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BANKING (CAPITAL) RULES

(Made by the Monetary Authority under section 98A of the Banking 
Ordinance (Cap. 155) as amended by the Banking (Amendment) 

Ordinance 2005 (19 of 2005) after consultation with the 
Financial Secretary, the Banking Advisory Committee, 
the Deposit-taking Companies Advisory Committee, 

The Hong Kong Association of Banks and 
The DTC Association)

PART 1

PRELIMINARY

1. Commencement

These Rules shall come into operation on the day appointed for the
commencement of section 4 of the Banking (Amendment) Ordinance 2005 
(19 of 2005).

2. Interpretation

(1) In these Rules, unless the context otherwise requires—
“alternative standardized approach” (替代標準計算法) means the method of

calculating an authorized institution’s operational risk set out in Division
4 of Part 9;

“ASA approach” (ASA計算法) means the alternative standardized approach;
“asset sale with recourse” (有追索權的資產出售), in relation to an authorized

institution, means an asset sale transaction where the credit risk of the
asset sold remains with the institution because the purchaser of the asset is
entitled to sell the asset back to the institution within a specified period, or
under specified circumstances, under the terms of the transaction; 

“back-testing” (回溯測試), in relation to the use of an internal model by an
authorized institution, means a process whereby the daily changes in the
value of a portfolio of exposures of the institution are compared with the
daily VaR generated from the institution’s internal model applicable to
that portfolio;

“bank” (銀行) means—
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(a) an authorized institution except an authorized institution the
authorization of which is for the time being suspended under
section 24 or 25 of the Ordinance; or

(b) a bank incorporated outside Hong Kong which is not an
authorized institution except such a bank—

(i) which, in the opinion of the Monetary Authority, is not
adequately supervised by the relevant banking supervisory
authority; or

(ii) the licence or other authorization of which to carry on
banking business is for the time being suspended;

“banking book” (銀行帳), in relation to an authorized institution, means all the
institution’s on-balance sheet exposures and off-balance sheet exposures
except such exposures which fall within the definition of “trading book”
in this section;

“basic approach” (基本計算法) means the method of calculating an authorized
institution’s credit risk for non-securitization exposures set out in Part 5;

“basic indicator approach” (基本指標計算法) means the method of calculating
an authorized institution’s operational risk set out in Division 2 of Part 9;

“BIA approach” (BIA計算法) means the basic indicator approach;
“bond” (債券) means an interest-bearing or zero-coupon debt security—

(a) which is an acknowledgment of a debt promising payment of a
specified sum to the holder of the debt security; and

(b) which describes a time to maturity which is, or will become,
definite;

“BSC approach” (BSC計算法) means the basic approach;
“business day” (營業日), in relation to a country, means any day other than—

(a) a public holiday in that country; or
(b) a day on which the financial markets are not generally open for

business in that country;
“calendar quarter” (季度) means a period of 3 consecutive calendar months

ending on a calendar quarter end date;
“calendar quarter end date” (季度終結日) means the last day of March, June,

September or December;
“capital charge” (資本要求), in relation to an authorized institution, means an

amount of regulatory capital which the institution is required to hold for
an exposure to a relevant risk which, if multiplied by 12.5, becomes the
risk-weighted amount of that exposure for that risk;

“CCF” means a credit conversion factor; 
“clean-up call” (結清權) has the meaning assigned to it by section 227(1);
“collective investment scheme” (集體投資計劃)—

(a) subject to paragraph (b), has the meaning assigned to it by 
Part 1 of Schedule 1 to the Securities and Futures Ordinance
(Cap. 571);
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(b) does not include a restricted collective investment scheme;
“collective provisions” (集體準備金), in relation to the exposures of an

authorized institution, means an allowance for impairment loss arising
from a collective assessment of the exposures for impairment loss;

“commodity” (商品) means any precious metal (other than gold), base metal,
non-precious metal, energy, agricultural asset or any other physical
product which is traded on an exchange;

“commodity-related derivative contract” (商品關聯衍生工具合約) has the
meaning assigned to it by section 281;

“comprehensive approach” (全面方法) has the meaning assigned to it by 
section 51;

“confidence interval” (置信區間) means a statistical range with a specified
probability that a given parameter lies within the range;

“consolidated basis” (綜合基礎) has the meaning assigned to it by section 4;
“consolidation group” (綜合集團) has the meaning assigned to it by section 4;
“core capital” (核心資本) has the meaning assigned to it by section 35;
“counter-guarantee” (反擔保), in relation to an authorized institution, means 

a guarantee (or other undertaking) given by one party for the payment 
of money by a guarantor upon the guarantor being required to make
payment under the terms of a guarantee given by the guarantor to the
institution in relation to the exposure of the institution to a third party;

“country” (國家) includes—
(a) subject to paragraph (b), any part of a country; and 
(b) any jurisdiction except a restricted jurisdiction;

“credit conversion factor” (信貸換算因數), in relation to an off-balance sheet
exposure of an authorized institution, means a percentage by which the
principal amount (within the meaning of section 51, 105, 139(1) or 227(1),
as the case requires) of the exposure is multiplied as a part of the process
for determining the credit equivalent amount (within the meaning of
section 51, 105, 139(1) or 227(1), as the case requires) of the exposure;

“credit default swap” (信用違責掉期) means a credit derivative contract under
which the protection buyer pays a fee to the protection seller in return for
a payment by the protection seller in the event of a default (or similar
credit event) by a reference entity;

“credit derivative contract” (信用衍生工具合約) means a forward contract, swap
contract, option contract or similar derivative contract entered into by 
2 parties with the intention to transfer credit risk in relation to a reference
obligation from one party (“protection buyer”) to the other party
(“protection seller”);

“credit enhancement” (信用提升 ) has the meaning assigned to it by 
section 227(1);
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“credit event” (信用事件), in relation to a credit derivative contract, means an
event specified in the contract which, if it occurs, obliges the protection
seller to make a payment to the protection buyer;

“credit-linked note” (信用掛漖票據) means a form of structured note with an
embedded credit default swap which allows the issuer of the note
(“protection buyer”) to transfer credit risk to the buyer of the note
(“protection seller”);

“credit protection” (信用保障), in relation to an exposure of an authorized
institution, means the protection afforded to the exposure by recognized
credit risk mitigation;

“credit protection provider” (信用保障提供者)—
(a) in relation to a guarantee which constitutes credit protection,

means the guarantor under the guarantee; or
(b) in relation to a credit derivative contract which constitutes credit

protection, means the protection seller under the contract;
“credit quality grade” (信用質素等級) means a grade represented by a numeral

to which an ECAI rating is mapped for determining the appropriate risk-
weight for an exposure of an authorized institution;

“credit risk” (信用風險), in relation to an authorized institution, means the
institution’s credit risk as referred to in paragraph (a) of the definition of
“capital adequacy ratio” in section 2(1) of the Ordinance;

“credit risk components” (信用風險組成部分) has the meaning assigned to it by
section 139(1);

“currency mismatch” (貨幣錯配), in relation to an exposure of an authorized
institution—

(a) subject to paragraph (b), means that the exposure and the credit
protection afforded to the exposure are denominated in different
currencies;

(b) does not include a case in which the institution has, in respect of
the exposure, entered into a hedging agreement and, under that
agreement, the risk of foreign exchange loss to the institution
arising from the fact that the exposure and the credit protection
afforded to the exposure are denominated in different currencies
is eliminated;

“current exposure” (現行風險承擔), in relation to an off-balance sheet exposure
of an authorized institution which is an OTC derivative transaction
(referred to in this definition as “existing transaction”) or credit derivative
contract (referred to in this definition as “existing contract”), means the
replacement cost—

(a) which would be incurred by the institution if it were required 
to enter into another OTC derivative transaction or credit
derivative contract, as the case may be, to replace the existing
transaction or existing contract, as the case may be, with another
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counterparty with substantially the same economic consequences
for the institution; and

(b) which is calculated by marking-to-market the existing
transaction or existing contract, as the case may be, and—

(i) if the resultant value is positive for the institution, taking
the resultant value of the existing transaction or existing
contract, as the case may be;

(ii) if the resultant value is negative for the institution, taking
the resultant value of the existing transaction or existing
contract, as the case may be, as zero;

“debt-related derivative contract” (債務關聯衍生工具合約) has the meaning
assigned to it by section 281;

“debt security contract” (債務證券合約) means a forward contract, swap
contract, option contract or similar derivative contract the value of which
is determined by reference to the value of, or any fluctuation in the value
of, one or more than one underlying debt security or underlying debt
security index (being an index calculated by reference to a basket of debt
securities);

“delivery-versus-payment basis” (貨銀對付形式), in relation to a transaction,
means the delivery of a thing under the transaction and the payment for
the thing occur simultaneously;

“derivative contract” (衍生工具合約)—
(a) means a financial instrument (other than a bond, loan, share,

note or structured financial instrument) the value of which is
determined by reference to the value of, or any fluctuation in the
value of, one or more than one underlying asset, index, financial
instrument, rate or thing as designated in the financial
instrument;

(b) where a financial instrument which falls within paragraph (a) is
embedded in or combined with, or forms part of, a bond, loan,
share, note or structured financial instrument, means only the
financial instrument which falls within paragraph (a);

“dilution risk” (攤薄風險) has the meaning assigned to it by section 139(1);
“direct credit substitute” (直接信貸替代項目), in relation to an authorized

institution—
(a) means an irrevocable off-balance sheet exposure of the

institution which carries the same credit risk to the institution as
a direct extension of credit by the institution; and

(b) includes—
(i) guarantees given by the institution;

(ii) standby letters of credit serving as financial guarantees for
loans;

(iii) acceptances; and 
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(iv) financial liabilities arising from the selling of credit
protection under credit derivative contracts in the form of
total return swaps or credit default swaps booked in the
institution’s banking book;

“domestic currency exposure” (本地貨幣風險承擔) means an exposure of an
authorized institution which is—

(a) denominated in the local currency of the obligor in respect of the
exposure; and

(b) funded by liabilities entered into by the institution in that
currency;

“domestic public sector entity” (本地公營單位) means an entity specified in Part
1 of Schedule 1;

“EAD” has the meaning assigned to it by section 139(1);
“early amortization provision” (提早攤銷規定) has the meaning assigned to it

by section 227(1);
“ECAI” means an external credit assessment institution;
“ECAI issue specific rating” (ECAI特定債項評級), in relation to an exposure,

subject to subsection (7), means—
(a) in section 55, a long-term credit assessment rating—

(i) which is assigned to the exposure by an ECAI; and
(ii) which is for the time being neither withdrawn nor

suspended by that ECAI;
(b) in sections 59, 60 and 61 and Parts 7 and 8, a short-term credit

assessment rating or long-term credit assessment rating—
(i) which is assigned to the exposure by an ECAI; and

(ii) which is for the time being neither withdrawn nor
suspended by that ECAI; or

(c) in the case of a holding of units or shares in a collective
investment scheme which only holds cash or fixed income assets,
a credit assessment rating—

(i) which is assigned to the scheme by an ECAI based on the
credit quality of the cash held or the fixed income assets
held, as the case may be; and

(ii) which is for the time being neither withdrawn nor
suspended by that ECAI;

“ECAI issuer rating” (ECAI發債人評級), in relation to any person (however
described), means a long-term credit assessment rating—

(a) which is assigned to the person by an ECAI; and
(b) which is for the time being neither withdrawn nor suspended by

that ECAI;
“ECAI rating” (ECAI評級) means—

(a) an ECAI issuer rating; or
(b) an ECAI issue specific rating;
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“EL amount” (EL額) has the meaning assigned to it by section 139(1);
“equity contract” (股權合約) means a forward contract, swap contract, option

contract or similar derivative contract the value of which is determined by
reference to the value of, or any fluctuation in the value of, one or more
than one underlying equity or underlying equity index (being an index
calculated by reference to a basket of equities);

“equity-related derivative contract” (股權關聯衍生工具合約) has the meaning
assigned to it by section 281;

“exception” (例外情況), in relation to back-testing by an authorized institution,
means an instance in which the daily losses in the value of a portfolio of
exposures of the institution are above the daily VaR generated from the
institution’s internal model applicable to that portfolio;

“excess spread” (超額利差) has the meaning assigned to it by section 227(1);
“exchange controls” (外匯管制) means controls or restrictions imposed by the

government of a country on the exchange of the currency of that country
for the currency of another country;

“exchange rate contract” (匯率合約)—
(a) means a forward foreign exchange contract, cross-currency

interest rate swap contract, currency option contract or similar
derivative contract; and 

(b) includes a forward contract, swap contract, option contract or
similar derivative contract the value of which is determined by
reference to the value of, or any fluctuation in the value of, gold;

“external credit assessment institution” (外部信用評估機構) means—
(a) Standard & Poor’s Ratings Services;
(b) Moody’s Investors Service;
(c) Fitch Ratings; or
(d ) Rating and Investment Information, Inc.;

“facility grade” (融通等級) has the meaning assigned to it by section 139(1);
“fair value” (公平價值)—

(a) in relation to an asset, means the amount for which the asset
could be exchanged between knowledgeable, willing parties in an
arm’s length transaction; or

(b) in relation to a liability, means the amount for which the liability
could be settled between knowledgeable, willing parties in an
arm’s length transaction;

“financial instrument” (金融工具) includes a financial instrument in the form
of—

(a) a written document;
(b) information which is recorded in the form of any entry in a book

of account;
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(c) information which is recorded (whether by means of a computer
or otherwise) in a non-legible form but is capable of being
reproduced in a legible form; and

(d ) any combination of the document and information referred to in
paragraphs (a), (b) and (c);

“first-to-default credit derivative contract” (首先違責者信用衍生工具合約)
means a credit derivative contract under which—

(a) the protection buyer obtains credit protection for a basket of
exposures held by it; and 

(b) the first default among the obligations specified in the contract
for the purposes of determining whether a credit event has
occurred triggers the credit protection and terminates the
contract;

“Fitch Ratings” (惠譽評級) means that organization the membership of
which—

(a) consists of—
(i) members of the group of companies of which Fitch, Inc. is

the ultimate holding company;
(ii) Fitch Ratings Lanka Limited; and

(iii) Fitch Ratings (Thailand) Limited;
(b) adheres to a common set of core methodologies, practices and

procedures for issuing credit assessment ratings; and
(c) issues credit assessment ratings under the name of Fitch Ratings;

“foreign public sector entity” (非本地公營單位) means an entity specified by a
relevant banking supervisory authority outside Hong Kong (whether by
means of legislation or a public notice or otherwise) to be a public sector
entity for the purposes of applying preferential risk-weighting treatment
under capital adequacy standards formulated in accordance with—

(a) the document entitled “International Convergence of Capital
Measurement and Capital Standards” published by the Basel
Committee on Banking Supervision in July 1988; or

(b) the document entitled “International Convergence of Capital
Measurement and Capital Standards — A Revised Framework
(Comprehensive Version)” published by the Basel Committee on
Banking Supervision in June 2006;

“forward asset purchase” (遠期資產購買), in relation to an authorized
institution—

(a) subject to paragraph (b), means a contractually binding
commitment by the institution to purchase on a specified future
date, and according to specified terms, a loan, security or other
asset from another party, and includes a contractually binding
commitment under a put option written by the institution; 
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(b) does not include a contractually binding commitment arising
from a forward foreign exchange contract;

“forward contract” (遠期合約)—
(a) subject to paragraph (b), means a contract between two parties

for the purchase or sale of a specified quantity of a specified
commodity, currency, financial instrument or thing at a specified
price on a specified future date;

(b) does not include a futures contract;
“forward forward deposits placed” (遠期有期存款), in relation to an authorized

institution, means an agreement between the institution and another party
whereby the institution will place a deposit at a specified rate of interest
with the party on a specified future date; 

“foundation IRB approach” (基礎 IRB計算法) has the meaning assigned to it
by section 139(1);

“futures contract” (期貨合約) means a contract which is made under the rules
or conventions of a futures exchange and traded on the exchange;

“gain-on-sale” (出售收益) has the meaning assigned to it by section 227(1);
“general market risk” (一般市場風險) has the meaning assigned to it by 

section 281;
“gross income” (總收入) has the meaning assigned to it by section 323;
“group of companies” (公司集團) has the meaning assigned to it by section 2(1)

of the Companies Ordinance (Cap. 32);
“guarantee” (擔保) includes an indemnity;
“haircut” (扣減), in relation to an authorized institution, means an adjustment

to be applied to the credit protection held by the institution, or the
institution’s exposure, to take into account possible future price
fluctuations or fluctuations in exchange rates;

“IMM approach” (IMM計算法) means the internal models approach; 
“impairment loss” (減值損失), in relation to an exposure of an authorized

institution, means the amount by which the carrying amount of the
exposure exceeds the exposure’s recoverable amount; 

“incorporated” (成立為法團) includes established;
“insurance firm” (保險商號)—

(a) means an entity—
(i) which is authorized and supervised by an insurance

regulator pursuant to the law of a country other than Hong
Kong; and

(ii) which is subject to supervisory arrangements regarding the
maintenance of adequate capital to support its business
activities comparable to those prescribed for authorized
institutions under the Ordinance and these Rules; and

(b) includes an authorized insurer within the meaning of the
Insurance Companies Ordinance (Cap. 41);
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“insurance regulator” (保險規管當局) does not include a restricted insurance
regulator;

“interest rate contract” (利率合約) means a single-currency forward rate
contract, interest rate swap contract, interest rate option contract or
similar derivative contract;

“interest rate derivative contract” (利率衍生工具合約) has the meaning assigned
to it by section 281;

“internal capital” (內部資本), in relation to an authorized institution, means the
amount of capital which the institution holds and allocates internally as a
result of the institution’s assessment of the risks faced by the institution;

“internal model” (內部模式) means a model used by an authorized institution
to measure the institution’s credit risk, market risk or operational risk;

“internal models approach” (內部模式計算法) means the method of calculating
an authorized institution’s market risk set out in Divisions 11 and 12 of
Part 8;

“internal ratings-based approach” (內部評級基準計算法) means the method of
calculating an authorized institution’s credit risk for non-securitization
exposures set out in Part 6;

“internal ratings-based (securitization) approach” (內部評級基準 (證券化)計
算法) means the method of calculating an authorized institution’s credit
risk for securitization exposures set out in Divisions 4, 5 and 6 of Part 7;

“IRB approach” (IRB計算法) means the internal ratings-based approach;
“IRB class” (IRB類別) has the meaning assigned to it by section 139(1);
“IRB coverage ratio” (IRB涵蓋比率) has the meaning assigned to it by 

section 4;
“IRB(S) approach” (IRB(S) 計算法) means the internal ratings-based (securitization)

approach;
“IRB subclass” (IRB子類別) has the meaning assigned to it by section 139(1);
“last 3 years” (最近 3個年度) has the meaning assigned to it by section 323;
“LGD” has the meaning assigned to it by section 139(1);
“liquidity facility” (流動資金融通) has the meaning assigned to it by 

section 227(1);
“local currency” (本地貨幣), in relation to a country, means the currency issued

by the central government, the central bank, the monetary authority, or
an authorized note-issuing bank, of that country;

“long-term ECAI issue specific rating” (長期 ECAI特定債項評級), in relation to
an exposure, means an ECAI issue specific rating for the exposure which
is a long-term credit assessment rating;

“main index” (主要指數) has the meaning assigned to it by section 51; 
“market risk” (市場風險), in relation to an authorized institution, means the

institution’s market risk as referred to in paragraph (b) of the definition of
“capital adequacy ratio” in section 2(1) of the Ordinance;
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“market risk capital charge” (市場風險資本要求) has the meaning assigned to it
by section 281;

“mark-to-market” (按市價計值), in relation to any transaction, position,
exposure or contract, means to revalue the transaction, position, exposure
or contract, as the case may be, at current market price;

“minimum holding period” (最短持有期), in relation to the use of the STC
approach, has the meaning assigned to it by section 51;

“Moody’s Investors Service” (穆迪投資者服務) means that organization the
membership of which—

(a) consists of members of the group of companies of which
Moody’s Corporation is the ultimate holding company;

(b) adheres to a common set of core methodologies, practices and
procedures for issuing credit assessment ratings; and

(c) issues credit assessment ratings under the name of Moody’s
Investors Service;

“net book value” (淨帳面價值), in relation to any thing, means the thing’s book
value after deducting the amount of any allowance for impairment loss
arising from an individual assessment of the thing for impairment loss;

“nettable” (可作淨額計算的), in relation to an exposure (however described) of
an authorized institution, means that the exposure is subject to a valid
bilateral netting agreement;

“non-securitization exposure” (非證券化類別風險承擔), in relation to an
authorized institution, means an exposure of the institution which is not 
a securitization exposure;

“note issuance and revolving underwriting facilities” (票據發行及循環式包銷
融通) means any facility in respect of the issue of debt securities to the
market where—

(a) an issuer may draw down funds, up to a specified limit, over a
specified period, should any issue of the debt securities prove
unable to be placed in the market; and 

(b) the unplaced amount is to be taken up, or funds are to be made
available, by the underwriter of the facility;

“notional amount” (名義數額), in relation to an off-balance sheet exposure of
an authorized institution, means the reference amount used to calculate
payment obligation between the parties to the exposure;

“obligor” (承擔義務人)—
(a) in relation to an exposure of an authorized institution in respect

of a guarantee, means the guarantor under the guarantee;
(b) in relation to an exposure of an authorized institution in respect

of a credit derivative contract, means the protection seller under
the contract; or

(c) in relation to any other exposure of an authorized institution,
means a person—
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(i) to whom the institution has an exposure; and
(ii) who has the primary obligation to repay, pay or otherwise

settle the exposure;
“obligor grade” (承擔義務人等級) has the meaning assigned to it by 

section 139(1);
“operational risk” (業務操作風險), in relation to an authorized institution,

means the institution’s operational risk as referred to in paragraph (c) of
the definition of “capital adequacy ratio” in section 2(1) of the Ordinance;

“option contract” (期權合約) means a contract which gives the holder of the
contract the option or right, exercisable at or before a specified time, to
purchase or sell a specified quantity of a specified commodity, currency,
financial instrument or thing at a specified price;

“originating institution” (發起機構) has the meaning assigned to it by 
section 227(1);

“OTC derivative transaction” means an over-the-counter derivative
transaction;

“other commodity contract” (其他商品合約) means a forward contract, swap
contract, option contract or similar derivative contract the value of which
is determined by reference to the value of, or any fluctuation in the value
of, one or more than one underlying commodity other than precious
metal or underlying commodity index (being an index calculated by
reference to a basket of commodities other than precious metal);

“over-the-counter derivative transaction” (場外衍生工具交易)—
(a) subject to paragraph (b), means a derivative contract other than

a credit derivative contract;
(b) does not include a contract referred to in paragraph (a)—

(i) which is traded on an exchange; and
(ii) which is subject to daily re-margining requirements;

“parent bank” (母銀行), in relation to an authorized institution, means any
holding company of the institution which is authorized as a bank in the
overseas country in which the holding company is incorporated;

“partly paid-up shares and securities” (部分付款股份及證券), in relation to an
authorized institution, means shares or securities the unpaid portion of
which the institution may be called upon by the issuer to pay on a
specified or unspecified date in the future;

“past due exposure” (逾期風險承擔), in relation to the use of the STC
approach, has the meaning assigned to it by section 51;

“PD” has the meaning assigned to it by section 139(1);
“PD/LGD approach” (PD/LGD計算法) has the meaning assigned to it by

section 139(1);
“pool” (組別), in relation to an authorized institution which uses the IRB

approach, has the meaning assigned to it by section 139(1);
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“position” (持倉), in relation to an authorized institution’s calculation of
market risk, has the meaning assigned to it by section 281;

“positive current exposure” (現行風險承擔正數), in relation to a transaction of
an authorized institution referred to in paragraph (i ) or ( j ) of the
definition of “cash items” in section 51 or 105 or referred to in paragraph
(h) or (i ) of the definition of “cash items” in section 139(1), means the risk
of loss to the institution on the difference between—

(a) the transaction valued at the agreed settlement price; and
(b) the transaction valued at the current market price;

“potential exposure” (潛在風險承擔), in relation to an off-balance sheet
exposure of an authorized institution which is an OTC derivative
transaction or a credit derivative contract, means the principal amount
(within the meaning of section 51, 105, 139(1) or 227(1), as the case
requires) of the transaction or contract, as the case may be, multiplied by
the applicable CCF;

“precious metal contract” (貴金屬合約) means a forward contract, swap
contract, option contract or similar derivative contract the value of which
is determined by reference to the value of, or any fluctuation in the value
of, one or more than one underlying precious metal other than gold or
underlying precious metal index (being an index calculated by reference to
a basket of precious metals other than gold);

“prior consent” (事先同意) means prior consent in writing;
“property-holding shell company” (持物業空殼公司) means a company which

does not engage in any business activity except for the sole purpose of the
buying, holding and selling of residential properties;

“public sector entity” (公營單位) means—
(a) a domestic public sector entity; or
(b) a foreign public sector entity;

“rated” (獲評級), in relation to a securitization exposure, has the meaning
assigned to it by section 227(1);

“ratings-based method” (評級基準方法) has the meaning assigned to it by
section 227(1);

“rating system” (評級系統) has the meaning assigned to it by section 139(1);
“recognized credit risk mitigation” (認可減低信用風險措施), in relation to an

exposure of an authorized institution, means the use by the institution
of—

(a) recognized netting;
(b) recognized collateral (within the meaning of section 51, 105 

or 139(1), as the case requires);
(c) a recognized guarantee (within the meaning of section 51, 105 

or 139(1), as the case requires); or
(d ) a recognized credit derivative contract (within the meaning of

section 51, 105 or 139(1), as the case requires),
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for the purposes of reducing the risk-weighted amount of the exposure
pursuant to these Rules;

“recognized exchange” (認可交易所) means—
(a) a recognized stock exchange; or
(b) a recognized futures exchange;

“recognized futures exchange” (認可期貨交易所) means a futures exchange
specified in Part 2 of Schedule 1 to the Securities and Futures Ordinance
(Cap. 571);

“recognized netting” (認可淨額計算) means any netting done pursuant to a
valid bilateral netting agreement;

“recognized stock exchange” (認可證券交易所) means a stock exchange
specified in Part 3 of Schedule 1 to the Securities and Futures Ordinance 
(Cap. 571);

“reference entity” (參照實體), in relation to a credit derivative contract, means
the entity on whose credit status that contract is based;

“reference obligation” (參照義務), in relation to a credit derivative contract,
means the specified obligation of a specified reference entity in the
contract, pursuant to which the basis for the settlement of the contract is
determined;

“regulatory capital” (監管資本), in relation to an authorized institution, means
the amount of capital the institution is required to hold in accordance
with the Ordinance and these Rules in respect of its risk-weighted amount
for each relevant risk;

“regulatory capital arbitrage” (監管資本套戥) has the meaning assigned to it by
section 4;

“relevant international organization” (有關國際組織) means an international
organization specified in Part 10 of Schedule 1;

“relevant risk” (有關風險), in relation to an authorized institution, means the
credit risk, market risk or operational risk of the institution;

“repo-style transaction” (回購形式交易), in relation to an authorized institution,
means a transaction entered into by the institution whereby the
institution—

(a) agrees to sell securities to a counterparty for a sum of money
with a commitment to repurchase the securities at a specified
price on a specified future date from the counterparty;

(b) lends securities to a counterparty and receives a sum of money or
other securities from the counterparty in exchange as collateral;

(c) agrees to acquire securities from a counterparty for a sum of
money with a commitment to resell the securities at a specified
price on a specified future date to the counterparty; or

(d ) borrows securities from a counterparty and provides a sum of
money or other securities to the counterparty in exchange as
collateral;
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“residential mortgage loan” (住宅按揭貸款), in relation to an authorized
institution, means a credit facility provided by the institution to a
borrower—

(a) which is secured on a residential property or residential
properties; and

(b) which is required by the facility agreement between the
institution and the borrower to be secured on the residential
property or residential properties referred to in paragraph (a);

“restricted collective investment scheme” (受限制集體投資計劃) means a
collective investment scheme specified in Part 3 of Schedule 1;

“restricted debt securities” (受限制債務證券) means debt securities specified in
Part 4 of Schedule 1;

“restricted foreign public sector entity” (受限制非本地公營單位) means a foreign
public sector entity specified in Part 5 of Schedule 1;

“restricted insurance regulator” (受限制保險規管當局) means an insurance
regulator specified in Part 6 of Schedule 1;

“restricted jurisdiction” (受限制司法管轄區) means a jurisdiction specified in
Part 7 of Schedule 1;

“restricted securities regulator” (受限制證券規管當局) means a securities
regulator specified in Part 8 of Schedule 1;

“restricted sovereign” (受限制官方實體) means a sovereign specified in 
Part 9 of Schedule 1;

“risk category” (風險類別), in relation to an authorized institution’s calculation
of market risk, has the meaning assigned to it by section 281;

“risk-weighted amount” (風險加權數額)—
(a) in relation to the calculation of the credit risk of a non-

securitization exposure of an authorized institution, means the
amount of the institution’s exposure to credit risk calculated in
accordance with Part 4, 5 or 6, as the case requires;

(b) in relation to the calculation of the credit risk of a securitization
exposure of an authorized institution, means the amount of the
institution’s exposure to credit risk calculated in accordance with
Part 7;

(c) in relation to the calculation of the market risk of an authorized
institution, means the amount of the institution’s exposure to
market risk calculated in accordance with Part 8;

(d ) in relation to the calculation of the operational risk of an
authorized institution, means the amount of the institution’s
exposure to operational risk calculated in accordance with 
Part 9;

“risk-weighted amount for credit risk” (信用風險的風險加權數額), in relation to
an authorized institution, means the total risk-weighted amount of—
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(a) the institution’s non-securitization exposures to credit risk
calculated in accordance with Part 4, 5 or 6, as the case requires;
and 

(b) the institution’s securitization exposures to credit risk calculated
in accordance with Part 7;

“risk-weighted amount for market risk” (市場風險的風險加權數額), in relation
to an authorized institution, means the total risk-weighted amount of 
the institution’s exposures to market risk calculated in accordance with 
Part 8;

“risk-weighted amount for operational risk” (業務操作風險的風險加權數額), in
relation to an authorized institution, means the risk-weighted amount of
the institution’s exposure to operational risk calculated in accordance
with Part 9;

“second-to-default credit derivative contract” (第二違責者信用衍生工具合約)
means a credit derivative contract under which—

(a) the protection buyer obtains credit protection for a basket of
exposures held by it; and

(b) the second default among the obligations specified in the
contract for the purposes of determining whether a credit event
has occurred triggers the credit protection and terminates the
contract;

“section 79A(1) requirement” (第 79A(1)條規定), in relation to an authorized
institution, means a requirement in a notice under section 79A(1) of the
Ordinance whereby a provision of Part XV of the Ordinance is to apply to
the institution on—

(a) a consolidated basis in respect of all the subsidiaries of the
institution;

(b) a consolidated basis in respect of such subsidiaries of the
institution as specified in the notice;

(c) the consolidated basis referred to in paragraph (a) and an
unconsolidated basis unless otherwise specified in the notice; or

(d ) the consolidated basis referred to in paragraph (b) and an
unconsolidated basis unless otherwise specified in the notice;

“section 98(2) requirement” (第 98(2)條規定), in relation to an authorized
institution, means a requirement in a notice under section 98(2) of the
Ordinance whereby the capital adequacy ratio of the institution is to be
calculated on—

(a) a consolidated basis in respect of all the subsidiaries of the
institution;

(b) a consolidated basis in respect of such subsidiaries of the
institution as specified in the notice;

(c) the consolidated basis referred to in paragraph (a) and an
unconsolidated basis unless otherwise specified in the notice; or
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(d ) the consolidated basis referred to in paragraph (b) and an
unconsolidated basis unless otherwise specified in the notice;

“securities firm” (證券商號)—
(a) means an entity (other than a bank)—

(i) which is authorized and supervised by a securities regulator
pursuant to the law of a country other than Hong Kong;
and

(ii) which is subject to supervisory arrangements regarding the
maintenance of adequate capital to support its business
activities comparable to those prescribed for authorized
institutions under the Ordinance and these Rules; and

(b) includes a licensed corporation which has been granted a licence
to carry on a regulated activity by the Securities and Futures
Commission of Hong Kong;

“securities regulator” (證券規管當局) does not include a restricted securities
regulator;

“securitization exposure” (證券化類別風險承擔) has the meaning assigned to 
it by section 227(1);

“securitization issues” (證券化票據) has the meaning assigned to it by 
section 227(1);

“securitization transaction” (證券化交易) has the meaning assigned to it by
section 227(1);

“senior management” (高級管理人員), in relation to an authorized institution,
includes the chief executives and managers of the institution;

“servicer cash advance facility” (服務者現金墊支融通) has the meaning assigned
to it by section 227(1);

“short-term ECAI issue specific rating” (短期 ECAI特定債項評級), in relation
to an exposure, means an ECAI issue specific rating for the exposure
which is a short-term credit assessment rating;

“solo basis” (單獨基礎) has the meaning assigned to it by section 4;
“solo-consolidated basis” (單獨—綜合基礎) has the meaning assigned to it by

section 4;
“solo-consolidated subsidiary” (單獨—綜合附屬公司) has the meaning assigned

to it by section 4;
“sovereign” (官方實體) means—

(a) the Government;
(b) the central government of a country;
(c) the central bank of a country;
(d ) an authority of a country which performs in the country

functions similar to the functions performed by the Monetary
Authority; or

(e) a relevant international organization;
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“sovereign foreign public sector entity” (屬官方實體的非本地公營單位) has the
meaning assigned to it by section 51;

“SPE” has the meaning assigned to it by section 227(1);
“specific provisions” (特定準備金), in relation to an exposure of an authorized

institution, means an allowance for impairment loss of that exposure
which is individually assessed for impairment loss;

“specific risk” (特定風險) has the meaning assigned to it by section 281;
“Standard & Poor’s Ratings Services” (標準普爾評級服務) means that

organization the membership of which—
(a) consists of business units within members of the group of

companies of which The McGraw-Hill Companies, Inc. is the
ultimate holding company;

(b) adheres to a common set of core methodologies, practices and
procedures for issuing credit assessment ratings; and

(c) issues credit assessment ratings under the name of Standard &
Poor’s Ratings Services;

“standard supervisory haircut” (標準監管扣減) has the meaning assigned to it
by section 51;

“standardized business line” (標準業務線) has the meaning assigned to it by
section 323;

“standardized (credit risk) approach” (標準 (信用風險)計算法) means the
method of calculating an authorized institution’s credit risk for non-
securitization exposures set out in Part 4;

“standardized (market risk) approach” (標準 (市場風險)計算法) means the
method of calculating an authorized institution’s market risk set out in
Divisions 2 to 10 of Part 8;

“standardized (operational risk) approach” (標準 (業務操作風險)計算法) means
the method of calculating an authorized institution’s operational risk set
out in Division 3 of Part 9;

“standardized (securitization) approach” (標準 (證券化)計算法) means the
method of calculating an authorized institution’s credit risk for
securitization exposures set out in Division 3 of Part 7;

“STC approach” (STC計算法) means the standardized (credit risk) approach;
“STC(S) approach” (STC(S)計算法) means the standardized (securitization)

approach;
“STM approach” (STM計算法) means the standardized (market risk)

approach;
“STO approach” (STO計算法) means the standardized (operational risk)

approach;
“stress-testing” (壓力測試), in relation to an authorized institution, means the

use by the institution of a risk management technique to evaluate the
potential impact on the institution of a specific event, or movements in 
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a set of financial variables, or both, under market conditions depicting
various levels of market movement and financial distress;

“supervisory formula method” (監管公式方法) has the meaning assigned to it
by section 227(1);

“supplementary capital” (附加資本) has the meaning assigned to it by 
section 35;

“swap contract” (掉期合約) means a contract under which two parties agree 
to exchange assets, liabilities or cash flows according to specified terms
over a specified period;

“synthetic securitization transaction” (合成證券化交易) has the meaning
assigned to it by section 227(1);

“title transfer” (所有權轉移), in relation to collateral, means an outright
transfer of the legal and beneficial ownership in the collateral from the
collateral provider to the collateral taker;

“total EL amount” (EL總額) has the meaning assigned to it by section 139(1);
“total eligible provisions” (合資格準備金總額) has the meaning assigned to it by

section 139(1);
“total return swap” (總回報掉期) means a credit derivative contract under

which the protection buyer—
(a) agrees to pay the protection seller all cash flows which arise from

a reference obligation together with any appreciation in the
market value of the reference obligation; and

(b) receives, in return for that agreement, a spread over a specified
index together with any depreciation in the value of the reference
obligation during the term of the contract;

“trade-related contingency” (貿易關聯或有項目)—
(a) means a contingent liability which relates to trade-related

obligations; and 
(b) includes liabilities arising from issuing and confirming letters of

credit, acceptances on trade bills, and shipping guarantees;
“trading book” (交易帳), in relation to an authorized institution, means the

institution’s exposures in financial instruments and commodities where—
(a) the financial instruments and commodities are held—

(i) with the intention of trading; or
(ii) for the purposes of hedging one or more of the exposures in

other financial instruments and commodities which are held
with the intention of trading;

(b) the financial instruments are free of any restrictive covenants on
tradability, or the exposures in the financial instruments and
commodities are able to be completely hedged; and

(c) the exposures are frequently and accurately valued and actively
managed;
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“trading day” (交易日) means a day on which a financial market is open for
trading;

“traditional securitization transaction” (傳統證券化交易) has the meaning
assigned to it by section 227(1);

“transaction-related contingency” (交易關聯或有項目), in relation to an
authorized institution—

(a) means a contingent liability which involves an irrevocable
obligation of the institution to pay a beneficiary when a
customer fails to perform a contractual and non-financial
obligation; and 

(b) includes a performance bond, bid bond, warranty and standby
letter of credit related to a particular transaction;

“transitional period” (過渡期) has the meaning assigned to it by section 4;
“underlying exposures” (組成項目), in relation to a securitization transaction,

has the meaning assigned to it by section 227(1);
“unrated” (無評級), in relation to a securitization exposure, has the meaning

assigned to it by section 227(1);
“valid bilateral netting agreement” (有效雙邊淨額結算協議), in relation to an

authorized institution, means an agreement in respect of which the
following conditions are satisfied—

(a) the agreement is in writing;
(b) the agreement creates a single legal obligation for all individual

contracts covered by the agreement, and provides, in effect, that
the institution would have a single claim or obligation to receive
or pay only the net amount of the sum of the positive and
negative mark-to-market values of the individual contracts
covered by the agreement in the event that a counterparty to the
agreement, or a counterparty to whom the agreement has been
validly assigned, fails to comply with any obligation under the
agreement due to default, insolvency, bankruptcy, or similar
circumstance;

(c) the institution has been given legal advice in writing to the effect
that in the event of a challenge in a court of law, including 
a challenge resulting from default, insolvency, bankruptcy, or
similar circumstance, the relevant court or administrative
authority would find the institution’s exposure to be the net
amount under—

(i) the law of the jurisdiction in which the counterparty is
incorporated or the equivalent location in the case of non-
corporate entities, and if a branch of the counterparty is
involved, then also under the law of the jurisdiction in
which the branch is located;
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(ii) the law which governs the individual contracts covered by
the agreement; and

(iii) the law which governs the agreement;
(d ) the institution establishes and maintains procedures to monitor

developments in any law relevant to the agreement and to ensure
that the agreement continues to satisfy this definition;

(e) the institution manages the transactions covered by the
agreement on a net basis;

( f ) the institution maintains in its files documentation adequate to
support the netting of the contracts covered by the agreement;
and

(g) the agreement is not subject to a provision that permits the non-
defaulting counterparty to make only limited payment, or no
payment at all, to the defaulter or the estate of the defaulter,
regardless of whether or not the defaulter is a net creditor under
the agreement;

“value-at-risk” (風險值), in relation to a portfolio of exposures, means a
measure of the worst expected loss on the portfolio resulting from market
movement over a period of time within a given confidence interval;

“VaR” means value-at-risk.
(2) A reference in these Rules to a table or formula followed by a

number is a reference to the table or formula, as the case may be, in these
Rules bearing that number.

(3) Where, under a provision of these Rules, the prior consent of the
Monetary Authority is required by an authorized institution in respect of any
matter, the institution shall seek the prior consent by making an application in
the specified form, if any, to the Monetary Authority.

(4) Where, under a provision of these Rules, the Monetary Authority is
required to give notice of any matter to all authorized institutions incorporated
in Hong Kong, or to a class of such institutions, it is sufficient compliance with
that provision if the Monetary Authority publishes the notice in the Gazette.

(5) Where any matter specified in a section of these Rules is qualified by
the word “appropriate”, “material” or “relevant”, then, for the purposes of
assisting in ascertaining the nature of that qualification insofar as it relates to
that matter, regard shall be had to the guidelines, if any, issued under the
Ordinance which are applicable to that section.

(6) A reference in these Rules to an exposure of an authorized institution
to a guarantor arising in respect of a guarantee, or to a counterparty arising in
respect of a credit derivative contract purchased by the institution, is an
exposure for the purposes of these Rules whether or not any event has
occurred which may give rise to a right to sue, or a claim on, the guarantor or
the counterparty, as the case may be.
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(7) For the purposes of these Rules, an authorized institution shall not
use an ECAI issue specific rating allocated to a debt obligation of a person
which has ceased to be outstanding for the purposes of determining the risk-
weight to be applied to another debt obligation of that person.

3. Calculation of capital adequacy ratio

For the purposes of these Rules as read with the Ordinance, the capital
adequacy ratio of an authorized institution shall be calculated, subject to
sections 29, 30 and 31, as the ratio, expressed as a percentage, of the
institution’s capital base as determined in accordance with Part 3, to the sum
of—

(a) the institution’s risk-weighted amount for credit risk;
(b) the institution’s risk-weighted amount for market risk; and
(c) the institution’s risk-weighted amount for operational risk.

PART 2

PRESCRIBED APPROACHES IN RELATION TO CALCULATION

OF CAPITAL ADEQUACY RATIO

Division 1—General

4. Interpretation of Part 2

In this Part, unless the context otherwise requires—
“consolidated basis” (綜合基礎), in relation to the calculation of an authorized

institution’s capital adequacy ratio, means the basis set out in section 31
on which the institution calculates that ratio;

“consolidation group” (綜合集團), in relation to an authorized institution,
means—

(a) the institution; and
(b) such subsidiaries of the institution as specified in a section 98(2)

requirement given to the institution;
“IRB coverage ratio” (IRB涵蓋比率), in relation to an authorized institution

which uses the IRB approach, means the ratio, expressed as a percentage,
of the sum of the following risk-weighted amounts to the institution’s 
risk-weighted amount for credit risk—

(a) the risk-weighted amount for credit risk of the institution’s non-
securitization exposures calculated under the IRB approach; and

(b) the risk-weighted amount for credit risk of the institution’s
securitization exposures calculated under the IRB(S) approach;
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“regulatory capital arbitrage” (監管資本套戥), in relation to an authorized
institution, means the use by the institution of a combination of different
calculation approaches or methods in respect of the institution’s
exposures with the intention of minimizing its regulatory capital by
selectively choosing a given calculation approach or method for certain
exposures predominantly to achieve a lower regulatory capital;

“solo basis” (單獨基礎), in relation to the calculation of an authorized
institution’s capital adequacy ratio, means the basis set out in section 29
on which the institution calculates that ratio;

“solo-consolidated basis” (單獨—綜合基礎), in relation to the calculation of an
authorized institution’s capital adequacy ratio, means the basis set out in
section 30 on which the institution calculates that ratio;

“solo-consolidated subsidiary” (單獨 — 綜合附屬公司), in relation to an
authorized institution, means a subsidiary of the institution specified in an
approval granted to the institution under section 28(2)(a);

“transitional period” (過渡期) means the period from 1 January 2007 to 31
December 2009, both days inclusive.

Division 2—Prescribed approaches to calculation
of credit risk for non-securitization exposures

5. Authorized institution shall only use STC approach,
BSC approach or IRB approach to calculate its 
credit risk for non-securitization exposures

(1) An authorized institution—
(a) subject to paragraphs (b) and (c), shall use the STC approach to

calculate its credit risk for non-securitization exposures;
(b) may use the BSC approach to calculate its credit risk for non-

securitization exposures only if it has the approval to do so
under section 6(2)(a);

(c) may use the IRB approach to calculate its credit risk for non-
securitization exposures only if it has the approval to do so
under section 8(2)(a).

(2) Subsection (1) does not prevent an authorized institution from using
any combination of the STC approach, BSC approach and IRB approach to
calculate its credit risk for non-securitization exposures if that combination is
expressly permitted by, and in accordance with, another section of these Rules.
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6. Authorized institution may apply for approval to use
BSC approach to calculate its credit risk 
for non-securitization exposures

(1) An authorized institution may apply to the Monetary Authority for
approval to use the BSC approach to calculate its credit risk for non-
securitization exposures.

(2) Subject to subsection (3), the Monetary Authority shall determine an
application under subsection (1) from an authorized institution by—

(a) granting approval to the institution to use the BSC approach to
calculate its credit risk for non-securitization exposures; or

(b) refusing to grant the approval.
(3) Without prejudice to the generality of subsection (2)(b), the

Monetary Authority shall refuse to grant approval to an authorized institution
to use the BSC approach to calculate its credit risk for non-securitization
exposures if any one or more of the requirements specified in section 7(a) or (b)
are not satisfied with respect to the institution.

(4) Where an authorized institution is granted an approval under
subsection (2)(a) to use the BSC approach on the ground specified in section
7(b)—

(a) if the institution has obtained the prior consent of the Monetary
Authority, the institution may, before it uses the IRB approach
to calculate its credit risk for non-securitization exposures, use a
combination of the STC approach and BSC approach to
calculate its credit risk for non-securitization exposures during
the transitional period; and

(b) subject to section 10(5)(a), the institution shall, not later than the
expiration of the transitional period—

(i) use the STC approach to calculate its credit risk for non-
securitization exposures to which an exemption under
section 12(2)(a) relates;

(ii) use the IRB approach to calculate its credit risk for all other
non-securitization exposures.

7. Minimum requirements to be satisfied for 
approval under section 6(2)(a) to use 
BSC approach

An authorized institution which makes an application under section 6(1)
to use the BSC approach shall demonstrate to the satisfaction of the Monetary
Authority—

(a) that—
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(i) at the end of the institution’s financial year immediately
preceding the date of the application, the institution and its
consolidation group, if any, each had total assets, before
deducting any specific provisions or collective provisions, of
not more than $10 billion; and

(ii) there is no cause to believe that the use by the institution of
the BSC approach to calculate its credit risk for non-
securitization exposures would not adequately identify,
assess and reflect the credit risk of the institution’s non-
securitization exposures taking into account the nature of
the institution’s business; or 

(b) that—
(i) the institution has an implementation plan for the use of 

the IRB approach to calculate its credit risk for non-
securitization exposures which, in form and substance, is
adequate for that purpose; and

(ii) the institution is reasonably likely to satisfy, not later than
the end of the transitional period, the requirements specified
in Schedule 2 applicable to and in relation to an authorized
institution seeking to use the IRB approach to calculate its
credit risk for non-securitization exposures.

8. Authorized institution may apply for 
approval to use IRB approach to 
calculate its credit risk for 
non-securitization 
exposures

(1) An authorized institution may apply to the Monetary Authority 
for approval to use the IRB approach to calculate its credit risk for non-
securitization exposures.

(2) Subject to subsection (3) and section 9, the Monetary Authority shall
determine an application under subsection (1) from an authorized institution
by—

(a) granting approval to the institution to use the IRB approach to
calculate its credit risk for non-securitization exposures; or

(b) refusing to grant the approval.
(3) Without prejudice to the generality of subsection (2)(b), the

Monetary Authority shall refuse to grant approval to an authorized institution
to use the IRB approach to calculate its credit risk for non-securitization
exposures if any one or more of the requirements specified in Schedule 2
applicable to or in relation to the institution are not satisfied with respect to
the institution.
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(4) Where an authorized institution is granted an approval under
subsection (2)(a) to use the IRB approach to calculate its credit risk for non-
securitization exposures—

(a) subject to sections 10(5)(a) and 12, the institution shall not,
except with the prior consent of the Monetary Authority, use
any approach other than the IRB approach to calculate its credit
risk for non-securitization exposures; and

(b) the institution shall not, without the prior consent of the
Monetary Authority, make any significant change to any rating
system which is the subject of the approval.

9. Circumstances in which Monetary Authority
shall take into account assessment outside 
Hong Kong of rating system used by 
authorized institution

(1) Where—
(a) an authorized institution uses a rating system which has been

used by a bank incorporated outside Hong Kong to calculate the
institution’s credit risk for non-securitization exposures; and

(b) the bank is a member of a group of companies of which the
institution is also a member,

the Monetary Authority shall, for the purposes of Schedule 2, take into
account, insofar as is practicable and reasonable in all the circumstances of the
case—

(c) subject to subsection (2), the assessment of the relevant banking
supervisory authority of the bank as to the accuracy,
verifiability, internal consistency and integrity of the rating
system; and

(d ) the appropriateness of the rating system for the purposes of
assessing the credit risk characteristics of the institution’s
exposures.

(2) The Monetary Authority shall take into account the assessment
referred to in subsection (1)(c) if, and only if, the Monetary Authority is
satisfied that the capital adequacy standards adopted by the relevant banking
supervisory authority for assessing credit risk under the IRB approach are not
materially different from those set out in Part 6 and Schedule 2.
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10. Measures which may be taken by Monetary
Authority if authorized institution using BSC
approach or IRB approach no longer 
satisfies specified requirements 

(1) Where—
(a) an authorized institution uses the BSC approach to calculate its

credit risk for non-securitization exposures; and 
(b) the Monetary Authority is satisfied that, if the institution were

to make a fresh application under section 6(1) for approval to
use the BSC approach to calculate its credit risk for non-
securitization exposures, the approval would be refused by virtue
of section 6(3),

the Monetary Authority may, by notice in writing given to the institution,
require the institution to use the STC approach to calculate its credit risk for
non-securitization exposures instead of the BSC approach.

(2) A notice given to an authorized institution under subsection (1) may
require the institution to use the STC approach to calculate its credit risk 
for non-securitization exposures in respect of all of its non-securitization
exposures, or such parts of its non-securitization exposures as specified in the
notice, beginning on such date, or the occurrence of such event, as specified in
the notice.

(3) An authorized institution shall comply with the requirements of 
a notice given to it under subsection (1).

(4) Where—
(a) an authorized institution uses the IRB approach to calculate its

credit risk for non-securitization exposures; and 
(b) the Monetary Authority is satisfied that, if the institution were

to make a fresh application under section 8(1) for approval to
use the IRB approach to calculate its credit risk for non-
securitization exposures, the approval would be refused by virtue
of section 8(3) (but, insofar as Schedule 2 is concerned, only
section 1 of that Schedule shall be taken into account), 

the Monetary Authority may take one or more of the measures set out in
subsection (5).

(5) The measures referred to in subsection (4) are that—
(a) the Monetary Authority may, by notice in writing given to the

institution, require the institution to use the STC approach to
calculate its credit risk for non-securitization exposures instead
of the IRB approach in respect of all of its non-securitization
exposures, or such parts of its non-securitization exposures as
specified in the notice, beginning on such date, or the occurrence
of such event, as specified in the notice;
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(b) the Monetary Authority may, by notice in writing given to the
institution, require the institution to—

(i) submit to the Monetary Authority a plan, within such
period (being a period which is reasonable in all the
circumstances of the case) as specified in the notice, which
satisfies the Monetary Authority that, if it were
implemented by the institution, the institution would cease
to fall within subsection (4)(b) within a period which is
reasonable in all the circumstances of the case; and

(ii) implement the plan;
(c) the Monetary Authority may, by notice in writing given to the

institution, advise the institution that the Monetary Authority is
considering exercising the Monetary Authority’s power under
section 101 of the Ordinance to vary the capital adequacy ratio
of the institution by increasing it;

(d ) the Monetary Authority may, by notice in writing given to the
institution, require the institution to be subject to a capital floor
(within the meaning of section 139(1)) for such period, or until
the occurrence of such event, as specified in the notice (for which
purpose section 226 applies to the calculation of the capital floor
and the Monetary Authority may specify in the notice an
adjustment factor for the calculation); and

(e) the Monetary Authority may, by notice in writing given to the
institution, require the institution to reduce its credit exposures
in such manner, or adopt such measures, as specified in the
notice which, in the opinion of the Monetary Authority, will
cause the institution to cease to fall within subsection (4)(b)
within a period which is reasonable in all the circumstances of
the case, or will otherwise mitigate the effect of the institution
falling within that subsection.

(6) An authorized institution shall comply with the requirements of a
notice given to it under subsection (5)(a), (b), (d ) or (e).

(7) For the avoidance of doubt, it is hereby declared that—
(a) the requirements specified in Schedule 2 are also applicable to

and in relation to an authorized institution using the IRB
approach to calculate its credit risk in respect of the use by the
institution of a rating system to which a significant change
referred to in section 8(4)(b) relates (whether or not the
institution has, in respect of that change, been given the prior
consent referred to in section 8(4)(b)), and subsection (4)(b) and
the other provisions of this section apply to the institution
accordingly; and

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2707



(b) subsection (5)(c) does not operate to prejudice the generality of
the circumstances in respect of which the Monetary Authority
may exercise the power under section 101 of the Ordinance in the
case of an authorized institution to which that subsection
applies.

Division 3—Specific requirements relating to use of IRB approach

11. Minimum IRB coverage ratio

(1) Subject to section 12, an authorized institution which uses the IRB
approach to calculate its credit risk for non-securitization exposures shall
have—

(a) subject to paragraph (b), an IRB coverage ratio of not less than
85%, or not less than such other percentage as agreed in writing
between the institution and the Monetary Authority, on a solo
basis, solo-consolidated basis or consolidated basis as required
pursuant to Division 7;

(b) subject to subsection (2), if section 14(4) is applicable to the
institution, an IRB coverage ratio of not less than 75%, or not
less than such other percentage as agreed in writing between the
institution and the Monetary Authority, on a solo basis, solo-
consolidated basis or consolidated basis as required pursuant to
Division 7;

(2) Where section 14(4) ceases to apply to an authorized institution,
subsection (1)(a) applies to the institution.

(3) Subject to section 12, where an authorized institution uses the IRB
approach to calculate its credit risk for an IRB class or an IRB subclass of
retail exposures, the institution shall use the IRB approach to calculate its
credit risk for all exposures which fall within that class or subclass, as the case
may be.

(4) Where—
(a) an authorized institution uses the IRB approach to calculate its

credit risk for non-securitization exposures; and 
(b) an event (referred to in this subsection as “relevant event”),

which could reasonably be construed as causing, or potentially
causing, whether by itself or in conjunction with any other event,
a failure by the institution to comply with subsection (1), occurs,

the institution shall, as soon as is practicable after the relevant event occurs,
give notice in writing to the Monetary Authority of the relevant event.
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12. Exemption for exposures

(1) An authorized institution which uses the IRB approach to calculate
its credit risk for non-securitization exposures (referred to in this section as
“relevant calculation”) may apply to the Monetary Authority to have such of
its non-securitization exposures as specified in the application exempted from
inclusion in the relevant calculation.

(2) Subject to subsection (4), the Monetary Authority shall determine an
application under subsection (1) from an authorized institution by—

(a) exempting from inclusion in the relevant calculation—
(i) the exposures in an IRB class (or, in the case of retail

exposures, an IRB subclass) which are specified in the
application; or

(ii) the exposures falling within a business unit which are
specified in the application,

if the institution demonstrates to the satisfaction of the
Monetary Authority that—
(iii) it is not practicable for the institution to include the

exposures referred to in subparagraph (i) or (ii), as the case
may be, in the relevant calculation; and

(iv) the exemption will not materially prejudice the calculation
of the institution’s regulatory capital for credit risk; or

(b) refusing to grant the exemption.
(3) An authorized institution to which an exemption under subsection

(2)(a) is granted—
(a) subject to paragraph (b), shall use the STC approach to calculate

its credit risk for non-securitization exposures to which the
exemption relates; or

(b) may use, during the transitional period, the BSC approach to
calculate its credit risk for non-securitization exposures to which
the exemption relates if the institution has been granted
approval under section 6(2)(a) to use the BSC approach to
calculate its credit risk for non-securitization exposures on the
ground specified in section 7(b).

(4) The Monetary Authority shall not grant an exemption under
subsection (2)(a) to an authorized institution unless the institution
demonstrates to the satisfaction of the Monetary Authority that, if the
exemption were granted—

(a) the aggregate risk-weighted amount of—
(i) the non-securitization exposures to which the exemption

would relate; and
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(ii) the securitization exposures which would be subject to the
STC(S) approach in consequence of the exemption,

would not cause the institution to fail to comply with the IRB
coverage ratio applicable to the institution under section 11(1);

(b) if subsection (2)(a)(i) is applicable—
(i) in the case of non-securitization exposures which are not

equity exposures, the aggregate risk-weighted amount of the
institution’s exposures in an IRB class (or, in the case of
retail exposures, an IRB subclass) to which the exemption
would relate would not exceed 10% of the institution’s risk-
weighted amount for credit risk;

(ii) in the case of non-securitization exposures which are equity
exposures—
(A) subject to sub-subparagraph (B), the average aggregate

EAD over the past 12 months (being the 12 months
immediately preceding the date on which the
institution applies to the Monetary Authority for the
exemption) of the institution’s equity exposures to
which the exemption would relate would not exceed
10% of the institution’s capital base as determined in
accordance with Part 3;

(B) if the institution’s equity exposures consist of less than
10 individual holdings, the average aggregate EAD
over the past 12 months (being the 12 months
immediately preceding the date on which the
institution applies to the Monetary Authority for the
exemption) of the institution’s equity exposures to
which the exemption would relate would not exceed 5%
of the institution’s capital base as determined in
accordance with Part 3.

(5) Where—
(a) an authorized institution is granted an exemption (referred to in

this subsection as “existing exemption”) under subsection (2)(a);
and

(b) the institution is at any time thereafter satisfied that if it were to
make a fresh application under subsection (1) for an exemption
(referred to in this subsection as “new exemption”) in respect of
the exposures to which the existing exemption relates, the new
exemption would be, or may be, refused by virtue of subsection
(2) or (4),

the institution shall, as soon as is practicable after it is so satisfied, give notice
in writing to the Monetary Authority of the case.
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13. Revocation of exemption under section 12

(1) Where—
(a) an authorized institution uses the STC approach or BSC

approach to calculate its credit risk for certain non-securitization
exposures to which an exemption under section 12(2)(a) relates;
and

(b) the Monetary Authority is satisfied that, if the institution were
to make a fresh application under section 12(1) for an exemption
in respect of those non-securitization exposures, the exemption
would be refused by virtue of section 12(2) or (4), 

the Monetary Authority may take one or more of the measures set out in
subsection (2).

(2) The measures referred to in subsection (1) are that—
(a) if the fresh application referred to in subsection (1)(b) would be

refused by virtue of section 12(2), the Monetary Authority may,
by notice in writing given to the institution, require the
institution to—

(i) submit to the Monetary Authority a plan, within such
period (being a period which is reasonable in all the
circumstances of the case) as specified in the notice, which
satisfies the Monetary Authority that, if it were
implemented by the institution, the institution would be
able to use the IRB approach to calculate its credit risk for
those non-securitization exposures within a period which is
reasonable in all the circumstances of the case; and

(ii) implement the plan;
(b) if the fresh application referred to in subsection (1)(b) would be

refused by virtue of section 12(4), the Monetary Authority may,
by notice in writing given to the institution, require the
institution to—

(i) submit to the Monetary Authority a plan, within such
period (being a period which is reasonable in all the
circumstances of the case) as specified in the notice, which
satisfies the Monetary Authority that, if it were
implemented by the institution within a period which is
reasonable in all the circumstances of the case, the fresh
application would then not be refused; and 

(ii) implement the plan; and
(c) the Monetary Authority may, by notice in writing given to the

institution, revoke the exemption on such date, or the occurrence
of such event, as specified in the notice.
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(3) An authorized institution shall comply with the requirements of a
notice given to it under subsection (2)(a) or (b).

(4) For the avoidance of doubt, it is hereby declared that an authorized
institution’s compliance with a requirement referred to in subsection (2)(a) or
(b) does not prejudice the generality of the Monetary Authority’s power under
subsection (2)(c).

14. Transitional arrangements

(1) Subject to subsection (2), an authorized institution which uses the
IRB approach to calculate its credit risk for non-securitization exposures
during the period from 1 January 2007 to 31 December 2011, both days
inclusive, may comply with this section instead of Part 6 to the extent that this
section is inconsistent with the provisions of that Part.

(2) Subject to subsection (3), for the purposes of subsection (1), an
authorized institution may, in the case of an IRB class specified in column 1 of
Table 1, replace the minimum data requirement specified in column 2 of that
Table opposite that class with the transitional data requirement specified in
column 3 of that Table opposite that minimum data requirement.

TABLE 1

TRANSITIONAL DATA REQUIREMENTS

Minimum data Transitional data
IRB class requirement requirement

2 years during the
transitional period; 
3 years for 2010; 
4 years for 2011

Not less than 5 years
as set out in section
159(1)(d )(ii) for
corporate, sovereign
and bank exposures
and as set out in
section 194(1) for
equity exposures

Observation period for
the PD under—
(a) the foundation IRB

approach of
corporate, sovereign
and bank exposures;
and

(b) the PD/LGD
approach of equity
exposures
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(3) An authorized institution which applies subsection (2) shall
demonstrate to the satisfaction of the Monetary Authority that—

(a) the institution is prudent in assigning exposures to obligor
grades, facility grades, or pools of exposures, as the case
requires; 

(b) the institution is prudent in its default and loss estimates; and
(c) the rating system used by the institution fully enables it to

comply with paragraphs (a) and (b).
(4) Subject to subsection (5), an authorized institution may, with the

prior consent of the Monetary Authority, during the transitional period use
the IRB approach to calculate its credit risk for non-securitization exposures in
phases (referred to in this section as “phased rollout”).

(5) The Monetary Authority shall not consent to a phased rollout by an
authorized institution unless the institution demonstrates to the satisfaction of
the Monetary Authority that the institution has, and will implement, a plan for
the phased rollout—

(a) which is realistically achievable having regard to the nature of
the institution’s business; and

(b) which has been developed in good faith for the purposes of
introducing a method of calculating the institution’s regulatory
capital and not for the purposes of regulatory capital arbitrage.

Division 4—Prescribed approaches to calculation of
credit risk for securitization exposures

15. Authorized institution shall only use STC(S)
approach or IRB(S) approach to calculate 
its credit risk for securitization exposures

(1) Subject to subsections (2) and (3) and section 16, where—

2 years during the
transitional period; 
3 years for 2010; 
4 years for 2011

Not less than 5 years
as set out in section
177(1)(e)(ii) for PD, 
as set out in section
178(1)(g)(ii) for LGD
and as set out in
section 180(3)(b)(ii) 
for EAD

Observation period for the
PD, LGD and EAD of
retail exposures
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(a) an authorized institution holds a securitization exposure in a
securitization transaction; and

(b) the underlying exposures in the securitization transaction are of
a class which would fall within section 54, 108 or 142 (referred to
in this section as “relevant class”) if the institution were to
classify those underlying exposures as if they were not
securitized,

the institution shall—
(c) use the STC(S) approach to calculate its credit risk for the

securitization exposure if it would use the STC approach or BSC
approach to calculate its credit risk for the relevant class;

(d ) use the IRB(S) approach to calculate its credit risk for the
securitization exposure if it would use the IRB approach to
calculate its credit risk for the relevant class.

(2) Where—
(a) an authorized institution holds a securitization exposure in a

securitization transaction;
(b) the underlying exposures in the securitization transaction are of

2 or more relevant classes; and
(c) the institution would use any combination of the STC approach,

BSC approach and IRB approach to calculate its credit risk for
the relevant classes,

the institution shall, subject to subsection (4), after consultation with the
Monetary Authority and unless otherwise directed by the Monetary
Authority—

(d ) use the STC(S) approach to calculate its credit risk for the
securitization exposure if—

(i) the STC approach or BSC approach would be used to
calculate its credit risk for the majority of the underlying
exposures if they were classified into the relevant classes; or

(ii) no single approach would be used to calculate its credit risk
for the majority of the underlying exposures if they were
classified into the relevant classes;

(e) use the IRB(S) approach to calculate its credit risk for the
securitization exposure if the IRB approach would be used to
calculate its credit risk for the majority of the underlying
exposures if they were classified into the relevant classes.

(3) Where an authorized institution which holds a securitization
exposure in a securitization transaction uses the IRB approach to calculate its
credit risk for non-securitization exposures, and either—

(a) the IRB approach has no specific calculation method for the
relevant class for the underlying exposures in the securitization
transaction; or
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(b) the institution does not have the approval under section 8(2)(a)
to use the IRB approach to calculate its credit risk for the
relevant class,

the institution shall use the STC(S) approach to calculate its credit risk for the
securitization exposure.

(4) For the purposes of subsection (2), an authorized institution shall
determine the majority of the underlying exposures referred to in that
subsection by—

(a) calculating an amount for each relevant class by—
(i) if the institution would use the STC approach or BSC

approach in respect of such a class, aggregating the
principal amount of the on-balance sheet underlying
exposures and the credit equivalent amount of the 
off-balance sheet underlying exposures which would be
classified within that class pursuant to subsection (1)(b); or

(ii) if the institution would use the IRB approach in respect 
of such a class, aggregating the EAD of the on-balance
sheet and off-balance sheet underlying exposures 
which would be classified within that class pursuant to
subsection (1)(b);

(b) aggregating the amounts calculated under paragraph (a)(i) and
aggregating the amounts calculated under paragraph (a)(ii); and

(c) taking, as such majority, the larger of the 2 amounts resulting
from the aggregation under paragraph (b).

(5) In this section, the following expressions have the respective
meanings assigned to them by section 227(1)—

(a) credit equivalent amount; and
(b) principal amount.

16. Authorized institution using IRB(S) approach shall
use ratings-based method or supervisory formula
method to calculate its credit risk for 
securitization exposures 

An authorized institution which uses the IRB(S) approach to calculate its
credit risk for securitization exposures—

(a) shall use the ratings-based method to calculate the risk-weighted
amount of its rated securitization exposures;

(b) subject to paragraph (c), shall, with the prior consent of the
Monetary Authority, use the supervisory formula method to
calculate the capital charge factor for its unrated securitization
exposures;
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(c) subject to paragraph (d ), shall deduct from its core capital and
supplementary capital any unrated securitization exposures in
respect of which the supervisory formula method cannot be used
because the institution lacks the consent referred to in paragraph
(b);

(d ) may, with the prior consent of the Monetary Authority, apply
the method specified in section 277(3) to calculate the risk-
weighted amount of—

(i) liquidity facilities provided by the institution which fall
within section 252(1) and are unrated; and

(ii) servicer cash advance facilities provided by the institution
which fall within section 252(2), are unrated and satisfy the
requirements set out in section 252(1) as if the facilities were
liquidity facilities provided by the institution.

Division 5—Prescribed approaches to calculation of market risk

17. Authorized institution shall only use STM approach,
IMM approach or approach used by parent 
bank to calculate its market risk

(1) An authorized institution (other than an authorized institution
exempted under section 22(1))—

(a) subject to paragraphs (b) and (c), shall use the STM approach to
calculate its market risk;

(b) subject to section 18(5), may use the IMM approach to calculate
its market risk only if it has the approval to do so under section
18(2)(a);

(c) may use the approach used by the parent bank of the institution
to calculate its market risk only if it has the approval to do so
under section 20(2)(a).

(2) Subsection (1) does not prevent an authorized institution from using
any combination of the STM approach, the IMM approach and the approach
used by its parent bank to calculate its market risk if that combination is
expressly permitted by, and in accordance with, another section of these Rules.

18. Authorized institution may apply for approval to use
IMM approach to calculate its market risk

(1) An authorized institution may apply to the Monetary Authority for
approval to use the IMM approach to calculate its market risk.
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(2) Subject to subsections (3) and (5), the Monetary Authority shall
determine an application under subsection (1) from an authorized institution
by—

(a) granting approval to the institution to use the IMM approach to
calculate its market risk; or

(b) refusing to grant the approval.
(3) Without prejudice to the generality of subsection (2)(b), the

Monetary Authority shall refuse to grant approval to an authorized institution
to use the IMM approach to calculate its market risk if any one or more of the
requirements specified in Schedule 3 applicable to or in relation to the
institution are not satisfied with respect to the institution.

(4) Where an authorized institution uses the IMM approach to 
calculate its market risk, the institution shall not, without the prior consent 
of the Monetary Authority, make any significant change to any internal 
model which is the subject of the approval granted to the institution under
subsection (2)(a).

(5) The Monetary Authority may grant an approval under subsection
(2)(a) to an authorized institution to use the IMM approach to calculate its
market risk in respect of general market risk or specific risk, or both, for such
risk categories, or such local or overseas business of the institution, as specified
in the approval, beginning on such date, or the occurrence of such event, as
specified in the approval.

(6) Subject to section 19(2)(a), where an authorized institution is granted
an approval under subsection (2)(a) and uses the IMM approach to calculate
its market risk in respect of general market risk or specific risk, or both, for its
positions in all or any risk categories or business, it shall not, in respect of
those positions, use the STM approach to calculate its market risk except with
the prior consent of the Monetary Authority.

(7) For the avoidance of doubt, it is hereby declared that an authorized
institution which has an approval under subsection (5) shall use the STM
approach to calculate its market risk for the risk categories or business which
are or is not the subject of the approval.

19. Measures which may be taken by Monetary
Authority if authorized institution using 
IMM approach no longer satisfies 
specified requirements 

(1) Where—
(a) an authorized institution uses the IMM approach to calculate its

market risk; and
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(b) the Monetary Authority is satisfied that, if the institution were
to make a fresh application under section 18(1) for approval to
use the IMM approach to calculate its market risk, the approval
would be refused by virtue of section 18(3), 

the Monetary Authority may take one or more of the measures set out in
subsection (2).

(2) The measures referred to in subsection (1) are that—
(a) the Monetary Authority may, by notice in writing given to the

institution, require the institution to use the STM approach
instead of the IMM approach to calculate its market risk in
respect of general market risk or specific risk, or both, for its
positions in all risk categories or all of its business, or such risk
categories or such part of its business as specified in the notice,
beginning on such date, or the occurrence of such event, as
specified in the notice;

(b) the Monetary Authority may, by notice in writing given to the
institution, require the institution to—

(i) submit to the Monetary Authority a plan, within such
period (being a period which is reasonable in all the
circumstances of the case) as specified in the notice, which
satisfies the Monetary Authority that, if it were
implemented by the institution, the institution would cease
to fall within subsection (1)(b) within a period which is
reasonable in all the circumstances of the case; and

(ii) implement the plan;
(c) the Monetary Authority may, by notice in writing given to the

institution, advise the institution that the Monetary Authority is
considering exercising the Monetary Authority’s power under
section 101 of the Ordinance to vary the capital adequacy ratio
of the institution by increasing it;

(d ) the Monetary Authority may, by notice in writing given to the
institution, require the institution to calculate its market risk
capital charge by the use of such higher multiplication factor as
specified in the notice in accordance with section 319(3); and

(e) the Monetary Authority may, by notice in writing given to the
institution, require the institution to reduce its market risk
exposures in such manner, or to adopt such measures, specified
in the notice which, in the opinion of the Monetary Authority,
will cause the institution to cease to fall within subsection (1)(b)
within a period which is reasonable in all the circumstances of
the case, or will otherwise mitigate the effect of the institution
falling within that subsection.
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(3) An authorized institution shall comply with the requirements of 
a notice given to it under subsection (2)(a), (b), (d ) or (e).

(4) For the avoidance of doubt, it is hereby declared that—
(a) the requirements specified in Schedule 3 are also applicable to

and in relation to an authorized institution using the IMM
approach to calculate its market risk in respect of the use by the
institution of an internal model to which a significant change
referred to in section 18(4) relates (whether or not the institution
has, in respect of that change, been given the prior consent
referred to in section 18(4)), and subsection (1)(b) and the other
provisions of this section apply to the institution accordingly;
and

(b) subsection (2)(c) does not operate to prejudice the generality of
the circumstances in respect of which the Monetary Authority
may exercise the power under section 101 of the Ordinance in the
case of an authorized institution to which that subsection
applies.

20. Authorized institution may apply for approval to 
use approach used by parent bank to calculate 
its market risk

(1) An authorized institution may apply to the Monetary Authority for
approval to use the approach used by its parent bank to calculate its market
risk.

(2) Subject to subsection (3), the Monetary Authority shall determine an
application under subsection (1) from an authorized institution by—

(a) granting approval to the institution to use the approach used by
its parent bank to calculate its market risk; or

(b) refusing to grant the approval.
(3) Without prejudice to the generality of subsection (2)(b), the

Monetary Authority shall refuse to grant approval to an authorized institution
to use the approach used by its parent bank to calculate its market risk
unless—

(a) the institution demonstrates to the satisfaction of the Monetary
Authority that use of that approach will not materially prejudice
the calculation of the institution’s regulatory capital for market
risk; and

(b) in the opinion of the Monetary Authority, the parent bank is
adequately supervised by the relevant banking supervisory
authority in respect of the calculation of market risk.
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21. Measures which may be taken by Monetary
Authority if authorized institution using 
approach used by parent bank no longer 
satisfies specified requirements

(1) Where—
(a) an authorized institution uses the approach used by its parent

bank to calculate its market risk; and
(b) the Monetary Authority is satisfied that, if the institution were

to make a fresh application under section 20(1) for approval to
use that approach to calculate its market risk, the approval
would be refused—

(i) by virtue of section 20(3); or 
(ii) because the entity which was the parent bank of the

institution has ceased to be the parent bank of the
institution,

the Monetary Authority may, by notice in writing given to the institution,
revoke the approval concerned under section 20(2)(a) beginning on such date,
or the occurrence of such event, as specified in the notice.

(2) Immediately upon the revocation under subsection (1) of an approval
under section 20(2)(a) granted to an authorized institution, section 17(1)(a)
and (b) applies to the institution.

22. Exemption from section 17

(1) The Monetary Authority may, by notice in writing given to an
authorized institution (other than an authorized institution which uses the IRB
approach to calculate its credit risk), exempt the institution from section 17 if
the institution demonstrates to the satisfaction of the Monetary Authority
that—

(a) the institution’s market risk positions—
(i) never exceed 5% of its total on-balance sheet and off-

balance sheet exposures; or
(ii) only sporadically exceed 5%, and never exceed 6%, of its

total on-balance sheet and off-balance sheet exposures; and
(b) the institution’s market risk positions—

(i) never exceed $50 million; or 
(ii) only sporadically exceed $50 million and never exceed 

$60 million.
(2) For the purposes of subsection (1)—

(a) the amount of an authorized institution’s market risk positions is
calculated by aggregating—
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(i) the institution’s total gross (long plus short) positions in
debt securities and debt-related derivative contracts;

(ii) the arithmetic mean of the institution’s total long and total
short positions in interest rate derivative contracts;

(iii) the institution’s total gross (long plus short) positions in
equities and equity-related derivative contracts;

(iv) the institution’s total net open position in foreign exchange
exposures as derived in section 296; and

(v) the institution’s total gross (long plus short) positions in
commodities and commodity-related derivative contracts;
and

(b) an authorized institution’s total on-balance sheet and off-
balance sheet exposures are derived by—

(i) aggregating the institution’s total liabilities, total assets less
specific and collective provisions, and the principal amount
(within the meaning of section 51) of all of the institution’s
off-balance sheet exposures; and

(ii) deducting therefrom the institution’s paid-up capital,
reserves (including current year’s profit or loss) and
perpetual or term subordinated debt.

(3) The date on which an authorized institution’s market risk positions
are assessed for the purposes of subsection (1) shall be—

(a) subject to paragraph (b), the calendar quarter end date of each of
the 4 consecutive calendar quarters of the same calendar year; or

(b) the calendar quarter end date of such consecutive calendar
quarters, being not more than 4 consecutive calendar quarters,
as the Monetary Authority specifies in writing given to the
institution.

(4) Where an authorized institution is exempted under this section from
section 17, the institution—

(a) shall not, except with the prior consent of the Monetary
Authority, include market risk in the calculation of its capital
adequacy ratio;

(b) shall give notice in writing to the Monetary Authority of—
(i) an increase in its market risk positions which causes, or

could reasonably be construed as potentially causing,
whether by itself or in conjunction with any other event, the
institution to cease to fall within subsection (1)(a) or (b); or

(ii) an intention to increase its market risk positions which will
cause, or could reasonably be construed as potentially
causing, whether by itself or in conjunction with any other
event, the institution to cease to fall within subsection (1)(a)
or (b);
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(c) shall apply Part 4, 5 or 7, as the case requires, to calculate the
credit risk for the institution’s market risk positions except for its
total net open position in foreign exchange exposures as derived
in section 296.

(5) In this section, the following expressions have the respective
meanings assigned to them by section 281—

(a) debt security; and
(b) equity.

23. Revocation of exemption under section 22

(1) Where—
(a) an authorized institution is exempted under section 22(1) from

section 17; and
(b) the Monetary Authority is satisfied that, if the institution were

not already so exempted, the exemption would be refused by
virtue of the institution failing to satisfy the Monetary Authority
as specified in section 22(1),

the Monetary Authority may, by notice in writing given to the institution,
revoke the exemption granted under section 22(1), beginning on such date, or
the occurrence of such event, as specified in the notice.

(2) Section 17 applies to an authorized institution immediately upon the
revocation under this section of an exemption under section 22(1).

Division 6—Prescribed approaches to calculation
of operational risk

24. Authorized institution shall only use BIA approach,
STO approach or ASA approach to calculate its
operational risk

(1) An authorized institution—
(a) subject to paragraphs (b) and (c), shall use the BIA approach to

calculate its operational risk;
(b) subject to section 26, may use the STO approach to calculate its

operational risk only if it has the approval to do so under section
25(2)(a);

(c) subject to section 26, may use the ASA approach to calculate its
operational risk only if it has the approval to do so under section
25(2)(a).

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2737



(2) Subsection (1) does not prevent an authorized institution from using
any combination of the BIA approach, STO approach and ASA approach to
calculate its operational risk if that combination is expressly permitted by, and
in accordance with, another section of these Rules.

25. Authorized institution may apply for approval to use
STO approach or ASA approach to calculate its
operational risk

(1) An authorized institution may apply to the Monetary Authority for
approval to use the STO approach or ASA approach to calculate its
operational risk.

(2) Subject to subsections (3) and (4), the Monetary Authority shall
determine an application under subsection (1) from an authorized institution
by—

(a) granting approval to the institution to use the STO approach or
ASA approach to calculate its operational risk; or 

(b) refusing to grant the approval.
(3) Without prejudice to the generality of subsection (2)(b), the

Monetary Authority shall refuse to grant approval to an authorized institution
to use the STO approach or ASA approach to calculate its operational risk if
any one or more of the requirements specified in Schedule 4 applicable to or in
relation to the institution are not satisfied with respect to the institution.

(4) The Monetary Authority shall not grant approval to an authorized
institution to use the ASA approach to calculate its operational risk unless the
institution demonstrates to the satisfaction of the Monetary Authority that the
use of the ASA approach would provide a more accurate assessment of the
degree of operational risk to which the institution is exposed than would the
use of the STO approach.

26. Measures which may be taken by Monetary Authority
if authorized institution using STO approach or 
ASA approach no longer satisfies 
specified requirements

(1) Where—
(a) an authorized institution uses the STO approach or ASA

approach to calculate its operational risk; and
(b) the Monetary Authority is satisfied that, if the institution were

to make a fresh application under section 25(1) for approval to
use the STO approach or ASA approach to calculate its
operational risk, the approval would be refused by virtue of
section 25(3),
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the Monetary Authority may, by notice in writing given to the institution,
require the institution to use the BIA approach to calculate its operational risk
instead of the STO approach or ASA approach, as the case may be.

(2) A notice given to an authorized institution under subsection (1) may
require the institution to use the BIA approach to calculate its operational risk
in respect of all of its business, or such parts of its business as specified in the
notice, during the period beginning on such date, or the occurrence of such
event, as specified in the notice and ending on such date, or the occurrence of
such event, as specified in the notice.

(3) An authorized institution shall comply with the requirements of a
notice given to it under subsection (1).

Division 7—Calculation of capital adequacy ratio: 
solo basis, solo-consolidated basis and

consolidated basis

27. Authorized institution shall calculate its capital
adequacy ratio on solo basis, solo-consolidated 
basis or consolidated basis

(1) An authorized institution shall—
(a) calculate its capital adequacy ratio on a solo basis or, if it has the

approval to do so under section 28(2)(a), calculate its capital
adequacy ratio on a solo-consolidated basis; and

(b) subject to section 33, calculate its capital adequacy ratio on a
consolidated basis.

(2) Subject to section 33, the Monetary Authority may, in a section 98(2)
requirement, require an authorized institution to calculate its capital adequacy
ratio on a consolidated basis in respect of a subsidiary of the institution (other
than a subsidiary which is an insurance firm or securities firm) where—

(a) more than 50% of the total assets or total income of the
subsidiary relate to or arise from the carrying out of one or more
than one relevant financial activity; or

(b) the Monetary Authority is satisfied that, after taking into
account the nature of the business undertaken by the subsidiary,
the institution should calculate its capital adequacy ratio on a
consolidated basis in respect of that subsidiary if a relevant risk
of the institution is to be adequately identified and assessed.

(3) In subsection (2)—
“relevant financial activity” (有關財務活動), in relation to a subsidiary of an

authorized institution, means—
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(a) an activity which is ancillary to a principal activity of the
institution, including—

(i) owning and managing the institution’s property; and
(ii) performing information technology functions for the

institution;
(b) lending, including—

(i) the provision of consumer or mortgage credit;
(ii) factoring;

(iii) forfaiting; and
(iv) the provision of guarantees and other financial commitments;

(c) financial leasing;
(d ) money transmission services;
(e) issuing and administering a means of payment, including—

(i) credit cards;
(ii) travellers’ cheques; and

(iii) bank drafts;
( f ) trading for the subsidiary’s own account, or for accounts of the

subsidiary’s customers, in—
(i) money market instruments;

(ii) foreign exchange;
(iii) financial instruments which are traded on an exchange;
(iv) OTC derivative transactions; or
(v) transferable securities;

(g) participating in securities issues, including the provision of
services relating to the issues;

(h) the provision of—
(i) advice to undertakings on capital structure or industrial

strategy, including any matter relating to capital structure
or industrial strategy; or

(ii) advice and services relating to mergers and the purchase of
undertakings;

(i ) money broking; or
( j ) portfolio management and the provision of advice in relation to

portfolio management.
(4) An authorized institution which calculates its capital adequacy ratio

on a consolidated basis shall give notice in writing to the Monetary Authority
of any of the following matters as soon as is practicable after the institution is
aware of the matter or ought to be aware of the matter—

(a) a member of the institution’s consolidation group ceasing to be 
a subsidiary of the institution;

(b) a subsidiary of the institution becoming a member of its
consolidation group;

(c) the principal activities of a subsidiary referred to in paragraph (b);
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(d ) any significant change to the principal activities of the institution
or any of its subsidiaries (including a subsidiary referred to in
paragraph (b)).

28. Authorized institution may apply for approval to
calculate its capital adequacy ratio on 
solo-consolidated basis

(1) An authorized institution may apply to the Monetary Authority for
approval to calculate its capital adequacy ratio on a solo-consolidated basis
instead of a solo basis in respect of such of its subsidiaries which are members
of its consolidation group as specified in the application.

(2) Subject to subsection (3), the Monetary Authority shall determine an
application under subsection (1) from an authorized institution by—

(a) granting approval to the institution to calculate its capital
adequacy ratio on a solo-consolidated basis instead of a solo
basis in respect of such subsidiaries of the institution as specified
in the approval, and giving the institution a section 98(2)
requirement to give effect to the approval; or

(b) refusing to grant the approval.
(3) Without prejudice to the generality of subsection (2)(b), the

Monetary Authority shall refuse to grant approval to an authorized institution
to calculate its capital adequacy ratio on a solo-consolidated basis instead of 
a solo basis in respect of a subsidiary of the institution unless the institution
demonstrates to the satisfaction of the Monetary Authority that—

(a) the subsidiary is wholly owned by, and managed as if it were an
integral part of, the institution;

(b) the subsidiary is wholly financed by the institution such that the
subsidiary has no depositors or other external creditors except
external creditors for—

(i) audit fees;
(ii) company secretarial services; and

(iii) sundry operating expenses; and
(c) there are no regulatory, legal or taxation constraints on the

transfer of the subsidiary’s capital to the institution.
(4) Where—

(a) an authorized institution has been granted an approval under
subsection (2)(a); and

(b) an event (referred to in this subsection as “relevant event”)
which could reasonably be construed as causing, or potentially
causing, whether by itself or in conjunction with any other event,
a subsidiary of the institution to fall outside subsection (3)(a), (b)
or (c), occurs,
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the institution shall, as soon as is practicable after the relevant event occurs,
give notice in writing to the Monetary Authority of the relevant event.

29. Solo basis for calculation of capital adequacy ratio

(1) An authorized institution shall in calculating its capital adequacy
ratio on a solo basis—

(a) aggregate the institution’s (including the institution’s local
branches’ and overseas branches’) risk-weighted amounts for—

(i) credit risk;
(ii) market risk; and

(iii) operational risk; 
(b) deduct from the aggregate amount derived under paragraph

(a)—
(i) that portion, as determined on a solo basis, of the total

regulatory reserve for general banking risks and collective
provisions of the institution apportioned to the STC
approach or BSC approach, or both, and to the STC(S)
approach, which is not included in the supplementary
capital of the institution; and

(ii) that amount, if any, as determined on a solo basis, by which
the net book value of the institution’s reserves attributable
to fair value gains arising from the revaluation of the
institution’s holdings of land and buildings referred to in
section 42(1)(a)(i) is in excess of the net book value of those
reserves as at the end of December 1998 or the relevant date
(within the meaning of section 43(8)); and

(c) determine the institution’s capital base, in accordance with 
Part 3, to reflect the fact that it is calculating its capital adequacy
ratio on a solo basis.

(2) For the avoidance of doubt, it is hereby declared that—
(a) for the purposes of this section, an authorized institution shall

risk-weight the exposures of an overseas branch of the
institution in accordance with these Rules; and

(b) for the purposes of subsection (1)(b)(ii), if an authorized
institution has approval under section 43(4)(b) to include the fair
value gains on revaluation of land and buildings referred to in
section 42(1)(a)(i) arising from a merger or acquisition, the net
book value of reserves as at the end of December 1998 or the
relevant date (within the meaning of section 43(8)) shall be
deemed to include the fair value gains approved under 
section 43(4)(b).
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30. Solo-consolidated basis for calculation of 
capital adequacy ratio

(1) Subject to subsection (2), an authorized institution shall in
calculating its capital adequacy ratio on a solo-consolidated basis—

(a) aggregate the institution’s (including the institution’s local
branches’ and overseas branches’) and its solo-consolidated
subsidiaries’ risk-weighted amounts for—

(i) credit risk;
(ii) market risk; and

(iii) operational risk;
(b) deduct from the aggregate amount derived under paragraph

(a)—
(i) that portion, as determined on a solo-consolidated basis, 

of the total regulatory reserve for general banking risks 
and collective provisions of the institution and its 
solo-consolidated subsidiaries apportioned to the STC
approach or BSC approach, or both, and to the STC(S)
approach, which is not included in the supplementary
capital of the institution and its solo-consolidated
subsidiaries; and

(ii) that amount, if any, as determined on a solo-consolidated
basis, by which the net book value of the institution’s and
its solo-consolidated subsidiaries’ reserves attributable to
fair value gains arising from the revaluation of the
institution’s and its solo-consolidated subsidiaries’ holdings
of land and buildings referred to in section 42(1)(a)(i) is in
excess of the net book value of those reserves as at the end
of December 1998 or the relevant date (within the meaning
of section 43(8)); and

(c) determine the capital base of the institution and its solo-
consolidated subsidiaries, in accordance with Part 3, to reflect
the fact that it is calculating its capital adequacy ratio on a solo-
consolidated basis.

(2) For the avoidance of doubt, it is hereby declared that, for the
purposes of this section, an authorized institution shall risk-weight the
exposures of an overseas branch of the institution in accordance with these
Rules.

(3) An authorized institution which calculates its capital adequacy ratio
on a solo-consolidated basis shall ensure that, in calculating that ratio, the
risk-weighting of a relevant risk does not include inter-company balances with,
and transactions between, the institution and its solo-consolidated subsidiaries.

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2749



(4) For the purposes of subsection (1)(b)(ii), if an authorized institution
has approval under section 43(4)(b) to include the fair value gains on
revaluation of land and buildings referred to in section 42(1)(a)(i) arising from
a merger or acquisition, the net book value of reserves as at the end of
December 1998 or the relevant date (within the meaning of section 43(8)) shall
be deemed to include the fair value gains approved under section 43(4)(b).

31. Consolidated basis for calculation of 
capital adequacy ratio

(1) An authorized institution shall in calculating its capital adequacy
ratio on a consolidated basis—

(a) aggregate the institution’s consolidation group’s (including 
the institution’s local branches’ and oversea branches’) risk-
weighted amounts for—

(i) credit risk;
(ii) market risk; and 

(iii) operational risk; 
(b) deduct from the aggregate amount derived under paragraph

(a)—
(i) that portion, as determined on a consolidated basis, of the

total regulatory reserve for general banking risks and
collective provisions of the institution’s consolidation group
apportioned to the STC approach or BSC approach, or
both, and to the STC(S) approach, which is not included in
the supplementary capital of the institution’s consolidation
group; and

(ii) that amount, if any, as determined on a consolidated 
basis, by which the net book value of the institution’s
consolidation group’s reserves attributable to fair value
gains arising from the revaluation of the institution’s
consolidation group’s holdings of land and buildings
referred to in section 42(1)(a)(i) is in excess of the net book
value of those reserves as at the end of December 1998 or
the relevant date (within the meaning of section 43(8)); and

(c) determine the institution’s consolidation group’s capital base, in
accordance with Part 3, to reflect the fact that it is calculating its
capital adequacy ratio on a consolidated basis.

(2) It is hereby declared that, under the consolidated basis for the
calculation of the capital adequacy ratio of an authorized institution, the
institution shall ensure that—
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(a) the risk-weighting of a relevant risk does not include the
exposures of a subsidiary of the institution which is not a
member of its consolidation group; and 

(b) the risk-weighting of a relevant risk does not include inter-
company balances with, and transactions between, members of
its consolidation group.

(3) An authorized institution which calculates its capital adequacy ratio
on a consolidated basis may, insofar as its market risk is concerned, offset
market risk positions between members of its consolidation group if those
market risk positions are monitored and managed on a group basis.

(4) For the avoidance of doubt, it is hereby declared that—
(a) for the purposes of this section, an authorized institution shall

risk-weight the exposures of an overseas branch of the
institution in accordance with these Rules; and

(b) for the purposes of subsection (1)(b)(ii), if an authorized
institution has approval under section 43(4)(b) to include the fair
value gains on revaluation of land and buildings referred to in
section 42(1)(a)(i) arising from a merger or acquisition, the net
book value of reserves as at the end of December 1998 or the
relevant date (within the meaning of section 43(8)) shall be
deemed to include the fair value gains approved under section
43(4)(b).

32. Provisions supplementary to section 31

(1) Subject to subsection (2), an authorized institution which calculates
its capital adequacy ratio on a consolidated basis shall do so using the same
approach in calculating a relevant risk as it would be required to use if it were
calculating that ratio on a solo basis.

(2) With the prior consent of the Monetary Authority, an authorized
institution which calculates its capital adequacy ratio on a consolidated basis is
not required to comply with subsection (1) if the institution demonstrates to
the satisfaction of the Monetary Authority that it is not practicable for every
member of its consolidation group to use the same approach to calculate the
relevant risk of the group on that basis.

(3) Where an authorized institution which calculates its capital adequacy
ratio on a consolidated basis uses the BIA approach to calculate its operational
risk—

(a) subject to paragraph (b), the institution may, in calculating the
gross income of its consolidation group in any given year of the
last 3 years, offset a positive gross income of a member of the
group in the given year with a negative gross income of another
member of the group in that given year;
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(b) the institution shall not, pursuant to paragraph (a), offset a
positive gross income with a negative gross income between any
of the last 3 years.

(4) Where an authorized institution which calculates its capital adequacy
ratio on a consolidated basis uses the STO approach or ASA approach to
calculate its operational risk—

(a) subject to paragraph (b), the institution may, in calculating the
gross income of its consolidation group in any given year of the
last 3 years, offset a positive gross income of a standardized
business line of a member of the group in the given year with a
negative gross income of that standardized business line of
another member of the group in that given year;

(b) the institution shall not, pursuant to paragraph (a), offset a
positive gross income with a negative gross income between any
of the last 3 years.

33. Exceptions to section 27

(1) Where—
(a) an authorized institution calculates its capital adequacy ratio on

a consolidated basis; and
(b) a subsidiary of the institution which is a member of its

consolidation group and is incorporated in a country other than
Hong Kong calculates its capital adequacy ratio on a solo basis
in accordance with the capital adequacy standards applicable in
that country,

the institution may apply to the Monetary Authority for approval to risk-
weight the exposures of that subsidiary in accordance with those standards
instead of in accordance with these Rules.

(2) Subject to subsection (3), the Monetary Authority shall determine an
application under subsection (1) from an authorized institution by—

(a) granting approval to the institution to risk-weight the exposures
of the subsidiary specified in the application in accordance with
the capital adequacy standards applicable in the country where
the subsidiary is incorporated instead of in accordance with
these Rules, and giving the institution a section 98(2)
requirement to give effect to the approval; or 

(b) refusing to grant the approval.



(3) Without prejudice to the generality of subsection (2)(b), the
Monetary Authority shall refuse to grant approval to an authorized institution
to risk-weight the exposures of a subsidiary which is a member of the
institution’s consolidation group in accordance with the capital adequacy
standards applicable in the country in which the subsidiary is incorporated
instead of in accordance with these Rules unless the institution demonstrates to
the satisfaction of the Monetary Authority that the use of those standards
would not materially prejudice the calculation of the institution’s capital
adequacy ratio.

(4) An authorized institution which calculates its capital adequacy ratio
on a consolidated basis may apply to the Monetary Authority for approval to
calculate that ratio by excluding one or more than one member from its
consolidation group.

(5) Subject to subsection (6), the Monetary Authority shall determine an
application under subsection (4) from an authorized institution by—

(a) granting approval to the institution to calculate its capital
adequacy ratio by excluding from its consolidation group such
members of the group as the Monetary Authority specifies and
giving the institution a section 98(2) requirement to give effect to
the approval; or

(b) refusing to grant the approval.
(6) Without prejudice to the generality of subsection (5)(b), the

Monetary Authority shall refuse to grant approval to an authorized institution
to calculate its capital adequacy ratio by excluding from its consolidation
group any member of the group unless the institution demonstrates to the
satisfaction of the Monetary Authority that the inclusion of that member in
the group—

(a) would be inappropriate or misleading; or
(b) is not practicable due to regulatory, legal or taxation constraints

on the transfer of information necessary to enable the institution
to calculate that ratio on a consolidated basis in respect of that
member.

Division 8—Decisions to which section 101B(1) 
of Ordinance applies

34. Reviewable decisions

A decision made by the Monetary Authority under section 6(2), 8(2),
18(2) or 25(2) is a decision to which section 101B(1) of the Ordinance applies.
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PART 3

DETERMINATION OF CAPITAL BASE

Division 1—General

35. Interpretation of Part 3

In this Part, unless the context otherwise requires—
“available-for-sale” (可供出售)—

(a) in relation to financial assets other than derivative contracts,
means that the financial assets—

(i) are designated by an authorized institution as available for
sale;

(ii) are not classified by an authorized institution as—
(A) loans and receivables; or
(B) financial assets at fair value through profit or loss; or

(iii) are not classified by an authorized institution as held to
maturity investments;

(b) in relation to financial instruments other than derivative
contracts, means that the financial instruments—

(i) are designated by an authorized institution as available for
sale;

(ii) are not classified by an authorized institution as—
(A) loans and receivables; or
(B) financial instruments at fair value through profit or

loss; or
(iii) are not classified by an authorized institution as held to

maturity investments;
(c) in relation to loans, means that the loans are designated by an

authorized institution upon initial recognition as available for
sale; 

“cash flow hedge” (現金流對沖), in relation to a hedging relationship of an
authorized institution, means a hedge of an exposure of the institution to
variability in cash flows which—

(a) is attributable to—
(i) a particular risk associated with an asset or liability

recognized on the institution’s balance sheet; or
(ii) a highly probable forecast transaction; and

(b) could affect the institution’s profit or loss;
“connected company” (連繫公司), in relation to an authorized institution,

means—
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(a) a subsidiary, or the holding company, of the institution; or
(b) a company which falls within section 64(1)(b), (c), (d ) or (e) of

the Ordinance in respect of the institution;
“consolidation requirement” (綜合規定), in relation to a subsidiary of an

authorized institution, means—
(a) a section 79A(1) requirement whereby a provision of Part XV of

the Ordinance is to apply to the institution on a consolidated
basis in respect of that subsidiary; or

(b) a section 98(2) requirement whereby the capital adequacy ratio
of the institution is to be calculated on a consolidated basis in
respect of that subsidiary;

“core capital” (核心資本), in relation to an authorized institution, means the
sum, calculated in Hong Kong dollars, of the net book values of the
institution’s capital items specified in section 38;

“debentures” (債權證) has the meaning assigned to it by section 2(1) of the
Companies Ordinance (Cap. 32);

“debt securities” (債務證券) means any securities other than shares, stocks or
import or export trade bills;

“financial assets not held for trading purposes” (非作交易用途的金融資產), in
relation to an authorized institution, means any financial assets—

(a) held by the institution except—
(i) financial assets which are acquired principally for the

purposes of selling in the near term; and
(ii) financial assets which form part of a portfolio of financial

instruments—
(A) which are managed collectively; and
(B) for which there is evidence of a recent actual pattern of

short-term profit-taking; and
(b) designated by the institution as financial assets not held for

trading purposes;
“forecast transaction” (預期交易) means an uncommitted but anticipated

future transaction;
“irredeemable” (不可贖回), in relation to non-cumulative preference shares,

means that the shares are—
(a) irredeemable; or
(b) irredeemable except with the prior consent of the Monetary

Authority;
“other regulatory capital instrument” (其他監管資本票據) means—

(a) subordinated debt—
(i) issued by an authorized institution incorporated in Hong

Kong; and
(ii) included in the institution’s supplementary capital; or

(b) a capital instrument—
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(i) which is similar to subordinated debt described in
paragraph (a); and 

(ii) which is issued by a company which is not an authorized
institution incorporated in Hong Kong but is—
(A) subject to supervision by the relevant banking

supervisory authority, or any securities regulator or
insurance regulator who has a supervisory
responsibility for the company, as the case may be; and

(B) subject to capital requirements imposed on it in the
country by the relevant banking supervisory authority,
or any securities regulator or insurance regulator who
has a supervisory responsibility for the company, as the
case may be;

“special purpose vehicle” (特定目的工具), in relation to an authorized
institution, means a company or any other entity—

(a) which is established by the institution for the sole purpose of
raising capital for the institution; and

(b) which does not trade or conduct any business except raising
capital for the institution;

“specified amount” (指明數額), in relation to an authorized institution, means
any amount which the institution is required under section 48(2) to deduct
from its core capital and supplementary capital;

“subsidiary undertaking” (附屬企業) shall be construed in accordance with
section 2B of the Companies Ordinance (Cap. 32) as read with the
Twenty-third Schedule to that Ordinance;

“supplementary capital” (附加資本), in relation to an authorized institution,
means the sum, calculated in Hong Kong dollars, of the net book values
of the institution’s capital items specified in section 42.

36. Determination of capital base

(1) Subject to subsection (2), an authorized institution shall determine 
its capital base by adding together the institution’s core capital and
supplementary capital.

(2) The supplementary capital of an authorized institution, before
making any deductions therefrom required by section 48(2), which may be
included in the determination of the institution’s capital base shall not exceed
the institution’s core capital—

(a) after making the deductions therefrom required by section 48(1);
but

(b) before making the deductions therefrom required by section 48(2),
and the part of supplementary capital in excess, if any, shall be disregarded for
the purposes of determining the institution’s capital base.
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(3) For the avoidance of doubt, any capital which is not included in an
authorized institution’s supplementary capital by virtue of section 43, 44, 45 or
46 shall be disregarded for the purposes of determining the institution’s capital
base.

37. Essential characteristics of core capital 
and supplementary capital

(1) An authorized institution shall not include any capital in its core
capital unless—

(a) the capital is subordinated;
(b) the capital is perpetual; and
(c) the capital is non-cumulative.

(2) An authorized institution shall not include any capital in its core
capital or supplementary capital unless—

(a) the capital is freely available to absorb the institution’s losses;
(b) the capital ranks behind the claims of depositors and other

creditors of the institution in a winding-up of the institution;
(c) where the capital takes the form of shares or debt instruments—

(i) the shares permit, without restrictions, the non-payment of
a dividend; and

(ii) the debt instruments are subject to a contractual right to
defer interest payments; and

(d ) the capital is unsecured and fully paid-up.
(3) For the avoidance of doubt, it is hereby declared that guarantees and

other types of contingent liability shall not be included in an authorized
institution’s core capital or supplementary capital.

(4) An authorized institution shall not issue any capital instrument other
than ordinary shares (including issue by way of a subsidiary of the institution
or a special purpose vehicle of the institution) unless it has consulted with the
Monetary Authority to ascertain whether, under these Rules, the instrument
proposed to be issued—

(a) can be included in the institution’s core capital;
(b) can be included in the institution’s supplementary capital; or
(c) cannot be included in the institution’s core capital or

supplementary capital.
(5) An authorized institution shall not include, in its core capital or

supplementary capital, a capital instrument issued at a discount, or only partly
in a paid-up form, except to the extent that the proceeds paid-up on the
instrument have been received by, and are immediately available to, the issuer
of the instrument.
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Division 2—Core capital

38. Core capital of authorized institution

Subject to sections 37, 43(6), 44(2), 45(3)(a) and 48, for the purposes of
determining an authorized institution’s capital base, the core capital of the
institution shall consist of the following capital items—

(a) the institution’s paid-up ordinary share capital except any shares
issued by the institution by virtue of capitalizing any property
revaluation reserves of the institution referred to in section
42(1)(a);

(b) the institution’s paid-up irredeemable non-cumulative preference
shares;

(c) the amount standing to the credit of the institution’s share
premium account;

(d ) subject to section 39, the institution’s published reserves except—
(i) unrealized fair value gains or losses on revaluation of

available-for-sale loans;
(ii) cumulative fair value gains or losses on the hedged items

and the hedging instrument in respect of cash flow hedges
created for—
(A) available-for-sale financial instruments; and 
(B) financial instruments measured at amortized cost;

(iii) cumulative fair value gains or losses on the hedging
instrument which are recognized directly in equity through
the statement of changes in equity in respect of cash flow
hedges created for forecast transactions;

(iv) unaudited profit or loss of the current financial year, and
the institution’s profit or loss of the immediately preceding
financial year pending audit completion; and

(v) any capital items referred to in section 42(1)(a), (b), (c) or (d );
(e) subject to section 40, the institution’s unaudited profit or loss of

the current financial year, and the institution’s profit or loss of
the immediately preceding financial year pending audit
completion, except—

(i) unrealized fair value gains or losses, without deduction of
any deferred tax provisions attributable to the fair value
gains or losses, on loans designated at fair value through
profit or loss;

(ii) unrealized fair value gains or losses, without deduction of
any deferred tax provisions attributable to the fair value
gains or losses, on financial liabilities arising from any
change in the institution’s creditworthiness; and
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(iii) any capital items referred to in section 42(1)(a), (b), (c) or
(d ); and 

( f ) subject to section 41, minority interests in the equity of the
institution’s subsidiaries arising from a consolidation
requirement except any such minority interests which are not
freely transferable to—

(i) the institution; or
(ii) members of the group of companies of which the institution

is a member,
after taking into account any relevant regulatory, legal or
taxation constraints on the transfer of capital.

39. Provisions supplementary to section 38(d )

An authorized institution’s published reserves falling within section 38(d )
as at a particular date shall be net of dividends—

(a) which are proposed or declared by the institution after that date;
and

(b) which, as at that date, are recognized, or are required to be
recognized, as equity on the institution’s balance sheet.

40. Provisions supplementary to section 38(e)

(1) An authorized institution’s profit or loss falling within section 38(e)
as at a particular date shall be net of dividends—

(a) which are proposed or declared by the institution after that date;
and

(b) which, as at that date, are recognized, or are required to be
recognized, as equity on the institution’s balance sheet.

(2) An authorized institution may, with the prior consent of the
Monetary Authority, include in its profit or loss falling within section 38(e)
any unrealized fair value gains arising from the institution’s holdings of
equities and debt securities designated at fair value through profit or loss in its
profit or loss account.

41. Provisions supplementary to section 38( f )

(1) Where—
(a) an authorized institution’s core capital consists of minority

interests falling within section 38( f ); and
(b) the minority interests arise on consolidation in the paid-up

irredeemable non-cumulative preference shares of the
institution’s subsidiaries which are special purpose vehicles,
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that part of the institution’s core capital shall not constitute more than 15% of
the institution’s core capital (including the minority interests)—

(c) after making the deductions therefrom required by section 48(1);
but 

(d ) before making the deductions therefrom required by section 48(2).
(2) Where an authorized institution’s core capital consists of minority

interests falling within section 38( f ) as at a particular date, that part of the
institution’s core capital shall be net of dividends—

(a) which are proposed or declared by the institution’s subsidiaries
after that date; and

(b) which, as at that date, are recognized, or are required to be
recognized, as equity on the subsidiaries’ balance sheets.

Division 3—Supplementary capital

42. Supplementary capital of authorized institution

(1) Subject to sections 37 and 48, for the purposes of determining an
authorized institution’s capital base, the supplementary capital of the
institution shall consist of the following capital items—

(a) subject to section 43, that part of the institution’s reserves which
is attributable to fair value gains in profit or loss arising from—

(i) the revaluation of the institution’s holdings of land and
buildings except land and buildings mortgaged to the
institution to secure a debt; and

(ii) the revaluation of the institution’s share of the net asset
value of any subsidiary of the institution to the extent that
the value has changed as a result of the revaluation of the
subsidiary’s holdings of land and buildings except land and
buildings mortgaged to the subsidiary to secure a debt;

(b) subject to section 44, that part of the institution’s reserves which
is attributable to fair value gains arising from—

(i) the revaluation of the institution’s holdings of available-for-
sale equities and debt securities; and

(ii) the institution’s holdings of equities and debt securities
designated at fair value through profit or loss which do not
fall within section 38(e);

(c) with the prior consent of the Monetary Authority, that part of
the institution’s reserves which is attributable to fair value gains
arising from the institution’s holdings of any other financial
assets not held for trading purposes, including such assets (other
than unrealized gains or losses on loans) which are available-for-
sale or designated at fair value through profit or loss;

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2771



(d ) subject to section 45, the institution’s regulatory reserve for
general banking risks and collective provisions;

(e) the institution’s perpetual subordinated debt where, under the
terms on which the debt instrument is to be issued, the Monetary
Authority is satisfied that the following conditions are met (and,
after issue, will continue to be met)—

(i) the claims of the lender against the institution are fully
subordinated to those of all unsubordinated creditors;

(ii) the debt is not secured against any assets of the institution;
(iii) the money advanced to the institution is permanently

available to it;
(iv) the debt is not repayable without the prior consent of the

Monetary Authority;
(v) the money advanced to the institution is available to meet

losses without the institution being obliged to cease trading;
(vi) the institution is entitled to defer the payment of interest

where its profitability will not support such payment; and
(vii) if the rate of interest payable on the debt is liable to be

increased under the terms of the debt instrument—
(A) the rate of interest will not be increased until the expiry

of 10 years from the day on which the debt is issued;
(B) the rate of interest will not be increased more than

once; and
(C) the rate of interest will not be increased beyond a limit

considered appropriate by the Monetary Authority;
( f ) the institution’s paid-up irredeemable cumulative preference

shares where, under the terms on which the shares are to be
issued, the Monetary Authority is satisfied that the following
conditions are met (and, after issue, will continue to be met)—

(i) the shares are not redeemable without the prior consent of
the Monetary Authority;

(ii) the money raised by the issue of the shares is available to
meet losses without the institution being obliged to cease
trading; and

(iii) if the dividends payable on the shares are liable to be
increased under the terms—
(A) such dividends will not be increased until the expiry of

10 years from the day on which the shares are issued;
(B) such dividends will not be increased more than once;

and
(C) such dividends will not be increased beyond a limit

considered appropriate by the Monetary Authority;
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(g) subject to section 46, the institution’s term subordinated 
debt where, under the terms on which the debt instrument 
is to be issued, the Monetary Authority is satisfied that the
following conditions are met (and, after issue, will continue to be
met)—

(i) the claims of the lender against the institution are fully
subordinated to those of all unsubordinated creditors;

(ii) the debt is not secured against any assets of the institution;
(iii) the debt has a minimum initial period to maturity of more

than 5 years (even though that period may be subsequently
reduced with the prior consent of the Monetary Authority);

(iv) any debt repayable prior to maturity will not be so repaid
without the prior consent of the Monetary Authority; 
and

(v) if the rate of interest payable on the debt is liable to be
increased under the terms of the debt instrument—
(A) the rate of interest will not be increased until the expiry

of 5 years from the day on which the debt is issued;
(B) the rate of interest will not be increased more than

once; and
(C) the rate of interest will not be increased beyond a limit

considered appropriate by the Monetary Authority;
(h) subject to section 46, the institution’s paid-up term preference

shares where, under the terms on which the shares are to be
issued, the Monetary Authority is satisfied that the following
conditions are met (and, after issue, will continue to be met)—

(i) the shares have a minimum initial period to maturity of
more than 5 years (even though that period may be
subsequently reduced with the prior consent of the
Monetary Authority);

(ii) any shares redeemable prior to maturity will not be so
redeemed without the prior consent of the Monetary
Authority; and

(iii) if the dividends payable on the shares are liable to be
increased under the terms—
(A) such dividends will not be increased until the expiry of

5 years from the day on which the shares are issued;
(B) such dividends will not be increased more than once;

and
(C) such dividends will not be increased beyond a limit

considered appropriate by the Monetary Authority;
and
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(i ) subject to section 47, minority interests in the paid-up
irredeemable cumulative preference shares and paid-up term
preference shares of the institution’s subsidiaries arising from a
consolidation requirement imposed on the institution, and
minority interests which are not included in the institution’s core
capital pursuant to section 38( f ) by virtue only of section 41.

(2) In subsection (1)(a) and (b)—
“reserves” (儲備), in relation to an authorized institution—

(a) means the institution’s reserves without deduction of any
deferred tax provisions attributable to the reserves; and

(b) includes, in relation to subsection (1)(a), shares issued by the
institution through capitalizing reserves falling within that part
of the institution’s reserves referred to in that subsection.

43. Provisions supplementary to 
section 42(1)(a)

(1) An authorized institution’s reserves shall not fall within that part of
reserves referred to in section 42(1)(a) unless—

(a) the institution has a clearly documented policy on the frequency
and method of revaluation of its holdings of land and buildings
which is satisfactory to the Monetary Authority;

(b) the institution does not depart from that policy except after
consultation with the Monetary Authority;

(c) subject to paragraph (d ), any revaluation of the institution’s
holdings of land and buildings is undertaken by an independent
professional valuer;

(d ) in any case where the institution demonstrates to the satisfaction
of the Monetary Authority that, despite all reasonable 
efforts, the institution has been unable to obtain the services 
of an independent professional valuer to undertake the
revaluation of all or part, as the case may be, of the institution’s
holdings of land and buildings, any revaluation of such holdings
undertaken by a person who is not an independent professional
valuer is endorsed in writing by an independent professional
valuer;

(e) any revaluation of the institution’s holdings of land and
buildings is—

(i) approved by the institution’s external auditors; and
(ii) explicitly reported in the institution’s audited accounts; 

and
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( f ) the fair value gains referred to in section 42(1)(a) are recognized
in accordance with relevant accounting standards and any such
gains not recognized in the financial statements of the institution
are excluded from the part of reserves referred to in that section.

(2) Subject to subsections (3) and (4), an authorized institution shall not
include in its supplementary capital more than 45% of any fair value gains of
any item referred to in section 42(1)(a) arising from any revaluation referred to
in that section.

(3) Subject to subsection (4), an authorized institution shall only include
in its supplementary capital—

(a) that amount of fair value gains referred to in section 42(1)(a)
which arise from revaluations referred to in section 42(1)(a)(i ) as
does not exceed—

(i) where the institution was an authorized institution on 31
December 1998, the amount included in the institution’s
supplementary capital as at that date in respect of the like
gains as at that date; or

(ii) where the institution became an authorized institution after
31 December 1998, the amount included in the institution’s
supplementary capital as at the relevant date in respect of
the like gains as at that date; and

(b) that amount of fair value gains referred to in section 42(1)(a)
which arise from revaluations referred to in section 42(1)(a)(ii) as
does not exceed—

(i) where the institution was an authorized institution on 31
December 1998, the amount included in the institution’s
supplementary capital as at that date in respect of the like
gains as at that date; or

(ii) where the institution became an authorized institution after
31 December 1998, the amount included in the institution’s
supplementary capital as at the relevant date in respect of
the like gains as at that date.

(4) An authorized institution shall not include any fair value gains
referred to in section 42(1)(a) for the purposes of determining its capital base
unless—

(a) the gains comprise—
(i) where the institution was an authorized institution on 

31 December 1998, any amount of fair value gains which as
at that date were reported to the Monetary Authority; or

(ii) where the institution became an authorized institution after
31 December 1998, any amount of fair value gains which 
as at the relevant date were reported to the Monetary
Authority; or
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(b) the gains arise from a merger or acquisition and the
institution has the prior consent of the Monetary Authority
to so use the gains.

(5) An authorized institution shall not, in calculating its supplementary
capital, set-off losses in respect of land and buildings which are for the
institution’s own use where the losses are recognized in the institution’s profit
or loss against unrealized gains that are reflected directly in equity through the
statement of changes in equity.

(6) An authorized institution shall deduct from its core capital any
cumulative losses of the institution arising from the institution’s holdings of
land and buildings below the depreciated cost value (whether or not any such
land and buildings are held for the institution’s own use or for investment
purposes).

(7) In subsection (3)(a) and (b)—
“supplementary capital” (附加資本), in relation to an authorized institution,

has the meaning assigned to “Supplementary Capital” by the Third
Schedule to the Ordinance—

(a) as in force on 31 December 1998 if the institution was an
authorized institution on that date; or

(b) as in force on the relevant date in any other case if, and only if,
the relevant date is a date before the date on which this section
comes into operation.

(8) In this section—
“relevant date” (有關日期), in relation to an authorized institution, means that

date after 31 December 1998 on which the institution became an
authorized institution.

44. Provisions supplementary to 
section 42(1)(b)

(1) An authorized institution shall not include in its supplementary
capital more than 45% of any fair value gains referred to in section 42(1)(b).

(2) An authorized institution—
(a) shall deduct from its core capital—

(i) cumulative unrealized losses of the institution—
(A) which arise from the institution’s holdings of available-

for-sale equities and debt securities; and
(B) which fall below the cost of those securities; and

(ii) impairment losses in respect of the institution’s holdings of
available-for-sale equities and debt securities; and 
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(b) shall not, for the purposes of paragraph (a)(ii), set-off any
impairment losses in respect of securities referred to in that
paragraph against any unrealized gains in respect of those
securities.

(3) An authorized institution shall deduct from its supplementary capital
any overall deficit arising from the revaluation of its holdings of available-for-
sale equities and debt securities falling within section 42(1)(b)(i) (but excluding
any losses falling within subsection (2)(a)).

45. Provisions supplementary to 
section 42(1)(d )

(1) Subject to subsections (2) and (3), an authorized institution which
uses the STC approach or BSC approach, or both, shall not include in its
supplementary capital that amount of its total regulatory reserve for general
banking risks and collective provisions which exceeds 1.25% of the institution’s
total risk-weighted amount for relevant risks, being the sum of all the
institution’s risk-weighted amounts for—

(a) all the institution’s non-securitization exposures to credit risk
subject to the STC approach or BSC approach, or both;

(b) all the institution’s securitization exposures to credit risk subject
to the STC(S) approach;

(c) all the institution’s exposures to market risk; and
(d ) all the institution’s exposure to operational risk.

(2) An authorized institution which uses any combination of the STC
approach, BSC approach and IRB approach—

(a) subject to paragraph (b), shall apportion its total regulatory
reserve for general banking risks and collective provisions
between the STC approach, BSC approach, IRB approach,
STC(S) approach or IRB(S) approach on a pro rata basis in
accordance with the proportions of the institution’s risk-
weighted amount for credit risk which are calculated by using
the STC approach, BSC approach, IRB approach, STC(S)
approach or IRB(S) approach, as the case requires;

(b) may, with the prior consent of the Monetary Authority, use its
own method to apportion its total regulatory reserve for general
banking risks and collective provisions between the STC
approach, BSC approach, IRB approach, STC(S) approach or
IRB(S) approach; and

(c) shall, after it has carried out the apportionment referred to in
paragraph (a) or (b)—
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(i) comply with subsection (1) in respect of that portion of its
total regulatory reserve for general banking risks and
collective provisions which is apportioned to the STC
approach or BSC approach, or both, and the STC(S)
approach; and

(ii) exclude from its supplementary capital that portion of its
total regulatory reserve for general banking risks and
collective provisions which is apportioned to the IRB
approach and IRB(S) approach.

(3) Where an authorized institution uses the IRB approach—
(a) subject to subsection (2)(c)(ii) and paragraph (b), the institution

shall deduct the excess of its total EL amount over its total
eligible provisions from its core capital and supplementary
capital in accordance with section 48(2)(b);

(b) if the total EL amount referred to in paragraph (a) is less than
the total eligible provisions referred to in that paragraph, the
institution may include the excess of the total eligible provisions
over the total EL amount in its supplementary capital up to
0.6% of its risk-weighted amount for credit risk calculated by
using the IRB approach.

46. Provisions supplementary to 
section 42(1)(g) and (h)

An authorized institution shall—
(a) in the case of a debt instrument falling within section 42(1)(g) or

a share falling within section 42(1)(h), for the purposes 
of calculating its supplementary capital, discount by 20% 
the original amount of the debt instrument or share, as 
the case may be, each year during the 4 years immediately
preceding the maturity of the debt instrument or share, as the
case may be; and

(b) exclude from its supplementary capital any amount by which the
sum of the amounts falling within section 42(1)(g) and (h)
exceeds 50% of the institution’s core capital—

(i) after making the deductions therefrom required by 
section 48(1); but 

(ii) before making the deductions therefrom required by 
section 48(2).
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47. Provisions supplementary to 
section 42(1)(i )

An authorized institution’s minority interests falling within section
42(1)(i ) as at a particular date shall be net of dividends—

(a) which are proposed or declared by the institution’s subsidiaries
after that date; and

(b) which, as at that date, are recognized, or are required to be
recognized, as equity on the subsidiaries’ balance sheets.

Division 4—Deductions from core capital and
supplementary capital

48. Deductions from core capital and 
supplementary capital

(1) An authorized institution shall deduct from its core capital—
(a) the amount of goodwill of the institution;
(b) the amount of other intangible assets of the institution;
(c) the amount of net deferred tax assets of the institution;
(d ) the amount of any gain-on-sale arising from a securitization

transaction in which the institution is the originating institution;
and

(e) any other securitization exposure specified in a notice given to
the institution under subsection (5).

(2) Subject to section 49(1), an authorized institution shall deduct from
both of its core capital and supplementary capital—

(a) subject to subsection (3), the amount of the institution’s holding
of shares in a holding company of the institution;

(b) if the institution uses the IRB approach and the institution’s
total EL amount referred to in section 45(3)(a) exceeds the
institution’s total eligible provisions referred to in that section,
the excess of the total EL amount over the total eligible
provisions;

(c) subject to subsection (3), the amount of the institution’s holdings
of shares and other regulatory capital instruments issued by 
a company in which the institution is entitled to exercise, or
control the exercise of, more than 20% of the voting power at
any general meeting of the company (whether or not the
company is a subsidiary of the institution) but excluding—
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(i) any such shares and other regulatory capital instruments
held by the institution in a subsidiary of the institution the
subject of a consolidation requirement; or

(ii) the institution’s reserves which arise from the revaluation of
the holdings of land and buildings of a subsidiary of the
institution and do not fall within the definition of “reserves”
in section 42(2);

(d ) subject to subsection (3), the amount of the institution’s holdings
of shares and other regulatory capital instruments in any
relevant subsidiary undertaking of the institution but
excluding—

(i) any such holdings falling within paragraph (c); or
(ii) any such holdings excluded from paragraph (c) by virtue of

falling within subparagraph (i) or (ii) of paragraph (c);
(e) subject to subsection (3), the amount of any of the institution’s

holdings of shares and other regulatory capital instruments
issued by any bank not falling within paragraph (a), (c) or (d )
except where the institution demonstrates to the satisfaction of
the Monetary Authority that the holding—

(i) is not the subject of an arrangement whereby 2 or more
persons agree to hold each other’s capital; or

(ii) is not otherwise a strategic investment;
( f ) subject to subsection (3), the amount of—

(i) any of the institution’s loans to a connected company of the
institution not falling within paragraph (a), (c), (d ) or (e);

(ii) any of the institution’s holdings of shares and debentures
issued by a connected company of the institution not falling
within paragraph (a), (c), (d ) or (e); and

(iii) any of the institution’s guarantees of the liabilities of a
connected company of the institution not falling within
paragraph (a), (c), (d ) or (e),

except where the institution demonstrates to the satisfaction of
the Monetary Authority that the loan was made, the shares and
debentures are being held, or the guarantee was given, as the
case may be, in the ordinary course of the institution’s business;

(g) subject to subsection (3), in the case of the institution’s holdings
of shares in any company not falling within paragraph (a), (c),
(d ), (e) or ( f ), where the net book value of the holdings exceeds
15% of the capital base of the institution as reported in the
institution’s capital adequacy ratio return as at the immediately
preceding calendar quarter end date, that amount of the net
book value of the holdings which exceeds that 15%;
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(h) subject to subsection (4) and section 49(2), the amount of any
relevant capital shortfall in respect of a subsidiary of the
institution—

(i) which is a securities firm or insurance firm; and
(ii) which is not the subject of a consolidation requirement

imposed on the institution;
(i ) if the institution uses the PD/LGD approach to calculate its

credit risk in respect of equity exposures, the EL amount of such
exposures as calculated in accordance with section 223; and

( j ) other amounts specified in Schedule 5 for the purposes of this
paragraph.

(3) The amount of each holding of shares required to be deducted from
both of an authorized institution’s core capital and supplementary capital
under subsection (2)(a), (c), (d ), (e), ( f ) and (g) shall be net of any amount of
goodwill (relating to the respective holdings of shares) deducted under
subsection (1)(a).

(4) Where a subsidiary of an authorized institution which is a securities
firm or insurance firm fails to meet the minimum capital requirements
applicable to it and fails to remedy the breach within a period as determined or
prescribed by the securities regulator or insurance regulator of the securities
firm or insurance firm, as the case may be, then—

(a) the institution shall, as soon as practicable after it becomes
aware of the failure, give notice in writing to the Monetary
Authority of particulars of the securities firm or insurance firm,
as the case may be, and the details of the failure; and

(b) the Monetary Authority may, by notice in writing given to the
institution, and beginning on such date, or the occurrence of
such event, as is specified in the notice, and ending on such date,
or the occurrence of such event, as is specified in the notice,
require the institution to deduct in its determination of capital
base an amount which, in the opinion of the Monetary
Authority, represents the shortfall of the securities firm or
insurance firm, as the case may be, in meeting those minimum
capital requirements.

(5) The Monetary Authority may, by notice in writing given to an
authorized institution, require the institution to deduct from its core capital 
a securitization exposure of the institution specified in the notice.

(6) For the avoidance of doubt, it is hereby declared that—
(a) the exclusion under subsection (2)(c)(i) does not apply only when

an authorized institution is calculating its capital adequacy ratio
on a solo basis;
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(b) in the case of an authorized institution calculating its capital
adequacy ratio on a solo-consolidated basis, the reference to
“subsidiary” in subsection (2)(c)(i) means a solo-consolidated
subsidiary of the institution.

(7) In this section—
“relevant capital shortfall” (有關資本短欠), in relation to a subsidiary of an

authorized institution, means the amount specified in a notice under
subsection (4) given to the institution in respect of that subsidiary;

“relevant subsidiary undertaking” (有關附屬企業), in relation to an authorized
institution, means a subsidiary undertaking of the institution—

(a) which does not fall within the range of consolidation specified in
a section 79A(1) requirement or section 98(2) requirement in
relation to the institution; and

(b) which falls within the range of consolidation specified in
accounting standards issued by the Council of the Hong Kong
Institute of Certified Public Accountants pursuant to section
18A of the Professional Accountants Ordinance (Cap. 50).

49. Provisions supplementary to section 48(2)

(1) An authorized institution shall—
(a) subject to paragraph (c) and subsection (2), deduct from its core

capital 50% of any specified amount;
(b) subject to paragraph (c) and subsection (2), deduct from its

supplementary capital 50% of any specified amount; and 
(c) deduct from its core capital such amount of any specified

amount which cannot be deducted under paragraph (b) because
it exceeds the amount of supplementary capital available for
such deduction under that paragraph.

(2) It is hereby declared that the amount to be deducted under section
48(2)(h) by an authorized institution from its core capital and supplementary
capital—

(a) is in addition to any other deduction the institution is 
required to make under section 48(2) from its core capital and
supplementary capital in respect of the subsidiary concerned of
the institution; and

(b) represents the amount by which that subsidiary is deficient in
meeting its minimum capital requirements.
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PART 4

CALCULATION OF CREDIT RISK FOR NON-SECURITIZATION

EXPOSURES: STC APPROACH

Division 1—General

50. Application of Part 4

(1) This Part applies to an authorized institution which uses the STC
approach to calculate its credit risk for non-securitization exposures.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Part is a reference to an authorized institution which uses the
STC approach to calculate its credit risk for non-securitization exposures.

51. Interpretation of Part 4

In this Part, unless the context otherwise requires—
“attributed risk-weight” (歸屬風險權重), in relation to a person to whom an

authorized institution has an exposure—
(a) if—

(i) the risk-weight of the exposure is determined in accordance
with any of sections 55, 56, 57, 58, 59, 60 and 61; and

(ii) the person (or, where the person is a public sector entity or
sovereign foreign public sector entity, the sovereign of the
jurisdiction in which the person is incorporated) has an
ECAI issuer rating, 

means the risk-weight which would be attributable, in
accordance with those sections, to a senior and unsecured debt
obligation of the person based on that ECAI issuer rating, and
on the assumption that no ECAI issue specific rating has been
assigned to any debt obligation of the person (or, where the
person is a public sector entity or sovereign foreign public sector
entity, the sovereign of the jurisdiction in which the person is
incorporated);

(b) if—
(i) the risk-weight of the exposure is determined in accordance

with any of sections 55, 56, 57, 58, 59, 60 and 61; and
(ii) the person (or, where the person is a public sector entity or

sovereign foreign public sector entity, the sovereign of the
jurisdiction in which the person is incorporated) does not
have an ECAI issuer rating,
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means the risk-weight which would be attributable, in
accordance with those sections, to an exposure to the person as
an obligor who has neither an ECAI issuer rating nor any ECAI
issue specific rating assigned to any debt obligation of the person
(or, where the person is a public sector entity or sovereign
foreign public sector entity, the risk-weight which would be
attributable, in accordance with section 57, to an exposure to the
peron on the assumption that the sovereign of the jurisdiction in
which the person is incorporated does not have an ECAI issuer
rating);

(c) if the risk-weight of the exposure is determined in accordance
with section 64, 66 or 67, means the risk-weight which would be
attributable to the exposure pursuant to those sections;

“cash items” (現金項目), in relation to an authorized institution, means all or
any of the following—

(a) legal tender notes or other notes, and coins, representing the
lawful currency of a country held by the institution;

(b) the institution’s holdings of certificates of indebtedness issued by
the Government for the issue of legal tender notes;

(c) gold bullion held by the institution, or gold bullion held on an
allocated basis for the institution by another person, which is
backed by gold bullion liabilities;

(d ) gold bullion held on an unallocated basis for the institution by
another person which is backed by gold bullion liabilities;

(e) gold bullion held by the institution, or gold bullion held for the
institution by another person, which is not backed by gold
bullion liabilities;

( f ) cheques, drafts and other items drawn on other banks—
(i) which are payable to the account of the institution

immediately upon presentation; and
(ii) which are in the process of collection;

(g) unsettled clearing items of the institution which are being
processed through any interbank clearing system in Hong Kong;

(h) receivables from transactions in securities (other than repo-style
transactions), foreign exchange, and commodities which are not
yet due for settlement;

(i ) positive current exposure incurred by the institution under
transactions in securities (other than repo-style transactions),
foreign exchange, and commodities—

(i) which are entered into on a delivery-versus-payment basis;
and 

(ii) which are outstanding after the settlement date in respect of
the transaction concerned;
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( j ) the amounts of payment made or the current market value of the
thing delivered, and the positive current exposure incurred, by
the institution under transactions in securities (other than repo-
style transactions), foreign exchange, and commodities—

(i) which are entered into on a non-delivery-versus-payment
basis; and

(ii) which are outstanding up to and including the fourth
business day after the settlement date in respect of the
transaction concerned; 

“comprehensive approach” (全面方法), in relation to the use by an authorized
institution of recognized collateral which falls within section 80 to reduce
the risk-weighted amount of the institution’s exposures, means the
method of using the recognized collateral set out in Division 7;

“corporate” (法團) means—
(a) a company; or
(b) a partnership or any other unincorporated body,

which is neither—
(c) a public sector entity, bank or securities firm; nor
(d ) an obligor to which an authorized institution has a regulatory

retail exposure;
“credit equivalent amount” (信貸等值數額), in relation to an off-balance sheet

exposure, means the credit equivalent amount of the exposure calculated
under section 71 or 73, as the case requires; 

“credit protection covered portion” (信用保障涵蓋部分), in relation to an
exposure of an authorized institution which is covered by recognized
collateral, a recognized guarantee or a recognized credit derivative
contract, means that portion of the exposure (which may be all of the
exposure) which is covered by the current market value of the recognized
collateral, or the maximum liability of the credit protection provider to
the institution under the recognized guarantee or recognized credit
derivative contract, as the case may be;

“credit protection uncovered portion” (不受信用保障涵蓋部分), in relation to an
exposure of an authorized institution which is covered by recognized
collateral, a recognized guarantee or a recognized credit derivative
contract, means that portion of the exposure which is not covered by the
current market value of the recognized collateral, or the maximum
liability of the credit protection provider to the institution under the
recognized guarantee or recognized credit derivative contract, as the case
may be;

“debt securities” (債務證券) means any securities other than shares, stocks or
import or export trade bills;

“exposure” (風險承擔), in relation to an authorized institution, means a credit
exposure (including an asset) of the institution;
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“main index” (主要指數) means an index by reference to which futures
contracts or option contracts are traded on a recognized exchange;

“minimum holding period” (最短持有期), in relation to collateral or any other
thing held by an authorized institution, or by another person, for the
institution’s benefit (however described), means a period—

(a) which is reasonably likely to be required by the institution to
realize the collateral or thing;

(b) which commences on the date of the default by the obligor
giving rise to the right on the part of the institution to realize the
collateral or thing; and

(c) which ends on the business day (being a day which is not a
public holiday in any relevant market for the collateral or thing)
on which the institution would be reasonably likely to be able to
realize the collateral or thing;

“non-qualifying reference obligation” (不合資格參照義務) means a reference
obligation which is not a qualifying reference obligation;

“past due exposure” (逾期風險承擔) means an exposure which—
(a) is overdue for more than 90 days; or
(b) has been rescheduled;

“principal amount” (本金額)—
(a) in relation to an on-balance sheet exposure of an authorized

institution, means the book value (including accrued interest and
revaluations) of the exposure;

(b) in relation to an off-balance sheet exposure of an authorized
institution, means—

(i) subject to subparagraph (ii), in the case of an exposure
listed in Table 10, the contracted amount of the exposure;

(ii) in the case of an exposure listed in Table 10 which is an
undrawn facility or the undrawn portion of a partially
drawn facility, the amount of the undrawn commitment;

(iii) subject to subparagraph (iv), in the case of an exposure
listed in Table 11, the notional amount of the exposure;

(iv) in the case of an exposure listed in Table 11 where the stated
notional amount of the exposure is leveraged or enhanced
by the structure of the exposure, the effective notional
amount of the exposure taking into account that the stated
notional amount is so leveraged or enhanced, as the case
may be;

“qualifying reference obligation” (合資格參照義務 ) means a reference
obligation which falls within section 287(4) or is issued by a sovereign
with a credit quality grade of 1, 2 or 3 as determined in accordance with
section 287;
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“recognized collateral” (認可抵押品) means collateral recognized under 
section 77;

“recognized credit derivative contract” (認可信用衍生工具合約) means—
(a) a credit derivative contract recognized under section 99(1); or
(b) a credit derivative contract which falls within section 99(2) or (3)

to the extent that it is deemed under that section to be a
recognized credit derivative contract;

“recognized guarantee” (認可擔保) means a guarantee recognized under 
section 98;

“regulatory retail exposure” (監管零售風險承擔) means an exposure of an
authorized institution which shall be allocated a risk-weight of 75% under
section 64;

“rescheduled” (重組), in relation to an on-balance sheet exposure of an
authorized institution—

(a) subject to paragraph (b), means the original terms of repayment
of the exposure have been revised because of the inability of the
obligor to meet the original repayment terms;

(b) does not include an exposure, the original terms of repayment of
which have been revised as referred to in paragraph (a), where
the exposure has subsequently been serviced by the obligor in
accordance with the revised repayment terms continuously for—

(i) in the case of an exposure with monthly payments
(including both interest and principal), a period of not less
than 6 months; or

(ii) in any other case, a period of not less than 12 months;
“simple approach” (簡易方法), in relation to the use by an authorized

institution of recognized collateral which falls within section 79 to reduce
the risk-weighted amount of the institution’s exposures, means the
method of using the recognized collateral set out in Division 6;

“small business” (小型企業), in relation to a regulatory retail exposure—
(a) means—

(i) subject to paragraph (b), an unlisted company with an
annual turnover not exceeding $50 million which, if
required to give consent under the small business consent
provisions, has given its consent for the disclosure of its
credit data to a commercial credit reference agency; or

(ii) an unincorporated enterprise with an annual turnover not
exceeding $50 million which, if required to give consent
under the small business consent provisions, has given its
consent for the disclosure of its credit data to a commercial
credit reference agency;

(b) does not include an unlisted company which belongs to a group
of companies with an annual turnover exceeding $50 million;
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“small business consent provisions” (小型企業同意條文) means the provisions
of—

(a) the Commercial Credit Reference Agency framework set out in
the Monetary Authority’s Supervisory Policy Manual Module
1C – 7 entitled “The Sharing and Use of Commercial Credit
Data through a Commercial Credit Reference Agency”; or

(b) any guidelines issued by the Monetary Authority, The Hong
Kong Association of Banks, or The DTC Association, relating
to the framework referred to in paragraph (a);

“sovereign foreign public sector entity” (屬官方實體的非本地公營單位)—
(a) subject to paragraph (b), means a foreign public sector entity

which is regarded as a sovereign for the purposes of calculating
the capital adequacy ratio of a bank by the relevant banking
supervisory authority of the jurisdiction in which the entity and
the bank are incorporated;

(b) does not include a restricted foreign public sector entity;
“standard supervisory haircut” (標 準 監 管 扣 減 ), in relation to the

comprehensive approach to the treatment of recognized collateral, means
a haircut specified in Schedule 7.

Division 2—Calculation of credit risk under STC approach, 
exposures to be covered in calculation, 

and classification of exposures

52. Calculation of risk-weighted amount of 
exposures

(1) Subject to section 53, an authorized institution shall calculate an
amount representing the degree of credit risk to which the institution is
exposed by aggregating—

(a) the risk-weighted amount of the institution’s on-balance sheet
exposures; and

(b) the risk-weighted amount of the institution’s off-balance sheet
exposures.

(2) For the purposes of subsection (1)(a)—
(a) subject to paragraph (b), an authorized institution shall calculate

the risk-weighted amount of the institution’s on-balance sheet
exposures by multiplying the principal amount of each such
exposure, net of specific provisions, by the relevant risk-weight
attributable to the exposure determined under sections 55, 56,
57, 58, 59, 60, 61, 62, 63, 64, 65, 66, 67 and 68;
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(b) subject to paragraph (c), an authorized institution may reduce
the risk-weighted amount of the institution’s on-balance sheet
exposure by taking into account the effect of any recognized
credit risk mitigation in respect of the exposure in the manner set
out in Divisions 5, 6, 7, 8, 9 and 10; 

(c) where an on-balance sheet exposure of an authorized institution
has an ECAI issue specific rating, the institution shall not under
paragraph (b) take into account the effect of any recognized
credit risk mitigation applicable to the exposure which has
already been taken into account in that rating.

(3) For the purposes of subsection (1)(b)—
(a) subject to paragraph (b), an authorized institution shall calculate

the risk-weighted amount of the institution’s off-balance sheet
exposures by—

(i) in the case of any such exposure which is an OTC derivative
transaction or credit derivative contract—
(A) converting the principal amount of the exposure into

its credit equivalent amount in the manner set out in
section 71 or 73, as the case requires; and

(B) multiplying the credit equivalent amount, net of
specific provisions, by the exposure’s relevant risk-
weight determined under section 74;

(ii) in any other case—
(A) converting the principal amount of each such exposure,

net of specific provisions, into its credit equivalent
amount in the manner set out in section 71 or 73, as the
case requires; and

(B) multiplying the credit equivalent amount by the
exposure’s relevant risk-weight determined under
section 74;

(b) subject to paragraph (c), an authorized institution may reduce
the risk-weighted amount of the institution’s off-balance sheet
exposure by taking into account the effect of any recognized
credit risk mitigation in respect of the exposure in the manner set
out in Divisions 5, 6, 7, 8, 9 and 10;

(c) where an off-balance sheet exposure of an authorized institution
has an ECAI issue specific rating, the institution shall not under
paragraph (b) take into account the effect of any recognized
credit risk mitigation applicable to the exposure which has
already been taken into account in that rating.
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53. On-balance sheet exposures and 
off-balance sheet exposures 
to be covered

An authorized institution shall, for the purposes of calculating an amount
representing the degree of credit risk to which the institution is exposed under
section 52, take into account and risk-weight—

(a) all of the institution’s on-balance sheet exposures and off-
balance sheet exposures booked in its banking book except such
exposures—

(i) which under sections 48 and 49 are required to be deducted
from any of the institution’s core capital and supplementary
capital; or

(ii) which are subject to the requirements of Part 7; 
(b) all of the institution’s exposures to counterparties under credit

derivative contracts, OTC derivative transactions, or repo-style
transactions, booked in its trading book; and

(c) all of the institution’s market risk exposures which are exempted
from section 17 under section 22, except for its total net open
position in foreign exchange exposures as derived in accordance
with section 296.

54. Classification of exposures

An authorized institution shall classify each of its exposures, according to
the obligor or the nature of the exposure, into one only of the following
classes—

(a) sovereign exposures;
(b) public sector entity exposures;
(c) multilateral development bank exposures;
(d ) bank exposures;
(e) securities firm exposures;
( f ) corporate exposures;
(g) collective investment scheme exposures;
(h) cash items;
(i ) regulatory retail exposures;
( j ) residential mortgage loans;
(k) other exposures which are not past due exposures; or
(l ) past due exposures.
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Division 3—Determination of risk-weights applicable 
to on-balance sheet exposures

55. Sovereign exposures

(1) Where a sovereign has an ECAI issuer rating, or an ECAI issue
specific rating assigned to a debt obligation issued or undertaken by the
sovereign, an authorized institution shall map the ECAI issuer rating or ECAI
issue specific rating, as the case may be, to a scale of credit quality grades
represented by the numerals 1, 2, 3, 4, 5 and 6 in accordance with Table A in
Schedule 6.

(2) Subject to sections 56 and 69, an authorized institution shall allocate
a risk-weight to a sovereign exposure which falls within subsection (1) in
accordance with Table 2.

TABLE 2

RISK-WEIGHTS FOR SOVEREIGN EXPOSURES

Credit quality grade 
(sovereigns) Risk-weight

1 0%

2 20%

3 50%

4 100%

5 100%

6 150%

(3) Subject to section 56, where a sovereign has neither an ECAI issuer
rating, nor an ECAI issue specific rating assigned to a debt obligation issued 
or undertaken by the sovereign, an authorized institution shall allocate a risk-
weight of 100% to an exposure of the institution to the sovereign.

56. Exceptions to section 55

(1) Where a sovereign exposure of an authorized institution consists of 
a domestic currency exposure to the Government (including an exposure to 
the Exchange Fund), the institution shall allocate a risk-weight of 0% to the
exposure.
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(2) Where—
(a) a sovereign exposure of an authorized institution consists of 

a domestic currency exposure to a sovereign (other than the
Government or a restricted sovereign); and 

(b) the relevant banking supervisory authority for the jurisdiction of
the sovereign would permit banks carrying on banking business
in the jurisdiction to allocate a risk-weight to the exposure which
is lower than the risk-weight which would be allocated under
section 55 to the exposure,

the institution may allocate the lower risk-weight to the exposure.
(3) Where—

(a) a sovereign exposure of an authorized institution consists of 
a domestic currency exposure to a sovereign (other than the
Government or a restricted sovereign); and

(b) subsection (2) is not applicable to the exposure, 
the institution may allocate to the exposure a risk-weight of—

(c) 0% if the exposure arises from a loan by the institution to the
sovereign;

(d ) 10% if the exposure arises from fixed rate debt securities with 
a residual maturity of less than one year or floating rate debt
securities of any maturity; or

(e) 20% if the exposure arises from fixed rate debt securities with 
a residual maturity of not less than one year.

(4) Where a sovereign exposure of an authorized institution consists of
an exposure to a relevant international organization, the institution shall
allocate a risk-weight of 0% to the exposure.

57. Public sector entity exposures

(1) Where a public sector entity exposure of an authorized institution
consists of an exposure to a domestic public sector entity, the institution shall
allocate a risk-weight to the exposure which is—

(a) the next higher risk-weight than the risk-weight attributable to
the credit quality grade applicable to the Government in
accordance with section 55 on the basis of an ECAI issuer rating
assigned to the Government or, if there is no such higher risk-
weight, the risk-weight so attributed to the credit quality grade
applicable to the Government;

(b) if a credit quality grade of 4 or 5 has been allocated to the
Government on the basis of an ECAI issuer rating assigned to
the Government, a risk-weight of 100%; or

(c) if the Government does not have an ECAI issuer rating, a risk-
weight of 100%.
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(2) Where a public sector entity exposure of an authorized institution
consists of an exposure to a foreign public sector entity—

(a) subject to paragraphs (b), (c) and (d ), the institution shall
allocate a risk-weight to the exposure which is the next higher
risk-weight than the risk-weight attributable to the credit quality
grade applicable to the sovereign of the jurisdiction in which that
entity is incorporated in accordance with section 55 on the basis
of an ECAI issuer rating assigned to the sovereign or, if there is
no such higher risk-weight, the risk-weight so attributed to the
credit quality grade applicable to the sovereign;

(b) if the entity is a sovereign foreign public sector entity, section 55,
with all necessary modifications, applies to the exposure as if the
entity were a sovereign, using the ECAI issuer rating of the
sovereign of the jurisdiction in which that entity is incorporated;

(c) if a credit quality grade of 4 or 5 has been allocated to the
sovereign referred to in paragraph (a) on the basis of an ECAI
issuer rating assigned to the sovereign, the institution shall
allocate a risk-weight of 100% to the exposure;

(d ) if the sovereign referred to in paragraph (a) does not have an
ECAI issuer rating, the institution shall allocate a risk-weight of
100% to the exposure.

58. Multilateral development bank exposures

An authorized institution shall allocate a risk-weight of 0% to an exposure
of the institution to a multilateral development bank.

59. Bank exposures

(1) Subject to subsection (2), where a bank has an ECAI issuer rating, or
an ECAI issue specific rating assigned to a debt obligation issued or
undertaken by the bank, an authorized institution shall map the ECAI issuer
rating or ECAI issue specific rating, as the case may be, to a scale of credit
quality grades represented by the numerals 1, 2, 3, 4 and 5 in accordance with
Table B in Schedule 6.

(2) Where an ECAI issue specific rating referred to in subsection (1) is 
a short-term ECAI issue specific rating as referred to in subsection (6), then
subsections (6) and (7) apply.

(3) Subject to subsections (4), (5), (6), (7), (8), (9), (10) and (11) and
section 69, an authorized institution shall allocate a risk-weight to a bank
exposure in accordance with Table 3.
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TABLE 3

RISK-WEIGHTS FOR BANK EXPOSURES

Risk-weight for 3 
months’ exposures (other 
than an exposure which 

Credit quality Risk-weight for has a short-term ECAI 
grade (banks) general exposures issue specific rating)

1 20% 20%

2 50% 20%

3 50% 20%

4 100% 50%

5 150% 150%

(4) Subject to subsections (8), (9), (10) and (11), where an authorized
institution has an exposure to a bank which has none of the following—

(a) an ECAI issuer rating; 
(b) a long-term ECAI issue specific rating assigned to a debt

obligation issued or undertaken by the bank; 
(c) a short-term ECAI issue specific rating assigned to the exposure,

subject to subsection (5), the institution shall allocate—
(d ) a risk-weight of 50% to the exposure if it is a general exposure;

or
(e) a risk-weight of 20% to the exposure if it is a 3 months’

exposure.
(5) Where a bank falls within subsection (4)—

(a) subject to paragraph (b), an authorized institution shall not
allocate a risk-weight to an exposure to the bank which is lower
than the risk-weight applicable to the credit quality grade
allocated to the sovereign of the jurisdiction in which the bank is
incorporated in accordance with section 55 on the basis of an
ECAI issuer rating assigned to the sovereign;

(b) if the sovereign referred to in paragraph (a) does not have an
ECAI issuer rating, an authorized institution shall allocate a
risk-weight of 100% to the exposure.

(6) Where a bank has a short-term ECAI issue specific rating assigned to
an exposure of an authorized institution to the bank, the institution shall map
that rating to a scale of credit quality grades represented by the numerals 1, 2,
3 and 4 in accordance with Table E in Schedule 6.
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(7) Subject to subsection (11) and section 69, where a bank has a short-
term ECAI issue specific rating assigned to an exposure of an authorized
institution to the bank, the institution shall allocate a risk-weight to the
exposure in accordance with Table 4.

TABLE 4

RISK-WEIGHTS FOR BANK EXPOSURES WITH SHORT-TERM

ECAI ISSUE SPECIFIC RATINGS

Risk-weight for exposures to 
Credit quality grade banks with a short-term ECAI 

(banks) issue specific rating

1 20%

2 50%

3 100%

4 150%

(8) Subject to subsections (10) and (11), where—
(a) a 3 months’ exposure (referred to in this subsection as

“concerned exposure”) of an authorized institution to a bank
does not have a short-term ECAI issue specific rating;

(b) the institution or another person (including another authorized
institution) has another exposure (referred to in this subsection
as “reference exposure”) to the bank which has a short-term
ECAI issue specific rating; and

(c) if subsections (6) and (7) applied to the reference exposure, the
risk-weight which would be allocated pursuant to those
subsections to the reference exposure would be—

(i) higher than the risk-weight which would be allocated to the
concerned exposure pursuant to subsection (3) if—
(A) the bank has an ECAI issuer rating, or a long-term

ECAI issue specific rating assigned to a debt obligation
issued or undertaken by the bank; and

(B) subsection (3) is applied to the concerned exposure; or
(ii) higher than 20% if the bank has neither an ECAI issuer

rating, nor a long-term ECAI issue specific rating assigned
to a debt obligation issued or undertaken by the bank,

the institution shall allocate to the concerned exposure the same risk-weight
which would be allocated to the reference exposure pursuant to subsections (6)
and (7).
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(9) Subject to subsections (10) and (11), where—
(a) a 3 months’ exposure (referred to in this subsection as

“concerned exposure”) of an authorized institution to a bank
does not have a short-term ECAI issue specific rating;

(b) the institution or another person (including another authorized
institution) has another exposure (referred to in this subsection
as “reference exposure”) to the bank which has a short-term
ECAI issue specific rating; and

(c) if subsections (6) and (7) applied to the reference exposure, the
risk-weight which would be allocated pursuant to those
subsections to the reference exposure would be—

(i) lower than the risk-weight which would be allocated to the
concerned exposure pursuant to subsection (3) if—
(A) the bank has an ECAI issuer rating, or a long-term

ECAI issue specific rating assigned to a debt obligation
issued or undertaken by the bank; and

(B) subsection (3) is applied to the concerned exposure; or
(ii) 20% if the bank has neither an ECAI issuer rating, nor a

long-term ECAI issue specific rating assigned to a debt
obligation issued or undertaken by the bank,

the institution shall allocate to the concerned exposure—
(d ) the risk-weight which would be allocated to the concerned

exposure pursuant to subsection (3) if the bank has an ECAI
issuer rating, or a long-term ECAI issue specific rating assigned
to a debt obligation issued or undertaken by the bank; or

(e) a risk-weight of 20% if the bank has neither an ECAI issuer
rating, nor a long-term ECAI issue specific rating assigned to a
debt obligation issued or undertaken by the bank.

(10) Where—
(a) pursuant to subsections (6) and (7), an authorized institution

allocates a risk-weight of 150% to an exposure to a bank; or
(b) the institution knows that—

(i) another person (including another authorized institution)
has an exposure to the bank which has a short-term ECAI
issue specific rating; and

(ii) if subsections (6) and (7) applied to the exposure referred to
in subparagraph (i), it would be allocated a risk-weight of
150% pursuant to those subsections,

the institution shall allocate a risk-weight of 150% to each other general
exposure or 3 months’ exposure it has to the bank which does not have an
ECAI issue specific rating.
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(11) Notwithstanding any other provision of this section, an authorized
institution may allocate a risk-weight of 20% to a 3 months’ exposure to a
bank if the exposure is denominated and funded in Hong Kong dollars.

(12) In this section—
“general exposure” (一般風險承擔) means any exposure of an authorized

institution to a bank other than a 3 months’ exposure;
“3 months’ exposure” (3個月風險承擔) means an exposure of an authorized

institution to a bank with an original contractual period of time for full
repayment of not more than 3 months where the institution does not
expect or anticipate that the facility to which the exposure relates will be
rolled over at the expiration of the contractual period.

60. Securities firm exposures

(1) Subject to subsection (2), where a securities firm has an ECAI issuer
rating, or an ECAI issue specific rating assigned to a debt obligation issued or
undertaken by the firm, an authorized institution shall map the ECAI issuer
rating or ECAI issue specific rating, as the case may be, to a scale of credit
quality grades represented by the numerals 1, 2, 3, 4 and 5 in accordance with
Table B in Schedule 6.

(2) Where an ECAI issue specific rating referred to in subsection (1) is a
short-term ECAI issue specific rating as referred to in subsection (6), then
subsections (6) and (7) apply.

(3) Subject to subsections (4), (5), (6), (7), (8) and (9) and section 69, an
authorized institution shall allocate a risk-weight to a securities firm exposure
in accordance with Table 5.

TABLE 5

RISK-WEIGHTS FOR SECURITIES FIRM EXPOSURES

Credit quality grade
(securities firms) Risk-weight

1 20%

2 50%

3 50%

4 100%

5 150%

(4) Subject to subsections (8) and (9), where an authorized institution has
an exposure to a securities firm which has none of the following—

(a) an ECAI issuer rating; 
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(b) a long-term ECAI issue specific rating assigned to a debt
obligation issued or undertaken by the firm;

(c) a short-term ECAI issue specific rating assigned to the exposure,
subject to subsection (5), the institution shall allocate a risk-weight of 50% to
the exposure.

(5) Where a securities firm falls within subsection (4)—
(a) subject to paragraph (b), an authorized institution shall not

allocate a risk-weight to an exposure to the firm which is lower
than the risk-weight applicable to the credit quality grade
allocated to the sovereign of the jurisdiction in which the firm is
incorporated in accordance with section 55 on the basis of an
ECAI issuer rating assigned to the sovereign;

(b) if the sovereign referred to in paragraph (a) does not have an
ECAI issuer rating, an authorized institution shall allocate a
risk-weight of 100% to the exposure.

(6) Where a securities firm has a short-term ECAI issue specific rating
assigned to an exposure of an authorized institution to the firm, the institution
shall map that rating to a scale of credit quality grades represented by the
numerals 1, 2, 3 and 4 in accordance with Table E in Schedule 6.

(7) Subject to section 69, where a securities firm has a short-term ECAI
issue specific rating assigned to an exposure of an authorized institution to the
firm, the institution shall allocate a risk-weight to the exposure in accordance
with Table 6.

TABLE 6

RISK-WEIGHTS FOR SECURITIES FIRM EXPOSURES WITH

SHORT-TERM ECAI ISSUE SPECIFIC RATINGS

Risk-weight for exposures 
to securities firms with a

Credit quality grade short-term ECAI issue
(securities firms) specific rating

1 20%

2 50%

3 100%

4 150%

(8) Where—
(a) pursuant to subsections (6) and (7), an authorized institution

allocates a risk-weight of 150% to an exposure to a securities
firm; or
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(b) the institution knows that—
(i) another person (including another authorized institution)

has an exposure to the securities firm which has a short-
term ECAI issue specific rating; and

(ii) if subsections (6) and (7) applied to the exposure referred to
in subparagraph (i), it would be allocated a risk-weight of
150% pursuant to those subsections,

the institution shall allocate a risk-weight of 150% to each other exposure it
has to the securities firm which does not have an ECAI issue specific rating.

(9) Where—
(a) pursuant to subsections (6) and (7), an authorized institution

allocates a risk-weight of 50% or 100% to an exposure to a
securities firm; or

(b) the institution knows that—
(i) another person (including another authorized institution)

has an exposure to the securities firm which has a short-
term ECAI issue specific rating; and

(ii) if subsections (6) and (7) applied to the exposure referred to
in subparagraph (i), it would be allocated a risk-weight of
50% or 100% pursuant to those subsections,

the institution shall—
(c) subject to paragraph (d ), allocate a risk-weight of 100% to each

other exposure it has to the securities firm which—
(i) does not have an ECAI issue specific rating; and

(ii) has a residual maturity of not greater than—
(A) the original maturity of the exposure referred to in

paragraph (a); or
(B) the original maturity of the exposure referred to in

paragraph (b),
whichever is the greater;

(d ) if the securities firm has an ECAI issuer rating, or an exposure of
another person (including another authorized institution) to the
firm has a long-term ECAI issue specific rating, which maps to a
risk-weight of 150% in accordance with subsections (1) and (3),
allocate a risk-weight of 150% to an exposure which would
otherwise fall within paragraph (c).

61. Corporate exposures

(1) Subject to subsection (2), where a corporate has an ECAI issuer
rating, or an ECAI issue specific rating assigned to a debt obligation issued or
undertaken by the corporate, an authorized institution shall map the ECAI
issuer rating or ECAI issue specific rating, as the case may be, to a scale of
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credit quality grades represented by the numerals 1, 2, 3, 4 and 5 in accordance
with Table C in Schedule 6.

(2) Where an ECAI issue specific rating referred to in subsection (1) is 
a short-term ECAI issue specific rating as referred to in subsection (6), then
subsections (6) and (7) apply.

(3) Subject to subsections (4), (5), (6), (7), (8) and (9) and section 69, an
authorized institution shall allocate a risk-weight to a corporate exposure in
accordance with Table 7.

TABLE 7

RISK-WEIGHTS FOR CORPORATE EXPOSURES

Credit quality grade 
(corporates) Risk-weight

1 20%

2 50%

3 100%

4 100%

5 150%

(4) Subject to subsections (8) and (9), where an authorized institution has
an exposure to a corporate which has none of the following—

(a) an ECAI issuer rating; 
(b) a long-term ECAI issue specific rating assigned to a debt

obligation issued or undertaken by the corporate; 
(c) a short-term ECAI issue specific rating assigned to the exposure,

subject to subsection (5), the institution shall allocate a risk-weight of 100% to
the exposure.

(5) Where a corporate falls within subsection (4)—
(a) subject to paragraph (b), an authorized institution shall not

allocate a risk-weight to an exposure to the corporate which is
lower than the risk-weight applicable to the credit quality grade
allocated to the sovereign of the jurisdiction in which the
corporate is incorporated in accordance with section 55 on the
basis of an ECAI issuer rating assigned to the sovereign;

(b) if the sovereign referred to in paragraph (a) does not have an
ECAI issuer rating, an authorized institution shall allocate a
risk-weight of 100% to the exposure.
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(6) Where a corporate has a short-term ECAI issue specific rating
assigned to an exposure of an authorized institution to the corporate, the
institution shall map that rating to a scale of credit quality grades represented
by the numerals 1, 2, 3 and 4 in accordance with Table E in Schedule 6.

(7) Subject to section 69, where a corporate has a short-term ECAI issue
specific rating assigned to an exposure of an authorized institution to the
corporate, the institution shall allocate a risk-weight to the exposure in
accordance with Table 8.

TABLE 8

RISK-WEIGHTS FOR CORPORATE EXPOSURES WITH

SHORT-TERM ECAI ISSUE SPECIFIC RATINGS

Risk-weight for exposures to 
Credit quality grade corporates with a short-term 

(corporates) ECAI issue specific rating

1 20%

2 50%

3 100%

4 150%

(8) Where—
(a) pursuant to subsections (6) and (7), an authorized institution

allocates a risk-weight of 150% to an exposure to a corporate; or
(b) the institution knows that—

(i) another person (including another authorized institution)
has an exposure to the corporate which has a short-term
ECAI issue specific rating; and

(ii) if subsections (6) and (7) applied to the exposure referred to
in subparagraph (i), it would be allocated a risk-weight of
150% pursuant to those subsections,

the institution shall allocate a risk-weight of 150% to each other exposure it
has to the corporate which does not have an ECAI issue specific rating.

(9) Where—
(a) pursuant to subsections (6) and (7), an authorized institution

allocates a risk-weight of 50% or 100% to an exposure to a
corporate; or

(b) the institution knows that—
(i) another person (including another authorized institution)

has an exposure to the corporate which has a short-term
ECAI issue specific rating; and
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(ii) if subsections (6) and (7) applied to the exposure referred to
in subparagraph (i), it would be allocated a risk-weight of
50% or 100% pursuant to those subsections,

the institution shall—
(c) subject to paragraph (d ), allocate a risk-weight of 100% to each

other exposure it has to the corporate which—
(i) does not have an ECAI issue specific rating; and

(ii) has a residual maturity of not greater than—
(A) the original maturity of the exposure referred to in

paragraph (a); or
(B) the original maturity of the exposure referred to in

paragraph (b),
whichever is the greater;

(d ) if the corporate has an ECAI issuer rating, or an exposure of
another person (including another authorized institution) to the
corporate has a long-term ECAI issue specific rating, which
maps to a risk-weight of 150% in accordance with subsections (1)
and (3), allocate a risk-weight of 150% to an exposure which
would otherwise fall within paragraph (c).

62. Collective investment scheme exposures

(1) Where a collective investment scheme has an ECAI issue specific
rating, an authorized institution which has a collective investment scheme
exposure arising from the holding of units or shares in the scheme shall map
that rating to a scale of credit quality grades represented by the numerals 1, 2,
3, 4 and 5 in accordance with Table D in Schedule 6.

(2) Subject to subsection (3) and section 69(1) and (2), an authorized
institution shall allocate a risk-weight to a collective investment scheme
exposure held by it in accordance with Table 9.

TABLE 9

RISK-WEIGHTS FOR COLLECTIVE INVESTMENT
SCHEME EXPOSURES

Credit quality grade 
(collective investment schemes) Risk-weight

1 20%

2 50%

3 100%

4 100%
5 150%
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(3) Where an authorized institution has a collective investment scheme
exposure arising from the holding of units or shares in a collective investment
scheme, and the scheme does not have an ECAI issue specific rating, the
institution shall allocate a risk-weight of 100% to the exposure.

63. Cash items

An authorized institution shall allocate a risk-weight of 0% to all cash
items in relation to the institution except that—

(a) in the case of cash items which fall within paragraph (d ) of the
definition of “cash items” in section 51, the institution shall
allocate a risk-weight which is the same as the attributed risk-
weight of the person who holds the gold bullion concerned;

(b) in the case of cash items which fall within paragraph (e) of the
definition of “cash items” in section 51, the institution shall
allocate a risk-weight of 100%;

(c) in the case of cash items which fall within paragraph ( f ) of the
definition of “cash items” in section 51, the institution shall
allocate a risk-weight of 20%; 

(d ) in the case of cash items which fall within paragraph (i) of the
definition of “cash items” in section 51, and the transactions to
which the items relate remain outstanding for 5 or more business
days after the settlement date, the institution shall allocate a
risk-weight of—

(i) 100% for such items in relation to the transactions which
remain so outstanding from 5 to 15 business days (both
days inclusive);

(ii) 625% for such items in relation to the transactions which
remain so outstanding from 16 to 30 business days (both
days inclusive);

(iii) 937.5% for such items in relation to the transactions which
remain so outstanding from 31 to 45 business days (both
days inclusive); and

(iv) 1,250% for such items in relation to the transactions which
remain so outstanding for 46 or more business days; 
and

(e) in the case of cash items which fall within paragraph ( j ) of the
definition of “cash items” in section 51, the institution shall
allocate a risk-weight which is the same as the attributed risk-
weight of the obligor in respect of the transaction to which the
items relate.
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64. Regulatory retail exposures

(1) Where—
(a) the maximum aggregate exposure of an authorized institution to

a single obligor, or to a group of obligors considered by the
institution as a group of obligors for risk management purposes
(including, but not limited to, those grouped under section
81(1)(a), (b), (c) or (d ) of the Ordinance), does not exceed $10
million; and 

(b) that single obligor, or a particular obligor in the group of
obligors, is an individual or small business,

subject to subsections (3) and (4) and section 65(4)(a), the institution shall
allocate a risk-weight of 75% to any exposure of the institution to that single
obligor or that particular obligor arising from a transaction, whether drawn
down or not, which takes the form of an advance or extension of credit that
is—

(c) an overdraft or other line of credit;
(d ) an instalment loan, auto loan or lease or other personal term

loan or advance by way of leasing facilities;
(e) a credit card or other revolving credit; or
( f ) a credit facility or commitment to lend funds or advance a credit

facility to a small business.
(2) For the purposes of subsection (1)(a)—

(a) the maximum aggregate exposure shall be calculated on the
assumptions that—

(i) in the case of an on-balance sheet exposure, the amount of
the exposure is the principal amount of the exposure;

(ii) in the case of an off-balance sheet exposure which is an
OTC derivative transaction or credit derivative contract, the
amount of the exposure is the credit equivalent amount of
the exposure; and

(iii) in the case of an off-balance sheet exposure which does not
fall within subparagraph (ii), the amount of the exposure is
the principal amount multiplied by the applicable CCF; and

(b) the following exposures shall be excluded from the calculation of
the maximum aggregate exposure—

(i) an exposure which is a residential mortgage loan falling
within section 65(1) or (if applicable) section 65(9);

(ii) an exposure which is a holding of securities, whether listed
or unlisted.

(3) An authorized institution shall not allocate a risk-weight of 75% to
any exposure of the institution under subsection (1) if the exposure—
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(a) is a residential mortgage loan falling within section 65(1) or (9);
(b) is a holding of securities, whether listed or unlisted; or
(c) is a past due exposure.

(4) Where a regulatory retail exposure of an authorized institution is an
exposure to a small business in respect of which consent under the small
business consent provisions is required, the institution shall comply with those
provisions as in force from time to time.

65. Residential mortgage loans

(1) Subject to subsections (3) and (6), an authorized institution shall
allocate a risk-weight of 35% to a residential mortgage loan in relation to the
institution where—

(a) the borrower under the loan is—
(i) one or more than one individual; or

(ii) a property-holding shell company;
(b) the loan is secured by a first legal charge on one or more than

one residential property;
(c) each residential property which falls within paragraph (b) is—

(i) if paragraph (a)(i) is applicable, used, or intended for use, as
the residence of the borrower or as the residence of a tenant,
or a licensee, of the borrower;

(ii) if paragraph (a)(ii) is applicable, used, or intended for use,
as the residence of the directors or shareholders of the
borrower or as the residence of a tenant, or a licensee, of the
borrower;

(d ) subject to subsections (2) and (5), the loan-to-value ratio of the
loan does not exceed 70% at the time a commitment to extend
the loan was made by the institution, or in relation to a
residential mortgage loan purchased by the institution, at the
time the loan was purchased;

(e) the loan-to-value ratio of the loan does not exceed 100% at any
time after the loan is drawn by the borrower or purchased by the
institution, as the case may be; and

( f ) if paragraph (a)(ii) is applicable—
(i) all of the borrowed-monies obligations of the company

arising under the loan are the subject of a personal
guarantee—
(A) which is entered into by one or more than one director

or shareholder (referred to in this paragraph as
“guarantor”) of the company; and

(B) which fully and effectively covers those obligations;
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(ii) the institution, having due regard to the guarantor’s
financial obligations (including, in particular, all the
guarantor’s borrowed-monies obligations and obligations
of suretyship), is satisfied that the guarantor is able 
to discharge all the guarantor’s obligations under the
guarantee; and

(iii) the loan has been assessed by reference to substantially
similar credit underwriting standards (including loan
purpose and loan-to-value and debt service ratios) as would
normally be applied by the institution to an individual.

(2) Where a residential mortgage loan is made by an authorized
institution to a member of its staff (whether solely or jointly with another
person), the loan-to-value ratio of the loan shall not exceed 90% at the time a
commitment to extend the loan was made by the institution.

(3) Where, in respect of a residential mortgage loan made or purchased
by an authorized institution, any residential property which falls within
subsection (1)(b) is situated outside Hong Kong, the institution may allocate a
risk-weight to the loan generally provided for under the supervisory treatment,
or capital adequacy requirements, applicable to banks carrying on banking
business in the jurisdiction in which the residential property is situated.

(4) An authorized institution shall allocate a risk-weight of—
(a) subject to subsections (5) and (9), 75% to a residential mortgage

loan made or purchased by the institution where—
(i) the loan does not fall within subsection (1) but does satisfy

section 64(1)(a);
(ii) the borrower under the loan is—

(A) one or more than one individual;
(B) a property-holding shell company; or
(C) a small business; and

(iii) subject to subsection (6), the loan-to-value ratio of the loan
does not exceed 90% at the time a commitment to extend
the loan was made by the institution, or in relation to a
residential mortgage loan purchased by the institution, at
the time the loan was purchased;

(b) 100% to a residential mortgage loan made or purchased by it
which does not fall within subsection (1) or paragraph (a).

(5) Subsections (1)(d ), (2) and (4)(a)(iii) do not apply, in the case of a
residential mortgage loan secured on a property situated in Hong Kong, to—

(a) a commitment referred to in that subsection which was made
before 1 January 2007; or

(b) a purchase referred to in that subsection, of a residential
mortgage loan, which was made before 1 January 2007.
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(6) Subject to subsection (7), an authorized institution shall, for the
purposes of the application of subsection (1)(d ) and (e), (2) or (4)(a)(iii) to a
residential mortgage loan, exclude from the calculation of the loan-to-value
ratio—

(a) any portion of the loan amount which has been provided by a
person who is not a member of the group of companies of which
the institution is a member; and

(b) any portion of the loan amount which is—
(i) the subject of a guarantee referred to in section 98 whose

guarantor has an attributed risk-weight of not more than
20%;

(ii) the subject of mortgage guarantee insurance given by an
insurance firm which has an attributed risk-weight of not
more than 20%; or

(iii) the subject of cash on deposit falling within section 79(a)
which is eligible for a risk-weight of not more than 20%
under the use of the STC approach.

(7) The Monetary Authority may, by notice in writing given to an
authorized institution, direct the institution, in calculating—

(a) the loan-to-value ratio of a residential mortgage loan specified in
the notice; or

(b) the loan-to-value ratio of a residential mortgage loan belonging
to a class of residential mortgage loans specified in the notice,

to include a portion of the loan amount which would otherwise be excluded
pursuant to subsection (6).

(8) An authorized institution given a notice under subsection (7) shall
comply with the notice.

(9) Any residential mortgage loan of an authorized institution which, but
for the fact it does not satisfy section 64(1)(a), would have been eligible for 
a risk-weight of 75% under subsection (4)(a) shall be allocated a risk-weight of
100%, and may be excluded for the calculation of the maximum aggregate
exposure of the institution for the purposes of the application of section
64(1)(a).

(10) In this section—
“loan-to-value ratio” (貸款與價值比率), in relation to a residential mortgage

loan, means the ratio of the sum of the following amounts to the market
value of the security—

(a) the principal amount of that loan; and
(b) the principal amount of all other residential mortgage loans 

in respect of which the residential property falling within
subsection (1)(b) is also used as security.
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66. Other exposures which are not past due 
exposures

(1) This section applies to—
(a) equities held by an authorized institution; and
(b) any other on-balance sheet exposures of the institution which do

not fall within any of sections 55, 56, 57, 58, 59, 60, 61, 62, 63,
64, 65 and 67 (including accrued interest if subsection (5) is
applicable).

(2) Subject to subsections (3) and (4), an authorized institution shall
allocate a risk-weight of 100% to an exposure to which this section applies.

(3) The Monetary Authority may, by notice in writing given to an
authorized institution, direct the institution to allocate to an exposure, or an
exposure belonging to a class of exposures, to which this section applies, a risk-
weight specified in the notice, being a risk-weight greater than 100%.

(4) An authorized institution given a notice under subsection (3) shall
comply with the notice.

(5) Where in respect of an on-balance sheet exposure of an authorized
institution, the institution has difficulty in allocating any accrued interest
under the exposure to the obligors of the institution, the institution may, with
the prior consent of the Monetary Authority, treat the accrued interest as an
exposure to which this section applies.

67. Past due exposures

(1) Notwithstanding sections 55, 56, 57, 58, 59, 60, 61, 62, 63, 64, 65 and
66, an authorized institution shall allocate a risk-weight of 150% to the
relevant amount of a past due exposure.

(2) In this section—
“relevant amount” (有關數額), in relation to a past due exposure, means the

amount which is calculated by deducting from the gross outstanding
amount of the exposure—

(a) the value of any specific provisions made in respect of the
exposure; and

(b) the sum representing the effect of any recognized credit risk
mitigation on the exposure.

68. Credit-linked notes

An authorized institution which has an exposure in respect of a credit-
linked note held by the institution shall allocate a risk-weight to the exposure
which is the greater of—
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(a) the risk-weight attributable to the reference obligation of the
note as determined in accordance with sections 55, 56, 57, 58, 59,
60, 61, 62, 63, 64, 65, 66 and 67 as if the institution had a direct
exposure to the reference obligation; and

(b) the attributed risk-weight of the issuer of the note.

69. Application of ECAI ratings

(1) An authorized institution shall, in complying with the requirements
under any subsection of section 55, 57, 59, 60, 61 or 62 in relation to an
exposure (referred to in subsection (2) as “concerned exposure A”) of the
institution consisting of a debt obligation issued or undertaken by any person
or, for the purposes of section 62, consisting of an interest in a collective
investment scheme, where the debt obligation, or collective investment scheme,
as the case may be, has one or more than one ECAI issue specific rating
assigned to it, determine the rating to be used in accordance with 
subsection (2).

(2) An authorized institution shall, in complying with the requirements
under subsection (1) in relation to concerned exposure A—

(a) if the exposure has only one ECAI issue specific rating, use that
rating;

(b) if the exposure has 2 or more ECAI issue specific ratings the use
of which by the institution would result in the allocation by the
institution of different risk-weights to the exposure, use any one
of those ratings except the one or more of those ratings which
would result in the allocation by the institution of the lowest of
those different risk-weights.

(3) Subject to subsections (5) and (8), where—
(a) an exposure (however described) of an authorized institution

which falls within any subsection of section 55, 57, 59, 60 or 61
does not have an ECAI issue specific rating;

(b) the person to whom the institution has the exposure has a long-
term ECAI issue specific rating assigned to a debt obligation
issued or undertaken by the person; and

(c) the person to whom the institution has the exposure does not
have an ECAI issuer rating,

the institution shall, in complying with the requirements under that subsection
of section 55, 57, 59, 60 or 61, as the case may be, in relation to the exposure,
use the long-term ECAI issue specific rating referred to in paragraph (b) in
relation to the exposure subject to the condition that, if the use of that long-
term ECAI issue specific rating by the institution would result in the allocation
by the institution of a risk-weight to the exposure which would be lower than

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2847



the risk-weight allocated by the institution to the exposure on the basis that the
person has neither an ECAI issuer rating nor an ECAI issue specific rating
assigned to a debt obligation issued or undertaken by the person, the exposure
must rank equally with, or senior in respect of payment or repayment to, the
debt obligation referred to in paragraph (b).

(4) Subject to subsections (5) and (8), where—
(a) an exposure (however described) of an authorized institution

which falls within any subsection of section 55, 57, 59, 60 or 61
does not have an ECAI issue specific rating;

(b) the person to whom the institution has the exposure has an
ECAI issuer rating; and

(c) the person to whom the institution has the exposure does not
have a long-term ECAI issue specific rating assigned to a debt
obligation issued or undertaken by the person,

the institution shall, in complying with the requirements under that subsection
of section 55, 57, 59, 60 or 61, as the case may be, in relation to the exposure,
use the ECAI issuer rating referred to in paragraph (b) in relation to the
exposure subject to the condition that, if the use of that ECAI issuer rating by
the institution would result in the allocation by the institution of a risk-weight
to the exposure which would be lower than the risk-weight allocated by the
institution to the exposure on the basis that the person has neither an ECAI
issuer rating nor an ECAI issue specific rating assigned to a debt obligation
issued or undertaken by the person—

(d ) that ECAI issuer rating must only be applicable to unsecured
exposures to the person as an issuer which are not subordinated
to other exposures to that person; and

(e) the exposure to the person must not be subordinated to other
exposures to the person as an issuer.

(5) An authorized institution shall, in determining pursuant to
subsection (3) or (4) the risk-weight for an exposure which falls within
paragraph (a) of that subsection (referred to in this subsection as “concerned
exposure B”) based on one or more ECAI issue specific ratings of another debt
obligation issued or undertaken by the person to whom the institution has
concerned exposure B (referred to in this subsection as “reference exposure”),
or based on one or more ECAI issuer ratings of that person (referred to in this
subsection as “issuer”)—

(a) if the reference exposure has only one ECAI issue specific rating,
or the issuer has only one ECAI issuer rating, as the case may
be, use that rating;

(b) if the reference exposure has 2 or more ECAI issue specific
ratings, or the issuer has 2 or more ECAI issuer ratings, 
as the case may be, the use of which by the institution 
would result in the allocation by the institution of different 
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risk-weights to concerned exposure B, use any one of those
ratings except the one or more of those ratings which would
result in the allocation by the institution of the lowest of those
different risk-weights.

(6) Subject to subsections (7) and (8), where—
(a) an exposure (however described) of an authorized institution

which falls within any subsection of section 55, 57, 59, 60 or 61
does not have an ECAI issue specific rating;

(b) the person to whom the institution has the exposure has—
(i) an ECAI issuer rating; and

(ii) a long-term ECAI issue specific rating assigned to a debt
obligation issued or undertaken by the person; and

(c) the use, in accordance with subsection (3) or (4), of the ECAI
issuer rating and the ECAI issue specific rating referred to in
paragraph (b) by the institution would result in the allocation by
the institution of 2 different risk-weights to the exposure,

the institution may, in complying with the requirements under that subsection
of section 55, 57, 59, 60 or 61, as the case may be, in relation to the exposure,
allocate the lower of the 2 risk-weights to the exposure.

(7) An authorized institution—
(a) shall, in determining pursuant to subsection (6) the risk-weight

for an exposure which falls within paragraph (a) of that
subsection (referred to in this subsection as “concerned exposure
C”) based on one or more ECAI issue specific ratings of another
debt obligation issued or undertaken by the person against
whom the institution has concerned exposure C (referred to in
this subsection as “reference exposure”), and one or more ECAI
issuer ratings of that person—

(i) apply subsection (5) to the ECAI issue specific rating or
ECAI issue specific ratings, as the case may be, to determine
the issue specific rating to be used; and

(ii) apply subsection (5) to the ECAI issuer rating or ECAI
issuer ratings, as the case may be, to determine the issuer
rating to be used; and

(b) may, if the risk-weight allocated by the institution to the issue
specific rating determined pursuant to paragraph (a)(i) is
different from the risk-weight allocated by the institution to the
issuer rating determined pursuant to paragraph (a)(ii), allocate
the lower of the 2 risk-weights to concerned exposure C.

(8) The operation of subsections (1) and (2) is subject to the operation of
section 59(11), and the operation of subsections (3), (4), (5), (6) and (7) is
subject to the operation of sections 59(10) and (11), 60(8) and (9) and 61(8) 
and (9).
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(9) Where an authorized institution allocates a risk-weight to an
exposure of the institution pursuant to subsection (3), (4), (5), (6) or (7)—

(a) subject to paragraph (b), the institution shall—
(i) use ECAI ratings applicable to foreign currency, if

available, to the extent that the exposure is denominated in
foreign currency; and

(ii) use ECAI ratings applicable to local currency, if available,
to the extent that the exposure is denominated in local
currency;

(b) the institution may use the obligor’s ECAI rating applicable to
the obligor’s local currency, if available, for the purposes of—

(i) risk-weighting an exposure arising pursuant to the
institution’s participation in an exposure created by a
multilateral development bank which is denominated in
another currency; or

(ii) risk-weighting an exposure denominated in another
currency to the extent that the exposure is guaranteed by a
multilateral development bank against the risk of the
obligor not being able to repay the exposure to the
institution due to exchange controls of the country in which
the obligor is located.

70. Authorized institutions required to 
nominate ECAIs to be used

(1) Subject to subsection (2), an authorized institution shall—
(a) nominate, for each of its ECAI ratings based portfolios which

does not fall within paragraph (b), the name of the ECAI the
credit assessment ratings issued by which it will use, for the
purposes of this Part, in respect of the ECAI ratings based
portfolio concerned; or

(b) nominate, for each of its ECAI ratings based portfolios which
does not fall within paragraph (a), the names of the ECAIs the
credit assessment ratings issued by which it will use, for the
purposes of this Part, in respect of the ECAI ratings based
portfolio concerned.

(2) An authorized institution—
(a) shall nominate under subsection (1)(a) the name of an ECAI for

an ECAI ratings based portfolio of the institution in respect of
which, having regard to the obligors in respect of the
institution’s exposures which fall within that portfolio and to the
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geographical regions where those exposures arise or may require
to be enforced, it can reasonably be concluded that the ECAI so
nominated issues a range of credit assessment ratings which
provides a reasonable coverage for that portfolio;

(b) shall nominate under subsection (1)(b) the names of ECAIs for
an ECAI ratings based portfolio of the institution in respect of
which, having regard to the obligors in respect of the institution’s
exposures which fall within that portfolio and to the geographical
regions where those exposures arise or may require to be enforced,
it can reasonably be concluded that the ECAIs so nominated,
and taken collectively, issue a range of credit assessment ratings
which provides a reasonable coverage for that portfolio.

(3) An authorized institution shall, as soon as is practicable after making
a nomination under subsection (1), give notice in writing to the Monetary
Authority of the nomination.

(4) An authorized institution shall not, in respect of an ECAI ratings
based portfolio of the institution, use, for the purposes of this Part, the credit
assessment ratings of an ECAI unless—

(a) the ECAI has been nominated under subsection (1) in respect of
that portfolio; and

(b) notice of that nomination has been given to the Monetary
Authority pursuant to subsection (3).

(5) An authorized institution may, with the prior consent of the
Monetary Authority, amend a nomination under subsection (1) (including a
nomination amended pursuant to this subsection).

(6) Subsections (2), (3) and (4), with all necessary modifications, apply to
a nomination to be amended, or amended, pursuant to subsection (5) as they
apply to a nomination under subsection (1).

(7) For the avoidance of doubt, it is hereby declared that an authorized
institution shall, for the purposes of this Part, treat as not having an ECAI
rating any person, debt obligation, or collective investment scheme, which,
although falling within an ECAI ratings based portfolio of the institution, does
not have an ECAI rating assigned to it by an ECAI nominated under
subsection (1) by that institution in respect of that portfolio.

(8) In this section—
“ECAI ratings based portfolio” (ECAI評級基準組合), in relation to an

authorized institution, means—
(a) the institution’s sovereign exposures;
(b) the institution’s public sector entity exposures;
(c) the institution’s bank exposures;
(d ) the institution’s securities firm exposures;
(e) the institution’s corporate exposures; or
( f ) the institution’s collective investment scheme exposures.
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Division 4—Calculation of risk-weighted amount 
of authorized institution’s off-balance

sheet exposures

71. Off-balance sheet exposures

(1) An authorized institution shall, in calculating the risk-weighted
amount of an off-balance sheet exposure of the institution—

(a) specified in column 2 of Table 10; and
(b) booked in the institution’s banking book,

calculate the credit equivalent amount of the off-balance sheet exposure by
multiplying the principal amount of the exposure, after deducting any specific
provisions applicable to the exposure, by the CCF specified in column 3 of
Table 10 opposite the exposure.

TABLE 10

DETERMINATION OF CCF FOR OFF-BALANCE SHEET EXPOSURES

OTHER THAN OTC DERIVATIVE TRANSACTIONS

OR CREDIT DERIVATIVE CONTRACTS

Item Off-balance sheet exposures CCF

1. Direct credit substitutes 100%

2. Transaction-related contingencies 50%

3. Trade-related contingencies 20%

4. Asset sales with recourse 100%

5. Forward asset purchases 100%

6. Partly paid-up shares and securities 100%

7. Forward forward deposits placed 100%

8. Note issuance and revolving underwriting facilities 50%

9. Commitments which do not fall within any of
items 1, 2, 3, 4, 5, 6, 7 and 8 and—

(a) subject to paragraph (d ), which have an 20%
original maturity of not more than one 
year;

(b) subject to paragraph (d ), which have an 50%
original maturity of more than one year;
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(c) which may be cancelled at any time 0%
unconditionally by the authorized 
institution or which provide for 
automatic cancellation due to a 
deterioration in the creditworthiness of 
the persons to whom the institution has 
made the commitments;

(d ) the drawdown of which will give rise to the lower of the 
an off-balance sheet exposure falling CCF applicable 
within any of items 1, 2, 3, 4, 5, 6, 7 and to the 
8 or any item specified in section 73, commitment 

based on its
original maturity
or the CCF
applicable to the
off-balance
sheet exposure
arising from the
drawdown of
the commitment
concerned

where—
“original maturity” (原訂到期期限), in relation to

an off-balance sheet exposure of an
authorized institution, means the period
between the date on which the exposure is
entered into by the institution and the
earliest date on which the institution can, at
its option, unconditionally cancel the
exposure.

(2) Subject to section 72, an authorized institution shall, in calculating
the risk-weighted amount of an off-balance sheet exposure of the institution
being an OTC derivative transaction or credit derivative contract—

(a) specified in column 2 of Table 11; and
(b) booked in the institution’s banking book or trading book,

calculate the credit equivalent amount of the off-balance sheet exposure—
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(c) subject to paragraph (d) and to any exceptions specified in
column 2 of Table 11 applicable to the off-balance sheet
exposure, by multiplying the principal amount of the off-balance
sheet exposure by the CCF specified in column 3 of Table 11
opposite the off-balance sheet exposure and aggregating the
resultant figure with the current exposure of the off-balance
sheet exposure;

(d ) if the off-balance sheet exposure is a single-currency floating 
rate against floating rate interest rate swap, by taking the 
current exposure of the off-balance sheet exposure as the credit
equivalent amount.

TABLE 11

DETERMINATION OF CCF FOR OTC DERIVATIVE TRANSACTIONS

OR CREDIT DERIVATIVE CONTRACTS

Item Off-balance sheet exposures CCF

1. Exchange rate contracts (other than an excluded 
exchange rate contract)—

(a) with a residual maturity of not more than 1%
one year;

(b) with a residual maturity of more than one 5%
year but not more than 5 years;

(c) with a residual maturity of more than 7.5%
5 years,

where—
“excluded exchange rate contract” (豁除匯率合約)

means—
(a) an exchange rate contract (except 

a contract the value of which is
determined by reference to the
value of, or any fluctuation in the
value of, gold) which has an
original maturity of not more than
14 calendar days; or

(b) a forward exchange rate contract
entered into by the authorized
institution pursuant to a swap
deposit arrangement with an
obligor;
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“swap deposit arrangement” (掉期存款安排) means
an arrangement entered into by the authorized
institution with an obligor whereby the
institution sells a specified currency at spot
rate to the obligor against another currency,
and at the same time, the obligor deposits the
specified currency so purchased with the
institution and enters into a forward exchange
rate contract with the institution to sell the
specified currency so purchased back to the
institution against another currency at a
specified exchange rate on a future date.

2. Interest rate contracts—
(a) with a residual maturity of not more than 0%

one year;
(b) with a residual maturity of more than one 0.5%

year but not more than 5 years;
(c) with a residual maturity of more than 1.5%

5 years.

3. Equity contracts—
(a) with a residual maturity of not more than 6%

one year;
(b) with a residual maturity of more than one 8%

year but not more than 5 years;
(c) with a residual maturity of more than 10%

5 years.

4. Precious metal contracts—
(a) with a residual maturity of not more than 7%

one year;
(b) with a residual maturity of more than one 7%

year but not more than 5 years;
(c) with a residual maturity of more than 8%

5 years.

5. Debt security contracts or other commodity 
contracts—

(a) with a residual maturity of not more than 10%
one year;

(b) with a residual maturity of more than one 12%
year but not more than 5 years;

(c) with a residual maturity of more than 15%
5 years.
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6. Credit derivative contracts which are—
(a) credit default swaps booked in the trading 

book—
(i) where the authorized institution is a

protection buyer and the reference
obligation is—
(A) a qualifying reference obligation; 5%
(B) a non-qualifying reference 10%

obligation;
(ii) where the authorized institution is 

a protection seller and the credit
default swap is subject to close-out
upon the insolvency of the
protection buyer while the reference
entity is still solvent and the
reference obligation is—
(A) a qualifying reference obligation; 5%
(B) a non-qualifying reference 10%

obligation;
(iii) where the authorized institution is 

a protection seller and the credit
default swap does not fall within
subparagraph (ii) and the reference
obligation is—
(A) a qualifying reference obligation; 0%
(B) a non-qualifying reference 0%

obligation;
(b) total return swaps booked in the trading 

book—
(i) where the authorized institution is a

protection buyer and the reference
obligation is—
(A) a qualifying reference obligation; 5%
(B) a non-qualifying reference 10%

obligation;
(ii) where the authorized institution is 

a protection seller and the 
reference obligation is—
(A) a qualifying reference obligation; 5%
(B) a non-qualifying reference 10%

obligation,
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where the amount of the potential exposure for 
a credit derivative contract which falls within
paragraph (a)(ii) shall be capped at the amount
of the unpaid premium under the contract.

(3) For the avoidance of doubt, it is hereby declared that an authorized
institution is not required to hold regulatory capital in respect of an excluded
exchange rate contract specified in Table 11.

72. Provisions supplementary to section 71

For the purposes of the operation of section 71 in relation to an
authorized institution and its off-balance sheet exposures—

(a) in the case of an off-balance sheet exposure which has multiple
exchanges of principal, the institution shall calculate its potential
exposure to the off-balance sheet exposure by multiplying the
product of the number of payments remaining to be made under
the off-balance sheet exposure and the principal by the CCF
required to be used under that section in respect of the off-
balance sheet exposure;

(b) in the case of an off-balance sheet exposure—
(i) which is structured to settle the outstanding exposures

under the off-balance sheet exposure on specified payment
dates; and

(ii) the terms of which are reset so that the market value of the
off-balance sheet exposure is zero on the specified payment
dates referred to in subparagraph (i),

the institution—
(iii) subject to subparagraph (iv), shall treat the residual

maturity of the off-balance sheet exposure as being equal to
the period until the next specified payment date; and

(iv) if the off-balance sheet exposure is an interest rate contract
where the remaining time to final maturity of the contract is
more than one year, shall not use a CCF of less than 0.5%
in respect of the off-balance sheet exposure;

(c) in the case of an off-balance sheet exposure booked in the
institution’s trading book which is a first-to-default credit
derivative contract, the institution shall use the CCF for non-
qualifying reference obligation if there is at least one non-
qualifying reference obligation in the basket of reference
obligations specified in the contract, otherwise the CCF for
qualifying reference obligation is to be used;
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(d ) in the case of an off-balance sheet exposure booked in the
institution’s trading book which is a second-to-default credit
derivative contract or any other subsequent-to-default credit
derivative contract, the institution shall—

(i) for the second-to-default credit derivative contract, use the
CCF for non-qualifying reference obligation if there are at
least 2 non-qualifying reference obligations in the basket of
reference obligations specified in the second-to-default
credit derivative contract, otherwise the CCF for qualifying
reference obligation is to be used;

(ii) for any other subsequent-to-default credit derivative
contract, determine the CCF for the other subsequent-to-
default credit derivative contract with reference to the
corresponding number of non-qualifying reference
obligations in the basket of reference obligations specified
in the contract based on the approach taken in
subparagraph (i);

(e) in the case of an off-balance sheet exposure which is a
commitment in the form of a general banking facility consisting
of 2 or more credit lines, where under each credit line, an
authorized institution is obliged either to provide funds or create
off-balance sheet exposures in the future, the institution shall
assign a CCF to the commitment in accordance with item 9(a),
(b) or (c) of Table 10 based on the original maturity of the
commitment.

73. Calculation of credit equivalent amount 
of other off-balance sheet exposures 
not specified in Table 10 or 11

An authorized institution shall, in calculating the risk-weighted amount of
an off-balance sheet exposure which is not specified in Table 10 or 11, calculate
the credit equivalent amount of the off-balance sheet exposure by applying—

(a) subject to paragraph (b), a CCF of 100%;
(b) the CCF applicable to the exposure pursuant to Part 2 of

Schedule 1,
in accordance with section 71(1) or (2), as the case requires, with all necessary
modifications.
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74. Determination of risk-weights applicable 
to off-balance sheet exposures

(1) Subject to subsection (2), an authorized institution shall determine
the risk-weight attributable to an off-balance sheet exposure in accordance
with sections 55, 56, 57, 58, 59, 60, 61, 64, 65, 66 and 67 as if the exposure were
an on-balance sheet exposure.

(2) Where an off-balance sheet exposure referred to in subsection (1) of
an authorized institution is—

(a) an asset sale with recourse;
(b) a forward asset purchase;
(c) partly paid-up shares and securities; or
(d ) a direct credit substitute arising from the selling of credit

derivative contracts in the form of total return swaps or credit
default swaps in the institution’s banking book,

the institution shall determine the risk-weight attributable to the exposure—
(e) in the case of paragraph (a) or (b), by reference to the risk-

weight allocated to the assets or the attributed risk-weight of the
obligor in respect of the assets;

( f ) in the case of paragraph (c), as 100%;
(g) in the case of paragraph (d ), subject to subsections (3), (4), (5)

and (6), by reference to the risk-weight of the relevant reference
obligation in respect of the exposure.

(3) Where an off-balance sheet exposure referred to in subsection (2)(d )
of an authorized institution is a first-to-default credit derivative contract—

(a) if the contract has an ECAI issue specific rating, the institution
shall allocate to its exposure in respect of the contract the risk-
weight, or deduct the exposure from the institution’s core capital
and supplementary capital, as determined in accordance with
section 237;

(b) if the contract does not have an ECAI issue specific rating, the
institution—

(i) subject to subparagraph (ii), shall aggregate the risk-weights
of the reference obligations in the basket of reference
obligations specified in the contract to determine the risk-
weight to be allocated to its exposure in respect of the
contract; and

(ii) shall not allocate to its exposure in respect of the contract 
a risk-weight greater than 1,250%.

(4) Where an off-balance sheet exposure referred to in subsection (2)(d )
of an authorized institution is a second-to-default credit derivative contract—
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(a) if the contract has an ECAI issue specific rating, the institution
shall allocate to its exposure in respect of the contract the risk-
weight, or deduct the exposure from the institution’s core capital
and supplementary capital, as determined in accordance with
section 237;

(b) if the contract does not have an ECAI issue specific rating, the
institution—

(i) subject to subparagraph (ii), shall aggregate the risk-weights
of the reference obligations in the basket of reference
obligations specified in the contract to determine the risk-
weight to be allocated to its exposure in respect of the
contract but excluding the lowest of those risk-weights; and

(ii) shall not allocate to its exposure in respect of the contract 
a risk-weight greater than 1,250%.

(5) Where an off-balance sheet exposure referred to in subsection (2)(d )
of an authorized institution is any other subsequent-to-default credit derivative
contract, the institution shall, for the purposes of that subsection, and with all
necessary modifications, apply subsection (4) to that contract as that
subsection is applied to a second-to-default credit derivative contract so that
the reference to “lowest” in subsection (4)(b)(i) is construed to mean “lowest
and second lowest” in the case of a third-to-default credit derivative contract
and “lowest, second lowest and third lowest” in the case of a fourth-to-default
credit derivative contract and likewise for other subsequent-to-default credit
derivative contracts.

(6) Where an off-balance sheet exposure referred to in subsection (2)(d )
of an authorized institution is a credit derivative contract which provides credit
protection proportionately in respect of the reference obligations in the basket
of reference obligations specified in the contract, the institution shall calculate
the risk-weight of its exposure in respect of the contract by taking a weighted
average of the risk-weights attributable to the reference obligations in the
basket by the use of Formula 1.

FORMULA 1

CALCULATION OF RISK-WEIGHT OF CREDIT DERIVATIVE

CONTRACT WHICH FALLS WITHIN SECTION 74(6)

RWa = ∑ ai × RWi
i

where—
RWa = average risk-weight in a basket of reference obligations;
ai = proportion of credit protection allocated to a reference

obligation; and
RWi = risk-weight of a reference obligation.
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(7) For the avoidance of doubt, it is hereby declared that where an off-
balance sheet exposure referred to in subsection (1) of an authorized institution
is a commitment to extend a residential mortgage loan, the institution shall
allocate a risk-weight in accordance with section 65 to the exposure only if the
institution has no reason to believe that any of the provisions of that section
will not be satisfied immediately after the loan that is the subject of that
commitment is drawn down.

75. Calculation of risk-weighted amount of 
exposures in respect of repo-style 
transactions booked in 
banking book

(1) An authorized institution shall calculate the risk-weighted amount of
an exposure in respect of a repo-style transaction booked in its banking book
in accordance with the following provisions.

(2) Where the repo-style transaction falls within paragraph (a) or (b) of
the definition of “repo-style transaction” in section 2(1), an authorized
institution shall treat the securities sold or lent under the transaction as an on-
balance sheet exposure of the institution as if the institution had never entered
into the transaction and, accordingly, calculate the risk-weighted amount of
the institution’s exposure in respect of the transaction by reference to the risk-
weight attributable to the securities.

(3) Where the repo-style transaction falls within paragraph (c) of the
definition of “repo-style transaction” in section 2(1), an authorized institution
shall treat the money paid by the institution under the transaction as a loan to
the counterparty secured on the securities which are provided to, or to the
order of, the institution under the transaction and, accordingly, calculate the
risk-weighted amount of the institution’s exposure in respect of the transaction
by reference to the attributed risk-weight of the counterparty subject to the
application of any recognized credit risk mitigation in respect of collateralized
transactions.

(4) Where the repo-style transaction falls within paragraph (d ) of the
definition of “repo-style transaction” in section 2(1)—

(a) if and to the extent an authorized institution has provided
collateral in the form of money under the transaction, the
institution shall treat the money paid by the institution under the
transaction as a loan to the counterparty secured on the
securities borrowed by the institution and, accordingly, calculate
the risk-weighted amount of the institution’s exposure in respect
of the transaction by reference to the attributed risk-weight of
the counterparty subject to the application of any recognized
credit risk mitigation in respect of collateralized transactions;
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(b) if and to the extent an authorized institution has provided
collateral in the form of securities under the transaction, the
institution shall treat those securities as its on-balance sheet
exposure as if the institution had never entered into the
transaction and, accordingly, calculate the risk-weighted amount
of the institution’s exposure in respect of the transaction by
reference to the risk-weight attributable to the securities.

76. Calculation of risk-weighted amount of 
exposures in respect of repo-style 
transactions booked in 
trading book

An authorized institution shall calculate the risk-weighted amount of an
exposure in respect of a repo-style transaction booked in its trading book—

(a) by reference to Part 8 in any case where the transaction falls
within paragraph (a) or (b) of the definition of “repo-style
transaction” in section 2(1), or paragraph (d ) of that definition
where the collateral provided by the institution is in the form of
securities;

(b) by the application of section 75(3) or (4)(a) to the transaction as
if the transaction were booked in the banking book in any case
where the transaction falls within paragraph (c) of the definition
of “repo-style transaction” in section 2(1), or paragraph (d ) of
that definition where the collateral provided by the institution is
in the form of a sum of money.

Division 5—Use of recognized collateral in credit 
risk mitigation: general

77. Recognized collateral

Collateral is recognized for the purposes of calculating the risk-weighted
amount of an exposure of an authorized institution where—

(a) all documentation creating the collateral and providing for the
obligations of the parties with respect to each other in respect of
the collateral is binding on all parties and legally enforceable in
all relevant jurisdictions;

(b) the legal mechanism by which the collateral is pledged or
transferred ensures that the institution has the right to realize, or
to take legal possession of, the collateral in a timely manner in
the event of a default by, or the insolvency or bankruptcy of, or
any other event specified in the relevant legal documentation
applicable to any of—
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(i) the obligor in respect of the exposure; or
(ii) the custodian, if any, holding the collateral;

(c) the institution has clear and adequate procedures for the timely
realization of collateral in respect of an event referred to in
paragraph (b);

(d ) the institution has taken all steps to fulfil requirements under the
law applicable to the institution’s interest in the collateral which
are necessary to obtain and maintain an enforceable security
interest, whether by registration or otherwise, or to exercise a
right to set-off in relation to title transfer collateral;

(e) if the collateral is to be held by a custodian, the institution has
taken reasonable steps to ensure that the custodian segregates
the collateral from the custodian’s assets;

( f ) there is no material positive correlation between the credit
quality of the obligor in respect of which the institution has an
exposure and the current market value of the collateral provided
in respect of the exposure such that the current market value of
the collateral would be likely to fall in the case of any material
deterioration in the financial condition of the obligor;

(g) if the simple approach to the treatment of recognized collateral
applies to the collateral, the collateral—

(i) is pledged for not less than the life of the exposure;
(ii) subject to subparagraph (iii), is revalued not less than every

6 months from the date upon which the collateral is taken in
respect of the exposure; and

(iii) in the case of an exposure which is a past due exposure, is
revalued not less than every 3 months from the date upon
which the exposure is classified as a past due exposure;

(h) if the comprehensive approach to the treatment of recognized
collateral applies to the collateral, the institution has in place a
written internal policy and systems and procedures—

(i) adequate to enable the institution to manage collateral
provided to it in respect of any relevant exposure; and

(ii) to revalue the collateral as necessary and take account of
the assumed minimum holding periods for collateral in the
calculation of the risk-weighted amount of its exposures in
respect of collateralized transactions; and

(i ) the collateral falls within—
(i) section 79(a), (b), (c), (d ), (e), ( f ), (g), (h), (i ), ( j ), (k), (l ),

(m), (n), (o) or ( p) if the institution uses the simple approach
in its treatment of recognized collateral; or

(ii) section 80(a), (b), (c) or (d ) if the institution uses the
comprehensive approach in its treatment of recognized
collateral.
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78. Approaches to use of recognized 
collateral

(1) Subject to subsection (2), an authorized institution may use the
simple approach or the comprehensive approach in its treatment of recognized
collateral for the purposes of calculating the risk-weighted amount of its
exposures.

(2) An authorized institution shall—
(a) for exposures booked in the institution’s banking book which

are not past due exposures, use only the simple approach or only
the comprehensive approach to the treatment of recognized
collateral;

(b) for past due exposures booked in the institution’s banking book,
use only the simple approach to the treatment of recognized
collateral; and

(c) for exposures booked in the institution’s trading book, use only
the comprehensive approach to the treatment of recognized
collateral.

79. Collateral which may be recognized for 
purposes of section 77(i )(i)

For the purposes of section 77(i )(i), only collateral of the following
description may be recognized in relation to an authorized institution which
uses the simple approach in its treatment of recognized collateral—

(a) cash on deposit with the institution or held at a third-party
bank;

(b) certificates of deposit issued by the institution;
(c) instruments issued by the institution which are comparable to

instruments referred to in paragraph (b);
(d ) gold bullion;
(e) debt securities issued by a sovereign which have a long-term

ECAI issue specific rating which, if mapped to the scale of credit
quality grades in Table A in Schedule 6, would result in the debt
securities being assigned a credit quality grade of 1, 2, 3 or 4;

( f ) debt securities (other than restricted debt securities) issued by a
sovereign foreign public sector entity which have an ECAI issue
specific rating which, if mapped to the scale of credit quality
grades in Table A in Schedule 6 as if they were securities issued
by a sovereign, would result in the debt securities being assigned
a credit quality grade of 1, 2, 3 or 4;
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(g) debt securities issued by a domestic public sector entity or
foreign public sector entity (other than a sovereign foreign public
sector entity) which have an ECAI issue specific rating which, 
if mapped to the scale of credit quality grades in Table A in
Schedule 6 as if they were securities issued by a sovereign, would
result in the debt securities being assigned a credit quality grade
of 1, 2 or 3;

(h) debt securities issued by a multilateral development bank;
(i ) debt securities issued by a bank or securities firm which have 

a long-term ECAI issue specific rating which, if mapped to the
scale of credit quality grades in Table B in Schedule 6, would
result in the debt securities being assigned a credit quality grade
of 1, 2 or 3;

( j ) debt securities issued by a corporate which have a long-term
ECAI issue specific rating which, if mapped to the scale of credit
quality grades in Table C in Schedule 6, would result in the debt
securities being assigned a credit quality grade of 1, 2 or 3;

(k) debt securities issued by a sovereign, public sector entity or
sovereign foreign public sector entity which have a short-term
ECAI issue specific rating which, if mapped to the scale of credit
quality grades in Table E in Schedule 6 as if they were securities
issued by a bank, securities firm or corporate, would result in the
debt securities being assigned a credit quality grade of 1, 2 or 3;

(l ) debt securities issued by a bank, securities firm or corporate
which have a short-term ECAI issue specific rating which, if
mapped to the scale of credit quality grades in Table E in
Schedule 6, would result in the debt securities being assigned 
a credit quality grade of 1, 2 or 3;

(m) debt securities issued by a bank or securities firm which do not
have an ECAI issue specific rating where—

(i) the debt securities are not subordinated to any other debt
obligations of the issuer of the debt securities;

(ii) the debt securities are listed on a recognized exchange and
the institution is of the reasonable opinion that, having
regard to current market conditions, there is sufficient
liquidity in the market for the debt securities to enable the
institution to dispose of the debt securities at an open
market price;
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(iii) other debt securities issued by the same issuer which have
an ECAI issue specific rating and rank equally with the
first-mentioned debt securities, have an ECAI issue specific
rating which, if mapped to the scale of credit quality grades
in Table B in Schedule 6 (or, in the case of exposures with
short-term ECAI issue specific ratings, in Table E in
Schedule 6) would result in those other debt securities being
assigned a credit quality grade of 1, 2 or 3; and

(iv) the institution is not aware, and has no reason to be aware,
of information suggesting that an assignment of a credit
quality grade of 4 or 5 in Table B in Schedule 6 (or, in the
case of short-term ECAI issue specific ratings, a credit
quality grade of 4 in Table E in Schedule 6) would be
justified in respect of the debt securities;

(n) equities (including convertible bonds) which are included in any
main indices;

(o) units or shares in a collective investment scheme where—
(i) the price of the units or shares in that scheme is quoted

publicly on a daily basis; and
(ii) that scheme is restricted by its investment guidelines or

objects to investing in those items listed in these Rules as
being recognized collateral for the purposes of using the
simple approach to the treatment of recognized collateral;
or

( p) collateral in the form of real property (whether residential or
otherwise) insofar as the collateral relates to a past due exposure.

80. Collateral which may be recognized for 
purposes of section 77(i )(ii)

For the purposes of section 77(i )(ii), only collateral of the following
description may be recognized in relation to an authorized institution which
uses the comprehensive approach in its treatment of recognized collateral—

(a) recognized collateral falling within section 79(a), (b), (c), (d ), (e),
( f ), (g), (h), (i ), ( j ), (k), (l ), (m), (n) or (o);

(b) equities (including convertible bonds) which are not included in
a main index but are listed on a recognized exchange;

(c) units or shares in collective investment schemes which may
invest in equities referred to in paragraph (b); or

(d ) securities received by the institution under a transaction—
(i) which falls within paragraph (c) or (d ) of the definition of

“repo-style transaction” in section 2(1); and
(ii) which is booked in the institution’s trading book.
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Division 6—Use of recognized collateral in credit 
risk mitigation: simple approach

81. Calculation of risk-weighted amount of 
exposures taking into account credit 
risk mitigation effect of recognized 
collateral under simple approach 

(1) Where an authorized institution uses the simple approach in its
treatment of recognized collateral, the institution shall, in respect of an
exposure of the institution to which the collateral relates—

(a) subject to subsections (2), (3) and (4), allocate to the credit
protection covered portion of the exposure the risk-weight of the
collateral; and

(b) allocate to the credit protection uncovered portion of the
exposure the risk-weight of the exposure.

(2) Where recognized collateral consists of collateral—
(a) which falls within section 79(a), (b) or (c);
(b) which is held at a third-party bank in a non-custodial

arrangement; and
(c) which is unconditionally and irrevocably pledged or assigned to

an authorized institution,
the institution shall allocate to the credit protection covered portion of the
exposure the attributed risk-weight of the third-party bank.

(3) Where—
(a) an exposure is a past due exposure; and
(b) the recognized collateral provided in respect of the exposure is

real property,
an authorized institution shall allocate a risk-weight of 100% to the credit
protection covered portion.

(4) Where recognized collateral is real property, an authorized institution
shall, for the purposes of making a substitution pursuant to subsection (1)(a),
reduce the current market value of the real property by—

(a) 10% in the case of residential property;
(b) 20% in the case of any other real property.

82. Determination of risk-weight to be 
allocated to recognized collateral 
under simple approach 

(1) Where an authorized institution uses the simple approach in its
treatment of recognized collateral, the institution—

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2887



(a) subject to paragraph (b), shall determine the risk-weight to be
allocated to the collateral in accordance with sections 55, 56, 57,
58, 59, 60, 61, 62, 63, 66 and 68 as if the collateral were an on-
balance sheet exposure; and

(b) subject to subsections (2), (3) and (4), shall not allocate a risk-
weight of less than 20% to the collateral.

(2) Subject to subsection (3), an authorized institution may under
subsection (1) allocate a risk-weight of 0% to recognized collateral provided
under a repo-style transaction booked in the institution’s banking book which
falls within paragraph (c) or (d ) of the definition of “repo-style transaction” in
section 2(1) where—

(a) the counterparty is—
(i) a sovereign;

(ii) a public sector entity;
(iii) a multilateral development bank;
(iv) a bank or securities firm;
(v) a corporate (other than a bank or securities firm)—

(A) which is an investment company, insurance firm,
finance company or other like financial institution; and

(B) which has an attributed risk-weight of not more than
20%; or

(vi) a clearing organization (other than a restricted clearing
organization) the activities or objects of which include—
(A) the provision of services for the clearing and settlement

of transactions in, or the day-to-day adjustment of the
financial position of, futures contracts or option
contracts effected on an exchange;

(B) the provision of services for the clearing and settlement
of transactions in securities effected on an exchange;

(C) the provision of services for the clearing and settlement
of payment obligation; or

(D) the provision of guarantees for the settlement of any
transactions which fall within sub-subparagraph (A),
(B) or (C);

(b) the exposure to which the collateral relates and the collateral
are—

(i) cash; or
(ii) securities issued by a sovereign, or a sovereign foreign

public sector entity, which would be allocated a risk-weight
of 0% under the use of the STC approach;

(c) the exposure and the collateral have no currency mismatch;
(d ) either—

(i) the exposure is only an overnight exposure; or
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(ii) the exposure and the collateral are revalued daily by
marking-to-market, and based on the marked-to-market
value of the exposure and the collateral—
(A) the value of any excess collateral (referred to in this

subsection as “margin”) is calculated daily; and
(B) if the margin is below the value required under the

terms of the transaction, the counterparty is required
to bring the margin up to the required value on the
same day;

(e) the institution reasonably expects, if the counterparty fails to
deliver any shortfall in margin required to be delivered to the
institution under the terms of the transaction, to be able to
realize the collateral for its benefit within 4 business days after
the counterparty’s failure to deliver the shortfall in margin;

( f ) the transaction is settled by means of a settlement system
customarily used for repo-style transactions;

(g) the transaction is documented using standard market
documentation for the securities which are the subject matter of
the transaction; and

(h) the documentation setting out the transaction provides that—
(i) the institution may terminate the transaction immediately

if—
(A) the counterparty commits an event of default under the

transaction; or
(B) an event of default occurs in respect of the

counterparty; and
(ii) the institution has, immediately upon any such default, an

unfettered and legally enforceable right to seize and realize
the collateral for its benefit, whether or not the
counterparty is insolvent or bankrupt.

(3) Where the recognized collateral is provided to an authorized
institution under a repo-style transaction which satisfies all the provisions of
subsection (2) except paragraph (a) of that subsection, the institution may
under subsection (1) allocate a risk-weight of 10% to the collateral.

(4) An authorized institution may under subsection (1)—
(a) allocate a risk-weight of 0% to recognized collateral provided

under an OTC derivative transaction or a credit derivative
contract where—

(i) the transaction or contract is marked-to-market daily and is
collateralized by cash provided to the institution; and

(ii) the settlement currency of the transaction or contract and
the cash provided to the institution as collateral have no
currency mismatch;
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(b) allocate a risk-weight of 10% to recognized collateral which is
provided under an OTC derivative transaction or a credit
derivative contract where—

(i) the transaction or contract is marked-to-market daily, and
is collateralized by debt securities issued by a sovereign, or 
a sovereign foreign public sector entity, which would under
section 55 or 57, as the case may be, be allocated a risk-
weight of 0%; and

(ii) the settlement currency of the transaction or contract and
the collateral provided to the institution have no currency
mismatch;

(c) allocate a risk-weight of 0% to recognized collateral which falls
within paragraph (c) of the definition of “cash items” in section 51;

(d ) allocate a risk-weight of 0% to recognized collateral provided in
the case of any financial transaction where—

(i) the collateral and the exposure to which the collateral
relates have no currency mismatch; and

(ii) the collateral is either—
(A) cash; or
(B) debt securities—

(I) which are issued by a sovereign, or a sovereign
foreign public sector entity, and would under
section 55 or 57, as the case may be, be allocated 
a risk-weight of 0%; and

(II) the current market value of which has been
reduced by a haircut of 20%.

(5) In this section—
“cash” (現金)—

(a) in relation to an exposure, means money paid by an authorized
institution to a counterparty under a repo-style transaction;

(b) in relation to a collateral, means recognized collateral which falls
within section 79(a), (b) or (c), other than collateral held at 
a third-party bank in a non-custodial arrangement.

83. Calculation of risk-weighted amount of 
on-balance sheet exposures

An authorized institution shall calculate the risk-weighted amount of each
of its on-balance sheet exposures by—

(a) dividing the principal amount of the exposure, net of specific
provisions, into—

(i) the credit protection covered portion; and
(ii) the credit protection uncovered portion;
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(b) multiplying the credit protection covered portion by the risk-
weight attributable to the recognized collateral and multiplying
the credit protection uncovered portion by the risk-weight
attributable to the exposure; and

(c) adding together the 2 products derived from the application of
paragraph (b).

84. Calculation of risk-weighted amount of 
off-balance sheet exposures other than 
OTC derivative transactions

An authorized institution shall calculate the risk-weighted amount of each
of its off-balance sheet exposures which is not an OTC derivative transaction
by—

(a) dividing the principal amount of the exposure, net of specific
provisions, into—

(i) the credit protection covered portion; and
(ii) the credit protection uncovered portion;

(b) multiplying the credit protection covered portion and the credit
protection uncovered portion by the CCF applicable to the off-
balance sheet exposure to produce 2 credit equivalent amounts;

(c) multiplying the credit equivalent amount of the credit protection
covered portion by the risk-weight attributable to the recognized
collateral and multiplying the credit equivalent amount of 
the credit protection uncovered portion by the risk-weight
attributable to the exposure; and

(d ) adding together the 2 products derived from the application of
paragraph (c).

85. Calculation of risk-weighted amount of 
OTC derivative transactions

An authorized institution shall calculate the risk-weighted amount of each
of its off-balance sheet exposures which is an OTC derivative transaction by—

(a) multiplying the principal amount of the transaction by the
applicable CCF to ascertain the potential exposure of the
institution in respect of the transaction and adding the current
exposure of the institution in respect of the transaction to derive
the credit equivalent amount of the transaction;

(b) dividing the credit equivalent amount of the transaction, net of
specific provisions, into—

(i) the credit protection covered portion; and
(ii) the credit protection uncovered portion.
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(c) multiplying the credit equivalent amount of the credit protection
covered portion by the risk-weight attributable to the recognized
collateral and multiplying the credit equivalent amount of the
credit protection uncovered portion by the risk-weight
attributable to the exposure; and

(d ) adding together the 2 products derived from the application of
paragraph (c).

Division 7—Use of recognized collateral in credit risk mitigation:
comprehensive approach

86. Calculation of risk-weighted amount of 
exposures taking into account credit 
risk mitigation effect of recognized 
collateral under comprehensive 
approach

(1) Where an authorized institution uses the comprehensive approach in
its treatment of recognized collateral, the institution shall calculate the risk-
weighted amount of its on-balance sheet exposures and off-balance sheet
exposures in accordance with sections 87, 88, 89, 90, 91, 92 and 93.

(2) Schedule 7 contains provisions relating to the use of standard
supervisory haircut in the treatment of recognized collateral.

87. Calculation of net credit exposure of 
on-balance sheet exposures

An authorized institution shall calculate its net credit exposure to an
obligor in respect of an on-balance sheet exposure by the use of Formula 2.

FORMULA 2

CALCULATION OF NET CREDIT EXPOSURE TO OBLIGOR

UNDER ON-BALANCE SHEET EXPOSURE

E* = max {0, [E × (1 + He) – C × (1 – Hc – Hfx)]}

where—
E* = net credit exposure;
E = principal amount of on-balance sheet exposure net of

specific provisions, if any;
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He = haircut applicable to the authorized institution’s exposure
to the obligor pursuant to the standard supervisory haircuts
for the comprehensive approach to the treatment of
recognized collateral subject to adjustment as set out in
section 92;

C = current market value of the recognized collateral before
adjustment required by the comprehensive approach to the
treatment of recognized collateral;

Hc = haircut applicable to the recognized collateral pursuant to
the standard supervisory haircuts for the comprehensive
approach to the treatment of recognized collateral subject
to adjustment as set out in section 92; and

Hfx = haircut applicable in consequence of a currency mismatch,
if any, pursuant to the standard supervisory haircuts for the
comprehensive approach to the treatment of recognized
collateral subject to adjustment as set out in section 92.

88. Calculation of net credit exposure of 
off-balance sheet exposures other 
than credit derivative contracts 
booked in trading book or OTC 
derivative transactions

An authorized institution shall calculate its net credit exposure to an
obligor in respect of an off-balance sheet exposure (other than a credit
derivative contract booked in the trading book of the institution or an OTC
derivative transaction) by the use of Formula 3.

FORMULA 3

CALCULATION OF NET CREDIT EXPOSURE TO OBLIGOR UNDER

OFF-BALANCE SHEET EXPOSURE OTHER THAN CREDIT

DERIVATIVE CONTRACT BOOKED IN THE TRADING

BOOK AND OTC DERIVATIVE TRANSACTION

E* = max {0, [E × (1 + He) – C × (1 – Hc – Hfx)]} × CCF

where—
E* = net credit exposure;
E = principal amount of off-balance sheet exposure net of

specific provisions, if any;

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2899



He = haircut applicable to the authorized institution’s exposure
to the obligor pursuant to the standard supervisory haircuts
for the comprehensive approach to the treatment of
recognized collateral subject to adjustment as set out in
section 92;

C = current market value of the recognized collateral before
adjustment required by the comprehensive approach to the
treatment of recognized collateral;

Hc = haircut applicable to the recognized collateral pursuant to
the standard supervisory haircuts for the comprehensive
approach to the treatment of recognized collateral subject
to adjustment as set out in section 92;

Hfx = haircut applicable in consequence of a currency mismatch,
if any, pursuant to the standard supervisory haircuts 
for the comprehensive approach to the treatment of
recognized collateral subject to adjustment as set out in
section 92; and

CCF = CCF applicable to the off-balance sheet exposure.

89. Calculation of net credit exposure of 
credit derivative contracts booked 
in trading book and OTC 
derivative transactions

An authorized institution shall calculate its net credit exposure to a
counterparty in respect of a credit derivative contract booked in the trading
book of the institution, or an OTC derivative transaction, by the use of
Formula 4.

FORMULA 4

CALCULATION OF NET CREDIT EXPOSURE TO COUNTERPARTY UNDER

CREDIT DERIVATIVE CONTRACT BOOKED IN TRADING BOOK OR

OTC DERIVATIVE TRANSACTION

E* = max {0, [E – C × (1 – Hc – Hfx)]}

where—
E* = net credit exposure;
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E = credit equivalent amount of off-balance sheet exposure
(calculated by aggregating the potential exposure and
current exposure in respect of the credit derivative contract
or OTC derivative transaction, as the case may be) net of
specific provisions, if any;

C = current market value of the recognized collateral before
adjustment required by the comprehensive approach to the
treatment of recognized collateral;

Hc = haircut applicable to the recognized collateral pursuant to
the standard supervisory haircuts for the comprehensive
approach to the treatment of recognized collateral subject
to adjustment as set out in section 92; and

Hfx = haircut applicable in consequence of a currency mismatch,
if any, pursuant to the standard supervisory haircuts 
for the comprehensive approach to the treatment of
recognized collateral subject to adjustment as set out in
section 92.

90. Haircuts

Where a basket of recognized collateral which consists of more than one
type of recognized collateral is provided to an authorized institution in respect
of an exposure of the institution, the institution shall calculate the haircut
applicable to the basket of recognized collateral by the use of Formula 5.

FORMULA 5

CALCULATION OF HAIRCUT WHERE MORE THAN ONE TYPE OF

RECOGNIZED COLLATERAL IS PROVIDED IN RESPECT OF

SAME EXPOSURE

Ha = ∑ ai × Hii
where—

Ha = haircut applicable to the basket of recognized collateral;
ai = weight of a given type of recognized collateral in relation to

the aggregate value of all types of recognized collateral
provided in respect of the exposure; and

Hi = haircut applicable to that given type of recognized collateral
pursuant to the standard supervisory haircuts 
for the comprehensive approach to the treatment of
recognized collateral subject to adjustment as set out in
section 92.
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91. Minimum holding periods

Where in respect of an exposure of an authorized institution, there is—
(a) a daily revaluation of the exposure and the recognized collateral

provided in respect of the exposure; or
(b) a requirement that the obligor in respect of the exposure has to

bring the value of the recognized collateral provided in respect of
the exposure up to a value required under the terms of the
transaction giving rise to the exposure based on the daily mark-
to-market value of the exposure and the collateral (referred to in
this Division as “daily remargining”),

the institution shall, for the purposes of determining whether adjustment of the
standard supervisory haircuts applicable to the recognized collateral and the
exposure under section 92 is needed, take the assumed minimum holding
periods to be as set out in Table 12 based on the type of the transaction giving
rise to the exposure.

TABLE 12

ASSUMED MINIMUM HOLDING PERIODS

Assumed minimum
Type of transaction holding period Condition

Repo-style transactions 5 business days Daily remargining

Other capital market 
transactions 10 business days Daily remargining

Secured lending transactions 20 business days Daily revaluation

92. Adjustment of standard supervisory 
haircuts in certain circumstances

Where for the purposes of section 87, 88, 89, 90, 94, 95, 96 or 100—
(a) the assumed minimum holding period of a transaction giving rise

to an exposure of an authorized institution is not 10 business
days; or

(b) the exposure of an authorized institution and the recognized
collateral provided to the institution in respect of the exposure,
are not subject to daily remargining or daily revaluation as
assumed in the standard supervisory haircuts,

the institution shall adjust the standard supervisory haircuts by the use of
Formula 6.
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FORMULA 6

ADJUSTMENT OF STANDARD SUPERVISORY HAIRCUTS FOR

CIRCUMSTANCES SET OUT IN SECTION 92

where—
H = haircut after adjustment for differences in assumed

minimum holding period and remargining and revaluation
frequency;

H10 = standard supervisory haircuts based on an assumed
minimum holding period of 10 business days, daily
remargining and daily revaluation;

NR = actual number of days between each remargining or each
revaluation of the recognized collateral; and

TM = assumed minimum holding period for a particular type of
transaction as set out in Table 12.

93. Calculation of risk-weighted amount of 
collateralized transactions under 
comprehensive approach 

An authorized institution shall calculate the risk-weighted amount of each
of its exposures which is a collateralized transaction by multiplying the net
credit exposure of the institution to the obligor by the risk-weight attributable
to the exposure.

Division 8—Use of recognized netting in credit risk mitigation

94. On-balance sheet netting

(1) Where amounts owed by an obligor to an authorized institution 
in respect of on-balance sheet exposures of the institution are subject to
recognized netting, the institution—

(a) may take into account the effect of the recognized netting in
calculating its exposure to the obligor; and

(b) if a net credit exposure for the institution is the result of so
taking into account the effect of the recognized netting, shall use
the net credit exposure in calculating the risk-weighted amount
of the exposure.

(2) An authorized institution shall calculate its net credit exposure, if
any, referred to in subsection (1)(b) by the use of Formula 7.

——————— 
H = H10 × N

R
+ (T

M
– 1)

H = H10 × ——————— 
10√
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FORMULA 7

CALCULATION OF NET CREDIT EXPOSURE

UNDER RECOGNIZED NETTING

Net credit exposure = max [0, exposures – liabilities × (1 – Hfx)]

where—
exposures = the amounts subject to recognized netting, net of

specific provisions, owed by the obligor to the
authorized institution;

liabilities = the amounts subject to recognized netting owed by the
authorized institution to the obligor; and

Hfx = haircut applicable in consequence of a currency
mismatch, if any, between the currencies in which the
exposures and liabilities are denominated pursuant 
to the standard supervisory haircuts applicable to
currency mismatch set out in Schedule 7 subject to
adjustment as set out in section 92.

(3) Where an authorized institution has a net credit exposure to an
obligor after taking into account recognized netting, the institution shall
calculate the risk-weighted amount of the net credit exposure by multiplying
the net credit exposure by the attributed risk-weight of the obligor.

95. Netting of OTC derivative transactions and 
netting of credit derivative contracts 
booked in trading book

(1) Where an authorized institution’s exposure to a counterparty is under
a nettable derivative transaction (whether or not the recognized netting
concerned relates to more than one type of nettable derivative transaction), the
institution may, in accordance with subsections (2) and (3), take into account
the effect of the recognized netting in calculating the risk-weighted amount of
its net credit exposure to the counterparty.

(2) Subject to subsection (3), an authorized institution shall calculate the
credit equivalent amount of its net credit exposure to a counterparty by adding
together—

(a) the net current exposure (being the sum of the positive and
negative mark-to-market replacement costs of the individual
nettable derivative transactions subject to recognized netting if
the sum is positive); and

(b) the net potential exposure calculated by the use of Formula 8.
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FORMULA 8

CALCULATION OF NET POTENTIAL EXPOSURE UNDER

NETTABLE DERIVATIVE TRANSACTIONS

ANet = 0.4 × AGross + 0.6 × NGR × AGross

where—
ANet = the net potential exposure;
AGross = the sum of the individual amounts derived by

multiplying the principal amounts of all of the
individual nettable derivative transactions by the
applicable CCFs; and

NGR = the ratio of net replacement cost for the nettable
derivative transactions (that is, the non-negative sum
of the positive and negative mark-to-market
replacement costs of the transactions) to gross
replacement cost for the nettable derivative
transactions (that is, the sum of the positive mark-to-
market replacement costs of the transactions).

(3) An authorized institution, in the application of Formula 8 in respect
of its nettable derivative transactions, shall calculate the NGR in that Formula
either on a per counterparty basis, or on an aggregate basis.

(4) An authorized institution shall allocate to the credit equivalent
amount of its net credit exposure to the counterparty calculated in accordance
with subsection (2), net of specific provisions, the attributed risk-weight of the
counterparty.

(5) Where a net credit exposure to a counterparty is covered by
recognized collateral under the comprehensive approach to the treatment of
recognized collateral, Formula 4 shall, with all necessary modifications, be
used by the authorized institution to calculate the credit equivalent amount
after taking into account the effect of the recognized collateral.

(6) In this section—
“aggregate basis” (總和基準), in relation to the calculation of the NGR in

Formula 8, means the ratio of the sum of the net replacement costs for all
nettable derivative transactions with each counterparty to the sum of
gross replacement costs for all nettable derivative transactions with each
counterparty;

“derivative transaction” (衍生工具交易) means—
(a) an OTC derivative transaction; or
(b) a credit derivative contract booked in the trading book;

“per counterparty basis” (每位對手方基準), in relation to the calculation of the
NGR in Formula 8, means the ratio of net replacement cost to gross
replacement cost for the nettable derivative transactions with a particular
counterparty.
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96. Netting of repo-style transactions

(1) An authorized institution which uses the comprehensive approach in
its treatment of recognized collateral shall not take into account the effect of
recognized netting covering the institution’s repo-style transactions in the
calculation of its capital adequacy ratio insofar as it relates to credit risk other
than in accordance with the provisions of this section.

(2) Where under nettable repo-style transactions the subject of
recognized netting an authorized institution has the same counterparty, the
institution shall calculate—

(a) the aggregate value of all money and securities sold, transferred,
loaned or paid to the counterparty; and

(b) the aggregate value of money and securities received by the
institution consisting of—

(i) in the case of repo-style transactions booked in the
institution’s banking book, securities which would be
recognized collateral falling within section 80(a), (b) or (c)
under the comprehensive approach to the treatment of
recognized collateral; and

(ii) in the case of repo-style transactions booked in the
institution’s trading book, any securities.

(3) Subject to section 97, where, in respect of a calculation under
subsection (2) made by an authorized institution in respect of a counterparty,
the aggregate value referred to in subsection (2)(a) is greater than the aggregate
value referred to in subsection (2)(b), the institution shall calculate its net credit
exposure to the counterparty by the use of Formula 9.

FORMULA 9

CALCULATION OF NET CREDIT EXPOSURE TO COUNTERPARTY WHERE

AGGREGATE VALUE REFERRED TO IN SECTION 96(2)(a) IS GREATER

THAN AGGREGATE VALUE REFERRED TO IN SECTION 96(2)(b)

E# = max {0, [(∑(E) – ∑(C)) + ∑(Es × Hs) + ∑(Efx × Hfx)]}

where—
E# = net credit exposure;
E = current market value of money and securities sold,

transferred, loaned or paid by the authorized institution;
C = current market value of money and securities received by

the authorized institution;
Es = absolute value (irrespective of positive or negative) of the

net position in the same securities;
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Hs = haircut applicable to the absolute value of the net position
in the same securities (that is, Es) pursuant to the standard
supervisory haircuts for the comprehensive approach 
to the treatment of recognized collateral subject to
adjustment as set out in section 92;

Efx = absolute value of the net position in a currency different
from the settlement currency; and

Hfx = haircut applicable in consequence of a currency mismatch,
if any, between the currency in which a net position is
denominated and the settlement currency pursuant to the
standard supervisory haircut for currency mismatch set out
in Schedule 7 subject to adjustment as set out in section 92.

(4) An authorized institution shall allocate to its net credit exposure to a
counterparty, calculated in accordance with subsection (3), the attributed risk-
weight of the counterparty.

(5) An authorized institution—
(a) subject to paragraph (b), shall net its nettable repo-style

transactions booked in its banking book separately from netting
its nettable repo-style transactions booked in its trading book
and vice versa;

(b) may net repo-style transactions booked in its banking book with
repo-style transactions booked in its trading book in respect of
the same counterparty if—

(i) all those repo-style transactions are marked-to-market
daily; and

(ii) all the securities received by the institution in respect of all
those repo-style transactions are recognized collateral
falling within section 80(a), (b) or (c) under the
comprehensive approach to the treatment of recognized
collateral.

97. Use of value-at-risk model instead of 
Formula 9

(1) Where under Part 2 the Monetary Authority has approved the use by
an authorized institution of an internal model to measure the institution’s
exposure to market risk, the institution may, with the approval of the
Monetary Authority under subsection (3) and in accordance with that
approval, use an internal model based on VaR (referred to in this section as
“VaR model”) as an alternative to the use of Formula 9 for the purposes of
calculating the institution’s net credit exposure to a given counterparty under
nettable repo-style transactions the subject of recognized netting.
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(2) An authorized institution referred to in subsection (1) may make an
application to the Monetary Authority for the Monetary Authority’s approval
to the institution using a VaR model for the purposes referred to in that
subsection.

(3) Subject to subsections (4) and (5), the Monetary Authority shall
determine an application under subsection (2) from an authorized institution
by notice in writing given to the institution granting, or refusing to grant, the
approval sought.

(4) The Monetary Authority shall refuse to grant approval under
subsection (3) to an authorized institution unless the institution satisfies the
Monetary Authority that, in the case of the VaR model in respect of which the
approval is sought—

(a) the model will take into account any price relationship between
the value of money and securities sold, transferred, loaned or
paid by the institution and the value of money and securities
received by the institution under nettable repo-style transactions,
and, in particular in this regard, whether the prices have a
positive relationship (that is, their prices move in the same
direction) or negative relationship (that is, their prices move in
the opposite direction), or have no relationship at all;

(b) the model will assume a minimum holding period of 5 days and
that minimum holding period will be subject to increase to the
extent that the liquidity of the securities provided by way of
collateral under the nettable repo-style transactions is such that
a longer minimum holding period should be assumed; and

(c) the quality of the model has proved acceptable pursuant to a
prescribed demonstration of the model carried out by the
institution.

(5) The Monetary Authority shall, in deciding whether to grant approval
under subsection (3) in respect of a VaR model, take into account quantitative
and qualitative requirements set out in Schedule 3.

(6) Where an authorized institution is granted approval under subsection
(3) to use a VaR model for the purposes referred to in subsection (1), the
institution shall calculate its net credit exposure to the counterparty under
nettable repo-style transactions by the use of Formula 10.
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FORMULA 10

CALCULATION OF NET CREDIT EXPOSURE TO COUNTERPARTY UNDER

NETTABLE REPO-STYLE TRANSACTIONS USING VAR MODEL

E* = max {0, [(∑(E) – ∑(C)) + VaR output × multiplier]}

where—
E* = net credit exposure;
E = current market value of money and securities sold,

transferred, loaned or paid by the authorized
institution;

C = current market value of money and securities
received by the authorized institution as collateral;

VaR output = the VaR number generated by the VaR model in
respect of the previous business day; and

multiplier = the relevant multiplier derived in accordance with
subsection (7) and Table 13.

TABLE 13

MULTIPLIER FOR EXCEPTIONS

Number of exceptions Multiplier

0 – 19 None (=1)

20 – 39 None (=1)

40 – 59 None (=1)

60 – 79 None (=1)

80 – 99 None (=1)

100 – 119 1.13

120 – 139 1.17

140 – 159 1.22

160 – 179 1.25

180 – 199 1.28

200 or more 1.33
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(7) The multiplier to be applied under Formula 10 shall be derived by
reference to the number of exceptions identified, during back-testing pursuant
to the method used in a prescribed demonstration, over the most recent 250
trading days and by mapping the number of exceptions in column 1 of Table
13 and taking as the multiplier the figure in column 2 of that Table against the
relevant number of exceptions in column 1 of that Table.

(8) In this section—
“prescribed demonstration” (訂明示範), in relation to a VaR model proposed

to be used by an authorized institution for the purposes referred to in
subsection (1), means a demonstration—

(a) which back-tests the output of the model using a sample of 20
counterparties in respect of repo-style transactions with data
covering a one-year period where the counterparties include—

(i) the institution’s 10 largest counterparties; and 
(ii) 10 counterparties selected at random; and

(b) in which for each day, in respect of the institution’s exposure to
the sample of 20 counterparties on the previous day (referred to
in this paragraph as “previous day’s exposure”), the institution
compares its VaR estimate for the previous day’s exposure to the
actual change in value of the previous day’s exposure, and—

(i) where the actual change in value of the previous day’s
exposure is calculated as the difference between the net
value of that exposure calculated using today’s market
prices and the net value of that exposure calculated using
the previous day’s market prices;

(ii) where if the change exceeds the previous day’s estimate, an
exception occurs.

Division 9—Use of recognized guarantees and recognized credit 
derivative contracts in credit risk mitigation

98. Recognized guarantees

A guarantee given to an authorized institution is recognized for the
purposes of calculating the risk-weighted amount of an exposure of the
institution where—

(a) the guarantee is given by—
(i) a sovereign;

(ii) a public sector entity;
(iii) a multilateral development bank;
(iv) a bank;
(v) a securities firm; or
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(vi) a corporate which has an ECAI issuer rating which, if
mapped to the scale of credit quality grades in Table C in
Schedule 6, would result in the corporate being assigned 
a credit quality grade of 1 or 2,

in each case having been allocated a lower risk-weight than that
allocated to the exposure in respect of which the guarantee has
been given (referred to in this section as “guaranteed exposure”);

(b) the guarantee gives the institution a direct claim against the
guarantor;

(c) the credit protection provided by the guarantee relates to 
a specific exposure, specific exposures, or specific pools of
exposures, of the institution;

(d ) the undertaking of the guarantor to make payment in specified
circumstances relating to the guaranteed exposure is clearly
documented so that the extent of the credit protection provided
by the guarantee is clearly defined;

(e) there is no clause in the guarantee, the satisfaction of which is
outside the direct control of the institution, which would allow
the guarantor to cancel the guarantee unilaterally or which
would increase the effective cost of the credit protection
provided by the guarantee as a result of the deteriorating credit
quality of the guaranteed exposure except for a clause permitting
termination in the event of a failure by the institution to pay
sums due from it under the terms of the guarantee;

( f ) there is no clause in the guarantee, the satisfaction of which is
outside the direct control of the institution, which could operate
to prevent the guarantor from being obliged to pay out promptly
in the event that the obligor in respect of the guaranteed
exposure defaults in making any payments due to the institution
in respect of the guaranteed exposure;

(g) the country in which the guarantor is located and from which
the guarantor may be obliged to make payment has no existing
exchange controls in place or, if there are existing exchange
controls in place, approval has been obtained for the funds to be
remitted freely in the event that the guarantor is called upon
under the terms of the guarantee to make payment to the
institution;

(h) the guarantor has no recourse to the institution for any losses
suffered as a result of the guarantor being obliged to make any
payment to the institution pursuant to the guarantee;
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(i ) the institution has the right to receive payment from the
guarantor without having to take legal action in order to pursue
the obligor in respect of the guaranteed exposure for payment;
and

( j ) the guarantee is binding on all parties and legally enforceable in
all relevant jurisdictions.

99. Recognized credit derivative contracts

(1) A credit derivative contract entered into by an authorized institution
as a protection buyer is recognized for the purposes of calculating the risk-
weighted amount of an exposure of the institution where—

(a) the credit derivative contract is a credit default swap or total
return swap (other than a restricted return swap);

(b) the protection seller of the credit derivative contract is—
(i) a sovereign;

(ii) a public sector entity;
(iii) a multilateral development bank;
(iv) a bank;
(v) a securities firm; or

(vi) a corporate which has an ECAI issuer rating which, if
mapped to the scale of credit quality grades in Table C in
Schedule 6, would result in the corporate being assigned 
a credit quality grade of 1 or 2,

in each case having been allocated a lower risk-weight than that
allocated to the exposure in respect of which the credit derivative
contract has been entered into (referred to in this section as
“protected exposure”);

(c) the economic benefit derived by the institution would make good
the economic loss suffered by the institution in consequence of
the default of the obligor in respect of the protected exposure in
a manner substantially similar to that of a recognized guarantee;

(d ) the credit derivative contract gives the institution a direct claim
against the protection seller;

(e) the credit protection provided by the credit derivative contract
relates to a specific exposure, specific exposures, or specific pools
of exposures, of the institution;

( f ) the undertaking of the protection seller under the credit
derivative contract to make payment in specified circumstances
relating to the protected exposure is clearly documented so that
the extent of the credit protection provided by the credit
derivative contract is clearly defined;
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(g) there is no clause in the credit derivative contract, the
satisfaction of which is outside the direct control of the
institution, which would allow the protection seller to cancel the
contract unilaterally or which would increase the effective cost of
the credit protection offered by the credit derivative contract as
a result of the deteriorating credit quality of the protected
exposure except for a clause permitting termination in the event
of a failure by the institution to pay sums due from it under the
terms of the credit derivative contract;

(h) there is no clause in the credit derivative contract, the
satisfaction of which is outside the direct control of the
institution, which could operate to prevent the protection seller
from being obliged to pay out promptly in the event that the
obligor in respect of the protected exposure defaults in making
any payments due to the institution in respect of the protected
exposure;

(i ) the country in which the protection seller is located and from
which the protection seller may be obliged to make payment has
no existing exchange controls in place or, if there are existing
exchange controls in place, approval has been obtained for the
funds to be remitted freely in the event that the protection seller
is called upon under the terms of the credit derivative contract to
make payment to the institution;

( j ) the protection seller has no recourse to the institution for any
losses suffered as a result of the protection seller being obliged to
make any payment to the institution pursuant to the credit
derivative contract;

(k) the credit derivative contract obliges the protection seller to
make payment to the institution in the following credit events—

(i) any failure by the obligor in respect of the protected
exposure to pay amounts due under the terms of the
protected exposure (subject to any grace period in the
contract which is of substantially similar duration to any
grace period provided for in the terms of the protected
exposure);

(ii) the bankruptcy or insolvency of (or analogous events
affecting) the obligor in respect of the protected exposure or
the obligor’s failure or inability to pay its debts as they fall
due or the obligor’s admission in writing of the obligor’s
inability generally to pay its debts as they fall due; or
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(iii) subject to subsections (2) and (3), the protected exposure is
restructured, involving forgiveness or postponement of
payment of any principal or interest or fees, which results in
the institution making any deduction or specific provision
or other similar debit to the institution’s profit and loss
account;

(l ) in any case where the protected exposure provides a grace period
within which the obligor may make good a default in payment,
the credit derivative contract is not capable of terminating prior
to the expiry of the grace period;

(m) in any case where the credit derivative contract provides for
settlement in cash, it provides an adequate mechanism for
valuation of the loss occasioned to the institution in respect of
the protected exposure and specifies a reasonable period within
which that valuation is to be arrived at following a credit event;

(n) in any case where the reference obligation or the obligation used
for the purposes of determining whether a credit event has
occurred as specified in the credit derivative contract (referred to
in this paragraph as “specified obligation”) does not include or is
different from the protected exposure—

(i) the specified obligation of the credit derivative contract
ranks for payment or repayment equally with, or junior to,
the protected exposure; and

(ii) the obligor in respect of the protected exposure is the same
person as the obligor in respect of the specified obligation
and legally enforceable cross default or cross acceleration
clauses are included in the terms of both the protected
exposure and the specified obligation;

(o) in any case where under the terms of the credit derivative
contract it is a condition of settlement that the institution
transfers its rights in respect of the protected exposure to the
protection seller, the terms of the protected exposure provide
that any consent which may be required from the obligor in
respect of the protected exposure shall not be unreasonably
withheld;

( p) the credit derivative contract specifies clearly the identity of the
person who is empowered to determine whether a credit event
has occurred, that person is not solely the protection seller and
the institution is, under the terms of the credit derivative
contract, entitled to inform the protection seller of the
occurrence of a credit event; and

(q) the credit derivative contract is binding on all parties and legally
enforceable in all relevant jurisdictions.
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(2) Where any restructuring of the protected exposure to which a credit
derivative contract relates does not, under the terms of the contract, require
payment by the protection seller to the authorized institution concerned but
the maximum liability of the protection seller to the institution under the credit
derivative contract is more than the amount of the protected exposure, the
contract shall be deemed to be a recognized credit derivative contract to the
extent of 60% of the amount of the protected exposure.

(3) Where any restructuring of the protected exposure to which a credit
derivative contract relates does not, under the terms of the contract, require
payment by the protection seller to the authorized institution concerned but
the maximum liability of the protection seller to the institution under the credit
derivative contract is less than, or equal to, the amount of the protected
exposure, the contract shall be deemed to be a recognized credit derivative
contract to the extent of 60% of the maximum liability of the protection seller
to the institution under the credit derivative contract.

(4) In this section—
“restricted return swap” (受限制回報掉期), in relation to an authorized

institution, means a total return swap where—
(a) the institution is the protection buyer under the swap; and
(b) the institution records the net payments received by it under the

swap as net income but does not record, through deductions in
fair value in the accounts of the institution or by an addition to
reserves or provisions, the extent to which the value of the
protected exposure has deteriorated.

100. Capital treatment of recognized 
guarantees and recognized 
credit derivative contracts

(1) Subject to subsections (2), (3), (4), (5), (6), (7), (8) and (9), where an
authorized institution’s exposure is covered by a recognized guarantee or
recognized credit derivative contract, the institution may allocate to the
exposure the attributed risk-weight of the credit protection provider.

(2) Subject to subsections (3), (4), (5), (6), (7), (8) and (9), where—
(a) the credit protection covered portion of an authorized

institution’s exposure is covered by a recognized guarantee or
recognized credit derivative contract; and

(b) the credit protection covered portion and the credit protection
uncovered portion of the exposure rank equally,

the institution shall—
(c) allocate to the credit protection covered portion of the exposure

the attributed risk-weight of the credit protection provider;
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(d ) allocate to the credit protection uncovered portion of the
exposure the risk-weight attributable to the exposure.

(3) Sections 83, 84 and 85, with all necessary modifications, apply to an
authorized institution in relation to the calculation of the risk-weighted
amount of exposures covered by recognized guarantees or recognized credit
derivative contracts.

(4) Where in respect of an authorized institution’s exposure covered by 
a recognized guarantee or recognized credit derivative contract there is 
a currency mismatch, then, to the extent that a calculation required by
subsection (3) by the institution relates to that guarantee or contract, as the
case may be, the institution shall adjust the credit protection covered portion
by the use of Formula 11.

FORMULA 11

CALCULATION OF AMOUNT OF CREDIT PROTECTION OF RECOGNIZED

GUARANTEE OR RECOGNIZED CREDIT DERIVATIVE CONTRACT

WHERE THERE IS CURRENCY MISMATCH

Ga = G × (1 – Hfx)

where—
Ga = credit protection covered portion adjusted for a currency

mismatch;
G = maximum liability of the credit protection provider to the

authorized institution under the credit protection; and
Hfx = haircut applicable in consequence of a currency mismatch

pursuant to the standard supervisory haircuts for the
comprehensive approach to the treatment of recognized
collateral subject to adjustment as set out in section 92.

(5) Where—
(a) section 56(2) is applicable to domestic currency exposure to a

sovereign; and
(b) the credit protection covered portion of an authorized

institution’s exposure—
(i) is funded in the local currency of that sovereign; and

(ii) is the subject of a recognized guarantee by that sovereign
denominated in the local currency,

the institution may allocate the lower risk-weight provided for by section 56(2)
to that credit protection covered portion.

(6) Where—
(a) section 56(3) is applicable to domestic currency exposure to a

sovereign; and
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(b) the credit protection covered portion of an authorized
institution’s exposure—

(i) is funded in the local currency of that sovereign;
(ii) is an exposure arising from a loan; and

(iii) is the subject of a recognized guarantee by that sovereign
denominated in the local currency,

the institution may allocate the risk-weight provided for by section 56(3)(c) to
that credit protection covered portion.

(7) Where—
(a) section 56(3) is applicable to domestic currency exposure to a

sovereign; and
(b) the credit protection covered portion of an authorized

institution’s exposure—
(i) is funded in the local currency of that sovereign; 

(ii) is an exposure arising from fixed rate debt securities with a
residual maturity of less than one year or floating rate debt
securities of any maturity; and

(iii) is the subject of a recognized guarantee by that sovereign
denominated in the local currency,

the institution may allocate the risk-weight provided for by section 56(3)(d ) to
that credit protection covered portion.

(8) Where—
(a) section 56(3) is applicable to domestic currency exposure to a

sovereign; and
(b) the credit protection covered portion of an authorized

institution’s exposure—
(i) is funded in the local currency of that sovereign;

(ii) is an exposure arising from fixed rate debt securities with a
residual maturity of not less than one year; and

(iii) is the subject of a recognized guarantee by that sovereign
denominated in the local currency,

the institution may allocate the risk-weight provided for by section 56(3)(e) to
that credit protection covered portion.

(9) Where the credit protection covered portion of an authorized
institution’s exposure—

(a) is such credit protection covered portion by virtue of a
recognized guarantee (referred to in this subsection as “original
guarantee”); and

(b) is the subject of a counter-guarantee given by a sovereign,
the institution may, in respect of the credit protection covered portion, treat
the counter-guarantee as if it were the original guarantee if—
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(c) the counter-guarantee covers all credit risk elements of the
exposure to the extent that it relates to the credit protection
covered portion;

(d ) the counter-guarantee is given in such terms that it can be called
if for any reason the obligor in respect of the exposure to which
the original guarantee relates fails to make payments due in
respect of the exposure and if the original guarantee could be
called;

(e) the original guarantee and the counter-guarantee meet all of the
requirements for guarantees set out in section 98 (except that the
counter-guarantee need not be a guarantee given directly and
explicitly with respect to the institution’s exposure to which the
original guarantee relates); and

( f ) the institution reasonably considers the cover of the counter-
guarantee to be adequate and effective and there is no evidence
to suggest that the coverage of the counter-guarantee is less
effective than that of a direct and explicit guarantee by the
sovereign which gives the counter-guarantee.

101. Provisions supplementary to section 100

(1) Where the credit protection in respect of an authorized institution’s
exposure consists of a recognized credit derivative contract which is a credit
default swap or total return swap—

(a) if upon the happening of a credit event the protection seller is
obliged to pay the amount specified in the contract to the
institution in exchange for delivery by the institution of the
deliverable obligation specified in the contract, the institution
may treat the exposure as being fully covered;

(b) if upon the happening of a credit event the protection seller is
obliged to pay the amount specified in the contract to the
institution less the market value of the reference obligation
specified in the contract, calculated by specified calculation
agents at some specified point in time after the credit event has
occurred, the institution may treat the exposure as being fully
covered; and

(c) if upon the happening of a credit event the protection seller is
obliged to pay a fixed amount to the institution, the institution
may only treat that amount of the exposure which is equivalent
to the fixed amount as being fully covered.

(2) Where the credit protection in respect of an authorized institution’s
exposure consists of a recognized credit derivative contract which provides
that, upon the happening of a credit event—
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(a) the protection seller is not obliged to make a payment in respect
of any loss until the loss exceeds a specified amount (referred to
in this subsection as “first loss portion”); and

(b) the protection seller is not obliged to make a payment in respect
of any loss except to the extent that the loss exceeds the first loss
portion, 

the institution shall, in calculating its capital adequacy ratio, deduct the first
loss portion from its core capital and supplementary capital.

(3) Where the credit protection in respect of a basket of exposures of an
authorized institution consists of a recognized first-to-default credit derivative
contract—

(a) the institution shall recognize that credit protection for the
exposure in the basket of exposures which would carry the
lowest risk-weighted amount in the absence of the credit
protection amongst the exposures in the basket only if the
principal amount of the exposure is not more than the notional
amount of the contract; and

(b) in the case of such credit protection so recognized, the institution
may allocate to the exposure within the basket which would
carry the lowest risk-weighted amount in the absence of the
credit protection the attributed risk-weight of the credit
protection provider.

(4) Where the credit protection in respect of a basket of exposures of an
authorized institution consists of a recognized second-to-default credit
derivative contract, the institution may, to the extent of the coverage of the
credit protection, allocate to the exposure within the basket which would carry
the second lowest risk-weighted amount in the absence of the credit protection
the attributed risk-weight of the credit protection provider only if—

(a) the institution has, as a protection buyer, entered into a
recognized first-to-default credit derivative contract in respect of
which the basket of reference obligations, or the basket of
obligations used for the purposes of determining whether a
credit event has occurred as specified in the contract, is the same
as the basket of reference obligations or the basket of obligations
used for the purposes of determining whether a credit event has
occurred as specified in the second-to-default credit derivative
contract (referred to in this subsection as “relevant basket”); or

(b) an exposure in the relevant basket has defaulted.
(5) Where the credit protection in respect of a basket of exposures of an

authorized institution consists of a recognized subsequent-to-default credit
derivative contract, the institution may, with all necessary modifications, apply
subsection (4) to that contract as that subsection is applied to a second-to-
default credit derivative contract so that—
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(a) the reference to “a recognized first-to-default credit derivative
contract in respect of which the basket of reference obligations,
or the basket of obligations used for the purposes of determining
whether a credit event has occurred as specified in the contract”
in subsection (4)(a) is construed to mean “recognized first-to-
default and second-to-default credit derivative contracts in
respect of which the basket of reference obligations, or the
basket of obligations used for the purposes of determining
whether a credit event has occurred as specified in each
contract”; and

(b) the reference to “an exposure in the relevant basket has” in
subsection (4)(b) is construed to mean “2 exposures in the
relevant basket have”,

in the case of a third-to-default credit derivative contract and likewise for other
subsequent-to-default credit derivative contracts.

(6) Where the credit protection in respect of a basket of exposures of an
authorized institution is a credit derivative contract which provides credit
protection proportionately to reference obligations in the basket of reference
obligations as specified in the contract, the institution shall calculate the risk-
weighted amount of its exposures by substituting the attributed risk-weight of
the credit protection provider for the risk-weights of the exposures to the
extent of the coverage of the credit protection.

(7) Where—
(a) an authorized institution has entered into a transaction under

which a portion of the credit risk of an exposure it has is
transferred in one or more than one tranche to one or more than
one credit protection provider, and the other portion of the
credit risk of the exposure is retained by the institution; and

(b) the portion of credit risk transferred and the portion of the
credit risk retained are of different seniority,

the institution shall treat the transaction as a securitization transaction and
determine the treatment of the exposure in accordance with the relevant
provisions of Part 7.

(8) Where the credit protection in respect of an authorized institution’s
exposure takes the form of an issue of credit-linked notes by the institution, the
institution—

(a) may only treat that amount of the exposure which is equivalent
to the cash funding received from the notes as being fully
covered; 

(b) shall treat the credit protection covered portion of the exposure
as an exposure collateralized by cash deposit; and
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(c) shall deduct from the institution’s core capital and
supplementary capital the first loss portion, being any specified
amount of loss, upon the happening of a credit event, below
which the protection seller is not obliged to share in the loss.

Division 10—Multiple recognized credit risk mitigation 
and maturity mismatches

102. Multiple recognized credit risk 
mitigation

(1) Where in respect of a single exposure of an authorized institution to
an obligor, 2 or more forms of recognized credit risk mitigation have been used
by the institution, the institution shall calculate the risk-weighted amount of
the exposure in accordance with these Rules by dividing the exposure into the
portions which respectively represent the proportions of the exposure covered
by each of the forms of recognized credit risk mitigation so used.

(2) Where in respect of a single exposure of an authorized institution to
an obligor, there is an overlap of coverage between 2 or more forms of
recognized credit risk mitigation used by the institution, the institution may
select, in respect of the portion of the exposure covered by the overlap, the
recognized credit risk mitigation which result in the lowest risk-weighted
amount of that portion of the exposure covered by the overlap.

(3) Where an authorized institution has an exposure to an obligor in
respect of which credit protection has been provided by a single credit
protection provider in circumstances where the relevant credit protection has
different maturities, the institution shall calculate the risk-weighted amount of
the exposure in accordance with these Rules by dividing the exposure into
different portions reflecting the maturity of the credit protection respectively
attributable to the different portions.

(4) Where an authorized institution has an exposure to an obligor in the
form of a general banking facility consisting of 2 or more credit lines—

(a) the institution may, in calculating its risk-weighted amount in
respect of the credit lines, allocate any credit protection taken in
respect of the exposure amongst the individual exposures under
each of the credit lines; and

(b) if the institution exercises its discretion under paragraph (a), the
institution shall aggregate the risk-weighted amounts of the
individual exposures under each of the credit lines to determine
the total risk-weighted amount of the exposure in respect of the
general banking facility.
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103. Maturity mismatches

(1) Where the credit protection provided in respect of an exposure of an
authorized institution (other than the netting of repo-style transactions, OTC
derivative transactions and credit derivative contracts) has a residual maturity
which is shorter than the residual maturity of the exposure (referred to in this
section as “maturity mismatch”), the institution shall adjust the value of the
credit protection by the use of Formula 12.

FORMULA 12

ADJUSTMENT OF CALCULATION OF VALUE OF CREDIT PROTECTION WHERE

THERE IS MATURITY MISMATCH

Pa = P × (t – 0.25) / (T – 0.25)
where—

Pa = value of credit protection adjusted for maturity mismatch;
P = value of credit protection adjusted by standard supervisory

haircuts for price volatility of collateral and currency
mismatch (if applicable);

t = Min (T, residual maturity of credit protection) expressed in
years; and

T = Min (5, residual maturity of the exposure) expressed in
years.

(2) Where there is a maturity mismatch, the institution, in calculating its
risk-weighted amount of the exposure—

(a) shall take into account the credit protection only if the credit
protection has an original maturity of not less than one year;

(b) shall not take into account the credit protection once it has a
residual maturity of not more than 3 months; and

(c) shall not take into account the credit protection if the credit
protection is in the form of recognized collateral and the risk-
weighted amount of the exposure is calculated by using the
simple approach to the treatment of recognized collateral.

(3) For the purposes of calculating the respective maturities of an
exposure of an authorized institution and any credit protection covering the
exposure—

(a) if the credit protection is in the form of recognized collateral,
guarantees or credit derivative contracts, the institution shall, at
any time before the obligor in respect of the exposure to which
the credit protection relates performs the obligor’s obligations,
take the effective maturity of the exposure to be the longest
possible remaining time after taking into account any applicable
grace period provided for in the terms of the exposure;
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(b) if the terms of the credit protection provide for an option which
may reduce the term of that credit protection, the institution
shall take into account the option and the earliest possible date
upon which it may be exercised;

(c) if the terms of the credit protection provide that the credit
protection provider may terminate the credit protection before
its maturity, the institution shall take the maturity of the credit
protection to be the first date upon which the credit protection
provider may so terminate the credit protection; and

(d ) if the terms of the credit protection permit the institution to
terminate the credit protection before its maturity and there is 
a positive incentive for the institution to exercise its discretion 
so to do, the institution shall take the maturity of the credit
protection to be the time left to run before the earliest date upon
which the institution may exercise the discretion.

(4) For the purposes of this section, the original maturity and residual
maturity of credit protection which is recognized collateral falling within
section 79(a) shall be taken to be the period for which it will continue to fulfil
the requirements of section 77 applicable to the credit protection.

PART 5

CALCULATION OF CREDIT RISK FOR NON-SECURITIZATION

EXPOSURES: BSC APPROACH

Division 1—General

104. Application of Part 5

(1) This Part applies to an authorized institution which uses the BSC
approach to calculate its credit risk for non-securitization exposures.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Part is a reference to an authorized institution which uses the
BSC approach to calculate its credit risk for non-securitization exposures.

105. Interpretation of Part 5

In this Part, unless the context otherwise requires—
“attributed risk-weight” (歸屬風險權重), in relation to a person to whom an

authorized institution has an exposure, means the risk-weight which
would be attributable, in accordance with sections 109, 110, 111, 112, 113
and 116, to—
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(a) the person as the obligor; or
(b) the exposure;

“cash items” (現金項目), in relation to an authorized institution, means all or
any of the following—

(a) legal tender notes or other notes, and coins, representing the
lawful currency of a country held by the institution;

(b) the institution’s holdings of certificates of indebtedness issued by
the Government for the issue of legal tender notes;

(c) gold bullion held by the institution, or gold bullion held on an
allocated basis for the institution by another person, which is
backed by gold bullion liabilities;

(d ) gold bullion held on an unallocated basis for the institution by
another person which is backed by gold bullion liabilities;

(e) gold bullion held by the institution, or gold bullion held for the
institution by another person, which is not backed by gold
bullion liabilities;

( f ) cheques, drafts and other items drawn on other banks—
(i) which are payable to the account of the institution

immediately upon presentation; and
(ii) which are in the process of collection;

(g) unsettled clearing items of the institution which are being
processed through any interbank clearing system in Hong Kong;

(h) receivables from transactions in securities (other than repo-style
transactions), foreign exchange, and commodities which are not
yet due for settlement;

(i ) positive current exposure incurred by the institution 
under transactions in securities (other than repo-style
transactions), foreign exchange, and commodities—

(i) which are entered into on a delivery-versus-payment basis;
and 

(ii) which are outstanding after the settlement date in respect of
the transaction concerned;

( j ) the amounts of payment made or the current market value of the
thing delivered, and the positive current exposure incurred, by
the institution under transactions in securities (other than repo-
style transactions), foreign exchange, and commodities—

(i) which are entered into on a non-delivery-versus-payment
basis; and

(ii) which are outstanding up to and including the fourth
business day after the settlement date in respect of the
transaction concerned;
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“credit equivalent amount” (信貸等值數額), in relation to an off-balance sheet
exposure, means the credit equivalent amount of the exposure calculated
under section 118 or 120, as the case requires;

“credit protection covered portion” (信用保障涵蓋部分), in relation to an
exposure of an authorized institution which is covered by recognized
collateral, a recognized guarantee or a recognized credit derivative
contract, means that portion of the exposure (which may be all of the
exposure) which is covered by the current market value of the recognized
collateral, or the maximum liability of the credit protection provider to
the institution under the recognized guarantee or recognized credit
derivative contract, as the case may be;

“credit protection uncovered portion” (不受信用保障涵蓋部分), in relation to an
exposure of an authorized institution which is covered by recognized
collateral, a recognized guarantee or a recognized credit derivative
contract, means that portion of the exposure which is not covered by the
current market value of the recognized collateral, or the maximum
liability of the credit protection provider to the institution under the
recognized guarantee or recognized credit derivative contract, as the case
may be;

“debt securities” (債務證券) means any securities other than shares, stocks or
import or export trade bills;

“exposure” (風險承擔), in relation to an authorized institution, means a credit
exposure (including an asset) of the institution;

“non-qualifying reference obligation” (不合資格參照義務) means a reference
obligation which is not a qualifying reference obligation;

“principal amount” (本金額)—
(a) in relation to an on-balance sheet exposure of an authorized

institution, means the book value (including accrued interest and
revaluations) of the exposure;

(b) in relation to an off-balance sheet exposure of an authorized
institution, means—

(i) subject to subparagraph (ii), in the case of an exposure
listed in Table 14, the contracted amount of the exposure;

(ii) in the case of an exposure listed in Table 14 which is an
undrawn facility or the undrawn portion of a partially
drawn facility, the amount of the undrawn commitment;

(iii) subject to subparagraph (iv), in the case of an exposure
listed in Table 15, the notional amount of the exposure;

(iv) in the case of an exposure listed in Table 15 where the stated
notional amount of the exposure is leveraged or enhanced
by the structure of the exposure, the effective notional
amount of the exposure taking into account that the stated
notional amount is so leveraged or enhanced, as the case
may be;
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“qualifying reference obligation” (合資格參照義務) means a reference obligation
which falls within section 287(4) or is issued by a sovereign with a credit
quality grade of 1, 2 or 3 as determined in accordance with section 287;

“recognized collateral” (認可抵押品) means collateral recognized under 
section 124;

“recognized credit derivative contract” (認可信用衍生工具合約) means—
(a) a credit derivative contract recognized under section 133(1); or
(b) a credit derivative contract which falls within section 133(2) or

(3) to the extent that it is deemed under that section to be a
recognized credit derivative contract;

“recognized guarantee” (認可擔保) means a guarantee recognized under section
132;

“Tier 2 country” (第 2級國家) means any country which is not a Tier 1 country.

Division 2—Calculation of credit risk under BSC approach, 
exposures to be covered in calculation, and

classification of exposures

106. Calculation of risk-weighted amount 
of exposures

(1) Subject to section 107, an authorized institution shall calculate an
amount representing the degree of credit risk to which the institution is
exposed by aggregating—

(a) the risk-weighted amount of the institution’s on-balance sheet
exposures; and

(b) the risk-weighted amount of the institution’s off-balance sheet
exposures.

(2) For the purposes of subsection (1)(a)—
(a) subject to paragraph (b), an authorized institution shall calculate

the risk-weighted amount of the institution’s on-balance sheet
exposures by multiplying the principal amount of each such
exposure, net of specific provisions, by the relevant risk-weight
attributable to the exposure determined under Division 3;

(b) an authorized institution may reduce the risk-weighted amount
of the institution’s on-balance sheet exposure by taking into
account the effect of any recognized credit risk mitigation in
respect of the exposure in the manner set out in Divisions 5, 6, 7
and 8.
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(3) For the purposes of subsection (1)(b)—
(a) subject to paragraph (b), an authorized institution shall calculate

the risk-weighted amount of the institution’s off-balance sheet
exposures by—

(i) in the case of any such exposure which is an OTC derivative
transaction or credit derivative contract—
(A) converting the principal amount of the exposure into

its credit equivalent amount in the manner set out in
section 118 or 120, as the case requires; and

(B) multiplying the credit equivalent amount, net of
specific provisions, by the exposure’s relevant risk-
weight determined under section 121;

(ii) in any other case—
(A) converting the principal amount of each such exposure,

net of specific provisions, into its credit equivalent
amount in the manner set out in section 118 or 120, as
the case requires; and 

(B) multiplying the credit equivalent amount by the
exposure’s relevant risk-weight determined under
section 121;

(b) an authorized institution may reduce the risk-weighted amount
of the institution’s off-balance sheet exposure by taking into
account the effect of any recognized credit risk mitigation in
respect of the exposure in the manner set out in Divisions 5, 6, 7
and 8.

107. On-balance sheet exposures and 
off-balance sheet exposures 
to be covered

An authorized institution shall, for the purposes of calculating an amount
representing the degree of credit risk to which the institution is exposed under
section 106, take into account and risk-weight—

(a) all of the institution’s on-balance sheet exposures and off-
balance sheet exposures booked in its banking book except such
exposures—

(i) which under sections 48 and 49 are required to be deducted
from any of the institution’s core capital and supplementary
capital; or

(ii) which are subject to the requirements of Part 7; 
(b) all of the institution’s exposures to counterparties under credit

derivative contracts, OTC derivative transactions, or repo-style
transactions, booked in its trading book; and

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2955



(c) all of the institution’s market risk exposures which are exempted
from section 17 under section 22 except for its total net open
position in foreign exchange exposures as derived in accordance
with section 296.

108. Classification of exposures

An authorized institution shall classify each of its exposures, according to
the obligor or the nature of the exposure, into one only of the following
classes—

(a) sovereign exposures;
(b) public sector entity exposures;
(c) multilateral development bank exposures;
(d ) bank exposures;
(e) cash items;
( f ) residential mortgage loans; or
(g) other exposures.

Division 3—Determination of risk-weights applicable to 
on-balance sheet exposures

109. Sovereign exposures

(1) Subject to section 110, an authorized institution shall allocate a risk-
weight to a sovereign exposure in accordance with the following provisions.

(2) Where an exposure of an authorized institution to a sovereign of a
Tier 1 country arises from a loan by the institution to the sovereign, the
institution shall allocate a risk-weight of 0% to the exposure.

(3) Where an exposure of an authorized institution to a sovereign of a
Tier 1 country arises from—

(a) fixed rate debt securities with a residual maturity of less than one
year, which are issued by the sovereign and held by the
institution; or

(b) floating rate debt securities of any maturity, which are issued by
the sovereign and held by the institution,

the institution shall allocate a risk-weight of 10% to the exposure.
(4) Where an exposure of an authorized institution to a sovereign of a

Tier 1 country arises from fixed rate debt securities with a residual maturity of
not less than one year, which are issued by the sovereign and held by the
institution, the institution shall allocate a risk-weight of 20% to the exposure.

(5) Where an exposure of an authorized institution arises in respect of a
guarantee given by a sovereign of a Tier 1 country of—
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(a) any fixed rate debt securities with a residual maturity of less than
one year, which are held by the institution; or

(b) any floating rate debt securities of any maturity, which are held
by the institution,

the institution shall allocate a risk-weight of 10% to the exposure.
(6) Where an exposure of an authorized institution arises in respect of a

guarantee given by a sovereign of a Tier 1 country of any fixed rate debt
securities with a residual maturity of not less than one year, which are held by
the institution, the institution shall allocate a risk-weight of 20% to the
exposure.

(7) Where—
(a) an exposure of an authorized institution to a sovereign of a Tier

2 country arises from a loan by the institution to the sovereign;
and

(b) the exposure is a domestic currency exposure,
the institution shall allocate a risk-weight of 0% to the exposure.

(8) Where—
(a) an exposure of an authorized institution to a sovereign of a Tier

2 country arises from—
(i) fixed rate debt securities with a residual maturity of less

than one year, which are issued by the sovereign and held
by the institution; or

(ii) floating rate debt securities of any maturity, which are
issued by the sovereign and held by the institution; and

(b) the exposure is a domestic currency exposure,
the institution shall allocate a risk-weight of 10% to the exposure.

(9) Where—
(a) an exposure of an authorized institution to a sovereign of a Tier

2 country arises from fixed rate debt securities with a residual
maturity of not less than one year, which are issued by the
sovereign and held by the institution; and

(b) the exposure is a domestic currency exposure,
the institution shall allocate a risk-weight of 20% to the exposure.

(10) Where—
(a) an exposure of an authorized institution arises in respect of a

guarantee given by a sovereign of a Tier 2 country of—
(i) any fixed rate debt securities with a residual maturity of less

than one year, which are held by the institution; or 
(ii) any floating rate debt securities of any maturity, which are

held by the institution; and 
(b) the securities are denominated in the local currency of the Tier 2

country, and funded by liabilities entered into by the institution
in that currency,
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the institution shall allocate a risk-weight of 10% to the exposure.
(11) Where—

(a) an exposure of an authorized institution arises in respect of a
guarantee given by a sovereign of a Tier 2 country of any fixed
rate debt securities with a residual maturity of not less than one
year, which are held by the institution; and

(b) the securities are denominated in the local currency of the Tier 2
country, and funded by liabilities entered into by the institution
in that currency,

the institution shall allocate a risk-weight of 20% to the exposure.
(12) Where an exposure of an authorized institution to a sovereign of a

Tier 2 country does not fall within subsection (7), (8), (9), (10) or (11), the
institution shall allocate a risk-weight of 100% to the exposure.

(13) For the avoidance of doubt, it is hereby declared that, for the
purposes of this section, an exposure of an authorized institution to the
Government includes an exposure of the institution to the Exchange Fund.

110. Exceptions to section 109

Where an exposure of an authorized institution to a sovereign consists of
an exposure to a relevant international organization, the institution shall
allocate a risk-weight of 0% to the exposure.

111. Public sector entity exposures

An authorized institution shall allocate a risk-weight of—
(a) 20% to an exposure of the institution to a public sector entity of

a Tier 1 country; and
(b) 100% to an exposure of the institution to a public sector entity of

a Tier 2 country.

112. Multilateral development bank exposures

An authorized institution shall allocate a risk-weight of 0% to an exposure
of the institution to a multilateral development bank.

113. Bank exposures

An authorized institution shall allocate a risk-weight of—
(a) 20% to an exposure of the institution to a bank which falls

within paragraph (a) of the definition of “bank” in section 2(1);
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(b) 20% to an exposure of the institution to a bank which falls
within paragraph (b) of the definition of “bank” in section 2(1)
and which is incorporated in a Tier 1 country;

(c) 20% to an exposure of the institution, with a residual maturity of
less than one year, to a bank which falls within paragraph (b) 
of the definition of “bank” in section 2(1) and which is
incorporated in a Tier 2 country; and

(d ) 100% to an exposure of the institution, with a residual maturity
of not less than one year, to a bank which falls within paragraph
(b) of the definition of “bank” in section 2(1) and which is
incorporated in a Tier 2 country.

114. Cash items

An authorized institution shall allocate a risk-weight of 0% to all cash
items in relation to the institution except that—

(a) in the case of cash items which fall within paragraph (d ) of the
definition of “cash items” in section 105, the institution shall
allocate a risk-weight which is the same as the attributed risk-
weight of the person who holds the gold bullion concerned;

(b) in the case of cash items which fall within paragraph (e) of the
definition of “cash items” in section 105, the institution shall
allocate a risk-weight of 100%;

(c) in the case of cash items which fall within paragraph ( f ) of the
definition of “cash items” in section 105, the institution shall
allocate a risk-weight of 20%;

(d ) in the case of cash items which fall within paragraph (i ) of the
definition of “cash items” in section 105, and the transactions to
which the items relate remain outstanding for 5 or more business
days after the settlement date, the institution shall allocate a
risk-weight of—

(i) 100% for such items in relation to the transactions which
remain so outstanding from 5 to 15 business days (both
days inclusive);

(ii) 625% for such items in relation to the transactions which
remain so outstanding from 16 to 30 business days (both
days inclusive);

(iii) 937.5% for such items in relation to the transactions which
remain so outstanding from 31 to 45 business days (both
days inclusive); and

(iv) 1,250% for such items in relation to the transactions which
remain so outstanding for 46 or more business days; and
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(e) in the case of cash items which fall within paragraph ( j ) of the
definition of “cash items” in section 105, the institution shall
allocate a risk-weight which is the same as the attributed risk-
weight of the obligor in respect of the transaction to which the
items relate.

115. Residential mortgage loans

(1) Subject to subsections (2) and (3), an authorized institution shall
allocate a risk-weight of 50% to a residential mortgage loan in relation to the
institution where—

(a) the borrower under the loan is—
(i) one or more than one individual; or

(ii) a property-holding shell company;
(b) the loan is secured by a first legal charge on one or more than

one residential property;
(c) each residential property which falls within paragraph (b) is—

(i) if paragraph (a)(i) is applicable, used, or intended for use, as
the residence of the borrower or as the residence of a tenant,
or a licensee, of the borrower;

(ii) if paragraph (a)(ii) is applicable, used, or intended for use,
as the residence of the directors or shareholders of the
borrower or as the residence of a tenant, or a licensee, of the
borrower;

(d ) the loan-to-value ratio of the loan does not exceed 90% at the
time a commitment to extend the loan was made by the institution,
or in relation to a residential mortgage loan purchased by the
institution, at the time the loan was purchased; and

(e) if the borrower under the loan is a property-holding shell
company—

(i) all of the borrowed-monies obligations of the company
arising under the loan are the subject of a personal
guarantee—
(A) which is entered into by one or more than one director

or shareholder (referred to in this paragraph as
“guarantor”) of the company; and

(B) which fully and effectively covers those obligations;
(ii) the institution, having due regard to the guarantor’s

financial obligations (including, in particular, all the
guarantor’s borrowed-monies obligations and obligations
of suretyship), is satisfied that the guarantor is able to
discharge all the guarantor’s obligations under the
guarantee; and
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(iii) the loan has been assessed by reference to substantially
similar credit underwriting standards (including loan
purpose and loan-to-value and debt service ratios) as would
normally be applied by the institution to an individual.

(2) Where, in respect of a residential mortgage loan made or purchased
by an authorized institution, any residential property which falls within
subsection (1)(b) is situated outside Hong Kong, the institution may allocate a
risk-weight to the loan generally provided for under the supervisory treatment,
or capital adequacy requirements, applicable to banks carrying on banking
business in the jurisdiction in which the residential property is situated.

(3) Subject to subsection (4), an authorized institution shall, for the
purposes of the application of subsection (1)(d ) to a residential mortgage loan,
exclude from the calculation of the loan-to-value ratio of a residential
mortgage loan made or purchased by the institution any portion of the loan
amount which has been provided by a person who is not a member of the
group of companies of which the institution is a member.

(4) The Monetary Authority may, by notice in writing given to an
authorized institution, direct the institution, in calculating—

(a) the loan-to-value ratio of a residential mortgage loan specified in
the notice; or

(b) the loan-to-value ratio of a residential mortgage loan belonging
to a class of residential mortgage loans specified in the notice,

to include a portion of the loan amount which would otherwise be excluded
pursuant to subsection (3).

(5) An authorized institution given a notice under subsection (4) shall
comply with the notice.

(6) In this section—
“loan-to-value ratio” (貸款與價值比率), in relation to a residential mortgage

loan, means the ratio of the sum of the following amounts to the market
value of the security—

(a) the principal amount of that loan; and
(b) the principal amount of all other residential mortgage loans in

respect of which the residential property falling within
subsection (1)(b) is also used as security.

116. Other exposures

(1) This section applies to—
(a) equities held by an authorized institution; and
(b) any other on-balance sheet exposures of the institution which do

not fall within any of sections 109, 110, 111, 112, 113, 114 and
115 (including accrued interest if subsection (5) is applicable).
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(2) Subject to subsections (3) and (4), an authorized institution shall
allocate a risk-weight of 100% to an exposure to which this section applies.

(3) The Monetary Authority may, by notice in writing given to an
authorized institution, direct the institution to allocate to an exposure, or an
exposure belonging to a class of exposures, to which this section applies, a risk-
weight specified in the notice, being a risk-weight greater than 100%.

(4) An authorized institution given a notice under subsection (3) shall
comply with the notice.

(5) Where in respect of an on-balance sheet exposure of an authorized
institution, the institution has difficulty in allocating any accrued interest
under the exposure to the obligors of the institution, the institution may, with
the prior consent of the Monetary Authority, treat the accrued interest as an
exposure to which this section applies.

117. Credit-linked notes

An authorized institution which has an exposure in respect of a credit-
linked note held by the institution shall allocate a risk-weight to the exposure
which is the greater of—

(a) the risk-weight attributable to the reference obligation of the
note as determined in accordance with sections 109, 110, 111,
112, 113, 114, 115 and 116 as if the institution had a direct
exposure to the reference obligation; and

(b) the attributed risk-weight of the issuer of the note.

Division 4—Calculation of risk-weighted amount of
authorized institution’s off-balance

sheet exposures

118. Off-balance sheet exposures

(1) An authorized institution shall, in calculating the risk-weighted
amount of an off-balance sheet exposure of the institution—

(a) specified in column 2 of Table 14; and
(b) booked in the institution’s banking book,

calculate the credit equivalent amount of the off-balance sheet exposure by
multiplying the principal amount of the exposure, after deducting any specific
provisions applicable to the exposure, by the CCF specified in column 3 of
Table 14 opposite the exposure.
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TABLE 14

DETERMINATION OF CCF FOR OFF-BALANCE SHEET EXPOSURES
OTHER THAN OTC DERIVATIVE TRANSACTIONS

OR CREDIT DERIVATIVE CONTRACTS

Item Off-balance sheet exposures CCF

1. Direct credit substitutes 100%
2. Transaction-related contingencies 50%
3. Trade-related contingencies 20%
4. Asset sales with recourse 100%
5. Forward asset purchases 100%
6. Partly paid-up shares and securities 100%
7. Forward forward deposits placed 100%
8. Note issuance and revolving underwriting facilities 50%
9. Commitments which do not fall within any of 

items 1, 2, 3, 4, 5, 6, 7 and 8 and—
(a) subject to paragraph (d ), which have an 20%

original maturity of not more than one 
year;

(b) subject to paragraph (d ), which have an 50%
original maturity of more than one year;

(c) which may be cancelled at any time 0%
unconditionally by the authorized
institution or which provide for
automatic cancellation due to a
deterioration in the creditworthiness of
the persons to whom the institution has
made the commitments;

(d ) the drawdown of which will give rise to the lower of the 
an off-balance sheet exposure falling CCF applicable 
within any of items 1, 2, 3, 4, 5, 6, 7 to the commitment 
and 8 or any item specified in based on its 
section 120, original maturity

or the CCF
applicable to the
off-balance sheet
exposure arising
from the
drawdown of the
commitment
concerned
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where—
“original maturity” (原訂到期期限), in relation to

an off-balance sheet exposure of an
authorized institution, means the period
between the date on which the exposure is
entered into by the institution and the
earliest date on which the institution can, 
at its option, unconditionally cancel the
exposure.

(2) Subject to section 119, an authorized institution shall, in calculating
the risk-weighted amount of an off-balance sheet exposure of the institution
being an OTC derivative transaction or credit derivative contract—

(a) specified in column 2 of Table 15; and
(b) booked in the institution’s banking book or trading book,

calculate the credit equivalent amount of the off-balance sheet exposure—
(c) subject to paragraph (d ) and to any exceptions specified in

column 2 of Table 15 applicable to the off-balance sheet
exposure, by multiplying the principal amount of the off-balance
sheet exposure by the CCF specified in column 3 of Table 15
opposite the off-balance sheet exposure and aggregating the
resultant figure with the current exposure of the off-balance
sheet exposure;

(d ) if the off-balance sheet exposure is a single-currency floating rate
against floating rate interest rate swap, by taking the current
exposure of the off-balance sheet exposure as the credit
equivalent amount.

TABLE 15

DETERMINATION OF CCF FOR OTC DERIVATIVE TRANSACTIONS

OR CREDIT DERIVATIVE CONTRACTS

Item Off-balance sheet exposures CCF

1. Exchange rate contracts (other than an excluded 
exchange rate contract)—

(a) with a residual maturity of not more than 7.1%
one year;

(b) with a residual maturity of more than one 7.5%
year but not more than 5 years;

(c) with a residual maturity of more than 5 years, 7.5%
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where—
“excluded exchange rate contract” (豁除匯率合約)

means—
(a) an exchange rate contract (except 

a contract the value of which is
determined by reference to the
value of, or any fluctuation in the
value of, gold) which has an
original maturity of not more than
14 calendar days; or

(b) a forward exchange rate contract
entered into by the authorized
institution pursuant to a swap
deposit arrangement with an
obligor;

“swap deposit arrangement” (掉期存款安排)
means an arrangement entered into by the
authorized institution with an obligor
whereby the institution sells a specified
currency at spot rate to the obligor against
another currency, and at the same time, the
obligor deposits the specified currency so
purchased with the institution and enters
into a forward exchange rate contract with
the institution to sell the specified currency
so purchased back to the institution against
another currency at a specified exchange rate
on a future date.

2. Interest rate contracts—
(a) with a residual maturity of not more than 0%

one year;
(b) with a residual maturity of more than one 0.5%

year but not more than 5 years;
(c) with a residual maturity of more than 5 years. 1.5%

3. Equity contracts—
(a) with a residual maturity of not more than 6% 

one year;
(b) with a residual maturity of more than one 8%

year but not more than 5 years;
(c) with a residual maturity of more than 5 years. 10%

Item Off-balance sheet exposures CCF
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4. Precious metal contracts—
(a) with a residual maturity of not more than 7%

one year;
(b) with a residual maturity of more than one 7%

year but not more than 5 years;
(c) with a residual maturity of more than 5 years. 8%

5. Debt security contracts or other commodity 
contracts—

(a) with a residual maturity of not more than 10%
one year;

(b) with a residual maturity of more than one 12%
year but not more than 5 years;

(c) with a residual maturity of more than 5 years. 15%

6. Credit derivative contracts which are—
(a) credit default swaps booked in the trading 

book—
(i) where the authorized institution is a

protection buyer and the reference
obligation is—
(A) a qualifying reference obligation; 5%
(B) a non-qualifying reference obligation; 10%

(ii) where the authorized institution is a
protection seller and the credit
default swap is subject to close-out
upon the insolvency of the
protection buyer while the reference
entity is still solvent and the
reference obligation is—
(A) a qualifying reference obligation; 5%
(B) a non-qualifying reference obligation; 10%

(iii) where the authorized institution is a
protection seller and the credit
default swap does not fall within
subparagraph (ii) and the reference
obligation is—
(A) a qualifying reference obligation; 0%
(B) a non-qualifying reference obligation; 0%

(b) total return swaps booked in the trading 
book—
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(i) where the authorized institution is a
protection buyer and the reference
obligation is—
(A) a qualifying reference obligation; 5%
(B) a non-qualifying reference obligation; 10%

(ii) where the authorized institution is a
protection seller and the reference
obligation is—
(A) a qualifying reference obligation; 5%
(B) a non-qualifying reference obligation, 10%

where the amount of the potential exposure for 
a credit derivative contract which falls within
paragraph (a)(ii) shall be capped at the amount 
of the unpaid premium under the contract.

(3) For the avoidance of doubt, it is hereby declared that an authorized
institution is not required to hold regulatory capital in respect of an excluded
exchange rate contract specified in Table 15.

119. Provisions supplementary to section 118

For the purposes of the operation of section 118 in relation to an
authorized institution and its off-balance sheet exposures—

(a) in the case of an off-balance sheet exposure which has multiple
exchanges of principal, the institution shall calculate its potential
exposure to the off-balance sheet exposure by multiplying the
product of the number of payments remaining to be made under
the off-balance sheet exposure and the principal by the CCF
required to be used under that section in respect of the off-
balance sheet exposure;

(b) in the case of an off-balance sheet exposure—
(i) which is structured to settle the outstanding exposures

under the off-balance sheet exposure on specified payment
dates; and

(ii) the terms of which are reset so that the market value of the
off-balance sheet exposure is zero on the specified payment
dates referred to in subparagraph (i),

the institution—
(iii) subject to subparagraph (iv), shall treat the residual

maturity of the off-balance sheet exposure as being equal to
the period until the next specified payment date; and
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(iv) if the off-balance sheet exposure is an interest rate contract
where the remaining time to final maturity of the contract is
more than one year, shall not use a CCF of less than 0.5%
in respect of the off-balance sheet exposure;

(c) in the case of an off-balance sheet exposure booked in the
institution’s trading book which is a first-to-default credit
derivative contract, the institution shall use the CCF for non-
qualifying reference obligation if there is at least one non-
qualifying reference obligation in the basket of reference
obligations specified in the contract, otherwise the CCF for
qualifying reference obligation is to be used;

(d ) in the case of an off-balance sheet exposure booked in the
institution’s trading book which is a second-to-default credit
derivative contract or any other subsequent-to-default credit
derivative contract, the institution shall—

(i) for the second-to-default credit derivative contract, use the
CCF for non-qualifying reference obligation if there are at
least 2 non-qualifying reference obligations in the basket of
reference obligations specified in the second-to-default
credit derivative contract, otherwise the CCF for qualifying
reference obligation is to be used; 

(ii) for any other subsequent-to-default credit derivative
contract, determine the CCF for the other subsequent-
to-default credit derivative contract with reference to 
the corresponding number of non-qualifying reference
obligations in the basket of reference obligations specified
in the contract based on the approach taken in
subparagraph (i);

(e) in the case of an off-balance sheet exposure which is a
commitment in the form of a general banking facility consisting
of 2 or more credit lines, where under each credit line, an
authorized institution is obliged either to provide funds or create
off-balance sheet exposures in the future, the institution shall
assign a CCF to the commitment in accordance with item 
9(a), (b) or (c) of Table 14 based on the original maturity of the
commitment.

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B2981



120. Calculation of credit equivalent amount of 
other off-balance sheet exposures not 
specified in Table 14 or 15

An authorized institution shall, in calculating the risk-weighted amount of
an off-balance sheet exposure which is not specified in Table 14 or 15, calculate
the credit equivalent amount of the off-balance sheet exposure by applying—

(a) subject to paragraph (b), a CCF of 100%;
(b) the CCF applicable to the exposure pursuant to Part 2 of

Schedule 1,
in accordance with section 118(1) or (2), as the case requires, with all necessary
modifications.

121. Determination of risk-weights applicable 
to off-balance sheet exposures

(1) Subject to subsection (2), an authorized institution shall determine
the risk-weight attributable to an off-balance sheet exposure in accordance
with sections 109, 110, 111, 112, 113, 115 and 116 as if the exposure were an
on-balance sheet exposure.

(2) Where an off-balance sheet exposure referred to in subsection (1) of
an authorized institution is—

(a) an asset sale with recourse;
(b) a forward asset purchase;
(c) partly paid-up shares and securities; or
(d ) a direct credit substitute arising from the selling of credit

derivative contracts in the form of total return swaps or credit
default swaps in the institution’s banking book,

the institution shall determine the risk-weight attributable to the exposure—
(e) in the case of paragraph (a) or (b), by reference to the risk-

weight allocated to the assets or the attributed risk-weight of the
obligor in respect of the assets;

( f ) in the case of paragraph (c), as 100%;
(g) in the case of paragraph (d ), subject to subsection (3), by

reference to the risk-weight of the relevant reference obligation
in respect of the exposure.

(3) Where an off-balance sheet exposure referred to in subsection (2)(d )
of an authorized institution is a first-to-default credit derivative contract—

(a) subject to paragraph (b), the institution shall, for the purposes 
of that subsection, aggregate the risk-weights of the reference
obligations in the basket of reference obligations specified in the
contract to determine the risk-weight to be allocated to its
exposure in respect of the contract; and
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(b) the institution shall not allocate to its exposure in respect of the
contract a risk-weight greater than 1,250%. 

(4) Where an off-balance sheet exposure referred to in subsection (2)(d )
of an authorized institution is a second-to-default credit derivative contract—

(a) subject to paragraph (b), the institution shall, for the purposes 
of that subsection, aggregate the risk-weights of the reference
obligations in the basket of reference obligations specified in the
contract to determine the risk-weight to be allocated to its
exposure in respect of the contract but excluding the lowest of
those risk-weights; and

(b) the institution shall not allocate to its exposure in respect of the
contract a risk-weight greater than 1,250%. 

(5) Where an off-balance sheet exposure referred to in subsection (2)(d )
of an authorized institution is any other subsequent-to-default credit derivative
contract, the institution shall, for the purposes of that subsection, and with all
necessary modifications, apply subsection (4) to that contract as that
subsection is applied to a second-to-default credit derivative contract so that
the reference to “lowest” in subsection (4)(a) is construed to mean “lowest and
second lowest” in the case of a third-to-default credit derivative contract and
“lowest, second lowest and third lowest” in the case of a fourth-to-default
credit derivative contract and likewise for other subsequent-to-default credit
derivative contracts.

(6) Where an off-balance sheet exposure referred to in subsection (2)(d )
of an authorized institution is a credit derivative contract which provides credit
protection proportionately in respect of the reference obligations in the basket
of reference obligations specified in the contract, the institution shall calculate
the risk-weight of its exposure in respect of the contract by taking a weighted
average of the risk-weights attributable to the reference obligations in the
basket by the use of Formula 13.

FORMULA 13

CALCULATION OF RISK-WEIGHT OF CREDIT DERIVATIVE CONTRACT

WHICH FALLS WITHIN SECTION 121(6)

RWa = ∑ ai × RWi
i

where—
RWa = average risk-weight in a basket of reference obligations;
ai = proportion of credit protection allocated to a reference

obligation; and
RWi = risk-weight of a reference obligation.
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(7) For the avoidance of doubt, it is hereby declared that where an off-
balance sheet exposure referred to in subsection (1) of an authorized institution
is a commitment to extend a residential mortgage loan, the institution shall
allocate a risk-weight in accordance with section 115 to the exposure only if the
institution has no reason to believe that any of the provisions of that section
will not be satisfied immediately after the loan that is the subject of that
commitment is drawn down.

122. Calculation of risk-weighted amount of 
exposures in respect of repo-style 
transactions booked in 
banking book

(1) An authorized institution shall calculate the risk-weighted amount of
an exposure in respect of a repo-style transaction booked in its banking book
in accordance with the following provisions.

(2) Where the repo-style transaction falls within paragraph (a) or (b) of
the definition of “repo-style transaction” in section 2(1), an authorized
institution shall treat the securities sold or lent under the transaction as an on-
balance sheet exposure of the institution as if the institution had never entered
into the transaction and, accordingly, calculate the risk-weighted amount of
the institution’s exposure in respect of the transaction by reference to the risk-
weight attributable to the securities.

(3) Where the repo-style transaction falls within paragraph (c) of the
definition of “repo-style transaction” in section 2(1), an authorized institution
shall treat the money paid by the institution under the transaction as a loan to
the counterparty secured on the securities which are provided to, or to the
order of, the institution under the transaction and, accordingly, calculate the
risk-weighted amount of the institution’s exposure in respect of the transaction
by reference to the attributed risk-weight of the counterparty subject to the
application of any recognized credit risk mitigation in respect of collateralized
transactions.

(4) Where the repo-style transaction falls within paragraph (d ) of the
definition of “repo-style transaction” in section 2(1)—

(a) if and to the extent an authorized institution has provided
collateral in the form of money under the transaction, the
institution shall treat the money paid by the institution under the
transaction as a loan to the counterparty secured on the
securities borrowed by the institution and, accordingly, calculate
the risk-weighted amount of the institution’s exposure in respect
of the transaction by reference to the attributed risk-weight of
the counterparty subject to the application of any recognized
credit risk mitigation in respect of collateralized transactions;
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(b) if and to the extent an authorized institution has provided
collateral in the form of securities under the transaction, the
institution shall treat those securities as its on-balance sheet
exposure as if the institution had never entered into the
transaction and, accordingly, calculate the risk-weighted amount
of the institution’s exposure in respect of the transaction by
reference to the risk-weight attributable to the securities.

123. Calculation of risk-weighted amount of 
exposures in respect of repo-style 
transactions booked in 
trading book

An authorized institution shall calculate the risk-weighted amount of an
exposure in respect of a repo-style transaction booked in its trading book—

(a) by reference to Part 8 in any case where the transaction falls
within paragraph (a) or (b) of the definition of “repo-style
transaction” in section 2(1), or paragraph (d ) of that definition
where the collateral provided by the institution is in the form of
securities;

(b) by the application of section 122(3) or (4)(a) to the transaction
as if the transaction were booked in the banking book in any
case where the transaction falls within paragraph (c) of the
definition of “repo-style transaction” in section 2(1), or
paragraph (d ) of that definition where the collateral provided by
the institution is in the form of a sum of money.

Division 5—Use of recognized collateral in credit
risk mitigation

124. Recognized collateral

Collateral is recognized for the purposes of calculating the risk-weighted
amount of an exposure of an authorized institution where—

(a) all documentation creating the collateral and providing for the
obligations of the parties with respect to each other in respect of
the collateral is binding on all parties and legally enforceable in
all relevant jurisdictions;

(b) the legal mechanism by which the collateral is pledged or
transferred ensures that the institution has the right to realize, or
to take legal possession of, the collateral in a timely manner in
the event of a default by, or the insolvency or bankruptcy of, or
any other event specified in the relevant legal documentation
applicable to any of—
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(i) the obligor in respect of the exposure; or
(ii) the custodian, if any, holding the collateral;

(c) the institution has clear and adequate procedures for the timely
realization of collateral in respect of an event referred to in
paragraph (b);

(d ) the institution has taken all steps to fulfil requirements under the
law applicable to the institution’s interest in the collateral which
are necessary to obtain and maintain an enforceable security
interest, whether by registration or otherwise, or to exercise a
right to set-off in relation to title transfer collateral;

(e) if the collateral is to be held by a custodian, the institution has
taken reasonable steps to ensure that the custodian segregates
the collateral from the custodian’s assets;

( f ) there is no material positive correlation between the credit
quality of the obligor in respect of which the institution has an
exposure and the current market value of the collateral provided
in respect of the exposure such that the current market value of
the collateral would be likely to fall in the case of any material
deterioration in the financial condition of the obligor; 

(g) the collateral—
(i) is pledged for not less than the life of the exposure; and

(ii) is revalued not less than every 6 months from the date upon
which the collateral is taken in respect of the exposure; and

(h) the collateral falls within section 125(a), (b), (c), (d ), (e), ( f ) 
or (g).

125. Collateral which may be recognized for 
purposes of section 124(h)

For the purposes of section 124(h), only collateral of the following
description may be recognized in relation to an authorized institution—

(a) cash on deposit with the institution or held at a third-party
bank;

(b) certificates of deposit issued by the institution;
(c) instruments issued by the institution which are comparable to

instruments referred to in paragraph (b);
(d ) debt securities issued or guaranteed by a sovereign of a Tier 1

country;
(e) debt securities issued or guaranteed by a relevant international

organization; 
( f ) debt securities issued by a public sector entity of a Tier 1

country; or 
(g) debt securities issued by a multilateral development bank.
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126. Calculation of risk-weighted amount of 
exposures taking into account credit 
risk mitigation effect of 
recognized collateral

(1) An authorized institution shall, in respect of an exposure of the
institution to which the recognized collateral relates—

(a) subject to subsections (2) and (3), allocate to the credit
protection covered portion of the exposure the risk-weight of the
collateral; and

(b) allocate to the credit protection uncovered portion of the
exposure the risk-weight of the exposure.

(2) Where the recognized collateral consists of collateral—
(a) which falls within section 125(a), (b) or (c);
(b) which is held at a third-party bank in a non-custodial

arrangement; and
(c) which is unconditionally and irrevocably pledged or assigned to

an authorized institution,
the institution shall allocate to the credit protection covered portion of the
exposure the attributed risk-weight of the third-party bank.

(3) An authorized institution shall, for the purposes of subsection (1)(a)
or (2) where the exposure and the recognized collateral have currency
mismatch, reduce the value of the collateral by a standard haircut of 8%.

(4) An authorized institution shall determine the risk-weight to be
allocated to the recognized collateral in accordance with sections 109, 110, 111,
112, 113, 114, 115 and 116.

127. Calculation of risk-weighted amount of 
on-balance sheet exposures

An authorized institution shall calculate the risk-weighted amount of each
of its on-balance sheet exposures by—

(a) dividing the principal amount of the exposure, net of specific
provisions, into—

(i) the credit protection covered portion; and
(ii) the credit protection uncovered portion;

(b) multiplying the credit protection covered portion by the risk-
weight attributable to the recognized collateral and multiplying
the credit protection uncovered portion by the risk-weight
attributable to the exposure; and

(c) adding together the 2 products derived from the application of
paragraph (b).
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128. Calculation of risk-weighted amount of 
off-balance sheet exposures other than 
OTC derivative transactions

An authorized institution shall calculate the risk-weighted amount of each
of its off-balance sheet exposures which is not an OTC derivative transaction
by—

(a) dividing the principal amount of the exposure, net of specific
provisions, into—

(i) the credit protection covered portion; and
(ii) the credit protection uncovered portion;

(b) multiplying the credit protection covered portion and the credit
protection uncovered portion by the CCF applicable to the off-
balance sheet exposure to produce 2 credit equivalent amounts;

(c) multiplying the credit equivalent amount of the credit protection
covered portion by the risk-weight attributable to the recognized
collateral and multiplying the credit equivalent amount of the
credit protection uncovered portion by the risk-weight
attributable to the exposure; and

(d ) adding together the 2 products derived from the application of
paragraph (c).

129. Calculation of risk-weighted amount of 
OTC derivative transactions

An authorized institution shall calculate the risk-weighted amount of each
of its off-balance sheet exposures which is an OTC derivative transaction by—

(a) multiplying the principal amount of the transaction by the
applicable CCF to ascertain the potential exposure of the
institution in respect of the transaction and adding the current
exposure of the institution in respect of the transaction to derive
the credit equivalent amount of the transaction;

(b) dividing the credit equivalent amount of the transaction, net of
specific provisions, into—

(i) the credit protection covered portion; and
(ii) the credit protection uncovered portion;

(c) multiplying the credit equivalent amount of the credit protection
covered portion by the risk-weight attributable to the recognized
collateral and multiplying the credit equivalent amount of the
credit protection uncovered portion by the risk-weight
attributable to the exposure; and

(d ) adding together the 2 products derived from the application of
paragraph (c).
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Division 6—Use of recognized netting in credit 
risk mitigation

130. On-balance sheet netting 

(1) Where amounts owed by an obligor to an authorized institution in
respect of on-balance sheet exposures of the institution are subject to
recognized netting, the institution—

(a) may take into account the effect of the recognized netting in
calculating its exposure to the obligor; and

(b) if a net credit exposure for the institution is the result of so
taking into account the effect of the recognized netting, shall use
the net credit exposure in calculating the risk-weighted amount
of the exposure.

(2) An authorized institution shall calculate its net credit exposure, if
any, referred to in subsection (1)(b) by the use of Formula 14.

FORMULA 14

CALCULATION OF NET CREDIT EXPOSE UNDER

RECOGNIZED NETTING

Net credit exposure = max [0, exposures − liabilities × (1 − Hfx)]

where—
exposures = the amounts subject to recognized netting, net of

specific provisions, owed by the obligor to the
authorized institution;

liabilities = the amounts subject to recognized netting owed by the
authorized institution to the obligor; and

Hfx = the 8% haircut to be applicable in consequence of a
currency mismatch, if any, between the currencies in
which the exposures and liabilities are denominated.

(3) Where an authorized institution has a net credit exposure to an
obligor after taking into account recognized netting, the institution shall
calculate the risk-weighted amount of the net credit exposure by multiplying
the net credit exposure by the attributed risk-weight of the obligor.
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131. Netting of OTC derivative transactions 
and netting of credit derivative 
contracts booked in 
trading book

(1) Where an authorized institution’s exposure to a counterparty is under
a nettable derivative transaction (whether or not the recognized netting
concerned relates to more than one type of nettable derivative transaction), the
institution may, in accordance with subsections (2) and (3), take into account
the effect of the recognized netting in calculating the risk-weighted amount of
its net credit exposure to the counterparty.

(2) Subject to subsection (3), an authorized institution shall calculate the
credit equivalent amount of its net credit exposure to a counterparty by adding
together—

(a) the net current exposure (being the sum of the positive and
negative mark-to-market replacement costs of the individual
nettable derivative transactions subject to recognized netting if
the sum is positive); and

(b) the net potential exposure calculated by the use of Formula 15.

FORMULA 15

CALCULATION OF NET POTENTIAL EXPOSURE UNDER NETTABLE

DERIVATIVE TRANSACTIONS

ANet = 0.4 × AGross + 0.6 × NGR × AGross

where—
ANet = the net potential exposure;
AGross = the sum of the individual amounts derived by multiplying

the principal amounts of all of the individual nettable
derivative transactions by the applicable CCFs; and

NGR = the ratio of net replacement cost for the nettable derivative
transactions (that is, the non-negative sum of the positive
and negative mark-to-market replacement costs of the
transactions) to gross replacement cost for the nettable
derivative transactions (that is, the sum of the positive
mark-to-market replacement costs of the transactions).

(3) An authorized institution, in the application of Formula 15 in respect
of its nettable derivative transactions, shall calculate the NGR in that Formula
either on a per counterparty basis, or on an aggregate basis.
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(4) An authorized institution shall allocate to the credit equivalent
amount of its net credit exposure to the counterparty calculated in accordance
with subsection (2), net of specific provisions, the attributed risk-weight of the
counterparty.

(5) In this section—
“aggregate basis” (總和基準), in relation to the calculation of the NGR in

Formula 15, means the ratio of the sum of the net replacement costs for
all nettable derivative transactions with each counterparty to the sum of
gross replacement costs for all nettable derivative transactions with each
counterparty;

“derivative transaction” (衍生工具交易) means—
(a) an OTC derivative transaction; or
(b) a credit derivative contract booked in the trading book;

“per counterparty basis” (每位對手方基準), in relation to the calculation of the
NGR in Formula 15, means the ratio of net replacement cost to gross
replacement cost for the nettable derivative transactions with a particular
counterparty.

Division 7—Use of recognized guarantees and 
recognized credit derivative contracts in 

credit risk mitigation

132. Recognized guarantees

A guarantee given to an authorized institution is recognized for the
purposes of calculating the risk-weighted amount of an exposure of the
institution where—

(a) the guarantee is given by—
(i) a sovereign of a Tier 1 country;

(ii) a sovereign of a Tier 2 country where the underlying
exposures are—
(A) denominated in the local currency of that country; and
(B) funded by liabilities entered into by the institution in

that currency;
(iii) a relevant international organization;
(iv) a public sector entity of a Tier 1 country;
(v) a multilateral development bank;

(vi) a bank which falls within paragraph (a) of the definition of
“bank” in section 2(1);

(vii) a bank which falls within paragraph (b) of the definition of
“bank” in section 2(1) and which is incorporated in a Tier 1
country; or
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(viii) a bank which falls within paragraph (b) of the definition of
“bank” in section 2(1) and which is incorporated in a Tier 2
country but only in respect of exposures of the institution
with a residual maturity of less than one year,

in each case having been allocated a lower risk-weight than that
allocated to the exposure in respect of which the guarantee has
been given (referred to in this section as “guaranteed exposure”);

(b) the guarantee gives the institution a direct claim against the
guarantor;

(c) the credit protection provided by the guarantee relates to a
specific exposure, specific exposures, or specific pools of
exposures, of the institution;

(d ) the undertaking of the guarantor to make payment in specified
circumstances relating to the guaranteed exposure is clearly
documented so that the extent of the credit protection provided
by the guarantee is clearly defined;

(e) there is no clause in the guarantee, the satisfaction of which is
outside the direct control of the institution, which would allow
the guarantor to cancel the guarantee unilaterally or which
would increase the effective cost of the credit protection
provided by the guarantee as a result of the deteriorating credit
quality of the guaranteed exposure except for a clause permitting
termination in the event of a failure by the institution to pay
sums due from it under the terms of the guarantee;

( f ) there is no clause in the guarantee, the satisfaction of which is
outside the direct control of the institution, which could operate
to prevent the guarantor from being obliged to pay out promptly
in the event that the obligor in respect of the guaranteed
exposure defaults in making any payments due to the institution
in respect of the guaranteed exposure;

(g) the country in which the guarantor is located and from which
the guarantor may be obliged to make payment has no existing
exchange controls in place or, if there are existing exchange
controls in place, approval has been obtained for the funds to be
remitted freely in the event that the guarantor is called upon
under the terms of the guarantee to make payment to the
institution;

(h) the guarantor has no recourse to the institution for any losses
suffered as a result of the guarantor being obliged to make any
payment to the institution pursuant to the guarantee;
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(i ) the institution has the right to receive payment from the
guarantor without having to take legal action in order to pursue
the obligor in respect of the guaranteed exposure for payment;
and 

( j ) the guarantee is binding on all parties and legally enforceable in
all relevant jurisdictions.

133. Recognized credit derivative contracts

(1) A credit derivative contract entered into by an authorized institution
as a protection buyer is recognized for the purposes of calculating the risk-
weighted amount of an exposure of the institution where—

(a) the credit derivative contract is a credit default swap or total
return swap (other than a restricted return swap);

(b) the protection seller of the credit derivative contract is—
(i) a sovereign of a Tier 1 country;

(ii) a sovereign of a Tier 2 country where the institution’s
exposures to which the credit derivative contract relates
are—
(A) denominated in the local currency of that country; and
(B) funded by liabilities entered into by the institution in

that currency;
(iii) a relevant international organization;
(iv) a public sector entity of a Tier 1 country;
(v) a multilateral development bank;

(vi) a bank which falls within paragraph (a) of the definition of
“bank” in section 2(1);

(vii) a bank which falls within paragraph (b) of the definition of
“bank” in section 2(1) and which is incorporated in a Tier 1
country; or

(viii) a bank which falls within paragraph (b) of the definition of
“bank” in section 2(1) and which is incorporated in a Tier 2
country but only in respect of exposures of the institution
with a residual maturity of less than one year,

in each case having been allocated a lower risk-weight than that
allocated to the exposure in respect of which the credit derivative
contract has been entered into (referred to in this section as
“protected exposure”);

(c) the economic benefit derived by the institution would make good
the economic loss suffered by the institution in consequence of
the default of the obligor in respect of the protected exposure in
a manner substantially similar to that of a recognized guarantee;
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(d ) the credit derivative contract gives the institution a direct claim
against the protection seller;

(e) the credit protection provided by the credit derivative contract
relates to a specific exposure, specific exposures, or specific pools
of exposures, of the institution;

( f ) the undertaking of the protection seller under the credit
derivative contract to make payment in specified circumstances
relating to the protected exposure is clearly documented so that
the extent of the credit protection provided by the credit
derivative contract is clearly defined;

(g) there is no clause in the credit derivative contract, the
satisfaction of which is outside the direct control of the
institution, which would allow the protection seller to cancel the
contract unilaterally or which would increase the effective cost of
the credit protection offered by the credit derivative contract as
a result of the deteriorating credit quality of the protected
exposure except for a clause permitting termination in the event
of a failure by the institution to pay sums due from it under the
terms of the credit derivative contract;

(h) there is no clause in the credit derivative contract, the
satisfaction of which is outside the direct control of the
institution, which could operate to prevent the protection seller
from being obliged to pay out promptly in the event that the
obligor in respect of the protected exposure defaults in making
any payments due to the institution in respect of the protected
exposure;

(i ) the country in which the protection seller is located and from
which the protection seller may be obliged to make payment has
no existing exchange controls in place or, if there are existing
exchange controls in place, approval has been obtained for the
funds to be remitted freely in the event that the protection seller
is called upon under the terms of the credit derivative contract to
make payment to the institution;

( j ) the protection seller has no recourse to the institution for any
losses suffered as a result of the protection seller being obliged to
make any payment to the institution pursuant to the credit
derivative contract;

(k) the credit derivative contract obliges the protection seller to
make payment to the institution in the following credit events—
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(i) any failure by the obligor in respect of the protected
exposure to pay amounts due under the terms of the
protected exposure (subject to any grace period in the
contract which is of substantially similar duration to any
grace period provided for in the terms of the protected
exposure);

(ii) the bankruptcy or insolvency of (or analogous events
affecting) the obligor in respect of the protected exposure or
the obligor’s failure or inability to pay its debts as they fall
due or the obligor’s admission in writing of the obligor’s
inability generally to pay its debts as they fall due; or

(iii) subject to subsections (2) and (3), the protected exposure is
restructured, involving forgiveness or postponement of
payment of any principal or interest or fees, which results in
the institution making any deduction or specific provision
or other similar debit to the institution’s profit and loss
account;

(l ) in any case where the protected exposure provides a grace period
within which the obligor may make good a default in payment,
the credit derivative contract is not capable of terminating prior
to the expiry of the grace period;

(m) in any case where the credit derivative contract provides for
settlement in cash, it provides an adequate mechanism for
valuation of the loss occasioned to the institution in respect of
the protected exposure and specifies a reasonable period within
which that valuation is to be arrived at following a credit event;

(n) in any case where the reference obligation or the obligation used
for the purposes of determining whether a credit event has
occurred as specified in the credit derivative contract (referred to
in this paragraph as “specified obligation”) does not include or is
different from the protected exposure—

(i) the specified obligation of the credit derivative contract
ranks for payment or repayment equally with, or junior to,
the protected exposure; and

(ii) the obligor in respect of the protected exposure is the same
person as the obligor in respect of the specified obligation
and legally enforceable cross default or cross acceleration
clauses are included in the terms of both the protected
exposure and the specified obligation;
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(o) in any case where under the terms of the credit derivative
contract it is a condition of settlement that the institution
transfers its rights in respect of the protected exposure to the
protection seller, the terms of the protected exposure provide
that any consent which may be required from the obligor in
respect of the protected exposure shall not be unreasonably
withheld;

( p) the credit derivative contract specifies clearly the identity of the
person who is empowered to determine whether a credit event
has occurred, that person is not solely the protection seller and
the institution is, under the terms of the credit derivative
contract, entitled to inform the protection seller of the
occurrence of a credit event; and

(q) the credit derivative contract is binding on all parties and legally
enforceable in all relevant jurisdictions.

(2) Where any restructuring of the protected exposure to which a credit
derivative contract relates does not, under the terms of the contract, require
payment by the protection seller to the authorized institution concerned but
the maximum liability of the protection seller to the institution under the credit
derivative contract is more than the amount of the protected exposure, the
contract shall be deemed to be a recognized credit derivative contract to the
extent of 60% of the amount of the protected exposure.

(3) Where any restructuring of the protected exposure to which a credit
derivative contract relates does not, under the terms of the contract, require
payment by the protection seller to the authorized institution concerned but
the maximum liability of the protection seller to the institution under the credit
derivative contract is less than, or equal to, the amount of the protected
exposure, the contract shall be deemed to be a recognized credit derivative
contract to the extent of 60% of the maximum liability of the protection seller
to the institution under the credit derivative contract.

(4) In this section—
“restricted return swap” (受限制回報掉期), in relation to an authorized

institution, means a total return swap where—
(a) the institution is the protection buyer under the swap; and
(b) the institution records the net payments received by it under the

swap as net income but does not record, through deductions in
fair value in the accounts of the institution or by an addition to
reserves or provisions, the extent to which the value of the
protected exposure has deteriorated.
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134. Capital treatment of recognized guarantees 
and recognized credit derivative contracts

(1) Subject to subsections (2), (3), (4), (5) and (6), where an authorized
institution’s exposure is covered by a recognized guarantee or recognized credit
derivative contract, the institution may allocate to the exposure the attributed
risk-weight of the credit protection provider.

(2) Subject to subsections (3), (4) and (5), where—
(a) the credit protection covered portion of an authorized

institution’s exposure is covered by a recognized guarantee or
recognized credit derivative contract; and

(b) the credit protection covered portion and the credit protection
uncovered portion of the exposure rank equally,

the institution shall—
(c) allocate to the credit protection covered portion of the exposure

the attributed risk-weight of the credit protection provider;
(d ) allocate to the credit protection uncovered portion of the

exposure the risk-weight attributable to the exposure.
(3) Where a guarantor referred to in subsection (1) is a sovereign, then,

for the purposes of that subsection, the risk-weight attributable to the
guarantor shall be that attributable under section 109(2), (7) or (12), as the
case requires.

(4) Sections 127, 128 and 129 shall, with all necessary modifications,
apply to an authorized institution in relation to the calculation of the risk-
weighted amount of exposures covered by recognized guarantees or recognized
credit derivative contracts.

(5) Where in respect of an authorized institution’s exposure covered by a
recognized guarantee or recognized credit derivative contract there is a
currency mismatch, then, to the extent that a calculation required by
subsection (4) by the institution relates to that guarantee or contract, as the
case may be, the institution shall reduce the credit protection covered portion
by a standard haircut of 8%.

(6) Where the credit protection covered portion of an authorized
institution’s exposure—

(a) is such credit protection covered portion by virtue of a
recognized guarantee (referred to in this subsection as “original
guarantee”); and

(b) is the subject of a counter-guarantee given by a sovereign,
the institution may, in respect of the credit protection covered portion, treat
the counter-guarantee as if it were the original guarantee if—

(c) the counter-guarantee covers all credit risk elements of the
exposure to the extent that it relates to the credit protection
covered portion; 
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(d ) the counter-guarantee is given in such terms that it can be called
if for any reason the obligor in respect of the exposure to which
the original guarantee relates fails to make payments due in
respect of the exposure and if the original guarantee could be
called;

(e) the original guarantee and the counter-guarantee meet all of the
requirements for guarantees set out in section 132 (except that
the counter-guarantee need not be a guarantee given directly and
explicitly with respect to the institution’s exposure to which the
original guarantee relates); and

( f ) the institution reasonably considers the cover of the counter-
guarantee to be adequate and effective and there is no evidence
to suggest that the coverage of the counter-guarantee is less
effective than that of a direct and explicit guarantee by the
sovereign which gives the counter-guarantee.

135. Provisions supplementary to section 134

(1) Where the credit protection in respect of an authorized institution’s
exposure consists of a recognized credit derivative contract which is a credit
default swap or total return swap—

(a) if upon the happening of a credit event the protection seller is
obliged to pay the amount specified in the contract to the
institution in exchange for delivery by the institution of the
deliverable obligation specified in the contract, the institution
may treat the exposure as being fully covered;

(b) if upon the happening of a credit event the protection seller is
obliged to pay the amount specified in the contract to the
institution less the market value of the reference obligation
specified in the contract, calculated by specified calculation
agents at some specified point in time after the credit event has
occurred, the institution may treat the exposure as being fully
covered; and

(c) if upon the happening of a credit event the protection seller is
obliged to pay a fixed amount to the institution, the institution
may only treat that amount of the exposure which is equivalent
to the fixed amount as being fully covered.

(2) Where the credit protection in respect of an authorized institution’s
exposure consists of a recognized credit derivative contract which provides
that, upon the happening of a credit event—

(a) the protection seller is not obliged to make a payment in respect
of any loss until the loss exceeds a specified amount (referred to
in this subsection as “first loss portion”); and

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3015



(b) the protection seller is not obliged to make a payment in respect
of any loss except to the extent that the loss exceeds the first loss
portion, 

the institution shall, in calculating its capital adequacy ratio, deduct the first
loss portion from its core capital and supplementary capital.

(3) Where the credit protection in respect of a basket of exposures of an
authorized institution consists of a recognized first-to-default credit derivative
contract—

(a) the institution shall recognize that credit protection for the
exposure in the basket of exposures which would carry the
lowest risk-weighted amount in the absence of the credit
protection amongst the exposures in the basket only if the
principal amount of the exposure is not more than the notional
amount of the contract; and

(b) in the case of such credit protection so recognized, the institution
may allocate to the exposure within the basket which would
carry the lowest risk-weighted amount in the absence of the
credit protection the attributed risk-weight of the credit
protection provider.

(4) Where the credit protection in respect of a basket of exposures of an
authorized institution consists of a recognized second-to-default credit
derivative contract, the institution may, to the extent of the coverage of the
credit protection, allocate to the exposure within the basket which would carry
the second lowest risk-weighted amount in the absence of the credit protection
the attributed risk-weight of the credit protection provider only if—

(a) the institution has, as a protection buyer, entered into a
recognized first-to-default credit derivative contract in respect of
which the basket of reference obligations, or the basket of
obligations used for the purposes of determining whether a
credit event has occurred as specified in the contract, is the same
as the basket of reference obligations or the basket of obligations
used for the purposes of determining whether a credit event has
occurred as specified in the second-to-default credit derivative
contract (referred to in this subsection as “relevant basket”); or

(b) an exposure in the relevant basket has defaulted.
(5) Where the credit protection in respect of a basket of exposures of an

authorized institution consists of a recognized subsequent-to-default credit
derivative contract, the institution may, with all necessary modifications, apply
subsection (4) to that contract as that subsection is applied to a second-to-
default credit derivative contract so that—

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3017



(a) the reference to “a recognized first-to-default credit derivative
contract in respect of which the basket of reference obligations,
or the basket of obligations used for the purposes of determining
whether a credit event has occurred as specified in the contract”
in subsection (4)(a) is construed to mean “recognized first-to-
default and second-to-default credit derivative contracts in
respect of which the basket of reference obligations, or the basket
of obligations used for the purposes of determining whether a
credit event has occurred as specified in each contract”; and

(b) the reference to “an exposure in the relevant basket has” in
subsection (4)(b) is construed to mean “2 exposures in the
relevant basket have”,

in the case of a third-to-default credit derivative contract and likewise for other
subsequent-to-default credit derivative contracts.

(6) Where the credit protection in respect of a basket of exposures of an
authorized institution is a credit derivative contract which provides credit
protection proportionately to reference obligations in the basket of reference
obligations as specified in the contract, the institution shall calculate the risk-
weighted amount of its exposures by substituting the attributed risk-weight of
the credit protection provider for the risk-weights of the exposures to the
extent of the coverage of the credit protection.

(7) Where—
(a) an authorized institution has entered into a transaction under

which a portion of the credit risk of an exposure it has is
transferred in one or more than one tranche to one or more than
one credit protection provider, and the other portion of the
credit risk of the exposure is retained by the institution; and

(b) the portion of credit risk transferred and the portion of the
credit risk retained are of different seniority,

the institution shall treat the transaction as a securitization transaction and
determine the treatment of the exposure in accordance with the relevant
provisions of Part 7.

(8) Where the credit protection in respect of an authorized institution’s
exposure takes the form of an issue of credit-linked notes by the institution, the
institution—

(a) may only treat that amount of the exposure which is equivalent
to the cash funding received from the notes as being fully
covered; 

(b) shall treat the credit protection covered portion of the exposure
as an exposure collateralized by cash deposit; and

(c) shall deduct from the institution’s core capital and
supplementary capital the first loss portion, being any specified
amount of loss, upon the happening of a credit event, below
which the protection seller is not obliged to share in the loss.

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3019



Division 8—Multiple recognized credit risk mitigation
and maturity mismatches

136. Multiple recognized credit risk 
mitigation

(1) Where in respect of a single exposure of an authorized institution to
an obligor, 2 or more forms of recognized credit risk mitigation have been used
by the institution, the institution shall calculate the risk-weighted amount of
the exposure in accordance with these Rules by dividing the exposure into the
portions which respectively represent the proportions of the exposure covered
by each of the forms of recognized credit risk mitigation so used.

(2) Where in respect of a single exposure of an authorized institution to
an obligor, there is an overlap of coverage between 2 or more forms of
recognized credit risk mitigation used by the institution, the institution may
select, in respect of the portion of the exposure covered by the overlap, the
recognized credit risk mitigation which result in the lowest risk-weighted
amount of that portion of the exposure covered by the overlap.

(3) Where an authorized institution has an exposure to an obligor in the
form of a general banking facility consisting of 2 or more credit lines—

(a) the institution may, in calculating its risk-weighted amount in
respect of the credit lines, allocate any credit protection taken in
respect of the exposure amongst the individual exposures under
each of the credit lines; and

(b) if the institution exercises its discretion under paragraph (a), the
institution shall aggregate the risk-weighted amounts of the
individual exposures under each of the credit lines to determine
the total risk-weighted amount of the exposure in respect of the
general banking facility.

137. Maturity mismatches

(1) Where the credit protection provided in respect of an exposure of an
authorized institution (other than the netting of OTC derivative transactions
and credit derivative contracts) has a residual maturity which is shorter than
the residual maturity of the exposure, the institution shall not take into
account the credit risk mitigation effect of that credit protection for the
purposes of this Part.

(2) For the purposes of calculating the respective maturities of an
exposure of an authorized institution and any credit protection covering the
exposure—
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(a) if the credit protection is in the form of recognized collateral,
guarantees or credit derivative contracts, the institution shall, at
any time before the obligor in respect of the exposure to which
the credit protection relates performs the obligor’s obligations,
take the effective maturity of the exposure to be the longest
possible remaining time after taking into account any applicable
grace period provided for in the terms of the exposure;

(b) if the terms of the credit protection provide for an option which
may reduce the term of that credit protection, the institution
shall take into account the option and the earliest possible date
upon which it may be exercised;

(c) if the terms of the credit protection provide that the credit
protection provider may terminate the credit protection before
its maturity, the institution shall take the maturity of the credit
protection to be the first date upon which the credit protection
provider may so terminate the credit protection; and

(d ) if the terms of the credit protection permit the institution to
terminate the credit protection before its maturity and there is a
positive incentive for the institution to exercise its discretion so
to do, the institution shall take the maturity of the credit
protection to be the time left to run before the earliest date upon
which the institution may exercise the discretion.

(3) For the purposes of this section, the residual maturity of credit
protection which is recognized collateral falling within section 125(a) shall be
taken to be the period for which it will continue to fulfil the requirements of
section 124 applicable to the credit protection.

PART 6

CALCULATION OF CREDIT RISK FOR NON-SECURITIZATION

EXPOSURES: IRB APPROACH

Division 1—General

138. Application of Part 6

(1) This Part applies to an authorized institution which uses the IRB
approach to calculate its credit risk for non-securitization exposures.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Part is a reference to an authorized institution which uses the
IRB approach to calculate its credit risk for non-securitization exposures.
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139. Interpretation of Part 6

(1) In this Part, unless the context otherwise requires—
“advanced IRB approach” (高級 IRB計算法) means an approach under which

an authorized institution calculates its credit risk for corporate, sovereign
or bank exposures by—

(a) providing its own estimates of the PD, LGD and EAD of those
exposures; and

(b) measuring the M of those exposures,
in accordance with Divisions 4, 5, 9, 10 and 11;

“capital floor” (資本下限) means the minimum regulatory capital of an
authorized institution calculated in accordance with section 226(2), (3),
(4), (5) and (6);

“cash items” (現金項目), in relation to an authorized institution, means all or
any of the following—

(a) legal tender notes or other notes, and coins, representing the
lawful currency of a country and held by the institution;

(b) the institution’s holdings of certificates of indebtedness issued by
the Government for the issue of legal tender notes;

(c) gold bullion held by the institution, or gold bullion held on an
allocated basis for the institution by another person, which is
backed by gold bullion liabilities;

(d ) gold bullion held by the institution, or gold bullion held for the
institution by another person, which is not backed by gold
bullion liabilities;

(e) cheques, drafts and other items drawn on other banks—
(i) which are payable to the account of the institution

immediately upon presentation; and
(ii) which are in the process of collection;

( f ) unsettled clearing items of the institution which are being
processed through any interbank clearing system in Hong Kong;

(g ) receivables from transactions in securities (other than repo-style
transactions), foreign exchange, and commodities which are not
yet due for settlement;

(h) positive current exposure incurred by the institution under
transactions in securities (other than repo-style transactions),
foreign exchange, and commodities—

(i) which are entered into on a delivery-versus-payment basis;
and

(ii) which are outstanding after the settlement date for the
transaction; or
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(i) the amounts of payment made or the current market value of the
thing delivered, and the positive current exposure incurred, by
the institution under transactions in securities (other than repo-
style transactions), foreign exchange, and commodities—

(i) which are entered into on a non-delivery-versus-payment
basis; and

(ii) which are outstanding up to and including the fourth
business day after the settlement date for the transaction,

where the sum of the amounts of payment made (or the current
market value of the thing delivered) and the positive current
exposure incurred is less than $10 million in respect of each such
transaction;

“corporate” (法團) means—
(a) a company; or
(b) a partnership or any other unincorporated body,

which is not a public sector entity, bank or securities firm;
“credit equivalent amount” (信貸等值數額), in relation to an off-balance sheet

exposure of an authorized institution, means the value obtained by—
(a) in the case of an exposure which is not an OTC derivative

transaction or credit derivative contract, multiplying the
principal amount of the exposure by the applicable CCF;

(b) in the case of an exposure which is an OTC derivative
transaction or credit derivative contract, adding the current
exposure of the OTC derivative transaction or credit derivative
contract, as the case may be, to the potential exposure of the
OTC derivative transaction or credit derivative contract, as the
case may be;

“credit risk components” (信用風險組成部分) means the estimates of PD, LGD,
EAD, EL and M which constitute inputs into the IRB risk-weight
functions to determine the risk-weight to be allocated to—

(a) corporate, sovereign, bank or retail exposures; or
(b) if the PD/LGD approach is used, equity exposures;

“dilution risk” (攤薄風險), in relation to a receivable purchased by an
authorized institution, means the possibility that the amount of the
receivable is reduced through cash or non-cash credits to the obligor in
respect of the receivable;

“double default” (雙重違責), in relation to an authorized institution’s exposure
to which a recognized guarantee or recognized credit derivative contract
relates, means the default of both the obligor and the credit protection
provider in respect of the exposure;
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“double default framework” (雙重違責框架), in relation to a corporate
exposure (excluding specialized lending under supervisory slotting criteria
approach) or public sector entity exposure (excluding exposure to a
sovereign foreign public sector entity) of an authorized institution, means
the method set out in section 218 for taking into account the credit risk
mitigating effect of a recognized guarantee or recognized credit derivative
contract in respect of the exposure;

“EAD” means exposure at default;
“EL” means expected loss;
“EL amount” (EL額) means expected loss amount;
“eligible provisions” (合資格準備金), in relation to an authorized institution,

means the sum of—
(a) the institution’s specific provisions, partial write-offs, regulatory

reserve for general banking risks and collective provisions
attributed to non-securitization exposures which are subject to
the IRB approach; and

(b) any discounts falling within section 163(3) or 164(5) on
exposures referred to in paragraph (a) which are in default;

“expected long run loss rate” (預期長期損失率), in relation to a pool of retail
exposures of an authorized institution, means a loss rate calculated based
on the realized losses over the total outstanding amount of exposures
which fall within the pool of retail exposures, measured over a period of
time which is not less than the period required under section 178(1)(g );

“expected loss” (預期損失), in relation to an exposure of an authorized
institution, means the estimated loss likely to be incurred by the
institution on the exposure arising from the potential default of the
obligor or dilution risk in respect of the exposure over a one-year period,
expressed as a ratio, relative to the EAD of the exposure;

“expected loss amount” (預期損失額), in relation to an exposure of an
authorized institution, means the expected loss amount of the exposure
calculated by multiplying the EL of the exposure by the EAD of the
exposure;

“exposure” (風險承擔), in relation to an authorized institution, means a credit
exposure (including an asset) of the institution;

“exposure at default” (違責風險承擔), in relation to an exposure of an
authorized institution, means the expected amount (being, in the case of
an off-balance sheet exposure, the credit equivalent amount) of the
exposure upon the default of the obligor in respect of the exposure, which
is measured without deduction of specific provisions and partial write-
offs;
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“facility grade” (融通等級), in relation to an authorized institution, means a
rating of loss severity in the event of default within the facility rating scale
of the institution’s rating system, as measured by LGD, to which
exposures are assigned on the basis of a specified and distinct set of
internal rating criteria;

“facility type” (融通類型), in relation to an authorized institution, means a type
of exposures with identical or similar transaction characteristics;

“financial firm” (金融商號), in relation to the recognition of a guarantee or
credit derivative contract in respect of an exposure of an authorized
institution under the double default framework, means—

(a) a bank;
(b) a securities firm;
(c) an insurance firm; or
(d ) a corporate which has an ECAI issuer rating which, if mapped

to the scale of credit quality grades in Table C in Schedule 6,
would result in the corporate being assigned a credit quality
grade of 1, 2 or 3,

which—
(e) has provided, in the normal course of business, credit protection

for the exposure where the credit protection concerned is not the
subject of any counter-guarantee given by a sovereign;

( f ) has had an exposure to it assigned by the institution, at the time
the credit protection was first provided or for any period of time
thereafter, to an obligor grade with an estimate of PD which, if
mapped to the scale of credit quality grades for banks and
securities firms in Table B in Schedule 6 or corporates in Table
C in Schedule 6, as the case may be, would result in the entity
being assigned a credit quality grade of 1 or 2; and 

(g) currently has an exposure to it assigned by the institution to an
obligor grade with an estimate of PD which, if mapped to the
scale of credit quality grades for banks and securities firms in
Table B in Schedule 6 or corporates in Table C in Schedule 6, as
the case may be, would result in the entity being assigned a credit
quality grade of 1, 2 or 3;

“foundation IRB approach” (基礎 IRB計算法) means an approach under
which an authorized institution calculates its credit risk for corporate,
sovereign or bank exposures by—

(a) providing its own estimates of the PD of those exposures; and
(b) using supervisory estimates for the other credit risk components

of those exposures,
in accordance with Divisions 4, 5, 9, 10 and 11;
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“hedged exposure” (對沖風險承擔) means a corporate exposure (excluding
specialized lending under supervisory slotting criteria approach) or public
sector entity exposure (excluding exposure to a sovereign foreign public
sector entity) of an authorized institution which is covered by a recognized
guarantee or recognized credit derivative contract under the double
default framework;

“internal models method” (內部模式方法) means a method under which an
authorized institution calculates its credit risk for equity exposures as set
out in section 186;

“IRB class” (IRB類別) means a class of non-securitization exposures specified
in Table 16 (including the IRB subclasses which fall within that class);

“IRB subclass” (IRB子類別) means a subclass of non-securitization exposures
specified in Table 16;

“LGD” means loss given default;
“loss given default” (違責損失率), in relation to an exposure of an authorized

institution, means the loss likely to be incurred by the institution upon the
default of the obligor in respect of the exposure, expressed as a ratio,
relative to the EAD of the exposure;

“M” means maturity;
“market-based approach” (巿場基準計算法) means— 

(a) the internal models method; or
(b) the simple risk-weight method;

“maturity” (到期期限)— 
(a) in relation to a corporate, sovereign or bank exposure of an

authorized institution which uses the foundation IRB approach
or advanced IRB approach, means the effective maturity of the
exposure as determined or calculated in accordance with section
167, 168 or 169, as the case requires;

(b) in relation to an equity exposure of an authorized institution
which uses the PD/LGD approach, means the effective maturity
of the exposure as specified in section 194(1)(d );

“obligor grade” (承擔義務人等級), in relation to an authorized institution,
means a rating within the obligor rating scale of the institution’s rating
system representing an assessment of the risk of default to which
exposures to obligors are assigned on the basis of a specified and distinct
set of internal rating criteria and from which estimates of PD are derived;

“PD” means probability of default; 
“PD/LGD approach” (PD/LGD計算法) means an approach under which an

authorized institution calculates its credit risk for equity exposures as set
out in sections 187, 188, 189, 190, 191, 192, 193 and 194;

“pool” (組別) means a category of exposures which have—
(a) similar obligor and transaction characteristics; and
(b) identical estimates of PD, LGD and EAD;
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“principal amount” (本金額)—
(a) in relation to an on-balance sheet exposure of an authorized

institution, means the book value (including accrued interest) of
the exposure; 

(b) in relation to an off-balance sheet exposure of an authorized
institution, means—

(i) subject to subparagraph (ii), in the case of an exposure
listed in Table 11, the notional amount of the exposure; 

(ii) in the case of an exposure listed in Table 11 where the stated
notional amount of the exposure is leveraged or enhanced
by the structure of the exposure, the effective notional
amount of the exposure taking into account that the stated
notional amount is so leveraged or enhanced, as the case
may be;

(iii) subject to subparagraph (iv), in the case of an exposure
listed in Table 20, the contracted amount of the exposure;

(iv) in the case of an exposure listed in Table 20 which is an
undrawn facility or the undrawn portion of a partially
drawn facility, the amount of the undrawn commitment;

“probability of default” (違責或然率), in relation to an exposure of an
authorized institution, means the probability of default of the obligor in
respect of the exposure over a one-year period;

“rating system” (評級系統) means all the methods, models, processes, controls,
and data collection and information technology systems, used by an
authorized institution which enable the assessment of credit risk, the
assignment of internal credit risk ratings, and the quantification of default
and loss estimates, by the institution;

“re-ageing” (重新確定帳齡) means a process by which an exposure of an
authorized institution previously classified as a past due exposure, the
terms of which have not been changed, is subsequently classified as
performing by reason of the subsequent good performance of the obligor
in respect of the exposure, notwithstanding that all outstanding arrears in
respect of the exposure have not been repaid;

“recognized collateral” (認可抵押品)— 
(a) in relation to an authorized institution which uses the

foundation IRB approach to calculate its credit risk for
corporate, sovereign or bank exposures, means—

(i) recognized financial collateral;
(ii) recognized IRB collateral;

(b) in relation to an authorized institution which uses the advanced
IRB approach to calculate its credit risk for corporate, sovereign
or bank exposures or the retail IRB approach to calculate its
credit risk for retail exposures, means any collateral—

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3035



(i) which is recognized by the institution for credit risk
mitigation in accordance with its policies and procedures;
and

(ii) which satisfy the requirements under section 77(a), (b), (c),
(d ), (e) and ( f ); 

“recognized credit derivative contract” (認可信用衍生工具合約)— 
(a) in relation to an authorized institution which uses the

substitution framework to take into account the credit risk
mitigating effect of credit derivative contracts for its corporate,
sovereign, bank, retail or equity exposures, means a credit
derivative contract which falls within section 211 or 212, as the
case requires;

(b) in relation to an authorized institution which uses the double
default framework to take into account the credit risk mitigating
effect of credit derivative contracts for its corporate exposures
(excluding specialized lending under supervisory slotting criteria
approach) or public sector entity exposures (excluding exposures
to sovereign foreign public sector entities), means a credit
derivative contract which falls within section 213;

“recognized financial collateral” (認可財務抵押品) means any collateral (except
collateral in the form of real property) which falls within the description
of section 80(a), (b), (c) or (d );

“recognized guarantee” (認可擔保)—
(a) in relation to an authorized institution which uses the

substitution framework to take into account the credit risk
mitigating effect of guarantees for its corporate, sovereign, bank,
retail or equity exposures, means a guarantee which falls within
section 211 or 212, as the case requires;

(b) in relation to an authorized institution which uses the double
default framework to take into account the credit risk mitigating
effect of guarantees for its corporate exposures (excluding
specialized lending under supervisory slotting criteria approach)
or public sector entity exposures (excluding exposures to
sovereign foreign public sector entities), means a guarantee
which falls within section 213;

“recognized IRB collateral” (認可 IRB抵押品) means any collateral in the form
of—

(a) financial receivables which fall within section 205;
(b) commercial real estate or residential real estate which falls within

section 206 or 208, as the case requires; or
(c) physical assets (except commercial real estate or residential real

estate) which fall within section 207 or 208, as the case requires;
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“residual value risk” (剩餘價值風險), in relation to a leasing arrangement
entered into by an authorized institution, means the institution’s exposure
to potential loss due to the fair value of the leased asset declining below
the residual value estimated for the leased asset at the time of inception of
the lease;

“retail IRB approach” (零售 IRB計算法) means an approach under which an
authorized institution calculates its credit risk for retail exposures in
accordance with Divisions 4, 6, 9, 10 and 11;

“revolving” (循環), in relation to a retail exposure of an authorized institution,
means that the borrower’s outstanding balance is permitted to fluctuate
based on the borrower’s decisions to borrow and repay, up to a limit
established by the institution;

“risk-weight function” (風險權重函數) means a formula used by an authorized
institution to determine the risk-weight to be allocated to— 

(a) a corporate, sovereign, bank or retail exposure of the institution;
or 

(b) an equity exposure of the institution if the institution uses the
PD/LGD approach;

“seasoning” (季節性因素), in relation to an exposure of an authorized
institution, means an expected change of risk parameters over the
contractual period of the exposure;

“simple risk-weight method” (簡單風險權重方法) means a method under which
an authorized institution calculates its credit risk for equity exposures as
set out in section 185;

“specialized lending” (專門性借貸) means an exposure of an authorized
institution to a corporate owning or operating a specific asset—

(a) the terms of which give the institution a substantial degree of
control over the specific asset and the income which the specific
asset generates; and

(b) the primary source of repayment of which is the income
generated by the specific asset;

“specific risk-weight approach” (特定風險權重計算法) means an approach
under which an authorized institution calculates its credit risk in
accordance with Division 8 for non-securitization exposures which do not
fall within the IRB class of corporate, sovereign, bank, retail or equity
exposures;

“substitution framework” (替代框架), in relation to an exposure of an
authorized institution, means the method set out in sections 215, 216 and
217 for taking into account the credit risk mitigating effect of a recognized
guarantee or recognized credit derivative contract;

“supervisory estimate” (監管性估計), in relation to an exposure of an
authorized institution, means—
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(a) the risk-weight specified in this Part in respect of the exposure;
or

(b) the value specified in this Part of a credit risk component to be
input into a risk-weight function to calculate the risk-weight to
be allocated to the exposure under the use of the IRB approach;

“supervisory slotting criteria approach” (監管分類準則計算法) means an
approach under which an authorized institution calculates its credit risk
for specialized lending in accordance with section 158(2);

“total EL amount” (EL總額), in relation to an authorized institution, means
the sum of the institution’s EL amounts attributed to corporate,
sovereign, bank and retail exposures of the institution which—

(a) are subject to the IRB approach; and
(b) are not treated as hedged exposures under the double default

framework;
“total eligible provisions” (合資格準備金總額), in relation to an authorized

institution, means the sum of the institution’s eligible provisions
attributed to corporate, sovereign, bank and retail exposures of the
institution which—

(a) are subject to the IRB approach; and
(b) are not treated as hedged exposures under the double default

framework;
“unhedged exposure” (無對沖風險承擔) means a corporate exposure (excluding

specialized lending under supervisory slotting criteria approach) or public
sector entity exposure (excluding exposure to a sovereign foreign public
sector entity) of an authorized institution which is not a hedged exposure
under the double default framework.
(2) For the purposes of an authorized institution calculating, in respect

of an exposure of the institution, the EL or PD over a one-year period
pursuant to these Rules, it shall be sufficient if the institution calculates its
credit risk using the latest estimates of the EL or PD, as the case may be, made
or generated at any time within the past 12 months if the institution has not
received information which causes, or which could reasonably be expected to
cause, the institution to consider there may have been a material variation in
the EL or PD of the exposure, as the case may be (in which case the institution
shall not use those estimates in such calculation).

(3) For the purposes of this Part, a reference to specialized lending under
supervisory slotting criteria approach means specialized lending risk-weighted
by mapping, pursuant to section 158(2), to the 5 supervisory rating grades set
out in Table 18.
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Division 2—Calculation of credit risk under IRB approach, 
exposures to be covered in calculation, 

and classification of exposures

140. Calculation of risk-weighted amount of 
exposures

(1) Subject to subsection (2) and section 141, an authorized institution
shall calculate the risk-weighted amount of the institution’s exposure to credit
risk by—

(a) subject to paragraph (b), multiplying the EAD of the exposure
by the exposure’s relevant risk-weight;

(b) in the case of an equity exposure in respect of which—
(i) the institution uses the internal models method; and

(ii) the relevant risk-weight set out in section 186(3)(a)(ii) does
not apply,

multiplying the potential loss of the equity exposure as
calculated using the institution’s internal models by 12.5 in
accordance with section 186; and

(c) aggregating the figures derived under paragraphs (a) and (b).
(2) An authorized institution may reduce the risk-weighted amount of an

exposure by taking into account the effect of any recognized credit risk
mitigation in respect of the exposure in accordance with Division 10.

141. Exposures to be covered

Subject to section 12, an authorized institution shall, in accordance with
this Part, take into account and risk-weight—

(a) all of the institution’s exposures booked in its banking book
except such exposures—

(i) which under sections 48 and 49 are required to be deducted
from any of the institution’s core capital and supplementary
capital; or

(ii) which are subject to the requirements of Part 7; and
(b) all of the institution’s exposures to counterparties under credit

derivative contracts, OTC derivative transactions or repo-style
transactions, booked in its trading book.

142. Classification of exposures

(1) Subject to subsections (2) and (3), an authorized institution shall, in
accordance with sections 143, 144, 145 and 146—
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(a) classify each of its exposures which fall within section 141 into
one only of the 6 IRB classes specified in column 2 of Table 16;
and

(b) then, classify the exposures into one only of the 25 IRB
subclasses specified in column 3 of Table 16.

TABLE 16

CLASSES AND SUBCLASSES OF EXPOSURES UNDER

IRB APPROACH

Item IRB class IRB subclass

1. Corporate exposures (a) Specialized lending under
supervisory slotting criteria
approach (project finance)

(b) Specialized lending under
supervisory slotting criteria
approach (object finance)

(c) Specialized lending under
supervisory slotting criteria
approach (commodities finance)

(d ) Specialized lending under
supervisory slotting criteria
approach (income-producing real
estate)

(e) Small-and-medium sized corporates
( f ) Other corporates

2. Sovereign exposures (a) Sovereigns
(b) Sovereign foreign public sector

entities
(c) Multilateral development banks

3. Bank exposures (a) Banks
(b) Securities firms
(c) Public sector entities (excluding

sovereign foreign public sector
entities)

4. Retail exposures (a) Small business retail exposures
(b) Residential mortgages to individuals
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(c) Residential mortgages to property-
holding shell companies

(d ) Qualifying revolving retail exposures
(e) Other retail exposures to individuals

5. Equity exposures (a) Equity exposures under market-
based approach (simple risk-weight
method)

(b) Equity exposures under market-
based approach (internal models
method)

(c) Equity exposures under PD/LGD
approach (publicly traded equity
exposures held for long-term
investment)

(d ) Equity exposures under PD/LGD
approach (privately owned equity
exposures held for long-term
investment)

(e) Equity exposures under PD/LGD
approach (other publicly traded
equity exposures)

( f ) Equity exposures under PD/LGD
approach (other equity exposures)

6. Other exposures (a) Cash items
(b) Other items

(2) For the purposes of complying with subsection (1), an authorized
institution shall demonstrate to the satisfaction of the Monetary Authority
that its methodology for classifying, in accordance with that subsection,
exposures referred to in that subsection is reliable and consistent over time.

(3) Where an exposure of an authorized institution which has been
classified under subsection (1) would, if section 143(3) or 144(2) or (4)(c) were
to apply to it at any time subsequently, be reclassified under that subsection,
the institution shall so reclassify the exposure unless—

(a) in the case of an exposure denominated in a currency other than
Hong Kong dollars, the exposure’s falling within, or failure to
remain within, the value threshold or exposure limit specified in
that section arises solely as a result of short-term exchange rate
fluctuations; or
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(b) the outstanding balance of the exposure falls within the value
threshold or exposure limit specified in that section primarily
because of—

(i) repayments made by the obligor in respect of the exposure;
or

(ii) write-offs made by the institution in respect of the
outstanding balance of the exposure.

143. Corporate exposures

(1) For the purposes of section 142(1) as read with Table 16—
(a) an authorized institution’s specialized lending shall fall within

project finance if the institution looks primarily to the revenue
generated by a single project funded by the lending, both as the
source of repayment of, and as collateral for, the lending;

(b) an authorized institution’s specialized lending shall fall within
object finance if the lending funds the acquisition of physical
assets and the repayment of the lending is dependent on the cash
flows generated by the assets which have been financed and
pledged or assigned to the institution;

(c) an authorized institution’s specialized lending shall fall within
commodities finance if the lending is structured short-term
lending to finance reserves, inventories, or receivables of
exchange-traded commodities (including gold), and—

(i) the repayment of the lending will be from the proceeds of
the sale of the commodities (including gold); and 

(ii) the obligor in respect of the exposure has no independent
capacity to repay the lending;

(d ) an authorized institution’s specialized lending shall fall within
income-producing real estate if the lending funds the acquisition
of real estate and the prospects for repayment and recovery of
the lending depend primarily on the cash flows generated by the
real estate acquired.

(2) Where an authorized institution is not able to estimate the credit risk
components as required in this Part for corporate exposures in respect of the
institution’s specialized lending, the institution shall use the supervisory
slotting criteria approach to calculate the risk-weighted amount of such
specialized lending in accordance with section 158(2).

(3) Subject to subsection (4), for the purposes of section 142(1) as read
with Table 16, an authorized institution may only classify an exposure to a
corporate as a corporate exposure which falls within the IRB subclass of small-
and-medium sized corporates if—
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(a) subject to paragraphs (b) and (c), the corporate concerned has a
reported total annual revenue, in its latest annual financial
statements, of less than $500 million;

(b) subject to paragraph (c), in any case where the corporate
concerned is a member of a group of companies, the group of
companies has a consolidated reported total annual revenue, in
the group’s latest consolidated annual financial statements, of
less than $500 million;

(c) in any case where the corporate concerned is consolidated with
other corporates by the institution for risk management
purposes, the aggregate of the reported total annual revenue, in
the latest annual financial statements of the corporate concerned
and the other corporates, is less than $500 million.

(4) Where an authorized institution demonstrates to the satisfaction of
the Monetary Authority, in respect of a corporate to which the institution has
an exposure, that the corporate’s scale of business is not accurately reflected in
the corporate’s total annual revenue, the institution may, with the prior
consent of the Monetary Authority, substitute the corporate’s total assets for
total annual revenue in determining whether the exposure falls within
subsection (3) in respect of that corporate.

(5) For the purposes of section 142(1) as read with Table 16, an
authorized institution shall classify all of its exposures to corporates which do
not fall within—

(a) the IRB subclass of specialized lending under supervisory
slotting criteria approach pursuant to subsection (2);

(b) the IRB subclass of small-and-medium sized corporates
pursuant to subsection (3);

(c) the IRB subclass of small business retail exposures pursuant to
section 144(2); or

(d ) the IRB subclass of residential mortgages to property-holding
shell companies pursuant to section 144(3)(b),

as exposures which fall within the IRB subclass of other corporates.

144. Retail exposures

(1) For the purposes of section 142(1) as read with Table 16, an
authorized institution may only classify an exposure as a retail exposure which
falls within the IRB subclass of small business retail exposures, residential
mortgages to individuals, residential mortgages to property-holding shell
companies, qualifying revolving retail exposures, or other retail exposures to
individuals, as the case may be, if the exposure is included in a pool of
exposures managed by the institution on a pooled or portfolio basis.

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3051



(2) Subject to subsection (1), for the purposes of section 142(1) as read
with Table 16, an authorized institution may only classify an exposure to a
corporate as a retail exposure which falls within the IRB subclass of small
business retail exposures if the total exposure of the institution or its
consolidation group to—

(a) subject to paragraph (b), the corporate;
(b) if applicable—

(i) a group of companies of which the corporate is a member;
or

(ii) the corporate and other persons (including individuals)
which are consolidated by the institution with the corporate
for risk management purposes,

is less than $10 million.
(3) Subject to subsection (1), for the purposes of section 142(1) as read

with Table 16—
(a) an authorized institution shall classify a residential mortgage

loan to one or more than one individual as a retail exposure
which falls within the IRB subclass of residential mortgages to
individuals where the property securing the residential mortgage
loan concerned is used, or intended for use, as the residence of
the borrower or as the residence of a tenant, or a licensee, of the
borrower;

(b) an authorized institution shall classify a residential mortgage
loan to a property-holding shell company as a retail exposure
which falls within the IRB subclass of residential mortgages to
property-holding shell companies where—

(i) the property securing the residential mortgage loan
concerned is used, or intended for use, as the residence of
one or more than one director or shareholder of the
property-holding shell company or as the residence of a
tenant, or a licensee, of the property-holding shell company;

(ii) all of the borrowed-monies obligations of the property-
holding shell company arising under the residential
mortgage loan concerned are the subject of a personal
guarantee—
(A) which is entered into by one or more than one director

or shareholder of the property-holding shell company
(referred to in this paragraph as “guarantor”); and

(B) which fully and effectively covers those obligations;
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(iii) the institution, having due regard to the guarantor’s
financial obligations (including, in particular, all the
guarantor’s borrowed-monies obligations and obligations
of suretyship), is satisfied that the guarantor is able to
perform all the guarantor’s obligations under the guarantee;
and

(iv) the residential mortgage loan concerned made available to
the property-holding shell company has been assessed by
reference to substantially similar credit underwriting
standards (including loan purpose, and loan-to-value and
debt-service ratios) as would normally be applied by the
institution to an individual.

(4) Subject to subsection (1), for the purposes of section 142(1) as read
with Table 16, an authorized institution shall classify an exposure as a retail
exposure which falls within the IRB subclass of qualifying revolving retail
exposures if—

(a) the exposure is revolving, unsecured, and unconditionally
cancellable (both contractually and in practice) by the
institution;

(b) the exposure is to one or more than one individual and not
explicitly for business purposes;

(c) the exposure is not more than $1 million;
(d ) the exposure belongs to a pool of exposures which have

exhibited, in comparison with other IRB subclasses of retail
exposures, low loss rate volatility, relative to the institution’s
average level of loss rates for retail exposures, especially within
the pools to which low estimates of PD are attributed;

(e) data on loss rates for qualifying revolving retail exposures are
retained by the institution in order to allow analysis of the
volatility of loss rates; and

( f ) treatment of the exposure as falling within the IRB subclass of
qualifying revolving retail exposures is consistent with the
underlying risk characteristics of the exposure.

(5) Subject to subsections (1) and (6), for the purposes of section 142(1)
as read with Table 16, an authorized institution shall classify all of its
exposures to individuals which do not fall within—

(a) the IRB subclass of residential mortgages to individuals; or
(b) the IRB subclass of qualifying revolving retail exposures, 

as exposures which fall within the IRB subclass of other retail exposures to
individuals.

(6) An authorized institution shall treat any of its exposures to
individuals which are not managed by the institution on a pooled or portfolio
basis in accordance with subsection (1) as corporate exposures.
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145. Equity exposures

(1) For the purposes of section 142(1) as read with Table 16—
(a) subject to paragraphs (b) and (c) and subsection (2), an

authorized institution shall classify under the IRB class of equity
exposures all of its direct and indirect equity interests (whether
voting or non-voting) in a corporate where those interests are
not consolidated or deducted for the purposes of determining the
institution’s capital base in accordance with Part 3;

(b) an authorized institution shall classify under the IRB class of
equity exposures—

(i) holdings of any share issued by a corporate;
(ii) holdings of any equity contract;

(iii) holdings in any collective investment scheme which is
engaged principally in the business of investing in equity
interests;

(iv) holdings of any instrument which would satisfy the
requirements set out in section 38 for inclusion in the
institution’s core capital if the instrument were issued by the
institution;

(v) holdings of any instrument—
(A) which is irredeemable;
(B) which does not embody an obligation on the part of

the issuer except an obligation which falls within
subparagraph (vi); and

(C) which conveys a residual claim on the assets or income
of the issuer;

(vi) holdings of any instrument which embodies an obligation
on the part of the issuer and in respect of which— 
(A) the issuer may indefinitely defer the settlement of the

obligation;
(B) the obligation requires (or permits at the issuer’s

discretion) settlement by the issuance of a fixed number
of the issuer’s equity shares;

(C) the obligation requires (or permits at the issuer’s
discretion) settlement by the issuance of a variable
number of the issuer’s equity shares and, other things
being equal, any change in the value of the obligation is
attributable to, comparable to, and in the same
direction as, the change in the value of a fixed number
of the issuer’s equity shares; or

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3057



(D) the institution has the option to require that the
obligation be settled in equity shares unless the
institution demonstrates to the satisfaction of the
Monetary Authority that—
(I) in the case of a traded instrument, the instrument

trades more like debt of the issuer than equity; or
(II) in the case of a non-traded instrument, the

instrument should be treated as a debt holding;
(vii) holdings of any debt obligation, share, derivative contract,

investment scheme or instrument, which is structured with
the intent of conveying the economic substance of equity
interests; and

(viii) any of the institution’s liabilities on which the return is
linked to that of equity interests; and

(c) an authorized institution shall not classify under the IRB class of
equity exposures any equity holding which is structured with the
intent of conveying the economic substance of debt holdings or
securitization exposures.

(2) The Monetary Authority may, by notice in writing given to an
authorized institution, require the institution to treat a debt holding of the
institution as an equity exposure for the purposes of calculating the
institution’s credit risk if the Monetary Authority is satisfied that the nature
and economic substance of the debt holding are such that the debt holding
should more realistically be characterized as an equity exposure than as a debt
holding.

(3) An authorized institution shall comply with the requirements of a
notice given to it under subsection (2).

146. Other exposures

(1) For the purposes of section 142(1) as read with Table 16, an
authorized institution shall classify under the IRB class of other exposures any
of the institution’s exposures which do not fall within the IRB class of
corporate, sovereign, bank, retail or equity exposures.

(2) For the purposes of section 142(1) as read with Table 16, an
authorized institution shall classify under the IRB subclass of other items any
of the institution’s other exposures which do not fall within the IRB subclass
of cash items.
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Division 3—IRB calculation approaches

147. IRB calculation approaches

(1) Subject to subsections (2) and (3), an authorized institution shall, for
the purposes of calculating the risk-weighted amount of its exposures, select
IRB calculation approaches from the range of IRB calculation approaches set
out in Table 17 available for each of the 6 IRB classes.

TABLE 17

IRB CALCULATION APPROACHES

Item IRB class IRB calculation approach

1. Corporate exposures (a) Foundation IRB approach
(b) Advanced IRB approach
(c) Supervisory slotting criteria

approach

2. Sovereign exposures (a) Foundation IRB approach
(b) Advanced IRB approach

3. Bank exposures (a) Foundation IRB approach
(b) Advanced IRB approach

4. Retail exposures Retail IRB approach

5. Equity exposures (a) Market-based approach: simple risk-
weight method

(b) Market-based approach: internal
models method

(c) PD/LGD approach

6. Other exposures Specific risk-weight approach

(2) An authorized institution shall not select an IRB calculation
approach set out in Table 17 unless the institution satisfies the requirements
specified in this Part applicable to or in relation to that IRB calculation
approach.

(3) Where, under these Rules, an authorized institution may use more
than one IRB calculation approach set out in Table 17 to calculate its credit
risk for exposures which fall within an IRB class, the institution shall not,
except with the prior consent of the Monetary Authority—
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(a) use more than one such IRB calculation approach to calculate
its credit risk for exposures which fall within that IRB class; or

(b) discontinue using one such IRB calculation approach, and
commence using another such IRB calculation approach, to
calculate its credit risk for exposures which fall within that IRB
class.

(4) An authorized institution shall—
(a) subject to paragraphs (b) and (c), only use more than one rating

system for exposures which fall within an IRB class if the
institution demonstrates to the satisfaction of the Monetary
Authority that the rating systems concerned are necessary
having regard to the characteristics and complexity of those
exposures;

(b) only assign an exposure to a rating system referred to in
paragraph (a) if that rating system accurately reflects the level of
credit risk of the exposure; and

(c) document the reason for assigning an exposure to a particular
rating system.

Division 4—Risk-weighting framework under
IRB approach

148. General requirements for estimation of 
probability of default, loss given 
default and exposure at default

An authorized institution shall, for the purposes of making estimates of
PD and, where relevant, LGD and EAD (collectively referred to in this
Division as “estimates”)—

(a) conduct periodic assessments of its risk quantification process
and update the process as necessary to ensure that new data and
analytical techniques and evolving industry practices are
incorporated into the process;

(b) update the institution’s estimates produced by the institution’s
risk quantification process not less than once in every 12
months;

(c) base the institution’s estimates on historical experience and
empirical evidence and not only on subjective or judgmental
considerations, take into account all relevant data and
information available and use appropriate methods;
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(d ) demonstrate to the satisfaction of the Monetary Authority that
the data the institution uses in its estimates (whether internal
data or external data, or both)—

(i) are representative of its long run default experience and
long run loss experience (covering a period which captures a
reasonable mix of high-default and low-default years of at
least one economic cycle); and

(ii) are based on economic or market conditions which are
relevant to current and foreseeable economic or market
conditions;

(e) ensure that adjustments to the estimates, based on data which
fall within paragraph (d )—

(i) are only made or approved by officers of the institution
with the necessary experience and expertise to make or
approve such adjustments and who have been authorized by
the institution to make or approve such adjustments; and

(ii) form part of the institution’s risk quantification process and
are based on the exercise in good faith of judgment by
officers who fall within subparagraph (i) and are not biased
towards reducing the institution’s regulatory capital for
credit risk; and

( f ) demonstrate to the satisfaction of the Monetary Authority that
the institution has—

(i) a set of procedures to evaluate the appropriateness of the
method or data used in making the estimates; and 

(ii) a mechanism for increasing the estimates when the
evaluation referred to in subparagraph (i) indicates that the
estimates fail to satisfy the institution’s internal standards
on the accuracy of estimates used by the institution.

149. Default of obligor

(1) For the purposes of this Part, a default of the obligor in respect of an
exposure of an authorized institution has occurred if—

(a) the institution considers that the obligor is unlikely to pay in full
the obligor’s credit obligations to the institution (or to any
member of the consolidation group of the institution) without
recourse by the institution to realizing any collateral held by the
institution or taking any other action in respect of the exposure;
or 
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(b) subject to subsections (2), (3) and (8), the obligor is past due for
more than 90 days in respect of the payment of any material
portion of all of the obligor’s outstanding credit obligations to
the institution (or to any member of the consolidation group of
the institution).

(2) Where the obligor in respect of a retail exposure is past due for more
than 90 days in respect of any payment owing by the obligor in respect of that
exposure—

(a) subject to paragraph (b), an authorized institution shall treat the
exposure as being in default and shall not apply subsection (1)(b)
to the obligor;

(b) the institution shall disregard paragraph (a) if the obligor is also
past due for more than 90 days in respect of any payment owing
by the obligor in respect of any other exposure which is not a
retail exposure.

(3) For the purposes of subsections (1)(b) and (2), an overdraft provided
by an authorized institution to an obligor (being a borrower under the
overdraft) is past due if—

(a) the obligor has breached a maximum limit which was set by the
institution, and the institution has advised the obligor of the
maximum limit; 

(b) the institution has advised the obligor of a maximum limit which
is less than the current outstanding balance of the overdraft; or

(c) the overdraft is not authorized by the institution.
(4) Subject to subsection (5), where an authorized institution intends to

use, for a particular IRB class or IRB subclass of the institution, the default
criteria (not being the prescribed default criteria) set by the relevant banking
supervisory authority of the institution’s parent bank, the institution shall not
use those default criteria except with the prior consent of the Monetary
Authority.

(5) The Monetary Authority shall not give an authorized institution the
consent referred to in subsection (4) to use the default criteria referred to in
that subsection in respect of a particular IRB class or IRB subclass of the
institution unless the institution demonstrates to the satisfaction of the
Monetary Authority that the differences between those default criteria and the
prescribed default criteria will not materially affect the accuracy of the
estimates generated by the institution’s rating system.

(6) Subject to subsection (7), an authorized institution shall—
(a) keep a record of defaults in exposures of the institution using the

prescribed default criteria;
(b) use the prescribed default criteria to generate the estimates from

the institution’s rating system; and
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(c) only use internal data or external data which are inconsistent
with the prescribed default criteria if the institution
demonstrates to the satisfaction of the Monetary Authority that
it has made adjustments to the data such that the data are
consistent with the prescribed default criteria.

(7) Subsection (6) applies to and in relation to an authorized institution
which uses the default criteria referred to in subsection (4) as it applies to and
in relation to an authorized institution which uses the prescribed default
criteria.

(8) An authorized institution shall not engage in the practice of re-ageing
for the purposes of subsection (1).

(9) In this section—
“prescribed default criteria” (訂明違責準則) means the criteria specified in

subsection (1).

Division 5—Specific requirements for corporate,
sovereign and bank exposures

150. Rating dimensions

(1) Subject to subsection (4), an authorized institution shall ensure that
its rating system for corporate, sovereign and bank exposures has 2 distinct
and separate rating scales, comprising—

(a) obligor grades which reflect, exclusively, the risk of default of
obligors; and

(b) facility grades which reflect—
(i) transaction-specific factors affecting loss severity in the case

of default of obligors; and
(ii) where relevant, the characteristics of obligors to the extent

that the characteristics are predictive of LGD.
(2) An authorized institution which uses the foundation IRB approach

shall be regarded as complying with subsection (1)(b) if its rating system for
corporate, sovereign and bank exposures has a rating scale which reflects the
EL of exposures assigned to each grade.

(3) An authorized institution shall, in respect of its corporate, sovereign
and bank exposures—

(a) rank and assign each exposure to the obligor grades and facility
grades in accordance with its rating criteria and based on all
relevant information available regarding the creditworthiness of
the obligor or loss severity of the exposure; and
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(b) assign the same obligor grade to separate exposures to the same
obligor unless the institution demonstrates to the satisfaction of
the Monetary Authority that the risk of default of the obligor in
respect of such exposures is different.

(4) An authorized institution may use a rating system for its specialized
lending under supervisory slotting criteria approach which reflects EL by
incorporating considerations about the creditworthiness of obligors and loss
severity in respect of such lending.

151. Rating structure

(1) An authorized institution shall ensure that its process for assigning
corporate, sovereign and bank exposures to its obligor grades or facility grades
results in a consistent, logical and cogent differentiation of credit risk inherent
in those exposures—

(a) with no excessive concentrations on particular obligor grades or
facility grades;

(b) with the level of perceived and measured credit risk increasing as
credit quality declines from one grade to the next; and

(c) allowing for reasonably accurate, consistent and verifiable
estimation of credit risk components for each exposure.

(2) Subject to subsection (3), an authorized institution shall ensure that
its rating system for corporate, sovereign and bank exposures has—

(a) not less than 7 obligor grades for exposures to obligors who are
not in default; and

(b) not less than one obligor grade for exposures to obligors who are
in default.

(3) Where an authorized institution uses the supervisory slotting criteria
approach for its specialized lending, the institution shall ensure that its rating
system has—

(a) not less than 4 obligor grades for specialized lending to obligors
who are not in default; and

(b) not less than one obligor grade for specialized lending to
obligors who are in default.

152. Rating criteria

An authorized institution shall ensure that—
(a) its rating definitions in respect of obligor grades and facility

grades; and 
(b) its rating processes and criteria for assigning exposures to such

grades, 
are specific, logical, sufficiently detailed and consistently applied and result in
a clear differentiation of credit risk inherent in the exposures.
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153. Rating assignment horizon

An authorized institution shall—
(a) use a time horizon of more than one year for the purposes of

assigning its exposures to obligor grades;
(b) subject to paragraph (c), ensure that the obligor grade to which

an exposure is assigned accurately represents the institution’s
assessment of the willingness and ability of an obligor in respect
of the exposure to perform the obligor’s contractual obligations,
after taking into account any potentially adverse economic
conditions over a business cycle within the industry or
geographic region relevant to the obligor; and

(c) act prudently in assessing information relating to the willingness
and ability of an obligor in respect of an exposure to perform the
obligor’s contractual obligations.

154. Rating coverage

An authorized institution shall—
(a) in the case of each exposure which falls within the IRB classes of

corporate, sovereign and bank exposures, assign the exposure to
an obligor grade or facility grade as part of the institution’s
process for giving credit approvals; and

(b) in the case of each obligor to whom the institution has a
corporate, sovereign or bank exposure, assign the exposure to
the obligor grade which accurately reflects the level of credit risk
of the obligor in respect of the exposure.

155. Integrity of rating process

An authorized institution shall ensure that—
(a) the institution has in place policies and procedures to ensure that

the rating process for corporate, sovereign and bank exposures 
is independent of the institution’s staff and management
responsible for originating such exposures;

(b) the assignment of exposures to obligor grades and facility grades
is reviewed and updated not less than once in every 12 months
and exposures to obligors which are more likely to default are
subject to more frequent review and updating;

(c) whenever the institution becomes aware of any new material
information on an exposure (including in relation to the obligor
in respect of that exposure), a review is conducted, within a
reasonable period after the institution becomes so aware, of
whether the exposure should be assigned to a different obligor
grade or facility grade, as the case may be;
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(d ) the institution has in place an effective process to obtain and
update relevant information on the financial conditions and on
other credit risk characteristics of the obligors in respect of the
institution’s exposures which affect assigned estimates of PD,
LGD and EAD; and

(e) the institution has in place an effective process for—
(i) identifying and documenting the circumstances in which

officers of the institution may override the inputs to, or the
outputs of, the institution’s rating system; and

(ii) monitoring the nature and performance of such overrides
which have occurred.

156. Calculation of risk-weighted amount
of corporate, sovereign and bank 
exposures

(1) An authorized institution shall, for the purposes of calculating the
risk-weighted amount of the institution’s corporate, sovereign and bank
exposures—

(a) subject to section 167(c), if the institution uses the foundation
IRB approach, provide its own estimate of the PD of each of its
obligor grades and use supervisory estimates for the other credit
risk components for inclusion into the risk-weight function to be
used in that calculation;

(b) if the institution uses the advanced IRB approach, provide its
own estimate of the PD, LGD and EAD of each of its obligor
grades and facility grades, as the case may be, and calculate the
M of its exposures for inclusion into the risk-weight function to
be used in that calculation; and

(c) if the institution uses the supervisory slotting criteria approach
to calculate the risk-weighted amount of its specialized lending,
use the relevant supervisory estimate for the risk-weight to be
allocated to the specialized lending.

(2) Subject to subsection (5) and section 158(2), an authorized institution
shall use Formula 16 to calculate the risk-weighted amount of the institution’s
corporate, sovereign and bank exposures which are not in default.
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FORMULA 16

RISK-WEIGHT FUNCTION FOR CORPORATE,
SOVEREIGN AND BANK EXPOSURES

Correlation (R) = 0.12 × (1 – EXP (–50 × PD)) / 
(1 – EXP (–50)) + 0.24 ×
[1 – (1 – EXP (–50 × PD)) / 
(1 – EXP (–50))]

Maturity adjustment (b) = (0.11852 – 0.05478 × 1n (PD))^2

Capital charge factor (K) = [LGD × N[(1 – R)^–0.5 × G(PD) + 
(R / (1 – R))^0.5  × G(0.999)] –
PD × LGD] × (1 – 1.5 × b)^– 1 ×
(1 + (M – 2.5) × b)

Risk-weight (RW) = K × 12.5

Risk-weighted amount = RW × EAD

where—
(a) PD and LGD are expressed in decimals, EAD is expressed in

Hong Kong dollars and M is expressed in years;
(b) EXP denotes exponential;
(c) 1n denotes the natural logarithm;
(d ) N(x) denotes the cumulative distribution function for a standard

normal random variable; and
(e) G(z) denotes the inverse cumulative distribution function for a

standard normal random variable.

(3) An authorized institution shall apply a zero capital charge factor (K)
to a sovereign exposure of the institution if the calculation required under this
section in respect of the exposure results in a negative capital charge factor (K)
for the exposure.

(4) Subject to section 158(2), an authorized institution shall use the same
risk-weight function set out in Formula 16 to calculate the risk-weighted
amount of the institution’s corporate, sovereign and bank exposures which are
in default except that the capital charge factor (K) for a defaulted corporate,
sovereign or bank exposure shall be equal to the greater of—

(a) zero; or
(b) the figure resulting from the subtraction of the institution’s best

estimate of the EL of the exposure from the LGD of the
exposure.
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(5) An authorized institution shall use Formula 17 to calculate the risk-
weighted amount of the institution’s corporate exposures (excluding
specialized lending under supervisory slotting criteria approach) and public
sector entity exposures (excluding exposures to sovereign foreign public sector 
entities)— 

(a) which are not in default; and 
(b) which are treated as hedged exposures under the double default

framework pursuant to section 218.

FORMULA 17

RISK-WEIGHT FUNCTION FOR HEDGED EXPOSURES

UNDER DOUBLE DEFAULT FRAMEWORK

Correlation (ρos) = 0.12 × (1 – EXP (–50 × PDo)) / 
(1 – EXP (–50)) + 0.24 ×
[1 – (1 – EXP (–50 × PDo)) / 
(1 – EXP (–50))]

Maturity adjustment (bos) = (0.11852 – 0.05478 × 1n (PDos))^2

Capital charge factor (KDD) =

Risk-weight (RWDD) = KDD × 12.5

Risk-weighted amount = RWDD × EADg

where—
(a) PD and LGD are expressed in decimals, EAD is expressed in

Hong Kong dollars and M is expressed in years;
(b) EXP denotes exponential;
(c) 1n denotes the natural logarithm;
(d ) N(x) denotes the cumulative distribution function for a standard

normal random variable; 
(e) G(z) denotes the inverse cumulative distribution function for a

standard normal random variable;
( f ) PDo = PD of the exposure to the underlying obligor without

taking into account the effect of credit protection;
(g ) PDg = PD of the exposure to the credit protection provider in

respect of the hedged exposure;

× 1 + (Mos – 2.5) × bos× —————————
⎫
⎬
⎭ 

× (0.15 + 160 × PDg)
1 – 1.5 × bos

N G(PDo) + √
—–ρos × G(0.999)[N(————————————) – PDo]√

———
1 _ ρos

LGDg ×⎫⎬
⎭
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(h) PDos = the lower of PDo and PDg;
(i ) Mos = M as determined in accordance with section 169;
( j ) LGDg = LGD as determined in accordance with section 162;

and
(k) EADg = EAD of the hedged exposure.

(6) Where the obligor in respect of a hedged exposure of an authorized
institution (referred to in this section as “underlying obligor”) defaults, the
institution shall—

(a) treat the exposure as a direct exposure to the credit protection
provider concerned; and

(b) risk-weight the exposure accordingly.
(7) Where the credit protection provider in respect of a hedged exposure

of an authorized institution defaults, the institution shall—
(a) treat the exposure as an exposure to the underlying obligor; and
(b) risk-weight the exposure as an unhedged exposure to the

underlying obligor.
(8) Where—

(a) the underlying obligor in respect of a hedged exposure of an
authorized institution defaults; and 

(b) the credit protection provider in respect of the hedged exposure
also defaults,

the institution shall treat the exposure as a defaulted exposure to whichever of
the underlying obligor, or the credit protection provider, defaulted last.

157. Provisions supplementary to section 
156(2) and (5)—firm-size 
adjustments for small-and-
medium sized corporates

(1) Where a corporate exposure of an authorized institution falls within
the IRB subclass of small-and-medium sized corporates, the institution shall
make an adjustment to take into account the size of the corporate concerned
(referred to in this section as “firm-size adjustment”) to the calculation of the
correlation (R or ρos) in the risk-weight function set out in Formula 16 or 
17 by substituting the following correlation formula for that in Formula 16 or
17, as the case requires—

(a) if the exposure is not subject to the double default framework,
then in Formula 16—

Correlation (R)  = 0.12 × (1 – EXP (–50 × PD)) / 
(1 – EXP (–50)) + 0.24 × [1 – 
(1 – EXP (–50 × PD)) /
(1 – EXP (–50))] – 0.04 × (1 – (S – 50) / 450);
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(b) if the exposure is subject to the double default framework, then
in Formula 17—

Correlation (ρos) = 0.12 × (1 – EXP (–50 × PDo)) / 
(1 – EXP (–50)) + 0.24 × [1 – 
(1 – EXP (–50 × PDo)) / 
(1 – EXP (–50))] – 0.04 × (1 – (S – 50) / 450).

(2) In the correlation formula set out in subsection (1)(a) or (b), S is
expressed as—

(a) subject to paragraphs (b) and (c), the total annual revenue of the
corporate;

(b) subject to paragraph (c), in any case where the corporate
concerned is a member of a group of companies, the
consolidated total annual revenue of the group of companies of
which the corporate is a member; or

(c) in any case where the corporate concerned is consolidated with
other corporates by the institution for risk management
purposes, the aggregate of the total annual revenue of the
corporate and other corporates which are so consolidated,

of not less than $50 million to not more than $500 million.
(3) Where any total annual revenue referred to in subsection (2) is less

than $50 million, the authorized institution concerned shall, for the purposes
of that subsection, treat the total annual revenue as if it were $50 million.

(4) Where an authorized institution demonstrates to the satisfaction of
the Monetary Authority that the total annual revenue of a corporate does not
accurately reflect the corporate’s scale of business, then, for the purposes of
this section, the institution may, with the prior consent of the Monetary
Authority, substitute the corporate’s total assets for the total annual revenue in
calculating the firm-size adjustment.

158. Provisions supplementary to section 
156—risk-weights for 
specialized lending

(1) Where an authorized institution is able to comply with—
(a) section 159 in relation to the estimation of PD under the

foundation IRB approach of any of its specialized lending; or
(b) sections 159, 161, 164 and 168 in relation to the estimation of

PD, LGD and EAD and the calculation of M under the
advanced IRB approach of any of its specialized lending,
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the institution shall use the risk-weight function specified in Formula 16 or 17,
as the case requires, (if applicable, adjusted in accordance with section 157(1)
in respect of exposures to small-and-medium sized corporates) to derive the
risk-weighted amount of such specialized lending.

(2) Where an authorized institution does not fall within subsection (1) in
respect of any of its specialized lending, the institution shall—

(a) use the supervisory slotting criteria approach to derive the risk-
weighted amount of such specialized lending;

(b) assign any internal grade to such specialized lending based on
the institution’s criteria, systems and processes;

(c) map the internal grades assigned to specialized lending referred
to in paragraph (b) to one of the 5 supervisory rating grades of
“strong”, “good”, “satisfactory”, “weak” and “default” set out
in Table 18 by reference to—

(i) the criteria specified in Annex 6 to the document entitled
“International Convergence of Capital Measurement and
Capital Standards—A Revised Framework (Comprehensive
Version)” published by the Basel Committee on Banking
Supervision in June 2006; or

(ii) the credit quality grades specified in Schedule 8;
(d ) subject to subsection (3), apply the risk-weight specified in Table

18 for the relevant supervisory rating grade in calculating the
risk-weighted amount of such specialized lending.

TABLE 18

SUPERVISORY RATING GRADES FOR DETERMINATION OF

RISK-WEIGHTS FOR SPECIALIZED LENDING

Strong Good Satisfactory Weak Default

Credit quality 1 2 3 4 Not 
grade applicable

Risk-weight 70% 90% 115% 250% 0%

(3) An authorized institution may assign a risk-weight of 50% to its
specialized lending which falls into the supervisory rating grade of “strong” in
Table 18, and a risk-weight of 70% to its specialized lending which falls into
the supervisory rating grade of “good” in Table 18, if—

(a) the specialized lending has a remaining maturity of less than 2.5
years; or
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(b) the institution demonstrates to the satisfaction of the Monetary
Authority that the institution’s credit underwriting criteria and
the ability of the obligor in respect of the specialized lending to
withstand other risk characteristics are substantially stronger
than the corresponding criteria for the equivalent supervisory
rating grade as referred to in subsection (2)(c)(i).

159. Probability of default 

(1) An authorized institution which uses the foundation IRB approach
or advanced IRB approach shall estimate the PD of each of its obligor grades
such that—

(a) subject to paragraphs (b) and (c), the estimate of the PD is a long
run average of one-year default rates for obligors in respect of
exposures which fall within the obligor grade to which the
estimate relates;

(b) in the case of a corporate or bank exposure of the institution
which is not in default, the estimate of the PD is the greater of—

(i) the estimate of the PD of the obligor grade referred to in
paragraph (a) into which the exposure falls; or

(ii) 0.03%;
(c) in the case of a corporate, sovereign or bank exposure of the

institution which is in default, the estimate of the PD is 100%;
and

(d ) the estimate of the PD is based on not less than one source of
data—

(i) which is relevant to the institution’s corporate, sovereign or
bank exposures; and

(ii) which, subject to section 14, covers a period of not less than
5 years. 

(2) For the purposes of subsection (1)—
(a) an authorized institution shall use information, sources of data

and techniques which take into account the institution’s long run
default experience and long run loss experience as referred to in
section 148(d )(i); and

(b) if an authorized institution uses a primary technique for the
estimation of PD and other techniques as a point of comparison
and potential adjustment, the institution shall act prudently in—

(i) comparing the results of the primary technique and other
techniques; and

(ii) making adjustments for the respective limitations of the
primary technique and other techniques.
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160. Loss given default under foundation IRB approach

(1) An authorized institution which uses the foundation IRB approach
shall—

(a) use a supervisory estimate of 45% for the LGD of its senior
exposures which are corporate, sovereign or bank exposures
which are—

(i) unsecured; or
(ii) secured by collateral which is not recognized collateral; and

(b) use a supervisory estimate of 75% for the LGD of its
subordinated exposures which are corporate, sovereign or bank
exposures.

(2) Subject to subsections (3) and (4), an authorized institution which
uses the foundation IRB approach may, for the purposes of calculating the
risk-weighted amount of a senior exposure of the institution which falls within
any of its IRB classes of corporate, sovereign and bank exposures, take into
account the credit risk mitigating effect of any—

(a) recognized financial collateral; or
(b) recognized IRB collateral.

(3) For the purposes of subsection (2)(a), an authorized institution
shall—

(a) use Formula 18 to determine the effective LGD 
(LGD*) applicable to an exposure covered by recognized
financial collateral for inclusion into the risk-weight function
specified in Formula 16 or 17, as the case requires;

(b) for the purposes of Formula 18, only use the net credit exposure
(E*) to calculate LGD* and continue to calculate EAD without
taking into account the presence of any collateral;

(c) use Formula 19 to determine the net credit exposure (E*) in
respect of the exposure referred to in paragraph (a);

(d ) for the purposes of Formula 19—
(i) use sections 90, 91 and 92 to determine He, Hc and Hfx;

(ii) apply a haircut of zero to repo-style transactions which are
treated as collateralized loans to the counterparty if the
collateral falls within section 82(2); and

(iii) where the recognized financial collateral in respect of an
exposure of the institution has a residual maturity which is
shorter than the residual maturity of the exposure covered
by the collateral, the institution shall adjust, with all
necessary modifications, the value of the collateral in
accordance with section 103.

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3089



FORMULA 18

DETERMINATION OF EFFECTIVE LGD

LGD* = LGD × (E* / E)
where—

LGD*= the effective LGD;
LGD = the supervisory estimate of 45% for the LGD of a senior

exposure before adjusting for the credit risk mitigating effect
of recognized financial collateral;

E* = net credit exposure (being the EAD of the exposure after
adjusting for the credit risk mitigating effect of recognized
financial collateral); and

E = the EAD of the exposure.

FORMULA 19

DETERMINATION OF NET CREDIT EXPOSURE

E* = max {0, [E × (1 + He) – C × (1 – Hc – Hfx)]}
where—

E* = net credit exposure;
E = the EAD of the exposure;
He = the haircut applicable to the authorized institution’s exposure

to the obligor pursuant to the standard supervisory haircuts
for the comprehensive approach to treatment of recognized
collateral subject to adjustment as set out in section 92;

C = the current market value of recognized financial collateral
before adjustment required by the comprehensive approach to
treatment of recognized collateral;

Hc = the haircut applicable to recognized financial collateral
pursuant to the standard supervisory haircuts for the
comprehensive approach to treatment of recognized collateral
subject to adjustment as set out in section 92; and

Hfx = the haircut applicable in consequence of a currency mismatch,
if any, pursuant to the standard supervisory haircuts for the
comprehensive approach to treatment of recognized collateral
subject to adjustment as set out in section 92.

(4) For the purposes of subsection (2)(b), an authorized institution shall
determine, for inclusion into the risk-weight function specified in Formula 16
or 17, as the case requires, the LGD* applicable to an exposure secured by
recognized IRB collateral by—
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(a) if the ratio of the current market value of the collateral received
in respect of the exposure (C) to the EAD of the exposure (E) is
below a threshold of level C* as set out in Table 19, assigning as
the LGD* of that exposure the supervisory estimate of the LGD
of 45% specified in subsection (1)(a);

(b) if the ratio of C to E in respect of the exposure exceeds a
threshold of level C** as set out in Table 19, assigning as the
LGD* of that exposure the supervisory estimate of the LGD
applicable pursuant to that Table;

(c) if the ratio of C to E in respect of the exposure exceeds a
threshold of level C* but not a threshold of level C**—

(i) dividing the exposure into—
(A) a fully collateralized portion (C/C**); and
(B) the uncollateralized portion (E – C/C**);

(ii) assigning as the LGD* of the fully collateralized portion the
supervisory estimate of the LGD specified in respect of the
type of recognized IRB collateral concerned in Table 19;

(iii) assigning as the LGD* of the uncollateralized portion the
supervisory estimate of the LGD of 45% specified in
subsection (1)(a);

(d ) if the institution has obtained more than one type of recognized
collateral in respect of the exposure—

(i) dividing the exposure into—
(A) the portion fully collateralized by recognized financial

collateral (after taking into account the haircuts Hc 
and Hfx and the adjustment for maturity mismatch in
determining the value of the recognized financial
collateral);

(B) the portion fully collateralized by recognized financial
receivables;

(C) the portion fully collateralized by recognized
commercial real estate and recognized residential real
estate;

(D) the portion fully collateralized by other recognized IRB
collateral; and

(E) the portion, if any, which is uncollateralized; and
(ii) calculating the risk-weighted amount of each portion

separately;
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(e) if the ratio, expressed as a percentage, of the sum of the current
market value of recognized commercial real estate, recognized
residential real estate and other recognized collateral in respect
of an exposure to the EAD of the exposure, after taking into
account the credit risk mitigating effect of recognized financial
collateral and recognized financial receivables, is below C* (that
is 30%), assigning as the LGD* of that exposure the supervisory
estimate of the LGD of 45% specified in subsection (1)(a).

TABLE 19

DETERMINATION OF EFFECTIVE LGD

Required minimum 
level of Required level of 

collateralization over-
for collateral to collateralization 

Supervisory be partially for collateral to 
Recognized IRB estimate of taken into be taken into 

collateral LGD account (C*) account (C**)

Recognized 35% 0% 125%
financial 
receivables

Recognized 35% 30% 140%
commercial 
real estate 
and recognized 
residential 
real estate 

Other 40% 30% 140%
recognized IRB 
collateral 

(5) In this section—
“senior exposure” (優先風險承擔), in relation to an authorized institution,

means an exposure of the institution to an obligor which is not a
subordinated exposure;

“subordinated exposure” (後償風險承擔), in relation to an authorized
institution, means an exposure of the institution to an obligor which—

(a) is lower in ranking, or junior, to other claims against the obligor
in terms of the priority of repayment; or

(b) will be repaid only after all the senior claims against the obligor
have been repaid.
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161. Loss given default under advanced 
IRB approach

(1) An authorized institution which uses the advanced IRB approach
shall estimate the LGD of each of its facility types such that—

(a) subject to paragraph (b), the estimate of the LGD reflects the
effect on the severity of the loss suffered in respect of an
exposure which falls within a facility type of economic downturn
conditions where credit losses are expected to be substantially
higher than average;

(b) the estimate of the LGD is not less than the long run default-
weighted average loss rate given default calculated as the average
loss rate of all observed defaults within the data source used by
the institution for the estimation of the LGD of a facility type;

(c) the estimate of the LGD of a facility type—
(i) is based on historical recovery rates of exposures which fall

within the facility type; and
(ii) is not solely based on the estimated market value of

collateral in any case where the institution holds collateral
in respect of an exposure which falls within the facility type;

(d ) the estimate of the LGD of a facility type reflects the possibility
that the institution will have to incur unexpected losses during
the debt recovery period applicable to an exposure which falls
within the facility type;

(e) the estimate of the LGD of a facility type is based on not less
than one source of data—

(i) which is relevant to the exposures which fall within the
facility type;

(ii) which covers a period of not less than 7 years; and
(iii) which covers at least one economic cycle;

( f ) if the process of estimating the LGD of a facility type involves
data mapping in respect of the institution’s exposures which fall
within the facility type to the factors in reference data sets used
by ECAIs—

(i) the mapping process is based on a comparison of available
common elements in the ECAIs’ reference data and the
institution’s exposures; and

(ii) in any case where the institution combines multiple sets of
reference data used by ECAIs, the institution has in place a
policy—
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(A) setting out the manner in which the combination is
effected; and

(B) ensuring that the institution avoids biases or
inconsistencies in the mapping process.

(2) For the purposes of subsection (1), an authorized institution shall—
(a) have in place an effective and well-documented process for

assessing the effects, if any, of economic downturn conditions on
debt recovery rates in respect of different facility types and for
producing estimates of LGD which reflect those conditions;

(b) take into account all major factors relevant to measuring loss,
including the time value of money, the risk premium, and any
direct and indirect costs associated with collection in respect of
exposures which fall within the facility type;

(c) take into account the extent of any positive correlation between
the credit risk of an obligor to whom the institution has an
exposure which falls within a facility type and that of any
collateral provided in respect of that exposure or that of the
provider of such collateral and address the effect of such
correlation, if any, in a prudent manner; and

(d ) address any currency mismatch and maturity mismatch in a
prudent manner.

162. Loss given default under double default framework

For the purposes of Formula 17, an authorized institution shall—
(a) only use, as the LGDg, the LGD of—

(i) the exposure to the credit protection provider; or
(ii) an unhedged exposure to the underlying obligor in respect

of the hedged exposure concerned (referred to in this section
as “underlying obligor”), 

depending upon whether, in the event that both the credit
protection provider and the underlying obligor default during
the contractual period of the hedged exposure, available
evidence and the structure of the guarantee or credit derivative
contract indicate that the amount recovered will depend on the
financial condition of the credit protection provider or
underlying obligor, as the case may be;

(b) in estimating the LGDg, only recognize collateral provided in
respect of the exposure to the credit protection provider or
underlying obligor concerned if the collateral is provided
exclusively in respect of the exposure to the credit protection
provider or underlying obligor, as the case may be, in a manner
consistent with section 216(3)(c) or 217, as the case requires,
such that no account is taken of double recovery.
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163. Exposure at default under foundation IRB 
approach—on-balance sheet exposures 
and off-balance sheet exposures 
other than OTC derivative 
transactions and credit 
derivative contracts

(1) An authorized institution which uses the foundation IRB approach
shall, in relation to an on-balance sheet exposure of the institution—

(a) use the current drawn amount of the exposure, after taking into
account the credit risk mitigating effect of any recognized netting
as specified in section 209, as an estimate of the EAD of the
exposure such that the EAD of the exposure is not less than the
sum of—

(i) the amount by which the institution’s core capital would be
reduced if the exposure were fully written-off; and

(ii) any specific provisions and partial write-offs in respect of
the exposure; and

(b) not take into account any discount in respect of the exposure in
calculating the risk-weighted amount of the exposure.

(2) An authorized institution which uses the foundation IRB approach
shall, for the purposes of estimating the EAD of an off-balance sheet exposure
of the institution specified in column 2 of Table 20, calculate the credit
equivalent amount of the exposure by multiplying the principal amount of the
exposure by the CCF specified in column 3 of that Table opposite the type of
off-balance sheet exposure.

TABLE 20

DETERMINATION OF CCF FOR OFF-BALANCE SHEET EXPOSURES

OTHER THAN OTC DERIVATIVE TRANSACTIONS

OR CREDIT DERIVATIVE CONTRACTS

Item Off-balance sheet exposures CCF

1. Direct credit substitutes 100%

2. Transaction-related contingencies 50%

3. Trade-related contingencies 20%

4. Asset sales with recourse 100%

5. Forward asset purchases 100%
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6. Partly paid-up securities (being securities the 100%
unpaid portion of which an authorized 
institution may be called upon by the issuer 
to pay on a predetermined or unspecified 
future date)

7. Forward forward deposits placed 100%

8. Note issuance and revolving underwriting 75%
facilities

9. Commitments which do not fall within any 
of items 1, 2, 3, 4, 5, 6, 7 and 8 and—

(a) which may be cancelled at any time 0%
unconditionally by an authorized 
institution or which provide for 
automatic cancellation due to a 
deterioration in the creditworthiness 
of the person to whom the commitment 
has been made;

(b) subject to paragraph (c), which do not 75%
fall within paragraph (a); and

(c) the drawdown of which will give rise the lower of 
to an off-balance sheet exposure falling 75% or the CCF 
within any of items 1, 2, 3, 4, 5, 6, applicable to 
7 and 8 or any item specified in the off-balance 
section 166 sheet exposure 

arising from the 
drawdown of 
the commitment
concerned

(3) In subsection (1)(b)—
“discount” (折讓), in relation to an on-balance sheet exposure of an authorized

institution, means the amount by which the institution’s estimate of the
EAD of the exposure exceeds the sum referred to in subsection (1)(a).
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164. Exposure at default under advanced IRB 
approach—on-balance sheet exposures 
and off-balance sheet exposures 
other than OTC derivative 
transactions and credit 
derivative contracts

(1) An authorized institution which uses the advanced IRB approach
shall, in relation to an on-balance sheet exposure of the institution—

(a) estimate the EAD of the exposure such that the estimate is not
less than—

(i) the current drawn amount of the exposure, after taking into
account the credit risk mitigating effect of any recognized
netting as specified in section 209;

(ii) the sum of—
(A) the amount by which the institution’s core capital

would be reduced if the exposure were fully written-off;
and

(B) any specific provisions and partial write-offs in respect
of the exposure; and

(b) not take into account any discount in respect of the exposure in
calculating the risk-weighted amount of the exposure.

(2) Subject to subsection (3), an authorized institution which uses the
advanced IRB approach shall estimate the EAD of an off-balance sheet
exposure of the institution specified in column 2 of Table 20.

(3) Subject to subsection (4), an authorized institution shall use its own
estimates of CCF to calculate the EAD of those types of off-balance sheet
exposures which are not subject to a CCF of 100% in Table 20.

(4) An authorized institution shall estimate the EAD of an off-balance
sheet exposure of the institution such that—

(a) in the case of a facility, the estimate of the EAD of the facility
reflects the possibility of additional drawings by the obligor in
respect of that facility up to and after the time a default event is
triggered in respect of the facility;

(b) subject to paragraph (c), the estimate of the EAD is a prudent
estimate of the long run default-weighted average EAD of
exposures which fall within a facility type with allowance made
for the likely margin of error and for any identified positive
correlation between the frequency of defaults in respect of
exposures which fall within the facility type and any increase in
the estimate of the EAD of those exposures;
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(c) in the case of a facility type for which the estimate of the EAD is
volatile over an economic cycle, the institution uses an estimate
of the EAD of the facility type which is appropriate for an
economic downturn if that estimate is more prudent than the
long run default-weighted average EAD of exposures which fall
within the facility type;

(d ) the estimate of the EAD to be used for each facility type is based
on procedures established by the institution which provide a
clear and unambiguous delineation of each facility type to which
the estimate relates;

(e) the estimate of the EAD to be used for each facility type—
(i) is based on all relevant data and information available to

the institution in respect of exposures which fall within the
facility type; and

(ii) is derived from criteria which are material drivers for the
estimation of the EAD of exposures which fall within the
facility type;

( f ) the estimate of the EAD of a facility type is based on not less
than one source of data—

(i) which is relevant to exposures which fall within the facility
type;

(ii) which covers a period of not less than 7 years; and
(iii) which covers at least one economic cycle.

(5) In subsection (1)(b)—
“discount” (折讓), in relation to an on-balance sheet exposure of an authorized

institution, means the amount by which the institution’s estimate of the
EAD of the exposure exceeds the sum referred to in subsection (1)(a)(ii).

165. Exposure at default under foundation IRB approach
or advanced IRB approach—OTC derivative
transactions and credit derivative contracts

(1) Subject to subsection (2), an authorized institution which uses the
foundation IRB approach or advanced IRB approach shall, for the purposes
of estimating the EAD of an off-balance sheet exposure of the institution—

(a) specified in column 2 of Table 11; and
(b) booked in the institution’s banking book or trading book,

calculate the credit equivalent amount of the exposure in accordance with
sections 71(2) and 72.

(2) For the purposes of subsection (1), the definitions of “credit
equivalent amount” and “principal amount” in section 139(1) apply to
references to those expressions in section 71(2).
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166. Exposure at default under foundation IRB 
approach or advanced IRB approach—
other off-balance sheet exposures 
not specified in Table 11 or 20

An authorized institution which uses the foundation IRB approach or
advanced IRB approach shall, for the purposes of estimating the EAD of an
off-balance sheet exposure of the institution which is not specified in Table 11
or 20, calculate the credit equivalent amount of the exposure by applying—

(a) subject to paragraph (b), a CCF of 100%;
(b) the CCF applicable to the exposure pursuant to Part 2 of

Schedule 1,
in accordance with section 163, 164 or 165, as the case requires, with all
necessary modifications.

167. Maturity under foundation IRB approach

An authorized institution which uses the foundation IRB approach—
(a) subject to paragraphs (b) and (c), shall use 2.5 years for the M of

a corporate, sovereign or bank exposure of the institution for
inclusion into the risk-weight function specified in Formula 16;

(b) subject to paragraph (c), shall use 6 months for the M of a
corporate, sovereign or bank exposure of the institution in the
case of such an exposure in respect of a repo-style transaction;

(c) may, with the prior consent of the Monetary Authority,
calculate the M of a corporate, sovereign or bank exposure of
the institution in accordance with section 168.

168. Maturity under advanced IRB approach

(1) An authorized institution which uses the advanced IRB approach
shall calculate the M of a corporate, sovereign or bank exposure of the
institution such that—

(a) subject to subsections (2) and (3), the M of the exposure is the
greater of—

(i) one year; or
(ii) the remaining effective maturity, in years, of the exposure as

calculated in accordance with paragraph (b) or (c), as the
case requires;

(b) subject to paragraph (c), if the exposure is subject to a
predetermined cash flow schedule, the M of the exposure is
calculated by the use of Formula 20;
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(c) if it is not practicable for the institution to comply with
paragraph (b) in respect of the exposure, the institution shall use
a more prudent measure of M which is not less than the
maximum remaining time, in years, that the obligor is permitted
to take to fully perform the contractual obligations (including
principal payments, interest payments and fees) of the obligor
under the terms of the agreement governing the exposure;

(d ) if the exposure is a net credit exposure resulting from the netting
of more than one nettable OTC derivative transaction or credit
derivative contract, the weighted average maturity of the
transactions or contracts (using the notional amount of each
transaction or contract for weighting the maturity of the
transactions or contracts) subject to a valid bilateral netting
agreement is used as the M.

FORMULA 20

CALCULATION OF MATURITY FOR CORPORATE, SOVEREIGN

AND BANK EXPOSURES SUBJECT TO PREDETERMINED

CASH FLOW SCHEDULE

M = ∑t × CFt / ∑CFt
t t

where—
(a) CFt denotes the cash flows (including principal payments,

interest payments and fees) contractually payable by the obligor
in period t; and

(b) t is expressed in years (that is, where a payment is due to be
received in 18 months, t = 1.5).

(2) An authorized institution shall use 5 years as the M of any exposure
referred to in subsection (1) which would, but for this subsection, have an M
of greater than 5 years.

(3) Where an authorized institution has a relevant short-term exposure—
(a) subsection (1)(a) shall not apply to the exposure; and
(b) the M of the exposure shall be the greater of—

(i) one day; or
(ii) the remaining effective maturity, in years, of the exposure as

calculated in accordance with subsection (1)(b) or (c), as the
case requires.

(4) Where an exposure of an authorized institution falls within
paragraph (a) of the definition of “relevant short-term exposure” in subsection
(5) and is a nettable exposure against other relevant short-term exposures
under a valid bilateral netting agreement (referred to in this subsection as
“relevant exposures”), the institution shall—
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(a) subject to paragraphs (b) and (c), use the weighted average
maturity of the relevant exposures as the M;

(b) subject to paragraph (c), in determining the M, apply a
minimum level of M equal to—

(i) 10 days for the relevant exposures which are OTC derivative
transactions or securities margin lending transactions;

(ii) 5 days for the relevant exposures which are repo-style
transactions; and

(iii) 10 days where the relevant exposures concerned consist of
relevant exposures which fall within both subparagraphs (i)
and (ii); and

(c) use the notional amount of each of the relevant exposures for
weighting the M of the exposures.

(5) In this section—
“relevant short-term exposure” (有關短期風險承擔), in relation to an authorized

institution—
(a) means an exposure in respect of an OTC derivative transaction

or securities margin lending transaction which is fully or almost
fully collateralized, or in respect of a repo-style transaction with
an original maturity of less than one year, where the
documentation for the transaction contains clauses—

(i) requiring daily revaluation or re-margining; and
(ii) allowing for the prompt realization or set-off of the

collateral in the event of default or failure to revalue or re-
margin, as the case may be;

(b) means an exposure with an original maturity of less than one
year which is not part of the institution’s ongoing financing of
the obligor in respect of the exposure (there being no intent or
legal obligation to roll over the exposure concerned in the
future), and includes—

(i) an import or export letter of credit, or a similar exposure,
which can be accounted for at its actual remaining maturity;

(ii) a securities purchase, securities sale, cash settlement by wire
transfer, foreign exchange settlement, or any other exposure
arising from an unsettled non-delivery-versus-payment
transaction, if the exposure does not continue for 5 business
days or more after the settlement date; and

(iii) any other short-term exposure in respect of which the
institution demonstrates to the satisfaction of the Monetary
Authority that the institution has no intent or legal
obligation to roll over the exposure and will not in practice
roll over the exposure.
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169. Maturity under double default framework

For the purposes of Formula 17, an authorized institution shall use as the
Mos of a hedged exposure the greater of—

(a) one year; or
(b) the M of the credit protection in respect of the hedged exposure

as calculated in accordance with section 168(1)(b) or (c), as the
case requires.

Division 6—Specific requirements for
retail exposures

170. Rating dimensions

(1) An authorized institution shall—
(a) ensure that its rating system for retail exposures—

(i) reflects the risk of default of the obligors and transaction-
specific factors affecting loss severity in the case of default
of obligors in respect of retail exposures; and

(ii) captures the risk characteristics of the obligors, the risk
characteristics of the transactions and the frequency and
duration of the delinquency of retail exposures;

(b) assign each of its retail exposures to not more than one pool of
retail exposures in accordance with its rating criteria and based
on all relevant information available regarding the risk
characteristics of the obligor in respect of the exposure, the risk
characteristics of the transaction to which the exposure relates
and the frequency and duration of the delinquency (if any) of the
exposure; and

(c) estimate the PD, LGD and EAD of each pool of retail
exposures.

(2) For the avoidance of doubt, it is hereby declared that different pools
of retail exposures of an authorized institution may have the same estimates of
PD, LGD and EAD.

171. Rating structure

An authorized institution shall ensure that its process for assigning its
retail exposures to various pools of retail exposures results in the grouping of
exposures which provides for a consistent, logical and cogent differentiation of
credit risk inherent in those retail exposures—

(a) with no excessive concentrations on particular pools of retail
exposures; and
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(b) allowing for reasonably accurate, consistent and verifiable
estimation of credit risk components for each pool of retail
exposures.

172. Rating criteria

An authorized institution shall ensure that—
(a) its rating definitions in respect of the pools of retail exposures;

and
(b) its rating processes and criteria for assigning exposures to such

pools,
are specific, logical, sufficiently detailed and consistently applied and result in
a clear differentiation of credit risk inherent in the exposures.

173. Rating assignment horizon

An authorized institution shall—
(a) use a time horizon of more than one year for the purposes of

assigning its retail exposures to its pools of retail exposures;
(b) subject to paragraph (c), ensure that its assignment of a retail

exposure to a pool of retail exposures of the institution
accurately represents the institution’s assessment of the
willingness and ability of an obligor in respect of the exposure to
perform the obligor’s contractual obligations, after taking into
account any potentially adverse economic conditions over a
business cycle within the industry or geographic region relevant
to the obligor; and

(c) act prudently in assessing information relating to the willingness
and ability of an obligor in respect of a retail exposure to
perform the obligor’s contractual obligations.

174. Rating coverage

An authorized institution shall, in the case of each exposure which falls
within the IRB class of retail exposures, assign the exposure to a pool of retail
exposures as part of the institution’s process for giving credit approvals.

175. Integrity of rating process

An authorized institution shall ensure that—
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(a) the institution has in place policies and procedures to ensure that
the rating process for retail exposures is independent of the
institution’s staff and management responsible for originating
such exposures;

(b) a review is conducted, not less than once in every 12 months,
of—

(i) the risk characteristics and delinquency status of each pool
of retail exposures; and

(ii) the status of an obligor under an exposure which falls
within a pool of retail exposures to ensure that the exposure
is assigned to the pool that accurately reflects the credit risk
of the exposure; and

(c) the institution has in place an effective process for—
(i) identifying and documenting the circumstances in which

officers of the institution may override the inputs to, or the
outputs of, the institution’s rating system; and 

(ii) monitoring the nature and performance of such overrides
which have occurred.

176. Calculation of risk-weighted amount 
of retail exposures

(1) An authorized institution shall, for the purposes of calculating the
risk-weighted amount of the institution’s retail exposures, provide its own
estimates of the PD, LGD and EAD of each pool of retail exposures.

(2) An authorized institution shall use Formula 21 to calculate the risk-
weighted amount of the institution’s retail exposures which—

(a) fall within the IRB subclass of residential mortgages to
individuals or residential mortgages to property-holding shell
companies; and

(b) are not in default.

FORMULA 21

RISK-WEIGHT FUNCTION FOR RESIDENTIAL MORTGAGES

Correlation (R) = 0.15

Capital charge factor (K) = LGD × N[(1 – R)^–0.5 × G(PD) +
(R / (1 – R))^0.5 × G(0.999)] – PD × LGD

Risk-weight (RW) = K × 12.5

Risk-weighted amount = RW × EAD

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3119



where—
(a) PD and LGD are expressed in decimals and EAD is expressed in

Hong Kong dollars;
(b) N(x) denotes the cumulative distribution function for a standard

normal random variable; and
(c) G(z) denotes the inverse cumulative distribution function for a

standard normal random variable.

(3) An authorized institution shall use Formula 22 to calculate the risk-
weighted amount of the institution’s retail exposures which—

(a) fall within the IRB subclass of qualifying revolving retail
exposures; and

(b) are not in default.

FORMULA 22

RISK-WEIGHT FUNCTION FOR QUALIFYING REVOLVING

RETAIL EXPOSURES

Correlation (R) = 0.04

Capital charge factor (K) = LGD × N[(1 – R)^–0.5 × G(PD) + 
(R / (1 – R))^0.5 × G(0.999)] – PD × LGD

Risk-weight (RW) = K × 12.5

Risk-weighted amount = RW × EAD

where—
(a) PD and LGD are expressed in decimals and EAD is expressed in

Hong Kong dollars;
(b) N(x) denotes the cumulative distribution function for a standard

normal random variable; and
(c) G(z) denotes the inverse cumulative distribution function for a

standard normal random variable.

(4) An authorized institution shall use Formula 23 to calculate the risk-
weighted amount of the institution’s retail exposures which—

(a) fall within the IRB subclass of small business retail exposures or
other retail exposures to individuals; and

(b) are not in default.
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FORMULA 23

RISK-WEIGHT FUNCTION FOR SMALL BUSINESS

RETAIL EXPOSURES OR OTHER RETAIL

EXPOSURES TO INDIVIDUALS

Correlation (R) = 0.03 × (1 – EXP (–35 × PD)) / (1 – EXP (–35))
+ 0.16 × [1 – (1 – EXP (–35 × PD)) /
(1 – EXP (–35))]

Capital charge factor (K) = LGD × N[(1 – R)^–0.5 × G(PD) + 
(R / (1 – R))^0.5 × G(0.999)] – PD × LGD

Risk-weight (RW) = K × 12.5

Risk-weighted amount = RW × EAD

where—
(a) PD and LGD are expressed in decimals and EAD is expressed in

Hong Kong dollars;
(b) EXP denotes exponential;
(c) N(x) denotes the cumulative distribution function for a standard

normal random variable; and
(d ) G(z) denotes the inverse cumulative distribution function for a

standard normal random variable.

(5) An authorized institution shall use the risk-weight function set out in
subsection (2), (3) or (4) as applicable to the IRB subclass within which a retail
exposure falls to calculate the risk-weighted amount of any such retail
exposure which is in default except that the capital charge factor (K) for a
defaulted retail exposure shall be equal to the greater of—

(a) zero; or
(b) the figure resulting from the subtraction of the institution’s best

estimate of the EL of the exposure from the LGD of the
exposure.

177. Probability of default 

(1) An authorized institution which uses the retail IRB approach shall
estimate the PD of each pool of retail exposures of the institution such that—

(a) subject to paragraphs (b) and (c), the estimate of the PD is a long
run average of one-year default rates for obligors in respect of
retail exposures which fall within the pool to which the estimate
relates;
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(b) the estimate of the PD to be assigned to a pool of retail
exposures of the institution which are not in default is the
greater of—

(i) the estimate of the PD referred to in paragraph (a)
associated with the pool; or

(ii) 0.03%;
(c) the estimate of the PD to be assigned to a pool of retail

exposures of the institution which are in default is 100%;
(d ) the estimate of the PD of a pool of retail exposures of the

institution takes into account the effect of seasoning in respect of
exposures which fall within the pool of retail exposures;

(e) the estimate of the PD of a pool of retail exposures of the
institution is based on not less than one source of data—

(i) which is relevant to the institution’s retail exposures; and
(ii) which, subject to section 14, covers a period of not less than

5 years.
(2) For the purposes of subsection (1), an authorized institution shall—

(a) use internal data as the primary source of information for
estimating the risk characteristics for each of its pools of retail
exposures;

(b) only use external data or models for any estimate of the PD if
the institution demonstrates to the satisfaction of the Monetary
Authority that there is a strong correlation—

(i) between the institution’s process of assigning exposures to a
pool of retail exposures and the classification process used
by the external data source; and

(ii) between the institution’s credit risk profile and the
composition of the external data; and

(c) use all relevant data sources as points of comparison for internal
data referred to in paragraph (a), or external data or models
referred to in paragraph (b), used by the institution.

(3) For the purposes of subsection (1)(a), an authorized institution may,
based on its estimate of the expected long run loss rate for a pool of retail
exposures, use its long run default-weighted average loss rate given default as
calculated in section 178(1)(b) to infer its estimate of the PD of the pool of
retail exposures.

(4) Where an authorized institution does not take into account the effect
of seasoning as required in subsection (1)(d ) in any estimate of the PD made
by it for the purposes of this section, the Monetary Authority may, by notice
in writing given to the institution, require the institution to use the higher PD
specified in the notice in place of the institution’s own estimate of the PD in
calculating the institution’s credit risk.

(5) An authorized institution shall comply with the requirements of a
notice given to it under subsection (4).
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178. Loss given default 

(1) An authorized institution which uses the retail IRB approach shall
estimate the LGD of each pool of retail exposures of the institution such
that—

(a) subject to paragraph (b), the estimate of the LGD of the pool
reflects the effect on the severity of the loss suffered in respect of
the retail exposures which fall within the pool of economic
downturn conditions where credit losses are expected to be
substantially higher than average;

(b) subject to subsection (3), the estimate of the LGD of the pool is
not less than the long run default-weighted average loss rate
given default calculated as the average loss rate of all observed
defaults within the data source used by the institution for the
estimation of the LGD of that pool;

(c) subject to paragraph (d ), the estimate of the LGD of a retail
exposure which falls within the IRB subclass of residential
mortgages to individuals or residential mortgages to property-
holding shell companies is not less than 10% during the
transitional period;

(d ) paragraph (c) does not apply to any such retail exposures of the
institution which are the subject of recognized guarantees issued
by sovereigns;

(e) the estimate of the LGD of a pool of retail exposures of the
institution—

(i) is based on historical recovery rates of exposures which fall
within the pool; and

(ii) is not solely based on the estimated market value of
collateral in any case where the institution holds collateral
in respect of an exposure which falls within the pool;

( f ) the estimate of the LGD of a pool of retail exposures of the
institution reflects the possibility that the institution will have to
incur unexpected losses during the debt recovery period
applicable to an exposure which falls within the pool;

(g ) the estimate of the LGD of a pool of retail exposures of the
institution is based on not less than one source of data—

(i) which is relevant to the exposures which fall within the
pool;

(ii) which, subject to section 14, covers a period of not less than
5 years; and

(iii) which covers at least one economic cycle; and
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(h) if the process of estimating the LGD of a pool of retail exposures
of the institution involves data mapping in respect of the
institution’s exposures which fall within the pool to the factors in
reference data sets used by ECAIs—

(i) the mapping process is based on a comparison of available
common elements in the ECAIs’ reference data and the
pool; and

(ii) in any case where the institution combines multiple sets of
reference data used by ECAIs, the institution has in place a
policy—
(A) setting out the manner in which the combination is

effected; and
(B) ensuring that the institution avoids biases or

inconsistencies in the mapping process.
(2) For the purposes of subsection (1), an authorized institution shall—

(a) have in place an effective and well-documented process for
assessing the effect, if any, of economic downturn conditions on
debt recovery rates in respect of different pools of retail
exposures and for producing estimates of LGD which reflect
those conditions;

(b) take into account all major factors relevant to measuring loss,
including the time value of money, the risk premium, and any
direct and indirect costs associated with collection in respect of
retail exposures which fall within a pool;

(c) take into account the extent of any positive correlation between
the credit risk of an obligor to whom the institution has an
exposure which falls within a pool of retail exposures and that of
any collateral provided in respect of that exposure or that of the
provider of such collateral and address the effect of such
correlation, if any, in a prudent manner; and

(d ) address any currency mismatch and maturity mismatch in a
prudent manner.

(3) For the purposes of subsection (1)(b), an authorized institution may,
based on its estimate of the expected long run loss rate for a pool of retail
exposures, use its estimate of the PD as referred to in section 177 to infer its long
run default-weighted average loss rate given default for the pool of retail exposures.

179. Exposure at default—on-balance sheet exposures

Section 164(1), with all necessary modifications, applies to an authorized
institution which uses the retail IRB approach in respect of the estimation by
the institution of the EAD of each pool of its on-balance sheet retail exposures
as it applies to the institution’s estimation of the EAD of its on-balance sheet
corporate, sovereign and bank exposures.
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180. Exposure at default—off-balance sheet 
exposures other than OTC derivative 
transactions and credit derivative 
contracts

(1) Subject to subsection (2), an authorized institution which uses the
retail IRB approach shall estimate its own CCFs for each type of off-balance
sheet exposure specified in column 2 of Table 20 in respect of its retail
exposures.

(2) Section 164(4)(a), (b), (c), (d ) and (e), with all necessary
modifications, applies to an authorized institution’s estimation of the EAD of
its off-balance sheet retail exposures specified in Table 20 as it applies to the
institution’s estimation of the EAD of its off-balance sheet corporate,
sovereign and bank exposures specified in that Table.

(3) An authorized institution shall estimate the EAD of its off-balance
sheet exposures specified in Table 20 for each pool of retail exposures such
that—

(a) in the case of the estimate of the EAD of a retail facility with an
uncertain future drawdown—

(i) the institution takes into account—
(A) the institution’s overall drawdown and repayment

history with regard to its retail exposures which fall
within the same facility type as the retail facility
concerned; or

(B) the institution’s expectation based on the history of
additional drawings by the obligors in respect of
facilities which fall within such facility type up to and
after the time a default event has been triggered in
respect of such a facility;

(ii) if the CCF used by the institution for the calculation of the
credit equivalent amount of the retail facility does not
reflect the expectation of additional drawings on the retail
facility extended up to and after the time a default event has
been triggered, the institution reflects in its estimate of the
LGD of the retail exposures the likelihood of such
additional drawings; and

(b) the estimate of the EAD of off-balance sheet exposures which
fall within a pool of retail exposures is based on not less than
one source of data—

(i) which is relevant to such retail exposures; and 
(ii) which, subject to section 14, covers a period of not less than

5 years. 
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181. Exposure at default—OTC derivative 
transactions and credit derivative 
contracts

Section 165, with all necessary modifications, applies to an authorized
institution which uses the retail IRB approach in respect of the estimation by
the institution of the EAD of its retail exposures in respect of OTC derivative
transactions or credit derivative contracts as it applies to the institution’s
estimation of the EAD of its corporate, sovereign and bank exposures in
respect of OTC derivative transactions or credit derivative contracts.

182. Exposure at default—other off-balance 
sheet exposures not specified in 
Table 11 or 20

An authorized institution which uses the retail IRB approach shall, for the
purposes of estimating the EAD of an off-balance sheet exposure of the
institution which is not specified in Table 11 or 20, calculate the credit
equivalent amount of the exposure by applying—

(a) subject to paragraph (b), a CCF of 100%;
(b) the CCF applicable to the exposure pursuant to Part 2 of

Schedule 1,
in accordance with section 180 or 181, as the case requires, with all necessary
modifications.

Division 7—Specific requirements for
equity exposures

183. Equity exposures—general

(1) Subject to subsection (2), an authorized institution shall calculate the
risk-weighted amount of the institution’s equity exposures booked in its
banking book by using—

(a) the market-based approach; or
(b) the PD/LGD approach.

(2) An authorized institution shall demonstrate to the satisfaction of the
Monetary Authority that the market-based approach or PD/LGD approach
used by the institution to calculate the risk-weighted amount of its equity
exposures—

(a) is appropriate for the institution’s portfolios of equity exposures;
(b) is applied consistently to those portfolios; and
(c) is not used for the purpose of regulatory capital arbitrage.
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(3) An authorized institution shall determine the EAD of an equity
exposure of the institution as the value of the equity exposure presented in the
institution’s balance sheet.

(4) Where an authorized institution has holdings in a collective
investment scheme which invests in investments which would constitute both
equity exposures and non-equity exposures (being those exposures falling
within the IRB class of corporate, sovereign, bank, retail or other exposures)—

(a) subject to paragraphs (b) and (c), the institution shall treat the
holdings as equity exposures or non-equity exposures, as the
case requires, and allocate or apportion them, insofar as is
practicable, in a consistent manner by reference to the
proportions of the collective investment scheme’s investments
which would constitute equity exposures and non-equity
exposures, as the case may be;

(b) if it is not practicable to comply with paragraph (a) and subject
to paragraph (c), the institution shall treat the holdings as equity
exposures or non-equity exposures based on whether equity
exposures or non-equity exposures constitute the majority of the
scheme’s investments;

(c) if only the investment mandate of the scheme is known to the
institution, the institution shall treat the holdings as exposures of
the institution on the assumptions that—

(i) the scheme first invests, to the maximum extent allowed
under the mandate, in investments which would constitute
exposures falling within the IRB class attracting the highest
capital charge of all the investments permissible under the
scheme’s investment mandate; and 

(ii) the scheme then continues making investments which would
constitute exposures falling within other IRB classes in
descending order of the level of the capital charge required
in respect of such exposures.

184. Market-based approach

(1) Subject to subsections (2) and (3), an authorized institution which
uses the market-based approach to calculate the risk-weighted amount of the
institution’s equity exposures booked in its banking book shall use—

(a) the simple risk-weight method;
(b) the internal models method; or
(c) the simple risk-weight method and the internal models method.
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(2) Subject to section 186(1), an authorized institution shall only use a
market-based approach which is—

(a) suitable for the amount and complexity of the institution’s
equity exposures; and

(b) commensurate with the sophistication of the institution’s
internal risk management functions.

(3) An authorized institution which uses more than one market-based
approach for different portfolios of the institution’s equity exposures booked
in its banking book shall demonstrate to the satisfaction of the Monetary
Authority that—

(a) this course of action is justified having regard to the respective
risk profiles of the portfolios; and

(b) the institution uses different risk assessment methods for the
portfolios in its internal risk management functions.

185. Simple risk-weight method

An authorized institution which uses the simple risk-weight method
shall—

(a) calculate the risk-weighted amount of an equity exposure of the
institution by multiplying the EAD of the equity exposure by a
risk-weight of—

(i) 300% for an equity exposure in a publicly traded company
(being an equity security traded on a recognized exchange);
and

(ii) 400% for any equity exposure of the institution which does
not fall within subparagraph (i);

(b) in relation to a short position in an equity exposure which is not
permitted to set off a long position in the same equity exposure
in accordance with paragraph (c)—

(i) treat the short position as if it were a long position in that
equity exposure; and

(ii) risk-weight the short position in accordance with paragraph
(a);

(c) subject to paragraphs (d ) and (e), set off a short position in an
equity exposure against a long position in the same equity
exposure only if that short position—

(i) has been explicitly designated by the institution as a hedge
of the long position in that equity exposure; and

(ii) has a remaining maturity of not less than one year;
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(d ) where the institution’s short position in an equity exposure has a
residual maturity which is shorter or longer than the residual
maturity of the institution’s long position in the same equity
exposure, adjust, with all necessary modifications, the value of
the institution’s short position in the equity exposure in
accordance with section 103;

(e) where a net short position remains after the set-off of the
institution’s short position in an equity exposure against the
institution’s long position in the same equity exposure—

(i) treat the net short position as if it were a long position in
that equity exposure; and

(ii) risk-weight the net short position in accordance with
paragraph (a).

186. Internal models method

(1) An authorized institution shall not use the internal models method to
calculate the risk-weighted amount of the institution’s equity exposures
booked in its banking book unless the institution demonstrates to the
satisfaction of the Monetary Authority that the use by the institution of the
internal models method is in compliance with subsection (2).

(2) An authorized institution which uses the internal models method
shall—

(a) use its internal models in respect of equity exposures to estimate
the potential loss on the institution’s portfolio of equity
exposures arising from an assumed instantaneous shock
equivalent to a one-tailed 99% confidence interval of the
difference between quarterly returns on the portfolio and an
appropriate risk-free rate computed over an observation period
of not less than 3 years;

(b) ensure that the institution’s estimate of potential loss in respect
of its equity exposures is—

(i) arrived at using data, information and methods which are
relevant to the institution’s equity exposures;

(ii) prudent, statistically reliable and resilient; and
(iii) able to reflect the risk profile of the institution’s portfolio of

equity exposures against adverse market movements;
(c) ensure that the internal models are capable of taking sufficient

account of the risk profile (including general market risk and
specific risk) and constituent elements of its portfolio of equity
exposures;

(d ) ensure that the outputs of the internal models can be quantified
in the form of the loss percentile specified in paragraph (a);
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(e) ensure that if market data are used in an internal model, the
institution updates the data used not less than once in every 3
months and, in any case, reassesses the data whenever market
prices are subject to material change;

( f ) ensure that the institution fully documents and supports by
empirical analysis the portfolio correlations (being the
correlation of changes in the returns on an equity exposure to
changes in the returns on another equity exposure in response to
market movements) it has integrated into its measures of
potential loss in respect of a portfolio of equity exposures;

(g ) ensure that the institution has clear and effective policies,
procedures and controls in place to enable it to manage the risk
of its portfolio of equity exposures and to ensure the integrity of
the internal models and modelling process used to estimate its
potential loss in respect of the portfolio; and

(h) ensure that the institution’s internal models are fully integrated
into the institution’s credit approval, risk management and
corporate governance functions and, if section 1(b)(vi)(A) of
Schedule 2 is applicable to the institution, internal capital
allocation function.

(3) An authorized institution which uses the internal models method
shall—

(a) calculate the risk-weighted amount of each equity exposure by—
(i) multiplying the potential loss of the equity exposure as

calculated using its internal models by 12.5; and
(ii) using the simple risk-weight method to multiply the EAD of

the equity exposure by a risk-weight of—
(A) 200% for an equity exposure in a publicly traded

company (being an equity security traded on a
recognized exchange); and

(B) 300% for any equity exposure of the institution which
does not fall within sub-subparagraph (A); and

(b) apply to each of its equity exposures the greater of the risk-
weighted amount calculated under paragraph (a)(i) or (ii) for the
equity exposure concerned.

(4) Where an authorized institution which uses the internal models
method is not able to demonstrate to the satisfaction of the Monetary
Authority that the institution complies with subsection (2), the Monetary
Authority may, by notice in writing given to the institution, require the
institution to use the simple risk-weight method to calculate the risk-weighted
amount of the institution’s equity exposures booked in its banking book for
such period, or until the occurrence of such event, as specified in the notice.

(5) An authorized institution shall comply with the requirements of a
notice given to it under subsection (4).
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187. PD/LGD approach

An authorized institution shall not use the PD/LGD approach to calculate
the risk-weighted amount of the institution’s equity exposures booked in its
banking book unless the institution demonstrates to the satisfaction of the
Monetary Authority that the use by the institution of the PD/LGD approach
is in compliance with sections 188, 189, 190, 191, 192, 193 and 194.

188. PD/LGD approach—rating dimensions

(1) An authorized institution which uses the PD/LGD approach shall
ensure that its rating system for equity exposures comprises—

(a) obligor grades which reflect, exclusively, the risk of default of
obligors; and

(b) facility grades which reflect—
(i) factors affecting loss severity in the case of default of

obligors; and
(ii) where relevant, the characteristics of obligors to the extent

that the characteristics are predictive of LGD.
(2) An authorized institution which uses the PD/LGD approach shall be

regarded as complying with subsection (1)(b) if its rating system has a rating
scale which reflects the EL of its equity exposures assigned to each grade.

(3) An authorized institution which uses the PD/LGD approach shall, in
respect of its equity exposures—

(a) rank and assign its equity exposures to the obligor grades and
facility grades in accordance with its rating criteria and based on
all relevant information available regarding the creditworthiness
of the obligor or loss severity of the exposure; and

(b) in the case of separate equity exposures to the same obligor,
assign the exposures to the same obligor grade unless the
institution demonstrates to the satisfaction of the Monetary
Authority that the risk of default of the obligor in respect of
such exposures is different.

189. PD/LGD approach—rating structure

An authorized institution which uses the PD/LGD approach shall ensure
that—

(a) its process for assigning equity exposures to its obligor grades or
facility grades results in a consistent, logical and cogent
differentiation of credit risk inherent in those exposures—

(i) with no excessive concentrations on particular obligor
grades or facility grades;
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(ii) with the level of perceived and measured credit risk
increasing as credit quality declines from one grade to the
next; and

(iii) allowing for reasonably accurate, consistent and verifiable
estimation of credit risk components for each equity
exposure; and

(b) its rating system has—
(i) not less than 7 obligor grades for equity exposures which

are not in default; and
(ii) not less than one obligor grade for equity exposures which

are in default.

190. PD/LGD approach—rating criteria

An authorized institution which uses the PD/LGD approach shall ensure
that—

(a) its rating definitions in respect of obligor grades and facility
grades; and

(b) its rating processes and criteria for assigning equity exposures to
such grades,

are specific, logical, sufficiently detailed and consistently applied and result in
a clear differentiation of credit risk inherent in the exposures.

191. PD/LGD approach—rating 
assignment horizon

An authorized institution which uses the PD/LGD approach shall—
(a) use a time horizon of more than one year for the purposes of

assigning its equity exposures to obligor grades;
(b) subject to paragraph (c), ensure that an obligor grade accurately

represents the institution’s assessment of the willingness and
ability of an obligor in respect of an equity exposure to perform
the obligor’s obligations, after taking into account any
potentially adverse economic conditions over a business cycle
within the industry or geographic region relevant to the obligor;
and

(c) act prudently in assessing information relating to the willingness
and ability of an obligor in respect of an equity exposure to
perform the obligor’s obligations.
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192. PD/LGD approach—rating coverage

An authorized institution which uses the PD/LGD approach shall, in the
case of each equity exposure subject to the PD/LGD approach—

(a) assign the equity exposure to an obligor grade or facility grade
as part of the institution’s process for giving credit approvals;
and

(b) assign the equity exposure to the obligor grade which accurately
reflects the level of credit risk of the obligor in respect of the
exposure.

193. PD/LGD approach—integrity of 
rating process

An authorized institution which uses the PD/LGD approach shall ensure
that—

(a) the institution has in place policies and procedures to ensure that
the rating process for equity exposures is independent of the
institution’s staff and management responsible for originating
such exposures;

(b) the assignment of equity exposures to obligor grades and facility
grades is reviewed and updated not less than once in every 12
months and exposures to obligors which are more likely to
default are subject to more frequent review and updating;

(c) whenever the institution becomes aware of any new material
information on an equity exposure (including in relation to the
obligor in respect of that exposure), a review is conducted,
within a reasonable period after the institution becomes so
aware, of whether the equity exposure should be assigned to a
different obligor grade or facility grade, as the case may be; 

(d ) the institution has in place an effective process to obtain and
update relevant information on the financial conditions and on
other credit risk characteristics of the obligors in respect of the
institution’s equity exposures which affect assigned estimates of
PD; and

(e) the institution has in place an effective process for—
(i) identifying and documenting the circumstances in which

officers of the institution may override the inputs to, or the
outputs of, the institution’s rating system; and

(ii) monitoring the nature and performance of such overrides
which have occurred.
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194. PD/LGD approach—calculation of risk-
weighted amount of equity exposures

(1) An authorized institution which uses the PD/LGD approach shall
calculate the risk-weighted amount of the institution’s equity exposures in
accordance with sections 156, 157, 158, 159, 160, 161, 162, 163, 164, 165, 166
and 167, insofar as those sections relate to the use of the foundation IRB
approach for corporate exposures, except that—

(a) the EAD of an equity exposure shall be determined in
accordance with section 183(3);

(b) if the institution has an equity exposure to a corporate but does
not have an exposure to that corporate which falls within its IRB
class of corporate, sovereign, bank or retail exposures such that
the institution does not have sufficient information on the
corporate for the application of the prescribed default criteria as
set out in section 149, the institution shall calculate the risk-
weighted amount of the equity exposure such that—

(i) if the EAD of the institution’s equity exposure to the
corporate is not more than 15% of the institution’s total
equity exposures, the institution calculates the risk-weighted
amount of the equity exposure by multiplying the EAD of
the exposure by the product of the risk-weight as derived
from using the risk-weight function set out in Formula 16
(if applicable, adjusted in accordance with section 157(1)(a)
in respect of exposures to small-and-medium sized
corporates) and a factor of 1.5;

(ii) if the EAD of the institution’s equity exposure to the
corporate exceeds 15% of the institution’s total equity
exposures, the institution applies the simple risk-weight
method set out in section 185;

(c) an LGD of 90% shall be used in the risk-weight function set out
in Formula 16 for deriving the risk-weight of an equity exposure;

(d ) an M of 5 years shall be used in the risk-weight function set out
in Formula 16 for deriving the risk-weight of an equity exposure;

(e) a minimum risk-weight of 100% shall be applied in the
calculation of the risk-weighted amount of a relevant equity
exposure if the risk-weight calculated in accordance with
paragraphs (a), (b), (c) and (d ) for the relevant equity exposure
plus the EL associated with the relevant equity exposure
multiplied by 12.5 is less than 100%;
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( f ) for any equity exposure (including any net short position as
referred to in section 185(e)) other than a relevant equity
exposure, the institution shall, in the calculation of the risk-
weighted amount of any such equity exposure if the risk-weight
calculated in accordance with paragraphs (a), (b), (c) and (d ) for
the equity exposure plus the EL associated with the equity
exposure multiplied by 12.5 is less than the minimum risk-weight
of—

(i) 200% for an equity exposure in a publicly traded company
(being an equity security traded on a recognized exchange);
or

(ii) 300% for any equity exposure which does not fall within
subparagraph (i),

apply the minimum risk-weight specified in subparagraph (i) or
(ii), as the case may be;

(g) if the risk-weight calculated in accordance with paragraphs (a),
(b), (c) and (d ) for an equity exposure of the institution plus the
EL associated with the equity exposure multiplied by 12.5
exceeds 1,250%, the institution shall—

(i) apply a maximum risk-weight of 1,250% in the calculation
of the risk-weighted amount of the equity exposure; or

(ii) deduct the EAD of the equity exposure, in accordance with
section 223(2)(c), from the institution’s core capital and
supplementary capital; and

(h) if the institution has entered into any hedging arrangement in
respect of an equity exposure which is subject to the PD/LGD
approach, the institution shall—

(i) assign an LGD of 90% to its exposure to the seller of the
hedge; and

(ii) treat its exposure to the seller of the hedge as having an M
of 5 years.

(2) In this section—
“relevant equity exposure” (有關股權風險承擔), in relation to an authorized

institution, means an equity exposure of the institution consisting of—
(a) an equity exposure in a publicly traded company where—

(i) the institution’s equity exposure is part of a long-term
customer relationship;

(ii) any capital gains on the institution’s equity exposure are not
expected to be realized in the short-term in accordance with
the institution’s investment policy; and
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(iii) the institution has no expectation of above trend capital
gains (being capital gains in excess of those which would be
anticipated by the institution based on the historical
performance of the equity exposure over a reasonable
period) in the long-term in accordance with the institution’s
investment policy; or

(b) an equity exposure in a privately owned company where—
(i) the returns on the institution’s equity exposure are based on

regular and periodic cash flows not derived from capital
gains;

(ii) any capital gains on the institution’s equity exposure are not
expected to be realized in the short-term in accordance with
the institution’s investment policy; and

(iii) the institution has no expectation of above trend capital
gains in the long-term in accordance with the institution’s
investment policy.

Division 8—Specific requirements for
other exposures

195. Cash items

(1) An authorized institution which uses the specific risk-weight
approach shall calculate the risk-weighted amount of its cash items by
multiplying the EAD of each item by the relevant risk-weight set out in 
Table 21.

TABLE 21

RISK-WEIGHTS FOR CASH ITEMS

Item Cash items Risk-weight

1. Cash items which fall within paragraphs (a), 0%
(b), (c), ( f ) and (g) of the definition of 
“cash items” in section 139(1)

2. Cash items which fall within paragraphs (d ) 100%
and (i ) of the definition of “cash items” in 
section 139(1)

3. Cash items which fall within paragraph (e) of 20%
the definition of “cash items” in section 139(1)
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4. Cash items falling within paragraph (h) of 
the definition of “cash items” in section 139(1) 
which are outstanding—

(a) up to and including the fourth business 0%
day after the settlement date;

(b) including the fifth business day and up 100%
to and including the fifteenth business 
day after the settlement date;

(c) including the sixteenth business day and 625%
up to and including the thirtieth business 
day after the settlement date;

(d ) including the thirty-first business day and 937.5%
up to and including the forty-fifth business 
day after the settlement date; and

(e) including and after the forty-sixth business 1,250%
day after the settlement date

(2) For the purposes of subsection (1), unless the context otherwise
requires, the EAD of a cash item is the principal amount of the cash item.

196. Other items

(1) Subject to subsection (2), an authorized institution which uses the
specific risk-weight approach shall calculate the risk-weighted amount of its
exposures which fall within the IRB subclass of other items by multiplying the
EAD of each exposure by a risk-weight of 100%.

(2) The Monetary Authority may, by notice in writing given to an
authorized institution, require the institution to calculate the risk-weighted
amount of an exposure (or a portfolio of exposures) to which this section
applies, by multiplying the EAD of the exposure (or the portfolio of exposures)
by a risk-weight of more than 100% as specified in the notice.

(3) An authorized institution shall comply with the requirements of a
notice given to it under subsection (2).

(4) For the purposes of subsections (1) and (2), unless the context
otherwise requires, the EAD of an exposure which falls within the IRB
subclass of other items is the principal amount of the exposure.
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Division 9—Specific requirements for certain
portfolios of exposures

197. Purchased receivables

An authorized institution shall—
(a) classify its purchased receivables as corporate exposures or

retail exposures in accordance with the nature of the receivables;
and

(b) subject to section 199(1), calculate the risk-weighted amount for
both default risk and dilution risk in respect of its purchased
receivables in accordance with sections 198, 199 and 200.

198. Calculation of risk-weighted amount for 
default risk in respect of purchased 
receivables

(1) An authorized institution shall calculate the risk-weighted amount
for default risk in respect of its purchased receivables—

(a) subject to paragraph (c) and subsection (2), in the case of a
portfolio of purchased receivables which falls within one of the
IRB subclasses of corporate exposures only, by using in
accordance with Division 5 the risk-weight function which is
applicable to the IRB subclass within which the portfolio of
purchased receivables falls;

(b) subject to paragraph (c) and subsection (3), in the case of a
portfolio of purchased receivables which falls within one of the
IRB subclasses of retail exposures only, by using in accordance
with Division 6 the risk-weight function which is applicable to
the IRB subclass within which the portfolio of purchased
receivables falls;

(c) subject to subsection (2) or (3), in the case of a portfolio of
purchased receivables containing a mixture of exposures in
respect of which the institution cannot separate the exposures
into different IRB subclasses of corporate exposures or retail
exposures, by using in accordance with Division 5 or 6, as the
case requires, the risk-weight function which will result in the
highest risk-weighted amount of the exposures in the portfolio of
purchased receivables.
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(2) For the purposes of subsection (1)(a), an authorized institution which
purchases corporate receivables shall make its estimates of the PD and LGD
(or, if applicable, EL) of each of the purchased receivables constituting the
portfolio of purchased corporate receivables of the institution (referred to in
this Division as “bottom-up approach”) on the assumption that there is no
recourse to, or other support from, the seller of the corporate receivables or
any third-party guarantor.

(3) For the purposes of subsection (1)(b), an authorized institution which
purchases retail receivables shall—

(a) make its estimates of the PD and LGD (or, if applicable, EL) of
the portfolio of purchased retail receivables (referred to in this
Division as “top-down approach”) on the assumption that there
is no recourse to, or other support from, the seller of the retail
receivables or any third-party guarantor; and 

(b) comply with section 200.

199. Calculation of risk-weighted amount for 
dilution risk in respect of purchased 
receivables

(1) An authorized institution shall calculate the risk-weighted amount
for dilution risk in respect of its purchased receivables in accordance with
subsection (2) unless the institution demonstrates to the satisfaction of the
Monetary Authority that the dilution risk it faces in respect of its purchased
receivables is immaterial.

(2) For the purposes of calculating the risk-weighted amount for dilution
risk in respect of its purchased receivables, an authorized institution shall—

(a) if the bottom-up approach is used, estimate the EL for dilution
risk for each of its purchased receivables (expressed as a
percentage of the EAD of the relevant purchased receivable);

(b) if the top-down approach is used— 
(i) estimate the EL for dilution risk for a portfolio of its

purchased receivables (expressed as a percentage of the total
EAD of all receivables in the relevant portfolio of
purchased receivables); and

(ii) comply with section 200;
(c) make the estimate of EL referred to in paragraph (a) or (b) on

the assumption that there is no recourse to, or other support
from, the seller of the receivables or any third-party guarantor.

(3) An authorized institution shall, for the purposes of calculating the
risk-weighted amount for dilution risk in respect of its purchased receivables,
use the corporate risk-weight function set out in Formula 16 with—
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(a) PD set as equal to the institution’s estimate of EL for dilution
risk;

(b) LGD set at 100%; and
(c) subject to subsection (4), M determined in accordance with—

(i) in the case of purchased corporate receivables—
(A) section 167 if the institution uses the foundation IRB

approach;
(B) section 168 if the institution uses the advanced IRB

approach;
(ii) in the case of purchased retail receivables, section 168.

(4) An authorized institution may set M at one year for the purposes of
subsection (3)(c) if the institution demonstrates to the satisfaction of the
Monetary Authority that the institution’s dilution risk in respect of its
purchased receivables is monitored and managed by the institution with a view
to the risk being resolved within one year after the purchase.

200. Requirements for authorized institution 
using top-down approach to estimate 
probability of default, etc. of 
purchased receivables for default 
risk or dilution risk

An authorized institution which uses the top-down approach to estimate
the PD and LGD (or, if applicable, EL) of its purchased receivables for default
risk or dilution risk shall—

(a) subject to paragraph (b), group its purchased receivables into
portfolios so that accurate and consistent estimates of the PD
and LGD (or, if applicable, EL) for default risk and estimates of
the EL for dilution risk can be determined;

(b) make the grouping required under paragraph (a) so as to reflect
the seller’s credit underwriting practices in respect of the
receivables and the heterogeneity of the seller’s customers; and

(c) comply with Division 6 in respect of the methods and data used
for estimating the PD and LGD (or, if applicable, EL).

201. Leasing arrangements

(1) Where an authorized institution has an exposure arising from a
leasing arrangement which does not expose the institution to residual value
risk, the institution—

(a) shall treat the exposure as an exposure secured by collateral of
the same type as the subject matter of the lease; and 
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(b) if the collateral referred to in paragraph (a) is recognized
collateral in accordance with section 208, may take into account
the credit risk mitigating effect of the collateral in calculating the
risk-weighted amount of the exposure.

(2) Where an authorized institution has an exposure arising from a
leasing arrangement which exposes the institution to residual value risk, the
institution shall—

(a) calculate the risk-weighted amount for default risk by using the
risk-weight function applicable to the IRB subclass within which
an exposure to the lessee falls, with the EAD set as equal to the
discounted lease payment stream, and the PD and LGD as those
which the institution assigns to the exposure; and

(b) calculate the risk-weighted amount for residual value risk by
multiplying the residual value of the leased asset by 100%.

202. Repo-style transactions

An authorized institution shall apply sections 75 and 76, with all necessary
modifications, to repo-style transactions except that—

(a) the institution shall determine the risk-weight to be allocated to
its exposure under a repo-style transaction booked in the
institution’s banking book, which falls within paragraph (a), (b)
or (d ) of the definition of “repo-style transaction” in section
2(1), where the underlying securities are regarded as the
institution’s assets, in accordance with—

(i) the risk-weight function for corporate, sovereign and bank
exposures;

(ii) the risk-weight function for retail exposures; or
(iii) the market-based approach or the PD/LGD approach for

equity exposures,
as the case may be, according to the nature of the underlying
securities and the IRB class within which the issuer of the
securities falls; and

(b) the institution shall determine the risk-weight to be allocated 
to its exposure under a repo-style transaction booked in the
institution’s banking book or trading book, which falls within
paragraph (c) or (d ) of the definition of “repo-style transaction”
in section 2(1), where the transaction is regarded as a
collateralized loan, in accordance with—

(i) the risk-weight function for corporate, sovereign and bank
exposures; or

(ii) the risk-weight function for retail exposures,
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as the case may be, according to the IRB class within which an
exposure to the counterparty to the repo-style transaction falls
and in accordance with the treatment of credit risk mitigation set
out in Division 10.

Division 10—Credit risk mitigation

203. Credit risk mitigation—general

(1) An authorized institution may take into account the effect of
recognized credit risk mitigation in calculating the risk-weighted amount of its
exposures, including—

(a) recognized collateral;
(b) recognized netting; and
(c) recognized guarantees and recognized credit derivative

contracts.
(2) The risk-weighted amount of an exposure of an authorized

institution in respect of which recognized credit risk mitigation has been taken
into account by the institution shall not be higher than that of an identical
exposure in respect of which recognized credit risk mitigation has not been so
taken into account.

204. Recognized collateral

For the purposes of section 203(1)(a), an authorized institution shall only
take into account the credit risk mitigating effect of recognized collateral
through its determination of the LGD of a corporate, sovereign, bank or retail
exposure of the institution against which recognized collateral is held in
accordance with—

(a) section 160 if the exposure is a corporate, sovereign or bank
exposure for which the institution uses the foundation IRB
approach;

(b) section 161 if the exposure is a corporate, sovereign or bank
exposure for which the institution uses the advanced IRB
approach;

(c) section 178 if the exposure is a retail exposure for which the
institution uses the retail IRB approach.
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205. Recognized financial receivables

(1) A financial receivable constitutes a recognized financial receivable
taken as collateral for a corporate, sovereign or bank exposure of an
authorized institution only if it is a claim on the obligor in respect of the
receivable (referred to in this section as “receivable obligor”) with an original
maturity of not more than one year and—

(a) the claim on the receivable obligor is legally enforceable in all
relevant countries and the legal requirements for establishing the
claim have been fulfilled;

(b) there is in place a framework which allows the institution to have
the claim on the receivable obligor as a perfected first priority claim;

(c) the institution has taken all steps to fulfil requirements under the
law applicable to the institution’s interest in the claim which are
necessary to obtain and maintain an enforceable security
interest, whether by registration or otherwise, or to exercise a
right to set-off in relation to the receivable (referred to in this
section as “receivable collateral”);

(d ) the agreement and the legal process underpinning the claim
allow the institution to realize the value of the receivable
collateral in a timely manner;

(e) the institution has in place clearly documented procedures to
ensure that any legal conditions required for declaring the
default of the obligor in respect of the exposure covered by the
receivable collateral (referred to in this section as “direct
obligor”) and for timely collection of the receivable collateral are
observed;

( f ) in the event of the financial distress or default of the direct
obligor, the institution has the legal authority to sell or assign
the receivable collateral to other parties without the consent of
the receivable obligor;

(g) subject to paragraph (h), the institution has in place an effective
process for assessing, monitoring and controlling the credit risk
of the receivable collateral;

(h) if the institution relies on the direct obligor to review the credit
risk of the receivable obligor, the institution has reviewed the
quality of the direct obligor’s credit management policies;

(i ) in the case of receivable collateral which consists of a pool of
receivables, the loan-to-value ratio between the amount of the
exposure covered by the pool of receivables constituting the
receivable collateral and the value of the pool of receivables
reflects the anticipated cost of collection of the receivables and
the level of concentration on a particular receivable obligor
within the pool of receivables;

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3167



( j ) in the case of receivable collateral which consists of a pool of
receivables, the institution ensures that—

(i) subject to subparagraph (ii), the pool of receivables
constituting the receivable collateral is diversified and the
positive correlation between the creditworthiness of the
direct obligor and the receivable obligors is not unduly high;

(ii) if the positive correlation between the creditworthiness of
the direct obligor and the receivable obligors is unduly high,
the attendant risk is taken into account in the setting of
loan-to-value ratio in respect of the pool of receivables
constituting the receivable collateral; and

(k) the institution has—
(i) a clearly documented process for collecting payments from

the receivable obligors in the event of the financial distress
or default of the direct obligor; and

(ii) the resources which are required in the documented process
referred to in subparagraph (i) for collecting payments from
the receivable obligors.

(2) For the avoidance of doubt, it is hereby declared that financial
receivables derived from securitization transactions do not fall within
subsection (1).

206. Recognized commercial real estate and 
recognized residential real estate

Commercial real estate or residential real estate constitutes recognized
commercial real estate or recognized residential real estate respectively for a
corporate, sovereign or bank exposure of an authorized institution only if—

(a) the institution’s credit risk to the obligor in respect of the
exposure is not materially dependent on the performance of the
underlying property or project constituting the collateral
(referred to in this section as “property collateral”) but on the
capacity of the obligor to repay the exposure from other sources;

(b) the value of the property collateral is not materially dependent
on the performance of the obligor in respect of the exposure;

(c) the institution has—
(i) a first lien on, or a first charge over, the property collateral;

or
(ii) first and subsequent liens on, or first and subsequent

charges over, the property collateral if all of such liens or
charges are held by the institution;
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(d ) the institution has in place clearly documented procedures to
ensure that there is no prior claim, or claim of equal ranking, by
another party on the property collateral;

(e) the institution’s claim on the property collateral is legally
enforceable in all relevant countries and the legal requirements
for establishing the claim have been fulfilled;

( f ) the institution has taken all steps to fulfil requirements under the
law applicable to the institution’s claim on the property
collateral which are necessary to obtain and maintain an
enforceable security interest, whether by registration or
otherwise, or to exercise a right to set-off in relation to the
property collateral;

(g) the agreement and the legal process underpinning the
institution’s interest in the property collateral allow the
institution to realize the value of the property collateral in a
timely manner;

(h) the institution has in place clearly documented procedures to
ensure that any legal conditions required for declaring the
default of the obligor in respect of the exposure covered by the
property collateral and for timely collection of the property
collateral are observed;

(i) the property collateral is valued at not more than its fair value;
( j ) the value of the property collateral is monitored frequently and

reviewed not less than once in every 12 months;
(k) the institution has in place clearly documented policies

specifying the types of commercial real estate and residential real
estate which the institution accepts as collateral for its corporate,
sovereign or bank exposures and the lending criteria associated
with such collateral; and

(l ) the institution ensures that the property collateral is adequately
insured against damage or deterioration.

207. Other recognized IRB collateral

Physical collateral (other than commercial real estate and residential real
estate) constitutes other recognized IRB collateral for a corporate, sovereign or
bank exposure of an authorized institution only if—

(a) a liquid market exists for the disposal of the physical collateral in
an expeditious and economically efficient manner;

(b) well-established market prices are publicly available for the
physical collateral;

(c) the institution has a first lien on, or a first charge over, the
physical collateral;
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(d ) the institution has in place clearly documented procedures to
ensure that there is no prior claim, or claim of equal ranking, by
another party on the physical collateral;

(e) the institution’s claim on the physical collateral is legally
enforceable in all relevant countries and the legal requirements
for establishing the claim have been fulfilled;

( f ) the institution has taken all steps to fulfil requirements under the
law applicable to the institution’s claim on the physical collateral
which are necessary to obtain and maintain an enforceable
security interest, whether by registration or otherwise, or to
exercise a right to set-off in relation to the physical collateral;

(g) the agreement and the legal process underpinning the
institution’s interest in the physical collateral allow the
institution to realize the value of the physical collateral in a
timely manner;

(h) the institution has in place clearly documented procedures to
ensure that any legal conditions required for declaring the
default of the obligor in respect of the exposure covered by the
physical collateral and for timely collection of the physical
collateral are observed;

(i ) subject to paragraph ( j ), the loan agreement and all other
documentation underpinning the institution’s interest in the
physical collateral include detailed descriptions of the collateral
and detailed specifications of the manner and frequency of
revaluation of the collateral;

( j ) the institution performs periodic revaluation and, where
practicable, periodic inspection of the physical collateral;

(k) the institution has in place clearly documented policies
specifying the types of physical collateral which the institution
accepts as collateral for its corporate, sovereign or bank
exposures and the lending criteria associated with such
collateral; and

(l ) the institution ensures that the physical collateral is adequately
insured against damage or deterioration.

208. Leased assets may be recognized as 
collateral

A leased asset of an authorized institution constitutes recognized
collateral only if—

(a) the lease concerned does not expose the institution to residual
value risk;

(b) the leased asset satisfies the requirements set out in—
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(i) section 206 if it is commercial real estate or residential real
estate;

(ii) section 207 if it is a physical asset;
(c) the institution has in place effective and clearly documented

policies and procedures for managing the risk associated with
the leased asset with respect to the location of the asset, the use
to which it is put, its age and its planned obsolescence;

(d ) there is in place a legal framework which establishes the
institution’s legal ownership of the leased asset and its ability to
exercise its rights as the owner in a timely manner; and

(e) the difference between the rate of depreciation of the leased asset
and the rate of amortization of the lease payments is not
material to the extent that it will overstate the credit risk
mitigating effect of the asset.

209. Recognized netting

(1) For the purposes of section 203(1)(b), where an authorized institution
is entitled pursuant to a valid bilateral netting agreement to net amounts owed
by the institution to a counterparty against amounts owed by the counterparty
to the institution, the institution shall only take into account the credit risk
mitigating effect of recognized netting through the calculation of the EAD of
its exposure to the counterparty.

(2) Subject to subsection (4), an authorized institution shall apply
sections 94, 95 and 103, with all necessary modifications, to take into account
the credit risk mitigating effect of recognized netting in calculating the EAD of
its exposure to the counterparty in respect of—

(a) the institution’s on-balance sheet corporate, sovereign, bank,
retail or other exposures; and

(b) OTC derivative transactions and credit derivative contracts
booked in the institution’s trading book.

(3) Where a repo-style transaction entered into by an authorized
institution is subject to a valid bilateral netting agreement, the institution may
only take into account the credit risk mitigating effect of the recognized netting
by—

(a) in relation to a corporate, sovereign or bank exposure of an
authorized institution which uses the foundation IRB
approach—

(i) subject to subparagraph (ii), calculating the net credit
exposure to the counterparty (that is, E# as set out in
Formula 9) in accordance with section 96 as the EAD for
inclusion into the risk-weight function specified in Formula
16 or 17, as the case requires; 
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(ii) if section 97 applies, calculating the net credit exposure to
the counterparty (that is, E* as set out in Formula 10) in
accordance with section 97 as the EAD for inclusion into
the risk-weight function specified in Formula 16 or 17, as
the case requires;

(b) in relation to a corporate, sovereign or bank exposure of an
authorized institution which uses the advanced IRB approach or
a retail exposure of an authorized institution which uses the
retail IRB approach— 

(i) subject to subparagraph (ii), calculating the net credit
exposure to the counterparty (that is, E# as set out in
Formula 9) in accordance with section 96 as the EAD for
inclusion into the risk-weight function specified in Formula
16 or 17, as the case requires; 

(ii) if section 97 applies, calculating the net credit exposure to
the counterparty (that is, E* as set out in Formula 10) in
accordance with section 97 as the EAD for inclusion into
the risk-weight function specified in Formula 16 or 17, as
the case requires;

(iii) applying its estimate of LGD to the net credit exposure to
the counterparty (E# or E*, as the case may be).

(4) For the purposes of subsection (2)—
(a) the definition of “principal amount” in section 139(1) applies to

references to that expression in section 95;
(b) the references in sections 94 and 95 to “net credit exposure” shall

be calculated without deduction of any specific provisions or
partial write-offs in respect of the exposure.

210. Recognized guarantees and recognized 
credit derivative contracts

(1) For the purposes of section 203(1)(c), subject to subsection (2), an
authorized institution shall only take into account the credit risk mitigating
effect of a recognized guarantee or recognized credit derivative contract in
accordance with sections 211, 212, 213, 214, 215, 216, 217, 218 and 219.

(2) An authorized institution shall—
(a) have in place clearly documented criteria, methods and

processes, which comply with sections 214, 215, 216, 217, 218
and 219, for taking into account the credit risk mitigating effect
of recognized guarantees and recognized credit derivative
contracts; and

(b) subject to section 214(2), take into account such effects
consistently—
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(i) both for a given type of recognized guarantee or recognized
credit derivative contract; and

(ii) over time.

211. Recognized guarantees and recognized 
credit derivative contracts under 
substitution framework for corporate, 
sovereign and bank exposures under 
foundation IRB approach and for 
equity exposures under 
PD/LGD approach

(1) Subject to subsection (2), a guarantee which falls within section 98
constitutes a recognized guarantee under the substitution framework, and a
credit derivative contract which falls within section 99 constitutes a recognized
credit derivative contract under the substitution framework, in relation to—

(a) a corporate, sovereign or bank exposure of an authorized
institution for which the institution uses the foundation IRB
approach; and

(b) an equity exposure of an authorized institution for which the
institution uses the PD/LGD approach.

(2) For the purposes of subsection (1), sections 98(a)(vi) and 99(1)(b)(vi)
shall be deemed to read as—

“(vi) a corporate which—
(A) has an ECAI issuer rating which, if mapped to the scale of

credit quality grades in Table C in Schedule 6, would result
in the corporate being assigned a credit quality grade of 1 or
2; or

(B) has an exposure assessed under the institution’s rating
system with an estimate of PD which is equivalent to the
PD of an exposure with a credit quality grade of 1 or 2 in
Table C in Schedule 6,”.

212. Recognized guarantees and recognized 
credit derivative contracts under 
substitution framework for corporate, 
sovereign and bank exposures under 
advanced IRB approach and for retail 
exposures under retail 
IRB approach

A guarantee or credit derivative contract, in relation to—
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(a) a corporate, sovereign or bank exposure of an authorized
institution for which the institution uses the advanced IRB
approach; or

(b) a retail exposure of an authorized institution for which the
institution uses the retail IRB approach,

constitutes a recognized guarantee under the substitution framework, or a
recognized credit derivative contract under the substitution framework, as the
case may be, only if—

(c) the guarantee or credit derivative contract is evidenced in
writing, non-cancellable on the part of the credit protection
provider, in force until the exposure to which the guarantee or
credit derivative contract relates (referred to in this section as
“underlying exposure”) is satisfied in full and legally enforceable
against the credit protection provider in a country where the
credit protection provider has assets to attach under the
enforcement of a judgment;

(d ) the institution has in place clearly documented criteria for the
types of credit protection providers which it will recognize for
credit risk mitigation purposes under the substitution
framework; and

(e) the criteria used by the institution in recognizing a credit
derivative contract under the substitution framework require
that the reference obligation under the credit derivative contract
on which the credit protection of that contract is based cannot
be different from the underlying exposure unless the conditions
specified in section 99(1)(n) are satisfied.

213. Recognized guarantees and recognized 
credit derivative contracts under 
double default framework

A guarantee or credit derivative contract, in relation to a corporate
exposure (excluding specialized lending under supervisory slotting criteria
approach) or public sector entity exposure (excluding exposure to a sovereign
foreign public sector entity) of an authorized institution, constitutes a
recognized guarantee under the double default framework, or a recognized
credit derivative contract under the double default framework, as the case may
be, only if—

(a) subject to paragraphs (b) and (c), the guarantee or credit
derivative contract covers only one single reference obligation;

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3181



(b) the credit derivative contract is a first-to-default credit derivative
contract in respect of which the double default framework will
be applied to the exposure in the basket of reference obligations
specified in the contract which would carry the lowest risk-
weighted amount in the absence of the credit protection within
the basket;

(c) the credit derivative contract is an nth-to-default credit derivative
contract in respect of which the credit protection obtained will
only be recognized under the double default framework if—

(i) a (n–l)th-to-default credit derivative contract which is a
recognized credit derivative contract has also been entered
into; or 

(ii) the first to (n–l)th of the reference obligations within the
basket have already defaulted;

(d ) the guarantee or credit derivative contract satisfies the
requirements specified in section 98 (except for paragraph (a) of
that section) or section 99(1) (except for paragraph (b) of that
section), as the case may be;

(e) the institution has the right to receive payment from the credit
protection provider without having to take legal action in order
to pursue the obligor in respect of the hedged exposure for
payment;

( f ) the institution has, to the extent practicable, taken steps to
satisfy itself that the credit protection provider is willing to pay
promptly if a credit event specified in the guarantee or credit
derivative contract, as the case may be, occurs;

(g) the credit protection will compensate all credit losses incurred on
the hedged exposures due to the occurrence of a credit event
specified in the guarantee or credit derivative contract;

(h) in any case where the payout structure of a guarantee or credit
derivative contract provides for physical settlement, there is a
mechanism to ensure the deliverability of a loan, bond or
contingent liability, as the case may be;

(i ) in any case where the institution intends to deliver under a credit
derivative contract which provides for physical settlement an
obligation other than the hedged exposure in respect of which
the credit protection is held by the institution, the institution has
ensured that the deliverable obligation is sufficiently liquid so
that the institution would be able to purchase it for delivery in
accordance with the relevant contract;

( j ) the terms and conditions of the credit protection are confirmed
in writing by the credit protection provider and the institution;
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(k) in the case of credit protection against dilution risk, the seller of
purchased receivables is not a member of a group of companies,
of which the credit protection provider is a member;

(l ) subject to paragraph (m), there is no excessive positive
correlation between the creditworthiness of a credit protection
provider and the creditworthiness of the obligor in respect of the
hedged exposure due to their close financial or legal relationship;
and

(m) the institution has in place a process to detect excessive positive
correlation referred to in paragraph (l ).

214. Capital treatment of recognized 
guarantees and recognized 
credit derivative 
contracts

(1) Subject to subsection (2) and section 219, an authorized institution
which takes into account the credit risk mitigating effect of a recognized
guarantee or recognized credit derivative contract in calculating the risk-
weighted amount of an exposure of the institution shall do so using the
substitution framework.

(2) An authorized institution may use the double default framework to
take into account the credit risk mitigating effect of a recognized guarantee or
recognized credit derivative contract for each exposure which falls within
section 218.

215. Provisions supplementary to section 
214(1)—substitution framework 
(general)

An authorized institution which uses the substitution framework in
respect of a corporate, sovereign, bank, retail or equity exposure of the
institution (referred to in this section as “underlying exposure”)—

(a) shall not reflect the effect of double default when taking into
account the credit risk mitigating effect of a recognized
guarantee or recognized credit derivative contract in calculating
the risk-weighted amount of the underlying exposure; and

(b) shall, to the extent that the credit risk mitigating effect of a
recognized guarantee or recognized credit derivative contract is
taken into account by the institution in calculating the risk-
weighted amount of the underlying exposure, ensure that the
risk-weight of the underlying exposure concerned, as adjusted
after taking into account the credit risk mitigating effect of the
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recognized guarantee or recognized credit derivative contract, is
not less than that of a comparable direct exposure to the credit
protection provider.

216. Provisions supplementary to section 
214(1)—substitution framework for 
corporate, sovereign and bank exposures 
under foundation IRB approach and for 
equity exposures under PD/LGD 
approach

(1) An authorized institution shall, in relation to—
(a) a corporate, sovereign or bank exposure for which the

institution uses the foundation IRB approach; or
(b) an equity exposure for which the institution uses the PD/LGD

approach,
(in each case referred to in this section as “underlying exposure”) take into
account the credit risk mitigating effect of a recognized guarantee or
recognized credit derivative contract in respect of the exposure in accordance
with subsections (2), (3), (4), (5) and (6).

(2) An authorized institution shall divide the EAD of an underlying
exposure into the portion covered by the recognized guarantee or recognized
credit derivative contract (referred to in this section as “covered portion”) and
the portion not covered by the recognized guarantee or recognized credit
derivative contract (referred to in this section as “uncovered portion”) such
that—

(a) where the covered portion and uncovered portion of the
underlying exposure are of equal seniority in terms of ranking
for payment to the institution, the covered portion of the
underlying exposure receives the treatment set out in subsection
(3) and the uncovered portion of the underlying exposure
receives the treatment set out in subsection (4);

(b) where—
(i) the institution has entered into a transaction under which a

portion of the credit risk of an exposure of the institution is
transferred in one or more than one tranche to one or more
than one credit protection provider, and the remaining
portion of the credit risk of the exposure is retained by the
institution; and

(ii) the portion of the credit risk transferred and the portion of
the credit risk retained are of different seniority in terms of
ranking for payment to the institution,
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the institution treats the transaction as a securitization
transaction and determines the treatment of its exposure under
the transaction in accordance with Part 7.

(3) An authorized institution shall, in the case of a covered portion of an
underlying exposure—

(a) subject to paragraph (b), derive a risk-weight by using the risk-
weight function applicable to the IRB subclass within which the
exposure to the credit protection provider falls, and the PD of
the obligor grade to which the exposure to the credit protection
provider is assigned;

(b) in any case where the institution considers that it is not
appropriate in assessing the credit risk to which the institution is
exposed to substitute the obligor grade of the exposure to the
credit protection provider for that of the underlying exposure,
use the PD of an obligor grade which falls between the obligor
grade of the underlying exposure and the obligor grade of the
exposure to the credit protection provider;

(c) replace, at the institution’s discretion, the estimate of the LGD
of the underlying exposure with the estimate of the LGD of the
recognized guarantee or recognized credit derivative contract
after taking into account the seniority in terms of ranking for
payment, and any recognized collateral provided by the credit
protection provider to the institution in respect of the recognized
guarantee or recognized credit derivative contract.

(4) An authorized institution shall, in the case of an uncovered portion
of an underlying exposure, assign a risk-weight calculated in the same manner
as for any other direct exposure to the obligor in respect of the underlying
exposure.

(5) Where there is a currency mismatch between an underlying exposure
of an authorized institution and a recognized guarantee or recognized credit
derivative contract covering the underlying exposure, the institution shall
adjust the value of the credit protection, with all necessary modifications, in
accordance with section 100.

(6) Where there is a maturity mismatch between an underlying exposure
of an authorized institution and a recognized guarantee or recognized credit
derivative contract covering the underlying exposure and the residual maturity
of the recognized guarantee or recognized credit derivative contract is shorter
than the residual maturity of the underlying exposure, the institution shall
adjust the value of the credit protection, with all necessary modifications, in
accordance with section 103.
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217. Provisions supplementary to section 
214(1)—substitution framework for 
corporate, sovereign and bank exposures 
under advanced IRB approach and for 
retail exposures under 
retail IRB approach

(1) Subject to subsection (2) and sections 210(2) and 215, an authorized
institution shall, in relation to—

(a) a corporate, sovereign or bank exposure for which the
institution uses the advanced IRB approach; or

(b) a retail exposure for which the institution uses the retail IRB
approach,

(in each case referred to in this section as “underlying exposure”) take into
account the credit risk mitigating effect of a recognized guarantee or
recognized credit derivative contract in respect of the underlying exposure by
adjusting the institution’s estimate of the PD or LGD of the underlying
exposure.

(2) Subject to subsection (3), an authorized institution shall ensure that
its criteria and processes for making adjustments pursuant to subsection (1) to
its estimates of the PD or LGD—

(a) subject to paragraphs (b), (c) and (d ) and subsection (3), satisfy
the requirements set out in this Part applicable to the institution
for assigning exposures to obligor grades and facility grades;

(b) reflect the willingness and ability of the credit protection
provider to perform its contractual obligations under the
guarantee or credit derivative contract;

(c) address the likely timing of any payments under the guarantee or
credit derivative contract and the degree to which the ability of
the credit protection provider to perform its contractual
obligations under the guarantee or credit derivative contract is
positively correlated with the ability of the obligor in respect of
the underlying exposure to repay; and

(d ) take into account the extent to which residual risk to the obligor
in respect of the underlying exposure remains (including any
currency mismatch and maturity mismatch between the
recognized guarantee or recognized credit derivative contract
and the underlying exposure).

(3) An authorized institution may only make an adjustment to the
estimate of PD pursuant to subsection (1) in accordance with section 216.
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218. Provisions supplementary to section 
214(2)—double default framework

(1) Subject to subsection (2), where a corporate exposure or public sector
entity exposure of an authorized institution is covered by a recognized
guarantee or recognized credit derivative contract (referred to in this section as
“underlying exposure”), the institution may take into account the credit risk
mitigating effect of the recognized guarantee or recognized credit derivative
contract in accordance with subsection (3).

(2) An authorized institution shall only apply the double default
framework to an underlying exposure of the institution covered by a
recognized guarantee or recognized credit derivative contract if—

(a) the risk-weight which would be allocated to the underlying
exposure prior to the application of the double default
framework does not already take into account any aspect of
credit protection;

(b) the credit protection provider is a financial firm;
(c) the underlying exposure is—

(i) a corporate exposure except for exposure which falls within
any of the IRB subclasses of specialized lending under the
supervisory slotting criteria approach; or

(ii) a public sector entity exposure which falls within the IRB
subclass of public sector entities (excluding sovereign
foreign public sector entities); 

(d ) the obligor in respect of the underlying exposure is not—
(i) a financial firm; or

(ii) a member of a group of companies, or a member of a group
of corporates that the institution consolidates for its risk
management purposes, of which the credit protection
provider is also a member.

(3) An authorized institution shall take into account the credit risk
mitigating effect of a recognized guarantee or recognized credit derivative
contract by—

(a) dividing the EAD of the underlying exposure to which the
recognized guarantee or recognized credit derivative contract
relates into—

(i) a hedged exposure; and
(ii) an unhedged exposure;

(b) calculating the risk-weighted amount of the hedged exposure by
using the risk-weight function set out in Formula 17; and

(c) calculating the risk-weighted amount of the unhedged exposure
in the same way as it calculates the risk-weighted amount of its
other exposures to the obligor in respect of the underlying
exposure.
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219. Capital treatment of recognized 
guarantees and recognized credit 
derivative contracts in respect 
of purchased receivables

(1) Subject to subsections (2), (3), (4), (5) and (6), an authorized
institution may take into account the credit risk mitigating effect of a
recognized guarantee or recognized credit derivative contract for its exposures
in respect of purchased receivables—

(a) in accordance with sections 210, 211, 212, 213, 214, 215, 216, 217
and 218; and

(b) without regard to whether the guarantee or contract covers
default risk or dilution risk, or both.

(2) Where—
(a) an authorized institution is the beneficiary of a recognized

guarantee or has entered into a recognized credit derivative
contract as protection buyer in respect of its exposure in respect
of purchased receivables; and 

(b) the guarantee or contract covers both default risk and dilution
risk in respect of a purchased receivable or a portfolio of
purchased receivables, 

the institution shall, for the purposes of calculating the risk-weighted amount
of its exposure in respect of the purchased receivable or the portfolio of
purchased receivables, as the case may be, substitute the risk-weight of the
exposure to the credit protection provider for the sum of the risk-weights for
default risk and dilution risk which would otherwise be allocated to the
exposure in respect of the purchased receivable or the purchased receivables in
the portfolio, as the case may be, in accordance with sections 197, 198, 199 and
200.

(3) Subject to subsection (6), where a recognized guarantee or recognized
credit derivative contract covers only default risk or dilution risk, but not both,
in respect of a purchased receivable or a portfolio of purchased receivables of
an authorized institution, the institution shall, for the purposes of calculating
the risk-weighted amount of its exposure for default risk and dilution risk in
respect of the purchased receivable or the portfolio of purchased receivables, as
the case may be—

(a) substitute the risk-weight of the exposure to the credit protection
provider for the risk-weight which would otherwise be allocated
for default risk or dilution risk covered by the guarantee or
contract in respect of the purchased receivable or the purchased
receivables in the portfolio, as the case may be;
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(b) calculate the risk-weighted amount of the institution’s exposure
for the other risk component (being default risk or dilution risk
not covered by the guarantee or contract) in respect of the
purchased receivable or the purchased receivables in the
portfolio, as the case may be, in accordance with sections 197,
198, 199 and 200; and

(c) aggregate the risk-weighted amount calculated under paragraph
(a) with the risk-weighted amount calculated under paragraph
(b).

(4) Where a recognized guarantee or recognized credit derivative
contract covers only a portion of default risk or dilution risk in respect of a
purchased receivable or a portfolio of purchased receivables of an authorized
institution, the institution shall, for the purposes of calculating the risk-
weighted amount of its exposure for default risk and dilution risk in respect of
the purchased receivable or the portfolio of purchased receivables, as the case
may be—

(a) divide the exposure into a covered portion and an uncovered
portion for default risk and dilution risk in accordance with
section 216(2); 

(b) calculate the risk-weighted amount of the uncovered portion of
the exposure in respect of default risk and dilution risk in
accordance with sections 197, 198, 199 and 200;

(c) calculate the risk-weighted amount of the covered portion of the
exposure in respect of default risk and dilution risk in
accordance with subsection (2); and

(d ) aggregate the risk-weighted amount calculated under paragraph
(b) with the risk-weighted amount calculated under paragraph
(c).

(5) Where a recognized guarantee or recognized credit derivative
contract covers only dilution risk in respect of a purchased receivable or a
portfolio of purchased receivables of an authorized institution and constitutes
a recognized guarantee or recognized credit derivative contract under the
double default framework, the institution may take into account the credit risk
mitigating effect of the guarantee or contract, as the case may be, under the
double default framework for the hedged exposure.

(6) For the purposes of subsection (5), the risk-weighted amount of an
exposure which falls within that subsection shall be calculated—

(a) using the risk-weight function specified in Formula 17;
(b) with—

(i) PDo equal to the estimate of the EL for dilution risk;
(ii) LGDg equal to 100%; and

(iii) Mos set out in accordance with section 169.
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Division 11—Treatment of expected losses and
eligible provisions

220. Calculation of expected losses and 
eligible provisions for corporate, 
sovereign, bank and 
retail exposures

(1) An authorized institution—
(a) shall compare the institution’s total EL amount and the

institution’s total eligible provisions, as calculated in accordance
with subsections (2), (3), (4) and (5) and section 221;

(b) if the total EL amount exceeds the total eligible provisions, shall
deduct the difference from the institution’s core capital and
supplementary capital in accordance with section 48(2)(b); and

(c) if the total EL amount is less than the total eligible provisions,
may, in accordance with section 45(3), include the difference in
its supplementary capital up to a maximum of 0.6% of the
institution’s risk-weighted amount for credit risk calculated by
using the IRB approach.

(2) Subject to subsections (3), (4) and (5), an authorized institution—
(a) shall calculate the EL as the PD multiplied by the LGD of each

of its corporate, sovereign, bank and retail exposures which are
not in default;

(b) subject to paragraph (c), shall determine and use its best estimate
of the EL for each of its corporate, sovereign, bank and retail
exposures which are in default based on current economic
circumstances and the exposure’s default status;

(c) may, if it uses the foundation IRB approach and has the prior
consent of the Monetary Authority to do so, use the supervisory
estimate for the LGD as the EL for its corporate, sovereign and
bank exposures which are in default.

(3) Subject to subsection (4), where an authorized institution uses the
supervisory slotting criteria approach for its specialized lending, the institution
shall determine the EL of the specialized lending by multiplying the risk-
weighted amount of the specialized lending by 8%.

(4) Subject to subsection (5), an authorized institution shall, for the
purposes of subsection (3), determine the risk-weight to be used in the
calculation of the risk-weighted amount of the specialized lending (being the
EAD multiplied by the risk-weight) in accordance with Table 22 by reference
to the relevant supervisory rating grade to which the exposure has been
mapped.
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TABLE 22

RISK-WEIGHTS FOR DETERMINATION OF EL 
OF SPECIALIZED LENDING

Strong Good Satisfactory Weak Default

5% 10% 35% 100% 625%

(5) Where an authorized institution assigns preferential risk-weights to
its specialized lending which falls within the “strong” and “good” grades in
accordance with section 158(3), then, in the calculation of the risk-weighted
amount of the specialized lending, the institution may assign preferential risk-
weights of 0% and 5% to the specialized lending which falls within the “strong”
and “good” grades respectively in calculating the EL.

221. Determination of eligible provisions for 
calculation of total eligible provisions

Where an authorized institution which uses the IRB approach also uses
the STC approach or BSC approach, or both, to calculate its credit risk for a
portion of its corporate, sovereign, bank or retail exposures, the institution
shall exclude from the calculation of total eligible provisions those eligible
provisions which are attributable to that portion of its exposures subject to the
STC approach or BSC approach, or both, as the case requires, in accordance
with section 45(2).

222. Equity exposures—market-based approach

An authorized institution which uses the market-based approach for its
equity exposures shall deem the EL amount of the equity exposures to be zero.

223. Equity exposures—PD/LGD approach

(1) Subject to subsection (2), an authorized institution which uses the
PD/LGD approach for its equity exposures shall deduct from its core capital
and supplementary capital the EL amount of the equity exposures in
accordance with section 48(2)(i ).

(2) For the purposes of subsection (1), an authorized institution shall—
(a) in determining the EL amount for each of its equity exposures

which are not in default, calculate the EL as the PD multiplied
by the LGD if the risk-weighted amount of the equity exposure
concerned is not calculated using the risk-weights set out in
section 194(1)(e), ( f ) or (g );
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(b) if the minimum risk-weight set out in section 194(1)(e) or ( f ), or
the maximum risk-weight set out in section 194(1)(g )(i), is
applied in respect of an equity exposure of the institution which
is not in default, deem the EL amount of the equity exposure to
be zero;

(c) if section 194(1)(g )(ii) applies to an equity exposure of the
institution, treat the EAD of the equity exposure as the EL
amount of the equity exposure; and

(d ) in the case of its equity exposures which are in default, determine
and use its best estimate of the EL for each of the exposures
based on current economic circumstances and the exposure’s
default status.

Division 12—Scaling factor

224. Application of scaling factor

An authorized institution shall multiply the risk-weighted amount of—
(a) the institution’s non-securitization exposures as calculated under

the IRB approach in accordance with Divisions 1, 2, 3, 4, 5, 6, 7,
8, 9 and 10; and

(b) the institution’s securitization exposures as calculated under the
IRB(S) approach in accordance with Divisions 4, 5 and 6 of Part
7,

by a scaling factor of 1.06 to arrive at the institution’s risk-weighted amount
for credit risk calculated under the IRB approach and IRB(S) approach.

Division 13—Capital floor

225. Application of Division 13

(1) Subject to subsection (2), this Division applies to an authorized
institution until the third anniversary of the date on which it commenced using
the IRB approach to calculate its credit risk.

(2) Where an authorized institution fails to fully comply with the sections
of this Part which are applicable to it, the Monetary Authority may, for the
purposes of mitigating the effect of that failure, by notice in writing given to
the institution—

(a) extend the period for which the institution shall be subject to this
Division; or

(b) again apply this Division to the institution, 
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for such period, or until the occurrence of such event, as specified in the notice,
and may, in that notice, specify an adjustment factor which shall be used by
the institution for those purposes.

226. Calculation of capital floor

(1) An authorized institution shall—
(a) calculate the difference between—

(i) the floor amount of capital calculated under subsections (2),
(3), (4), (5) and (6); and

(ii) the actual amount of capital calculated under subsection
(7);

(b) if the floor amount of capital referred to in paragraph (a)(i) is
larger than the actual amount of capital referred to in paragraph
(a)(ii), multiply the difference by 12.5 and add the resulting
figure to its total risk-weighted amount for credit risk, market
risk and operational risk for the calculation of its capital
adequacy ratio.

(2) An authorized institution which starts to use the IRB approach
during the transitional period shall, for the purposes of subsection (1),
calculate the floor amount of capital by multiplying the amount determined
under subsection (3) in respect of the institution by an adjustment factor
determined under subsection (6).

(3) An authorized institution shall arrive at the relevant amount for the
purposes of subsection (2) by—

(a) determining its risk-weighted amount for credit risk by using—
(i) the BSC approach or, with the prior consent of the

Monetary Authority, the STC approach for non-
securitization exposures; and

(ii) the STC(S) approach for securitization exposures;
(b) determining its risk-weighted amount for market risk by using

the calculation approach used by the institution for market risk;
(c) aggregating the amounts determined under paragraphs (a) and

(b); and
(d ) taking 8% of that aggregated amount and—

(i) adding to it all the deductions made from any of the
institution’s core capital and supplementary capital; and

(ii) subtracting from it the amount of regulatory reserve for
general banking risks and collective provisions which is
included in the institution’s supplementary capital.
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(4) An authorized institution which starts to use the IRB approach after
the transitional period shall, for the purposes of subsection (1), calculate the
floor amount of capital by multiplying the amount determined under
subsection (5) in respect of the institution by an adjustment factor determined
under subsection (6).

(5) An authorized institution shall arrive at the relevant amount for the
purposes of subsection (4) by—

(a) determining its risk-weighted amount for credit risk by using—
(i) the STC approach for non-securitization exposures; and

(ii) the STC(S) approach for securitization exposures;
(b) determining its risk-weighted amount for market risk by using

the calculation approach used by the institution for market risk;
(c) determining its risk-weighted amount for operational risk by

using the calculation approach used by the institution for
operational risk;

(d ) aggregating the amounts determined under paragraphs (a), (b)
and (c); and

(e) taking 8% of that aggregated amount and—
(i) adding to it all the deductions made from any of the

institution’s core capital and supplementary capital; and
(ii) subtracting from it the amount of regulatory reserve for

general banking risks and collective provisions which is
included in the institution’s supplementary capital.

(6) Subject to section 225(2), an authorized institution which uses the
IRB approach (whether during or after the transitional period) shall use the
adjustment factors specified in Table 23.

TABLE 23

ADJUSTMENT FACTORS

Date of First year Second year Third year 
implementation of of of of 

IRB approach implementation implementation implementation

During transitional 95% 90% 80%
period

After transitional 90% 80% 70%
period

(7) An authorized institution shall, for the purposes of subsection (1),
calculate the actual amount of capital by— 
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(a) determining its risk-weighted amount for credit risk by using the
calculation approach used by the institution for credit risk; 

(b) determining its risk-weighted amount for market risk by using
the calculation approach used by the institution for market risk;

(c) determining its risk-weighted amount for operational risk by
using the calculation approach used by the institution for
operational risk;

(d ) aggregating the amounts determined under paragraphs (a), (b)
and (c); and

(e) taking 8% of that aggregated amount and—
(i) either subtracting from it the excess amount included in the

institution’s supplementary capital under section 45(3) if the
institution’s total eligible provisions exceeds the institution’s
total EL amount as calculated under section 220(1)(c) or
adding to it any shortfall amount deducted from the
institution’s supplementary capital under section 48(2)(b) 
if the institution’s total eligible provisions is less than the
institution’s total EL amount as calculated in section
220(1)(b);

(ii) adding to it all other deductions made from any of the
institution’s core capital and supplementary capital; and

(iii) subtracting from it the amount of regulatory reserve for
general banking risks and collective provisions which is
included in the institution’s supplementary capital if the
institution uses the STC approach or BSC approach to
calculate its credit risk for any portion of its non-
securitization exposures or the STC(S) approach for any
portion of its securitization exposures.

PART 7

CALCULATION OF CREDIT RISK FOR SECURITIZATION EXPOSURES

Division 1—General

227. Interpretation of Part 7

(1) In this Part, unless the context otherwise requires—
“ABCP programme” (ABCP計劃) means an asset-backed commercial paper

programme;
“asset-backed commercial paper programme” (有資產支持的商業票據計劃)

means a programme under which—
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(a) an SPE in a securitization transaction issues debt securities with
an original maturity of not more than one year; and

(b) the payments in respect of those debt securities are secured by 
a pool of underlying exposures acquired from third parties and
held by, or to the order of, that SPE;

“clean-up call” (結清權)—
(a) in relation to a traditional securitization transaction, means 

an option which permits the originator in the transaction 
to repurchase the outstanding securitization issues of the
transaction once the amount of the outstanding securitization
issues, or of the underlying exposures that have not been repaid,
has fallen below a level specified in the documentation for the
transaction;

(b) in relation to a synthetic securitization transaction, means an
option which permits the person providing credit protection
under the documentation for the transaction to extinguish the
credit protection once the amount of the reference pool of
underlying exposures has fallen below a level specified in the
documentation;

“committed credit line” (有承諾信貸安排) means a credit line provided by an
authorized institution to a borrower which is not an uncommitted credit
line;

“credit enhancement” (信用提升), in relation to a securitization exposure under
a securitization transaction, means a contractual arrangement whereby a
person—

(a) retains or assumes credit risk in respect of the exposure; and
(b) provides, in substance, some degree of credit protection to one

or more than one other party to the transaction;
“credit-enhancing interest-only strip” (提升信用的純利息份額), in relation to a

securitization transaction, means an on-balance sheet exposure which is—
(a) recorded by the originator in the transaction as representing the

expected future excess spread to be derived from the underlying
exposures; and

(b) subordinated to claims from other parties to the transaction in
terms of the priority of repayment;

“credit equivalent amount” (信貸等值數額)—
(a) in relation to an off-balance sheet securitization exposure of an

authorized institution which uses the STC(S) approach, subject
to paragraph (c), has the meaning assigned to it by section 51,
with all necessary modifications;
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(b) in relation to an off-balance sheet securitization exposure of 
an authorized institution which uses the IRB(S) approach,
subject to paragraph (d ), has the meaning assigned to it by
section 139(1), with all necessary modifications;

(c) in relation to the calculation of investors’ interest under the
STC(S) approach, means the credit equivalent amount of the
undrawn balances to which investors are exposed calculated
under section 245(1)(b);

(d ) in relation to the calculation of investors’ interest under the
IRB(S) approach, means the credit equivalent amount of the
undrawn balances to which investors are exposed calculated
under section 257(1)(b);

“drawn balance” (已提取數額), in relation to the calculation of investors’
interest, means the amount which has been drawn down by a borrower
under a revolving credit line, where—

(a) the credit line has been sold, or the credit risk of the credit 
line has been transferred, to a third party in a securitization
transaction; and

(b) the investors in the transaction remain, in whole or in part,
exposed to future drawings by the borrower under the credit line;

“early amortization period” (提早攤銷期), in relation to a securitization
transaction in which the underlying exposures are revolving in nature,
means the period of time within which the originator in the transaction is
obliged to fulfil the originator’s obligations under an early amortization
provision in the documentation for the transaction once the early
amortization provision has been triggered;

“early amortization provision” (提早攤銷規定), in relation to a securitization
transaction in which the underlying exposures are revolving in nature,
means a mechanism which, once triggered, allows investors in the
securitization issues to be paid out prior to the originally stated maturity
of the securitization issues held by the investors;

“excess spread” (超額利差), in relation to a securitization transaction, means
future interest and other income derived by the SPE in the transaction
from the underlying exposures in the transaction in excess of the
transaction costs specified in the documentation for the transaction,
expressed as a percentage of the underlying exposures;

“first loss tranche” (首先損失份額), in relation to a securitization transaction,
means the tranche (including, where the underlying exposures in the
transaction are purchased receivables, the tranche in the form of a
refundable discount on the purchase price of the receivables provided by
the seller of the receivables) which will be exposed first to any credit loss
associated with the underlying exposures in the transaction up to a
specified or ascertainable level;
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“gain-on-sale” (出售收益), in relation to a securitization transaction, means any
increase in the core capital of the originating institution resulting from the
sale of underlying exposures in the transaction;

“implicit support” (隱性支持), in relation to a securitization transaction, means
any direct or indirect support which the originating institution provides
(or has provided) to investors in the transaction in excess of its
predetermined contractual obligations, with a view to reducing potential
or actual losses that the investors may suffer;

“inferred rating” (推斷評級), in relation to an authorized institution which uses
the ratings-based method, means a credit assessment rating attributed by
the institution pursuant to section 263 to a securitization exposure of the
institution which does not have an ECAI issue specific rating;

“investing institution” (投資機構), in relation to a securitization transaction,
means an authorized institution which is an investor in the transaction;

“investment grade” (投資等級)—
(a) in relation to the use by an authorized institution of the STC(S)

approach, means a credit quality grade of 1, 2 or 3 for long-term
or short-term ECAI issue specific ratings, as the case requires,
assigned to a securitization exposure in accordance with
Schedule 11;

(b) in relation to the use by an authorized institution of the IRB(S)
approach, means a credit quality grade of—

(i) 1, 2, 3, 4, 5, 6, 7 or 8 for long-term ECAI issue specific
ratings; or

(ii) 1, 2 or 3 for short-term ECAI issue specific ratings, 
as the case requires, assigned to a securitization exposure in
accordance with Schedule 14;

“investor” (投資者), in relation to a securitization transaction, means any
person, other than the originator in the transaction, who assumes
securitization exposures by—

(a) purchasing securitization issues;
(b) providing credit protection to other parties to the transaction; or
(c) providing liquidity facilities in respect of the transaction;

“investors’ interest” (投資者權益), in relation to a securitization transaction in
which the underlying exposures are revolving in nature and which is
subject to an early amortization provision, means the investors’ interest in
the underlying exposures in the transaction as determined under section
245(1) or 257(1), as the case requires;
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“liquidity facility” (流動資金融通), in relation to an authorized institution,
means an off-balance sheet securitization exposure of the institution
arising from a contractual agreement pursuant to which the institution
provides funding in respect of a securitization transaction to ensure the
timeliness of cash flows to investors in the securitization issues in the
transaction;

“long-term inferred rating” (長期推斷評級), in relation to a securitization
exposure of an authorized institution, means an inferred rating which is 
a long-term credit assessment rating attributed to the exposure by the
institution;

“look-through treatment” (對應法), in relation to a securitization position held
by an authorized institution in a securitization transaction, means a
method of determining the risk-weight of the position by reference to—

(a) subject to paragraph (b), the risk-weight applicable to the
underlying exposures in the transaction; or

(b) if the underlying exposures consist of different classes of
exposures, the weighted average risk-weight applicable to the
underlying exposures in the transaction,

based on the STC approach or BSC approach, as the case requires;
“originating institution” (發起機構), in relation to a securitization transaction,

means an authorized institution which is the originator in the transaction;
“originator” (發起人), in relation to a securitization transaction, means a

person who—
(a) directly or indirectly originates the underlying exposures in the

transaction; or
(b) serves as a sponsor of an ABCP programme or a programme

with similar features;
“principal amount” (本金額)—

(a) in relation to an on-balance sheet securitization exposure of an
authorized institution, means the book value of the exposure;

(b) in relation to an off-balance sheet securitization exposure of an
authorized institution, means an amount which is—

(i) subject to subparagraph (ii), the contracted amount of the
exposure;

(ii) in the case of such an exposure which is the undrawn
portion of a partially drawn facility, the amount of the
undrawn commitment;

“rated” (獲評級), in relation to a securitization exposure, means that the
exposure has—

(a) an ECAI issue specific rating; or
(b) if paragraph (a) does not apply, an inferred rating;
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“ratings-based method” (評級基準方法), in relation to the use of the IRB(S)
approach to calculate an authorized institution’s credit risk for rated
securitization exposures, means the method of calculating that risk set out
in Divisions 4 and 5;

“revolving” (循環), in relation to an underlying exposure of an authorized
institution in a securitization transaction, means that the borrower’s
outstanding balance of the exposure is permitted to fluctuate based on the
borrower’s decision to borrow and repay, up to a limit established by the
institution;

“second loss tranche” (第二損失份額), in relation to a securitization transaction,
means the tranche which will be exposed to any credit loss associated with
the underlying exposures in the transaction up to a specified or
ascertainable level after the credit enhancement provided by the first loss
tranche has been exhausted;

“securitization exposure” (證券化類別風險承擔), in relation to an authorized
institution, means the institution’s credit exposure to a securitization
transaction booked in its banking book, and includes such an exposure
arising from—

(a) the purchase or repurchase of securitization issues;
(b) the provision of credit protection or credit enhancement to any

of the parties to the transaction;
(c) the retention of one or more than one securitization position;
(d ) the provision of a liquidity facility or servicer cash advance

facility for the transaction; and
(e) the obligation to acquire any investors’ interest in the

transaction if the transaction is subject to an early amortization
provision;

“securitization issues” (證券化票據), in relation to a securitization transaction,
means the securities issued by the issuer in the transaction;

“securitization position” (證券化持倉), in relation to an authorized institution,
means an exposure of the institution to one of the different tranches in 
a securitization transaction;

“securitization transaction” (證券化交易), means a transaction involving the
tranching of credit risk associated with a pool of underlying exposures
and in respect of which—

(a) there are not less than 2 different tranches;
(b) payments to investors or other parties to the transaction depend

on the performance of the underlying exposures; and
(c) the subordination of tranches determines the distribution of

losses during the life of the transaction;
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“servicer cash advance facility” (服務者現金墊支融通), in relation to an
authorized institution which provides credit administration services in
respect of the underlying exposures in a securitization transaction, means
an off-balance sheet securitization exposure of the institution arising from
a contractual agreement pursuant to which the institution advances cash
in respect of the transaction to ensure an uninterrupted flow of payments
to investors in the securitization issues in the transaction;

“short-term inferred rating” (短期推斷評級), in relation to a securitization
exposure of an authorized institution, means an inferred rating which is a
short-term credit assessment rating attributed to the exposure by the
institution;

“SPE” means a special purpose entity;
“special purpose entity” (特定目的實體) means a company, trust or other

entity—
(a) which is created for the sole purpose of acquiring and holding

the underlying exposures in a traditional securitization
transaction or assuming credit risk in respect of the underlying
exposures in a synthetic securitization transaction, as the case
may be, and engaging in activities related or incidental to the
issuance of securitization issues in the transaction; and

(b) which insulates the underlying exposures transferred to it from
the effects of default, insolvency or bankruptcy of the originator
in the transaction;

“sponsor” (保薦人), in relation to an ABCP programme or a programme with
similar features, means a person who establishes the programme and
manages, or participates in the management of, the programme by
performing one or more of the following activities—

(a) approving the sellers to participate in the programme;
(b) approving the pool of underlying exposures to be purchased

under the programme;
(c) administering the programme, including arranging for the

placement into the market of securities issued under the
programme; or

(d ) providing any credit enhancement or liquidity facility in respect
of the programme;

“supervisory formula” (監管公式) means Formula 25 set out in section 270;
“supervisory formula method” (監管公式方法), in relation to the use of the

IRB(S) approach to calculate an authorized institution’s credit risk for
unrated securitization exposures, means the method of calculating that
risk set out in Divisions 4 and 6;
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“synthetic securitization transaction” (合成證券化交易) means a securitization
transaction where the credit risk of a reference pool of underlying
exposures is transferred, in whole or in part, through the use of credit
protection afforded to the underlying exposures which remain on the
balance sheet of the originator in the transaction;

“traditional securitization transaction” (傳統證券化交易) means a securitization
transaction where—

(a) a pool of underlying exposures is sold by the originator in the
transaction to an SPE; and

(b) the cash flows from the pool of underlying exposures are used to
service payments to investors or other parties to the transaction;

“tranche” (份額) means a contractually established segment (referred to in this
definition as “relevant segment”) of the credit risk associated with a pool
of underlying exposures in a securitization transaction where—

(a) a position in the relevant segment entails a risk of credit loss
greater than, or less than, that of a position of the same amount
in each other contractually established segment; and

(b) no account is taken of credit protection provided by third parties
directly to the holders of positions in the relevant segment or in
other contractually established segments;

“uncommitted credit line” (無承諾信貸安排) means a credit line provided by an
authorized institution to a borrower which is unconditionally cancellable
by the institution without prior notice to the borrower;

“underlying exposures” (組成項目), in relation to a securitization transaction,
means one or more than one on-balance sheet or off-balance sheet
exposure in respect of which credit risk is transferred to one or more than
one person by the originator in the transaction;

“undrawn balance” (未提取數額), in relation to the calculation of investors’
interest, means the amount which has not been drawn down by a
borrower under a revolving credit line where—

(a) the credit line has been sold, or the credit risk of the credit line
has been transferred, to a third party in a securitization
transaction; and

(b) the investors in the transaction remain, in whole or in part,
exposed to future drawings by the borrower under the credit
line;

“unrated” (無評級), in relation to a securitization exposure, means that the
exposure is not a rated exposure;

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3223



“weighted average risk-weight” (加權平均風險權重), in relation to a securitization
transaction where the underlying exposures consist of different classes of
exposures, means the risk-weight of the pool of exposures derived by
dividing the total risk-weighted amount of all exposures in the pool (being
the sum of individual risk-weighted amounts calculated in respect of each
class of exposures) by the total principal amount of the exposures in the
pool.
(2) For the avoidance of doubt, it is hereby declared that no reference in

this Part to a securitization transaction shall be construed as excluding a
reference to a securitization transaction which has more than one originator or
more than one SPE.

Division 2—Requirements applicable to use of STC(S)
approach or IRB(S) approach

228. Application of Division 2

(1) This Division applies to an authorized institution which uses the
STC(S) approach or IRB(S) approach to calculate its credit risk for
securitization exposures.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Division is a reference to an authorized institution which
uses the STC(S) approach or IRB(S) approach to calculate its credit risk for
securitization exposures.

229. Treatment to be accorded to securitization
transaction by originating institution

(1) Subject to subsection (2), an originating institution in a securitization
transaction may, with the prior consent of the Monetary Authority—

(a) in the case of a traditional securitization transaction where all
the requirements of Schedule 9 applicable to or in relation to the
institution and the transaction have been satisfied, exclude the
underlying exposures in the transaction from the calculation of
the risk-weighted amount of its credit exposures under Part 4, 
5 or 6, as the case requires;

(b) in the case of a synthetic securitization transaction where all the
requirements of Schedule 10 applicable to or in relation to the
institution and the transaction have been satisfied, calculate the
risk-weighted amount of the underlying exposures in the
transaction in accordance with section 243 or 255, as the case
requires.
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(2) Notwithstanding that a securitization transaction falls within
subsection (1), the originating institution shall provide regulatory capital
against any securitization exposure which it retains, holds or purchases under
the transaction.

(3) Subject to subsection (4), the originating institution in a traditional
securitization transaction which does not fall within subsection (1)(a) shall
risk-weight the underlying exposures in the transaction in accordance with 
the approach to the calculation of the institution’s credit risk set out in Part 4,
5 or 6, as the case requires, which the institution uses for the class of exposures
into which the underlying exposures fall.

(4) Notwithstanding that a traditional securitization transaction does
not fall within subsection (1)(a), the originating institution shall not include in
its capital base as determined in accordance with Part 3 any gain-on-sale
arising from the transaction.

(5) The originating institution in a synthetic securitization transaction
which does not fall within subsection (1)(b)—

(a) shall risk-weight the underlying exposures in the transaction in
accordance with the approach to the calculation of the
institution’s credit risk set out in Part 4, 5 or 6, as the case
requires, which the institution uses for the class of exposures into
which the underlying exposures fall; and

(b) shall not take into account the effect of any credit risk mitigation
used for transferring credit risk in respect of the underlying
exposures to other parties to the transaction in the calculation of
the risk-weighted amount of the underlying exposures in the
transaction.

230. Measures which may be taken by Monetary
Authority if originating institution provides 
implicit support

(1) The originating institution in a securitization transaction which falls
within section 229(1) shall not provide implicit support to investors in the
transaction.

(2) Where the originating institution in a securitization transaction
provides implicit support in contravention of subsection (1), the Monetary
Authority may, after having had regard to the materiality of the
contravention—

(a) by notice in writing given to the institution, require the
institution not to use (or, where applicable, withdraw any
consent of the Monetary Authority for the institution to use)
section 229(1)(a) or section 229(1)(b), or both— 

(i) for that securitization transaction; or
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(ii) for other securitization transactions in respect of which the
institution is the originating institution for such period, or
until the occurrence of such event, as specified by the
Monetary Authority in the notice;

(b) by notice in writing given to the institution, require the
institution to publicly disclose—

(i) particulars of the implicit support; and
(ii) the impact of the implicit support on the institution’s

regulatory capital; or
(c) by notice in writing given to the institution, advise the institution

that the Monetary Authority is considering exercising the power
under section 101 of the Ordinance to vary the capital adequacy
ratio of the institution by increasing it.

(3) The originating institution in a securitization transaction shall
comply with the requirements of a notice given to it under subsection (2)(a) 
or (b).

(4) Where—
(a) a securitization transaction contains a clean-up call; and
(b) the clean-up call can be exercised by the originating institution in

circumstances where the exercise of the clean-up call has the
effect of providing credit enhancement,

the clean-up call shall be treated as implicit support and this section applies to
the originating institution in the transaction which contains the clean-up call
accordingly.

(5) For the avoidance of doubt, it is hereby declared that subsection
(2)(c) does not operate to prejudice the generality of the circumstances 
in respect of which the Monetary Authority may exercise the power under
section 101 of the Ordinance in the case of an authorized institution to which
that subsection applies.

231. Use of external credit assessments for 
determination of risk-weights

Subject to section 232, section 70 relating to ECAI ratings applies, for the
purposes of this Part and with all necessary modifications, to and in relation to
securitization exposures.

232. Provisions applicable to ECAI issue specific ratings
in addition to those applicable under Part 4

For the purposes of calculating the risk-weighted amount of an
authorized institution’s rated securitization exposures—

(a) subject to paragraphs (b) and (c), the institution shall use ECAI
issue specific ratings issued by the same ECAIs consistently for 
a given class of securitization exposures;
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(b) the institution shall not, in respect of the same securitization
transaction entered into by the institution, use ECAI issue
specific ratings issued by an ECAI for one or more than one
securitization position held by the institution in the transaction
and the ECAI issue specific ratings issued by another ECAI 
for other securitization positions held by the institution in 
the transaction which may or may not be rated by the 
first-mentioned ECAI;

(c) if 2 or more ECAIs have different ECAI issue specific ratings
applicable to the same securitization exposure held by the
institution, the institution shall apply section 69(2)(b) in
determining the risk-weight to be applied to that securitization
exposure;

(d ) if, in a securitization transaction entered into by the institution,
credit protection is—

(i) provided directly to the SPE in the transaction by a credit
protection provider which falls within section 98(a) or
99(1)(b); and

(ii) reflected in the ECAI issue specific rating assigned to a
securitization exposure held by the institution in the
transaction,

the institution—
(iii) shall determine the risk-weight to be applied to the

securitization exposure by reference to that rating; and
(iv) shall not otherwise recognize, for the purposes of this Part,

that credit protection;
(e) if, in a securitization transaction entered into by the institution,

credit protection is provided directly to the SPE in the
transaction by a credit protection provider which does not fall
within section 98(a) or 99(1)(b) and a securitization exposure
held by the institution in the transaction is covered by the credit
protection, the institution shall treat that securitization exposure
as unrated;

( f ) if a rated securitization exposure held by the institution is
covered by credit protection which has the effect of reducing 
the risk-weighted amount of the exposure according to Part 4, 
5 or 6, but the credit protection is not provided directly to the
SPE in the transaction, the institution shall—

(i) treat the exposure as if it were unrated; and
(ii) use the credit risk mitigation treatment specified in Part 4, 

5 or 6, as the case requires, to recognize the effect of the
credit protection which applies to that exposure.
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Division 3—Risk-weighting requirements under
STC(S) approach

233. Application of Division 3

(1) This Division applies to an authorized institution which uses the
STC(S) approach to calculate its credit risk for securitization exposures.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Division is a reference to an authorized institution which
uses the STC(S) approach to calculate its credit risk for securitization
exposures. 

234. Calculation of risk-weighted amount of
securitization exposures

(1) Subject to subsections (2), (3), (4) and (5), an authorized institution
shall calculate the risk-weighted amount of a rated securitization exposure held
by it by applying the relevant risk-weight to the exposure by reference to its
ECAI issue specific rating or otherwise in accordance with these Rules.

(2) Subject to subsections (4) and (5), an authorized institution shall
calculate the risk-weighted amount of an on-balance sheet securitization
exposure by multiplying the principal amount (after deduction of specific
provisions) of the exposure by the applicable risk-weight.

(3) Subject to subsections (4) and (5), an authorized institution shall
calculate the risk-weighted amount of an off-balance sheet securitization
exposure by—

(a) multiplying the credit equivalent amount of the exposure (being
the product of the principal amount (after deduction of specific
provisions) of the exposure and the applicable CCF) by the
applicable risk-weight;

(b) unless otherwise specified in section 240 or 245, applying a CCF
of 100% to the exposure.

(4) Where the stated principal amount of a securitization exposure held
by an authorized institution is leveraged or enhanced by the structure of the
exposure, the institution shall use the effective principal amount of the
exposure taking into account that the stated principal amount is so leveraged
or enhanced, as the case may be, for the purposes of this Division.

(5) Where a securitization exposure held by an authorized institution is
subject to credit protection, the institution shall adjust the risk-weighted
amount of the exposure in accordance with sections 247 and 248.
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235. Provisions supplementary to section 234

(1) Where an authorized institution, other than the originating
institution in a securitization transaction, provides credit protection to a
securitization issue in the transaction, the institution providing the credit
protection shall calculate its regulatory capital in respect of the credit
protection as if it were an investor in the securitization issue.

(2) Where an authorized institution, other than the originating
institution in a securitization transaction, provides credit protection to an
unrated credit enhancement provided to other parties to the transaction, the
institution providing the credit protection shall calculate its regulatory capital
in respect of the credit protection as if it directly provided the credit
enhancement.

236. Deductions from core capital and 
supplementary capital

(1) Subject to subsection (2), an authorized institution shall deduct from
any of its core capital and supplementary capital—

(a) any credit-enhancing interest-only strip recorded by the
institution as the originating institution in a securitization
transaction (after deduction of any gain-on-sale arising from the
credit-enhancing interest-only strip);

(b) any gain-on-sale arising from a securitization transaction where
the institution is the originating institution;

(c) any rated securitization exposure of the institution with—
(i) a long-term credit quality grade of 4 or 5 in the case of 

a securitization exposure held by the institution as the
originating institution;

(ii) a long-term credit quality grade of 5 in the case of a
securitization exposure held by the institution as an
investing institution;

(iii) a short-term credit quality grade of 4,
as allocated under Table A or Table B in Schedule 11, as the case
requires;

(d ) any unrated securitization exposure of the institution except
where the securitization exposure is— 

(i) to the most senior tranche in a securitization transaction
which falls within section 238(1);

(ii) to a second loss tranche or better in an ABCP programme
which falls within section 239; 

(iii) in respect of a liquidity facility which falls within section
240(1); or
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(iv) in respect of a servicer cash advance facility which falls
within section 240(6) and which would satisfy the
requirements of section 240(1) if the servicer cash advance
facility were a liquidity facility; and

(e) any other securitization exposure specified by the Monetary
Authority in a notice in writing given to the institution.

(2) An authorized institution required by subsection (1) to make a
deduction from any of its core capital and supplementary capital shall—

(a) make the deduction based on—
(i) the principal amount (after deduction of specific provisions)

of the deductible item if the item is an on-balance sheet
securitization exposure; or

(ii) the credit equivalent amount of the deductible item if the
item is an off-balance sheet securitization exposure;

(b) subject to section 49(1) and paragraph (c), make the deduction
50% from the institution’s core capital and 50% from the
institution’s supplementary capital; 

(c) if the deductible item falls within subsection (1)(b), make the
deduction 100% from the institution’s core capital.

237. Determination of risk-weights

(1) An authorized institution shall, in respect of its rated securitization
exposures—

(a) for the purposes of determining the risk-weights to be allocated
to the exposures for calculating the risk-weighted amount of the
exposures, or determining whether the exposures are to be
deducted from the institution’s core capital and supplementary
capital, map the ECAI issue specific ratings of the exposures to
a scale of credit quality grades represented—

(i) by the numerals 1, 2, 3, 4 and 5 for long-term ECAI issue
specific ratings as specified in Table A in Schedule 11; and

(ii) by the numerals 1, 2, 3 and 4 for short-term ECAI issue
specific ratings as specified in Table B in Schedule 11; and

(b) allocate risk-weights to, or deduct from the institution’s core
capital and supplementary capital, the exposures in accordance
with subsections (2) and (3).

(2) For the purposes of subsection (1)(b), an authorized institution shall
allocate risk-weights to, or deduct from the institution’s core capital and
supplementary capital, securitization exposures which have long-term ECAI
issue specific ratings in accordance with Table 24 such that—

(a) for those securitization exposures which map to a credit quality
grade of 4, the institution shall—
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(i) allocate a risk-weight of 350% to the exposures if the
institution is an investing institution; or

(ii) deduct the exposures from the institution’s core capital and
supplementary capital if the institution is the originating
institution;

(b) for those securitization exposures which do not fall within
paragraph (a), the institution shall apply the treatment specified
in Table 24 to the exposures regardless of whether the institution
is an originating institution or investing institution.

TABLE 24

RISK-WEIGHTS OR DEDUCTIONS APPLICABLE TO LONG-TERM

CREDIT QUALITY GRADES UNDER STC(S) APPROACH

Long-term credit 
quality grade Risk-weight Deduction

1 20% not applicable
2 50% not applicable
3 100% not applicable
4 350% (for investing deduction from core 

institutions) capital and 
supplementary capital
(for originating
institutions)

5 not applicable deduction from core
capital and
supplementary capital

(3) For the purposes of subsection (1)(b), an authorized institution shall
allocate risk-weights to, or deduct from the institution’s core capital and
supplementary capital, securitization exposures which have short-term ECAI
issue specific ratings in accordance with Table 25.

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3239



TABLE 25

RISK-WEIGHTS OR DEDUCTIONS APPLICABLE TO SHORT-TERM

CREDIT QUALITY GRADES UNDER STC(S) APPROACH

Short-term credit 
quality grade Risk-weight Deduction

1 20% not applicable
2 50% not applicable
3 100% not applicable
4 not applicable deduction from core

capital and
supplementary capital

238. Most senior tranche in securitization transaction

(1) Where an authorized institution—
(a) holds an unrated securitization position in the most senior

tranche in a securitization transaction; and
(b) knows the current composition of the pool of underlying

exposures,
the institution shall determine the risk-weight to be allocated to the position by
applying the look-through treatment.

(2) Where an authorized institution is determining whether a tranche is
the most senior tranche in a securitization transaction, the institution shall not
take into account—

(a) any interest rate contract or exchange rate contract entered into
for the purposes of hedging the respective interest rate risk or
foreign exchange risk in the transaction; and

(b) fees or other similar payments due under the transaction.
(3) Where an authorized institution is unable to determine the risk-

weights to be allocated in accordance with subsection (1) because it does not
know the current composition of the pool of underlying exposures referred to
in subsection (1)(b), the institution shall deduct the securitization position
referred to in subsection (1) from its core capital and supplementary capital.

239. Securitization positions which are in second loss
tranche or better in ABCP programmes

Where—
(a) an authorized institution holds an unrated securitization

position in an ABCP programme; 
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(b) the position is protected by credit enhancement provided by the
first loss tranche in the programme;

(c) the position is of comparable credit quality to a securitization
position having an ECAI issue specific rating which maps to an
investment grade according to the scale of credit quality grades
in Table A or Table B in Schedule 11, as the case requires; and

(d ) the institution does not also hold a securitization position in the
first loss tranche in the programme,

the institution shall allocate to the securitization position a risk-weight of the
greater of—

(e) 100%; or
( f ) the highest risk-weight which would be allocated, under the

approach used by the institution to calculate its credit risk set
out in Part 4 or 5 for the class of exposures into which the
underlying exposures in the securitization transaction would fall,
to any of the underlying exposures in the securitization
transaction to which the securitization position relates.

240. Treatment of liquidity facilities and servicer cash
advance facilities

(1) For the purposes of subsections (2), (3) and (4), a liquidity facility
provided by an authorized institution, which forms part of a securitization
transaction, is an eligible liquidity facility where—

(a) subject to paragraph (b), the facility documentation clearly
identifies and limits the circumstances under which the facility
may be drawn;

(b) drawings under the facility are limited to the amount which is
likely to be repaid fully from the realization of the underlying
exposures in the transaction and any credit enhancement
provided by the originator of the underlying exposures;

(c) the facility is not able to be drawn so as to provide credit
support to cover losses already incurred in respect of the pool of
underlying exposures prior to the drawing;

(d ) there are no regular or continuous drawings under the facility to
indicate that the facility is either—

(i) used to provide permanent or regular funding to investors
in the securitization issues; or

(ii) structured such that drawdown is certain;
(e) the facility is subject to an asset quality test which precludes it

from being drawn to cover underlying exposures which would be
regarded as in default in section 149 under the IRB approach;

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3243



( f ) if the securitization issues supported by the facility are rated, the
facility can only be drawn to make payment in respect of those
securitization issues which are rated as investment grade at the
time of drawdown;

(g) the facility is not capable of being drawn after all credit
enhancements from which the facility would benefit have been
exhausted; and

(h) repayment of drawings on the facility is not subordinated to the
claims of investors in the securitization issues or subject to
deferral or waiver by the institution which provides the facility.

(2) Subject to subsection (3), an authorized institution shall, in relation
to the undrawn portion of a liquidity facility provided by it—

(a) in the case of a rated liquidity facility (whether or not the facility
is an eligible liquidity facility)—

(i) determine the risk-weight to be allocated to the undrawn
portion of the facility, or whether that undrawn portion is
to be deducted from the institution’s core capital and
supplementary capital, by applying Table 24 or 25, as the
case requires, and Schedule 11 in accordance with section
237;

(ii) apply a CCF of 100% to the undrawn portion for the
purposes of calculating the credit equivalent amount of that
undrawn portion; and

(iii) calculate the risk-weighted amount of the undrawn portion
by multiplying the credit equivalent amount by the risk-
weight determined in accordance with subparagraph (i) or,
if deduction referred to in that subparagraph is required,
make the deduction;

(b) in the case of an unrated eligible liquidity facility—
(i) determine the risk-weight to be allocated to the undrawn

portion of the facility by applying to that undrawn portion
the highest risk-weight which would be applied to any of the
underlying exposures covered by the facility as determined
pursuant to the approach used by the institution to
calculate its credit risk set out in Part 4 or 5, as the case
requires, for the class of exposures into which the
underlying exposures would fall;

(ii) apply to the undrawn portion of the facility—
(A) a CCF of 20% if the facility has an original maturity of

not more than one year;
(B) a CCF of 50% if the facility has an original maturity of

more than one year,
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for the purposes of calculating the credit equivalent amount
of that undrawn portion; and

(iii) calculate the risk-weighted amount of the undrawn portion
by multiplying the credit equivalent amount by the risk-
weight determined in accordance with subparagraph (i).

(3) An authorized institution may apply a CCF of 0% to the undrawn
portion of an eligible liquidity facility provided by the institution if the
facility—

(a) is only available in the event of a general market disruption and
under the general market disruption, more than one SPE in
different securitization transactions are unable to roll over
maturing debt and that inability is not the result of an
impairment in the credit quality of the SPE in the securitization
transaction to which the facility relates or in the credit quality of
the underlying exposures in the transaction; and

(b) is only available to advance funds to pay investors in the
securitization issues concerned which, once drawn, are secured
by the underlying exposures in the securitization transaction
concerned and rank not less than equally with the claims of
those investors.

(4) Where a liquidity facility provided by an authorized institution is not
an eligible liquidity facility and is unrated, the institution shall deduct the
undrawn portion of the facility from the institution’s core capital and
supplementary capital.

(5) An authorized institution shall, in relation to the drawn portion of 
a liquidity facility provided by it—

(a) determine the risk-weight to be allocated to the drawn portion of
the facility, or whether that drawn portion is to be deducted
from the institution’s core capital and supplementary capital, in
accordance with subsection (2)(a)(i) if the facility is rated;

(b) determine the risk-weight to be allocated to the drawn portion of
the facility in accordance with subsection (2)(b)(i) if the facility is
an eligible liquidity facility and is unrated;

(c) deduct the drawn portion of the facility from the institution’s
core capital and supplementary capital if the facility is not an
eligible liquidity facility and is unrated.

(6) Subject to subsection (7), where—
(a) a servicer cash advance facility is provided by an authorized

institution in respect of a securitization transaction;
(b) the institution is entitled to full reimbursement of cash advanced

under the facility; and
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(c) the entitlement ranks senior for payment to other claims on cash
flows from the pool of underlying exposures in the transaction,

subsections (1), (2), (3), (4) and (5), with all necessary modifications, apply to
that servicer cash advance facility as they apply to a liquidity facility.

(7) Where a servicer cash advance facility which falls within subsection
(6) is unconditionally cancellable by the authorized institution without prior
notice to the person to whom the facility is provided, the institution may apply
a CCF of 0% to the undrawn portion of the facility.

241. Treatment of overlapping facilities

(1) Where an authorized institution provides 2 or more facilities which
may be drawn in respect of the same securitization transaction such that—

(a) duplicate coverage is provided in respect of the same underlying
exposure (referred to in this subsection as “overlapping
portion”); and

(b) a drawing on one such facility precludes the drawing, whether in
whole or in part, on another such facility,

the institution shall—
(c) calculate the risk-weighted amount of the overlapping portion

on the basis of—
(i) if the facilities are subject to the same CCF, attributing the

overlapping portion to any one of the facilities;
(ii) if the facilities are subject to different CCFs, attributing the

overlapping portion to the facility with the highest CCF;
and

(d ) calculate the risk-weighted amount of that portion of each of the
facilities that is not the overlapping portion.

(2) Where overlapping facilities are provided by different authorized
institutions, each institution shall calculate the risk-weighted amount for the
maximum amount of the facility provided by it.

242. Maximum regulatory capital for 
originating institution

(1) Subject to subsection (2), the originating institution in a
securitization transaction shall not provide regulatory capital for the
securitization exposures held by the institution in the transaction in excess of
the regulatory capital the institution would have been required to provide for
the underlying exposures in the transaction if the underlying exposures had not
been securitized.
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(2) Where the originating institution has entered into a securitization
transaction which is subject to an early amortization provision whereby the
institution is required to provide regulatory capital for the investors’ interest in
the transaction, subsection (1) does not apply to the regulatory capital which
the institution is required to provide for securitization exposures held by it in
the transaction.

243. Treatment of underlying exposures of originating
institution in synthetic securitization transactions

(1) This section applies to the calculation of the risk-weighted amount of
the pool of underlying exposures by an originating institution in a synthetic
securitization transaction which falls within Schedule 10.

(2) Subject to subsections (3) and (4), the originating institution in a
synthetic securitization transaction shall—

(a) subject to paragraph (b), calculate the risk-weighted amount of
the institution’s underlying exposures in the transaction based
on the approach used by the institution to calculate its credit risk
for the class of exposures into which the underlying exposures
fall;

(b) take into account the effect of any credit risk mitigation used for
transferring credit risk in respect of the underlying exposures to
other parties to the transaction in accordance with the credit risk
mitigation requirements set out in—

(i) Part 4 if the institution uses the STC approach; or
(ii) Part 5 if the institution uses the BSC approach,

in calculating the risk-weighted amount of the underlying
exposures.

(3) For the purposes of calculating the risk-weighted amount of the
originating institution’s underlying exposures in a synthetic securitization
transaction where there is a maturity mismatch between the credit protection
pursuant to which credit risk is transferred under the transaction and the
underlying exposures, the institution—

(a) subject to paragraphs (b) and (c), shall apply the maturity
mismatch treatment set out in section 103, with all necessary
modifications; 

(b) shall—
(i) take the maturity of the underlying exposures as being the

lesser of—
(A) the longest maturity of any of the underlying

exposures; or
(B) 5 years; and
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(ii) determine the maturity of the credit protection in
accordance with section 103(3) and (4); and

(c) shall not take into account any maturity mismatch in respect of
the institution’s securitization exposures which are subject to
deduction from its core capital and supplementary capital.

(4) Where a synthetic securitization transaction incorporates a call
option (other than a clean-up call) which is capable, when exercised, of
terminating the transaction and the credit protection on a specified date, 
the originating institution in the transaction shall treat the transaction 
in accordance with the treatment of maturity mismatch specified in 
subsection (3).

244. Treatment of investors’ interest for securitization
exposures of originating institution subject to 
early amortization provision

(1) Subject to subsections (2) and (3), the originating institution in a
securitization transaction shall provide regulatory capital against the investors’
interest in the transaction if—

(a) the institution sells the underlying exposures, or transfers the
credit risk of the underlying exposures, into a structure that
contains an early amortization provision; and

(b) the underlying exposures are of a revolving nature.
(2) Where a securitization transaction has a pool of underlying exposures

comprising revolving exposures and non-revolving exposures, the originating
institution in the transaction shall apply the relevant early amortization
treatment specified in section 245 only to that portion of the pool containing
the revolving exposures.

(3) The originating institution in a securitization transaction is not
required to provide regulatory capital pursuant to subsection (1) in any case
where—

(a) the transaction includes a replenishment structure under which
the underlying exposures which are revolving in nature are to be
replenished by exposures which are non-revolving in nature and
the early amortization ends the ability of the institution to add
new underlying exposures;

(b) the transaction is subject to an early amortization provision
which results in the structure of the transaction being akin to a
structure which is non-revolving in nature in that the credit risk
in respect of the underlying exposures does not return to the
institution;
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(c) investors in the securitization issues remain fully exposed to
future drawings by the borrowers in respect of the underlying
exposures which are revolving in nature such that the credit 
risk of those exposures does not return to the institution
notwithstanding that an early amortization provision has been
triggered; or

(d ) the early amortization provision is solely triggered by events not
related to the performance of the underlying exposures which are
revolving in nature or of the institution.

245. Calculation of risk-weighted amount of investors’
interest for securitization exposures of originating
institution subject to early amortization provision

(1) For the purposes of this section, the investors’ interest for the
originating institution in a securitization transaction consists of the sum of—

(a) the investors’ share of the principal amount of the drawn
balances of the underlying exposures in the transaction; and

(b) the investors’ share of the credit equivalent amount of the
undrawn balances of the underlying exposures in the
transaction, which is the principal amount of the undrawn
balances multiplied by the applicable CCF of the underlying
exposures as specified in sections 71 and 73, determined by
allocating the undrawn balances of the underlying exposures
between the institution and the investors according to the
proportion of their respective share of the drawn balances of the
underlying exposures.

(2) The originating institution in a securitization transaction shall
calculate the risk-weighted amount of the investors’ interest in the transaction
by multiplying together—

(a) the investors’ interest as determined under subsection (1);
(b) the appropriate CCF as determined under subsections (3) and

(4); and
(c) the risk-weight which would be applicable to the underlying

exposures in the transaction (or, if there is more than one class
of underlying exposures, the weighted average risk-weight of all
of the classes of underlying exposures) based on the approach
used by the institution to calculate its credit risk for the class of
exposures into which the underlying exposures would fall if they
were not securitized.
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(3) For the purposes of determining the CCFs to be applied to the
investors’ interest in a securitization transaction which is subject to a
controlled early amortization provision referred to in subsection (5), an
authorized institution shall—

(a) divide the underlying exposures into committed and
uncommitted credit lines;

(b) apply a CCF of 90% to the investors’ interest in respect of the
underlying exposures which fall into committed credit lines;

(c) in respect of the underlying exposures which fall into
uncommitted credit lines, further divide the exposures into—

(i) non-retail credit lines;
(ii) retail credit lines;

(d ) apply a CCF of 90% to the investors’ interest in respect of the
underlying exposures which fall into uncommitted non-retail
credit lines;

(e) subject to paragraphs ( f ) and (g), apply the appropriate CCF,
determined by reference to the ratio of the 3-month average
excess spread of the transaction to the trapping point of excess
spread set out in Schedule 12, to the investors’ interest in respect
of the underlying exposures which fall into uncommitted retail
credit lines;

( f ) treat the trapping point of excess spread, for the purposes of
paragraph (e), as that point of the accumulated excess spread at
or below which the SPE in the transaction is required to retain
the amount of excess spread and not pay it out to the originator
in the transaction; and

(g) in any case where the transaction does not require excess spread
to be trapped, treat the trapping point as that point of the
accumulated excess spread where such accumulated excess
spread is equal to 4.5% of the principal amount of the
underlying exposures in the transaction.

(4) For the purposes of determining the CCFs to be applied to the
investors’ interest in a securitization transaction which is subject to a non-
controlled early amortization provision (being an early amortization provision
which does not fall within subsection (5)), an authorized institution shall—

(a) divide the underlying exposures into committed and
uncommitted credit lines;

(b) apply a CCF of 100% to the investors’ interest in respect of the
underlying exposures which fall into committed credit lines;

(c) in respect of the underlying exposures which fall into
uncommitted credit lines, further divide the exposures into—

(i) non-retail credit lines;
(ii) retail credit lines;
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(d ) apply a CCF of 100% to the investors’ interest in respect of the
underlying exposures which fall into uncommitted non-retail
credit lines;

(e) subject to paragraphs ( f ) and (g), apply the appropriate CCF,
determined by reference to the ratio of the 3-month average
excess spread of the transaction to the trapping point of excess
spread set out in Schedule 13, to the investors’ interest in respect
of the underlying exposures which fall into uncommitted retail
credit lines;

( f ) treat the trapping point of excess spread, for the purposes of
paragraph (e), as that point of the accumulated excess spread at
or below which the SPE in the transaction is required to retain
the amount of excess spread and not pay it out to the originator
in the transaction; and

(g) in any case where the transaction does not require excess spread
to be trapped, treat the trapping point as that point of the
accumulated excess spread where such accumulated excess
spread is equal to 4.5% of the principal amount of the
underlying exposures in the transaction.

(5) For the purposes of subsection (3), an early amortization provision is
controlled if—

(a) the originating institution in a securitization transaction has a
plan which operates to ensure that it has sufficient capital and
liquidity available for acquiring the investors’ interest in the
event of an early amortization in respect of the transaction;

(b) throughout the duration of the transaction, including the early
amortization period, the same pro-rata sharing between the
originating institution and investors of payments of interest,
principal, expenses, losses and recoveries is applied, based on the
relative share of the originating institution and the investors in
the drawn balances of the underlying exposures outstanding at
the beginning of each month;

(c) the early amortization period set by the originating institution is
sufficient for at least 90% of the total debt outstanding under the
underlying exposures at the beginning of that period to have
been repaid, or to have been regarded by the originating
institution as in default in section 149 under the IRB approach,
by the end of that period; and

(d ) the speed of repayment of amounts due to the investors by the
originating institution is no more rapid than would be the case
under a straight-line amortization (being the gradual paying-off
of a debt in regular instalments of equal amounts) over the
period referred to in paragraph (c).
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246. Treatment of interest rate contracts and exchange
rate contracts

Where an authorized institution has an exposure arising from its entering
into an interest rate contract or exchange rate contract in a securitization
transaction, the institution shall calculate the risk-weighted amount of that
exposure in accordance with Part 4 or 5, as the case requires.

247. Recognized credit risk mitigation

(1) Subject to subsection (2), an authorized institution shall calculate the
risk-weighted amount of a securitization exposure in respect of which credit
protection has been obtained in accordance with Divisions 5, 6, 7, 8, 9 and 10
of Part 4.

(2) Where an authorized institution which has a securitization exposure
in respect of a securitization transaction would use the BSC approach to
calculate its credit risk for all or the majority of the underlying exposures of
the transaction as determined in section 15(4), and credit protection has been
obtained in respect of the securitization exposure, the institution shall calculate
the risk-weighted amount of the securitization exposure in accordance with
Divisions 5, 6, 7 and 8 of Part 5.

248. Treatment of maturity mismatches

For the purposes of calculating the risk-weighted amount of an
authorized institution’s securitization exposures covered by credit protection,
where there is a maturity mismatch between the securitization exposures and
the credit protection, the institution shall apply section 243(3) as if a reference
to an underlying exposure in a synthetic securitization transaction in that
section were a reference to a securitization exposure covered by credit
protection.

Division 4—Risk-weighting requirements under 
IRB(S) approach

249. Application of Division 4

(1) This Division applies to an authorized institution which uses the
IRB(S) approach to calculate its credit risk for securitization exposures.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Division is a reference to an authorized institution which
uses the IRB(S) approach to calculate its credit risk for securitization
exposures. 
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250. Application of scaling factor

An authorized institution shall use the aggregate of—
(a) the risk-weighted amount of its rated securitization exposures

calculated under the ratings-based method in accordance with
this Division and Division 5; and 

(b) the risk-weighted amount of its unrated securitization exposures
calculated under the supervisory formula method in accordance
with this Division and Division 6,

for the purposes of calculating its capital adequacy ratio only after multiplying
that amount by a scaling factor specified in section 224.

251. Deductions from core capital and 
supplementary capital

(1) Subject to subsection (2), an authorized institution shall deduct from
any of its core capital and supplementary capital—

(a) any credit-enhancing interest-only strip recorded by the
institution as the originating institution in a securitization
transaction (after deduction of any gain-on-sale arising from the
credit-enhancing interest-only strip);

(b) any gain-on-sale arising from a securitization transaction where
the institution is the originating institution;

(c) if the institution uses the ratings-based method, any rated
securitization exposure of the institution with a long-term credit
quality grade of 12 or a short-term credit quality grade of 4 as
allocated, respectively, under Table A or Table B in Schedule 14,
as the case requires; 

(d ) if the institution uses the supervisory formula method, any
unrated securitization exposure of the institution with a risk-
weight of not less than 1,250%;

(e) if the institution cannot use the supervisory formula method, or
the method specified in section 277(3) for liquidity facilities or
servicer cash advance facilities, because it lacks the Monetary
Authority’s consent to do so, any unrated securitization
exposure of the institution; and

( f ) any other securitization exposure specified by the Monetary
Authority in a notice in writing given to the institution.

(2) An authorized institution required by subsection (1) to make a
deduction from any of its core capital and supplementary capital shall—

(a) make the deduction based on—
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(i) the principal amount (after deduction of any specific
provision, partial write-off or non-refundable purchase
price discount, as the case may be, made against the
deductible item) of the deductible item if the item is an 
on-balance sheet securitization exposure; or

(ii) the credit equivalent amount of the deductible item if the
item is an off-balance sheet securitization exposure;

(b) subject to section 49(1) and paragraph (c), make the deduction
50% from the institution’s core capital and 50% from the
institution’s supplementary capital; 

(c) if the deductible item falls within subsection (1)(b), make the
deduction 100% from the institution’s core capital.

252. Treatment of liquidity facilities and servicer cash
advance facilities

(1) For the purposes of sections 264 and 277, a liquidity facility provided
by an authorized institution, which forms part of a securitization transaction,
is an eligible liquidity facility where—

(a) subject to paragraph (b), the facility documentation clearly
identifies and limits the circumstances under which the facility
may be drawn;

(b) drawings under the facility are limited to the amount which is
likely to be repaid fully from the realization of the underlying
exposures in the transaction and any credit enhancement
provided by the originator of the underlying exposures;

(c) the facility is not able to be drawn so as to provide credit
support to cover losses already incurred in respect of the pool of
underlying exposures prior to the drawing;

(d ) there are no regular or continuous drawings under the facility to
indicate that the facility is either—

(i) used to provide permanent or regular funding to investors
in the securitization issues; or

(ii) structured such that drawdown is certain;
(e) the facility is subject to an asset quality test which precludes it

from being drawn to cover underlying exposures which would be
regarded as in default in section 149 under the IRB approach;

( f ) if the securitization issues supported by the facility are rated, the
facility can only be drawn to make payment in respect of those
securitization issues which are rated as investment grade at the
time of drawdown;
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(g) the facility is not capable of being drawn after all credit
enhancements from which the facility would benefit have been
exhausted; and

(h) repayment of drawings on the facility is not subordinated to the
claims of investors in the securitization issues or subject to
deferral or waiver by the institution which provides the facility.

(2) Subject to subsection (3), where—
(a) a servicer cash advance facility is provided by an authorized

institution in respect of a securitization transaction;
(b) the institution is entitled to full reimbursement of cash advanced

under the facility; and 
(c) the entitlement ranks senior for payment to other claims on cash

flows from the pool of underlying exposures in the transaction,
subsection (1) and section 264 or 277, as the case requires, with all necessary
modifications, apply to that servicer cash advance facility as they apply to 
a liquidity facility.

(3) Where a servicer cash advance facility which falls within subsection
(2) is unconditionally cancellable by an authorized institution without prior
notice to the person to whom the facility is provided, the institution may apply
a CCF of 0% to the undrawn portion of the facility.

253. Treatment of overlapping facilities

(1) Where an authorized institution provides 2 or more facilities which
may be drawn in respect of the same securitization transaction such that—

(a) duplicate coverage is provided in respect of the same underlying
exposure (referred to in this subsection as “overlapping
portion”); and

(b) a drawing on one such facility precludes the drawing, whether in
whole or in part, on another such facility,

the institution shall—
(c) calculate the risk-weighted amount of the overlapping portion

on the basis of—
(i) if the facilities are subject to the same CCF, attributing the

overlapping portion to any one of the facilities;
(ii) if the facilities are subject to different CCFs, attributing the

overlapping portion to the facility with the highest CCF;
and

(d ) calculate the risk-weighted amount of that portion of each of the
facilities which is not the overlapping portion.

(2) Where overlapping facilities are provided by different authorized
institutions, each institution shall calculate the risk-weighted amount for the
maximum amount of the facility provided by it.
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254. Maximum regulatory capital for 
originating institution

(1) Subject to subsection (2), the originating institution in a
securitization transaction shall not provide regulatory capital for the
securitization exposures held by the institution in the transaction in excess of
the regulatory capital the institution would have been required to provide for
the underlying exposures in the transaction if the underlying exposures had not
been securitized.

(2) Where the originating institution has entered into a securitization
transaction which is subject to an early amortization provision whereby the
institution is required to provide regulatory capital for the investors’ interest in
the transaction, subsection (1) does not apply to the regulatory capital which
the institution is required to provide for the securitization exposures held by it
in the transaction.

255. Treatment of underlying exposures of originating
institution in synthetic securitization transactions

(1) This section applies to the calculation of the risk-weighted amount of
the pool of underlying exposures by an originating institution in a synthetic
securitization transaction which falls within Schedule 10.

(2) Subject to subsections (3) and (4), an originating institution in a
synthetic securitization transaction shall—

(a) subject to paragraphs (b) and (c), calculate the risk-weighted
amount of the institution’s underlying exposures in the
transaction based on the approach used by the institution to
calculate its credit risk for the class of exposures into which the
underlying exposures fall; 

(b) take into account the effect of any credit risk mitigation used for
transferring credit risk in respect of the underlying exposures to
other parties to the transaction in accordance with the credit risk
mitigation requirements set out in Part 4 in calculating the risk-
weighted amount of the underlying exposures; and

(c) treat the EL amount of the institution’s underlying exposures in
the transaction as zero.

(3) For the purposes of calculating the risk-weighted amount of the
originating institution’s underlying exposures in a synthetic securitization
transaction where there is a maturity mismatch between the credit protection
pursuant to which credit risk is transferred under the transaction and the
underlying exposures, the institution—
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(a) subject to paragraphs (b) and (c), shall apply the maturity
mismatch treatment set out in section 103, with all necessary
modifications; 

(b) shall—
(i) take the maturity of the underlying exposures as being the

lesser of—
(A) the longest maturity of any of the underlying

exposures; or
(B) 5 years; and

(ii) determine the maturity of the credit protection in
accordance with section 103(3) and (4); and

(c) shall not take into account any maturity mismatch in respect of
the institution’s securitization exposures which are subject to
deduction from its core capital and supplementary capital.

(4) Where a synthetic securitization transaction incorporates a call
option (other than a clean-up call) which is capable, when exercised, 
of terminating the transaction and the credit protection on a specified date, 
the originating institution in the transaction shall treat the transaction 
in accordance with the treatment of maturity mismatch specified in 
subsection (3).

256. Treatment of investors’ interest for securitization
exposures of originating institution subject to 
early amortization provision

(1) Subject to subsections (2) and (3), the originating institution in a
securitization transaction shall provide regulatory capital against the investors’
interest in the transaction if—

(a) the institution sells the underlying exposures, or transfers the
credit risk of the underlying exposures, into a structure that
contains an early amortization provision; and

(b) the underlying exposures are of a revolving nature.
(2) Where a securitization transaction has a pool of underlying exposures

comprising revolving exposures and non-revolving exposures, the originating
institution in the transaction shall apply the relevant early amortization
treatment specified in section 257 to that portion of the pool containing the
revolving exposures.

(3) The originating institution in a securitization transaction is not
required to provide regulatory capital pursuant to subsection (1) in any case
where—
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(a) the transaction includes a replenishment structure under which
the underlying exposures which are revolving in nature are to be
replenished by exposures which are non-revolving in nature and
the early amortization ends the ability of the institution to add
new underlying exposures;

(b) the transaction is subject to an early amortization provision
which results in the structure of the transaction being akin to a
structure which is non-revolving in nature in that the credit risk
in respect of the underlying exposures does not return to the
institution;

(c) investors in the securitization issues remain fully exposed to
future drawings by the borrowers in respect of the underlying
exposures which are revolving in nature such that the credit risk
of those exposures does not return to the institution
notwithstanding that an early amortization provision has been
triggered; or

(d ) the early amortization provision is solely triggered by events not
related to the performance of the underlying exposures which are
revolving in nature or of the institution.

257. Calculation of risk-weighted amount of investors’
interest for securitization exposures of originating
institution subject to early amortization provision

(1) For the purposes of this section, the investors’ interest for the
originating institution in a securitization transaction consists of the sum of—

(a) the investors’ share of the principal amount of the drawn
balances of the underlying exposures in the transaction; and

(b) the investors’ share of the credit equivalent amount of the
undrawn balances of the underlying exposures in the
transaction, which is the principal amount of the undrawn
balances multiplied by the applicable CCF of the underlying
exposures as specified in section 163 or 164, as the case requires,
and section 166 for corporate exposures and sections 180 and
182 for retail exposures, determined by allocating the undrawn
balances of the underlying exposures between the institution and
the investors according to the proportion of their respective
share of the drawn balances of the underlying exposures.

(2) The originating institution in a securitization transaction shall
calculate the risk-weighted amount for the investors’ interest in the transaction
by multiplying together—

(a) the investors’ interest as determined under subsection (1); 
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(b) the appropriate CCF as determined under subsections (3) 
and (4);

(c) KIRB as determined under section 271; and
(d ) 12.5.

(3) For the purposes of determining the CCFs to be applied to the
investors’ interest in a securitization transaction which is subject to a
controlled early amortization provision referred to in subsection (5), an
authorized institution shall—

(a) divide the underlying exposures into committed and
uncommitted credit lines;

(b) apply a CCF of 90% to the investors’ interest in respect of the
underlying exposures which fall into committed credit lines;

(c) in respect of the underlying exposures which fall into
uncommitted credit lines, further divide the exposures into—

(i) non-retail credit lines;
(ii) retail credit lines;

(d ) apply a CCF of 90% to the investors’ interest in respect of the
underlying exposures which fall into uncommitted non-retail
credit lines;

(e) subject to paragraphs ( f ) and (g), apply the appropriate CCF,
determined by reference to the ratio of the 3-month average
excess spread of the transaction to the trapping point of excess
spread set out in Schedule 12, to the investors’ interest in respect
of the underlying exposures which fall into uncommitted retail
credit lines;

( f ) treat the trapping point of excess spread, for the purposes of
paragraph (e), as that point of the accumulated excess spread at
or below which the SPE in the transaction is required to retain
the amount of excess spread and not pay it out to the originator
in transaction; and

(g) in any case where the transaction does not require excess spread
to be trapped, treat the trapping point as that point of the
accumulated excess spread where such accumulated excess
spread is equal to 4.5% of the principal amount of the
underlying exposures in the transaction.

(4) For the purposes of determining the CCFs to be applied to the
investors’ interest in a securitization transaction which is subject to a non-
controlled early amortization provision (being an early amortization provision
which does not fall within subsection (5)), an authorized institution shall—

(a) divide the underlying exposures into committed and
uncommitted credit lines;

(b) apply a CCF of 100% to the investors’ interest in respect of the
underlying exposures which fall into committed credit lines;
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(c) in respect of the underlying exposures which fall into
uncommitted credit lines, further divide the exposures into—

(i) non-retail credit lines;
(ii) retail credit lines;

(d ) apply a CCF of 100% to the investors’ interest in respect of the
underlying exposures which fall into uncommitted non-retail
credit lines;

(e) subject to paragraphs ( f ) and (g), apply the appropriate CCF,
determined by reference to the ratio of the 3-month average
excess spread of the transaction to the trapping point of excess
spread set out in Schedule 13, to the investors’ interest in respect
of the underlying exposures which fall into uncommitted retail
credit lines;

( f ) treat the trapping point of excess spread, for the purposes of
paragraph (e), as that point of the accumulated excess spread at
or below which the SPE in the transaction is required to retain
the amount of the excess spread and not pay it out to the
originator in the transaction; and

(g) in any case where the transaction does not require excess spread
to be trapped, treat the trapping point as that point of the
accumulated excess spread where such accumulated excess
spread is equal to 4.5% of the principal amount of the
underlying exposures in the transaction.

(5) For the purposes of subsection (3), an early amortization provision is
controlled if—

(a) the originating institution in a securitization transaction has a
plan which operates to ensure that it has sufficient capital and
liquidity available for acquiring the investors’ interest in the
event of an early amortization in respect of the transaction;

(b) throughout the duration of the transaction, including the early
amortization period, the same pro-rata sharing between the
originating institution and investors of payments of interest,
principal, expenses, losses and recoveries is applied, based on the
relative share of the originating institution and the investors in
the drawn balances of the underlying exposures outstanding at
the beginning of each month;

(c) the early amortization period set by the originating institution is
sufficient for at least 90% of the total debt outstanding under 
the underlying exposures at the beginning of that period to 
have been repaid, or to have been regarded by the originating
institution as in default in section 149 under the IRB approach,
by the end of that period; and
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(d ) the speed of repayment of amounts due to the investors by the
originating institution is no more rapid than would be the case
under a straight-line amortization (being the gradual paying-off
of a debt in regular instalments of equal amounts) over the
period referred to in paragraph (c).

258. Treatment of interest rate contracts and 
exchange rate contracts

Where an authorized institution has an exposure arising from its entering
into an interest rate contract or exchange rate contract in a securitization
transaction, the institution shall calculate the risk-weighted amount of that
exposure in accordance with Part 4.

Division 5—Specific risk-weighting requirements under
ratings-based method

259. Application of Division 5

(1) This Division applies to an authorized institution which uses the
ratings-based method under the IRB(S) approach.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Division is a reference to an authorized institution which
uses the ratings-based method under the IRB(S) approach.

260. Calculation of risk-weighted amount of 
securitization exposures

(1) Subject to subsections (2), (3), (4) and (5), an authorized institution
shall calculate the risk-weighted amount of a rated securitization exposure held
by it by applying the relevant risk-weight to the exposure by reference to its
ECAI issue specific rating or otherwise in accordance with these Rules.

(2) Subject to subsections (4) and (5), an authorized institution shall
calculate the risk-weighted amount of an on-balance sheet securitization
exposure by multiplying the principal amount of the exposure by the
applicable risk-weight.

(3) Subject to subsections (4) and (5), an authorized institution shall
calculate the risk-weighted amount of an off-balance sheet securitization
exposure by—

(a) multiplying the credit equivalent amount of the exposure (being
the product of the principal amount of the exposure and the
applicable CCF) by the applicable risk-weight;
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(b) unless otherwise specified in section 252(3) or 257, applying a
CCF of 100% to the exposure.

(4) Where the stated principal amount of a securitization exposure held
by an authorized institution is leveraged or enhanced by the structure of the
exposure, the institution shall use the effective principal amount of the
exposure taking into account that the stated principal amount is so leveraged
or enhanced, as the case may be, for the purposes of this Division.

(5) Where a securitization exposure held by an authorized institution is
subject to credit protection, the institution shall adjust the risk-weighted
amount of the exposure in accordance with sections 265 and 266.

261. Provisions supplementary to section 260

(1) Where an authorized institution, other than the originating
institution in a securitization transaction, provides credit protection to a
securitization issue in the transaction, the institution providing the credit
protection shall calculate its regulatory capital in respect of the credit
protection as if it were an investor in the securitization issue.

(2) Where an authorized institution, other than the originating
institution in a securitization transaction, provides credit protection to an
unrated credit enhancement to other parties to the transaction, the institution
providing the credit protection shall calculate its regulatory capital in respect
of the credit protection as if it directly provided the credit enhancement.

262. Determination of risk-weights

(1) An authorized institution shall, in respect of its rated securitization
exposures—

(a) for the purposes of determining the risk-weights to be allocated
to the exposures for calculating the risk-weighted amount of 
the exposures, or determining whether the exposures are to be
deducted from the institution’s core capital and supplementary
capital, map the ECAI issue specific ratings of the exposures to
a scale of credit quality grades represented—

(i) by the numerals 1, 2, 3, 4, 5, 6, 7, 8, 9, 10, 11 and 12 for
long-term ECAI issue specific ratings as specified in Table
A in Schedule 14; and

(ii) by the numerals 1, 2, 3 and 4 for short-term ECAI issue
specific ratings as specified in Table B in Schedule 14;

(b) allocate risk-weights to, or deduct from the institution’s core
capital and supplementary capital, the exposures in accordance
with subsections (2), (3), (4), (5), (6), (7), (8) and (9); and 
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(c) apply this section to and in relation to an inferred rating as it
applies this section to an ECAI issue specific rating.

(2) For the purposes of subsection (1)(b), where—
(a) an authorized institution holds a securitization position in a

given tranche of a securitization transaction; and
(b) the tranche is effectively backed or secured by a first legal claim

on the entire amount outstanding in respect of the underlying
exposures in the transaction,

the institution shall treat the securitization position as a senior position.
(3) For the purposes of determining whether a securitization position

held by an authorized institution in a given tranche of a securitization
transaction falls within subsection (2), the institution shall not take into
account—

(a) any interest rate contract or exchange rate contract entered into
for the purposes of hedging the respective interest rate risk or
foreign exchange risk in the transaction; or

(b) fees or other similar payments due under the transaction.
(4) Subject to subsections (5), (6) and (7), for the purposes of subsection

(1)(b), an authorized institution shall allocate risk-weights to, or deduct from
the institution’s core capital and supplementary capital, securitization
exposures in accordance with Table 26 if the exposures have—

(a) a long-term ECAI issue specific rating; or
(b) a long-term inferred rating.

TABLE 26

RISK-WEIGHTS OR DEDUCTIONS APPLICABLE TO LONG-TERM

CREDIT QUALITY GRADES UNDER RATINGS-BASED METHOD

Long-term credit Risk-weight
quality grade A B C Deduction

1 7% 12% 20%
2 8% 15% 25%
3 10% 18% 35%
4 12% 20% 35%
5 20% 35% 35%
6 35% 50% 50% not applicable
7 60% 75% 75%
8 100% 100% 100%
9 250% 250% 250%
10 425% 425% 425%
11 650% 650% 650%

⎫
⎪
⎪
⎪
⎪
⎪
⎬
⎪
⎪
⎪
⎪
⎭
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12 not applicable deduction from
core capital and
supplementary
capital

(5) An authorized institution shall, in the case of a securitization
exposure referred to in subsection (4), allocate—

(a) the applicable risk-weight specified in column A of Table 26 if—
(i) the effective number of underlying exposures specified in

subsection (6) is not less than 6; and
(ii) the exposure is a senior position as referred to in 

subsection (2);
(b) the applicable risk-weight specified in column B of Table 26 if—

(i) the effective number of underlying exposures specified in
subsection (6) is not less than 6; and 

(ii) the exposure is not a senior position as referred to in
subsection (2);

(c) the applicable risk-weight specified in column C of Table 26 if
the effective number of underlying exposures specified in
subsection (6) is less than 6.

(6) For the purposes of subsection (5), an authorized institution shall
calculate the effective number of underlying exposures—

(a) by treating multiple exposures to one obligor as one exposure;
and

(b) subject to subsection (7), by using Formula 24.

FORMULA 24

CALCULATION OF EFFECTIVE NUMBER

OF UNDERLYING EXPOSURES

(∑
i

EADi  )
2

N = ———————
∑

i
EADi 

2

where—
N = effective number of underlying exposures (in the case of a

re-securitization transaction as specified in subsection (7),
the effective number of securitization exposures which
have been securitized); and

EADi = the EAD associated with the ith obligor in the pool of
underlying exposures.
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(7) Where there is a further securitization of securitization exposures
(referred to in this section and section 275 as “relevant exposures”) held by an
authorized institution (referred to in this section and sections 274 and 275 as
“re-securitization transaction”)—

(a) the institution shall take into account the number of relevant
exposures in the pool for the re-securitization transaction instead
of the number of underlying exposures in the original pools in
the securitization transactions creating the relevant exposures;
and

(b) if the portfolio share of the largest exposure (referred to in this
subsection as “C1”) (being the amount of the largest exposure in
the pool as a percentage of the total amount of the pool of the
relevant exposures) is available, the institution may, for the
purposes of Formula 24, calculate N in that formula as 1/C1.

(8) Subject to subsection (9), for the purposes of subsection (1)(b), an
authorized institution shall allocate the risk-weights to, or deduct from the
institution’s core capital and supplementary capital, securitization exposures in
accordance with Table 27 if the exposures have—

(a) a short-term ECAI issue specific rating; or
(b) a short-term inferred rating.

TABLE 27

RISK-WEIGHTS OR DEDUCTIONS APPLICABLE TO SHORT-TERM

CREDIT QUALITY GRADES UNDER RATINGS-BASED METHOD

Short-term credit Risk-weight
quality grade A B C Deduction

1 7% 12% 20%
2 12% 20% 35% not applicable
3 60% 75% 75%
4 not applicable deduction from 

core capital and
supplementary
capital

(9) Subsections (5), (6) and (7), with all necessary modifications, apply to
and in relation to any risk-weights and credit quality grades referred to in
Table 27 as they apply to and in relation to any risk-weights and credit quality
grades referred to in Table 26.

⎫
⎪
⎬
⎪
⎭
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263. Use of inferred ratings

An authorized institution shall only attribute an inferred rating to a
securitization exposure held by it by making reference to a securitization
exposure which has an ECAI issue specific rating (referred to in this section as
“reference securitization exposure”) if—

(a) the exposure held by the institution has no applicable ECAI
issue specific rating;

(b) the reference securitization exposure is subordinate in all
respects to the exposure after taking into account credit
enhancements, if any, when assessing the relative subordination
of the exposure and the reference securitization exposure;

(c) the maturity of the reference securitization exposure is not less
than that of the exposure;

(d ) the inferred rating is updated from time to time in order to
reflect any changes in the ECAI issue specific rating of the
reference securitization exposure; and

(e) the ECAI issue specific rating of the reference securitization
exposure satisfies the requirements for recognition of ECAI issue
specific ratings as specified in sections 231 and 232.

264. Calculation of risk-weighted amount of 
liquidity facilities

(1) An authorized institution shall, for the purposes of calculating the
risk-weighted amount of the undrawn portion of a rated liquidity facility
provided by the institution (whether or not the facility is an eligible liquidity
facility)—

(a) determine the risk-weight to be allocated to the undrawn portion
of the facility, or whether that undrawn portion is to be
deducted from the institution’s core capital and supplementary
capital, by applying Table 26 or 27, as the case requires, and
Schedule 14 in accordance with section 262;

(b) apply a CCF of 100% to the undrawn portion of the facility for
the purposes of calculating the credit equivalent amount of that
undrawn portion;

(c) multiply the credit equivalent amount of the undrawn portion of
the facility by the risk-weight determined in accordance with
paragraph (a); and

(d ) where deduction referred to in paragraph (a) is required, deduct
the credit equivalent amount of the undrawn portion of the
facility from the institution’s core capital and supplementary
capital.
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(2) An authorized institution shall, for the purposes of calculating the
risk-weighted amount of the drawn portion of a rated liquidity facility
provided by the institution—

(a) determine the risk-weight to be allocated to the drawn portion of
the facility, or whether that drawn portion is to be deducted
from the institution’s core capital and supplementary capital, in
accordance with subsection (1)(a); 

(b) multiply the principal amount of the drawn portion of the
facility by the risk-weight determined in accordance with
paragraph (a); and

(c) where deduction referred to in paragraph (a) is required, deduct
the principal amount of the drawn portion of the facility from
the institution’s core capital and supplementary capital.

265. Recognized credit risk mitigation

An authorized institution in a securitization transaction shall, for the
purposes of calculating the risk-weighted amount of a rated securitization
exposure in respect of which full or partial credit protection has been
obtained—

(a) in the case of credit protection in the form of recognized
financial collateral (within the meaning of section 139(1)),
multiply the adjusted EAD of the exposure, which is the net
credit exposure calculated by using Formula 19 pursuant to
section 160(3)(c) and (d ), by the risk-weight determined in
accordance with section 262; 

(b) in the case of credit protection in the form of a recognized
guarantee (within the meaning of section 51) or recognized credit
derivative contract (within the meaning of section 51)—

(i) adopt the substitution framework in accordance with
sections 214(1), 215 and 216; and

(ii) multiply the EAD of the exposure by the risk-weight of the
credit protection provider derived in section 216(3).

266. Treatment of maturity mismatches

For the purposes of calculating the risk-weighted amount of an
authorized institution’s securitization exposures covered by credit protection,
where there is a maturity mismatch between the securitization exposures and
the credit protection, the institution shall apply section 255(3) and (4) as if 
a reference to an underlying exposure in a synthetic securitization transaction
in that section were a reference to a securitization exposure covered by credit
protection.
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Division 6—Specific risk-weighting requirements under
supervisory formula method

267. Application of Division 6

(1) This Division applies to an authorized institution which uses the
supervisory formula method under the IRB(S) approach.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Division is a reference to an authorized institution which
uses the supervisory formula method under the IRB(S) approach. 

268. Calculation of risk-weighted amount of
securitization exposures

(1) Subject to subsections (2) and (3), an authorized institution shall
calculate the risk-weighted amount of an unrated securitization exposure held
by it by multiplying the amount of capital charge calculated in accordance with
section 270(2) in respect of the exposure by 12.5.

(2) Where the stated principal amount of a securitization exposure held
by an authorized institution is leveraged or enhanced by the structure of the
exposure, the institution shall use the effective principal amount of the exposure
taking into account that the stated principal amount is so leveraged or
enhanced, as the case may be, for the purposes of this Division.

(3) Where a securitization exposure held by an authorized institution is
subject to credit protection, the institution shall adjust the risk-weighted
amount of the exposure in accordance with sections 278, 279 and 280.

269. Provisions supplementary to section 268

(1) Where an authorized institution, other than the originating
institution in a securitization transaction, provides credit protection to a
securitization issue in the transaction, the institution providing the credit
protection shall calculate its regulatory capital in respect of the credit
protection as if it were an investor in the securitization issue.

(2) Where an authorized institution, other than the originating
institution in a securitization transaction, provides credit protection to an
unrated credit enhancement to other parties to the transaction, the institution
providing the credit protection shall calculate its regulatory capital in respect
of the credit protection as if it directly provided the credit enhancement. 
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270. Use of supervisory formula

(1) Subject to subsections (2), (3), (4) and (5), an authorized institution
shall, for the purposes of using Formula 25 to calculate the capital charge
factor for a securitization position held by it in a given tranche of a
securitization transaction, determine—

(a) the capital charge factor for the underlying exposures which
those underlying exposures would have attracted under the use
of the IRB approach if those underlying exposures had not been
securitized (referred to in this Division as “KIRB”) in accordance
with section 271;

(b) the tranche’s credit enhancement level (referred to in this
Division as “L”) in accordance with section 272;

(c) the tranche’s thickness (referred to in this Division as “T”) in
accordance with section 273;

(d ) the pool’s effective number of underlying exposures (referred to
in this Division as “N”) in accordance with sections 274 and 276;
and

(e) the pool’s exposure-weighted average LGD in accordance with
sections 275 and 276.

FORMULA 25

SUPERVISORY FORMULA

L when L ≤ KIRBS[L] = KIRB +K[L] – K[KIRB] + (d × KIRB/ω) (1-eω(KIRB-L)/KIRB) when KIRB<L

where—

h = (1–KIRB /LGD)N;

c = KIRB /(1–h);

v = (LGD–KIRB) KIRB + 0.25 (1–LGD) KIRB
v = —————————————————–;

N

f = ⎧ v + KIRB
2)– c2 ⎫ + (1 – KIRB)KIRB – v

f = ⎪ ————— – c2 ⎪ + ————————;
f = ⎩ 1 – h  – c2 ⎭ (1 – h) τ

g = (1 – c) c
g = ———– – 1;
g = f

⎫
⎬
⎭

⎫
⎬
⎭
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a = g × c;

b = g × (1 – c);

d = 1 – (1 – h) × (1 –Beta [KIRB; a, b]);

K[L] = (1 – h) × ((1 –Beta [L; a, b]) L + Beta [L; a + 1, b] c);

τ = 1000;

ω = 20; and

Beta [L; a, b] = cumulative beta distribution with parameters a and b
evaluated at L.

(2) Subject to subsection (3), an authorized institution shall calculate the
capital charge for any securitization position held by it in a given tranche of a
securitization transaction by multiplying—

(a) the EAD of the underlying exposures in the transaction; by
(b) the greater of—

(i) the product of 0.0056 multiplied by T; or
(ii) the capital charge factor for the securitization position

which is the excess of S[L + T] over S[L],
where—
function S[.] = the supervisory formula.

(3) Where an authorized institution holds only a proportional interest in
a securitization position in a tranche of a securitization transaction, the
institution shall calculate the capital charge for its interest in the position as
equal to its prorated share of the capital charge calculated for the entire
tranche.

(4) An authorized institution shall determine the risk-weight to be
allocated to an unrated securitization exposure as the greater of—

(a) 7%; or
(b) the effective risk-weight determined by multiplying the capital

charge factor for the exposure calculated by the use of Formula
25 by 12.5.

(5) If the effective risk-weight determined in accordance with subsection
(4)(b) for a securitization exposure is not less than 1,250%, the authorized
institution holding the securitization exposure shall deduct that exposure from
the institution’s core capital and supplementary capital.

271. Capital charge factor for underlying exposures
under IRB approach

For the purposes of the supervisory formula—
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(a) KIRB is the ratio, expressed in decimal form, of the capital charge
calculated under the use of the IRB approach for the pool of
underlying exposures in a securitization transaction, as if those
exposures were held directly by the authorized institution
concerned, subject to the effect of any credit protection covering
those exposures (whether individually or as the entire pool), to
the EAD of the underlying exposures;

(b) if there is an SPE in a securitization transaction, all the assets of
the SPE that are related to the transaction shall be treated as
underlying exposures in the pool (including assets in the form of
a reserve account, whether a cash collateral account or
otherwise);

(c) where an authorized institution has made a specific provision or
a partial write-off in respect of, or has a non-refundable
purchase price discount on, an underlying exposure in the
pool—

(i) the amounts referred to in paragraph (a) shall be calculated
using the gross amount of the underlying exposure without
deducting the specific provision, partial write-off or non-
refundable purchase price discount, as the case may be;

(ii) if the underlying exposure is regarded as in default in
section 149 under the IRB approach, the amount of the
specific provision, partial write-off or non-refundable
purchase price discount, as the case may be, may be used to
reduce the amount of any deduction from the institution’s
core capital and supplementary capital required to be made
in respect of that exposure.

272. Credit enhancement level of tranche

(1) For the purposes of the supervisory formula—
(a) L, in relation to a given tranche of a securitization transaction, is

the ratio, expressed in decimal form, of the sum of the relevant
amounts of all securitization positions subordinate to that
tranche of the transaction to the EAD of the underlying
exposures in the transaction;

(b) an authorized institution which holds securitization positions in
a given tranche shall—

(i) determine L in relation to that tranche before considering
the effects of any tranche-specific credit enhancement
(including third party guarantees which cover only a single
tranche); and
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(ii) exclude from the measurement of L any gain-on-sale or
credit enhancing interest-only strip realized or held by the
institution in respect of the securitization transaction
concerned;

(c) subject to paragraph (d ), if any interest rate contract or
exchange rate contract, entered into by an authorized institution
with another person for the purposes of hedging any interest rate
risk or foreign exchange risk, as the case may be, arising from
the securitization position held by the institution, ranks junior
for payment to the tranche concerned, the institution may
measure the principal amount of the contract at its current
exposure (without taking into account that contract’s potential
exposure) in calculating L;

(d ) if the current exposure of the interest rate contract or exchange
rate contract referred to in paragraph (c) cannot be measured,
the authorized institution shall not take into account that
contract in the calculation of L; 

(e) an authorized institution which has entered into a securitization
transaction may include in the calculation of L any reserve
accounts, funded by accumulated cash flows from the underlying
exposures in the transaction, that rank junior to the tranche
concerned; and

( f ) an authorized institution which has entered into a securitization
transaction shall not include in the calculation of L any
unfunded reserve accounts that are to be funded from future
receipts from the underlying exposures in the transaction.

(2) In subsection (1)—
“relevant amount” (有關數額), in relation to a securitization position—

(a) if the position is an on-balance sheet securitization position,
means the principal amount of the position;

(b) if the position is an off-balance sheet securitization position,
means the credit equivalent amount of the position.

273. Thickness of tranche 

(1) For the purposes of the supervisory formula—
(a) T, in relation to a given tranche of a securitization transaction, is

the ratio, expressed in decimal form, of the relevant amount of
that tranche of the transaction to the EAD of the underlying
exposures in the transaction; and
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(b) in determining the principal amount of an authorized
institution’s securitization exposure arising from an interest rate
contract or exchange rate contract entered into by the institution
with another person for the purposes of hedging any interest rate
risk or foreign exchange risk—

(i) the institution shall take into account the potential exposure
of the securitization exposure; 

(ii) if the current exposure of the securitization exposure is not
negative, the institution shall determine the credit
equivalent amount of the securitization exposure by
aggregating the current exposure and the potential exposure
of the securitization exposure;

(iii) if the current exposure of the securitization exposure 
is negative, the institution shall determine the credit
equivalent amount of the securitization exposure as only the
potential exposure.

(2) In subsection (1)—
“relevant amount” (有關數額), in relation to a securitization position—

(a) if the position is an on-balance sheet securitization position,
means the principal amount of the position;

(b) if the position is an off-balance sheet securitization position,
means the credit equivalent amount of the position.

274. Effective number of underlying exposures

For the purposes of the supervisory formula, an authorized institution
which has securitization exposures in respect of a securitization transaction
shall—

(a) use Formula 24 set out in section 262 to calculate the effective
number of underlying exposures in the transaction; 

(b) treat multiple exposures to one obligor as one exposure; and
(c) if the transaction is a re-securitization transaction, use Formula

24 in accordance with section 262(7).

275. Exposure-weighted average LGD

For the purposes of the supervisory formula—
(a) an authorized institution which has securitization exposures 

in respect of a securitization transaction shall use Formula 26 
to calculate the exposure-weighted average LGD of the
securitization exposures;
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(b) if the transaction is a re-securitization transaction, the
authorized institution shall apply an LGD of 100% to the
relevant exposures in the pool for the re-securitization
transaction;

(c) subject to paragraph (d ), if the underlying exposures in the
securitization transaction are purchased receivables and the
default risk and dilution risk for the purchased receivables are
treated by the authorized institution in an aggregate manner
(whether by means of the institution holding a single reserve or
over-collateralization being available to the institution to cover
losses from either default risk or dilution risk or by other
means), the institution shall, for the purposes of the LGD to be
used in Formula 26 for calculating the exposure-weighted
average LGD, first determine the LGD as a weighted average of
the LGD for default risk and a 100% LGD for dilution risk;

(d ) the authorized institution shall determine the respective weights
of the LGD for default risk and the LGD for dilution risk
referred to in paragraph (c) by reference to the proportion that
the capital charge calculated for that default risk and the capital
charge calculated for that dilution risk respectively bear to the
aggregate capital charge calculated for default risk and dilution
risk under the use of the IRB approach to calculate its credit risk
in respect of the underlying exposures in the securitization
transaction.

FORMULA 26

CALCULATION OF EXPOSURE-WEIGHTED AVERAGE LGD

∑
i

LGDi 
× EADi 

Exposure-weighted average LGD = ———————
∑

i
EADi 

where—
LGDi = the average LGD associated with the ith obligor in the pool

of underlying exposures; and

EADi = the EAD associated with the ith obligor in the pool of
underlying exposures.
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276. Simplified method for calculating N and 
exposure-weighted average LGD

For the purposes of the supervisory formula—
(a) if the portfolio share of the largest exposure (referred to in this

section as “C1”) in the pool of underlying exposures in a
securitization transaction is not more than 0.03 or 3% of the
aggregate amount of all the underlying exposures in the pool, an
authorized institution which has securitization exposures in
respect of the transaction may set the exposure-weighted average
LGD at 0.50 and use Formula 27 to calculate N;

FORMULA 27

SIMPLIFIED METHOD FOR CALCULATING N

Cm−C1
N = �C1Cm + �———� max �1 − mC1, 0��−1

m − 1

where—
Cm = the share of the pool of underlying exposures corresponding 

to the sum of the largest “m” exposures (for example, a 15%
share corresponds to a value of 0.15) and the level of “m” is set
by the authorized institution making the regulatory capital
calculation;

(b) if only C1 is known to the authorized institution and this amount
is not more than 0.03, the institution may set the exposure-
weighted average LGD at 0.50 and calculate N as 1/C1;

(c) if the underlying exposures are retail exposures, the authorized
institution may use a value for h of zero and a value for v of
zero.

277. Calculation of risk-weighted amount of 
liquidity facilities

(1) An authorized institution shall, for the purposes of calculating the
risk-weighted amount of the undrawn portion of an unrated eligible liquidity
facility provided by the institution—

(a) determine the risk-weight in accordance with section 270(4) in
respect of the undrawn portion of the facility;

(b) subject to paragraph (c), apply a CCF of 100% to the undrawn
portion of the facility for the purposes of calculating the credit
equivalent amount of that undrawn portion; 
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(c) apply a CCF of 20% to the undrawn portion of the facility for
the purposes of calculating the credit equivalent amount of that
undrawn portion, if that facility can satisfy the requirements
specified in section 240(3)(a) and (b); and

(d ) multiply the risk-weight calculated in accordance with paragraph
(a) by the credit equivalent amount calculated in accordance
with paragraph (b) or (c), as the case may be.

(2) Where the risk-weight determined in accordance with subsection
(1)(a) is not less than 1,250%, the authorized institution providing the facility
shall deduct that credit equivalent amount from its core capital and
supplementary capital.

(3) Where an authorized institution demonstrates to the satisfaction of
the Monetary Authority that it is not practicable for the institution to calculate
KIRB for the purposes of applying the supervisory formula, the institution may,
with the prior consent of the Monetary Authority, and until the expiration of
such period, or the occurrence of such event, as specified in that consent, in
order to calculate the risk-weighted amount of the undrawn portion of an
unrated eligible liquidity facility provided by the institution—

(a) determine the risk-weight to be allocated to the undrawn portion
of the facility by applying to that undrawn portion the highest
risk-weight which would be applied to any of the underlying
exposures covered by the facility as determined pursuant to the
approach used by the institution to calculate its credit risk for
the class of exposures into which the underlying exposures would
fall;

(b) apply to the undrawn portion of the facility—
(i) subject to subparagraph (iii), a CCF of 50% if the facility

has an original maturity of not more than one year; 
(ii) subject to subparagraph (iii), a CCF of 100% if the facility

has an original maturity of more than one year;
(iii) a CCF of 20% if the facility can satisfy the requirements

specified in section 240(3)(a) and (b),
for the purposes of calculating the credit equivalent amount of
the undrawn portion of the facility;

(c) subject to paragraph (d ), multiply the risk-weight determined in
accordance with paragraph (a) by the credit equivalent amount
calculated in accordance with paragraph (b)(i) or (ii), as the case
may be;

(d ) where the risk-weight determined in accordance with paragraph
(a) is not less than 1,250%, deduct the credit equivalent amount
of the undrawn portion of the facility from its core capital and
supplementary capital.

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3309



(4) Where an unrated liquidity facility provided by an authorized
institution is not an eligible liquidity facility and the institution uses the
supervisory formula method to calculate its credit risk for securitization
exposures, the institution shall determine the risk-weight to be allocated to the
undrawn portion of the facility, or whether that undrawn portion is to be
deducted from the institution’s core capital and supplementary capital, in
accordance with subsections (1)(a) and (b) and (2).

(5) Where an unrated liquidity facility provided by an authorized
institution is not an eligible liquidity facility and the institution does not have
the consent of the Monetary Authority to use the supervisory formula method
to calculate its credit risk for securitization exposures, the institution shall
deduct the credit equivalent amount of the undrawn portion of the facility
from the institution’s core capital and supplementary capital.

(6) An authorized institution shall determine the risk-weight of the
drawn portion of an unrated liquidity facility provided by the institution in
accordance with subsection (1)(a) or (3)(a), as the case requires, and calculate
the risk-weighted amount of that drawn portion by applying the risk-weight to
the principal amount of that drawn portion.

(7) Where the risk-weight determined in accordance with subsection (6)
is not less than 1,250%, the authorized institution providing the relevant
liquidity facility shall deduct the principal amount of the drawn portion of the
facility from its core capital and supplementary capital.

278. Treatment of recognized credit risk mitigation—
full credit protection

An authorized institution in a securitization transaction shall, for the
purposes of calculating the risk-weighted amount of a securitization exposure
in the transaction which is fully covered by credit protection—

(a) in the case of credit protection in the form of recognized
financial collateral (within the meaning of section 139(1)),
multiply the adjusted EAD of the exposure, which is the net
credit exposure calculated by the use of Formula 19 pursuant to
section 160(3)(c) and (d ), by the risk-weight determined in
accordance with section 270(4); 

(b) in the case of credit protection in the form of a recognized
guarantee (within the meaning of section 51) or recognized credit
derivative contract (within the meaning of section 51)—

(i) adopt the substitution framework in accordance with
sections 214(1), 215 and 216; and

(ii) multiply the EAD of the exposure by the risk-weight of the
credit protection provider derived in section 216(3).
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279. Treatment of recognized credit risk mitigation—
partial credit protection

(1) Where the credit protection for securitization exposures held by an
authorized institution in respect of a securitization transaction covers first
losses, or covers losses proportionately in accordance with the seniority of
different tranches in the transaction, the institution shall—

(a) divide the EAD of the securitization exposures into the portion
covered by recognized financial collateral (within the meaning of
section 139(1)), a recognized guarantee (within the meaning of
section 51) or a recognized credit derivative contract (within the
meaning of section 51) (referred to in this section as “covered
portion”) and the portion not covered by credit protection
(referred to in this section as “uncovered portion”);

(b) calculate the risk-weighted amount of the covered portion by
applying— 

(i) section 278(1)(a) to the portion covered by recognized
financial collateral; 

(ii) section 278(1)(b) to the portion covered by a recognized
guarantee or recognized credit derivative contract; 

(c) calculate the risk-weighted amount of the uncovered portion 
by multiplying the risk-weight determined in accordance with
section 270(4) by the EAD of that portion; and

(d ) aggregate the risk-weighted amount of the covered portion
calculated in accordance with paragraph (b) and the risk-
weighted amount of the uncovered portion calculated in
accordance with paragraph (c).

(2) Where the credit protection for securitization exposures held by an
authorized institution in respect of a securitization transaction covers losses
partially but not proportionately as specified in subsection (1), the institution
shall—

(a) determine the covered portion by applying the credit protection
as against the exposures in a descending order of seniority of 
the different tranches in the transaction and treating as the
uncovered portion any exposures to which the credit protection
does not so apply; and

(b) calculate the risk-weighted amount of the covered portion and
uncovered portion in accordance with subsection (1).

280. Treatment of maturity mismatches

For the purposes of calculating the risk-weighted amount of an
authorized institution’s securitization exposures covered by credit protection,
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where there is a maturity mismatch between the securitization exposures and
the credit protection, the institution shall apply section 255(3) and (4) as if a
reference to an underlying exposure in a synthetic securitization transaction in
that section were a reference to a securitization exposure covered by credit
protection.

PART 8

CALCULATION OF MARKET RISK

Division 1—General

281. Interpretation of Part 8

In this Part, unless the context otherwise requires—
“commodity-related derivative contract” (商品關聯衍生工具合約) means a

futures contract, forward contract, swap contract, option contract or
similar derivative contract the value of which is determined by reference to
the value of, or any fluctuation in the value of, an underlying commodity
or an underlying commodity index (being an index calculated by reference
to a basket of commodities);

“conversion factor” (換算因數) means a number published by a futures
exchange for determining the price for each debt security deliverable
against a bond futures contract;

“debt-related derivative contract” (債務關聯衍生工具合約) means a futures
contract, forward contract, swap contract, option contract or similar
derivative contract the value of which is determined by reference to the
value of, or any fluctuation in the value of, an underlying debt security or
an underlying debt security index (being an index calculated by reference
to a basket of debt securities);

“debt security” (債務證券) means—
(a) a fixed or floating rate bond;
(b) a negotiable certificate of deposit;
(c) a non-convertible preference share; or
(d ) a convertible bond, preference share, or any other instrument,

which trades like a bond, certificate or share falling within
paragraph (a), (b) or (c); 

“delta” (得爾塔), in relation to an option contract, means a measure of the rate
of change in the value of the option contract to changes in the value of the
underlying exposure of the option contract;
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“delta-plus approach” (得爾塔附加計算法), in relation to the calculation 
of an authorized institution’s market risk capital charge for its option
exposures to debt securities, interest rates, equities, foreign exchange
(including gold) and commodities, means the approach set out in 
Division 9;

“delta-weighted position” (得爾塔加權持倉), in relation to an option contract,
means the value of the underlying exposure of the option contract
multiplied by the corresponding delta;

“equity” (股權) means—
(a) an ordinary share (whether voting or non-voting); or
(b) a convertible bond, preference share, or any other instrument,

which trades like a share falling within paragraph (a);
“equity-related derivative contract” (股權關聯衍生工具合約) means a futures

contract, forward contract, swap contract, option contract or similar
derivative contract the value of which is determined by reference to the
value of, or any fluctuation in the value of, an underlying equity or an
underlying equity index (being an index calculated by reference to a
basket of equities);

“exchange rate-related derivative contract” (匯率關聯衍生工具合約) means a
futures contract, forward contract, swap contract, option contract or
similar derivative contract the value of which is determined by reference to
the value of, or any fluctuation in the value of, an underlying currency
(including gold) or an underlying currency index (being an index
calculated by reference to a basket of currencies);

“gamma” (伽馬), in relation to an option contract, means a measure of the rate
of change in delta of the option contract to changes in the value of the
underlying exposure of the option contract;

“general market risk” (一般市場風險), in relation to an authorized institution,
means the risk of loss, arising from changes in interest rates, exchange
rates, equity prices or commodity prices, in the value of—

(a) the institution’s trading book positions held in—
(i) debt securities;

(ii) debt-related derivative contracts; 
(iii) interest rate derivative contracts; 
(iv) equities; and
(v) equity-related derivative contracts; and

(b) the institution’s positions held in—
(i) foreign exchange (including gold);

(ii) exchange rate-related derivative contracts; 
(iii) commodities; and 
(iv) commodity-related derivative contracts;
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“interest rate derivative contract” (利率衍生工具合約) means a futures contract,
forward contract, swap contract, option contract or similar derivative
contract—

(a) the value of which changes in response to changes in interest
rates; but

(b) the underlying exposure of which is neither a debt security nor
an index calculated by reference to a basket of debt securities;

“investment grade” (投資等級) means a credit quality grade of 1, 2 or 3 derived
from mapping—

(a) the ECAI issuer rating of an issuer, being a sovereign, of any
debt security; or 

(b) the ECAI issue specific rating of any debt security issued by 
a bank, securities firm or corporate (within the meaning of
section 51 or 139(1), as the case requires),

to a scale of credit quality grades in the Tables in Schedule 6;
“market risk capital charge” (市場風險資本要求), in relation to an authorized

institution, means the amount of the institution’s capital required to cover
specific risk or general market risk, or both, for an exposure or a portfolio
of exposures; 

“market risk capital charge factor” (市場風險資本要求因數), in relation to an
authorized institution, means a percentage specified in this Part for the
calculation of the institution’s market risk capital charge;

“mark-to-model” (按模式計值) means an approach to valuing an exposure, or 
a portfolio of exposures, where the value is benchmarked, extrapolated or
calculated from an internal model based on a set of market data;

“matched positions” (配對持倉), in relation to an authorized institution, means
2 opposite positions held by the institution where the risk of loss arising
from either position can be offset by the other position;

“maturity method” (到期方法), in relation to the calculation of an authorized
institution’s market risk capital charge for general market risk for its
interest rate exposures, means the approach set out in section 288;

“position” (持倉), in relation to an authorized institution, means the holding 
or disposal by the institution of an exposure, or a portfolio of exposures,
resulting in risk being taken by the institution on market price movements
in respect of the exposure, or portfolio of exposures, as the case may be;

“risk category” (風險類別), in relation to the calculation of an authorized
institution’s market risk, means the class of the institution’s market risk
exposures which are at risk from—

(a) changes in debt security prices or interest rates;
(b) changes in exchange rates;
(c) changes in equity prices; or
(d ) changes in commodity prices;
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“simplified approach” (簡化計算法), in relation to the calculation of an
authorized institution’s market risk capital charge for its option exposures
to debt securities, interest rates, equities, foreign exchange (including gold)
and commodities, means the approach set out in Division 8;

“specific risk” (特定風險), in relation to an authorized institution, means—
(a) the risk of loss, arising from changes in the price of debt

securities owing to factors relating to the issuers of the debt
securities, in the value of the institution’s trading book positions
held in the debt securities;

(b) the risk of loss, arising from changes in the price of equities
owing to factors relating to the issuers of the equities, in the
value of the institution’s trading book positions held in the
equities;

(c) the risk of loss, arising from changes in the price of debt-related
derivative contracts owing to factors relating to the issuers of 
the underlying debt securities, in the value of the institution’s
trading book positions held in the debt-related derivative
contracts; and

(d ) the risk of loss, arising from changes in the price of equity-
related derivative contracts owing to factors relating to the
issuers of the underlying equities, in the value of the institution’s
trading book positions held in the equity-related derivative
contracts;

“specific risk-free security” (無特定風險證券) means a hypothetical debt
security, free of specific risk, used for the calculation of the market risk
capital charge for general market risk relating to derivative contracts;

“underlying exposure” (基礎風險承擔), in relation to a derivative contract
(including a credit derivative contract) for the calculation of an authorized
institution’s market risk, means the underlying asset, index, financial
instrument, rate or thing as designated in the derivative contract;

“vega” (維加), in relation to an option contract, means a measure of the rate of
change in the value of the option contract to changes in the volatility of
the value of the underlying exposure of the option contract.

Division 2—Calculation of market risk
under STM approach: general

282. Application of Divisions 2 to 10

(1) Divisions 2, 3, 4, 5, 6, 7, 8, 9 and 10 apply to an authorized institution
which uses the STM approach to calculate its market risk.
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(2) Unless the context otherwise requires, a reference to an authorized
institution in Divisions 2, 3, 4, 5, 6, 7, 8, 9 and 10 is a reference to an authorized
institution which uses the STM approach to calculate its market risk.

(3) Divisions 3, 4, 5 and 6 do not apply to an authorized institution’s
option exposures in debt securities, interest rates, equities, foreign exchange
(including gold) and commodities except to the extent, if any, specified in
Division 7, 8 or 9.

283. Positions to be used to 
calculate market risk

(1) Subject to subsection (2), an authorized institution shall calculate its
market risk to take into account the risk of losses arising from fluctuations in
the value of—

(a) the institution’s trading book positions held in—
(i) debt securities;

(ii) debt-related derivative contracts;
(iii) interest rate derivative contracts;
(iv) equities; and
(v) equity-related derivative contracts; and

(b) the institution’s positions held in—
(i) foreign exchange (including gold);

(ii) exchange rate-related derivative contracts;
(iii) commodities; and
(iv) commodity-related derivative contracts.

(2) An authorized institution shall not include a position in the
calculation of its market risk if the position is—

(a) a recognized credit derivative contract (within the meaning of
section 51, 105 or 139(1), as the case requires) booked in the
institution’s trading book as a hedge to a credit exposure booked
in the institution’s banking book; or

(b) an exposure which under sections 48 and 49 is required to be
deducted from any of the institution’s core capital and
supplementary capital.

(3) An authorized institution shall value its positions, whether based on
a marking-to-market or marking-to-model methodology, in a prudent manner
(including by taking into account the liquidity of the positions).

(4) Where the Monetary Authority is satisfied that an authorized
institution has contravened subsection (3), the Monetary Authority may, by
notice in writing given to the institution, require the institution to reduce all of
its positions, or such class of its positions as specified in the notice, to the limit
specified in the notice, beginning on such date, or the occurrence of such event,
as specified in the notice.
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(5) An authorized institution shall comply with the requirements of 
a notice given to it under subsection (4).

(6) Where a position of an authorized institution does not fall within
subsection (1) by virtue of subsection (2)(a), the institution shall apply Part 4,
5, 6 or 7, as the case requires, to calculate the credit risk for that position.

284. Calculation of market risk capital
charge for each risk category

(1) An authorized institution shall calculate in accordance with this Part
the market risk capital charge for its exposures falling into each risk category.

(2) Subject to subsection (3) and section 306(2), an authorized institution
shall use the fair value of its positions to calculate the market risk capital
charge.

(3) Where the stated notional amount of an exposure held by an
authorized institution is leveraged or enhanced by the structure of the
exposure, the institution shall use the effective notional amount of the
exposure taking into account that the stated notional amount is so leveraged
or enhanced, as the case may be, for the purposes of this Part.

285. Calculation of risk-weighted amount
for market risk

An authorized institution shall calculate its risk-weighted amount for
market risk by multiplying the aggregate of the market risk capital charge as
calculated pursuant to section 284(1) by 12.5.

Division 3—Calculation of market risk capital
charge for interest rate exposures

286. Calculation of market risk 
capital charge

An authorized institution shall, for the purposes of calculating the market
risk capital charge for its interest rate exposures—

(a) calculate in accordance with section 287 the market risk capital
charge for specific risk of each of its trading book positions
(whether long or short) in debt securities and debt-related
derivative contracts; and

(b) calculate in accordance with section 288 the market risk capital
charge for general market risk of—
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(i) its trading book positions (whether long or short) in debt
securities, debt-related derivative contracts and interest rate
derivative contracts;

(ii) the interest rate exposures arising from its trading book
positions (whether long or short) in equity-related derivative
contracts; and

(iii) the interest rate exposures arising from its positions
(whether long or short) in commodity-related derivative
contracts.

287. Calculation of market risk capital
charge for specific risk

(1) Subject to subsections (2), (3), (4), (5), (6), (7), (8), (9) and (10), an
authorized institution shall, for the purposes of calculating the market risk
capital charge for specific risk of its trading book positions (whether long or
short) in debt securities and debt-related derivative contracts—

(a) assign those positions into the classes specified in column 1 of
Table 28, the credit quality grades specified in column 2 of that
Table and, if applicable, the residual maturities specified in
column 3 of that Table;

(b) multiply those positions by the appropriate market risk capital
charge factors for specific risk specified in column 3 of Table 28;
and

(c) calculate the total market risk capital charge for specific risk as
the sum of the market risk capital charge for specific risk of each
of those positions.

TABLE 28

MARKET RISK CAPITAL CHARGE FACTORS FOR SPECIFIC RISK

Credit 
quality Market risk capital charge

Class grade factor for specific risk

sovereign 1 0%

2 or 3 0.25% (residual maturity of not more
than 6 months)
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1.00% (residual maturity of more 
than 6 months but not more than 
24 months)

1.60% (residual maturity of more 
than 24 months)

4 or 5 8.00%

6 12.00%

unrated 8.00%

qualifying 0.25% (residual maturity of not more
than 6 months)

1.00% (residual maturity of more 
than 6 months but not more than 
24 months)

1.60% (residual maturity of more 
than 24 months)

non-qualifying 4 8.00%

5 12.00%

unrated 8.00%

(2) An authorized institution shall not offset between positions referred
to in subsection (1) for the purposes of that subsection except for—

(a) long and short positions in identical issues (including positions
in derivative contracts) with the same issuer, coupon, currency
and maturity; and

(b) credit derivative contracts set out in section 309, 310 or 311.
(3) For the purposes of subsection (1)—

(a) if—
(i) the issuer of any debt securities referred to in that

subsection or, in the case of debt-related derivative
contracts referred to in that subsection, the issuer of any
underlying debt securities, has an ECAI issuer rating; or

(ii) any debt securities referred to in that subsection or, in the
case of debt-related derivative contracts referred to in that
subsection, any underlying debt securities, have an ECAI
issue specific rating,
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an authorized institution shall, subject to paragraphs (b), (c) 
and (d ), map the ECAI issuer rating or the ECAI issue specific
rating, as the case may be, to a scale of credit quality grades in
the Tables in Schedule 6;

(b) subject to paragraph (c), if the debt securities referred to 
in that subsection are issued by a sovereign or, in the case 
of debt-related derivative contracts referred to in that
subsection, if the underlying debt securities are issued by a
sovereign, an authorized institution shall determine the credit
quality grade by reference to the ECAI issuer rating of that
sovereign;

(c) an authorized institution shall treat as unrated the issuer of any
debt securities or, in the case of debt-related derivative contracts,
the issuer of any underlying debt securities, referred to in
paragraph (b) which does not have an ECAI issuer rating;

(d ) subject to paragraph (e), if the debt securities or debt-related
derivative contracts referred to in that subsection do not fall
within paragraph (b), an authorized institution shall determine
the credit quality grade to be used by reference to, in the case of
debt securities, the ECAI issue specific rating of the debt
securities or, in the case of debt-related derivative contracts, the
ECAI issue specific rating of the underlying debt securities;

(e) an authorized institution shall treat as unrated any debt
securities or, in the case of debt-related derivative contracts, any
underlying debt securities, referred to in paragraph (d ) which do
not have an ECAI issue specific rating;

( f ) an authorized institution may only assign a market risk capital
charge factor of 0% to—

(i) debt securities referred to in that subsection issued by a
sovereign with a credit quality grade of 2 or 3 as determined
under paragraph (b); or

(ii) debt-related derivative contracts referred to in that
subsection in respect of which the underlying debt securities
are issued by a sovereign with a credit quality grade of 2 
or 3 as determined under paragraph (b), 

if, and only if, those debt securities or, in the case of those debt-
related derivative contracts, those underlying debt securities, are
denominated in the domestic currency of that sovereign and
funded by the institution in that currency.

(4) An authorized institution may only include in the qualifying class 
in Table 28—

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3331



(a) debt securities issued by multilateral development banks and
debt-related derivative contracts where the underlying debt
securities are issued by multilateral development banks;

(b) debt securities, not falling within paragraph (a), which are rated
investment grade and debt-related derivative contracts where the
underlying debt securities, not falling within paragraph (a),
which are rated investment grade; and

(c) if the institution uses the IRB approach to calculate its 
credit risk, unrated debt securities, and debt-related 
derivative contracts if the underlying debt securities are unrated,
where—

(i) the debt securities, or the underlying debt securities, 
as the case may be, are assessed as equivalent to investment
grade under the institution’s rating system on the 
basis that the debt securities, or the underlying debt
securities, as the case may be, have a PD assigned by the
institution’s rating system of not more than the PD implied
by the long run average PD (being a period which captures
a reasonable mix of high-default and low-default years of an
economic cycle) of a debt security rated investment grade;
and

(ii) the issuer of the debt securities, or the issuer of the
underlying debt securities, as the case may be—
(A) has any debt securities or equities listed on a

recognized stock exchange; or
(B) is subject to supervisory arrangements regarding 

the maintenance of adequate capital to support its
business activities comparable to those prescribed for
authorized institutions under the Ordinance and these
Rules.

(5) An authorized institution shall—
(a) include any debt securities in the non-qualifying class in Table 28

if—
(i) the debt securities are not issued by a sovereign; or

(ii) the debt securities are not included in the qualifying class
under subsection (4);

(b) include any debt-related derivative contracts in the non-
qualifying class in Table 28 if—

(i) the underlying debt securities are not issued by a sovereign;
or

(ii) the debt-related derivative contracts are not included in the
qualifying class under subsection (4).
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(6) Where the issuer of any debt securities referred to in this section or,
in the case of any debt-related derivative contracts referred to in this section,
the issuer of any underlying debt securities, has more than one ECAI issuer
rating assigned to the issuer, an authorized institution shall, for the purposes of
this section, apply section 69(2), with all necessary modifications, to the ECAI
issuer ratings concerned (as if the references to ECAI issue specific ratings in
that subsection were references to ECAI issuer ratings) to ascertain which one
of them shall be used for those purposes.

(7) Where any debt securities referred to in this section or, in the case of
any debt-related derivative contracts referred to in this section, any underlying
debt securities, have more than one ECAI issue specific rating assigned to
them, an authorized institution shall, for the purposes of this section, apply
section 69(2), with all necessary modifications, to the ECAI issue specific
ratings concerned to ascertain which one of them shall be used for those
purposes.

(8) Where the Monetary Authority is satisfied that an authorized
institution’s market risk capital charge for specific risk is underestimated for
any non-qualifying debt securities (being debt securities falling within
subsection (5)(a)) or non-qualifying debt-related derivative contracts (being
debt-related derivative contracts falling within subsection (5)(b)) which have 
a high yield to redemption relative to debt securities or debt-related derivative
contracts falling within subsection (3)(b), the Monetary Authority may, by
notice in writing given to the institution—

(a) require the institution to apply a higher market risk capital
charge factor for specific risk to such non-qualifying debt
securities or debt-related derivative contracts, as the case may
be, as specified in the notice;

(b) prohibit offsetting, for the purposes of calculating the
institution’s market risk capital charge for general market risk,
between such debt securities or debt-related derivative contracts
and such other debt securities or debt-related derivative
contracts as specified in the notice.

(9) An authorized institution shall comply with the requirements of 
a notice given to it under subsection (8).

(10) For the avoidance of doubt, it is hereby declared that this section
does not apply to interest rate derivative contracts.

(11) In this section—
“sovereign” (官方實體) includes a sovereign foreign public sector entity.
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288. Calculation of market risk capital 
charge for general market risk

(1) An authorized institution shall, for the purposes of calculating the
market risk capital charge for general market risk—

(a) multiply its long and short positions in interest rate exposures in
each time band specified in column 1 of Table 30 within the
maturity ladder constructed in accordance with section 289 by
the appropriate risk-weight specified in column 4 of that Table;

(b) offset the total risk-weighted long and short positions in each
time band to produce a single net risk-weighted long or short
position for each time band;

(c) apply a market risk capital charge factor of 10% on the matched
position (being the lesser of the absolute values of the total risk-
weighted long and short positions) of each time band, whether
long or short, to arrive at a market risk capital charge for 
each matched position (referred to in this section as “vertical
disallowance”);

(d ) subject to subsections (2) and (3)—
(i) first conduct a round of horizontal offsetting between the

net risk-weighted positions for the time bands in each of 
the 3 zones subject to a scale of market risk capital charge
factors, expressed as a percentage of the matched positions
for each zone, as set out in Table 29;

(ii) then conduct a round of horizontal offsetting between the
total net risk-weighted positions for the zones across the 
3 zones (being between adjacent zones and between zone 1
and zone 3) subject to a scale of market risk capital charge
factors, expressed as a percentage of the matched positions
between the zones, as set out in Table 29,

to arrive at a market risk capital charge for each 
matched position (referred to in this section as “horizontal
disallowance”); and

(e) apply a market risk capital charge factor of 100% on the
remaining net risk-weighted long or short position in interest
rate exposures after carrying out the offsetting referred to in
paragraphs (b) and (d ).
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TABLE 29

HORIZONTAL DISALLOWANCE

Market risk capital 
Zone Time band charge factor

Coupon of not Coupon of less Within Between Between 
less than 3% than 3% per the adjacent zones 1 
per annum annum zone zones and 3

⎫
⎪
⎪
⎪
⎪
⎪
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⎪
⎪
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⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
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⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
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⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪

⎫
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪

30%

⎫
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎬
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎭

more than more than 
1 year but not 1.0 year but 
more than not more than 
2 years 1.9 years

more than more than
2 years but not 1.9 years but 
more than not more than 
3 years 2.8 years

more than more than 
3 years but not 2.8 years but 
more than not more than 
4 years 3.6 years

⎫
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎬
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎭

zone 2

40%

⎫
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎬
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎭

not more than not more than 
1 month 1 month

more than more than 
1 month but 1 month but 
not more than not more than 
3 months 3 months

more than more than 
3 months but 3 months but 
not more than not more than 
6 months 6 months

more than more than 6
6 months but months but 
not more than not more than 
12 months 12 months

⎫
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎬
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎪
⎭

zone 1
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more than more than 
4 years but not 3.6 years but 
more than not more than 40% 100%
5 years 4.3 years

more than more than 
5 years but not 4.3 years but 
more than not more than 
7 years 5.7 years

more than more than
7 years but not 5.7 years but 
more than not more than 
10 years 7.3 years

more than more than 
10 years but 7.3 years but 

zone 3 not more than not more than 30%
15 years 9.3 years

more than more than 
15 years but 9.3 years but 
not more than not more than 
20 years 10.6 years

more than more than 
20 years 10.6 years but 

not more than 
12 years

more than 
12 years but 
not more than 
20 years

more than 
20 years

(2) For the purposes of an authorized institution conducting horizontal
offsetting under subsection (1)(d )(i), the institution shall—

(a) calculate the net risk-weighted long or short position of each
time band after separately adding—

(i) long positions to long positions; and 
(ii) short positions to short positions;
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(b) in the case of long and short positions in the same zone, subject
the matched position (being the lesser of the absolute values of
the total net risk-weighted long and short positions for the zone)
to a market risk capital charge factor of 40% for zone 1 and 30%
for zone 2 and zone 3; and

(c) offset the positions of time bands within the same zone to create
the matched position to which the market risk capital charge
factor is applied under paragraph (b) and a total net risk-
weighted long or short position for each zone.

(3) For the purposes of an authorized institution conducting horizontal
offsetting under subsection (1)(d )(ii), the institution shall—

(a) in the case of opposite positions between adjacent zones (being
one zone having a total net risk-weighted long position while
another zone having a total net risk-weighted short position),
subject the matched position (being the lesser of the absolute
values of the total net risk-weighted long position in one zone
and the total net risk-weighted short position in another zone) to
a market risk capital charge factor of 40%;

(b) offset the positions between adjacent zones to create the matched
position to which the market risk capital charge factor is applied
under paragraph (a) and a total net risk-weighted long or short
position;

(c) subject to paragraph (d ), in the case of opposite positions
between zone 1 and zone 3, subject the matched position (being
the lesser of the absolute values of the total net risk-weighted
long or short position in zone 1 and the total net risk-weighted
short or long position respectively in zone 3) to a market risk
capital charge factor of 100%; and

(d ) in order to calculate the horizontal disallowance between zone 1
and zone 3 for the purposes of paragraph (c)—

(i) if the total net risk-weighted positions of zone 1 and zone 2
are netted, treat the net position as the remaining position
of zone 1;

(ii) if the total net risk-weighted positions of zone 2 and zone 3
are netted, treat the net position as the remaining position
of zone 3.

(4) An authorized institution shall derive the market risk capital charge
for general market risk for its portfolio of interest rate exposures by
aggregating—

(a) the total market risk capital charge for vertical disallowance for
all time bands calculated in accordance with subsection (1)(c);
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(b) the total market risk capital charge for horizontal disallowance
for individual zones and across different zones calculated in
accordance with subsection (1)(d ); and

(c) the market risk capital charge for the remaining net risk-
weighted long or short position calculated in accordance with
subsection (1)(e).

(5) An authorized institution shall calculate the market risk capital
charge for general market risk for each currency separately, convert each
amount so calculated into Hong Kong dollars at current market rates and then
aggregate the amounts so calculated.

289. Construction of maturity ladder

(1) Subject to subsections (2), (3), (4), (5) and (6), for the purposes of
making the calculation required by section 288(1), an authorized institution
shall—

(a) slot all of its long or short positions in debt securities, debt-
related derivative contracts, interest rate derivative contracts and
interest rate exposures arising from equity-related derivative
contracts and commodity-related derivative contracts with a
coupon of not less than 3% per annum into a maturity ladder
comprising the 13 time bands set out in columns 1 and 2 of
Table 30; and

(b) slot all of its long or short positions in debt securities, debt-
related derivative contracts, interest rate derivative contracts and
interest rate exposures arising from equity-related derivative
contracts and commodity-related derivative contracts with a
coupon of less than 3% per annum into a maturity ladder
comprising the 15 time bands set out in columns 1 and 3 of
Table 30.

TABLE 30

TIME BANDS AND RISK-WEIGHTS

Coupon of not Coupon of less 
Time less than 3% than 3% per Risk-
band per annum annum weight

1 not more than 1 month not more than 1 month 0.00%
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2 more than 1 month but more than 1 month but 0.20%
not more than 3 months not more than 3 months

3 more than 3 months but more than 3 months but 0.40%
not more than 6 months not more than 6 months

4 more than 6 months but more than 6 months but 0.70%
not more than 12 months not more than 12 months

5 more than 1 year but not more than 1.0 year but not 1.25%
more than 2 years more than 1.9 years

6 more than 2 years but more than 1.9 years but 1.75%
not more than 3 years not more than 2.8 years

7 more than 3 years but more than 2.8 years but 2.25%
not more than 4 years not more than 3.6 years

8 more than 4 years but more than 3.6 years but 2.75%
not more than 5 years not more than 4.3 years

9 more than 5 years but more than 4.3 years but 3.25%
not more than 7 years not more than 5.7 years

10 more than 7 years but more than 5.7 years but 3.75%
not more than 10 years not more than 7.3 years

11 more than 10 years but more than 7.3 years but 4.50%
not more than 15 years not more than 9.3 years

12 more than 15 years but more than 9.3 years but 5.25%
not more than 20 years not more than 10.6 years

13 more than 20 years more than 10.6 years but 6.00%
not more than 12 years

14 more than 12 years but not 8.00%
more than 20 years

15 more than 20 years 12.50%

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3347

Coupon of not Coupon of less 
Time less than 3% than 3% per Risk-
band per annum annum weight



(2) For the purposes of subsection (1), an authorized institution shall—
(a) slot fixed rate exposures into the time bands set out in Table 30

in accordance with their respective residual maturities;
(b) slot floating rate exposures into the time bands set out in 

Table 30 in accordance with their respective residual terms to the
next interest fixing date;

(c) regard interest rate exposures arising from derivative contracts
as long and short positions and slot such positions into the time
bands set out in Table 30 such that—

(i) interest rate futures contracts, interest rate forward
contracts and forward rate agreements are treated as a
combination of the long and short positions in a zero-
coupon specific risk-free security whereby—
(A) a long or short position in an interest rate futures

contract or interest rate forward contract is to be
regarded as—
I(I) a short or long position respectively with a

maturity being the remaining period up to and
including the delivery date of the underlying
interest rate contract; and 

(II) a long or short position respectively with a
maturity being the remaining period up to and
including the delivery date of the underlying
interest rate contract plus the contract period of
the underlying interest rate contract; or

(B) a sold or purchased forward rate agreement is to be
regarded as—
I(I) a short or long position respectively with a

maturity being the remaining period up to and
including the settlement date of the agreement;
and

(II) a long or short position respectively with a
maturity being the remaining period up to and
including the settlement date of the agreement plus
the contract period of the agreement;

(ii) bond futures contracts and bond forward contracts are
treated as a combination of the long and short positions in
a zero-coupon specific risk-free security and the underlying
bond whereby a long or short position in a bond futures
contract or bond forward contract is to be regarded as—
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(A) a short or long position respectively in a zero-coupon
specific risk-free security with a maturity being the
remaining period up to and including the delivery date
of the underlying bond; and

(B) a long or short position respectively in the underlying
bond with a maturity being the remaining period up to
and including the delivery date of the underlying bond
plus the tenor of the underlying bond;

(iii) interest rate swap contracts under which the institution
receives or pays floating rate interest and pays or receives
respectively fixed rate interest are to be regarded as—
(A) a short or long position respectively in a fixed rate

instrument with a maturity being the remaining period
up to and including the maturity date of the swap
contract concerned; and 

(B) a long or short position respectively in a floating rate
instrument with a maturity being the remaining period
up to and including the next interest fixing date.

(3) For the purposes of subsection (1), an authorized institution may—
(a) exclude from the maturity ladder long and short positions in

identical instruments having the same issuer, coupon, currency
and maturity;

(b) fully offset the matched positions in a futures contract or
forward contract and the underlying exposure of the futures
contract or forward contract, as the case may be, except that the
position in a zero-coupon specific risk-free security referred to in
subsection (2)(c)(ii)(A) shall be included in the calculation of the
institution’s market risk capital charge for general market risk.

(4) For the purposes of subsection (1), an authorized institution—
(a) in the case of a futures contract or forward contract providing

for a range of bonds to be delivered, may only offset positions in
the contract and the underlying bond which is readily
identifiable as the most profitable for the institution with a short
position to deliver;

(b) shall, after offsetting the positions in the futures contract or
forward contract and the underlying bond pursuant to
paragraph (a), record the amount of the remaining long position
of the contract, up to and including the delivery date of the
contract, as the face value of the contract divided by the
conversion factor applicable to the contract and multiplied by
the current market price of that bond.
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(5) Subject to subsection (6), for the purposes of subsection (1), an
authorized institution may treat opposite positions in the same type of
derivative contract (including the delta-weighted position of option contracts
calculated in accordance with section 303) as matched and may fully offset
them.

(6) For the purposes of subsection (5), positions in the same type of
derivative contract are opposite only if—

(a) the positions relate to derivative contracts with the same
underlying exposures, are of the same nominal value and
denominated in the same currency;

(b) in the case of futures contracts, the offsetting positions in the
underlying interest rate exposures to which the futures contracts
relate are for identical exposures and mature within 7 days of
each other;

(c) in the case of swap contracts and forward rate agreements, the
rates (for floating rate positions) of the contracts or agreements,
as the case may be, are identical and the coupons are within 15
basis points; and

(d ) in the case of swap contracts, forward rate agreements and
forward contracts, the next interest fixing date or, for fixed
coupon positions or forward contracts, the residual maturity,
corresponds within the following limits—

(i) if either of the contracts or agreements, as the case may be,
to be offset has an interest fixing date or residual maturity
of not more than one month, the interest fixing date or
residual maturity, as the case may be, is the same for both
contracts or agreements, as the case may be;

(ii) if either of the contracts or agreements, as the case may be,
to be offset has an interest fixing date or residual maturity
of more than one month but not more than one year, the
interest fixing dates or residual maturities, as the case may
be, are within 7 days of each other; and

(iii) if either of the contracts or agreements, as the case may be,
to be offset has an interest fixing date or residual maturity
of more than one year, the interest fixing dates or residual
maturities, as the case may be, are within 30 days of each
other.

290. Use of alternatives requires Monetary 
Authority’s prior consent

An authorized institution shall—
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(a) use the methodology prescribed in this Division to calculate its
positions to be included in the maturity ladder unless it has the
prior consent of the Monetary Authority to use a different
methodology; and

(b) use the maturity method to calculate the market risk capital
charge for general market risk for its portfolio of interest rate
exposures unless it has the prior consent of the Monetary
Authority to use a different method.

Division 4—Calculation of market risk capital
charge for equity exposures

291. Calculation of market risk 
capital charge

An authorized institution shall, for the purposes of calculating the market
risk capital charge for its trading book positions (whether long or short) in
equities and equity-related derivative contracts—

(a) calculate the market risk capital charge for specific risk of each
of those positions; and

(b) calculate the market risk capital charge for general market risk
of those positions.

292. Preliminary steps to calculating
market risk capital charge

(1) For the purposes of section 291—
(a) subject to paragraph (b), an authorized institution shall make 

a separate calculation for each of its positions in equities and
equity-related derivative contracts for each exchange where the
equities or, in the case of equity-related derivative contracts, the
underlying equities concerned are listed or traded;

(b) if an equity is listed on more than one exchange, an authorized
institution shall make the calculation referred to in paragraph
(a) only in respect of that exchange which is the primary listing
of the equity;

(c) an authorized institution shall convert its equity-related
derivative contracts into positions in the underlying equity by—

(i) valuing its futures contracts and forward contracts relating
to an individual equity at the fair value of the underlying
equity;

(ii) valuing its futures contracts relating to equity indices as—

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3355



(A) the current index value multiplied by the monetary
value of one index point set by the futures exchange
where the futures contract is traded; or

(B) the fair value of the underlying basket of equities used
to compile the index;

(d ) an authorized institution shall regard each of its equity swap
contracts as long and short positions such that—

(i) in the case of an equity swap contract under which the
institution—
(A) is receiving an amount based on the change in value of

a particular equity or equity index; and 
(B) is paying an amount based on the change in value of 

a different equity or equity index, 
the position in sub-subparagraph (A) is the long position,
and the position in sub-subparagraph (B) is the short
position, of the equity swap contract;

(ii) in the case of an equity swap contract which involves a
position requiring the receipt or payment of fixed or
floating rate interest, the institution treats the position
under the maturity method;

(e) if equities are to be received or delivered under a forward
contract, an authorized institution shall treat any interest rate
exposure arising out of the contract under the maturity method;
and

( f ) an authorized institution shall treat any interest rate exposure
arising out of an equity futures contract or an equity index
futures contract under the maturity method.

(2) For the purposes of section 291, an authorized institution may—
(a) fully offset its matched positions in each identical equity or

equity index with the same delivery month in each exchange in
order to produce a single net long or short position;

(b) offset a futures contract in a given equity against an opposite
position in the same equity.

293. Calculation of market risk capital 
charge for specific risk

Subject to section 292, an authorized institution shall calculate the market
risk capital charge for specific risk of the institution’s trading book positions in
equities and equity-related derivative contracts as 8% of its total gross (long
plus short) position.
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294. Calculation of market risk capital 
charge for general market risk

(1) Subject to subsection (2) and section 292, an authorized institution
shall calculate the market risk capital charge for general market risk of the
institution’s trading book positions in equities and equity-related derivative
contracts as 8% of its total net position in equities and equity-related derivative
contracts (being the difference between the sum of the institution’s long
positions and the sum of the institution’s short positions).

(2) An authorized institution shall not, for the purposes of subsection
(1), offset net long and short positions on different exchanges.

Division 5—Calculation of market risk capital charge 
for foreign exchange (including gold) exposures 

295. Preliminary steps to calculating
market risk capital charge

(1) Subject to subsection (2), an authorized institution shall, for the
purposes of calculating the market risk capital charge for its positions in
foreign exchange (including gold) and exchange rate-related derivative
contracts—

(a) determine the amount of its net open position (being the sum of
the net spot position and the net forward position) in each
currency and in gold;

(b) convert each amount determined under paragraph (a) into Hong
Kong dollars at current market rates; and

(c) subject to Division 7, in relation to those positions arising from
foreign currency option contracts, apply paragraphs (a) and (b)
to each currency to which the option contracts relate.

(2) An authorized institution shall, for the purposes of calculating the
market risk capital charge for its positions in foreign exchange (including gold)
and exchange rate-related derivative contracts, not exclude any of its structural
positions from such calculation except after consultation with the Monetary
Authority.

296. Calculation of market risk 
capital charge

(1) Subject to subsection (2) and section 295, an authorized institution
shall calculate the market risk capital charge for the institution’s positions in
foreign exchange (including gold) as 8% of its total net open position derived
by aggregating—
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(a) the sum of the institution’s net long or short positions less its
United States dollars position against its Hong Kong dollars
position; and

(b) the institution’s net position in gold (whether long or short).
(2) For the purposes of subsection (1)(a)—

(a) the sum of an authorized institution’s net long or short positions
is the sum of—

(i) its total net long or short position in each foreign currency
(including gold and, if applicable, the net delta-weighted
position of option contracts in each such currency); and

(ii) its Hong Kong dollars position such that the total of all net
long positions for all currencies is the same as the total of all
net short positions for all currencies;

(b) the United States dollars position against the Hong Kong
dollars position in respect of an authorized institution is—

(i) zero if the institution’s net open positions in United States
dollars and Hong Kong dollars are both long or both short;

(ii) the smaller of the 2 positions (expressed as the absolute
value) if the institution’s net open positions in United States
dollars and Hong Kong dollars are opposite positions.

Division 6—Calculation of market risk capital 
charge for commodity exposures

297. Preliminary steps to calculating 
market risk capital charge

(1) An authorized institution shall, for the purposes of calculating the
market risk capital charge for its positions in commodities and commodity-
related derivative contracts—

(a) convert its gross (long plus short) position in each commodity 
to which those positions relate (measured in barrels, kilograms
or grams or such other standard unit of measurement as is
applicable to the commodity concerned) into monetary terms at
the current market price of the commodity;

(b) subject to Division 7, treat positions arising from commodity
option contracts as commodity exposures;

(c) value a futures contract or forward contract relating to a
commodity by reference to the notional amount of the standard
unit of measurement of the commodity converted into monetary
terms at current market price and apply the maturity method to
any interest rate exposure arising out of that contract;
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(d ) in the case of a commodity swap contract under which one leg 
of the swap contract relates to a position or series of positions
referenced to a fixed price and the other leg of the swap 
contract relates to a position or series of positions referenced 
to the current market price of a reference commodity or
commodities—

(i) for each payment under the swap contract, value each of the
positions at the notional amount of the swap contract;

(ii) treat each such position—
(A) as long if the institution is paying at a fixed price and

receiving at a floating market price; and
(B) as short if the institution is receiving at a fixed price

and paying at a floating market price; and
(iii) treat any such leg which involves receiving or paying at a

fixed or floating interest rate as an interest rate exposure to
which the maturity method applies.

(2) An authorized institution—
(a) subject to paragraph (b), may, for the purposes referred to in

subsection (1), offset long and short positions in the same
commodity when calculating its open positions;

(b) shall not so offset its positions in different types of commodities.

298. Calculation of market risk 
capital charge

An authorized institution shall calculate the market risk capital charge for
its commodity exposures as the sum of—

(a) 15% of the institution’s net position in each commodity; and 
(b) 3% of the institution’s gross (long plus short) position in each

commodity.

Division 7—Calculation of market risk capital 
charge for option exposures: general

299. Approaches which authorized institution 
may use to calculate market risk capital 
charge for option exposures

An authorized institution shall, for the purposes of calculating the market
risk capital charge for its option exposures to debt securities, interest rates,
equities, foreign exchange (including gold) and commodities—
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(a) subject to paragraph (c) and section 300, use the simplified
approach;

(b) subject to paragraph (c) and section 302, use the delta-plus
approach; or

(c) with the prior consent of the Monetary Authority, use another
approach.

Division 8—Calculation of market risk capital charge 
for option exposures: simplified approach

300. Application of Division 8

(1) An authorized institution shall not use the simplified approach to
calculate the market risk capital charge for its option exposures unless the
institution—

(a) purchases option contracts but does not write option contracts;
or

(b) purchases option contracts and only writes option contracts
which are fully hedged by matched long positions in the same
option contracts.

(2) An authorized institution which uses the simplified approach to
calculate the market risk capital charge for its option exposures shall—

(a) exclude from that calculation—
(i) option contracts written by it; and 

(ii) the corresponding purchased option contracts which fully
hedge the option contracts referred to in subparagraph (i);
and

(b) only use its outstanding purchased option contracts for that
calculation.

301. Calculation of market risk capital 
charge for outstanding purchased 
option contracts

(1) Subject to subsection (3), an authorized institution shall, for the
purposes of calculating the market risk capital charge for its outstanding
purchased option contracts (with or without related positions in the underlying
exposures of those option contracts)—

(a) where the institution has—
(i) a long position in a put option contract and a long position

in the underlying exposure of the put option contract; or
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(ii) a long position in a call option contract and a short position
in the underlying exposure of the call option contract,

multiply the fair value of the position in the underlying exposure
of the option contract by the sum of the market risk capital
charge factors for general market risk and specific risk for the
position in the underlying exposure of such option contract as
set out in Table 31 less the amount by which the option contract
is in-the-money (if any);

(b) where the institution has a long position in a put option contract
or a long position in a call option contract, use the lesser of—

(i) the fair value of the underlying exposure of the option
contract multiplied by the sum of the market risk capital
charge factors for general market risk and specific risk for
the underlying exposure of such option contract as set out
in Table 31; or

(ii) the fair value of the option contract; and
(c) calculate in a way such that—

(i) the market risk capital charge is calculated separately for
individual option contracts but together with the related
position in the underlying exposure of such option
contracts;

(ii) the institution uses the sum of the market risk capital charge
for individual option contracts to calculate the total market
risk capital charge for its portfolio of option exposures.

TABLE 31

MARKET RISK CAPITAL CHARGE FACTOR FOR

EACH RISK CATEGORY

Market risk capital Market risk capital 
charge factor for charge factor for 

Risk category specific risk general market risk

interest rate as per the market risk as per the risk-weights set 
capital charge factors for out in Table 30 according 
specific risk set out in to the residual maturity for 
Table 28 according to the fixed rate exposures or 
class, credit quality grade residual term to next 
and residual maturity interest fixing date for 

floating rate exposures and 
coupon rate
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equity 8.00% 8.00%

foreign exchange 0.00% 8.00%

commodity 0.00% 15.00%

(2) For the purposes of subsection (1)(a), where the amount derived from
the calculation under that subsection is negative, an authorized institution
shall treat the market risk capital charge for the relevant outstanding
purchased option contract and the position in the underlying exposure of such
option contract as zero.

(3) Where it is unclear to an authorized institution which side of an
option contract purchased by it constitutes the underlying exposure for the
purposes of the simplified approach, the institution shall take the exposure
which would be received by it if the option under the contract were exercised
to be the underlying exposure for this purpose.

(4) An authorized institution shall, for the purposes of calculating the
market risk capital charge for an option contract purchased by it which has 
a residual maturity of more than 6 months—

(a) subject to paragraph (b), compare the strike price of the option
contract with the forward price of the underlying exposure of the
option contract;

(b) if it is not practicable for the institution to comply with
paragraph (a), take the amount by which the option contract is
considered to be in-the-money as zero.

(5) An authorized institution shall add the market risk capital charge
calculated under this Division to the market risk capital charge calculated for
the risk category concerned.

Division 9—Calculation of market risk capital charge 
for option exposures: delta-plus approach

302. Application of Division 9

An authorized institution which writes option contracts (other than 
such an authorized institution which, by virtue of section 300(1)(b), uses the
simplified approach) shall—

(a) incorporate the delta-weighted positions of its outstanding
option contracts into their respective risk categories; and
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(b) calculate and provide the following market risk capital charges
against those positions—

(i) the market risk capital charge for general market risk and
specific risk for delta risk;

(ii) the market risk capital charge for gamma risk; and
(iii) the market risk capital charge for vega risk.

303. Delta risk

An authorized institution shall, for the purposes of calculating its delta
risk—

(a) slot its delta-weighted positions which have debt securities or
interest rates as the underlying exposures of the relevant option
contracts into the time bands set out in Table 30;

(b) treat its interest rate option contracts as having long and short
positions such that—

(i) one position is referenced to the time the option contract
concerned takes effect; and

(ii) the other position is referenced to the time the option
contract concerned matures;

(c) subject to paragraph (d ), calculate the market risk capital charge
for its option contracts with equities or equity indices as 
the underlying exposure by applying the calculation treatment 
under Division 4 to the delta-weighted positions of those option
contracts;

(d ) for the purposes of paragraph (c), treat equities or equity indices
on each exchange as a separate underlying exposure;

(e) calculate the market risk capital charge for its option contracts
with foreign exchange or gold as the underlying exposure by
applying the calculation treatment under Division 5 to the net
delta-weighted positions (being the difference between the
institution’s total delta-weighted long positions and its total
delta-weighted short positions) of those option contracts; and

( f ) calculate the market risk capital charge for its option contracts
with commodities as the underlying exposure by applying the
calculation treatment under Division 6 to the delta-weighted
positions of those option contracts.

304. Gamma risk

(1) An authorized institution shall calculate the gamma impact of each
of its option contracts by the use of Formula 28.
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FORMULA 28

CALCULATION OF GAMMA IMPACT OF OPTION CONTRACTS

Gamma impact = 1/2 × Gamma × VU2

where—
VU = variation of the underlying exposure of the option contract

calculated as—
(a) for option contracts relating to debt securities, debt

security indices and interest rates, the fair value of that
underlying exposure multiplied by the risk-weight for the
appropriate time band set out in Table 30;

(b) for option contracts relating to equities and equity
indices, the fair value of that underlying exposure
multiplied by 8%;

(c) for option contracts relating to foreign exchange
(including gold), the fair value of that underlying
exposure multiplied by 8%; and

(d ) for option contracts relating to commodities, the fair
value of that underlying exposure multiplied by 15%.

(2) For the purposes of subsection (1), an authorized institution shall
treat the following positions as the same underlying exposure—

(a) for interest rate exposures, positions within each time band set
out in Table 30;

(b) for equities and equity indices exposures, positions on each
exchange;

(c) for foreign exchange and gold exposures, positions in each
currency pair and gold; and

(d ) for commodity exposures, positions in each commodity.
(3) An authorized institution shall—

(a) offset the positive and negative gamma impacts for each option
contract on the same underlying exposure to produce a positive
or negative net gamma impact for that exposure; and

(b) only use negative net gamma impacts to calculate the market
risk capital charge for gamma risk.

(4) An authorized institution shall calculate the total market risk capital
charge for gamma risk as the sum of the absolute value of the negative net
gamma impacts.
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305. Vega risk

(1) An authorized institution shall calculate the market risk capital
charge for vega risk by multiplying the sum of the vegas for all its option
contracts on the same underlying exposure, applying section 304(2) by a
proportional shift in volatility of ±25%.

(2) An authorized institution shall calculate the total market risk capital
charge for vega risk as the sum of the absolute value of the individual market
risk capital charges for vega risk calculated under subsection (1).

Division 10—Calculation of market risk capital charge for
credit derivative contracts booked in authorized

institutions’ trading book

306. Application of Division 10

(1) This Division applies to credit derivative contracts booked in an
authorized institution’s trading book.

(2) An authorized institution shall use the notional amount of the credit
derivative contract to calculate the market risk capital charge for its credit
derivative contracts except for section 312(6) and (7) where the fair value of the
credit-linked note shall be used.

307. Specific risk

(1) Where an authorized institution has entered into a total return swap
or credit default swap as the protection seller, the institution shall record 
a long position in the reference obligation specified in the swap contract.

(2) Where an authorized institution has entered into a total return swap
or credit default swap as the protection buyer, the institution shall record 
a short position in the reference obligation specified in the swap contract.

(3) Where an authorized institution has purchased a credit-linked note,
the institution shall record a long position in—

(a) the reference obligation specified in the note; and
(b) the note issuer.

(4) Where an authorized institution has issued a credit-linked note, the
institution shall record a short position in the reference obligation specified in
the note.

(5) Where an authorized institution—
(a) is the protection buyer of a first-to-default credit derivative

contract or the issuer of a first-to-default credit-linked note; and 
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(b) does not hold any long position in an underlying exposure which
is identical to the reference obligation specified in the contract or
note, as the case may be, 

the institution shall record a short position in only one of the reference
obligations in the basket of reference obligations specified in the contract or
note, as the case may be (being the reference obligation which would yield the
highest market risk capital charge for specific risk among the various reference
obligations in the basket of reference obligations specified in the contract or
note, as the case may be).

(6) Where an authorized institution is the protection buyer of a first-to-
default credit derivative contract or the issuer of a first-to-default credit-linked
note, the institution may offset the market risk capital charge for specific risk
of the institution’s long position in an underlying exposure which is identical to
the reference obligation specified in the contract or note, as the case may be,
against the market risk capital charge for specific risk of the institution’s short
position in that one of the reference obligations in the basket of reference
obligations specified in the contract or note, as the case may be, which would
yield the lowest market risk capital charge for specific risk for all of the
reference obligations specified in the contract or note, as the case may be.

(7) Subject to subsection (8), where an authorized institution is the
protection seller of a first-to-default credit derivative contract or the purchaser
of a first-to-default credit-linked note, the institution shall record long
positions in each of the reference obligations in the basket of reference
obligations specified in the contract or note, as the case may be, but in such
circumstances the institution’s total market risk capital charge for specific risk
for the contract or note, as the case may be, shall not exceed the institution’s
maximum liability under the contract or the fair value of the note, as the case
may be. 

(8) An authorized institution is not required to comply with subsection
(7) in respect of a first-to-default credit derivative contract or first-to-default
credit-linked note if it demonstrates to the satisfaction of the Monetary
Authority that there is a material positive correlation among the reference
obligations in the basket of reference obligations specified in the contract or
note, as the case may be, such that the value of each of the reference
obligations in the basket would be likely to fall in the case of a fall in the value
of any one of the reference obligations in the basket.

(9) Where an authorized institution enters into a credit default swap,
total return swap or credit-linked note which provides for payment to be made
proportionately in respect of the reference obligations in the basket of
reference obligations specified in the swap contract or note, as the case may be,
the institution shall record its positions in the reference obligations according
to their respective proportions specified in the swap contract or note, as the
case may be.
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(10) Where an authorized institution has purchased or issued a credit-
linked note which is referenced to multiple reference obligations and satisfies
the conditions for a qualifying debt security or debt-related derivative contract
set out in section 287(4), the institution may—

(a) if it has purchased the note, record the specific risk arising from
its long positions in the multiple reference obligations specified
in the note as a single long position in the note;

(b) if it has issued the note, record the specific risk arising from its
short positions in the multiple reference obligations specified in
the note as a single short position in the note.

308. Use of credit derivative contracts to
offset specific risk

(1) Subject to subsection (2), an authorized institution may use a credit
derivative contract booked in the institution’s trading book to offset the
market risk capital charge for specific risk calculated for the institution’s
trading book position in the underlying exposure which is identical to the
reference obligation specified in the credit derivative contract, or in another
credit derivative contract, in accordance with section 309, 310 or 311.

(2) Where section 309, 310 or 311 does not permit an authorized
institution to use a credit derivative contract booked in the institution’s trading
book to offset the market risk capital charge for specific risk calculated for 
the institution’s trading book position in the underlying exposure which is
identical to the reference obligation specified in the credit derivative contract,
or in another credit derivative contract, the institution shall calculate and
provide the market risk capital charge against both trading book positions.

309. Offsetting in full

(1) For the purposes of section 308(1), an authorized institution may
fully offset its position in a credit derivative contract against a position in the
underlying exposure which is identical to the reference obligation specified in
the credit derivative contract, or against a position in another credit derivative
contract, where the values of the 2 positions, being the long or short position
in the credit derivative contract, and the short or long position respectively in
the underlying exposure which is identical to the reference obligation specified
in the credit derivative contract or the short or long position respectively in the
other credit derivative contract, always move in the opposite direction and
broadly to the same extent due to—

(a) the 2 positions consisting of identical exposures; or
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(b) a long or short position in the underlying exposure being hedged
by a total return swap and there being a match between the
reference obligation specified in the total return swap and the
position in the underlying exposure in every respect, and
notwithstanding that the maturity of the total return swap may
be different from that of the position in the underlying exposure.

(2) Where an authorized institution has fully offset its position in a credit
derivative contract against a position in the underlying exposure which is
identical to the reference obligation specified in the credit derivative contract,
or against a position in another credit derivative contract, pursuant to
subsection (1), no market risk capital charge for specific risk is required to be
calculated in respect of those positions.

310. Offsetting by 80%

(1) For the purposes of section 308(1), an authorized institution may
offset 80% of the market risk capital charge for specific risk of its position in a
credit derivative contract against a position in the underlying exposure which
is identical to the reference obligation specified in the contract where—

(a) the values of the 2 positions, being the long or short position in
the contract, and the short or long position respectively in the
underlying exposure which is identical to the reference obligation
specified in the contract, always move in the opposite direction
but not broadly to the same extent as set out in section 309(1);
and 

(b) the institution demonstrates to the satisfaction of the Monetary
Authority that the contract can mitigate the credit risk of the
institution’s position in the underlying exposure effectively.

(2) For the purposes of the demonstration referred to in subsection
(1)(b), an authorized institution falls within that subsection in any case
where—

(a) subject to paragraphs (b), (c) and (d ), the institution’s long or
short position in the underlying exposure referred to in that
subsection is effectively hedged by a credit default swap or
credit-linked note;

(b) there is a match between—
(i) the reference obligation specified in the credit default swap

or credit-linked note referred to in paragraph (a) and the
position in the underlying exposure;

(ii) the maturity of the reference obligation specified in the
credit default swap or credit-linked note referred to in
paragraph (a) and of the position in the underlying
exposure; and
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(iii) the currency in which the reference obligation specified in
the credit default swap or credit-linked note referred to in
paragraph (a) and the position in the underlying exposure
are denominated;

(c) the credit event definitions and settlement mechanisms and other
key factors of the credit default swap or credit-linked note
referred to in paragraph (a) do not cause the price movement 
of the swap contract or note, as the case may be, to materially
deviate from the price movement of the position in the underlying
exposure; and

(d ) the credit default swap or credit-linked note referred to in
paragraph (a) transfers risk effectively taking account of any
restrictive payout provisions (including fixed payouts and
materiality thresholds).

(3) Where an authorized institution offsets its positions in a credit
derivative contract pursuant to subsection (1)—

(a) only 20% of the market risk capital charge for specific risk is
required to be calculated for the position with the higher market
risk capital charge for specific risk; and

(b) the market risk capital charge for specific risk to be calculated
for the other position shall be zero.

311. Other offsetting

(1) For the purposes of section 308(1), an authorized institution may
offset partially the market risk capital charge for specific risk of its position in
a credit derivative contract against a position in the underlying exposure which
is identical to the reference obligation specified in the contract where the values
of the 2 positions, being the long or short position in the contract, and the
short or long position respectively in the underlying exposure which is identical
to the reference obligation specified in the contract, usually move in the
opposite direction in any case where—

(a) the position would fall within section 309(1)(b) but for there
being an asset mismatch between the reference obligation and
the position in the underlying exposure (being that the reference
obligation and the position in the underlying exposure are
similar but not identical) and—

(i) the reference obligation specified in the contract ranks for
payment or repayment equally with, or junior to, the
position in the underlying exposure; and
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(ii) the obligor in respect of the position in the underlying
exposure is the same legal entity as the obligor in respect of
the reference obligation and legally enforceable cross
default or cross acceleration clauses are included in the
terms of the position in the underlying exposure and the
reference obligation;

(b) the position would fall within section 309(1)(a) or 310 but for
there being a currency or maturity mismatch between the
contract and the position in the underlying exposure; or

(c) the position would fall within section 310 but for there being 
a mismatch between the position in the underlying exposure and
the reference obligation specified in the contract (being that the
reference obligation and the position in the underlying exposure
are similar but not identical) and the position in the underlying
exposure is included in one of the deliverable obligations
specified in the contract.

(2) Where an authorized institution offsets its positions in a credit
derivative contract pursuant to subsection (1)—

(a) the position with the higher market risk capital charge for
specific risk shall be subject to a partial allowance to reflect the
extent of the offsetting but, in any case, not higher than 80%;
and

(b) the market risk capital charge for specific risk to be calculated
for the other position shall be zero.

312. General market risk

(1) Where an authorized institution has entered into a total return swap
as the protection seller, the institution shall—

(a) record a long position in the reference obligation specified in the
swap contract;

(b) if there are periodic interest payments under the swap contract,
record a short position in a specific risk-free security with fixed
or floating rate interest according to the payment terms of the
swap contract.

(2) Where an authorized institution has entered into a total return swap
as the protection buyer, the institution shall—

(a) record a short position in the reference obligation specified in the
swap contract;

(b) if there are periodic interest payments under the swap contract,
record a long position in a specific risk-free security with fixed or
floating rate interest according to the payment terms of the swap
contract.
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(3) Where an authorized institution has entered into a credit default
swap with no periodic premiums or interest payments under the swap contract,
the institution is not required to calculate or provide the market risk capital
charge for general market risk for the swap contract.

(4) Where an authorized institution has entered into a credit default
swap as the protection seller with periodic premiums or interest payments
under the swap contract, the institution shall record a long position in a
specific risk-free security with fixed or floating rate interest according to the
payment terms of the swap contract.

(5) Where an authorized institution has entered into a credit default
swap as the protection buyer with periodic premiums or interest payments
under the swap contract, the institution shall record a short position in a
specific risk-free security with fixed or floating rate interest according to the
payment terms of the swap contract.

(6) Where an authorized institution has purchased a credit-linked note,
the institution shall record a long position in the note.

(7) Where an authorized institution has issued a credit-linked note, the
institution shall record a short position in the note.

313. Counterparty credit risk

(1) Where an authorized institution has entered into a total return swap
as the protection buyer or the protection seller, the institution shall calculate
and provide the amount of capital required to cover the counterparty credit
risk of its position in the swap contract.

(2) Where an authorized institution has entered into a credit default
swap as the protection buyer, the institution shall calculate and provide the
amount of capital required to cover the counterparty credit risk of its position
in the swap contract.

(3) Where an authorized institution has entered into a credit default
swap as the protection seller with no periodic premiums or interest payments
under the swap contract, the institution is not required to calculate or provide
any amount of capital required to cover the counterparty credit risk of its
position in the swap contract.

(4) Where an authorized institution has entered into a credit default
swap as the protection seller with periodic premiums or interest payments
under the swap contract, the institution shall calculate and provide the amount
of capital required to cover the counterparty credit risk of its position in the
swap contract.

(5) For the avoidance of doubt, it is hereby declared that—
(a) there is no counterparty credit risk for an authorized institution

as the purchaser or issuer of a credit-linked note;
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(b) the following provisions apply in the case of an authorized
institution’s counterparty credit risk under credit derivative
contracts booked in the institution’s trading book—

(i) section 71(2);
(ii) section 118(2);

(iii) sections 165 and 181;
(iv) sections 234(5) and 235;
(v) sections 260(5) and 261; or

(vi) sections 268(3) and 269,
as the case requires.

314. Foreign exchange risk

Where an authorized institution has entered into a credit derivative
contract denominated in a currency other than Hong Kong dollars, the
institution shall apply the calculation treatment under Division 5 to its foreign
exchange position in the contract.

Division 11—Calculation of market risk 
under IMM approach: general

315. Application of Divisions 11 and 12

(1) Divisions 11 and 12 apply to an authorized institution which uses the
IMM approach to calculate its market risk.

(2) Unless the context otherwise requires, a reference to an authorized
institution in Divisions 11 and 12 is a reference to an authorized institution
which uses the IMM approach to calculate its market risk. 

316. Positions to be used to calculate 
market risk

(1) Subject to subsection (2), an authorized institution shall calculate its
market risk to take into account the risk of losses arising from fluctuations in
the value of—

(a) the institution’s trading book positions held in—
(i) debt securities;

(ii) debt-related derivative contracts;
(iii) interest rate derivative contracts;
(iv) equities; and
(v) equity-related derivative contracts; and

(b) the institution’s positions held in—
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(i) foreign exchange (including gold);
(ii) exchange rate-related derivative contracts;

(iii) commodities; and
(iv) commodity-related derivative contracts.

(2) An authorized institution shall not include a position in the
calculation of its market risk if the position is—

(a) a recognized credit derivative contract (within the meaning of
section 51, 105 or 139(1), as the case requires) booked in the
institution’s trading book as a hedge to a credit exposure booked
in the institution’s banking book; or

(b) an exposure which under sections 48 and 49 is required to 
be deducted from any of the institution’s core capital and
supplementary capital.

(3) An authorized institution shall value its positions, whether based on
a marking-to-market or marking-to-model methodology, in a prudent manner
(including by taking into account the liquidity of the positions).

(4) Where the Monetary Authority is satisfied that an authorized
institution has contravened subsection (3), the Monetary Authority may, by
notice in writing given to the institution, require the institution to reduce all of
its positions, or such class of its positions as specified in the notice, to the limit
specified in the notice, beginning on such date, or the occurrence of such event,
as specified in the notice.

(5) An authorized institution shall comply with the requirements of 
a notice given to it under subsection (4).

(6) Where a position of an authorized institution does not fall within
subsection (1) by virtue of subsection (2)(a), the institution shall apply Part 4,
5, 6 or 7, as the case requires, to calculate the credit risk for that position.

317. Calculation of risk-weighted amount 
for market risk

(1) An authorized institution shall calculate the risk-weighted amount
for market risk as the sum of—

(a) the market risk capital charge for general market risk calculated
by the institution’s internal model; and

(b) where applicable, the market risk capital charge for specific risk
calculated by the institution’s internal model,

multiplied by 12.5.
(2) Where an authorized institution uses one internal model to calculate

both the market risk capital charge for general market risk and the market risk
capital charge for specific risk, the institution shall, in that calculation—

(a) use the higher of—
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(i) the institution’s VaR for all risk categories as at the last
trading day; or

(ii) the average VaR for the last 60 trading days multiplied by a
multiplication factor determined under section 319; and

(b) subject to section 2(e) of Schedule 3, apply an additional capital
charge (referred to in this Division as “capital surcharge”) for
default risk calculated in accordance with section 318.

(3) Where an authorized institution uses more than one internal model to
calculate the market risk capital charge for general market risk and the market
risk capital charge for specific risk, the institution shall comply with subsection
(2) except that it shall apply subsection (2)(a) separately to the VaR generated
from each model.

318. Default risk

(1) An authorized institution may, to avoid double counting, when
calculating the default risk of its trading book positions, take into account the
extent to which default risk has already been incorporated into the institution’s
internal model (in particular, for positions which would be closed out within
10 trading days in the event of adverse market conditions or other indications
of deterioration in the credit environment).

(2) The default risk referred to in section 2(e) of Schedule 3 shall not be
treated as having been captured through a capital surcharge unless the
authorized institution concerned demonstrates to the satisfaction of the
Monetary Authority that the capital surcharge provides sufficient capital to
cover that default risk in respect of the institution’s positions.

(3) Where an authorized institution captures the default risk referred to
in section 2(e) of Schedule 3 through a capital surcharge, the capital surcharge
shall not be subject to a multiplication factor determined under section 319.

319. Multiplication factor

(1) The multiplication factor to be used by an authorized institution shall
be the sum of—

(a) the value of 3;
(b) a plus factor specified in column 2 of Table 32 opposite to the

number of back-testing exceptions specified in column 1 of that
Table for the last 250 trading days; and

(c) any additional plus factor assigned to the institution pursuant to
subsection (3).
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TABLE 32

PLUS FACTORS FOR BACK-TESTING EXCEPTIONS

Number of back-testing exceptions Plus factor

less than 5 0.00
5 0.40
6 0.50
7 0.65
8 0.75
9 0.85
10 or more 1.00

(2) For the purposes of calculating the number of back-testing
exceptions under subsection (1)(b), an authorized institution may exclude any
back-testing exceptions if the institution demonstrates to the satisfaction of the
Monetary Authority that those back-testing exceptions are temporary.

(3) Where—
(a) an authorized institution uses the IMM approach to calculate its

market risk; and
(b) the Monetary Authority is satisfied that the institution has

ceased to satisfy any of the requirements specified in Schedule 3
applicable to or in relation to the institution,

the Monetary Authority may, by notice in writing given to the institution,
assign an additional plus factor to the institution.

Division 12—Calculation of market risk capital charge for
credit derivative contracts booked in authorized

institutions’ trading book

320. IMM approach to calculation of
market risk

(1) An authorized institution shall comply with Division 11 and Schedule 3
to use the IMM approach to calculate the market risk capital charge for credit
derivative contracts booked in its trading book.

(2) An authorized institution which does not use the IMM approach to
calculate the market risk capital charge for credit derivative contracts booked
in its trading book shall use the STM approach to calculate those charges as
set out in Division 10.

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3395



321. Counterparty credit risk

(1) Where an authorized institution has entered into a total return swap
as the protection buyer or the protection seller, the institution shall calculate
and provide the amount of capital required to cover the counterparty credit
risk of its position in the swap contract.

(2) Where an authorized institution has entered into a credit default
swap as the protection buyer, the institution shall calculate and provide the
amount of capital required to cover the counterparty credit risk of its position
in the swap contract.

(3) Where an authorized institution has entered into a credit default
swap as the protection seller with no periodic premiums or interest payments
under the swap contract, the institution is not required to calculate or provide
any amount of capital required to cover the counterparty credit risk of its
position in the swap contract.

(4) Where an authorized institution has entered into a credit default
swap as the protection seller with periodic premiums or interest payments
under the swap contract, the institution shall calculate and provide the amount
of capital required to cover the counterparty credit risk of its position in the
swap contract.

(5) For the avoidance of doubt, it is hereby declared that—
(a) there is no counterparty credit risk for an authorized institution

as the purchaser or issuer of a credit-linked note;
(b) the following provisions apply in the case of an authorized

institution’s counterparty credit risk under credit derivative
contracts booked in the institution’s trading book—

(i) section 71(2);
(ii) section 118(2);

(iii) sections 165 and 181;
(iv) sections 234(5) and 235;
(v) sections 260(5) and 261; or

(vi) sections 268(3) and 269,
as the case requires.

322. Foreign exchange risk

Where an authorized institution has entered into a credit derivative
contract denominated in a currency other than Hong Kong dollars, the
institution shall apply the calculation treatment under Division 11 to its
foreign exchange position in the contract.
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PART 9

CALCULATION OF OPERATIONAL RISK

Division 1—General

323. Interpretation of Part 9

In this Part, unless the context otherwise requires—
“first year” (第一年度), in relation to the last 3 years, means the last calendar

quarter of those years and the 3 immediately preceding calendar quarters; 
“gross income” (總收入) means the sum of an authorized institution’s net

interest income and non-interest income before the deduction from any
such income of—

(a) the operating expenses of the institution; and
(b) any collective provisions and specific provisions made by the

institution;
“interest expenses” (利息開支) means the sum of—

(a) the interest paid by an authorized institution on its interest-
bearing liabilities; and 

(b) the accrued interest payable by the institution on its interest-
bearing liabilities;

“interest income” (利息收入) means the sum of—
(a) the interest received by an authorized institution on its interest-

bearing assets; and
(b) the accrued interest receivable by the institution on its interest-

bearing assets;
“last 3 years” (最近 3個年度) means the last 3 years ending on a calendar

quarter end date;
“net interest income” (淨利息收入) means the interest income of an authorized

institution after deducting the interest expenses of the institution;
“non-interest income” (非利息收入)—

(a) subject to paragraph (b), means income recognized by an
authorized institution from—

(i) gains minus losses arising from the institution’s trading in—
(A) foreign currencies;
(B) exchange rate contracts;
(C) interest rate contracts;
(D) equity contracts;
(E) precious metal contracts;
(F) other commodity contracts;
(G) credit derivative contracts; and
(H) securities;



(ii) dividends earned from the institution’s shareholdings in
other companies (except dividends earned from a member
of the institution’s consolidation group);

(iii) fees and commission income after deducting fees and
commission expenses (except fees and commission expenses
for outsourcing services); and

(iv) any other income (except interest income) earned in the
ordinary course of the business of the institution;

(b) does not include—
(i) reversals of—

(A) write-downs of inventories, real property, plant and
equipment of the institution; or

(B) provisions for bad and doubtful debts of the
institution;

(ii) income recognized by the institution from disposals of items
of real property, plant and equipment of the institution;

(iii) income recognized by the institution from disposals of non-
trading investments of the institution;

(iv) payment of litigation compensation made to the institution;
and

(v) income recognized by the institution from insurance claims
for the benefit of the institution;

“second year” (第二年度), in relation to the last 3 years, means the year
immediately preceding the first year;

“standardized business line” (標準業務線) means a business line specified in
section 330(a), (b), (c), (d ), (e), ( f ), (g) or (h);

“third year” (第三年度), in relation to the last 3 years, means the year
immediately preceding the second year;

“year” (年度) means a period of 4 consecutive calendar quarters. 

324. Meaning of “loans and advances in the 
standardized business line of 
commercial banking”

(1) In this Part, “loans and advances in the standardized business line of
commercial banking” (商業銀行標準業務線的貸款及放款)—

(a) in relation to an authorized institution which uses the STC
approach, means the amounts drawn down from the institution
and for the time being outstanding in respect of—

(i) any borrowers who fall within any of the descriptions of
exposures in subsection (2)(a), (b) and (c); or
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(ii) any on-balance sheet exposures (other than equity
exposures) of the institution which fall within any of the
descriptions of exposures in subsection (2)(a), (b) and (c);

(b) in relation to an authorized institution which uses the BSC
approach, means the amounts drawn down from the institution
and for the time being outstanding in respect of—

(i) any borrowers who fall within any of the descriptions of
exposures in subsection (3)(a) and (b); or

(ii) any on-balance sheet exposures (other than equity
exposures) of the institution which fall within any of the
descriptions of exposures in subsection (3)(a) and (b);

(c) in relation to an authorized institution which uses the IRB
approach, means the amounts drawn down from the institution
and for the time being outstanding in respect of—

(i) any borrowers who fall within any of the descriptions of
exposures in subsection (4)(a) and (b); or

(ii) any on-balance sheet exposures (other than equity
exposures) of the institution which fall within any of the
descriptions of exposures in subsection (4)(a) and (b).

(2) The exposures referred to in subsection (1)(a)(i) and (ii) are—
(a) exposures which are classified into a class of exposures referred

to in section 54(a), (b), (c), (d ), (e) or ( f );
(b) any other exposures—

(i) which are classified into a class of exposures referred to in
section 54(k); and

(ii) which the institution regards as falling within the
standardized business line of commercial banking;

(c) exposures which would have been classified into a class of
exposures referred to in section 54(a), (b), (c), (d ), (e) or ( f ) if
they had not been classified into a class of exposures referred to
in section 54(l ).

(3) The exposures referred to in subsection (1)(b)(i) and (ii) are—
(a) exposures which are classified into a class of exposures referred

to in section 108(a), (b), (c) or (d ); 
(b) any other exposures—

(i) which are classified into a class of exposures referred to in
section 108(g); and

(ii) which the institution regards as falling within the
standardized business line of commercial banking.

(4) The exposures referred to in subsection (1)(c)(i) and (ii) are—
(a) exposures which are classified into an IRB class of exposures

referred to in item 1, 2 or 3 of Table 16; 
(b) any other exposures—
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(i) which are classified into an IRB class of exposures referred
to in item 6 of Table 16; and

(ii) which the institution regards as falling within the
standardized business line of commercial banking.

325. Meaning of “loans and advances in the 
standardized business line of retail 
banking”

(1) In this Part, “loans and advances in the standardized business line of
retail banking” (零售銀行標準業務線的貸款及放款)—

(a) in relation to an authorized institution which uses the STC
approach, means the amounts drawn down from the institution
and for the time being outstanding in respect of—

(i) any borrowers who fall within any of the descriptions of
exposures in subsection (2)(a), (b) and (c); or

(ii) any on-balance sheet exposures (other than equity
exposures) of the institution which fall within any of the
descriptions of exposures in subsection (2)(a), (b) and (c);

(b) in relation to an authorized institution which uses the BSC
approach, means the amounts drawn down from the institution
and for the time being outstanding in respect of—

(i) any borrowers who fall within any of the descriptions of
exposures in subsection (3)(a) and (b); or

(ii) any on-balance sheet exposures (other than equity
exposures) of the institution which fall within any of the
descriptions of exposures in subsection (3)(a) and (b);

(c) in relation to an authorized institution which uses the IRB
approach, means the amounts drawn down from the institution
and for the time being outstanding in respect of—

(i) any borrowers who fall within any of the descriptions of
exposures in subsection (4)(a) and (b); or

(ii) any on-balance sheet exposures (other than equity
exposures) of the institution which fall within any of the
descriptions of exposures in subsection (4)(a) and (b).

(2) The exposures referred to in subsection (1)(a)(i) and (ii) are—
(a) exposures which are classified into a class of exposures referred

to in section 54(i ) or ( j ); 
(b) any other exposures—

(i) which are classified into a class of exposures referred to in
section 54(k); and

(ii) which the institution regards as falling within the
standardized business line of retail banking;
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(c) exposures which would have been classified into a class of
exposures referred to in section 54(i) or ( j ) if they had not been
classified into a class of exposures referred to in section 54(l ).

(3) The exposures referred to in subsection (1)(b)(i) and (ii) are—
(a) exposures which are classified into a class of exposures referred

to in section 108( f ); 
(b) any other exposures—

(i) which are classified into a class of exposures referred to in
section 108(g); and

(ii) which the institution regards as falling within the
standardized business line of retail banking.

(4) The exposures referred to in subsection (1)(c)(i) and (ii) are—
(a) exposures which are classified into an IRB class of exposures

referred to in item 4 of Table 16; 
(b) any other exposures—

(i) which are classified into an IRB class of exposures referred
to in item 6 of Table 16; and

(ii) which the institution regards as falling within the
standardized business line of retail banking.

Division 2—Calculation of operational risk
under BIA approach

326. Application of Division 2

(1) This Division applies to an authorized institution which uses the BIA
approach to calculate the capital charge for its operational risk.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Division is a reference to an authorized institution which
uses the BIA approach to calculate the capital charge for its operational risk.

327. Calculation of capital charge for 
operational risk under BIA 
approach

(1) An authorized institution shall calculate the capital charge for its
operational risk for the last 3 years by—

(a) aggregating the gross income recognized by the institution in the
first year;

(b) aggregating the gross income recognized by the institution in the
second year;
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(c) aggregating the gross income recognized by the institution in the
third year;

(d ) multiplying the gross income of the institution in each of the first
year, second year and third year, where positive, by a capital
charge factor of 15%; and

(e) aggregating the capital charges calculated under paragraph (d )
for the last 3 years and obtaining the arithmetic mean of the
aggregate capital charge for the last 3 years by dividing that
aggregate figure by the number of the last 3 years in which the
gross income is positive.

(2) The calculation method described in subsection (1) is expressed by
Formula 29.

FORMULA 29

CALCULATION OF CAPITAL CHARGE FOR OPERATIONAL

RISK UNDER BIA APPROACH

KBIA = [∑(GI1...n × α)] / n

where—

KBIA = capital charge for operational risk calculated under the BIA
approach;

GI = gross income, where positive, of the last 3 years;
α = 15%; and
n = number of the last 3 years for which gross income is positive.

(3) For the avoidance of doubt, an authorized institution shall, in using
Formula 29—

(a) exclude from the numerator (GI) any of its gross income for a
year which is negative or zero;

(b) exclude from the denominator (n) any year for which its gross
income is negative or zero.

328. Calculation of risk-weighted amount for 
operational risk under BIA approach

An authorized institution shall calculate the risk-weighted amount for its
operational risk by multiplying the capital charge for its operational risk as
calculated under section 327 by 12.5.
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Division 3—Calculation of operational risk
under STO approach 

329. Application of Division 3

(1) This Division applies to an authorized institution which uses the STO
approach to calculate the capital charge for its operational risk.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Division is a reference to an authorized institution which
uses the STO approach to calculate the capital charge for its operational risk.

330. Classification of authorized institution’s 
business activities into standardized 
business lines

An authorized institution shall, based on the principles specified in section
2 of Schedule 4, classify its business activities, and the gross income in respect
of each of those business activities, into the standardized business lines set out
in the following paragraphs and more particularly described in Schedule 15—

(a) corporate finance;
(b) trading and sales;
(c) retail banking;
(d ) commercial banking;
(e) payment and settlement;
( f ) agency services;
(g) asset management; and
(h) retail brokerage.

331. Calculation of capital charge for 
operational risk under STO 
approach

(1) An authorized institution shall calculate the capital charge for each
standardized business line for the last 3 years by—

(a) aggregating the gross income recognized by the institution in
respect of each of the standardized business lines in the first year;

(b) aggregating the gross income recognized by the institution in
respect of each of the standardized business lines in the second
year; 

(c) aggregating the gross income recognized by the institution in
respect of each of the standardized business lines in the third
year; and
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(d ) multiplying the gross income of the institution for each
standardized business line in each of the first year, second year
and third year calculated under paragraphs (a), (b) and (c) by the
capital charge factor applicable to that standardized business
line set out in Table 33.

TABLE 33

CAPITAL CHARGE FACTOR APPLICABLE TO STANDARDIZED

BUSINESS LINES

Standardized business line Capital charge factor

Corporate finance 18%
Trading and sales 18%
Retail banking 12%
Commercial banking 15%
Payment and settlement 18%
Agency services 15%
Asset management 12%
Retail brokerage 12%

(2) Subject to subsection (4), an authorized institution shall calculate the
capital charge for its operational risk by—

(a) adding together the capital charges calculated under subsection
(1) in respect of the 8 standardized business lines for each of the
last 3 years; and

(b) aggregating the capital charges calculated under paragraph (a)
for the last 3 years and obtaining the arithmetic mean of the
aggregate capital charge for the last 3 years by dividing that
aggregate figure by 3.

(3) The calculation method described in subsections (1) and (2) is
expressed by Formula 30.

FORMULA 30

CALCULATION OF CAPITAL CHARGE FOR OPERATIONAL

RISK UNDER STO APPROACH

KSTO = {∑ years 1–3 max [∑(GI1–8 × β1–8), 0]} / 3

where—
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KSTO = capital charge for operational risk calculated under the
STO approach;

GI1–8 = gross income for each of the standardized business lines for
each of the last 3 years; and

β1–8 = capital charge factor applicable to each of the standardized
business lines set out in Table 33.

(4) An authorized institution, when calculating the capital charge for its
operational risk—

(a) may, in any given year of the last 3 years, offset a positive capital
charge for any standardized business line in the given year with
a negative capital charge for any other standardized business line
in the given year;

(b) shall not offset positive or negative capital charges for
standardized business lines between any of the last 3 years;

(c) if the aggregate capital charge for all the standardized business
lines in any given year of the last 3 years is negative, shall assign
a zero value to that aggregate capital charge and count the given
year in the denominator when calculating the last 3 years
arithmetic mean.

332. Calculation of risk-weighted amount for 
operational risk under STO approach

An authorized institution shall calculate the risk-weighted amount for its
operational risk by multiplying the capital charge for its operational risk as
calculated under section 331 by 12.5.

Division 4—Calculation of operational risk
under ASA approach

333. Application of Division 4

(1) This Division applies to an authorized institution which uses the ASA
approach to calculate the capital charge for its operational risk.

(2) Unless the context otherwise requires, a reference to an authorized
institution in this Division is a reference to an authorized institution which
uses the ASA approach to calculate the capital charge for its operational risk.
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334. Application of section 330 in classification 
of authorized institution’s business 
activities into standardized 
business lines

Section 330 applies to an authorized institution which uses the ASA
approach to calculate the capital charge for its operational risk as it applies to
an authorized institution which uses the STO approach to calculate the capital
charge for its operational risk.

335. Calculation of capital charge for 
operational risk in all standardized 
business lines except retail banking 
and commercial banking under 
ASA approach

Section 331(1) applies, with all necessary modifications, to an authorized
institution which uses the ASA approach to calculate the capital charge for its
operational risk in respect of the following 6 standardized business lines—

(a) corporate finance;
(b) trading and sales;
(c) payment and settlement;
(d ) agency services;
(e) asset management; and
( f ) retail brokerage,

as it applies to an authorized institution which uses the STO approach to
calculate the capital charge for its operational risk in respect of all the 8
standardized business lines. 

336. Calculation of capital charge for operational 
risk in retail banking under 
ASA approach

(1) An authorized institution shall calculate the amount of loans and
advances in the standardized business line of retail banking for the last 3 years
by—

(a) taking the arithmetic mean of the amount of loans and advances
in the standardized business line of retail banking as at each of
the 4 calendar quarter end dates of the first year;

(b) taking the arithmetic mean of the amount of loans and advances
in the standardized business line of retail banking as at each of
the 4 calendar quarter end dates of the second year; and
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(c) taking the arithmetic mean of the amount of loans and advances
in the standardized business line of retail banking as at each of
the 4 calendar quarter end dates of the third year.

(2) An authorized institution shall multiply each of the 3 figures
calculated under subsection (1)(a), (b) and (c) by a factor of 0.035.

(3) An authorized institution shall calculate the capital charge for its
operational risk in respect of the standardized business line of retail banking
for each of the last 3 years by multiplying the figures obtained by the
application of subsection (2) for the first year, second year and third year by a
capital charge factor of 12%.

(4) The calculation method described in subsections (1), (2) and (3) is
expressed by Formula 31.

FORMULA 31

CALCULATION OF CAPITAL CHARGE FOR OPERATIONAL RISK

IN RETAIL BANKING UNDER ASA APPROACH

KRB = LARB × 0.035 × βRB

where—

KRB = capital charge for the standardized business line of retail
banking;

LARB = loans and advances in the standardized business line of
retail banking for each year; and

βRB = capital charge factor for the standardized business line of
retail banking.

337. Calculation of capital charge for 
operational risk in commercial 
banking under ASA approach

An authorized institution shall comply with section 336 in respect of the
standardized business line of commercial banking as if—

(a) every reference in section 336 (including Formula 31) to the
standardized business line of retail banking were a reference to
the standardized business line of commercial banking; and

(b) a capital charge factor of 15% were substituted for the capital
charge factor of 12% specified in section 336(3).
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338. Calculation of capital charge for 
operational risk under ASA 
approach

(1) Subject to subsections (2), (3) and (4), an authorized institution shall
calculate the capital charge for its operational risk by—

(a) adding together for each of the last 3 years—
(i) the capital charges calculated under section 335 in respect of

the following 6 standardized business lines—
(A) corporate finance;
(B) trading and sales;
(C) payment and settlement;
(D) agency services;
(E) asset management; and
(F) retail brokerage;

(ii) the capital charge calculated under section 336 in respect of
the standardized business line of retail banking; and

(iii) the capital charge calculated under section 337 in respect of
the standardized business line of commercial banking; and

(b) aggregating the capital charges calculated under paragraph (a)
for the last 3 years and obtaining the arithmetic mean of the
aggregate capital charge for the last 3 years by dividing that
aggregate figure by 3.

(2) An authorized institution, when calculating the capital charge for its
operational risk, may, in any given year of the last 3 years, offset a positive
capital charge for any standardized business line, other than retail banking and
commercial banking, in the given year with a negative capital charge for any
other standardized business line, other than retail banking and commercial
banking, in the given year.

(3) Where the aggregate capital charge for all the standardized 
business lines, other than retail banking and commercial banking, of an
authorized institution in any given year of the last 3 years is negative, the
institution—

(a) shall assign a zero value to that aggregate capital charge; and
(b) shall not offset the capital charge for the standardized business

line of retail banking or commercial banking with that negative
aggregate capital charge.

(4) An authorized institution may—
(a) aggregate the total gross income for all of its standardized

business lines, other than retail banking and commercial
banking, if the institution applies a capital charge factor of 18%
to those standardized business lines;
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(b) aggregate the loans and advances in the standardized business
line of retail banking and the loans and advances in the
standardized business line of commercial banking if the
institution applies a capital charge factor of 15% to those
standardized business lines.

339. Calculation of risk-weighted amount for 
operational risk under ASA approach

An authorized institution shall calculate the risk-weighted amount for its
operational risk by multiplying the capital charge for its operational risk as
calculated under section 338 by 12.5.

Division 5—Exceptions

340. Provisions applicable where certain authorized
institutions have difficulties with BIA 
approach, STO approach or ASA 
approach

Where an authorized institution—
(a) has been in operation for less than 18 months on any calendar

quarter end date subsequent to the date on which this section
comes into operation;

(b) has recorded negative gross income for the last 3 years
immediately preceding any calendar quarter end date subsequent
to the date on which this section comes into operation; or

(c) is undergoing a merger, acquisition or material restructuring,
the institution—

(d ) shall not use the BIA approach, STO approach or ASA
approach to calculate the capital charge for its operational risk
except with the prior approval of the Monetary Authority;

(e) may, with the prior approval of the Monetary Authority, use an
alternative to the BIA approach, STO approach or ASA
approach to calculate the capital charge for its operational risk.

341. Transitional arrangements

(1) Where, on any calendar quarter end date subsequent to the date on
which this section comes into operation, an authorized institution has been in
operation for 18 months or more but less than 3 years, the institution shall
treat any partial year of operation of 6 months or more as a full year, and any
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partial year of operation of less than 6 months as zero, for the purposes of
calculating all or any of the following under the BIA approach, STO approach
or ASA approach—

(a) the gross income for the last 3 years; 
(b) the loans and advances in the standardized business line of retail

banking for the last 3 years;
(c) the loans and advances in the standardized business line of

commercial banking for the last 3 years.
(2) Without prejudice to subsection (1), on any calendar quarter end date

subsequent to the date on which this section comes into operation—
(a) where an authorized institution has been in operation for 2 years

and 6 months or more but less than 3 years, the institution
shall—

(i) annualize the gross income for the partial year and use a
denominator of 3;

(ii) if the institution uses the ASA approach, calculate the
amount of its loans and advances in the standardized
business line of retail banking and its loans and advances in
the standardized business line of commercial banking for
the partial year by taking the arithmetic mean of the
amount outstanding at the end of each full calendar quarter
within the partial year;

(b) where an authorized institution has been in operation for 2 years
or more but less than 2 years and 6 months, the institution shall
treat its gross income for the partial year or its loans and
advances in the standardized business line of retail banking and
its loans and advances in the standardized business line of
commercial banking, for the partial year, as the case requires, as
zero and use a denominator of 2;

(c) where an authorized institution has been in operation for 
18 months or more but less than 2 years, the institution shall—

(i) annualize the gross income for the partial year and use a
denominator of 2;

(ii) if the institution uses the ASA approach, calculate the
amount of its loans and advances in the standardized
business line of retail banking and its loans and advances in
the standardized business line of commercial banking for
the partial year by taking the arithmetic mean of the
amount outstanding at the end of each full calendar quarter
within the partial year.
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SCHEDULE 1 [ss. 2, 73, 120,
166 & 182]

SPECIFICATIONS FOR PURPOSES OF CERTAIN DEFINITIONS

IN SECTION 2(1) OF THESE RULES

PART 1

DOMESTIC PUBLIC SECTOR ENTITIES

1. MTR Corporation Limited.
2. Kowloon-Canton Railway Corporation.
3. Hong Kong Housing Authority.
4. Hospital Authority.
5. Airport Authority.
6. The Hong Kong Mortgage Corporation Limited.
7. Urban Renewal Authority.
8. 香港五隧一橋有限公司 Hong Kong Link 2004 Limited.
9. Hong Kong Trade Development Council.

10. Ocean Park Corporation.

PART 2

RELEVANT CCF IN RESPECT OF CERTAIN

OFF-BALANCE SHEET EXPOSURES

PART 3

RESTRICTED COLLECTIVE INVESTMENT SCHEMES

PART 4

RESTRICTED DEBT SECURITIES
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PART 5

RESTRICTED FOREIGN PUBLIC SECTOR ENTITIES

PART 6

RESTRICTED INSURANCE REGULATORS

PART 7

RESTRICTED JURISDICTIONS

PART 8

RESTRICTED SECURITIES REGULATORS

PART 9

RESTRICTED SOVEREIGNS

PART 10

RELEVANT INTERNATIONAL ORGANIZATIONS

1. Bank for International Settlements.
2. International Monetary Fund.
3. European Central Bank.
4. European Community.
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SCHEDULE 2 [ss. 7, 8, 9, 10 
& 186 &

Sch. 3]

MINIMUM REQUIREMENTS TO BE SATISFIED FOR APPROVAL UNDER

SECTION 8 OF THESE RULES TO USE IRB APPROACH

1. General requirements

An authorized institution which makes an application under section 8 of
these Rules to use the IRB approach shall demonstrate to the satisfaction of
the Monetary Authority that—

(a) the board of directors (or a committee designated by the board)
and the senior management of the institution—

(i) approve all the key elements of, and any material changes
to, the institution’s rating system;

(ii) possess an understanding of the design and operation of,
and the management reports generated by, the institution’s
rating system adequate for them to perform their functions
specified in this paragraph;

(iii) exercise oversight of the institution’s rating system sufficient
to ensure that the rating system complies with paragraph
(b); and

(iv) ensure that there is a reporting system within the institution
to provide information (including, but not limited to,
information relating to any material changes to, or
deviations from, established policies and procedures or any
material findings identified in a review or audit referred to
in paragraph ( j )) to them regularly and in sufficient detail
as will enable them to—
(A) exercise the oversight referred to in subparagraph (iii);

and
(B) make informed decisions relating to credit approval,

risk management and corporate governance and
(where paragraph (b)(vi)(A) is applicable) internal
capital adequacy assessment based on the information
generated by the institution’s rating system;

(b) the institution’s rating system—
(i) is suitable for the purposes of identifying, measuring and

controlling the institution’s credit risk taking into account
the characteristics and extent of the institution’s exposures;

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3431



(ii) is capable of generating reasonably accurate, consistent and
verifiable credit risk components and of calculating the
institution’s regulatory capital for credit risk;

(iii) is operated in a prudent and consistently effective manner;
(iv) is operated in compliance with Part 6 of these Rules or in a

manner which although not fully in compliance with that
Part, will not result in any material non-compliance with
other requirements specified in this section;

(v) plays an essential role in the institution’s ongoing credit
approval, risk management and corporate governance
functions;

(vi) either—
(A) plays an essential role in the institution’s ongoing

internal capital adequacy assessment; or
(B) will eventually play, within a period and in a manner

agreed to by the Monetary Authority, an essential role
in the institution’s ongoing internal capital adequacy
assessment once the systems and procedures being
developed by the institution as at the date of the
institution’s application to use the IRB approach under
section 8 of these Rules for conducting the assessment
are implemented in accordance with a plan agreed to
by the Monetary Authority;

(vii) is applied by the institution so as to satisfy the minimum
IRB coverage ratio set out in section 11 of these Rules; and

(viii) enables the institution to comply with any rules made by the
Monetary Authority under section 60A of the Ordinance as
amended by the Banking (Amendment) Ordinance 2005 (19
of 2005) in respect of any disclosures by the institution in
respect of—
(A) the institution’s credit risk; and
(B) the manner in which the institution manages its credit

risk;
(c) the institution has a credit risk control unit—

(i) which is functionally independent of the institution’s staff
and management responsible for credit initiation;

(ii) which reports directly to the institution’s senior
management; and

(iii) which is responsible for—
(A) the design or selection, testing and implementation of

the institution’s rating system;

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3433



(B) the oversight of the effectiveness of the institution’s
rating system for the purposes of paragraph (b)(i), (ii)
and (iii);

(C) the monitoring and review of any override relating to
the inputs to, or the outputs of, the institution’s rating
system;

(D) the production and analysis of the management reports
generated by the institution’s rating system; and

(E) the ongoing review of, and changes to, the institution’s
rating system;

(d ) the institution has a sufficient number of staff who are qualified
and trained to use the institution’s rating system in the
institution’s business, risk control, audit and back office
functions as will enable these functions to work effectively in
identifying, measuring and controlling the institution’s credit
risk;

(e) the institution clearly documents all the key elements of, and the
history of major changes in, the institution’s rating system and
the contents of the documentation are consistent with, and
evidence the institution’s compliance with, the requirements
specified in this section;

( f ) the institution has an effective system to collect, store, process,
retrieve and utilize data on obligor and facility characteristics
and default and loss information in respect of the institution’s
exposures in a reliable and consistent manner, and the data
stored are in sufficient detail as will enable the institution to
comply with the requirements specified in this section;

(g) where the institution uses models which are based on statistical
techniques or expert judgment, or both, to assign exposures to
obligor grades and facility grades, or pools, and to estimate the
credit risk components in respect of those grades or pools, the
use of those models will not result in any distortion in the
calculation of the institution’s regulatory capital for credit risk;

(h) the institution has a comprehensive stress-testing programme
conducted regularly for the assessment of the adequacy of—

(i) the institution’s regulatory capital and (where paragraph
(b)(vi)(A) is applicable) internal capital for credit risk; and

(ii) the institution’s ability to withstand any future events or
changes in economic conditions which may have adverse
effects on credit quality of the institution’s exposures;

(i) the institution has a reliable system for validating regularly the
accuracy and consistency of the institution’s rating system
(including models used as referred to in paragraph (g)), by
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persons who are qualified and trained to do so and who are
independent of the development of the institution’s rating
system, through—

(i) vetting data inputs to the institution’s rating system;
(ii) reviewing the outputs of the institution’s rating system;

(iii) evaluating the logic and conceptual soundness of the
institution’s rating system;

(iv) implementing an effective control process for making
changes to the institution’s rating system in response to the
results of the validation; and 

(v) reviewing any proposed development of the institution’s
rating system to assess whether the rating system will
function effectively as intended if the proposed development
is implemented; and

( j ) an independent review or audit of the institution’s compliance
with the requirements specified in this section is conducted
regularly by the institution’s internal auditors or by independent
external parties which are qualified to do so.

2. Specific requirements

Without prejudice to the generality of section 1, an authorized institution
shall demonstrate to the satisfaction of the Monetary Authority that—

(a) the suitability and capability of the institution’s rating system for
the purposes of section 1(b)(i) and (ii) are supported by parallel
calculations carried out prior to the use of the IRB approach for
the calculation of the institution’s regulatory capital for credit
risk for such period as the Monetary Authority considers
reasonable in all the circumstances of the case; and 

(b) the institution has been using a rating system, and estimates of
credit risk components generated by that rating system, which
are broadly consistent with the requirements of Part 6 of these
Rules for the estimation of credit risk components and the
calculation of credit risk under the IRB approach, in the
institution’s credit approval, risk management and corporate
governance functions and (where section 1(b)(vi)(A) is
applicable) internal capital adequacy assessment prior to the use
of the IRB approach for the calculation of the institution’s
regulatory capital for credit risk for such period as the Monetary
Authority considers reasonable in all the circumstances of the
case.
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3. Meaning of “parallel calculations”

In section 2(a), “parallel calculations” (對比計算), in relation to an
authorized institution, means calculations—

(a) of which—
(i) one set consists of those calculations derived from the

approach the institution actually uses during the period
covered by the parallel calculations to calculate its credit
risk; and

(ii) the other set consists of those calculations derived from the
IRB approach the subject of an application made by the
institution under section 8 of these Rules;

(b) which are in such form as agreed between the Monetary
Authority and the institution; and

(c) which contain such information, and use such data and
methodology, as agreed between the Monetary Authority and
the institution.

——————————

SCHEDULE 3 [ss. 18, 19, 97,
317, 318, 319

& 320]

MINIMUM REQUIREMENTS TO BE SATISFIED FOR APPROVAL UNDER

SECTION 18 OF THESE RULES TO USE IMM APPROACH

1. General requirements

An authorized institution which makes an application under section 18 of
these Rules to use the IMM approach shall demonstrate to the satisfaction of
the Monetary Authority that—

(a) the board of directors (or a committee designated by the board)
and the senior management of the institution—

(i) approve all the key elements of, and any material changes
to, the institution’s market risk management system (being
the methods, models, processes, controls, and data
collection and information technology systems used by the
institution which enable the identification, measurement
and control of market risk by the institution);
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(ii) possess an understanding of the design and operation of,
and the management reports generated by, the institution’s
market risk management system adequate for them to
perform their functions specified in this paragraph;

(iii) exercise oversight of the institution’s market risk
management system sufficient to ensure that the system
complies with paragraph (b); and

(iv) ensure that there is a reporting system within the institution
to provide information (including, but not limited to,
information relating to any material changes to, or
deviations from, established policies and procedures or any
material findings identified in a review or audit referred to
in paragraph (m)) to them regularly and in sufficient detail
as will enable them to—
(A) exercise the oversight referred to in subparagraph (iii);

and
(B) make informed decisions relating to the institution’s

market risk exposures;
(b) the institution’s market risk management system—

(i) is suitable for the purposes of identifying, measuring and
controlling the institution’s market risk taking into account
the characteristics and extent of the institution’s market risk
exposures; and

(ii) is operated in a prudent and consistently effective manner;
(c) the institution has a market risk control unit—

(i) which is functionally independent of the institution’s staff
and management responsible for originating and trading
market risk exposures;

(ii) which reports directly to the institution’s senior
management; and

(iii) which is responsible for—
(A) the design or selection of the institution’s market risk

management system;
(B) the testing and implementation of the institution’s

market risk management system;
(C) the oversight of the effectiveness of the institution’s

market risk management system for the purposes of
paragraph (b);

(D) the production and analysis of daily management
reports based on the output of the institution’s internal
models to which the application relates (referred to in
this Schedule as “relevant models”);
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(E) the ongoing review of, and changes to, the institution’s
market risk management system; and

(F) the conduct of a regular back-testing programme to
verify the accuracy and reliability of the relevant
models; 

(d ) the institution has a sufficient number of staff who are qualified
and trained to use the relevant models in the institution’s
business, risk control, audit and back office functions as will
enable these functions to work effectively in identifying,
measuring and controlling the institution’s market risk;

(e) the institution clearly documents the relevant models and the
internal policies, controls and procedures relating to the
operation of the models and has a system for monitoring and
ensuring compliance with those internal policies, controls and
procedures;

( f ) the institution has policies and procedures to ensure that the
valuation of the institution’s market risk exposures is prudently
made whenever there are uncertainties affecting the accuracy of
valuation estimates;

(g) the use of the relevant models plays an essential role in the
institution’s daily risk management process, with—

(i) the VaR generated from the relevant models being used in
determining the institution’s trading and market risk
exposure limits; and 

(ii) the relationship between the relevant models and those
limits being maintained consistently over time and
understood by the institution’s senior management and staff
engaged in trading activity;

(h) the institution has a comprehensive stress-testing programme
conducted regularly and the stress-testing results are—

(i) reported routinely to the institution’s senior management
and periodically to the institution’s board of directors (or a
committee designated by the board); and 

(ii) taken into account in—
(A) setting the institution’s policies and trading and market

risk exposure limits; and
(B) performing the assessment of the adequacy of the

institution’s regulatory capital and internal capital for
market risk and the institution’s ability to withstand
any future events, or changes in market conditions,
that could have adverse effects on the institution’s
market risk exposures;

(i) the institution has a reliable system for—
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(i) validating the accuracy and consistency of the relevant
models by parties—
(A) who are qualified and trained to do so and who are

independent of the trading functions and the
development of the relevant models; and

(B) whose aim is to ascertain whether the relevant models
are conceptually sound and able to capture all material
factors affecting market risk;

(ii) validating the accuracy and consistency of the relevant
models when a relevant model is initially developed and
when any significant changes are made to the relevant
model; and

(iii) validating the accuracy and consistency of the relevant
models regularly or when there have been significant
structural changes in the market or changes to the
composition of the institution’s portfolio of exposures
which might lead to the relevant model concerned no longer
being adequate to capture all material factors affecting
market risk;

( j ) the institution has—
(i) model validation procedures appropriate for assessing the

relevant models;
(ii) procedures to ensure that both the assumptions and

approximations underlying the relevant models are prudent
and appropriate for the measurement of the institution’s
market risk exposures; and

(iii) appropriate methods of assessing the validity and
performance of, and the results generated by, the relevant
models; 

(k) the relevant models capture and accurately reflect, on a
continuing basis, all material factors affecting market risk
inherent in the institution’s market risk exposures;

(l ) the relevant models have a proven track record of acceptable
accuracy in measuring market risk;

(m) an independent review or audit of the institution’s compliance
with the requirements specified in this Schedule is conducted
regularly by the institution’s internal auditors or by independent
external parties which are qualified to do so; and

(n) in respect of the relevant models—
(i) VaR is computed on a daily basis;

(ii) a one-tailed 99% confidence interval is used in calculating
VaR;
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(iii) the minimum holding period used by, or assumed by, the
relevant models is 10 trading days for the institution’s
portfolio of exposures;

(iv) subject to subparagraph (vi), the historical observation
period for calculating VaR is not less than 250 trading days;

(v) if the institution applies a weighting scheme to the historical
observations for the calculation of VaR, a higher weighting
is assigned to recent observations;

(vi) the institution is able to use a shorter historical observation
period for the calculation of VaR if the Monetary Authority
requests the institution to do so on the ground that the
Monetary Authority is of the opinion that the request is
justified due to a significant increase in volatility in the price
of the institution’s portfolio of exposures;

(vii) data used are updated at least once every 3 months and are
reassessed whenever market prices are subject to material
changes;

(viii) the relevant models only recognize empirical correlations of
factors affecting market risk within and across risk
categories if the institution’s system for identifying and
measuring correlations is effective and implemented in a
prudent manner; and

(ix) the relevant models accurately capture the unique risks
associated with options exercisable under option contracts
and, in particular—
(A) the relevant models are able to estimate the non-linear

relationship between the price movement of the
institution’s positions under those contracts and that of
the underlying exposures of the contracts;

(B) in calculating VaR, an instantaneous 10-day movement
in price is applied to the institution’s option positions
or positions which display option-like characteristics
or, if the institution is unable to apply a full 10-day
movement in price, the institution is able to use
periodic simulation or stress-testing to adjust the
market risk capital charge for such positions;

(C) the relevant models are able to estimate the vega risk of
the institution’s option positions; and

(D) if the institution’s portfolio of option exposures is
relatively large or complex, the institution is able to
estimate in detail the volatility of option positions at
different maturities.
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2. Additional requirements relating to internal
models for calculation of market risk
capital charge for specific risk

Without prejudice to the generality of section 1, an authorized institution
shall demonstrate to the satisfaction of the Monetary Authority that, if the
institution uses the relevant models to calculate the market risk capital charge
for specific risk—

(a) the relevant models capture all material components of market
risk and are responsive to changes in market conditions and the
composition of the institution’s portfolios of exposures and, in
particular—

(i) are capable of providing a justification for the historical
price variation in the portfolios;

(ii) are sensitive to changes in portfolio construction and result
in higher market risk capital charge for portfolios which
have increased concentrations in particular issuers, entities
or sectors of exposures;

(iii) are able to signal rising market risk in an adverse
environment;

(iv) are sensitive to material idiosyncratic differences between
similar but not identical positions (including, but not
limited to, trading book positions in debt securities (within
the meaning of section 281 of these Rules) with different
levels of subordination and maturity mismatches, and credit
derivative contracts with different credit events);

(v) are able to capture market risk which arises from events,
other than market-wide shocks resulting in large changes in
prices (referred to in this Schedule as “event risk”); and

(vi) are validated through back-testing aimed at assessing—
(A) whether specific risk is being captured adequately; and
(B) in the case where the institution uses one internal

model to calculate the market risk capital charge for
both specific risk and general market risk, whether
both specific risk and general market risk are being
captured adequately;

(b) if the institution is subject to event risk which is not reflected in
the institution’s VaR because it is outside the 10-day holding
period used or assumed by the relevant models and 99%
confidence interval used in calculating VaR, the institution has
ensured that the impact of event risk is factored into the
institution’s internal assessment process through stress-testing as
referred to in section 1(h);
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(c) the relevant models prudently assess the market risk arising from
less liquid positions and positions with limited price
transparency under realistic market scenarios;

(d ) for positions referred to in paragraph (c), proxies are only
used—

(i) if available data are insufficient or not reflective of the true
volatility of an exposure or portfolio of exposures; and

(ii) if they are prudent;
(e) the institution has an approach for calculating the market risk

capital charge for specific risk which—
(i) captures separately the default risk of the institution’s

trading book positions if the institution cannot capture, or
adequately capture, such risk in the relevant models; and

(ii) is embedded in the relevant models or takes the form of an
additional capital charge separately calculated by the
institution; and

( f ) the institution satisfies the minimum requirements comparable
to those set out in section 1 of Schedule 2 for the use of the IRB
approach for the calculation of credit risk, with any necessary
adjustments to reflect the impact of liquidity, concentrations and
hedging on, and the option characteristics of, the institution’s
market risk exposures.

——————————

SCHEDULE 4 [ss. 25 & 330]

MINIMUM REQUIREMENTS TO BE SATISFIED FOR APPROVAL

UNDER SECTION 25 OF THESE RULES TO USE

STO APPROACH OR ASA APPROACH

1. General requirements

An authorized institution which makes an application under section 25 of
these Rules to use the STO approach or ASA approach shall demonstrate to
the satisfaction of the Monetary Authority that—

(a) the board of directors (or a committee designated by the board)
and senior management of the institution are actively involved
in—

(i) the oversight of the institution’s entire risk management
framework; and
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(ii) the management of the institution’s operational risk;
(b) the institution has a dedicated operational risk management

function to which specific duties have been assigned, including—
(i) developing strategies to identify, assess, monitor, control

and mitigate the degree of operational risk to which the
institution is exposed;

(ii) establishing policies and procedures, in writing, applicable
to the matters referred to in subparagraph (i); 

(iii) developing and implementing—
(A) an operational risk assessment methodology

appropriate for the institution; and
(B) a reporting system for operational risk which is

appropriate for the institution; and
(iv) ensuring that the persons involved in the matters referred to

in subparagraph (i) have ready access to the policies and
procedures referred to in subparagraph (ii);

(c) the institution has all of its policies, and controls and
procedures, relating to its system for the management of its
operational risk, well documented, including policies to deal
with any failure to comply with those policies or those controls
and procedures;

(d ) the institution has implemented a system to ensure compliance
with the policies, and controls and procedures, referred to in
paragraph (c);

(e) the institution has implemented a system requiring—
(i) that regular reports be made of information concerning the

institution’s operational risk, including—
(A) the results of any self-risk assessment of the

institution’s operational risk;
(B) the key risk indicators;
(C) information concerning the actual or potential losses

which have arisen or may arise as a result of the
institution’s operational risk which are, in the context
of the volume of the institution’s business, material;
and

(D) information concerning major operational events
affecting the institution’s operational risk; and

(ii) that regular reports be made of information of such a
nature and within such time frame as will support the
proactive management of the institution’s operational risk
by the managers of the various business units, and the chief
executives and directors of the institution;
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( f ) the institution has established procedures for taking appropriate
and timely action in response to the information provided
pursuant to reports referred to in paragraph (e);

(g) the institution has an established assessment system for its
operational risk—

(i) which is capable of systematically keeping track of relevant
data concerning the institution’s operational risk, in
particular any material losses arising due to operational risk
in different business lines of the institution; and

(ii) which plays an integral role in the institution’s processes for
the management of its operational risk;

(h) the institution has resources sufficient to—
(i) properly use the STO approach or ASA approach to

calculate its operational risk in relation to the institution’s
major standardized business lines;

(ii) properly control such use of the STO approach or ASA
approach; and

(iii) audit such use, and audit such control of such use, of the
STO approach or ASA approach;

(i) the institution’s process for the management of its operational
risk and the system for assessing its operational risk are subject
to validation and regular independent reviews by the
institution’s internal auditors or by external auditors; and

( j ) the reviews referred to in paragraph (i) include the activities of
particular business units of the institution and of the operational
risk management function of the institution.

2. Specific mapping requirements applicable
to standardized business lines

Without prejudice to the generality of section 1, an authorized institution
shall demonstrate to the satisfaction of the Monetary Authority that—

(a) the institution has, for the purposes of using the STO approach
or ASA approach, policies and criteria in writing applicable to
the institution’s mapping of the gross income it recognizes from
its current business lines into the standardized business lines;

(b) the institution has in place a system for regularly reviewing and
revising the policies and criteria referred to in paragraph (a) to
ensure that they continue to be appropriate for new or changing
activities or products; and

(c) the institution has mapped, or is capable of mapping, all its
business activities into the 8 standardized business lines by the
application of the following principles—
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(i) each business activity of the institution is to be mapped into
only one of the standardized business lines;

(ii) any business activity of the institution which cannot be
readily mapped into one of the standardized business lines
but which is ancillary to one only of the standardized
business lines is allocated to the standardized business line
to which it is so ancillary;

(iii) any business activity of the institution which cannot be
readily mapped into one of the standardized business lines
but which is ancillary to 2 or more standardized business
lines (referred to in this paragraph as “relevant business
lines”) is to be allocated to one only, or to 2 or more, of the
relevant business lines by the application of objective
mapping criteria (which may be, or include, allocation to
that relevant business line to which the business activity is
principally ancillary, or to 2 or more relevant business lines
in proportion to the time spent on the respective relevant
business lines);

(iv) where none of the principles set out in subparagraphs (i), (ii)
and (iii) enables the institution to map gross income in
respect of a particular business activity (referred to in this
paragraph as “relevant business activity”) into a particular
standardized business line, the institution—
(A) attributes the gross income to any standardized

business line allocated the highest capital charge factor
set out in section 331(1)(d ) of these Rules; and

(B) also allocates to that standardized business line any
business activity which is ancillary to the relevant
business activity;

(v) if the institution uses internal pricing methods to 
allocate gross income between standardized business lines,
the total gross income for the institution must still equal the
sum of the gross income for the 8 standardized business
lines;

(vi) the definitions of standardized business lines used for the
institution’s mapping of its business activities into
standardized business lines for the purposes of calculating
its operational risk is consistent with the definitions of
standardized business lines used for the calculation of the
institution’s credit risk or market risk or, if there is an
inconsistency—
(A) the inconsistency is readily identified as such in writing;

and
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(B) the reasons for the inconsistency are set out in writing;
(vii) the institution keeps a record in writing of—

(A) the definitions used by it of its standardized 
business lines for the purposes of calculating its
operational risk;

(B) the processes used by it to map its business activities
into the standardized business lines; and

(C) any exceptions (including inconsistencies) to the
policies or criteria applied by the institution in
mapping its business activities into the standardized
business lines;

(viii) the institution has established systems, policies and
procedures to readily map into its standardized business
lines any new business activity carried out or to be carried
out by the institution or any new product provided or to be
provided by the institution;

(ix) the senior management of the institution is responsible for
the development, implementation and oversight of the
institution’s policy in relation to mapping its business
activities into the standardized business lines and the board
of directors of the institution is responsible for approving
the principal elements of that policy and any major revision
to those elements; and

(x) the process by which the institution maps its business
activities into the standardized business lines is regularly
reviewed by a party independent from that process.

——————————

SCHEDULE 5 [s. 48]

OTHER DEDUCTIONS FROM CORE CAPITAL AND

SUPPLEMENTARY CAPITAL

The following amounts are specified for the purposes of section 48(2)( j )
of these Rules—

(a) in relation to an authorized institution which uses the STC
approach, the amount of the first loss portion of a credit
protection in respect of the institution’s exposures as specified in
section 101(2) or (8)(c) of these Rules;
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(b) in relation to an authorized institution which uses the BSC
approach, the amount of the first loss portion of a credit
protection in respect of the institution’s exposures as specified in
section 135(2) or (8)(c) of these Rules;

(c) in relation to an authorized institution which uses the STC
approach, BSC approach or IRB approach, the amount of the
sum of—

(i) the amount of payment made by, or the current market
value of the thing delivered by, the institution in respect of
any transaction in securities (other than a repo-style
transaction), or any transaction in foreign exchange and
commodities, which—
(A) was entered into on a basis other than a delivery-

versus-payment basis; and
(B) has remained unsettled after the contractual date of

payment or delivery to the institution for 5 or more
business days; and

(ii) the amount of any positive current exposure associated with
the transaction referred to in subparagraph (i);

(d ) in relation to an authorized institution which uses the STC(S)
approach, the amount of the sum of the items falling within
section 236(1)(a), (c), (d ) or (e) of these Rules;

(e) in relation to an authorized institution which uses the IRB(S)
approach, the amount of the sum of the items falling within
section 251(1)(a), (c), (d ), (e) or ( f ) of these Rules.
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SCHEDULE 6 [ss. 55, 59, 60,
61, 62, 79, 98,

99, 139, 211,
281 & 287]

CREDIT QUALITY GRADES

TABLE A

SOVEREIGN EXPOSURES

Credit Standard Rating and 
quality & Poor’s Moody’s Investment 
grade Ratings Investors Fitch Information, 

(sovereigns) Services Service Ratings Inc.

1 AAA Aaa AAA AAA
AA+ Aa1 AA+ AA+
AA Aa2 AA AA
AA– Aa3 AA– AA–

2 A+ A1 A+ A+
A A2 A A
A– A3 A– A–

3 BBB+ Baa1 BBB+ BBB+
BBB Baa2 BBB BBB
BBB– Baa3 BBB– BBB–

4 BB+ Ba1 BB+ BB+
BB Ba2 BB BB
BB– Ba3 BB– BB–

5 B+ B1 B+ B+
B B2 B B
B– B3 B– B–

6 CCC+ Caa1 CCC+ CCC+
CCC Caa2 CCC CCC
CCC– Caa3 CCC– CCC–
CC Ca CC CC
C C C C
D D
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TABLE B

BANK AND SECURITIES FIRM EXPOSURES

Credit 
quality 
grade Standard & Rating and 

(banks and Poor’s Moody’s Investment 
securities Ratings Investors Fitch Information, 

firms) Services Service Ratings Inc.

1 AAA Aaa AAA AAA
AA+ Aa1 AA+ AA+
AA Aa2 AA AA
AA– Aa3 AA– AA–

2 A+ A1 A+ A+
A A2 A A
A– A3 A– A–

3 BBB+ Baa1 BBB+ BBB+
BBB Baa2 BBB BBB
BBB– Baa3 BBB– BBB–

4 BB+ Ba1 BB+ BB+
BB Ba2 BB BB
BB– Ba3 BB– BB–
B+ B1 B+ B+
B B2 B B
B– B3 B– B–

5 CCC+ Caa1 CCC+ CCC+
CCC Caa2 CCC CCC
CCC– Caa3 CCC– CCC–
CC Ca CC CC
C C C C
D D
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TABLE C

CORPORATE EXPOSURES

Credit Standard & Rating and 
quality Poor’s Moody’s Investment 
grade Ratings Investors Fitch Information, 

(corporates) Services Service Ratings Inc.

1 AAA Aaa AAA AAA
AA+ Aa1 AA+ AA+
AA Aa2 AA AA
AA– Aa3 AA– AA–

2 A+ A1 A+ A+
A A2 A A
A– A3 A– A–

3 BBB+ Baa1 BBB+ BBB+
BBB Baa2 BBB BBB
BBB– Baa3 BBB– BBB–

4 BB+ Ba1 BB+ BB+
BB Ba2 BB BB
BB– Ba3 BB– BB–

5 B+ B1 B+ B+
B B2 B B
B– B3 B– B–
CCC+ Caa1 CCC+ CCC+
CCC Caa2 CCC CCC
CCC– Caa3 CCC– CCC–
CC Ca CC CC
C C C C
D D

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3467



TABLE D

COLLECTIVE INVESTMENT SCHEME EXPOSURES

Standard Standard
& Poor’s & Poor’s 

Credit Ratings Ratings 
quality Services Services 
grade Fund Principal Rating and 

(collective credit stability Moody’s Investment 
investment quality fund Investors Fitch Information, 
schemes) ratings ratings Service Ratings Inc.

1 AAAf AAAm Aaa AAA AAAfc
AA+f AA+m Aa1 AA+ AA+fc
AAf AAm Aa2 AA AAfc
AA–f AA–m Aa3 AA– AA–fc

2 A+f A+m A1 A+ A+fc
Af Am A2 A Afc
A–f A–m A3 A– A–fc

3 BBB+f BBB+m Baa1 BBB+ BBB+fc
BBBf BBBm Baa2 BBB BBBfc
BBB–f BBB–m Baa3 BBB– BBB–fc

4 BB+f BB+m Ba1 BB+ BB+fc
BBf BBm Ba2 BB BBfc
BB–f BB–m Ba3 BB– BB–fc

5 B+f Dm B1 B+ B+fc
Bf B2 B Bfc
B–f B3 B– B–fc
CCC+f Caa1 CCC+ CCC+fc
CCCf Caa2 CCC CCCfc
CCC–f Caa3 CCC– CCC–fc

Ca CC CCfc
C C Cfc

D
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TABLE E

SHORT-TERM EXPOSURES (BANKS, SECURITIES FIRMS

AND CORPORATES)

Short-term 
credit 

quality 
grade 

(banks, Standard & Rating and 
securities Poor’s Moody’s Investment 
firms and Ratings Investors Fitch Information, 

corporates) Services Service Ratings Inc.

1 A–1+ P–1 F1+ a–1+
A–1 F1 a–1

2 A–2 P–2 F2 a–2

3 A–3 P–3 F3 a–3

4 B NP B b
B–1 C c
B–2 D
B–3
C
D

——————————

SCHEDULE 7 [ss. 51, 86,
94 & 96]

STANDARD SUPERVISORY HAIRCUTS FOR COMPREHENSIVE

APPROACH TO TREATMENT OF RECOGNIZED COLLATERAL

1. An authorized institution which uses the comprehensive approach to the
treatment of recognized collateral shall use the standard supervisory haircuts
set out in the Table to take into account the price volatility of both the
exposure and the collateral.
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TABLE

PART 1

STANDARD SUPERVISORY HAIRCUTS

FOR DEBT SECURITIES

0.5% 1%

2% 4%

4% 8%

(a) not more
than 1
year

(b) more than
1 year but
not more
than 5
years

(c) more than
5 years

grade 1Recognized
collateral
which falls
within any of
section 79(e) 
to (l ) of these
Rules

2.

0.5% 1%

2% 4%

4% 8%

(a) not more
than 1
year

(b) more than
1 year but
not more
than 5
years

(c) more than
5 years

grade 1Debt securities
with ECAI
issue specific
ratings 

1.

Standard supervisory
haircuts

Sovereign Other 
issuers issuers

Residual
maturity

Credit 
quality 
grade/ 

short-term
credit 

quality 
grade

Types of
exposure or
recognized
collateralItem
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15% not 
applic-
able

Allgrade 4Recognized
collateral
which falls
within section
79(e), ( f ) or
(h) of these
Rules

6.

15% not 
applic-
able

Allgrade 4Debt securities
with long-term
ECAI issue
specific ratings

5.

1% 2%

3% 6%

6% 12%

(a) not more
than 1
year

(b) more than
1 year but
not more
than 5
years

(c) more than
5 years

grades 2
and 3

Recognized
collateral
which falls
within any of
section 79(e) 
to (l ) of these
Rules

4.

1% 2%

3% 6%

6% 12%

(a) not more
than 1
year

(b) more than
1 year but
not more
than 5
years

(c) more than
5 years

grades 2
and 3

Debt securities
with ECAI
issue specific
ratings

3.

Standard supervisory 
haircuts

Sovereign Other 
issuers issuers

Residual
maturity

Credit 
quality 
grade/ 

short-term
credit 

quality 
grade

Types of
exposure or
recognized
collateralItem
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PART 2

STANDARD SUPERVISORY HAIRCUTS FOR ASSETS

OTHER THAN DEBT SECURITIES

Types of exposure or recognized Standard supervisory 
Item collateral haircuts

1. Cash where both the exposure and collateral 0%
are in the same currency

not 2%
applicable

not 6%
applicable

not 12%
applicable

(a) not more
than 1
year

(b) more than
1 year but
not more
than 5
years

(c) more than
5 years

not
applicable

Recognized
collateral,
which falls
within section
79(m) of these
Rules

8.

not 2%
applicable

not 6%
applicable

not 12%
applicable

(a) not more
than 1
year

(b) more than
1 year but
not more
than 5
years

(c) more than
5 years

not
applicable

Debt securities
without ECAI
issue specific
ratings issued
by banks or
securities
firms, which
satisfy the
criteria set out
in section
79(m) of these
Rules

7.

Standard supervisory 
haircuts

Sovereign Other 
issuers issuers

Residual
maturity

Credit 
quality 
grade/ 

short-term
credit 

quality 
grade

Types of
exposure or
recognized
collateralItem

L.N. 228 of 2006L. S. NO. 2 TO GAZETTE NO. 43/2006 B3477



2. Recognized collateral which falls within section 0%
79(a), (b) or (c) of these Rules where the 
exposure is in the same currency as that of the 
recognized collateral

3. Equities in the main index (including 15%
convertible bonds) and gold

4. Recognized collateral which falls within 15%
section 79(d ) or (n) of these Rules

5. Other equities (including convertible bonds) 25%
listed on a recognized exchange

6. Recognized collateral which falls within section 25%
80(b) of these Rules

7. Collective investment schemes highest haircut
applicable to any
financial
instruments in
which the scheme
can invest

8. Recognized collateral which falls within section highest haircut 
79(o) or 80(c) of these Rules applicable to any 

financial
instruments in
which the scheme
can invest

PART 3

STANDARD SUPERVISORY HAIRCUTS FOR EXPOSURES

AND COLLATERAL WHICH DO NOT FALL WITHIN

PARTS 1 AND 2 OF THIS TABLE

Types of exposure or recognized Standard supervisory 
Item collateral haircuts

1. Exposures and recognized collateral of repo- 0%
style transactions which satisfy the criteria set 
out in section 82(2) of these Rules
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2. Exposures arising from currency mismatch 8%

3. Exposures of transactions under which the 25%
financial instruments lent by an authorized 
institution do not fall within Parts 1 and 2 of 
this Table

4. Recognized collateral which does not fall 25%
within section 80(a), (b) and (c) of these Rules 
received by an authorized institution under 
repo-style transactions booked in the trading 
book

5. Exposures not specified in this Table 25%

2. In the Table in section 1—
(a) the haircuts assume daily marking-to-market, daily remargining

and a 10-business day minimum holding period;
(b) the haircuts for sovereigns apply to sovereign foreign public

sector entities;
(c) the haircuts for sovereigns set out in items 1 and 2 of Part 1

apply to multilateral development banks;
(d ) “debt securities” (債務證券) has the meaning assigned to it by

section 51 of these Rules;
(e) “recognized collateral” (認可抵押品) has the meaning assigned to

it by section 51 of these Rules;
( f ) “other issuers” (其他發行人) includes public sector entities which

are not sovereign foreign public sector entities.

——————————

SCHEDULE 8 [s. 158]

CREDIT QUALITY GRADES FOR SPECIALIZED LENDING

Standard & Rating and 
Credit Poor’s Moody’s Investment 
quality Ratings Investors Fitch Information, 
grade Services Service Ratings Inc.

1 AAA Aaa AAA AAA
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AA+ Aa1 AA+ AA+
AA Aa2 AA AA
AA– Aa3 AA– AA–
A+ A1 A+ A+
A A2 A A
A– A3 A– A–
BBB+ Baa1 BBB+ BBB+
BBB Baa2 BBB BBB
BBB– Baa3 BBB– BBB–

2 BB+ Ba1 BB+ BB+
BB Ba2 BB BB

3 BB– Ba3 BB– BB–
B+ B1 B+ B+

4 B B2 B B
B– B3 B– B–
CCC+ Caa1 CCC+ CCC+
CCC Caa2 CCC CCC
CCC– Caa3 CCC– CCC–
CC Ca CC CC
C C C C

——————————

SCHEDULE 9 [s. 229]

REQUIREMENTS TO BE SATISFIED FOR USING SECTION 229(1)(a)
OF THESE RULES

An originating institution in a traditional securitization transaction shall
demonstrate to the satisfaction of the Monetary Authority that—

(a) significant credit risk associated with the underlying exposures in
the transaction has been transferred from the institution to third
parties;

(b) the institution does not maintain effective control, directly or
indirectly, over the underlying exposures in the transaction;
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(c) the underlying exposures in the transaction have been validly
transferred and none of the institution or the institution’s
creditors, or any liquidator or receiver or like officer appointed
in respect of the institution, is able, or will be able, to avoid, set
aside or successfully contest the transfer;

(d ) the institution has obtained an opinion in writing from qualified
legal counsel confirming that, in all relevant jurisdictions, the
transaction falls within paragraph (c);

(e) the institution has obtained an adjudication from relevant tax
authorities, or a tax opinion has been obtained from an
accountant or tax adviser, or a person who holds such
qualification as the Monetary Authority may accept as being of
a standard comparable to that of an accountant or tax adviser,
on whether any direct or indirect tax obligations arise as a result
of any transfer of interests in underlying exposures and related
collateral under the transaction;

( f ) the documentation for the transaction accurately reflects the
economic substance of the transaction;

(g) the documentation for the transaction does not contain any
clause that—

(i) directly or indirectly makes any representation or provides
any warranty as to the future credit performance of the
underlying exposures;

(ii) obliges the institution to repurchase any of the underlying
exposures, at any time, except where that obligation arises
from a claim arising from a representation or warranty
given by the institution to another person in the
documentation solely in respect of the status of any
underlying exposure at the time of the transfer and that is
capable of being verified at that time;

(iii) requires the institution to alter the pool of underlying
exposures such that the pool’s credit quality is improved
unless this is achieved through the purchase of underlying
exposures by independent and unaffiliated third parties at
market prices;

(iv) allows for increases in a first loss tranche retained, or credit
enhancement provided, by the institution after the
commencement of the transaction; or

(v) increases the return to parties other than the institution,
such as investors in securitization issues and third party
providers of credit enhancements to the transaction, in
response to a deterioration in the credit quality of the pool
of underlying exposures;
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(h) the securitization issues under the transaction do not represent
payment obligations of the institution such that investors who
purchase the securitization issues only have recourse for
payment to the pool of underlying exposures;

(i) the securitization issues under the transaction are issued by an
SPE and the holders of the securitization issues have the right to
pledge or transfer them without restriction;

( j ) where the transaction includes a clean-up call—
(i) the exercise of the clean-up call is entirely at the discretion

of the institution except where the clean-up call is exercised
under circumstances beyond the control of any party to the
transaction;

(ii) the clean-up call is not structured—
(A) to reduce potential or actual losses to investors or other

parties to the transaction; or
(B) to provide credit enhancement to those investors and

parties; and
(iii) the clean-up call is exercisable only when 10% or less of the

principal amount of the securitization issues or underlying
exposures at the commencement of the transaction remains
outstanding;

(k) subject to paragraph (l ), the institution has not committed itself
to purchasing any of the securitization issues prior to their initial
issue by the SPE;

(l ) where the institution or a member of its group of companies has
underwritten any securitization issues in the transaction—

(i) this has been done at an arm’s length basis; and
(ii) this has been done after consultation with the Monetary

Authority, in accordance with a timetable for the disposal
of any positions held or to be held under the underwriting
commitment; and

(m) where under the transaction there is an interest rate contract or
exchange rate contract between the institution and the SPE
which issued the securitization issues for the purposes of
enabling the SPE to hedge interest rate risk or foreign exchange
risk, the contract was entered into at market rates and,
notwithstanding the contract, the transaction still satisfies the
requirements set out in this Schedule.
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SCHEDULE 10 [ss. 229, 243
& 255]

REQUIREMENTS TO BE SATISFIED FOR USING SECTION 229(1)(b)
OF THESE RULES

1. Requirements

An originating institution in a synthetic securitization transaction shall
demonstrate to the satisfaction of the Monetary Authority that—

(a) significant credit risk associated with the underlying exposures in
the transaction has been transferred from the institution to third
parties through relevant credit protection which falls within
Divisions 5 to 10 of Part 4 of these Rules;

(b) any collateral obtained by the institution from any party to the
transaction for hedging the credit risk of the underlying
exposures is—

(i) recognized collateral within the meaning of section 51 of
these Rules if the institution uses the STC approach to
calculate its credit risk for the class of exposures into which
the underlying exposures fall;

(ii) recognized collateral within the meaning of section 105 of
these Rules if the institution uses the BSC approach to
calculate its credit risk for the class of exposures into which
the underlying exposures fall; or

(iii) recognized financial collateral within the meaning of section
139(1) of these Rules if the institution uses the IRB
approach to calculate its credit risk for the class of
exposures into which the underlying exposures fall,

as if the collateral were provided by any obligor of the
underlying exposures, and if the collateral is provided by the
SPE in the transaction, the institution has obtained the prior
consent of the Monetary Authority to use the collateral as
recognized collateral or recognized financial collateral for the
purposes of section 243 or 255 of these Rules, as the case
requires;

(c) subject to section 2, any guarantee or credit derivative contract
provided by any credit protection provider falls within—

(i) section 98 or 99 of these Rules if the institution uses the
STC approach or the IRB approach; or

(ii) section 132 or 133 of these Rules if the institution uses the
BSC approach;
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(d ) the institution has obtained an opinion in writing from qualified
legal counsel confirming that, in all relevant jurisdictions, the
documentation for the transaction—

(i) enables the institution to have valid, legally binding and
enforceable rights over any collateral taken in respect of the
transaction; and

(ii) constitutes valid, legally binding and enforceable
obligations of any credit protection provider in respect of
the transaction;

(e) the documentation for the transaction accurately reflects the
economic substance of the transaction; 

( f ) the documentation for the transaction does not contain any
clause that—

(i) materially limits the credit protection if a credit event occurs
or the credit quality of the pool of underlying exposures
deteriorates;

(ii) requires the institution to alter the pool of underlying
exposures such that the pool’s credit quality is improved
unless this is achieved through the purchase of underlying
exposures by independent and unaffiliated third parties at
market prices;

(iii) allows for increases in a first loss tranche retained, or credit
enhancement provided, by the institution after the
commencement of the transaction;

(iv) allows for increases in the cost of credit protection to the
institution in response to a deterioration in the credit
quality of the pool of underlying exposures; or

(v) increases the return to parties other than the institution,
such as investors in securitization issues and third party
providers of credit enhancements to the transaction, in
response to a deterioration in the credit quality of the pool
of underlying exposures;

(g) where the transaction includes a clean-up call—
(i) the exercise of the clean-up call is entirely at the discretion

of the institution except where the clean-up call is exercised
under circumstances beyond the control of any party to the
transaction;

(ii) the clean-up call is not structured—
(A) to reduce potential or actual losses to investors or other

parties to the transaction; or
(B) to provide credit enhancement to those investors and

parties; and
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(iii) the clean-up call is exercisable only when 10% or less of the
principal amount of the securitization issues or underlying
exposures at the commencement of the transaction remains
outstanding;

(h) subject to paragraph (i), the institution has not committed itself
to purchasing any of the securitization issues prior to their initial
issue by the SPE;

(i) where the institution or a member of its group of companies has
underwritten any securitization issues in the transaction—

(i) this has been done at an arm’s length basis; and
(ii) this has been done after consultation with the Monetary

Authority, in accordance with a timetable for the disposal
of any positions held or to be held under the underwriting
commitment; and

( j ) where under the transaction there is an interest rate contract or
exchange rate contract between the institution and the SPE
which issued the securitization issues for the purposes of
enabling the SPE to hedge interest rate risk or foreign exchange
risk, the contract was entered into at market rates and,
notwithstanding the contract, the transaction still satisfies the
requirements set out in this Schedule.

2. Provisions supplementary to section 1(c)

For the purposes of section 1(c), the SPE in the securitization transaction
concerned shall not be recognized as a credit protection provider.
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SCHEDULE 11 [ss. 227, 236, 237,
239 & 240]

MAPPING OF ECAI ISSUE SPECIFIC RATINGS INTO CREDIT

QUALITY GRADES UNDER STC(S) APPROACH

TABLE A

LONG-TERM CREDIT QUALITY GRADE

Long-term Standard & Rating and 
credit Poor’s Moody’s Investment 

quality Ratings Investors Fitch Information, 
grade Services Service Ratings Inc.

1 AAA Aaa AAA AAA
AA+ Aa1 AA+ AA+
AA Aa2 AA AA
AA– Aa3 AA– AA–

2 A+ A1 A+ A+
A A2 A A
A– A3 A– A–

3 BBB+ Baa1 BBB+ BBB+
BBB Baa2 BBB BBB
BBB– Baa3 BBB– BBB–

4 BB+ Ba1 BB+ BB+
BB Ba2 BB BB
BB– Ba3 BB– BB–

5 B+ B1 B+ B+
B B2 B B
B– B3 B– B–
CCC+ Caa1 CCC+ CCC+
CCC Caa2 CCC CCC
CCC– Caa3 CCC– CCC–
CC Ca CC CC
C C C C
D D
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TABLE B

SHORT-TERM CREDIT QUALITY GRADE

Short-term Standard & Rating and 
credit Poor’s Moody’s Investment 

quality Ratings Investors Fitch Information, 
grade Services Service Ratings Inc.

1 A–1+ P–1 F1+ a–1+
A–1 F1 a–1

2 A–2 P–2 F2 a–2

3 A–3 P–3 F3 a–3

4 B NP B b
B–1 C c
B–2 D
B–3
C
D

——————————

SCHEDULE 12 [ss. 245 & 257]

CCF FOR SECURITIZATION EXPOSURES SUBJECT TO

CONTROLLED EARLY AMORTIZATION PROVISION

Credit line Uncommitted Committed

3-month average 
excess spread 

level CCF CCF

Retail (a) 133.33% or more of trapping 0% 90%
point

(b) less than 133.33% but not less 1%
than 100% of trapping point

(c) less than 100% but not less  2% 
than 75% of trapping point

(d ) less than 75% but not less than 10%
50% of trapping point
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(e) less than 50% but not less than 20%
25% of trapping point

( f ) less than 25% of trapping point 40% 

Non-retail not applicable 90% 90%

——————————

SCHEDULE 13 [ss. 245 & 257]

CCF FOR SECURITIZATION EXPOSURES SUBJECT TO

NON-CONTROLLED EARLY AMORTIZATION PROVISION

Credit line Uncommitted Committed

3-month average 
excess spread 

level CCF CCF

Retail (a) 133.33% or more of trapping 0% 100%
point

(b) less than 133.33% but not less 5%
than 100% of trapping point

(c) less than 100% but not less than 15%
75% of trapping point

(d ) less than 75% but not less than 50%
50% of trapping point

(e) less than 50% of trapping point 100%

Non-retail not applicable 100% 100%
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SCHEDULE 14 [ss. 227, 251, 262
& 264]

MAPPING OF ECAI ISSUE SPECIFIC RATINGS INTO

CREDIT QUALITY GRADES UNDER

RATINGS-BASED METHOD

TABLE A

LONG-TERM CREDIT QUALITY GRADES

Long-term Standard & Rating and 
credit Poor’s Moody’s Investment 

quality Ratings Investors Fitch Information, 
grade Services Service Ratings Inc.

1 AAA Aaa AAA AAA
AA+ Aa1 AA+ AA+

2 AA Aa2 AA AA
AA– Aa3 AA– AA–

3 A+ A1 A+ A+

4 A A2 A A

5 A– A3 A– A–

6 BBB+ Baa1 BBB+ BBB+

7 BBB Baa2 BBB BBB

8 BBB– Baa3 BBB– BBB–

9 BB+ Ba1 BB+ BB+

10 BB Ba2 BB BB

11 BB– Ba3 BB– BB–

12 B+ B1 B+ B+
B B2 B B
B– B3 B– B–
CCC+ Caa1 CCC+ CCC+
CCC Caa2 CCC CCC
CCC– Caa3 CCC– CCC–
CC Ca CC CC
C C C C
D D
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TABLE B

SHORT-TERM CREDIT QUALITY GRADES

Short-term Standard & Rating and 
credit Poor’s Moody’s Investment 

quality Ratings Investors Fitch Information, 
grade Services Service Ratings Inc.

1 A–1+ P–1 F1+ a–1+
A–1 F1 a–1

2 A–2 P–2 F2 a–2

3 A–3 P–3 F3 a–3

4 B NP B b
B–1 C c
B–2 D
B–3
C
D

——————————

SCHEDULE 15 [s. 330]

STANDARDIZED BUSINESS LINES

1. Each standardized business line set out in column 2 of the Table can be—
(a) divided into the major business segments set out in column 3

opposite to the standardized business line; and
(b) further divided into the activity groups set out in column 4

opposite to the standardized business line.
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TABLE

Standardized Major business 
Item business line segments Activity groups

(i) retail lending and deposits;
(ii) banking services;

(iii) trust and estates
(i) private lending and

deposits;
(ii) banking services;

(iii) trust and estates;
(iv) investment advice
(i) merchant, commercial or

corporate cards;
(ii) private labels cards and

retail cards

(a) retail
banking

(b) private
banking

(c) card services

3. Retail banking

(i) fixed income instruments;
(ii) debt;

(iii) equity;
(iv) foreign exchange;
(v) commodities;

(vi) credit;
(vii) funding;

(viii) own position securities;
(ix) lending and repo-style

transactions;
(x) brokerage;

(xi) prime brokerage

(a) sales
(b) market

making
(c) proprietary

positions
(d ) treasury

2. Trading and
sales

(i) mergers and acquisitions;
(ii) underwriting;

(iii) privatizations;
(iv) securitizations;
(v) research;

(vi) debt (sovereign, high
yield);

(vii) equity;
(viii) syndications;

(ix) initial public offerings;
(x) secondary private

placements

(a) corporate
finance

(b) municipal or
government
finance

(c) merchant
banking

(d ) advisory
services

1. Corporate
finance
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2. For the purposes of item 5 in the Table in section 1, payment and
settlement losses related to an authorized institution’s own activities shall be
allocated to the standardized business line to which the transaction
occasioning the payment and settlement loss is most closely related.

Joseph C. K. YAM
Monetary Authority

23 October 2006

execution only and full serviceretail brokerage8. Retail
brokerage

pooled, segregated, retail,
institutional, closed, open or
private equity fund
pooled, segregated, retail,
institutional, closed, or open
fund

(a) discretion-
ary fund
management

(b) non-dis-
cretionary
fund
management

7. Asset
management

(i) escrow;
(ii) depository receipts;

(iii) securities lending
(customers);

(iv) corporate actions
issuer and paying agents

(a) custody

(b) corporate
agency

(c) corporate
trust

6. Agency
services

(i) payments and collections;
(ii) funds transfer;

(iii) clearing and settlement

external clients5. Payment and
settlement

(i) project finance;
(ii) real estate finance;

(iii) export finance;
(iv) trade finance;
(v) factoring;

(vi) leasing;
(vii) lending;

(viii) guarantees;
(ix) bills of exchange

commercial
banking

4. Commercial
banking
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Explanatory Note

These Rules are made by the Monetary Authority under section 98A of
the Banking Ordinance (Cap. 155) (“the principal Ordinance”) as amended by
the Banking (Amendment) Ordinance 2005 (19 of 2005) (“2005 Amendment
Ordinance”) to prescribe the manner in which the capital adequacy ratio of an
authorized institution incorporated in Hong Kong (“local institution”) shall be
calculated.

2. In June 2004, the Basel Committee on Banking Supervision (“the BCBS”)
issued revised capital adequacy standards for banks under its document
entitled “International Convergence of Capital Measurement and Capital
Standards: A Revised Framework”. The framework contained in the
document is commonly referred to as “Basel II”. Basel II represents a far more
comprehensive approach to bank capital regulation than its predecessor, the
1988 Capital Accord (“Basel I”) introduced by the BCBS. Basel I requires
banks to hold a minimum level of capital for their exposures to credit risk,
expressed as a minimum ratio of a bank’s capital base to its risk-weighted
assets. This ratio is known as the capital adequacy ratio. Basel I was
subsequently amended in 1996 to incorporate banks’ exposures to market risk.

3. The present statutory provisions governing the calculation of the capital
adequacy ratio of a local institution, which are based on the requirements of
Basel I, are contained in section 98 of the principal Ordinance as read with the
Third Schedule to the principal Ordinance. The subsequent amendments to
Basel I relating to market risk are reflected in paragraph 6(e) of the Seventh
Schedule to the principal Ordinance. However, the BCBS requires its member
jurisdictions to introduce the framework in Basel II from January 2007. Hong
Kong is not a member of the BCBS, but has always subscribed to the
supervisory standards recommended by it. Therefore, the Government has
decided to introduce Basel II in accordance with the timetable set by the BCBS
for its members. This has necessitated the enactment of the 2005 Amendment
Ordinance. The principal statutory provisions which will govern the
calculation of the capital adequacy ratio of a local institution are the
definitions of “capital adequacy ratio” and “capital base” in section 2(1) of the
principal Ordinance as amended by the 2005 Amendment Ordinance, sections
98 and 98A of the principal Ordinance as amended by the 2005 Amendment
Ordinance, and these Rules. The Third Schedule to the principal Ordinance
will be repealed by the 2005 Amendment Ordinance when the new statutory
provisions come into operation.

4. The new definition of “capital adequacy ratio” in section 2(1) of the
principal Ordinance names, and assigns a meaning to, 3 kinds of risk faced by
local institutions, that is, credit risk, market risk and operational risk.
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5. The Rules are divided into 9 Parts. 

6. Part 1 contains the meaning of the expressions generally used in the Rules,
and specifies that the capital adequacy ratio of a local institution is to be
calculated as a ratio, expressed as a percentage, of the institution’s capital base
to the aggregate of the institution’s risk-weighted amounts for credit risk,
market risk and operational risk. (See the definitions of “risk-weighted
amount”, “risk-weighted amount for credit risk”, “risk-weighted amount for
market risk” and “risk-weighted amount for operational risk” in section 2(1).)

7. Part 2 specifies the various approaches which a local institution shall, or
with the approval of the Monetary Authority may, use to calculate its credit
risk, market risk and operational risk.

8. Section 5 provides that a local institution shall use the standardized (credit
risk) approach to calculate its credit risk for non-securitization exposures
unless it has the approval of the Monetary Authority to use the basic approach
or internal ratings-based approach to calculate its credit risk for such
exposures. (See the definition of “non-securitization exposure” in section 2(1).)
Part 4 and Schedules 6 and 7 set out the technical details which a local
institution shall comply with in using the standardized (credit risk) approach
to calculate its credit risk for non-securitization exposures.

9. The Monetary Authority may only grant approval to a local institution to
use the basic approach to calculate its credit risk for non-securitization
exposures if the institution satisfies the requirements of section 7. Part 5 sets
out the technical details which a local institution shall comply with in using the
basic approach to calculate its credit risk for non-securitization exposures.

10. The Monetary Authority may only grant approval to a local institution 
to use the internal ratings-based approach to calculate its credit risk for 
non-securitization exposures if the institution satisfies the requirements of
Schedule 2. Part 6 and Schedule 8 set out the technical details which a local
institution shall comply with in using the internal ratings-based approach to
calculate its credit risk for non-securitization exposures.

11. Subject to certain specified exceptions, a local institution shall use the
standardized (securitization) approach to calculate its credit risk for
securitization exposures if it would use the standardized (credit risk) approach
or basic approach to calculate its credit risk for the underlying exposures in the
securitization transaction concerned. (See the definitions of “securitization
exposure”, “securitization transaction” and “underlying exposures” in section
227(1).) Divisions 2 and 3 of Part 7 and Schedules 9, 10, 11, 12 and 13 set out
the technical details which a local institution shall comply with in using the
standardized (securitization) approach to calculate its credit risk for
securitization exposures.
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12. Similarly, and subject to certain specified exceptions, a local institution
shall use the internal ratings-based (securitization) approach to calculate its
credit risk for securitization exposures if it would use the internal ratings-based
approach to calculate its credit risk for the underlying exposures in the
securitization transaction concerned. Divisions 2, 4, 5 and 6 of Part 7 and
Schedules 9, 10, 12, 13 and 14 set out the technical details which a local
institution shall comply with in using the internal ratings-based (securitization)
approach to calculate its credit risk for securitization exposures.

13. Section 17 provides that a local institution (except a local institution
exempted under section 22(1)) shall use the standardized (market risk)
approach to calculate its market risk unless it has the approval of the
Monetary Authority to use the internal models approach to calculate its
market risk or the approach used by its parent bank to calculate its market
risk. (See the definition of “parent bank” in section 2(1).) Divisions 2 to 10 of
Part 8 set out the technical details which a local institution shall comply with
in using the standardized (market risk) approach to calculate its market risk.

14. The Monetary Authority may only grant approval to a local institution to
use the internal models approach to calculate its market risk if the institution
satisfies the requirements of Schedule 3. Divisions 11 and 12 of Part 8 set out
the technical details which a local institution shall comply with in using the
internal models approach to calculate its market risk.

15. Section 24 provides that a local institution shall use the basic indicator
approach to calculate its operational risk unless it has the approval of the
Monetary Authority to use the standardized (operational risk) approach or
alternative standardized approach to calculate its operational risk. Division 2
of Part 9 sets out the technical details which a local institution shall comply
with in using the basic indicator approach to calculate its operational risk.

16. The Monetary Authority may only grant approval to a local institution to
use the standardized (operational risk) approach or alternative standardized
approach to calculate its operational risk if the institution satisfies the
requirements of Schedule 4. Division 3 of Part 9 and Schedule 15 set out the
technical details which a local institution shall comply with in using the
standardized (operational risk) approach to calculate its operational risk.
Division 4 of Part 9 sets out the technical details which a local institution shall
comply with in using the alternative standardized approach to calculate its
operational risk.

17. Part 3 and Schedule 5 specify how a local institution shall determine its
capital base for the purposes of the Rules.

18. The following is a list of abbreviations used in the Rules.
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Abbreviation Expression

ABCP programme asset-backed commercial paper programme

ASA approach alternative standardized approach

BIA approach basic indicator approach

BSC approach basic approach

CCF credit conversion factor

EAD exposure at default

ECAI external credit assessment institution

EL expected loss

EL amount expected loss amount

IMM approach internal models approach

IRB approach internal ratings-based approach

IRB(S) approach internal ratings-based (securitization)
approach

LGD loss given default

M maturity

OTC derivative transaction over-the-counter derivative transaction

PD probability of default

SPE special purpose entity

STC approach standardized (credit risk) approach

STC(S) approach standardized (securitization) approach

STM approach standardized (market risk) approach

STO approach standardized (operational risk) approach

VaR value-at-risk
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19. The following is a list of tables contained in the Rules.

Section No. Table No. Description

014 01 Transitional data requirements

055 02 Risk-weights for sovereign exposures

059 03 Risk-weights for bank exposures

059 04 Risk-weights for bank exposures with
short-term ECAI issue specific ratings

060 05 Risk-weights for securities firm exposures

060 06 Risk-weights for securities firm exposures
with short-term ECAI issue specific
ratings

061 07 Risk-weights for corporate exposures

061 08 Risk-weights for corporate exposures with 
short-term ECAI issue specific ratings

062 09 Risk-weights for collective investment 
scheme exposures

071 10 Determination of CCF for off-balance 
sheet exposures other than OTC 
derivative transactions or credit 
derivative contracts

071 11 Determination of CCF for OTC derivative 
transactions or credit derivative 
contracts

091 12 Assumed minimum holding periods

097 13 Multiplier for exceptions

118 14 Determination of CCF for off-balance 
sheet exposures other than OTC 
derivative transactions or credit 
derivative contracts

118 15 Determination of CCF for OTC derivative 
transactions or credit derivative 
contracts

142 16 Classes and subclasses of exposures under 
IRB approach
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147 17 IRB calculation approaches

158 18 Supervisory rating grades for 
determination of risk-weights for 
specialized lending

160 19 Determination of effective LGD

163 20 Determination of CCF for off-balance 
sheet exposures other than OTC 
derivative transactions or credit 
derivative contracts

195 21 Risk-weights for cash items

220 22 Risk-weights for determination of EL of
specialized lending

226 23 Adjustment factors

237 24 Risk-weights or deductions applicable to 
long-term credit quality grades under 
STC(S) approach

237 25 Risk-weights or deductions applicable to 
short-term credit quality grades under 
STC(S) approach

262 26 Risk-weights or deductions applicable to 
long-term credit quality grades under 
ratings-based method

262 27 Risk-weights or deductions applicable to 
short-term credit quality grades under 
ratings-based method

287 28 Market risk capital charge factors for 
specific risk

288 29 Horizontal disallowance

289 30 Time bands and risk-weights

301 31 Market risk capital charge factor for each 
risk category

319 32 Plus factors for back-testing exceptions
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331 33 Capital charge factor applicable to 
standardized business lines

Schedule 6 Credit quality grades

Schedule 7 Standard supervisory haircuts for 
comprehensive approach to treatment of 
recognized collateral

Schedule 8 Credit quality grades for specialized 
lending

Schedule 11 Mapping of ECAI issue specific ratings 
into credit quality grades under STC(S) 
approach

Schedule 12 CCF for securitization exposures subject 
to controlled early amortization 
provision

Schedule 13 CCF for securitization exposures subject 
to non-controlled early amortization 
provision

Schedule 14 Mapping of ECAI issue specific ratings 
into credit quality grades under ratings-
based method

Schedule 15 Standardized business lines

20. The following is a list of formulas contained in the Rules.

Section No. Formula No. Description

74 1 Calculation of risk-weight of credit
derivative contract which falls within
section 74(6)

87 2 Calculation of net credit exposure to
obligor under on-balance sheet exposure

88 3 Calculation of net credit exposure to
obligor under off-balance sheet exposure
other than credit derivative contract
booked in the trading book and OTC
derivative transaction
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089 04 Calculation of net credit exposure to
counterparty under credit derivative
contract booked in trading book or OTC
derivative transaction

090 05 Calculation of haircut where more than one
type of recognized collateral is provided
in respect of same exposure

092 06 Adjustment of standard supervisory
haircuts for circumstances set out in
section 92

094 07 Calculation of net credit exposure under
recognized netting

095 08 Calculation of net potential exposure under
nettable derivative transactions

096 09 Calculation of net credit exposure to
counterparty where aggregate value
referred to in section 96(2)(a) is greater
than aggregate value referred to in
section 96(2)(b)

097 10 Calculation of net credit exposure to
counterparty under nettable repo-style
transactions using VaR model

100 11 Calculation of amount of credit protection
of recognized guarantee or recognized
credit derivative contract where there is
currency mismatch

103 12 Adjustment of calculation of value of credit
protection where there is maturity
mismatch

121 13 Calculation of risk-weight of credit
derivative contract which falls within
section 121(6)

130 14 Calculation of net credit exposure under
recognized netting

131 15 Calculation of net potential exposure under
nettable derivative transactions
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156 16 Risk-weight function for corporate,
sovereign and bank exposures

156 17 Risk-weight function for hedged exposures
under double default framework

160 18 Determination of effective LGD

160 19 Determination of net credit exposure 

168 20 Calculation of maturity for corporate,
sovereign and bank exposures subject to
predetermined cash flow schedule

176 21 Risk-weight function for residential
mortgages

176 22 Risk-weight function for qualifying
revolving retail exposures

176 23 Risk-weight function for small business
retail exposures or other retail exposures
to individuals

262 24 Calculation of effective number of
underlying exposures

270 25 Supervisory formula

275 26 Calculation of exposure-weighted average
LGD

276 27 Simplified method for calculating N

304 28 Calculation of gamma impact of option
contracts

327 29 Calculation of capital charge for
operational risk under BIA approach

331 30 Calculation of capital charge for
operational risk under STO approach

336 31 Calculation of capital charge for
operational risk in retail banking under
ASA approach
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