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1.  Executive Summary


2.  Background papers on each major accounting change

· Interest Recognition on Impaired Loans

· Provisioning 

· Available-for-sale Instruments (“AFS”)

· Cash Flow Hedges

· Consolidation of Special Purpose Entities (“SPE”)

· Land and Interest in Land 

· Fair Valuation of Own Credit Risk

· Classification of Revenue from New Categories of Assets and Liabilities




3.  Survey Form


Executive Summary
The HKMA has reviewed the new Hong Kong Accounting Standards (HKAS) and considered their impact on AIs’ capital base and regulatory reporting.

2.

The HKMA has concluded that certain clarifications of the Completion Instructions (“CI”) of its regulatory returns are required in order to take into account the accounting changes.

3.

The HKMA also intends to conduct a one-off survey to assess the materiality of the accounting changes from a regulatory reporting and capital adequacy perspective.
4.

The proposals highlighted in paragraphs 2 & 3 only affect locally incorporated AIs and overseas-incorporated AIs whose head offices have chosen to adopt comparable standards from 2005.  For AIs which are yet to adopt such new standards, these proposals will not apply to them and they should continue to report on the original accounting basis until the relevant implementation date of the new accounting standards.  

5.

In the longer-run, in the context of Basel II implementation and in the light of further guidance from the Basel Committee, the HKMA will need to review its policy on the regulatory capital framework and to conduct a thorough review of the full set of reporting returns.     

Summary of Recommendations

6.

The HKMA has identified and focused on the following major issues where the new HKAS have regulatory compliance/reporting implications: 

· Interest Recognition on Impaired Loans

· Provisioning 

· Available-for-sale Instruments 

· Cash Flow Hedges

· Consolidation of Special Purpose Entities 

· Land and Interest in Land 

· Fair Valuation of Own Credit Risk

· Classification of Revenue from New Categories of Assets and Liabilities

Interest Recognition on Impaired Loans

· AIs to follow the HKAS 39 treatment as an interim measure, notwithstanding that this is inconsistent with the initial view of the Basel Committee. 

· Review the issue further when additional guidance on the loan accounting treatment is released by the Basel Committee.

· Clarify in the CI that AIs are not required to provide information on “assets on which interest no longer accrues to profit or loss” in Loans and Advances return.  

· The one-off survey to be used to collect data from AIs on interest income accrued on impaired loans.

General Provisions

· AIs to follow the requirement of HKAS 39 in calculation of loan impairment loss.

· Collective assessment provision to count as Tier 2 capital (on the grounds that it is broadly analogous to general provision). 

· AIs should hold a regulatory provision in excess of individual and collective impairment allowances.  This will be shown in the accounts as a designated element of reserves with appropriate disclosure/explanation in notes to the accounts. 

· AIs need to consult the HKMA on the proposed level of provisioning and before substantial write-backs.  AIs to continue to maintain certain regulatory provision (HKMA’s indicated figure is 0.5% - 1.0% of total loans). 

· For returns reporting purpose, CI will clarify that:

· AIs should report individual assessment provisions and collective assessment provisions in the boxes of specific provisions and general provisions respectively and they are not required to provide information on country risk provisions.    

· For capital adequacy treatment, regulatory provision and collective assessment provision would be counted as Tier 2 capital, subject to the 1.25% limit.

· In the longer-term, this treatment will be reviewed in the light of further guidance from the Basel Committee regarding :

· whether the HKAS 39 collective impairment allowance is sufficiently analogous to general provision to allow it to be included in Tier 2 capital; and

· whether, in practice, there are significant differences between the “accounting” and “regulatory” views of provisioning and, if so, how these might be resolved.

· Corresponding amendments to SPM will be made to reflect the repeal of interest recognition in the longer-term. 

Gains and Losses Arising From Available-for-sale (“AFS”) Instrument 

· AIs will be permitted to recognise revaluation gains arising from both AFS equity instruments and debt instruments as Supplementary Capital to the extent of 70% of the overall revaluation surplus (in line with the current treatment of revaluation reserves).  In calculating their capital base, AIs will have to exclude from Tier 1 capital any fair value gains in relation to AFS financial assets.

· AIs are also required to deduct impairment losses from Tier 1 in line with Basel Committee recommendations.  
· For return reporting purpose, AIs shall continue to report the asset figures according to the existing classification in the Asset and Liabilities return and the CI will clarify that AIs should:

· neglect any reference made to latent reserve in the returns as the latent reserve concept is no longer exist; 

· include revaluation gains of both equity securities and debt securities not held for trading purposes in Tier 2 capital [Item (ha), p.9 of completion instruction for CAR return];

· ensure no netting of impairment losses against an unrealised gain and shall debit it to profit or loss for CAR purposes [Item (ha), p.9 of CI for CAR return]; and 

· exclude any unrealised gains and losses arising from loans designated as available-for-sale instruments in capital base [Item (ha), p.9 of CI for CAR return].

· The one-off survey to be used to collect data on asset breakdowns by individual asset categories (i.e. financial instruments at fair value, held-to-maturity investments, loans and receivables and AFS instruments). 

· In the longer-term, the HKMA will review its policy on the regulatory capital framework in the context of Basel II implementation and further guidance from the Basel Committee.  It will also consider the appropriateness of maintaining the present asset categories in the Asset and Liabilities return.   

Gains and Losses Arising From Cash Flow Hedges 

· AIs are required to exclude any fair value gains and losses arising from both the hedging instrument and the hedged item (i.e. the portion of effective hedge) from Tier 1 capital in calculating their capital base.  The remaining portion of gains or losses on the hedging instrument or the hedged item (i.e. the ineffective portion of hedge) should continue to be included in profit or loss. 

· AIs are required to follow the accounting requirements on the treatment of cash flow hedges in all other regulatory returns.

· For returns reporting purpose, CI will clarify that AIs should:

· exclude any fair value gains and losses arising from both the hedging instrument and the hedged item (i.e. the portion of effective hedge) from reserves of Tier 1 capital [Item (d), p.7 of CI for CAR return]; and  

· continue to include the ineffective portion of hedge in profit and loss account [Item (e), p.7 of CI for CAR return].

· The one-off survey to be used to collect data on the amount of gains / (losses) arising from ineffective hedges of the hedging instrument and the hedged item. 
Consolidation of Special Purpose Entities (“SPE”)

· AIs should continue to follow the criteria set out in HKMA’s circular letter of 30 August 1997 as to what constitutes a genuine transfer of assets in a securitisation transaction for CAR purposes.

· For other reporting purposes AIs should follow the requirements of HKAS 27 and HKAS 39 etc. on consolidation of special purpose entities.

· In the longer-term, the applicability of the August 1997 circular will be subject to further review in the course of developing the asset securitisation framework in Hong Kong according to the Basel II requirements.
Land and Interest in Land

· The current treatment on property revaluation reserve for CAR purpose to be maintained as an interim measure (i.e. apply the existing percentage of haircut at 30% and a cap of the amounts included as Tier 2 capital as at 31.12.1998).

· AIs are required to follow the requirements recommended by Basel on the treatment of impairment losses for CAR purposes, i.e. to deduct impairment losses from Tier 1 capital.  
· For returns reporting purpose, CI will clarify that AIs should:

· ensure no netting of impairment losses against an unrealised gain and shall debit it to profit or loss for CAR purposes [Item (h), p.9 of CI for CAR return];

· include both the building portion and the leasehold land for own use in Item 21.1 in Assets and Liabilities return [MA(BS)1];

· include investment properties in Item 21.2 in Assets and Liabilities return [MA(BS)1];

· include gains and losses arising from disposal of leasehold land for own use in Item 5 in Profit and Loss return;

· include gains and losses arising from disposal of investment properties in Item 6 in Profit and Loss return;

· include fair value gains and losses arising from investment properties in Item 11A in Profit and Loss return; and

· include impairment loss on investment properties in Item 11B in Profit and Loss return.

· For compliance with section 90(1) in Certificate of Compliance return, the current book value of leasehold land for own use, which is captured under section 88(2), shall be included in the calculation.

· The one-off survey to be used to collect data on the amount of gains / (losses) arising from fair valuing investment properties and net deficit / (surplus) on revaluation of bank premises (the building portion only if it can be segregated).

· In the longer-term, the HKMA will review its policy on the regulatory capital framework in the context of Basel II implementation and further guidance from the Basel Committee. 
Fair Valuation of Own Credit Risk

· AIs should exclude from Tier 1 capital any fair value gains and losses due to changes in an AI’s own credit risk as a result of applying the fair value option to its liabilities. 

· For returns reporting purpose, CI will clarify that AIs should:

· exclude any fair value gains and losses arising from changes in its own credit risk as a result of applying the fair value option to its liabilities from reserves, if any, [Item (d), p.7 of CI for CAR return] and profit and loss account [Item (e), p.7 of CI for CAR return] of Tier 1 capital; and

· include gains and losses due to changes in its own credit risk as a result of applying the fair value option to its liabilities in Item 6 in Profit and Loss return.

· In the longer-term, the HKMA will keep this treatment under review in the light of further guidance from the Basel Committee, especially as it concerns the implementation of Basel II.

Classification of Revenue from New Categories of Assets and Liabilities

· AIs are required to report in the Profit and Loss return by nature of income as in the past.  
· Gains and losses arising from changes in fair value of derivatives should be reflected as and reported in other assets and other liabilities in the Assets and Liabilities return until further notice.
· For returns reporting purpose, CI will clarify that AIs should:

· include gains less losses arising from transactions in foreign currencies classified under “financial instruments at fair value through profit or loss” in Item 2.1A in Profit and Loss return;

· include gains less losses arising from transactions of foreign currencies other than those reported in 2.1A above in Item 2.1B in Profit and Loss return;

· include gains less losses arising from interest rate derivatives classified under “financial instruments at fair value through profit or loss” in Item 2.2 in Profit and Loss return;

· include gains less losses arising from derivatives (other than interest rate and foreign currency derivatives) classified under “financial instruments at fair value through profit and loss” in Item 2.3 in Profit and Loss return;

· include income from investment classified under “financial instruments at fair value through profit or loss” in Item 3.1 in Profit and Loss return;

· include income from investment classified under “held-to-maturity investment” and “available-for-sale financial assets” in Item 3.3 in Profit and Loss return;

· include losses arising from the changes in fair value of derivatives in Item 10.3 in Asset and Liabilities return; and 

· include gains arising from the changes in fair value of derivatives in Item 22.4 in Asset and Liabilities return.

· In the longer-term, the HKMA intends to revisit the present classification of revenue from major asset categories during the implementation of Basel II.
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