Intervention Returns

We look at the HK Government's surprise disclosure of 5.9% of HKEx, where it might go
next, and how it quietly scrapped a 5% benchmark on the Exchange Fund weighting in
HK stocks, leaving it as the 2nd-biggest investor after the mainland Government. With
about HK$1 trillion of surplus liquid assets, whatever happened to Donald Tsang's "big
market, small government"? We call on the Government to return its surplus capital to
the people with a 10-year program of deliberate budgeted deficits.
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Forget positive non-interventionism. On Friday evening, 7-Sep-07, the Hong Kong
Government announced that it had purchased through the Hong Kong Monetary Authority
(HKMA), over an unspecified period, 5.88% of Hong Kong Exchanges and Clearing Ltd
(HKEXx, 0388), the owner of the stock exchange, futures exchange and their respective
clearing houses in Hong Kong. At the record-high closing price of $158 per share, the
stake is worth about HK$9.93bn (US$1.27bn).

Your editor, David Webb, has been an elected independent non-executive director of
HKEx since 15-Apr-03.

Later on Friday evening, the Government-appointed Chairman of HKEx, Ronald Arculli,
who is also a member of the Government's Executive Council, issued a statement
expressing his "appreciation” for the Government's confidence in HKEx. That statement
was not endorsed by the board, as we hadn't even been informed. We doubt that the
Executive Council knew in advance either.

Intervention

This is the first time that the Government has disclosed any action in the local stock
market since the Aug-98 intervention in which the HKMA spent HK$118bn (US$15.1bn) of
the public's money buying about 15% of the free float of the Hang Seng Index members
at the time.

On 3-Mar-99, the HKMA announced the adoption of a new long-term asset allocation
strategy in which the "benchmark" weighting would be 20% in global equities (up from
10%) of which 5% would be in HK equities (up from zero before the intervention). This
represented a fundamental Government policy shift as the HKMA had, until then, avoided
conflicts of interest by holding only overseas equities, although the HKSAR Land Fund (set
up to manage half of the pre-handover land premium revenues) did have a relatively
small equity portfolio. The Land Fund assets were eventually transferred to the HKMA.

Under the 1999 allocation strategy, half of the Exchange Fund's HK equities would be
managed as an index-tracking portfolio replicating the HSI, while the other half would be
actively managed to allow some "modest deviations™ from the HSI.

Then-Financial Secretary Donald Tsang, in his budget speech that day, said that this
would involve cutting the holdings of HK equities from 17% to 5% of the Exchange Fund
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portfolio. They eventually did this by creating the Tracker Fund of Hong Kong (TraHK,

2800) an open-ended unit trust which was used to gradually tap the surplus equity
portfolio back into the market.

On 16-Sep-02, when the final tap issue of TraHK was announced, HKMA said that its

remaining holdings of HK equities would be about 5.3% of the portfolio, close to the
published benchmark. On 3-Dec-02, with the tap issue completed, the HKMA announced
that Exchange Fund Investment Limited (EFIL), a subsidiary with a separate board which
was set up to manage the HK equity holdings, would be wound up, and the remaining
portfolio transferred back to the HKMA.

Benchmark dropped

Almost as soon as EFIL was gone, quietly, without any announcement, the Exchange
Fund Advisory Committee endorsed "with effect from™ Jan-03, a change in the
benchmark. It is not clear when they actually decided on this, and the earliest reference
we can find to it is on page 87 of the annual report published over a year later on 5-May-
04. Under the revised benchmark, 77% of the fund is allocated to bonds and 23% to
equities. There was no mention of any change to the 5% weighting of HK equities, but it
appears that this benchmark was dropped, and as a consequence, the HKMA has
allowed its portfolio allocation to the HK stock market to more than double from
the 5% benchmark to 10.4%6 as follows:

Exchange Fund
31-Dec as reported, Fund only

HEZrm 2002 2003 2004 2005 2006
Total assets 955065 10116845 1001854 1066799 11763593
HE equities Al 5591 71,229 a2 417 S 122 445
Cverseas equities b3, 128 0o 442 123,213 124 230 137 367
Total equities 114 020 170671 205 B30 212102 258 8532
HE equities 5.3% 7.0% 7.8% 8.2% 10.4%
Cwerseas equities b.B% 8.8% 11.6% 11.6% 11.7%
Total equities 11.9% 1h.9% 19.4% 19.9% 221 %
H=l tatal returmn 41 2% 17 2% 8.4% 39.0%
HE equities growth 40.0% 15.7% b.B% J59.3%

The HSI has risen sharply since the SARS bottom of 2003, and our analysis shows that
the HKMA has, since the start of 2003, been riding its HK equity gains and reinvesting
most of the dividends in HSI stocks, rather than limiting its portfolio allocation to 5% by
selling as the market rose. Along the way, it must have adjusted the portfolio to remove
stocks which have left the index and add the new constituents. HKEx was added to the
HSI1 on 4-Dec-06, so that was probably when HKEx was first added to the
Exchange Fund portfolio.
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The second-biggest investor in HK

The total return on the HSI so far this year (to 7-Sep-07) is 22.95%, so assuming that
they are sticking to the previously-announced policy of investing the HK portfolio only in
HSI constituents, and are still riding the gains, then we estimate that the HKMA portfolio
has grown since 31-Dec-06 from $122.4bn to about $150bn as of 7-Sep-07, excluding
the additional purchases of HKEx. The HKMA's dollar exposure to HK equities has
tripled since the end of 2002. By comparison, TraHK held $26.8bn at 30-Jun-07, so
the HKMA's holdings are now almost 6 times as large as the fund it created.

That, plus its $91bn stake in MTRC, makes the HK Government the second-largest single
investor in the Hong Kong stock market, after the mainland Government (which has
controlling stake in numerous companies worth trillions).

Weightings

As of 7-Sep-07, prior to the index adjustment explained below, HKEx had a weighting of
2.83% in the HSI, and HKEx had a market value of HK$168.9bn, so if the Exchange Fund
just held an index weighting of HKEX, then it would have owned about $4.25bn of HKEx
shares, or about 2.5% of HKEX.

"Sources" told the media on Friday that the Government had "recently"” purchased

15.72m shares (1.47%) at an average $155.22 per share for $2.44bn. Virtually all of that
must have been on Friday, when the stock closed at a record $158.00. Prior to Friday, it
had never traded above $149.9. The purchases amounted to a one-third increase in the
stake.

Part of Friday's purchases may be explained by the adjustment in the HSI index
constituent weightings which took place after the market closed on Friday night, in which
the weighting of HKEx was increased due to the application of the third and final phase of
the free float and capping adjustments. HKEx has a Free-float Adjustment Factor (FAF) of
100%, whereas stocks with controlling shareholders have lower FAFs after Friday,
reflecting the percentage of shares not held by controlling shareholders or subject to lock-
ups. Also, stock weightings are now capped at 15%, down from 20% before Friday.

Based on Friday's closing prices and the new FAFs, we estimate that the $150bn of HSI
stocks held by the Exchange Fund translates into 3.2% of the free float of each stock,
apart from the stake in HSBC (with an FAF of 100%), where the stake would be cut to
about 1.4% due to the 15% weighting cap. This means that the Exchange Fund
would own about 3.2%b of each of HKEx, Bank of East Asia, Sinopec H-shares,
Swire Pacific "A" shares and China Life H-shares, which all have FAFs of 100%,
2.7% of Esprit, 2.4% of CLP and PCCW, and so on.

So we can see that the Government has, at some point since HKEx joined the index on 4-
Dec-06, decided to increase its stake way above what an index weighting would justify.

According to annual reports, including 2006, the HKMA manages its equity portfolios
"exclusively through external fund managers™ - in other words, it does not pick stocks, to
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distance itself from the market. Clearly the Government has deviated from this exclusivity
by deciding itself to invest further in HKEX.

Disclosure was "'voluntary"

The Government has, on several occasions, claimed that it is exempt from the Securities
and Futures Ordinance, and therefore, unlike other investors, has no disclosure
obligations when its holdings exceed 5% of a company. We strongly disagree with that
interpretation of the law, because it creates an unlevel playing field in our markets, but it
has never been tested in court and we assume that the Government still holds that view,
so Friday's disclosure was voluntary.

If the Government's interpretation is correct, then that "State immunity" also extends to
PRC Government organs, so they might have undisclosed holdings over 5% of HK-listed
companies too.

We wrote about this problem in the context of the 1998 market intervention and in our
article State Securities Above the Law regarding the MTRC, where the Government
voluntarily discloses in annual reports the shares held by the Financial Secretary and by
the Exchange Fund, but does not disclose include shares held by other entities under
Government control.

So although the Government has disclosed the HKMA's position in HKEX, there is no
guarantee that it will continue to disclose changes in its position, or do so on time, and
other Government entities or statutory bodies may also hold shares in HKEx. For
example, the Housing Authority, after it sold the Link REIT, announced on 9-Jan-07 that it
would put HK$12.5bn into global equities, including HK. Another big holder is the
Subsidized Schools Provident Fund, managed by the Treasury, which at 31-May-07 held

$14.6bn in HK equities.

We call on the Government to amend the Securities and Futures Ordinance (SFO) to
expressly provide that it binds the Government. Until they do, any claim to be operating a
level playing field in HK is hogwash.

Takeover protection built-in

So why did the Government buy these shares? The first thing we can rule out is takeover
protection. The Government has no need to hold any shares in HKEX in order to protect it
from hostile takeover, because HKEX is already a Government-controlled company, for
three reasons:

1. Under Section 61 of the Securities and Futures Ordinance, no person can hold more
than 5% of HKEx without the written approval of the Securities and Futures
Commission (SFC), after consulting the Financial Secretary. If a person breaks the
law and buys the shares anyway, then the SFC can prevent that shareholder's
votes from counting in any shareholder meeting, leaving them powerless.

2. Even if the SFC stood back and allowed someone, or a group of unaffiliated
shareholders, to acquire more than 50% of the company, shareholders are only
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allowed to elect 6 out of the 13 directors, so the shareholders would not get control
of the board. Take it from us, although there is healthy debate and discussion, the
Government ultimately always gets what it wants in the HKEx boardroom, even if
the Government-appointed directors have to do U-turns to get it.

3. A large part of the value of HKEXx is attributable to its current and future listings of
mainland Chinese companies, the largest of which are controlled by the mainland
Government. Nobody would want to take over HKEx without Beijing's consent, as it
could result in the loss of business, reducing value. And if Beijing consents, then
surely the HKSAR Government would follow.

Votes in a merger or acquisition

Another reason suggested to the media by Government "sources" is that the
Government's holding would buy them some say in the event that one day HKEx were to
merge with one or both of the mainland exchanges. At the current shareholding level,
that makes no sense. HKEx shareholders would of course support any proposal that was
in their best interests and enhanced value, whereas if they were offered a clearly value-
destroying proposal, then they would vote it down. Unless the proposal was just
marginally bad, 5.9% would not make any difference to the outcome. So if that is the
Government's real concern, and they want to position themselves to railroad a bad deal
through, then they will have to buy a much larger stake in HKEx (perhaps 29.9%,
avoiding the 30% takeover bid threshold), at considerable expense to taxpayers, and
then take a loss on it.

Votes in an election

One possible motive that bears more weight is xenophobic paranoia, possibly transmitted
from Beijing, which may have difficulty accepting the notion of genuinely independent
directors, even in a minority, on the board of HKEx. Beijing closely controls the Shanghai
and Shenzhen exchanges via the China Securities Regulatory Commission.

At each AGM of HKEXx, 2 of the 6 elected seats on the board of HKEx are available for
election for a 3-year term. Your editor was elected in 2003 and re-elected in 2006. As
readers will recall, in 2006 Christine Loh Kung-wai, former legislator and head of the Civic
Exchange think tank, ran with us on a joint ticket, contested by casino tycoonlet
Lawrence Ho Yau-lung, incumbent director Dannis Lee Jor-hung, and one other former
broker.

When the votes were counted, shareholders saw fit to return your editor to office with

(modesty aside) the largest net vote of any contested election at HKEX, and also elected
Ms Loh. Mr Ho came a distant third, and the other two candidates had negative net votes.

At the next AGM in 2008, the terms of Bill Kwok Chi-Piu and Vincent Marshall Lee Kwan-
ho will expire and they may stand for re-election, along with any other candidates.

The Government's stake could be the swing vote in a future contested election, but would
not be anywhere near enough to negate the support we received last time around. If that
is their goal, then they would need a much larger stake. It hardly seems worth it.
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Conclusions

Whatever the real reasons for the Government's purchase, it sends a very negative signal
to the market as a whole, and increases uncertainty. Until now, the Government had not
visibly intervened in the market since 1998. How much of HKEx do they intend to buy,
and when? Will they tell us if they have bought or sold more? Are they willing to underpin
the share price with further purchases if the stock falls? What other stocks do they intend
to buy?

The increasing exposure of the Exchange Fund to HK Equities, now estimated at HK
$150bn (before the increase in HKEX) or 3.2% of the free float of each company in the
HSI, is also worrying on two levels. First, it puts the Government in a position of conflict
of interest in relation to the companies it invests in at the same time as dealing with
them, taxing them and regulating them, and second, it also means that in the event of a
financial crisis in HK, the Exchange Fund will be piling up investment losses at the same
time.

On conflicts of interest, take, for example, the electricity companies with which the
Government is negotiating a new scheme of control which may reduce their fat returns,
or the property developers with which it negotiates land premiums, or the telecom
company it regulates on interconnection tariffs with mobile operators.

As for investment risk, in the 2007 budget speech, the Government said that it would

adopt "let's pretend” accounting by taking the average of the actual gains or losses on its
investments (in the Exchange Fund) over a 6-year period (in the fiscal reserves), subject
to a minimum guaranteed return. This is just accounting trickery. In effect, the Exchange
Fund becomes an off-balance-sheet buffer to the real world of gains and losses, and any
loss it suffers will take 6 years to trickle through to the reported budget deficit of the
Government. They probably made this change this with an eye to the increasing equity
exposure of the Exchange Fund, which will increase volatility of returns.

Over-capitalised Government

There really is no need to have any equity exposure at all. We often have to call on listed
companies to return surplus capital to shareholders rather then punting the stock market.
The same applies to the Government: it has surplus funds and should return them to the
community in the form of revenue reductions (tax, rates and duties), not invest them in
the market. If the Government were a person and money were fat, then this patient is
grossly obese.

The amount needed by the Exchange Fund to back the currency board, about HK$297bn,
is only a fraction of the $1,274bn in there now (31-Jul-07 figures). In summary, right
now, the Government has about HK$1 trillion in excess liquid savings. Whatever
happened to Donald Tsang's policy of big market, small government?

It would take several years to tap the surplus capital back into the economy with
deliberate, budgeted deficits - say an average $100bn per year (in 2007 dollars) over the
next 10 years - a huge revenue cut relative to the $168bn of taxes, rates and duties in
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the year to Mar-06. Alternatively, some of the money could be used to upgrade our

education and health systems. After depleting the surplus capital and tapering the
deliberate deficit back to neutral in 2017, the revenue base (or in corporate terms, cash
flow) of the Government, and its substantial fixed asset base (land, buildings and
infrastructure) would still leave it ample borrowing capacity to handle future cyclical
budget deficits. During the tapping out of the surplus, the stimulative effect of lower
taxes would attract new business to HK.

This ridiculous hoarding of public wealth cannot continue indefinitely. It's time for a
complete rethink of the Government's financial management.

Copyright Webb-site.com, 2007
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