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Financial Institutions (Resolution) Ordinance (Commencement) Notice 2017
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Financial Institutions (Resolution) (Protected Arrangements) Regulation
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Lessons from the financial crisis
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EU countries, US faced severe financial crises from 2007 onward, as Asia had in prior
decade
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Swift and unprecedented response required to bail out financial institutions (“FIs”) due to
unsuitability of normal insolvency proceedings to manage systemically important Fl failure
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In response to crisis, G-20 leaders mandated the Financial Stability Board (“FSB”) to
address the “Too Big to Fail’ (TBTF) phenomenon
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FSB member jurisdictions committed, amongst other things, to establish effective resolution
regimes consistent with standards set by the FSB’s Key Attributes of Effective Resolution
Regimes for Financial Institutions (“Key Attributes”) which set out those powers that
authorities should have to be able to deal with the failure of a systemically important Fl
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FIRO Commencement Notice
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The Financial Institutions (Resolution) Ordinance (Cap. 628) (“FIRO”) was enacted by LegCo
in June 2016, establishing the legal basis for a cross-sector resolution regime for within
scope Fls that is designed to meet the international standards set by the FSB’s Key
Attributes, so as to provide the necessary powers to a resolution authority (“RA”) to effect the
orderly resolution of a failed systemically important FI
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7 July 2017 proposed as commencement date for the main provisions of the FIRO shortly
after completion of the negative vetting procedure for the Financial Institutions (Resolution)
(Protected Arrangements) Regulation (“PAR”)
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Commencement to: (i) enhance the resilience of Hong Kong’s financial system and Hong
Kong’s position as a major international financial centre, and (i) comply with international
standards set by the FSB’s Key Attributes
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Under section 75 of the FIRO, the Secretary for Financial Services and Treasury may make
regulations, as subsidiary legislation, to safeguard the economic effect of certain financial
arrangements (“protected arrangements”) in resolution
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Six types of financial arrangements identified as protected arrangements under section 74 of
FIRO:

(a) 5B AW A% ZAHE (clearing and settlement systems arrangements) ;

(b) FEEZEE ZAHE(netting arrangements) ;

(c) L {REzEZHE(secured arrangements) ;

(d) FEFHZAHE(set-off arrangements) ;

(e) #ERE G EhZAHE(structured finance arrangements) ;

() FrAa ez (title transfer arrangements)
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PAR important because financial market participants rely on such protected arrangements as
risk mitigation tools (e.g. set-off/netting) and as financing sources (e.g. secured lending)
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PAR designed such that an RA should exercise resolution powers in a manner that
safeguards the economic effect of a protected arrangement in resolution
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The risk of the economic effect of a protected arrangement being undermined is most likely to
occur: (i) where a partial property transfer (“PPT”) is made by an RA through which some, but
not all, of an entity’s assets, rights and liabilities are transferred to a third party; or (ii) on bail-
in, where liabilities are written down and / or converted without taking into account linked
assets or rights entitled to be set off or netted under documented agreements
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The proposed approach to the PAR is largely modelled on that adopted by the United
Kingdom and that required by the European Union’s Bank Recovery and Resolution Directive
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PAR provides appropriate degree of protection for each type of protected arrangement, with
specific “carve-outs” for certain rights and liabilities under certain arrangements, designed to

provide:
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confidence for financial market participants that critical risk mitigation and funding
techniques will be protected with certainty and predictability; and
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an appropriate degree of flexibility for RA to exercise resolution powers, in order to
achieve orderly resolution
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PAR also provides for appropriate consequences in the event that inadvertent action by an
RA results in assets, rights or liabilities that are part of a protected arrangement being treated
inconsistently with the objectives of the PAR
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Public Consultation on PAR
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The Financial Services and the Treasury Bureau, the Hong Kong Monetary Authority, the
Insurance Authority and the Securities and Futures Commission jointly conducted a two-
month public consultation (from 22 November 2016 to 21 January 2017) on the proposed
PAR
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We engaged with key stakeholders during the consultation period, and received 11
submissions from industry associations, professional bodies and financial market
infrastructures
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Respondents generally agreed with the approach to the PAR proposed in the consultation
paper, whilst providing constructive, technical comments to enhance its efficacy
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