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NOTICE

Use of this Study

This Study has been prepared for the Hong Kong Monetary Authority (“HKMA”") and is
intended solely for use by that organisation in examining the possible need for enhanced
deposit protection in Hong Kong. Any recipient or reader of this Study should not construe its
contents as legal, business, tax or other advice and should consult with professionally qualified
advisers should such advice be required. In making this Study available, Arthur Andersen
(“AA™) does not undertake any obligation to provide the recipient with access to any
additional information. This Study is made available for informational purposes only. The
Study should not be used or relied upon, by any party other than the party for whom it was
originally intended, in forming any business or investment decision.

AA has not verified any of the information provided to it for the purposes of preparing this
Study. AA (including its partners, officers, employees and agents) does not owe a duty of care
to any recipient of this Study either in relation to this Study or any other information which is
provided at any time, other than as may arise out of a separate written agreement. Any
recipient must undertake such investigations as they see fit before taking any action following
receipt of this Study.

Neither AA nor any of its partners, officers, employees and agents makes any express or
implied representation or warranty, and no responsibility or liability is accepted by any of
them with respect to the adequacy, accuracy, completeness or reasonableness of the facts,
opinions, estimates, forecasts, projections or other information set out in this Study or any
further information, written or oral, or other document at any time supplied in connection with
it, and nothing contained herein, or therein, shall be relied upon as a promise or representation.

Any enquiries concerning this Study should be addressed to:

Arthur Andersen & Co.

21% Floor, Edinburgh Tower
The Landmark

15 Queens Road Central
Hong Kong

Addressfor the attention of Raymond Yung, or contact
raymond.h.yung@hk.arthurandersen.com
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DEFINITIONSAND ABBREVIATIONS

Aggregate deposits

Al
Bank interview round
BCCHK

Call-for-comments
paper

Call report data

CDIC

Coverage cap

Covered deposits

Customer deposits

Deposit Data Survey

DIS, public or private

DPS

The consolidation of all deposits of a particular depositor within the
same bank.

Authorised Institution.
A series of interviews with selected banks during mid May 2000.
Bank of Credit and Commerce (Hong Kong) Ltd

A Government Consultation Paper on Deposit Protection issued by
the Monetary Affairs Branch (predecessor of the Financial Services
Bureau) in February 1992

Data extracted from the Als' Return of Assets and Liabilities, the
Als Return of Capital Adequacy Ratio and internal information
provided by the MA on CAMEL ratings.

Canadian Deposit Insurance Corporation

The maximum amount of a deposit that would be eligible for the
purpose of calculating payment when DPS is triggered.

The full or partial balance of deposits covered by the DPS as
determined by the coverage cap.

All deposit liabilities of licensed banks due to parties other than
banks and other authorised institutions. Normally refers to demand,
savings, current account, time, call and notice deposits from
customers.

The survey of deposit balances at a sample of 32 licensed banks
carried out by the MA during the project.

Deposit Insurance Scheme. A form of deposit protection funded by
the private sector that provides insurance i.e. where the covered
element of the depositor's claim is guaranteed against loss. To be
distinguished from the more general term of Deposit Protection
Scheme, which can include systems that protect the depositor but
without providing a guarantee. The qualifying comment “private” or
“public” is used to distinguish whether the DIS is administered by the
private or public sector.

Deposit Protection Scheme, a general term used to describe a
formalised system of deposit protection regardless of its structure or
conceptual approach. It can be used interchangeably to refer to a
scheme as complex and broad as the FDIC, or as simple and narrow
as providing depositors with advances against their claims.
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Exchange Fund

FDIC

FSF Working Group

HKMA or MA
HKMC

Moral hazard

Fund managed by the HKMA that holds the official reserves of Hong
Kong predominantly in foreign currency assets.

Federal Deposit Insurance Corporation

A study group on Deposit Insurance established by the Financial
Stability Forum in December 1999.

Hong Kong Monetary Authority
Hong Kong Mortgage Corporation

Refers to the incentive for banks to engage in riskier activities than
they would in the absence of insurance.
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1. INTRODUCTION

1.1 Background

The background to this study is the growing international perception that formal
deposit protection has become an important feature of almost every devel oped
banking system in the world. It is considered an important mechanism for boosting
depositor confidence in the financial system and reducing the risk of withdrawal and
the flight of funds from one bank to another or one jurisdiction to another. More
broadly, it is viewed as an integral part of a comprehensive package of measures for
enhancing financial stability in the face of increasing financial market volatility and
ease of cross-border capital flight.

As evidenced by initiatives of major international organisations such as the Financial
Stability Forum, World Bank, and IMF, deposit protection isincreasingly being
viewed as a part of sound contingency planning to enhance financial stability and
protect small depositors in the event of anon systemic bank crisis. Deposit protection
has been harmonised in the newly created single banking market of the European
Union, and the IMF has advised that a properly designed system of deposit insurance
can help to underpin the stability of the financial system in a country that meets
certain necessary preconditions. In addition, the Financial Stability Forum has
recently created a Working Group on Deposit Insurance “to assess the deﬁability
and feasibility of setting out guidance on deposit insurance arrangements’™.

Deposit insurance was last publicly debated in Hong Kong in 1992 following the
collapse of BCCHK. Whilst aformal deposit insurance scheme was not then
introduced, a preferential claim system was implemented in 1995 to provide
depositors with priority (to acap of HK$100,000) in the liquidation of a collapsed
bank. Subsequently the Asian financial crisisin 1997 and 1998 has demonstrated in
anumber of countriesin the region that external shocks and rumour may stimulate an
unwarranted and immediate drop in confidence in abank or of group of banks, the
consequence of which can be arun or even failure. While it has survived the Asian
financial crisisintact and has been comparatively free from bank difficulties, even a
robust financial system such as Hong Kong' sis not immune from loss of depositor
confidence induced by external shocks or untoward events. A short, temporary run on
alocal bank in 1997, for example, demonstrates that Hong Kong is not entirely free
from risk in this regard.

Since the calming of the international financial markets after the Asian financial
crisis, and the recovery of the Hong K ong economy, Hong Kong is now operating
from a position of strength. The MA is aready engaged in a program of measures to
further enhance and strengthen the financial sector. To date these have included
clarifying the actions it will take in its capacity as lender of last resort to the banking

! See Financial Stability Forum, Working Group on Deposit Insurance, International Guidance on
Deposit Insurance: A Consultative Process, June 2000.
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system?]]strengthened bank supervision and regulation?]and enhanced market
discipline by improving discl osure“[| Improvements in the current system of deposit
protection would constitute an additional aspect of that program. Whilst banks are
not expected to fail, prudent planning will help to cope with unexpected and
unwanted contingencies. In light of the increasing emphasis on deposit protection in
most mgjor financia systems and the passage of time since the topic was last
reviewed, it is appropriate to formally re-examine whether the existing form of
protection is sufficient for Hong Kong given its position as a leading international
financial centre.

1.2  Scope of Study

In March 2000, the Hong Kong Monetary Authority (“MA™) commissioned Arthur
Andersen to study the need and possible options for enhancing depositor protection
in Hong Kong, as one step toward strengthening the financial system. The study was
aimed at making afair and objective assessment of deposit protection in Hong Kong
based on independent eval uation and consultation with the banking industry and
regulatory authorities. The specific objectives of the study were to consider the
relative costs and benefits of each of three broad alternatives centring on:

a) maintaining the current level of priority claims protection; or
b) enhancing the current system of priority claims protection; and/or

¢) introduction of deposit insurance.

The overall aimin evaluating these alternatives is to make recommendations on
which of the possible options for deposit protection would best meet the needs of the
Hong Kong banking system and its depositors in the event of a non-systemic failure
of one or a combination of banks. Over the course of three months a comprehensive
exercise has been carried out, including:

Situational and diagnostic analysis - of current deposit protection arrangementsin
Hong Kong evaluated against local market conditions, structure of the banking
system, depositor characteristics, existing banking and insolvency law, and other
factors.

I nternational benchmarking study - based on proprietary research and discussions
with selected overseas deposit protection agencies and other interested groups, to
provide a comprehensive selection of “best practice” examples of explicit and
implicit deposit protection mechanisms.

Bank industry interviews and survey - involving interviews with the senior
management from a representative sample of 15 Hong Kong banking institutions,
covering areas of concern among the banking community about deposit protection, as
well as exploring technical features, operational issues and real and perceived risks
of the alternatives under consideration. The interview sample was selected by the

2 See the MA’s“Policy Statement on the Role of the Hong Kong Monetary Authority as Lender of Last
Resort,” June 1999.

3 See Hong Kong Monetary Authority Annual Report, 1999, pages 48-49, for a discussion of the risk-
based supervisory framework.

4 See ibid, pages 57-59, for a discussion of new provisions relating to disclosure.
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MA to ensure adequate representation from different types of institutions and
banking industry constituencies.

Deposit Data analysis - of call report data held by the MA, and a special survey
carried out by the MA on 32 licensed banks covering 76% of customer deposits. The
data gathered was used to identify relevant information about the deposit structure of
banksto allow analysis of the costs and protection afforded by current and potential
coverage.

Financial modelling - to evaluate the funding requirements and costs under various
protection approaches, and the level and nature of premia or contingency funding
associated with those approaches under different scenarios.

This report summarises the findings of this comprehensive study in order to assist the
MA in conducting public consultation over the possible need for enhanced deposit
protection and the recommendations contained in this report.
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2. EXECUTIVE SUMMARY

2.1 Objectives

The study considers the relative benefits and costs of current arrangements and
alternative approaches to deposit protection for a non-systemic bank failurein Hong
Kong. Possible approaches were evaluated by reference to the following primary
objectives developed by the MA during the study:

» To provide ameasure of protection to small depositors; and
» To contribute to the stability of the financial system.

The objectives of protection and financial stability are linked in so far as stability is
influenced by the degree of confidence depositors have in the financial system. Not
only does the potential for aloss encourage bank runs and other destabilising
behaviour, but losses suffered by depositors can impact the payments system with
consequent knock-on effects for other financial institutions and the wider economy.

2.2  Limitationsof Current Protection Arrangements

The current protection arrangements provide depositors with a preferential claim of
up to HK$100,000 over the assets of afailed bank in the event of itsliquidation. In
the mgjority of bank insolvenciesin awell regulated system like Hong Kong' s this
provides a degree of protection to small depositors, as assets are likely to be
sufficient to meet such a preferential claim. However, there are limitations to the
protection offered and its contribution to financial stability. Current arrangements do
not provide depositors with an absolute assurance against |oss, as they are il
dependent on the bank’ s assets being sufficient to meet their claims. The protection
offered by the current arrangements is not transparent to the layman, and even in
cases where depositors are certain to recover their money eventually, there could be
substantial delaysin payment pending completion of the liquidation process. The
combination of these issues may undermine confidence in the protection offered.
The limitations of the current protection arrangements result in it not being an
effective deterrent to bank runs.

Further, under current arrangements the involvement of the Government in any
specific bank failure has to be determined by the individual circumstances of the
case. Thisleadsto uncertainty amongst depositors as to the exact degree of
protection that will be available, incurs delays and inefficiencies in determining the
details of any intervention necessary to protect depositorsin each case, and raises the
possibility of inconsistency of approach between cases. A predetermined deposit
protection scheme provides the opportunity for detailed contingency planning that
will not only alow rapid and efficient reaction to any bank failure, but also removes
uncertainty as to the exact role of the Government.

Notwithstanding the above, ensuring that any formal deposit protection scheme
introduced can benefit from the existing preferential claim arrangements will be an
important step in mitigating the costs and risks of such a scheme.
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2.3  Selection of an Alternative Approach
231 Overview

The level of deposit protection may be enhanced to better achieve the objectives
described above. After eliminating the status quo and those conceptual approaches
that appeared inappropriate to the Hong Kong environment or the stated objectives,
five possible approaches were identified, of which three are insurance based systems:

= Enhancement of existing system;
» Claims advance scheme;

= Government guarantee scheme (a publicly administered and funded insurance
scheme);

» Privately administered and funded deposit insurance scheme; and
= Publicly administered, privately funded deposit insurance scheme.

A decision on which form of enhancement is most suitable to Hong Kong centres on
how effectively it meets the stated objectives of promoting depositor protection and
system stability.

2.3.2 Enhancement of existing system

There are number of enhancements that can be made to the existing system
independent of aformal deposit protection scheme. Of particular significance would
be the introduction of a system to monitor, and if necessary ring-fence, the level of
assets available to meet the depositors’ claimsin any liquidation®. However, such
modifications can be included as complements to a more formal model, and if
implemented in isolation will only partially address the primary objectives. The
small depositor still suffers shortfall risk and loss of liquidity, albeit that his
recoveries from liquidation may be higher than under the existing system.

2.3.3 Claimsadvance scheme

A claims advance scheme by which depositors receive an up front payment against
their deposit claim at a failed bank overcomes the liquidity deficiencies of the
existing system. It would partially contribute to the primary objectives by helping to
enhance system stability. However, it does not entirely protect depositors since they
are still exposed to ashortfall loss. Consequently, the degree of depositor protection
and confidence is more limited than under an insurance based system. Moreover, the
financing of such a scheme will incur costs that will have to be met by public funds.

2.34 Insurancebased systems

The best protection for the small depositor is only achieved with an insurance based
system. Theserely on athird party guaranteeing the covered deposit, taking on an
assignment of the depositor’s preferential claim to mitigate the costs and risksin
doing so. The study identifies three such systems: a government guarantee scheme; a

5 See Minimum Asset M aintenance Requirementsin Section 10.
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privately administered and funded deposit insurance scheme; and a publicly
administered, privately funded deposit insurance scheme.

A full government-guarantee scheme would achieve the objectives, but requires the
cost of such protection to be met from public funds. If that commitment is not
acceptable as a matter of policy, the choice rests between a privately administered
and funded deposit insurance scheme and a publicly administered, privately funded
deposit insurance scheme. The viability of a privately administered schemeis highly
guestionable in terms of both credibility and practicality given the structure of the
industry. By comparison, a publicly administered scheme has a number of
advantages. It provides all the advantages of an insurance-based system without the
drawbacks of a privately administered system or the burden on public funds of a
government guarantee scheme. It alows close integration of the supervisory
authority and the publicly administered scheme, ensuring a consistency of approach,
efficienciesin costs of introduction and administration, better policing of risk, and
above al tight co-ordination of the scheme with intervention measures to protect
depositors. It isfor all these reasonsthat publicly administered, privately funded
deposit insurance schemes are the most commonly adopted in international practice.

24 Risksand Benefits of Insurance Based Systems

It is often argued that insurance based systems can promote moral hazard by
encouraging banks to seek risk without the threat of depositors withdrawing their
money. They can weaken market discipline and reduce competition between banks
on covered deposits since small depositors do not need to risk-price the interest
offered by the bank in which they place their money. However, these potential
shortcomings may be mitigated to a certain extent by capping the insurance
protection level and through effective supervision of banks. It could also be argued
that without an explicit insurance scheme covering all banks, there is an artificial
distortion at present in favour of the larger banks. They are viewed as “too largeto
fail”, providing a perception by depositors of a certainty of intervention in their case
against a possibility of intervention in a smaller bank.

Ultimately, if the over riding criteriais the degree to which the scheme addresses the
primary objectives of the MA, an insurance based system provides a stronger form of
deposit protection than existing arrangements. It represents an explicit undertaking
between insurer and depositor, tends to be a more efficient and consistent mechanism
for providing payments to small depositors, and is readily understandable by the
small depositor. These features increase depositor confidence and protection over
simple enhancement of an existing preferential claim system, providing the insurance
scheme selected has credibility and can provide liquidity.
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25 Useof the Exchange Fund

Any deposit protection system has to offer rapid settlement of the covered depositsiif
itisto be fully effective in reassuring the small depositor and reduce the destabilising
impact of bank failure on the payment system. Careful supervision of banks, and the
introduction of measures such as minimum asset maintenance requirements, will
reduce the prospects of a shortfall in the banks' assets and maintain the liquidity of
those assets. However, these measures cannot provide an absolute assurance that a
distressed bank will have sufficient liquidity to meet this payment from its own
resources. Requiring the deposit protection scheme to hold sufficient liquidity to
meet all conceivable funding requirements would impose a significant funding
burden, and one that seems unwarranted given the risk profile of the Hong Kong
banking sector. The study therefore examines the use of the Exchange Fund to
provide a backstop line of finance, with the costs of providing such finance to be
reimbursed by the scheme. Thiswould enhance the credibility of the scheme, whilst
allowing the scheme' s funding to concentrate on addressing the shortfall and the
financing costs required.

26 Recommended Approach

Based on an evaluation of design features and areview of comparable international
practice, a compulsory insurance scheme for all licensed banks providing coverage
up to HK$100,000 for qualified customer depositsis recommended. The scheme
would either be directly administered by the MA, or have extregmely close links to it
to cover the regulatory, supervisory and intervention functions® The cost of the
scheme would be funded by the banking industry, with the Exchange Fund providing
finance to meet the liquidity requirements of making depositor payouts where these
could not be immediately met by the scheme’s own resources. Accordingly, the
recommended deposit protection scheme is a publicly administered, privately funded
deposit insurance scheme.

While the costs of such a scheme will depend on awide range of factors, the results
of aninitial analysis suggest that the cost could be relatively modest and within the
expectations of banks. An indicative premium model indicated that an annual
premium of 10 basis points on covered deposits could cover annual losses in the
majority of circumstances, with the potential for reducing or suspending premiafrom
existing market participants once sufficient reserves had been accumulated.

% The exact governance and operational structure of the scheme is a matter of detail for resolution in the
implementation phase. However, the increased transparency and accountability afforded by a separate
legal entity would support the use of such a structure to administer the scheme, albeit one of modest size
and closely integrated with the MA in its operations.
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2.7 Conclusion

While the final decision on enhancing deposit protection will be dependent on the
results of public and industry consultation, the results of this study indicate that
enhancements to the existing system of depositor protection are merited.

Whilst arange of basic enhancements to the existing system, including the provision
of advances to depositors against their claims, would improve the cover currently
available to depositors, they would not provide the same level of protection and
credibility as an insurance based system. Whilst insurance systems have potential
problems with moral hazard and competition effects, only an insurance based system
insul ates the small depositor from the loss of his deposit. There are avariety of
possible approaches to insurance based systems. However, if any cost to public
fundsis ruled out, the best match to the objectives set for the study would be
provided by a publicly administered but privately funded deposit insurance scheme.
Under such an approach the deposit insurer is administered and controlled by the
Government, but accountable to the public and the banks which fund it.

If it provesimpossible to reach consensus on the implementation of an insurance
based system, then consideration should be given to a claims advance scheme.
Provision of an advance against a depositor’s preferential claim, taken in conjunction
with the general enhancements identified, would provide at |east a basic measure of
enhancement to the existing preferential claims system.
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3. CURRENT PROTECTION ARRANGEMENTS

3.1 Current Legal Arrangements

Current protection is primarily based on explicit provisionsin Hong Kong Law that
give small depositors some priority over the assets of afailed bank in the event of its
liquidation.

Under the Companies Ordinance CAP 32 depositors are entitled to receive priority
for their aggregate deposits, up to a maximum of HK$100,000, in the event of bank
liquidation. Preferential paymentsto small depositors rank after secured claimsand a
number of other preferential claim classes, which include those associated with
wages and statutory debts to the Government. Depositors rank prior to all ordinary
creditors — a significant benefit, as ordinary creditors are likely to constitute the
majority of claims, including all unsecured inter bank advances and depositors
claimsin excess of the HK$100,000 per depositor cap”

3.2 Limitationsin the Current Arrangements

Depositor priority schemes such as that used in Hong Kong are an enhancement over
the ordinary, pari passu, claim positions of creditorsin most jurisdictions, but they
are not necessarily effective at avoiding bank runs, which may lead to rapid
weakening of confidence in the financial system generally.

Ordinary depositors can understand the implications of the current arrangements for
payment risk, loss of interest earnings, and timing of payout. They will act
accordingly when a perceived risk appears. Moreover, the limitations of the current
arrangements have implications not only for the degree of protection currently
provided to depositors and their level of confidencein that protection, but for the
creation of any DPS designed to enhance depositor protection. The mgjor factors
influencing each are discussed below and include:

* Limitation of coverage to the net assets that are available and thus potential for
depositor loss;

*  Payment delays caused by the necessity for aformal insolvency, i.e. liquidation
to occur in order to crystallise any entitlement;

e Limited trigger mechanism; and

* Lossof interest earnings in the period between the petition for insolvency and
the payout to depositors.

Limitation of coverage - The settlement of a depositor’s claim islimited to the value
of net assets available for saleto satisfy the claim. This means that depositors are not
entirely protected from losing their money in bank liquidation. While the assets held
by banks in the past seem to have been sufficient to avoid any shortfall loss to

" The Deposit Data Survey indicates that at HK$100,000, covered deposits would amount to
approximately 20% of total deposits.
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depositors upon failure, thisis no guarantee that depositors may not start arun if
there isany indication that their bank is distressed. The significant volume of
deposits held by foreign banks in Hong Kong increases the risks of potential loss
since any assets held overseas and/or encumbered might not be available to Hong
Kong creditors until the domestic jurisdiction creditors have been settled. This makes
recovery dependent not only on sufficient assets being available, but also on those
assets being available for liquidation in Hong Kong and available for preferential
creditors.

Delaysin payment caused by requirement for formal insolvency proceeding -
Depositors have no clear indication of speed of their repayment. In any liquidation,
in the absence of aliquidity scheme whereby someone assumes payment risk in order
to speed payments to depositors, the speed of payment of preferential claimsis
dependent on a number of factors. These include the realisation of the assets, the
resolution of possibly competing claims against those assets®, the costs of the
liquidation itself, and the adjudication of all claimsin the creditor classin question.
Any disputes or irregularitiesin any of these aspects can significantly delay payout,
unless the value of the assets availableis so large that the full settlement of priority
creditors' claimsisaforegone conclusion. The situation is even more complex when
the bank in liquidation has assets and creditors overseas or, for that matter, if the case
involves the onshore assets and claims of aforeign bank operating in Hong Kong.

Unclear and limited trigger mechanism — One of the fundamental principles of an
effective deposit protection schemeisthat it should be clear to the small depositor
and structured to minimise or avoid depositor loss, otherwise it can detract from
confidence in the scheme.

Given the complexities associated with bank insolvency and resolution in general the
current legal arrangement for protection is not clear to ordinary depositors.
Legidation identifies the issuance of awinding up order as a definitive point at
which depositors receive a preferred claim. However, there are smply too many
factors and uncertainties associated with the process to give any assurance after that
point as to when a depositor might get his money back. Moreover, the current
arrangement only provides preferential protection to depositorsin the event of a
formal liquidation. This limits the opportunity to explore the aternative, lower-cost
routes of reconstruction or recapitalisation for a troubled bank while maintaining
explicit depositor protection.

Based on the above issues, it is clear that there are limitations to the effectiveness of
the current preferential claim based system. It limits the degree of protection
currently offered to small depos tﬁrs and by extension the effectiveness of the system
in contributing to system stability™

8 Thisincludes secured creditors.
® It also limits the protection available to any formal DPS system introduced to assist depositors.
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3.3 Subrogated Preferential Claims

It appears that s.265 CAP 32 provides a“ subrogated” preferential claim for athird
party advancing sums to a depositor in exchange for an assignment of their
preferential claim. Subrogation allows the third party to receive any dividends that
the depositor would have received if they had not assigned their rights. However, the
provisions with regard to the HK$100,000 cap, and the terms and timing necessary
for the assignation to be eligible for a preferential claim, are unclear. Any possibility
that the third party might receive alesser claim entitlement provides a disincentive to
pay out depositors, even though doing so would benefit small depositors and would
not result in an overall increase in the total value of preferential claims.

The ability of a DPSto “step into the shoes” of each depositor it pays out and receive
an equivalent preferential claim in each instance has a material impact on mitigating
the costs and risks to the DPS. If aDPS isintroduced, areview of the current
legidation in this regard should be carried out, and whatever amendments deemed
necessary to ensure that the DPS secures such aright should be implemented. For
the purposes of this study it has been assumed that the DPS will have the benefit of
preferential claim status for its payments to depositors™.

3.4  Expectation of Protection

In addition to protection offered under the current legal arrangement, it is possible
that the public believes the authorities offer additional implicit protection.

It istypically difficult to determine whether implicit protection exists, as this depends
entirely on depositors perception. The success in handling bank failures to date may
give rise to an expectation of protection for depositorsin future cases. In Hong Kong
the general public has not lost funds from a distressed bank in Hong Kong in any of
the major cases of bank insolvency or bank problems over the past 20 years. Asthe
cases to date have not been identical either in their cause or in the approach used to
resolve the problems, the nature of intervention and the extent of depositor assistance
may have led to an expectation today that protection beyond legal priority currently
exists. Thisis despite the fact that in the BCCHK case repayment to depositors was
from the institution’ s own assets.

This presents a difficulty for the Government. The nature of its subvention is
effectively defined by the way it reacts to each problem case, rather than according to
an explicit contingency plan that can define more clearly the role and extent of
Government support in the resolution of failed banks. The reality is that any form of
implicit protection in the system, albeit formulated on a case-by-case basis, makes a
bank crisis far more stressful and uncertain than would be the case if protection was
clear and transparent. The perception that the Government will extend protection to
different classes of depositors may cause them to behave asiif their funds are going to
be protected in any bank failure. This may weaken market discipline to a greater
extent than what might result from aformal protection scheme. Furthermore, the lack
of aclear protection policy to refer to at atime of bank distress introduces an element
of uncertainty for depositors and the broader market. This can increase instability in
times of crisisand ultimately increase the cost of any protection that is provided.

19 Either through operation of the subrogation principle, or through the creation of a new class of
preferential claim. For discussion of the latter aspect see Section 10.
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3.5 Need for Deposit Protection Enhancement

The current legal arrangements for protection have advantages over financial systems
that offer no coverage, implicit coverage, ambiguity, or full coverage. However, they
do not provide an assurance to depositors of recovery, may be slow in providing
compensation, and have limited impact on instilling confidence in depositors that
they will recover their deposit when they may need it. Thisisin addition to the risk
that they may lose all or part of the principal of their deposit, or at |least forego
interest income on their funds in the course of insolvency proceedingsif their bank
doesfail. Moreover, the limitations of the current arrangements may increase the
pressure on the Government to provide additional ad hoc protection if a problem
arises.

These protection arrangements have not fully been effective in assuaging depositors
concernsin the past, and there is no evidence that they will ensure financial stability
in the future.

Asrevealed by the results of the bank interview round, the majority of banks
indicated they believed small depositor confidence was sensitive to actual or
rumoured events in Hong Kong' s banking system. On ascale of 1 to 10, where 10
was deemed “ adequate,” the average scqre given for the adequacy of existing
protection for small depositors was 4.40%. None of the banks rated the protection
perfectly adequate.

The remainder of this report examinesin parallel two possible approaches to
strengthening 