 This enables the MA to
require an Al to maintain a minimum CAR in excess of
the statutory minimum, after consultation with the Al,
based on his assessment of its capital adequacy (i.e. the
third SRP principle).

Consistent with the fourth SRP principle, all Als are
required to observe a non-statutory trigger ratio (set at a
level of at least 0.5% above their minimum CAR). The
trigger ratio is intended to provide a cushion to reduce
the risk of an Al breaching its minimum CAR and to
provide an early warning signal of deterioration in its
capital adequacy. The MA has continued to use this
supervisory tool to monitor Als’ minimum CAR after the
SRP was implemented.

2

As a result of the Banking (Amendment) Ordinance 2005, the ceiling for the setting of minimum CAR

by the MA under §101(1) of the Banking Ordinance is changed to 16% for all locally incorporated Als
through raising the ceiling of 12% for locally incorporated banks.

10
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2.3

2.2.5

2.2.6

2.2.7

2.2.8

The fourth SRP principle is further reinforced by §§99(1)
and 100(1) of the Banking Ordinance which respectively
require Als to notify the MA of any breach of their
minimum CAR and to institute prompt remedial action, as
specified by the MA, to restore their capital level.

Failure of an Al to meet the statutory requirements
mentioned in this subsection may call into question
whether the Al continues to satisfy the authorization
criterion stipulated in Para. 6 of the Seventh Schedule to
the Banking Ordinance.

Under §§99(3) and 100(5) of the Banking Ordinance,
every director, chief executive and manager of an Al has
the legal responsibility to ensure that the Al complies
with §§99(1) and 100(1) of the Ordinance. Such persons
may commit an offence liable for prosecution if the Al
fails to comply with the requirements.

If an Al is aggrieved by the MA’s decision to increase its
minimum CAR under §101 (1) of the Banking Ordinance,
the Al may appeal to the Chief Executive in Council
against that decision under §132A(1)(h) of the
Ordinance. Notwithstanding that an appeal has been or
may be made, the increase in the Al's minimum CAR will
take effect according to the day specified in the notice
served on the Al under §101(1) of the Ordinance.

Key components of SRP

2.3.1

The SRP conducted on an Al typically consists of the
following key components:

e Review of the Al's risk profile — the MA forms a view
of the Al's overall risk profile as part of the ongoing
risk-based supervision, with the purpose of
assessing those risk and control factors that may
result in additional capital for the Al

e Review of the Al's CAAP — for Als that are subject to
the CAAP standards set out in section 4, the MA
assesses their CAAP as part of the SRP. This

11
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review includes a consideration of the assumptions,
methodology, coverage and outcome of an Al's
CAAP, with a view to ascertaining the adequacy and
effectiveness of the Al's CAAP;

Determination of the Al's minimum CAR and/or other

supervisory measures — the MA considers whether
the Al's minimum CAR remains appropriate or
needs to be changed by applying the assessment
framework set out in section 3 to the results and
findings gathered from the above reviews. The MA
may also require the Al to take other actions to
rectify any system or control deficiencies identified
during the SRP. The assessment results, including
any supervisory measures proposed, are subject to
an independent review process as described in
subsection 2.7;

Communication of SRP results to the Al — after

completion of the SRP, the MA discusses with the Al
the results of his assessment, including any areas of
concern which may lead to an increase in its
minimum CAR. The MA will explain in sufficient
detail the factors which have led to his assessment
and recommend what actions the Al should take to
address the concerns. If there is a proposed
increase in the minimum CAR, the Al will be
consulted (with the opportunity to make
representations) before a decision is finalised. An
appeal mechanism is also available under
§132A(1)(h) of the Banking Ordinance;

Ongoing monitoring of the Al's capital adequacy —
this is to monitor that the Al complies with the
various  regulatory  capital standards and
requirements applicable to it on a continuing basis.
The MA updates the Al’s risk profile regularly, taking
into account its progress in addressing any
supervisory concerns raised or other events which
may significantly affect the Al's ability to monitor and
ensure compliance with the Banking (Capital) Rules.

12
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2.3.2

2.3.3

The SRP generates an active dialogue with the Al
concerned regarding the fulfilment of capital adequacy
and risk management standards, through which the MA
seeks to:

gain deeper insights into the Al's overall control and
risk management framework;

establish a closer understanding of how the Al
approaches the risks that are not covered under the
minimum capital requirements and the amount of
internal capital allocated to them;

understand the mechanisms the Al has maintained
for identifying, measuring, monitoring, controlling,
mitigating and reporting its risks; and

assess the extent to which the Al's CAAP, where
applicable, may be relied upon as a factor to be
considered in the MA’s evaluation of the Al's capital
adequacy.

Diagram 1 below provides a graphical presentation of
the key components of the SRP described above.

13
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Diagram 1 — Key Components of SRP
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2.4 Supervisory arrangements

2.4.1

24.2

The MA performs the SRP on each Al regularly (normally
once a year) as part of his risk-based supervision. The
scope of the SRP covers all significant business activities
of the Al, whether operating locally or overseas, on a
solo and/or consolidated basis.

When carrying out the SRP, the MA adopts a forward-
looking approach to the extent that he will take stock of
any significant changes (either arising from institutional
or external conditions) to the Al's overall risk profile in the
past year and assess how these changes will affect the
Al and its business plans and prospects in the coming
year. In doing so, the MA takes into account the results
of any offsite reviews and onsite examinations, and
makes use of any relevant information obtained from

14
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2.4.3

2.4.4

2.4.5

various sources such as prudential interviews, banking
returns and routine supervisory contacts.

The MA takes a proportionate approach when applying
the SRP to Als of varying size and complexity. In other
words, the frequency, intensity and depth of the SRP will
be determined by the potential risk that the Al poses to
the supervisory objectives of the MA. For example, the
MA may subject Als with systemic importance to a more
in-depth and comprehensive SRP. For Als with less
complex operations, the MA would not expect them to
have sophisticated risk management systems and
CAAP, and hence the SRP conducted on such Als is
likely to be less intense and frequent. In categorising
Als, the MA takes account of factors such as the Al's
business nature, scale of operations (i.e. size, risk profile
and complexity), history of regulatory compliance and
significance to financial stability or other supervisory
objectives.

The SRP does not replicate the role of the Board and
senior management of Als. The primary responsibility for
ensuring that an Al has adequate capital to support its
risk profile still rests with its Board and senior
management.

The SRP includes a review of the appropriateness of the
minimum CAR of an Al. The minimum CAR is set on a
solo basis to monitor the Al's capital adequacy on a
standalone basis, unless the MA’s prior approval is
obtained for allowing the Al to consolidate some of its
subsidiaries in the calculation of a solo-consolidated
CAR (i.e. the Al is not be required to deduct its
investment in those subsidiaries from its solo capital
base) subject to the meeting of certain conditions. If the
Al has one or more subsidiaries that are to be
consolidated for capital adequacy purposes under
§98(2A) of the Banking Ordinance, the minimum CAR is
also set on a consolidated basis. See Part 2 of the
Banking (Capital) Rules for relevant provisions on the
scope of application.

15
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2.5

2.4.6

The MA may involve third parties to assist him in
conducting the SRP. Under §59(2) of the Banking
Ordinance, the MA has the power to require an Al, after
consultation with the Al, to provide an auditors’ report on
such matters as he may specify for the performance of
his functions under the Ordinance. The MA may
exercise this power to commission an auditors’ report
when he considers that an independent assessment of
the Al's capital adequacy or risk management processes
is warranted. To avoid any potential conflict of interest,
the external auditor(s) appointed by the Al for the
purpose of preparing this report will be approved by the
MA, and the appointed auditor(s) may not necessarily be
the Al’'s existing auditor(s).

Application to local banking groups

2.5.1

2.5.2

2.5.3

The MA, as the home supervisor of a local banking
group®, applies the SRP to the group as a whole, and
monitors the group’s capital adequacy at the
consolidated level.

The SRP assesses all the major risks of the local
banking group, whether arising from banking or non-
banking activities (such as securities dealing or
insurance-related business). Other risks to the group will
also be captured, for example, where services such as
IT, accounting, or payment and settlement functions are
being provided or control functions are being exercised
from outside the group on an outsourced basis.

The MA may allow a local banking group to develop a
group CAAP covering the positions of its subsidiary Als if
their capital is centrally managed at the group level. In
other words, such subsidiary Als will not be required to
establish their own CAAP on a standalone basis.
However, those subsidiary Als that are operating
independently will still be required to develop their own
CAAP.

3

This refers to a banking group in which the bank holding company is a locally incorporated Al.

16
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2.6

2.5.4

2.5.5

2.5.6

The MA sets a consolidated minimum CAR for a local
banking group and a solo minimum CAR for each of the
Als within the group based on their individual risk profile.
The practice of setting the same CAR at both the solo
and consolidated levels will continue unless the results of
the SRP justify otherwise.

As an illustration, if the bank holding company of a local
banking group is a retail bank with a fairly diversified risk
profile but some of its significant banking subsidiaries are
engaged in specialised and high risk business activities
(e.g. foreign exchange and derivatives trading) with
decentralised risk management systems, there may be a
case for setting the solo minimum CAR of those banking
subsidiaries at a level higher than that for the bank
holding company. Whether the consolidated minimum
CAR of the bank holding company will also be set at a
higher level than its solo minimum CAR depends on the
impact of the operations of the banking subsidiaries on
the group’s consolidated financial position.

Where a local banking group has overseas branches or
subsidiaries the activities of which are significant to the
group as a whole, the MA may seek the comments of
relevant host supervisors on the financial and operating
soundness of those branches or subsidiaries in their
jurisdictions in the course of conducting the SRP for the
consolidated banking group.

Application to foreign bank subsidiaries

2.6.1

2.6.2

In the case of Als which are subsidiaries of foreign
banks, the MA continues to exercise his legal duty under
the Banking Ordinance, through the setting of minimum
CAR, to require such Als to maintain adequate capital in
Hong Kong.

The evaluation of the capital adequacy of foreign bank
subsidiaries under the SRP however takes into account
the strength and availability of parental support as well
as other relevant information from the home supervisor
of the foreign banking group. This may include, for

17
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2.6.3

example, the results of the home supervisor's
consolidated assessment (including an evaluation of the
group CAAP or capital allocation systems and the group
support on subsidiaries) of the banking systems and
processes used at the group level and any developments
or supervisory actions that may affect the calculation of
regulatory capital requirements for the subsidiaries in
Hong Kong.

A foreign bank subsidiary that is subject to the CAAP
standards may employ the CAAP methodology of its
parent bank, but will need to explain to the MA how the
data and methodology have been adjusted to reflect its
local business strategy and the risks to which it is
exposed in Hong Kong (see subsection 4.6 for more
details).

2.7 Representations and appeals

2.7.1

The MA has established a formal mechanism for
ensuring the quality, objectivity and consistency of the
assessments performed under the SRP in respect of the
determination of the minimum CAR of individual Als and
for considering representations from Als seeking a
review of the determination. An outline of the
mechanism is shown in Diagram 2 below:

18
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Diagram 2 — Independent Review of SRP Results

Proposal to increase Al’'s minimum
CAR after conducting the SRP

'

Review of the proposal by the
SRP Approval Committee

v

Consultation with Al under §101(1)
of the Banking Ordinance
(if its minimum CAR is to be increased)

y

Consideration by the SRP

Representations ) '
Approval Review Committee

from Al?

‘No

Notice under §101(1) of the
Banking Ordinance issued
(with considerations made by the SRP
Approval Review Committee where
applicable)

Al's minimum CAR
increased?

Notification to Al of the
considerations made by the SRP
Approval Review Committee

2.7.2 The SRP Approval Committee is established to review
the assessments conducted on individual Als under the
SRP, and to advise the MA on the appropriateness of
any proposed increase in the minimum CAR and/or
supervisory measures. The Committee is chaired by an
Executive Director, and includes at least two senior staff
members within the Banking Departments of the HKMA
who have not been involved in conducting the SRP in
question.

2.7.3 The SRP Approval Committee evaluates all relevant
facts and arguments in support of the recommendations,
and analyses and compares the assessment results of

19



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

2.7.4

2.7.5

2.7.6

2.7.7

different Als to ensure the consistency and quality of
assessments made. Before putting forward any
recommendations for the MA’s consideration, the
Committee may direct the relevant supervisory team to
provide additional information or carry out further work to
resolve any queries or concerns raised.

The SRP Approval Review Committee is established to
consider representations from individual Als in respect of
a proposed increase in their minimum CAR, and to
determine whether the minimum CAR should be
increased in the light of those representations and other
relevant circumstances of each case. The Committee is
chaired by a Deputy Chief Executive, and includes at
least four senior staff members within the Banking
Departments of the HKMA who have neither been
involved in conducting the SRP in question nor
participated in considering the SRP under the SRP
Approval Committee.

Generally, an Al is given 30 days to make written
representations following the Al's receipt of the MA’s
notice in relation to an increase in its minimum CAR. To
ensure that the Board and senior management of the Al
have fully considered the case, the representations
should be accompanied by a certified copy of the
minutes of meeting in which the Board (or a designated
committee) approved the submission of the
representations.

If necessary, the Al may request in writing for an
extension of the time for submitting the representations
by providing reasons to justify the request within the
thirty-day consultation period. The Chairman of the SRP
Approval Committee may grant an extension of up to 14
days for filing the representations.

The Al should set out clearly in its written representations
the grounds for seeking a review of the determination of
the minimum CAR and provide all relevant facts and
information that the Al wishes the MA to take into
account when considering its representations. The SRP
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2.7.8

2.7.9

2.7.10

Approval Review Committee may, at its discretion, allow
the Al to make oral representations, as a supplement to
its written representations. The purpose of oral
representations is to allow the Al to elaborate on its
written representations.

As a general rule, the representations should not delay
or impede any formal or informal supervisory actions in
progress, or affect the MA’s authority to take any
supervisory actions against the Al concerned. Under
exceptional circumstances, the SRP Approval Review
Committee may relieve the Al from complying with some
of the supervisory actions while the representations are
being considered.

If the MA has not received any written representations
from the Al within the thirty-day consultation period or if
the SRP Approval Review Committee supports an
increase in the minimum CAR (no matter whether the
increase is as proposed or at a reduced level) after
considering the Al's representations, the MA will, by
notice in writing served on the Al, increase the Al's
minimum CAR pursuant to §101(1) of the Banking
Ordinance. The Al will also be informed of the decisions
made by the SRP Approval Review Committee, where
applicable.

If the Al is still aggrieved by the MA’s decision, it may
appeal against the decision using the appeal mechanism
provided by §132A(1)(h) of the Ordinance.

3.  Supervisory review of capital adequacy

3.1 General

3.1.1

This section focuses on the major elements of the
assessment framework adopted by the MA under the
SRP, including the key assessment factors that are
considered in evaluating Als’ capital adequacy (see
subsection 3.2 below) and the approach towards the
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setting of their minimum CAR (see subsection 3.3
below).

Conducted as part of the MA’s ongoing supervision of
Als, the SRP is closely related to the risk-based
supervisory framework currently adopted by the MA.
Subsection 3.4 describes their relationship and how the
assessment results under the SRP may be integrated
with the risk-based supervisory process. Also relevant to
the SRP are:

e the MA’s approach to using stress tests in evaluating
an Al's capital adequacy and its ability to withstand
risk;

e the emphasis placed by the MA on encouraging Als
to adopt international risk management standards
and best practices through the issue of supervisory
guidance; and

e the process of monitoring Als’ capital adequacy on a
continuing basis.

These aspects are respectively explained in subsections
3.5t0 3.7.

3.2 Key factors for assessing capital adequacy

3.2.1

The SRP broadens the range of risks that are captured in
the revised capital adequacy framework. Apart from
credit, market and operational risks that are covered
under the minimum capital requirements, the SRP takes
into consideration other risks faced by Als and how well
those risks are being managed by Als. Through the
SRP, the MA evaluates the extent to which an Al is
required to hold more capital to cover those risks (i.e. the
capital add-on). This subsection serves to specify the
major risk and control factors that the MA considers
under the SRP and the approach to assessing the impact
of such factors on an Al’'s minimum CAR.
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3.2.2

With

the

risk-based supervisory approach as its
foundation, the SRP is developed to provide the MA with
a comprehensive, systematic and consistent framework
for determining the minimum CAR of individual Als.
Diagram 3 below outlines the key elements that

constitute the assessment framework.

Diagram 3 — Key Elements of SRP Assessment Framework

Risk-based Consideration Other considerations
supervision  under statutory Common assessment factors Al-specific assessment factors
minimum Inherent risk Systems and Capital strength Corporate Risk increasing Risk mitigating
controls and CAAP governance factors factors
- Counterparty - Credit
Credit default risk concentration | - Risk - Adequacy and - Corporate Examples Examples
risk - Transaction risk management effectiveness governance
risk (CRM) system of CAAP and (compliance | |- Specific issues -IRB/AMA
stress-testing and quality) arising from CRM | | capability for
Market - Trading risk - Internal control capability / securitisation Als using less
risk - FXrisk system and and credit advanced
environment - Capital quality derivatives approaches
Operational | |- Risk of losses - Residual and strength
risk from internal operational - Infrastructure to - Residual - Insurance
(including operations and and legal meet business - Capability to modelling risk cover
legal risk) external events risks needs withstand risk recognisable
(e.g. access to - Outliers in under AMA
- Interest rate - Interest rate - Other support capital market, specific risks
Interest rate o . - : P
T risk in trading risk in banking systems strength of - Diversification
book book (e.g- MIS and shareholders / - Other factors benefits
anti-money parental not already or
Liqyidity - Liquidity risk laundering support, lgnd adequaltely - Othe.r Ifactors
risk controls) vulnerability dealt with under providing
to business minimum capital relief capital
Stralltegic - Strategic risk cycle risk, etc.) requirements
risk and common
assessment
Reprg;ition - Reputation risk b
i
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!
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Capital Rules

Supervisory Assessment

(through scoring system)

Supervisory Assessment

(case-by-case basis)

MINIMUM CAR
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3.2.3

3.2.4

Central to the SRP is the MA’s assessment of the level of
capital that an Al should set aside for the eight inherent
risks identified for the purpose of risk-based supervision,
to which all the assessment factors under the SRP can
be linked. These inherent risks (see column 1 of
Diagram 3), i.e. credit, market, operational (and legal),
interest rate, liquidity, strategic and reputation risks, are
as defined in SA-1 “Risk-based Supervisory Approach”.

In determining the overall risk profile and minimum CAR
of an Al, the MA takes into account two types of
assessment factors, i.e. those that are commonly
applicable to all Als (referred to as the “common
assessment factors”) and those that are specific to the Al
concerned (referred to as the “specific assessment
factors”). Common assessment factors include those
inherent risks set out in para. 3.2.5 and other
assessment factors mentioned in para. 3.2.7. Specific
assessment factors are explained in paras. 3.2.13 to
3.2.17 below. See also Annex B for a more detailed
description of the assessment factors.

Level of inherent risks

3.2.5

Out of the eight inherent risks, there are certain risks,
namely, credit risk (in terms of counterparty default risk
and transaction risk), market risk and operational (and
legal) risk, that are within the scope of the minimum
capital requirements and hence are covered by the
statutory minimum of 8% (see column 2). The other
inherent risks (including residual risks), as listed below,
are to be assessed under the SRP (see column 3):

e credit concentration risk (as a major source of
residual credit risk);

e residual operational (and legal) risk;
e interest rate risk in the banking book;

e liquidity risk;
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3.2.6

e strategic risk; and
e  reputation risk.

The MA assesses an Al’s level of inherent risks covered
under the SRP, taking into consideration all relevant
qualitative and quantitative factors, including their
respective significance to the Al’'s overall risk profile and
the degree of potential loss that may be posed by these
risks in relation to the Al's earnings and capital. The
direction of such risks (i.e. “increasing”, “stable” or
“decreasing”) * , including those arising from new
products, services or business activities, in the next 12
months is also considered. The resultant level of
inhereﬁnt risk is categorised as “low”, “moderate” or
“high™.

Other common assessment factors

3.2.7

In addition to the level of inherent risks, the MA assesses
an Al's performance under the following assessment
factors (see columns 4 to 6) with a view to ascertaining
the Al’s ability to manage and mitigate the inherent risks:

e Systems and controls — this refers to the
assessment of an Al’s overall operating soundness,
including the adequacy of:

- risk management systems (i.e. systems used for
identifying, measuring, monitoring, controlling,
mitigating and reporting the eight inherent risks);

- internal control systems and environment
(including organisation structure, delegation of

4

If the level of credit risk is “low” but the direction of this risk is “increasing”, the MA may consider
whether there is sufficient basis for increasing the level of credit risk to “moderate”.

By way of example, the credit concentration risk of an international bank with fairly diversified
portfolios by counterparty, sector, or geographical location will likely be regarded as “low” whereas
that of a domestic deposit-taking company with a highly concentrated loan portfolio (e.g. with a few
large or connected borrowers) will likely be regarded as “high”.
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authority, segregation of duties, control culture,
internal audit and compliance functions);

- infrastructure to meet business needs (such as
IT  capability, staff competence, and
outsourcing); and

- other support systems (such as management
information systems (“MIS”), accounting systems
and anti-money laundering controls);

e (Capital strength and CAAP - this refers to the
assessment of:

- the quality of capital held by an Al and its access
to additional capital and capability to withstand
economic cycles and other external risk factors
(e.g. the impact of mergers/acquisitions,
competition or adverse events on the Al's
operations); and

- the quality and effectiveness of an Al's CAAP
(including capital planning and longer-term
capital maintenance) for managing its capital
adequacy in relation to its risk profile, particularly
the level of capital which enables the Al to stay
in business, the overall environment within which
the CAAP operates, as well as its compliance
with the CAAP standards (for Als that are subject
to the CAAP standards set out in section 4); and

e Corporate governance - this refers to the
assessment of the adequacy of an Al's corporate
governance arrangements (see also paras. 3.2.8
and 3.2.9).

3.2.8 In assessing the above factors, the MA pays particular
attention to the firm-wide risk oversight exercised by the
Al's Board and senior management, including their
knowledge and experience in the Al's major business
activities and risk management systems, their
participation and involvement in development of the Al’s

26



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

3.2.9

3.2.10

3.2.11

CAAP and risk management processes, and their
responsiveness to risk management and control issues
raised by the MA. Their willingness and ability to
promote and maintain prudent remuneration policies and
practices within the organisation will also be a major
factor for consideration.

With respect to new or complex products and activities
engaged in by an Al, the MA expects senior
management to understand the assumptions regarding
business models, valuation and risk management
practices underlying those products and activities and to
evaluate the potential risk exposure if such assumptions
fail. The MA also takes into account senior
management’s ability to detect and rectify issues or
problems arising from internal operations and to react
promptly to changes in the external environment (e.g.
due to competition or deterioration in macroeconomic
variables) that could adversely affect the Al's overall
condition.

In relation to the assessment of capital strength, an Al’s
prospects and ability to obtain additional capital readily
and the likelihood of it doing so when under stress, the
capital support potentially available from the Al's
shareholders, and the obligations and commitments
which the Al may have towards its subsidiaries and
affiliates (if any) are relevant factors to be considered. In
the case of an Al which is a banking subsidiary or a
member of a banking group (local or foreign), the MA will
further consider whether the Al has strong parental
support and whether the parent bank or holding company
has the resources to provide such support when needed.

In addition to an Al’'s ability to maintain sufficient capital
for all material risks, the MA attaches importance to the
Al's strength in operating effectively throughout a severe
and prolonged period of financial market stress or an
adverse credit cycle. Particularly, the MA will have
regard to whether the Al's CAAP has, through stress-
testing or otherwise, addressed both short-term and
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3.2.12

long-term capital needs and considered the prudence of
building excess capital over benign periods of the credit
cycle to enable the Al to withstand a severe and
prolonged market downturn.

In evaluating the above factors, the MA takes into
account the business nature, scale of operations and
systemic importance of Als and their compliance with the
supervisory standards and best practices contained in
the relevant guidelines set out in Annex A. The resultant
level of performance of the above factors is categorised
as “strong”, “acceptable” or “weak”’. ® A “strong”
performance on the above factors will have a positive
impact on the overall risk profile of an Al, and vice versa.

Specific assessment factors

3.2.13

3.2.14

There are two types of specific assessment factors, i.e.
risk increasing factors (see column 7) and risk mitigating
factors (see column 8). They are used to cater for
situations or circumstances specific to the Al concerned
and which have not been dealt with or adequately dealt
with under the minimum capital requirements or common
assessment factors. The MA will consider these factors
on a case-by-case basis, having regard to their
significance to individual Als. The use of such factors is
however exceptional and subject to close scrutiny by the
MA.

Risk increasing factors are specific factors that will lead
to a negative impact on the minimum CAR of an Al
Examples of such factors include:

e significant “outliers” identified in the review of
common assessment factors. These may relate to

For example, the MA may grade an Al's risk management systems as “strong” if the Al’'s past history
indicates that its risk management policies, systems and controls address all material risks and are
effectively implemented. However, if subsequent supervisory findings have identified significant
flaws in the Al's risk monitoring and reporting procedures to the extent that senior management is not
given accurate or adequate information to evaluate the risks faced by the Al, there may be scope for
downgrading the Al’s “risk management systems” to “weak”.
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extremely high levels of inherent risk, substantial
management or control weaknesses, or significant
vulnerability to adverse economic events which
warrant a full assessment of the additional capital
required to cover the risks involved;

e factors specific to the business and operations of
individual Als, such as risk concentrations that may
arise within each type of risk or through a
combination of exposures across different types of
risk, and other material non-banking risks (e.g. rapid
expansion in non-banking activities without proper
expertise and management systems); and

e gpecific issues arising from the application of, or
compliance  with,  minimum  standards or
requirements stipulated under the revised capital
adequacy framework. These issues may arise from:

- residual credit risk associated with credit risk
mitigation  techniques or complex credit
derivatives or securitization transactions;

- use of internal models under the IRB approach
or IMM approach (e.g. capital shortfall identified
in stress tests, breach of qualifying criteria or
certain modelling deficiencies pending
rectification); or

- operational risk capital charge not
commensurate with the scale and complexity of
an Al's business operations (e.g. due to the Al's
operating losses or significant decline in
earnings)’.

3.2.15 Risk mitigating factors are specific factors that will have
a positive impact on the minimum CAR of an Al. They
are used by the MA as incentives for Als to improve their

" This issue will be considered in the MA’s assessment of residual operational (and legal) risk under

para. 3.2.5. See also subsection B2.2 of Annex B for more details.
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risk management so that the level of their inherent risks
can be effectively mitigated. As an example, if an Al can
demonstrate to the MA’s satisfaction its proficiency in
managing credit, market or operational risk by having
sophisticated risk management systems comparable to
those required for adoptin% the advanced approaches
promulgated under Basel II® (although the systems may
not have been used for regulatory capital treatment in
Hong Kong®), the MA may recognise this as a risk
mitigating factor.

3.2.16 In considering an Al's minimum CAR, the MA will
determine, in consultation with the Al concerned,
whether there is any risk mitigating factor that can be
recognised for capital adequacy purposes. To facilitate
his assessment, the MA may require the Al to provide
any such information or documentary evidence as is
deemed necessary in the circumstances of the case.
The MA will assess each case based on its own merits,
taking into account the information provided by the Al to
justify the risk mitigating effect of the factor under
consideration.

3.2.17 The MA will determine the extent to which the minimum
CAR of an Al can be increased or reduced due to the
specific assessment factors based on his assessment of
the extent to which such factors can increase or mitigate
the risks of the Al.

Assessment approach

These approaches refer to the IRB approach for credit risk, the IMM approach for market risk and the
Advanced Measurement Approaches (“AMA”) for operational risk as set out in “International
Convergence of Capital Measurement and Capital Standards — A Revised Framework
(Comprehensive Version)” published by the Basel Committee on Banking Supervision in June 2006.

An example of such situations is where a foreign-owned subsidiary Al may adopt in Hong Kong the
standardised approach for the calculation of operational risk while using for risk management
purposes the AMA system of its parent bank, which has been recognised for capital adequacy
purposes by the relevant home supervisor.
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3.2.18

3.2.19

3.2.20

In conducting his assessment under the SRP, the MA
uses a combination of techniques and tools, which
include:

e quantitative and qualitative assessments;

e scoring of key risk factors and trends;

e statistical and sensitivity analyses;

e stress and scenario tests;

e  benchmarking against industry performance; and
e peer group comparisons.

In particular, the common assessment factors are
evaluated based on a scoring system developed by the
MA whereas the specific assessment factors are
separately considered by the MA on a case-by-case
basis, with the other techniques and tools incorporated
where appropriate. Attached at Annex C is a set of
scoring worksheets which help describe the manner in
which the MA uses various techniques and tools to
facilitate his assessment under the SRP. Als should
however note that the scoring worksheets are subject to
periodic review by the MA, and are shown here for
illustrative purposes only.

Regardless of the approach taken, supervisory
judgement is still an important element in the overall
assessment. The MA may also seek the views of the
external auditors of an Al and, where applicable, its
home or host supervisor on particular issues affecting
the Al.

On the basis of the assessment results, the MA will
decide upon an Al’'s overall risk profile (also categorised
as ‘“low”, “moderate” or “high”) to facilitate his
determination of the Al's minimum CAR and any other
appropriate supervisory response to the Al's conditions
(e.g. the scope and frequency of the next SRP or the
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3.2.21

need for any supervisory action to be taken in view of
the weaknesses or deficiencies identified).

Diagram 4 below is an illustration of the risk profile
matrix which relates an Al's overall risk profile to the
level of inherent risks of the Al (with focus on those
captured under the SRP) and its performance in other
common assessment factors, i.e. systems and controls,
capital strength and capability to withstand risk, CAAP (if
applicable), and corporate governance. The effects of
any specific assessment factors applicable to the Al will
also be taken into account.

Diagram 4 — Risk Profile Matrix

SYSTEMS AND CONTROLS / CAPITAL STRENGTH
/ CAAP / CORPORATE GOVERNANCE etc.
(aggregate result of assessment)

STRONG

ACCEPTABLE

WEAK

INHERENT

RISK

HIGH

Moderate risk
profile

Moderate / high
risk profile

High risk profile

MODERATE

Low / moderate
risk profile

Moderate risk
profile

Moderate / high
risk profile

LOW

Low risk profile

Low / moderate

Moderate risk

risk profile profile

3.2.22

3.2.23

In order to ensure the quality and consistency of the
assessments made, the MA aggregates the assessment
results of individual Als and compares the results among
peer  groups. The assessment results and
recommendations will also be subject to the independent
review procedures set out in subsection 2.7 before they
are finalised.

The MA will discuss the assessment results in detail with
individual Als and consult with them if an increase in
their minimum CAR is proposed (see Diagram 2 under
subsection 2.7).
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3.3

Determination of minimum CAR

3.3.1

3.3.2

3.3.3

3.3.4

Under the SRP, the minimum CAR set by the MA is
made up of the statutory minimum of 8% plus a capital
add-on which is deemed necessary by the MA to cater
for other risks and uncertainties faced by an Al. The MA
has the power under §101(1) of the Banking Ordinance
to raise the minimum CAR of an Al, after consultation
with the Al, to up to 16%, meaning that the capital add-
on is subject to a maximum of 8%.

In determining whether additional capital is required to
cover a particular type of risk, the MA will consider the
level of that risk as well as the extent to which such level
of risk can be reduced by applying appropriate risk
mitigation measures. For example, if an Al’s liquidity risk
is mainly caused by poor risk management controls, and
the Al holds additional liquidity as a risk mitigation
measure in the course of rectifying the liquidity risk
management weaknesses identified, the MA will have
regard to the effectiveness of the risk mitigation measure
(i.e. the extent to which liquidity risk is reduced by the
Al's additional liquidity) when considering whether the Al
needs to hold additional capital for its liquidity risk
management weaknesses. The MA will also take into
account the Al’s effort and progress in strengthening its
liquidity risk management framework.

On the whole, the minimum CAR of an Al reflects the
MA’s perception of its overall risk profile, taking into
account all the relevant assessment factors set out in
subsection 3.2. The factors may have different levels of
significance to different Als, depending on their individual
circumstances. For example, some Als may be more
affected by external factors while for others,
management quality or internal controls may be the
principal issues.

Broadly speaking, Als are assigned with a minimum CAR
that falls within the following categories, depending on
their assessment results under the SRP:
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Overall risk profile Minimum CAR
Low 8% - 9%
Moderate >9% - 12%
High >12% - 16%

3.3.5

3.3.6

3.3.7

The minimum CAR is set at a multiple of 0.5% in the light
of the more risk-sensitive approach adopted under the
SRP. To reduce frequent fluctuations in the minimum
CAR, the MA will consider whether the factors leading to
a change in the minimum CAR are temporary in nature
or require further observation. For example, if there are
reasonable expectations that certain system deficiencies
will be quickly rectified by an Al, the MA may consider
withholding temporarily the proposed increase in
minimum CAR pending a review of the Al's corrective
actions. Conversely, if a reduction in an Al's minimum
CAR is proposed in the light of the Al's actions taken to
address supervisory concerns raised by the MA, the MA
may consider withholding temporarily the proposed
reduction until a more comprehensive assessment of
whether the improvements have been effectively
implemented is completed.

While the setting of an appropriate minimum CAR for
individual Als is an important aspect of the SRP, the MA
recognises that capital alone is not a substitute for sound
risk management and control environments. In fact,
certain risks (e.g. reputation or liquidity risk) may not be
adequately addressed by holding additional capital
alone. A more appropriate response would be to
mitigate a risk by way of adequate systems and controls,
or by a combination of adequate systems and controls
and additional capital and resources (e.g. a larger
liquidity buffer in the case of liquidity concerns).

In certain circumstances (e.g. during the period in which
system and control weaknesses have been identified but
have yet to be fully remedied), the MA may make use of
an increase in regulatory capital as a supervisory tool to
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3.4

focus the minds of management of an Al on the need for
improving risk management and rectifying control
deficiencies. Thus, the MA may increase the Als
minimum CAR temporarily and, where necessary, take
other appropriate supervisory actions (e.g. requiring the
Al to reduce the risk inherent in its activities, products
and systems), pending corrective actions by the Al.

Integration with risk-based supervisory process

Diagram 5 below illustrates the relationship between the
SRP and the risk-based supervisory process.

Diagram 5 — Relationship between SRP and Risk-based Supervision

Risk-based supervision

To assess Als’ overall risk profile

Board and senior management
oversight

Risk management systems

Comprehensive internal controls

Inherent risks
(see Diagram 3 above)

Supervisory review process

To determine minimum CAR of Als

Board and senior management
oversight / corporate governance

Risk management systems

Internal control systems and
environment

Infrastructure to meet business needs

Other support systems

Inherent risks captured by statutory
minimum (standardised at 8%)

Direction of risk

}

RISK PROFILE

35

Inherent risks captured by capital
add-on

Capital strength and capability to
withstand risk
(including CAAP where applicable)

}

MINIMUM CAR




Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

3.4.2

3.4.3

3.4.4

3.4.5

The MA has identified eight inherent risks (i.e. credit,
market, interest rate, liquidity, operational, legal,
reputation and strategic) for the purpose of risk-based
supervision, which is a dynamic and forward-looking
approach used for assessing an Al's risk profile
(ascertained by balancing the level of the eight inherent
risks with the quality of risk management systems for
each of these risks). See SA-1 “Risk-based Supervisory
Approach” for more details.

With the implementation of the SRP, the risk-based
supervisory framework for evaluating an Al’s overall risk
profile is further enhanced by a comprehensive
assessment under the SRP of all relevant factors before
the resultant risk profile of the Al is derived. This
enhanced framework also forms the basis for
determining the Al’'s minimum CAR.

The MA’s assessment of an Al's capital strength and
capability to withstand risk (including a review of the Al’'s
CAAP where applicable) is conducted as part of the
SRP. The results of this assessment supplement the
risk-based supervisory process by providing analyses on
the Al's capital strength and earning capacity.

The MA will continue to streamline the risk-based
supervisory process to encompass evaluation of the SRP
and integrate the assessment results for determination of
an Al’s risk profile and minimum CAR.

3.5 Use of stress tests

Role of stress-testing under SRP

3.5.1

An important aspect of the SRP is to assess the potential
vulnerability of an Al to adverse events or other external
factors affecting the Al (e.g. economic cycle risk) and the
need for the Al to hold additional capital for such risk. In
performing this assessment under the SRP, the MA will
have regard to the results of stress tests conducted by
an Al, which may provide useful information about the
effects of “stressed” situations on the Al's financial
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3.5.2

3.5.3

3.5.4

3.5.5

condition, particularly the impact on its asset quality,
profitability and capital adequacy.

Stress tests include sensitivity tests and scenario
analyses. A sensitivity test typically involves shifting the
values of individual risk factors (e.g. worsening of credit
spreads or adverse changes in interest rates or other
macroeconomic variables) and determining the effect of
such changes on an Al's business and financial
positions.

A scenario analysis measures the combined effect of
adverse movements in a wider range of risk factors
affecting an Al's business operations at the same time
(e.g. an economic recession coupled with a tightening of
market liquidity and declining asset prices). Stress
scenarios may be derived from stochastic models or
historical events, and can be developed with varying
degrees of precision, depth and severity.

Stress tests, which supplement other risk management
approaches and measures, help improve an Al’s
understanding of the vulnerabilities that it faces under
exceptional, but plausible, events, and provide the Al
with an indication of how much capital might be needed
to absorb losses if such events occur. These events can
be financial, operational, legal or relate to any other risk
that may have an economic impact on the Al concerned.

The results derived from stress tests can also facilitate
an Al in determining the appropriate appetite for different
types of risk and in estimating the amount of capital that
should be set aside to cover them.

Stress-testing obligations on Als

3.5.6

Under the SRP, Als are expected to carry out regularly
rigorous and forward-looking stress tests that are
appropriate to the nature of their business and the major
sources of risk faced by them for risk management
purposes. The MA assesses the effectiveness of an Al’s
stress-testing programme in accordance with the general
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3.5.7

3.5.8

3.5.9

standards set out in IC-5 “Stress-testing”, and considers
whether the use of stress-testing forms an integral part of
the Al's overall governance and risk management
culture. The MA may challenge the key assumptions
driving the stress-testing results and their continuing
relevance in view of existing and potential changing
market conditions. This will be done as part of his review
of the Al’'s risk management systems.

Als should integrate relevant stress-testing results into
their CAAP so as to ensure that there is sufficient capital
to withstand the impact of possible adverse events or
changes in market conditions on them. In his review of
an Al's CAAP, the MA takes into account the stress-
testing approach adopted by the Al (including the
methodologies and assumptions used), examines the
Al's projected capital resources and capital requirements
under adverse scenarios, and considers the extent to
which the Al has provided for unexpected events in
setting its capital level. See Annex D regarding the
supervisory requirements on the application of stress
tests for the assessment of capital adequacy.

In addition, Als using the IRB approach to calculate
credit risk or the IMM approach to calculate market risk
are required to conduct respectively credit risk or market
risk stress tests in compliance with the respective
minimum capital requirements.  The MA reviews the
stress-testing results to ascertain whether Als have
sufficient capital to meet the minimum capital
requirements and cover such results.

If the MA is not satisfied with an Al's capital adequacy
after taking into account its stress-testing results, the MA
may consider increasing the Al's minimum CAR and/or
require the Al to reduce its risks. Where necessary,
other appropriate supervisory measures may also be
taken.

Supervisory stress tests
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3.5.10 In reviewing Als’ capability to withstand risk, the MA
conducts sector-wide stress tests regularly to assess and
compare individual Als’ vulnerability to the same set of
severe market shocks or crisis situations (e.g. based on
hypothetical scenarios that are similar to or more severe
than those experienced during the 1997/1998 Asian
Crisis or the 2007/2008 global financial crisis), making
use of the statistical data provided by Als or results
generated from their stress tests.

3.5.11 Other stress tests will also be applied where appropriate.
For example, the MA applies liquidity stress tests to retail
banks based on the quarterly cash flow data submitted
by them to assess their vulnerability to liquidity crises or
bank-run situations when determining the level of their
liquidity risk.

3.5.12 The MA will consider whether those “outlier” Als that
show significant vulnerability to “stressed” situations
compared with their peers warrant a higher minimum
CAR and/or a reduction in risk exposures.

3.6  Supervisory guidance on risk management practices

3.6.1 A key feature of the SRP lies in its emphasis on the
comprehensive recognition of risk in an Al's capital
planning and management processes. Apart from
requiring Als to maintain adequate capital to support the
risks they undertake, the SRP encourages them to
develop and use better risk management techniques for
monitoring and controlling such risks, especially those
specific risks not directly or fully addressed under the
minimum capital requirements.

3.6.2 The MA will continue to develop or enhance supervisory
guidelines on risk management and control standards
applicable to the SRP (see Annex A for a list of relevant
supervisory guidelines) with a view to:

e encouraging Als to adopt international standards
and best practices in managing their risks;
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3.7

3.6.3

e enabling them to be better prepared for meeting the
relevant standards under the SRP; and

e ensuring a consistent application of the standards.

This will make the SRP more risk-sensitive in terms of
matching regulatory capital requirements to the risks
taken by Als, and help mould regulatory capital
requirements to the way in which Als manage their
business.

Ongoing monitoring of capital adequacy

3.7.1

3.7.2

3.7.3

The MA performs ongoing evaluation and monitoring of
Als’ capital adequacy, including their compliance with the
qualifying criteria of the relevant approaches adopted by
them under the revised capital adequacy framework. For
example, these may relate to the use of the IRB
approach and the IMM approach or the recognition of
credit risk mitigation techniques and securitization
transactions for capital adequacy purposes.

If an Al is found to have a continuing decline in its capital
level, the MA will require the Al to provide a capital
restoration plan and the timetable for doing so. The MA
will establish an action plan to monitor the Al closely. If
the Al's capital is not maintained or restored within the
specified timeframe, the MA may take other appropriate
supervisory actions, such as restricting the Al from
business expansion or limiting its business, operations or
network, pending restoration of the capital to an
adequate position.

If the findings gathered from ongoing offsite reviews or
onsite examinations reflect concerns about an Al’s
compliance with certain qualifying criteria or conditions
under the minimum capital requirements, the MA may
seek further explanations from the Al or conduct a more
detailed examination to assess the concerns. If
necessary, the MA may commission a special review
under §59(2) of the Banking Ordinance.
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3.7.4

3.7.5

As Als have an obligation to manage their capital and
ensure that it is sufficient to cover the risks undertaken
by them, they are expected to maintain internal
monitoring systems (e.g. through internal validations or
audits) to ensure that their capital does not fall below
prudent levels, and that they continue to meet the
minimum standards required for the use of particular
approaches or methodologies under the minimum capital
requirements.

The MA would expect Als to advise him of any significant
decline in capital levels or non-compliance with certain
standards or criteria under the minimum capital
requirements (and the causes of such decline or non-
compliance) and the remedial actions to be taken as
soon as practicable. In the event that an Al’s capital falls
below the minimum CAR or trigger ratio, the Al should
set out a plan for restoring its capital position.
Depending upon the circumstances and frequency with
which these situations occur, the MA may regard them
as indicative of system and control weaknesses.

4. Supervisory standards on CAAP

4.1

General

4.1.1

Under the SRP, Als are expected to have a CAAP for
assessing their overall capital adequacy in relation to
their risk profile and a strategy for maintaining their
capital levels, unless otherwise exempted by the MA
(see para. 4.1.2). The CAAP should fit their individual
circumstances and needs, having regard to the risk
profile and level of sophistication of their operations. The
MA has the responsibility of evaluating Als’ CAAP and
their capital adequacy through the SRP, the results of
which will be taken into account in determining their
minimum CAR.
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41.2

413

4.1.4

This section sets out the MA’s approach to reviewing Als’
CAAP and the supervisory standards expected of such
CAAP. The requirements for conducting CAAP are
applicable to all Als except for the following:

e Als that have been approved by the MA for adopting
the basic approach permanently are not subject to
the CAAP standards in the light of their small and
simple operations. Nevertheless, they remain
responsible for ensuring that there is sufficient
capital to meet their business and operational
needs; and

e Als that are subsidiaries of a local banking group are
not required to establish their own CAAP if their
capital is managed on a group basis and
incorporated into the group CAAP.

The MA recognises that there is no single correct
approach to conducting the CAAP. As such, the focus of
the MA is on providing high level guidance rather than
prescriptive criteria  on CAAP methodologies or
techniques that should be employed. This also takes
into account the fact that market consensus on what
constitutes best practice for conducting the CAAP has
yet to emerge, and the development of relevant
methodologies and techniques (e.g. on how non-
quantifiable risks such as reputation and strategic risks
are to be measured) is still evolving. The onus,
therefore, is on Als to explain and demonstrate how their
CAAP meets supervisory standards, and why they
consider their capital targets appropriate given the scale
and complexity of their business.

While the MA assesses the reasonableness of an Al's
CAAP outcome in his review, there is no attempt on the
part of the MA to reconcile the difference between the
minimum CAR set by the MA and the outcome of the Al's
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4.2

41.5

41.6

CAAP, as regulatory and economic capital '° are
essentially two different concepts and the objectives that
they serve may not be entirely the same. Nevertheless,
reviewing an Al's CAAP outcome will help the MA to
better understand the Al's capital management systems
and strategies.

Als may have different capital adequacy goals (e.g.
some may target for a certain credit rating). At a
minimum, the MA would expect an Al to establish a
CAAP to assess the capital needed to cover all material
risks, achieve its business plan and enable it to stay in
business (with sufficient core capital to protect itself from
insolvency).

The MA may, where appropriate, take into account the
effectiveness of an Al's CAAP in the setting of minimum
CAR for that Al. The CAAP will also enable an Al to
measure its risks and allocate capital against such risks
more precisely. It is therefore in the interest of Als to
enhance their CAAP capabilities on a continuing basis.

Board and senior management oversight

General responsibilities for CAAP

4.2.1

The Board and senior management of an Al have the
primary responsibility for ensuring that the Al has
adequate capital to support its risks. At a minimum, the
capital required should enable the Al to operate as a
going concern and be sufficient to provide for business
growth.

% There is as yet no standardised definition for economic capital within the banking community.
However, generally speaking, economic capital is more concerned with shareholders’ funds than with
other sources of subordinated funding (i.e. the amount of losses that can be absorbed before
shareholders’ funds are exhausted) and hence is more akin to the nature of core capital.
Nevertheless, the approach to evaluating economic capital may differ among Als depending on the
capital objective or the desired level of confidence interval set. Regulatory capital goes beyond the
amount needed for survival and includes supplementary capital (which serves as an additional
protective cushion for depositors).

43



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

422

423

424

The Board and senior management should ensure that
the Al has in place a strategic plan which clearly outlines
its current and future capital needs, anticipated capital
expenditures, desirable capital level, and external capital
sources. This analysis of the Al’s capital requirements in
relation to its strategic objectives is a vital element of the
strategic planning process. In addition, they should
ensure that the Al has in place an effective capital
planning process (see paras. 4.3.11 to 4.3.13 for more
details) in order to achieve the desired strategic
objectives, and that all staff are fully aware of the Al's
corporate goals and objectives.

A sound firm-wide risk management framework is the
foundation for an effective assessment of the adequacy
of an Al's capital position. The Board and senior
management should ensure that such a framework is in
place, enabling the Al to set its appetite and tolerance for
risks, and supporting the ability of the Board and senior
management to manage the Al's risks from an
integrated, firm-wide perspective and to identify and
react to emerging and growing risks in a timely and
effective manner.

To achieve the above, the Board and senior
management should:

e have a thorough understanding of the Al's risks on a
firm-wide basis, especially the risks associated with
new or complex products and activities (e.g. those
arising from the “originate-to-distribute” business
model and securitization activities), and how such
risks interact with other risks and relate to adequate
capital levels under both normal and stressed
conditions;

e ensure that the Al's risk management framework
includes detailed policies that set specific firm-wide
prudential limits on the Al's activities, which are
consistent with its risk-taking appetite and capacity;
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e ensure that the infrastructure, systems and controls
necessary to manage the Al’s risks are in place, and
are effective and commensurate with its overall risk
profile;

e ensure that accountability and lines of authority are
clearly delineated and effectively communicated
throughout the organisation;

e provide specific guidance for the implementation of
the Al’'s business strategies, and monitor compliance
with internal policies and limits established for
managing the Al's various types of risk;

e establish adequate operating and control procedures
to ensure that the Al is operating in compliance with
regulatory capital and disclosure standards and
requirements and to monitor the performance of staff
in administering and controlling the capital position
of the Al; and

e remain adequately informed on an ongoing basis
about the Al's risks as financial markets, risk
management practices and the Al's activities evolve.

Definition of capital used

425

It is important for the Board and senior management to
ensure that the definition of the Al's capital used in its
CAAP is stated clearly and consistently applied. This is
in the light of various definitions of capital that may be
used within the banking industry. For example, some Als
may for internal purposes choose a narrow definition for
capital, such as confining it to ordinary shares, while
others may define capital more broadly. The Board and
senior management should understand such differences
and their implications. As the components of capital are
not necessarily alike and have varying ability to absorb
losses, the Board and senior management should
thoroughly comprehend the relationship between the Al's
capital definition and its assessment of capital adequacy.
Any changes in the Al's internal definition of capital and
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the reason for those changes should be properly
documented.

Capital planning and management policies

426 It is likewise important that the Board and senior
management should, among other things, ensure that
the internal policies set out below are in place for capital
planning and management purposes, and meet the
standards and criteria required in the relevant
supervisory guidelines (see Annex A for more details):

e a capital policy which, at a minimum, includes :

- the Al's short-term and long-term capital
adequacy goals in relation to its risk profile,
taking into account its strategic focus and
business plan;

- the approved capital targets that are consistent
with the Al's overall risk profile and financial
position;

- the approach for determining the Al's overall
capital adequacy in relation to its risk profile; and

- measures that would be taken in the event
capital falls below a targeted level;

e other management policies to supplement the
capital policy in relation to:

- firm-wide risk management, which takes into
account all material risks (both quantifiable and
non-quantifiable)'’ as well as risks that do not
appear to be significant in isolation, but when

"' Apart from the eight inherent risks identified for the purpose of risk-based supervision, other material
risks, such as those posed by concentrations, securitization and off-balance sheet exposures that are
relevant to the Al, should also be considered.
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combined with other risks could lead to material
losses or consequences'?;

stress-testing, which should adequately address
economic cycle risk and measure the Al's ability
to withstand adverse conditions (see subsection
3.5 for more details);

valuation practices, which should apply to all
positions (including complex, structured products
and financial instruments) that are measured at
fair value and at all times, especially during times
of stress;

remuneration systems, which should consider
risk-adjusted performance measures and focus
on achieving longer-term capital preservation
and financial strength rather than focusing on,
and thereby potentially encouraging, the
generation of short-term accounting profits;

dividend payout, which should neither hinder the
Al from capital formation to support business
growth nor weaken its capital position or financial
soundness;

provisioning and methodology, which should
ensure that the level of provisions established
and maintained by the Al is adequate to absorb
estimated losses inherent in the Al's asset
portfolios, binding commitments and contingent
liabilities; and

income recognition and methodology, which
should, among other things, clearly define under
what situations the Al can or cannot recognise

2 For example, the direct loss of an Al arising from an operational risk event (e.g. loss of confidential
customer data) may be limited in itself. However, if this event affects a large number of customers
and attracts substantial adverse market publicity, there may be significant damage to the Al’s
reputation, apart from the potential claims for damages filed by the customers and other regulatory
consequences for the Al for breaching data privacy rules and client confidentiality obligations.
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4.3

income and set out the details of the
methodologies adopted.

4.2.7 The Board and senior management should also update
the Al's capital planning and management policies from
time to time, and establish additional policies where
necessary, to ensure that all such internal policies are
always in compliance with the applicable supervisory and
regulatory requirements.

4.2.8 Failure to adhere to the above requirements may call into
question whether the Board and senior management
have adequately discharged their responsibility under
para. 4.2.1.

Key elements of CAAP

General

4.3.1 Als are expected to develop a CAAP that has the
following characteristics:

comprehensive in terms of the identification and
measurement of the risks in an Al's business and
the assessment of how much capital is needed to
support these risks;

risk-based and forward-looking, with emphasis on
the importance of capital planning, management and
other qualitative aspects of risk management and
controls, and taking into account the Al's strategic
plans and how these relate to macroeconomic
factors;

integrated into the management process and
decision-making culture of the Al.  For more
sophisticated Als, the CAAP should be integrated
into their day-to-day management process. For
example, in addition to allocation of capital to
business units, the CAAP would likely play a part in
making credit decisions or other general business
decisions (e.g. expansion plans and budgets). The
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43.2

4.3.3

results of the CAAP may also feed into the process
of determining business strategies and risk
appetites. Although smaller Als tend to have less
sophisticated capital planning and assessment
systems, their CAAP should at least produce results
that enable the ongoing assessment and
management of their risk profile (e.g. the results may
influence their lending behaviour or use of risk
mitigants); and

e capable of producing a reasonable outcome on the
overall level of capital and the assessment
supporting such outcome.

The CAAP should capture all material risks of an Al,
including the eight inherent risks covered under the MA’s
risk-based supervisory framework, and the interactions of
these risks under both normal and stressed conditions.
The overall environment within which the CAAP should
operate is also important. Als should, in particular, be
able to identify other external risk factors that may arise
from the regulatory, economic or business environment.
In addition, adequate corporate governance and proper
risk management and internal control arrangements
constitute the foundation of an effective CAAP.

The basic elements of a sound CAAP should include:

e policies and procedures to identify, measure, monitor,
control, and report the risks inherent in an Al’s
activities;

e aprocess to relate the Al’s internal capital to its risks;
e a process to state the Al's capital adequacy goals in
relation to risks, taking into account its strategic focus
and business plan; and
e a process of internal controls, independent reviews

and audits to ensure the integrity of the overall
management process.
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Risk management policies and procedures

4.3.4 The policies and procedures to identify, measure,
monitor, control, and report the risks inherent in an Al’s
activities should meet the following standards:

risk measurement systems should be sufficiently
comprehensive and rigorous to capture the nature
and magnitude of the risks faced by the Al, while
differentiating risk exposures consistently among
risk categories and levels of riskiness. Such
systems should also be capable of performing risk
aggregation'® across different risk types or business
lines;

adequate controls should be in place to ensure the
objectivity and consistency of risk identification and
measurement and that all material risks (both on-
and off-balance sheet) are adequately addressed;

detailed analyses should be conducted to support
the accuracy or appropriateness of the risk
measurement techniques used;

inputs used in risk measurement should be of good
quality;

those risks that are not easily quantifiable should be
evaluated using qualitative assessment and
management judgement. Nevertheless, Als should
recognise the biases and assumptions embedded in,
and the limitations of, the qualitative approaches
used;

' Risk aggregation is the summation of different risk types into a single risk measure. An effective
CAAP should use this aggregate risk measure to estimate the amount of capital required. Als are
therefore expected to perform risk aggregation when conducting the CAAP, regardless of whether
they use risk-modelling techniques to assess capital adequacy or not. If an Al uses risk-modelling
techniques to assess capital adequacy, the Al should comply with the additional requirements set out
in subsection 4.4.
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4.3.5

the economic substance of risk exposures, including
reputation risk and valuation uncertainty, should be
fully recognised and incorporated into the risk
management process;

changes in the Al’s risk profile should be promptly
incorporated into risk measures, whether the
changes are due to new products or new
businesses, increased volumes, changes in
concentrations, the quality of the portfolio or the
overall economic environment;

when measuring risks, comprehensive and rigorous
stress tests should be performed to identify possible
events or market changes that could have serious
adverse effects or significant impact on the Al’s
capital and operations (see Annex D for more
details); and

adequate consideration should be given to
contingent exposures arising from loan
commitments, securitization and other transactions
or activities that may create such exposures (see
Annex E for more details).

To facilitate firm-wide risk management and oversight,
Als should have in place appropriate infrastructure and
MIS that contain, at a minimum, the following key
elements:

For aggregation of risks

allow for the aggregation of exposures and risk
measures across business lines and platforms
(including the banking and trading books) in
managing risks and monitoring limits;

support customised identification of concentrations
and emerging risks;
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4.3.6

4.3.7

e support the ability to evaluate the impact of various
types of economic and financial shocks that affect
the whole organisation;

e should be flexible enough to incorporate hedging
and other risk mitigating actions to be carried out on
a firm-wide basis while taking into account the
various related basis risks;

To enable proactive risk management

e should be capable of providing regular, accurate and
timely information on the Al's aggregate risk profile
as well as the main assumptions used for risk
aggregation;

e should be adaptable and responsive to changes in
the Al's underlying risk assumptions;

e should incorporate multiple perspectives of risk
exposure to account for uncertainties in risk
measurement; and

e should be sufficiently flexible so that the Al can
generate  forward-looking  firm-wide  scenario
analyses that capture management’s interpretation
of evolving market conditions and stressed
conditions.

If Als use third-party inputs or other tools (e.g. credit
ratings, risk measures and models, etc.) to produce risk
management information, they should have adequate
procedures in place to ensure that such inputs and tools
are subject to initial and ongoing validation.

If Als employ risk mitigation techniques, they should
understand the risk to be mitigated and the potential
effects of that mitigation (including its enforceability and
effectiveness), and have in place appropriate policies
and procedures to control risks associated with these
techniques (see subsection B5.2 under Annex B for
more details).
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4.3.8

4.3.9

Als should understand that it is often difficult to quantify
measurement errors that may exist in risk measurement.
As a result, the level of capital maintained should cater
for an increase in uncertainty related to modelling and
business complexity. Als should suitably account for
measurement  errors  when calculating capital
requirements, and be able to demonstrate the adequacy
of capital to address such errors.

Als conducting risk aggregation among various risk types
or business lines should understand the challenges in
such aggregation. They should seek to address any
potential concentrations across more than one risk
dimension, recognising that losses could arise in several
risk dimensions at the same time, stemming from the
same event or a common set of factors. For example, a
localised natural disaster could generate losses from
credit, market and operational risks at the same time.
See Annex F for more details.

Internal capital allocation process

4.3.10 The process of relating an Al's internal capital to its risks

should meet the following requirements:

e the amount of capital held should reflect not only the
measured amount of risk but also an additional
amount to account for potential uncertainties in risk
measurement (e.g. measurement error or modelling
risk) (see also para. 4.3.8);

e the Al's capital should reflect the perceived level of
precision in the risk measures used, the potential
volatility of exposures and the relative importance of
the activities producing the risk;

e capital levels should reflect the fact that historical

correlation among exposures can change rapidly;
and
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the Al should be able to demonstrate that its
approach to relating capital to risk is conceptually
sound and that outputs and results are reasonable.

Setting of capital adequacy goals

4.3.11 There should be a process to state the Al's capital
adequacy goals in relation to risks, taking into account its
strategic focus and business plan:

explicit goals and targets need to be established for
evaluating the Al's capital adequacy with respect to
its risks;

the Al should develop an internal strategy for
maintaining capital levels which should not only
reflect the desired level of risk coverage but also
incorporate  factors such as loan growth
expectations, future sources and uses of funds, and
dividend policy. Other considerations may also be
taken into account (e.g. external rating goals, market
image, strategic goals, etc.) that are essential for the
Al to decide how much capital it should hold. If
these other considerations are included in the
CAAP, the Al will be required to show how the
considerations have influenced its decisions
concerning the amount of capital to be held;

the Al should have an explicit, approved capital plan
that should state its objectives and time horizon for
achieving them, and set out in broad terms the
capital planning process and the responsibilities for
that process. The capital plan should recognise that
accommodating additional capital needs requires
significant lead time, and take into account the
potential difficulties of raising additional capital
during downturns or other times of stress. It should
also set out how the Al will comply with capital
requirements, any relevant limits related to capital,
and a general contingency plan for dealing with
divergences and unexpected events (e.g. raising
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additional capital, restricting business activities or
using risk mitigation techniques for risk management
purposes, etc.);

the Al should conduct stress tests that take into
account the risks of the environment in which it is
operating and the particular stage of the economic
cycle, to assess the impact of possible adverse
events or scenarios on its capital. The Al should
analyse what impact new legislation or competitors’
actions may have on its performance, in order to
ascertain what changes in the environment it could
sustain. The requirements and scenarios for stress-
testing should be proportionate to the nature, size,
risk profile and complexity of the Al's business
activities;

the Al should evaluate whether its long-run capital
targets might differ from its short-run goals, based
on current and planned changes in its risk profile
and the lead time for raising new capital;

it is not necessary for the Al to use formal economic
capital models for setting capital goals and targets
and assessing its capital adequacy, although it is
expected that more sophisticated Als will elect to do
so (in which case the additional criteria set out in
subsection 4.4 have to be satisfied);

the capital goals and targets should be reviewed and
approved by the Board regularly (at least annually)
to ensure their appropriateness; and

appropriate adjustments to the CAAP should be
promptly initiated if changes in the business,
strategy or operational environment suggest that the
CAAP is no longer adequate.

4.3.12 Als should recognise that regulatory capital requirements
represent a floor below which an Al's overall capital level
must not fall, even if the Al’'s management believes that a
lower capital level is justified.
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4.3.13

Als should ensure that adequate capital is held against
all material risks not just at a point in time, but over time,
to account for changes in their strategic direction,
evolving economic conditions and volatility in the
financial environment.

Internal controls and audits

4.3.14

4.3.15

There should be a process of internal controls,
independent reviews and audits to ensure the adequacy,
effectiveness and reliability of the overall CAAP, and to
monitor the actual performance against the approved
capital goals and targets as well as the conformity with
the strategy and objectives stated in the CAAP. The
frequency of the independent reviews and audits may
vary depending on the size and complexity of individual
Als but should not be less than once every year.

The CAAP and risk management process should be
subject to periodic reviews to ensure their integrity,
accuracy and reasonableness. Areas that should be
reviewed include:

e the appropriateness of risk tolerance levels and
capital planning, the effectiveness of the CAAP, and
the strength of internal control infrastructure given
the nature, scope and complexity of the Al's
business;

e where applicable, the appropriateness and validity of
third-party inputs or other tools wused for
management information purposes (e.g. credit
ratings, risk measures and models);

e the identification of large exposures and risk
concentrations;

e the accuracy and completeness of data input into
the Al's assessment process;

e the reasonableness and validity of scenarios used in
the assessment process; and
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¢ the use of stress-testing, including an analysis of the
underlying assumptions and inputs.

4.3.16 All deficiencies and weaknesses identified in the CAAP,
as well as any non-compliance with approved internal
policies and management guidelines on capital adequacy
or minimum capital requirements, must be promptly
reported to the Board and senior management for early
rectification.

4.3.17 Special attention should be paid to reviewing those areas
of the CAAP that may be affected by changes in the
operational or business environment, such as the
introduction of new products and activities.

Design of CAAP

4.3.18 Als may design their CAAP in different ways to cater for
their individual needs and circumstances. The following
are some options that Als may have reference to:

e using the statutory minimum as a starting point and
adding considerations which are not captured or
adequately captured by the statutory minimum. To
many small and less complex Als, a relatively simple
CAAP is entirely acceptable for them. One
possibility might be to base their CAAP primarily on
the methodology set out in the minimum capital
requirements, supplemented as necessary for any
other generic factors which have a particular bearing
on their risk profile (e.g. in terms of size, sector or
products). For example, to obtain a capital goal, an
Al may simply take the statutory minimum and
adjust it with a capital add-on which is calibrated
from elements outside the consideration of the
statutory minimum and from other forward-looking
elements (including the effect of stressed
conditions). The Al should be able to demonstrate
that it has adequately analysed all material risks
outside the statutory minimum and found that all
such risks were covered by the capital add-on;
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e using different methodologies for the different risk
types (including all risks captured by the statutory
minimum and the capital add-on) and then
calculating a simple sum of the resulting capital
“needs”;

e using a more sophisticated and complex system,
e.g. “bottom-up” transaction-based approaches with
integrated correlations; or

e using a combination of the above.

4.3.19 Als should ensure that decisions regarding the design
and operation of the CAAP should not be unduly
influenced by competing business objectives.

4.3.20 Als should enhance and refine their CAAP over time,
taking into account changes in individual Als’ risk profile
and activities as well as advances in risk measurement
and management practices.

Documentation of CAAP

4.3.21 Als should have complete documentation covering the
CAAP. Such documentation should at least include:

e adescription of the overall process;
e all related policies and management guidelines;

e all committees and individuals involved in the CAAP,
including their responsibilities;

e the methodologies, assumptions and procedures
used in the CAAP, covering all aspects ordinarily
expected for the sound use of quantitative methods,
including model selection, limitations, data selection
and maintenance, controls and validation;

e the frequency of CAAP-related reporting; and
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4.4

e the procedures for the periodic evaluation of the
appropriateness and adequacy of the CAAP.

4.3.22 The documentation of the CAAP should be subject to
periodic review and approval by the Board (at least
annually).

4.3.23 The CAAP and related policies, management guidelines
and procedures should be communicated and
implemented firm-wide and supported by sufficient
authority and resources.

Additional criteria for use of risk-modelling techniques

4.41 Larger and more sophisticated Als may prefer using risk-
modelling techniques (e.g. economic capital or other
models) to perform risk aggregation and to assess
capital adequacy within a certain degree of confidence.
Nevertheless, this approach is not mandatory.

442 Als using risk-modelling techniques to assess capital
adequacy should ensure that their CAAP is a
comprehensive process seeking to identify their capital
needs on the basis of both quantifiable and non-
quantifiable risks. Als should not rely on quantitative
methods alone to assess capital adequacy. Non-
quantifiable risks, if material, should also be included
using qualitative assessment and management
judgement. For example, in modelling the potential
consequences of individual risks, account needs to be
taken not only of the immediate direct profit and loss
impact of possible loss events, but also of their potential
consequential cost in terms of damage to Als’ reputation
and future earning capacity.

4.4.3 Under no circumstances should the CAAP be a process
which focuses only narrowly on the calculation and use
of allocated capital or economic value added for
individual products or business lines for internal
profitability analysis. This approach can be important to
an Al in targeting activities for future growth or cutbacks.
However, the Al is required to first determine (by some
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4.4.4

4.4.5

methods) the amount of capital necessary for each
activity or business line as a tool for evaluating the
overall capital adequacy of the Al. Thus, the process for
determining the necessary capital should not be
confused with the related management efforts to
measure relative returns of the Al or of individual
business lines, given an amount of capital already
invested or allocated.

Als must have in place adequate policies, controls and
procedures to validate, on a regular basis, the
methodology and data and the robustness of the
systems and processes involved in modelling the
probabilities and potential consequences of individual
risks and their aggregation. Such policies, controls and
procedures should be appropriate for their nature of
business and level of sophistication, as well as the
relative importance of each component of the CAAP.
The internal validation process should encompass, but
should not be limited to, the collection and review of
developmental evidence, process verification,
benchmarking, outcomes analysis, and monitoring
activities used to confirm that processes are operating as
designed. Als should also be able to demonstrate that
their validation process is adequate to enable them to
assess the performance of the risk-modelling techniques
consistently and meaningfully.

The MA will assess whether the overall assessment and
validation processes are commensurate with the nature,
size and complexity of the Al's business and whether the
outcomes generated from the processes are reasonable.
The MA will also assess the extent to which the risk-
modelling techniques, and the risk-adjusted performance
measurement they support, are actually employed in
managing the Al's business. Als should understand that
it would be difficult to assign much credibility to a model
in which the Al concerned lacked either the confidence or
the perceived need to use it to drive its business
decisions.
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4.5

Requirements for consolidated capital

4.5.1 Als are required to conduct their CAAP on a consolidated
basis if they have any subsidiary that is subject to
§98(2A) of the Banking Ordinance.

45.2 Als conducting their CAAP at the group level should
ensure that their consolidated capital is adequate to :

e support the volume and risk characteristics of all
parent and subsidiary activities; and

e provide a sufficient cushion to absorb potential
losses arising from such activities.

4.5.3 Als should also be able to demonstrate to the satisfaction
of the MA that :

e their CAAP has been conducted on a consolidated
basis and the total capital estimated as appropriate
for the group has been allocated to each group
member, according to their risk profile;

e all group members, including the Al itself, have fully
evaluated the risks they face (including reputation
risk arising from the failure of another group
member, and the risks they face due to exposure to,
or dependence on, other group members);

e capital is freely transferable within the group (even in
situations where the group is under financial stress,
especially in relation to the group’s cross-border
operations where jurisdiction issues come into play);
and

e in case there is capital that is not, and the likelihood
that it will not be, freely transferable between legal
entities within the group, the CAAP has been
adjusted to exclude such capital from the capital
adequacy assessment.
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4.6

454

In assessing the capital adequacy of the consolidated
position, the MA will apply the same standards and
requirements as required for assessing the capital
adequacy of an Al on a solo basis.

Application to subsidiary Als

4.6.1

46.2

4.6.3

Unless otherwise specified in paras. 2.5.3' and 4.6.2, all
subsidiary Als are required to ensure that they are
adequately capitalised on a stand-alone basis and have
their own CAAP which is commensurate with, and
proportionate to, the nature, size and complexity of their
business in Hong Kong for supervisory review purposes.
The MA will continue to exercise his legal duty under the
Banking Ordinance to monitor their capital adequacy and
their compliance with the minimum capital requirements
through the SRP.

Where appropriate, subsidiary Als of a foreign banking
group may adopt the CAAP methodology used by their
parent bank at the group level or, if their capital is
centrally managed at the group level, rely on the group
CAAP for assessing their capital adequacy. This is on
the basis that the group CAAP is conducted in
accordance with supervisory standards and criteria that
are comparable with those required by the MA, and that
the CAAP outcome for the subsidiary Als has taken into
account their local business strategies and associated
risks.

In addition, those foreign-owned subsidiary Als that apply
the group CAAP for assessing their capital adequacy
should be able to explain and demonstrate to the
satisfaction of the MA how the capital assessment or
allocation is made and how the assessment process
meets the relevant supervisory standards and criteria.
They should also have the primary responsibility of
providing the MA with any information, documentation

" Under para. 2.5.3, a local banking group may develop a group CAAP covering the positions of its
subsidiary Als if their capital is centrally managed at the group level.
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4.7

46.4

4.6.5

4.6.6

and evidence that he may require for conducting the
SRP. For example, the MA may require a subsidiary Al
to provide an independent review or audit report in
relation to the adequacy and integrity of the overall
assessment process and/or the validity of the models
used for the assessment.

If a foreign-owned subsidiary Al is unable to satisfy the
above-mentioned criteria, the Al will be required to
establish and maintain its own CAAP in Hong Kong to
meet the MA’s supervisory standards.

In reviewing the capital adequacy of foreign-owned
subsidiary Als, the MA will also take into account the
strength and availability of parental support and other
relevant input from the home supervisor. For example,
the MA may request the home supervisor to provide
information and comments in respect of the capital
adequacy of the parent bank or the results of its
evaluation of the group CAAP systems.

The Board and senior management of subsidiary Als
should note that their responsibility as mentioned in para.
4.2.1 remains unchanged in any circumstances.

Review by the MA

4.7.1

In reviewing and evaluating an Al's CAAP, the MA will
have regard to the supervisory standards set out in this
section. Key factors to be considered include:

e the soundness of the overall CAAP given the nature
and scale of the Al’s business activities;

e the degree of management involvement in the
process, for example, whether the target and actual
capital levels are properly monitored and reviewed
by the Board (or a designated committee) and senior
management;
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4.7.2

4.7.3

e the extent to which the internal capital assessment is
used routinely within the Al for decision-making
purposes;

e the extent to which the Al has provided for
unexpected events in setting capital levels; and

e the reasonableness of the outcome of the CAAP in
terms of whether:

- the amount of capital required as demonstrated
by the CAAP is sufficient to support the risks
faced by the Al; and

- whether the levels and composition of capital
chosen by the Al are comprehensive, relevant
to the current operating environment, and
appropriate for the nature and scale of the Al’'s
business activities.

Als should be able to explain and demonstrate to the
satisfaction of the MA :

e how their CAAP meets supervisory requirements;

e how their material risks are defined, categorised and
measured (if their own terminology is adopted), and
how their approach relates to their obligations under
the minimum capital requirements; and

e how the internal capital targets are chosen and how
these targets are consistent with their overall risk
profile, current operating environment as well as
current and planned business needs.

Als are also expected to explain the similarities and
differences between the level of capital calculated under
their CAAP and their regulatory capital requirements.

The MA expects that Als with complex operations should
have a more structured and well-defined risk
management framework to monitor the effectiveness of
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internal control processes and risk exposures. However,
for Als with simple organisational structures and less
complex operations and activities, the MA considers that
a less sophisticated firm-wide risk management
framework is entirely appropriate.

4.7.4 In assessing whether Als have sufficient capital to enable
them to stay in business, the MA will not rely solely on
capital ratios as indicators of capital strength. The MA
will consider, among other things, the capacity of an Al's
capital structure to absorb losses and how this structure
could be adversely affected by changes in
performance’®. The MA recognises that core capital is
an important component of an Al's capital structure
because it allows Als to absorb losses on an ongoing
basis and is permanently available for this purpose. It
also allows Als to conserve resources when they are
under stress as it provides full discretion as to the
amount and timing of dividends and other distributions.
Therefore, Als should determine the optimal level of core
and supplementary capital to be maintained to meet their
capital goals.

475 If an Al's CAAP does not meaningfully link the
identification, evaluation and monitoring of the risks that
arise from its business activities to the determination of
its capital needs, the MA will require the Al to improve
the CAAP for better integration with internal risk
measurement and analysis. The MA will monitor the
progress made by the Al in implementing the corrective
actions.

4.7.6  Where the amount of capital which the MA considers that
the Al should hold is not the same as that generated

> For example, an Al experiencing a net operating loss (perhaps due to realisation of unexpected

losses) will not only face a reduction in its retained earnings but also possible constraints on its
access to capital markets. These constraints could be exacerbated if detrimental conversion options
are exercised. Als should also note that a decrease in core capital may have further unfavourable
implications for the regulatory capital position. Due to the statutory limits, the eligible amount of
supplementary capital may be reduced. These adverse magnification effects could be further
accentuated if adverse events take place at critical junctures for raising or maintaining capital (e.g. as
term capital instruments are approaching maturity or new capital instruments are being issued).
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4.7.7

4.7.8

from its CAAP (particularly where the amount of capital
generated is lower than that expected by the MA), the
MA will discuss the difference with the Al. The MA will
take into consideration the results of the CAAP and any
explanations from the Al in relation to the outcome and
appropriateness of the CAAP when determining its
minimum CAR.

To facilitate his review, the MA will ask for information
such as the results of an Al's CAAP, together with an
explanation of the process used. The MA will require the
Al to provide information not only on the amount of
capital it considers appropriate, but also on the
composition of that capital. In the case of a group CAAP,
there should be a breakdown of group capital so as to
facilitate evaluation of the extent to which diversification
benefits have been incorporated into the underlying
assumptions.

The MA may seek other additional information from the
Al where necessary.

Contents

Glossary Home Introduction
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Annex A : List of major supervisory guidelines applicable to

A1

A2

assessment of capital adequacy

Introduction

A1.1

A1.2

A1.3

This annex sets out the major supervisory guidelines applicable
to the assessment of Als’ capital adequacy under the SRP. The
MA will have regard to Als’ compliance with the relevant
supervisory standards and best practices contained in these
guidelines (particularly in relation to systems and controls and
corporate governance) when considering the impact of various
assessment factors on an Al's capital adequacy.

This list is provided to Als for their reference only, and should not
be regarded as a complete and exhaustive list. With a view to
promoting the adoption of international standards and best
practices within the banking sector, the MA will continue to issue
new, and update existing, supervisory guidelines to provide
guidance to Als on various risk and control factors covered under
the SRP.

Als should refer to the Supervisory Policy Manual and other
guidelines and circulars issued by the MA for a complete set of
supervisory guidelines issued to the banking industry.

Guidelines under Supervisory Policy Manual by subject

Supervisory approach

SA-1
SA-2

Risk-based supervisory approach
Outsourcing

Corporate governance

CG-1

CG-2
CG-3
CG-5

Corporate governance of locally incorporated authorized
institutions

Systems of control for the appointment of managers

Code of conduct

Guideline on a sound remuneration system
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Internal controls

IC-1 General risk management controls

IC-2 Internal audit function

IC-4 Complaint handling procedures

IC-5 Stress-testing

IC-6 The sharing and use of consumer credit data through a
credit reference agency

IC-7 The sharing and use of commercial credit data through a

commercial credit reference agency

Capital adequacy

CA-G-1 Overview of capital adequacy regime for locally
incorporated authorized institutions

CA-G-3 Use of internal models approach to calculate market risk

CA-G-4 Validating risk rating systems under the IRB approaches

CA-S-9 Use of the fair value option for financial instruments [To be

replaced by a new guideline named “Financial instrument
fair value practices” after industry consultation]

Consolidated supervision

CS-1 Group-wide approach to supervision of locally
incorporated authorized institutions

Credit management

Risk management

CR-G-1 General principles of credit risk management
CR-G-2 Credit approval, review and records

CR-G-3 Credit administration, measurement and monitoring
CR-G-5 Country risk management

CR-G-6 Interest recognition

CR-G-7 Collateral and guarantees

CR-G-8 Large exposures and risk concentrations

CR-G-9 Connected lending

CR-G-10 Problem credit management

CR-G-12 Credit derivatives [To be expanded and retitled “Credit risk
transfer”
CR-G-13 Counterparty credit risk management
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Specific lending activities

CR-S-2 Syndicated lending
CR-S-4 New share subscription and share margin financing
CR-S-5 Credit card business

Interest rate risk management

IR-1

Interest rate risk management

Liquidity risk management

LM-1

Liquidity risk management

Operational risk management

OR-1

Operational risk management

Reputation risk management

RR-1

Reputation risk management

Strategic risk management

SR-1

Strategic risk management

Trading activities

TA-1
TA-2

Market risk management [Under development]

Foreign exchange risk management

Technology risk management

General technology risk management

TM-G-1 General principles for technology risk management
T™M-G-2 Business continuity planning

Electronic banking

TM-E-1 Supervision of e-banking

TM-E-2 Regulation of advertising material for deposits issued over

the internet
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A3

Securities and leveraged foreign exchange business

SB-1

SB-2

Supervision of regulated activities of SFC-registered
authorized institutions

Leveraged Foreign Exchange Trading — Conduct of
Unsolicited Calls

Mandatory Provident Fund

MP-1

Disclosure

CA-D-1

Supervision of Mandatory Provident Fund intermediaries

Guideline on the application of the Banking (Disclosure)
Rules

Other Guidelines and Circulars by subject

Credit risk management

Apr 1991
Aug 1992
Sep 1994
Sep 1994
Nov 1994
Mar 1995

Sep 1995
Oct 1995

Sep 1996
Jan 1997

Jul 1997
Mar 1998

Lending to stockbrokers

Motor vehicle financing

Property lending

Loan classification system

Loan classification system

The provision of mortgage finance to end users in
conjunction with property developers

Property lending

Co-financing schemes in relation to residential mortgage
lending

The use of personal loans to compete for residential
mortgage business

Criteria for property lending

Property lending

Credit reference agency

Debt collection

Mar 1993

May 1996

Debt collection
Debt collection agencies

Liquidity risk management
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Jul 1996 Real time gross settlement system
Oct 1996 Real time gross settlement system
Nov 1996  Real time gross settlement system

Market risk management

Dec 1994  Risk management of financial derivatives activities [To be
superseded after TA-1 is finalised|]

Mar 1996  Guideline on risk management of derivatives and other
traded instruments [To be superseded after TA-1 is
finalised]

Prevention of money laundering and terrorist financing

Dec 2000  Guideline on prevention of money laundering
July 2009  Supplement to the Guideline on prevention of money
laundering and interpretative notes

71



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

Annex B :

Factors for assessing capital adequacy under SRP

B1 Introduction

B1.1

B1.2

B1.3

The purpose of this annex is to illustrate the MA’s approach to
assessing the capital adequacy of Als by setting out the key
assessment factors used by the MA under the SRP. This list is
compiled for Als’ reference, and should not be regarded as a
complete and exhaustive list.

Broadly speaking, the MA’s assessment under the SRP focuses
on the following aspects:

e the level of inherent risks faced by an Al (in particular those
risks that are not captured or adequately captured under the
minimum capital requirements);

e the adequacy of the Al's systems and controls relating to
each type of inherent risk;

e the Al's capital strength and capability to withstand risk
(including, where applicable, the effectiveness of its CAAP);

e the adequacy of the Al's corporate governance
arrangements; and

e any other factors (risk increasing or risk mitigating) that are
specific to the Al concerned.

Given their common applicability to Als, the first four items listed
above are referred to as “common assessment factors”. The last
item is referred to as “specific assessment factors”, which will be
considered by the MA on a case-by-case basis.

In reviewing the common assessment factors (particularly in
respect of systems and controls and CAAP), the MA places
special emphasis on an Al's ongoing compliance with the
Banking (Capital) Rules, including those qualifying criteria and
minimum requirements to which the Al is subject (e.g. relating to
the adoption of the IRB approach or IMM approach), and the
extent to which the supervisory standards and best practices
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contained in the relevant guidelines issued by the MA (see
Annex A) have been complied with. The MA also considers the
quality of the Al's systems and controls (including the level of
firm-wide oversight exercised by the Board and senior
management), the manner in which business risks and activities
are aggregated (and any resultant risk concentrations are
identified and controlled), and senior management’s track record
in responding to emerging or changing risks.

B1.4 The MA takes into account the business nature and the scale of
operations (i.e. size, risk profile and complexity) of individual Als
and their significance to financial stability or other supervisory
objectives in determining whether a factor is applicable or
material to the assessment.

B1.5 The MA employs a variety of methodologies and techniques to
assess the effects of these factors, including the adoption of a
scoring system for the common assessment factors, which has,
where appropriate, incorporated the use of stress-testing, peer
group comparisons, benchmarking against industry performance
and other relevant qualitative and quantitative analyses. The
specific assessment factors are separately considered by the MA
on a case-by-case basis, using similar methodologies and
techniques.

B2 Inherent risks not captured or adequately captured under
minimum capital requirements

B2.1 Credit concentration risk

e Generally, a risk concentration is any single exposure or
group of similar exposures to the same borrower or
counterparty (who may be a protection provider),
geographical area, industry, economic sector or other risk
factors with the potential of producing losses large enough
(relative to an Al's capital, earnings, total assets, or total risk
exposures) to threaten the Al's financial position or ability to
maintain its core operations, or of producing a material
change in the Al’s risk profile.

73



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

Because lending is the primary activity of most Als, credit
concentration risk is often the major source of risk
concentration for an Al. As such, credit concentration risk is
separately assessed under common assessment factors.
Other sources of risk concentration (e.g. those arising from
funding sources or through a combination of exposures
across different risk factors), if material, are assessed under
specific assessment factors (see subsection B5.1 and
Annex F for more details).

Credit concentration risk is normally driven by some
common or correlated risk factors (e.g. changes in economic
or market conditions affecting specific industries or sectors),
which, in times of stress, will increase the likelihood of
default of, or credit deterioration in, individual counterparties
or groups of related counterparties making up the
concentration. Such concentration risk arises from direct
exposures to counterparties and may also occur through
exposures to the same credit protection provider or the
same type of credit protection obtained.

In assessing the level of credit concentration risk, the MA
pays particular attention to the sources of risk concentration
arising from:

- large exposures to individual counterparties or groups of
related counterparties (including credit protection
providers);

- “clustered” loan portfolios (i.e. portfolios with a large
number of sizable single exposures);

- business activities (including lending, trading and
investment);

- exposures to particular economic sectors or
geographical locations;

- concentration of exposures by product, service, market
or collateral; and
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- other concentrations, such as those arising from
concentration on a particular type of off-balance sheet
exposures (e.g. credit derivatives or other complex
financial instruments).

B2.2 Residual operational (and legal) risk

Gross income, used in the basic indicator approach and the
standardised approach for the calculation of operational risk
capital charge, is only a proxy for the scale of operational
risk exposures of an Al and can, in some cases (e.g. for Als
with low earnings or profit margins), underestimate the
capital to be charged on operational risk. There is thus a
need to determine any residual risk of operational loss
resulting from an Al’s internal processes, staff and systems,
or from external events (including lawsuits).

In conducting the SRP, the MA considers whether the level
of operational risk capital imposed on individual Als can
adequately reflect their operational risk exposures, for
example, in comparison with other Als of similar size and
with similar operations.

The MA also reviews the nature, frequency, and materiality
of operational loss events incurred by Als, and has regard to
any of their business activities, functions or operational
processes that may pose a higher level of operational risk
(e.g. undue reliance on outsourced activities or significant
operations in politically unstable areas).

B2.3 Interest rate risk in the banking book

This is the risk to an Al’'s financial condition resulting from
adverse movements in interest rates. The MA assesses the
level of interest rate risk in the banking book associated with
an Al's business activities from two separate but
complementary perspectives, i.e. earnings and economic
value.

In assessing the level of an Al's interest rate repricing risk,
the MA, among other things, models a standardised 200-
basis-point parallel rate shock to the Al’'s interest rate risk
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exposures to measure the impact of the shock on its
earnings over the next 12 months and on its economic
value. The MA is particularly attentive to those Als where
the impact of the shock on their economic value is more
than 20% of their capital base. Where appropriate, the MA
will apply stress-testing techniques, especially in assessing
an Al’s basis, options and yield curve risks.

The MA will determine whether Als whose interest rate
exposures may lead to a significant decline in their earnings
or economic value are exposed to a higher level of interest
rate risk.

B2.4 Liquidity risk

Liquidity is crucial to the ongoing viability of an Al. Als’
capital positions can have an effect on their ability to obtain
liquidity, especially in a crisis.

When evaluating an Al’'s capital adequacy, the MA takes into
account its liquidity risk profile and the liquidity of the
markets in which it operates under both normal and stressed
conditions. Factors to be considered include the level, trend
and volatility of the Al's liquidity ratio, its loan-to-deposit ratio
and maturity profile, the stability and concentration of its
funding sources, and other relevant qualitative factors such
as its borrowing capability and access to money markets
(particularly during emergency or crisis situations), its
potential exposure to contingent liquidity obligations, and the
availability of liquidity support from its major shareholders in
case of need.

In addition, the MA assesses the adequacy and quality of an
Al's stock of liquid assets to weather severe stress events
(including prolonged market stresses), having regard to the
results of liquidity stress tests conducted by the Al. In the
case of retail banks, their ability to withstand bank-run
scenarios will be further considered, based on the results of
applying liquidity stress tests to the quarterly cash flow data
submitted by these banks.
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B2.5 Strategic risk

This is the risk of current or prospective impact on an Al's
earnings, capital, reputation or standing arising from
changes in the environment in which the Al operates and
from adverse strategic decisions, improper implementation
of decisions, or lack of responsiveness to industry, economic
or technological changes.

Strategic risk is a function of the compatibility of an Al's
strategic goals, the strategies developed to achieve these
goals, the resources deployed to meet these goals, and the
quality of implementation. The resources needed to
implement an Al's strategies are both tangible and
intangible. They include capital and funding, communication
channels, staffing and operating systems, delivery networks,
and managerial resources and capabilities.

In assessing an Al's level of strategic risk, the MA considers
a number of factors, including:

— the compatibility or suitability of the Al's strategic goals
and objectives (e.g. relative to its size and complexity);

— the Al’'s responsiveness to changes in the environment
(including those developments resulting in economic,
technological, competitive or regulatory changes);

— the adequacy of resources (both tangible and intangible)
provided by the Al to carry out strategic decisions;

— the Al's track record in implementing strategic decisions
(such as past performance of overseas operations and
joint ventures and in offering new products and
services);

— any adverse impact on the Al (e.g. reputation or financial
position) arising from its strategic decisions; and

— any other warning signals of high potential strategic risk.
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B2.6 Reputation risk

e This is the risk that an Al's reputation is damaged by one or
more than one reputation event'®, as reflected from negative
publicity regarding the Al's business practices, conduct or
financial condition. Such negative publicity, whether true or
not, may impair public confidence in the Al, result in costly
litigation, or lead to a decline in its customer base, business
or revenue.

e The major factors that the MA takes into account in
assessing an Al's level of reputation risk are listed below.
These are not necessarily all-inclusive, but will serve as a
guide for assessment purposes:

- the market or public perception of the financial strength
of the Al's major shareholders, its management and
financial stability, and the prudence of its business
practices;

- management’s willingness and ability to adjust, where
necessary, the Al's strategies to enhance its reputation
and standing (e.g. in response to changes in market
perception, rules and regulations, or legal barriers) ;

- the Al's history of formulating business strategies and
making commercial decisions that affect its financial
position, business conduct and reputation, including
those that reflect on the fairness and integrity of its
business dealings (e.g. in relation to the provision of
banking services, charging of fees, etc.);

- the Al’s history of, and plans for, analysing risk in new
products and services, developing relevant policies and
conducting due diligence;

%A reputation event includes any action, incident or circumstance in relation to an Al which induces, or
is likely to induce, reputation risk for the Al. For example, such an event may arise from market
rumours, severe regulatory sanctions, or heavy financial losses. Some of these events, if not acted
upon swiftly and effectively, may turn into a full-blown crisis (such as a bank run).
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- the nature and volume of customer complaints and
management’s willingness and ability to respond to
those complaints;

- management’s ability to handle any scandal or negative
publicity to minimise damage to the Al’s reputation;

- the existence of highly visible or conspicuous litigation
(and historical losses arising from such litigation);

- the level of the Al's exposures associated with off-
balance sheet vehicles (e.g. exposures to sponsored
securitization structures), and its history of, or potential
for, providing implicit support to such vehicles in times of
stress due to reputation considerations (see Annex E for
more details);

- the existence of appropriate fiduciary or other liability
insurance to mitigate potential losses arising from
litigation or claims; and

- the Al's history with respect to conduct of business
practices and compliance with laws and regulations, and
management’s willingness and ability to address
concerns uncovered in internal or regulatory reviews.

e For Als that are subsidiaries of a banking group (local or
foreign) or are branches of foreign-owned banks, the MA
will additionally consider whether the financial position,
reputation or conduct of the parent bank or head office, or
any other member of the group could undermine
confidence in the Al through “contagion”. The risk of
contagion is not confined to financial weaknesses.
Adverse publicity about illegal or unethical conduct by
these entities may also damage the Al’s reputation.

B3 Systems and controls relating to each type of inherent
risk

B3.1 Under the SRP, the MA -evaluates the adequacy and
effectiveness of systems and controls for managing the eight

79



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

B3.2

B3.3

types of inherent risk (i.e. credit, market, interest rate, liquidity,
operational, legal, reputation and strategic) identified for the
purposes of risk-based supervision.

The MA’s assessment of an Al's systems and controls for
managing the inherent risks generally includes the following
factors:

e Risk management systems — the MA reviews the adequacy
of the Al’'s risk management policies, procedures and limits
as well as the effectiveness of its risk identification,
measurement, monitoring and reporting processes to ensure
compliance with the established policies, procedures and
limits;

e Internal control systems and environment — the MA
assesses the appropriateness of the Al's organisation
structure, the adequacy of its internal control systems (e.g.
segregation of duties and responsibilities, risk and quality
control and fraud detection) and the effectiveness of its audit
and compliance functions;

e Infrastructure to meet business needs - the MA reviews the
capability and reliability of the Al's IT systems, the
adequacy, competence and stability of management and
staff resources, the appropriateness and adequacy of
outsourcing arrangements as well as management oversight
and controls over back-office or supporting functions located
outside Hong Kong (if any); and

e Other supporting systems - these normally include
accounting and management information systems,
compilation of prudential returns and information, and
systems and controls for prevention of money laundering
and terrorist financing activities. The MA assesses the
adequacy of these supporting systems.

The MA reviews an Al's systems and controls based on the
findings and results gathered from his offsite reviews or onsite
examinations, and makes use of any information obtained from
various sources such as banking returns, prudential interviews,
tripartite meetings and routine supervisory contacts. The MA will
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also pay attention to the timeliness and effectiveness of
corrective actions taken by the Al to address deficiencies
identified, whether by supervisors or other independent reviewers
(e.g. internal and external auditors).

B3.4 The MA will have regard to the size, complexity and geographical
diversity of an Al's business operations in determining whether
the systems and controls in place are adequate and
commensurate with such operations.

B4 Capital strength and capability to withstand risk
(including CAAP)

B4.1 Review of CAAP

e The MA assesses the CAAP of Als that are subject to the
CAAP standards set out by him against those standards.
Among other things, the MA will:

- assess the degree to which the Al’'s CAAP and internal
capital targets have incorporated the full range of
material risks faced by it;

- review the adequacy of risk measures used in assessing
internal capital adequacy and the extent to which these
risk measures are used operationally in setting limits,
evaluating business line performance, and evaluating
and controlling risks more generally;

- consider, in particular, whether the Al's remuneration
and valuation practices have any adverse effects on its
capital adequacy'’;

- determine whether chosen capital targets are
comprehensive and relevant to the current operating
environment, and are properly monitored and reviewed
by senior management;

""" For example, remuneration policies that encourage excessive short-term profit-taking may pose longer-term
risks to the Al, while the lack of robust valuation methodologies and procedures may understate the potential
risks arising from illiquid positions.
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determine whether the composition of capital is
appropriate for the nature and scale of the Al's business;
and

consider the extent to which the Al has provided for
unexpected events in setting its capital levels, whether
the analysis covers a wide range of external factors,
conditions and scenarios, and whether the stress-testing
techniques and scenarios used are commensurate with
the Al's activities.

For Als that are not subject to the CAAP standards, the MA
assesses their capital planning and management processes,
taking into account their business size and complexity.

B4.2 Review of capital strength and capability to withstand risk

An overall assessment of capital adequacy should take into
account all factors that affect an Al’s financial condition.
Therefore, apart from those mentioned in subsection B4.1
above, the MA will consider the following factors:

Capital structure, level and trends

The MA compares the level and trend of an Al's actual
CAR with the minimum CAR assigned to the Al and with
the average level of CAR maintained by its peers to
determine if its CAR has been kept at prudent levels. In
addition, the projected asset growth and earnings
performance should reasonably support an Al's ability to
maintain its capital levels without undue reliance on
capital injections. For a newly authorized Al, the level of
its CAR should be reasonable in relation to its business
plans and competitive environment.

The MA also reviews the quality of an Al's capital by
analysing the composition of its capital base (e.g. the
level of core capital in relation to total capital base).

Strateqgic planning
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The MA assesses whether an Al’'s capital planning is
supported by an effective strategic plan which should
clearly outline the Al’'s capital needs, anticipated capital
expenditures, desirable capital level, and external capital
sources. The Board and senior management should
regard capital planning as a crucial element for
achieving the desired strategic objectives, and should
effectively communicate the Al's corporate goals and
objectives throughout the organisation.

Business expansion

The MA assesses whether an Al has adequate capital
resources to support its business growth. The MA will
pay particular attention to situations where rapid lending
growth may become a cause for concern if this is
achieved by reducing the Al's underwriting standards
and increasing its risk profile.

Dividends

Excessive cash dividend payments may weaken an Al’s
capital adequacy. The MA reviews an Al's dividend
policy as well as its historical and planned cash dividend
payout ratios to determine whether dividend payments
are impairing capital adequacy.

Access to additional capital

Als that do not generate sufficient capital internally may
require external sources of capital. Large, independent
Als may solicit additional funding from the capital
markets to support their business growth or acquisition
plans. Smaller Als may rely solely on their bank holding
companies or major shareholders to provide additional
funds, or on the issue of new capital instruments to
existing or new investors.

The MA assesses an Al's ability to obtain additional
funding from the capital markets in times of need, taking
into account the potential difficulties in raising additional
capital during downturns or other times of stress, and the
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strength and availability of its parental support in the
provision of new capital. If the Al has subsidiaries and
affiliates, the MA will review its commitment and
responsibility to provide capital to these subsidiaries and
affiliates.

The MA also expects an Al to have a plan that enables it
to operate effectively throughout a severe and prolonged
period of financial market stress or an adverse credit
cycle, as well as contingency plans that address
unexpected capital or liquidity needs during crisis
situations.

Asset quality and provisions

The MA takes into account the potential impact of an
Al's asset quality, particularly the severity of its problem
and classified assets and the adequacy of its bad debt
provisions, on its capital adequacy.

Earnings

The MA assesses an Al’s earning ability to ascertain the
stability of its capital. Poor earnings or losses can
adversely affect an Al's capital adequacy by reducing
the loss absorption function of remaining capital and
disabling the Al from replenishing its capital internally.

Off-balance sheet items

Once funded, off-balance sheet items become subject to
the same capital requirements as on-balance sheet
items. The MA reviews an Al's off-balance sheet
activities (including securitization transactions) to assess
whether its capital levels are sufficient to support those
assets that would result from a significant portion of the
off-balance sheet items being funded within a short time,
and to evaluate the possibility of having to bring a portion
of securitized assets (e.g. in respect of the Als
sponsored securitization structures) onto its balance
sheet and the impact of this on its capital and financial
positions (see Annex E for more details).
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Market value of an Al’'s stock

For a listed Al, its stock price is reflective of investors’
confidence in, and support for, the Al, the lack of which
could impair the Al’s ability to raise additional capital. If
an Al’'s stock is trading at low prices, it may indicate
investors’ lack of confidence in the Al, or that there are
other problems besetting the Al.  The MA reviews
whether the stock of the Al or, where applicable, its
listed parent bank or holding company has been trading
at reasonable prices (e.g. in terms of a reasonable
multiple of its earnings or a reasonable percentage (or
multiple) of its book value) and identify whether there are
any concerns that warrant his attention.

Subordinated debt instruments

The MA assesses the potential performance of an Al's
capital instruments during times of stress and the ability
of the instruments to absorb the Al's losses and support
its ongoing business operations.

The MA will pay particular attention to the impact of
redemption (including early redemption) of subordinated
debt instruments on an Al's overall capital structure.
The Al should thoroughly assess such impact in case
the redemption could have a material effect on the level
or composition of its capital base. If an Al plans to
redeem its capital instrument with the proceeds of, or
replace it by, a like amount of a similar capital
instrument, the Al should consider its ability and the
likelihood of doing so.

In the review of an Al's funding and financial conditions,
the MA also takes into account the potential impact of
redemption of subordinated debt instruments that are not
eligible for inclusion in the calculation of the Al's CAR.

Unrealised asset values

Als may have assets on their books that are carried at
significant discounts below current market values. The
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excess of the market value over the book value
(historical or acquisition cost) of assets such as
investment securities or bank premises may represent
capital to the Al. While these unrealised asset values
are not included in the calculation of CAR, the MA takes
these values into account when assessing an Al's
overall capital adequacy. The MA, in particular, reviews
the nature of the asset, the reasonableness of its
valuation, its marketability, and the likelihood of its sale.

In assessing an Al's capability to withstand risk, the MA
conducts sector-wide stress tests to assess individual Als’
vulnerability to severe market shocks or crisis situations
(e.g. based on hypothetical scenarios that are similar to, or
more severe than, those experienced during the 1997/1998
Asian Crisis or the 2007/2008 global financial crisis). The
MA also considers whether those “outlier” Als that show
significant vulnerability to “stressed” situations compared
with their peers warrant a higher minimum CAR and/or a
reduction in risk exposures.

B4.3 Corporate governance

A sound risk management process, strong internal controls
and well documented policies and procedures are the
foundation for ensuring the safety and soundness of an Al.
As such, the Board and senior management of an Al are
expected to have a reasonable understanding of the nature
and level of risks being taken by the Al and how such risks
relate to adequate capital levels. They should also be
responsible for ensuring that the formality and sophistication
of the firm-wide risk management and control processes are
appropriate in the light of the Al's risk profile and business
plans.

When assessing the quality of an Al's corporate
governance, the MA reviews the above aspects in addition
to other relevant requirements as detailed in various
guidelines issued by the MA. In particular, the Board and
senior management will be evaluated in terms of:

86



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

their risk management knowledge and experience;

their participation and involvement in development of the
Al's risk management processes;

their awareness of, and responsiveness to, risk
management and control issues raised by the MA; and

their willingness and ability to promote and maintain
prudent remuneration policies and practices within the
organisation.

B5 Risk increasing factors

B5.1 General

Risk increasing factors are specific factors that will lead to a
negative impact on the minimum CAR of an Al. Such
factors may relate to the following issues:

Material risks specific to the Al’s business and operations
or material risk concentrations identified within the Al's
business activities. For example, an Al may be exposed
to business concentration risk by relying heavily on a
particular business activity, or the risk posed by its non-
banking activities (such as securities dealing or
insurance-related activities) is increasingly high, as a
result of rapid expansion in the absence of adequate
expertise and management systems;

Significant “outliers” identified in the review of common
assessment factors. These may relate to extremely high
levels of inherent risk, substantial management
problems or control weaknesses, or significant
vulnerability to adverse economic events which warrant
a full assessment of the additional capital required to
cover the risks involved; and

Specific issues arising from the application of the revised
capital adequacy framework. In particular, these issues
relate to an Al's ongoing compliance with various
minimum standards and requirements applicable to it for
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the purpose of calculating regulatory capital for credit,
market or operational risk. The MA will consider such
issues under the SRP if they are not adequately catered
for under the minimum capital requirements. Such
issues may necessitate an Al to rectify deficiencies by
improving its systems and controls or reducing its risk
exposures, or to hold additional capital pending
rectification of the deficiencies. See subsections B5.2
and B5.3 for consideration of such issues in relation to
credit risk and market risk. Those relating to operational
risk are mentioned under subsection B2.2.

The MA will determine the extent to which the minimum CAR
of an Al will be increased due to a risk increasing factor
based on his assessment of the extent to which such a
factor can increase the risk of the Al.

B5.2 Specific issues in relation to credit risk

Credit risk mitigation

An Al may be exposed to residual credit risk associated with
credit risk mitigation if the techniques used give rise to risks
that could render the overall risk reduction less effective.
Examples of these risks include:

- inability to seize, or realise in a timely manner, collateral
pledged (on default of the obligor);

- refusal or delay by a guarantor to pay; and
- ineffectiveness of untested documentation.

There may also be specific wrong-way risk if there is a high
correlation in the creditworthiness of a credit protection
provider and the obligor due to their performance being
dependent on common economic factors.

The MA will determine if there are instances suggesting the

lack of appropriate policies and procedures on the part of
the Al to control these residual risks.
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IRB approach

An Al’s adoption of the IRB approach may give rise to some
issues which will be subject to the MA’s review in
determining the appropriate supervisory actions to be taken
(including whether the Al's minimum CAR should be
increased pending rectification of deficiencies). Examples
include:

- deficiencies or flaws identified in the IRB models;

- deviations from the reference definition of default used
for risk estimation (e.g. use of external data or historical
internal data not fully consistent with the reference
definition of default prescribed by the MA);

- weaknesses arising from the application of IRB credit
risk stress tests. For example, the stress-testing
processes or methodologies employed may not be
appropriate to an Al’'s circumstances or a capital shortfall
is identified (i.e. capital insufficient to cover the minimum
capital requirements under the IRB approach and the
results of credit risk stress tests performed as a
condition for using the IRB approach); and

- inadequate systems and controls (applicable to Als
using double default treatment) in monitoring the
deterioration in the credit quality of protection providers
and in assessing the impact of protection providers
falling outside the eligible criteria (due to rating changes)
on their capital requirements at the time of default.

Basic approach

Als using the basic approach are not subject to a higher
capital charge for their past due exposures. If such
exposures have reached a significant level compared with
an Al's peers, the MA may consider whether a capital
adjustment under the SRP is necessary to reflect the higher
risk associated with the problem exposures.
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B5.3

Securitization

The MA will watch out for any information that may call into
question an Al's compliance with the relevant requirements
on the recognition of risk transference for its securitization
transactions. If the MA determines that the level of risk
transfer for a particular transaction has been overstated and
does not justify the capital relief granted, it may lead to an
increase in capital requirements for the transaction
concerned or, where necessary, an increase in the overall
level of capital the Al is required to hold.

Similarly, if there is indication that an Al has provided implicit
support to transactions that it has securitized, the MA will
consider the appropriateness of taking one or more
supervisory actions (including an increase in the Al's
minimum CAR) as specified in Part 7 of the Banking
(Capital) Rules.

In the event that an Al is engaged in complex securitization
transactions the risks of which are not adequately accounted
for under the minimum capital requirements (e.g. as a result
of market innovations introducing new features to a
securitization), the MA may consider imposing a specific
capital treatment for such transactions or adjust the Al's
minimum CAR to account for the additional risk incurred.

The MA will also review any other issues arising from an Al’s
compliance with the securitization requirements (e.g. on call
options and early amortisation provisions) to determine the
need for a capital adjustment or other supervisory actions.

Annex E provides further discussion on the various risks
associated with securitization and other off-balance sheet
activities and the MA’s expectations of how such risks
should be managed by Als. The MA will consider the need
for additional capital or supervisory measures if there are
major concerns in the way an Al addresses these risks.

Specific issues in relation to market risk

IMM approach
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e (Certain issues may arise from an Al's adoption of the IMM
approach for the calculation of market risk. These include:

- deficiencies or flaws identified in the market risk internal
models;

- deficiencies arising from valuation issues, such as
inappropriate  valuation adjustments to less well
diversified portfolios or portfolios consisting of less liquid
cash instruments;

- weaknesses arising from the application of market risk
stress tests under the IMM approach. For example, the
stress-testing processes or methodologies may not be
appropriate or commensurate with an Al's trading
activities or a capital shortfall is identified (i.e. capital
insufficient to cover the minimum capital requirements
under the IMM approach and the results of stress tests
performed as a condition for using the IMM approach);
and

- weaknesses arising from capturing specific risk under the
IMM approach. For example, model effectiveness is
undermined by positions with limited price transparency
or by illiquid positions, or the approach to capturing
incremental risks'® is inadequate.

e The MA will determine the appropriate supervisory actions to
be taken in respect of these issues (including whether the
Al's minimum CAR should be increased pending rectification
of weaknesses). In the case of weaknesses in respect of
the Al's specific risk models, the MA may direct the Al to use
the STM approach to calculate specific risk.

B6 Risk mitigating factors

B6.1 Risk mitigating factors are specific factors that will have a
positive impact on an Al's minimum CAR. They are used by the

'® These include default risk and credit migration risk that are incremental to the risks captured in the
VaR model.
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B6.2

B6.3

MA as incentives for Als to improve their risk management so
that the level of their inherent risks can be effectively mitigated.
Examples which may be considered as risk mitigating factors
include:

e Als using less advanced approaches for calculating credit or
operational risk, but possessing IRB/AMA capabilities for
risk management purposes;

e risk mitigating effect of insurance cover recognisable under
AMA; and

e diversification benefits (this is however subject to Als being
able to demonstrate a credible and robust methodology for
assessing such benefit).

The MA will determine whether an Al has any risk mitigating
factor that can be recognised for capital adequacy purposes, in
consultation with the Al concerned. Each case will be
considered based on its own merits. To facilitate his
assessment, the MA may require the Al to submit any such
information or documentary evidence as is deemed necessary to
justify the risk mitigating effect of the factor under consideration.

The MA will determine the extent to which the minimum CAR of
an Al can be reduced due to a recognised risk mitigating factor
based on his assessment of the extent to which such a factor can
mitigate the risk of the Al.
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Annex D : Supervisory requirements on application of stress

tests under CAAP

D1 General requirements

D1.1

D1.2

D1.3

Als should conduct rigorous, forward-looking stress tests that
can alert them to adverse unexpected outcomes related to a
broad variety of risks and to provide them with an indication of
how much capital might be needed to absorb losses should
severe stress events occur.

Als should conduct regularly stress tests (especially firm-wide
stress tests) that are appropriate for their size and nature of
operations to assess their vulnerabilities to possible adverse
events or changes in market conditions and the need for them
to hold additional capital should such events or changes occur.
Recognising that market conditions can change rapidly, Als are
normally expected to conduct stress tests on a quarterly basis.
Depending on the nature of the major sources of risk identified
and their possible impact on Als’ financial conditions, some of
these stress tests (e.g. those relating to trading activities) may
need to be carried out more frequently (say, daily or weekly).
Nevertheless, an Al may be allowed to conduct stress tests
less frequently if this is justified by the Al's size and complexity
of operations as well as the level of risk faced by it in individual
risk areas.

Stress-testing should form an integral part of an Al's overall
governance and risk management culture. The Board and
senior management should have active involvement in setting
stress-testing objectives, defining scenarios, discussing the
results of stress tests, assessing potential actions and making
decisions in response to concerns identified. Senior
management should take an active interest in the development
and operation of stress-testing. Stress-testing results should
contribute to strategic decision-making, foster internal debate
regarding assumptions (such as the cost, risk and speed with
which new capital could be raised or positions could be hedged
or sold), and facilitate the development of risk mitigation or
contingency plans across a range of stressed conditions.
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D1.4

D1.5

D1.6

D1.7

Stress tests should be used to identify existing, or potential,
firm-wide risk concentrations. They should also be used to
provide an independent risk perspective and complement other
risk management tools, such as those that are based on
complex, quantitative models using historical data and
estimated statistical relationships. In particular, stress-testing
outcomes for a particular portfolio should provide insights about
the validity of statistical models (e.g. VaR models) at high
confidence intervals.

Als should feed stress-testing results into their capital and
liquidity planning processes, and take these results into
account when evaluating the adequacy of their capital and
funding sources and examining future capital resources and
liquidity requirements under adverse scenarios in order to
ensure that they have the ability to raise funds at reasonable
cost, when necessary.

Als’ regulatory capital requirements may vary as economic
conditions fluctuate over time. Such requirements will also
depend on which part of an economic cycle Als are in.
Deterioration in business or economic conditions, in particular,
may result in the need for an Al to raise capital or, alternatively,
to contract its business activities, at a time when market
conditions are most unfavourable to raising capital. To reduce
the impact of cyclical effects, an Al should aim at maintaining
an adequate capital buffer during the upturn in an economic
cycle such that it has sufficient capital available to protect itself
from a severe market downturn.

To assess their expected capital requirements over an
economic cycle, Als may wish to project their financial position
taking account of their business strategy and expected growth
according to a range of assumptions as to the state of the
economic or business environment which they face. For
example, the CAAP of an Al may include an analysis of the
impact that the actions of the Al's competitors could have on its
performance, in order to see what changes in its environment
the Al could sustain. Projections over a one to three year
period would be appropriate in most circumstances. The Al
may then calculate its projected capital requirements and
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assess whether they could be met from expected financial
resources.

D1.8  Als should have regard to the general standards set out in IC-5

“Stress-testing” for more guidance on the use of such
techniques.

D2 Specific requirements

D2.1

D2.2

D2.3

The purpose of stress tests is to identify potential risks under
stressed conditions and test the adequacy of an Al’'s capital in
response to such conditions. Scenarios need only be
identified, and their impact assessed, in so far as this facilitates
that purpose. In particular, the nature, depth and detail of the
analysis depend, in part, upon the Al's risk profile and its
vulnerabilities to adverse changes in the external environment
as well as the robustness of its risk prevention, detection and
mitigation measures.

In carrying out stress tests, Als should take reasonable steps to
identify an appropriate range of risks and the circumstances
and events in which those risks would crystallise. Such
circumstances and events should reflect severe, but plausible,
scenarios.

Particular attention should be paid to developing stress
scenarios to address, where applicable, the following types of
risk:

e An Al which is engaged in originating securitization
transactions should manage warehouse and pipeline risk
by including such exposures in its regular stress tests,
regardless of the probability of such exposures being
securitized. This is because many of the risks associated
with these exposures emerge when the Al is unable to
access the securitization market due to either Al-specific or
market stress;

e An Al should carefully assess the risks with respect to

commitments to off-balance sheet vehicles and third-party
institutions related to structured credit securities and the
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D2.4

D2.5

possibility that assets will need to be taken onto the
balance sheet for reputation reasons. Therefore, in its
stress-testing programme, the Al should include scenarios
assessing the size and soundness of such vehicles and
institutions relative to its own financial, liquidity and
regulatory capital positions. This analysis should cater for
structural, solvency, liquidity and other risk issues,
including the effects of covenants and triggers; and

An Al should also assess the effect of reputation risk in
terms of other risk types, namely credit, liquidity, market
and other risks, to which the Al may be exposed. This
could be done by including reputation risk scenarios in
regular stress tests. For example, the provision of non-
contractual support (capital and/or liquidity) by an Al to the
off-balance sheet vehicles sponsored by the Al due to
reputation concerns may be included in the stress tests to
determine the impact of such support on its credit, market
and liquidity risk profiles.

In applying stress tests, Als are expected to decide the time
horizon that such tests should cover. This will depend upon:

how quickly an Al would be able to identify events or
changes in circumstances that might lead to a risk
crystallising resulting in a loss; and

after the Al has identified the event or circumstances, how
quickly and effectively it could act to prevent or mitigate
any loss resulting from the risk crystallising and to reduce
exposure to any further adverse event or change in
circumstances.

The time horizon over which stress tests would need to be
carried out for market risk arising from the holding of
investments, for example, would depend upon:

the extent to which there is a regular, open and
transparent market for those assets, which would allow
fluctuations in the value of the investment to be more
readily and quickly identified; and
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D2.6

D2.7

D2.8

D2.9

D2.10

e the extent to which the market for those assets is liquid
(and would remain liquid in the changed circumstances
contemplated in the stress tests), which would allow Als, if
needed, to sell their holdings so as to prevent or reduce
the exposure to future price fluctuations.

In identifying stress scenarios, and assessing their impact, Als
should take into account, where material, how changes in
circumstances might impact upon:

e the nature, scale and mix of their future activities; and

e the behaviour of counterparties, and of the Als themselves,
including the exercise of choices (e.g. options embedded
in financial instruments or contracts of insurance).

In determining whether there would be adequate capital in the
event of each identified stress scenario, Als should:

e only include capital that could reasonably be relied upon
as being available in the circumstances of the identified
scenario; and

e take account of any legal or other restriction on the use of
capital.

Als should conduct stress tests which enable them to assess
their exposures not only in their current position in the
economic cycles, but also with respect to possible changes in
those cycles which might be expected over the next few years.

Als may consider scenarios in which expected future profits will
provide capital reserves against future risks. However, it would
be appropriate to take into account profits that can be foreseen
with a reasonable degree of certainty as arising before the risk
against which they are being held could possibly arise. In
estimating future reserves, Als should deduct future dividend
payment estimates from projections of future profits.

Als may substitute for traditional stress tests more
sophisticated modelling techniques. This approach is
acceptable providing that major risks are identified and the
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modelling is capable of estimating the impact on their financial
position where the risks crystallise, or are assumed to
crystallise, with a particular probability.
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Annex E : Management of securitization risk and off-balance
sheet exposures under CAAP

E1 Introduction

E1.1  Securitization has increasingly been used by banks as an
alternative source of funding and as a mechanism to transfer
risk to investors. While the risks associated with securitization
are not new to banks, the financial crisis that began in 2007
highlighted some aspects of credit risk, concentration risk,
market risk, liquidity risk, legal risk and reputation risk, which
banks have failed to adequately address. For instance, a
number of banks that were not contractually obligated to
support sponsored securitization structures were unwilling to
allow these structures to fail due to concerns about reputation
risk and future access to capital markets. The support of these
structures exposed banks to additional and unexpected credit,
market and liquidity risks as they brought assets onto their
balance sheets, imposing significant pressure on their financial
position and capital ratios.

E1.2 In the light of the wide range of risks arising from securitization
activities, which can be compounded by rapid innovation in
securitization techniques and instruments, the minimum capital
requirements set out in the Banking (Capital) Rules may not be
sufficient to cover all risks arising from such activities. These
risks usually include:

e credit, market, liquidity and reputation risks in respect of
each securitization exposure;

e potential delinquencies and losses associated with the
underlying exposures of securitization transactions;

e exposures from credit enhancement or liquidity facilities
provided to special purpose entities; and

e exposures from guarantees provided by monoline insurers
and other third parties.
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E1.3

E1.4

E1.5

To help ensure that the Board and senior management
understand the implications of securitization exposures for
liquidity, earnings, risk concentration and capital, Als should
include all relevant exposures (including both contractual and
non-contractual) in their risk management processes and
address such exposures in their CAAP.

Als adopting the “originate-to-distribute” business model, or
using securitization to enhance credit intermediation and
profitability, are expected to have risk management processes
that meet the supervisory requirements under section E2
below. Other Als are also expected to meet the supervisory
requirements, where applicable.

The MA will take into account the compliance of an Al with the
relevant supervisory requirements set out in this annex when
assessing the Al's risk management processes and CAAP
under the SRP.

E2 Supervisory requirements

General

E2.1

During the 2007 financial turmoil, weaknesses in banks’ risk
management of securitization and off-balance sheet exposures
resulted in large unexpected losses. To help mitigate these
risks, an Al's on- and off-balance sheet securitization activities
should be included in its risk management disciplines, such as
product approval, risk concentration limits, and assessments of
risks associated with such activities, including credit, market,
operational, reputation and liquidity risks.

Risk evaluation and management

E2.2

Als should conduct analyses of the underlying risks when
investing in structured products and must not solely rely on the
external credit ratings assigned to securitization exposures by
the credit rating agencies. They should be aware that external
ratings are a useful starting point for credit analysis, but are no
substitute for full and proper understanding of the underlying
risks, especially where the ratings for certain asset classes

123



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

E2.3

E2.4

E2.5

have a short history or have been shown to be volatile. They
should also be alert to, and cautious of, situations where
deterioration in the quality of an investment product may not be
promptly and properly reflected in the rating. As such, they
should conduct credit analysis of a securitization exposure at
the time of acquisition and on an ongoing basis, and have in
place the necessary quantitative tools, valuation models and
stress tests of sufficient sophistication to reliably assess all
relevant risks.

To facilitate their assessment of securitization transactions, Als
should have the necessary procedures in place to capture in a
timely manner updated information on such transactions,
including market data, if available, and updated performance
data from the securitization trustee or servicer. In addition, Als
should ensure that they fully understand the credit quality and
risk characteristics of the underlying exposures in structured
credit transactions, including any risk concentrations. They
should also review the maturity of the exposures underlying
structured credit transactions relative to the issued liabilities in
order to assess potential maturity mismatches.

Als should track credit risk in securitization exposures at the
transaction level, within each business line and across
business lines, and produce reliable measures of aggregate
risk. They should also track all meaningful concentrations in
securitization exposures, such as name, product or sector
concentrations, and feed this information to firm-wide risk
aggregation systems that track, for example, credit exposure to
a particular obligor.

Als’ own risk assessments need to be based on a
comprehensive understanding of the structure of securitization
transactions. In performing such assessments, Als should
identify the various types of triggers, credit events and other
legal provisions that may affect the performance of their on-
and off-balance exposures and integrate these triggers, credit
events and provisions into their credit, liquidity and balance
sheet management. The impact of the events or triggers on
their liquidity and capital positions should also be considered.
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E2.6

E2.7

E2.8

As market-wide disruptions may pose difficulty to the
securitization of warehoused or pipeline exposures, Als should,
as part of their risk management processes, consider and,
where appropriate, mark-to-market warehoused positions as
well as those in the pipeline. They should also consider
scenarios which may prevent them from securitizing their
assets as part of their stress-testing, and identify the potential
effect of such exposures on their liquidity, earnings and capital
adequacy.

Als should develop prudent contingency plans specifying how
they would respond to funding, capital and other pressures that
arise when access to securitization markets is reduced. The
contingency plans should also address how they would cater
for valuation challenges for potentially illiquid positions held for
sale or for trading purposes. The risk measures, stress-testing
results and contingency plans should be incorporated into their
risk management processes and CAAP, and should result in an
appropriate level of capital in excess of the minimum capital
requirements.

Als that employ risk mitigation techniques to reduce their risks
arising from off-balance sheet and securitization activities
should fully understand the risks to be mitigated, the potential
effects of that mitigation and whether the mitigation is fully
effective. This is to help ensure that they do not understate the
true level of risk in their capital assessment. In particular, they
should consider whether they would provide support to the
securitization structures in stressed scenarios due to the
reliance on securitization as a funding tool.

Reputational risk and implicit support’

E2.9

Prior to the 2007 upheaval, many banks failed to recognise the
reputation risk associated with their off-balance sheet vehicles.
In order to preserve their reputation, some of them felt
compelled to provide liquidity support, even beyond their

' Implicit support arises when an Al provides post-sale support to a securitization transaction in excess
of its contractual obligations. Such non-contractual support exposes the Al to the risk of loss, such
as loss arising from deterioration in the credit quality of the transaction’s underlying exposures.
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E2.10

E2.11

contractual obligations, to their structured investment vehicles
(“SIVs”) or to purchase asset-backed commercial paper
(“ABCP”) issued by their sponsored vehicles. By providing
implicit support, these banks signalled to the market that the
risks inherent in the securitized assets were still held by them
and, in effect, had not been transferred. As a result, they not
only assumed additional credit, market and liquidity risks, but
also put pressure on their capital ratios.

Als should incorporate the exposures that could give rise to
reputation risk into their assessment of whether the
requirements for recognition of risk transference under the
securitization framework have been met and the potential
adverse impact of providing implicit support. Their processes
for approving new products and strategic initiatives should also
consider the potential provision of implicit support. Further,
they should incorporate the risks arising from such exposures
into their risk management processes and appropriately
address them in their CAAP and liquidity contingency plans.

Als should have effective policies and procedures in place to
identify potential sources of reputation risk in respect of
securitization and off-balance sheet exposures to which they
are exposed. In identifying the potential sources, they should
pay particular attention to the following situations from which
reputation risk may arise:

e an Al's sponsorship of securitization structures such as
ABCP conduits and SIVs, as well as from the sale of credit
exposures to securitization trusts. Reputation risk may
arise as described in subsection E2.9 above;

e an Als involvement in asset or fund management,
particularly when financial instruments are issued by
entities owned or sponsored by the Al, and are distributed
to the customers of the Al In the event that the
instruments are not correctly priced or the main risks
underlying the instruments are not clearly or adequately
disclosed, the Al may be sued by its customers or face
pressure to cover losses suffered by them; and
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e an Al's sponsorship of money market mutual funds, in-
house hedge funds and real estate investment trusts. In
these cases, the Al may decide to support the value of
shares or units held by investors on reputation grounds
even though it is not contractually required to provide the
support.

E2.12 Als should take account of the sources of reputation risk

mentioned above in conducting stress tests to enable the Board
and senior management to have a firm understanding of the
consequences and second-round effects of reputation risk
arising from securitization and off-balance sheet activities (see
Annex D for details).
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Annex F : Management of risk concentrations under CAAP

F1 Introduction

F1.1

F1.2

F1.3

Risk concentrations can arise in an Al’s assets, liabilities or off-
balance sheet items, through the execution or processing of
transactions (either product or service), or through a
combination of exposures across these broad categories.
Unmanaged risk concentrations are an important cause of
major banking problems. Als should have comprehensive
policies and procedures in place to identify and assess risk
concentrations, and incorporate an appropriate level of capital
for risk concentrations in their CAAP.

An Al's assessment of risk concentrations under its CAAP
should not be a mechanical process. The Al should determine
how to conduct this assessment, having regard to its business
model and its own specific vulnerabilities.

Als are expected to comply with the supervisory requirements
set out in section F2 below when assessing and managing their
risk concentrations. As part of the SRP, the MA reviews Als’
compliance with the supervisory requirements and evaluates
the appropriateness of the level of capital they have set aside
for risk concentrations.

F2 Supervisory requirements

F2.1

Als should consider concentrations based on common or
correlated risk factors that reflect more subtle or more situation-
specific factors than traditional concentrations, such as
correlations between credit, market and liquidity risks. The
typical situations in which risk concentrations can arise include:

e exposures to a single counterparty, borrower or group of
connected counterparties or borrowers;

e exposures to industry or economic sectors, including
exposures to both regulated and non-regulated financial
institutions such as hedge funds and private equity firms;
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F2.2

F2.3

e exposures to geographical regions;

e exposures arising from credit risk mitigation techniques,
including exposure to similar collateral types or to a single
or closely related credit protection provider;

e trading or market risk exposures;

e exposures to counterparties (e.g. hedge funds and hedge
counterparties) through the execution or processing of
transactions (either product or service);

e undue reliance on particular funding sources;

e holding of assets in the banking book or trading book, such
as loans, derivatives and structured products; and

e off-balance sheet exposures, including guarantees,
liquidity facilities and other commitments.

Als should have effective internal polices, systems and controls
in place to identify, measure, monitor, control and mitigate their
risk concentrations in a timely manner. In identifying and
assessing risk concentrations, not only should normal market
conditions be considered, but also the potential build-up of
concentrations under stressed market conditions, economic
downturns and periods of general market illiquidity. Where
applicable, Als should assess scenarios that consider possible
concentrations arising from contractual and non-contractual
contingent claims, and those that combine the potential build-
up of pipeline exposures together with the loss of market
liquidity and a significant decline in asset values.

Als should be able to identify and aggregate similar risk
exposures across the organisation, including across business
lines®, asset types (e.g. loans, derivatives and structured
products), risk areas (e.g. the trading book) and geographical
regions through their risk management processes and MIS.

2 Examples of business lines include subprime exposure in lending portfolios, counterparty exposures,
conduit exposures and structured investment vehicles, contractual and non-contractual exposures,
trading activities, and underwriting pipelines.

129



Hone KoNng MONETARY AUTIIORITY

R R

Supervisory Policy Manual

CA-G-5

Supervisory Review Process V.2 - 04.06.10

F2.4

F2.5

F2.6

F2.7

Als should analyse and understand the firm-wide risk
concentrations identified. In the case of a local banking group
which adopts a CAAP covering the positions of their subsidiary
Als, risk concentrations should be analysed on both solo and
consolidated bases, as an unmanaged concentration at a
subsidiary Al may appear immaterial at the consolidated level,
but could threaten the viability of the subsidiary operation.

While risk concentrations often arise due to direct exposures to
borrowers and obligors, an Al may also incur a concentration to
a particular asset type indirectly through investments backed by
such assets (e.g. collateralised debt obligations) as well as
exposure to protection providers which guarantee the
performance of the specific asset type (e.g. monoline insurers).
Als should have adequate, systematic procedures in place for
identifying high correlations between the creditworthiness of a
protection provider and the obligors of the underlying
exposures due to their performance being dependent on
common factors beyond systematic risk (i.e. “wrong-way risk”).

Als should employ a number of techniques, as appropriate, to
measure risk concentrations. These techniques include shocks
to various risk factors, use of business level and firm-wide
scenarios, and use of integrated stress-testing and economic
capital models. Identified concentrations should be measured
in a number of ways, including for example consideration of
gross versus net exposures, use of notional amounts, and
analysis of exposures with and without counterparty hedges.

When conducting regular stress tests, Als should incorporate
all major risk concentrations and identify and respond to
potential changes in market conditions that could adversely
impact their performance and capital adequacy.

Als should establish internal position limits for concentrations to
which they may be exposed. Similar exposures should be
aggregated across business platforms (including the banking
and trading books) to determine whether there is a
concentration or a breach of an internal position limit.
Procedures should also be in place to identify any limit
breaches and promptly report such breaches to senior
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F2.8

F2.9

management, as well as to ensure that appropriate follow-up
actions are taken.

Als should have credit risk mitigation strategies in place that
have senior management approval. This may include altering
business strategies, reducing limits or increasing capital buffers
in line with the desired risk profile. While implementing risk
mitigation strategies, Als should be aware of possible
concentrations that might arise as a result of employing risk
mitigation techniques.

Als should have an appropriate infrastructure and MIS that
allow for the aggregation of exposures and risk measures
across business lines and support customised identification of
concentrations and emerging risks. Procedures should also be
in place to communicate risk concentrations to the Board and
senior management in a manner that clearly indicates where in
the organisation each segment of a risk concentration resides.
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