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The Hon. Audrey Eu, SC, JP

Chairperson

Bills Committee on Companies (Amendment) Bill 2004
c/o Ms. Connie Szeto, Clerk to Bills Committee
Legislative Council Secretariat

3/F, Citibank Tower

3 Garden Road, Hong Kong.

Dear Ms. Eu

Bills Committee on Companies (Amendment) Bilt 2004
Proposed legislative amendments to the definition of “subsidiary”

Following our letter of 22 December 2004 to you, we are very pleased to
present a brief survey on securitisation practices and market activities in other
jurisdictions for the consideration of the Bills Committee. We have consulted with
members of the Asian Securitisation Network in preparing this survey and are grateful
for the kind assistance of Fitch Ratings Limited, Linklaters, Freshfields Bruckhaus
Deringer, Drew & Napier, Deloitte Touche Tohmatsu, Mallesons Stephen Jaques,
PricewaterhouseCoopers, and Heller Ehrman White & McAuliffe in providing the
information summarised in the survey. '

The survey sets out in a tabular format for ease of comparison,
securitisation practices and market statistics for the following selected junisdictions:
Korea, Japan, Australia, Singapore and the United States. The results of the survey are
significant and show that for those markets where the government has taken an active
role in promoting its securitisation industry by providing a conducive legislative or
accounting framework, there has been tremendous growth in both the number and
volume of transactions over a relatively short pertod of time.
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In the case of Korea, since the enactment of the relevant legisiation in
1998/1999, the volume of asset-backed securities issuances has reached KRW39.9
trillion in 2003 (equivalent to US$33.5 billion at exchange rates on 31 December 2003).
The Japanese securitisation market has seen similar spectacular growth since the
enactment of its securitisation laws in the early 1990s and the volume of asset-backed
securities issuances amounted to ¥5 trillion in 2003 (equivalent to US$46.8 billion at
exchange rates on 31 December 2003).

Despite not having any specific enabling legislation, Australia too has
developed a substantial securitisation industry with issuance volume of A$50 billion
(US§$37.5 billion) in 2003. This was possible due to the conducive accounting approach
taken by the Australian accounting profession on off-balance treatment for securitisation
transactions until recently. Now that the accounting approach has changed, the industry
is making strong representations to the International Accounting Standards Board
(“IASB”) and has recently kicked off a global project, with the endorsement of the
IASB, to consider the development of a revised accounting framework for securitisation
transactions.

The Singapore government is keenly aware of the benefits of the
securitisation market and the current demand for highly rated investment products, and is
playing its part in developing the securitisation market in Singapore. It has recently
announced an SME Loan Securitisation Project which will repackage loans to small-and
medium-sized enterprises into tradeable secunties.

The United States securitisation market is one of the largest capital
markets in the world. From its inception in the early 1970s, it now exceeds US$7 trillion
in size, and despite the controversy over the abuse of special purpose entities, in
particular instances such as the Enron case, the off-balance sheet accounting treatment
accorded to Qualifying SPEs still remains untouched.

Accordingly, the HKMC would argue that it is possible for Hong Kong to
develop a substantial and vibrant securitisation industry to allow a more efficient use of
capital, provided that there is a conducive legislative and accounting environment which
supports and does not hinder genuine securitisation activity by removing one of the
major drivers of securitisation, namely, the possibility of off-balance sheet treatment.

We hope that the Bills Committee finds the information useful, and we
would be happy to attend before the Committee again to elaborate further on the
comments set out in our submission.

Yours sincerely,

/—?-—__

_—
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enhancement of capital adequacy ratio. So far, Singapore saw a large asset securitisation exercise carried out
by Development Bank of Singapore in 2000 for the purpose of improving its capital adequacy ratio.

Where non-financial corporations are concerned, they are mainly motivated by potential improvement to
balance sheet ratios.

4.7

Convergence with IAS/IFRS

The Singapore Accounting Standards are almost identical to the IFRS, with a few differences such as the
effective dates and the absence of the equivalents to IFRS 30 Disclosures in the Financial Statements of
Banks and Similar Financial Institutions and IFRS 40 Investment Property.

UNITED STATES AND QUALIFYING SPECIAL PURPOSE ENTITIES (“QSPE”)

5.1

Enabling legislation for securitisation

The corporate laws of the various state jurisdictions in the U.S. are permissive rather than restrictive in their
application. Thus, specific enabling legislation has not been necessary for the development of the U.S.
securitisation market, the largest in the world. Various laws must be considered for various transaction
structures and types of assets, however, such as tax rules governing mortgage-related transactions (e.g.
REMICs) and SPE structures, perfection of asset transfers, SPE bankruptcy consolidation issues and
applicable securities laws governing the offering of securitised interests.

52

Effect of enabling legislation

See above.
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53

Growth of securitisation market

The U.S. securitisation market is one of the largest capital markets in the world. From its inception in the

early 1970s, it now exceeds US$7 trillion in size.

Issuance has steadily grown over the years.

The

following charts show the trends in asset-backed securities, mortgage-related securities and agency
mortgage-related securities:
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54

Do accounting standards require
consolidation of securitised assets?

The U.S. accounting standards generally provide that a securitisation receives off-balance sheet treatment
only if the transaction fails to meet one or more of FASB Statement No. 140 criteria for "sale accounting."
FASB 140 provides that a transfer of financial assets will be accounted for as a "sale" to the extent that the
transferor surrenders control over the financial assets and receives consideration other than beneficial
interests in the assets in return. Surrender of control occurs if three conditions are met: (i) the transferred
assets have been isolated from the transferor—put presumptively beyond the reach of the transferor and its
creditors, even in bankruptcy; (ii) the transferee has an essentially unconstrained right to further pledge or
exchange the transferred assets or the transferee is a QSPE and its holders have an essentially unconstrained
right to transfer their interests in the SPE; and (iii) the transferor does not maintain effective control over the
transferred assets through an arrangement that entitles and obligates the transferor to repurchase the
transferred assets through a call option on the transferred assets (other than a permitted clean-up call by the

servicer when the amount of the outstanding assets fall to a level at which the cost of servicing those assets
becomes burdensome).
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Under FASB 140, a QSPE is a trust, corporation or other “legal vehicle” that is limited to performing the
activities involved in the securitisation and which has “standing at law distinct from the transferor” with
essentially no ability to take discretionary actions. In accountants’ parlance, a QSPE must be “brain dead”
or on “automatic pilot.”

5.5

Do accounting standards require
consolidation of subsidiaries,
including any SPEs?

Even if sale accounting is achieved under FASB 140, the U.S. accounting standards may require
consolidation of a subsidiary (including SPEs) unless that subsidiary is a QSPE. FIN 46 provides which
entity or entities are required to consolidate the subsidiary. The normal consolidation rule is consolidation
based on majority of voting interests. However, in case of certain entities, called “variable interest entities”
under FIN 46, consolidation will be based on variable interests, and not based on voting interests.

The primary variable interest in any entity is its equity: equity is defined as residual economic interest. The
rationale of capturing variable interest other than equity contemplates that there are certain entities where
the legal equity is insignificant and irrelevant from the viewpoint of risk/rewards. In such cases,
consolidation based on equity does not serve the purpose of effective reporting.

Most of the securitisation transactions in the U.S. are structured with a QSPE to avoid consolidation.

*FIN 46 means FASB Interpretation No.46 which requires the consolidation of “variable interest entities”.
However, notwithstanding the tightening of reporting standards in relation to these variable interest entities,
the qualifying SPE exemption for securitisation entities, together with a few other exceptions, were
expressly excluded from the consolidation.

5.6

Importance of off-balance sheet
treatment

Most securitisations in the U.S. are structured for off-balance sheet treatment which generates significant
benefits to issuers including (i) lowering the cost of funding, (ii) swapping lower quality assets (e.g.
receivables) for higher quality assets (cash) and improving the issuer's balance sheet strength and risk
profile, (iii) transferring credit and other risks associated with the transferred assets, (iv) lowering required
regulatory capital (e.g. for banks) and (v) diversifying funding sources.

Inability to achieve off-balance sheet treatment would have a serious negative impact on the U.S.
securitisation market.
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5.7 | Convergence with IAS/IFRS While there has been much discussion of the trend to convergence with IAS, nothing is imminent in the
United States in this area.
Submitted by
The Hong Kong Mortgage Corporation Limited
10 January 2005
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