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PURPOSE

This paper seeks Members' views on the Administration’s
proposa to amend the Mandatory Provident Fund Schemes (General)
Regulation (“the Regulation™) (Cap. 485A) to improve the existing investment
regulations in respect of Mandatory Provident Fund (“MPF") funds.

BACKGROUND

2. Since its implementation in December 2000, the MPF System has
been providing our working population with an additional means to enhance
retirement protection. Over two million employers, employees and
self-employed persons have participated in MPF schemes. The accumul ated
net asset value of MPF has reached over HK$145 hillion as at end 2005.

3. Whilst the MPF System is on track, we aim to strengthen and
refine the System constantly, including its administrative and operational
aspects, to ensure that it is in line with the prevailing market practice and
serving the best interests of MPF scheme members. Against this backdrop, the
Mandatory Provident Fund Schemes Authority (the “MPFA”) established the
MPF Schemes Operation Review Committee (“the Review Committee”) in
August 2001. The Review Committee is tasked to review the operational
aspects of the MPF legidation for further improvements. It comprises
representatives of employers and employees bodies, service providers,
professional bodies and the Government (the membership listisat Annex A).



4, The Review Committee has completed a series of reviews on
investment regulations of the Regulation. In the light of the recommendations
put forward by the MPFA, we intend to introduce proposals to amend the
Regulation with the aim to enhance protection of scheme members' interests
and improve implementation of the Regulation on one hand, whilst enhancing
flexibility of MPF investments and removing undue restrictions on investment
of MPF funds on the other.

PROPOSED LEGISLATIVEAMENDMENTS

5. The MPFA is tasked to administer the MPF legislation, including
the regulation of how and where MPF contributions can be invested. The
Investment regulations now prescribed under the Regulation list out a number
of requirements about which securities, and the circumstances in which those
securities can be acquired for an MPF fund. An MPF fund cannot acquire an
Investment unless it is a “permissible” investment. The current proposed
amendments relate to Schedule 1 to the Regulation (the “Schedule”) which
regulates the permissibility of investments of MPF funds, and related
amendment to section 2 of the Regulation. The gist of the proposalsisset out in
the ensuing paragraphs. A copy of the Schedule (and section 2 of the
Regulation) isat Annex B.

(A) Enhance protection of scheme members interests and improve
implementation of the Regulation

(i)  Regulation governing spread of investment

6. Under section 2(1) of the Schedule, diversification of risk is
mandated by the requirement that no constituent fund can invest more than 10%
of its total funds (the “10% spread limit”) in securities and other permissible
Investments “issued by any one person” (i.e. anissuer). Thisinvestment ruleis
to ensure a diversification of the underlying investments with the objective of
reducing risk.

7. The present provision focuses on securities and other permissible
Investments issued by alegal ‘person’. However, therea financial exposure to



an entity could be in excess of 10% wherethe fund holds instrumentswhich are
issued by different issuers but which have their values linked ultimately to one
entity. For instance, in the case of a credit linked note issued by Bank A (as
Issuer) the value of which is determined by reference to Company B, we
propose to adopt a requirement to the effect that instruments having values
linked to other entities be aggregated in calculating the 10% spread limit
regardless of who the issuer of the security is, i.e. the exposure to both Bank A
and Company B is accounted for in calculating the limit. It is the plan of the
MPFA to issue guidelines to specify which securities or other permissible
Investments should be aggregated and the methodology for such aggregation.

8. Also, it is a common market practice to set up subsidiaries
gpecifically for the purpose of issuance of debt securities although the
repayment of the debt may be guaranteed by the parent or related entity. Under
the current legidlation, such a subsidiary, being a separate legal entity, is not
aggregated with its parent or related entity in calculating the 10% spread limit.
To minimise the risk of exposing to any domino effect should such subsidiaries
fail when their parentsfail, we propose to amend section 2(1) to the effect that a
debt security is deemed to be issued by a person if the person either issues or
guarantees the security.

(i)  Regulation governing the definition of deposits

9. Section 11 of the Schedule allows bank deposits as one of the
permissible investments. The existing definition of “deposit” may encompass
other types of securities which should either be dealt with as debt securities or
which have embedded derivatives instruments, for instance, an equity linked
deposit. The risk nature of these other types of securities would be different
from a*“pure” deposit.

10. To maintain the investment risk to these other securities to a
prudent level, we propose to amend the existing definition to the effect that
these other types of securities are excluded from being a deposit in the MPF
Investment context.



(ili) Regulation on deposits and currency forward contracts with authorised
financial institutions

11. Section 11(1) of the Schedule stipulates that funds of a constituent
fund may be deposited with an authorised financial institution (“AFI™) or an
eligible overseas bank (“EOB”), but under section 15(2)(a), a currency forward
contract may be acquired for a constituent fund only if it is acquired from the
former. At present, to be eligible for MPF investment purposes, all EOBs must
meet stringent credit rating requirements asthey are not subject to the prudential
supervision of the Hong Kong Monetary Authority (the“HKMA”). In contrast,
AFls do not need to meet such requirement as they are directly supervised by
the HKMA.

12. However, it should be noted that not all aspects of the operations of
an AFl are directly supervised by the HKMA and the overseas branches of
foreign incorporated AFIsare not. We therefore propose that sections 11 and 15
of the Schedule be amended to require overseas branches of foreign
incorporated AFIs be subject to the same credit rating requirements currently
applicable to EOBsto be dligible for MPF investment purposes.

(iv) Regulation governing financial futures contracts and financial option
contracts

13. Section 14 of the Schedule alows a constituent fund to acquire,
among others, stock futures contracts. However, the current provision does not
specify any permissibility requirement concerning the specified security
underlying such a contract. There may be a possibility that a constituent fund
could acquire a stock futures contract where the specified security underlying it
IS not a permissible investment. Thus, we propose to amend section 14 of the
Schedule to clarify that for any such contracts to be permissible for MPF
investment purposes, the underlying specified security must aso be a
permissible investment.

14. We would also like to address a drafting issue arising from the
definition of the terms “financia futures contracts’ and “financial option
contracts” in section 2 of the Regulation that it applies only to contracts entered
into on an approved exchange;, whereas sections 14(2) and 14(3) aready
include listing as a requirement for these contracts to be acquired for MPF



Investment purposes. The present approach may create confusion asto whether
such contracts if unlisted are also permissible for MPF investment purposes.
We therefore propose to amend the relevant definitions in section 2 of the
Regulation to the effect that they cover all financial futures contracts and
financia option contracts (whether listed or not), yet only those meeting the
requirements of section 14 of the Schedule are permissible investments.

(v)  Clarify restriction on investment in * other securities’

15. Section 8(2) of the Schedule alows not more than 10% of the
funds of a constituent fund to invest in “other securities” which fall outside
those investments specifically included elsewhere in the Schedule but are
nonetheless assessed by the MPFA as acceptable investments and hence,
permissible. However, the provision may be unclear as to whether partly-paid
up shares and collective investment schemes listed on non-approved stock
exchanges could be acquired as MPF investments. In addition, there may be
doubt as to whether the 10% limit applies collectively or individualy to
Investments made under the sub-sections.

16. We propose to amend section 8(2) of the Schedule to clarify that a
constituent fund is not allowed to acquire partly-paid up shares and collective
Investment schemes listed on non-approved stock exchanges, and investment in
“other securities’” as specified in the sub-sections under section 8(2) of the
Schedul e should be aggregated in calculating the 10% limit.

(vi) Remove inconsistent treatment for deposits placed with listed financial
institutions for calculating the 10% spread limit

17. When calculating the 10% spread limit for the purpose of section
2(1) of the Schedule (see paragraphs 6 and 7 above), deposits made with any
financia ingtitution which is a subsidiary of a listed entity will not be
aggregated with other investmentsissued by the listed entity. In contrast, if any
financia ingtitution is a listed entity itself, deposits made with it will be
aggregated with other investments that it issued.

18. Considering that deposits are aready subject to separate spread
limit under section 11 of the Schedule, we propose to remove the inconsi stency
and the redundancy by amending section 2(1) of the Schedule to the effect that



the 10% spread limit shall not apply to deposits.

(B) Enhance flexibility of MPF investments and remove undue
restrictions on investment of M PF funds

(i) Admissibility of “ listed securities’ as permissible investments

19. Section 8(1) of the Schedule allows a constituent fund to invest in
fully-paid up “shares’ listed on approved stock exchanges. However, since the
provision focuses on shares, it does not permit investment in other listed
securities with the same or similar characteristics (such as interests in limited
partnerships and equity units) solely because technically they are not “shares”.
“Shares’ are not defined in the Regulation but “ securities’ have been defined by
making reference to the relevant part of the Securities and Futures Ordinance.

20. We consider that the current provision is unduly restrictive in
scope. New types of securities which are substantially similar to “shares’ are
constantly being developed, e.g. various types of depository receipts. Although
the MPFA can, to some extent, overcome the narrowness of the current drafting
by exercising its discretion under section 8(2) to permit investment in these
securities as “other securities’, section 8(2) is subject to an additional
acquisition cap of 10% of the funds of a constituent fund whilst section 8(1) is
not. Thereisno justifiable reason in some cases to restrict the opportunities for
MPF funds to invest in these other securitiesin any way that is different from
the treatment of “shares’. We therefore propose a more flexible approach to
amend section 8(1) of the Schedule to the effect that the MPFA is empowered to
assess the permissibility of these other securities and prescribe further types of
securities that are listed on approved stock exchanges as permissible
investments which may be acquired for by a constituent fund under the same
rule asit acquires “shares’ currently.

(i)  Facilitate acquisition of permissible investments by subscription

21. Section 12(1) of the Schedule allows a constituent fund to acquire
debt securities from an underwriter or sub-underwriter. It is very narrow in
scope and the current drafting creates interpretationa difficulties as to the
nature of debt securities that can be subscribed for. Section 13(1) permits
subscription by way of public offer of selected types of securities only. These



current provisions are unduly restrictive as they only cover limited types of
permissible investments and raise confusion as to the permissibility of other
types of subscription other than public offers. In addition, the issue is also
complicated in the case of acquisition of investments which are yet to meet the
relevant permissibility requirements before they are listed (the “timing” issue).

22. We propose that sections 12 and 13 be amended to remove the
unnecessary restriction to the effect that reasonable investment opportunities
could be accessed in linewith normal market practice. Through the amendment,
we hope to remove any unintended obstacles to the acquisition by way of
subscription of otherwise permissible securities. Our intention is to enable the
MPF funds to acquire, amongst others, SFC authorised Real Estate Investment
Trusts (REITS) that are to be listed through public offer or other subscription
channels in the future. The category of permissible investments that could be
acquired by subscription would be expanded. It isthe plan of the MPFA to set
out in aguideline the criteriafor the securities to be considered as “to be listed”
to clarify clearly the timing issue involved.

23. In addition, sections 12(2) and 13(3) of the Schedule require that
the value of debt securities or securities to be subscribed for under those
provisions must not exceed the amount of money held on deposit for the
constituent fund. With operational experience, it is considered that the existing
deposit requirement may not be necessary and is redundant as any regulatory
concerns about over-subscription and leverage of funds are already controlled
through other provisions in the MPF legidation, principally through the
restriction on borrowing money as set out in section 4 of the Schedule. Further,
In practice, management of cash flows is an usual part of the investment
management function which is conducted on a daily basis for settlement of
transactions other than subscription for permissibleinvestment. The same level
of prudential regulation is achieved through other provisions of the Schedule,
without the need to rely on the existing provisions in section 12(2) and 13(3)
which are proposed to be del eted.

(ili) Exposure to permissible investments issued by one person

24. Section 2(2) of the Schedule limits the investment of a constituent
fund to 10% of permissibleinvestments of a classissued by any one person (the
“10% exposure restriction”). The major rationale for the restriction is (a) to



ensure that there will be a market for investment held by constituent funds as
such investment will only constitute a limited portion of the total market for
such investment; and (b) over-concentration might result in a fund holding too
much influence or control over the management of a company which might
distract the attention of the fund manager from investment management to the
affairs of a particular company. However, the restriction is unnecessary and
redundant for deposits, financial futures and option contracts, warrants as well
as currency forward contracts as the risks of over-exposure are already limited
or prescribed by sections 10, 11, 14 and 15 of the Schedule. In addition, the
concept of “class’ is not applicable to debt securities.

25. We propose to amend section 2(2) of the Schedul e to the effect that
the 10% exposure restriction islimited to equity and debt securities only, and to
use the aggregate amount of debt securities issued by any one person in
calculating the relevant limit under section 2(2) for debt securities (so as to
remove the ambiguity over what constitutes “class’ in the case of debt
securities).

(iv) Allow acquisition of currency forward contracts and certificates of
deposit from EOBs

26. Section 15 of the Schedule allows a constituent fund to acquire
currency forward contracts only from an AFI. Thisrestriction is considered as
unnecessary as all EOBs are aready subject to stringent credit rating
requirements to limit the counterparty risk associated with currency forward
contracts. Besides, it is inconsistent with the existing treatment of deposits
which are permitted to be placed with both AFIs and EOBs. Thus, we propose
to amend the section to the effect that the constituent fund may acquire currency
forward contracts from EOBs as well.

27. Section 11(5) of the Schedule has the effect that a constituent fund
Is alowed to acquire Certificate of Deposits (“CDs’) as “deposit” but only if it
Isissued by an AFI. Considering that a constituent fund is alowed to place
deposits with EOBs and the risks involved are similar with obtaining CDs from
them, we propose that CDs issued by EOBs should also be treated the same as
deposits for MPF investment purposes.



(v) Extend power to grant waiver and exemption of the spread limit in
respect of “ deposit”

28. Under section 11(3A) of the Schedule, subject to the prior approval
of the MPFA, a constituent fund with a total market value of less than HK$8
million can place more than 25% of itsfundswith asingle AFI or EOB. For the
sake of consistency, we propose to amend the section to allow the MPFA to
grant approval to cover section 11(4) as well, to the effect that such constituent
fund can also place more than 25% of its funds with a group of associated AFIs
or EOBswith MPFA'’s prior approval.

LEGISLATIVETIMETABLE

29. We plan to introduce the Mandatory Provident Fund Schemes
(General) (Amendment) Regulation into the Legislative Council through the
positive resolution procedure within the 2005/06 legidative session to give
effect to the aforementioned proposals.

Financial ServicesBranch
Financial Servicesand the Treasury Bureau
January 2006
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