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Purpose
This paper sets out the background of the review of derivative warrants
market conducted by the Securities and Futures Commission (SFC), and
summarizes the concerns expressed by Members on related issues.

Background
2.
Since their introduction in Hong Kong in 1989 and as revised in 2002,
derivative warrants have become a popular product among a broad cross-section
of investors, particularly retail investors. Prior to 2002, the Stock Exchange of
Hong Kong (SEHK) operated a quota system which limited the issue of
derivative warrants over a company’s shares to the lower of 20% of its issued
share capital or 30% of its public float. To help eliminate pricing anomalies
when there is a supply and demand imbalance, the Hong Kong Exchanges and
Clearing Limited (HKEx) adopted a number of measures in 2002 after
market-wide consultation, including abolishing the quota system, requiring
issuers to provide liquidity in their warrants, and relaxing rules to facilitate
further issues.
3.
During the first ten months of 2005, the turnover in the derivative
warrants market averaged HK$3.3 billion a day, representing 18% of the average
daily total stock market turnover. In comparison, the average daily turnover for
2004 was HK$2.1 billion, or 13% of the total. The significant growth in trading
activities in the derivative warrants market has caused various concerns,
including that the growing size of the market would threaten the stability of the
stock market, and that the regulatory framework needs to be reviewed to address
the undesirable and inappropriate market practices. The fall of the Hang Seng
Index by 301.49 points on 18 August 2005 has given rise to more concerns about
the increased activities in the derivative warrants market. Members also
expressed their concerns on the subject at the meeting of the Panel on Financial
Affairs (FA Panel) on 13 October 2005 and through raising written questions for
the Council meeting on 19 October 2005.
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4.
Against this background, the SFC conducted a comprehensive review of
the derivative warrants market. Upon completion of the review, the SFC issued
a report on 25 November 2005 for consultation up to 31 January 2006.

Derivative warrants
Benefits and risks
5.
Derivative warrants are complex financial instruments. They give
buyers the right, but not the obligation, to buy or sell an underlying asset at a
pre-determined price (commonly referred to as the strike price or exercise price)
on or before a specified date (commonly referred to as the expiry date or maturity
date). The underlying asset may be any asset including a single stock, a basket
of stocks, an index, a currency, a commodity or a futures contract.
6.
Derivative warrants are listed on the SEHK and traded like stocks,
i.e. they may be bought and sold in the market at anytime before they expireNote.
They can be attractive to investors for several reasons. First, as they cost only a
fraction of the price of their underlying asset, they provide a much cheaper
alternative to investing in the underlying asset. Second, they have a leveraging
effect, i.e. a small change in the price of the underlying asset can result in a much
larger change in the price of the derivative warrant, and thus potentially greater
gains (or losses, as the case may be). Third, as a warrant holder is not obliged
to exercise his rights when the exercise price of a call warrant is higher than (or
for a put warrant lower than) the price of the underlying asset, the potential loss
is capped in that, at worst, the warrant holder loses the entire amount invested but
does not have to pay up a further sum on maturity.
7.
Derivative warrants have a limited life span. Once the exercise period
lapses, the warrant will have no value.
Regulatory framework
8.
The existing regulatory regime for derivative warrants in Hong Kong is
basically set out in Chapter 15A of the Listing Rules. In addition, the SFC has
issued guidelines regarding the use of marketing material in relation to derivative
warrants. The regulatory regime covers the following items:
Note

Derivative warrants may be divided into 2 types – Call warrants and Put warrants. Call warrants
give the holder the right to buy a given amount of the underlying asset at a predetermined exercise
price while Put warrants give the holder the right to sell a given amount of the underlying asset at a
predetermined exercise price. Moreover, the right to buy or sell (as the case may be) may either
be exercised on the expiry date (in which case they are called European style warrants), or at
anytime on or before the expiry date (in which case they are called American style warrants).
Furthermore, settlement on expiry may be in cash or by physical delivery. In Hong Kong,
derivative warrants listed on the SEHK are generally European style warrants, cash settled, and
automatically exercised.
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(a)

Scope of the underlying asset of a derivative warrant;

(b)

Basic terms and conditions: a minimum issue price of HK$0.25;
minimum lifespan of six months and maximum of five years; how
the settlement price is to be calculated; and mode of settlement;

(c)

Issuer requirements: not being a private company; must have a net
asset value of more than HK$2 billion; must have attained the
required credit rating and relevant experience;

(d)

Requirements relating to the contents of listing documents;

(e)

Other requirements, including the requirement of issuers to appoint
a liquidity provider to provide liquidity in their derivative warrants;
and

(f)

Requirements that marketing material must be accurate and neither
misleading nor biased; must refer to the full terms and conditions in
the listing documents, and include appropriate risk warnings.

Members’ concerns about trading of derivative warrants
9.
In view of recent public concerns about the risks associated with trading
of derivative warrants in Hong Kong and the regulation of such trading activities,
members agreed at the FA Panel meeting on 13 October 2005 that the
Administration, the SFC and the HKEx should be invited to discuss the subject
with the Panel. Members are concerned about the need for strengthening the
measures for regulation of warrants trading (including regulation of media
programmes on warrants trading), and measures for guarding against market
manipulation and addressing potential conflict of interest in the giving of
investment advice by media commentators.
10.
Hon Albert CHENG raised two written questions on the subject at the
Council meeting on 19 October 2005. Mr CHENG’s written questions and the
Administration’s replies are in Appendices I and II.

SFC’s review report
11.
After completing a review on the subject, the SFC issued a “A Healthy
Market for Informed Investors – A Report on the Derivative Warrants Market in
Hong Kong” (the Report) on 25 November 2005, inviting market participants and
interested parties to give their written comments on or before 31 January 2006.
On the same day, the HKEx issued a press release indicating that it generally
supported the direction of the proposals made in the report and would work
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12.
The Report contains the SFC’s “Six-Point Plan” for improving the
derivative warrants market, as follows:
(a)

Tightening the requirements on liquidity providers generally and
making their operations more transparent;

(b)

Facilitating issuers to issue additional units in popular warrants,
and allowing other issuers to issue identical warrants to enhance
market competition;

(c)

Banning commission rebates and other incentive schemes;

(d)

Publishing new guidelines on marketing of derivative warrants and
working with the Broadcasting Authority in relation to
commentators who are not regulated by the SFC;

(e)

Requiring issuers to use “plain language” in listing documents and
to publish a two-page summary of key product features, risks and
benefits of each warrant; and

(f)

Launching new investor education initiatives to further improve
investor understanding on derivative warrants.

13.
The SFC’s press release on the Report with a summary of the “Six-Point
Plan” is in Appendix III. The Report was issued to members of the FA Panel
and members of the Panel on Information Technology and Broadcasting on
3 January 2006 (LC Paper No. CB(1)630/05-06(01)).

Recent developments
14.
The SFC will brief the FA Panel on the findings of the review on
derivative warrants at the meeting to be held on 5 January 2006.
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