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Our Ref. CB/POL/1/9/7 27 July 1992

The Chief Executive
All Authorised Institutions

Dear Sir,

Exemption of financial exposures
which are secured by cash deposits,
government securities, guarantees
or other undertakings similar to guarantees
under section 81

I am writing to inform you that the captioned
guideline has been published in the Gazette on 24 July 1992
under section 7(3) of the Banking Ordinance (a copy is
attached for your reference). The guideline will take effect
from 1 August 1992 in conjunction with a related amendment to
section 81 made by the Banking (Amencment) Ordinance 1992.
The amendment grants exemption to a financial exposure to the
extent to which it is secured by securities issued or
guaranteed by the central bank or central government of a Tier
1. ceuntry.

You should also note that this guideline will
supersede and hence replace the previous guideline on the
subject (No. 5.2.2 ir: the Index for Guidelines and Circulars
issued by the Commissioner of Banking).

Yours faithfully,

(D T R. Carse)
Commissioner of Banking

c.c. Chairman, HKAB

Chairman, DTCA

Encis.

28/F, Queensway Govt. Offices. 66 Queensway, Central, Hong Kong. Tel. 867 2671 Telex 64282 COFB HX Fax. 869 0462
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Guideline 5.2.2
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BANKING ORDINANCE (Cap. 155)

Exemption of financial exposures
which are secured by cash deposits,
government securities, guarantees
ey other undertakings similar to guarantees
under section 81

A Guideline issued by the Commissioner of Banking
under Section 7(3) to take effect on 1 August 1992

Introduction

This Guideline incorporates and supersedes tha Guideline
on the same subject published in the Government Gazette on 18
October 1991 under section 7{3) of the Banking Ordinance (the
Ordinance) . '

2 The object of saction 81 of the Ordinance is to prevent
an authorized institution from expesing itself ‘to undue
concentration of risks to a customer or a particular group of
customers. .

. Section 81(6) (b) (i) empowers the Commissionsr of Banking
the Commissioner) to grant exemption to a financial exposure to
he extent to which it is secured by a cash deposit, a guarantee,
an undertaking which, in the opinion of the Commissioner, is
similar to a guarantee, or securities issued by or guaranteed by
the central bank or central government of a Tier 1 country as

defined in the Third Schedule to the Ordinance, subject to such
conditions as he may think Droper to attach thereto.

3 This Guideline sets out the gesneral criteria upon which
the Commissioner will exercise his discretion whether to accept
cash de osits, government securities, guarantees or other
undertaklngs for exemption under secticon 381.

Cash deposit
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the deposit'must be charged in favour of the
institution, which must be evidenced by a
duly executed charge document, and there nust
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be no other encumbrances of prior or esqual
ranking;

subject to criterion (d), the deposit at any
time cannot be less than the exposure which
it secures; and

where the deposit and axposure are
denominataed in different currencies, only 90%
of the mark-to-market value of the deposit is
available for exemption purposes, in order to
cover fluctuations in exchange rates. This
does not apply in cases where the deposit is
in Hong Kong dollars and the exposure is in
dollars, and vice versa.

Securities issued by or guaranteed by the central

bank or central government of a Tier 1 country
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Like cash collataral, the Commissioner needs

to be satisfied that such security will effectively
reduce an institution's exposure to a counterparty.

Frn pantlicular:
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the following criteria should be met -

the securities are held by the authorised
institution, including its overseas

branches. Where the exposure and the holding
of sacurities straddle different
jurisdictions, thers must be nec legal or
other ragulatory barrizsrs to perfecting the
sacurity in the jurisdiction where the
uritiesg dare hald;
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denominated in different currenciss (other
than in U.S. dollars and Hong Kong dollars),
a further 10% safsty margin should be allowed
to cover fluctuations in exchange rates.

Guarantees/Indamnities/Risk Participaticon Agreenments

T In considering granting exemption to exposures.
securaed by guarantees or other undertakings akin to
guarantees, the Commissioner needs to be satisfied that the
risks are effectively transfarred to another party whose
strength and status are undoubted. In particular, the
following criteria should be met -

(a) the guarantor/indemnifier/participant.must
be a central government or a central bank of
a country which, in the past £ive years, has
nelither declarsd a moratorium po repayment
of external debt nor made any debt
rascheduling, or an authorized institution,
or an institution recognized as a bank in
the place where it is incorporataed and which
is under adeguats supervision:

{b) the borrower must be explicitly and
correctly namad in the agreement and the
undertaking of the guarantor/indemnifier/
participant must be clearly stated;

(c) the country where the guarantor/indemnifier/
participant 1s located or incorporated must
either have no sxchange contrel or, where
there are exchange controls, approval has
besn obtained for the funds to be remitted

ely in the asvent of a call on the
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(d}) the obligation must be unconditional and
irrevocable and it must be expressed toc be
on-demand i.e. the obligation must be
documented in such a way as to provide the
authorized institution the legal right to
require the guarantor/indemnifier/
oa“ticipant to pay to it the securesd amount

immediacealy orn dsmand in the event that
theres is des?ault or non-performancs by the.
borrower;
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(f) the instrument must be enforceable either in
Hong Rong or in the country of incorporation
or residence of the guaranteor/indemnifier/
participant.

Standby letter of credit

8. Standby lettars of credit are acceptable as collateral
for offsetting financial exposures under section 81 provided they
satisfy the following criteria -

(a)

e

the issuer must be an authorized institution,
or an institution recognized as a bank in the
place where it is incorporated and which is
under adequate supervision;

the borrower must be explicitly and correctly
named in the agresement and the undertaking of
the issuer must be clearly stated:

the country whare the issuer of the cradit is
located or incorporated must either have no
eaxchange control or, where there are exchange
contreols, approval has been obtained for the
funds to be remitted freely in the avent of a
call on the obligation;

the obligation under the cradit must be
unconditional and irrevocable and it must be
expressed to be on-demand i.s. it must be
documented in such a way to provide the
authorized institution the lagal right to
require the issuer to pay to it the sacured
amount immediately on demand in the evant
that there 1s default or non-performances by
the borrower;

the maturity of the credit must allow
sufficient time for the institution concerned
to-claim relsbursement in case of defawylt.

Under no circumstances can the maturity of
the crsdit be less than that of the loan. 1In
case the credit has no maturity, it should be
explicitly statad that it is a c¢ontinuing
abligation: and s

(£) the credit must be anforceables either in Hong
wOTe OF in ESa country of incerpouration or
rassidencs of ths issusr

g, Fther updertakings wiich ars similar to a guarantes aad
not, speeificd —n Ehis guizdeline =.g9. Yack to pack letears of
cradiec havé Sz He exanined or their own meriss, csse~by~cags
acoeptancs I th==2 #.1 5 sonditisns. 0forn tha undsrlyping texss



and conditions. of the undertakings and the criteria specifiad in
paragraph 8fa) te (£f) inclusive will be applied.

Limitation on the amount guaranteed

105 Wheres a guarantee (an indemnity, a risk participation
agreement or a standby letter of credit) is issued by an
authorized institution or a bank under adequats supervision, the
amount guaranteed stc. by the institution or the bank for any one
customer or group of relataed customers, should not exceed 25% of
the capital base or capital and reserves, as the case may be, of
the issuer (depending on the capital rules applicable in the
issuer's jurisdiction). The institution which is the beneficiary
of the guarantee etc. should obtain from the guarantor estc., and
submit with the application to the Commissioner, a warranty
certifying that the amount guaranteed etc. does not exceed the
25% limits For significantly large transactions, the
Commissioner will check with the relevant supervisory authorities
that they are comfortable with the exposure incurred by the
guarantor stc. The 25% limit needs to take account of the other
exposures of the guarantor etc. to the same customer or group of
related customers.

) In cases where an institution and its subsidiary(ies)
both give a guarantee etc to the same counterparty the total
amount guaranteed etc will be aggregated for the purpose of
section 81 in calculating the consclidated exposure of the
institution. In this case, the consolidated capital base will be
used as the basis for assessing compliance. There is, however, no
limitation on the total amount of all guarantees etc. from the
same 1ssuer covering the exposures of different cbligors.





