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1. RATHREEESA?
WHAT ARE THESE RULES FOR?
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Financial stability and depositor protection
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The failure of a bank can damage the Hong Kong financial system and the wider economy, and cut depositors
off from their money. To prevent this from happening, in the future a failing bank is likely to require
additional money from investors ex-ante.
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These Rules will require banks to issue a new type of debt that can be written off or converted into shares if
the bank runs into trouble. Removing debt from a bank’s balance sheet in this way during resolution has the
effect of providing a funding boost.
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The result is that a failing bank can be restored to financial health by imposing losses on investors. This

avoids the need for a bail-out of the bank’s shareholders and investors with taxpayers money while
maintaining financial stability and ensuring that depositors are protected.
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OVERVIEW OF HONG KONG
RESOLUTION REGIME &
POLICY RATIONALE
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Resolution: international context
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The experience of the global financial crisis from 2007 onward illustrated that the only way then to avoid the
failure of systemically important financial institutions (“FIs”) from threatening financial stability was
taxpayer-funded bail-outs. This is the “Too Big to Fail” problem. Investors and executives get high rewards in
the good times, leaving the public purse to pick up the cost.
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As a result, the Financial Stability Board (“FSB”), mandated by G-20 leaders to address the “Too Big to Fail”
problem, issued new international standards for the “resolution” of systemically important Fls in its “Key
Attributes of Effective Resolution Regimes for Financial Institutions” (“Key Attributes”).
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The Financial Institutions (Resolution) Ordinance (Cap. 628) (“FIRO”) was enacted by the Legislative Council
(“LegCo”) in June 2016, establishing a resolution regime for Fls in Hong Kong which meets the standards set
by the Key Attributes. The main provisions of the FIRO came into force on 7 July 2017.
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Hong Kong resolution regime for Fls
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The FIRO establishes a cross-sectoral resolution regime for Fls in Hong Kong, covering the banking sector, the
insurance sector, and the securities and futures sector. The regime is designed to facilitate the orderly
resolution of non-viable Fls.
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Each of the three existing sectoral regulators (namely the Monetary Authority (“MA”), the Securities and
Futures Commission and the Insurance Authority) is the resolution authority (“RA”) for within scope Fls

under its respective existing purview. The RAs are responsible for planning for and, if necessary, executing,
orderly resolution of a non-viable systemically important FI.
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The FIRO provides the RAs with a menu of stabilization options (transfer to a purchaser, a bridge institution

or an asset management vehicle, bail-in (i.e. write-off and/or conversion of liability into equity), and, as a last
resort, transfer to a temporary public ownership company.
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Loss-absorbing capacity (“LAC”) — policy rationale
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The bail-in stabilization option is a key tool under the FIRO’s resolution regime. It can be used to write off, or
convert into equity, the liabilities of an Fl in resolution.
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This enables the MA as the RA for banking sector entities to recapitalise a non-viable authorized institution
(“Al”) without the use of public funds. The costs of failure are instead borne by investors and creditors of
the Al. This would incentivise the investors and creditors to monitor the Al during normal times, promoting
market discipline and reducing moral hazard.
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However, some liabilities (e.g. subordinated, unsecured debt) can be more easily bailed in than others. For
the bail-in power to be effective, Als in resolution must have a sufficient stock of liabilities that can be readily
bailed in, i.e. sufficient LAC.
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LAC — policy rationale (cont’d)
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Having sufficient LAC is a pre-requisite to the MA being able to apply the bail-in stabilization option to
support the orderly resolution of a non-viable Al. LAC can also support the orderly resolution of a non-viable
Al where a transfer stabilization option has been applied to move some or all of the assets, rights or liabilities
of, or securities issued by, that Al to a transferee.
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Facilitating the orderly resolution of a non-viable Al with LAC helps to (i) minimise any impact on financial
stability; (ii) ensure the continuity of critical functions (e.g. deposit-taking function for the general public);
and (iii) avoid exposing public funds to loss.
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The FSB — of which Hong Kong is a member jurisdiction — has issued guidance (the “FSB TLAC Term Sheet”)
on minimum requirements for total LAC for global systemically important banks (“G-SIBs”).
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LAC Requirement Rules — Legal Basis under FIRO
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Section 19 of the FIRO provides that, among other things:
“(1) A resolution authority may make rules —

(@) prescribing loss-absorbing capacity requirements for within scope financial institutions or their
group companies; or

(b) for connected purposes.”
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This applies to all the 3 sectors (banking sector, insurance sector, securities & futures sector). In light of the
systemic importance of the banking sector in Hong Kong and international guidance on LAC for banks, it is
considered that development of LAC requirements should be prioritised for Als.

10



3. 28 FH B Pl IR OB TR AE TR E VAR R
( {BBUESIRRE TIRRT) )
RULES ON LOSS-ABSORBING CAPACITY
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FIRO LAC Rules - key proposals

RN (R WUSHERE DRI RMANER) FrEERl  REFTEERS B LIELEE BT
The proposals set out in the FIRO LAC Rules are closely aligned with the principles set out in the “FSB TLAC Term Sheet”, appropriately
modified for the Hong Kong context.

THBHAE fei= ‘
Aspect Proposal
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Entities subject Where a resolution strategy envisages an Al, a holding company of an Al or an affiliated operational entity (“AOE”) (in each case
to external/ incorporated in Hong Kong) going into resolution, the MA can classify it as a resolution entity and, together with one or more of
internal LAC its subsidiaries, as a resolution group.

requirement ° pa E B RS OA DL E R B AR 2 S B R ST Y IR RS B R T R R T S AN BRI S BRRE I RRE -
Resolution entities must meet an external LAC requirement with LAC instruments issued to an entity outside its resolution
group.

o FEEEMGREHRRT - SRETHE SN [E — {6 R B 5 B (508 /MY [F & 4 B) 9B G IE R B 2 RS i 3 i 58 7T 1%
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Subject to materiality conditions, the MA can classify an Al, a holding company of an Al or an AOE of an Al (in each case
incorporated in Hong Kong) that is in a resolution group (or overseas equivalent) but not a resolution entity as a material
subsidiary and, together with one or more of its subsidiaries, as a material sub-group.

o EEINE A TR IR BB E B A B B A A YRR B A T YR WS R AR I R B R E N SR S R I E -
Material subsidiaries must meet an internal LAC requirement with LAC instruments issued, directly or indirectly, to the
resolution entity in its resolution group.

12



LN Gt

RE IR - EERER ()

FIRO LAC Rules - key proposals (cont’d)

AR et

Aspect Proposal .

SMER/AERR W o SMEBIRUESIERE TRE = 2 x (BB ERE

EIEE IR E External LAC requirement = 2 x minimum regulatory requirement

Ry %2 o MR U ESIRAE JIHE = THEEE ) SMER IR UK TERAE JIHRE x 75% % 100%HY N B R UL ES TR AR T S B
Calibration of Internal LAC requirement = “as if” external LAC requirement x internal LAC scalar of 75% to 100%
external/internal - <ERIETHE S W HE EIHAEHY IR B L EE SO/ M AR / Y B O WU iES $E BB T R E

LAC requirement External/internal LAC requirement may be varied by the MA according to particular circumstances of an Al

FERBIBEE - REERNEENBATNAT SRMEEESE A /M Hk248 H AR & 0048 B % BUES R E TR E
JIFR BRI R Resolution entity or material subsidiary must meet any relevant LAC requirement within 24 months of being classified as such
Timeline for by the MA
meeting LAC o B (MRS FEATRARNEE ) SUEFRIRE 2K AKEZMIRITEBE T AW E i faHBREaIIRE - A
requirements AR A G R MR e A
Where the FSB TLAC Term Sheet specifies a shorter timeline for any entity that is part of a G-SIB group, that shorter timeline
must be met

RBUEGIERRETIR - EFE R RERREEETRUGEE N EBEBEN -G SET - B EEER R (KEmAEA K800 EE
BEBHHER JT

&l Primary issuance of LAC debt instruments in Hong Kong to be limited to Professional Investors only, and such instruments
Sale restrictions must have a minimum denomination of HKD 8 million
of LAC debt o LR USSR AR U1 (B TR A — 2P SR L B Y 8 B R HE R PR

instruments Further appropriate restrictions to be placed on the sale and marketing of LAC debt instruments



4. 257 (BHHRET)
AMENDMENTS TO THE INLAND REVENUE

ORDINANCE (“IRO”)
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Amendments to IRO — policy rationale

R T 1R RE T BB R B YR WS R AE DR R [EA B X R A — R E B R E R MR B R
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The loss-absorbing nature of LAC debt instruments creates uncertainty about whether interest expenses
should be deductible for profits tax purposes, as is the case with normal debt.

AT BB EARRIES [ ABRIN R EAR N G ERZRIRE T E—HE - (RBERE) RF—
NEEHES] > BEFZFEARRTESHUEBIRERFE -

The same issue arose when Additional Tier 1 and Tier 2 capital instruments were recently introduced into
the Hong Kong capital regime. The IRO was amended in 2016 to clarify that those capital instruments would
receive debt-like tax treatment.

fgi@% B _E—NFHE R RE RIS - RS RE T EH B 1 s % H A
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These proposed amendments will follow the approach taken for the new capital instruments in 2016, by
allowing LAC debt instruments to be treated as debt for tax purposes.

Jﬂ;% BeREE ] R g ER U R AE T EB R B S W E RIRTTEE &SN FHFIREA -
A 5 % BB 2 B0 AT AR EE A B LAY ER A R A R R N E SR AT -

In addition, the proposed amendments will create a level-playing field for banking groups in relation to
interest expense deduction for LAC debt instruments irrespective of whether such instruments are issued
out of an Al or a Hong Kong incorporated clean holding company of an Al.
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Amendments to IRO - key proposals

FH o F] AR B A8 A 1LY 38 AT AR B S RE A B R TRV A UG BRE NEBEEH &£ (R
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All LAC debt instruments issued by an Al or a Hong Kong incorporated clean holding company of an Al will
receive debt-like tax treatment under the IRO, subject to constraints and anti-avoidance provisions.

EE 78 P A1 0 PR B YR PSR G SRR 4 B TS 2R B RIS B D RBREAFE - iz
AR E fEZ R > HEIAGEAFIEH - T ZE RS -

Interest, gains or profits derived from all LAC debt instruments made by an Al or a Hong Kong incorporated
clean holding company of an Al will be deemed trading receipts and hence be chargeable to profits tax, thus
upholding tax symmetry.

Fi AR U RAE T EB R B AVEE (EIFCRRE1) T A SRR ENTEHT -

Transfers of all LAC debt instruments will be exempt from stamp duty under the Stamp Duty Ordinance.

iiﬁ?ﬁﬁ [58 A1 S S HATIRK ~ FSMA/ Mt/ B B ENT RS R SR A e, - BB mI AR AR S —
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All the above proposals on interest expense deductibility, interest income/gain/profits taxability and stamp
duty exemption are same as current treatment in respect of Additional Tier 1 and Tier 2 capital instruments
of Als.
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NEXT STEPS
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Next steps

EHN =B \EZ AT ARBER
Consultation period closed on 16 March 2018
REHE BRI REHEE

[ n

The MA will issue consultation response

HEREN ZE— /\&FE N FEARRUEERE TR RILES » WERHE B s RO R FEHE
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Aim to introduce FIRO LAC Rules-into LegCo in the second half of 2018, followed by the introduction of the
IRO Amendment Bill for first and second reading



