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1.
FACING UP TO RAPID CHANGE

The call for reform

1.1
The Financial Secretary announced in his Budget Speech on 3 March 1999 a comprehensive market reform for the securities and futures market to enhance its competitiveness so as to meet the challenge of an increasingly globalised market place driven by the advancement of technology and the emergence of a growing population of sophisticated investors.  The reform includes fundamental changes in the market structure to be achieved through the demutualisation and merger of the five recognised and approved market operators in Hong Kong, namely the Stock Exchange of Hong Kong ("SEHK"), the Hong Kong Futures Exchange ("HKFE"), the Hong Kong Securities Clearing Company ("HKSCC"), the SEHK Options Clearing House ("SEOCH") and the HKFE Clearing Corporation ("HKCC"), into a single holding company, the Hong Kong Exchanges and Clearing Limited "HKEC".  A Policy Paper on Securities and Futures Market Reform ("the Policy Paper") was published on the same day setting out in detail the rationale for the reform and the way in which the objective would be achieved.  Since the announcement by the Financial Secretary, feedback from the market, the Legislative Council as well as the public at large  has been clearly in support of the direction of the reform.

Securities and futures trading industry changing dramatically

1.2
Globally and in Asia, the securities market and the exchange industry are changing dramatically.  The exchange industry is becoming increasingly competitive and complex and as a result exchanges world-wide must adapt or risk disappearing.  Institutional investors and large, proprietary trading operations of investment banks and securities firms have become extremely powerful, demanding and more global.  They are diversifying their trading through various markets and trading facilities, or trading directly amongst themselves, as they search for the best combination of transaction cost, liquidity and price discovery.  

1.3
In the cash markets, a new breed of electronic communication networks (ECNs) has emerged.  These ECNs – including Instinet, Tradebook, Archipelago, Island and others – are siphoning significant trading volumes from traditional markets and intermediaries.  Intermediaries are repositioning themselves to participate in alternative markets as their role and profits diminish in increasingly electronic markets.  In Asia, although these trends have not materialised as dramatically as in the U.S. or Europe, early signals are apparent.  A number of the ECNs such as Instinet and Bloomberg LP already have plans to expand their presence in the region.

1.4
The pace of change in the global futures and derivatives industry is no less dramatic.  Throughout the 1990s, intermediaries and investors have been empowered by far greater information dissemination.  Coupled with deregulation of financial markets and capital flows, derivatives traders are able to redirect their order flows quickly to markets which provide the most efficient pricing and liquidity.  This has led to a consolidation of liquidity and trading centres, particularly for financial derivatives, which are easily de-linked from the underlying local cash markets.  The net effect is that local futures exchanges are losing their grip on domestic products and investors as futures trading transcends national borders.  Though less of an immediate threat in derivatives, electronic trading services could also pose significant challenges to the traditional players.

Exchanges world-wide forced to adapt or disappear

1.5
Exchanges around the world are being forced to adopt new performance-driven organisations to launch upon a path of transformation.

1.6
Bold exchange strategies to compete and survive are represented by a host of demutualisations, public offerings, mergers of cash and derivative markets, and clearing operations, and newly forged cross-border alliances (Exhibit 1.1).  New initiatives, some even more fundamental in nature, are also being adopted.  Many exchanges are revamping their organisations and culture to become more commercial and competitive.  Many are segmenting their client bases and market models, and are setting up marketing teams to promote their products and services.  They are investing heavily to upgrade IT systems and to reduce transaction costs, moving to fully electronic platforms, streamlining and accelerating processing, and providing market access to new customer groups.  In short, exchanges are becoming increasingly client- and profit-driven business organisations in order to sharpen their appeal to users.

1.7
In Asia, some markets have already adopted new structures and strategies and, in several cases, have reacted faster than Hong Kong.  The Australian Stock Exchange demutualised and listed in 1998, and is currently bidding for control of the Sydney Futures Exchange.  Singapore announced its intention to merge and demutualise SES and SIMEX.  Tokyo is also adopting numerous measures to attract international investors.
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Maintaining status quo is not an option for Hong Kong

1.8
As stated in the Policy Paper, maintaining the status quo is not an option for Hong Kong.  Although the securities and futures market of Hong Kong has developed significantly over the last decade, our competitive advantages have been slowly and gradually eroded as the global market place evolves.  In the face of intensifying competition, Hong Kong must take decisive steps to reform its market structure to maintain its competitiveness and reinforce its lead as a global financial centre.

Creating the appropriate business and regulatory framework for HKEC

1.9
The success of the reform depends largely on the creation of an appropriate framework in which HKEC will operate.  That framework must enable HKEC to pursue efficiently its profit-driven commercial goals on the one hand and effectively perform its public functions on the other.  It comprises, as detailed in chapter 2, the vision for HKEC to reinforce its position as a global financial centre.  Chapter 3 proposes a top-line business model for HKEC and describes how HKEC should be structured to enable it to best achieve its aspirations and deliver its key tasks.  In Chapter 4, the paper sets out the public dimension of the framework, including the various checks and balances to safeguard the different public interests vested in HKEC as the sole operator of the securities and futures market of Hong Kong.  Chapters 5 to 7 are devoted to a streamlined governance model, the trading rights under HKEC, and the rationalisation of market regulation between HKEC and the Securities and Futures Commission (“SFC”) - subjects of particular importance to HKEC and members of the securities and futures industry.  

1.10
This paper has taken into account the views expressed by the public and members of the Legislative Council, members of the industry, the leadership and senior management of the two Exchanges and the HKSCC, leaders of the market as well as the advisers of the Government and the SFC. The Government would like to express its particular appreciation to the members of the Co-ordinating Committee on Market Structure Reform
 for their contribution.   To the extent possible, this paper represents the broad direction emerging from these comments and indicates specific recommendations.  Some of the issues, while having a public policy dimension, are nonetheless matters falling within the purview of HKEC and therefore should be left for HKEC to decide.  The specific recommendations contained in this paper on those issues reflect the considered view of the Government and will be presented to the future leadership of HKEC for consideration.
2.
HKEC's Vision for Sustainable Competitiveness
2.1
In the face of new challenges, the adequacy and appropriateness of the current structure of Hong Kong’s securities market, which was primarily designed for the market development of the last decade, has become increasingly  questionable.  Demutualisation and integration of the Exchanges and Clearing Houses are crucial and essential for building a performance-oriented market operator.   In order to achieve a sustainable competitive position, HKEC will need to have high aspirations, institute a performance and shareholder driven culture, align resources against clear strategic priorities, develop new product and service lines and achieve regional leadership in technology.

Setting high performance aspirations

2.2
HKEC's future success is linked to its ability to focus on, and execute against, a clear set of performance aspirations.   HKEC’s aspirations can be shaped around the fact that it is at the core of one of Asia’s few truly international financial centres.   It is ideally positioned to support the Mainland’s immense capital and financial technology needs and possesses all the natural ingredients to become the leading “full service” Asian market as well as the Asian pillar in the global securities and futures trading markets. The role of the Mainland in aspiration setting cannot be over-emphasised.  Mainland issuers and investors, regional products and debt market development will be primary growth drivers of both cash and derivative markets of Hong Kong. Close co-ordination with Mainland authorities will be required to ensure these developments benefit both Hong Kong and Mainland capital market development.  In this context, HKEC should strive for the following medium-term aspirations:   

2.3
The Asian-time-zone pillar of the global futures and derivative markets and one of the top five equities markets in the world.  As the natural international market to meet the Mainland’s enormous demand for capital, HKEC clearly has the potential to be at the core of the financial centre of Asia and one of the pre-eminent equities markets globally.  Non-domestic listings could reach 30-40% of total listings, including a large share of Mainland issuers.  Over the next five years, Hong Kong’s market capitalisation stands to increase substantially as listed companies benefit from economic recovery and are well positioned to tap the faster growth of emerging market economies.  Trading volume is likely to be supported by a growing number of regional and global investors who could supply as much as 50% of trading volume (compared with about 30% currently).   Mainland investors can  become a significant source of new funds and trading volume.  The growth and diversification of the local equities market will help underpin Hong Kong’s corresponding bid for regional leadership in the global futures and derivative markets.

2.4
Continuing development of debt and money markets in Hong Kong, in the Mainland and across Asia in the coming five years will provide further opportunities for HKEC to develop regional currency and interest-rate futures and derivatives.  HKEC can augment regional developments by drawing upon global investors’ increasing desire to trade around the clock.  By facilitating increased liquidity in regional instruments, leveraging its time-zone position, and promoting broader access, HKEC can aspire to trade in global futures and derivatives products to become the Asian linchpin in global 24-hour investment flows.  

2.5
The Asian centre of excellence for exchange-related technology, regulation and services.  To secure its leadership, HKEC must aspire to be at the forefront of exchange developments in Asia.  HKEC must thrive on innovation and remain responsive to users’ needs and competitive threats.  By remaining ahead of the game in technology, regulation and new value-added services, HKEC can serve as a model for development of the securities and futures markets in Asia.  

2.6
With this aspiration, HKEC will aim to become the preferred Asian partner for other major equities and derivatives exchanges seeking to build global alliances and should increasingly attract top management talent from the region.  Success in these changes will reinforce HKEC’s attractiveness to the regional headquarters of fund management firms, investment banks, stockbrokers (including Mainland securities firms) and information providers. HKEC will have to act rapidly against these aspirations to achieve set itself among the leaders on the global playing field, starting from a position where it is ranked 13th globally in the cash market and below the top 20 in derivatives (Exhibit 2.1).
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Developing a performance and shareholder driven culture
2.7
To achieve its aspirations, HKEC will need to adopt a commercial organisation that responds proactively to threats and opportunities.  As is the case with high performing corporations, HKEC will need to develop a commercially and performance oriented culture that is reinforced by a management focus on creating shareholder value and long term business potential.

2.8
For HKEC to develop a high performance culture amongst all staff, the entire organisation will first have to become client driven.   Management will have to champion a deep understanding of investors, issuers and intermediaries.  This will apply not only at the aggregate level but also for distinct client segments in each product category.  By doing so, HKEC will be able to target its resources and tailor its products and services to maximise client satisfaction and reap the rewards of providing value added services.  

2.9
To ensure consistent performance, HKEC will need to focus on profit and growth.  An emphasis on profitability will require continuous efforts to improve productivity and reduce costs.   While start-up investment for new product development will continue to be needed, efforts will be required to ensure that all structural cross-subsidies are removed so that each product area can be measured for contribution.  Such clarity will enable HKEC to adjust pricing for the various client and product markets which it serves.  Like any financial institution, HKEC will have to adjust its profitability measures for risk.  In some areas critical to public interests, such as clearing, profit will remain a secondary objective, as risk management measures (e.g. the level of reserves and provisioning ratios) will have to be strictly observed.   

2.10
HKEC's sharpened focus on profitability will have to be accompanied by efforts to capture new growth opportunities. Alliances and acquisitions will rapidly become a key dimension of HKEC’s corporate growth strategy.  It is very likely that several of HKEC’s business units will establish alliances with other exchanges, either to reinforce HKEC’s product and service offerings or to enhance distribution of HKEC’s own products and services.  It is also possible that HKEC will, in the longer term, undertake equity investments in other exchanges and clearing houses or even acquisitions to consolidate its regional leadership.

2.11
HKEC's performance culture should ultimately be honed on creating shareholder value.  Management’s main economic and financial objective will be to return a profit in excess of HKEC’s cost of capital.  Three main sources of enhanced economic and financial performance will be available (Exhibit 2.2):
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· Fully capturing the economic benefits of the merger.  There are significant economic benefits to be gained from the merger, mainly in compressing operating costs by streamlining IT costs and centralising certain staff functions.

· Optimising asset and liabilities structure.  Managed as a commercial entity, HKEC will be able, if necessary, to leverage the balance sheet and finance operations through an optimal mix of debt and equity.  
· Developing new business lines.  As will be described later in this chapter, there are a number of current HKEC activities which could be enhanced and transformed into profit making endeavors.  

2.12 
Overall, the experience of other exchange mergers and demutualisations indicates a strong potential to increase profitability while simultaneously reducing all-in transaction costs to users.  Deutsche Börse (“DTB”), for instance, has doubled revenue and increased profit more than four-fold since it was corporatised in 1994 (Exhibit 2.3).  From 1992, when DTB initiated mergers across exchanges, it has reduced all-in transaction costs substantially  (Exhibit 2.4).
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Building a team of excellence 

2.13
The importance of the need for HKEC to develop a human resources plan that will help build its team of excellence cannot be over-emphasised.  The plan should enable HKEC to build on the existing strength of the staff of the Exchanges and Clearing Houses and to draw on external expertise where necessary.  To support a client, profit and growth driven culture, HKEC’s human resources policies must reinforce a meritocracy in which staff recruitment, promotion and compensation are all aligned with performance targets and achievements.  Accountability for achieving objectives should be enforced systematically and high performers visibly rewarded for their achievements.
2.14
The reform will mean both opportunities and challenges to the existing staff of the Exchanges and Clearing Houses.  They must be able to adapt to the new business culture of HKEC, a more integrated market environment as well as a stronger international orientation in business development.  For staff involved in regulatory functions, the rationalised regulatory functions will provide a clearer framework in which they will operate.  On the other hand, there is a valuable pool of knowledge and expertise to be drawn from the existing staff.  HKEC's success depends on whether it can successfully motivate its staff to remain committed to the success of the market. 
Clear strategic priorities

2.15
A core component of HKEC's regional and global competitiveness will be aggressively expanding its client base.  Investors, issuers and intermediaries will all be clients of HKEC.  Developing all of them simultaneously is critical for the overall growth and vibrancy of the market.  Discussions with current exchange and clearing management have revealed the following clear client priorities. 

2.16
Expanding the investor base.  It is important that HKEC maintains a diversified client base of domestic retail investors, domestic institutional investors and international institutional investors.  To achieve this, HKEC should actively look for opportunities to increase the participation of  domestic retail investors, by contributing to their education on the attractiveness of direct and indirect securities (unit trusts) and derivatives investment opportunities.  Regional and international investors relationships can be broadened by systematically promoting regional products and remote trading access to intermediaries and potentially directly to both institutional and retail clientele.  Mainland investors can become a significant component of HKEC's client base given their growing investment needs and appetite.

2.17
Broaden  the issuer base.  More than ever, HKEC can "specialise" in Mainland listings and develop systematic promotional efforts with listing candidates to make HKEC the clear favourite for international listing over any other global markets.  The Hong Kong issuer base can also be expanded by upgrading efforts to promote listings on the Growth Enterprises Market ("GEM") and by working with relevant government bodies in the process of privatising and increasing the float of government-owned companies. Finally, regional and international issuers can be attracted by promoting Hong Kong as Asia’s capital market hub that provides the best exposure to the growing Asian institutional investor base. 

2.18
Diversifying and customising market access.  In line with industry trends (Exhibit 2.5), HKEC should aspire to provide truly open and segmented access to market participants in the medium term.  
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Open access, as described below, should be implemented gradually to provide current members sufficient time to prepare for the change:

· Expanded access.  To increase volume and liquidity, HKEC should progressively expand access to new intermediaries in Hong Kong and abroad.  It will need to put in place appropriate risk-management procedures to monitor new and remote transaction flows;

· Flexible access “menu”.  When HKEC is formed, intermediaries will continue to have access to their respective markets.  In the future, there will be increasing possibilities for market participants to select which individual trading and/or clearing facilities they wish to access.  Clearing facilities could also become accessible individually for clients requiring clearing and/or settlement services only; and

· Segmented access criteria and pricing. In the medium term, HKEC will likely differentiate access criteria and pricing based on the type of user, individual trading or clearing facilities, and the access channel used (e.g. local versus remote).  HKEC may offer bundled pricing for access to multiple sub-markets to attract multi-product volume intermediaries and investors.  Pricing for segmented access should be a commercial decision, with pricing differentiated to reflect varying levels of counter-party risk, cost and market demand.

Upgrading and diversifying products and services 
2.19
The merger will help align and spur future product and service development to broaden the exchanges’ liquidity and revenue base in increasingly competitive markets.   The thrust of HKEC's opportunities lies in expanding the range of tradable instruments, developing new business lines, aligning market models to client needs and refocusing regulatory services.

2.20
Introducing new instruments.   Both the cash and derivatives exchanges have identified a number of initiatives intended to increase the attractiveness of Hong Kong markets to intermediaries and investors (Exhibit 2.6).
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2.21
Developing new business lines.  Leading global exchanges have created significant upside by developing new non-trading business lines to serve both users and other exchanges (Exhibit 2.7). 
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HKEC should undertake similar developments in three areas: 

· Clearing and settlement services.  HKEC could, for example, consider consolidated nominee and registrar facilities and cross-border settlement support;

· Information sales and analysis.  HKEC could expand data warehousing and analysis services and increase the flow of real-time data transmission to investors, intermediaries and vendors; and

· Technology services.  HKEC could conceivably commercialise its expertise in areas such as risk management, trading and clearing systems, with a focus on exchanges in the emerging markets of Latin America, Eastern Europe and Asia.  A special focus on Chinese-language-based systems for Mainland exchanges  may also represent good business potential for HKEC.
2.22
Aligning market models.   To capture maximal trading flows, HKEC will progressively customise and upgrade its trading facilities to better align them with issuers’ profiles and/or investors’ trading needs.  This could also take three main forms: 

· Offering a clearer segmentation and grouping of related stocks into specific themes within the main board, such as technology or Mainland stocks, or by creating new boards, such as GEM;

· Providing a hybrid trading model to optimally match issuer profiles with investor trading patterns (Exhibit 2.8); and

· Extending trading hours for individual product markets to meet the needs of regional and global investors.
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2.23
Refocusing and upgrading regulatory services.  For a commercially oriented market operator, self-regulation is a cornerstone of value-added service.  Without regulatory responsibilities, HKEC would rapidly lose a key element of its competitive advantage versus pure technology platforms.  In the medium term, growing product diversity, shortening product life-cycles and increasingly open and remote market access will increase regulatory complexity.  HKEC’s challenge will be to continually upgrade its capabilities to handle this complexity and to underpin its crucial mission of bolstering market integrity through excellence in risk management.   

2.24
After HKEC is formed, efforts will be required to redesign self-regulatory processes to enhance both effectiveness and efficiency.  Priority areas include developing differentiated processes to handle listing on the main and GEM boards, integrating market surveillance across exchanges to better monitor trading patterns and improving its role in enforcement and discipline to reinforce the exchange’s “badge of quality”.   Initiative should also be taken to house all self-regulatory functions within a single HKEC unit, separate from the exchanges and clearing houses, to provide organizational independence.  The new central regulatory unit should develop a new set of HKEC trading rules in the light of the new market structure (subject to SFC approval and review) so that HKEC, as a commercial organization, will continue to have  the necessary autonomy to undertake day-to-day business decisions.  The new central unit should also harmonize regulations across the exchanges to unify policies for users. 

Developing state-of-the-art technology and systems
2.25
Technology will be a linchpin of HKEC’s success.  Globally, system decisions have moved from the back office to the forefront of exchange business strategy-setting.  Leading exchanges are increasingly focusing on technology solutions to address growing market user demands (Exhibit 2.9).  High-performance systems with rich functionality are key to promoting liquidity and, as a result, ensuring low transaction costs.  
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2.26
HKEC’s technology and system choices not only determine functionality but also influence which other global exchanges it may be strategically and technologically linked with in a global trading network.  The merger into HKEC, which will bring today’s different systems under one roof, provides an unprecedented opportunity to consolidate and upgrade capabilities.  

2.27
First, HKEC’s technology and system strategy should seek to increase its competitiveness by broadening and unifying exchange access to facilitate market participation.  This will require efforts on three fronts:

· Providing a unified trading platform.  The growing dominance of global multi-product institutional investors requires exchanges to be able to provide market information and trading execution through a single, remote terminal.  To facilitate access across all HKEC products, HKEC will need to couple together its existing systems to be accessible through a single interface;
· Supporting broadened market trading mechanisms.  To support increased liquidity and enhanced price discovery, HKEC will have to broaden its market mechanisms.  To ease access, HKEC will need to provide trading access to multiple market mechanisms through a single system; and

· Ensuring access to clearing and settlement facilities.  To support accurate and timely clearing, settlement and reporting to intermediaries and direct investors, HKEC will have to maintain systems that ensure seamless connections to market participants’ back offices.

2.28
Secondly, technology and systems will require integration to optimise cost and risk management.   Major initatives to achieve this are on two fronts:

· Providing straight-through processing. Development of straight-through processing enables exchanges to automate much of the process from order entry through reporting and handling of share depository data. In line with AMS3, introducing straight-through processing should enable HKEC to improve service level while lowering operating costs; and 
· Integrating cash and derivatives clearing.  Integrated clearing provides investors with greater flexibility in their trading strategies.  It also strengthens exchanges' ability to maintain a holistic view of investor exposures and thus will be important to HKEC’s overall risk management.

2.29
As HKEC upgrades its technology and systems, it must strive to preserve a high degree of flexibility.  This can be accomplished by ensuring that the underlying design is highly modular so that simple modifications can be made to cater for alliances with global partners and the unique needs of HKEC’s business units.

2.30
The project under the Steering Committee on the Enhancement of Financial Infrastructure ("SCEFI")2, scheduled to be completed by September 1999, will help shape and detail HKEC’s technology agenda.

HKEC competitiveness is a cornerstone for Hong Kong’s success

2.31
Taken together, HKEC's vision calls for aggressive change.  The degree of change is demanded by the global markets in which Hong Kong operates.  Change is, of course, a challenge that Hong Kong is well accustomed to handling and, in this case, well positioned to succeed.  While altering today’s practices will demand new efforts from exchange staff and intermediaries alike, the benefits of success are likely to be substantial.  

2.32
Today’s members of the Exchanges have the opportunity to be owners of HKEC, a company positioned to be at the centre of Hong Kong’s and the region’s economic recovery.  Staff of today’s exchanges and clearing houses will have the opportunity to work in a performance oriented commercial environment providing new opportunities to acquire skills, exercise entrepreneurial leadership and be rewarded for individual contributions.  Finally, HKEC's successful transformation to leading edge competitiveness will reinforce Hong Kong’s position as a global financial centre, creating the possibility for overall job growth in a high value added sector of the economy.

3.
BUSINESS STRUCTURE TO UNDERPIN PERFORMANCE

3.1
A key component of HKEC's future success will be derived from creating an effective commercial business structure.  Accordingly, HKEC will be structured around three dimensions: strong, integrated and balanced leadership; focused and commercially driven business units (“BUs”) directly supervised and controlled by HKEC management and board; and effective centralised staff and administrative functions (overall governing structure Exhibit 3.1, business structure and staff functions Exhibit 3.2).  
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The business structure model presented in this chapter is believed to have included all the essential elements to enable HKEC to achieve its aspirations.  Adjustments however are possible when the model is developed in further detail and put into practice.  Changes may also be required as the global and domestic markets evolve.
3.2 
HKEC’s board will be a real decision-making body, shaping policies on major strategic, financial, regulatory, risk management, commercial and operational issues.  It will be small in size to facilitate discussions and decision-making, minimise the need for sub-committees and leave the operational and commercial execution role to the management. The medium-term objective is to increase the representation of shareholder interests over time as ownership of HKEC diversifies.  In the transitional phase, however, given the magnitude of the market reform, the public interests at stake and today’s undiversified shareholding structure, it is important for HKEC’s key stakeholders to be represented on the board in a balanced fashion. The structure of HKEC’s board and board committees will be detailed in chapter 5 of this paper.
Strong, integrated, balanced leadership 
3.3.
The challenges and opportunities inherent in the creation of HKEC call for very strong operating leadership.  On the other hand, HKEC’s public role and monopoly status will require an effective balance of leadership.  Therefore, HKEC’s leadership structure will include three individuals – the Chairman, the Chief Executive Officer (“CEO”) and the Chief Operating Officer (“COO”), and two leadership committees – the Executive Committee and the Management Committee. 

· Non-executive Chairman. Nominated and elected by the board and  endorsed by the Chief Executive of the HKSAR, the Chairman will focus on chairing the board, supervising the CEO and COO and optimising relationships with external constituencies at the policy level.  He will be a non-executive to maintain full independence from HKEC’s management.

· Chief Executive Officer.  Appointed by the board and reporting to the Chairman, the CEO will focus on devising strategy and securing regional and global alliances to ensure HKEC's long-term success.  In addition, the CEO will focus on supervising and optimising HKEC’s market operations and in this context ensure a strong, constructive relationship with the SFC, the Financial Services Bureau and market participants.  The CEO will also play a key role in balancing both HKEC’s commercial objectives and public interests.  In the first few years, a major task of the CEO will be to strengthen the market’s integrity with direct oversight of risk management and regulatory functions.

· Chief Operating Officer.  Appointed by the board and reporting to the CEO, the COO will focus on building HKEC as an integrated commercial and profit-making entity.  The COO will play a key role in building a performance culture within the integrated organisation and in supervising the development of new business activities.  As such, the COO will focus on systematically capturing merger synergies, enhancing profitability and upgrading the group’s technology.

3.4
Both the CEO and the COO will work closely with HKEC’s BUs to ensure clear business targets are defined and achieved. 

3.5
HKEC’s daily management responsibilities will be carried out by two 
leadership committees: (Exhibit 3.3):
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· Executive Committee (“ExCom”).  Composed of the Chairman, the CEO, the COO and two board members, the ExCom will meet weekly to review key issues related to HKEC’s strategy and operations for submission to the board or for immediate decision.  Amongst its other tasks, the ExCom will, together with the BUs and staff functions, take over several tasks that some of the SEHK and HKFE committees currently perform. The ExCom will also make key personnel3 recruitment, evaluation, and compensation decisions.  Owing to the consolidation of two Exchanges and three Clearing Houses, the workload of ExCom may need to be redefined at a later stage, based on discussions with current Exchange and Clearing House management and committee members. 

· Management Committee (“MgtCom”).  The Management Committee will be chaired by the CEO and composed of the COO, the BU heads and the heads of the staff and main administrative functions.  It will also meet on a weekly basis and will focus on co-ordination amongst BUs and between BUs and functions.  A large part of this co-ordination, at least for the first few years of operations, will be geared towards capturing synergies and productivity improvements, and towards creating a common understanding of each other’s activities, a common operating mode and a common culture.
Commercially driven business units directly supervised by HKEC management and board

[image: image16.wmf]OVERALL GOVERNANCE STRUCTURE

Board

Executive Committee

(Chairman+CEO+COO

+2 board members)

Management Committee

(CEO+COO+BU and function heads*)

Governance Committees

•

 Risk management

•

 Audit

•

 Users appeal

•

 Listing matters

Consultative Panels

•

 Cash market

•

 Derivative market

•

 Clearing

BU Head

BU Head

BU Head

BU Head

BU Head

Exhibit 3.1

BU Board

BU Board

BU Board

BU Board

BU Board

*

Function heads include heads of risk management, regulations, internal audit, business development, finance/treasury and administration

3.6
Each of HKEC’s subsidiaries will be a separate legal entity wholly owned by HKEC.  While the decision-making functions will be centralised with the HKEC board level, as a legal entity, each subsidiary will have its own board comprising HKEC executives to perform the essential legal functions of the board.  HKEC’s activities will be grouped into five distinct BUs, all profit-driven, and each with its own management, P&L statement, and balance sheet (Exhibit 3.4).  
They will be structured as separate legal entities for two reasons. First, legal entities do exist and the transfer of assets and liabilities instead of shares would be extremely complex.  Second, in the context of globalisation, HKEC may want BUs to develop alliances with partners that could include cross-shareholdings at the BU level.

3.7
Cash Products.  This BU will include all the products trading on the cash market platform: equities (including GEM), warrants, fixed income and funds.  It would be organised into product units and support departments.  Each product unit will be responsible for, amongst other things, the design, promotion and optimisation of its products, including issuer marketing, regulatory design (together with the Regulation Department) and market model optimisation.  It will interface and co-ordinate with the relevant departments and BUs (cash operations, IT, business development, regulation) to implement the relevant strategies.  The Operations Department will focus on running and operating the trading platform and access systems.

3.8
Derivative Products.  This BU will cover all derivative products including options and futures currently traded on the two exchanges.  It will have the same roles as described for the Cash Product BU. 

3.9
Information Services. As a separate BU it will develop, promote and sell various indicies, real-time data, historical data series and standardised or customised data analysis software and services. 

3.10
Information Technology. As a separate BU it would include the IT activities common to all BUs  (e.g. IT strategic planning, purchasing, database management and hardware maintenance) and would be run on a commercial basis.  It will “sell” its services to the BUs and will be able to sell its IT products and services to other exchanges and business entities. 

3.11
Clearing and Settlement.  The Clearing and Settlement BU would include the clearing and risk management activities of both cash and derivatives activities as well as settlement and custodian activities.  This approach maximises the ability to capture synergy potential, including clearing-related strategic alliances and partnerships.  In addition, consolidation will facilitate cross-margining and enhances users’ capital efficiency.

3.12
The structure of these BUs may evolve over time depending on market opportunities and HKEC’s strategy.  For example, a separate debt instrument BU, possibly with its own trading platform, could be developed to cater for the Asian bond market. 

Effective, centralised staff and administrative functions

3.13
To effectively promote its products and services to various groups of clients, HKEC will establish a central Business Development Department which will be composed of several cross-product client marketing teams in three main areas: institutional investors, retail investors and intermediaries. The Business Development Department, which will report directly to the CEO, will also include a small strategy unit focused on competitive monitoring, benchmarking, economic and market research, strategic partnerships and long-term corporate planning.

3.14
To ensure self-regulating integrity and to preserve the BUs’ purely commercial role, HKEC’s regulatory functions will not be performed at the BU level but rather centralised in a unit.  This unit will report directly to the CEO and will be structured into four functions: listings (including issuer compliance, equivalent to the existing listing division of SEHK), admissions (including user compliance), surveillance, and enforcement.

3.15
A separate risk management unit will also be established within HKEC to build excellence in market and user associated risks.  This unit will report directly to the CEO as part of his effort to further enhance the integrity of Hong Kong’s markets.

3.16
To benefit from economies of scale, unify HKEC’s approach and embrace the one-company concept, all purely administrative functions will be centralised at the HKEC level into three main units. The BUs will only maintain the strict minimum required for their specific commercial operations.  The administrative functions will be grouped into three units:

· General administration: this will include human resources, communications and general support functions and will report to the COO;
· Internal audit: this will include budget control, normal and occasional audits of HKEC’s BUs.  It will report to the CEO; and 
· Finance and treasury:  this will include HKEC's asset and liability management covering all operational funding and cash management.  It will report to the COO.
3.17
HKEC's board will have the final say on the detailed structure of its business organisation.  It is envisaged that the new structure will be initiated following the merger and progress to completion in the course of the first year of HKEC's operation.

4.
CHECKS AND BALANCES FOR PUBLIC INTERESTS
Public functions of HKEC
4.1
While HKEC will be a profit-driven commercial entity, it will also be a key strategic economic asset of Hong Kong.  The trading and clearing functions of the securities and futures markets will be centralised in HKEC.  Its stock market will inherit from the SEHK the monopoly to operate an exchange-based primary market in Hong Kong.  It will also own the only futures exchange and all the clearing operators in Hong Kong.  HKEC's performance will have a direct bearing on the success of Hong Kong as a global financial centre.

4.2
The role of HKEC in safeguarding the integrity and stability of the financial system of Hong Kong will be crucial.  The integrated clearing and settlement unit under HKEC will be one of the most important components of the financial infrastructure of Hong Kong.  HKEC has the responsibility to ensure that the risks of the market are properly managed and reduced as far as possible.  As witnessed in other markets, the clearing unit is becoming an increasingly technology-intensive operation, making important contributions to the further enhancement of the overall efficiency and stability of the market.  Traders, investors and market operators have been increasingly demanding as to the performance of the clearing unit in terms of integrity, reliability and efficiency.  Any material failure of the clearing unit would be detrimental to any market, its reputation as well as the confidence of the market users and investors.

The framework of checks and balances

4.3
All in all, it is important that the commercial and public objectives of HKEC are properly balanced and that its clearing unit operates in a prudent manner taking risk management and infrastructure development as its prime objectives.  To ensure that HKEC will be able to live up to this important mandate, strike an appropriate balance between its different objectives and functions, and not abuse its monopoly status to the detriment of the market and investors, a comprehensive framework of checks and balances needs to be put in place.

4.4
This will be built on the basis of the current regulation over exchanges and clearing houses provided for under the various securities-related ordinances including the Securities and Futures Commission Ordinance, the Securities Ordinance, the Stock Exchanges Unification Ordinance, the Commodities Trading Ordinance, the Commodities Exchanges (Prohibition) Ordinance and the Securities and Futures (Clearing Houses) Ordinance4.  In addition, a number of specific measures are proposed to address issues that arise primarily from the proposed demutualisation and merger.

Corporate governance

4.5
As HKEC will be a commercial entity, its board will have a fiduciary duty to its shareholders to promote the interests of the company.  It is neither appropriate nor practicable to maintain supervision over HKEC at a micro-level.  It is therefore important that there is an appropriate corporate governance structure for HKEC to ensure that HKEC will be run properly from both the public and commercial perspectives and be able to strike a right balance where these two objectives conflict with each other.  Some of the more salient features include the composition of the board, the designation and removal of the Chairman and directors as well as the function and responsibilities of its senior executives.  Chapter 5 gives more details in this area.

Prevention of abuse of monopoly status

4.6
As a commercial service provider, HKEC is entitled to charge for its services at a profit.  Such charges and fees include, inter alia, listing fees, trader admission fees, annual/monthly trading fees (i.e. fees collected from traders for access to the trading facilities of HKEC), transaction fees, clearing fees and charges for trade data and other market information.  For some of these fees and charges which concern services or products which HKEC provides in a monopolistic environment, the absence of local competition may create the possibility of abuse by HKEC by charging unreasonable and excessive fees, which if left unaddressed will not only be unfair to the market users and investors and lead to market inefficiencies but will also reduce Hong Kong's competitiveness internationally.  

4.7
At the moment, fees and charges of the two Exchanges and HKSCC are set out in their respective rules.  The making of or changes to these rules require the approval of the SFC.  We believe this system will provide a reasonable safeguard against abuse and at the same time allow sufficient flexibility in implementation which is essential given the diversified business and product base of HKEC.  In exercising such approval power, the SFC will develop non-statutory guidelines setting out the factors to be taken into account in considering the level of fees and charges proposed by HKEC.  These factors will include, amongst other things, the comparative transaction costs of Hong Kong and other markets.  As a matter of general principle, the level of control should be inversely proportional to the degree of competition available in the local market in respect of the particular services provided by HKEC.  For services which are already subject to adequate market competition, there would appear to be no apparent need for SFC supervision as the risk of abuse is most unlikely.

4.8
It should also be noted that with the removal of the membership structure following demutualisation of the Exchanges, the level of commission charged by traders should be a matter essentially between traders and their clients. 

Risk management for the market

4.9
As noted above, risk management of the clearing unit is an important function of HKEC that will have profound implications for the rest of the financial system.  To ensure that HKEC will perform such function in a prudent manner and that risk-management-related decisions will not be unduely affected by profit-related considerations, the policy-making function for the clearing unit will be entrusted to a high-power, independent governance committee within HKEC.  The committee should be chaired by the Chairman of HKEC personally and comprise  a majority of external board members of HKEC, including representatives of market regulators including the SFC and the Hong Kong Monetary Authority, relevant market experts and public interest representatives.  The decision of the committee will prevail unless overruled by, say, a two-third majority of the Board of HKEC.  On matters of fundamental importance to the risk management function, the decisions of the committee will require the consent of the SFC.  The power and constitution of this committee will be spelt out clearly under the law and repeated in the constitution of HKEC.

Shareholding limit
4.10
A shareholding limit of 5% will be put down in the law to prevent control of HKEC by any individual parties or parties acting in concert.  The limit can be waived by the SFC in consultation with the Financial Secretary where it can be demonstrated that an exemption is in the interest of the public and the market, such as under an equity alliance with an overseas exchange.  Conditions may be attached to such exemptions where deemed appropriate.  In addition, any changes in the corporate structure involving changes in the equity ownership of the HKEC's subsidiaries will require the approval of the SFC in consultation with the Financial Secretary.

HKEC as a listed company

4.11
HKEC as a listed company on its own stock market will be regulated by the SFC to avoid conflict of interest and to ensure a level playing field between HKEC and other listed companies which will be subject to the listing rules administered by HKEC.
5.
A STREAMLINED GOVERNANCE MODEL
The principle
5.1
HKEC has both commercial and public interests.  The primary consideration in designing its corporate governance structure is to ensure that these interests are properly balanced.  It should afford sufficient protection for the public interest vested in HKEC on the one hand and provide the necessary flexibility and incentive for HKEC to pursue its commercial interest on the other.  

5.2.
In arriving at the proposed model below, it is recognised that as the ownership of HKEC becomes more diversified through listing and trading of its shares on the market, a higher proportion of the members of the board of HKEC should be representatives of the shareholders of HKEC, whose interests should be consistent with the interests of HKEC as a whole.  This means that the board composition of HKEC has to be adjusted as its ownership diversifies.

The business structure of HKEC

5.3
After the merger, HKEC will become a public holding company and the Exchanges and the Clearing Houses will become its wholly-owned subsidiaries.  Chapter 3 sets out the business and operation structures of HKEC, including the functions of the Board and the main BUs and administrative and functional departments under HKEC.  This Chapter focuses on the structure of the board of HKEC and the various governance committees and consultative panels.

Formation of HKEC

5.4
As a party to the merger, HKEC is required under the law to exist prior to the circulation of the scheme of arrangement documents, which is expected to take place around mid-August 1999.  At its inception, HKEC will have no substantive business.  In fact, there are limited functions that need to be performed by the HKEC board at this particular stage, apart from the legal functions required under the law and the Takeovers Code to complete the merger process and the preparatory work for the transitional phase after voting by members of the two Exchanges but before the merger actually takes place (which is subject to the enactment of the enabling legislation).  As perhaps the natural and obvious guardian of the interest of HKEC at this stage, it is considered appropriate that HKEC will be incorporated as a private company under the Financial Secretary Incorporation.  After the merger, the Government will cease to hold any shares of HKEC, or at most maintain only a deminimis shareholding.

The HKEC board

5.5
The HKEC board must balance two main interests, namely the shareholders' interests, and the market and public interests.  The design in the evolution of the board structure as detailed below also takes into account the consideration that as the ownership of HKEC diversifies over time, the representation of the shareholders' interests in the board can also be expected to increase.  In addition, such evolution also reflects the four distinct phases in the early years of HKEC that require corresponding adjustments in the composition of its board.

5.6
The following sets out the preferred composition of the board of HKEC at four different stages (a summarised version can be found in Exhibit 5.1). 
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July 1999
Preparatory board.  As noted above, HKEC is legally required to be formally established prior to the circulation of the scheme of arrangement documents. At this stage, the board should be relatively small - comprising four (4) members, including the Chairman, all of whom would be appointed by the Government, representing in essence the public and market interests.

October 1999
Assuming that members of both SEHK and HKFE vote for the merger, three (3) additional directors will be appointed by the Government to the preparatory board, one from each of the two Exchanges and the HKSCC as representatives of their respective interests in HKEC during the transitional period prior to completion of the merger.  Appointment of these directors prior to the voting is considered inappropriate as it may give rise to potential conflict of interests.

March 2000
Inaugural board.  When the merger is completed, the board will be enlarged to include six (6) additional directors to be returned by shareholders of HKEC (i.e. members of the two Exchanges).  The number of directors to be appointed by the Government to the HKEC board representing public and market interests will be increased from seven (7) to eight (8). The CEO of HKEC would be an ex-officio member of the board, giving a total of 15 directors on the inaugural board.

2003
Second board.  It is believed that as HKEC matures, the size of its board could be reduced.  In addition, as the ownership of HKEC becomes more diversified over time, it is appropriate to increase the  representation of shareholder interests on the board, while still maintaining a reasonable representation of public and market interests through directors appointed by the Government.  Consequently, when the term of the inaugural board expires, the size of the board could be reduced from  fifteen (15) to, say, twelve (12).  The number of directors to be returned by shareholders would remain at six (6) (hence accounting for 50% of the board size) and the number of directors to be appointed by the Government could be reduced.  The CEO of HKEC would remain an ex-officio member of the board.

However, depending on the actual commercial and operational needs of HKEC at the time and the pace of diversification of shareholding in HKEC, there may be grounds to maintain the board on a similar scale beyond 2003.    The matter should be reviewed in say, 2002, by the board of HKEC before a final decision is made.

Chairman

5.7
The chairman of HKEC assumes key responsibilities not only for HKEC but also for the wider public interests vested in HKEC.  He will focus on chairing the board, supervising the CEO and the COO and optimising relationships with external constituencies at the policy level.  The chairman should be non-executive to ensure that he is best placed to balance the interests of HKEC, its shareholders and the public.

5.8
The chairman of the preparatory board will be appointed by the Government.   For the inaugural board and thereafter, the chairman will be elected by the directors of the board, subject to endorsement by the Chief Executive of the HKSAR.  The board will be empowered to remove the chairman on a two-third majority. The Chief Executive of the HKSAR may also remove the chairman on grounds of public interest or interest of the investing public.  Each term of the chairmanship will last for three years.  The serving chairman is eligible for re-election for the chairmanship next term.  The chairman must not stand for election immediately after having served two consecutive terms.

Directors of HKEC board

5.9
The HKEC board will comprise directors to be returned by shareholders, directors appointed by the Government and the CEO as an ex-officio director.  The preparatory board will also act as the nominating committee which will be responsible for returning no less than nine (9) candidates for election by shareholders of HKEC as directors of its inaugural board.  For the second board and thereafter, both the incumbent board and shareholders of HKEC may nominate candidates for election by shareholders as directors.  In the case of nomination by shareholders, such nomination must receive a reasonable level of support from the shareholders either expressed as a percentage of shareholding or number of shareholders.

5.10
To ensure that the wider public and market interests will also be represented in the decision making process of HKEC, the Government will be empowered to appoint eight directors to the inaugural board and not less than five to the second board of HKEC.  Like the chairman, each director will serve a three year term and may be re-appointed or re-elected for further terms.

CEO and COO

5.11
The CEO and the COO are the two most important senior executives of HKEC.  The COO will also act as the deputy to the CEO in the absence of the latter from Hong Kong.

5.12
Both the CEO and the COO will be appointed by the Board on the recommendation of the chairman.  As in the current case, their appointments will be subject to approval by the SFC.  The HKEC board may remove the CEO and the COO on a simple majority upon a recommendation of the chairman.  The SFC may also remove the CEO and the COO on grounds of public interest or interest of the investing public after consultation with the chairman of HKEC and the Financial Secretary.  The affected CEO and/or the COO, as the case may be, may appeal to the Chief Executive of the HKSAR against the decision made by the SFC.

The governance committees and consultative panels

5.13
Professional management is essential to enable HKEC to achieve high standards of corporate performance.  In addition, HKEC will benefit from the input from market professionals and users to its policy formulation and decision-making process through a number of governance committees and consultative panels on specific areas and market segments, as shown in Exhibit 5.2. 
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· Four governance committees:  Audit, Risk Management, Listing Matters and Users Appeal.  The Audit Committee performs the corporate supervision and checking function for the HKEC group of companies as a whole including its subsidiaries.  It would be composed of three board members (one of whom would chair the committee) and a number of external experts and market participant representatives.  Listing Matters and Users Appeal Committees would be composed purely of external members together with two to three public interest representatives.  All governance committees report directly to the board.  The Risk Management Committee is distinct in its independent nature commensurate with the important tasks it will perform.

· Three consultative panels representing market participants, one for each of HKEC's main activities: Cash Market, Futures and Derivatives, and Clearing.  Each of these panels would be composed of three board members (one of whom would chair the panel) and a number of external experts and market participant representatives.  The consultative panels would also report directly to the board.

6.
TRADING RIGHTS
6.1
It has been a thoroughly argued case that following the demutualisation and merger plan, ownership of the Exchanges and access to their trading facilities should be separated.  Ownership in the form of shares in HKEC could be freely traded in the market free from any consideration relating to the trading rights, which will generally have to be acquired separately. The level of market access depends largely on the availability and costs of trading rights.  Understandably, this is a matter of main concern to the existing members of the Exchanges as the way that trading access is handled will have a direct impact on the competition for business for them.   The main issues relating to the trading rights arising from the proposed demutualisation and merger as raised by incumbent members of the Exchanges include the following –

· Implications of the proposed demutualisation and merger for the trading rights of current members of the Exchanges;

· Opening up of market access under HKEC; and

· Remote access.

Having considered the historical position of trading rights in the domestic market, the international trend of liberalisation of market access as well as the different comments made by the industry, members of the Legislative Council as well as the wider public, it is proposed to address these various issues as follows.

Implications for the trading rights of current members

6.2
As the market operator, HKEC will be responsible for granting trading rights for access to its markets.  By law, any person dealing in securities or commodities in Hong Kong has to be licensed by the SFC.  This applies also to persons seeking to trade as agents under HKEC.  Licensing as an intermediary by the SFC therefore is in effect a pre-requisite to obtaining any trading rights to be granted by HKEC.  On top of the statutory requirements attached to intermediary licences, HKEC may wish to impose additional requirements for persons seeking access to its markets, including, for instance, those for risk management purposes.

6.3
After the demutualisation and merger, current members of the Exchanges will exchange their shares in the respective Exchanges for shares in HKEC.  As noted above, owing to the separation of ownership and the trading rights, the holding of HKEC shares will no longer be a pre-requisite for trading on the Exchanges under HKEC.  Exchange members who wish to continue to trade under HKEC have to hold separately a right to trade under HKEC.  However, given the fact that these members have been trading under the current Exchanges and that it is important that trading in the Exchanges under HKEC after the merger will not be disrupted, the Government considers it pragmatic and acceptable that as a matter of general principle, the trading rights of the current members of the two Exchanges will remain unaffected by the demutualisation and merger.  In other words, they will be automatically granted the rights to trade in the respective markets and products of HKEC that are the same as those they currently have, as long as they continue to meet the licensing requirements of the SFC and the access requirements and conditions under HKEC, including the payment of relevant fees.

Opening up of market access

6.4
To maximise market volume and liquidity and promote competition among market intermediaries, it is in the interests of HKEC to progressively open access to its exchanges and clearing units.  This is also in line with the policy and practices of many overseas markets where they have already migrated to an open environment.

6.5
There have however been concerns that an abrupt opening of the market will create an excessive burden on existing brokers and deny them an opportunity to modernise and adapt to the open market.  The Government acknowledges these concerns and considers them not unreasonable.  Opening up of the market in a progressive manner should address these concerns and is not inconsistent with the ultimate objective to increase market access to allow greater competition.  Accordingly, it is proposed that the number of licences for trading in HKEC will be maintained at its current level for two years after the merger takes place for both the securities and futures markets.  Thereafter, the pace of market opening up will be a matter for HKEC to determine on the basis of a review and in consultation with SFC.  The review should take into account the actual demand and supply of trading rights in the secondary market in the respective market segments (i.e. cash and futures), as well as the price to acquire a trading right.  The review should also consider the effective barrier to entry to the markets and the constraints the moratorium has created to the development and expansion of the markets under the management of HKEC.

Trading fees

6.6
Trading fees, just as other fees applicable to services rendered by HKEC, will be one of the revenue sources for HKEC and the level of trading fees will essentially be a commercial matter for HKEC to decide.  However, since HKEC will operate under a monopoly, it is important that appropriate safeguards be put in place to prevent HKEC from generating an unreasonably high profit through trading fees under the protection of  monopoly.  Generally, fees relating to trading rights may include a one-off admission fee and an annual fee.  The exact level of these fees will be determined by HKEC subject to the checks and balances as set out in chapter 4 to prevent abuse by HKEC of its monopoly status.

Transferability

6.7
It is recognised that there is justification to continue for some time   the transferability by the existing holders of their trading rights, in order to allow the existing brokers to realise their investment in such trading rights, and for those who wish to enter the marketplace to purchase them.  It should be recognised that transferability of trading rights is only a transitional measure that allows an opportunity for current members (including those holding multiple seats in the two Exchanges) to realise value from unused or redundant trading rights.  In the longer term, we believe it is in the interests of the market and HKEC that market access should be unrestricted (save for regulatory purposes) and be regulated through market forces.  In fact, members of the SEHK are not unfamiliar nor unprepared for the challenge of progressively opening up of the market through the upgrading of the Automatic Matching System and the permissioning of off-floor terminals.  When the SEHK launches its AMS 3 in a year or so, the constraint of the number of seats that a member holds on the volume of trade that member could handle would be removed and the issue of seats redundancy would arise in practice anyway.  Furthermore, as the market opens up upon expiry of the moratorium period stated in paragraph 6.5 above, the price of trading rights in the secondary market would in fact be determined by the traders admission fee charged by HKEC.
6.8
On balance, the Government considers that it is appropriate that the transferability of the "grandfathered" trading rights of members of the exchanges be limited to the term of the inaugural board, but this should be a decision for HKEC under the review mechanism described in paragraph 6.5 above.  In addition, the transferability of trading rights should not be passed to the recipients of the trading rights as the benefits of this transitional arrangement should not apply to them.

Remote Access

6.9
Remote access is an unavoidable trend and an inescapable threat to domestic brokers.  It is important to recognise that it is a worldwide and rapidly accelerating trend that Hong Kong, being an important player in the global financial market, will necessarily have to face.  The precise response to these developments is best left to HKEC to deal with, particularly as the structure of HKEC has been deliberately formulated to be reflective of both HKEC's commercial interests and the wider interests of Hong Kong and the financial markets generally.  It is therefore important that any changes affecting trading rights under HKEC should be implemented in such a way that they will not impair the ability of HKEC to grant on appropriate terms remote access trading rights to the members of another exchange which is an alliance partner.  

6.10
In this connection, it is suggested that HKEC should retain flexibility to facilitate and enable the formation of strategic alliances with overseas exchanges on such a basis as is deemed commercially prudent by HKEC and acceptable to the SFC.  Naturally, such consideration includes the risk management implications and reciprocity in any proposed alliance arrangement.
7.
RATIONALISED MARKET REGULATION

Introduction

7.1
Following the publication of the Government’s Policy Paper in early March, senior management of the SFC, the two Exchanges and HKSCC conducted a review of the current regulatory framework governing the securities and futures market and of the possible alternative options for the future division of regulatory functions between the SFC and HKEC.  The review focused on four main areas, namely market surveillance, intermediary supervision, compensation arrangements for investors, and listing and corporate finance functions.  

7.2
The working groups felt unable to make any recommendation as to which of the options presented in their respective reports was best for the future.  First, this was in part due to a reluctance on the part of the executives and staff of the two Exchanges and HKSCC to be seen to be advocating changes to the current regime before the members of the two Exchanges had voted in favour of demutualisation and merger.  Second, the Exchanges and HKSCC also thought that they were not well placed to consider the future business strategy of HKEC, and that as the future division of the regulatory functions between the SFC and HKEC would feature in such business strategy, this should properly be left to another authority which was able to consider such matters from HKEC’s perspective.

7.3
The Government and the SFC accepted these concerns, and noted the need for HKEC’s business strategy to be considered before any definitive decision as to the division of the regulatory functions is made. However, to advance the discussion further, the Government asked the SFC to indicate the market regulator’s view as to the future division of the regulatory functions between the SFC and HKEC.  On the basis of the SFC’s recommendations and following discussions between the Government and its advisers and under the Co-ordinating Committee on Market Structure Reform chaired by the Secretary for Financial Services, a model has been produced.  The paragraphs below summarise the model recommended by the SFC and endorsed by the Government in respect of the future division of regulatory functions between the SFC and HKEC.

Market surveillance

7.4
In relation to Market Surveillance, the division of functions would remain substantially as at present, albeit with clearer delineation and refinement of respective responsibilities in order to reduce current areas of overlap and inefficiency.  The separation of functions between HKEC and the SFC would be formalised by the introduction of clear written procedures.

7.5
As a commercial organisation, HKEC’s surveillance functions would be more business-oriented.  Thus, its market surveillance unit would focus on trading operations and risk management, which include: (a) enforcement of trading and clearing rules and detection of trading malpractices by users (liaising with the SFC as necessary in relation to those which may involve statutory offences), (b) maintenance of market transparency by monitoring price and turnover movements on a real time basis and requiring prompt disclosure of price sensitive information, (c) assisting in the risk management process by monitoring exceptional concentrations in positions and unusual price fluctuations, (d) interaction with market participants, including handling of disputes in relation to trading matters, and (e) cross-market surveillance of HKEC’s users.  As a participant in the InterMarket Surveillance Group5, HKEC will contribute information in respect of the markets under its operation and conduct surveillance for a number of specific types of cross market manipulation. 

7.6
With wider statutory powers, the SFC, as the oversight regulator, would be primarily responsible for detecting market malpractices with statutory implications.  The SFC’s market surveillance activities would therefore include:(a) scrutinising market activities to detect potential breaches of laws relating to the securities and futures market, (b) conducting investigations of possible statutory offences that fall within its jurisdiction, including those commenced on referrals from HKEC, other agencies and complaints from the public, and (c) overseeing the surveillance actions undertaken by HKEC and performing cross-market surveillance of activities between HKEC markets and Non-HKEC markets.

Intermediaries supervision

7.7
In relation to Intermediaries Supervision, the functions currently performed by the Exchanges in the prudential regulation of their members would be moved to the SFC.  However, HKEC would continue to monitor particular aspects of the business of intermediaries so that it may assess and manage the risks inherent in the operations of its subsidiary business units.  
7.8
At present, the Exchanges are primarily responsible for the routine inspection of their Members' businesses, for monitoring their compliance with conduct rules and the liquid capital requirements and for ensuring that their Members have in place proper systems of management and control.  The SFC, however, retains a shared responsibility for all of those matters and is often required to act in response to regulatory concerns, particularly where the necessary response extends beyond the scope of Exchange's authority. Transferring the primary responsibility for those matters to the SFC will remove duplication and overlap and ensure that a comprehensive response to regulatory issues can be made by the primary regulator.

7.9
This proposal must be considered against the proposals elsewhere in the working groups’ reports concerning risk management and the enforcement of compliance with proper trading practices.  HKEC would still need to retain a capacity to ensure that its risk management measures are adequate and that its trading rules are properly complied with.  The SFC accepts that resourcing implications of this proposal have to be carefully examined and addressed.

Compensation arrangements for investors

7.10
In relation to Compensation Arrangements, the status quo should continue until the new arrangements proposed in the June 1998 consultation paper can be implemented.  Appropriate modifications will be made to such proposals to reflect the HKEC structure.

7.11
The consultation paper entitled "A Consultation Paper on New Investor Compensation Arrangements for Hong Kong" published in September 1998 by the SFC sets out a possible model for a new compensation arrangement for investors in Hong Kong.  Under that model, a new company would handle all compensation arrangements and provide a per client level of protection.  The new arrangement would be funded out of the existing Unified Exchange Compensation Fund assets and include as a second tier of protection a tranche of insurance, with provisions for a market levy as a further back-up if needed.  The proposal did not include new arrangements for HKFE, but the arrangement was designed to enable this to be done, following an analysis of the risk.  Many details would need to be worked out to implement the arrangement for SEHK and to develop the same or a similar approach for HKFE.  The enabling legislation for implementation of the new scheme will be included in the composite Securities and Futures Bill scheduled to be introduced into the Legislative Council by December 1999.  

7.12
Meanwhile, the current statutory compensation schemes under the Securities Ordinance and the Commodities Trading Ordinance will be maintained, with appropriate modifications to remove the Exchange membership-based structure of these statutory schemes to cover all users of HKEC trading facilities in the future.

Listing/Corporate finance
7.13
In relation to Listing/Corporate Finance, the division of functions would remain substantially as at present, albeit with improvements in efficiency within SEHK and in the coordination of functions undertaken by both the SFC and SEHK.  This would necessarily involve a re-examination of the allocation of resources within the SEHK Listing Division and an examination of the functions and work processes in the Listing Division.  The SFC contemplates entering into a new Memorandum of Understanding with HKEC which would clarify the standards to be met by SEHK (and HKEC) in performing its functions in this area and provide for greater interaction between the two bodies.

7.14
As contemplated in the Policy Paper, and in order to remove the conflict of interest which would arise if SEHK were to supervise its own holding company, the SFC will be responsible for all matters regarding HKEC which would, in the case of any other listed company, be dealt with by the Listing Division.

8.
THE WAY FORWARD

8.1
From the public debate on the reform since the Budget Speech by the Financial Secretary on 3 March, we see a community united behind the need for changes in the securities and futures market.  We are encouraged by the volume of opinion and feedback from different quarters of the market and the public as to how the reform should proceed and how the various issues should be addressed.  The sense of urgency is widely shared.

8.2
This paper sets out part of the scene in which HKEC is expected to operate in the future.  Looking beyond us into the regional and global market, this paper tries to identify for those involved in the reform the key challenges for HKEC and projects where future prospects may lie.  It suggests, with the invaluable contribution from our market leaders, current and former exchange chairmen and senior executives and experienced members of the industry, a business model for HKEC which we believe integrates the special features of the Hong Kong market and prevailing international practices.  We have attempted to respond to concerns from the industry about the opening up of the market and the implications for existing rights of the market participants.  In consultation with the SFC and the market operators, we also propose how the key market regulatory functions should be divided between the SFC and HKEC, with a view to reducing duplication where possible and enhancing efficiency.  We believe a framework of checks and balances for HKEC needs to be set out to provide a clear picture for the scope of autonomy of HKEC on the one hand and assurance to the market and the public of the safeguards for their interests on the other.

8.3
The commercial negotiation between SEHK and HKFE on the terms of the merger is on-going.  This paper will provide a timely input and a reasonable basis for them to work towards a conclusion within the timeframe set out by the Financial Secretary.  It is essential that the two Exchanges and their financial advisers complete their valuation and negotiation process as soon as possible to enable the reform to move forward.  In parallel, the Government and the SFC will continue with the preparation for the legislation necessary for the demutualisation and merger to take place, with a view to introducing it to the Legislative Council as soon as the members of the two Exchanges and the Court approve on the terms of demutualisation and merger.

8.4
To satisfy the legal requirement for the merger, the Government will establish HKEC and set up its preparatory board.  In this stage, HKEC will have no real business to perform other than to act as one of the parties to the transaction.  Following the members' approval for the merger, additional directors from the two Exchanges and HKSCC will be appointed to the preparatory board to represent the interests of their respective bodies.  Upon completion of the merger process, the shareholding of the Government in HKEC will be reduced to zero or a deminimis level.

8.5
Between members' voting and the actual implementation of the merger, the Exchanges and Clearing Houses are expected to continue to operate as they are currently.  In fact, it is important that during this transitional period the securities and futures market of Hong Kong continues to function properly in an uninterrupted fashion.  Meanwhile, the preparatory board of HKEC will focus on the necessary preparatory work for the implementation of the merger and the coming into operation of HKEC, including in particular staff planning for HKEC and any necessary transitional arrangements and appropriate corporate communication plans. 

8.6
We believe the goal of the reform is within reach and we look to the Council and Board of the two Exchanges for their leadership in seeing through the reform in the final phase and bringing it to a successful conclusion.  The Government, the SFC and our advisers will continue to facilitate and assist the two Exchanges in the process.
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� 	The committee is chaired by the Secretary for Financial Services, Mr. Rafael S. Y. Hui, and comprises as members Dr. Q. W. Lee, the Hon. Charles Lee, the Hon. Fung Chi-kin, Dr. H. C. Lee, Dr. Geoffrey Yeh, Mr. John Chan, Mr. Dannis Lee, Mr. Philip Murphy, Mr. Christopher Langley (as representative of Hong Kong Association of Banks) and Mr. Andrew Sheng, Chairman of Securities and Futures Commission.





2	The SCEFI is set up by the Financial Secretary to study and make recommendations as to how the financial infrastructure in Hong Kong could be enhanced.  Major issues to be examined include: the setting up of a single clearing arrangement for securities, stock options and futures transactions; the enhancement of the straight through processing across the financial markets; the introduction of a secure, scripless securities market.  The Committee is chaired by Chairman of SFC with members from the Hong Kong Monetary Authority, Information Technology and Broadcasting Bureau, Stock Exchange of Hong Kong, Stock Exchange Options Clearing House, Hong Kong Securities Clearing Corporation, Hong Kong Futures Exchange, HKFE Clearing Corportion, Securities and Futures Commission, Hong Kong Information Technology Federation and the Financial Services Bureau.
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Safe custody

•

Value-added

services (e.g.

securities lending)

•

IT strategy planning

•

Purchasing

•

Database

maintenance

•

Clearing systems

•

Trading systems

•

Hardware

maintenance

•

Customer support

•

Indices

•

Systems for index

calculation, storage

and transmission

•

Historical data

•

Marketing and

customer services

Divisions

and depart-

ments

Other units

•

Operations IT

•

Product

development and

planning

•

Marketing and

customer services

Other units

•

Operations IT

•

Product

development and

planning

•

Marketing and

customer services

Other units

•

Clearing systems

•

Product

development and

planning

•

Marketing and

customer services

Exhibit 3.4

_992770258.doc


BOARD COMPOSITION TRANSITION







Groups







Shareholders







Public/market*







representatives







CEO







Total board







members







July 1999 







•







0







•







4







•







0







•







4







March 2000







•







6







•







8







•







1







•







15







2003







•







6







•







5-8







**







•







1







•







12-15







Preparatory Board







Exhibit 5.1







Sep 







1999







•







0







•







7







•







0







•







7







Inaugural







Board







Second







Board







*







 







Market representatives include traders, issuers, fund managers, and other groups of intermediaries and market-related professionals







**







 Depending on commercial and operational needs of 







HKEC







 as well as the diversification of shareholding, subject to review in 2001/2002












_992770657.doc
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Exhibit 1.1







 : 







RECENT EXCHANGE CORPORATE INITIATIVES







Demutualisation /







Public Listing







•







Demutualized in 1997







•







Plan to list in 2002







•







Deutsche 







B







ö







rse







 AG created as







shareholder company and took over







FWB (cash markets) in 1993







•







Derivatives and clearing demutualised in







1994







•







Plan to list; no specific schedule







•







No plan







•







No plan







•







Plan to demutualise







•







Plan to list; no specific schedule







•







Demutualised in 1992







•







Acquired by OM group, a listed







company in 1997







•







Demutualised and listed in 1998







•







Decision to demutualise







by late 1999







•







Plan to list in 2004







•







Exploring the possibility of







demutualisation







Global







Asia







Pacific







Merger / Integration







•







Merged with European Options Exchange







(EOE) to form 







“







Amsterdam Exchanges







”







 in 1997







•







Derivatives and clearing integrated into group







DB in 1994







•







Consolidated regional safe keepers into DKV;







merged DKV and AKV and renamed Deutsche







Borse Clearing AG in 1996







•







DTB merged with SOFFEX to form EUREX in







1998







•







Merged with American Stock Exchange in 1998







•







Exploring acquisition of an ECN (1999)







•







SBF group took over France







’







s four market







operators and three clearing entities (1998)







•







Merger of cash and derivatives into SBF Paris







Bourse (1999)







•







Merged with Swedish derivatives market  in







1998 to form the Stockholm Exchanges







•







Working with Copenhagen, Oslo and Helsinki







Stock Exchange to form the Nordic Exchange







•







Merger with Sydney Futures Exchange under







consideration







•







Plan to merge with New Zealand Stock







Exchange







•







Decision to merge with SIMEX upon







demutualisation (late 1999)







•







No plan







Alliances







•







Alliance with Luxembourg and Brussels Stock







Exchange to form Benelux alliance







•







Alliance with LSE to create a pan-European stock







market (1998).  Xetra and SETS trading systems to







be linked in 1999







•







Eight European exchanges agreed to develop







common trading system (1999)







•







Helsinki exchange operations 







outsourced 







to EUREX







•







Exploring alliance possibility with CBOT (1999)







•







Nasdaq







 and Osaka stock exchange plan to link up







with







 OptiMark







 trading system (2000)







•







Discussion with ASX on further co-operation (1999)







•







Exploring alliance possibilities with Tokyo Stock







Exchange (March 1999)







•







Working with Milan and Swiss Exchange on cross







membership (1999)







•







GLOBEX trading derivatives trading system will be







formed by the CME, MATIF, and SIMEX (3Q1999)







•







Discussion with Nasdaq on further co-operation







(1999)







•







SIMEX established alliances with overseas







derivatives exchanges e.g. CME (1984), International







Petroleum Exchange of London (1996 & 1999),







NYMEX (1999), GLOBEX alliance with CME and







MATIF (3Q 1999)







•







Plan to establish cross border trading platform with







Taiwan stock exchange (1999)







•







Exploring alliance possibility with NYSE (1999)







Amsterdam Stock Exchange�







Deutsche Bourse







Nasdaq







New York Stock Exchange







Paris Bourse







Stockholm Exchange







Australian Stock Exchange







Stock Exchange of Singapore







Tokyo Stock Exchange












_992517661.doc


Dimension







TRADING RIGHTS AND ACCESS 







–







 







“







BEST PRACTICES







”







Best practices







Who 







receives







access?







Who 







receives







access?







What 







is access







given to?







What 







is access







given to?







How 







is the access







provided?







How 







is the access







provided?







•







Open access to investors







–







Institutional investors (as sponsored







participants)







–







Retail investors







•







Multiple access rights available







–







Bundled access (for all products)







–







Specific access (segment by market







and products of each market)







–







Sponsorship model for institutional







investors







•







Dedicated lines







•







Low-cost order-routing through info-







provider







•







Internet







•







Floor facilities







Examples







•







Instinet, OptiMark, CFFE,







Nasdaq, Globex, Liffe







•







Wit capital for retail







investors (planned)







•







DBAG







•







CBOT







•







NYSE







•







Most electronic exchanges







•







DBAG-Bloomberg (planned),







Reuters-Instinet, Dow Jones-







OptiMark,







SBF-Reuters/GL







•







Wit capital







•







NYSE/Superdot,







DBAG/BOSS-BOEGA
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