Banking (Exposure Limits) (Amendment)Rules
Part B Detailed Proposals

Annex

Item Heading Matters to be Provided for Remarks and Explanation of
Policy Intent
1 Commencement 1.1 The amendmentsill come into operation on 1 January 2019.
2 Amendment of Rule 6 2.1 Amend Rule @)(a) to the meaninglong thefollowing lines fi § In  relation to prescribed
ANoti fiabl e- failure to comply with a limit prescribed in a rule under Part 2 notification requirements
prescribed notificatior 5, 6, 7, 8 or 9 applicable to an Adr that limit as variedy the| under BO section 81C (as

requirement under sectig
81C of the O

MA under a rule within the same paiftthat limit 0 .

inserted bysection 9 ofthe
BAO), to incorprate
additional notifiable events
relating to failure to observg
the exposure limits to be
included into the Rules by th
BELAR.

For Rule 6(2)(a), additiona
limits to be included are thog
referred to in paragraphg.l




(Part 4), 6.1, 6.2 (Part 5),
8.1 8.2 (Part 6), 23.1 (Part
7), 31.1 (Part 8) and35.1 and
35.2 (Part 9) below (on top @
Rule10under Part 2)

Additional power to vary 4
limit is referred in paragraph
9.1 (Part 6), 24.1 (Part 7),
32.)(Part 8) and36.1 (Part 9)
below (on top of Rulell(1)
under Part 2).

2.2 Amend Rule6(2)(b) to the meaning along the followirimes:
fa failure to comply with
giving a consent, approval or specification under
circumstances referred to in paragrap, 16.1(u) and 25.1(b)

bel owo.

To add newnotifiable events
rel ati on t
top of thog under current rule

13(3)(H.

i n

Amendment of Rule
Al nterpretat

exposureo

¢

2.3 In rule 8(1)(b)

- Repeatwor ds after fconsolidat
- Substituteby Aon the basis referr

the Monetary Authority under rule 5(1)0

This amendment seeks t
clarify the policy intent on the

basis of consolidation.




Inclusion of new P
6, 7, 8, 9 and 10i
Rules

arts 4,
nto the

2.4 To insert the parts below after Part 3 of the Rules.

To replace sections 87A, 8(
81, 83, 85 and 88 of the B(
and add necessary transition;
provisions

PART 41 Acquisition of share capital in companiegCurrent BO s87A]

Division 1 General
3 Application of Part 43.1 This Part willbe expressetb apply toAlsincorporated in Hong Kong By and large, this Part is
direct replication of s87A o
3.2 The Rules wille x pr ess t hat i n this par tthe BO except: (i) referenc
company, means the total of base for the limit has beg
(a) the current book value of the shares and charged from capital base
(b) the amount for the time being remaining unpaid on the shdnieb is| Tier 1 capitaland (ii) s87A(3)
not counted undgraragraph (a). is to be replaced by othe
transitional provisionsn Part
3.3 If an Al must value the share capital of a company in accordance wit| 10.
Division at fair value, rule 4 applies in determining the fair value.
3.3 Cfrulel14(3).
Division 2: Limit on acquisition of share capital in companies

4

Limit on acquisition
of share capital ir
companies

4.1 Subject to paragraph 4.the Rules willprovide tha@anAl shall not:b
(a) acquire (whether by one acquisition or a series of acquisitions, a
whatever means) all or part of the share capital of a company

BO sction 81A (as irnsrted by
section 9 of the BAO)
provides for the MA to mak




whether or not the company was established by the institution)
value of 5% or more of the Tier 1 capital of thstitution at the time o
the acquisition unless the approval of & has beergrantedto the
proposed acquisition of such share capital,

(b) if any such approvaleferred to in (ajs revoked, hold share capital
the company to a value of 5% or morethé Tier 1 capital of the
institution on or after the time such revocation comes into effect

4.2 The Rules will provide that theMA may at any time, by notice in writin
served upon aAl, attachconditionto an approval grantesk referred to i

Rules prescribing limits, inte
al i a, on Al sbo
equity of any other compan
(s81A(1)(b)).

Cf BO s87A(2)(a).

BO <=ction 81A3)(i) (ag
inserted by the BAO
empowers the MA to consgr]
subject to any conditions th
MA thinks fit, to the incurring
of specified exposures or t
acquisition of specifie(
interests generally, or in
particular case or class of cag
such that the exposures
interests need not be taken ir
account in cleulating whether
an Al has reached a limit.

Cf BOs87A(2)(b)

Cf BO s87Ad).




paragraph4.1(a) and may amend or cancel such conditions, in each
with effect fromthe time specified in the notice (being a time reasonab
all the circumstances of the case).

4.3 TheMA may revokean approval as referred to in paragrdplfa)

(a) in such case as he thinks fit; and

(b) with effect from such time ds may specifypeing a time reasonable
all the circumstances tiiecase

4.4 Where theVA refuses to grant approvas referred to iparagrapht.i(a) or
revokes an approval, he alid notify the Al concerned in writing of thg
refusal or revocation.

4.5 For the purpose of paragraph 4.1, share capital of a company acquire(
Al shall not include share capital so acquired
(a)in the course of the satisfaction of debts due to the institution; or
(b)under an underwriting or aubunderwriting contract for a period n
exceeding 7 working days, or such further period as the Mon
Authority approves in writing, and subject to such conditions as he

think proper to attach thereto in any particular case.

CfBO s87A(5).

CfBO s87A(6)

Cf BO s87A(8)

PART 51 Advance against security of own shares, ef€urrent BO s80]




Division 1 General

5

Application of Part 5

Interpretation

5.1 This Part willbe expressed to apply to Alls.

5.2 In relation to anyAl incorporated outside Hong Kong, this Paitl be
expressed tapply only to its principal place of business in Hong Kond
its local branches, and should so apgdyif that principal place of busine
and those branches were collectively a sepévate

5.3 The Rules willprovide for the following definition used in this Part:

NnBasel Commi t t e e 0mweancthepcapitah standsartsafi
published by the Basel Committeeliriernational Convergence of Capit
Measurement and Capital Standards April 1988, including any
subsequent amendments and supplements.

5.4 The Rules willprovide for the following termsised in this Part shou
have the meaning given by section 2(1) of the Capital Rules:
Additional Tier 1 capital instrument;
CET1 capital instrument;
Tier 2 capital instrument.

CfBOs79(4)

BO <=ction 81A(3)(¢ (as
inserted by the BAO) provide
that Rules made by the M
may specify in respect of an 4
incorporated outside Hon
Kong that any provision of th
Rules is to apply only to th
business of the Al in Hon
Kong.

BO Section 8A(1)(a)(iv) (as
inserted by the BAO) provide
for Rules made by the MA t
prescribe limits on exposuré
incurred by an Al against th
security of its own shares

other instruments that a




5.5 The Rules will provide that a capitah-nature instrument means
instrument othethan shares that-is

(i)

(ii)

(iii)

issued by an Al incorporated in Hong Koagd that qualifies asa
CET1 capital instrument, additional Tier 1 capital instrunoenkier 2
capital instrumenpursuant to the Capital Rules

issued by an institution incorporated outside Hong Kong thg
eligible for inclusion inits capital base undany regulatory regime i
the jurisdiction of its incorporation which is applicable to
institution andwhich prescribes requirements relating to the ca
resources of financial institutions for the purpose of implemer
|l ocally in that jJurisdiction
with or without modification

issued by a holding compangcorporated in Hong Kong of an A
incorporated in Hong Kong that woulgualify as a CETIcapital
instrument, additional Tier 1 capital instrument or Tier 2 cajf
instrumentpursuant to the Capital Ruléghe instrument were issu€
by the Al.

capital in nature. Sectio
81A(1)(a)(v) extends this t
securityover shares and capit
instruments issued by groy
companies of the Al.

The policy intent is to exten
the type of restricted securi
from shares (as presently
BO s80) to cover al
capitatin-nature  instrument
which are subordinated ar
designed tabsorb loss outsid
of liquidation.

Capitatin-nature instrument
are most likely issued b
regulated banking institutiong
Paragraph 5.5i) and (i)
captures  such institutior
incorporated in HK (i.e. Als
and outside HK respectively.
addition, @ragraph (iii) seek




to capture the capitah-nature
instrument issued by a dal
holding company (which ma
not be an Al) of a local Al
This is considered necessg
for regulatory purposess a
local holding company may b
required by the MA to issu
capitatin-nature  instrument
pursuant to provisions in th
BO (e.g. a conditiomnder s70
and we wish to ensure su
capital to be genuine and n
falling under the mischief thg
s80 is intended to gualt
against.

Divisi

on 2 Limit on advances against security of own shares etc.

6

Limit on advance;s
against security o
own shares, etc.

6.1 The Rules will provide that a Al shall not grant any advances, loans
credit facilities (including letters of credit), or give any financial guara
or incur any liabity, against the security of itsown shares ol
capitatin-nature instruments

Replication of BO sectio
80(1) with the restricte
security extended from shar
to capitatin-natureinstruments




to reflect latest policy intent.

Limit on advances
against security o
shares, etc 0
holding companies
subsidiaries or
fellow subsidiaries

6.2 The Rules will provide that a Al shall not except with the approval i
writing of the MA, which approval shall be subject to such conditions &
MA may thinkfit, grant any advances, loans or credit facilities (inclug
letters of credit), or give any financial guarantee or incur any liab
against the securityf theshares ocapitatin-natureinstrumens issued by
(a) any holding company dhe institution
(b) anysubsidiary of the institution; or
(c) any other subsidiary ohg holding company of the institution.

Replication of BO sectio
80(2) with the restricte
security extended from shar
to capitatin-natureinstruments
to reflect htest policy intent.

BO <=ction 81A3)(i) (ag
inserted by the BAO
empowers the MA to conser|
subject to any conditions th
MA thinks fit, to the incurring
of specified exposures or tf
acquisition of specific interest
generally or in a particular cas
or class of cases.

PART 6 - Limit on exposures to single counterparty or group of linked counterparties [Current BO s81]

Division 1 General

Application of Part 6

7.1 This Part willbe expressed to apply to Algorporatedn Hong Kong.

BO section 81A(Q)(a)() (a
inserted by the BAQO) provideg




Interpretation of Par,
6

7.2 The Ruleswill provide that for the purposes of this Bart
@the expression of f@Apersono
and any body of persons, corporate or unincorporated,;

n

that the MA may make Rule
prescribing I
exposures to a counterparty o
group of counterparties.

Cf BO s81

7.2(a) replicates BO s81(8)(a)

We have determined not
adopt in the BELAR ai
equivalent provision to tha
currently in BO s81(8)(b) (i.g
Athe expressi
shall mean any securities oth
than shares, stocks or impq
and export tr
| et the term
take its ordinary meaning. W
now considerthat the origina
definition in s81(8)(b) is tog
wide and may captur
unintended instruments.

10



(b) any reference to a provision takimdfect as if a particular metho
approach, section(s) or division(s) of the Capital Rules were appli
to an institution should include the case where that method, app
section(s) or divisiofs) is actually applicable to the institution;

(c) For avodance of doubt, derivative contract includes credit derivg
contract.

7.2b) 1T examples of suc
references can be found
paragraphd9.3 19.4and19.5
etc.

7.3 The Rules willprovide that for the purposes of this Part, the following te
have the meaning given to them in section 2(1) of the Capital Rules:
affiliate
asset sale with recourse
bank
basic approach
bond
CCF
CCP
central counterparty
client
comprehensive approach
counterparty credit risk

country

11




credit conversion factor
credit default swap

credit derivative contract
credit event

credit linked note

credit protection

credit protection provider
creditrisk

currency mismatch
default fund contribution
default risk exposure
derivative contract

direct credit substitute
financial sector entity
foreign public sector entity
forward forward deposits placed
group of companies
guarantee

haircut

incorporated

IRB approach
mark-to-market

note issuance and revolving underwriting facilities

12




notional amount

obligor

partly paidup shares and securities
public sector entity

qualifying CCP

recognized netting

reference entity

reference obligation

risk-weighted amount

securities financing transaction
securitization issues

securitization transaction
sovereign foreign public sector entity
specific provisions

standard supervisory haircut
standardized (credit risk) approach
traderelated contingency
transactionrelated conihgency
underlying exposures

7.4 The following definitions willalso be included for terms used in Part 6:
A group of linked counterpartigsas the meaning given in paragra
10;

13




Assetbacked commercial paper programim&s the meaning given [
section 227(1) of the Capital Rules;

Call option means an option contract which gives the holder of
contract the optionraight to purchase;

Category 1 Aimeans an Al designated by the MA as a Category
as described in paragrafB.2

Category 2 Aimeans an Awhich is not a Category 1 Al

Covered bondhas the meaning given by rule 17 of the Bank
(Liquidity) Rules (Cap. 155 sub. Leg. Q)

Counterparty credit risk exposuraeans an exposure to counterpg
credit risk;

Exposuremeansany counterparty creditsk exposure as referred
under paragraph3 and any nosfcounterparty credit risk exposures
referred to under paragraff;

Exempted sovereign entity means an entity falling within
categories identified in paragrad®.1(d), (e), () or (g);

Forward asset purchasen relation to an Al, means an dfalance
sheet exposure to the credit risk of a loan, security or other asset
than currency) that the institution has a contractually bin
commitment to purchase from another party under a corn
(excluding a putoption contract written by the institution) on
specified future date

FSBmeansthe Financial Stability Board as defined in section 2(1

Covered bond: see BCBS L
standardparagrapl68.

The definition of forward asse
purchase is based on the sa
definition in Capital Ruleg
section 2(1) with modificatior
to exclude written put. Th
policy intent is that under th
LE framework, treatment g

14



the Financial Institutions (Resolution) Ordinance (Cap 628);

Internationally designated globalsystemically important ban
(international GSIB) 1 means, the holding company of a group
companies represented by a name that is included in the current
global systemically important banks published by the FSB,;
G-SIB-linked groupmeans a groupf linked counterparties pursua
to paragrapti0.1where any of the persons specified under parag
10.%(a)(qg) is an international &1B or local GSIB;

Initial margin has the meaning given by section 226V of the Ca
Rules;

Investment structureneans a structure which gives the investor
exposure to the assets underlying the structure, including wi
limitation, collective and securitizg

investment schemes

options in the banking bog
should follow the ame
treatment in the trading book.
See paragrapii7.6 below for
the details. The calculatio
method follows the principle
adopted the BCBS LI
standards that an exposure
measured assumin
Aj utmpef aul t o
counterparty.

Current listof G-SIB published
by the FSB:
http://www.fsb.org/wpcontent/
uploads/P211117.pdf

in

15


http://www.fsb.org/wp-content/uploads/P211117-1.pdf
http://www.fsb.org/wp-content/uploads/P211117-1.pdf

transactions, etc;

Liquidity support providermeansa party which provides liquity
facilities within the meaning of section 227(1) of the Capital R
with modification that the meaning is applicable to any entity ins
of only in relation to an Al,

Loanto-value ratiohas the meaning given to it by section 65(10
the Capital Rles

Locally designated global systemically important bank (I6&&8IB)

means an Al designated by tMA under section 3S of the Capit
Rules;
Non-counterparty credit risk exposure mearsexposure which is nq
an exposure to counterparty credikrias referred to under paragra
17;
Nonsegregated initial marginmeans initial margin which is ng
segregated initial margin;

Original maturity, in relation to an ofbalance sheet exposure of an
set out in Table A, means the period between the aatehich the
exposure is entered into by the institution and the earliest da
which the institution can, at its option, unconditionally cancel
exposure [cf the provision under item 9 of Table 10 under the Cq¢
Rules section 71]

Put optionmeansan option contract which gives the holder of
contract the option or right to sell;

16




Recognized collaterdhas the meaning given by section 51(1) of
Capital Rules;

Recognized credit derivative contrabias the meaning given [
section 51(1) of the @Qatal Rules;

Recognized credit risk mitigatiomeans ofbalance sheet nettin
referred to in paragrapfi9.3 recognized collateral referred to
paragraphl9.4 recognized guarantee referred to in paragighfa),
recognized credit derivative contract referred to in paragi&@oHb)
and a credit linked note referred to in paragrap!(c);

Recognized guarantdeas the meaning given by section 51(1) of
Capital Rules;

Segregated initial marginmeans initial margin which is segregat
from the <collecting partyos
collateral constuting the margin with a third party custodian
through other legally effective arrangements to protect the collg
from the default or insolvency of the collecting party;

The meaning of segregats
initial margin is based o
paragrapt8 . 4. 4 of
Supervisory Policy Manug
module CRG-14 on
noncentrally cleared OT(
transactions 1
other ris
mitigation standards
http://www.hkma.gov.hk/media
/eng/doc/keyfunctions/banking
-stability/supervisorypolicy-m

derivatives

margin  and

17


http://www.hkma.gov.hk/media/eng/doc/key-functions/banking-stability/supervisory-policy-manual/CR-G-14.pdf
http://www.hkma.gov.hk/media/eng/doc/key-functions/banking-stability/supervisory-policy-manual/CR-G-14.pdf
http://www.hkma.gov.hk/media/eng/doc/key-functions/banking-stability/supervisory-policy-manual/CR-G-14.pdf

Tranche me an s a contractually e

segment 0) o f the credit risk

exposures in a securitization transaction or in a transaction of s

structure wheile

(a) a position in the relevant segment entailsisk of credit loss
greater than, or less than, that of a position of the same amo
each other contractually established segment; and

(b) no account is taken of credit protection provided by third pa
directly to the holders of positions in the relev@egment or ir
other contractually established segments.

anual/CRG-14.pdf

The definitio
taken from section 227 of th
Capital Rules with modificatiol
to accommodate ansactions o
a similar structure t
securitization transaction
Different tranches represe
different credit risk to thg
holder, which increases fro
the senior tranche, mezzani
tranche to equity tranche.

Divisi

on 2 Limit on exposures

8

exposures to singl8.1
and linked
counterparties

Limit on Al { General

The Rules willprovide that, subject as set out in paragrégj@and8.5,
an Al must not incur aggregate exposures calculated as set ol
paragraphd3andl14, to

(@) asingle counterparty or

(b) a group of linked counterparties

which exceedan amount equivalent to 25% of the Tier 1 capital of

8.L CP paragraph 17,CP
paragraph8.

In relation to paragraphs 8.
and 8.2, the policy intent is th
a local GSIB has to comply
with both 8.1 (for exposure

18


http://www.hkma.gov.hk/media/eng/doc/key-functions/banking-stability/supervisory-policy-manual/CR-G-14.pdf

Additional limitation for local G -SIB

8.2

8.3

8.4

institution.

The Rules willprovide that, subject as set out in parag@3and8.4, an
Al which is a local GSIB must not incur aggregate exposures calcul
as set out in paragraph8 and14to

(@) asingle counterparty within a-SIB-linked group, or

(b) a GSIB-linked group

which exceed an amount equivalent to 15% of the Tier 1 capital @
institution.

Foran Al which has recently been designated &scal GSIB, the Rules
will provide that the exposure limit under paragr8will start to apply
on the first anniversary of the designation unless the MA notifies th
of an earlier effective date which shall be not less than 6 months
designation

In relation to a local &IB (A), if a group of linked counterparties h

recently become a-SIB-linked group because an entity in that group

other than to a &IB-linked
group) and 8.2 (for exposurg
to an entity within ¢
G-SIB-linked group and tq
such a group as a whole).

8.2 to 8.4 CP paragraphs
1921
For a clarifying example abot
exposures between a chl
G-SIB and a GSIB-linked
group see Annex 3.

For 8.2(a) and (b), the polic
intent is that the 15% limi
should apply 1
the entities in the &IB-linked
group individually (per 8.2(a)
and collectively (per 8.2(b)).

19



8.5

recently become an international-SBB as a result of the nan
representing that entity and its group of companies has recently
included n the current list of global systemically important ba
published by the FSBhe Rules wilprovide that the exposure limits ung
paragrapt8.2wi | | start to apply to A0
of linked counterpartiesn the first anniversary of the designation unl
the MA notifies the Al in writing of an earlier effective date which shal
not less than 6 months after desigoati

The Rules willprovide that in relation to the limit referred to in parags
8.1(b) and 8.2(b) if a group of linked counterparties includes a CCP, a
may exclule clearing related exposures (as referred to under para
17.8d)(a)to the CCP from its aggregate exposures to that group of li
counterpartiesTo avoid doubt, such clearing related exposures to the
are still subject to the single counterparty limit under paragraph 8.1
8.2(a) (with the CCP being the single counterparty) if applicable.

8.5 CP paragraphl106, BCB
LE standardgparagrapi86; LE

FAQ Q3

MAGS powe
single and linkec
counterparty limit

0.1

The Rules willprovide that subject to the procedure set out in paragt
9.2, 9.3, 9.4 and 9.5, the MA may, by notice in writing served on a
vary the limit referred to in paragrap8sl and8.2 above applicable to th
institution if the MA is satisfied, on reasonable grounds, that it is prudg
make the variation, taking into account (a) the risks associated wit

BO section 81A(3)()) (as
inserted by the BAO) provide
that the Rulesmay empowel
the MA to vary, in accordang
with any procedure set out

20



level or comentrati on of t he Al 6s Rules and in circumstances S
counterparty exposures; (b) any risk mitigation measures taken by theg out in the Rules, a limi
manage these risks; (c) the risks associated with any such risk miti{ applicable to an Al.
measures and (d) any other factors as the MA magider relevant.

9.2 If the MA proposes to serve such etioe on an Al, the Rules witequire
the MA to serve a draft of the notice on the institution.

9.3 Adraft notice willi

(@) specifyi
(1) the proposed variation of the limit; and
(i) the circumstances pertaigino, and the grounds for, tf

proposed variation; and

(b) include a statement that the institution may, within 14 days
longer period as the MA allows in any particular case) from the
of service of the draft notice, make written representationfei
MA on any or all of the matters specified in the draft notice.

9.4 If the Al makes representations on the draft noticeeseon the Al, the

Rules will provide that the MA may, afterconsidering the

representatioris

(@) serve a notice on the institution substantially the same terms
the draft notice;

21



9.5

0.6

9.7

(b)

(€)

If no representations areade by the Al, the Rules witirovide that the
MA may serve a notice on the institution in substantially the same {
as the daft notice.

The Rules willprovide that a decision of the MA to vary any sin
counterparty or linked counterparty limit imposed under these Rule

decision to which section 101B(1) of the BO applies.

To avoid doubt

(@)

(b)

serve a notice on the institution in terms modified to take accou
any one or more of those representations that satisfies the M
the modification concerned ought to be made; or

elect not to servea notice on the institution if satisfied by t
representations that a notice should not be served.

the MA will be allowed to sees a draft notice on an Al i
substitution for an earlier draft notice served on the institution;
the reference to fAsubstanti g
used in sufparagraph®.4(a) or 9.5 above should not be constru
to include the statement mentioned in-palbagrapt®.3(b) above.

BO section 81A(4) (as inserte
by the BAO) provides that th
Rules may provide that 3
decision made by the MA und
the Rules is a decision to whig
BO s101(B)(1) applies.
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Division 3 Grouping linked counterparties

10 Determination
group  of

counterparties

of &
linked

10.1 The Rules willprovide that subject as set out in paragraidhand12, in
relation to a given counterparty, the persons below, beguyinterparties
of the Al, will be regarded as a group of linked counterparties:

(@)
(b)
(c)
(d)
(e)

(f)
(9)

that counterparty;

any person which controls the given counterparty;

any other person whicls also controlled by the person in (b);
any person which is controlled by the given counterparty;

any person (Person A), which is not related to the g
counterparty by the control relationship in (b) to (d) above, but
interconnected with any persanentioned in (a) to (d) (Person
that if Person B was to experience financial problems, in parti
funding or repayment difficulties, Person A would also be likel
encounter funding or repayment difficulties;

any other person which is controllbg Person A in (e);

any other person which controls Person A in (e) and is
interconnected with Person A that if the Person A was to exper
financial problems, in particular funding or repayment difficult
that person would also be likely émcounter funding or repayme
difficulties.

10.1 CP pargraph22

See Annex 1 for further
elaboration and examples ol
grouping of linked
counterparties (Charagraph
24, BCBS LE standards
paragraphs 19-28).

(b) intends to captur
Acont r oll0.2belasv)d

(c) i ntends t
subsidiariesbo
(d) intends to captur

Asubsi.di ari es
(e) intends to capture persons

related by economic
interdependence
() intends to  capturg

subsidiaries of the persons
(e).
(9)

intends to capture

23



10.2 For the purpose of paragrapf.l, one counterparty is regarded as hay
control over another counterparty ibit

(@)
(b)

(©)

(d)

owns more than 50% of the voting rights in the other counterparty
has control of a majority of the votingghts in the other counterpar
pursuant to an agreement with other shareholders;

has the right to appoint or remove a majority of the members ¢
ot her counterpartyodés board of
majority of the members inthe@hr counterparty
(or a similar structure) have been appointed solely as a result
first counterparty exercising its voting rights; or

has the power, pursuant to a contract or otherwise, to exer(
controlling influence over thenanagement or policies of the ot
counterparty (i.e. through consent rights over key decisions).

controller of the person (Pers
A) in (e) that is economicall
dependent on Person A.

Consistent with the practice
the EU (and with our previou
approach relation to th
Liquidity Rules), we intend tq
set out technical details for th
operation 0f10.1(e) in a Code
of Practice issued under secti
97M of the BO (following
amendment of section 97L(]
of the BO by section 18A0)
[or in guidance to be issue
pursuant to s7(3) of the BO
Outline of contents fo
proposed guidance is set out
Annex 1 for information

in

10.2 CP paragraph23; BCBS
LE standardgaragrapt23.
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11 | Determination of g11.1The Rules will provide that when determining a group of link 11.1:CP paragraph86; BCBS
group of linked counterparties, if two or more counterparties that are not themg LE standardparagrapl6l.
counterparties - exempted sovereign entities are controlled by or are econom
sovereigns dependent on a counterparty that is an exempted sovereign entity, 8 See Annex 1 for further

otherwise not linked, those counterparties are deemed not to be a g elaboration.
linked counterparties.

12 | Determination of g12.1 The rules will provide that when determining a group of link 12.1 Replication of contents ¢
group of linked counterparties, if two or more counterparties are either controlled | BO s81(4A) as regards FSI.
counterparties The economically dependent on The Financial Secretary Incorpo
Financial Secretary established under the Financiadcgetary Incorporation Ordinance (C
Incorporated 1015) and are otherwise not linked, those counterparties are deemec

be a group of linked counterparties.
Division 4 Calculation of aggregate exposures
13 | Calculation ofl3.1 The Rules will provide that an Al should follow the steps below

aggregate exposure!

calculate its aggregate exposures to a given counterparty:
(A) Non-counterparty credit risk exposures

0) Measure all nortounterparty credit risk exposures in the mar
specified in paragraph/ to the given counterparty;
Offset long and short positions to the same counterparty ir

(i)

trading book as set out in paragrai® A net short position afte

13.X(ii):CP paragraph70, CP
paragraplvy9, CPparagrapl80.
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(iii)

(iv)

offsetting, should be deemed to be zero. To avoid dc
offsetting short positions in the trading book against long posi
in the banking bok is not allowed;
Of fset an exposure to a cour
a short position arising from an option contract in relation to A
in the banking book;

(a) If the institution is a category 1 Al relation to an exposuia
the banking book(other than an exposure specified un
paragraph6.1) covered by recognized credit risk mitigatialjust
the exposureto the amount of the exposureot covered by
recognized credit risk mitigation (the CRM uncovered portias
calculatedin the manner set out in paragrap®.1, save for suck
exposure as the MA may spegify

(b) If the institution is a Category 2 Al relation to an exposure
the banking book(other than an exposure specified un
paragraph16.1) covered by recognized credit risk mitigati
referred to in paragraph 19.adjust the exposure to tHeRM
uncovered portiomas calculatedh the manner set out in paragra
19.2 save for such exposure as the MA may spgcify

uncovered portion.

13.1(iv): CPparagraph€i4 and
45,

13.1(iv) is part of the
provisions seeking to comp
the shifting of an exposur

protected by credit ris
mitigation to become a
exposure to the cred
protection provider

Paragraph 3.1(iv) provides for
the reduction of the origing
exposure to the CRN
This is
supplemented by paragraph
15.4 which
exposure

requires a ney
to be recogniss
against the credit protectia

26



provider in respect of th
portion of the exposure covers
by the recognized credit ris
mitigation.

To illustrae the effect of the
Asave foro p
13.%(iv), assuming that th
exposure specified by the M
IS exposure arising from sha|
margin financing (i.e. a loa
secured by shares), then an
should value its exposure to t
borrower without taking intg
account the share collater
Accordingly it is not requirec
to recognise an exposure to t
issuer of the sharegi.e. see
pargraph 15.4 it is only
required to recognise 3
exposure to the cred
protection provider if the valu
of the original exposureis
reduced.)
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(V)

(B) Counterparty credit risk exposures

Except for the ofbbalance sheet exposures covered uf
paragraph7.2c), deduct any specific provision made in resped
an exposure from the exposure;

(vi)

Subject to the exemptions set out under paragt&pbalculate the
counterparty credit risk exposure of all the derivative contr
which the institution has entered into with the given counterp
The countgparty credit risk exposure is to be calculated as
Adef aul t sk exposureo det ¢
currently adopts under the Capital Rules for the purpose
calculating its capital adequacy, provided that the method is n
internal modelling approach. (N.B. There is, however, no n
under the Rules to convert the exposure into a-wisighted
amount as occurs under the Capital Rules for the purpos
determining regulatory capital). If the Al adopts an inte
modelling approeh to calculate the default risk exposure
derivative contracts under the Capital Rules, the Al should

ri

13.1v): CP paragraph 34.
The calculation method ¢
off-balance sheet exposur
under paragraph 17.2c)
already incorporates deducti
of specific provision.  The
exception in13.1(v) seeks to
avoid doublecounting.

13.1(vi)-(vii):CP
38 and 41.

paragraphs

Capital Rules section 10A(1)(4
and (2) provides for th
methods available to calcula
counterparty default risk (8
defined in section 2(1) of th
Capital Rules) of derivative
contracts (i.e. the currel
exposure method CEMwhich
is outlined insection 2(1) of the
Capital Rules,as well as the
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(vii)

another approach available under the Capital Rules, as notifi
the MA in writing after consultation with the Al, to calculg
counterparty crdtl risk exposure of derivative contracts for
purposes of this Part;

Calculate the counterparty credit risk exposure of all the secuy
financing transactions which the institution has entered into
the given count er parptoys uas ot K
the same method it currently adopts under the Capital Rules f
purposes of calculating its capital adequacy (without conve
into the riskweighted amount), provided that the method is ng
internal modelling approach. f Ithe Al adopts an interna
modelling approach to calculate the default risk exposurs
securities financing transactions under the Capital Rules, th
should use another approach available under the Capital Rul
notified by the MA in writing afterconsultation with the Al, tg
calculate counterparty credit risk exposure of derivative cont
for the purposes of this Part;

IMM(CCR)). Both methods
estimate the future replaceme
cost (i.e. exposure at default)
a derivative contract or a grot
of derivative contracts at

future date when a defau
occurs. In brief, the exposu
at default is estimated as t
sum of (i) the current markg
value of the contract(s) and (
a potential future exposu
component which reflects th
potential changes in the mark
value of the contract(s
between the computation da
(or, if applicable, the date of th
last remargiing before default
and the date the contract(s) @
be terminated and replace
CEM is a simple metho
under which the potentia
future exposure component

calculated by using cred
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conversion factors specified |
the Basel Committee, while th
internal model metho
(IMM(CCR)) is a more risk
sensitive approach under whi
banks can use internal mods
(if already approved b
relevant competent supervisg
authorities) to calculate th
potential ~ future  exposur
component.

Capital Rules section 10A(D)
and (2) provides for th
methods available to calcula
counterparty default risk ¢
SFTs (i.e. a method that do
not involve the use of interns
models by an Al an(
IMM(CCR)). Both methods
estimate the default ris
exposure of SFTs by regardi
the money or securitie
delivered by a bank under tk
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(viii)

(a) if the institution is a category 1 Ah relation to acounterparty
credit risk exposure in (vi) and (vii) above tha&t covered by
recognized credit risk mitigatiomot yet considered in th
calculation in (vi) and (vii) abovedjust the exposure tbe CRM

SFTs to the counterpari
concerned as an exposure to
counterparty secured by th
money or securities received
the bank from the counterpart
Under the "normodelling”
method, potential changes

the market value of th
securities delivered under tk
SFTs between the date

default and the date th
securities can be liquidated g
estimated by haircuts specifig
by the Basel Committee, whi
under the internal modg¢
method (IMM(CCR)) the ban
can se internal models t
estimate the changes.

13.2(viii) :CP paragraphg
44-45,
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uncovered portios calculatedh the manner seiut in paragrapk
19.1, save for such exposure as the MA may spgcify

(b) if the institution is a Category 2 AR relation to acounterparty
credt risk exposure in (vi) and (vii) above th& covered by
recognized credit risk mitigation referred to in paragraph h8t2
yet considered in the calculation in (vi) and (vii) abhcadjust the
exposure tothe CRM uncovered portioms calculatedin the
manner set out in paragrapf.2 save for such exposure as the |
may specify

Deduct any specific provision made in respect of the devie
contracts or securities financing transactions covered by
calculation from the counterparty credit risk exposure calcul
under(vi), (vii) and (viii) above.

(ix)

(C) Calculation of aggregate exposures against a given counterparty
) Sum all the noncounterparty credit risk exposures 4
counterparty credit risk exposures against the given counterpa

13.2 The Rules willprovide that for the purpose of the calculation describe
paragraphl3.l, the MA mayby notice in writing to an Al, designate :
institution as a Category 1 Al if any of the following is satisfied:
(@ the Al is internationally active;

13.1(ix):CP paragrapi84.

13.1(x):CP paragraphs28 and
59.

For 13.2c), an example of &
condition is adequate intern
control to repo
Aci ed ri trg

systems
s k
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(b) the Al is significant to the general sthityi and effective working ol
the banking system in Hong Kong;

(c) the Al has applied to become a Category 1 Al, and the MA
accepted to designate tiAd as a Category 1 Al, subject to a
conditions as the MA may think fit.

on a Category 1 Al.

14 | Calculation ofll4.1 The Rules willprovide that an Al should calculate its aggregate expog
aggregate exposurg to a group of linked counterparties by summing the aggregate expos
to a group of linked each counterparty within the group of linked counterparties calcu
counterparties according to the process set out in paragth
Division 5 Calculation of exposures under certain circumstances
15 | General 15.1 The Rules will provide for the following specific circumstances
connection with the calculation of exposure to a given counterparty
group of linked counterparties under Part 6.
Investments linkec15.2 The Rules willprovide that if a person is 15.2 CPparagraph438, 25 26,

by a common risk

factor

the fund manager of more than one collective investment sche
which the Al has an exposure arising from the holding of unit
shares of the scheme (except where the custodian of the asset

scheme or basket is a segte legal entity),

the liquidity support provider to more than one abssked

27 and 43 and BCBS L
standards paragraphs80 and
81.
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commercial paper programme, to which the Al has an expq
arising from its holding of commercial papers issued under
programme,

the sponsor of more than one adsmked commercial pape
programmeo which the Al has an exposure arising from its holg
of commercial papers issued under such programme,
the credit protection provider (through credit default swaps
guarantee) of more than one synthetic securitizatiansaction in
which the Al has invested,
a person playing any other role which represents a commor
factor for more than one collective investment scheme, securitiz

issue or similar structure in which the Al has invested,

the Al is deemed to havan exposure to this person equivalent to
aggregate current book value of its holdings in the collective invest
schemes, securitization transactions and similar structures linked |
person as stated above. This exposure should be includedh ia
non-counterparty credit risk exposures to the person in the calculati
aggregate exposures as set out in paragragdh

Protection seller 0

15.3 The Rules willprovide that if an Al has entered into a credit deriva

15.3 BCBS LE standard
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credit derivative
contract

contract as a protection seller, where the fair value of the contr:
positive from the perspective of the institution (i.e. the present valt
contracted but not yet paid periodical paymiaotn the protection buye
exceeds the present value of the expected obligation of the protectior
under the contract), this posi
counterparty credit risk exposures to the protection buyer in the calcu
of aggregate exposures as set out in paragrapgh

footnote 19 tgaragraph!8.

Exposure to credi
protection providers

15.4 The rules willprovide that if an Al has reduced the value of an expg

to the CRM uncovered pooin of the exposure as set out in paragrépl
or has offset an exposure in the trading book hedged by a credit der
contract as set out in paragraffh4, the institution should includersew
exposure to the credit protection provider as follows:

(&) where the credit protection is a recognized guarantee referred
paragraphl9.5 the amount of reduction in the exposure covere
the guarantee should be inc
aggregate exposure to the guarantor.

(b) where the credit protection is a rgoized collateral referred to
paragraphl9.4 the amount of reduction in the exposure covere(
the collateral should be included in threal cul at i or
aggregate exposure to the issuer of the collateral.

BCBS LE standardparagraph
43.

15.4b): Recognised collaters
can only be financial collatera
For example a bond issued by
bank.
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(c) Where the credit protection is a recognized credit derivative cor
referred to in paragraph9.5or a credit derivative contract referr
to under paragraph 1&4

(i)

(ii)

other than a credit default swaps (which is covered in
below), the amount of reduction in the exposure covered b
credit derivative contract shalbe included in the calculatig
of the Al 6s aggregate expo
derivative contract;

which is a credit default swap and (1) both the prote
exposure and the credit default swap are in the trading
and (2) either theounterparty or the reference entity of 1
credit default swap is not a financial sector entity, an am
equivalent to the default risk exposure to the countery
calculated as set out in paragraidhi(vi) should be includec
I n t he cal cul ati on of t he
counterparty of the credit default swap.

15.4c)(ii)): CP paragraph78;
BCBS LE standard
paragraphs 56 and 57

Divisi

on 6 Exempted exposures

16

include:

16.1 The Rules willprovide that for the purposes of this Part, exposures d

16.1(a):CP  paragraph 33,
BCBS LE standardparagraph
31, LE FAQ Q5
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(@)

(b)

()

(d)

(€)
(f)

exposureamountto a counterparty that is deducted in determir
the capital base of the Al in accordance with the Capital Rules;
exposure to an hliate of the Al if the conditions below ar
satisfied:

the Al and the affiliate are accounted for on a full basis in
consolidated financial statements of the holding company o
group of companies to which they belong, for the purposes o
in compliance with the Hong Kong Financial Reporting Stand
iIssued by the Hong Kong Institute of Certified Public Accountg
the International Financial Reporting Standards issued by
International Accounting Standards Board or the standard
accouring practices applicable to the holding company in the p
in which it is incorporated;
exposure in the trading book which is not associated with
default risk of a counterparty, for example,
commodities and currencies;

exposure to the Gernment, including for the account of t
Exchange Fund, through the holding of the Exchange Fund |
and Bills;

exposure to the central government of a country;
exposure to the central bank of a country;

exposure

16.1(b): CP paragraph 110,
BCBS LE standardparagraph
9 with local adaptatian

16.1(c): CPparagrapl60.

16.1(d): cf BO s81(6)(e)
Exchange Fund is defined i
BO s2(1).

For16.1(e)and (f) T BCBS LE
standards paragraph 61. It
should be noted that he
Capital Rules will be revise
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(9)

(h)

exposure to a sovereign foreign puldéctor entity;

exposureamountcovered by recognized collateral or recogni
guarantee issued by an entity listed under paragt@gdfd), (e), ()
or (g) above;

so that an Al
risk of exposures to a group
connected sovereign entiti
will  be subject to g
risk-weighted amount.

For 16.1(g), BCBS 61. Theg
BCBS LE standards exempt
PSE thatis treated like the
sovereign of its place ¢
incorporation under the capit
framework, from the LE limit
Currently no HK PSEs ar
treated like the Governme
under the Capital Rule
Therefore (g) only cover
sovereigrforeign PSEs.

For 16.1h), BCBS LE
standards para. 61, also cf E
s81(6)(b)(i)(D). Under thg¢
BCBS LE standards, th
exemption no longer refers
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(i)

()

exposureamountcovered by a letter of comfort with the consen
the MA, and subject to such conditions as the MA may imp
either generally or in any particular case or class of cases;

any share capital or debt securities held as security for fac
granted by the institution, except for the collateral referred to u
paragraphi5.4b);

Tier 1 country.

For 16.1(i), cf BO s81(6)(b)(ii)
Section 81A(3)(i) of the B(C
(as inserted by the BAC
provides for the Rules t
empower the MA to consen
subject to any conditions th
MA thinks fit to impose, tdhe
incurring of specified
exposures in a particular ca
or class of cases such that {
exposures need not be tak
into account in calculatin
whether an Al has reached
applicable limit under thg
Rules.

For 16.1(j), cf BO s81(6)(h
with necessary modification.
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(k)

()

any share capital or debt securities acquired by the institution
course of the satisfaction of debts due to it, providetiahahare
capital and debt securities so acquired shall be disposed of
earliest suitable opportunity, and in any event not later tha
months after acquisition, or within such further period as the
may consent to and subject to such condgitte MA may think
proper to attach to such consent, in any particular case;

any share capital or debt securities acquired under an underv
or subunderwriting contract provided that such share capital or
securities are not held for a periedceeding 7 working days,
such further period as the MA may consent to and subject to
conditions as he may think proper to attach to such consent, i
particular case.

For 16.1(k), cf BO s81(6)(h
and BO s81(7).

AConsent 0 bet
the enabling power in B(
s81A(3)(i) but may need t
revert t o f]
Aconsent o
transitional provisions under

Part 10.

cau

For 16.1(1), cf BO s81(6)(i)(ii).
The policy intent is not t(
include an equivalent provisiq
to BO s81(6)(j) in the Rules
Under the new framewor
commitments are subject to
credit conversion factor(see
Table A in paragraph 17.1
below) which should mak
exemption of underwriting
commitment unnecessary.
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(m)

(n)

(0)

Any indemnity given by the institution to a person to protect
person against any damages which may be incurred by the p
as a result of the person registering a transfer of shares where

(i) the instrument by means of which the transfer has
effected, or purports to have been effected, has been pro
or purports to have been provided , by a subsidiary of
institution;

(i) the authenticating signature on the instrument has

imprinted on it by a machine used by the subsidiary to imj

that signature on such instruments; and
that signature wasnlawfully so imprinted on that instrumer
or any financial guarantee given by the institution to

person in respect of any like indemnity given by f{

subsidiary to that person;

exposures to the Housing Authority, within the meaning of

Housing @dinance (Cap 283), arising from guarantees the Hoy

Authority gives for the purposes of the Home Ownership Sch

or Private Sector Participation Scheme,;

exposures to any of the following companies arising from

obligations placed upon the compangr fthe purposes of th

Mortgage Insurance Programme set up by The Hong K

(iii)

Mortgage Corporation Limitetl

For16.1(m), cf BO s81(6)(k)

For16.1(n), cf BO s81(6)(kb)

For 16.1(0), cf BO s81(6)(kc)
Sulparagraph(ii) is added in
response to the rece
restructuring of HKMC tg
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(P)

(@)

()

()

(i) The Hong Kong Mortgage Corporation Limited, or

(i) any subsidiary of The Hong Kong Mortgage Corporal
Limited;

exposures to any of the following compss arising from the

obligations placed upon the company for the purposes ol

Guaranteed MortgagBacked Pas3hrough  Securitisatiol

Programme set up by The Hong Kong Mortgage Corpora

Limited 1

(i) The Hong Kong Mortgage Corporation Limited, or

(i) any company that issues mortgalgacked securities i
connection with the Programme;

exposureamountwhich it has been written off in the books of 1

institution;

exposure to an Al or a bank if it is settled within the same calg
day of the location whelighas been incurred;

exposure of an Al, where the Al acts as a receiving bank if
context of an initial public offer, and the exposure is incurre
another Al for the purposes of placing the subscription mg
received by the receiving bank the interbank market; [If

definition of initial public offering (IPO) is required, it is an act

transfer its Mortgage Insuran
Programme to a subsidia
subject to the guarantee
HKMC.

For16.1(p), cf BO s81(6)(m)

For 16.1(q), cf BO s81(6)(l).
Specific provisions made i
respect of exposures are n(
taken care of byparagraph
13.1(v) (exposure calculation)

16.1(r): CP8990, BCBS LE
standards paragraphs 65-67;
LE FAQ Q1

16.1(s) is a
exemption.

local specifig
The local 1P(
process involves the transfer

monies t
banks. Th

subscription

receiving
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(t)

(u)

offering the stock of a company on a public stock exchange fg
first time.  If a definition of receiving bank is requi@dn relation
to an IPO, it isa bank appointed by the issuer to rece
subscription monies and provide services such as returning
to unsuccessful subscribers.]

exposure to qualifying CCPs related to clearing activities
referred to under paragrapfi.gd)(a)

any exposure: (i) specified in a consent given by the MA (w
consent may be given to the Al, or a class of Als, or generally
Als) where the MA considers that it is reasonable [lowasuch
exposure not to be taken into account in calculating whether tf
has reached the limit referred to in paragrapha®d 8.2 having
regard to (a) the nature and risks associated with the exposu
any risk mitigation measures taken by fido manage these risk
(c) the risks associated with any such risk mitigation measures
(d) any other factors as the MA may consider relevant; ang

exemption seeks to avoid tf
large exposure limit restrictin
the rormal process for
receiving bank to recycle th
subscription monies back to tf
interbank market and in ligh
of the removal of the gener
interbank exemption under th
current BO section 81(6)(a
and (g).

16.1(t): LE FAQ Q2.

16.1(u) is similar torule 13(2)
and (3) under Part 3 of th
rules.

Section 81A(3)(j) of the BO
(as inserted by the BAC
empowers the MA to conse
to the incurring of specifie
exposures, generally or in
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subject to such conditions as the MA thinks fit to impose on
such consent.

particular case or class
cases, such that such exposy
need not be taken into accol
in calculating if limits unde
the Rules exeeded.

Divisi

on 7 Scope and valuation of exposures

17

General

17.1 The rules will provide that ifa n Al 6s exposur e
accordance with this Division at fair valueie 4 applies in determining
thefair value.

Cf rule 14(3).

credit
exposures in
banking book

Non-counterparty

risk
the

(@)

(b)

17.2 The Ruleswillpr ovi de t h aduntesparty &rédid 8sk exmosur
in the banking book include the following:

any exposure arising from dralance sheet items which are neit
derivative contracts (excefar creditlinked notes) nor specified i
other parts of this paragraph 17, measured at the current book \
holdings of shares in a company, measured at the current book
and the amount for the time being remaining unpaid on the s
which isnot counted under the current book value of the shares;

17.2@a): CP35

17.2a). Credit linked note is i
credit derivative contract b
definition. However, the
policy intent is that an A
holding a credit linked note (3
on-balance sheet item) shou
recognise an exposal to the
issuer of the credit linked no
like holding any bond.
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(c) off-balance sheet exposures measured at the principal at
[defined in paragrapii7.3 below] of the exposures, net of speci
provisions, multiplied by the credit conversion factors specifie
the table below:

Table A
Off-balance sheet exposures Credit Conversior
Factor

(1) Direct credit substitutes 100%
(i) Transactiorrelated contingencies 50%
(i) Traderelated contingencies 20%
(iv) Asset sales with recourse 100%
(v) Forward asset purchases 100%
(vi) Partly paidup shares and securities 100%
(vii) Forward forward deposits placed 100%
(viii) Note issuance and revolvir 50%

underwriting facilities

17.2c): CPparagrapl86.

CCFs are designed to convs
an oftbalance sheg
Acontingencyo
equivalent amount by applyin
a factor representing §
assessment of the likelihood
the oftbalance sheet iter
coming onto the balance shee

Table A is generally copie
from Table 10 under the Capit|
Rules section 71(1), but ma
subject to a floor CCF of 109
as required under the L
framework (BCBS LE
standardparagrapt85).
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(ix)

Off-balance sheet exposures that
not fall within any of items (i) to (viii
above and arise from commitments

(@) Subject to paragraph (d
which have aroriginal maturity of
not more than one year;

(b) Subject to paragraph (d
which have an original maturity ¢
more than one year;

(c) Which may be cancelled
any time unconditionally by the A
or which provide for automati
cancellation due to a deteration in
the credit worthiness of the person
whom the institution has made t
commitments;

(d) The drawdown of which wil
give rise to an ofbalance shee
exposure falling within any of iter
(i) to (viii); or

100% or the
factors below

(a) 20%

(b) 50%

(c) 10%

(d) The lower
of the CCF
applicable to the
exposure based
on the original

(iX) Thefor mul ati o1
t he factors I
accommodate preference
some banks to measu
undrawn credit facility at th
nominal value (even thoud
this may be il
the banks as it results in
higher credit equivalent amou
and hene higher exposur
value than if a lower percenta
is used).
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maturity of the
commitment or
the CCF
applicable to the
off-balance
sheet exposure
arising from the
drawdown of
the commitment
concerned

(X) Any off-balance sheetexposure 100%
other than default risk exposures
respect of derivative contracts

securities financing transactions tt
do not fall within any of items (i) t

(ix).

Paragraphl7.2x) is meant to
be a catckall provision.
Capital Rules s73(a) providé
that items not specified in Tab
10 (of the Capital Rules) at
subject to a 100% CCF.

17.3 For the purposes of paraghap7.2c), principal amount, imelation to an
exposure listed in Table A, meains

0] in the case of an exposure which is an undrawn facility of

undrawn portion of a partially drawn facility, the amount of

undrawn commitment;

Cf. reference to meaning ¢
principal amount under
Capital Rulesaction51(1)
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(i) in other cases, the contracted amount of the exposure.

Certain
non-counterparty
credit risk

exposures in either, whether the exposures are in the banking book or trading book.

the banking book
or trading Book

17.4 TheRuleswilpr ovi de t h-aocuntegoarty éxddid rssk emposur
set out in sulparagraphl7.5 17.6 17.7, 17.10 and 17.11 are to be
measured by the methods as set out under those paragraphs, irrespe

Securities financing transactiofisexposure to underlying assets

17.5 The Rules will provide that an exposure in respect of the secur
underlying a securities financing transaction should be value
accordance with the following provisions.

(a) If the securities financing transaction is a repygle transactior
that falls within paraggeh (a) or (b) of the definition of repstyle
transaction in section 2(1) of the Capital Rules, an Al shall treg
securities sold or lent under the transaction remaining a
holding and value the exposure pursuant to paragt@fa) and
(b) if the securities are held in the banking book; or parag
17.15if the securites are held in the trading book

(b) If the securities financing transaction is a repygle transactior
that falls within paragraph (d) of the definition of regtgle
transaction in section 2(1) of the Capital Rules the institution
treat any securities which it provides as collateraber the
transaction as remaining as its holding and value the exp

17.5CPpararaph38.

Cf Capital Rules section 75(2)

Cf Capital Rules section 75(4)
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pursuant to paragraph/.2a) and (b) if the securities are held i
the banking book; or paragraph 17.15 if the securities are he
the trading book

Option contract exposure to underlying assets

17.6 For derivative contracts in the form of opti@ontracts, the Rules wi
provide that exposure to the underlying assets should be valued
change in option price that would result from a default in respect 0
assets underlying the option. The respective exposures arising from
call options and put options shoudd valued at:

Long call: V

- Long put:-S+V

Short call:-V

Short put: &V

where S = strike price and V = fair value of the option contract.

Central counterparty

17.7The Rules willprovide that an Al must measures its exposure to a ce
counterparty as aum of both clearing related exposure and exposure
related to clearing.

17.8The Rules willprovide that unless exempted in the circumstances se
under paragrapti6, noncounterparty credit risk exposures to a cen

17.6CP paragraphs 3940,
67-69. The BCBS LE standarq
are not clear about th
treatment of options in th
banking book. The polic
intent is to apply the sam
treatment as that applied
options in the trading book.

17.7 CPparagraph407-109

Clearing ar
nonclearing exposures a
subject to different treatments

exposures
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Table B

counterparty should be valued according to the provisions in Table B b

Measurement method

(@)
(i)

Clearing related exposure
Non-counterparty credit
exposures arising
derivative contracts

rs
fror
an
securities financing transactio
into with a CCP i
relation to the clearing service
provided by the CCP

entered

These exposures should be calculg
using the measures predad in
other parts of paragraph7 for the
respective type of exposures. H
example, exposures to the underly
assets of derivative contracts sho
be measured as set out in paragrg
17.6and17.16t017.19

(i) Segregated initial margin The exposure value is 0.
iii) Non-segregated initial margin | The exposure value is the nomir
amount of initial margin posted.
(iv) Funded default fun¢ Nominal amount of the funded
contribution contribution.
(v) Unfunded default fun¢ The exposure value is 0.
contribution
(vi) Holding of shares in the CCP | The exposure value is the nomir
amount of shares held
(b) Exposures that are not| The exposures should be calcula

't should be
clearing related exposure to
qualifying CCP is exempte
under paragraph6.1(t).

In relation to (vi), generally
shares are at current book va
plus unpaid amounfparagraph
17 2(b)) | for CCP
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using the measures prescribed
other parts of paragraph7 for the
respective type of exposures. H
example, a loan granted to the C
should be measured according
paragrapii?7.2a).

directly related to clearing
Services provided by th€CP,
such as funding facilities, creo
facilities and guarantees, etc.

17.9 For avoidance of doubt, an Al should also include counterparty credi
exposures arising from derivative contracts and securities fina
transactions entered into with a CCP, unless exempted as set
paragraphl6, in calculating its aggregate exposures to the CCP U
paragrapt3.l

Covered bonds

17.10The Rules willprovide that a@vered bond should be valued:
(a)
(b)

at its nominal value; or
if the conditions (i) to (iii) below are satisfied at the inceptior
the covered bond and throughout its remaining mafwaity0% of
its nominal value.

Conditions:

(i) The pool of underlying assets must exclusively consist of:

T claims on, or guaranteed by, sovereigns, their central banks

shareholdings the intention is
value differently.

17.1QCPparagraphs 92-95

Afcovered bo
distinguishable from othe
securitizations because they ¢
subject to specifiq
legislative/regulatory
frameworks which provide fg
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(i) The

public sector entities or multilateral development banks; and/o

T claims secured by mortgages on residential real estate that
would qualify for a 35% risk weight under section 65(1) of the
Capital Rules if the mortgages had been extended by the Al
holding thecovered bonds and in aggregate have atoamlue
ratio of 80% or lower. To avoid doubt, this 80% or lower
loanto-value ratio requirement is in addition to similar
requirements set out in section 65(1) of the Capital Rules.

nomi nal val ue assigned b
obligations unde the covered bonds should exceed the outstar
(nominal value) of the covered bondsdtyleast 10%. The value of tf
pool of assets for this purpose does not need to be that required
legislative framework. However, if the legislative framewodes not|
stipul ate a
issuer of the covered bond needs to publicly disclose on a regulat
that its cover pool meets the 10% requirement in practice. In addit
the primary assets listed undeondition (i) above, the addition
collateral may include substitution assets (cash or shortliguid and
high-quality assets held in substitution of the primary assets to tg
the cover pool for the purposes of managing the pool) and deri\

cortracts entered into for the purposes of hedging the risks arisi

requi r enrnceonitl adfer al

bondholders tdhvave recourse t
a pool of cover assets assign
for the purpose and also to t
issuer generally, (i.e. th
recourse under the bonds is 1
limited to the cover pool).

17.1Qiii): BCBS LE standard
paragraph 71 with necessar
modification.
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the covered bond programme.

(i) in order to calculate the lodn-value ratio for mortgages secured
residential real estate referred to in (i) above, the operat
requirements includein section 206(i) and (j) of the Capital Rules,
if that section was applicable to the covered bond issuing instity
regarding the objective value of collateral and the frequenc
revaluation must be used.

Investment structures

(@)

(b)

17.11The Rules will provide that investment structures should be va
according to the provisions below:

subject to subparagraphs (b), (c) and (d) below, an Al must af
look-through approach to any investment structure by assignir
exposure to each asset underlying the investment structure.
exposure value to an underlying asset should be mea

according to paragrapv.13

if the amount of exposure to each asset underlying the invesi
structure, measured by the method in paragrapi3 below, is

smaller than 0.25% of its own Tier 1 capital, the Al may assigr,

exposure to the investment structure itself as a dis

17.12CP paragraphs 97-99,
101; BCBS LE standard
paragraphs 73-75.

When checking whether th
exposure to each underlyin
asset may exceed 0.25% of t
Tier 1 capital, the Al needs {
consider only the exposure
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(c)

(d)

counterparty. The exposure should be the current book val

the institutionds i nve =t nmetms
case, the Al would not be required to look through the structu

assign an exposure to each underlying asset;

if the amount of exposure to any asset underlying the invesi
structure, measured by the method in paragrapi3 below, is
equal to or above 0.25% of

assign an exposure to each of these assets at the res
measured value. An Al maghoose to look through to each as
in the rest of the portfolio underlying the investment structure
full look-through as in (a)) or assign an exposure to the invest
structure itself equivalent to the sum of the value of the rema
ofthe pog t foli odbs underl ying as:
paragraph17.13 below, each of which individually is less th
0. 25% t h e al Aé. pastial Iboktbroughl;

of cap

if an Al is unable to identify the underlying assets of a structure

1  where the total exposure amount of its investment in

investment structure does not exceed 0.25% of its Ti

the underlying asset that resu
from the investment in th
structure.

An Al may hold more than on
invesment  structure  eac
satisfying the condition that th
underlying assets cannot

identified and the investme
amount exceeds 0.25% of
Tierl capital. These holding
in the investment structures 3
to be summed together as a
exposur e t o

cliento.
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17.12 In relation to paragrapth7.1ib), an Al must not enter into schemes
avoid the application of a loethrough approach with a view 1
circumventing the exposure limits in tHart, for example, by investing
individually immaterial investment structures with ident
underlying assets.

capital, the Al must assign the total espre amount of it
investment (at the current book value) to the investn
structure itsels a distinct counterparty;

otherwise, it is required to assign tio¢al exposure amount (
its investment in the investment structuce a hypothetica
counterparty <called the A
aggregate all exposures to the unknown client as if they
related to a single counterparty to which the large expg
limit in paragrap8.1would apply.

17.12
CP paragraph100, BCBS LE
standardparagraplve.
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follows:

Where
E(A) =

SA =

NAVA| =

NAV s=

BV

17.13The calculation method to ascertain the exposure value to be assigne
underlying asset referred to in paragrdphli(a), (b), and(c) above is ag

() If the rights of all the investors in the investment structure are
same (i.e. as a class all investors have the same rights to sh
profit and loss and assetthie structure, e.g. investment funds),
exposure to an asset underlying the structure is measured

formula below:

E(A) = Min (Sa X NAV 5 /INAV g), BV)

Al 6s exposure to asset A

The investmentstuct ur ed6s exposur e

in the latest financial report of the investment structure;

Net v al of t he sh

or units of the investment structure;

asset ue

Net asset value of the investmsiructure;

Current book value of the shares or units of the investl

17.13a).CPparagrapH02

17.13a) The formula is nof
explicit from the BCBS LE
standards. It has be¢
developedlocally to cater for
the fact that, in relation t
holdings an investmer
structure that carries leverag
the exposure to an underlyir
asset should take into accoy
the leverage but in any case
capped at the value ¢
investment in the investme
structure.

in

lllustrative example i An
investment fund is financed L
$250 equity shares and $1
debts. Its investments (curre
book value) include $12
bonds, $80 stock A, $90 sto
B and $60 stock C. NAV g
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structure

the fund is $250. Assumin
that an Al holds50% of the
equity shares in this fund, th
NAV of t he Al
fund is $125. Further assun
this is the current book value
the Al 6s hol d
of this fund
exposure to stock A is $80 (i.
leveraged exposure compar
with the case the CIS if pure
financed by e
share of exposure to stock A
$40 (80x 125/250). Thi
exposure is compared with tl
BV of the Al §
the fund because in any case
exposure to an underlying ass
of the fund mst not exceed th
value of its investment in th
fund. Taking this intg
account, its exposure to stock
is $40 (the lower of $40 an
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(b) If there are differences in seniority levels among the investors
investment structure (e.g. securitisation transaction), exposu

the underlyingassets should be measured as follows:

(i) first, ascertain the lower of (I) the value of the tranche in
investment structure in which the Al invests and (Il)
nominal value of each underlying asset included in

portfolio of assets underlying the iestment structure; and

(i) second, apply the pro rat;

tranche to the value determined in (i).

For avoidance of doubt, an exposure to a counterparty that is the issu
rel evant asset underl ying an inyv
nontcounterparty credit risk exposures to that counterparty in the calculat
aggregate exposureader paragraph3.1

$125).

17.13b): CPparagrapH 03

An illustrative example g
provided inAnnex 2.

Non-counterparty

17.14 The Rules wilpr ovi de t h a tcounderpartyAdredlis ris
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credit
exposures
trading Book

in

risk

the 17.1617.17 17.18and17.19

exposures in the trading book include those set out in subparagiapbs

Shares and debt securities
17.15 Exposure in respect of holdings of shares and debt securities sho
measured at current market value.

Derivative transactions and contradtexposure to underlying assets
17.16 Derivative contracts (except for (i) options contracts and (ii) ct
derivative contracts) such as swap contracts, futures contracts and f
contracts must be decomposed into individual legs following se
289(2)(c)(i), (i) and (iii) and sectio@92(1)(c), (d) and (e) of the Capit
Rules as if those rules were applicable to the Al.  Only legs repres¢
noncounterparty credit risk exposure and counterpastgdit risk
exposureare required to be included as an exposure for the purpos
this Part. To avoid doubt, if the decomposed exposure is
hypothetical government bond or interest rate instrument as set out
the Capital Rules above, that exposure can be ignored.

17.17 For a credit derivative contract other than-tafdefault swapswhere
the Al is the protection seller, the Al should recognize an exposure
reference entity measured as the amount due in the case a credi

specified in the contract occurs minus the absolute #toankarket value

17.15CPparagrapl62.

17.16CP paragraphs63 and
85.

17.17CPparagrapl64.
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of the credit derivative cordct.

17.18 For nthto-default swaps, where the Al is the protection seller, the
should either

(a) recognize an exposure to each basket position calculated ¢

notional amount of the instrument multiplied by m: m = max (
min(1, 1.60.2n))
Where n stand®r the number of positions in the basket that nee
default to trigger the payment by the protection seller. L
positions in an ntito-default swap should not be recognized g
credit risk mitigant and should be excluded from the expo
calculaton; or

(b) recognize a risk exposure in the full nominal amount of 1
instrument to each basket position (or group of linked bg
positions).

Other derivative transactions and contracts in the trading book

17.19 For other derivative transactions and contracts in the trading boag
specified in suiparagraphsl7.6 and 17.16 to 17.18 above, a long
position in the underlying obligor should be measured as the amot
loss that would be sustained by the Al if the underlying obligor wg
immediately default and a shortgon in the underlying obligor shou

be measured as the amount of gains to the Al if the underlying obl

17.18CPparagraph$5-66.

The method to deal wit
nth-to-default swaps is loca
specific. This is developed {
answer requests for guidan
on this front.

Nth-to-default credit defaul
swaps a& a form of baske
credit default swap. Th
Ant ho -to-dhe fAanu Iht
to the number of referencg
entities in the basket that mu
default before the conditions
settlement under the swg
contract are met. For examp
a second to default produ
would mean that if any two ¢
the (say) five to ten specifie
reference entities suffered
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was to immediately default.

credit event and the othg
conditions to settlement we
met, the transaction wou
settle (i.e. the protection buy
stops paying the premium ai
receives the difrence of the
principal amount of the nt
defaulted entity and th
recovered value). Th
settlement would however on
rel ate t o t he
entity to default.

See also pard5.3

Divisi

on 8 Offsetting and risk mitigation

18

Offsetting long ang
short positions in thg
trading book

18.1 The Rules willprovide that an Al may offset a long position and sl
position in the same issue of securities in the trading book.

18.2 Two issues are defined as the same if the issuer, coupon, curren
maturity, priority to claim on
are identical.

18.1 and 18.2 CP paragraph
72

Securities are intended to coy
both shares of a company a
bonds.
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18.3 An Al may offset a long position and short position in different issue
securities issed by the same counterparty in the trading book if the s
position is junior, or of equivalent seniority, to the long position.

18.4 An Al may also offset its exposure to a counterparty arising fron
holdings of the securities issued by that counterpay i n t he
book against a credit derivative contract entered into to hedge the ex
if the reference obligation of the credit derivative contract is junior ¢
equivalent seniority to the position being hedged.

18.5 For the purposes of sparagraph48.3and18.49

(a) in order to determine the relative seniority of long and short posi
in different issues of securities, securities may be allocated into
buckets of degrees of seniori
debt 06 and fisenior debto). | f
applied consi st einetpbryolioafcpostiens in ig
trading book;

(b) an Al may choose not to allocate securities to different seni
buckets (in which case, no offsetting of long and short positior
different issues relating to the same counterparty could be recog
or not to apply the offsetting under these subparagraphs in calcu
the exposure to the counterparty.

18.3 CPparagraphd3 and 76

18.4 CPparagraptv4.

18.5 CPparagraph3d5-76.
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19

Credit
Mitigation

Risk

19.1 Subject to paragraph9.3 the Rules willprovide that for the purpose
paragraphl3.1(iv)(a), a category 1 Al must calculate the CRM uncove
portion of an exposure, according to paragré@!3 19.4and19.5

19.2 The Rules willprovide that for the purpose of paragrapB.i(iv)(b), a
category 2 Al must calculate the CRM uncovered portion of

(a) an exposursubject to orbalance sheet netting according to paragr
19.3 and
(b) an exposure covered by recognized collateral according to parg
19.4if the recognized collateral is cash.

On-balance sheet netting

19.3 The Rules willpr ovi de that i f an Al 0s
from an onbalance sheet item subject to recognized netting under a v{
bilateral netting agreementhe Al may calculate the CRM uncover
portion of the exposure as the net credit exposaleulated by Formula
of the Capital Rules, subject to the maturity mismatch adjustments
requirements under section 103(1) and (3) of the Capital Rules, as

Formula 7 and section 103(1) and (3) of the Capital Rules were appl

19 and subparagraphs: CP
paragraph 44 which requireg
CRM techniques to follow th
STC approach

19.1CP paragraphs 5357,
77.

19.2CPparagraptb?.

19.3CPparagraphg9-50.
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to the instittion and (ii) any deposit involved in recognized netting wa
acceptable credit protection under Formula 7.

Exposure covered by recognized collateral

19.4 The Rules will provide that if an exposure of an Al is covered

recognized collateral pursuant to sections 77, 79 and 80 of the ¢

Rules other than collateral within the meaning of section 79(1)(p) &

these sections of the Capital Rules were applicable #lthe

(&) where the Al adopts the basic approach to calculate the credit
the exposure under the Capital Rules, it must calculate the
uncovered portion of the exposure by:

(i) for an exposure other than specified in Table A under parag
17.2 using Formula A below; and
(i) for an exposure specified in Table A under paragfap8 firstly
using Formula A, then multiplying the result by the CCF in Tg
A applicable to the exposure.
Formula A:

CRM uncovered portion = max [0, (original exposum@irrent market
value of recognized collateral)]
Where original exposure means the value of the exposur
calculated according to these Rules.

19.4 CP paragraph 51(b).
BCBS LE standardparagraphs
36-38 and 42

Under the Capital Rules, an 4
IS required to use the ST|
approach to calcule credit risk
capital charge (i.e. a defal
option) unless it applies and
approved to use anoth
approach. The  othg
approaches available are t
BSC approach, which i
simpler and the IRB approac
which is complicated but ma
result in a lower ammt of

capital charge. The BS
approach referred to i
paragraphl 9 . 4 ( a) i
growno Hong K
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(b) where the Al adopts the standardized (credit riakproach tg
calculate the credit risk of the exposure under the Capital Rules
(i) for an exposure with respect to which the simple approa
used to account for the credit risk mitigation effect of recogn
collateral under Division 6 Part 4 of the CapiRules, calculatg
the CRM uncovered portion of the exposure by the same m¢
as uner19.4(a);
(i) for an exposure with respect to which the compreher
approach is used to account for the credit risk mitigation e
of recognized collateral under Division 7 Part 4 of the Ca
Rules, catulate the CRM uncovered portion of the exposure
(I) for an exposure other than that specified in Tablen8er
paragraphl?7.2 as the net credit exposure in Formulg
under section 87 or Formula 4 under section 89 of|
Capital Rules, as the case requires depending upo
nature of the exposure, subject to thédws provisiong
applicable where the recognized collateral consists
basket of securities under section 90 of the Capital R
and the maturity mismatches provisions under section
of the Capital Rules as if those sections and formula
applicable to the institution, and

(1) for an exposure specified in Table A under paragdapB
as the net credit exposure in Formula 3 under sectiorh

to the STC approach and IR
approach made available ung
the Capital Rules locally t
cater for the less sophisticat
Als. In other words,tiis not
an approach recognized in t
Basel capital framework.

Each of the BSC approac
STC approach and IR
approach carries its ow
methods to recognize collater
for credit risk mitigation
method. = However, for th
purposes of these rules, orn
the methods under the ST
approach are acceptable 1
recognizing a wedit risk
mitigation technique.

Given the for
formulation is used in thi
paragraph, which serves
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the Capital Rules, subject to the haircuts provisi
applicable to a basket of securities under section 90 @
Capital Rules and the maturity mismatches provis
under section 103 of the Capital Rules, as if those se
and formula were applicadlo the institution.

(c) where the Al adopts the IRB approach to calculate the credit ri
the exposure under the Capital Rules, the Al should determin
treatment of recognized collateral pursuant to section 78 of
Capital Rules (i.e. simple appr@daor comprehensive approach) a
that section was applicable to thedAl

() in the case where the Al determines that the simple app
should apply (after applying the provision of section 78 of
Capital Rules), calcate the CRM uncovered portion of t
exposure by the same method as under parad@gia);

(i) in the case that where the Al determines that the comprehe
approach should apply (after applying the provisions of se
78 Capital Rules), calculate the CRM uncovered portion of
exposure byhe same method as under paragre@h(b)(ii).

clarify that the BSC and IR
Als under the Capital Rulg
should use the STC metho
for the purposes of these rul
as If those methds were
applicable to them. I

addition, reading togethé
wi th paragrap
i f o formul at |

preclude a STC Al under th
Capital Rules to use the ST
methods for the purposes
these Rules.

Under the STC approach of t
Capital Rues, two methods ar
acceptable to the treatment
exposures covered ¢
recognized collateral. They a
the simple approach and t
comprehensive approach. T
STC approach already h
provisions specifying when t
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use which approach. The ST
and IRB Als are required tg
follow the same specification t
determine which approacko
use under these Ruleg
However, as BSC Als are on
required to use the simp
approach under the Capit
Rules, they should also use t
same approach under theg
Rules (sed.9.4b)(i)).

The simple approach involve
substituting the riskveight of
protected exposure by that
the issuer of the collater
under the Capital Rule
However, since the concept
risk-weight substitution doe
not apply to the LE framework
t hese r ud vedcs

collateral recognition criteri
under the simple approach b
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apply HfAexposu
take into account recognize
collateral. The method |
adapted in these Rules as

out in Formula A.

The comprehensive approa
applies fAexmadg
take into account recognize
collateral, subject to prescribg
haircut to the value o
collateral.  This approach

by and large fully imported int
these Rules.

Similar to recognize(
collateral, the BCBS LE
framework only accept
recognized guardee and
recognized credit derivativ
contract under the ST
approach, even if an Al uses
different approach for capitg
calculation purposes
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Exposure covered by recognized guarantee or recognized credit derivati
contract
19.5 The Rules willprovide thaif an exposure of an Al isovered by
(a) arecognized guarantee pursuant to section 98 of the Capital Rulg
that section was applicable to the institution or
(b) a recognized credit derivative contract pursuant to section 99 ¢
Capital Rules, other than a credit linked notejfabat section was
applicable to the institution,
the Al should calculate the CRM uncovered portion of the exposu
Formula B below:
Formula B:
CRM uncovered portion = max {0, (original exposuré * (1-Hx))}
wherei
original exposure means thealue of the exposure as calculated accordi
to these Rules.

G maximum liability of the credit protection provider to the Al undg
the credit protection; and
Hs = haircut applicable in consequence of a currency mismatch, if any

pursuant to the staadd supervisory haircuts specified in Schedu

Therefore t h
formulation is also applie
here.

19.5 CP paragraph$l1(a) and
52; BCBS LE standard
paragraph86, 37, 38 and 42
19.5b):CP paragraphs46, 52
and 7476; BCBS LE standard
paragraptb3.
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7 of the Capital Rules, subject to adjustment as set out in sectic
of the Capital Rules

The credit protection acognized guarantee and recognized credit

derivative c¢ont rundet Fomula p isigeetmotthe d
maturity mismatch adjustments and requirements under section 103 ¢
Capital Rules.

(c) a credit linked note (i.e. the Al seeking credit protection is
protection buyer and the issuer of the note), the CRM unco
portion ofthe exposure is calculated pursuant to the methodolog
out in paragraph 11.5 as if the exposure was secured by the amc
sales proceeds of the note as cash deposits.

20

Overlap of coverag
of credit risk
mitigation

0.1 The Rules willprovide that if a portion of an exposure is covered by n
than one form of recognised credit risk mitigatias set out irparagraph
19, an Al should use the form of credit risk mitigation specified
paragrapt?0.2to calculate the CRM uncovered portion of the exposure

0.2 The form of credit risk mitigation referred to in paragin 20.1is the one
which would result in the lowest riskeighted amount of the exposu

covered by the overlapping credit risk mitigation if Division 5 to Divig

BCBS LE standardparagraph
42 provides that a bank muy
reduce the value of th
exposure to the origing
counterparty by the amount
eligible CRM technique
recognised for ristbased
capital requirement purpose
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9, Part 4 of the Capital Rules aapplied to calculate the riskeighted
amount of the exposure, as if these Divisions were applicable t
institution.  If the riskweighted amount is the same for two or more fo
of credit risk mitigation, an Al may choose any one of the forms afitc
risk mitigation at its discretion.

Accordingly the proposal il
paragraph 20 follows the
treatment for multiple
recognized credit rs
mitigation under Capital Rule
section 102(2).

PART 71 Limit on exposures to connected parties [CurrenBO s83]

Division 1 General

21

Application of Part 7

21.1 This Part willbe expressetb applyto Alsincorporated in Hong Kong

22

Interpretation of Par
7

22.1 Thefollowing definitions will be included for terms used in Part 7

1 AEXxposure has the same meaning given in paragraghabove.
1 fRelatived in relation to a person, meansthe r s-on 6 s :
(@) lineal ancestor;
(b) stepparent and adaptive parent;
(c)  brother and sister;
(d)  spouse (include anyone living as such);
() spousebds -parent andadaptive paeerg;
)] spousebdbs brother and siste
(g0 son and daughter; and

(h)  specified descendent;

In  response to industr
comments, we have determin
to streamline the definition ¢
relative taking into accour
international practices and loc
circumstances.
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and for the purposes of this definition, son includes-step and
adopted son and ddugr includes stedaughter and adopte
daughter;

fiLineal ancestoo, in relation to a person, means fheer s on 6
grandparent, great grandparent and so on;

fiNon-listed company means a company no
stock marketbut shall not mclude any public statutory corporatio
designated for the purposes of this definition by the Financiakeyg
by notice in the Gazette;

fiRecognized stock market has t he same mean
1 of Schedule 1 to the Securities and Fut@etinance (Cap 571);
ASpecified @scendert, in relation to a persormmeansthep er s
grandson and granddaughter, grg@ndson and great granddaugh
and so on.

Cf BO s79(1).

Recognized stock market
copy from current BO sectio
2(1).

Divisi

on 2 Limit on exposures to connected parties

23

Limitation
exposures
connectegarties

on
tq

23.1 The Rules will provide that sbject to the exemptionseferred toin
paragraph25.1, an Al must not incur exposuresalculatedas set out i
paragraplt27.], to, or on behalf of

(a) any person or body specified in paragragl if the aggregate
exposures to those persons and bodies wexteedl5% of its Tier

1 capital,

This seeks to replicate th
substance of the 3 limits und
BO s83(1) and (2).

BO Section 81A(1)(a)(ii) (ag
inserted by the BAO) provide
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(b) any one or morg@ersons who armdividuals specified in paragrap
26.1if the aggregate exposures to those individuals wexitded 5%
of its Tier 1 capital,

(c) any person who is amdividual specified in paragrapB6.1 if the
total exposures to thaingleindividual would excee&10,000,000.

that the MA may make Rule
prescribing limits on exposure
to a party connected to the Al.

24 | MAmay varythe [24.1 The Rules willprovide that subject ta proceduresimilar to thatset out inf BO Section 8A(3)()) (as
limit on connected Rule 11 of the first batch of Rés (and also in paragraph 9 abotre MA | inserted by s9 of the BAQ
partiesexposures may, by notice in writing served on an Al vary the limit referred t¢ empowers the MA to vary, i

paragrapt23.1above applicable to the institution if the MA is sh#id, on| accordance with a procedu
reasonable grounds, that it is prudent to make the variation, takin¢ set out in tle Rules and i
account (a) the risks associ at gcircumstances set out in ti
connecteccounterparty exposures; (b) any risk mitigation measures { Rules, a limit applicable to a
by the Al to manage tise risks; (c) the risks associated with any such| Al.

mitigation measures and (d) any other factors as the MA may cor

relevant.

Division 3 Exempted exposures

25 | Exemptions of 25.1 Exemption of &posuresas mentioneth paragrapt23.1shouldinclude:
exposures t¢
connected partie (a) exposure to the extent which it has been written off in the boo| Cf BO  s83(3). Not

from paragrapi23

the institution

necessary t@xemptexposureg
covered byspecific provision
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(b) any exposare in circumstances where the MA has consented to
exposures not being taken into account in calculating whether t
has reached the limit referred to in paragr&@il(a), (b) and (c),
subjectto any conditions thahe MA may think proper to attach {
theconsent

because calculation of expost
under the Rules will ba@et of
specific provision.

Cf BO s83(4A)

BO <ction 8AQR)(i) (as
inserted by s9 of the BAC
empowers the MA, to conser
subject to any conditions th
MA thinks fit, to the incurring
of specified exposure
generally or in a particular caj
or class of cases such that {
exposures need not be tak
into account in calculatin
whether an Al has reached
limit under the Rules.

Divisi

on 3 Calculation of aggregate expases toall connected parties

26

Scope of connecte
parties

26.1 For the purposes dhe limits referred to iparagrapt23.1(a), (b) and(c),
the following persons and bodislsould bespecified

(a) any director of thenstitution

Cf s83(4)BO.
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(b) any relative ofany such director;

(c) any employee of theinstitution who is responsible (eithe
individually or as a member of a committefey approving loan
applications;

(d) any relative of any such employee,;

(e) any controller or minorityshareholder controller of the instito
(other than arAl, or a bank incorporated outside Hong Kong wh
is not anAl but is approved by theMA for these purposes of thig
paragraph)

() any relative of an individual who is a&ontroller or minority
shareholdecontrollerof the institution

(g9) any firm, partnership or nelisted companyother than arAl, or a
bank incorporated outside Hong Kong which is notAdnbut is
approved by th&A for thesepurposes) in which th&l or any of its
controllers, minority shareholder controllers or directpnsluding
their relatives inthe case of individuals) is interested as direc
partner, manager or agent; and

(h) any individual, firm, partnership or ndisted company of which an
controller, minority shareholder controller or director of thAé
(including their relatives ithe case of individuals) is a guarantor.

AControll ero,
sharehol der ¢
paragrapl26 which are already
defined in BO s2(1). W
intend to apply the san
meaning to these terms in th
Part. We understand
separate definition is N
required.

27

Calculation

of

27.1 For the purposes of this Pan Al should calculate an exposuie a

The policy intentis that only
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exposures

connected partpy the same methods specified inparagraphl3 above
subjectto the following exceptions:

(8 inrelation tosulparagraph3.1(iv), an Al mustapplysubparagrapl
13.1(iv)(a), i.e. by the methocpplicable to a Category dnder
paragraphl19.], to calculate the CRM uncovered portion of
exposureeven if the Al is a CategoryA; and

(b) in relation toan exposures covered by recognized collateral u
paragraph19.4 real prgerty is deemed to be a recoguz
collateralfor the purpose of calculating an exposure to a conne
party, provided that the requirements specified in section 77(a)
(c), (d), (e), (ea), (fand (g)of the Capital Rulesre satisfied If
section 77 does not apply to the institution underGhpital Rules
the institution should make the calculation agh#é sectiondid

apply

27.2 The rules willprovide thatih an Al 6s
valued in accordance with this Division at fair value, rule 4 applie
determining theair value.

exposure t

the portion of connecte
counterparty exposures that

not covered by recognize
collateral, a recognized
guarantee or a recognized

credit derivative contract wil
be subject to the exposu
limits. For this purpose,
recognized collateral includg
real property (which is noto
be recognized or accepted
under Part 6).

27.2 Cf rule 14(3).

28

Supplementary
provisions

28.1 The provisions of this Part shall applyaon exposure arising fromfacility
granted to or on behalf of a person or body jointly with another pers
body as they apply to a facility granted to or on behalf of a person or

severally.

CfBO s83(5).
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28.2 For the purposes of paragrapB3.1(b), 23.1(c) and 26, an exposurg
incurred to any firm, partnership or nbsted company which a persq
specified in subparagrai6.1(a), (b), (c), (d), (e) or (f) is able to control
shall bedeemed to bencurredto that person.

Cf BO s83(6)

PART 81 Limit ation on advances to employees [Curre0O s83

Division 1 General

29

Application of Part 8

29.1 The Rules willprovide for his Partto applyto all Als.

29.2 The Rules will provide that, m relation to anyAl incorporated outsid
Hong Kong, this Paighouldapply only to its principal place of business
Hong Kong ad its localbranches, and shouldb so as if that principa
place of business and those branches were collectively a sefarate

Cf BO s85(1)

CfBOs79(4)

BO Section 81A(3)(e) (a
inserted by s9 of the BAC
provides that Rules made |
the MA may specify in reget
of an Al incorporated outsid
Hong Kong that any provisio
of the Rules is to apply only {
the business of the Al in Hon
Kong.

30

Interpretation

30.1 The following definitionswill be included for use in Part8
Value means current book value;

Cf BO s79(1) the definition o
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Unsecuredmeans granted without security, or in respect of any advq
loan or credit facility granted or financial guarantee or other liab
incurred with security, any part thefewhich at any time exceeds ti
currentmarket value of assets constituting theturity.

Security means such security as would, in the opinion of the MA
acceptable to a prudent banker.

value.
Cf BO s79Q) the definition of
Afunsecuredo art

Divisi

on 2 The limitation

31

Limitation
advances
employees

onB31.1

tc

31.2

The Rules willprovide that a Al shall not, without the written consent

theMA given generally or in any particular case or class of case, prov

any one of its employees any facilig specified in paragrap81.2to an

aggregate of swuch facil.i

employee.

For the purposes of paragraph.1the following facilities are specifieid
(@) the granting, or permitting to be outstanding, of unsec

advances, unsecured loans or unsecureditci&cilities including

unsecured letters of credit;

the giving of unsecured financial guarantees; and

amount

(b)
(©)

the incurring of any other unsecured liability.

Replication of BO s85(1) ang
(2).
BO section 81A(1)(a)(iii) (as
inserted by the BAO) provide
that the MA may make Ruleg
prescribing limits on exposuré
to employees of the Al.
BO section 81A(3)(i
empowers the MA to conser
subject to any conditions th
MA thinks fit, to the incurring
exposure
generally or in a particular cas

of specified

or class of ases such that th
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exposure need not be taken ir
account in calculating wheth¢
an Al has reached a limit und
the Rules.

32 | MAmay vary the
limit on advances to
employee

32.1 The Rules willprovide that subject ta proceduresimilar to that set out

in Rule 11 (and also in paragrap® above)the MA may, by notice in
writing served on an Al vary the limit referred to in paragraflil above
applicable to the institution if the MA is satisfied, on reasonable grot
that it is prudent to make the variation, taking into account (a) the
assoadt ed with the | evel 0 r osucedonao
employee of the Al(b) any risk mitigation measures taken by the A
manage these risks; (c) the risks associated with any such risk miti

measures and (d) any other factors as thenhd# consider relevant.

Section 81A(3)(j) of the BO (a
inserted by s9 of the BAC
empowers the MA to vary, i
accordance with a procedu
set out in the Rules and
circumstances set out in tl
Rules, a limit applicable to a
Al.

Part 9: Limit on holding of interest in land [Current BO s88]

Division 1 General

33 | Application of Part 9

33.1 The Rules willprovide for this Part to apply to Alacorporated in Hong

Kong.

Cf BO s88(1).

34 | Interpretation of Par
9

34.1 The Rules willpr ovi de

for t veleed d ¢t iehier
paragrapl85) as representing the current book value.

Division 2 Limit on the holding of interest(s) in land
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Limitation on theB5.1 The Rules willprovide that a Al shallnot purchase ohold any interest ol BO <section 81A(1)(b)(ii) (as

holding of interest(s] interests in land situated in or outside Hong Kong of a value or { inserted by the BAO) provide
in land byAl aggregate value, as the case may be, in exces3psr cent of the Tier | that the MA may make Rulg
capital of the institution. prescribing limits on thg¢
holdings of interests in land [

an Al.

To support the repeal of B
section 90, a new limit (in th
form of an aggregate lithon
all interests in land) i
introduced under paragraf
35.1 with a view to regulating
an Al 6s I nt e
premises. For backgroun
section 90 prescribes ¢
aggregate limit on th
exposures under section 83
(connected party exposure
section87(1) (equity exposure
section 88(1) (exposure

interests in land excluding bar
premises) and section 88§(
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35.2 The Rules willprovide that an Al shall not purchase or hold any intere
interests in land situated in or outside Hong Koexgeptthe interest or
interests in landare excludedin paragraph35.3 of a value or to a
aggregate value, as the case may be, in excess of 25 per cent of thg
capital of the institution.

35.3 For the limit set out undgyaragrapiB5.2 interest or interests in land do

not include dand situated in or outside Hong Kong to any value, wherg¢

(bank premises). There 4
separate exposure limit for ea
of the first three types ¢
exposure but not the exposy
in bank premises undeection
88(2). Therefore the ne
limit under paragrapt85.1 is
proposed so that, after ti
repeal of section 90, all types
exposures covered uad the
aggregate limit of section 9
will eventually be regulated b,
individual limits separately.

The current limit set out in B(
s88(1) is replicated undg
paragrapt85.2 but the limitis
rebasedo Tier 1 capital rathe
than total capital base.
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35.4

occupation of such land is, in the opinion of the MA, essary for
conducting the business of the institution or providing housing or ame
for staff of the institution.

For the purposes of paragra@b.3 but without limiting the generalit
thereof, the MA may in his discretion regard as necessary for condl
the business of an Al the whole of any premises in which an office ¢
institution is situated.

Replication of BO s88(3).

36

MA may vary the
limit on holding of
interest(¥in land

36.1

The Rules will provide that subject ta proceduresimilar to that set out i
Rule 11, the MA may, by notice in writing served on an Al vary the i
referred to in paragra@b.1and35.2above applicable to the institution
the MA is satisfied, on reasonable grounds, that it is prudent to mal
variation, taking into account (a) the risks associated with the ley
concentr at i aaquisitori or holdiagofAntedests indnd (b)

any risk mitigation measures taken by the Al to manage these risks;

risks associated with any such risk mitigation measures and (d) any
factors as the MA may consider relevant.

Section 8A(3)(j) of the BO (as
inserted by s9 of theBAO)
empowers the MA to vary, i
accordance with a procedu
set out in the Rules and

circumstances set out in tl
Rules, a limit applicable to a
Al.

Divisi

on 3 Exempted interests in land

37

Exemption
interests in land

of

37.1

For the purposes of this Pathe assessment of the value of interest
land shall not take into account the value of any interest in land mortg

(or otherwise provided as securitg)the Al to secure a debt due to the

Replication of BO s88(5).
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nor the value of any interest in land acquired pursuaneritry into
possession of land so mortgagéd over which security is enforceg
provided that the interest acquired is disposed of at the earliest sy
opportunity, and in any event not later th&onths after its acquisitio
or within such furtler period as the MA may, in writing, allow in a
particular case.

Part 10: Transitional provisions for Parts 4, 5, 6 8 and 9

38

Interpretation  of
Part 10

38.1For the purpose of this Part, commencement date means the ¢
commencement of this Part of the BELAR, i.e. 1 January 2019.

The transitional provisions a
intended to grandfathe
approvals / consents etc th
are in force immediately befof
the commencement dat
Reference has been made
similar transitional provisions
under BO s148A.

39

In relation to
section 79A of the
BO

39.1 The Rules willprovide that if a written notice given under section 794
the BO specifying certain basis with respect to which section 81, 83
of the BO that applies to an Al is in effect immediately before
commencement date, then, on and fitiat date, a riacce under Rule @)

is deemed to be issued to the Al to calculate its aggregate exposure;

The MA has only implemente
the Aconsolid
case of BO sdions 81, 83, 87
88 and 90. This set ¢
proposals has omitted BO
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Part 6, aggregate exposures to connected parties under Part 7 or ag section 87  because i
value of interest in land under Part 9, as the case may be, on the san transitional provisions hav,
as speified in the written notice. already been covered in Part
of the Rules. This set of
proposals also omitted BG
section 90 because this sect
will  be repealed withou
replacement of a similar lim
in these Rules.

In  relation to| 40.1The Rules willprovide if immediately before the canencement date the| Subject matter of current B
section 87A of the is in effect an approval given by the MA under Section 87A(2)(a) of the| s87A s covered by Part 4 (¢
BO (Part 4) or deemed to have been granted under Section 87A(3) of the B( this set of proposals
approval is deemed to be given by the MA under the provision as refer|
in paragrapht.1(a) on the commencement date.

40.2The Rules willprovide that if immediately before the commencement
there is in effect a notice served upon an Al under section 87A(4) of th
the notice is deemed to be served on the Al by the MA under the provis
referred to in paragraph2on the commencement date.

40.3The Rules will provide thaf immediately before the commencement d
any period allowed under ct@gon 87A(8(b) of the BO had nogxpired, then
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on and from the commencement date, the unexpired portion of that pe
deemed to be a further period allowed or approved [consented to] as r¢
to in, and for the purposes of, the provision reféro in paragrapi.5b) as
if the MA has given the approval [consent] on that date, and the provisic
these Rules should apply accordingly.

In  relation to| 41.1 The Rules willprovide that if immediately before the commencement { Subject matter of current B

section 80 of the
BO (Part 5)

41.2 The Rules willprovide that if at any time before the commeneatdate,

there is in force an approval given by the MA under section 80(2) g
BO, the approval is deemed to be given by the MA under the provisi
referred to in paragrapB.2 on the commencement dageibject to a
condition that tke approval shall expire on its first anniversary.

an Al has lawfully granted any advances, loans or credit faci
(including letters of credit), or given any financial guarantee or incy
any liability, against the security of capHalnature instruments issued
i

(a) the Al itself; or

(b) any holding company of the institution;

(c) any subsidiary of the institution; or

(d) any other subsidiary of any holding company of the institution,

then, in so far as those advances, loans, credit facilities, financial gua

s80 s covered by Part 5 of th
set of proposals The
transitional arrangement und
paragraph41.1 is designed tc
be applicable only for one ye
after the commencement da
Thereatfter, Als shodl
approach the HKMA for thg
relevant consents or approva
necessary.

41.2is meant to exempt thos
advances etc which alrea
exist on the commenceme
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or liabilities are concerned, paragragh4 and6.2 shall operate as if th
references to capitéth-nature instruments in paragraphd and6.2 were
deleted.

date. The wording is basé¢
on BO s83(8).

42

In relation to BO
section 81 (Part 6)

42.1 The Rules willprovide that if immediately before the commencement

there is in effect ancaeptance given by the MA in respect of a com
letter under Section 81(6)(b)(ii) of the BO, the acceptance [a consent]
be deemed to be given by the MA under the provision referred
paragraphl6.1(i) on the commencement deaddbject to a condition that th
acceptance [conserghall expire on its first anniversary

42.2 The Rules willprovide that if immediately before the commencement

any period allowed under section 81(6)(i)(i)) of the BO had not exp
then, on and from the commencement date, the unexpired portion (¢
period is deemed to be a further period allowed or approved [consent
as referred to in, and for the purposes of, the provision referred
paragraph6.1(l) as if the MA has given the approval [consent] on that ¢
and the provisions of these Rules should apply accordingly.

42.3 The Rules will provide that if immediately before the commencement ¢

any period allowed under Section 81(7) of the BO had not expired, the

and from the commencement date, the unexpired portion of that per

Subject matter of cuent BO
s81 s covered by Part 6 of th
set of proposals

The transitional arrangemen
under paragraphs42.1 is
designedto be applicable only
for one year after th
commencement dat
Thereatfter, Als shoul
approach the HKMA for thg
relevant consents or approva
necessary.

86



deemed to be a further period allowedapproved [consented to] as referr
to in, and for the purposes of, the provision referred to in paragd@ifk)
as if the MA has given the approval [consent] on that date, anc
provisions of these Rules should apply accordingly.

43

In relation to BO
section 85 (Part 8)

43.1The Rules willprovide that if immediately before the commencement
there is in effect a written consent given by the MA under section 85(1)
BO, the consent is deemed to be given by the MA under the pro
referred to in paragraf@i.1on the commencement date.

Subject matter of current B
s85 s covered by Part 8 of th
set of proposals

44

In relation to BO
section 88 (Part 9)

44.1 The Rules willprovide that if immediately before the commencement
there is in effect an opinion given by the MA under section 88(2) of the
the opinion is deemed to be given by the MA under the provision refert
in paragrapl85.3on the commencement date.

Subject matter of current B
s88 s covered by Part 9 of th
set of proposals

44.2 The Rules willprovide that if immediately before the commencahdate
there is in effect a discretion exercised by the MA under section 83(3)
BO, the discretion is deemed to be exercised by the MA under the pro
referred to in paragra@b.4on the commencement date.

44.3The Rules willprovide that if immediately before the commencement (¢

any period allowed under Section 88(5) of the BO had not expired, the
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and from the commencement date, the unexpired portion of that per
deemed to be a further period allowed or appra&deferred to in, and fqg
the purposes of, the provision referred to in paragBphas if the MA has
given the approval on that date, and thievsions of these Rules app
accordingly.
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Annex 1
Guidance on grouping of related counterparties

Introduction

1. An Al 0s exposures to a group ofsilnignked c
count e rlapga rexpgsares limit. The criteria on the grouping of
counterparties that are regarded as dli
paragraphlO of Part B of this set of proposalsThe high level principles for
including an entity into a group of linked counterparties are

by controlling interest (paragrad®.l(a), (b), (c) and(d) i the meaning of

Acontrol o is ®WPated in paragraph
by or in relation toeconomic interdependeng¢paragraphlO.1(e), (f) and
(9))

Linking by controlling interest

2. In simplified terms, linking by controlling interest is to combine a given
counterparty, its controllers, its subsidiargesd its fellow subsidiarieghat are
also counterparties of the Al as a group of linked counterparties.

3. For example, in Diagram 1 below assuming that A is the holding company of A1,
A2, A3 and A4: H the entities falling within this controlling structure that are
counterparties of thal should be regarded as a group of linked counterparties of
the Al. To avoid doubt, a subsidiary should be included in the linked group of
counterparties even if its holding company is not a counterparty of the Al. For
example, in Diagram 1 if A is n@t counterparty of the Al but,AA,, Az, Ag are,

A; to A4 should still be treated as a group of linked counterparties of the Al.
Similarly, if A; is not a counterparty of the Al butzAs, Az should still be
included in this group of linked counterparties.
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Diagram 1

\
.

A, A,

Linking by economic interdependence

4. According to paragraph0.1(e) of Part B of this set of proposals counterparty
(2) should be included ingroup of linked counterparties if:

the counterparty (2), is not related to the given counterparty (X) by virtue
of controlling interest, but is so interconnected with any person mentioned
in paragraph 1@a) to (d)(i.e. the given counterparty (X) and pens who

are themselves counterparties and are linked to the given counterparty (X)
by controlling interest) that if one of them was to experience financial
problems, in particular funding or repayment difficulties, such a
counterparty (Z) would also beké&ly encounter funding or repayment
difficulties.

5. Theinterconnection concept leading to-walnerability describedn 4 above is
referred tdbelowas theeconomic interdependencsdteria

6. As noted in relation tparagraphl0.1of Part B of this set of proposalse MA
may publish guidnceon the requirements in paragrapbl(e). Set out below
is an outline of the proposed operational guidance for tkeoromic
interdependenceriteria.
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7. Firstly, an Al is required to identify possible counterparties linked by the
economic interdependence criteria to a counterparty only if its exposures to that
individual counterparty exceed 5% of its Tier 1 capital. If thigshold is not
exceeded, it is up to the Al to decide whether to apply the economic
interdependence criteria to exposures below the limit for the purposes of
enhanced risk management. Als are encouraged to identify and group
counterparties which consite a single risk to the extent practicable for risk
management purposes.

8. Secondly, an Al should assess whether the financial problems of a given
counterparty (Y) (picking up the exampleparagrapht abovel Y could be the

given counterparty X or angf the counterparties connected to X by controlling

interest) would be expected to lead to difficulties in another counterparty (2)

taking into account the following considerations (BCBS LE standards paragraph

26):

(@) 50% or more of the gross receipts orggexpenditures (on an annual basis)
of the other counterparty (Z) are derived from transactions with the given
counterparty (Y);

(b) the other counterparty (Z) has fully or partly guaranteed the exposure of the
given counterparty (Y), or is liable in resp@dtthat exposure in any other
manner (e.g. by the giving of an indemnity), and the exposure is so
significant that the counterparty (Z) is likely to default if a claim occurs;

(co a significant part of the othehle count et
given counterparty (Y), and the given counterparty (Y) cannot easily be
replaced by other customers;

(d) the expected source of funds to repay the loans of both counterparties (Y and
Z) is the same and neither counterparty has another independent source of
income from which the loans may be fully repaid; (LE FAQ Q4)

(e) itis likely that the financial problems of the given counterparty (Y) would
cause difficulties for the other counterparty (Z) in terms of full and timely
repayment of liabilities;

() the insolverny or default of the given counterparty (Y) is likely to be
associated with the insolvency or default of the other counterparty (2); or

(g) Both counterparties (Y and Z) rely on the same source for the majority of
their funding and neither counterparty hastheo independent source of
funding.

9. Thirdly, economic interdependence is directional. For example, in Diagram 2
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below, A and B are holding companies of two separate groups. Assuming that the
economic interdependence criteria apply andsBzconomicallydependent on A

(i.e. a problem in A will lead to a problem in B); Bas to be included in the

group to which A belongs. The next paragraph will further elaborate upon the
extent to which the entities in ABO shou
economic interdependence relationship does not hold in the reverse direction, i.e.

a problem in Bwill not lead to a problem in A, it is not necessary to include Ain

the ABO group.

Diagram 2

o

o
o

Ag B,

o

1
l A2
\ | |
l A4

o

10. Fourthly,with reference to practices proposed by other major jurisdictwaimsn
a counterparty ( 03 eednanically depecdent ontarothprar t y 0 )
counterparty and hence has to be included in the group to which the other
counterparty belongs, all then¢ i t i es f@Abel owo the relevan
organisation structure should also be included in that group. Following the
previous example (i.e.iBs linked to A by economic interdependence)sBould

al so be included i n t hkeng behnd grauping dhp . The
entities fibel owo0 i s t hdtshighlylikelyhthatther ob |l e m
entittesunder®®s contr ol wi || al so be affected.

uncertain whether the problem will spread to the controbéf3;. Therefore,
grouping of the controllers (i.e. B in this example) of the entity linked by
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economic interdependenceasly requiredif B is also economically dependent
on B;.

11. Based on the example in Diagram 2, assuming that all the entities stated
counterparties of the Aand B is not economically dependent o, Bhe
following two groups of linked counterparties should be identified:

Diagram 3
Group 1 Group 2

3
M~

‘@l.@ oy

12. Lastly, notwithstanding the threshold referred to in paragraph 7 ahsveyted
in that paragraph Als are encouraged for risk management purposes (over and
above the requirements in the Rules) to identify and monitor counterparties
which constitute a single risk to the extent practicable and possible. This
concept is illustated through the example in Diagram 4. In this casesC
economically dependent o, A This is different from the example in Diagram
2 in that G is economically dependent on a subsidiary rather than the holding
company in the AAO group.
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Diagram 4
IA\ C
; . |

l Al
\

l A3

Ay G
I I

Ay G

13. Following the policy intent stated above, the following two groups of linked
counterparties should be identifiqhssuming that C is not economically

dependent on £
Diagram 5
Group 1 Group 2

3_
o I
‘@l@ @)




14. If A,is not a counterparty oftt®l or t he Al,isdesseahampSeodfur e t o
the Al 6s Tier 1 capital, the Al woul d n
possible counterparties linked t@ By economic interdependence. Accordingly
it is legitimate for the Al to omit Cand Gint he A A0 group under
Notwithstanding this, if the Al is aware of the economic interdependence relation
between A and G, it is encouraged to includee@d Gi n t he AAO group
single risk for risk management purposes.

Grouping of sovereiqn exposures

15. Paragraph 16 of Part B of this set of proposatevides that exposures to
specified sovereign entities are exempted from the single counterparty large
exposures limit. Exempted sovereign entities include the Government
(including exposure fothe account of the Exchange Fund, through the holding
of Exchange Fund Notes and Bills)cantral governmeni@a central bank and a
sovereign foreign public sector entity. While a hard limit does not apply to
these exposures, exposure concentration to a sovereign group will in future be
subject to an additional riskeight addon under the regulatory capital
framework, the effect of which will be to require Als to hold additional capital to
reflect the additional risk. See Part C for further details

16. Reflecting the above exemptiorarnagraph 11 of Part B of this set of proposals
provides that when consideringgeoup of linked counterparties, if two or more
counterparties that are not themselves exempted sovereign entities are controlled
by or are economically dependent on a counterparty that is an exempted
sovereign entity, and are otherwise not connected,etlumsinterparties are
deemed not to be a group of linked counterparties. This is illustrated by the
example below.

95



Example
Consider sovereign X and its connected entities:

Sovereign X

[ | |
Policy Bank P SOE A SOE B| ¢ | SOE C

Subsidiary D
'—~ Subsidiary E

C— Economic

interdependence
where,

- E is economically dependent on D (iagproblem in D will cause difficulty in E;
assuming that th&% thresholdcondition as referred to under paragrapho
applyeconomic interdependentsesatisfied)

- C is economically dependent on B (i.e. problem in B will cause difficulty in C;
assuming that th&% threshold condition as referred to underggraph7 to
applyeconomic interdependentsesatisfied)

Without the provision of paragradii of Part B of this set of proposalsormally X, P,
A, B, C, D and E should constitute a single group of linked counterparties.

In a nutshell, the provision of paragraphallows P, A, B, C to be treated as separate
groups, unless they themselves are connected (e.g. B and C).

It is necessary to find out whether an entity connected to X éentral bank or
sovereign foreign public sector entity first. If yes, it is not necessary to group the
entity with other entities connected to X. In this example, if P is a sovereign foreign
public sector entity, it will not be necessary to group f wther entities connected to

X such as A, B and C.

If however P is not a sovereign public sector entity, considering P and A:
they are not exempted sovereign entities;
they are controlled by X (an exempted sovereign entity) and otherwise not
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connected.

According to paragraphl of Part B of this set of proposaB and A are deemed not

to be a group of linked counterparties. Accordingly, an Al should treat P and A as
two separate groups and the single counterpargye exposure limit should apply to
each of them separately:

- Sovereign Xi P group (in this example, include X and P)
- Sovereign Xi A group (in this example, include X, A, D and E)

It is worth mentioning that while X is included in each of the P anddmg the
exposures to X are exempted because X is an exempted sovereign entity. In future
when an Al reports large exposures to the HKMA, it will be expected to follow the
above convention to label a sovereign group. (The reporting requirements will be
imposed pursuant to a power already available under section 63(2) of the BO.)

Apart from the P group and A group, following the principles for grouping linked
counterparties as clarified above, the following groups which are connected to

sovereign X shouldlso be identified:

- Sovereign Xi B group (in this example, include X, B, E and C)
- Sovereign Xi C group (in this example, include X and C)
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Annex 2
Example of an investment structure with different seniority levels

Consider a securitisation structwensisting of mortgage loans as described below:
1. the asset pool includes 70 loans with a nominal value of HKD 1m each and one
loan worth HKD 30m
2. the tranches are:
A equity tranche: HKD 20m
A mezzanine tranche: HKD 30m
A senior tranche: HKD 50m

An Al holds HKD 20m (100%) of the equity tranche and HKD 3m (10%) of the

mezzanine tranche

3. The Al 0s eachgfthes 40 foans wodh HKD 1m in the equity tranche is:
min(value[equity tranche],value[loan])*(percentage share of tranche held by the
Al)
=min(HKD 20m, HKD 1m)*100%= HKD 1m

4. The Al 0s eaclpobtbheud0 doans worth HKD 1m in the mezzanine
tranche is:
min(HKD 30m, HKD 1m)*10% =HKD 0.1m

5. The Al 6s exposure to the |l oan worth HKD 3
min(HKD 20m, HKD 30m)*100% = HKD 20m

6. The Aposue toghe loan worth HKD 30m in the mezzanine tranche is:
min(HKD 30m, HKD 30m)*10% = HKD 3m

Notes

-Exposures from different tranches have to
exposure to the underlying loan. For example, the exposwracdciwof the 70 HKD

1m loans is HKD 1.1m (HKD 1m + HKD 0.1m)

- The Al only needs to apply the lodkrough approach to exposures equal to or

above 0.25% of its Tier 1 capital

- The Al would be required to identify third parties (such as originators, fund
manages, liquidity providers and credit protection providers) that may constitute an
additional risk factor inherent in the investment structure itself rather than in the
underlying assets (see pgraph 15.2 of Part B of this set of proposals
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Annex 3
Example for exposure of a local&B to a GSIB-linked Group
Consider the following example:

G-3IB
(Holding)

Local G-SIB Subsidiary A Subsidiary B Company D

SubsidiaryC

In the example, the companies in the box constitutesdB3inked group.
The local GSIB must not have exposures in excess of 15% of its tier 1 capital to (i)
the GSIB-linked group® as well as, (i) to any individual group member

! Negative exposures to any&Blinked group member are set to 0 when aggregating.
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