Executive summary

1. The objective of the review is to make recommendations on how the Hong Kong Monetary Authority (HKMA) can best discharge its functions in promoting the general stability and effective working of the banking system under the Banking Ordinance (BO), taking into account recent and likely future developments in Hong Kong’s banking system and the changing nature of the risks facing the system.  The main focus is on the HKMA’s regulatory and supervisory functions.  The main conclusions and recommendations of the report are summarised below.

Trends and issues

2. The Hong Kong banking system is currently in robust condition and has recovered well from the Asian Financial Crisis.  The global banking system is now facing a new crisis triggered by the problems in the US sub-prime market.  Although the Hong Kong banking system has so far been relatively unscathed by this, the HKMA will need to absorb the various lessons to be learned from it and this will to some extent determine its supervisory agenda over the next few years.  However, a more fundamental issue for the HKMA will be how to manage the growing integration with the banking system on the Mainland.  The ability to expand into the Mainland will create new business opportunities for Hong Kong banks, which are facing increasing competition in their domestic market, but will also bring with it increased risks.  The HKMA will need to ensure that both the banks and itself understand the nature of these risks and that there are adequate means in place to control them.  Cooperation with the China Banking Regulatory Commission will be a vital factor in this.

3. The flow will not be one way.  More Mainland banks will wish to enter the Hong Kong market, which will help to boost Hong Kong’s position as an international financial centre, but this trend will need to be carefully managed and supervised.

4. The continuing erosion of financial boundaries will also increase the importance of effective regulatory cooperation within Hong Kong, particularly between the HKMA and the Securities and Futures Commission (SFC).  This relationship is working reasonably well but further refinements may be needed to ease the problems, as perceived by the industry, of having to deal with multiple regulators.

Governance issues relevant to banking stability
5. Although the final power of decision making in the BO rests for the most part with the Monetary Authority (MA), who acts as the chief executive of the HKMA, there are a number of checks and balances on the exercise of that power.  The Banking Advisory Committee and Deposit-taking Companies Advisory Committee are part of that framework of checks and balances, but there are a number of ways, set out in the report, in which their role might be clarified and strengthened.  Other recommendations in the report relate to the role of the Hong Kong Association of Banks, the appeal mechanism set out in the BO, and the HKMA’s strategic planning process.

The MA’s functions and powers in the BO
6. Perhaps the main issue here is the extent to which the HKMA should be involved in consumer protection and whether the MA should be given a specific statutory responsibility for this.  One of the lessons from the handling of the supervision of Northern Rock in the UK is the need to strike the right balance between prudential and consumer issues.  An undue focus on the latter can lead to distraction from the main business of trying to reduce the risk of bank failure.  Therefore the report does not recommend that the MA be given a specific statutory responsibility for consumer protection.  (Nor does it consider that the HKMA should take on the additional, and potentially distracting, role of authorizing and supervising remittance agents and money changers.)

7. However, the report considers that it is legitimate and appropriate for the HKMA to remain involved in those consumer protection issues that fall within its current statutory remit to promote the general stability and effective working of the banking system.  There may be advantage in the HKMA preparing a formal guideline under section 7(3) of the BO setting out what it considers that this entails.

8. The report also suggests that there is a case for strengthening the MA’s powers of sanction, investigation and intervention in the BO.

The supervisory framework
9. The HKMA’s current supervisory framework is comprehensive and intensive.  Coupled with the HKMA’s regular dialogue with the industry, it enables the HKMA to be aware of the main risks to the system and to individual authorized institutions (AIs).  However, as the HKMA itself recognises, there is scope for improvement in the following areas:

· The need to streamline the off-site review process to avoid duplication and to reduce work pressure on case officers to ensure that they are not distracted from their main task of risk assessment.

· The need to rationalise the on-site examination process to ensure that it is properly risk-focussed and does not impose an excessive burden on AIs and on the HKMA itself.

· The need to enhance macro-prudential surveillance of the banking system, for example by improving information flows within the HKMA, in order to maximise the chances of detecting, and preparing for, future adverse trends and risks.

· The need to deal with the issue of high staff turnover in the supervision area.  This recognises that while the supervisory framework is important, the way it is applied by staff and the experience and expertise of those involved are equally important, if not more so.

The policy framework
10. The HKMA has an extensive set of policies that largely comply with the revised Basel Core Principles for Effective Banking Supervision.  In particular, it has been a world leader in early implementation of the Basel II Capital Accord.  To that extent it has already fulfilled one of the principal recommendations of the Basel Committee in response to the sub-prime crisis.  To a large extent, the international response represents a return to basics - focussing on strengthening capital and liquidity requirements and risk management practices.  These, and other proposals of the Financial Stability Forum and the Basel Committee will help to determine the HKMA’s policy objectives over the next few years.  A key priority, in addition to further enhancing the capital adequacy framework, will be to revise the liquidity regime, taking into account the guidance from the Basel Committee to be issued shortly.

11. In addition, continuing progress should be made in filling in the remaining gaps in the policy framework, including supervisory guidelines on counterparty credit risk, management of market risk and derivatives and a consolidated guideline on anti-money laundering and terrorist financing.  The HKMA should also review the disclosure requirements of Hong Kong banks both to meet local needs and to take account of the forthcoming additional guidance from the Basel Committee.

12. Finally, the HKMA should aim to achieve a clearer distinction between minimum standards and best practice in its supervisory guidelines.  Giving the MA a general power in the BO to make rules might facilitate this.  There would also be advantage in bringing all the various elements of the policy framework together in a regulatory handbook similar to that of the SFC.

Authorization

13. The current three-tier structure of the banking system tries to strike a balance between flexibility of entry into the system and protection of small depositors.  However, the system is now more complex than it needs to be to achieve this balance, given the decline in the number of restricted licence banks (RLBs) and deposit-taking companies (DTCs).  Therefore the report recommends that the three-tier structure should be reduced to two tiers:  banks and other deposit-takers (i.e. RLBs and DTCs combined).  The other deposit-takers should be allowed to take call, notice and time deposits of HK$100,000 or more (or some higher figure to be determined) without restriction on maturity (other than in respect of deposits repayable on demand).

14. Otherwise, the authorization criteria set out in the BO seem appropriate and it is not recommended that these should be relaxed in order to facilitate the admission of more foreign banks.

Safety net arrangements
15. The importance of effective safety net arrangements has been demonstrated by the experience with Northern Rock in the UK.  The HKMA has the ability to act as Lender of Last Resort and has issued clearly articulated guidelines on how this would operate.  No change is suggested in the current arrangements.  This is complemented by the Deposit Protection Scheme (DPS) which was launched in September 2006.  The inquest into what went wrong with Northern Rock has identified certain defects in the UK system of deposit insurance and a number of reforms have been suggested.  Some of these issues were already addressed in the way in which the DPS was set up in Hong Kong – in particular, it is pre-funded (which facilitates a quick payout) and it offers 100% coverage.  Moreover, since its inception the board of the DPS has mounted an extensive campaign to increase public awareness of the scheme as a means of promoting depositor confidence. 

16. However, there are certain issues that require further study, such as the level of protection of deposits in the Hong Kong scheme.  These should be reviewed in the light of the changes that are made to the UK scheme and the new international principles on deposit insurance that are due to be issued in response to the sub-prime crisis.

Conclusion
17. It is important to emphasise that the HKMA is widely respected by the Hong Kong banking industry for its professionalism and effectiveness.  It is viewed by outside commentators, such as the rating agencies, as being in the top flight of regulators internationally.  The recommendations set out in this report should be viewed in this context.  No fundamental deficiencies in the regulatory and supervisory framework or processes have been identified.  But a number of enhancements can be made which will provide an even sounder foundation to cope with the challenges ahead.

SUMMARY OF RECOMMENDATIONS

1.
TRENDS AND ISSUES
Business integration with the Mainland

· The HKMA should ensure that Hong Kong banks have appropriate oversight and control of their business operations on the Mainland.
· The HKMA should have a full understanding of the business models that Hong Kong banks are pursuing on the Mainland and of the type and volume of business being conducted there and the risk controls in place. It should be prepared to challenge business models that it considers inappropriate.

· The HKMA should have a full knowledge of the business and regulatory environment on the Mainland, so as to be able to understand the risks and to offer supervisory guidance to authorized institutions (AIs).

· The HKMA should seek to strengthen communication and cooperation with the China Banking Regulatory Commission (CBRC) at all levels (at municipal and provincial levels as well as national), and to cement this through help with training and two-way secondments.  

· While relying principally on the direct supervision of the CBRC of Hong Kong banks’ subsidiaries on the Mainland,  the HKMA should be   prepared to conduct its own periodic on-site examinations of these (subject to any necessary approval from the CBRC).

· Part of the HKMA’s cooperation with the CBRC should be to try to harmonise regulatory policies and practices to produce a level playing field on both sides of the border and to reduce the risk of regulatory arbitrage.
· The HKMA should liaise closely with the CBRC to ensure that Mainland banks which wish to come to Hong Kong are fit to do so.

· The HKMA should attach a high priority to the supervision of Mainland banks once they have set up in Hong Kong.
· The HKMA should continue in its efforts to encourage the Mainland authorities to establish new, and expand existing, regulated channels to facilitate the mobility of capital from the Mainland to Hong Kong or through Hong Kong to the rest of the world.

· The HKMA should ensure that Hong Kong AIs exercise adequate customer due diligence and transaction monitoring in respect of non-resident customers, including those from the Mainland.

Impact of the sub-prime crisis

· The HKMA should develop its capability to look ahead, to the extent possible, to detect global trends and pick up early warning signs of the risks that arise from these trends, even when these seem improbable.

· Where major risks are identified, steps should be taken to bring these to the attention of the boards of AIs (e.g. by writing to them) and positive confirmation should be sought that these risks are being addressed.
· The HKMA should continue to insist that AIs apply prudent criteria in their residential mortgage lending, including adherence to the 70% loan to value ratio.
Development of Hong Kong as an international financial centre

· The HKMA should ensure that it continues to provide a regulatory regime that maintains effective standards while at the same time facilitating access to new entrants.
· The HKMA should continue its efforts to develop the bond market in Hong Kong (e.g. through facilitating the issue of RMB bonds).

· The HKMA should pursue the development of Hong Kong as a centre for Islamic bonds and other forms of Islamic finance as a way of attracting investors from the Middle East and widening the range of products in Hong Kong.

· The HKMA should continue to develop Hong Kong as a regional payment and settlement hub.

· The HKMA should continue to participate in international fora as a means of raising Hong Kong’s international profile and influencing the development of international regulatory standards.

Increasing competition

· The HKMA should take steps to encourage AIs to adopt a more balanced funding structure, e.g. through its efforts to promote the development of the bond market.

· The HKMA should monitor that increased competition does not encourage increased risk-taking (e.g. through investment in complex instruments) that is not justified in relation to capital or earnings.

· The HKMA should continue its efforts to encourage improvements in the risk management of the smaller banks, ensuring in particular that they fully appreciate the interest rate risk posed by the currency board system.
· The HKMA should be prepared to back its judgement and take decisive action where it believes that a business model is unsustainable or risk management is dangerously weak (to avoid a repetition of the Northern Rock situation in the UK).

· Such decisive action should include pressing for merger or acquisition and taking whatever action is possible to facilitate this (again bearing in mind the Northern Rock experience).
· The HKMA should consider the extent to which capital requirements are providing a disincentive to the recycling of funds to the local banks during IPOs and in effect forcing liquidity offshore.
Erosion of financial boundaries

· The HKMA should undertake an assessment in consultation with HKAB and other interested parties of whether the industry’s perceived concerns about the operation of multiple regulators are indeed valid, and if so how the current system can be enhanced.
· The HKMA should consider with the SFC how the process of consultation between the two bodies on the use of enforcement measures might be streamlined. This should recognise that, while the views of the consulted party should be taken into account, it will not always be possible to achieve consensus on the measures to be taken.
· The HKMA should pursue its plan to raise its transparency in relation to its role in disciplinary cases and the procedures that it follows, and to provide periodic updates and feedback to the industry on its activities in this area.
· More staff secondments should be undertaken between the HKMA and the SFC to provide training and to promote harmonisation of culture and practices.
2.
GOVERNANCE ISSUES RELEVANT TO BANKING STABILITY

The role of the Advisory Committees

· The effectiveness of the Banking Advisory Committee and Deposit-taking Companies Advisory Committee should be strengthened.  Pending legislative change, the two Committees should continue to meet jointly, but efforts should be made to reduce the size of the membership of each Committee to enable joint meetings of more manageable proportions to be held.
· Unless there is a particular issue that requires his presence, the FS should normally delegate his responsibility for chairing the joint meeting to the MA.
· In the longer term, the Banking Ordinance (BO) should be changed to turn the two Committees into one Advisory Committee whose role is to advise the MA on matters of policy in relation to his regulatory functions.  The new Committee should be chaired by the MA with a maximum of say 12 external members (including an appropriate representation of non-bankers).

Appeal mechanism

· The current right of appeal to the Chief Executive in Council in the BO should be replaced with a right of appeal to an independent Appeals Tribunal.  (This might be done by enlarging the scope of the current Review Tribunal to turn it into a Banking Appeals Tribunal.)

The role of the Hong Kong Association of Banks

· The HKMA should suggest to HKAB that it conducts a strategic review of its role, functions and organisational structure, with particular reference to whether it should appoint a professional chief executive and a permanent secretariat.
Strategic planning

· The HKMA should refine its business plan to make it more specific and make it easier to monitor implementation of the various initiatives and to assess the resource implications.  
3.
THE MONETARY AUTHORITY’S FUNCTIONS AND POWERS IN THE BANKING ORDINANCE

The HKMA’s role in consumer protection

· The HKMA should maintain its primary focus on prudential issues but should also remain involved in consumer protection issues that fall within its current statutory remit to promote the general stability and effective working of the banking system.  It does not appear necessary for the MA to be given a specific statutory responsibility for consumer protection.
· There may be advantage in the HKMA preparing a formal guideline under section 7(3) of the BO setting out how it considers it should exercise this aspect of the MA’s functions and what the limits on it are.

· The HKMA should continue not to be involved in resolution of individual disputes between banks and their customers.  That is the role of a banking (or more generally a financial services) ombudsman for which there may at some point be a need in Hong Kong, particularly as wealth management activities expand.
Supervision of remittance agents and money changers

· The HKMA should not assume responsibility for the AML/CFT supervision of RAMCs, but some other solution should be found.

The MA’s powers of sanction

· The HKMA should consider whether it feels the need for an extension of the MA’s powers of sanction to include the issuing of public statements and the ability to fine.  If so, it should present the case to the Government and the banking industry.
· Whether or not such powers are granted, the HKMA should consider issuing a guideline under section 7(3) of the BO describing the various enforcement powers available to it and the broad principles that would govern the use of such powers.
The MA’s powers of investigation

· The powers of investigation of the MA under the BO should be extended so that they are no less than those available to the SFC.

The MA’s powers of intervention

· The HKMA should follow closely the debate in the UK post-Northern Rock about how to deal with failing banks and apply any relevant lessons learned to the situation in Hong Kong, including any necessary enhancements to Part X of the BO.
4.
THE SUPERVISORY FRAMEWORK

The need to streamline the off-site review process

· The current off-site review process should be streamlined to reduce the need to run different systems side by side and to produce a logical and efficient sequence of actions leading up to on-site examination.  The Supervisory Review Process (SRP) should be revised to take account of the further Pillar 2 guidance to be issued by the Basel Committee.
· Risk assessment should be an on-going process throughout the year with re-assessment of the risk profile as new information emerges.  There should be a clear mechanism for escalating emerging risk issues to senior management and appropriate arrangements for quality control of the assessment process.
· The work pressures on case officers should be alleviated by reviewing the purpose of their various tasks, by making sure, on an ongoing basis, that the limited supervisory resources are allocated to tasks that are of a higher priority, and by giving them better tools to access the EPSS database and conduct financial analysis (including peer group review).
· The ability of case officers to assess complex instruments and risks (including strategic risks) should be addressed though enhanced training in this area, through better knowledge transfer within the HKMA (e.g. from the specialised examination teams) and through increased use of short-term secondments to industry.

· The current risk ratings (e.g. low, moderate and high for risks and strong, acceptable and weak for controls) should be made more granular to avoid fence-sitting by case officers and to allow more precise ratings. For example, using an approach similar to that of the UK FSA would give four ratings for risk:  low, moderate-low, moderate-high and high, with the two latter ratings being the main area of focus for on-site examination.

· An explicit impact rating should be assigned to each AI including DTCs. (Impact being measured in relation to the effect on depositors and systemic stability if the firm were to fail or become involved in financial scandal of some kind, e.g. related to money laundering or fraud.)  In general, reduced-scope risk assessment and supervisory monitoring may be appropriate for low impact firms (although the risk profile of the firms concerned will also be a relevant factor in deciding the intensity of supervision).  The HKMA should publish a guideline setting out its supervisory policy in this respect.

· Related to this is the need for the HKMA to establish its tolerance in relation to the risk of failure or major scandal.  This should help to establish the intensity of the HKMA’s supervision by type of firm and the resources it needs to ensure that its risk tolerance is not exceeded.
The need to rationalise the on-site examination process

· The HKMA should make efforts to reduce the number of separate examinations to which AIs are subject in any given year.

· In particular, the HKMA should re-consider the role of risk-based examinations in the light of the move to specialised and thematic examinations.  Unless the risk profile of a local bank includes high or moderate-high risks or control weaknesses, consideration should be given to whether it requires a risk-based examination each year (particularly if it is being subject to other types of examination that year).
· The HKMA should exercise restraint on the thematic examination of particular AIs to obtain a benchmark of best practice.  Other methods should be used including discussions with, or presentations from, the AI concerned on the practices they use in the area under review.

· The HKMA should review the amount of detail that examiners should normally cover, perhaps in the case of well-run AIs allowing examinations to be confined to a relatively high level unless that reveals particular issues that require more detailed investigation.

· The HKMA should present its examination findings in a more concise way by focussing on the high priority items and itself specifying the action points to be taken on the basis of the findings and the deadline for these to be implemented.

· Follow-up should be conducted primarily by the chief executive of the AI confirming that the action points have been implemented by the deadline specified by the HKMA.  Confirmation of this could be provided by the external auditors and be subject to spot checks by the HKMA.  Enforcement action should be taken if it turns out that the HKMA has been misled.

· More use should be made of section 59 of the BO to commission reports on AIs’ systems and controls from external auditors (only 3 such reports were commissioned in 2007 and 1 in 2006).
· In general, the HKMA should consider ways in which it can leverage its use of external auditors, for example by allowing them to attend meetings with the boards of directors as observers.
Enhancement of macro-prudential surveillance

· The HKMA should further enhance its efforts on macro-prudential surveillance, in particular to ensure that there is full cooperation and exchange of information among its relevant departments and that the expertise of the Research Department is fully utilised.  It is important that risks and priorities identified during the course of surveillance feed down to, and influence the activities of, line supervisors.

· To ensure that there is an opportunity for dialogue involving interested parties, macro-prudential trends and issues should be a regular item (say monthly) on the agenda of the HKMA Chief Executive’s Committee.
High turnover of staff

· The HKMA should adopt a multi-faceted approach to try to manage turnover among its supervisory staff, including consideration of a long-term incentive programme for staff.

5.
THE POLICY FRAMEWORK

Supervisory policies

· The HKMA should develop its supervisory policies in line with the detailed recommendations to be issued by the Basel Committee in response to the sub-prime crisis.  This will include review of the current liquidity regime. A particular need in Hong Kong is to revamp the current statutory minimum liquidity ratio, including re-examination of its use of credit agency ratings, to ensure that it is a proper measure of high quality liquidity.

· The HKMA should fill in the remaining gaps in its supervisory guidelines, including counterparty credit risk and management of market risk and derivatives.

· The HKMA should review the disclosure requirements of Hong Kong banks both to meet local market needs and to take account of the forthcoming additional guidance from the Basel Committee.


Prevention of money laundering and terrorist financing (AML/CFT)

· The HKMA should consolidate the existing Guideline and Supplement on AML/CFT into one document, taking account of the recommendations that arise from the FATF review.  This should be made consistent with the legislation on the customer due diligence and record keeping requirements for financial institutions when this is eventually produced.

The organization of the HKMA’s policy framework

· The HKMA should review its policy on the distinction between statutory and non-statutory guidelines.

· The HKMA should also make a clearer distinction in its guidelines between minimum requirements and best practice.  The aim should be to set out clearly and simply the “rules of the game”, supplemented by guidance on how the minimum requirements may, but not must, be complied with.

· To strengthen this, there should be consideration of whether the MA should be given a general power to make formal rules under the BO.
· The HKMA’s regulatory requirements should be set within an explicit framework of high level fundamental principles.
· All the various elements of the policy framework should be brought together in a regulatory handbook on similar lines to that of the SFC.
6.
AUTHORIZATION

The three tier structure

· The current three tier structure of authorized institutions should be reduced to two tiers:  banks and other “deposit-takers”.
· The principal dividing line between the two tiers should be the ability to conduct banking business and to take “retail deposits”, both of which (along with membership of the Deposit Protection Scheme) should be reserved for banks.

Licensing and promotion

· The HKMA should not relax its present licensing criteria for the admission of foreign banks, but should focus instead on ensuring that the licensing process is as efficient and as speedy as possible.
· Towards this end, the HKMA should establish ongoing bilateral links with regulators from those jurisdictions whose banks may wish to enter the Hong Kong market.
7.
SAFETY NET ARRANGEMENTS

Deposit protection scheme (DPS)

· The DPS should review the level of deposit protection provided in Hong Kong and the potential for raising the protection limit without increasing the annual premium.
· The DPS should study the changes that are made to the UK scheme in the wake of Northern Rock and the new international principles for deposit insurance when they emerge to consider what application they may have to Hong Kong.
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