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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Okay. The provisions based on the existing law, which | think has aready been
pointed out, are similar to powers in the Australian, Singaporean and UK legidation. The
concept is that the listed corporation, through its directors, is the most natural representative
of the body of the shareholders as a whole; and not only is there provision for the listed
corporation to initiate this sort of inquiry, but it can be required to do so by requisition of one-
tenth of its Members, so that even if the Members want to find out but the directors do not
want to, the provision takes effect. That is the reason for it. The reason for the

imprisonment penalty is obvious; otherwise people would not comply with the law.

The sorts of circumstances where this comes up is where the directors believe or
have reason to believe that someone may be assembling a parcel of shares to change control;
that someone may be manipulating the shares, although this has never happened. Someone
may be manipulating the shares through a series of transactions, and they want to find out
who the real person is; and of course when the members of the company themselves believe

that the directors are maintaining their control through warehousing secret parcels of shares.
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Those are the sorts of examples that come up. There have only been a handful in the last 10

years.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

The company needs to have reasonable cause to believe that a person is interested
in the shares. That is in clause 321 at the top of C2207. The company has to have

reasonable cause to believe a person is interested in the shares. Now, with a broker there is
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always that reasonable cause, because the way the shares are held is in CCASS, and the
nominee nameis CCASS nominees.  The person to whom CCASS holds is not the broker’s
client but the broker. All that CCASS knows is that it is Broker X who holds that parcel.
Therefore you have to ask Broker X who his clients are, and if he can comply, well and good.
If he cannot comply in 3 days, the question becomes whether 3 days is a reasonable time in
the circumstances, and you just determine that by looking at al the circumstances. There
has never been a situation where a broker has ever been prosecuted under this section,
whether for failure to comply within 3 days or otherwise. It just has never happened, and the
reason is that if the records were in a go-down or difficult to disentangle, then you need more

time and it is reasonable that you get that time.

So the company having shown it has reasonable cause to believe that the broker
knows who the shareholders are, the burden is then on the broker to say:  “Well, your request
is frivolous or vexatious. You can’t really want to know only about 1000 shares or 2000
shares. Thisisnot asignificant parcel” or “You’ ve got no reason to be doing this’.  In fact

thislegidlationisvery rarely used. It isonly used by companiesin extreme circumstances.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

The answer is“We don’'t”, but could | direct you to clause 324 on page C2215? If
the company prepares a report it must give a copy to the Exchange and the Commission, and
the Exchange is bound to publish it. The way that works at the moment is that that
publication is free, and the information is free from the Exchange. They are not allowed to
chargefor it. So you have two routes to get the information — go along to the Exchange and

get it for nothing, or go along to the company and if you are a member you get it for nothing,

-6- Monday, 21 May 2001



© 00 N O 0o A W N P

W N NN DNRNDNNNDNNDNER R R B 2 B B B b
S © ® N o OB W N P O © 0 N o o0 W N B O

Bills Committee on
Securities and Futures Bill and Banking (Amendment) Bill 2000

(EHERPERHEE) K
(2000 FRITEBINKEHAEE ) XS F

because you are a member; if you are a non-member you pay $10 to look at it; if you want it
photocopied you pay the photocopying charge of up to $2 a page, or the company may charge
less. So the report is treated as something the public is entitled to see, and the manner of

publishing it to the public isto have it at the Stock Exchange.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

| cannot talk about the facts of a particular case, for two reasons:  one, they would
be confidential; and two, to be frank, |1 do not have them to hand. The theory is this. the
broker isin a sense the owner of the shares because as far as CCASS is concerned, heis the
person for whose benefit CCASS is holding them. It is true that he has fiduciary dutiesto a
client, but as far as CCASS is concerned, it will deliver the shares to the order of the broker;
and it is because the broker has interposed himself between the client and CCASS that he

comes under this liability.

It is true that it can — | would not say “burdensome” — involve the burden of going
to the go-down to get information that is 3 years old, although many brokers keep that
information in their offices. As to whether there should be a fee for it, it has so very rarely
arisen in practice that | do not think that has really been an issue. The facts of a particular

case —we would have to have alook to seeif it was frivolous per se.

Can | aso make the point that the company cannot prosecute? It is the
Commission if it is a summary prosecution, or the Secretary for Justice if it is a prosecution
on indictment, who would make the decision as to whether the elements of the offence have

been made out, whether there are reasonable grounds and whether it appeared that a defence
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could be made out. So there is another check and balance before the broker is exposed to

criminal liability.

ZE -

EHfAREHEHKNERERE - 20 % E [

i
e

I

@ 5 % 7

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

They do not have to notify the SFC of making a request, but they have to notify the
SFC of the information they get in response to the investigation.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Only the frivolous or vexatious requirement which renders a prosecution necessary;
but in practiceit isvery rarely abused. | mean, there is expense on both sides. It isactualy
quite expensive for the listed company to do this. It has to send out hundreds of letters; it
has to collate the information. Having got the information, it comes under a set of very
onerous provisions about writing reports, keeping registers, notifying the Stock Exchange and

notifying the Commission. So it is not something a listed company embarks on lightly.

ZHE -
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

There has been no application at all. The theory behind charging people, or
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putting people to the inconvenience of answering questions is that they have taken some sort
of interest in the shares. They may not be the ultimate beneficial owner, but there are
somewhere in the chain of people who have interests going up to the beneficial owner, and
just as they get, if you like, the benefit of doing that, or it is part of running their business,
they get the burden of having to go transparent if and when the company wants transparency
to occur. If they were visible in the first place, or made themselves visible, they would not

have thisburden. That isthe reason there has never been reimbursement of their expenses.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures
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Commission:

Can | just make apoint?  This part of the legislation is not self-executing. You
send your notice, and if the broker thinksit isasilly notice he can just sit there.  One of three
things then happens. Nothing happens; the SFC prosecutes him, which we would not if it
were an unreasonable case; or the company can go to the court to get an order, a so-called
restriction order, on the shares involved. The theory behind al this is that companies and
their members have rights as against the other members. One of their rightsis to know who
their co-venturers are, and this was always seen as protecting the company’ s rights to get back
to where it used to be in the 19" century, before people invented nominees, when you knew
who your fellow shareholders were.  Now you do not know who your fellow shareholders
are, because the world has got more complicated, but if the company cares enough, it can find
out. If you put al the costs on the company, then all you are saying is that the genera
shareholder who is already transparent, has to pay for the shareholder who has chosen not to

be transparent.

| am not saying that that is an impossible answer, but the company’s money is all
the shareholders' money, and they are trying to track down a shareholder who has decided to
stay hidden. The question thenis. who pays for al of that? You can go to the court and
the court would be a better check and balance than the SFC.  We do not want to get involved

in arbitrating between private parties as to who should do what. That is not our job.
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have invoked the power to prosecute?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

The answer is - - and aso Australia has equivalent provisions. It is seen as
necessary to make the legislation work. We have never prosecuted anyone. We have had
complaints from listed companies that there are people who refuse to answer the notices, and
just wait for the company to take them to court; and that is too expensive, so they do not do it.

I mean, you are balancing two sets of interests here, but we have never prosecuted anybody
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for breach of this provision.
Hon Albert HO Chun-yan:

And there has never been any complaint that that information provided is false or

materially misleading?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

No. Theusua complaint isthat thereisjust refusal to co-operate.
Hon Albert HO Chun-yan:

Yes.
e
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

It is actually started the other way around. There are guidelines. They were
published in 1991. So far under the guidelines the application is usually made by the issuer,
and what the guidelines provide at the moment is for two classes of exemption. One is what
we call a complete exemption, which you are basically eligible for if less than 1 per cent of
your worldwide volume trades on the Hong Kong Stock Exchange. So it was for dual-listed
companies. For example, Newscorp used to have a listing here, but it aso had listings in
Australia and New York, and was complying with their disclosure of interests legislation,

which was equivalent.  So they could be exempted under the provision.

The other is what was called a partial exemption, where basically if Hong Kong
was about 20 per cent or less of your worldwide turnover, providing you had equivalent
legidation in your own jurisdiction — for example, you might be a US corporation —
compliance with that legislation would be deemed sufficient because the information was
sufficiently public. In practice, the most common exemption is the exemption for the issue
of derivative warrants. The issue of derivative warrants will normally be a $2 company, or
smaller - Merrill Lynch XYZ BVI Ltd, which issues derivative warrants over one of the
Hang Seng index stocks. It was considered, and still is considered, that they fell into the first
category, where Merrill Lynch does not trade as such on our exchange a al. The product
really relates to Cheung Kong or to HSBC or to the company over whom the derivative

warrants areissued.  So there are quite alot of exemptions granted in that category.
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Going forward and looking at (3), which is the new bit, we would put the writer or
issuer of equity derivatives in a specific category which we now have for them. As yet we
have not determined on any exemptions other than the ones Miss AU foreshadowed, where
we currently have a working group on stock borrowing and lending. We are sitting down
with these PASLA people and the G9 people, and some of the ISDA people now, to try and

work through the issues and work out what, if anything, the exemptions should be.

It is proposed that that be a specific safe harbour power relating purely to stock
borrowing and lending, but basically we would envisage that apart from those specific things
we have identified in the responses, there would be nothing else than what is in the existing
guidelines, but that they be modernized and rewritten because they have got a little bit out of
line. The practice has got a bit out of line, although it fits within the guidelines, with what

people expect; and it will aso need to pick up the language of the new provisions, of course.

ZE -

B2 A M EFEEEE 2 Margaret.

Deputy Chairman:

Mr Chairman, | do not know if the government representatives had the opportunity
to look at the Linklaters letter received recently. | think it was the last meeting. It may be
quite smple. They claim that the proposed disclosure regime goes considerably further than
equivalent legislation in other international markets. Now, that is not my understanding
from the explanation of the government, of the SFC on the last occasion. Can | ask
specifically of the four items cited in the letter, whether the disclosure on these things in fact

isrequired in any other legidlation, and if so, which?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures
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Commission:

Interests in monetary affairs, interests in unissued shares, are currently required to
be disclosed by directors under the Stock Exchange rules, but they do not reach to substantial
shareholders. We have said since 1993 that we think they should, but they are not caught by
the legidation of most of the jurisdictions we are talking about.  Interests arising under cash-
settled derivatives.  our advice from the SEC is that they are caught in the United States, and
to that extent we think Linklaters letter is, with respect, just wrong. We have quoted chapter

and verse in the response.

Short positions are not required to be disclosed as such, but in our response we
point to the fact that some of the short positions we require disclosure of either have to be
reported in the filing to the SEC, or they are forbidden by the US, or not possible under the
UK law. So the treatment of short positions varies. We would say that ours probably
overal goes further. | will be frank about that. But it is necessary for logical consistency.
You cannot have disclosure of some and not others without getting a misleading picture.
Changes in the nature of a person’s interests are not caught as such in the equivalent
legislation elsewhere. We have given you the example in the covering paper as to why we
think they do need to be caught — the situation where | have a call option; | have dislosed that;
| exerciseit; | end up with shares; | now have the vote; | now have the right to dispose of the
shares, but that does not get disclosed. Viceversa: where | have the shares | sell them, but
with a call option back, and it till looks as if | have the full ownership because you cannot

see the change in the nature of the interest.

So the answer is that not everything here does have to be disclosed everywhere, but
issues in cash-settled derivatives definitely do in the United States. Some short positions do
in the United States. Interest in unissued shares — not general except in the United States and
to some degree already in Hong Kong under listing rules. Changes in the nature of a
person’s interest — | am liable to be corrected if | am wrong, but | think the answer is “Not

e sewhere”.
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Deputy Chairman:

Mr Chairman, in so far as our requirement is higher than elsewhere, is it true that
these are extremely complex and costly? | mean, this is a just reason for concern if it is
indeed because the cost of regulation is always a matter of consideration as to competitiveness
and so on. Whether they are extremely complex and costly to the extent that it has an effect
on our competitiveness is one question. The other is whether we proportionately gain

benefit from such extra disclosure requirements.

Miss AU King-chi, Deputy Secretary for Financial Services:

That is in fact a very valid question, a question which keeps on guiding us in
designing this new disclosure regime. | remember we mentioned at the last meeting that one
cannot compare an orange with an apple.  Why we decided that is that in designing this
regime we aways say that we need to measure up to international standards, but international
standards of what? International standards of the type of investment instruments that need to
be disclosed, or international standards of the level of transparency of what is required as an
IFC? We had a lot of discussion, the Commission and the Bureau, and we came to the
conclusion that it should be the latter — that is that the degree of market transparency should

be more or less comparable. It may not be on a par, but comparable.

If that is the objective, there might be areas, as Mr DICKENS has said, where we
might have to be alittle bit leading in several types of investment instruments that some of the
bigger market players have mentioned. We may go a little bit further, but the end result of
market transparency might be just more or less the same. Why we say that is because last
time we mentioned it, our market is different from others in the sense that market
capitalization is on a relatively small scale when compared with, say, New York or London.
| think we are only 5 per cent of the New York market cap or less than 20 per cent of the

London market cap. In terms of public floats, the percentage is relatively low. These are
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the facts that we have to accept.

Why | mention these sorts of market characteristics is because with these market
characteristics, if we just follow the type of investing instruments that need to be disclosed in
other financial centres, maybe the degree of market transparency might be lower. It ishighly
susceptible to market distortion or market manipulative acts as demonstrated in the past.
That is why we had to be alittle bit more creative, you can say, and we need to find our own
solution in these areas. We also take into account a list of factors we would like. | do not
know whether Members have had the chance to read the Hong Kong Genera Chamber of
Commerce submission dated 18" May, which in effect just repeats what it has told us in the
past, that they consider there is a lack of transparency, say, in the derivative market. The
government is to do something to address this issue, because the market is not only used by,
say, investment bankers. There are investors, large or small. They are issuers, like

themsdlves.

So it is not an easy solution. Having said that, | think Mark will go on in our
working session with these investment bankers is that we try to accommodate, say questions
about regulatory costs. | would say that cause is not so much an important factor, having
considered many details and walked them through the detailed disclosure regime.  Now their
understanding has improved. They know what is disclosable and what is not. It is rather
that the focus is more on how we impact on the sort of commercial secrets they do not want to
reveal because by revealing it they may be front-run by other people, and that may upset their
trading strategy. These are what we call the sort of exemptions that we need to put up in the
subsidiary legislation.

Deputy Chairman:

Mr Chairman, | understand and | am aware of the underlying philosophy. | would

just like to have the specific explanation. Thank you.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

It is not that complex and costly. The houses concerned, by definition, have 5 per
cent or more of at least one listed company, so if you are a small broker you are probably not
caught by this. They have to keep track of their positions anyway, in order to do their own
risk management, and as Miss AU said, we sat down with the firms, in particular to discuss
derivatives, and one of the firms was good enough to show us their book in the particular
stock which they picked. The amount of information they had was quite lengthy. It

covered, from memory, four pages line by line.

The point | am trying to make is that they had that information and it was real-time
information. They needed that information in order to know how much they were exposed
to the particular company, so that they could engage in hedging activities to balance the book,
as the jargon hasit. The collection of information is not the mgjor difficulty. In some of
the international houses it is awkward, and that is why we went for a 3-day disclosure period,
because while they do collect the information they do not collect it in Hong Kong. They
collect it in New York or in London or in Switzerland, so the information goes from al over
the world, because you can trade a number of Hong Kong shares in more than one market. It
goes from all over the world to a central point, and then it needs to come back to Hong Kong

tobedisclosed. So we gave them the extra day.

It is not the cost of collecting the information. It is the burden, if you like, of
measuring whether you have gone through a 1 per cent band, if you are over 5 per cent, and
then lodging the notice. We would say that in relation to the size of the transactions
concerned, because we are talking a large shareholding by definition, and in relation to the
size of the firms, these firms have multi-billion dollar US revenues, and the information is not
costly to disclose. In terms of very large numbers of disclosures, it is hard to get a bearing
on that, but we did ask the firms to go through a particular example with us, which is in

relation to stock borrowing and lending. What the picture was there was that the houses
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represented here would typically have, at least a some part of the year, interests in three or
four listed corporations that would take them over 5 per cent; and they would therefore have
to track, in relation to those three or four corporations, these changes and put in notices.
They are tracking anyway, because they need to manage their risk, but they would have to
track their disclosure under Part XV.

Given that, and given the benefit to the general market of being able to see what is
driving the share prices, which is quite often the hedging transactions and these large OTC
transactions that have been affecting the market, we do not think it is very complex and costly.
There is a familiarization period with the new legislation, but we have spent a lot of times
with the firms going through this, and we are still in the process of redesigning the forms with
the firms, so that all they have to do is put the number of shares and enter a code we have
given them for each sort of transaction. They do not have to write things out in longhand or

disclose alot of detail.

Miss AU referred to the front-running problem. We think we have got rid of that,
and now we are only talking about the problem of knowing when you have got to lodge a

form, and lodging aform. That isthe only additional burden of the legislation.

EY &
BLES XV + 6 i TR TR A B 2
I E#E -

HEEHA -
RFELBHE  FELERTENE -

EY &
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Division 11.
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

This provision has been invoked, | am advised, four timesin 10 years. | can only
remember two of the investigations myself, but in one of the investigations we recommended

to the FS that he appoint us as inspectors, in order to get to the bottom of who truly owned a
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company which had lost most of its money, and the directors of which had fled the
jurisdiction. We needed to know who really was pulling the string in that company. We

were appointed to give areport, and | think from memory it was published.

Another investigation is on at the moment in response to shareholder complaints to
the Financial Secretary, and again he has appointed us as inspectors. We are conducting an
inspection under this provision. The reason for the FS is to line it up with the Companies
Ordinance inspection powers, where it is the FS who can commence an inspection under the
Companies Ordinance. Part XV falls between companies law and securities law.  Part of
what you are interested in is what is happening in the market, in the shares. The other thing
you are interested in is who owns and controls this company, so it dovetails quite nicely with
the other Financial Secretary’s power to investigate fraud and misfeasance in companies, or to

appoint inspectorsto do so.

There have been a number of inspections. They led to dramatic results. There
have been restriction orders made as a result of them, where the shares have been frozen for a
period of time, and then either sold or there has been disclosure of the true ownership to the
market, and the restrictions have been lifted. So it isaprovision that is not used very often,
but it is a backup to the Companies Ordinance type of inspection. It is a specific inspection.
Thereal question is the true persons who are or have been financially interested in the success
or failure, real or apparent, of the listed corporation, or are able materially to influence its
policy. In other words, who really stands to gain from this corporation and who really pulls

the strings in this corporation? They are the questions the inspector tries to answer.

Hon Albert HO Chun-yan:

So the ultimate aim is to hack whether or not commercia crimes or other crimes

have - -

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures
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Commission:

No. The ultimate aim of this inspection — it is perfectly within power —is to find
out who runs the company. There may or may not be fraud associated with that. Normally
| would say to you that thereis; that the normal reason why the controller of a company stays
hidden is so that he can engage in non-arm’s length transactions without transparency, and

divert the assets of the company without transparency.

That is not always the case. You may have situations where he just prefers

anonymity and does nothing wrongful in relation to the management of the company.

Hon Albert HO Chun-yan:

Is there a particular reason why the power should be vested in the Financia

Secretary? And not in the regulatory body?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

We can conduct inspections not quite the same, but we can investigate these sorts of
issues under section 33, our normal investigation power, because there is a contravention of
Part XV that we have reason to suspect. What has happened in some of the cases is that we
have got suspicious about the true control of a company; we have conducted an investigation
using our normal powers, and then for the purpose of going further and enabling access to the
remediesin this part, like restriction orders and so on, and to transparency, because we cannot
publish anything, we have gone to the FS and said “Will you please an inspection?’ because

the results of an inspection can be public, and the results of an SFC investigation cannot.

Hon Albert HO Chun-yan:
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So the only difference is to make public the result of the investigation. How about

the power - -

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

The powers are alittle bit broader and they are better remedies, because you can get

restriction orders under this part, and you cannot under our normal powers.

Hon Albert HO Chun-yan:

| see. How about the Commercia Crimes Bureau? Are there situations where

there are error investigations being undertaken by the inspector and the CCB?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

There would be no circumstances where we were doing it unwittingly. We have a
regular liaison with CCB to make sure that if we are both interested in the same company or
same individual, we coordinate our investigations. Normally we go behind them, because
they are investigating more serious things, but in a circumstance like this they may say “L ook,
itis hard for us to get into the following jurisdictions. Will you do your bit so that we can at

least freeze the shares?” It has never happened, but | can imagine it happening.

Z/E -
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| would like to have some background information relating to the equity derivatives.

| wonder whether the Administration is able to say how big is, in terms of value, the equity
derivatives of Hong Kong listed shares?
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Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

It is a guesstimate and by definition these are non-transparent and because they are
not transparent we cannot measure them. Based on our discussions with the firm, the
observation is that, we think, may be hedging activity in the market and with the firm saying,
they think maybe three or four listed companies would be caught for each of them and they
would probably be Hang Seng index stocks. It is probably fair to guess that the volume of
equity delivered is under 5 per cent of the total value of the market but | would not be
surprised to find that | would be proven wrong, but that seems consistent with the level of
activity in the physical market because everything hedges back into the physical market and
consistent with the anecdotal evidence that we would get in when we were discussing their
books as they were talking with Miss NG before, but it is a guesstimate because it is not

transparent.

Mr KAU Kin-wah, Assistant Legal Adviser:

Let us assumethat it isso, that it isonly 5 per cent of the market capitalization.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures
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Commission:

Lessthan 5 per cent.

Mr KAU Kin-wah, Assistant Legal Adviser:

How much of that — of course, this is again a guess — would be comprising of

derivatives that is perhaps more than one underlying share?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

The great bulk of it would be delivered as just one underlying and this again is a
guesstimate. The binary options that you are talking about — those things with more than
one underlying in the baskets — are at the moment rarish. They would probably be twenty
per cent of the total activity at most but again | am going on anecdotes and information. We
have absolutely no hard numbers on this because the transactions are OTC and unreported
and they take place in unlicensed entities so we do not see this on inspection. They take
place in unlicensed entities because the Financial Resources Rules make it uneconomic to put

these transactions in the licensed entities if you can avoid it because you heed more capital.

Mr KAU Kin-wah, Assistant Legal Adviser:

So our present provisions would, according to the estimation, record about 80 per

cent of the OTC equity derivatives.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

It is worse than that because it has been cash settled. We are missing even more.
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Most of the OTC stuff is cash settled, or what they call “total return swaps’ where the
underlying is purely notional so that is why there is so much concern by G9 about the cash
settled derivatives because that is the majority of what happens off market — is cash settled.

Physicals are very rare.

Mr KAU Kin-wah, Assistant Legal Adviser:

Yes, but to record under our present provisions, the new Bill would record cash

derivatives, so we would get about 80 per cent of the OTC?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Yes, assuming that the people reporting are over 5 per cent.  You also lose quite a

lot because it isunder 5 per cent.

Mr KAU Kin-wah, Assistant Legal Adviser:

So it is actually much, much less than 80 per cent and that would mean much less

than 4 per cent of the total market value.

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Yes, but can | just make one point? A lot of thisis company specific. If you are
looking at second or third line of stock, there is actually a small proportion of what market
had, so a 10 per cent or 20 per cent transaction then is still a very small proportion of the
overall market but it is very significant in the market in relation to that particular stock. All
of thisis company specific. It isnot going to tell us alot about broad market aggregate but

it will tell us alot about stocks where there is significant interest.
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Mr KAU Kin-wah, Assistant Legal Adviser:

What would be the situation if, because of you alowing equity derivatives with
more than one underlying share to go undisclosed? How would you estimate the possibility
that the issuers would resort to tactics which would give a notion of second underlying shares

s0 that it would take the whole out of the net?

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

What we are doing at the moment is exploring a grasping concept where no stock
in the basket is allowed to be more than 30 per cent of its buy value at the time the basket is
created so, in other words, it would have to be a true basket with prices determined by 70 per
cent by other things in the particular stock and we think that is enough to prevent it being

merely used as an avoidance mechanism.

But there is a trade-off. Everything you do leads to the possibility that people
will structure transactions to avoid disclosure and whether 30 per cent is the right number or
25 per cent is the right number — | cannot say | know but that is what we are exploring with

the industry.

Mr KAU Kin-wah, Assistant Legal Adviser:

So we are putting quite alot of energy into the drafting to record about less than 4
per cent of the total market value and, at the same time, we do not know how much may
escape because of the structuring which we know we cannot avoid, in any event. Would it
really be very effective in enhancing the transparency that we are striving at, in view of the

cost?

-50 - Monday, 21 May 2001



Bills Committee on
Securities and Futures Bill and Banking (Amendment) Bill 2000

(EHERPERHEE) K
(2000 FRITEBINKEHAEE ) XS F

Mr Mark DICKENS, Executive Director, Supervision of Markets, Securities and Futures

Commission:

Theansweris. “very muchso”. The cost at the moment is mainly falling on the
government. That is where the people are putting all the investment into the basket. Very
much so. We have had a number of situations where we have been aware that the market in
particular stocks — and | am not talking Hong Kong Bank here but in particular stocks — is
being driven by derivative transactions which are non-transparent. In those stocks — and
they tend to be the sorts of stocks that retail investors are particularly attracted to because
they show a lot of activity — these transactions are extremely important. They are a small
proportion of market capitalization but they are very important to investor confidence and to

perceptions of transparency in our market.
Mr KAU Kin-wah, Assistant Legal Adviser:

Thank you. If I may ask a further technical question concerning derivatives:
that the SFC would not prescribe the form of the register of the share interest and short

position?

| think the SFC would prescribe the forms for - - | mean, the notice of reporting the

share interest and the short position but not the register to be kept by the listed corporation.

Chairman:

Thisisrelated to clause 364?

Mr Anthony WOQOD, Senior Counsel, Securities and Futures Commission:

Yes. It is proposed it will be separate, a part of it would be cash derivatives that

stands for ordinary interest in shares.
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Mr KAU Kin-wah, Assistant Legal Adviser:

Yes, but no specific forms to be prescribed.

Mr Anthony WOQOD, Senior Counsel, Securities and Futures Commission:

There is no provision for us prescribing any forms.

Mr KAU Kin-wah, Assistant Legal Adviser:

So you would ask for the separate interest to be recorded separately.

Mr Anthony WOQD, Senior Counsel, Securities and Futures Commission:

Correct.

Mr KAU Kin-wah, Assistant Legal Adviser:

But since you are requiring disclosure of the short position as well as the long

position which may cancel out each other and if you separate them then it would cause very

great — well, | do not know. As alayman, | suppose it would be very difficult indeed to

involve searching and matching the entries to make sure you have the true picture because if

you look at the short position you have a picture; if you look at the long position you have a

picture; but actually when you are netting, they would actually be at the zero point.

Mr Anthony WOOD, Senior Counsel, Securities and Futures Commission:

We have required that short positions have not been netted off from the long

positions for the purposes of determining the percentage of shares that a person is interested
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in. In order to identify these interests, if they are all amalgamated onto one register it will
be very difficult to identify which interests are actually derivatives or out of direct interest in
shares.

Mr KAU Kin-wah, Assistant Legal Adviser:

I am not asking for them to be mixed but | suppose some sort of simple cross

reference would solve the problem but you have not expressed in the primary legidation.

Mr Anthony WOOD, Senior Counsel, Securities and Futures Commission:

We have not gone into that in the primary legislation.

Mr KAU Kin-wah, Assistant Legal Adviser:

| do not think you have that power asit is now drafted.

Mr Anthony WOOD, Senior Counsel, Securities and Futures Commission:

There are provisions for the Chief Executive to make regulations to provide for the

better carrying out of the objectives of this part. Thisis one of the details which we would

have to look into to make sure these registers were workable.
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Deputy Chairman:

It has to be more specific. | think the legal adviser has the point.

Chairman:

Yes. | understand that under 365 you have the same power to make regulations.

The Committee is expecting it to be more specific.
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