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| Introduction

Introduction

The stability of a banking system depends on sound management and public
confidence underpinned by a well established and effective supervisory regime.
The HKMA is responsible for regulating the banking industry in Hong Kong to
ensure that banks operate in an effective, responsible, honest and business-like
manner and the interests of depositors are adequately protected.

This background brief explains how the HKMA helps maintain the safety and
soundness of Hong Kong’s banking system.



Structure of the banking system

Structure of the banking system

Hong Kong's banking sector comprises three tiers of authorized institutions
(Als): licensed banks, restricted licence banks and deposit-taking companies.
The main distinction between these three types of Als lies in the activities they
are allowed to conduct under the Banking Ordinance:

Only licensed banks may provide current and savings accounts; accept
deposits of any size and maturity from the public, pay or collect cheques;
and use the name “bank” without restriction. According to the Deposit
Protection Scheme Ordinance, only licensed banks can, and are required
to, join the Scheme as Members

Restricted licence banks, many of which are engaged in wholesale
and capital market activities, may only take deposits from the public in
amounts of HK$500,000 or above without restriction on maturity

Deposit-taking companies are restricted to taking deposits of
HK$100,000 or above with an original term to maturity of at least three
months. These companies are mostly owned by, or otherwise associated
with, banks and engage in a range of specialised activities, including
consumer and trade finance, and securities business.

An overseas incorporated bank may establish a local representative office in
Hong Kong, but it is not allowed to engage in any banking business and its role
is confined mainly to liaison between the bank and its customers in Hong Kong.

The number of Als fluctuates over time, but in the past decade it has stayed at
around 200. Since 2007, total assets of all Als have exceeded HK$10 trillion.
Detailed statistical information about Hong Kong’s banking sector can be found
on the HKMA website.
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| Why banking stability is important

Why banking stability is important

Banks are closely linked with our everyday lives and activities. Drawing salaries,
paying bills, buying homes, building up savings and taking out loans all involve
transactions with banks. Businesses also rely on the banking system for
settlement of their transactions and meeting other financial needs. Banks also
interact among themselves in an international network to deliver financial
services to their overseas as well as local customers. The links among banks and
the fact that banking stability is essentially founded on public confidence mean
that problems of one bank can easily spread to other banks and financial
institutions. Any large disruption of banking operations will affect society as a
whole. Banking stability is, therefore, crucial to minimising the extensive
economic and social impact that may arise from problems in the industry.

The HKMA ensures general stability and effective working of the banking system
through the regulation of banking and deposit-taking business and the
supervision of Als. The HKMA has responsibility to promote proper standards
of conduct, encourage sound and prudent business practices, and to help prevent
illegal, dishonourable or improper practices in the banking industry. The HKMA
derives its regulatory powers from the Banking Ordinance.



Licensing requirements for banks

Licensing requirements for banks

The HKMA has a general discretion under the Banking Ordinance to grant or
refuse an application for authorization to operate a banking business or the
business of taking deposits in Hong Kong. The HKMA is, however, obliged to
refuse to authorize an applicant if any of the criteria specified in the Seventh
Schedule to the Banking Ordinance is not fulfilled. The authorization criteria
apply to institutions both at the time of, and after, authorization. The HKMA
assesses whether these criteria are being complied with on a continuing basis,
and failure to meet any of the criteria is a ground for revocation of authorization
under the Eighth Schedule to the Ordinance.

All Als (that is, licensed banks, restricted licence banks and deposit-taking
companies) are subject to the same authorization criteria except that:

e the minimum capital requirement (including paid-up share capital and
balance of share premium account) for licensed banks (HK$300 million)
is higher than that for restricted licence banks (HK$100 million) and
deposit-taking companies (HK$25 million)

e only licensed banks are required to observe the minimum-size criteria
(HK$3 billion customer deposits and HK$4 billion total assets).
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Licensing requirements for banks

The other criteria specified in the Seventh Schedule to the Banking Ordinance
cover the internationally accepted principles of a prudent licensing system,
including:

e in the case of an applicant incorporated outside Hong Kong, whether
the applicant is a bank adequately supervised in its home country

e whether the chief executive, directors, controllers and executive officers
of the applicant are "fit and proper”

e the adequacy of the systems of control for appointment of senior
executives, who are referred to as “managers” under the Banking
Ordinance

¢ the financial soundness of the applicant, in respect of capital, liquidity
and asset quality

e the adequacy of internal controls and accounting systems

e whether the business of the applicant is, and will continue to be, carried
out with integrity, prudence and competence.

Applicants incorporated in Hong Kong are required to maintain a capital
adequacy ratio of at least 8%. Branches of foreign banks are not subject to this
requirement, since the primary responsibility for supervising capital adequacy
rests with the home supervisor. In practice, however, the HKMA generally
requires any foreign bank that wishes to establish a branch in Hong Kong to
maintain a capital adequacy ratio of at least 8%.

Detailed guidelines on the interpretation and application of the authorization
criteria can be found in Chapter 4 of the Guide to Authorization published on
the HKMA website.



How the HKMA supervises banks

How the HKMA supervises banks

The HKMA adopts a “continuous supervision” policy to supervise banks, and
its main objective is to detect and address a problem at an early stage. This
involves monitoring the businesses of the Als through a variety of techniques,
including

e on-site examinations

o Off-site reviews

e prudential meetings

* meetings with the board of directors

e co-operation with external auditors

e sharing information with other supervisors.

Focusing on the management of risks

Every business carries inherent risks, and banking business is no exception.
Sound risk management is essential to maintain stability in individual institutions
and the system as a whole. The HKMA adopts a risk-based approach to banking
supervision to ensure that Als have the necessary risk management systems to
identify, measure, monitor and control risks inherent in their business operations,
and address any problem at an early stage. The HKMA has identified eight
major types of inherent risk:

e credit risk
e interest rate risk
e market risk

e liquidity risk
e operational risk
e legal risk

e reputation risk
e strategic risk.
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How the HKMA supervises banks

The risk profile of an Al is determined by balancing the level of its inherent risks
with the quality of its risk management systems. A risk management rating is
assigned and factored into a CAMEL rating. CAMEL is an internationally
recognised framework for assessing Capital adequacy, Asset quality,
Management, Earnings and Liquidity. The output of the CAMEL system is a
supervisory rating expressed through the use of a numerical scale to reflect the
HKMA's view of the overall safety and soundness of the institution.

The HKMA uses a supervisory review process to feed the risk profile of locally
incorporated Als into the CAMEL rating system. This review process is an integral
part of the Basel Il capital framework introduced into Hong Kong in 2007." It is
designed to ensure that banks have adequate capital to support the risks inherent
in their business, and to encourage banks to develop and use better risk
management techniques to monitor and manage these risks. The
end-product of the supervisory review process is a minimum capital adequacy
ratio that each locally incorporated Al must maintain.

Financial crises over the years have highlighted the importance of sound risk
management systems. The HKMA issues guidance to Als through its Supervisory
Policy Manual, setting out the best practice in risk management it expects the
Als to follow and elaborating on its supervisory approach to monitoring
compliance.? In addition to covering the eight types of inherent risk mentioned
above, the Supervisory Policy Manual includes modules on corporate governance,
internal controls and other issues such as technology risk management, electronic
banking, securities and leveraged foreign exchange business, and the prevention
of money laundering.

' Basel Il is an international framework for the capital adequacy of banks promulgated
by the Basel Committee on Banking Supervision comprising three mutually reinforcing
“pillars”: minimum capital calculation for credit, market and operational risks,
supervisory review process and disclosure.

2 The HKMA publishes its Supervisory Policy Manual and other guidelines or guidance
notes on its website.
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On-site examinations

A key supervisory tool for effective supervision of Als is on-site examination
conducted by the HKMA's own examination teams. All Als are subject to
examination irrespective of their place of incorporation. Overseas branches and
subsidiaries of locally incorporated Als may also be covered. On-site examinations
enable the HKMA to obtain first-hand knowledge of how an institution is
managed and controlled, which is particularly useful for assessing the adequacy
of its risk management systems and internal controls. The frequency of on-site
examinations usually ranges from one to three years, depending on an Al’s
overall CAMEL rating.

An examination may be either a general risk-based examination or a targeted
examination. The former covers the full range of an Al's operations, while the
latter focuses on specific areas of concern that the HKMA has identified during
its off-site supervision. Specialised examinations of Als’ specific business areas,
such as securities, insurance and Mandatory Provident Fund related businesses
are conducted to ensure that they comply with the laws, regulations and codes
of conduct and are adequately managed.

On completion of an on-site examination, the HKMA will issue a formal report
to the Al and will monitor the implementation of any corrective action it
recommends.

Off-site reviews

To ensure continuous supervision, on-site examinations are supplemented by
off-site surveillance of the financial conditions of Als and the quality of their
management and systems for controlling exposures and limiting risks. Off-site
surveillance includes regular analyses of statistical returns and annual
comprehensive reviews of the performance and financial positions of Als.
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How the HKMA supervises banks

Prudential meetings

The annual off-site review of an Al is usually followed by a prudential meeting
with its senior management to enable the HKMA to understand how the Al's
management controls its operations, views its business situation and prospects,
and to clarify specific issues and discuss prudential concerns with the
management. If an Al belongs to a banking group, prudential meetings can be
held at the group level or with individual subsidiaries of the group. The HKMA
may also hold discussions with an Al's overseas head office.

To promote good corporate governance, HKMA representatives also meet the
board of directors (or the audit committee) of each local bank every year to
give an assessment of the bank's performance and the quality of its risk
management and internal controls, and raise any issues requiring attention.

External audit
External auditors play an important role in the supervisory process. The HKMA's
relationship with an Al's external auditors takes several forms:

e auditors are required under the Banking Ordinance to certify, usually
once a year, that an Al's banking returns have been compiled correctly

e auditors are required, usually once a year, to report on the following
areas:

— controls relating to the compilation of prudential returns

— controls for ensuring compliance with provisions in the Banking
Ordinance, and

— controls for ensuring the maintenance of adequate provisions for Als
incorporated in Hong Kong



How the HKMA supervises banks

e auditors may be commissioned to review certain internal control systems
of an Al on an ad hoc basis

e annual tripartite discussions among the HKMA, an Al and its auditors to
discuss issues identified during the annual audit

e the HKMA receives a copy of the auditors’ management letter to an Al
and may discuss any cause for prudential concern with the Al and, if
necessary, its auditors.

Information exchange with other supervisors

The HKMA maintains regular contacts with other local and overseas supervisors
to exchange views on matters relating to Als. Sharing information with other
supervisors is important, given the significance of financial conglomerates with
an international presence and the links among different financial institutions.
The HKMA has the legal authority under the Banking Ordinance to disclose
information to supervisors outside Hong Kong to help them exercise their
functions, subject to the condition that the supervisors have adequate secrecy
provisions to safeguard confidentiality. The HKMA may also disclose information
to other supervisors, such as the Securities and Futures Commission, the Office
of the Commissioner of Insurance and the Mandatory Provident Fund Schemes
Authority under similar circumstances.

Power to collect information

The HKMA has the authority to collect prudential data from Als. This power
extends to any holding company, subsidiary or sister company of an Al. Regular
statutory returns submitted by Als cover information about their assets and
liabilities, profit and loss, capital adequacy, liquidity, large exposures, loan
classification, foreign exchange positions, interest rate risk, market risk and
their activities relating to securities, insurance and Mandatory Provident Fund
businesses. The HKMA may also require Als to submit internal management
information, such as financial reports, debt reports, internal policy statements
on particular areas of operation and information about their subsidiaries.
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How the HKMA supervises banks

Consolidated supervision

The HKMA has powers to prevent the forming of affiliations or corporate
structures that are considered to be undesirable for an Al. Locally incorporated
Als planning to establish overseas branches, subsidiaries and representative
offices must seek prior approval of the HKMA. In determining whether to grant
an approval, the HKMA takes into account the institution’s business plan, the
financial implications and the institution’s ability to manage and exercise
adequate controls over the operation. The economic and political situations of
the country in which the Al proposes to set up its overseas operation will also
be considered, together with the country’s banking secrecy, data privacy rules
and its methods of supervising financial institutions.

Capital adequacy, concentration of exposures and liquidity of Als incorporated
in Hong Kong are supervised on a consolidated basis to enable the HKMA to
assess any weaknesses within a banking or financial group that may have an
impact on the Al itself, and to take defensive or remedial actions when necessary.

When supervising banking groups, the HKMA takes a flexible approach to
determining the scope of consolidated supervision. As a general rule, the group’s
local and overseas offices and financial subsidiaries are covered. Non-bank
companies are included in the consolidation if they undertake “financial”
business, such as hire purchase, credit cards or leasing. Where non-bank
subsidiaries (for example, securities firms or insurance companies) are adequately
supervised by other supervisors, the HKMA will rely heavily on their co-operation
to ensure effective overall supervision of the banking group.



How the HKMA supervises banks

Supervision of Als’ securities business

Under the present regulatory framework, the Securities and Futures Commission
(SFC), which is the “lead regulator” for the securities industry, sets out the
principles and regulatory requirements for all intermediaries to follow. An Al
wishing to engage in securities intermediary activities must register with the
SFC. When an Al applies to be registered, the HKMA will advise the SFC whether
the Al is fit and proper for this purpose. Being the “frontline regulator” of Als’
securities business, the HKMA is responsible for supervising the securities business
conducted by the Als, and where necessary, issuing circulars to Als to supplement
the SFC's regulatory requirements on the basis of the HKMA's supervisory
experience and the nature of operations of the Als.

An Al must appoint, subject to the HKMA's consent, at least two “executive
officers” to supervise its regulated securities activities. The HKMA will only give
its consent if it is satisfied that the applicants are fit and proper and have sufficient
authority within the Al to perform their roles. The HKMA maintains a public
register of the “relevant individuals” (including the sales staff) through whom
Als conduct their regulated securities activities. Als must ensure that their
“relevant individuals” meet the requisite levels of competence, qualifications
and fitness and properness stipulated in the Fit and Proper Guidelines and the
Guidelines on Competence issued by the SFC.

To facilitate co-operation on supervising Als’ securities business, the HKMA
and the SFC have entered into a Memorandum of Understanding setting out
their roles and responsibilities.
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How the HKMA supervises banks

Deposit protection

Depositors in Hong Kong are protected by the Deposit Protection Scheme and,
up to the end of 2010, a guarantee provided by the Hong Kong Special
Administrative Region Government’s Exchange Fund.

The Scheme was established by the Hong Kong Deposit Protection Board on
25 September 2006 in accordance with the Deposit Protection Scheme
Ordinance to provide compensation to depositors when a bank fails. The
objectives of the Scheme are to provide a measure of protection to depositors
and to contribute to the stability of the banking system.

Details of the Deposit Protection Scheme can be found on the website of the
Deposit Protection Board.

Complaints against banks

A customer who wants to complain against a bank should try to resolve the
disagreement with the bank first to give it the chance to put things right at an
early stage. If the customer is still not satisfied, a written complaint may be filed
with the HKMA.

The HKMA expects banks to deal with customer complaints in a thorough and
prompt manner and has issued a guideline requiring banks to have effective
procedures to handle them. But the HKMA does not have the power to decide
whether the complaint is justified or to order a bank to pay compensation.

More details can be found in the HKMA's leaflet “What to do if you have a
complaint about banking products or services” published on the HKMA website.



Conclusion

Conclusion

Banks operate in a constantly changing environment. Because of the increasing
globalisation of financial markets, financial product innovation and technological
development, banks need to constantly review and update the means by which
they identify and manage risks. The HKMA supports and underpins effective
risk management as it continues to develop Hong Kong’s supervisory framework
in pursuit of its mandate: to help safeguard the interests of depositors and
promote the general stability and effective working of the banking system.
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Further reading

Further reading

The Hong Kong Association of Banks and the DTC Association, Code of Banking
Practice, January 2009

Hong Kong Monetary Authority, Guide to Authorization, September 2002

Hong Kong Monetary Authority, Guide to Hong Kong Monetary and Banking
Terms (Third edition), November 2006

Hong Kong Monetary Authority, Hong Kong Monetary Authority Annual Report
Hong Kong Monetary Authority, Supervisory Policy Manual
Hong Kong Monetary Authority website: www.hkma.gov.hk

Hong Kong Deposit Protection Board website: www.dps.org.hk
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