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INTRODUCTION 
 
   To implement the revised regulatory capital standards as 
promulgated by the Basel Committee on Banking Supervision (“BCBS”) 
for the banking sector -  
 

(a) the Secretary for Financial Services and the Treasury has made 
the Banking (Amendment) Ordinance 2012 (Commencement) 
Notice 2012 (Annex A) to appoint 1 January 2013 as the date 
on which relevant provisions of the Banking (Amendment) 
Ordinance 2012 (“BAO 2012”) will come into operation;  
 

(b) the Monetary Authority (“MA” 1 ) has made the Banking 
(Capital) (Amendment) Rules 2012 (Annex B) to prescribe the 
revised capital requirements for locally incorporated authorized 
institutions2 (“AIs”); and 

 
                                                       
1   In this paper, MA refers to “Monetary Authority” or “Hong Kong Monetary Authority”, as the 

context so requires. 
 
2  Authorized institutions refer to licensed banks, restricted licence banks, and deposit-taking 

companies authorized under the Banking Ordinance. 
 



2 
 

(c) the MA has made the Banking (Specification of Multilateral 
Development Bank) (Amendment) Notice 2012 (Annex C) to 
update the list of “multilateral development banks” for the 
purposes of the revised capital standards. 

 
 
JUSTIFICATIONS 
 
2.   The Legislative Council enacted the BAO 2012 on 29 
February 2012 to provide for the legal framework for implementation in 
Hong Kong of the revised regulatory capital and liquidity standards 
promulgated by the BCBS (known as “Basel III”).  Building upon an 
earlier package dubbed “Basel 2.5”, Basel III is designed to further 
enhance the resilience of banks and banking systems and address 
weaknesses observed in the recent global financial crisis. 
 
3.   Basel III was endorsed by the G20 Leaders in November 
2010, and they committed to implementing Basel III fully in line with the 
BCBS transitional timeline.  This means that implementation should 
begin in January 2013, with the standards being phased-in over the 
subsequent six years to achieve full implementation by 1 January 2019.   
 
4.   It is incumbent upon Hong Kong, a major international 
financial centre and a member of the BCBS3, to adopt the internationally 
agreed timeline.  This will ensure that the capital and liquidity 
frameworks for AIs in Hong Kong are consistent with international 
standards, and that our AIs will not be disadvantaged vis-à-vis their 
counterparts outside of Hong Kong4.  Therefore, relevant provisions of 
the BAO 2012 should come into operation on 1 January 2013 to align 
with the international implementation timetable for Basel III.   
 

                                                       
3 The BCBS is committed to monitoring the global implementation of the Basel III standards through 

a vigorous assessment process.  Status reports on the compliance of BCBS member jurisdictions 
will be issued to the G20 and published on the website of the Bank for International Settlements. 

 
4  Major jurisdictions such as Australia, Singapore, Japan, Mainland China, New Zealand, Switzerland, 

and the European Union will all commence implementation of Basel III from January 2013.  Some 
have elected to implement in advance of the BCBS transitional timeline in certain aspects, and 
some have opted for a certain degree of “gold-plating” of the Basel III standards (i.e. increasing 
levels compared to Basel minimum requirements) to address their own prudential concerns. 
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5.   To this end, the BAO 2012 has introduced, among other 
things, a new section 97C to empower the MA to prescribe detailed 
capital requirements applicable to AIs.  The Banking (Capital) 
(Amendment) Rules 2012 seek to amend the Banking (Capital) Rules 
(Cap. 155 sub. leg. L) in order to implement the first phase5 of Basel III 
capital requirements scheduled to take effect in January 2013.    
 
6.   In essence, the new Basel III capital framework increases the 
level, quality and transparency of banks’ capital base, as well as the risk 
coverage of the capital framework.  It seeks to improve the banking 
sector’s ability to absorb shocks arising from financial and economic 
stress, and to reduce the risks of any spillover from the banking sector to 
the real economy.  The relevant requirements are broadly described in 
paragraphs 7 to 10 below. 
 
7.   First, Basel III reduces the “tiers” of banks’ regulatory 
capital from potentially three tiers to two6, and increases the minimum 
regulatory capital requirements (expressed as a percentage of banks’ 
risk-weighted assets).  In this regard –  
 

(a) Tier 1 capital is set at a minimum of 6%, comprising Common 
Equity Tier 1 (“CET1”, principally ordinary shares, retained 
earnings and reserves) of at least 4.5% of risk-weighted assets, 
and Additional Tier 1 (“AT1”, covering non-cumulative 
preference shares and perpetual subordinated debt instruments); 
 

(b) Tier 2 capital is supplementary capital covering cumulative 
preference shares and dated subordinated debt instruments; and 

 
(c) total capital (combining both Tiers 1 and 2) must be at least 8%, 

which is the same as the current requirement prescribed under 
the Banking Ordinance. 

                                                       
5  The first phase of Basel III implementation focuses principally on the introduction of a strengthened 

capital framework, notably, the three minimum risk-weighted capital ratios (as elaborated in 
paragraph 7 of this paper), which will take effect starting from 1 January 2013, with the levels of 
the ratios progressively increasing until 2015.  The new capital buffers, the leverage ratio, and the 
liquidity standards to be introduced under Basel III will be phased-in gradually thereafter.   

 
6 In Hong Kong, Tier 3 capital is not currently made available as a constituent of banks’ capital base.  

There will remain two tiers of capital for locally incorporated AIs after the introduction of Basel III. 
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8.   Secondly, Basel III tightens the criteria for instruments to 
qualify for inclusion in the capital base to ensure that capital instruments 
are genuinely loss-absorbing.  In particular, both AT1 and Tier 2 capital 
instruments are required to be capable of being converted into ordinary 
shares or written off at a point when the relevant regulatory authority 
determines the issuing banks to be non-viable. 
 
9.   Thirdly, Basel III restricts recognition of minority interest 
(i.e. capital issued by banks’ consolidated subsidiaries and held by third 
parties) in banks’ consolidated capital base.  It also harmonises the 
deductions and exclusions for calculating the regulatory capital base, and 
requires these to be applied mostly to CET1 capital. 
 
10.   Fourthly, Basel III enhances the risk coverage of the capital 
framework (i.e. the risk-weighted asset measure in the calculation of the 
regulatory capital ratios), by introducing measures to strengthen the 
capital requirements for counterparty credit risk (“CCR”) exposure7.   
 
11.   In addition, the MA has taken the opportunity to introduce a 
technical amendment to the Banking (Specification of Multilateral 
Development Bank) Notice (Cap. 155 sub. leg. N) to implement a 
decision of the BCBS to include the Multilateral Investment Guarantee 
Agency (“MIGA”), which is a member of the World Bank Group8, in the 
list of “multilateral development banks” for the purposes of the Basel 
capital framework.  The effect of this inclusion is that banks’ exposures 
to MIGA will be afforded the same preferential treatment for capital 
calculation purposes as is currently available to exposures to other 
recognised multilateral development banks, under the Banking Ordinance 
and the Banking (Capital) Rules. 
 
 

                                                       
7  CCR exposure means the risk of loss when a counterparty to a derivatives or securities financing 

transaction defaults before the cash flows for the transaction are finally settled. 
 
8  MIGA was established to encourage the flow of investments for productive purposes among 

member countries, particularly developing member countries, by providing political risk insurance 
for investments in these countries.  MIGA can issue insurance coverage against the risks of 
convertibility and transfer restrictions, expropriation, war and civil disturbance, breach of contract 
and the non-honoring of sovereign financial obligations. 
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THE SUBSIDIARY LEGISLATION 
 
Banking (Amendment) Ordinance 2012 (Commencement) Notice 2012 
 
12.   This Commencement Notice seeks to bring certain 
provisions of the BAO 2012 into operation with effect from 1 January 
2013.  These amendment provisions in essence amend the powers of the 
MA to make rules to prescribe capital and disclosure requirements9 for 
AIs incorporated in Hong Kong, and confer new powers on the MA to 
approve and issue codes of practices to provide guidance in respect of 
those rules.  The amendment provisions also prescribe the procedure for 
remedial action to be taken upon any contravention by an AI of these 
requirements, as well as providing for the Banking Review Tribunal to 
review certain decisions made by MA in this connection. 
 
Banking (Capital) (Amendment) Rules 2012 
 
13.   The major provisions of the amendments to the Banking 
(Capital) Rules are set out below. 
 
Revisions to the minimum capital ratio requirements and the definition of 
regulatory capital 
 
14.   New sections 3A and 3B under new Part 1A are added to 
redefine the term “capital adequacy ratio”, and to prescribe the three new 
minimum capital adequacy ratios applicable to AIs (i.e. the CET1 capital 
ratio, Tier 1 capital ratio and Total capital ratio) from year 2013 onwards.  
New sections 38, 39 and 40 and Schedules 4A, 4B and 4C are added to 
tighten the qualifying criteria for CET1, AT1, and Tier 2 capital.    
 
15.   New sections 43 to 48 and Schedules 4E, 4F and 4G are 
added to prescribe the regulatory deductions to be made in determining 
the capital base of an AI.  Deductions can be broadly classified into two 
categories –  

                                                       
9  The MA intends to make the Banking (Disclosure) (Amendment) Rules 2013, in the form of 

subsidiary legislation, in the first quarter of 2013 to prescribe the disclosure requirements associated 
with the new capital requirements.  The relevant disclosure requirements will take effect from 30 
June 2013 to align with the latest implementation timetable promulgated by the BCBS. 
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(a) items that ultimately may not provide a bank with loss 

absorbent capital to the extent of their accounting value, 
including: (i) goodwill and other intangibles; (ii) deferred tax 
assets; (iii) shortfalls in the stock of provisions relative to 
expected losses; (iv) gains on sale related to securitization 
transactions; and (v) defined benefit pension fund assets; and 
 

(b) items that inflate regulatory capital within the financial 
system by virtue of their double-gearing effect, including (i) 
investments in own capital instruments; (ii) reciprocal 
cross-holdings in the capital of financial institutions; and (iii) 
investment in the capital of financial institutions outside the 
scope of regulatory capital consolidation. 

 
16.   New Schedule 4H sets out the transitional arrangements for 
the phasing-in of the above requirements. 
 
Enhancements to the CCR framework 
 
17.   New Part 6A is added to prescribe the rules on the 
calculation of counterparty credit risk.  Key elements include –  
 

(a) introduction of an approach that allows use of internal models 
to calculate CCR exposures (new sections 10A to 10D and 
226C to 226M and Schedule 2A); 
 

(b) a new capital charge for potential loss when the 
mark-to-market value of a derivative contract changes due to 
changes in the credit quality of the counterparty (new sections 
226N to 226T);  

 
(c) strengthened collateral management standards (amendments 

to sections 77, 79, 80, 124, 125 and 139);  
 
(d) a revised capital framework for exposures to central 

counterparties (including lower risk weights for certain 
exposures to central counterparties that meet specified 
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eligibility criteria) (new sections 16A, and 226U to 226ZE);  
 
(e) higher risk weights for exposures to unregulated financial 

institutions and large regulated financial institutions (new 
section 157A); and  

 
(f) stricter treatment for transactions with “wrong-way risk” (i.e. 

cases in which the exposure increases when the credit quality 
of the counterparty deteriorates) (new section 226J).   

 
Other Technical Amendments 
 
18.   Section 59 is amended to reduce the capital charge for 
certain trade financing activities, in line with the standards set out in the 
document “Treatment of Trade Finance under the Basel Capital 
Framework” issued by the BCBS in October 2011, to better reflect the 
self-liquidating nature of these activities. 
 
19.   Sections 69, 98, 99 and 211 are amended, and new section 
232A added, to address potential “cliff effects” (i.e. where the capital 
requirement for an exposure increases suddenly and substantially when 
the obligor’s credit rating is downgraded) associated with the use of 
external credit ratings. 
 
20.   Sections 75, 76, 122, 123 and 202 are amended, and new 
sections 76A and 123A added, to refine the capital treatment for 
securities financing transactions, in order to clarify the requirements in 
respect of the CCR exposures arising from margin lending, securities 
lending, and repurchase transactions. 
 
21.   Sections 77, 88, 89, 100, 124, 134, 149, 216, 217, 225, 226, 
272, 273 and 318 are amended to further clarify the policy intent of those 
provisions, address any ambiguity in the existing rules, and align more 
closely with the banking supervisory standards relating to capital issued 
by the BCBS. 
 
 
 



8 
 

Banking (Specification of Multilateral Development Bank) 
(Amendment) Notice 2012 
 
22.   The list of “multilateral development banks” is updated to 
reflect a decision of the BCBS in May 2010 to include MIGA in the list, 
so that supervisors may allow banks to apply a 0% risk-weight to claims 
on MIGA.    
 
 
LEGISLATIVE TIMETABLE 
 
23.   The subsidiary legislation set out in paragraph 1 above will 
be published in the Gazette on 19 October 2012, and tabled at the 
Legislative Council at its sitting of 24 October 2012.  Subject to 
negative vetting by the Legislative Council, the relevant provisions will 
come into operation on 1 January 2013. 
 
 
IMPLICATIONS OF THE PROPOSALS 
 
24.   The MA is monitoring the capital positions of local banks 
and their process of planning for the implementation of Basel III.  Local 
banks are generally well-capitalised (the average capital adequacy ratio 
was 15.9% and the average Tier 1 ratio was 13.0%, as at end-June 2012).  
They have traditionally placed significant reliance on common equity to 
meet regulatory capital requirements (with common equity accounting for 
around 89% of Tier 1 capital overall).  Furthermore, many of the Basel 
III regulatory deductions are already required to be deducted from Tier 1 
capital under the existing Banking (Capital) Rules.  In the MA’s 
assessment, local banks should be relatively well-placed to meet the 
higher capital requirements, particularly given the accommodating BCBS 
transitional timeline, although some banks have indicated that they will 
adopt a prudent approach in strengthening and consolidating their capital 
resources, and in managing their capital positions, in anticipation of the 
introduction of the enhanced regulatory capital standards.   
 
25.   The legislative proposals in paragraph 1 above are in 
conformity with the Basic Law, including the provisions concerning 
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human rights.  The amendments proposed will not affect the current 
binding effect of the Banking Ordinance. 
 
 
PUBLIC CONSULTATION 
 
26.   We consulted the Legislative Council Panel on Financial 
Affairs on the legislative proposals set out in paragraph 1 on 4 June 2012.  
Members generally supported the policy direction of gradually 
implementing Basel III in Hong Kong with effect from 1 January 2013.  
Members also discussed the impact of the new requirements on AIs, 
particularly the small and medium-sized ones, and the implementation 
progress of Hong Kong vis-à-vis other jurisdictions in this respect.  The 
Administration and the MA reaffirmed that local banks were well 
capitalized (paragraph 24 above), and that it was important for our 
banking sector to adopt the international capital standards in a timely 
manner for both prudential and reputational reasons. 
 
27.   The MA has engaged in a series of discussions, meetings, 
and exchanges of correspondence with the industry as part of the 
consultative process to formulate the Banking (Capital) (Amendment) 
Rules 2012.  In addition, in accordance with section 97C of the Banking 
Ordinance, the MA issued a draft of the provisions of these rules to 
consult the Financial Secretary, the Banking Advisory Committee, the 
Deposit-taking Companies Advisory Committee, the Hong Kong 
Association of Banks, and the DTC Association in August and September 
2012, before finalising the amendments.  Responses indicated support 
for the direction of the amendments.  Relevant technical or drafting 
comments were addressed in the finalised rules as appropriate, and the 
intent of certain provisions was clarified.    
 
 
PUBLICITY 
 
28.   We will issue a press release upon the issuance of this 
Legislative Council brief.  The MA will also issue a circular letter to all 
AIs in this regard.  A government spokesperson will be available to 
answer media and public enquiries. 
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ENQUIRIES 
 
29.   Enquiries should be directed to Mr. Jackie Liu, Principal 
Assistant Secretary for Financial Services and the Treasury (Financial 
Services) at 2810 2067, or Mr. Richard Chu, Head (Banking Policy), 
Hong Kong Monetary Authority, at 2878 8276. 
 
 
Financial Services and the Treasury Bureau 
Hong Kong Monetary Authority 
17 October 2012 
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