
LegCo Financial Affairs Panel

Review of the Level and Funding of the Investor Compensation Fund,
Broker Defaults since 1998 and the Operation of the

Investor Compensation Arrangements

PURPOSE

This paper outlines the main points of the Consultation Paper
entitled “Review of the Level and Funding of the Investor Compensation Fund,
Broker Defaults since 1998 and the Operation of the Investor Compensation
Arrangements” which the Securities and Futures Commission (“SFC”) proposes
to issue (copy at Annex).

BACKGROUND

2. The Investor Compensation Fund (“ICF”) was established on
1 April 2003 under the Securities and Futures Ordinance (Cap. 571) to replace
the old compensation arrangements.  The objectives of the compensation
arrangements are to provide a secure, cost-effective measure of compensation
per retail investor in relation to products traded on Hong Kong Exchanges and
Clearing Ltd., based on the principles of user pay and providing compensation
for all retail investors who trade through intermediaries licensed by or registered
with the SFC.

3. The ICF is mainly funded by transfers of the balances in the two
old compensation funds (i.e. the Unified Exchange Compensation Fund
(“UECF”) and the Commodity Exchange Compensation Fund) and by investor
compensation levies of 0.002% on securities transactions executed on the Stock
Exchange of Hong Kong Ltd. and $0.5 ($0.1 for smaller size contracts) per
contract on futures transactions executed on the Hong Kong Futures Exchange
Ltd.

4. The 0.002% levy was first introduced in September 2001 as part of
the transaction levy collected by the SFC on the basis that the additional amount
should be paid by the SFC into the UECF for transfer to the ICF when formed.
This amount of levy was later imposed by the Securities and Futures (Investor
Compensation – Levy) Rules made by the Chief Executive in Council under the
Securities and Futures Ordinance, which came into force on 1 April 2003.  At
the time of the passage of the Securities and Futures (Investor Compensation –
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Levy) Rules through the Legislative Council in December 20021, the
Administration undertook to keep the levy under review in light of the
operations of the ICF.

5. The SFC has conducted a review on the level and funding of the
ICF and intends to consult the market and the public on the proposals put
forward in the attached Consultation Paper.  In conducting the review, the SFC
has also taken the opportunity to review the major broker defaults since 1998
and examine some suggestions identified through its discussions with certain
liquidators which might help improve the existing procedures in handling
broker defaults.

6. The current review of the ICF focuses on the following objectives:

• maintain the ICF at a level that is appropriate to the risks of broker
failure;

• maintain the level of investor compensation that does not engender
too high moral hazard; and

• expedite the liquidation process so that time and costs are
minimized in order to conserve as much as possible resources for
investor compensation.

CONTENTS OF THE CONSULTATION PAPER

Level and funding of the ICF

7. In prior public papers on the new compensation arrangements, the
SFC explained its policy that the ICF assets should not exceed a prudent base
amount of assets with annual investment income sufficient to cover estimated
expenditure plus any likely future expansion of ICF coverage.  Such a level
would have a reasonable probability of being "self-funding" for the future
without the need for a levy on the market.  If the ICF appears as if it will reach
the self-funding level, consideration should be given to suspending any levy that
might be in effect.

8. As of the end of October 2004, the total assets that were available
to the ICF were about $1.36 billion.  At the current level of market turnover, the
ICF assets would reach $1.4 billion in about two to three months’ time.  With an
                                                
1 Legislative Committee Brief on the Securities and Futures Ordinance (Cap. 571) of 13 December 2002 (Ref:
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asset size of $1.4 billion and estimated annual expenditure of $60 million
including the estimated annual compensation payments, the ICF would become
self-funding if an expected investment rate of return of 4.3% can be achieved in
the long run.  We believe that rate of return can be achieved.

9. In order not to accumulate amounts beyond what is necessary for
the ICF and to reduce the burden on investors, the Consultation Paper proposes
to introduce an automatic levy triggering mechanism with the following key
features:

• The current investor compensation levies will be imposed if the net
asset value of the ICF falls below $1 billion, which is the minimum
prudent level which the ICF should maintain in order to cover its
potential obligations.

• The current investor compensation levies will be suspended if the
net asset value of the ICF exceeds $1.4 billion.

• A month-end net asset value of the ICF which is certified through
an audit by the auditors of the ICF will be used for the purposes of
applying the levy triggering mechanism.

• The SFC is responsible for implementing and monitoring the
operations of the levy triggering mechanism as well as informing
the public and the market by way of a notice of any changes to the
prevailing levy arrangements including the date of implementation
of such changes.

• For imposition of levies, the implementation date is set at at least
two months after the date of the issue of the SFC’s notice.  For
suspension of levies, the implementation date is set at one month
after the date of the issue of the SFC’s notice.

Level of compensation coverage

10. The Consultation Paper examines the current $150,000 per investor
limit, which was first adopted in 1998.  The Consultation Paper measures the
similarity of coverage in terms of the average number of investors whose claims
are paid in full by the ICF, the average allowed amount of compensation per
claimant as a measure of average account size, and considers other relevant
factors such as inflation and the level of the Hang Seng Index.  The
Consultation Paper concludes that the $150,000 per investor limit, which
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provides a similar level of coverage (i.e. 76% of claimants paid in full) to that in
and since 1998, should be maintained.

Review of broker defaults since 1998 and key court decisions

11. The Consultation Paper provides a summary of the main facts and
results of a number of broker defaults since 1998 as well as the key decisions
made by the courts in order to facilitate better understanding by the public and
the market of the status of these cases and the complex legal issues relating to
broker defaults.

Discussions with liquidators and banks

12. In conducting the review, the SFC had discussions with a number
of liquidators and banks involved in the liquidations of broker defaults to
examine three suggestions which might help improve the existing procedures in
handling broker defaults (i.e. for the ICF to advance funds to liquidators for the
purpose of facilitating the return of clients’ shares pledged by a broker to a bank
as security for a loan; to give power to liquidators to sell securities and
distribute money; and use of ICF funds to pay for an administrator).  However,
after careful consideration of the suggestions, the Consultation Paper concludes
that they should not be pursued because the suggestions would introduce
additional financial exposure to the ICF, involve alterations to the existing
individual proprietary rights of investors in securities held by brokers and have
implications for the current law dealing with trust property and insolvency.

13. As a considerable body of precedent and experience has been
accumulated in administration of broker liquidations, the Consultation Paper
concludes that further development of the law in this area should be left to the
common law.  The SFC will continue to monitor overseas developments in this
area.

PUBLIC CONSULTATION

14. The SFC plans to issue the Consultation Paper in the early part of
2005 and, subject to the results of the public consultation, will work with the
Administration to put in place the necessary legislative amendments to
implement the proposals.

Securities and Futures Commission
10 December 2004
















































































