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knowledge and experience to cope with the
evolving and expanding securities
industry, and insufficiently independent
of the governing Committee. The
settlement system, based on a 24-hour
cycle, had failed to function properly and
indeed could not have been expected to do
so in the face of the increasing volumes
and internationalisation of the market.
There were serious shortcomings in the
listing arrangements, and surveillance of
members was cﬁrsory. Thus, while the
governing Committee had been successful in
developing the business of the Exchange,
they had not introduced proper management
and regulatory arrangements and, in
particular, had failed to take into
account the risks in an overheated system;

(b) at ‘the re-vamped Hong Kong Futures

Exchange(7), the management was
somewhat better but was built on shaky

foundations. In particular, the
tripartite structure of Exchange, Clearing
House and Guarantee Corporation confused
lines of responsibility and effectively
obstructed the development of an adequate
risk management system, which is essential
to any futures market. All three agencies
should have acted to contain the dangers
in the expansion of business and the build
up of 1large positions by a few investors;

(7) It was relicensed in 1984 after an earlier crisis and
subsequently reorganised.




(c) at the Securities Commission and the
Commodities Trading Commission, which had
been set up as overlords of the industry,
there was a general abséence of direction.
The Government's original intention that
they should be independent and
authoritative, had not been carried out.
Rather than being high-powered watchdogs,
they had been relegated in recent years to
a passive and reactive role; and

(d) at the Office of the Commissioner for d7a§\1
Securities and Commodities Trading 7
established within the Administration to
service the Commissions, the
Commissioner's repeated pleas for
additional resources to cope with the
rapidly developing markets had often been
delayed or rejected by Government. But
the allocation of what 1little resources
were available reflected too much
emphasis on vetting papers rather than on
active surveillance and mdnitoring of-
markets and brokers. Moreover, faced
recently with a detéfmined and forceful
Stock Exchange 1eader$hip, and lacking
sufficient support from Government, it had
lost the initiative. '

e ————

Main recommendations

1.8. We believe that Hong Kong should aim to be the

Primary capital market for the South East Asian region and
to that end should encourage the development of new markets
~and  the international element of existing ones by




strengthening its systems and regulatory arrangements.
We reject fundamental changes in favour of building on
existing systems, as the success of Hong Kong's financial
services market depends 1largely on the healthy working of
the free enterprise system which has demonstrated a dynamic
capacity for promoting innovation and growth. We have
therefore decided that practitioner regulation should
continue but that safeguards will have to be introduced at
every level.

1.9. To this end, we have recommended, inter alia : -

(a) a fundamental revision of the internal
constitution of both the Exchanges; in
particular, in the case of the Stock
Exchange, there should be proper
representation on the governing body for
individual and corporate members, combined
with an independent element to ensure that
the Exchange 1is properly governed and
works in the interests of all members and

users;

(b) the development of a staff of
professional, independent executives in
the two Exchanges, with the - Exchange

governing bodies setting policy and the
executives implementing it;

(c) an extension of the Stock Exchange
settlement period to three days which
should be strictly enforced and the early
development of a central clearing system;

(d) the 'continuation -of the Hong Kong Futures
Exchange and 1its stock index contract but



with the «clearing and guarantee system
being restructured to strengthen the risk
management arrangements; in particular,
the clearing house should become part of
the Exchange and the guarantee should be
backed by a Clearing Members' Fund; and

(e) replacing the two Commissions and the
Commissioner's Office with a single
independent statutory body outside the
Civil Service; it should be headed and
staffed by full-time regulators and funded
largely by the market; it should be
charged with ensuring the integrity of
markets and the protection of investors;
in particular, it should ensure that the
Exchanges properly requlate their markets
and should have extensive reserve powers

to intervene if they fall down on the job.

1.14. We believe that the early implementation of our
recommendations will lay the foundations for the proper
regulation of the Hong Kong securities industry.

1.11. In the chapters which follow, we set out our
general Principles and major objectives against the
background of the present state of the Hong Kong markets
and how' we see their development. We then address in turn
the various'p;oblem,areas identified in the Stock Exchange,

the Futures Exchange, the two Commissions and the Office of
the Commissioner.




CHAPTER II

PROCEEDINGS OF THE COMMITTEE

Terms of reference

2.1. On 16 November 1987, we were appointed by the

Governor with the following terms of reference : -

"In the 1light of recent events in the Stock
and Futures Markets and in recognition of the
need to maintain Hong Kong as a major
international financial centre, to review the
constitution, powers, management and operation
of : -

(a) the Hong Kong Stock and Futures

Exchanges;

(b) the Securities and Commodities

Trading Commissions; and

(c) the Office of the Commissioner for
Securities and Commodities Trading,

and to recommend what changes are desirable to
ensure the integrity of the markets and to

protect investors."

2.2, In addition, we were asked to act in accordance

with the following directions : -

~"(a) it should 1invite submissions from all
‘ interested parties and from the public;




(b) its object is to examine critically the
relevant structures and systems rather
than to allocate blame or find fault
with named individuals or institutions

for past events;

(¢) it should consider comparable
arrangements in other major financial
- centres; and

(d) it should use its best endeavours to
submit its report within six months; the
Committee shall have the power to make
such interim recommendations as it
considers necessary in the interests of

the urgent protection of investors.”

2.3, The Committee held 15 private meetings in the
course of its work.

Modus operandi

Z.Kf At our first meeting on 23 November 1987, we
agreed that the Committee's programme of work should

broadly be divided into four main stages, namely : -

Stage I- invitation of submissions
‘ from interested parties and
the public and collation of
background information, both
locally and overseas;

Stage II- identification of main

issues;




Stage III- discussions with interested
parties and principal
respondents; and

Stage 1V - preparation of the report.
Apart from minor adjustments, such as extending the period

for the‘submissions to reach the Committee, we proceeded in
accordance with this programme.

Submissions

2.5. Following the directive to invite views from
interested organisations and members of the public, we held
a press conference immediatély after our first meeting on
23 November 1987 to invite the major organisations involved
in the securities and futures industry and other interested
parties to put  forward their views and suggestions in

written submissions to the Committee.

2.6. Although an 1initial five-week period was allowed
for respondents to send in their submissions, we decided to
be flexible on the actual deadline for receipt of
'submissions to ensure that the Committee had before it the
views of as many organisations and individuals as
possible.

2.7. In response, a total of 115 submissions were
received from 21 bodies, 64 companies, 26 individuais and
four Government departments. Included among the
respondents .wére all those bodies which fall within our
terms of reference, the major organisations associated with
the securities and futures industry in Hong Kong, the
principal professional bodies of accountants, lawyers,
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stockbrokers, securities analysts and company secretaries,
and a substantial number of brokerage and fund management

firms.

2.8. When we requested submissions from interested
parties, we gave an undertaking that submissions received
would be wused solely for the purpose of the review and
would be treated in strict confidence. We further
undertook to refrain from quoting from the submissions
without the author's written permission. For these
reasons, we feel it inappropriate to append any of the
submissions to this report. We have, however, obtained
their permission to include in our report a list of all the
respondents who made submissions to the Committee. This is
at Appendix 3,

2.9. All  the submissions received were carefully
reviewed by us and where necessary, additional information
or clarification was requested from the respondents. The
views expressed in the submissions were summarised and
catalogued and formed the basis of our consideration of the

issues involved.

2.10. We were extremely encouraged by the volume of
re§ponse and were particularly impressed by the quality of
the submissions, the majority of which contain clear and
detailed expositions on the Hong Kong stock and futures
markets and put forward specific suggestions for
improvements. We believe that we had before us a range of
views representing all the sectors in the securities and
futures industry. We would 1like here to express our
gratitude to all those who put forward submissions to us.

11




Other overseas reports

2.11. In addition to the submissions received, we also
had the benefit of the various reports on the market
collapse produced by the Brady Commission appointed by the
President of the US, the 'US Securities and Exchange
Commission, the New York Stock Exchange, the US Commodities
Futures Trading Commission, the US General Accounting
Office, the Chicago Mercantile Exchange, the Chicago Board
of Trade, the International Stock Exchange, London and the
Bank of England. These provided useful adjuncts to our
deliberations.

Overseas visits

2.12. To facilitate the Committee's consideration of the
comparative arrangements in other major financial centres,
the Chairman and members of the Committee's Secretariat
visited the Exchanges and regulatory authorities in the UK,
US, France, Japan and Singapore in the months of December
and February. Members of the Committee also took
advantage of their own private travel abroad to join in
some of those visits and to establish contacts with the
Exchanges in Australia. Appendix 4 contains a list of the

overseas institutions visited by us.

2.13. These visits helped us to establish contact with
overseas Exchanges and. regulatory bodies which proved
invaluable to our deliberations. Overseas experts provided
not only essential information on developments in the
world's major markets but also gave helpful advice on the
. steps that need to be taken if Hong Kong wishes to- flourish
as an international market. Moreover, they provided an
essential sounding “board to test our ideas and

recommendations. Our many discussions with the overseas
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experts have also provided the Committee with first-hand
information about the reactions of overseas institutions
and international investors - to events in Hong Kong
associated with the market crash in October 1987 and their

overall perception of Hong Kong markets.

2.14. In addition to these visits, we have in the course
of our work received assistance and information from a
number of overseas organisations and institutions. These
too contributed immensely to our work. A list of these

organisations is at Appendix 5.

2,15, We would like here to express our gratitude to all
those overseas institutions and their staff who have helped
us in our work.

Identification of main issues

2.16. It became apparent to us from the very beginning
that our terms of reference were extremely wide and, unless
some priorities were determined, we would not -be able
effectively to discharge our responsibilities within our
limited time-frame. We therefore began the second stage of
our work by examining the Exchanges, the Commissions and
the Commissioner's Office in the light of the market crash
and, by reviewing the views expressed in the submissions,
1dent1fy1ng the major issues which had to be addressed.

2.17. In doing this, we adopted as our starting point
the needs of Hong Kong as an international financial
centre, We believe that this mainly‘involves restoring

confidence in Hong 'Kong's security markets by putting in

train changes which will strengthen, deepen and broaden the
markets.
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2.18. We have carefully considered these issues and have
put forward detailed recommendations as to how they should
be dealt with. We have endeavoured in particular to
identify those which, in our view, call for urgent remedial
action. In respect of other issues brought to our
attention in the course of the review, we have only had
time to recommend certain guiding principles as to how
these should be tackled. We strongly urge that further
work should be undertaken by the Administration in these
areas. Finally, there are a range of issues which,
although important for the securities industry, are not
critical to issues addressed by our report.  We flag these
for attention by others.

Meetings with interested parties

-y .- S . WS ] I ——

2.19. At . the time of the call for submissions, we
indicated a wish to invite some of the people who made
submissions to give their views orally to us. Two separate

series of meetings were conducted.

2.20. We met respondents in February in a series of
discussions. These discussions were banically of a
technical nature to facilitate our understanding of views
contained in the respondents' submissions and to enable
them to elaborate and amplify their comments. A total of
18 meetings were held and a list of the attendees is at
Appendix 6. ' A

2.21. Included in these were three discussion sessions
with groups of brokers attending in their personal capacity
under the auspices of  the Hong Kong Stockbrokers
Association.
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-~ with them,

2.22. These technical discussions were followed by a
series of formal meetings held in March and early April. A
total of 15 meetings were held with the major bodies, as
listed at Appendix 7. These bodies are either the subject
of our review or are key players in the markets in Hong
Kong. We took advantage vof the formal meetings to seek
clarification or additional information concerning the
submissions from the respondents, to obtain a second
opinion on some of the issues raised by other respondents
without attributing the sources, and to test the reaction
of respondents to our preliminary conclusions on some of

the issues involved.

2.23. In addition to the technical discussions and
formal meetings, we met with prominent personalities in the
securities and futures industry, both locally and overseas,
to lisfen to their views. Unfortunately, it 1is not
possible to 1list all the beople whom we met and the
organisations which have given support to our work. The
wealth of information and views obtained from those
discussions have made an invaluable contribution to our
work and we would like to put on record our thanks to all
those who devoted so much of their time to help us.

Visits to the major local organisations

2{24- . The Chairman and members of the Committee's
Secretariat also visited the Stock Exchange of Hong Kong
Ltd., the Hong Kong Futures-: Exchange Ltd., the I.C.C.H.
(Hong Kong) Ltd. and the Office of the Commissioner for
‘%ecurities and Commodities Trading to obtain first-hand
information on their operations and to discuss their work

In the course of our work, these organisations,

in Particular theijr
helpful

senior management, have been most
and forthcoming ang contributed immensely to the
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successful completion of our task. We would 1like to
express our deep appreciation to these organisations and

their staff for their assistance and co-operation.

Format of. report

2.25. We are aware that our report will be read by
market practitioners, regulators and members of the public
in Hong Kong and overseas in addition to the Administration
to whom it is addressed. On those recommendations which we
feel deserve urgent attention, we have therefore gone into
considerable detail in order to facilitate implementation.
The same applies to contentious issues which have been
argued vigorously by the parties holding opposing views.
We hope that the detailed exposition will enable readers to
understand our thinking in arriving at particular
conclusions.

2.26. Finally, we would 1like to stress»that our review
was not aimed at allocating blame or finding fault for past
events. We would remind the reader that the main object of
our work was to examine critically the relevant structures
and systems and to build a blue-print for the future. Our
repbrt should be read in this light.
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CHAPTER III
OBJECTIVES AND PRINCIPLES

Introduction

3.1. In this chapter, we describe our objectives and
strategy as it is important that the principles which have
guided the formulation of our recommendations should be
clearly stated. We hope that this will allow our proposals

to be looked at in their proper context.

3.2. Our starting point 1is that the approach taken to
the management and regulation of Hong Kong's securities
markets must depend on the overall objectives for the
industry. If Hong Kong is content with a largely domestic
market, the main thrust should be to ensure systemic

stability together - with an appropriate element of

protection for investors. However, if Hong Kong harbours

ambitions to be a regional or international market,
it 1is necessary to go further by ensuring that its systems
cater for overseas investors and intermediaries, that its
reéulatory regime broadly satisfies prevailing
international standards and that its markets develop in
scope and depth. We begin, therefore, by examining Hong
Kong's . position in world financial markets and identifying
what we believe to be a challenging but realiséble set of
objectives. ) ‘

Hong Kong's financial markets

3.3. In accordance with our terms of reference, this
report concentrates on the stock and futures markets. The
Stock Exchange of Hong Kong Limited (SEHK) has 276 listed
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companies, virtually all of which are locally incorporated.
Its total market capitalisation was $420 billion (US$54
billion) at end 1987, accounting for 0.67% of the total
capitalisation of all FIBV exchanges(1l), It ranks 20th
among - all FIBV exchanges but 1is third after the two

Japanese exchanges in Asia(2), The Hong Kong stock
market 1is characterised by a particularly vigorous retail

element.

3.4. The Hong Kong Futures Exchange Limited (HKFE)
operates four futures coqtracts ¢ sugar, soyabeans, gold
and the Hang Seng Index. The sugar and soyabean markets
are largely spin-offs from the Japanese market, with
monthly averages of 20,000 and 36,000 contracts
respectively. The gold = market is essentially a
price-fixing mechanism and averages around 588 contracts
monthly. The Hang Seng Index contract grew rapidly from
its launch in May 1986 reaching a peak of some 600,000
contracts traded in the month of September 1987(3) but

T T D M e S ST S D D T S G S . . — ———— . = S W = B T FER W e T T WS e D A D N S A G S P G e S

(1) The FIBV (Federation Internationale des Bourses de
Valeurs) is an international federation of stock
exchanges established in 1961. As at end 1987, it
covers 33 exchanges (or national associations of stock
exchanges) in 28 countries, comprising the world's
major equity markets. -

(2) A comparison of the Stock Exchange of Hong Kong with
other stock exchanges is at Appendix 8.

(3) The turnover of the following stock index futures
contracts valued at the month end cash index for
September 1987 was as follows : -

Index Contract Exchange $US billion
Hang Seng HKFE 15.2
gggndard & Poor CME 312.9
NYSE Composite NYFE 30.4
FT-SE 106 LIFFE T 4.8
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since the crash turnover has declined, with only 30-40,000

contracts currently being traded each month.

3.5. While both the SEHK and the HKFE attract
international interest, they do so mainly as "fringe"
markets. Four main reasons are advanced for this : -

(a) the market is small in terms of
capitalisation. The main international

investors tend to spread their portfolios
on the basis of the relative -
capitalisation of the world's major
markets; Hong Kong, accounting for less
than 1%, would theoretically account for
no more than 1% of their portfolios -
although in practice it has in the past
accounted for much more in some cases;

(b) it has a narrow range of listed companies
and there 1is a 1lack of liquidity in the
second and third line stocks. Hence, only
a minority . satisfy the liquidity needs of
institutional iﬁvestors(4);

(c) its settlement system is antiquated and
inadequate and acts as an impediment to
foreign institutional investors entering
the market; and

i (d) it is not well-regulated, which we
understand may discourage some of the
largef endowment and pension funds from
investing in it.

(4) In a recent survey undertaken by the Hong Kong Unit
Trust Association, only $3.9 billion (US$50¢ million)
or just over 5% of their members' assets, were
invested in Hong Kong. :
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3.6. Hong Kong has a considerable range of other
financial markets however, including : -

(a) the foreign exchange market. All the
major international currencies - us
dollar, Deutschmark, Yen, Sterling and
Swiss Franc - are actively traded between
banks, deposit-taking companies and large
corporations. Trade with other foreign
exchange markets in other financial

centres 1is very active, especially Tokyo
and Singapore and the overnight market
with Europe and the US. While there are
no statistics on market turnover, it is
believed to be sizeable - industry
estimates put it at US$25-35 billion

daily;
(b) the inter-bank market. Basically a
wholesale - market, with minimum

transactions of $1 million, used by banks
and deposit-taking companies for
short-term money (from overnight up to six
months for Hong Kong dollars and up to 12
months for US dollars). Total inter-bank
(including DTC) Hong Kong dollar
liabilities at end December 198f were $200
billion (US$26 billion), while total
inter-bank foreign currency liabilities on
the same date amounted to $2087 billion
(US$268 billion). The latter market is
crucial to the banking sector because, in
the absence of Government debt, much of

the sector's primary 1liquid assets are
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at end 1987, about 81l% of the banking sector's
aggregate liabilities or assets were denominated in
foreign currencies. :

(7)

(c)

(5)

The inter-bank market is dominated by the

denominated in foreign currencies

Hongkong and Shanghai Bank;

the debt market. As Hong Kong is
essentially a balanced-budget economy,
there is no Government borrowing
programme (6) , Neither is there a

medium or long term corporate debt

- market. The two main types of debt

(d)

instruments are certificates of deposit
(CDs) and commercial paper (CP). CDs
(Short and medium ‘term) are issued by
banks and 'deposit—taking companies while
CP (short term) is issued by top quality
Hong Kong corporations, and are largely
held by banks. The value of CP and CD
issues authorised during 1987 was $36.5
billion (US$4.7 billion); and

the gold market. In terms of trading
vblume, the 1local gold market is one of
the largest in the world, ranking
alongside London and 2Zurich. Trading is
done mainly on the Chinese Gold and Silver

" Exchange and in the 1loco-London market.

‘Total turnover on the Chinese Gold and

Silver Exchange amounted to $292 billion

 (US$37.4 billion) during 1987(7),

As

The
$§1 billion
issued in April 1984.

only Government ‘debt instrument outstanding is the
(USS$128 million) negotiable five-year bond

Using the end of year price of US$486 per troy ounce.
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Detailed statistics on trading in the loco-London

market are not available but the volume is

understood to be significant.

3.7 Hong Kong is also a major centre for overseas

Chinese wishing to divest funds from their home base in the

region. In recent years, it has re-emerged as the

principal entrepot  for china(8) and has become an
important base for China-related investment.

3.8. Because of the activity in all these areas, a
large range of financial institutions are present in Hong

Kong as the following figures show : -

at 3lst Dec 1987

Banks(g) 155
‘ (9)

Deposit-taking companies 267

-Fund management companies 99

(managing 504 unit trusts/
mutual funds)

Registered members of the Stock 735
Exchange of Hong Kong
Registered.dealers in 325
commodities
Authorised insurers 278
3.9. In summary, Hong Kong is neither a closed domestic

market nor a fully-fledged international capital market in

(8) During the past decade, Hong Kong has witnessed a rapid
re~emergence of its entrepot role. . Re—-exports now
represent roughly 50% of total exports. .In 1987, China
was the market for about 33% of Hong Kong's exports and
the source for about 46% of its re-exports.

(9) Of which 273 were incorporated overseas or had overseas
parents. Together these represent approximately 30
countries. Hong Kong ranks third, after London and New
York, in numbers of banks represented.
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