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CB(1) 626/03-04(02)

For discussion on

22 December 2003

Bills Committee on

Deposit Protection Scheme Bill

Report to the Chief Executive in Council

On Occurrence of Specified Event

Background

At the meeting held on 11 December 2003, the Administration

was requested to provide a paper on clause 22 addressing the following issues:-

(i) whether a Scheme member should be given an opportunity

to present his case before the Monetary Authority (MA)

triggers payment under the DPS;

(ii) the need to specify in clause 22(4) the circumstances under

which the Chief Executive in Council (CE in C) may

exercise his power to revoke the MA’s decision under

clause 21(2); and

(iii) the time frame within which the CE in C should decide

whether to confirm or revoke the MA’s decision.
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Clause 22 and Part X of Banking Ordinance

2. Before discussing the above issues, it is useful for the

Administration to explain the rationale behind clause 22 and how it will

interact with the MA’s powers provided in Part X of the Banking Ordinance

(BO) to deal with a failed bank.

3. Clause 22 of the Bill aims to achieve three purposes.  First, it

provides a check and balance against the MA’s power to trigger payment under

the DPS.  Under subclause (1), the MA shall, as soon as practicable after a

specified event has occurred, report the incident to the CE in C.  Subclause (4)

further provides that the CE in C has the power to confirm or revoke the MA’s

decision made pursuant to clause 21(1)(a)(ii) (“MA’s Decision”).

4. Secondly, clause 22 effectively gives the affected bank an

opportunity to appeal to the CE in C against the MA’s Decision.  As specified

in subclause (2), the MA should allow the bank concerned to make

representations to him within a period of not less than seven days1.  Any

representations made by the bank should be included in the MA’s report to the

CE in C under subclause (1).

5. Thirdly, the “appeal” mechanism under clause 22 seeks to ensure

that any “appeal” against the MA’s Decision is “lodged” and disposed of

within a reasonably short period without affecting the Board’s ability to make

prompt payments to the depositors.

6. To understand the last point, it is necessary to discuss briefly how

the MA deals with a failed bank under the BO (the relevant provisions of the

BO are enclosed at the Annex).  A precondition for triggering payment under

                                                
1 However, where the circumstances so warrant, the MA may, with the consent of the Financial

Secretary (FS), shorten the period for making representations (see clause 22(3) of the Bill).
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the DPS is the appointment of a Manager by the MA under section 52(1)(C) of

the BO.  After the appointment of the Manager, the next likely step would be

for FS to present a petition to the court to wind up the failed bank.  In order to

do so, the MA should give the failed bank a period of at least seven days to

make representations under section 52(2)2.  He should then report the

circumstances, together with any representations made by the failed bank under

section 52(2), to the CE in C in accordance with section 52(1)(D).  Based on

the MA’s report, the CE in C may under section 53(1) confirm or reverse the

appointment of the Manager.  He may also direct the FS to present a petition to

wind up the failed bank.

7. The intention is that a failed bank will be allowed to make

representations to the MA under section 52(2) of the BO and clause 22(2) of

the Bill on the relevant MA’s decisions at the same time.  It is also expected

that the CE in C will consider the MA’s reports under section 52(1)(D) of the

BO and clause 22(1) of the Bill concurrently.  In summary, a typical sequence

of events in handling a bank failure would be as follows:-

(i) the MA becomes aware that a bank has failed or is about

to fail;

(ii) a Manager is appointed under section 52(1)(C) of the BO

and the MA issues a direction under section 52(1)(A) of

the BO to close the failed bank;

(iii) payment under the DPS is triggered by the MA upon, or

shortly after, the appointment of the Manager under clause

21(2) of the Bill;

                                                
2 Section 52(2A), on which clause 22(3) of the Bill is resembled, allows the MA to shorten the period

for making representations if he has the FS’s consent to do so and to do so is reasonable in the
circumstances.
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(iv) the DPS Board obtains access to the records of the failed

bank and makes preparations for paying compensation to

the depositors;

(v) the MA allows the failed bank to make representations to

him within a period of seven days under clause 22(2) of

the DPS Bill and section 52(2) of the BO;

(vi) the MA submits reports to the CE in C under clause 22(1)

of the DPS Bill and section 52(1)(D) of the BO; and

(vii) the CE in C determines, as a matter of urgency, whether

the MA’s decisions to appoint a Manager in respect of the

failed bank and to trigger payment under the DPS should

be upheld.  At the same time, the CE in C also decides

whether to direct the FS to petition the winding up of the

failed bank.

8. As shown in the preceding paragraph, the “appeal” mechanism

under clause 22 ties in closely with the existing procedures for handling a bank

failure.  Even if the failed bank does submit representations to the MA, they

can be handled quickly without affecting the Board’s ability to make prompt

payments to the depositors.



5

Providing an opportunity of being heard before the

     occurrence of a specified event

9. It is not appropriate to introduce a statutory requirement on the

the MA to afford a failed bank an opportunity of being heard before the

occurrence of a specified event (i.e. the decision to trigger DPS payout).  The

following paragraphs will explain why this is the case.

10. In the interests of natural justice, the MA would usually give the

affected bank an opportunity of being heard before he exercises any of his

supervisory powers under section 52 of the BO.  However, it may not be

appropriate for the MA to do so in some circumstances.  For instances:-

(i) The management of the bank may not be trustworthy (e.g.

they may be involved in fraudulent activities as in the case

of a few problem banks in 1980s).  In such circumstances,

if the MA were to sound out the bank his decision to

appoint a Manager in respect of the bank, “smart” funds

might immediately leave the bank, and the interests of

ordinary depositors would be prejudiced.

(ii) Time may not permit the MA to do so.  For example, an

overseas bank in Hong Kong might be closed overnight

and the MA has to decide in a few hours how to deal with

the situation.

11. This explains why the BO does not impose a requirement on the

MA to consult the affected bank before he exercises any of the supervisory

powers under section 52 (including the power to appoint a Manager in respect

of the institution).  The same principle applies to the MA’s decision to trigger
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DPS payouts which will follow immediately or shortly after the decision to

appoint a Manager.

12. Once a Manager is appointed, the MA is required under section

53A(4) of the BO to notify the public of the appointment.  At that moment, the

public’s confidence in the banking system is most fragile.  The MA must

quickly decide whether to trigger payment under the DPS in order to limit the

risk of contagion to other banks.  If the MA were required to provide the failed

bank a period of seven days to make representations before payment under the

DPS could be triggered, depositors would be left in a state of uncertainty and

their confidence in the banking system would continue to diminish.  Any

market rumours, however unfounded, might lead to a run on other banks.

Obviously, this would not be conducive to maintaining the stability of the

banking system.

13. Our experience in dealing with the failure of the Bank of Credit

and Commerce Hong Kong Ltd (BCCHK) will illustrate the importance of

taking expeditious actions in a banking crisis.  On 8 July 1991, the then

Commissioner of Banking ordered the closure of BCCHK.  As required by law,

he allowed the bank to make representations to him within a period of seven

days before submitting a report to the Executive Council.  However, as soon as

the decision to close the bank was announced, hundreds of depositors protested

outside the offices of the Government.  Rumours of insolvency began to affect

other banks.  When the Executive Council announced its decision to wind up

BCCHK on 17 July 1991, thousands of people queued to withdraw money

from two medium-sized local banks.  Even though the Government later

arranged with the liquidator to make an interim payment to the depositors of

BCCHK, the public’s confidence in the banking system had already been

damaged.  The run on the banks spread to a note-issuing bank and a major US

bank until it gradually subsided in August.
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14. The above has explained why it is essential for the MA to make

an early decision and announcement on DPS payout in order to maintain

depositors’ confidence in the banking system.  This is precisely the reason for

introducing a deposit protection scheme.  Thus it would not be appropriate to

make it a requirement on the MA to afford the failed bank an opportunity of

being heard before payment under the DPS is triggered.  Nonetheless, given the

importance of the MA’s Decision and its potential impact on the affected bank,

it is still reasonable to provide the failed bank an opportunity to appeal to a

higher authority after the MA has made the decision to pay compensation to the

depositors.  As shown in the previous section, the proposed appeal mechanism

under clause 22 ties in closely with the procedures for dealing with failed bank

under the BO.  As the CE in Council would deal with incidents of this kind as a

matter of urgency, it is expected that the Board would still be able to make an

interim payment to the depositors within a short period after payment under the

DPS is triggered (e.g. 10 days).

Circumstances where CE in C may revoke MA’s Decision

15. The CE in C may revoke the MA’s decision to trigger payment

under the DPS in the following situations:-

(i) the MA’s decision is clearly unreasonable in the

circumstances; or

(ii) although the MA’s decision is appropriate at the time

when the decision was made, developments thereafter

have rendered the decision no longer appropriate.  Such

developments may include, for example, an offer by a

“white knight” with strong financial background to rescue

the failed bank and to assume all the deposit liabilities.
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16. The Administration does not object in principle that the Bill

provides some general guidance on the factors that the CE in C may take into

consideration in determining whether to confirm or revoke the MA’s decision.

Such factors may include, for example, the interests of the depositors of the

failed bank and the general stability and effective working of the banking

system.  However, any such guidance should be drafted in a way not to

undermine the CE in C’s ability to handle a banking crisis.

Time frame within which CE in C should make

      a determination under clause 22(4)

17. It is only reasonable to expect that under the circumstances as

urgent as the occurrence of a banking crisis, upon receipt of the MA’s report,

the CE in C will expeditiously determine whether to confirm or revoke the

MA’s decision to trigger payment under the DPS.  In the case of BCCHK, the

Executive Council convened a special meeting and directed the FS to present a

petition to wind up the bank on the same day when it received the report from

the then Commissioner of Banking.

18. The Administration does not consider it appropriate to specify in

the Bill a specific time frame within which the CE in C has to make a decision

under clause 22(4).  Any fixed time limit would be inflexible and would

potentially undermine the CE in C’s ability to handle a banking crisis.

Hong Kong Monetary Authority

Financial Services and the Treasury Bureau

December 2003
















