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HKEX, having announced a commitment to co-operate with Government's adoption of the
Expert Group's plan to shift its regulatory role to the SFC, HKEX is now fighting it. We sat
down last Monday with Charles Lee, who said that HKEx was obliged to put the public
interest first and co-operate with the Government's proposal. Now he has done a U-turn.
Did HKEx make a false and misleading announcement? And what about meum pactum
dictum?

Disserving the Public Interest
31st March 2003

On Friday 21-Mar-03 the Expert Group to Review the Operation of the Securities and
Futures Market Regulatory Structure (Expert Group) released its report. While the name of
the group may have lacked punch, the report certainly did not.

The recommendations

The report was thoughtful, deliberative, almost comprehensive and certainly far reaching.
We believe its recommendations should be adopted without further delay - and give those
men a Gold Bauhinia Medal. The group listened to the views of anyone who wished to
express them, and there is no need for further consultation.

The recommendations will establish a regulatory framework which is a necessary part of
the improvements needed to raise Hong Kong to international standards. Beyond the terms
of reference, the Expert Group even urged the government to consider class actions and
contingent fees, which in our view are another necessary step to make shareholder actions
a reality rather than a theoretical legal concept, and add to the deterrent for malfeasance.
Until we have such powers, the full burden of enforcement rests squarely on the
Government through the SFC and criminal courts.

The report's central recommendation is that Hong Kong Exchanges and Clearing Ltd
(HKEx, 0388) should get out of the business of regulation - a term which in itself is an
oxymoron. The report calls the present structure "fundamentally flawed". You cannot be
both for-profit and regulate in the public interest. Indeed, last year, according to HKEx's own
annual report, there were 275 listing applications, and only 1 was rejected. That's nothing to
be proud of.

The report calls for the Securities and Futures Commission (SFC) to establish the Hong
Kong Listing Authority (HKLA), headed by an executive director, which will take over the
regulatory role from the existing Listing Division from HKEX.

Furthermore, the report calls for the Listing Rules of the HKLA to be given statutory
backing, but that the rules should not be statutes themselves. This will make it an offence to
break the Listing Rules and allow for prosecutions with meaningful fines, while also allowing
the rule-making process to be conducted by the professionals of the SFC and not by
legislators, who are not sufficiently qualified to do so. The report states that the Securities
and Futures Ordinance already contains the necessary legal framework, so no new
legislation is needed to bring the HKLA into existence. The check and balance is that if any
Listing Rule made by the HKLA is found by a court (on appeal of an HKLA decision) to be
inconsistent with the legislative framework, then the rule will be overturned.

While it is clear that the Expert Group did not set out to copy any particular model, and
great care was taken to look at the particular circumstances of Hong Kong, the end result
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looks very similar, but not identical, to the UK regime in which the Financial Services
Authority runs the UK Listing Authority. All that shows is that logical reasoning brings
reasonable people to the same conclusions.

The report also calls for an advisory "Listing Panel" to be established, in a similar format to
the SFC's Takeover Panel (on which your editor sits). The Listing Panel would include a
much greater proportion of investor representatives (currently, there is only 1 fund manager
on the 25-member Listing Committee). The Listing Panel would hear appeals of decisions
of the HKLA, and would also advise the HKLA on amendments to the Listing Rules. The
key word here is "advise" - unlike the existing Listing Committee, the Panel would not have
a veto over new Listing Rules, which would be "made and administered" by the HKLA
within its statutory powers.

In our submission to the Expert Group, we called for the Listing Committee to be scrapped,
for the reason that an issuer-dominated group of part-timers should not be making and
interpreting the rules of the market. Instead, we said that an "Issuers Group" advisory
committee could be formed, similar to the existing SFC Shareholders Group. So we agree
with the advisory function of the new Listing Panel. However, we think it is unnecessarily
complicated to have the Listing Panel involved in appeals of HKLA decisions, because this
inserts an additional layer between the HKLA and judicial review by the courts. Given that
the Listing Rules will have statutory backing, it would be simpler for appeals to be handled
by the courts.

We also argued that the Takeover Code and the Code on Share Repurchases (Codes)
should be given statutory backing. It seems inconsistent to regulate one aspect of corporate
behaviour through Listing Rules with statutory backing while regulating another with a non-
statutory code, where the worst penalty is a "cold-shoulder" order. The latter has been
shown to be ineffective, just as the "name and shame" approach by HKEXx to enforcing its
listing rules is also ineffective. What is needed are meaningful financial penalties to offset
the financial rewards of wrongdoing. It is unclear why the Expert Group did not comment on
the question of statutory backing for the Codes - perhaps this was an oversight which can
be resolved in the implementation phase, as it would be consistent with their other
recommendations.

Timing

One widely misunderstood aspect of the report, perhaps caused by an ambiguous
comment from the Financial Secretary, is the timing of its implementation. Media have been
reporting that it will take 18 months for the HKEX to be relieved of regulation. This is not
true.

In fact, the only reference in the report to "18 months" is that after the shift to the HKLA, the
new Listing Panel will remain involved in approvals of new listings for an 18-month
transition period while the HKLA gets up to speed. This is partly because HKEx has under
spent on regulation for many years, leading to high staff turnover and a lack of experience.
So the HKLA will have to cut out some dead wood and hire some experienced talent in
order to raise the ability of the current listing division to handle new listings on their own.

So let's be clear - if everyone co-operates, it should only take 2 to 3 months for the transfer
of the staff of the Listing Division of the Stock Exchange to the new HKLA under the SFC.
Any financial bickering over the split of listing fees can be settled afterwards and need not
delay the implementation. After all, agreement on the division of fees is not a condition of
the proposal, and it has been accepted by all parties that HKEx will be left "neutral” in
profits terms (translation: they were making a profit on regulation and they will get to keep
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the profit without doing any more work).
Co-operation and resistance

The Expert Group held a press conference on 21-Mar-03, and you can watch the video
(free RealOne player required). The same day, the Financial Secretary endorsed the report
in a statement and committed the government to implement its recommendations "as soon
as possible".

HKEX responded the same day with an initial statement that it "is disappointed with the
conclusions and recommendations" but continued:

"in the light of the Government's intention to adopt the Expert Group's
recommendations, HKEx will work closely with the Government and the [SFC]
on their implementation."”

This was followed on Sunday 23-Mar-03 with a formal announcement by the board of HKEXx
repeating this commitment.

Meum pactum dictum?

As readers will know, your editor David Webb is standing for election to the board of HKEX,
in an attempt to introduce some investor-based representation to the Board. Indeed, the
Expert Group report noted "at present there are no investor representatives on either the
HKEx Board or the [SFC]".

At the invitation of HKEX's chairman, Charles Lee, we sat down with him last Monday, 24-
Mar-03, and amongst other things, discussed the Expert Group report. He said:

"We will co-operate with government. This is a public policy decision, and of
course you know that, from the Merger Ordinance, the first duty of the regulator
is to safeguard the public interest, so we have a public duty, and if government
tells us this our public duty, then of course we will do it, this is our public duty.
And the ordinance goes on to say that, after the public interest, we would then
have to look after [HKEX] shareholders interest, second duty, and in case of a
conflict, the public duty shall prevail, so that's very clear." (our hyperlink added)

Well, that was certainly clear to us and very reassuring. No more squabbling then. But 4
days later, Mr Lee was telling the newspapers the exact opposite. Far from "co-operating”,
he planned to send a letter to Secretary for Financial Services Frederick Ma Si-hang
outlining HKEX's opposition to the proposals.

This brings into question whether the announcement last Sunday, made by the board of
HKEx and filed with the SFC, was in fact false and misleading. In the usual terms, the
Directors individually and jointly accepted responsibility for the accuracy of the
announcement. These are the same directors who are now fighting the Government's
proposal.

It also goes directly against what Mr Lee told us last Monday, that HKEx would co-operate
and put the "public interest" first. Such assurances were disingenuous platitudes. So much
for the old financial practice of meum pactum dictum - my word is my bond. The about-turn
clearly and ironically illustrates what the Expert Group said in the first place - it is not
realistic to expect a for-profit entity to act in the public interest.
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Under the existing Listing Rules, there is a special provision that the SFC is the regulator of
HKEX's own listing. So now, we call on the SFC to investigate whether the announcement
of HKEx dated 23-Mar-03 was false and misleading. Did the board ever really intend that
HKEXx would co-operate with Government? There has been no announcement since then to
the contrary, and in our view this is also a breach of paragraph 2 of the standard Listing
Agreement whereby HKEX, as a listed company, is obliged to keep the market informed of
material changes. This reversal is certainly one of them.

Indeed, in our view, the removal of the listing function to the SFC is beneficial to the long
term development of the market and hence to the financial prospects of HKEx as a listed
company. By opposing the plan, the board cannot even be said to be acting in the interests
of its own shareholders, let alone the public interest, would should come first.

Public policy

Whether or not the Government's commitment to implement the report's recommendations
is followed through is ultimately in the hands of Mr Tung Chee-hwa, Chief Executive of
Hong Kong, and will be evident from his actions in the next two weeks.

Rumour has it that Charles Lee may resign as Chairman of HKEX if he does not get his
way. That rather misses the point that the 3-year terms of all of the 8 "public interest
directors" appointed by the government, including Mr Lee, expire on 15-Apr-03, right after
the HKEx AGM. So he would be out of office anyway unless he is reappointed by
Government.

That would be a welcome opportunity to revamp the boardroom of HKEX, along with the
expected appointment of a new Chief Executive upon Mr Kwong Ki-chi's resignation.

Currently, 8 out of 15 directors are appointed by the Government, including the Chairman of
HKEX who is subject to approval of the Chief Executive of Hong Kong. This will be reduced

to 6 out of 13 after the AGM, the balance being 6 elected directors and the Chief Executive

of HKEX, who is subject to approval by the SFC after consulting the Financial Secretary.

The Government has yet to announce who those 6 appointed directors will be (including the
Chairman), so now more than ever, Government has the power to decide whether the
appointed directors (and also the chief executive) are pro-reform or anti-reform. Those who
are anti-reform, including Mr Lee, need not be re-appointed, but if they are, then we will
know for sure which camp Mr Tung sits in. His Government's choice of directors, Chairman
and Chief Executive will be a litmus test of whether he favours the vested interests of
tycoons or the long-term interests of Hong Kong as a financial centre.

Copyright Webb-site.com, 2003
Note:
David Webb will be appearing before the Financial Affairs Panel of the Legislative

Council from 10:00 on 7-Apr-03. This article constitutes his submission to that
meeting.
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2.7 SEHK revenue and profit

2.8

2.9

On each side of a trade, SEHK collects 0.005% transaction fee and HKSCC collects
0.002% settlement fee. Ranked by size, the top decile (10%) of listed companies
account for about 90% of total market capitalization and generate a corresponding
proportion of the transaction fees.

Similarly, listing fees are based on either the market cap (at initial listing) or the par
value of outstanding issued shares (for annual fees).

The cost of administering the Listing Rules is about the same for a $100bn company as
a $100m company. So for around a 1,000-fold difference in SEHK transaction revenue
and an 8-fold difference in listing fees, the regulatory cost base is roughly the same.
Indeed, some of the smaller companies have arrived at that size due to financial
difficulties, which tends to increase the amount of regulatory oversight due to vetting
of restructuring documents including connected transactions, rights issues and so on.

Hence, large listed companies account for most of the profits of SEHK, and the
smallest and troubled ones probably contribute losses. I cannot quantify these because
private companies in HK, including subsidiaries of HKEx, are not required to file
financial statements with the Companies Registrar, and the group accounts do not
provide sufficient detail. The Expert Group should be able to obtain audited subsidiary
accounts from HKEXx.

SFC

Under s5 of the Securities and Futures Commission Ordinance (“SFCO”, Cap. 24), the
Chief Executive of Hong Kong (“CEHK”) appoints and may remove the Chairman and
the other directors of the SFC, of which half are executive (including the Chairman)
and half are non-executive, with a minimum of 8 directors in total. Under s11 of SFCO,
The CEHK can also direct the SFC as regards the performance of any of its functions.
As such directions are not required to be published, the public may not know when and
how such power is being used.

The Codes

The Corporate Finance Division of the SFC (“CFDSFC”) administers the Codes on
Takeovers and Mergers and Share Repurchases (the “Codes”). The Codes are non-
statutory so do not have the force of law. Amendments to the Codes are made by the
SFC after consultation with the Panel. In practice, this is usually preceded by a market
consultation.

The Executive Director of CFDSFC (“Executive”) may institute disciplinary
proceedings before the Takeovers and Mergers Panel (“Panel””) when it considers that
there has been a breach of either the Codes or of a ruling of the Executive or the Panel.

Similar to SEHK’s sanctions under the Listing Rules, the sanctions available to the
Panel include private or public statements criticising or censuring the offender, or a
“Cold Shoulder” order requiring dealers and advisers not to act for the offender for a
stated period. The Panel can also require further action as it “thinks fit” although, as the
Codes are non-statutory and hence unenforceable, this sanction is usually given as an
alternative to the Cold Shoulder — for example, requiring an offender to make a general
offer, failing which a Cold Shoulder order is imposed against him.
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were never published, although some parts of the proposals found their way into later
consultations.

On 21-Jan-02, SEHK announced®' on a new consultation paper on the Listing Rules
relating to corporate governance (including some proposals made in the 1999 paper).
Consultations closed (after extension) on 24-May-02. Although the CEO of HKEx has
made various speeches hinting at the current position of HKEX, there has still been no
announcement of the outcome or summary of responses or approval by the SFC of
changes to the Listing Rules. However, the general indication in such speeches is that
the proposals, which were already weak, are to be further watered down. For a detailed
discussion of the proposals, see five articles on Webb-site.com in the Listing Rules™
section.

In summary, HKEx has a history of consulting without concluding and proposals that
place form over substance.

Admission to listing — subjective or objective?

On the one hand, the SEHK claims to be running a “disclosure-based” market where
any candidate which meets the listing criteria must be admitted, but on the other hand,
the LC can reject any application for listing on the grounds of “suitability”. If we had a
true disclosure-based regime with clearer rules on what constitutes a qualifying track
record (and what should be excluded), then it should be a simple administrative process
for the regulator to confirm that a candidate satisfies the entry criteria, and no external
committee would be needed to pass judgment. Any applicant not satisfied with a ruling
could seek judicial review.

Listing Division in tick mode

Despite the proposed dual filing system, by leaving SEHK with the role of front-end
vetting of announcements, very few alarm bells will be raised. The SEHK simply
doesn’t look under the rocks and see the snakes. It’s a “don’t ask, don’t tell” system.

SEHK could, of course, hold up clearance of announcements or approval of listing of
new issues by existing listed issuers, until it was satisfied that it had all the necessary
information, but to my knowledge they seldom do so. For example, one of the most
popular ways to expropriate cash from a listed issuer is for the company to buy assets
at inflated prices from nominee or corporate “independent third parties” who are in fact
fronting for the controlling shareholder. The SEHK seldom probes the beneficial
ownership of such parties, and accepts at face value an issuer’s statement that the third
party is independent, however ridiculous or uncommercial the transaction may be.

The Listing Rules do not require disclosure of beneficial ownership of counterparties.
In response to my inquiry on this matter, the Listing Division told me:

“Essentially, the statement of independence in the announcement will serve as
the issuer's confirmation to us that the entity is independent. In some cases, we
may obtain details of beneficial ownership of corporate counterparties for the
file.”

My overall characterization of the Listing Division is that they lack industry experience
and are unable to see the wood for the trees. They proceed with “tick-mode”
compliance, and once all the ticks are on the sheet, they are satisfied. They are unable

2 hitp://www.hkex.com.hk/news/hkexnews/0201212news.htm

22 hitp://webb-site.com/articles/listlistingrules.htm
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to see the commercial structure of transactions and to question those which are
obviously suspicious. With the exception of a few senior members, the staff turnover
appears high (the Expert Group should ask for length-of-service statistics for all staff)
and this probably reflects low morale and poor conditions of employment. In the past
(in more buoyant markets) middle-tier investment houses would regularly poach the
middle-ranking staff, so that accumulation of experience was limited.

In some markets, a secondment to the regulator for a year or two is a great credit to a
professional CV, but this does not appear to be something that Hong Kong’s
professionals aspire to.

Although I am obviously critical of their performance, I do try to help. About once a
week I come across obvious problems with corporate disclosure (either from my own
reading or from readers of Webb-site.com), report them privately to SEHK and in about
half of these cases, an announcement is made by the issuer concerned.

3.9 Disciplinary and interpretive role of Listing Committee

The LC currently also deals with disciplinary matters. By being so biased towards
issuers in its composition, it is naturally disinclined to publicly sanction them. In any
case, as noted, such sanctions have no real deterrent effect. Assuming that HK moves
to introduce statutory backing for the Listing Rules administered by the SFC, then I see
no reason to have an external committee to administer sanctions.

The LC also deals with appeals of rulings by the Listing Division on interpretation of
the Listing Rules. Again, the LC’s vested interests do not want to set precedents for the
way their own issuer clients or listed companies may be treated in future, and they
normally side with issuers rather than investors. A recent example is the mm case,
where the LC declined to give the benefit of the doubt to public investors, and instead
allowed close relatives of the Chairman and a fellow director and senior management
to vote on a controversial transaction. I led a rare campaign to stop it, but because of
the management and family votes, we lost the vote 53%:47%, even though public
shareholders were overwhelmingly opposed to the sale.

3.10 Non-financial sanctions are ineffective

The sanctions available to both SEHK under the Listing Rules and SFC under the
Codes are ineffective. A potential offender will act according to his perceived value of
incentives and deterrents. For example, take a cash-strapped controlling shareholder
who is considering “borrowing” money from his listed issuer without seeking minority
shareholders’ approval. On the one hand, he may not be able to raise funds any other
way, and this provides access to millions of dollars. On the downside, if caught, he
may get a public censure in the newspapers by SEHK, by which time the loan has gone
bad. It is a simple choice to make.

Similarly, under the Takeover Code, if someone has crossed the bid threshold and
failed to make an offer, then he has breached the Code. The Panel may issue a Cold
Shoulder order for, say, 5 years, which will be lifted if he makes a general offer at the
highest price he paid. It is a simple choice to make. A general offer costs real money,
while he can always get a friend or relative to open a securities account for him, or
even get his listed company (which he now controls) to trade in the market instead.

2 http://webb-site.com/articles/0585.htm
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If these two cases sound hypothetical, then instead consider, for example, the cases
involving Mansion House Group Ltd** and Shun Ho®.

3.11 Shareholder remedies are unaffordable

Shareholder legal actions, or the lack of them, form a key part of the regulatory
dynamics in any market. In constructing the overall deterrent to abuse of listed
companies, societies can choose a combination of statutory rules, criminal prosecutions
(leading to jail) and civil enforcement through class actions. To some extent, strength
in one of these areas can compensate for weakness in another — it is the perceived
overall deterrent that is important. Unfortunately, HK is weak in all of these areas.

Whilst there are various legal avenues theoretically open to HK investors to seek their
own remedies, these avenues are in fact cul-de-sacs. No single investor, or small group
of investors, is able to justify the costs involved in taking legal action relative to the
dollar size of their individual claims. This is the classic “plaintiff fragmentation”
problem. Together, investors in a company may have suffered hundreds of millions of
dollars in damages, but individually, they cannot justify spending the tens of millions
that it may take to go through three layers of courts, while the defendant often finances
his defence out of shareholders’ funds.

The very rare legal action we see by shareholders in HK-listed companies usually
involves one or more well-funded large (20%+) shareholders battling for control of the
company.

3.12 Statutory right to derivative action

The Standing Committee on Company Law Reform®® (“SCCLR”) has proposed that
shareholders be given a statutory right of derivative action on behalf of the company in
which they have invested. However, these actions would still need to be financed until
a win is secured. Secondly, even if the case is won, and the company receives the
award of damages, the company is likely still to be controlled by the people who
caused the damage in the first place, who may then set about expropriating the assets
again.

Obviously any new legal right cannot have negative value, so I welcome it, but I
personally doubt that many investors will find it worthwhile to use the statutory
derivative action.

3.13 Class actions allow private-sector enforcement

Class actions in the USA have gained a bad reputation for frivolous law suits, but one
key difference is that the USA does not have a loser-pays system, whereas HK does. A
loser-pays system, whereby an unsuccessful plaintiff has to pay the defendant’s costs,
would deter frivolous actions in a class-action system.

If HK were to allow class actions, together with contingent legal fees, but retaining the
loser-pays system, then lawyers would be able to make a calculated and commercial
decision on the merits of a case, and decide whether to finance the case (and the
potential costs of losing) in return for a no-win-no-fee deal.

I note that a senior official of the CSRC said last week that the mainland regulator is
considering introducing a formal class action system. This follows on from other

2 hitp://www.hkex.com.hk/news/hkexnews/0419news.htm
2 hitp://www.hksfc.org.hk/eng/takeovers/html/takeovers/shunho2.htm
26 hitp://www.info.gov.hk/cr/notice/scclr/content. htm
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moves to enhance the mainland market, including quarterly reporting since 1-Jan-02
and deregulation of brokerage rates since 1-May-02.

3.14 Quasi-class actions through a representative body

In 2001, I proposed an alternative to the introduction of full class actions, in the form
of a quasi-class action constructed as a massive joint action on behalf of members of a
levy-funded body to represent investor interests, the Hong Kong Association of
Minority Shareholders. For more on this proposal, see HAMS?’ on Webb-site.com.

HAMS would also represent investor interests in the policy debate — which means that
instead of me writing submissions like this one, an authoritative investor body,
governed by investors and professionally staffed, would lobby full-time and respond to
all proposals made by industry regulators and affecting investors, including the
Government, SCCLR, SFC, HKSA and Law Society (and HKEx, if it is still a
regulator). Any investor could join for a nominal fee, and half the governing body
would be elected by individual investors and half by institutions.

The proposal met with widespread endorsement from different sectors of the
investment community, both privately and (where conflicts permitted) publicly®.
However, in order to overcome the “free-rider” problem, to provide sufficient
resources and to make it a user-pays system, HAMS had to be financed by a market
levy (as are the HKEx and SFC), proposed to be 0.005% on each trade, or just 0.01%
of the free float market capitalization per annum. A levy requires legislation, and the
Government rejected the proposal. Investors were more than willing to pay the levy to
finance their own representation, but Government simply wasn’t willing to enable it. In
its response, the Government leant on the SCCLR, which is dominated by issuer
interests.

3.15 The Constitution of the SFC

At present, the Chairman and directors of the SFC are only as secure in their jobs as
their relationship with Government allows, as the CEHK can appoint or remove them
and direct the SFC. This does not make them independent of Government, and the
regular meetings with the FSTB on policy make it clear who is in charge. To most
outsiders, the SFC is subordinate to Government, and boat-rockers are not welcome on
its board. The SFC is kept on a short leash by Government, and that means that the
Government ultimately decides how far the SFC goes to pursue its remit

Hongkong has an unelected Executive Branch, and as such it lacks public
accountability through the ballot box. The only direct representation is through the
directly elected members of LegCo, but LegCo has no say over who runs the SFC.

The Government has been and will continue to be a major player in the equity market.
In 1998 it pumped HK$120bn of public money into the market, buying an estimated
15% of the free float with the stated goal of boosting the 33 companies in the Hang
Seng Index (but not other stocks) to squeeze index short positions, and at the time
asserted that the Government was not subject to the laws on disclosure of interests or
market manipulation. The SFC, which normally prosecutes breaches of the Securities
(Disclosure of Interests) Ordinance®’, was hardly in a position to contest this. For
several weeks, investors had no idea what the Government owned or how much had

?7 http://webb-site.com/HAMS/
28 hitp://webb-site.com/HAMS/thelist.htm
2 hitp://www.justice.gov.hk/blis.nsf/CurAllEngDoc?OpenView&Start=396.1.1&Count=59
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been spent, although we knew it had acquired more than 3% of HSBC because it had to
disclose that under UK law. It later emerged that they had acquired more than 10% of
three companies’ shares.

The Government controls one listed company (MTRC) which may shortly be merged
with a government-owned company (KCRC). With a growing fiscal deficit, the
government is expected to tap the equity markets in future and may control listed
entities such as HK Airport, HK Water, HK Disney or HK Post. It also has de facto
control of the HKEx through its appointment of a majority of the board, although it
owns no shares in HKEx. The Government also holds billions of dollars in equities
through the Exchange Fund, and has stated an intention to do so indefinitely.

For these reasons, the executive Government should distance itself from the regulatory
process. In the US, the Commissioners of the ﬂm are nominated by the President
and approved or rejected by the Senate. Not more than 3 out of 5 can be from the same
political party.

3.16 Government involvement in Rule Making

I have heard claims by the Government that they have no involvement in proposing
changes to the Listing Rules, which are simply a matter for the LC. In reality, this
refuted by facts. Just one day before the proposals on delisting criteria were announced,
on 24-Jul-02, the Government, HKEx and SFC jointly announced, in a press
conference in Government offices, that changes would be made to the whole Listing
regime, which will require extensive changes to the main board and GEM Listing
Rules, in particular the chapters which set out the composition and powers of the
various committees. These changes in fact reversed proposals announced®' by HKEx
on 6-May-02, before the SFST came into office on 1-Jul-02.

While it may be true that the management of HKEx and the Government do not choose
to involve themselves in minor amendments to the Listing Rules, it is also true that
they can do so at any time. The Listing Committees of SEHK do not act in isolation.
They normally only meet once a week, and the proposals put to them are crafted by the
Listing Division of SEHK, a subsidiary of HKEx. The staff of the Listing Division
report to the Chief Executive of HKEXx.

3.17 Government preserved brokerage cartel

Another example of Government exercising its control of HKEx is the decision to
delay deregulation of brokerage commissions in early 2002. Although it was clearly a
government decision, the minimum commission rate is in fact set out in Rule 534°* of
the Rules of the Exchange, so amending that rule is theoretically a matter for the SEHK
subject to SFC approval. Recently, even the Chairman of HKEx has admitted that this
is a “political issue” (HK Standard, 13-Nov-02).

3.18 Reform is a matter of political will

The reality of reform is that it can only happen if the political will is there. When the
Government wants to do something, then it can move quickly. For example, the merger
and legislation which created HKEx was completed in less than a year. However, if
vested interests (many of whom are on the Selection Committee which appoints the
CEHK) are leaning on Government to slow down, then things can happen very slowly.

39 hitp://www.sec.gov/
3! http://www.hkex.com.hk/news/hkexnews/020506news.htm
32 hitp://www.hkex.com.hk/rulereg/rulesex/chap-5_eng.doc
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3.19 Use of SFC’s and Financial Secretary’s Statutory Powers

It remains to be seen whether the SFC will be any more aggressive in intervening to
defend shareholder interests (for example, by taking action to seek a remedy for unfair
prejudice against minority shareholders) after using the strengthened powers of
investigation under the new Securities & Futures Ordinance. It has been six years since
the Mandarin Resources case began in 1996, and it can hardly be argued that there are
no cases since then which justify such treatment.

3.20 Co-ordination with law enforcement

There also appears to me to be a lack of co-ordination between the SFC, the
Commercial Crime Bureau and the ICAC. It is not clear to the public, in cases of
suspected corporate fraud involving listed companies, to whom they should report the
case. Fraud can also involve bribery or hidden advantages, so arguably all three apply.
Furthermore, it is not clear to the public whether if one agency concludes that it cannot
act, that it will pass the case to another agency or just file it. Greater clarity is needed.

3.21 The competitive threat from mainland China

It is worth commenting on how the pace of reform here impacts on our competitive
position with mainland markets. In some respects, such as quarterly reporting, the rules
on independent directors and negotiable brokerage rates, the mainland is already ahead
of HK. All the corporate governance rules are promulgated by the CSRC, not the two
exchanges, and with the minimum of fuss from issuers, most of which are controlled by
the Government anyway. If there is a mandarin word for “U-turn”, they don’t use it
often.

However, HK currently has two strategic advantages. First, the mainland has capital
controls, and we don’t. Secondly, we have an experienced and reliable (albeit
expensive) judicial system used to dealing in commercial disputes and corporate law,
while the mainland doesn’t. Both of these advantages could disappear.

On the back of surging foreign reserves, within the next 5-10 years, China is expected
to remove capital controls. It will also likely merge its two exchanges and three share
classes (A/B/H) into one and continue the privatisation of state-owned enterprises. On
the legal front, it may outsource legal work, for example by incorporating its listing
vehicles in HK (or elsewhere) and listing in Shanghai, or it may choose to fast-track the
PRC corporate courts to provide judicial training for a reliable and predictable legal
system. At the end of the day, for investors in mainland businesses, the domicile of the
issuer is less important, because the underlying assets (subsidiaries, properties,
licenses, whatever) will all be under PRC jurisdiction.
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4. Conclusions and Recommendations

4.1

4.2

4.3

I have now stated the facts and made observations on the situation. This section deals
with the conclusions that must be drawn from this, and my recommendations on the
consequent changes needed to our regulatory structure.

The HKEX should exit regulation

The Listing Division of the HKEx should be merged with the Corporate Finance
Division of the SFC. It will then be necessary to review the staffing, improving the
overall quality and hiring more experienced professionals. The CFDSFC must be given
sufficient financial resources to do the job.

Inevitably, all of the Listing Fees and part of the transaction revenue of HKEx may be
needed by SFC to do this. As I do not have access to the financial data on this, I cannot
offer further comment.

Listing Rules and Codes should have statutory backing

Our system of sanctions has been shown to be ineffective. The Listing Rules and the
Codes should have the force of law. The SFC may then choose to use non-financial
sanctions in mild cases, or financial penalties in the worst cases, for breaches of the
Rules and Code. The SFC would of course be subject to judicial review, but it is
usually fairly clear when a Listing Rule has been broken. It is important that fines be
levied against those who caused a breach, usually executive directors of listed issuers,
rather than the issuer itself. To fine an issuer is to fine minority shareholders, and this
should be avoided.

I am in two minds about whether there should be a continuing role for an external
disciplinary committee to handle appeals of the SFC’s disciplinary rulings, or to make
rulings and issue penalties in the first instance, on breaches of the Listing Rules and the
Codes. On the one hand, it seems inappropriate for a body of part-time individuals to
issue financial penalties, in the style of the Market Misconduct Tribunal. It may expose
those individuals to explanation of their actions in the courts under judicial review. On
the other hand, it may be beneficial to shield the courts from at least the first round of
appeals. On balance, it seems to me that a disciplinary committee is redundant, and if
anything, the appeals should be brought within the framework of the Market
Misconduct Tribunal, which is chaired by a Judge, but only when the sanction
involves fines rather than reprimands.

So the path would be: (1) SFC finds breach of Listing Rules or Codes, and issues
sanction (may include fines); (2) in case of financial penalties only, defendant has
automatic right of appeal to Market Misconduct Tribunal; (3) after finding of MMT,
defendant has usual rights to judicial review.

Listing Rules should be made by SFC

We need a body of neutral, full-time professional regulators to make our rules, not a
body of part-timers with vested interests. The SFC should continue to consult widely
before making or amending the Listing Rules, but at the end of the day it should make
a decision. To provide the voice of issuers, the SFC could form an “SFC Issuers
Group” to parallel the existing SFC Shareholders Group. Both would be advisory
committees to the SFC, and neither would have rule-making power.
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4.4

4.5

4.6

4.7

4.8

The Takeover Code, as at present, would be amended by the SFC after market
consultations. Proposals would be made after consultation with the Issuers Group and
Shareholders Group.

There is a great deal of work to be done to raise our Listing Rules to international
standards. These problems are beyond the scope of this paper but I would be happy to
refer you to previous material on this. There are also numerous areas which provide
scope for “regulatory arbitrage” between the Listing Rules and the Takeover Code, and
these need to be eliminated as much as possible. In essence, we need a consolidated
and consistent regulatory rulebook.

If we consolidate the rule making process under the SFC, then this will at least bring
clarity to one issue: after that, if reform is still not happening, it will then be because
Government is not supporting it. One could no longer blame a rule-making Listing
Committee that does not exist, or an exchange that was fighting the SFC — both would
be out of the equation, and the tycoons’ only way to impede reform would be through
the ear of a Government which in turn leans on the SFC.

Listing Rules should be administered by the SFC

As we are aiming for a true disclosure-based system, I see no need for an external
committee to make subjective judgment on new listing applications, or on the
interpretation of the rules. The SFC should perform both roles, and again would be
subject to judicial review.

The Listing Committee and Panel should be scrapped

It follows from 4.2, 4.3 and 4.4 that the LC and Takeover Panel should be scrapped.
There would be nothing left for them to do. Existing members of the LC and Panel
could instead join the pool of available laypersons to serve on the Market Misconduct
Tribunal.

HKEx should delay merged Listing Committee pending Expert Group report

Having regard to 4.5, and as the role of the LCs is under review by the Expert Group, it
seems inappropriate for HKEx (to propose) and SFC (to approve) Listing Rule changes
needed to implement the merged LC as announced on 24-Jul-02 and scheduled for 1-
Jan-03. The Expert Group is not due to report until Mar-03, so you should consider
making an interim recommendation to delay implementation of the merged LC pending
your final report.

Staff secondments

A program of secondments of middle-level executives from the investment banking,
accounting and legal sector to the merged CFSDFC should be initiated, in order to
improve the staff’s experience and understanding of the industry they are regulating. |
suspect skills and salary levels are, on average, lower in the Listing Division of SEHK
than in the current CFDSFC. Salaries in the merged CFDSFC should be commensurate
with industry levels.

The SFC should be independent of Government

The Directors of the SFC should be nominated by CEHK but subject to approval by
LegCo. They should be removable by CEHK but only with the consent of LegCo,
except in circumstances of disqualification such as being declared bankrupt, insane or
convicted. They should be full-time professionals with no outside businesses. The
appointments should be for staggered terms to avoid discontinuity.
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4.9

The SFC should not be subject to directive by CEHK. There needs to be a separation
between the appointment of its directors and direction by its directors.

Negotiable commissions

I strongly believe that the minimum brokerage rule, in any form, whether for all trades,
or for trades below a certain size, is an anti-competitive practice that breaches the
principle of a free market economy. Price-fixing is untenable and economically
indefensible. For more history and detail, see the Dealing Costs™ section of Webb-
site.com. The rule must be scrapped without further delay.

4.10 Class actions

The law should be amended to allow shareholder class actions. In the alternative, legal
action should be facilitated through quasi-class-actions by enabling the HAMS
proposal. Shareholder activism through class actions would provide more balance to
the system through added deterrent.

4.11 Contingent fees

Lawyers should be allowed to work for contingent fees, on any basis they can negotiate
with their client. We claim to be a free market, so we should not prohibit such
negotiation for services.

4.12 Punitive damages

The law should also be amended to allow the possibility of punitive (multiple) damages
in civil claims. This is for the simple reason that if the probability of being caught and
sued for abusing a company is less than 100% (which it is) then the financial penalty
must be more than the amount gained from such abuse. Otherwise, absent all other
factors, the logical calculated decision is to go ahead and abuse the company.

5. Closing remarks

You will of course receive representations from vested interests on the issuer side
claiming that the status quo is fine and that over-regulation would kill the market. Let
me assure you that it is already dying and in urgent need of regulatory organ transplant.
Investors are increasingly cynical about the quality of stock offerings and the degree of
investor protection and legal rights in HK.

For overseas institutions, both in financial and geographical terms, HK is just a small
dot on the global radar screen. China is a potentially far bigger blob, and whether its
financial services sector gravitates to HK or Shanghai depends a lot on the relative pace
of reforms here and in the mainland.

Domestically, HK workers are avoiding equity elements in their MPF schemes after
dismal performances since the schemes were launched. We are not creating the
conditions to foster confidence in the stock market as a long term savings vehicle. The
radical restructuring of the regulatory and legal system that I have called for in this
paper would go a long way to stimulating that confidence.

33 http://webb-site.com/articles/listdealingcosts.htm
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In HK, we are now running a strong risk of ending up as the Florida of China rather
than the Manhattan of China — a pleasant place to visit on holiday, with an ageing
population, warm weather, a cruise terminal or two, a theme park, a few fund managers
but no longer being China’s financial services hub.

Yours faithfully,

David M. Webb

Editor, Webb-site.com

Member, SFC Shareholders Group

Member, Takeovers and Mergers Panel

Member, Shareholders Sub-Committee of the Standing Committee on Company Law
Reform
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