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�A POLICY PAPER ON

SECURITIES AND FUTURES MARKET REFORM





EXECUTIVE SUMMARY



Hong Kong’s securities and futures industry has developed significantly over the last decade.  Hong Kong is well recognised as non-Japan Asia’s premier financial centre and as a significant player on the international stage.  However, the global securities and futures industry is evolving rapidly and exchanges are facing increasing competition from each other and from independent trading systems which bypass traditional exchanges.  As technology advances, the threats to the traditional exchange structure will only increase.  Business will migrate to those markets with high transparency and liquidity, low costs of intermediation, diversified product base, sound regulation, high quality of service and robust infrastructure.  



2.     Increasingly, the power of markets will be determined by technology.  Intermediation costs have been driven down, eroding the profit margin of traditional franchises.  The most liquid and high quality markets must have critical mass of products, active participation of intermediaries and investors and sophisticated infrastructure to be able to compete effectively.

 

Against this background, exchanges worldwide are rethinking their strategies and operations to improve their services, reinforce their competitive position and optimise their performance.  Overseas, markets are rapidly integrating vertically (e.g. linking together trading, clearing and settlement functions into a single transaction chain) and horizontally (e.g. combining securities and futures products into a single organisation) and developing alliances with other exchanges.  Consolidation is the order of the day.  



The prospects for growth in Asian and global securities and futures markets are considerable.  Hong Kong has the added advantage of its role as the premier international financing gateway to the Chinese mainland.  However, others are fast moving to seize a share of this business.  Hong Kong needs to move in step with the other leading world markets and address the demands of investors, intermediaries and issuers.  In the face of increasing competitive pressure, Hong Kong must take decisive steps to maintain and reinforce its lead as an international financial centre.



The Government believes that the current ownership and governance structure of the Exchanges and the associated Clearing Houses must change to compete.  The membership association structure of the Exchanges produces inherent conflicts between the interests of the members and the market as a whole.  Conflicts between the multiple roles of the Exchanges as membership associations, service providers, regulators and public bodies are particularly apparent in such areas as development of products and services and regulation of issuers and intermediaries.  



Every major market is rapidly consolidating and upgrading its competitive capacity.  Several international exchanges have demutualised, including those in Frankfurt, Stockholm, Amsterdam and Australia.  The Toronto Stock Exchange and LIFFE in London have announced plans to follow suit.  The exchanges in Amsterdam and Australia have additionally become publicly listed companies and Deutsche Borse in Frankfurt is considering this step.  The Australian Stock Exchange is also now in discussions to merge with the Sydney Futures Exchange.  In the US, NASDAQ recently acquired the American and Philadelphia stock exchanges, partly for their business in the trading of equity-linked options.  Within Asia, the Singapore Government has announced that the Stock Exchange of Singapore and SIMEX are to demutualise, merge and, in due course, list the shares of the merged entity.



The Government believes that the reform necessary for Hong Kong is best achieved by demutualisation, merger and listing of the Exchanges and the Clearing Houses under one single holding company (NewCo). Under the new market governance structure, the stock and futures markets as well as the clearing operations will be integrated and subsumed under this single commercial and service-oriented entity.  Ownership and management of NewCo would be formally separated from user interests and the inherent conflicts in the traditional structure would thereby be greatly reduced.  Trading rights on the Exchanges would not be restricted and would be subject only to meeting the qualifications set under the relevant legislation and paying applicable fees, thus enhancing competition within the markets.



The benefits of the reform are many-fold.  First, consolidation of the Exchanges and Clearing Houses within a single entity would bring economies of scale in terms of operational efficiency, savings in infrastructure investment, facilitation of risk management, and financial strength to meet external competition.  An integrated structure would also be able to develop the critical mass to create new services and opportunities to compete in the new global environment. Demutualisation and public listing would ensure that the Exchanges and Clearing Houses would act not only in their members’ interests, but also be responsive to market forces.  Demutualisation would also streamline professional management and organisation.  Public listing should encourage these market institutions to raise funds and subject themselves to transparency, accountability and market discipline.



Secondly, by separating ownership from trading rights and making NewCo also subject to market discipline, existing members of the Exchanges will benefit directly.  At present, the members cannot realise any value from their shares in the Exchanges without giving up their trading rights. The separation of ownership and trading right will bring greater financial flexibility to the Exchange members. After the reforms, an existing member would have the choice, without affecting its trading rights, to sell all or part of his shares to raise much-needed capital for investment in technology to improve his competitiveness in the market.



Thirdly, demutualisation and listing will benefit its shareholders including existing members of the Exchanges in terms of profit sharing.  At present, members of the Exchanges have no right to receive dividends or other distributions except on a liquidation and, accordingly, the profits of the Exchanges are not available to them.  Demutualisation will confer on shareholders, including existing members of the Exchanges, the ability to share the success of the Exchanges and participate in their profits.



Fourthly, the market as well as the investors will benefit from the increased competition in the intermediary industry unleashed by the unrestricted access to the Exchanges permissible under the new governance structure of the market.  It is expected that competition will bring better services and products, lower costs and create new value-additions in the brokerage industry.



Fifthly, the listing of NewCo on the stock market would also add to the market a new world-class, professionally run financial institution that would broaden the investment base of quality companies in Hong Kong.  Through the listing and a public market of its shares, the investing public would also be able to participate directly in a flagship institution in Hong Kong and share its success.



Moreover, even though the traditional monopolies of exchanges are being eroded by alternative trading systems, there are benefits to transparent centralised stock exchanges and clearing houses.  The impact of systemic risk and market infrastructure failure on the financial stability of Hong Kong requires the Government to ensure that public interests and the interests of the overall economy are safeguarded.



In addition to providing efficient and competitive services to issuers, intermediaries and investors, NewCo may enhance its role as a commercial entity by retaining certain regulatory functions.  The regulatory functions presently shared between the Exchanges and the Securities and Futures Commission (SFC) would be reviewed in the context of the new market structure with a view to rationalising the division of such functions between the SFC and the Exchanges.



As a continuing monopoly and in the light of the public functions NewCo is expected to perform, its governance structure should be capable of  ensuring that the public interest is best protected.  In addition to shareholders’ interests, the board of NewCo should also include market users, investors, related professionals as well as independent directors.  The Government would appoint directors to the board, and retain oversight of NewCo to ensure that it operates and functions consistently with public interest.  The board would be responsible for NewCo policy-setting and strategic decision-making.  The independence of NewCo would be protected by limits on shareholdings, so as to prevent any acquisition of a controlling stake. 



The Government is aware that the Exchanges and their members would have views on the valuation of the relative interests in the Exchanges and accordingly their relative allocation of shares in NewCo.  The Government believes that there should be transparency, consultation and due process for the valuation and relative allocation of shares.  The Government therefore proposes that the Exchanges and their members should consult together and agree this between themselves.



The Government firmly believes that this reform is in the best interests of Hong Kong as a whole.  Given the importance of the matter for the future of Hong Kong, including the strategic and competitive position of Hong Kong as an international financial centre, the Government is firmly committed to the necessary reforms and will put in place a suitable framework for this process to proceed.  The Government is aware that this reform needs to happen swiftly.  Accordingly, the Government is setting a timetable for the reforms.  It has fixed 30 September, 1999 as the date by which the prices and share allocations must be agreed, the reforms must be approved by the requisite votes of the shareholders of the Exchanges and all steps other than the requisite legislative changes must be taken by the members of the Exchanges and other parties involved.



Legislation will be required to enable certain steps of the reforms to be taken.  While enactment of legislation is expected to be the last step in the process and would follow the members’ votes to approve the reform,  the Government will facilitate this by proceeding with the drafting of the necessary legislation forthwith. Legislation would be targeted for late 1999 or early 2000, and in any event by 31 March, 2000.  Upon the relevant legislative action being taken, the reforms would be implemented and the NewCo structure would come into effect, with the members of the Exchanges becoming shareholders in NewCo.  Listing of NewCo on the stock exchange would be targeted for as soon as practicable thereafter, with the intention that it be no later than 30 September, 2000.



The Government will set up an appropriate mechanism under the Financial Services Bureau to promote and assist in the implementation of the reform and monitor its progress.  As the securities and futures market regulator, the SFC will be closely involved in the implementation of this major reform.  In overseeing the implementation of the demutualisation of the Exchanges and the listing of NewCo, the SFC will also seek to ensure that the existing market structure continues to operate effectively during the period of transition.



Much is at stake.  Either Hong Kong goes with the flow of markets, or they will pass us by.  The competitive position of Hong Kong is ours to lose.  If we do not change, competition from other financial centres or alternative trading technology will rapidly erode our competitive advantages.  These are reforms dictated by global market forces, as well as domestic voices for change. Many of these reforms were contemplated by the present and past boards and management of the Exchanges and Clearing Houses, but were frustrated by the current governance structure.  The Government will spare no effort to work with the Exchanges and Clearing Houses to effect these important strategic reforms.



The Government does not underestimate the difficulties in the reforms but it believes the problems are not insurmountable.  Maintaining the status quo is not an option for Hong Kong.  If these reforms are not implemented and in accordance with the timetable set out, then, in the larger interests of Hong Kong, the Government will pursue alternative action that will achieve the primary objectives of the reforms.  This may include, among other things, review and necessary reform of the current market environment and governance structures of the Exchanges and the Clearing Houses. Meanwhile, the Government will continue to pursue its established policy objective to improve and strengthen the clearing infrastructure in Hong Kong through the integration of the currently sector-based clearing and settlement systems.  This is very much needed to improve risk management, enhance market stability and integrity, and generally better protect investors’ and public interests.



The people of Hong Kong value innovation and competition, and demand change. The Government is confident that with the joint efforts of the  Exchanges and the Clearing Houses, the securities and futures industry, the SFC and the Government, Hong Kong will remain at the forefront of the international financial markets and emerge from the growing global competition as one of the most competitive financial centres of the region and the world.





INTRODUCTION



1.1	The Government and the Securities and Futures Commission (SFC) have undertaken regular reviews of the Hong Kong securities and futures market structure and operations in the context of developments in international markets.  More recently, these reviews have focused particularly on the future positioning of Hong Kong in the global and Asian markets.  The conclusion of recent reviews is that if Hong Kong is to meet the challenges of the next decade and to position its securities and futures market for the new millennium, changes need to be made now.  This paper sets out a framework for repositioning Hong Kong’s securities and futures market.



1.2	Hong Kong’s securities industry has developed rapidly since the market reforms following the market crash in October 1987. These reforms included:



strengthening significantly its market structure within the market-driven monetary and fiscal environment of the last decade, including in particular changes to the constitution and management of the Exchanges to make them better front-line market regulators and more accountable to public interests;



improving the market technology infrastructure in respect of both  trading and settlement systems which included the introduction of the electronic Central Clearing and Settlement System (CCASS) in Hong Kong, offering  efficient and transparent price discovery within a liquid market; and



the establishment of the Securities and Futures Commission as the market-wide regulator and the introduction of internationally accepted regulatory standards conducive to market transparency and fairness.



1.3	These reforms have proved to serve Hong Kong well over the last decade and have been widely recognised as the key contribution to the impressive growth and the increasing internationalisation of the Hong Kong market.  In particular, the improvement in the regulatory framework of the market has helped recover investors confidence both locally and overseas from the 1987 market crash.  The strengthening of the trading as well as clearing and settlement system has significantly enhanced the capacity, efficiency and risk management of our market, as lately demonstrated in the most testing times during the recent financial turmoil. Over this last decade, Hong Kong has grown to become Asia’s premier international financial centre outside Japan and we owe much to those who have made their contributions to the market for this achievement.



1.4	However, in a fast changing market like the financial market, there is no room for complacency.  Innovations and changes in the global securities and futures market have increasingly made our structure and system out of date and turned our previous strengths into weaknesses. Exchanges everywhere face increasing competition from each other and from low cost trading systems which are bypassing exchanges.  Investors are becoming increasingly demanding in the services and products they require and the price they are prepared to pay, and governments are deregulating to open markets and remove monopolies.



1.5	Against this background of an increasingly competitive and complex global securities and futures industry, exchanges are being forced to rethink their strategies and methods of operation to improve their services to customers, reinforce their competitive positions and optimise their financial performance.  Overseas markets are rapidly integrating vertically through functional lines (e.g. linking together trading, clearing and settlement functions into a single transaction chain) and horizontally across product lines (e.g. combining stock and futures products into a single organisation), and developing alliances with other exchanges.  Individual exchanges are finding it necessary to implement broad-ranging changes rapidly or risk losing their way.



1.6	Hong Kong cannot be an exception and stand back from this global challenge.  The Government believes that the current fragmented nature of the ownership and governance structure of Hong Kong’s Exchanges and Clearing Houses is not conducive to the timely and effective decision making which is required in the new competitive environment.  Fundamental structural reform of the market operators is required to enable them to face these competitive challenges and make the necessary business-driven changes which will help to secure their future.  



1.7	The Government is advocating demutualisation of the Exchanges and Clearing Houses with full integration of ownership so as to enhance their business capabilities by combining their strengths, consolidating their resources and developing synergies.  Demutualisation and merger will be followed as soon as practicable by the listing of the new holding company on the stock exchange in order to subject the new company to transparency, accountability and market discipline, facilitate fund raising, provide a market for its shares and over time allow a truly public ownership commensurate with its public body nature.



1.8	The last decade has seen tremendous global and Asian market growth�.  At the same time, the Hong Kong securities and futures market has gone through a profound transformation from a largely domestic market to an international market with active trading in equity and derivative products.  Notwithstanding the present economic situation across Asia, the exceptional development of Hong Kong’s securities and futures market over the last decade provides strong foundations for future success. 



1.9	The prospects for growth in Asian and global securities and futures markets are considerable.  By pursuing this course of reform, the Government believes that the integrated market operator would be well positioned to take advantage of the new business opportunities and operational efficiencies which are critical to its survival in the new global environment.  Delaying or failing to implement reform is not an option.  The pressures for change will persist and increase.  Hong Kong needs to change now to secure the future of its securities and futures industry. 



OPPORTUNITIES FOR THE NEXT DECADE



2.1	In the next decade, attractive opportunities will continue to abound for Asia’s securities and futures markets, driven by the region’s economic performance, the growing issuer and investor base, and the increasing financial sophistication of issuers and investors.  The region’s market capitalisation is expected to double within the next five years.  In this context, the Mainland market will increasingly represent a massive opportunity in itself.  Since their emergence in 1991, the two exchanges in Shanghai and Shengzhen now have 745 companies listed, larger in number than the Hong Kong, Taipei and Singapore or Bangkok exchanges.  Total market capitalisation has already reached US$206 billion in 1997 or 23.4% of GDP.  The number of individual investors exceeds 38 million at last count, second only to the United States.



2.2	At the same time, and looking beyond fluctuations such as those experienced in the past 18 months, global investors are expected to continue investing in the region’s markets, while Asia-based retail and institutional investors will provide an increasing pool of funds for investment.  The range of securities and futures products available to investors and issuers is also expected to expand, especially in the fixed income and derivatives areas.  A large share of these opportunities will involve cross-border capital raising and securities trading.

	

Mainland related opportunities



2.3	For much of  this decade the  presence of Mainland issuers and investors has boosted the size of Hong Kong’s securities and futures market.  These issuers and investors represent both opportunities and  challenges to Hong Kong’s market operators and regulators.  It is critical for Hong Kong’s future role as the primary venue for capital raising by Mainland issuers that Hong Kong equips itself to be the best market for international listing and cross-border trading of Mainland stocks.  Other  major financial centres including New York and London have expressed ambitions of capturing a share of this new business.  In the face of these challenges, Hong Kong has to ensure that its trading and settlement system, regulatory infrastructure, intermediaries and products are responsive to the needs of attracting Mainland issuers and retaining investors interested in Mainland stocks, and at the same time upholding international standards to maintain confidence in its markets.



COMPETITION FROM OTHER MARKETS



3.1		Hong Kong is facing increasing competition from other Asian markets.  Supported by their governments, the region’s securities and futures markets (particularly Singapore, Kuala Lumpur and Taipei) are investing heavily to take advantage of domestic growth opportunities, and are keen to capture regional business.  More specifically, these markets are:



lifting restrictions on outside ownership and opening up their markets to international investors and intermediaries;



investing in new technology to create state-of-the-art trading and settlement and clearing systems (in place of their traditional open-outcry trading floors);



upgrading their regulatory frameworks to international standards; and



segmenting their exchanges into sector-specific markets, main and second boards, and developing their product ranges to include off-shore and regional derivative instruments and debt instruments.



3.2		In different respects these markets have evolved faster than Hong Kong, with the result that Hong Kong’s lead in the region is being gradually eroded.  The competitive forces presented by these markets cannot be ignored.



3.3		As the financial market becomes more globalised and investors become more sophisticated, competition from further afield has also become an increasing challenge.  Stocks of major listed companies on the Stock Exchange of Hong Kong Limited (SEHK) can be traded easily in London and increasingly also in New York.  Financial and equity-based derivatives are even less geographically bound and growing international competition in this area will be a fact of life in the future.



3.4		As the securities and futures industries are changing dramatically, Hong Kong’s own market infrastructure is rapidly becoming outdated for the increasingly competitive global environment. Failure to respond to this challenge will constrain Hong Kong’s ability to capture growth opportunities and to achieve its full potential. It is crucial for Hong Kong to define a new and more competitive market model for the future.



4.	RECENT DEVELOPMENTS IN THE STRUCTURE OF THE GLOBAL SECURITIES MARKETS



4.1	First, advances in information technology have led to significant changes in the landscape of the securities market, both exchange-based and “over-the-counter”. Technological advances have lowered the entry barriers to establishing new exchanges, and this has led to the widespread emergence in recent years of alternative and proprietary trading systems which are executing trades outside traditional exchanges between large participants at low cost and competitive speed.  Two broad categories of non-exchange automated trading systems are challenging the trading function traditionally carried on by exchanges.  The first are proprietary trading systems such as Instinet, which usually take the form of screen-based trading systems owned and operated as independent businesses by non-self-regulatory organisations.  At present, participation in these systems is generally restricted to market professionals and in some cases to institutional investors, but access by retail investors is imminent.  The other main type of automated trading systems consists of internal trade crossing systems operated by large intermediaries.  There is a large and increasing variety of these alternative trading systems in use and it is difficult to distinguish the services that they offer from those offered by regulated exchanges.



4.2	Within the exchange set-up, technological advances have also precipitated a move from floor-based trading to electronic trading, thereby eliminating the need for physical location and proximity of intermediaries.  Although the extent of automation varies, all exchanges have now computerised some aspects of their operations.  Some have introduced automation in back office clearing and settlement functions while retaining the trading floor, whereas others have moved to a fully automated vertically integrated trading and settlement system and have done away with a physical trading place.  Advances in, and the falling costs of, telecommunications technology have led to an increase in cross-border trading systems, either in the form of traditional exchanges placing trading terminals abroad or the emergence of cross-border alternative trading systems.



4.3	Secondly, major institutional investors, which manage an ever-increasing volume of retail and corporate investors’ savings and reserves are seeking global diversification and efficient methods of trade execution.  Their search for alternative and cost-effective ways of trading is leading to fierce competition among existing exchanges and encouraging the growth of alternative and proprietary trading systems.  The search by investors for better value is also resulting in increasing disintermediation of brokers in the trading process - a sign that the balance of power is shifting away from intermediaries to investors - and is leading to demands from investors for direct access to stock exchanges and to representation in their governance.  



4.4	Thirdly, with the aim of enhancing competition and efficiency, more and more governments and securities authorities are prepared to undertake broad-based deregulation of their securities industries resulting in the reduction of regulatory protection granted to national markets.  There is also increasing recognition that international participation makes markets more competitive and efficient, brings in a larger and more diverse investor base, and enables knowledge and skills transfer to the local market.  One example of deregulation in recent years is the Investment Services Directive of the European Union, which opens membership of national markets to financial institutions from other countries on a non-discriminatory basis.  More recently, the US Securities and Exchange Commission has issued rules on the regulation of alternative trading systems.  By differentiating brokers who wish to be markets in themselves from brokers who are merely market participants, the new regulatory framework effectively recognises alternative trading systems as legitimate methods of trading in securities, thereby increasing market efficiency and enhancing competition.



5.	HOW TO ADDRESS THE CHALLENGES



5.1	What is clear in the new environment is that it is not viable for exchanges to do nothing in the face of these challenges.  Exchanges will only survive and move ahead if they are able to provide the products and services demanded by their customers at the most competitive price.  To this end, the forces of competition have led to willingness on the part of exchanges to merge or cooperate with each other in order to facilitate access by their customers to a wider range of products, offered through a uniform dealing platform, and settled on a cross-margining basis which enables the most efficient use of collateral.  



5.2	Exchanges around the world have responded to the increasing competition by way of greater horizontal (cross-product) and vertical (cross-functional) integration and international cooperation and the employment of more powerful and sophisticated clearing systems. The following examples of integration and merger are illustrative of an increasing trend:



	(a)	Formation of strategic alliances among exchanges



European Monetary Union (EMU) has seen the proposed creation of a pan-European stock exchange for the top 300 European blue chip stocks following discussions initiated between the Frankfurt-based Deutsche Borse (DB) and the London Stock Exchange (LSE) directed towards the creation of a common trading platform.  The discussions have since widened to include the French, Italian and other major European stock markets.  NASDAQ of the US is also exploring the feasibility of alliances with both DB and LSE, following its recently established links with both the Stock Exchange of Singapore and SEHK. Within geographic time zones, exchange alliances between OM (Stockholm) and OSE (Oslo), and SFE (Sydney) and NZFOE (New Zealand) have increased liquidity by enlarging the size of the investor base.



(b)	Integration of second boards



Trading in European small company growth stocks has recently been strengthened under the EURO.NM (European New Market) banner, which aims to link the second boards of Germany, France, Belgium and the Netherlands by establishing joint trading and data dissemination networks, harmonising issuer admission criteria and offering cross-memberships to intermediaries.



(c)	Common derivatives trading and settlement platform



Also in Europe, EUREX, the derivatives trading and settlement system working off a common platform developed by DTB (Germany) and SOFFEX (Switzerland), is attracting exchanges in other European countries and has resulted in the enlargement of the system to derivatives markets in Paris and Helsinki.  The NSC-Globex 2 derivatives network, which shares a common trading platform, links CME (Chicago), MATIF (Paris) and now SIMEX (Singapore).



(d)	Integration of national stock and derivatives exchanges



Within countries, stock and derivatives exchanges are also merging.  In Europe, the SBF Group in Paris, Frankfurt’s DB Group, Stockholm’s OM Group and the Amsterdam exchanges have each merged stock and derivatives operations.  In the US, NASDAQ has acquired the American Stock Exchange (AMEX) and Philadelphia Stock Exchange (PSE) partly for their business in the trading of equity-linked options.



5.3	Furthermore, the desire of exchanges to expand beyond the traditional listing and trading of shares of domestic companies has led exchanges to introduce index derivatives and depository receipts covering overseas stocks.  ASX (Australia) is promoting the concept of the ASX Asia 100, an index to be constituted by the listing on its exchange of the shares of the top Asian blue chip companies.  The SFE (Sydney) and SIMEX (Singapore) have also respectively developed products based on the Dow Jones regional indices and other selected Asian regional stock indices.



5.4	Notwithstanding the increasing proliferation of non-exchange-based alternative trading systems, traditional exchanges  do have advantages over automated and proprietary trading systems, namely, the speed and efficiency of their trading and settlement systems, the regulated environment in which they operate and the depth of pricing and liquidity, which are all essential qualities that both issuers and investors look for in a market.  These constitute a firm basis on which traditional exchanges can develop in the future.



5.5	To fully capitalise on these advantages, traditional exchanges need to:



aggressively undertake new strategic initiatives (such as vertical or horizontal integration of services and products; consolidation and formation of strategic alliances with other exchanges) to achieve lower costs, a wider product base and greater liquidity; and



adopt client-focused policies which are in the interests of the exchange (but not necessarily in the interests of its members) and find areas of potential value addition in the products and services they offer.



5.6	At a market level, it is important that a more aggressive and client-oriented exchange strategy is supported by a prudent and efficient risk management infrastructure.  This requires a central clearing and settlement system for securities and futures trading that is capable of processing a large volume of trades, assessing risk on a cross-market instead of a fragmented, sectoral basis, and close integration with the other related areas of the financial market, in particular the money settlement system in order to enhance efficiency, reduce transaction risks and improve the overall risk management capability of the financial market.



5.7	   	All these reforms require substantial capital investment on state-of-the-art technology and human resources.  Markets that are capable of continuing to innovate, invest and respond competitively to these new challenges will have a greater chance of assuring their future.



6.	THE WAY THE OTHER MARKETS ARE RESPONDING



6.1	Other markets recognise the developments and challenges in the global securities and futures industry and  are taking steps to meet such challenges.  In particular, there is a trend to separate ownership of exchanges from the right to trade on them.  At the same time, the governance of exchanges is becoming more commercially-oriented and reflective of the competitive environment in which they operate.



6.2	Exchanges have traditionally been structured as mutual, broker-owned associations, where trading was carried out between members.  Membership and trading right are both linked to the ownership of a share in the exchange.  The members govern themselves and their activities through membership rules that cover admission, trading and disciplinary matters. 



6.3	Increasing competition is exposing weaknesses in the mutual structure of exchanges.  Most notably, in a co-operative organisation of exchanges, the members themselves are both shareholders and market users.  As the interests of the shareholders do not always coincide with those of the market users, internal conflict arises. In addition, even the interests within the membership and between groups of it do not always coincide with each other, creating another type of internal conflict. As these various conflicts intensify and cannot be resolved through the membership-based decision-making mechanism, the efficiency of these organisations deteriorates.



6.4	This structural weakness is proving to be a competitive handicap at a time of rapid change in the securities and futures industry.  In the belief that separate ownership and trading rights, professional management and clear profit-making motives will improve the timeliness and effectiveness of decision making, exchanges are beginning to reform in the direction of demutualisation and adoption of corporate style ownership and management structures.  With appropriate balance with the wider public interests, a more commercially-oriented governance structure is also believed to be more effective in the discharge of public functions of the exchanges.



6.5	The strong arguments for change are well-documented. Several international exchanges have already pursued the demutualisation route, including the Australian, Frankfurt, Stockholm and Amsterdam exchanges while others including  the Toronto Stock Exchange and LIFFE (London) have announced plans to follow suit.  The Australian and Amsterdam stock exchanges have also become publicly listed companies and Frankfurt is actively considering it. Among these examples, the method of change and the extent and speed of change vary, as indicated below:



Germany – Deutsche Borse has, over a few years, merged substantially all of the operations of the regional stock exchanges and taken in the operations of futures exchanges.  It is now linking, either by association or joint venture, with other exchanges in Europe.  Although it remains a closely-held private company (81% owned by foreign and domestic banks, 9% by brokers and 10% by the regional German exchanges), listing is now being considered.  Share ownership and trading rights are separate.



Australia – the Australian Stock Exchange was demutualised and listed as a separate company owned by its members.  Share ownership and trading rights have been separated.  There has been active trading in its  shares at a substantial premium to their initial listing price. Discussions are now taking place for merger with the Sydney Futures Exchange.



Singapore – the government has announced that SES and SIMEX are to merge under common ownership in a new holding company which will be approximately 50% owned by the existing exchange members and another 50% by new investors.  Listing is proposed thereafter.  Share ownership and trading rights will also be separated.



6.6	Ownership of the exchanges immediately following demutualisation in each case has remained with the members. But with the creation of a market for the shares independent of the trading right, it can be expected that over time, the ownership will diversify to include non-members.  In cases where the holding company is listed, such diversification process will likely be expedited and the ownership and trading participation will become very different.



7.	HONG KONG’S MARKET STRUCTURE IS BECOMING OUTDATED



7.1	While the structure of the Exchanges and the Clearing Houses, as the key market institutions, has been satisfactory in the context of a largely domestic market not exposed to strong competition, the demands of the marketplace have now changed and the current model has become increasingly outdated.  It can no longer cope with the complex and competitive global environment of the next decade.



7.2	At the policy and regulatory level, the current market structure suffers from inconsistencies in the application of policy and overlaps and gaps between multiple regulators.  At the market level, there is insufficient differentiation between the role and focus of the key institutions and a lack of co-ordination in the development of new products.  At the clearing and settlement level, there is fragmentation between the different clearing and settlement systems that serve increasingly overlapped markets.  These factors lead to under-performance in various aspects of the market’s competitiveness: regulatory efficiency and effectiveness, liquidity and price discovery, economy of scale, settlement risk management, and customer service.



7.3	As a result, the principal market institutions are lacking the focus and drive to improve the performance of their respective businesses.  The SEHK and HKFE, for example, perform four different roles (market operator, membership association, regulator, and public body) that in practice conflict with one another and impair their overall performance. The committee-based governance structure and tensions between the interests of different membership classes of the Exchanges have also slowed down the development of Hong Kong’s securities and futures market compared with that of its leading competitors.  Both are features of the co-operative organisation of the Exchanges which impair effective and timely decision making.



7.4	Inherent in the current structure of the Exchanges are self-imposed market access restrictions including the maximum number of seats available for sale, the limit in the number of terminals per member and the former tight restrictions on advertising by members and on the number of branch offices they may open.  These have impeded the growth of the market and hindered healthy competition to the detriment of the interests of investors and the market as a whole.



7.5	The preponderance of vested interests among brokers and the absence of sufficiently profit-driven and market-focused strategy in the management structure of the Exchanges have hindered  product development in our market, particularly in respect of the institutional and regional sectors. Although its Hang Seng Index futures contracts are very successful, and the HIBOR interest rate futures show promise, the HKFE remains essentially a one-product exchange, making it particularly vulnerable to competition in an increasingly globalised financial market.  Furthermore, the absence of co-operation between the Exchanges has led to a degree of overlap as well as gaps between the products and services offered by them and to wasteful competition in their development and operations, which tends to direct resources and business focus to competition internally rather than externally.



7.6	Hong Kong’s securities market infrastructure has in some areas already fallen behind the world’s leading markets and those Asian markets which have taken steps to face the challenges of competition.  For instance, securities and futures transactions in Hong Kong have remained functionally fragmented as they were decades ago. A securities transaction in Hong Kong still involves multiple steps (and therefore risks) carried out by separate bodies with independent systems and procedures.  Only until recently were retail investors still denied direct access to the Central Clearing and Settlement System.



7.7	The benefits of straight-through processing and integration of the clearing systems are widely recognised.  Straight-through processing removes unnecessary system and counterparty interfaces in a transaction and improves efficiency and reduces risks.  An integrated clearing system enables risk management to be performed on a comprehensive basis and eliminates wasteful overlap or gaps in margining of related positions.  This enables a more efficient use of resources and at the same time affords better protection to market participants.  Straight-through processing and integration of the clearing systems involve the provision of a common platform for all trading and settlement processes and the much needed linkage between securities and futures clearing system on the one hand and banking clearing system on the other.  This requires substantial investment of resources into the infrastructure.  In addition, it also requires a strong steer in championing this common objective as well as commitment and co-ordinated actions by all parties concerned as it involves significant changes to the modus operandi of all the functional units in the trading and settlement process.  The recent experience of the HKSCC in promoting real time delivery of shares versus payment is a classic example.  Despite the availability of the systems and services, the utilisation rate has so far been very disappointing.  In the futures sector, such linkage between its clearing system and the money settlement system does not even exist for the time being.



7.8	Deficiencies in the current Hong Kong system have also been encountered in the regulatory context.  Tensions between the various roles which the Exchanges are required to undertake have compromised the conduct of such functions.  Indeed, the ownership and operation of the Exchanges by their members have led generally to under-resourcing of functions in areas which are not regarded as directly benefiting members.  This conflict of interest results in sub-optimal performance of the Exchanges’ role as the front-line regulator of its members and deficiencies in market surveillance and corporate regulation.



7.9	Unless addressed, these structural weaknesses will increasingly impair Hong Kong’s competitiveness as a securities and futures market, limiting its ability to offer the services customers require, and resulting in the erosion of Hong Kong’s status as an international financial centre and the loss of significant benefits to the economy as a whole.  The message is clear - as the securities industry becomes more competitive, and as the membership of an exchange becomes more diverse in its interests, a separation of user rights from ownership would enhance the exchange’s efficiency and competitive position.





THE WAY FOR HONG KONG - A DEMUTUALISED AND INTEGRATED MARKET STRUCTURE TO INCREASE COMPETITIVENESS



The Need for Reform



8.1	In the face of the global trends and challenges, Hong Kong’s securities and futures market will have to not only strengthen its existing factors of success, but also develop new competitive strengths.  In particular, Hong Kong’s market will have to: 



develop a more effective market strategy that can meet the more demanding needs of institutional and retail investors;

strengthen its clearing and settlement infrastructure to provide enhanced safeguards and protections for both the market as a whole and individual market participants; 



achieve a truly Asian regional dimension operating in a global setting;



operate above and across current product and functional boundaries; and 



enhance the performance of its market institutions.



8.2	Areas of weakness in Hong Kong’s securities and futures market infrastructure have not gone unnoticed by the market in the past.  In early 1997, the SEHK Strategic Plan Steering Committee commissioned management consultants to review and report on the strategic positioning of SEHK in the changing global securities environment.  The study concluded that a new securities market model is required for Hong Kong to fully capture the growth opportunities and to remain the leading international financial centre in Asia.  The study advocated a number of reforms, including demutualisation and integration of the Exchanges and Clearing Houses.  A number of recommendations which specifically related to SEHK were accepted by the Committee and included in SEHK’s Strategic Plan 1998-2001 entitled “Positioning for a New Era”.  The Government acknowledges the efforts of the past and present boards and management to improve the Hong Kong market in the face of the increasing challenges.  Unfortunately, their efforts to implement reform have in the main been frustrated or delayed by the conflicts inherent in the mutual structure of their organisation.



8.3	The Government believes a full scale market-oriented reform is vital to increase Hong Kong’s competitiveness in an increasingly globalised financial market.  Only through reform of its market infrastructure will Hong Kong be able to take advantage of the opportunities which lie ahead.  After consideration of the possible options for Hong Kong, the Government believes that the answer lies in demutualisation and merger of the market operators2 and listing of the resulting new holding company.



Benefits for the Market, Members and Public



8.4	Through demutualisation and merger, ownership of a newly incorporated holding company would initially be with the existing members of the Exchanges but upon listing the shares of the holding company would be transferable so that ultimately they would become owned by investors at large.  The Government believes that the transition to a professionally-managed profit-making corporation free from the constraints of mutual ownership and co-operative management with a listing on the stock exchange will create the right environment for each of the market operators to enhance its performance.   More specifically:



in today’s global environment where investors have the facility to move freely between securities and futures markets, open access to trading facilities by non-member brokers and possibly in the longer term by investors themselves is likely to be a determining factor in the success of an international exchange;



as an exchange serves the interests of not only its broker members, but also other capital market participants, such as issuers, investors and other financial services providers, a normal corporate structure would enable ownership and management to reflect broader user interests and to respond to market forces;



demutualisation would result in professional management and organisational streamlining.  The move away from management by committees dominated by vested interests will enable more effective and timely decision-making by reference to best prevailing corporate practices; 



a publicly listed company is able to raise capital more flexibly than a mutual association since it can use capital markets.  This is essential given the increasing financial burdens facing exchanges arising from the need to provide users with state-of-the-art trading and settlement systems.  The critical role played by such sophisticated and costly information technology in the modern market place cannot be understated since the consequences of system failure may impact upon the wider economy beyond the securities and futures markets; and 



public listing would promote truly public ownership and encourage the market operators to subject themselves to transparency, accountability and market discipline.



8.5	In line with industry trends worldwide, the Government believes that Hong Kong’s securities and futures markets would increase their competitiveness by adopting an integrated market structure.  Integration of the Exchanges and Clearing Houses would significantly improve the market’s coherence and simplicity, increase liquidity, generate economies of scale and skills, and improve risk management.  Combining the strengths of the market operators should help:



align the business strategies and commercial interests of the various entities, enabling the development of complementary products and concerted marketing to customers;



combine skills and resources in key areas such as product development, marketing, IT systems and administration, and the resulting synergies and economies of scale will produce cost savings;



strengthen the financial position of the integrated market operator, thus improving its ability to make the major capital investments which will be required for the market to remain competitive, and increasing its bargaining position with potential business partners.



8.6	Improvements of this kind not only will benefit the performance of the market operators but also directly benefit market users, for example, by rationalising areas of duplication in the current compliance and regulatory regimes.



8.7	The Government is satisfied that these benefits could not be fully exploited by pursuing a selective integration of only certain functions of the market operators falling short of a full merger.



8.8	Demutualisation and merger of the market operators followed by listing of NewCo is expected to generate earlier returns than would be achievable if merger were implemented after separate listings of the Exchanges.  The Government believes that this reform is not only in the best interests of Hong Kong; it is also in the interests of the Exchanges and their members.  Following implementation, members of the Exchanges will hold shares in NewCo, which are expected to have a significant value and will be saleable separately from members’ rights to trade on the Exchanges.  The demutualisation and merger therefore adds to, rather than derogates from, the existing rights of members of the Exchanges.  At present members of the Exchanges have no right to receive dividends or other distributions except on a liquidation and, accordingly, the profits of the Exchanges are not available to them.  The proposal for demutualisation and listing will confer on shareholders the ability to share the profits of the Exchanges and realise the value of their shares for cash upon any sale while retaining their trading rights3 .  The greater the success of NewCo, the greater the value for shareholders.



8.9	After the reforms, existing members would have the choice to sell, without affecting their trading rights, all or part of their shares to raise capital.  Some members may wish to invest in more shares bought in the open market.  The investing public would be able to participate in a flagship institution in Hong Kong that leads in financial innovation, quality of services and global competitiveness.  The stock market would also have a new world-class, professionally run financial institution that would broaden the investment base of quality companies in Hong Kong.



New Market Structure



8.10	The Government sees a full scale reform in Hong Kong resulting in a market structure with the following general features -



A single organisation for market operations: “NewCo”.  This organisation would include the principal functional operations of trading, execution, clearing and settlement of all exchange-based securities and derivative products through the consolidation of the SEHK, HKFE and the Clearing Houses into one common legal and organisational structure4 .  Such structure would respect the risk management-dictated separation of trading and clearing functions within parallel subsidiaries under the NewCo umbrella.  By combining the stock and derivatives markets and being structured as a commercial and service-oriented entity, NewCo would be able to develop the critical mass to create new services and opportunities to compete in the new global environment.  NewCo would be a listed entity whose shares are to be traded on the stock exchange.



Consolidated shareholding structure.  As a result of integration, NewCo would initially be owned by the current shareholders of the Exchanges, and would be operated as a profit-making public corporation with a degree of government supervision.  NewCo would own each of the market operators and would direct the coordination, synergies and economies of scale among them.  The issue of shares in NewCo to members of the market operators would be based on the relative contributions of those operators to the aggregate value of NewCo. 



Corporate-like governance.  NewCo’s governance would be composed of three levels - 



a board of directors  representing shareholders, market users, investors and comprising also related market professionals as well as independent members of the community and responsible for NewCo policy-setting and strategic decision-making; 



a professional NewCo group CEO and group management committee responsible for defining NewCo strategy across the operating divisions and ensuring its implementation; and



(3)	the operating divisions’ professional CEOs and management committees responsible for the day-to-day running of their respective division.

 

Separation of trading rights from ownership



8.11	Ownership of the Exchanges and of NewCo would be formally separated from the right to trade on the Exchanges.  Trading rights would be unrestricted and generally available (subject to meeting the regulatory criteria and paying applicable fees) and restrictions on numbers would be removed.  



8.12	Access to the market place or accreditation with an Exchange would therefore no longer be transferable or hinge on ownership of shares in NewCo.  Existing members would be “grandfathered” market access.  Access to the trading and other facilities would be available to further suitably qualified entities in the future, but again without any requirement that they be shareholders in NewCo.  The relationships between the users having access to the market operators would be governed by business rules promulgated by NewCo that would carry contractual force.  Such rules would replicate, to the extent appropriate, the existing admission, prudential, disciplinary and expulsion provisions currently contained in the articles of association and rules of the relevant market operators.



Public role of exchanges and clearing houses



8.13	Exchanges and clearing houses are important strategic economic assets for their host economies because of the important public functions they perform -



securities and futures exchanges and their related clearing houses have public roles.  Like other public utilities, they operate networks that benefit the operators, the users and the public at large.  This accounts for the fact that in most smaller economies, these institutions tend to have monopoly rights.  Such monopolies occur because there are public benefits from transparency of market prices and for the centralisation of infrastructure for price discovery, clearing and settlement;  



since exchanges exercise listing and regulatory functions involving large numbers of intermediaries and investors, they have responsibilities in the public interest.  This is reflected in the recent discussion for the Exchanges and Clearing Houses to be designated “public bodies” for the purpose of the Prevention of Bribery Ordinance;



the pivotal role of exchanges and clearing houses in the wider economy is underscored by the costs, both tangible and intangible, of any material failure in the operations of these bodies.  For example, the closure of exchanges or system failure of the clearing function would disrupt financial markets and the wider economy and deal a serious blow to the reputation of Hong Kong as a whole.  This was the case in 1987;



futures exchanges impact directly and indirectly in risk management in the financial markets.  They help their investors manage their risks, but more importantly, as the Hong Kong experience in August 1998 showed, they could be channels through which risks for the economy as a whole can be concentrated.



	These also apply to the Exchanges and Clearing Houses in Hong Kong and the future NewCo.



�Governance of NewCo



8.14	Given the important public functions that NewCo is expected to perform as well as the need to enable NewCo to operate in an internationally competitive environment, the Government considers it justified to transfer the monopoly position (legal or de facto) currently enjoyed by the Exchanges to NewCo.  However, in order to also ensure that best public interests will be served, certain protections and restrictions will have to be imposed on NewCo’s governance and operations, as follows -  



Ownership restrictions.  Restrictions may need to be placed on the ownership of shares in NewCo. Disallowance of foreign ownership would be inconsistent with Hong Kong’s philosophy as a free market as well as with the concept of a listed company.  However, other ownership controls may take a number of forms, including restriction as to the maximum shareholding of any person or group of persons acting together5 ; or a requirement for prior approval of persons acquiring over a given percentage of issued capital, much as is the case already for insurance and banking entities, where a 10% threshold applies. Any such restriction would be imposed by legislation since imposition of any ownership limit by NewCo’s articles of association could impede its listing on the local stock exchange.



Board of directors of NewCo.  As noted in paragraph 8.10(c)(1) above, the composition of the Board of NewCo will include representatives of the shareholders, market users, investors as well as independent individuals drawing from professions related to the securities and futures market as well as from the community at large. The NewCo board will be responsible for policy setting and strategic decision making for NewCo.  The Board will have to strike an appropriate balance between its commercial interests, the interests of the financial market as well as the broader public interest, including the long term development of Hong Kong’s financial services sector.



Since NewCo will be charged with such important public functions and be given monopoly status, it would only be appropriate for the Government to appoint directors to the board.  This is consistent with existing practice where the Government has similar rights in relation to the Exchanges and Clearing Houses.



(c)	Regulatory control.  To reduce the risks associated with the concentration of market power within a single entity and in view of the critical importance of maintaining market integrity and minimising systemic risk, external supervision and regulation of NewCo by the SFC will continue to be required.  Such regulation should strike a balance between restrictions which are  required for reasons of public interest and the legitimate need for shareholders to receive a return on their investment.



(d)	Listing of NewCo.  A fair and liquid market in NewCo shares will require NewCo to be listed and supervised on an on-going basis with independent supervision arrangements to be worked out with the SFC.  It would be inappropriate for the SEHK to supervise its own holding company.



Strengthened regulatory function



8.15	The Government recognises that there are shared responsibilities in the regulation of Hong Kong’s securities and futures industry, resulting in part from the current regulatory framework under which the SFC has delegated to the Exchanges specific regulatory functions, such as regulation of their broker-members and, in the case of the SEHK, regulation of listed issuers.  The SFC retains statutory responsibilities to supervise the proper conduct of such functions and may exercise statutory powers of investigation and impose sanctions where breaches of regulatory requirements have occurred.  Thus, there is an element of duplication of the regulatory function, which is undesirable and increases costs for issuers, investors and other market participants.



8.16	As the securities and futures market becomes more complex and the boundaries between financial products (securities and derivatives) and between market participants (broker-dealers, investors, issuers) are increasingly blurring, integration of the regulatory function would improve regulatory coherence, enhance the efficiency and effectiveness of surveillance and enforcement, simplify relationships between regulator and participants and would reduce costs.  



8.17	Following the establishment of NewCo, the Government and the SFC will review the division of the regulatory function between the SFC and the Exchanges, with the aim of rationalising the regulatory framework in order to remove potential conflicts which are inherent in self-regulation, improve efficiency and reduce unnecessary regulatory burdens on market participants.  However, in order to enable it to perform its functions effectively and to provide suitable quality assurance for its products and services, NewCo may need to retain some regulatory functions. Similarly, some regulatory functions may need to be transferred back to the SFC to allow the SFC, the Exchanges and the Clearing Houses to concentrate on their respective areas of expertise.  This would also allow the market operators to develop a more commercial and business-driven approach to their operations, unhindered by potentially conflicting regulatory responsibilities.  The SFC will submit its recommendation to the Government upon further consideration of the issue.



8.18	Since there are lender of last resort implications in the operations of  HKSCC, there is significant systemic risk and public interest in the stability and integrity of the clearing system, particularly its linkages with the payment system.  Consequently, in the public interest, the Government must retain some regulatory oversight of the robustness and integrity of the clearing, settlement and payment system in the securities and futures industry.



8.19	The SFC will exercise supervisory functions over NewCo and the market operators primarily by establishing and enforcing standards and monitoring NewCo’s performance.  The SFC will also continue to promote confidence in the efficiency and fairness of Hong Kong’s securities and futures markets by ensuring that international standards are enforced and strike the appropriate balance between maintaining market integrity, providing protection for investors and encouraging market development and innovation.



Focused and business-oriented market operators



8.20	In the new market structure, the current market operators (i.e. the Exchanges and Clearing Houses) would operate as divisions of NewCo.  Their roles, operations and strategy would be more focused on business development. Under a new and simplified management structure, internal organisation could be reorganised from within current functional boundaries into accountable business units to focus on business development in specifically identified product and service areas in order to optimise and customise services to meet the needs of different categories of customers.



9.	HOW TO IMPLEMENT THE MARKET REFORM IN HONG KONG



Relative Interests in NewCo



9.1	Implementation of the demutualisation and merger will require current members of the Exchanges to exchange their shares in their respective entity for shares in NewCo.  This will require valuation of the businesses of the Exchanges as currently constituted and/or of NewCo following the merger of those businesses.  Valuation of the Exchanges will permit the fixing of a ratio for the relative interests which the current members of each of the existing Exchanges collectively will have in NewCo.  The Exchanges will each appoint external financial advisers to advise them in relation to the appropriate methodologies to apply in valuing the Exchanges and to assist generally in implementing the demutualisation.  It is important that there be transparency, consultation and due process for the valuation of the relative interests of the Exchanges and the relative proportion of shares in NewCo.  The Government proposes that the Exchanges and their members (and their respective external financial advisers) should consult together and agree this between themselves.  



Procedures required 



9.2	Consistent with the principle that the implementation of this reform should, in so far as practicable, follow normal commercial and legal procedures, once agreement has been reached on the Exchanges’ relative attributable interests in NewCo, the demutualisation and merger will be implemented principally by two parallel schemes of arrangement under the provisions of the Companies Ordinance, one applying to SEHK and one to HKFE.  Each scheme of arrangement will be conditional on the other proceeding.  



9.3	The schemes of arrangement will follow the normal procedure applicable under the Companies Ordinance and will take account of the requirements of applicable codes and established regulatory procedures.  Meetings of the members of each of SEHK and HKFE will be convened to consider and vote on the respective scheme of arrangement.  The majority necessary to approve the resolution proposing the scheme is a majority in number of the members representing three-fourths in value of the shares present and voting (whether in person or by proxy) at the relevant meeting.  If the resolutions are passed, application will be made to the Court for the sanction of the schemes of arrangement.  Following sanction by the Court and satisfaction of any other conditions to which the merger is subject (such as the re-organisation of the membership of HKSCC and the passing of appropriate legislation to repeal and replace, or amend, provisions of existing Ordinances), the schemes of arrangements will become effective and the demutualisation and merger of the market operators and creation of NewCo will be implemented.



9.4	The negotiation of the terms apportioning the Exchanges’ respective interests in NewCo and the recommendation to members as to how to vote in relation to the schemes of arrangement will be two of the critical stages of the process towards merger which will be undertaken by the management and boards of the Exchanges and their respective advisers.  



The Clearing Houses



9.5	HKSCC forms an integral and important part of the operations of Hong Kong’s securities market generally and of SEHK’s operations in particular, and its inclusion in the merged business of NewCo is essential and will enhance the value of NewCo as a whole.  Currently, HKSCC is a company limited by guarantee which has no issued shares and, accordingly, no shareholders or owners.  Its members are SEHK and five banks (Bank of China, Bank of East Asia, Hang Seng Bank, HSBC, and Standard Chartered Bank), each of which has undertaken to contribute up to a specified amount (HK$25 million in the case of SEHK and HK$5 million in the case of each of the banks) in the event that HKSCC is wound up while it is a member or within one year thereafter.  None of the members of HKSCC has any right to receive any dividends or other distributions of profit nor has a right to receive anything on a solvent liquidation of the company.  



9.6	As there is no financial value in the membership of HKSCC it is reasonable that its members would not receive any allocation of shares in NewCo in respect of HKSCC.   Accordingly, during the transition leading to the integration of HKSCC into NewCo, consideration will have to be given to formulate necessary and appropriate arrangements so as to relieve the five member banks of their guarantee obligations in respect of HKSCC and any necessary replacement arrangements in respect of NewCo.



9.7	The SEHK Stock Options Clearing House (SEOCH) and the HKFE Clearing Company (HKCC) are the other two clearing houses currently recognised by the SFC.  Both of them are wholly-owned subsidiaries of their respective Exchanges.  SEOCH serves as the clearing house for the stock options trades under the SEHK while HKCC serves as the clearing house for all futures trades of HKFE.  They will form part of the arrangements to be formulated by and negotiated between the Exchanges on demutualisation and merger.



9.8	Under the NewCo as a holding company, all the three clearing houses will be fully integrated as a stand-alone clearing entity that will operate in parallel with the trading operators.  The integrated clearing entity will provide centralised clearing and settlement services for all trades on the securities and futures market.



Timeframe for Reform



9.9	The Government does not underestimate the difficulty of achieving the requisite majority of votes in each of the meetings of members of the Exchanges.  Given the importance of this reform to the strategic and competitive position of Hong Kong as an international financial centre and the benefits accruing to members of the Exchanges, the Government is hopeful that the members of the Exchanges will reach agreement on the terms of their relative interests in NewCo and achieve the necessary majority to approve the schemes of arrangement.  There will undoubtedly be difficulties along the way but all obstacles to integration can be overcome with the co-operation of the members of bodies concerned.  



9.10	In order for Hong Kong not to fall behind in the continuously changing international environment, this reform needs to happen swiftly.  Accordingly, the Government is setting a timetable for the reforms.  It has fixed 30 September, 1999 as the date by which the valuations of the Exchanges and the respective ratios of their interests in NewCo must be agreed and the respective votes by the members of the Exchanges to approve the demutualisation must take place.



9.11	The Government appreciates that legislative action will be required to enable certain of the steps to be taken and will facilitate this by proceeding with the drafting of the necessary legislation forthwith.  Enactment of the legislation would follow the shareholder votes to approve the demutualisation of the two Exchanges and would be targeted for late 1999 or early 2000, and in any event by 31 March, 2000.  Upon the relevant legislative action being taken, demutualisation will be implemented and the NewCo structure will come into effect with the Exchange members becoming shareholders in NewCo. NewCo should be listed at the earliest practicable opportunity so as to enable the shareholders in NewCo to have a ready market for their shares.  The timing of this may depend on the extent to which any reorganisation of the operations of NewCo and its subsidiaries is effected prior to listing.  Listing of NewCo on the SEHK would be targeted for as soon as practicable thereafter, hopefully by 30 September, 2000.



9.12	The Government recognises that this is a complicated exercise.  To ensure that the proposed reform will be implemented swiftly and smoothly and that the Exchanges receive the advice and assistance they require from the Government, an appropriate mechanism will be set up under the Financial Services Bureau to follow up on the reform and oversee its implementation.  As the securities and futures market regulator, the SFC will be closely involved.  In particular, the SFC will seek to ensure that the existing market structure continues to operate effectively during the period of transition, that the procedures to implement reform are fair and transparent and conducted in accordance with all applicable legislative and regulatory requirements and accepted principles of good corporate practice, and that the new market structure fully reflects the important public role to be performed by NewCo. 



9.13	Both the Financial Services Bureau and the SFC will assist the Exchanges in connection with their demutualisation; act as the promoter of the reforms and ensure that the NewCo group’s constitution and rules, governance structure and business practices reflect the public interest and incorporate internationally recognised regulatory safeguards. The SFC will also advise the Government as to any proposed rationalisation of the division of the regulatory function between NewCo and the SFC under the new market structure as well as any legislative change required to implement the reforms.



10.	FAILURE TO IMPLEMENT REFORM IS NOT AN OPTION



10.1	It is clear that significant changes are occurring in leading markets worldwide.  Every major market is rapidly consolidating its structure and upgrading its technology. If Hong Kong does not implement reform, competition from other financial centres or alternative trading technology will rapidly erode our competitive advantages.  The Government believes that without reform the Hong Kong securities and futures industry will not be able to maintain its competitiveness and face global challenges.  This will also adversely impact on the broader interests of the economy and Hong Kong’s status as a regional and international financial centre.  Much is at stake.  Maintaining the status quo is not an option.



10.2	The Government will spare no effort to work with the Exchanges and Clearing Houses to effect these important strategic reforms.  These are reforms dictated by global market forces, as well as domestic voices for change. If market participants are unable or unwilling to effect such reforms in the expeditious manner dictated by the pace of change in the global market, then in the larger interests of Hong Kong, the Government will pursue alternative action that will achieve the primary objectives of these reforms.  This may include, among other things, review and necessary reform of the current market environment and governance structure of the Exchanges and Clearing Houses in order to induce competition, promote investor interests and, above all, ensure that the interests of the Exchanges and the securities and futures market as a whole are sufficiently safeguarded and suitably balanced as against those of the members. Meanwhile, the Government will continue to pursue its established policy objectives to improve and strengthen the clearing infrastructure in Hong Kong through the integration of the current sector-based clearing and settlement systems to improve risk management, enhance market stability and integrity, and generally better protect investor and public interests.



10.3	The Government believes that the reform will lay the foundation for  the financial market of Hong Kong to further develop and prosper.  Time is of the essence.  The people of Hong Kong value innovation and competition and demand change for the better. The Government is confident that with the joint efforts of the Exchanges and the Clearing Houses, the securities and futures industry, the SFC and the Government, Hong Kong will remain at the forefront of the international financial markets and emerge from the growing global competition as one of the most competitive financial centres of the region and the world.  

�

APPENDIX I



GROWTH OF GLOBAL AND ASIAN MARKETS

OVER THE LAST DECADE1 



The development of the Hong Kong securities and futures market over the last decade has been exceptional.  Notwithstanding the small size of the Hong Kong market relative to those of other leading financial centres, its pace of growth has been amongst the fastest in the world.  The size of the Hong Kong stock market in terms of market capitalisation has increased by more than 5.5 times since 1988 to HK$3,202 billion (US$413 billion) or 232% of GDP in 19972 .  Annual turnover has increased 19-fold over the same period to HK$3,789 billion3 (US$485 billion).  By the end of 1997, Hong Kong ranked the 10th largest stock market in the world in terms of market capitalisation - up from 15th in 1988 - and the largest in non-Japan4 Asia.  



With the exception of Japan, stock markets in major regions around the world have also achieved significant growth in the last decade. The combined market capitalisation of the US stock markets has increased threefold since 1988 to US$11.3 trillion in 1997.  At the end of 1997, these markets ranked the largest in the world and accounted for 48% of world total capitalisation.  Japan ranked second with US$2.2 trillion or 9.4% of world total after witnessing a 43% reduction in market capitalisation over the past ten years.  The UK ranked third with a 1.5 times increment in market capitalisation since 1988 to US$2 trillion or 8.5% of world total in 1997.  Non-Japan Asia has grown at the same pace as the markets in the US and Europe.  The total market capitalisation in non-Japan Asia has increased by 2.7 times since 1988 to US$1.38 trillion or 5.8% of world total in 1997.  



In non-Japan Asia, the major competitors of Hong Kong in terms of market capitalisation are Taiwan, China, India, Singapore and Malaysia.  At the end of 1997, Hong Kong had the largest stock market with a market capitalisation of US$413 billion.  Taiwan ranked second with US$288 billion and China third with US$206 billion.  The size of the Hong Kong stock market has also grown bigger in relative terms.  The relative size of the Hong Kong stock market in non-Japan Asia has increased from 20% in 1988 to 30% in 1997.  



Since their establishment in 1991, stock markets in Mainland China have seen the most exceptional growth in Asia.  The total market capitalisation of Shanghai and Shenzhen has grown by more than 100 times since 1991 to US$206.4 billion in 1997.  Over a period of just six years, the Chinese stock markets have grown to 15% of the non-Japan Asia total market capitalisation.  The strong economic development in the Mainland China, the HKSAR and Taiwan is evident in the pace of growth in their stock markets.  Their combined market capitalisation has grown by 4.6 times over the past ten years, and by the end of 1997, it accounted for 3.8% of world total or 65% of Asian total ex-Japan.  Following the resumption of sovereignty by China, Hong Kong’s role as the capital formation centre for the Mainland can be expected to grow and the relationship between these stock markets will continue to strengthen.  



�APPENDIX II



DESCRIPTION OF THE PRINCIPAL TRADING AND CLEARING BODIES COMPRISING THE HONG KONG SECURITIES MARKET





The securities industry in Hong Kong is, broadly speaking, regulated by the SFC and the two Exchanges, the SEHK and the HKFE.  The Exchanges are responsible for the regulation of their markets and members.  The Clearing Houses for the industry - Hong Kong Securities Clearing Company Limited (HKSCC), SEHK Options Clearing House Limited (SEOCH), and HKFE Clearing Corporation Limited (HKCC), are responsible for the settlement of transactions on the Exchanges and risk management.  The SFC is responsible for supervising and monitoring the Exchanges and Clearing Houses and also for the regulation of securities and commodity dealers and advisers who are not members of the Exchanges.  The Hong Kong Monetary Authority is responsible for regulating banks and other authorised banking institutions including those which carry on securities business.



The Stock Exchange of Hong Kong (SEHK) and SEHK Options Clearing House Limited (SEOCH)



The SEHK is incorporated as a company limited by shares.  The authorised share capital is HK$1,200, divided into 1,200 “A” shares of HK$1 each.  Each “A” share carries the right to one membership in the SEHK.  On 31 December 1998, there were 929 shares in issue, held by registered dealers.  The SEHK is the only exchange company recognised by the SFC as having the right to establish, operate and maintain a stock market in Hong Kong.



The SEHK is governed by a 31 member Council comprising representatives of SEHK members, independent persons, and the Chief Executives of the SEHK and HKSCC.  The Council is constituted as follows:



	Brokers					18

	Independents				11

	Executives					  2

	Total						31



Under the Articles of Association, brokers may appoint to the Council 18 representatives from within their membership on the basis of constituencies as follows :



	Constituency A	:	Top 14 members�			4

	Constituency B 	:	Next 51 members			5

	Constituency C	:	All members				9

									        18



The 18 broker representatives on the Council are elected by members of the SEHK at annual general meetings.  Each member may vote in respect of the vacancies in each constituency.  Members from constituencies A and B are nominated for election by the SEHK’s Nominating Committee.  Members from Constituency C are proposed and seconded for election by members of the SEHK.  



For the year ended 30 June 1998, SEHK’s funds came from three main sources: (1) transaction levy, accounting for approximately 39%; (2) income from listing services, accounting for approximately 19%; and (3) stock information income, accounting for approximately 20%.  Miscellaneous revenues, including membership fees and investment income accounted for the balance.  



SEOCH is a wholly owned subsidiary of SEHK which serves as the stock options market’s clearing house.  The stock options market is a division of the SEHK and began operating in September 1995.  SEOCH is recognised as a clearing house under the Securities and Futures (Clearing Houses) Ordinance.  SEOCH acts as the counterparty to options trades with its members, calculates and collects margins, pays and collects options premiums, and processes options exercised and settlements.



SEOCH is governed by a 7 member board comprising 3 representatives of SEOCH clearing members, 1 independent member and 1 other member of the SEHK Council, the SEHK Chief Executive, and 1 person nominated by the SFC.



Hong Kong Futures Exchange Limited (HKFE) and HKFE Clearing Corporation Limited (HKCC) 



The HKFE is incorporated as a company limited by shares.  The authorised share capital is HK$70 million, divided into 641 Ordinary voting shares of HK$100,000 each, 36 Standard voting shares of HK$25,000 each and 500 Non-Voting Redeemable shares of HK$10,000 each.  On June 1998, there were 231 shares in issue, of which 196 were Ordinary shares, 34 were Standard shares and 1 was Non-Voting Redeemable share.



The HKFE is licensed by the Government as the exchange company to operate the commodity exchange in Hong Kong under the Commodity Trading Ordinance.



The HKFE’s products include Hang Seng Index futures and options, HIBOR futures, stock futures and rolling forex futures contracts.  The HKFE is governed by a board which consists of 13 members of whom eight are representatives of HKFE members, four are independent persons and one is the Chief Executive of the HKFE.



The HKFE Clearing Corporation Limited (HKCC), a wholly owned subsidiary of HKFE, acts as HKFE’s clearing house, and is recognised as such under the Securities and Futures (Clearing Houses) Ordinance.  HKCC acts as the settlement counterparty to all HKFE contracts and imposes margin and other risk management controls on its clearing members.  HKCC is governed by an 11 member board which is distinct from the board of HKFE. 



For the year ended 31 December 1997, funding for the HKFE and HKCC came from two main sources : (1) interest income (including from margin finance deposited with it), accounting for approximately 65%; and (2) transaction and clearing fees, accounting for approximately 20%.  Price reporting income and membership fees together accounted for approximately 2% and miscellaneous income made up the balance.



Hong Kong Securities Clearing Company Limited (HKSCC) 



HKSCC is a Hong Kong company limited by guarantee recognised as a clearing house under the Securities and Futures (Clearing Houses) Ordinance.



HKSCC operates the Central Clearing and Settlement System (CCASS) for securities transactions entered into on the SEHK.  It also operates a depository providing custody and nominee services and a registrar company.  For SEHK transactions, HKSCC operates as the settlement counterparty to trades among SEHK members.  Delivery and receipt of securities is via electronic debits and credits within CCASS.  In relation to the settlement system, HKSCC employs a range of risk management measures including marking-to-market of outstanding positions and maintenance of a back-up Guarantee Fund



HKSCC is governed by a 22 member board comprising 10 SEHK appointees, appointees of the five major bank members of HKSCC (being Bank of China, Bank of East Asia, Hang Seng Bank, HSBC and Standard Chartered Bank, which collectively provides 50% of the guarantee for HKSCC, the remaining 50% being provided by SEHK), 5 appointees of the Financial Secretary to represent the public interest, and the Chief Executives of HKSCC and SEHK.



The HKSCC’s income comes primarily from the fees it charges to CCASS participants.  Most of its income comes from stock clearing and settlement fees, with lesser amounts from share registration and transfer fees which are usually paid on to share registrars as expenses.

�APPENDIX III



COMPARISON OF THE POSITION OF MEMBERS OF THE EXCHANGES BEFORE AND AFTER MARKET REFORM



For Current SEHK Members



Feature�Before Reform

�After Reform��Trading right on SEHK

�Yes�Yes��Ownership of SEHK�Yes, in the form of share in SEHK giving entitlement to seat

�Yes, in the form of shares in NewCo��Ownership of HKFE�No�Yes, shares in NewCo include interest in HKFE

��Transferability of ownership�Yes, sale of share depends on willing buyer of the trading right/seat; no trading right after sale�Yes, sale of shares in NewCo to interested buyers before listing or to public upon or after listing; retain trading right after sale

��Board representation�Yes�Yes

��Distribution of profit of SEHK�No�Yes, in the form of dividend by NewCo

��Distribution of profit of Clearing Houses�No�Yes, in the form of dividend by NewCo

��Distribution of profit of HKFE and its clearing house

�No�Yes, in the form of dividend by NewCo��Cost of technology development�Substantial investment; to be borne solely

�Substantial investment; spread among subsidiaries of NewCo; access to capital markets upon listing

��Product development�Single market orientation�Broader and more co-ordinated with HKFE

��Alliances with other exchanges�Less attractive because of size and fragmentation�More attractive as a candidate���

For Current HKFE Members





Feature�Before Reform

�After Reform��Trading right on HKFE

�Yes�Yes��Ownership of HKFE�Yes, in the form of share in HKFE giving entitlement to seat

�Yes, in the form of shares in NewCo��Ownership of SEHK�No�Yes, shares in NewCo include interest in SEHK

��Transferability of ownership�Yes, sale of share depends on willing buyer of the trading right/seat; no trading right after sale�Yes, sale of shares in NewCo to interested buyers before listing or to public upon or after listing; retain trading right after sale

��Board representation�Yes�Yes

��Distribution of profit of HKFE and its clearing house

�No�Yes, in the form of dividend by NewCo

��Distribution of profit of Clearing Houses

�No�Yes, in the form of dividend by NewCo��Distribution of profit of SEHK

�No�Yes, in the form of dividend by NewCo��Cost of technology development�Substantial investment; to be borne solely

�Substantial investment; spread among subsidiaries of NewCo; access to capital markets upon listing

��Product development�Single market orientation�Broader and more co-ordinated with SEHK

��Alliances with other exchanges�Less attractive because of size and fragmentation

�More attractive as a candidate��

�APPENDIX IV



ORGANISATION CHART OF NEWCO IN A DEMUTUALISED STRUCTURE





�Current 

SEHK members

��Current 

HKFE members��

Public�����������������������������NEWCO����������������������������Clearing House��Stock Exchange��Futures Exchange��



Note : After listing, the shareholdings in NewCo are likely to become more diverse as trading in the shares will allow public participation.











� 	Appendix I contains data demonstrating the development of global and Asian markets since 1988.

2 	Appendix II describes the principal trading and clearing bodies constituting the Hong Kong securities market operators.

3 	Appendix III contains tables summarising the position of members of the Exchanges before and after demutualisation and listing of NewCo.

4 	Appendix IV contains an organisational chart showing the position of NewCo in a demutualised structure.

5 	A 5% threshold is imposed in Australia; Singapore is proposing a 5% general threshold (increased to 10% for the strategic investors which are being brought in to facilitate the process).

1 	Source: Emerging Stock Markets Fact Book 1998. Unless otherwise stated, year-end figures quoted in this Appendix compare the period between year-end 1988 and year-end 1997.  While stock market performance data for Hong Kong and other FIBV member exchanges is available for 1998, comparable data for all markets relevant to this Appendix is not yet readily available in a convenient form and comparisons as at year-end 1998 have not been made.  In relation to Hong Kong, as at year-end 1998, market capitalisation was HK$2,675 billion (US$345 billion) and the SEHK was ranked 11th in the world and first in non-Japan Asia.  Annual turnover for the SEHK in 1998 was HK$1,701 billion (US$200 billion).  Source:  The Stock Exchange of Hong Kong Limited.  In relation to Hong Kong’s major competitors in non-Japan Asia which are FIBV members, market capitalisation as at year-end 1998 (and as against year-end 1997) was as follows: Taiwan – US$260 billion (down 9.7%); Singapore – US$95 billion (down 9.0%); Malaysia  – US$96 billion (up 2.5%) Source: FIBV.  The total market capitalisation of Shanghai and Shenzhen as at year-end 1998 (and as against year-end 1997) was US$236 billion (up 14.5%). Source: Monthly statistics reports published by Shanghai and Shenzhen stock markets for December 1998.

2 	GDP for 1997 was HK$1,339 billion. Source: Census and Statistics Department, Hong Kong SAR Government.

3 	Source: Hong Kong Stock Exchange Fact Books 1988-1997.

4 	Asian markets included Bangladesh, China, Hong Kong, India, Indonesia, Japan, Korea, Malaysia, Pakistan, Philippines, Singapore, Sri Lanka, Taiwan and Thailand.

� 	Eligibility for inclusion in each constituency is determined by reference to total transaction levy payments during the course of the 12 months ending on a specified day before the month in which the relevant annual general meeting is to be held.
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