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The Director of Audit’s Report on the
results of value for money audits (Report No. 42)

Chapter 2: Funding of projects under the Applied Research Fund

Thank you for your letter dated 11 May 2004. The Treasury issued an
investment guide in March 1999 and updated it in January 2004. The purpose of the
guide is to provide a handy reference for government departments who are required to
set up and manage funds. This guide outlines the key steps in investment planning and
the necessary controls for investment dealing activities in departments, including the
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CHAPTER 1 - INTRODUCTION AND OVERVIEW

1.1

Lo

the Guide

There are an increasing number of funds being managed by government
departments. They may be in the form of :-

e donations,
» funds set up for schemes of special/designated purposes,

e money of general public held for administrative or legal proceeding
purposes, or

» operating surplus of trading funds or financially autonomous bodies.

This Guide prepared by the Treasury aims at providing a handy
reference for government departments who are required to set up and
manage funds. It outlines the key steps in investment planning and the
necessary controls for investment dealing activities in departments. In
addition, specific features of funds managed by government
departments, such as statutory requirements, and some other useful
investment references are highlighted for attention. They are, however,
by no means exhaustive.

Funds managed by government departments may differ in nature and in
size, and are mostly subject to different authority to invest. This Guide
is not intended to dictate the investment operations in departments.
Taking into account the guidelines and references given in this Guide,
departments are advised to formulate their own investment strategies
and guidelines to meet their specific requirements and environments.
The approval from the respective authorities to invest should always be
sought and observed and the responsibility to comply with the
requirements of the relevant authorities and to ensure accountability
remains with the controlling officers.
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1.2 Basic Steps in Funds Management

1.2.1 The basic steps in funds management by departments are summarized in
the following chart, which will be elaborated in the subsequent chapters.

1. Observe the requirements/restrictions specified in the legal
authority to invest and/or by the approving authority

v

2. Ascertain the fund size & project cash requirement in short term,
medium term and long term

v

3. Determine the investment objectives
2
> 4. Formulate the investment strategy

v
5. Select the counterparties

v

6. Seek the endorsement on investment objectives, strategy and
counterparties from the approving authority

7. Manage investment dealing and settlement activities

v

8. Keep accounts, assess performance & report to management
 Z
- 9. Review & feedback
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CHAPTER 2 - KEY AREAS FOR INVESTMENT PLANNING

2.1 ut

to Invest

2.1.1 The authority for investment of funds by government departments is
usually given by a statutory provision. The related Ordinance stipulates
the approving authority for investment matters and may give specific
investment directions. For example,

Types of | Examples ated si rov] iny 72
Junds
Donation | Agricuitural S 9D of Agricultural Products (Marketing) Ordinance
Preducts “The trustee may invest any of the moneys of the fund in
Scholarship investments of any kind whether such investments are
Fund of the permitted for the investment of trust funds or not, subject,
AFCD in the case of investments which are not so permitted, 1o the
prior approval of the Financial Secretary.”
Fund for | Traffic S 8 of Traffic Accident Victims (Assistance Fund)
specific Accident QOrdinance
scheme Victims “The Director may invest any moneys of the fund in such
Assistance investments as the Financial Secretary may direct, whether
Fund of the or not such investments are investments authorized under
SWD the Trustee Ordinance.”
Money Bankruptcy S 128A (1) of Bankruptcy Ordinance
held on Estates “Whenever the cash balance standing to the credit
behalf of | Account of the | of .......(the Bankruptcy Estates Account} is in excess of the
third ORO amount which, in the opinion of the Official Receiver, is
parties required for the time being tf’ answer demands in respect of
debtor’s estates, the Official Receiver may deposit the
whole or any part of that excess with a bank.”
Surplus Surplus fund | S 13 (1) of Housing Ordinance
Fund of the Housing | “Any moneys in the hands of the Authority which are not
Autharity immediately required for the purposes of the Authority may
be invested in such securities as may be approved by the
Financial Secretary: Provided that, during such time as any
moneys are due by the Authority to the Government, no
such investment shall be made without the prior approval of
the Financial Secretary.”
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2.1.2 The approving authority is usually the Financial Secretary, Secretary for

2.2

2.2.1

Financial Services and the Treasury, Director of Bureau, Permanent
Secretary or Head of Department. It normally :-

sets direction for investment objectives,

approves/selects investment vehicles & counterparties,

monitors funds performance, and
e approves any change in investment strategy.
The approving authority may be assisted by an independent Investment

Advisory Board/Committee to perform regular supervision on the
investment activities.

I t Obiecti

The follewing factors should be considered in setting investment
objectives for a fund :

a) Specific directions or requirements, if any, laid down in the
relevant statutory provisions '

b) Target Return required - it may be
e to earn a better than cash rate of return,
s to protect principal/capital against inflation,

e to earn a return relative to the market indices e.g. return not
lower than the Hang Seng Stock Index, or

* to earn a specific strategic level of return e.g. 10% of the
capital per annum.

c) Risk level involved - Inevitably, investing involves a degree of
risk. Risk is broadly defined here as the uncertainty of future net
returns and includes :-

o credit risk - risk of loss because of inability of counterparty to
meet its obligations. In a mark to market context, credit risk
refers to the uncertainty or volatility of value as a result of
changes in the credit quality of an investment.
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222

2.2.3

e market risk - risk that prices of securities fluctuate in value
due to changes in market conditions e.g. interest rate
environment (interest rate risk), currency fluctuations
(currency risk).

d) Cashflow requirements - It is a common requirement for funds to
maintain a reasonable level of liquidity so as to have sufficient
available fund in meeting expenditure on capital projects and for
operational needs.

e) Time horizon - This would provide investors with a clearer
definition of the investrnent horizon in accordance with the
investment objectives.

If more than one objective is identified after considering all relevant
factors, departments may need to assign the relative priority and decide
the prime objective. It should be recognized that risk normally
correlates positively with return. Investments producing the highest
returns are usually those which are the most risky. If there are tight &
immediate fund requirements from time to time, the prime investment
objective may be to generate sufficient return to meet operational needs
and risk avoidance would be the main criterion while only a reasonably
good yield could be expected. Therefore, in setting the financial
objectives, departments may need to strike a balance between
return, liquidity & the tolerable risk level that best fit the financial &
legal requirements of the funds.

For example, after considering all relevant factors, the investment
objective for the Schools Provident Funds managed by the Treasury is
defined as to provide contributors with a target return equal to C.P.L +
x% subject to the following risk constraints :

. to minimize a chance of requiring a Government loan, and

. to minimize a chance of achieving a return less than 5 % over any
2 years or a negative return in any one year.

Another example 1s the Beat Drugs Fund. Its long-term investment
objective is to achieve a target return equal to C.P.I. + x% i order to
maintain the real value of the fund and generate recurrent income to
finance anti-drug projects.
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2.3 Investment Strategy
2.3.1 Formulation of Strategy

Having defined the investment objectives, departments may formulate
the investment strategy by considering :-

o the appropriate types of investment vehicle/instrument and currency
that meet the objectives,

e the appropriate asset allocation model if more than one type of
investment instrument is selected, and

e whether to manage the funds by in-house or external fund managers.

2.3.2 Investment Vehicle/Instrument

The investment objectives generally dictate the choice of investment
vehicles/instruments. Some commeon types of investment vehicles and

the risk associated are described briefly in the following table :-

unit of HK$50,000 with
maturity ranging from 1
to 10 years

e normal dealing size:
HKS$1m to 2m

Parriculars Reward Risk level Risk
associated
Bank e the most common type of | » low * jow ¢ default by
deposit investment bank
Negotiable e purchase from sccondary | s low = low = default by
certificate of | market or direct issue CD Issuer
deposit (CD) from bank (Bank)
Exchange ¢ bills with a minimum s low e low o fallin
Fund bills or | denomination of market
notes HX$500,000 and a life value on
of up to a year, sale before
» notes can be bought in maturity
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associated
Placement ¢ normal dealing size : e low *» low e il
with the HK$100m '
Exchange ¢ maturity normally not
Fund shorter than 1 month
+ interest rates based upon
the prevailing interbank
rates
Other Debt | e purchase from market or | » low to s low to e fall in
instrument direct placement from medium medium market
the institution value on
 coupon rate: the periodic sale before
interest payment maturity
* yield to maturity: the e default by
IRR bond issuer
e minimum dealing size:
HK$500,000 usually
Equities e primary market: direct * high e medium to | « fallin
placement of the shares high market
from the company to the value
public » reduction in
» secondary market: dividend
trading of shares in the payment
Stock Exchange = collapse of
company
Unit Trust/ | e investment in Funds that { » high emediumto | e fallin
Mutual holds securities high market
funds o diversification value
All the * should be in currencies * can be e slightly ® same as
above freely convertible to better or higher HKS
investments HK$ worse than than equiv. | investments
in foreign « hedging need to be HKS HKS above
currencies considered to protect investment investment | e fall in
against currency loss currency
exchange
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2.3.3 Diversification & Hedging

234

In general, the risks in investments can be properly reduced by ways of
diversification and hedging :-

a)

b)

As markets do not all normally move in tandem, and there are
periods when one investment will perform better than another,
therefore, diversification by investment, by maturity, by
counterparty, and/or by geographical location will help to spread
the risk.

Hedging is a strategy designed to reduce investment risk using
certain financial instruments. A hedge can help lock in existing
profits. Its purpose is to reduce the volatility of a portfolio, by
reducing the risk of loss. For example, financial instruments that
could be held to manage interest rate and foreign currencies
exposures for hedging purposes include interest rate swap
agreements, forward exchange contracts, foreign currency swap
agreements and options.

Asset Allocation

A key area of risk management is asset allocation, which involves
defining the proportions of the fund to be placed in different types of
investment vehicles, such as equities, bonds, deposits, etc., and/or
different currencies in order to balance risk & return and to meet the
overall investment objective of the fund.

a)

In general,

e the portfolio of a long term growth and risk-taking fund,
which can tolerate volatility of returns, may include a large
percentage of equities and mutual funds and a relatively small
portion of bonds and cash deposits, and

e for a short term fund with high cash flow requirement,
equities will likely be excluded and the portfolio may consist
of bonds, certificates of deposit and cash deposits only.

However, if the fund managed by a department is small,
diversification by investment type to reduce risk may not be
practicable and the choice of investment is likely limited to fixed
income instruments only.

- 333-



Investment Guide

b)

Four typical asset allocation models and the types of fund for
which these models could be assigned are illustrated below. The
4 models, which are not exhaustive, could be used for different
types of fund and of course could be used with some
modifications:-

Model A (“Growth”) :-

one year

Bonds, CDs, Deposits,
Cash

Investment Types Target Weighting | Tactical Range
Equities, Mutual Funds 60% 45% to 75%
Long term - one vear or 30% 22% to 38%
over

Bonds, CDs, Deposits

Short term : less than 10% Any

It would be suitable for a fund which has long term
objectives, and which uses investment income to supplement
other forms of income, or for one reason or another does not

need immediate return from the

mvestments. Where

investment is successful, the fund could perhaps improve its
activities in quantity or quality at some time in the future.
The investment approach here may be considered more ‘risk-

taking’.

Model B (“Growth and Income™) :-

Investment Types

Target Weighting

Tactical Range

Equities, Mutual Funds

40%

30% to 50%

Long term : one year or

aver
Bonds, CDs, Deposits

40%

30% to 50%

ort te : a
one vear

Bonds, CDs, Deposits,
Cash

20%
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It would be suitable for a fund which has similar long term
objectives, but which is likely to be more dependent on
investment income. The fund needs some income in the early
years to fulfil its primary purpose. This demands an
investment approach which generates some growth in the
value of the fund to ensure it can perform in the long term
whilst producing some current income as well. Obviously,
this income yield cannot be very high.

Model C (“Income”) :-

Investment Types Target Weighting | Tactical Range

Equities, Mutual Funds 20% 15% to 25%

Long term : one year or 40% 30% to 50%

over
Bonds, CDs, Deposits

Short termn : less than 40% 25% to 55%
one year

Bonds, CDs, Deposits,
Cash

It would suit a fund whose activities are shorter term, say,
seven to ten years. Here, inflation is of less concern, and
maximizing current yield is the important investment
criterion. A small amount of the fund is allocated for growth.

Model D (“Cash”) :-

Investment Types Target Weighting | Tactical Range

n . one year 40% 30% to 50%
over

Bonds, CDs, Deposits

Short term : less than 60% 50% to 70%
Qne year

Bonds, CDs, Deposits,
Cash

It would suit a short-term fund, say up to seven years. Risk
avoidance is the main criterion and a reasonably good yield is
required.
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2.3.5

236

c) Departments should note that asset allocation may change, either
accidentally due to changing market values, or deliberately to
reflect changing circumstances. Models need to be reviewed on a
yearly basis.

d) The currency exposure should also be considered carefully. As
a guideline, no more than 30% of the fund assets should be
exposed to currencies other than HK$/USS. Exposure to any
individual currency other than HK$/US$ should not exceed 5%
of the fund assets and exposure to currencies not freely
convertible should be zero.

- | Guid : R

To reduce risk relating to over-exposure and over-concentration, the
then Secretary for Financial Services (SFS) has given a general
guidance on the choice of bank counterparties (Appendix A), which
will be discussed in more detail in para. 2.4.3. In addition, the Second
Schedule of the Trustee Ordinance on ‘Authorized Investments’
(Appendix B) lays down restrictions for selecting certificates of deposit,
bonds, equities, etc. for trust funds. For example, it is stipulated that
equities should be listed on a recognized stock market or specified stock
exchange as defined in section 1 of Part 1 of Schedule 1 to the Securities
and Futures Ordinance, with a 5 year dividend history and a minimum
market capitalization of HKS$10 billion or equivalent in foreign
currency. The Second Schedule could also serve as a good reference for
non-trust funds managed by departments. As a general guideline, fund
managers should avoid investing in companies and mutual funds that
invest in derivatives and/or deal in currency speculations.

- v €

If the funds to be managed are considerable, departments may consider
appointing external fund managers for portfolioc management if internal
expertise or resources, i.e. professional staff with expertise in funds
management, are not available. However, this does not affect the
responsibilities of the department to the approving authority. The
benefits and costs of appointing external fund managers include :-
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2.4

2.4.1

a) the benefits :-

e they are professionals in the investment industry with
experience and technical back-up in selecting the most
appropriate investment and risk diversification,

e they have access to market information more readily and
would likely be able to capitalize on the growth opportunities
in overseas investment,

e they can provide research support and training for in-house
managers, and

o the performance of external managed portfolio can be served
as a meaningful comparison for investment being managed in-
house.

b) the costs :-

¢ annual management fee which is usually expressed as a
percentage of the fund size, and

e internal resources deployed and/or cost of appointing
independent party for monitoring the compliance .and
performance of external fund managers.

Owing to the relatively high costs involved, usually only funds with
large size (say, greater than HK$100m) and frequent trading activities
would be considered suitable for appointing external fund manager. In
any event, the Investment Division of Financial Services and the
Treasury Bureau should be consulted when a department is faced with
the choice of using the “Growth” or “Growth and Income” models.
Advice will be given as to whether it may be appropriate to manage the
funds internally or appoint external fund manager.

Counterparties

Counterparties are defined in this Guide as persons, agents or
organizations with which departments deal in the management of funds.
They include :-

J Banks/financial institutions - the most common investment

counterparties of departments as most funds managed by
departments are invested in bank deposits.
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242

243

. Brokers/Investment bankers - for securities trading or
investment in bonds.

. Fund managers - invest and manage funds for departments if
departments decide to use them.

. Custodians - safckeeping of investment assets such as
documents of title and of certificates evidencing title to
investments under the fund for departments/fund managers. The
custodian may sometimes be assigned the responsibility for
coordinating/consolidating the performance of fund managers.
Custodians facilitate trade settlement and should be independent
from the fund manager. Custodians could be custodian banks or
trust companies capable of providing asset custody services. For
funds managed either by an in-house or external fund manager, it
is advisable for the custodian to be an organization separated
from the fund manager in order to segregate the investment
function from custodian function. A global custodian can be
appointed for all assets or different custodians for different type
of assets.

o Settlement agents - usually appointed to undertake the
settlement process for department to ensure that investment
transactions involving exchange of moneys and investment assets
are properly and successfully conducted before payments are
effected.

Departmenis are advised to consider the selection criteria for building up
an authorized list of investment counterparties, and the appropriate
exposure limits.

lecti

In general, credit ratings from approved credit rating agencies (which, at
present, include Standard & Poor’s, Moody’s Investors Service, Rating
& Investment Information, Inc., Fitch Ratings, and the list may be
expanded from time to time), total assets and shareholder’s equity,
and/or other information about the capability, stability and performance
of a counterparty would form the basis of selection criteria. In
particular, departments may note the following guidance :-
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a) Selection of bank counterparties

(1)

(i)

(iii)

The circular memo from the then SFS dated 12 February
2001 (Ref. : G6/33C II) gives a general guidance on the
choice of bank counterparties. (Please see Appendix A for
details). The key points include :-

s Departments should not conduct financial business of a
banking nature with an institution which has not been
granted Authorized Institution status by the Hong
Kong Monetary Authority (HKMA).

e Maximum exposure to any one institution should be
kept within set limits, preferably in the region of
¢ 1% of the overall deposit base of that institution,
and
¢ 10% of the capital base of that institution.

¢ Funds with any one institution should be subject to a
maximum exposure equivalent to 20% of the total
funds under management. For fund under HK$100m
in size, the exposure to any one institution could be
limited to 50% of the total fund. '

e Departments transacting HK$ debt securities business
are advised to consider institutions designated as
Recognized Dealers and Market Makers in Exchange
Fund Paper by the HKMA.

e As an alternative, funds may be placed either in
Exchange Fund Paper or directly with the Exchange
Fund.

Information on capital base or deposit base of individual
banks is public information and departments, as the
customers, can ask for copies from individual banks.

In addition, departments should note the Accounting
Circular No. 3/96 which stipulates that departments should
obtain the approval of the Director of Accounting Services
before any banking, security or safe custody accounts are
opened for the purposes of S25 of the Public Finance
Ordinance (PFO). (See also para. 3.4). Departments
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b)

c)

dealing with non-PFO funds may also consult the Treasury
on the placement of deposits with banks.

Selection of fund managers - If an external fund manager is
appointed, the selection should be carried out through a
competitive process. The following areas may need to be
considered :-

type of mandate (balanced or specialist),

complementary of investment styles with investment
objectives,

past performance and experience in fund management,
the investment process,
regular reporting of the investment transactions, and

support services provided (such as performance evaluation,
market commentary, training).

If no in-house resources/expertise is available for the above
assessment, departments may consider hiring consultants.

Selection of asset custodians - Similar to fund managers,
custodians, if appointed, should be selected through a competitive
process. The following aspects may need to be considered :

credit rating and financial position,

insurance coverage and indemnity available,
sub-custodian network (global custodian only),
reporting requirements,

segregation of the fund’s and the custodian’s asset,
internal controls, and

availability of other support service such as performance
analysis.
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CHAPTER 3 - NECESSARY CONTROLS IN INVESTMENT
OPERATIONS

31

3.1.1

Invest t Guidelines and Operational Manua

To maintain effective control over fund management, departments are
advised to develop comprehensive investment guidelines and an
operational manual for the benefit of all levels of staff who are
respensible for investment operations. The manual/guidelines generally
include :-

* the investment objectives, strategies and policies approved by the
Authority,

» a list of approved investment vehicles/instruments,

» a framework of risk management e.g. policy of diversification, asset
allocation model adopted,

e a list of approved counterparties and related exposure limits,
including the criteria for selecting or evaluating counterparties,

¢ the organizational chart setting out clearly the responsibility of each
party concerned and the reporting lines,

¢ operational procedures for cash forecast, investment dealing,
settlement and reconciliation,

¢ benchmarking or standards for measuring investment performance,

e accounting procedures and policies, and

* scope and approach of internal audit.

In preparing guidelines/manuals to meet the specific needs of the funds,
departments may also wish to refer to the Guidelines for Corruption

Prevention on “Investment of Surplus Funds in Fixed Income
Instruments” 1ssued by the ICAC 1n 2001.
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3.2

33

3.4

34.1

342

ation of Duti
Adequate segregation of duties will provide a high level of protection
against malpractice. Typical functions which are normally performed
by different parties include :-
e setting of investment objectives, strategies and policies,
e maintenance and evaluation of the approved list of counterparties,
s investment dealing,
e settlement, confirmation and reconciliation,
» safe custody,

e evaluation of investment performance, and

e internal audit.

ict nt

Conflict of interest may arise when officers who have the responsibility
for approving/assessing the offers or choosing the counterparties in
dealing have any personal or related financial interest which might
affect the objectivity of their actions and decisions. Departments should
remind all officers concerned to declare their own investments regularly
or report any investments which may give rise to conflict of interest
between their investments and official duties in accordance with the
Civil Service Regulations (CSRs) 461-466 and Civil Service Bureau
Circular No. 9/2001.

ati ank Accounts

Effective controls over the operation of bank accounts will reduce the
risk of misappropriation.

As promulgated in Accounting Circular No. 3/96, the approval of the
Director of Accounting Services must be obtained before any banking,
security or safe custody accounts are opened for the purposes of S 25 of
the Public Finance Ordinance.
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343

344

3.5

351

Instructions on the operation of bank accounts are laid down in Standing
Accounting Instructions 1610-1690. In particular, payment from a bank
account should be effected only by cheques, which must be signed by 2
authorized signatories.

In addition, departments may consider the following in operating bank
accounts -

e open separate investment accounts which are independent of
operational accounts,

e set appropriate financial limits for different levels of authorized
signatories to effect transfer of funds,

e instruct banks to accept instructions to transfer funds only when they
are made to other bank accounts in the same name as the account
holder and the instructions are properly signed by 2 authorized
signatories, and

e arrange to check the accounting and bank accounts independently by
senior staff.

Quotations

The seeking of quotations for investments such as deposits and fixed
interest securities is normally done by telephone and the quotations are
subject to change until the deals are confirmed. To enhance control over
the quotation procedures, departments may consider obtaining
quotations from all approved investment counterparties. However, if it
is not practicable, departments should formulate a rotation system and
decide the minimum number of quotations to be obtained each time in
advance. The selection can be done on a random, sequential or other
basis. For example, in placing a bank deposit a department may get
quotations from the 2 banks which gave the best rates last time, and
select another 2 from the approved list in sequence. The formulated
basis should be clearly laid down and followed consistently by the staff
concerned.
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3.52

353

3.6

3.6.1

362

3.63

To ensure that the quotations are fairly obtained, departments may
consider the following :-

 assign at least 2 staff to call different counterparties for quotations,

* use telephones with recording system to get quotations if the volume
justifies, or use conference calls to enable 2 staff to listen to
telephone calls simultaneously during the quotation process, and/or

e random check the quotations against other sources and confirm the
best rate by a separate officer.

Details of quotations (including the rates and officer-in-charge) should
be properly documented to facilitate subsequent verification and
checking.

ttle t rding and n

Departments are advised to devise appropriate procedures for the
settlement arrangements to ensure proper segregation of duties and
authorization of transactions. For example, banking instructions for
fund transfers and/or confirmation letters should be checked by
appropriate level of officers to ensure that the details match with the
data contained in the approved quotation sheets and comply with the
laid down departmental guidelines. Instructions/confirmation letters
should be delivered to the counterparties concerned promptly before
deadline. Any discrepancy or late delivery should be followed up by
senior officers.

There should be procedures for reconciling the confirmation notes and
bank statements received from counterparties. Procedures for proper
follow-up of any outstanding confirmation notes and monthly
statements not received within a specified period must be laid down.
The reconciliation should be reviewed by management on a timely basis
to ensure that any differences are adequately resolved or appropriate
action is being taken.

The investment transactions should be properly recorded onto the
general ledger on a timely basis. The accounting policies for investment
will be discussed in Chapter 4.
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3.7

3.8

nt n External Fun anager

To maintain effective control over fund managers and to prevent
possible abuse, departments may consider the following precautions:

e setting financial limits on the aggregate level of funds placed with
each fund manager,

e clear documentation of the investment objectives, policies and
strategies on investments for the compliance of the fund managers
and regular review of such guidelines,

e use of a separate custodian to safekeep assets managed by the
manager,

o close monitoring of fund managers’ performance and regular review
of their performance against pre-defined benchmarks and criteria,
and

e appointment or re-appointment of fund managers subject to regular
review based on performance. There should be provision in the
Fund Manager Agreement for termination in the event of poor
performance and a mechanism to ensure the consideration of new
fund managers. '

Contr ian

To maintain effective control, departments may consider the following
prudent steps :-

e setting financial limits on the aggregate level of assets placed with
each custodian,

e stipulating clearly the duties and responsibilities in the custodian
agreement,

» regular reporting by custodians in respect of the investment
transactions,

e obtaining evidence/information of the operation of specific internal

controls in relation to safeguarding of assets and recording of
transactions by the custodians,
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3.9

3.9.1

39.2

393

394

e reconciliating custodians’ records with fund managers’ records
and/or intemnal records at periodic intervals, and

e making provisions for regular review and termination in the event of
poor performance in the custodian agreement. There should also be
a mechanism to ensure the consideration of new custodians.

Internal Audit

Internal audit is a vital part of the overall control system. It is an
independent appraisal service provided to the management by measuring
and evaluating the effectiveness, efficiency and economy of the internal
control system.

The internal audit functions must be carried out by officers independent
from the investment functions. If the fund exceeds $100 million, the
head of the internal audit should be a qualified accountant.

The scope of services generally include :-
¢ ongoing evaluation of management and operational controls to
ensure that they are appropriate and effective to the level of

operations,

¢ compitance testing to ensure that all controls are operating in
accordance with the established procedures and guidelines,

e physical and substantive checks of individual transactions to ensure
that all funds are safeguarded and the accounts are properly

recorded, and

* investigations of non-compliance or other odd situations, and
reporting to independent senior management on a timely basis.

The internal audit work may cover investment operations conducted by
both in-house and external fund managers.
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CHAPTER 4 - ACCOUNTING, MONITORING & REVIEW

4.1 Accounting

4.1.1 Departments are advised to :-

* maintain proper books of accounts and supporting documents for
each fund under their management in order to provide audit trails for
subsequent reviews and audits,

* select proper accounting policies for accounting and disclosure of
investments, in particular, for reporting the carrying value of
investments and for recognition of investment income and
expenditures of their funds. For example :-

¢ investments may be carried in the balance sheet at :-
=> historical cost, or
= market value, or
=> the lower of cost and market value

¢ investment income and expenditure may be recognized on :-
= a cash basis, or
= an accrual basis

s prepare annual financial statements reporting the financial position
and the performance of the funds to the relevant committee and/or
approving authority.

¢ comply with the disclosure requirements promulgated in the
Statement(s) of Standard Accounting Practice issued from time to
time by the Hong Kong Society of Accountants.

4.1.2 In considering the accounting policies, departments may refer to the
Hong Kong Society of Accountants’ Statement of Standard Accounting
Practice No. 24 on ‘Accounting for Investments in Securities’,
International Accounting Standard No. 32 on ‘Financial Instruments:
Disclosure and Presentation’ and International Accounting Standard No.
39 on ‘Financial Instruments: Recognition and Measurement’.
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4.2

42.1

42.2.

4.3

4.3.1

Performanc asurement

Departments are advised to evaluate the performance of the investment
portfolio to determine whether the investment objectives are met on a
regular basis. The performance can be measured against some
benchmarks that can reflect the investment objectives of the fund.
Common benchmarks include :- '

e a fixed rate of return,

e a three-month Hong Kong Interbank Offer Rate,

e an inflation related index, and

¢ an equity/bond index related measure.

In particular, the investment performance in mutual funds should be
reviewed against the performance of similar funds in the industry.
Report anagement

Regular management reports should be submitted to the department
head, Investment Advisory Committee, and/or approving authority from
time to time. The frequency and details may be specified by the

approving authority or its delegates as appropriate. The reports
generally include :-

the consolidated funds position,

¢ the investment results for the period,

e comparison of the current performance with the targets or
benchmarks already set, and explanations/comments on significant
differences,

e projections and/or market outlook, and

* highlight of exceptions ‘or confirmation of full compliance to the
approved Investment Guidelines.
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4.4

441

442

443

4.5.2

Audit

Departments should appoint an external auditor, who may be the
Director of Audit or other auditors as appropriate, to carry out audit of
the annual financial statements. The audit will enable the department
to:-

e comply with the requirements laid down by the approving authority
or the relevant statutory provisions, and

¢ enhance the credibility of the financial statements.

The auditor would, based on the audit conducted, express an
independent opinion on whether the financial statements, in all material
respects, are properly presented and whether they have been prepared in
accordance with the provisions laid down in relevant ordinance or by the
approving authority.

Subject to the requirements laid down in the relevant ordinances or by
the approving authority, departments are usually required to submit the
audited financial statements, together with a report by the Director on
the administration of the fund during the period.

i ac

To better monitor the investment operations and provide feedback,
departments are advised to carry out :-

e reviews on the investment objectives and strategies when there are
changes in statutory provisions, fund flow requirements, and/or the
mvestment environment,

e reviews on the current status of counterparties on the approved list
on a regular basis to ensure that the established selection criteria are
being met and the exposure limits, if applicable, are still appropriate,
and

« continuous assessment of the internal controls built in the operaticnal
procedures to ensure that they are effective and relevant to the
changing circumstances.

Departments are advised to take immediate action to update the

investment strategies and/or improve the operational procedures
whenever appropriate.
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