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BANKING ORDINANCE

Letters of Comfort :Section 81

A Guideline issued by the Commissioner of Banking
under Section 7(3)

Introduction

Risk diversification is a key precept in banking. Section 81 of the
Banking Ordinance (the Ordinance) regulates concentration of credit risk by
limiting an authorized institution's exposure to a single party to 25% of its capital
base.

2. In view of Hong Kong's role as an international fuiancial centre, and
the flexibility which establishing alocally-incorporated authorized institution can
give a banking group, such subsidiaries have been allowed to exceed the 25%
limit, up to other limits set by the Commissioner of Banking (the Commissioner),
provided that theix liabilities are assured by a letter of comfort accepted by the
Commissioner. The letter of comfort provision in effect confers some of the
flexibility of having a branch operation in Hong Kong.

3. The purpose of this guideline is to set out the criteria that the
Commissioner will apply in assessing the acceptability of a comfort letter for the
purpose of section 81 and the factors that he will take into account in setting
limits and the conditions which are likely to be attached.

Acceptability criteria

4. A letter of comfort accepted by the Commissioner enables an
institution to exceed the 25% limit for large exposures. The 'Commissioner needs
to be satisfied that the risks aze effectively transferred to the issuer. The issuer's
strength and status must therefore be undoubted. As the instnunent is not a
guazantee and hence not legally enforceable, it is also unportant that the issuer
must have a strong commitment to support the beneficiary by virtue of
shareholding links. In particular, the following criteria must be met -

(a) the issuer must be either a bank licensed in Hong
Kong or an institution recognized as a bank in the
place where it is incorporated and which is under
adequate supervision;
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(b) the issuing bank is a shareholder, ar the ultimate
shazeholder, or is controlled by the same share-
holder or ultimate shareholder as the authorized
institution in whose favour the letter is given;

(c) the letter is issued as a result of a resolution of the
board of directors of the issuing bank;

(d} for letters of comfort issued by an overseas bank,
its principal banking supervisory authority is aware
of the letter, and does not object to its being
issued; and

(e) the overseas authority regulates credit risk on a
consolidated basis.

Form and obligations

5. There is no specific form for the letter of comfort. But as a
minimum, the letter should express clearly the nature and extent of the
commitment to support. It should state that the letter has been authorized by a
resolution of the board of directors of. the issuer. In addition, it should set out the
shareholding relationship between the issuer and the beneficiary institution. The
issuer shfluld undertake to inform the Commissioner unmediately of any change
in the relationship, and to consult hun in advance of any proposed decrease in the
percentage shazeholding. A specimen letter of comfort in a form acceptable to ttte
Corrunissioner is enclosed at the Annex for reference.

Limit

6. In accepting a letter of comfort, the Commissioner will specify a
limit to the aggregate amount of any advances and investments that the authorized
institution concerned may grant or make to any one customer or a group of
related customers with regazd to the letter of comfort. In setting the tunit, the
Commissioner will take into account the following factors -

(a} the capital base or the capital and reserves, as the
case may be, of the issuer;

(b) the extent of the shareholding link betwean the
issuer and the beneficiary;
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(c) the capital base of the benefitciary institution; and

(d) the laws and practices {e.g. as regards lending
ceilings) applicable to the issuing bank in its
country of incorporation.

7. During the first year of operation, an authorized institution will only
be permitted a modest increase over the 25% limit. Thereafter higher limits will
be considered, provided the institution is meeting the prudential requirements of
the Commissioner. The aggregate credit exposure to an individual customer or a
group of related customers to be allowed -expressed as a fixed sum -will not
normally exceed 10% of the capital base or the capital and reserves, as the case
may be, of the issuer of the letter of comfort (depending on the capital rules
applicable in the issuer's jurisdiction). The amount will need to be justified, in the
light of the institution's business, and increases up to the 10% limit will be
considered on a progressive basis.

Financial statements of issuer

8. To monitor whether or not the issuer of the letter of comfort
continues to be financially sound to .honour its obligations under the letter, the
Commissioner may require the issuer to submit such fuiancial statements and at
such intervals as he may specify.

Variation of limit and other conditions

9. The Commissioner may, after consulting the issuer and the institu-
tion, vary the requirements. This would be either on being requested to do so by
the institution, or in the event that the financial strength of the issuer or the
institution weakened. An existing exposure, in excess of the revised limit, would
not be affected.


