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LEGISLATIVE COUNCIL BRIEF

Deposit Protection Scheme Bill

INTRODUCTION

At the meeting of the Executive Council on 8 April 2003, the Council ADVISED and the Chief Executive ORDERED that the Deposit Protection Scheme Bill, at Annex A, should be introduced into the Legislative Council.

JUSTIFICATIONS
2.
The establishment of a Deposit Protection Scheme (DPS) would enhance deposit protection in Hong Kong and contribute to the stability of the financial system. 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.  We therefore need to strengthen the resilience of our banking system against external shocks.  In its recent Article IV Consultation conducted for Hong Kong, the International Monetary Fund has reiterated the need for Hong Kong to introduce a DPS which would help to underpin the stability of the financial system in Hong Kong.
3.
The proposal to introduce a DPS in Hong Kong has also received broad support from the public as reflected in the two rounds of public consultation conducted on this subject in October 2000 and March 2002.    The proposed scheme under the Bill has incorporated features designed to minimize the cost of the scheme and potential moral hazard which were the main concerns raised during the two public consultation exercises.
Implementation
4.
If the Bill is enacted by the Legislative Council, the project will enter the start-up phase.  The Deposit Protection Board (the Board) will be established to oversee the progress of the whole project.  The main preparatory work needed during this start-up phase will include the following:-

(a) development of a set of rules
 to specify, inter alia, the manner in which compensation is to be paid to depositors;

(b) specification of the minimum information system requirements for banks to enable the Board to make speedy payment to depositors; and

(c) establishment of an effective payout system for the scheme. 

5.
It is expected that the start-up phase would last for about 12-18 months
 before the Board is in a position to provide deposit protection.  If the DPS Bill could be enacted before the end of 2003, it is expected that the Board could be established in the first half of 2004 and the scheme could commence operation in 2005.
6.
We note the banking industry’s concern that the DPS should be launched only when the economic environment in Hong Kong has improved.  However, it should be noted that the scheme would not be up and running in the near future.  As noted above, even if the relevant legislation is passed, the DPS would not be able to commence operation until 2005 at the earliest.  Given the amount of preparatory work that needs to be completed before the scheme can be up and running, it is advisable to keep the current momentum going and put in place the necessary framework (including the enabling legislation) step by step.  The Government will take into consideration the prevailing economic environment and the views of the industry and other relevant parties in determining the appropriate time to commence the operation of the scheme.
THE BILL

7.
The main provisions of this Bill are as follows -
(a) an independent Hong Kong Deposit Protection Board (the “Board”) will be set up to establish and maintain the scheme and to manage and administer the DPS Fund.  The Board will only have paybox functions such as assessment and collection of contributions, investment of funds and paying compensation to depositors (see Part 2 and clauses 14(2) and 30 of the Bill);

(b) the Board will perform its functions through the HKMA (i.e. the HKMA will carry out the day to day administration of the scheme on behalf of the Board), but the cost incurred by the HKMA will be recoverable from the DPS Fund (see clause 6 of the Bill);

(c) unless exemption is granted by the Board, every licensed bank will be a member of the DPS (see clauses 11 and 12 of the Bill);

(d) a DPS Fund - with a target fund size of 0.3% of the total amount of protected deposits maintained with the banks – will be built up by collection of contributions from member banks and other incomes.  Contributions are calculated on the basis of individual member banks and a differential rate system based on the supervisory ratings
 of individual banks determined by the HKMA.  The rates of contributions from member banks during the Fund build-up period will range from 5 to 14 basis points of the protected deposits of the banks
 (see clauses 13 and 14 and Schedule 4 of the Bill);

(e) the DPS Fund will be invested only in deposits with the Exchange Fund, Exchange Fund bills, US Treasury bills and financial instruments which are necessary for hedging purposes.  The Board is required to observe financial provisions in relation to the Fund.  The audited statement of accounts of the Fund will have to be laid before the Legislative Council (see clauses 16 to 20 of the Bill); 

(f) compensation from the Fund is payable if a winding up order has been made or the HKMA has made a decision that compensation should be paid.  The HKMA’s decision is subject to review by the Chief Executive in Council (see clauses 21 and 22);

(g) the compensation limit for protected deposits with a member bank will be HK$100,000 per depositor (see clauses 25 and 26 of the Bill);

(h) there are provisions governing the entitlement to compensation in the case of multi-beneficiary accounts such as joint, trust, agent and client accounts (see clauses 25 to 28 of the Bill and an explanatory note on this at Annex B);

(i) a depositor’s liabilities to the failed member bank will be netted off against his protected deposits in determining his entitlement to compensation under the scheme (see clause 25 of the Bill);

(j) certain deposits such as inter-bank deposits and connected deposits (e.g. those taken from the directors and managers of the failed member bank) will be excluded from the protection of the scheme (see Schedule 1 of the Bill and an explanatory note on this at Annex C);

(k) where compensation is paid to a depositor, the Board will be subrogated to the rights and remedies of the depositor against the member bank and thus enjoy the priority status afforded to his deposits in the liquidation of the bank (see clause 36 of the Bill); and

(l) an independent Deposit Protection Appeals Tribunal will be appointed by the Chief Executive to review, at the request of depositors and member banks, the decisions or assessments of the Board or the HKMA made under this Bill (see Part 6 of the Bill).
8.
The existing provisions being amended are at Annex D.

9.
A detailed account of the relevant policy considerations in relation to the above features of the scheme is given in Annex E.

LEGISLATIVE TIMETABLE
10.
The legislative timetable will be –

Publication in the Gazette


17 April 2003

First Reading and commencement of Second Reading debate


30 April 2003

Resumption of Second Reading

debate, committee stage and

Third Reading
To be notified

IMPLICATIONS OF THE PROPOSAL

11.
The proposal has economic and financial implications as set out at Annex F.  The proposal is in conformity with the Basic Law, including the provisions concerning human rights.  The Bill does not contain any express binding effect provision.  It has no productivity, environmental or civil service implications.  The proposal in the Bill has no significant sustainability implications.

PUBLIC CONSULTATION

12.
As noted above, we have undertaken two rounds of extensive public consultations on this subject.  The results of the first public consultation in late 2000 indicated that there is broad public support for establishing a DPS in Hong Kong.  On 13 December 2000, the Legislative Council passed a motion urging the Government to “expeditiously implement a DPS, 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”.

13.

The second public consultation conducted in March 2002 focused on the HKMA’s detailed proposals on how the DPS should be structured.  A total of 20 written submissions were received from the banking industry, insolvency practitioners, the Consumer Council and other interested parties.  Responses received are generally supportive of the HKMA’s proposals, although the Hong Kong Association of Banks (HKAB) has put forward some suggestions aiming at further reducing the cost of the DPS.  These include a smaller fund size, a longer fund build-up period and Government’s commitment to make an initial contribution to the Fund and to absorb the administration cost of the scheme.  Our responses to these requests have been covered in Annex E of this paper.
14.
The Financial Affairs Panel of the Legislative Council was briefed on 6 January 2003 on the proposed major features of the scheme.  Members did not raise any particular objection to the proposals.  However, a number of questions were raised on specific aspects of the scheme such as the arrangement for exemption from participation in the scheme, the mechanism for appeals, and the arrangement to outsource the day-to-day administration of the scheme to the HKMA.
15.
Moreover, the HKMA has consulted the Banking Advisory Committee, the Deposit-taking Companies Advisory Committee, HKAB, the Consumer Council and the Securities and Futures Commission on the draft DPS Bill.  Where appropriate, their comments have been incorporated into the Bill. 

PUBLICITY

16.
We will issue a press release on the Bill.  Background briefings for the media may be arranged as necessary.  A spokesman will be available to answer media and public enquiries.
OTHERS

17.

In case of enquiries about this brief, please contact Mr Edmond Lau, Principal Assistant Secretary for Financial Services and the Treasury, at 2529 0121.
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� 	Most of these rules would be in the form of subsidiary legislation.  Sufficient time should be allowed for the law drafting process


� 	The HKMA commissioned the Canada Deposit Insurance Corporation (CDIC) to help develop a payout system for the scheme in early 2002.  Based on the advice of the CDIC, the development of a payout system for the scheme would take about 12-18 months to complete.  This would be the most time consuming part of the preparatory work.


� For this purpose, the HKMA will use the “CAMEL Rating”, which is a supervisory rating currently adopted by the HKMA to assess the financial strength and overall soundness of an authorized institution in the areas of Capital, Asset quality, Management, Earning, and Liquidity.


� For the banking sector as a whole, the weighted average rate of contributions will be around 7 basis points of the sector’s total protected deposits.





