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eXPLANATORY NOTE ON eXECUTIVE COUNCIL’S dECISION on

Enhancing Deposit Protection in Hong Kong

Introduction

The Executive Council (ExCo) today (24 April 2001) approved in principle the proposal to introduce a deposit insurance scheme (DIS) in Hong Kong and requested the Hong Kong Monetary Authority (HKMA) to undertake more detailed work with a view to producing a set of final recommendations on how the scheme should be structured.  This paper explains the background behind the decision.

Results of Public Consultation

2.
On 24 October 2000, the HKMA published a Consultation Paper on enhancing deposit protection in Hong Kong.  The purpose of the exercise was to collect public views on the need to enhance deposit protection and the best option to achieve such protection. The three-month public consultation closed on 17 January 2001.  During the consultation period, public views were collected from various channels, including written submissions from members of the public, a motion debate in the Legislative Council, discussions in District Councils, and meetings with banks and other interested parties.  The results of the consultation are summarised in the report enclosed (the Summary Report).

3.
The consultation exercise indicates that there is broad public support for a DIS in Hong Kong.  The salient points are -

(a)
from those who supplied written submissions or whom HKMA met, 41 of the 59 respondents supported a DIS, in principle at least (paragraph 4 of the Summary Report); 

(b)
the Legislative Council passed a motion by a wide margin urging the Government “expeditiously to implement a DIS, which is cost effective and easy for depositors to understand, for effectively protecting small depositors, and to formulate appropriate complementary measures aiming at reducing the risk of moral hazard” (paragraph 6 of the Summary Report);

(c) the HKMA briefed 11 District Councils and most of the District Councillors who spoke at the meetings supported in principle a DIS in Hong Kong (although many of them also cautioned on the potential cost implications for depositors) (paragraph 7 of the Summary Report);

(d) the Consumer Council considered that a DIS would better achieve the objective of deposit protection than other options in the Consultation Paper (paragraph 9 of the Summary Report); and

(e) the views of the banking industry were divided.  Nine institutions opposed the introduction of a DIS, while 18 institutions supported and generally endorsed the model scheme proposed in the Consultation Paper.  Five other institutions agreed in principle with a DIS provided that it was carefully designed, could differentiate between strong and weak institutions and was cost effective.  In the light of this, the Hong Kong Association of Banks (“HKAB”) refrained from taking a position and its submission simply reflected the divided views of its members (paragraphs 10 – 13 of the Summary Report).

4.
The arguments in favour of a DIS are elaborated in paragraph 16 of the Summary Report.  The arguments advanced by opponents (in particular some large banks) are as follows:

(a) the scheme is not necessary – the existing arrangements are sufficiently robust;

(b) the scheme will not be effective – there will still be a significant number of large depositors whose deposits exceed the coverage cap and fall outside a DIS.  These big depositors will still have an incentive to cause a run on a bank;

(c) the scheme will give rise to moral hazard and is unfair to large banks and their depositors;

(d) the cost of the scheme will be substantial and will be passed onto the customer, and the Government should help reduce the cost by making a contribution;

(e) the premium of 10 basis points is likely to be inadequate and the proposed fund would only be sufficient to bail out a single small bank; and

(f) the premium of 10 basis points is too high.

Paragraphs 17 -18 of the Summary Report contain the details.

The Government’s View

5.
The Government has evaluated the public views in the light of the primary objectives of a deposit protection scheme, i.e. to provide a measure of protection to small depositors, and to contribute to the stability of the financial system.  

6.
The views collected from the consultation are broadly as expected.  Most submissions and discussions recognize that there are pros and cons to a DIS.  The differences are, to a large extent, attributable to different weights attached to the various factors.  In fact, many of them have been addressed in the Consultant’s report and the Consultation Paper.  

7.
The Government believes that although our banking system is sound and supervisory system effective, one cannot rule out the possibility of a sudden and unexpected loss of confidence in our banks owing to circumstances beyond our control.  In particular, the Asian financial turmoil did reveal that external shocks and rumours might adversely affect confidence in individual banks and the system as a whole.  There is therefore a need to strengthen our resilience against external shocks. 

8.
Some opponents argue that a DIS which seeks to protect only small depositors could not help prevent bank failures caused by rumour-driven runs as it is the run by large depositors that would cause the bank most problems.  However, such criticism does not take account of the fact that a run by large depositors could be triggered by a run by small depositors.  To the extent that a DIS could reduce the risk of bank runs by small depositors, it should still be useful to prevent bank failures caused by rumour-driven runs.

9.
Another commonly cited drawback is market distortion.  Some argue that a DIS may result in cross-subsidization between large and small banks and is unfair to depositors of large banks who will never benefit from a DIS.  In this regard, the Government notes that an element of subsidy is inherent in any form of insurance.  Insofar as deposit insurance contributes to system stability, it is a public good from which all banks and all depositors will benefit.  As shown in the incident of failure of the Bank of Credit and Commerce Hong Kong Limited, even large banks can face bank runs.  It may also be argued that, without an explicit scheme, a possible distortion exists in favour of banks which are considered “too big to fail”.  Seen in this light, deposit insurance would help level the playing field.

10.
There is also the worry among most respondents (including those in favour) that a DIS may promote moral hazard in the banking system and increase the cost burden on banks which would ultimately be passed onto depositors.  It is agreed that moral hazard is a problem which needs to be seriously addressed.  As mentioned in the Consultation Paper, there are ways to mitigate the effects, for example, through strong supervision, effective market discipline and proper design of the scheme (such as avoidance of over-generous level of protection ).  

11.
While no firm conclusion can be reached on the question of whether the cost of insurance would be passed onto depositors or absorbed by banks, competition should limit banks’ ability to pass on the cost.  In addition, it may be possible to reduce the premium if more refined assumptions are adopted and if a solution can be found to some important technical issues (such as netting and the speed of payout in a liquidation).  It therefore appears that even if the additional cost were passed onto depositors, the impact would be limited. In addition, depositors would have the benefit of their deposits being protected in return.  

12.
Some respondents also commented on other options to enhance deposit protection.  Some options have been addressed in the Consultant’s report and the Consultation Paper.  The Government’s views are as follows:

(a) enhancement of the present priority claim system: this would be unlikely by itself to have the necessary liquidity and credibility of an effective deposit insurance scheme; 

(b) a claims advance scheme: this is essentially deposit insurance provided by the Government for which banks do not have to pay.  This is not desirable on policy or moral hazard grounds;

(c) a private insurance scheme:  difficulties in pricing the risk and the need for the insurance company to make a profit would be likely to make this option prohibitively expensive.  The HKMA approached a major international insurance company during the consultation which indicated that private sector insurers would be likely to have limited appetite for providing insurance which essentially involves risk transfer from the banking sector to the insurance sector.  The lack of appetite from private sector insurers would suggest the same difficulties for the Government to underwrite the insurance and then reinsure its risks with commercial insurers (as suggested by some respondents).

(d) a scheme in which participation is voluntary: this would not be feasible or desirable.  In normal times, not all depositors would seek insurance cover.  When there is a bank crisis or “perceived” bank failure, depositors may rush to seek cover for their deposits or transfer their deposits to “perceived” safer banks, thus exacerbating the instability in the system.  A scheme in which participation was voluntary on the part of banks would also not be feasible, as the larger banks would likely opt out, thereby creating the perception that only weak banks need to be covered.  This would also impact on the funding of the scheme (as larger banks would no longer contribute).
13.
On balance, the Government considers that there is a strong case for enhancing deposit protection in Hong Kong and that a DIS should be the best option provided that it is properly designed and complemented by other measures to address the possible risks.  This is also the view held by the community at large as reflected in the consultation.

14.
Nevertheless, the views of the large banks cannot be dismissed lightly.  While many of their concerns can be addressed by careful design of the DIS, the fact remains that the large banks would bear most of the cost of funding the scheme.  It is therefore important to address the concerns of the large banks, to the extent possible while not detracting from the objective of providing enhanced protection for small depositors and strengthening stability of the financial system.

15.
In summary, therefore, while there is broad support for the introduction of a DIS, there is still a need to look at the detailed design features and related technical issues more carefully to gain broader acceptance of the scheme. It is clear that keeping the cost as low as possible is a key issue; while relating premium in some way to the relative riskiness of different institutions is also something that is favoured by many respondents.  If achievable, these features would garner greater support for the scheme.

Design Features

16.
The likely design of the DIS and the Government’s preliminary views are set out in the following paragraphs.
Type of institutions covered

17.

Licensed banks should be covered. The case for including restricted licence banks and deposit taking companies is not very strong given that the objective of a DIS is to protect small depositors and such institutions are not allowed to take retail deposits under the three-tier system of authorization.  Nevertheless, further consideration will be given as to whether to include restricted licence banks and deposit taking companies in the scheme.  
Form of participation

18.

As noted earlier, the scheme would only work if it is mandatory.  Also, compulsory membership has been cited as an important requirement by the Financial Stability Forum Working Group on Deposit Insurance to avoid the adverse selection problem whereby only riskier banks might choose to join the scheme and to spread the costs among a wide range of banks.
Coverage cap
19.

One significant factor affecting cost is the coverage limit for protection (i.e. the lower the coverage cap, the lower the cost of the scheme).  The Consultant recommends a coverage cap of HK$100,000, which is consistent with the current preferential claim limit under the Companies Ordinance and would cover about 84% of depositors by number and 16%
 of deposits by value – while also suggesting that HK$200,000 be considered.
20.

Views received on this issue are divided.  Some respondents favour a lower coverage level while others favour a higher level.  The Consumer Council is amenable to an initial cap of HK$100,000, and suggests this be subject to review.  The banks – large and small – almost unanimously consider HK$100,000 as being adequate, although some would prefer it be higher if possible.
21.

We have considered whether the cap should be the same as that under the proposed investor compensation scheme of the securities sector – i.e. HK$150,000 – but have concluded that alignment of the caps under the two schemes is not necessary and may in fact be inappropriate.  Given these views – and the desire to keep the cost of the scheme as low as possible – we are inclined to set the level at HK$100,000 initially.

Funding

22.

Two broad financing approaches, namely ex ante (upfront) and ex post (after the event) funding, are mentioned in the Consultation Paper.  With only a few exceptions, respondents generally favour the ex ante approach, mainly on the grounds that the existence of a pool of funds would help speed up payout and bolster depositors’ confidence in the scheme.  The Government is inclined to adopt ex-ante funding as the preferred means of financing the scheme.

Premium

23.

Using more refined assumptions about default probability than those proposed in the Consultation Paper, there may be scope to bring down the indicative premium from 10 basis points (0.1%) to, say, 8 basis points (0.08%) and also to reduce the target fund size from the previous estimate of HK$2-3 billion.  However, this will also be dependent on other variables which will influence DIS cost, such as the extent to which the DIS nets off deposits against loans, the speed of payout in the liquidation of a failed bank and the interest payable by the DIS on any borrowing it undertakes to fund payouts.

24.

While small and medium sized banks prefer a flat rate assessment system, risk-based assessment is widely advocated by most others, for example, large banks, academics and political parties.  They argue strongly for a risk-based assessment system to guard against moral hazard and to reduce the degree of cross-subsidization between large and small banks.  

25.

One option would be to introduce a flat-rate premium initially, while undertaking to move to a risk-based system within a pre-determined period.  However, the HKMA is also exploring the feasibility of introducing from the start a relatively simple risk-based approach which would align the premium paid by banks with their supervisory “CAMEL” rating
.  This would result in the banks with the best CAMEL rating paying somewhat less than the average premium, and those with a lower rating paying more.  This would keep down the cost for the best-managed banks while providing an incentive for the rest to improve their management. 

Administration and legal structure
26.
The balance of opinion received seems to support the idea that the function of the DIS should be kept simple and that it should be publicly administered.  Government participation is believed to be necessary to promote credibility.  Views on whether it should be set up as a separate legal entity or as a division of the HKMA are mixed.  Some consider that it would be more efficient for the HKMA to administer the DIS because of synergies in resource management, premium assessment, fund investment and the taking of remedial action against troubled banks.  Others, however, favour a separate legal entity which would have its own corporate governance, thus offering greater accountability and transparency to the public.  This could also help avoid any conflict of interest between bank supervision and administration of deposit insurance. 

27.

On balance, it seems appropriate to set up a separate legal entity to run a DIS.  Care should be taken to ensure that the new entity is as lean and cost-effective as possible.  Certain functions may be outsourced to the HKMA or to other outside parties.

Preferential claims status and netting

28.

Legislative amendments will be required to clarify that a DIS would be able to acquire the preferential claim status of each of the depositors and for the full amount of the claims it has paid out.  Related to this is the extent to which the DIS would pay off depositors on a net basis (i.e. after setting off their deposits against their loans from the bank).  Based on the Consultant’s advice and the guidance of the Financial Stability Forum Working Group on Deposit Insurance, we would like to restrict the scope of netting as much as possible.  However, this would conflict with insolvency law and practice in Hong Kong.  The HKMA will examine whether there is any way round this problem.
Addressing the concerns of large banks

29.

As already noted, the design features of a DIS should address the concerns of the large banks as far as possible, while not compromising the objectives of the scheme.  It is believed that some of the measures mentioned above including a proposed lower coverage cap and the possibility to bring down the premium level and to introduce risk-based premium in the early stages of operation of the DIS would go some way towards addressing the concerns of the large banks although it would be difficult to remove their fundamental objection entirely. 

30.


Another concern raised by some large banks is the timing of implementation.  They consider that now is not the right time to introduce a DIS with the banks’ revenue already under pressure and the impending deregulation of the remaining interest rate rules.  While the Government is not persuaded that protracted delay is justified, it is agreed that Hong Kong should not rush into deposit insurance.  There is in any case a considerable amount of detailed design work to be done.  Moreover, once the details have been finalised, we will have to go through consultation and the legislative process.  

31.


The HKMA’s estimate is that detailed recommendations would be finalised by about the end of the year.  Implementation could not therefore take place until 2002 at the earliest.  This should help meet the concerns of the large banks and allow more time for consensus building regarding design features of a DIS.

Way Forward

32.
The HKMA will develop detailed recommendations on how the scheme would be structured.  Relevant parties, including banks, the Legislative Council and the Consumer Council will be consulted during the process.

Hong Kong Monetary Authority

24 April 2001 

�  	These figures are slightly different from those published in the Consultation Paper because they have been revised using more accurate estimates of banks’ covered deposits.





�   The CAMEL rating is a commonly-used means of summarizing the supervisory authority’s view of an institution’s soundness.  It is derived by awarding the institution ratings on five factors – Capital, Asset quality, Management, Earnings and Liquidity – and from these deriving a composite rating, on a scale from 1 (best) to 5 (worst).
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