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EXECUTIVE SUMMARY
INTRODUCTION

1 On the 25 July 2002, the Hong Kong Exchanges and Clearing
Limited (the HKEX) released a “Consultation Paper on Proposed
Amendments to the Listing Rules Relating to Initia Listing and Continuing
Listing Criteria and Cancellation of Listing Procedures’ (“the Consultation
Paper”) for public consultation. As part of the package, the HKEx
proposed that prices of listed companies’ shares quoted at below $0.5 should
be consolidated, failling which, after a series of procedures and possible
appedls, delisting may follow. There were a number of other proposed
criteria for delisting in the Consultation Paper. The consultation period was
to last until the end of August 2002.

2. On the 26 July 2002, 577 (or 76%) out of the 761 stocks listed
on the Main Board recorded a loss. The aggregate market capitalization of
stocks with a quoted closing price of $0.5 or below as of the 25 July 2002
(penny stocks) declined by $10.91 billion, representing about 10% of the
market capitalization of that sector and about 0.3% of the total market
capitalization of the Main Board. Sixty-six stocks (62 of which were penny
stocks) suffered a decline of 20% or more. The top loser saw a price
plunge of 88%. On the 27 July, the HKEX decided to extend the
consultation period to the end of October and, a day later, announced its
decision to withdraw Part C of the Consultation Paper, the section dealing
with “ Continuing Listing Eligibility Criteria” to be re-issued in October
2002.

3. The market reaction and concern expressed about the Incident
led the Financial Secretary (FS) to appoint a panel of inquiry to look into the
circumstances relating to the preparation and release of the Consultation
Paper. The Panel was asked to submit a report with conclusions and
recommendations by the 10 September 2002.

4. During the inquiry, the Panel received 71 written submissions
from 20 organizations and eight individuals, and interviewed 11 individuals.



MAJOR FINDINGS

5. The HKEX (i.e. the Listing Division and the Chief Executive)
was the main architect of the proposals contained in the Consultation Paper.
The Securities and Futures Commission (SFC), mainly the Corporate
Finance Divison, was intimately involved throughout the exercise in
providing detailed and comprehensive comments covering not only policy
but aso matters of detall. The SFC had an important influence in the
direction and content of the Consultation Paper. The proposed threshold of
$0.5 ultimately chosen by the HKEx was a direct outcome of the discussion
between the SFC and the HKEX.

6. The Chief Executive of the HKEx and, even more so, the SFC
Chairman were not directly involved in the day-to-day exchanges between
the HKEx and the SFC. The Chief Executive of the HKEXx, however,
provided direction on key issues, including the $0.5 threshold, and was kept
informed throughout of the progress.

7. The Listing Committee of the HKEx, edtablished as the
“ gatekeeper” for listing matters, was not involved until about two weeks
before the release of the Consultation Paper. The Chairman and the Board
of Directors of the HKEx had very little to do with the direction and details
of the Consultation Paper.

8. The Government became aware of the problems and issues
associated with penny stocks, and the quality of the securities market, from
about late 2000. It was kept in the genera picture, via the then Financial
Services Bureau, mainly by the SFC, but also by market participants and
later on by the HKEx as well. The Bureau, the Secretary for Financial
Services and the Treasury (the Secretary) and the FS were aware of the
HKEX s plan to issue a consultation paper covering a number of areas
including a revised delisting mechanism. The details of the proposals were
not discussed with the Government nor was its input sought. Summaries of
the proposals were supplied to the Bureau by the SFC and by the HKEXx on
the 10 July and the 17 July respectively.

9. The SFC had discussed the genera issues about the quality of
the securities market with the full Commission (December 2001 and May
2002), with its Shareholders Group (March 2002) and its Advisory
Committee (May 2002). There is no forma record of the HKEx having



conducted extensive informal consultation with outside parties on issues to
do with penny stocks or the proposals contained in the Consultation Paper.
There were, however, efforts since 2001 to keep the media informed of its
plans to introduce a modified delisting regime.

CONCLUSIONS

10. Our conclusions are set out in the following paragraphs.

Conclusion No. 1

11 There is overwhelming market and public support for the
improvement of the quality of the securities market in Hong Kong. There
Is a clear consensus that the authorities should work together to enhance
Hong Kong' s position as a premier internationa financia centre.

Conclusion No. 2

12. The authorities should press ahead with reform measures, and
not allow the Penny Stocks Incident to derail or dow down the ongoing
reforms.

Conclusion No. 3

13. Initiating and implementing reforms involve care, consideration,
sensibility and resolve on the part of those involved. Market practitioners
and the public have expressed a strong wish to be heard. The success of
market reforms depends on informed public debate.

Conclusion No. 4

14. The Government, the SFC and the HKEX have demonstrated
resolve to introduce reforms as soon as possible, although sectors of the

public may not share the authorities view on the desirability and pace of the
reforms.

Conclusion No. 5




15. The Penny Stocks Incident has confirmed the need to tackle the
problems associated with penny stocks. The Incident seemed to have been
the result of a combination of factors which fed on and magnified each other.
The release of the Consultation Paper by the HKEx may have been the
trigger for the plunge on the 26 July, but it was not the only factor.

Conclusion No. 6

16. The whole consultation would have been better managed if
more pre-consultation activities had been carried out and if the market had
been engaged in devel oping the concept and details of the proposals.

Conclusion No. 7

17. The HKEx and the SFC have worked diligently, and had
adhered to the well-established practices in the processing of smilar
consultation papers. With the benefit of hindsight, the HKEx could have
improved the arrangements had there not been certain structural obstacles,
including the lack of engagement of its consultation network, the somewhat
unclear role and expectation of the Listing Committee, the occasionally tense
relationship with the SFC, all of which prevented the HKEx from making
full and complete use of the knowledge, experience and expertise which
could have been available to it.

Conclusion No. 8

18. The reaction of the authorities after the 26 July and the
expectations and debate to do with the newly introduced accountability
system led to much criticism and discussion. There was a perception that
the roles of the Government, the SFC and the HKEx within the three-tiered
regulatory structure suffered from a lack of clarity over, in particular, the
delineation and division of responsibilities amongst the three parties.

Conclusion No. 9

19. There is overwhelming support for the continuation of the three-
tiered regulatory structure, which is considered to have served Hong Kong
well over the past 13 years. It may, however, be time for the structure to be
fine-tuned to ensure better co-ordination amongst the three layers.



RECOMMENDATIONS

20.
@

(b)
(©)
(d)
©

We recommend improvementsin five areas.-
engaging the market and the public;

assessing market reaction;
improving the consultation process;
reviewing the operation of the three-tiered structure; and

strengthening investor education and protection.

Engaging the Market and the Public

21.

We consider it important for the market and the public to be

engaged to the fullest extent practicable and as early as possible so as to
identify the key issues, build consensus, instill public confidence and
facilitate informed public debate.

22.

@

(b)

(©)

Building on the efforts already made, we recommend that:-

the HKEX, the SFC and the Government should make the most
constructive and efficient use of the existing consultation
channels including the HKEx Board, the Consultative Panels,
the Listing Committee and the SFC s Shareholders Group.
The HKEXx should consider setting up working parties on major
policy proposals;

the HKEx should consider increasing and improving liaison
with the stockbroking industry to increase its efficacy;

the HKEXx should ensure that the consultative network, whether
existing and new, should comprise key stakeholders including
investors, intermediaries, credit providers, issuers and those
who are able to represent the views of the investing public.
Specifically, the HKEx should consider setting up its own
consumer panel, shareholders group and groups for small-and-
medium sized financial intermediaries and enterprises; and



(d) the HKEx should consider, in appropriate cases, a two-staged
consultation process. conceptual philosophical stage and the
detailed proposa stage.

23. We welcome the initiatives taken by executives of the HKEX to
devise new mechanism to improve the process for sounding out the market
in the preparation of consultation papers on proposed changes to its Listing
Rules. We recommend that these discussions be continued and brought to
its Board of Directors as soon as possible.

Assessing Market Reaction

24. We recommend that:-

(@ in seeking the approval of the Listing Committee for the issue
of consultation papers, the HKEx should provide to the
Committee its analysis of the likely effect of the proposals,
particularly on the investing public, in sufficient detaill and in
good time to enable the Committee to fully consider the
proposals, make changes and to decide, ultimately, whether to
Issue the paper;

(b) in releasing consultation papers, the HKEXx should explain to
various stakeholders the likely effect of the proposals, in
particular on the investing public; and

(c) for consultation involving major policy ramifications or where
the issues affect other segments of the financial markets, the
HKEx and, where applicable, the SFC should bring these
matters to the attention of the Government at an early stage.

Improving the Consultation Process

25. We recommend that:-

(@ the duration of the periods for consultation should be
commensurate with the sengitivity, technicality and complexity
of the subjects under consideration;
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(b)

(©)

(d)

consultation papers should, where appropriate, contain general
discussions of the concepts. They should be designed to
encourage and alow the public to express their views on
general directions and possible options,

the HKEx should issue conclusion reports on consultation
papers, summarizing the views expressed in the representations
made, its observations and responses to those views as well as
its conclusions; and

the HKEx should continue and expand its reach-out
programmes.

Reviewing the Three-tiered Regulatory Structure

26.

The three-tiered regulatory structure itself is sound in principle,

but can do with refinements.  We recommend that the authorities:-

@

(b)

()

(d)

21.

critically review whether and if so, how the existing structure,
roles and operation of the Listing Committee can be improved,;

clarify the roles, responsibilities and procedures for processing
consultation papers and amendments to the Listing Rules;

strengthen the current liaison mechanism at senior levels of the
HKEx and the SFC; and

clearly identify the areas for joint consultation by the SFC and
the HKEX.

In the medium-term, the Government, the SFC and the HKEXx

should review how best to redefine the roles and functions over listing
matters with a view to increasing the effectiveness, efficiency, clarity,
fairness and credibility of the regulatory system.

28.

The Government should clearly position itself as a facilitator

and co-ordinator and not as aregulator. This role should be unambiguoudy
communicated to the industry and to the investing public to avoid fase
expectations.
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Strengthening Investor Education and Protection

29. We recommend that:-

(@ careful consideration should be given to how minority
shareholders rights should be protected; and

(b)  measures to enhance investor education be considered to enable
investors to make informed choices.

OTHER RECOMMENDATIONS

30. We recommend that the Government should, as a matter of
priority:-

(@ complete the review of statutory powers and functions currently
vested with the FS but exercised on his behaf by the Secretary
for Financial Secretary and the Treasury (the Secretary); and

(b) clarify the division of responsbilities and lines of commands

between the FS and the Secretary.
FINAL REMARKS
31 This inquiry should not be taken as a fault finding exercise.

We did not discover the serious cancer which we were led to believe existed.
Instead, we uncovered some instances of errors of judgment, some perhaps
even understandable in the circumstances, a few mishaps, examples of
miscommunication and some systemic wrinkles here and there. None of
the shortcomings we have identified are in themselves mgor. The
combination of circumstances, however, led to the unanticipated events of
the 26 July and the less than favourable public response to how the matter
was dealt with thereafter by the authorities.

32. To the regulators, investors and the economy as a whole, the
Penny Stocks Incident has been a costly lesson.  We should now let the past
take care of itself and move on. The Government and the regulators must
be on guard to avoid the recurrence of smilar incidents in the future. We
hope that lessons can be learnt and improvements put in place for the future.
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CHAPTER 1
INTRODUCTION

THE PENNY STOCKS INCIDENT

11 Penny stocks, micro-caps' and delisting mechanisms have been
receiving the attention of the securities industry and the media for the past
two years. Suggestions for reform were formally introduced to the public
on the 24 July 2002% when the Secretary for Financia Services and the
Treasury (the Secretary), in the context of announcing other measures,
mentioned that the Hong Kong Exchanges and Clearing Limited (HKEX)
would release a consultation paper which would dea with issues to do with
listing and delisting on the 25 July 2002.

1.2 At about noon on the 25 July 2002, the HKEx conducted a press
briefing to introduce its “ Consultation Paper on Proposed Amendments to
the Listing Rules relating to Initial Listing and Continuing Listing Eligibility
and Cancellation of Listing Procedures’ (“the Consultation Paper”). The
HKEx recommended, among other things, a revised mechanism to delist
companies which fail to meet what were described as continuing listing
eigibility criteria.  As part of the package, the HKEXx proposed that stocks
with share prices quoted at HK$0.50 or below should be consolidated,
failing which, after a series of procedures and possible appeals, delisting
may follow. The consultation period commenced on the 26 July, and was
to end by the 31 August.

13 The Consultation Paper did not have any mgor impact on the
securities market on the afternoon of the 25 July. When trading
commenced at 10:00 am. on the 26 July (Friday), all was relatively normal
until around 10:45 am. Thereafter, for about an hour, there was a large

1 Thereisno official definition of “penny stock” and “micro-cap” in Hong Kong. Recently, the term
“penny stocks’ has been used to describe stocks which trade at below a certain price, say $0.5.
“Micro caps’ are usually those companies with small market capitalization. There is no standard
definition. The figures of HK$100 million or US$20 million have both been used.

2 On 24 July 2002, the Financial Services and the Treasury Bureau, the Hong Kong Securities and
Futures Commission and the Hong Kong Exchanges and Clearing Limited conducted a joint press
briefing announcing a package of measures to improve the listing structure and procedures. This did
not include proposals relating to delisting.



sell-off of stocks, leading to prices tumbling. Out of the 761 stocks® listed
on the Main Board, 577 (or 76%) recorded aloss, 151 (or 20%) had no price
change and 33 (or 4%) made gains. Of the 370 penny stocks (i.e. stocks
with closing prices at or below $0.5 on 25 July), 283 (or 76%) recorded a
loss, 75 (or 20%) was unchanged and 12 (or 3%) increased in price. The
aggregate market capitalization for penny stocks declined by $10.91 hillion,
representing about 10% of the market capitalization for that sector and 0.3%
of the total market capitalization of the Main Board. Sixty-six stocks (62 of
which were penny stocks) suffered a decline of 20% or more. The top loser
saw a price plunge of 88%.

14 In view of the strong market reaction, the Secretary and,
separately, the Hong Kong Securities and Futures Commission (SFC) and
the HKEX stressed on the 26 July that the proposal was only part of a market
consultation exercise. They stressed that it would take a few months to
formulate the rules for implementation, and even if new rules were to be
adopted, there would be a 12-month transtional period before they are
implemented. On the 27 July, the HKEXx announced its decision to extend
the consultation period to the 31 October. A day later, the HKEx
announced its decision to take out the whole of Part C of the Consultation
Paper on continuing listing criteria as part of the current consultation. The
HKEXx undertook to strengthen the proposals and publish a supplementary
paper by the end of October and would alow the public another three
months to express its views.

15 Whilst stock prices stabilized after the 29 July, the incident
continued to generate widespread disquiet. Against this background, the
Financial Secretary appointed a pand to look into the incident and to
recommend measures for improvement.

APPOINTMENT OF THE PANEL

1.6 On the 31 July 2002, the Financial Secretary announced the
appointment of a panel of inquiry to look into the circumstances relating to
the preparation and release of the Consultation Paper on 25 July 2002.

1.7 The terms of reference of the Pandl were:-

% Thisfigureincludes tradable stocks and excludes suspended shares.
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(@ To examine the existing procedures for the preparation and
making of new or amended Hong Kong Exchanges and
Clearing Limited (HKEX) rules and regulations, including the
process of consultation with the trade and the public;

(b) Having regard to the findings in (a), to review the arrangements
for the preparation and release of the Consultation Paper;

(c) To make recommendations as to the measures to be adopted to
Improve where necessary the co-ordination in and procedures
for the preparation and making of similar rules and regulations
in the future, including the process of consultation with the
trade and the public; and

(d) To submit a report with conclusons and recommendations to
the Financia Secretary by 10 September 2002.

SCOPE OF THE INQUIRY

18 It became apparent to us from the very beginning that the issues
of concerns surrounding the penny stocks incident were many and varied.
We were on a very tight schedule and even if the terms of reference had
permitted, we would not have been able to cover more than we have.
Clearly we would not have been able to consider all the rules of the HKEX or
Issues of compensation. At the same time, encouraged as we were by the
public uterances of the Financia Secretary and the Chief Executive of the
HKSAR after our appointment, we felt able to consider various matters of
public interest and concern which may not, on a very strict reading, be
within the scope of the words employed in the Terms of Reference.  We fdt
that it was important and necessary to supply the necessary background and
context without which our report would have been less meaningful. While
we obviously could not venture beyond our mandate, we felt able to construe
our remit fairly generousdy where necessary. We anticipate that there may
still be those who would say that our focus has nonethel ess been too narrow
and some who would say we have cast our net too widely.

19 Within the time and with the resources available to us, and
given that we have been appointed to look into fairly specific areas, we felt
that while we could take a broad view in a number of instances, we
nevertheless had to adopt a baanced approach and be guided by the



framework of the Terms of Reference. In the end, within that framework,
we decided that we would:-

@
(b)

1.10

cover the Listing Rules of the HKEx; and

focus this inquiry on the background and arrangements for the
preparation and release of the Consultation Paper. The
substantive issues or the merits of the proposals would, in any
event, be outsde the Terms of Reference, however broadly
construed.

Besides, there are the consultation exercises being conducted

and to be conducted by the HKEX, between now and the end of October and
beyond. Any extensive consultation, which we believe would be desirable
and necessary, would be beyond our remit and resources and not something
we could have accommodated within the time designated. All we would
say, at this stage, is that the proposals deserve full and open discussion and

debate.

MODUS OPERANDI

111

@

(b)

(d)

112

To discharge our task, we-

collected al available public documents and media reports on
the Penny Stock Incident, some of which going back to the
beginning of 2001,

invited al parties directly or indirectly involved in the incident
to provide detailed chronologies, written statements, copies of
relevant documents and suggestions for improvement;

invited interested parties to provide written submissions; and

conducted meetings with those who had some involvement or
participation in the events.

During the inquiry, the Pand received 71 written submissions

from 20 organizations and eight individuals. Included among the
respondents were all those individuals and bodies who made representations



to the LegCo Panel on Financia Affairs on the 31 July 2002, major
organizations associated with the financia services industry in Hong Kong,
members of the Legidative Council and many individuals who were
prepared to share their views with us. The Pand interviewed 11
individuals.

113 Where appropriate, the Pand provided undertakings to
respondents who requested that submissions from them would be used only
for the purpose of the inquiry and would be treated in the strictest confidence.
The Panel further undertook, in some instances, at the request of certain
respondents, to refrain from quoting from their submissions without their
written permission. For these reasons, we have not appended any of the
submissions to this report. None of the protagonists, save for the HKEX,
requested similar undertakings. And the HKEx only requested
undertakings in respect of senditive information which we thought
reasonable in the circumstances.

1.14 All the submissions were carefully reviewed and, in many
Instances, additiona information and clarification were requested from the
respondents. The facts presented and views expressed in the submissions
and in meetings with us and the voluminous documentation supplied to us
formed the basis of our consideration of the issues involved. We express
our gratitude to all those who have participated in the inquiry, supplied
information or offered views and advice to us. Their names are set out at
Annex 1.1.

STRUCTURE OF THE REPORT

115 This report is divided into three parts. The first part sets out
the background of the regulatory framework of the securities industry. This
became necessary when, in the course of our inquiry, we detected much
misunderstanding and some misguided commentary and criticism. We feel
that fairly full background information is desirable to facilitate a detailed
analysis and understanding of the Penny Stocks Incident and related issues.
The second part describes the preparation and release of the Consultation
Paper up to the appointment of this Panel. It highlights the interaction
amongst the various parties and the circumstances surrounding the whole
event. The third part summarizes key findings and recommendations of the
Pand.



CHAPTER 2
OVERVIEW OF THE HONG KONG STOCK MARKET

INTRODUCTION

2.1 This chapter provides a brief overview of the Hong Kong stock
market, summarizes the problems relating to penny stocks or micro caps, and
identifies certain key stakeholders in the securities market.  We believe this
would be useful to the consideration and understanding of the events leading
up to the preparation and release of the Consultation Paper. It would aso
be essentia background when we come to suggest improvements for the
future.

OVERVIEW OF THE HONG KONG MARKET

2.2 As at the 30 July 2002, there were 934 companies* listed on the
Hong Kong stock market, with an aggregate market capitalization of
HK$3,868 hillion. Thisincludes 790 companies trading on the Main Board,
with market capitalization of HK$3,802 billion (or 98% of the total), and 144
lisings on the Growth Enterprise Market (GEM), with a market
capitalization of HK$66 billion (or 2% of the total). The HKEX is the only
exchange company in Hong Kong.

2.3 Based on a study conducted by the SFC>, the performance and
ranking of the Hong Kong market on the international scale in 2001 are as
follows:-

4 The number excludes warrants, |-shares and Nasdaq stocks but includes listed companies which were
still suspended as at 30 July 2002. For companies under suspension, their market capitalization was
based on closing prices prior to suspension multiplied by the units of issued share capital.

5 “Quality of the Hong Kong Market — A Qitical Review”, the SFC, 12 December 2001. The data
show the position as at 2001.



Performance Indicators The HKEx Ranking in the
World
Total market capitalization $438 billion 10"
Total turnover for first 9 months in 2001 $188 billion 17"
Turnover velocity® 0.47 26"
Funds raised $117 billion 7"
Weighting in world investment portfolios’ 0.7% of total 14"

PENNY STOCKS OR MICRO CAPS

2.4

Despite certain undoubted achievements of the Hong Kong

market, the market and the SFC have had concerns:-

@

(b)

(©)

The market is heavily dependent on a few issuers. As of end
May 2002, the seven largest companies accounted for 52% of
our market capitalization. They also contributed 37% of the
total turnover during the first five months of the year.

Turnover is low. Twenty six percent of the companies listed
on the Main Board had average daily turnovers of less than
$100,000 in 2001.

There are many stocks with low trading prices, (i.e. penny
stocks) and many with small capitalization (i.e. micro cap). As
a the end of May 2002, about 73% of stocks in Hong Kong' s
Main Board traded below US$0.2, compared to 57% in
Singapore, 54% in Austrdia, 20% in London and Taiwan,
below 1% in Tokyo and Korea, and none in New York or
Mainland China. Among all the listed companies on the Main
Board, 95 companies, or 12% of the total, have individual
market capitalizations of less than HK$100 million, the

Turnover velocity is turnover divided by market capitalization. The figure represents the average for

the nine months ended 30 September 2001.

After the re-balancing of the Morgan Stanley Capital Investment (MSCI) World Index to account for
free float.




minimum required for initial listing. Details are shown
bel ow:-

(2) 3)
Aggregate Aggregate
Price as at €)) Daily Market 4
end-May Stocks in Turnover Capital- Companies
2002 Hong Kong (Note 2) ization Reported a %
(HKS) (Note 1) % (HK$ % (HKS % Net Loss @/(1)
million) billion)
Below 0.01 10 1.3% 18 0.0% 17 0.0% 10 100.0%
0.01+to 0.1 97 12.4% 105.5 1.5% 20.1 0.5% 76 78.4%
0.1+ t0 0.5 249 31.9% 3914 5.6% 95.9 2.4% 145 58.2%
05+tol 127 16.3% 311.9 4.5% 85.3 2.1% 39 30.7%
Above 1 298 38.2% 6184.7 88.4% 3788.4 94.9% 37 12.4%
Total 781 100.0% 6995.3 100.0% 3991.3 100.0% 307 39.3%
Source: The HKEx Monthly Trading Statistics
Notes: 1 Excluding six companies under delisting procedures
2 Based on turnover in January to May 2002
2.5 For the past two years, commentaries in the media and views

expressed in the market combined to urge the relevant authorities to tackle
the issue of penny stocks. The following are some of the concerns raised:-

@

(b)

(©)

Since the Automatic Order Matching and Execution System
(AMYS) of the HKEx cannot accommodate trading below one
cent, trading of many penny stocks has to be done by brokers as
odd lots manualy via the Semi-automatic Matching System
(SAM). This increases the possbility of mistakes in inputting
trading orders and brokers have to bear the risk of loss if they
are unable to rectify the errors.

Trading on the SAM is not as transparent as on the AMS.  Itis,
therefore, undesirable for an issuer’ s shares to be traded on the
SAM for a prolonged period.

Penny stocks are prone to market manipulation since a small
amount of capital and a few trades may suffice to move the




2.6

(d)

©

(f)

@)

price, and a small movement in share price can lead to a
significant percentage change.

There were many instances of intentiona reduction of share
prices, through stock splits, rights issues and other fund raising
activities carried out to the detriment of the minority interests.

Whilst a shar€ s listed price is not necessarily an indicator of a
company’ s quality, some companies trade at low prices because
of weak fundamentals, either because they are loss-making® or
because they have a small or reduced asset base. The
proliferation of low-quality penny stock companies is
consdered by many as a blot on Hong Kong s image as a
premier financial centre.

Stocks with low share prices are wrongly perceived by the less
well-informed as cheap. Some smal investors are aso
tempted to buy these stocks on a punt.

The charging structure is such that the transaction costs in
percentage terms for penny stocks are higher than those for
higher priced stocks. The burden on investors is therefore
disproportionately larger.

Having regard to what other leading markets do to maintain

quality, there was a widely felt need to improve the quality of the
Hong Kong market by:-

@

actively identifying quality candidates for listing from other
jurisdictions and devoting efforts to attract them to the
Hong Kong market;

According to the SFC s Paper “Quality of Market and the Case for More Effective Delisting
mechanisn (July 2002), market cap and stock price are negatively correlated with financial
performance of the listed companies. 72 out of the 95 companies with market cap below HK$100
million were loss-makers, whereas only 2 out of the 71 companies with market cap larger than HK$5
billion reported losses. Among the 107 companies with prices below HK$0.1, 86 or 80% were
reporting losses, compared to 12% for companies traded above HK$1.
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(b) ensuring proper “gate-keeping” through more stringent initia
listing requirements as well as strict enforcement of disclosure,
corporate governance and other regulatory rules; and

(c) amending existing delisting rules and introducing meaningful
continuing listing requirements to weed out poor-quality

companies and to signa that questionable businesses are not
welcome.

KEY STAKEHOLDERS IN THE SECURITIES INDUSTRY

Interested Parties

2.7 Apart from the Government, the SFC, the HKEX and the issuers,
there are three main interested parties in the securities market namely,
Investors, securities intermediaries and credit providers.

Investors

2.8 According to a recent survey conducted by the HKEx®, 93% of
the trading on the Hong Kong cash market'® is on shares. In terms of
trading value, overseas ingtitutional investors and loca retail investors are
the two magor contributors, accounting for 38% and 36% respectively.
Local retail trading has always had a large share, though the ratio has
fluctuated over the past decade from about one-third to over 50%, depending
on market sentiment. Local ingtitutional investors account for 19%'.
Loca retail investors make up the largest numbers of customers. It is
thought that there were over one million retail investors in the Hong Kong
stock and derivatives marketsin 2001. Or, to give it more perspective, one
out of five adults in Hong Kong invested in stocks or derivatives. This
figure is more than twice the ratio of 9% in 1992.

The five surveys conducted by the HKEXx are (a) Cash Market Transaction Survey; (b) Derivatives
Market Transaction Survey; (c) Retail Investor Survey; (d) Derivatives Retail Investor Survey; and (€)
Primary Market Survey. Latest reports on al of the above surveys are available on HKEX s website
(http://www.hkex.comhk/research/research.htm).

10 Cash market includes shares, warrants, debt instruments, unit trusts and Exchange Traded Funds.

' The data are extracted from an article in the SFC Quarterly Bulletin Summer 2002 “ Increasing Investor

Participation: Insights from the HKEx Surveys . Principal trading and overseas retail investors
accounted for 4% and 3% respectively. The Bulletin is available on the SFC's website

(http://www.hksfc.org.hk/eng/press releases/html/index.html).
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Securities Intermediaries

2.9 As a 30 June 2002, there were 715 securities intermediaries
including 707 securities dedlers and eight margin financiers. Based on the
SFC's laest survey'?, securities intermediaries employed about
17,000 people in 2001. 41% of these employees worked in firms with
fewer than 50 staff, 27% in medium sized firms of 51 to 200 people and the
remaining 32% in firms with over 200 staff. In 2001, the total value of
transactions in securities amounted to $7,248.8 hillion'®, representing an
annual increase of 41% over 2000. However, from responses collated by
the SFC, net profits of securities intermediaries had dropped substantially
(by 90% from $4,290 million in 2000 to $429 million in 2001). Brokers
complain of declining turnover and increasing competition from banks.
Small-and-medium-sized firms were hit the hardest.

2.10 Similar to other mature markets, margin trading is now active in
Hong Kong. In June 2002, there were 571,534 active cash clients and
57,358 active margin clients. Margin financiers, most of whom are also
securities deders, are bound by the Financial Resources Rules approved and
administered by the SFC to ensure adherence to prudent capital adequacy
ratios.

Credit Providers

211 Credit providers, mostly financial inditutions, also play an
important role. They are the ultimate source of finance. Investors,
securities dealers and margin financiers often use shares as collatera for
bank loans. Fluctuations in share prices have implications on the vaue of
collateral and the statutory ratios of financia institutions. Banks are also
increasingly competing for securities business.

OBSERVATION

212 The authorities and the various stakeholders acknowledge the
need to improve the quality of the Hong Kong securities market. The crux
Is how best to achieve this. The success of any major proposals hinges on

12 Business Activities Surveys on Securities/Futures | ntermediaries and Exempt Persons conducted by the
SFC for October 2001. The response rate was 88%.

¥ Thevalue of transactionsincludes trading equities and bonds both in Hong Kong and overseas.
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the concerted efforts of many stakeholders whose size, nature of business
and interests may be very different. Furthermore, as the securities and
banking sectors are both involved, regulators have to be mindful of the
possible knock-on effects on other sectors of the economy.
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CHAPTER 3
THE THREE-TIERED REGULATORY FRAMEWORK
FOR THE SECURITIES AND FUTURES INDUSTRY

INTRODUCTION

3.1 This chapter outlines the three-tiered regulatory framework for
the securities and futures industry and describes the roles of the Government,
the Hong Kong Securities and Futures Commission (SFC) and the
Hong Kong Exchanges and Clearing Limited (HKEX).

THE THREE-TIERED REGULATORY FRAMEWORK

Origin of the Three-tiered Structure

3.2 The existing regulatory framework for the securities and futures
industry is a “ three-tiered structure”. Its genesis can be traced back to the
recommendations of the “Report of the Securities Review Committeg’ (the
“SRC Report”) published in 1988, The three-tiered structure is reflected
in the Securities and Futures Commission Ordinance (Cap. 24), the
Exchanges and Clearing Houses (Merger) Ordinance (Cap. 555), and the
recently enacted and substantially recast Securities and Futures Ordinance
(Cap. 571) and other related legidation.

3.3 We would note that while this structure is commonly referred to
as the “three-tiered regulatory structure’, we do not think that it is an
accurate description of the roles and functions of the three constituent bodies.
For one thing, the role of the Government cannot, with any regard for the
accurate use of language, be described as a regulator in the commonly
accepted sense. The SFC is clearly a regulator, but its position is not
without its unusual features, some of which we will look at later. Similarly,

14 Following the stock market crash in October 1987, the then Governor appointed the Securities Review
Committee (SRC) headed by Mr lan Hay Davison to review, among other things, the constitution,
powers, management and operation of the government offices responsible for regulating respectively
the securities and futures markets at the time; and to recommend changes that were desirable to ensure
the integrity of the markets and to protect investors. The SRC published its Report in May 1988 and
recommended, among other things, the establishment of a new market regulatory outside the civil
service to replace the then Securities Commission, the Commodities Trading Commission and the
Office for Securities and Commodities Trading.
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the HKEXx, athough commonly described as the “front-line regulator’, is
only a regulator in a limited sense since it possesses no statutory powers of
investigation and its powers, such as they are, are conferred by the Listing
Agreement entered into by issuers seeking a listing. In other words, the
source of the HKEX s regulatory powers is in contract. There are those
who would consider it a straining of language to describe a party with the
right to enforce a contract as a regulator even though that contract relates to
listing and an issuer s obligations and duties under it. We note that, on
occasions, in material emanating from the HKEX, instead of describing itself
asthe “ front-line regulator’ , the HKEx often describes part of its functions
as* administering the Listing Rules”.

34 The essence of this structure is that the operation of the market
should rest with a market operator (i.e. the HKEX) close to the market under
the watchful eyes of an independent regulator (i.e. the SFC) staffed with
personnel equipped with the requisite expertise and market experience.
The Government maintains a broad policy interest and concern in the
development of Hong Kong s financial markets as part of Hong Kong s
economy.

The First Tier — The Government

35 At the first tier, the Government has overal responsibility under
Article 109 of the Basic Law to provide an appropriate economic and legal
environment for the maintenance of Hong Kong as an internationa financial
centre. Consistent with the spirit of the SRC report and international
practices, the Government distances itself from the day-to-day regulatory
function. It performs its function by appointing the SFC and making sure
that the SFC is, and is seen to be, a credible and independent regulatory body
vested with the necessary power and equipped with professional expertise to
discharge its duties. The Government s non-interference in the market
place, unless exceptional circumstances obtain, is, in common with the views
contained in the submissions to us, a practice we believe ought to be
maintained.

3.6 The role of the Government is underscored in the recent debate
on the Securities and Futures Ordinance 2002. As the Administration
explained to the Bills Committee on Securities and Futures Bill and Banking
(Amendment) Bill 2000:-
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3.7

directions.

“The Government recognizes that while delegating its
regulatory responsibilities to the SFC, it cannot delegate
to the SFC al its accountability to the public for a
properly regulated securities and futures market. The
public expects that the Government has a duty to ensure
that the SFC does its job properly, and that the
Government will be held ultimately accountable if the
SFC fals down on its job. The public aso expects that
the Government should play an effective role in co-
ordinating among the various financial sector regulators
as financia ingtitutions become increasingly involved in
multi-sector services, and responding to the rapid
changes in the financial system. This goes beyond the
regulatory remit of the SFC, as its functions and powers
cover basicaly the securities and futures market, and
hence may not alow it to address matters which straddle
different financial sectors and affect the economy as a
whole.”

One of the focal points in the debate in the Legidative Council
was whether the Government should have a reserve power'® which, among
other things, would enable the Chief Executive (CE) to give the SFC written
The power envisaged would only be exercised after
consultation with the Chairman of the SFC, upon being satisfied that it isin
the public interest to do so, and in furtherance of any of the SFC' s regulatory
objectives or the performance of any of its functions. The provision is
viewed as a “tool of last resort” for the Government. As the then Secretary

for Financial Services, Mr Stephen Ip, explained:-

“The reserve power can be exercised by the Government
only in extraordinary emergencies to safeguard public
interest. Probable cases include failure of checks and
balances, improper performance of duties by the SFC or
fluctuations in the financial market that warrant prompt
action by the Government to stabilize the financia

15

Paper No. 2B/01 presented to the Bills Committee on Securities and Futures Bill and Banking

(Amendment) Bill 2000 on 4 May 2001.

16

The reserve power covers, among other things, the power set out in section 11 of the Securities and
Futures Ordinance (Cap. 571).
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market with the co-operation of the SFC and other
regulators.”*’

3.8 The Government likens the reserve power to “a nuclear
deterrent against any malfunctioning on the part of the SFC’ and is the only
statutory tool available to the Government for the effective application of
remedial measures in a critical situation. Quoting William O Douglas, a
former Chairman of the US Securities and Exchange Commission, and later
an Associate Justice of the United States Supreme Courts, “[government]
would keep the shotgun, so to speak, behind the door, loaded, well oiled,
cleaned, ready for use but with the hope it would never have to be used.” '8

3.9 Regarding the public perception of the Government s role, the
then Secretary for Financial Services added that:-

“During the consultation period of two years or so, the
market participants and the public did not raise any
opposition to [the proposed reserve power], which
reflects that the public expects the Government to ensure
the stability of the financial market.”

3.10 Dissenting views in the Legidative Council (LegCo) were
cogently and vociferoudy expressed that “an independent regulating
authority, free from politica interference, is fundamental to a modern
regulatory system which commands respect and confidence.  The
regulatory authority must not only be independent, but clearly seen to be
independent.”'® We see the force of those general sentiments.

17 Speech by Mr Stephen IP, then Secretary for Financial Services, at the meeting of the Legislative
Council on 13 March 2002 to move the resumption of second reading of the Securities and Futures
Ordinance and a Consequential amendment to Clause 11 of the Bill.

8 william O Douglas, “ Democracy and Finance” , 1940.

1 Speech by Dr. the Hon Margaret NG at the meeting of the Legislative Council on 13 March 2002 on
the Consequential Amendment to Clause 11 of the Securities and Futures Bill 2000.
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311 In deliberating on the appropriate distribution of powers
between the Government and the regulatory bodies, the Bills Committee on
the Securities and Futures Bill and Banking (Amendment) Bill studied the
accountability arrangements for regulators in the UK and the US®. In the
UK, the Financia Services and Markets Act 2000 (FSM Act), which went
into force in December 2001, established the Financial Services Authority
(FSA) as an independent regulator for the financia market. While
members of the FSA Board are appointed by, and may be removed by, the
Chancellor of the Exchequer, there is no provison in the FSM Act which
empowers the Treasury or the executive branch of the government to give
directionsto the FSA. Instead, the Act stipulates other checks and balances
such as empowering the Treasury to commission inquiries into the FSA' s
regulatory activities of public concern, requiring FSA to give evidence to
Parliament periodically, and appointing an independent review on resources
management of the FSA.

312 Similarly in the US, the securities and futures markets are
regulated by the independent Securities and Exchange Commission and the
Commodities Futures Trading Commission respectively. Their
Commissioners are appointed by the President with the consent of the Senate.
They are required to make reports to Congress and to attend hearings
regularly. However, Congress has no power to interfere with the work of
these bodies. Neither the executive branch nor the legidature has any
power of direction over the Commissioners. The report of the delegation of
LegCo members noted that legidation in the UK and the US do not confer
upon the executive branch of the government any overriding power to direct
the activities of the regulators. The checks and balances are ensured, not
through reserve power of the government but through the power to appoint
and require the bodies to make reports and give evidence to the legidature.

3.13 Recognizing the differences in the constitutional frameworks
governing the operation of market regulators in other places, a LegCo
majority, on baance, accepted the Administration s proposal to retain

2 |n April 2001, the LegCo Panel on Financial Affairs and the Bills Committee on Securities and Futures
Bill and the Banking (Amendment) Bill 2000 visited London, Washington DC and New Y ork to study
the financial systems of the United Kingdom and the United States of America. Details of the
findings are set out in the “ Report on the Financial Systems in the United Kingdom and the United
States of America’” published in June 2001. The Bills Committe€ s conclusions, having regard to the
findings of the study, are included in the Report of the Bills Committee on Securities and Futures and
Banking (Amendment) Bill 2000 (LC Paper No. CB(1)1217/01-02) on 5 March 2002.
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reserve powers over the SFC in order to perform its roles as the “ watchdog
to the watchdog’.

314

To summarize, the Government should be kept free from the

day-to-day regulatory functions. It should focus on the following—

@

(b)

()

(d)

©

It should keep the regulatory framework under constant review
and to maintain fair, transparent and orderly markets. lIts role
Is also to promote public confidence in the markets and to
secure  appropriate degrees of investor protection and to
minimize market misconduct.  Further, it should facilitate
market innovations and competitions and act to enhance
Hong Kong s position as a premier international financia
centre?*;

It should ensure that there are sufficient checks and balances
within the system;

It should act as co-ordinator of the various regulators of the
different financial sectors;

It has reserved for itself powers in exceptional cases or in
emergencies, which should be used only where there are cases
of failure of the checks and balances, improper performance by
the SFC or fluctuations in the financial markets which warrant
prompt action by the Government to stabilize the financial
markets and Hong Kong s economy with the co-operation of the
SFC and other regulators; and

In other words, the Government should be a facilitator and co-
ordinator, amongst other things, rather than a regulator. It
should provide the sound environment under which
Hong Kong s financial markets can develop and prosper. It
should not intervene, save in exceptional circumstances. This,
by and large, is dso the Government' s view of its role and a
view shared by most.

2L Speech by Mr Stephen Ip, then Secretary for Financial Services, at the meeting of the Legislative
Council on 13 March 2002.

- 18 -



The Second Tier — The SFC

3.15

At the second tier is the SFC, which serves as the watchdog of

market operators. Operators include the exchanges and clearing houses
(now merged), as well as market intermediaries. Established by the
Government in 1989, the SFC was designed in line with the following
recommendations of the SRC Report:-

@

(b)

()

(d)

3.16

The SFC should be a statutory body completely outside the civil
service and to have adequate staffing and funding. It should
be accountable to the Administration. While it is not part of
the civil service, it should be part of the wider Government
machinery;

While the Government should continue to provide an overview,
al the statutory regulatory powers should be vested in the SFC
in order to ensure its independence;

To avoid undermining the SFC s independence, the
Government should not be represented on its board or advisory
committees; and

The role of Government should be to ensure that the SFC does
its job properly. Only if the SFC fails should the Government
be free to reach an independent view as to what is the right
course of action.

In line with the SRC recommendations, the Government

introduced the following safeguards:-

@

(b)

(©)

The Chief Executive of the HKSAR (CE) appoints the
Chairman and other directors of the SFC board and has the
power to dismiss them;

The CE is able to give the SFC directions in exceptiona
circumstances;

The SFC has to present an annual report and its statement of
accounts to the CE who would lay them before the Legidative
Council;
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(d)

©

3.17

The SFC Advisory Committee should be appointed by the SFC
with the approval of the CE; and

The SFC should develop and submit its annua budget to the
L egidative Council.

In addition, the Government introduced the following checks

and balances:-

@

(b)

(©)

(d)

(f)

3.18

Fees and charges levied by the SFC are required to be set out in
subsidiary legidation and subject to negative vetting by the
L egidative Council;

The more important decisions of the SFC have to be made by
the full board of the SFC, and are not delegable unless with the
approval of the Legidative Council;

An independent Securities and Futures Appeals Panel (SFAP) is
established to hear appeds from parties aggrieved by certain
decisons made by the SFC. Under the newly enacted
legidation, the SFAP is upgraded to a Securities and Futures
Appea Tribunal, which will be chaired by a judge and operated
on afull-time basis with an expanded remit;

Judicia review by the Court of First Instance of the SFC
decisionsis available;

Complaints against the actions of the SFC or any of its staff
may be lodged with the Office of the Ombudsman; and

A Process Review Pandl (PRP) was appointed in November
2000 to review internal procedures of the SFC to ensure that
they are fair and reasonable. The PRP has to submit its report
to the Financial Secretary with a view to its publication subject
to the SFC s statutory secrecy obligations.

In practice, the SFC is the principa regulator of the securities

and futures market. It acts independently in performing its regulatory
functions, and is not required to be answerable to the Government on its day-
to-day exercise of regulatory powers. The dightly unsatisfactory feature is
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the relative inability of the SFC to regulate listed issuers with which it has no
contractua relationship. The Situation has been improved somewhat with
the implementation earlier this year of the dud filing system so that at |east
the SFC has some basis for monitoring listed issuers. Otherwise, it is only
when, sometimes fortuitoudly, the Takeovers Code provisions are triggered
that the SFC has the jurisdiction to intervene in corporate irregularities of
listed issuers.

3.19 Implicit in the system is the belief and the foundation that the
SFC has, or should have, professional expertise, knowledge of loca market
conditions and international good practices, a sound mechanism to gauge the
views of stakeholders, as well as the credibility and vigilance to perform its
functions effectively. Should the SFC not possess or be denied any of
these attributes, the checks and balances will be undermined. By and large,
our inquiries confirm the efficiency of the SFC and the existence of those
important attributes in its role as regulator.

The Third Tier — The HKEx

3.20 At the third tier, and closest to the ground, the market operators
play a self-regulatory role and perform certain public functions, such as risk
management and market survelllance. As we mentioned earlier, the HKEX
Is not vested with any statutory investigatory powers and has to rely on the
terms of the listing agreements entered into by issuers. At present, there is
only one exchange in Hong Kong (the HKEX). To increase
competitiveness and to meet the challenges of an increasingly globalized
market, the Stock Exchange of Hong Kong Limited, Hong Kong Futures
Exchange Limited demutualised and together with Hong Kong Securities
Clearing Company Limited merged under a single holding company, the
HKEx. The merger was completed on the 6 March 2000 and the HKEXx
listed its shares on the Stock Exchange on the 27 June 2000.

3.21 As a sdf-regulator, the HKEX is responsible for ensuring an
orderly and fair market in securities and futures contracts traded on or
through the HKEX. It must also ensure that risks are managed prudently.

3.22 The HKEX is subject to checks and balances including the
following :-
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@

(b)

(©)

(d)

©

3.23

Under the Merger Ordinance (Cap. 555), the HKEx mugt act in
the interest of the public, having particular regard to the
Interests of the investing public;

The Government has the power to appoint a specified number
of members to the Board of the HKEX;

The SFC is the statutory regulator of the HKEXx including its
wholly owned subsidiaries of the Stock Exchange of
Hong Kong, the Hong Kong Futures Exchange, and the
Hong Kong Securities Clearing Corporation Limited. The
SFC is responsible, in general, for supervising and monitoring
the activities of the HKEx. The SFC, as the regulator, may
serve “redtriction notices’ and “suspension orders’ on the
HKEX;

The SFC may direct the HKEX to cease to provide or operate
specified facilities or services in emergencies; and

The SFC is empowered to gpprove any new or amended listing
rules before they can be implemented.

The SFC and the HKEXx have signed four mgjor Memoranda of

Understanding (MOU)# in the past two years, in not dissmilar items, to
facilitate a co-operative working relationship between the parties. Under
the MOU, in seeking the SFC s approva for any amendments to the Rules of
the HKEX, it must engage the involvement of the relevant SFC staff at a
stage of the amendment process which will reasonably enable the SFC to

2  TheMOUsare —

(@ Amended and Restated MOU Governing Listing Matters (6 March 2000), Amended and Restated
Addendum to MOU Governing Listing Matters (6 March 2000); and First Supplement to the MOU
Governing Listing Matters (21 August 2000);

(b) MOU for the Listing of Hong Kong Exchanges and Clearing Limited on The Stock Exchange of Hong
Kong Limited (19 June 2000);

(c) MOU on Matters Relating to SFC' s Oversight, Supervision of Exchange Participants and Market
Surveillance (20 February 2001); and

(d) MOU for the Listing of Hong Kong Exchanges and Clearing Limited on The Stock Exchange of Hong
Kong Limited (22 August 2001).
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have sufficient knowledge of the nature of the proposed amendments and to
raise issues of concern®.

REVIEW AND REFINEMENT

324 Since the introduction of the three-tiered regulatory framework
in 1989, there has not been any maor review of the structure, though
refinements have been made especidly in the enactment of the Securities
and Futures Ordinance 2002.

3.25 Until the sdll-off of penny and small-cap stocks on the 26 July
2002 following on from the publication of the HKEx Consultation Paper the
day before, there has not been too much unhappiness over the structure,
which is based on a solid foundation and has worked reasonably well.

3.26 Clearly, even prior to the 26 July 2002, there are those within
the financial services industry who would voice the occasional complaint
over, for instance, the lack of engagement by the HKEx of brokers, some of
whom claim to be ignored, and the perceived excessive powers of the SFC.
This should occasion little surprise. There would be something very wrong
with the regulators if all those regulated have nothing but praise for them.

3.27 Our considered view is that the three-tiered regulatory structure
itself is sound. We refer later to certain areas in which we have received
representations and over which we suggest for consideration some
refinements and improvements.

Z  Annex V to the MOU on Matters Relating to SFC s Oversight, Supervision of Exchange Participants
and Market Surveillance (20 February 2001).
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CHAPTER 4
ORGANIZATION, COMMUNICATION AND
CONSULTATION CHANNELS

INTRODUCTION

4.1 The success of the threetiered structure hinges on a clear
divison of responsbilities amongst the parties, a clear understanding of
where the divisions lie, and co-ordination within and amongst the respective
organizations. This chapter identifies the parties involved in the regulation
of the securities industries, outlines the communication channels within and
amongst them, and elaborates on the mechanisms through which they gauge
and assess market views.

RELEVANT P ARTIES

The First Tier — The Government

4.2 Within the Government, the Financial Secretary (FS) is the
most senior official having broad policy direction and governance over the
financial, economic and employment sectors. The Secretary for Financia
Services and the Treasury (the Secretary), as one of the eleven Directors of
Bureau, is the head of the Financial Services and the Treasury Bureau (the
Bureau) and, in a sense, the custodian of policies in financia services and
public finance. He is responsible for determining policy objectives and
gods. Thiswould include the initiation, formulation and implementation of
policies and to monitor their effectiveness in areas of financial services.
The divison of responsbilities between the FS and the Secretary is
considered and discussed in greater detail in Chapters 6 and 12. We shall
refer to the parties as the FS, the Secretary and the Bureau. The Secretary
is aso referred to in places as the SFST.

4.3 Within the Bureau, the Secretary is underpinned and assisted by
the Permanent Secretary for Financial Services and the Treasury (Financia
Services) whose portfolio covers the whole financia services sector. We
refer to him as “the Permanent Secretary”. There is a team of three civil
servants directly involved in the interface with the securities sector. The
organizational chart is detailled at Annex 4.1. For the purposes of our
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report, the FS is the Honourable Antony Leung, the Secretary is the
Honourable Frederick Ma and the Permanent Secretary is Mr Tony Miller.

The Second Tier — The SFC

4.4 The SFC is a statutory body appointed by the CE. There are
currently 11 Directors, five of whom are Executive Directors, including a
Chairman, and six are independent Non-Executive Directors*. The
Commission is supported by six committees, details of which are at
Annex 4.2. The SFC has a total staff of just over 400 in four operational
divisions and two supporting divisions®. The Corporate Finance Division,
under the direction of an Executive Director, is responsible for, among other
things, overseeing the Stock Exchange s listing-related functions and
responsibilities. The Divison has a staff of 36 (26 executives and 10
supporting staff). Details of the organization of the Corporate Finance
Divisonisa Annex 4.3. Within the SFC, the Corporate Finance Division
(and the SFC Chairman who oversees al divisons) is involved in the
regulation of listing matters. At al material times, the Chairman of the
SFC is Mr Andrew Sheng and the Executive Director of the Corporate
Finance Divison is Mr Ashley Alder.

The Third Tier — The HKEx

4.5 The HKEx is a listed company governed by a Board of
Directors consisting of 15 members (1 executive and 14 non-executive
directors including a Chairman). In addition, there are six Committees®
and three Panels*” with members drawn from a wide spectrum of the
business and professional sectors. Annex 4.4 sets out the relationship and
membership of the Board and its Committees. The Terms of Reference and
membership of the Consultative Panels are at Annex 4.5.

2 When the new Securities and Futures Ordinance comes into force, there would be no fewer than eight
members of the Commission, and the majority must be Non-Executive Directors.

% The four operational divisions are Corporate Finance Division, Intermediaries & Investment Products
Division, Supervision of Markets Division and Enforcement Division. The two supporting divisions
are Legal Services Division and Corporate Affairs Division.

% The six Committees are (a) Executive Committee; (b) Audit Committee; (c) Investment Advisory
Committee; (d) Risk Management Committee; (€) Remuneration Committee; and (f) Nomination
Committee.

27 The three Panels are: (a) Cash Market Consultative Panel; (b) Clearing Consultative Panel; and
(c) Derivatives Market Consultative Panel.
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4.6 The Chief Executive of the HKEx oversees seven functional
units including the Listing, Regulation & Risk Management Unit®, and
supervises four business units through a Chief Operating Officer®. An
organizational chart of the HKEXx isa Annex 4.6. The Chief Executive of
the HKEX, at all times material to thisreport, isMr K C Kwong.

4.7 Within the HKEX, the Listing, Regulation & Risk Management
Unit is directly responsible for performing the regulatory function of the
HKEx. The Head of this Unit is Ms Karen Lee. Its Listing Division
supervises the listing process and the ongoing compliance by issuers with
their obligations under the listing rules. Its organizational chart is at
Annex 4.7. In addition, the HKEX s Corporate Communications Unit
operates as a “two-way conduit” between the HKEx and the public. It
handles media relations as well as investor relations and education
programmes.

4.8 The person and bodies involved in listing matters are the Chief
Executive of the HKEX, the Listing Division and the Listing Committee.
The Corporate Communications Unit would only be indirectly involved.

Segregation of the HKEX s Business and Regulatory Functions

4.9 As provided for in the Amended and Restated Memorandum of
Understanding Governing Listing Matters (MOU) signed by the SFC and the
Stock Exchange of Hong Kong (SEHK)*® on the 6 March 2000, the SEHK
IS “ solely responsible for the day-to-day administration of al listing related
matters with respect to the stock market in Hong Kong”3!. As the HKEXx
has both business and regulatory functions, the HKEX s administrative
structure is designed in such a way that a “Chinese wall” exists within the
organization, segregating the business units from the regulatory unit. This
mechanism seeks to ensure that the HKEX is, and is seen to be, performing

% The other six functional units are (a) Corporate Communications; (b) Corporate Strategy; (c) Finance,

Treasury & Administration; (d) Group Internal Audit; (€) Human Resources;, and (f) Lega &
Secretarial Services.

% The four business units are Exchange, Clearing, E-Business & Information Services as well as

I T/Systems.

% The Stock Exchange of Hong Kong Limited (SEHK) is one of the subsidiaries of the HKEXx, the
holding company. Other subsidiaries include the Hong Kong Futures Exchange Limited and the
Hong Kong Securities Clearing Company Limited.

81 Paragraph 2.4 of MOU.
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its regulatory function in a fair and independent manner, not influenced by
its own business considerations. In line with this approach, the HKEX
Board has delegated its functions and powers in relation to listing matters to
the Listing Committee. The Board does not exercise concurrent
jurisdiction in relation to any matters to do with listing. The Board is
neither involved in nor informed of policy and operational matters relating to
listing. This is a matter of importance and the roles of the Board and the
Listing Committee are often misunderstood even by those in the industry.

The Listing Committee

410 With the delegated authority from the Board, the Listing
Committee is the “ gatekeeper” for dl listing issuers, though aggrieved
parties may appea to the Listing Appeals Committee of the HKEXx chaired
by the Chairman of the HKEx. There are currently two Listing Committees,
one for the Main Board and the other for the Growth Enterprise Market.
The Listing Committee has a membership that is “broadly representative of
the various securities industry groups with interests in the proper regulation
of the stock market”32. All Listing Committee members are nominated by
an independent Nomination Committee® and approved by the Board of the
SEHK?**.  Currently, there are 25 members serving on the Main Board
Listing Committee, including six Exchange Participants® or their directors,
Six representatives from listed companies, twelve market practitioners and
users and aso the Chief Executive of the HKEx. At present, the Chairman
of the Listing Committee is not a director of the HKEx Board. The Chief
Executive is the only bridge between the HKEx Board and the Listing
Committee. The current membership and terms of reference of the Listing
Committee for the Main Board are at Annex 4.9%.

%2 Paragraph 2.6 of MOU.
3 The Nomination Committee has three SFC representatives and three HK Ex representatives.
% SeeAnnex 4.8.

% Under the Listing Rules, "Exchange Participant" neans a person: (a) who, in accordance with the
Listing Rules, may trade on or through the Exchange and (b) whose name is entered in alist, register or
roll kept by the Exchange as a person who may trade on or through the Exchange.

% The appointment and functions of the Listing Committees are set out in the Rules Governing the
Listing of Securities on the Stock Exchange of Hong Kong Limited approved by the HKEx Board and
by the SFC, and made under section 34 of the Stock Exchanges Unification Ordinance. The
appointment of the Listing Committeeis stipulated in Listing Rule 2A.20 to 2A.23.
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411 The main reason given for placing listing matters under the
HKEX is that the HKEX is closer to the market. The staff of the HKEX is
expected to have the necessary market expertise and experience. The
HKEx would also have access to a large pool of market practitioners through
Its extensive network.

CO-ORDINATION WITHIN AND AMONGST DIFFERENT PARTIES
Within the First Tier — The Government

412 Before 1 July 2002, the Secretary for Financial Services and the
securities team in the Bureau were geographically located in the same office,
in Admiraty Centre. They had frequent contacts through meetings, oral
and written exchanges. They saw each other in and around the office.
Starting from 1 July 2002, the Secretary for Financial Services and the
Treasury (the Secretary) has his persona private office headed by an
Administrative Assistant. This is now sSituated at the Central Government
Offices. The Permanent Secretary and the other Bureau staff responsible
for securities matter remain in Admiralty. Correspondence between the
Bureau goes through the Administrative Assistant to the Secretary, who
screens the incoming mail for the Secretary. The different geographical
location of the two offices assumed significance in the course of the events
in July 2002. It may have contributed to a degree of miscommunication
and misunderstanding which led to unfortunate consequences.

Within the Second Tier - The SFC

4.13 The Charman of the SFC has regular meetings with his
Executive Directors. He adso chars and participates in Commission
meetings and some Committee meetings. The day-to-day operation of the
Divisons rests with the Executive Directors, who keep the Chairman
informed of magjor issues.

VWithin the Third Tier — The HKEx
4.14 The Chief Executive of the HKEXx has regular meetings with his
senior staff. The Listing, Regulation & Risk Management Unit reports

directly to the Chief Executive, who attends monthly meetings with the
senior executives of the Unit and receives their reports on the genera
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progress of major tasks. In addition, the Unit Head reports, discusses and
seeks approva and guidance from the Chief Executive on al key issues.

Between the First and Other Tiers

4.15

Between the first tier and the other two tiers, there are four

major forums to co-ordinate and discuss matters of common concern:-

4.16

@

(b)

(©)

(d)

The FS’ regular meeting with the SFC and the Secretary iS
held about nine times a year to discuss magjor developments in
the financial market and to keep the FS posted on the genera
direction of mgjor market reform initiatives.

The Securities and Futures Liaison Meeting IS a genera
liaison meeting between the Bureau and the SFC on, essentidly,
housekeeping matters. It is chaired by the Secretary and held
on a monthly basis. Details are a Annex 4.10.

The Tripartite meeting 1S another liaison group comprising the
Bureau, the SFC and the HKEx to facilitate the genera
monitoring of issues affecting the development of the securities
and futures market in Hong Kong and, from the Bureau s
perspective, to increase the communication channels between
the SFC and the HKEx. Meetings are held every other month.
Detailsare a Annex 4.11.

The Co-ordination Committee Was Set up in 2001 to identify,

discuss and resolve regulatory and policy issues and to facilitate
the HKEX' s implementation of its new strategic plan®’. Details

areat Annex 4.12. Thisisasmall group chaired by the HKEx
Chairman and consists of the Permanent Secretary, the Chief

Executive of the HKEx and the SFC Chairman, assisted by a
senior Deputy Secretary of the Bureau. Mesetings are hdd

once every two to three months.

In addition, the Secretary also chairs the Financial Market

Development Task Force and the Financial Stability Committee, both of
which discuss issues concerning the financial market in general rather than

87 The New Strategic Plan is also referred to as* the McKinsey Report” .
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the securities market in particular.  The SFC Chairman is a member of both
committees®,

Between the Second and Third Tiers

4.17 Apart from the two forums mentioned in paragraph 4.15(c) and
(d), the senior management of the SFC and the HKEXx do not have regular
meetings to discuss matters of common concern. At the operationa leve,
staff of the SFC and the HKEX have frequent contact over the telephone, e-
mail and written exchanges. For listing matters, the Corporate Finance
Division of the SFC and the Ligting, Regulation & Risk Management Unit of
the HKEx conduct monthly liaison meetings. The terms of reference and
membership of these meetings are at Annex 4.13.

CONSULTATION AND MARKET ASSESSMENT

4.18 The Government, the SFC and the HKEx each have fairly
extensive networks to gauge public opinion.

The Government

4.19 As part of the Government’ s ongoing efforts to engage market
participants, the Bureau has had meetings with the stockbroking community
snce 1995. In the context of steering the Securities and Futures Bill
through the Legidative Council, the Bureau intensified these efforts and
monthly luncheons with the Hong Kong Stockbrokers Association have
turned into regular meetings since mid 2000.

The SFC

4.20 The SFC also has an extensive consultation network:-

% The Financial Market Development Task Force is chaired by the Secretary to identify and co-ordinate,
where necessary, new initiatives in promoting the devel opment of Hong Kong' s financial markets, with
a view to maintaining the status of Hong Kong as an international financial centre. Other members
include the Chief Executive of Hong Kong Monetary Authority, Commissioner of Insurance, Director-
General of Investment Promotion, InvestHK and Managing Director of Mandatory Provident Fund
Schemes Authority. The Financial Stability Committee monitors the functioning of the financial
markets in Hong Kong, including the money, foreign exchange and securities market, and deliberates
on events, issues and developments with possible cross-market and systemic implications, and where
appropriate, formulates and co-ordinates response.
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(b)

(©)

(d)

The SFC Advisory Committee Was established under the SFC
Ordinance (Cap. 24). It has a broad-based membership
representing the interests of investors, intermediaries, listed
companies and other participants. Its membership and terms
of reference are a Annex 4.14. Under the recently re-enacted
Securities and Futures Ordinance, the Advisory Committee
must meet at least once every three months and additional
meetings may be convened by the SFC Chairman or any three
other members. It serves as a bridge for the SFC to reach
providers and users of financial services in the securities and
futures market.

The Shareholders Group was formed in early 2001 as a forum
to gauge the views of shareholders and consumers. The
underlying belief is that maintaining alevel playing field among
all shareholders and holding directors and management of listed
companies accountable to shareholders are pivotal to enhancing
investor confidence, safeguarding market integrity and ensuring
the proper functioning of the securities market. Through bi-
monthly meetings, the Shareholders Group serves as the SFC' s
advisor on different aspects of the regulatory framework
relating to the protection of minority shareholders and
enhancing good corporate governance. Its membership and
terms of reference are at Annex 4.15. It has, since June 2002,
been upgraded to a statutory committee under section 6 of the
SFC Ordinance (Cap. 24).

Specialized Standing Committees are formed under section 6 of
the SFC Ordinance to assist its work. There are currently
more than ten such committees involving the market and the
investing public. Examples are the Committee on Unit Trusts,
the Takeovers and Mergers Panel and the Investor Education
Advisory Committee.

Working Groups of relevant expertise are set up to assist the
SFC formulate draft rules, codes and guidelines on specific
subjects, such as the regulation of Automated Trading Services.
The practice is to release preliminary drafts to the relevant
working groups for consideration and technica input.
Amendments are then made in the light of their contributions
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before released for public consultation. Most of these rules
dea with technical issues. The SFC takes into account expert
views on the drafts in their formative stages. It also seeks
input from the Consumer Council, indtitutiona investors,
academics and others on relevant subjects.

4.21 The SFC usudly adopts a two-stage process for outside
consultation when formulating new proposals to amend subsidiary
legidation or any of its codes. Before embarking on public consultation,
the SFC conducts informa soundings through its consultation networks.
The aim isto test the key concepts with knowledgeable individuals of repute,
especialy those who can be counted on to maintain confidentiality. The
SFC also engages practitioners in the drafting process, where appropriate,
through working groups and standing committees.

The HKEx

4,22 As mentioned in paragraph 4.5, the HKEx has a large family of
non-executives serving on its various boards and panels. This is a large
pool of market experience and expertise.

(@  All Directors of the Board are distinguished members of the
community drawn from business and the professions. Either
individually or collectively, Directors provide a ready repertoire
of advice and skills on matters relating to the HKEX.

(b) Thethree Panels were set up to advise on specific business
areas namely, the cash market, derivatives and clearing. As
illustrated in Annex 4.5, the Panels provide market expertise
and advice to the Board on international trends, the needs of
intermediaries, issuers, investors and other market participants,
technological chalenges and new product opportunities in the
respective markets. The Panels aso serve generally as a
“sounding board” for policy recommendations, strategic
Initiatives and major investments in respective of the various
markets.

(c) The Listing Committee, with its wide representation based on
market knowledge and experience, provides specific advice on
listing and other incidental regulatory matters.
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(d) On non-listing netters, the HKEX has also, on occasions, set up
ad hoc working groups to study issues of concern to the
market.
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CHAPTER 5

PROCEDURES FOR THE PREPARATION AND RELEASE
OF LISTING RULES AND AMENDMENT THERETO BY
THE HKEX

INTRODUCTION

51 This chapter describes the existing procedures for the
preparation and release of new or amended Listing Rules of the HKEX.

LISTING
5.2 Listing is the process whereby a security of a public company is
admitted for trade on an exchange. For the Hong Kong Exchange, the

listing process is regulated by the “ Rules Governing the Listing of Securities
(the Listing Rules)®*®. The Listing Rules set out, among other things:-

(@ thequdifications that must be met in order to obtain alisting;

(b) the continuing obligations public companies have to comply
with as a condition for the listing of their securities; and

(c) sanctions against non-compliance, including suspension and
cancellation of listing.

AUTHORITY FOR MAKING OR AMENDING LISTING RULES

Transfer of Authority from the SFC to the Exchange and from the
HKEx Board to the Listing Committee

5.3 Until the end of 1991, both the SFC and the Stock Exchange of
Hong Kong (SEHK) were responsible for overseeing the listing of securities.
To avoid duplication between the SFC and the SEHK, the SFC transferred

% Further rules and ordinances regulating the initial listing and continued listing of securities on the
Hong Kong Exchange are found in the Securities (Stock Exchange Listing) Rules and the Companies

Ordinance(Cap. 32).
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its listing functions to the SEHK in 1991, subject to systematic checks and
balances within the SEHK. The SEHK became the so-caled front-line
regulator of the listing process in Hong Kong. The arrangements are
contained in the Memorandum of Understanding (MOU) Governing Listing
Matters between the SFC and the SEHK firgt signed in 1991 which was
overtaken by the Amended and Restated MOU in March 2000 following the
merger and listing of the HKEX.

54 Within the HKEX, the HKEXx Board has delegated to the Listing
Committee® its functions and powers in relation to listing matters over
which it does not exercise any concurrent jurisdiction. The Listing
Committee is thus the constituted authority on all matters related to listing,
including the approval of consultation papers, and thereafter, the
endorsement of any new and amended Listing Rules before they go for fina
approva of the HKEX' s Executive Committee, the Board of the SEHK and
then lastly, the SFC. The Listing Division™, which forms part of the
executive structure of the HKEx, underpins and supports the Listing
Committee in discharging its functions.

55 While the SFC has the ultimate authority over the final
promulgation of any listing rule, which would likely have been formulated
by the HKEx after consultation with the market, the MOU contains no
provision which mandates the SFC' s approva over the HKEX s consultation
papers before they are allowed to be published. In practice, the SFC and
the HKEx work closely on proposals once these have been fashioned, even
at the genera principle stage, by the HKEX.

PROCEDURES FOR AMENDMENTS TO THE LISTING RULES

Four Stages

5.6 The procedures adopted by the Exchange for the preparation
and release of new and amended Listing Rules have been in place since 1991.
The detailed procedures are set out in the following paragraphs. Broadly
speaking, the process can be divided into four stages: initiation, preparation
and release of proposals, market consultation and, lastly, approval.

0 Please also refer to paragraphs 4.9 to 4.11.

4 The Listing Division is one of the three divisions in the Listing, Regulations and Risk Management
Unit. Seeparagraph 4.7 and Annex 4.7.
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Initiation

5.7 The HKEX initiates action on changes to the Listing Rules
under the following circumstances—

(@ Where there are market comments and feedback, whether by
direct representation to the HKEXx or through views expressed in
the media, that the Listing Rules need to be amended in the light
of market developments, the Listing Division of the HKEx will
consider whether amendments are necessary.

(b) The HKEx monitors developments in other leading security
markets and considers whether its own rules need to be
amended in the light of current international trends.

(c) Inthe course of administering the Listing Rules, executives of
the Listing Division identify areas which need to be amended to
clarify grey areas and to remove loopholes.

(d) When the SFC points to the need for specific rule amendments,
the HKEXx has to consider and follow up.

5.8 The HKEx adopts different approaches in preparing
amendments to the Listing Rules depending on the importance of the
proposals. For significant changes, the HKEXx issues a formal consultation
paper to seek market views on the proposed amendments. For less
significant changes, the HKEx publishes a paid announcement of the
proposed changes in the press and invite comments on such proposed
changes. For ingignificant changes such as administrative matters, no
formal consultation is made. The HKEXx informs the market of the changes
when they are implemented also by way of paid announcements in the press.
These are usualy not matters of substance. They may involve drafting or
other minor clarification.

5.9 Since the merger in early 2000, the HKEx has made 33
amendmentsto the Listing Rules. A breakdown is provided below:-
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Types of Amendments Number

Significant Changes with consultation papers 8

Less dignificant changes with paid announcements, inviting 2
comments on proposed changes

Insignificant changes with paid announcements upon 23
implementation

Preparation and Release of Consultation Papers

5.10 For significant changes which would be the subject of a
consultation paper, the Listing Division follows the procedures as illustrated
in the Flow Chart in Figure 5.1. First, the Listing Division formulates
detailed proposals after analyzing the issues, studies the relevant listing rules
of other mgjor markets, prepares any relevant statistics to assess the impact
of the proposals, and notes any relevant market comments in the media.
Where necessary, the Listing Divison seeks independent views, especialy
on technical issues.

511 Under the MOU between the SEHK and the SFC, the HKEXx
need not consult the SFC on draft consultation papers before releasing them
to the public. However, as a matter of practice, the Listing Division
prepares discussion papers and seeks comments from the Corporate Finance
Division of the SFC. The Listing Division revises these papers taking into
account the views of the SFC. Depending on the significance of the matters
to be consulted, the Listing Divison may arrange meetings with the SFC to
discuss the contents of draft papers. The review and revision process tends
to continue until the SFC indicates that it has no further comments or that it
agrees with the contents of the draft paper.
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Initiation

Preparation and

Release of
Consultation
Paper

Market
Consultation

No

Figure 5.1

Flowchart for Issuing Consultation Papers and
Approving Proposed Listing Rules Changes

Stock Exchange Listing Division identifies issues, performs
research and informally discusses the issues (limited discussion)
with some market practitioners, if necessary. Listing Division
then prepares a draft consultation paper containing the matters
for consultation.

Listing Division discusses the contents of the draft consultation
paper with the SFC Corporate Finance Division.

Listing Division revises the draft consultation paper taking into
account the comments and views of the SFC Corporate Finance
Division.

|Yes

Listing Divison and SFC Corporate Finance Division agree
that the Listing Division may put the draft proposalsto the
Stock Exchange Listing Committee.

Listing Committee discusses and seeks detailed clarification on
the contents of the draft consultation paper, offers suggestion,
makes revisions and gives approval to the draft consultation

paper.NOtel

Listing Division publishes the consultation paper and, as
necessary, arranges seminars explaining the contents of the
consultation paper to interested parties.

Listing Division formally consults the market, including
receiving written submissions and discussions in seminars.




Approval

Note 1l :

Note 2 :

After the consultation period, Listing Division gathers and
analyses the views obtained. Listing Division also briefs the
SFC Corporate Finance Division on the results of the
consultation and any proposed Listing Rules changes.

No
The SFC Corporate Finance Division agrees to the proposed

Ligting Rules changes.

Yes

Listing Division reports the findings to the Listing Committee
together with the proposed Listing Rules changes.

Listing Committee considers and approves the proposed Listing
Rules changes.

HKEX s Executive Committee considers and approves the
proposed Listing Rules changes.Note 2

SEHK Board approves the proposed Listing Rules changes.

The SFC formally approves the proposed Listing Rules changes.

Announcement to the public. Effective date to be specified.

Listing Committee comprises members from exchange participants, listed
company representatives or market practitioners. Listing Rule 2A.01 states that,
inter alia, SEHK Board has arranged for al of its powers and functionsin
respect of al listing matters to be discharged by the Listing Committee.

Since the merger of the exchanges and the clearing houses, any Listing Rules
changes have to be approved by HKEX' s Executive Committee prior to their

approval by SEHK Board.
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512 While the SFC and the HKEx do not necessarily agree on all
Issues even after prolonged discussion, it is usual, in practice, for some
compromise solution to be worked out, especialy since the proposals go for
public consultation anyway. The parties tend to be pragmatic about this
and some acceptable formulation is usualy arrived at for the proposals to go
forward.

5.13 After consultation with the Corporate Finance Division of the
SFC, the Listing Division finalizes the paper and circulates it to all Listing
Committee members for discussion. The Listing Committee meets almost
every Thursday. In generd, the Listing Division dispatches the agenda and
papers to members of the Listing Committee on Monday afternoons or
Tuesday mornings for the Thursday meeting. For policy matters including
consultation papers, the Listing Divison normally dispatches the papers the
week before, so that committee members will have at least a weekend to
review the relevant papers.

514 Listing Committee members views and suggestions are
incorporated in the consultation paper before issue. Where the Listing
Committee has made significant changes to the proposals, such changes are
usually communicated to the SFC before they are incorporated into the
consultation paper, which the Listing Division then arranges for publication.

5.15 The Listing Committee is regarded as the fina authority for the
approval and release of consultation papers on listing matters.  Without its
approval, no proposal can go for consultation.

Market Consultation

5.16 The duration of consultations varies. It has ranged from
three weeks to three months*. As a general practice, the HKEx announces
the release of the consultation paper in a press release or a press briefing.
The HKEX s publicity arrangements depend on the significance of the

42 The consultation period for the Paper on corporate governance was originally three months but was
subsequently extended to four months.
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proposal. For major proposals, such as the Consultation Paper on Proposed
Amendments to the Listing Rules relating to Corporate Governance in
January 2002, after its release, the HKEx held three seminars (in English,
Putonghua and Cantonese) for listed issuers with about 560 attendees. The
HKEXx also gave nine presentations at meetings with professional bodies to
discuss the proposals and hosted nine luncheon meetings with 54
representatives from listed issuers. The HKEx also provided a telephone
enquiry service for those interested parties who might have queries on the
contents of the consultation paper. The HKEXx received 503 responses to
the Consultation Paper on Corporate Governance. Of these 503 responses,
110 were from listed issuers, 12 were from trade or professiona associations
and the remainder from market practitioners and the investing public.

Approval

517 After the consultation period, the Listing Division gathers and
analyzes the views obtained and, if necessary, revises the proposed
amendments. The revised amendments go through the following five steps
before obtaining final approval:-

(@ The Listing Division discusses the proposed amendments with
the Corporate Finance Division of the SFC. The discussion
continues until the SFC indicates that it has no further
comments and is in agreement with the proposed amendments.

(b) The Listing Division then reports the findings, together with the
revised proposed amendments, to the Listing Committee for
approval.

(c) The Listing Divison next submits the proposed amendments
approved by the Listing Committee to the HKEX s Executive
Committee for authorization. (The Executive Committee
comprises four HKEx Non-Executive Directors and the Chief
Executive of the HKEX.)

(d) After authorization, the proposed amendments go to the SEHK
Board for final approva within the HKEx. (The SEHK Board
comprises only the executives of the HKEX. See Annex 4.8.)

%



(60 The SFC isthen asked to approve the new and amended Listing
Rules.

5.18 After approval, the HKEX issues a paid announcement setting
out brief details of the amended rules and informing the market of the
effective date of such rules. Depending on the complexity of the subject
matter, the whole amendment process may take many months. In certain
instances, the HKEx aso alows a reasonable transitional period for listing
companiesto comply with the new rules.

OBSERVATIONS

No Pre-consultation Sounding Exercise by the HKEx

5.19 Whilst the HKEX takes into account market views in initiating
changes to the Listing Rules, it has been its standard practice not to sound
out different segments of the market on the details of its proposed changes
before public consultation. The HKEX s four man concerns are as
follows:-

(@ Sounding out prior to public consultation would result in the
uneven dissemination of information, leading to certain
segments acquiring knowledge of some of the issues before the
market in generd.

(b)  Any proposed amendments should be considered in their proper
contexts with detailed analysis and arguments. Informal
sounding out of segments of the market on detailed rule changes
without a properly formulated consultation paper may lead to
misunderstanding and hence less reliable feedback.

(c) Prior consultation may result in pre-consultation lobbying and
unnecessary pressure being exerted on the SFC or members of
the Listing Committee, seeking to influence the content of any
consultation proposals.

(d) A formal consultation paper should be taken as only the

beginning of a market wide consultation with detailed proposals
on specific amendments.
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Involvement of the Listing Committee

5.20

Whilst the Listing Committee is the authority for approving the

Issue of consultation papers on listing matters and the main gatekeeper for
amendments to the Listing Rules, it is noted that -

@

(b)

()

(d)

The Listing Committee is not involved until the draft
consultation paper is amost finalized for consultation. In
other words, the Listing Committee is not normally involved in
earlier debates or discusson on the underlying philosophy,
objectives and principles to be covered in the consultation

paper.

Members of the Listing Committee, who are usualy busy
commercial people, and working on a voluntary bass, have
only a few days to read the agenda and papers. Even for
consultation papers containing detailed proposals with far-
reaching implications, such as the one under consideration,
members are accorded no more than a week or so to examine
the proposals.

In some instances, and the current one is an example,
consultation papers are not accompanied by detailed statistical
data or impact analyses conducted by the Listing Division to
facilitate the consideration by the Listing Committee, even
though they are available and would have been produced if
asked at the actua meeting when the paper is being considered.

There may be differences of perception and expectation of staff
of the HKEx and those of the Listing Committee regarding the
role of the latter. The terms of reference for the Listing
Committee are expressed in very generd terms®. The Listing
Committee percelvesitsrole as* technical” in nature. Even for
policy matters, the role is seen as one of improving the Listing
Rules in terms of their practicability and workability.
Members of the Listing Committee do not consider that their
role is to determine market reaction unless they are specifically
asked and they were not on this occason. On the other hand,

4 See Annex 4.9.
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the HKEx saff appear to expect the Listing Committee to
advise on al issues which may arise of any of the proposals,
including technical issues and market impact, even if the latter
has not been raised as an issue for consideration. The Listing
Committee, all conscientious people, will consider any issue
flagged for their attention as well as any other matters which
occur to them. By the time of their involvement, however, it is
usually considered too late to make radical changes or to
guestion underlying assumptions meaningfully. (See further
paragraphs 7.45(d), 11.51 to 11.55.)

(e) At present, the Chief Executive of the HKEX is the only bridge
between the Board and the Listing Committee. The Listing
Committee operates independently, and has no ready access, as
such, to the pool of expertise on the HKEx Board except
through the Chief Executive.

521 In view of these consderations, there are questions over
whether the existing structure, roles and operation of the Listing Committee
needs to be fine-tuned so that it can fully perform its role as the body on the
HKEx with final responsibility over listing matters.

Role of the SFC

5.22 As shown in Figure 5.1, the procedures involve the interaction
of the HKEx and the SFC, particularly between the Listing Division of the
HKEx and the Corporate Finance Division of the SFC. There are three
points worth noting.

523 The first is whether certain important policies with far-reaching
implications for the market should be the subject of joint consultations by the
SFC and the HKEX. Under Section 7 of the Amended and Restated MOU
in March 2000, the SFC and the SEHK agreed to work together on future
policy development, particularly regarding the introduction of statutory
obligations for listed companies in respect of certain “ agreed areas’. These
“agreed areas’ include the listing document, supplementary information,
accounts, liability of advisers and penaties. The SFC and the SEHK have
pledged to consult each other or issue joint consultation documents on these
areas. The list of “agreed areas’ does not appear to have been revisad.
Between 1990 and 1997, the SFC and the HKEx issued three joint
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consultation documents*. There is no forma mechanism to determine
when a joint consultation paper should be issued. It is for consideration
that there should be.

5.24 Secondly, there are no clear agreements between the HKEx and
the SFC on whether and to what extent the SFC should engage its
consultation network, both formal and informal, in scrutinizing the concept
and details of the HKEX s draft proposals before they are released to the
public by the HKEx. For the SFC s own amendments, the SFC usudly
adopts a two-stage approach. It conducts informa sounding on the broad
concepts and then consults further on the details. (See paragraph 4.21.)
When dealing with the HKEX' s proposed amendments to its Listing Rules,
the SFC does not consult informaly. On an occason in December 2001
when the SFC had discussed in general terms the HKEX s preliminary
proposals with its Shareholders Group, the HKEx staff had expressed grave
reservations. The SFC has since taken the view, not without justification,
that it has to be careful not to be seen to be treading on the HKEX s turf.
As befits the relationship between regulator and the regulated, there is an
abiding tension in their co-existence even when they are in the co-operation
mode. To say that thisis inevitable may be pessmistic, but it would not be
too far from the truth. A lot more tact (and understanding) is needed to
assuage sensibilities which may at times be delicate.  (See further details in
paragraphs 7.71t0 7.76.)

5.25 Thirdly, there are differences of understanding of the role of the
SFC as perceived by the SFC and by the HKEx. The SFC considers its role
as* asounding board” to the HKEX s proposals whereas the HKEx considers
the SFC as having the “final say” over the HKEX s proposals. This point
will be covered in greater detail in Chapters 7 and 11. Suffice it to say that
both points of view appear to us to be incomplete, not to say inaccurate.
(See further paragraphs 7.8(a), 7.10, 7.45 and 7.83.)

4 There were three SFC/HKEX joint consultations in June 1990, June 1995 and June 1997:-

(8 Junel1990: joint consultation on the ability of a Hong Kong company to purchase its own
shares; the project was launched in response to a request by the Standing Committee on Company
Law Reform and covered issues under the Companies Ordinance;

(b) June1995:  joint consultation on suitability of persons serving as directors of listed companies;
the project arose from concerns about nondisclosure of directors criminal records; and

() Junel1997: joint consultation on offer mechanisms; the SFC was involved because the issues of
price stabilization and market manipulation were within SFC sregulatory arole.
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CHAPTER G
THE ACCOUNTABILITY SYSTEM AND ITS
IMPLICATIONS

INTRODUCTION

6.1 This chapter describes, as best we can, the new accountability
system introduced on 1 July 2002. We also try to discuss its implications
on the three-tiered regulatory framework. We have, however, to admit that
it has not been possible to conduct very meaningful or full research. Such
an exercise will most likely fall completely outside our Terms of Reference
however benevolently construed. We also acknowledge that neither of us
claim to be political scientists or theorists on constitutional structures.

ACCOUNTABILITY SYSTEM

6.2 A new accountability system was introduced with effect from 1
July 2002, to tie in with the Chief Executive s second term of office. As
the Administration explained, the objectives of the system are to: strengthen
the accountability of principa officials, ensure that the Government can
better respond to the needs of the community; enhance co-ordination in
policy formulation; strengthen the cooperation between the Executive and
the Legidature; ensure effective implementation of policies and provide
quality services to the public*. Under the accountability system, there are
three Secretaries of Departments and 11 Directors of Bureau.

ROLE OF THE FINANCIAL SECRETARY

6.3 The Financial Secretary (FS) is one of the three Secretaries of
Department. He assists the Chief Executive (CE) in supervising relevant
policy bureaux and in ensuring harmonization in policy formulation and
implementation in the financial, economic and employment areas. He also
covers specific priority areas of the CE s policy agenda. The FS exercises

% See Legidlative Council Paper “Accountability System for Principal Officials” presented by the
Constitutional Affairs Bureau on 17 April 2002 and re-iterated in Items for Establishment
Subcommittee of the Finance Committee EC(2002-03)2 also issued by the Constitutional Affairs
Bureau for discussion on 6 June 2002.
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statutory functions, for example, in respect of public finance and monetary
affairs. He is responsible for the Government budget in accordance with
the CE s policy area. Included in his job description are the duties to
“explain Government policies to and answer questions from the Legidative
Council, members of the public and the media” .

6.4 In relation to the financia services sector, the FS has a wide
range of statutory powers to appoint members to key boards, appoint
Inspectors, make rules, and approve budgets and business plans of regulators.
At the same time, the FS has the duty to consult specified committees before
exercising certain powers. Some of his statutory powers and duties are set
out at Annex 6.1.

ROLE OF THE SECRETARY FOR FINANCIAL SERVICES AND THE
TREASURY

6.5 The Secretary for Financia Services and the Treasury (the
Secretary) is one of the eleven Directors of Bureau. Like the FS, the
Secretary isnot acivil servant.  Heis the head of the Financial Services and
the Treasury Bureau (the Bureau), and is responsible for determining policy
objectives and goals, how they are initiated, formulated and implemented
and how effective they are in practice. His list of duties is wide They
include:-

(@ gauging public opinion and responding to the needs of the
community;

(b) setting policy objectives and goals, and developing, formulating
and shaping policies;

(c) exercisingthe statutory functions vested in him by law; and

(d) overseeing the dedivery of savices by the executive
departments under his purview and ensuring the effective
implementation and successful outcome of policies.

6.6 The Secretary has inherited some of the statutory powers
previoudy vested in the Secretary for Financial Services. Such powers
include permitting the disclosure of classified information by the SFC,
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varying the amount of the special levy payable to the Futures and Unified
Exchanges and appointment of members of the Securities and Futures
Appeals Tribunal. In addition to his own statutory powers, the Secretary
provides support and advice to the FS in exercising a range of statutory
powers vested in the latter.

IMPLICATIONS OF THE ACCOUNTABILITY SYSTEM ON THE
THREE-TIERED REGULATORY FRAMEWORK

6.7 There is nothing that we have been able to consult which
indicates that the Administration intends to change the principles and
practices of the existing regulatory regime as aresult of the newly introduced
accountability system.  That notwithstanding, the emphasis on the
accountability of principal officids may have heightened the public
expectation about the role and responsihilities of the Government. Two
points are noteworthy.

Statutory Powers and Functions of the FS and the Secretary

6.8 As a result of a recent amendment to the Interpretation and
Genera Clauses Ordinance (Cap. 1) which took effect on 1 July 2002, the
definition of “Financial Secretary” includes* Secretary for Financial Services
and the Treasury” unless otherwise specified in the relevant legidation or
unless there is contrary intention in law. Hitherto, the definition of the FS
included “the Secretary for the Treasury”. The recent amendment to
include the Secretary appears to have been a consequential amendment to the
nomenclature under the new accountability system. Statutory powers and
duties currently vested in the FS can, thus, unless a contrary intention has
been expressed, or unless otherwise specified in the relevant legidation, be
exercised by the Secretary.

6.9 We have sought clarification from the Secretary for
Constitutional Affairs, who advised that:-

(@ As a matter of general policy, it is intended that only those
statutory powers and functions relating to public finance, for
example, those powers and functions under the Public Finance
Ordinance (Cap. 2) which were previoudy exercised by the
Secretary for the Treasury should now be exercised by the
Secretary for the Financial Services and Treasury. In taking
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over the responsibility of the former Secretary for Financial
Services, the Secretary has not been invited to exercise any of
the statutory powers and functions of the FS in respect of the
financial services policy area. In exercising the statutory
powers and functions relating to public finance, the standing
arrangement is that the Secretary is not required to report to or
inform the FS unless the Secretary considers it appropriate to do
so. That said, the Secretary is accountable to the FS in
exercising such statutory powers and functions in the sense that
the FS asssts the CE in supervisng the Bureau and the
Secretary.

(b) The Bureau is conducting a review of the relevant legidative
provisions and expects to complete the review before the end of
the year. The intention is to formaize the pre-existing
arrangements for the exercise of these powers and functions
between the FS and the Secretary under the new accountability
system.

Responsibility over Executive Departments

6.10 As one of the Secretary’ s duty is to oversee the delivery of
services by the executive departments under his purview and to ensure the
effective implementation and successful outcome of policies, a question has
been raised as to whether the SFC or the HKEX are executive departments
under his purview, and whether the Secretary should be accountable for the
effective implementation and successful outcome of their policies.

6.11 On this point, the Secretary for Constitutional Affairs advised
that:-

(@ Genedly when the Government refers to “executive
department” as it does in the context of the accountability
system, it means Government departments for which a Director
of Bureau has responsbility. It does not include statutory
agencies within the purview of the Director of Bureau.

(b)  Specificaly in the context of the Secretary, the term “ executive
department” is not intended to include the SFC and the HKEX.
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(c) Directors of Bureau are accountable for matters falling within
their policy portfolios and in extreme cases, they may have to
step down for serious policy failures. They are responsible for
all aspects of their portfolios. They are responsible for
overseeing the work of the executive departments falling within
the purview of their respective portfolios and the delivery of
services by such executive departments. They are thus
accountable for such executive departments. In the case of
statutory agencies within the purview of the relevant Directors
of Bureau, due regard would have to be given to the relevant
statutory provisions. Such statutory agencies may be required
under the statute under which they are established to act
independently in certain aspects. In general, subject to the
relevant legidative provision, statutory agencies enjoy a high
degree of autonomy in their day-to-day operations, while the
Government' s policy objectives are determined by the relevant
Directors of Bureav.

OBSERVATION

6.12 We agree that under the three-tiered structure, neither the SFC
nor the HKEx can in any wise be considered executive departments under
the purview of the Secretary. The departments contemplated are clearly
those within the Government and not institutions outside the civil service,
especialy in the case of the SFC the rationale of which is to be independent
of the Government. The HKEX is, of course, a publicly listed company
governed by its own board of directors and other executives. This point
will be discussed in greater detail in the context of the role of the FS and the
Secretary in Chapter 12.
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CHAPTER 7
PREPARATION OF THE CONSULTATION PAPER

INTRODUCTION

7.1 On the basis of the materia made available to us, we have tried
to reconstruct a chronology of the events which have some connection with
the Penny Stocks Incident, covering the period from late 2000 to 31 July
2002. Most of the parties involved do not differ too widely over what
happened, even if they do not always agree on what should have happened.
A detailed chronology is a Annex 7.1. This is an essentiad part of this
Report. And for those who are particularly curious as to who knew what,
how they knew and when they knew, the chronology should be able to
supply most of the answers.

7.2 Broadly speaking, the sequence of events can be divided into
five main areas--

(@ ldentifying penny stocks as a problem,;

(b) Formulating proposals;

(c) Presenting and releasing the Consultation Paper;
(d) Market reaction; and

(¢ The aftermath.

7.3 This chapter describes the first two areas. Chapter 8 discusses
the presentation and release of the Consultation Paper. Chapter 9 describes
briefly the market reaction to the Consultation Paper and the aftermath.
Chapter 10, which is based on the findings of the SFC' s recent investigation,
sets out in detail what happened on the 26 July and why.

IDENTIFYING PENNY STOCKS AS A PROBLEM

7.4 Penny stocks, micro caps and delisting mechanism have been
receiving the attention of the securities industry and the media since late
2000. In October 2000, the Hong Kong Stockbrokers Association brought
up this issue for discussion a a regular meeting with the then Financia



Services Bureau. The Association s concern was primarily atechnical one.
Since the Automatic Order Matching and Execution System (AMS) of the
Exchange cannot accommodate trading below one cent, trading of penny
stocks has to be done by brokers as odd lots through manual processes via
the Semi-automatic Matching System (SAM).  This increases the
possibility of mistakes in inputting trading orders and hence the risks borne
by brokers.

7.5 The Bureau relayed the Association s concern to the SFC,
which had aready had initial internal discussions on similar issues. It
would also appear that the SFC had made known some of its concerns in
earlier discussons with the HKEx. The Bureau s letter triggered further
discussion within the SFC. Penny stocks were identified as a problem*
because of its low liquidity, price volatility, susceptibility to manipulation as
well as its corrdation with poor corporate governance and weak
fundamentals. Such a high preponderance of penny stocks was considered
to be a blemish on Hong Kong s image as a premier international financial
centre. For the subsequent narrative, see paragraphs 7.48 et seq.

FORMULATING THE PROPOSALS

The Proposal in its Embryonic Form

7.6 The first suggestion to address problems associated with penny
stocks was made by the SFC's Corporate Finance Division in its reply to the
Bureau in December 2000. The Divison proposed for consideration a
package of measures:-

(@ Thelnitia listing price should be over HK$1.00;

(b)  No corporate action (e.g. sub-divisions or bonus issues) should
be alowed if such action would reduce the share price to below
HK$1.00; and

(c) There should be compulsory consolidation of stocks to a price
above $1.00 if the share price trades below 50 cents for more
than 30 days, or for more than 60 out of 90 days.

4% See paragraphs 2.4 to 2.6 on the problems relating to penny stocks and micro caps.
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1.7 In making these suggestions, the SFC s Corporate Finance
Division pointed out:-

(@ that the proposals would be a dramatic step and resistance had
to be expected. They would, however, send a clear signa to
the market that the Government and the regulators intended to
upgrade the quality of the market.

(b) The US market deems a stock to be a “ penny stock’ if it trades
below US$1.00 for more than 30 days. In such circumstances,
it may be outside the mandate of certain investment funds,
subject to a possihility of delisting and ineligible for margin
financing. The SFC was concerned about the impact these
problems might have on the Hong Kong market since many
problems associated with margin financing relate to “penny
stocks’ and the manipulation activities surrounding them.

Subsequent Evolution

The Main Communications

7.8 From late 2000 to the release of the Consultation Paper on the
25 July 2002, there were on-going discussions within and between the SFC
and the HKEXx on issues associated with penny stocks. There were aso
communications with outside parties. The SFS was periodically informed
of the progress. No details of the proposal were passed to the Bureau until
July 2002 when summaries were communicated to the Bureau. (See
chronology at the 10, 17 and 18 of July 2002.) The key exchanges are
highlighted below:-

(& Between the HKEx and the SFC

The Listing Divison of the HKEx circulated two draft
consultation papers on share consolidation and six draft
consultation papers on listing criteria and delisting procedures
to the Corporate Finance Divison of the SFC. The latter
provided detailed comments on each draft. The two parties
aso discussed the issue a four monthly liaison committee
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(b)

(©)

(d)

meetings and two specia meetings. In addition, there were
numerous written and telephonic exchanges between them.

Among the Government, the SFC and the HKEx

Penny stocks, delisting mechanism and the quality of the
securities market were touched upon in very generd terms at
the FS regular meeting with the SFC Chairman, two Co-
ordination Committee meetings, three Tripartite meetings, one
meeting of the Securities and Futures Liaison Meeting and two
specia meetings convened by the Bureau in mid-July 2002 to
prepare for the announcement of a related but separate package
of proposals relating to listing and corporate governance. |t
was noted that the HKEx would issue a consultation paper on
delisting mechanism, but the details of the proposals were not
discussed. (Seechronology at the 15, 17 and 23 of July 2002.)
On the 10 July 2002, the Bureau obtained a summary table
prepared by the SFC on proposed listing criteria and delisting
procedures. Also, on the 17 July 2002, the Bureau asked for
and obtaned the HKEX s Executive Summary of the
Consultation Paper.

Within the HKEx

A draft of the Consultation Paper was circulated to the Listing
Committee on the 10 July 2002. It was conddered at its
meeting on the 18 July 2002, a week before the release of the
Consultation Paper. The HKEx Board of Directors was
neither involved nor informed.

Communications with the Market

(i) At the Government level, the problems associated with
penny stocks appear to have been mentioned two or three
times at the regular meetings between the Bureau and the
Hong Kong Stockbrokers Association in 2000 and 2001.

(i)  Within the SFC, the Commission (in December 2001),
the Shareholders Group (in March 2002) and the SFC
Advisory Committee (in May 2002) discussed share
consolidation and delisting mechanism but more in the
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context of the SFC s interna study on the quality of the
Hong Kong market.

(i) Regarding the HKEX, there is no forma record of
consultation with outside parties on ether the penny
stocks issue or the proposas contained in the
Consultation Paper. There were, however, informa
efforts to inform the media of its plans to introduce a
modified delisting mechanism.

(¢ Public Announcements

(i) The Chief Executive of the HKEx mentioned the
proposed delisting mechanism as one of the HKEX s
priority areas for 2002 at his year-end briefing in 2001.

(i)  In addition, there were media reports quoting the HKEX
executives on share consolidation and delisting.

(ili)  On the 20 June 2002, the Financia Secretary mentioned
the proposed consultation on delisting in his speech
delivered at the cocktail reception to commemorate the
second anniversary of the HKEx. (See chronology at
the 20 June 2002.)

How the Matter Developed

7.9 First, between late 2000 and April 2002, both the SFC and the
HKEXx focused their attention on a stand-alone proposal to encourage or
require the consolidation of penny stocks. Neither put forward proposals to
link consolidation with a revamped delisting regime. In paralle, the HKEX
was considering proposals and criteria for initid listing and delisting. It
was only on the 30 April 2002 that the HKEX first included the stand-alone
share consolidation proposa in the package of measures on listing criteria
and delisting procedures in a single draft consultation paper, which was
communicated to the SFC. Second, the SFC and the HKEx discussed five
price thresholds for consolidation ranging from 1 cent to $1 between July
2001 and June 2002. Third, the HKEx and the SFC both mentioned
whether and how dternative trading platforms should be introduced for
delisted company stocks. (See chronology at items 52 and 58.) No
provison for such an dternative trading platform was included in the
Consultation Paper.
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EXCHANGES BETWEEN THE HKEX AND THE SFC

Key Exchanges

7.10 As we mentioned in paragraph 7.9, the HKEXx did not consider
consolidation and delisting together until the 30 April 2002 draft of its
Consultation Paper. All the exchanges detailed below prior to that date
were figures discussed for share consolidation. We also note that as from
the 30 July 2001 (when the first draft paper on share consolidation was sent
by the HKEXx to the SFC) up to the 10 July 2002 when the SFC commented
on the fifth draft of the paper which was smilar to the Consultation Paper
released two weeks later, the proposals and initial consideration and
formulation had come from the HKEx. However, in respect of each draft
emanating from the HKEXx, the SFC had commented on the proposals in
commendable detail and care, making, in many instances, practical points of
utility and importance. Their exchanges are detailed in the chronology at
Annex 7.1 and summarized below:-

Date Event Proposed Price Threshold
Price Minimum Minimum
threshold for price Initial
consolidation resulting Public
from Offer
corporate Price
action
30.7.2001 | The HKEx sent the first draft $0.01 $0.1
paper on consolidation of shares
to the SFC.
882001 | The SFC commented on the first $1 $5
draft paper.

20.12.2001 | The HKEx circulated the second $0.1 $0.3

- 56 -




draft paper on consolidation of
shares.

25.1.2002 | The SFC commented on the $1 - -
second draft paper.

30.4.2002 | The HKEx circulated the first $0.3 $0.3 $1
draft consultation paper on
Admission Eligibility Criteria
and Continuing Eligibility
Criteria (the Consultation
Paper).

135.2002 | The SFC commented on the first $1 - $5
draft Consultation Paper.

15.5.2002 | First Speciad meeting to discuss | The HKEXx disagreed with "$1", but agreed to
the first draft Consultation Paper. consider $0.5 or $0.3 as the minimum trading

threshold.
17.5.2002 | The HKEx's email to the SFC The HKEx proposed $0.3 as the minimum
trading threshold.

8.6.2002 The HKEX circulated the second $0.5 $0.5 $2
draft of the Consultation Paper,
and submitted the tentative
timetable for release of the "will consult market on $1/85"
Consultation Paper to the SFC.

11.6.2002 | The HKEx submitted the third $0.5 $0.5 $2
draft of the Consultation Paper.

17.6.2002 | The SFC commented on the third | The SFC said that if had not yet arrived at a

draft.

view of "$1/$5" or "$0.5/$2" proposals.




20.6.2002

Second Specia meeting to
discuss the third draft of the
Consultation Paper and the SFC's

comments.

The SFC did not raise disagreement to
"$0.5/$2".

26.6.2002

The HKEx submitted the fourth
draft of the Consultation Paper.

3.7.2002

The HKEx submitted the second
version of the fourth draft of
the Consultation Paper to the
SFC.

No further changes in subsequent drafts and
communications.

3.7.2002

The SFC commented on the
second version of the fourth draft
of the Consultation Paper by e

mail.

4.7.2002

The HKEx submitted the first
draft of the questionnaire of the
Consultation Paper to the SFC

Corporate Finance Division.

5.7.2002

The HKEx emailed the fifth

draft of the Consultation Paper
to the SFC.

10.7.2002

The SFC commented on the fifth
draft.

10.7.2002

The HKEx sent the advanced
draft (the sixth draft) of the
Consultation Paper to the Listing
Committee for deliberation at the
meeting on 18.7.2002.




Note:

Reference to the "HKEX" is to the "HKEX s Listing Division"; reference to the "SFC"
means the "SFC's Corporate Finance Division".

First Draft Paper on Share Consolidation

711 On the 30 July 2001, the HKEX s Listing Division sent the first
draft paper on share consolidation to the SFC s Corporate Finance Division.
In essence, the HKEX s paper included two proposals. First, stocks with
closing share prices a or below 1 cent for an aggregate of 20 trading days in
any period up to three months should be consolidated to 10 cents or above.
Second, there should be a floor price of 10 cents. Issuers would be
prohibited from undertaking bonus issues, share splits, open offers, right
issues and other corporate actions that would lead to the theoretical share
price falling below 10 cents.

712 The HKEX s focus was on technical issues. The paper
mentioned:-

“Shares are normally traded through the Automatic Order
Matching and Execution System (AMS). The minimum
price a which securities may be traded using
automatching is HK$0.01. Shares may be traded at
prices below HK$0.01 by using the Semi-automatic
Matching System (SAM). Trading on the SAM system
IS not as transparent as on the AMS. The Stock
Exchange considers that it is undesirable for an issuer' s
shares to be traded on the SAM for a prolonged period.
Consequently, the Stock Exchange proposes to require
Issuers to present proposals to shareholders to increase
the value of their shares if the closing price of ther
shares falls to [HK$0.01]*" or below. The Stock
Exchange will regard a proposal to consolidate an
issuer’ s securities as acceptable.”

7.13 In the draft paper, the HKEx aso set out possible implications
arising from the proposa. First, the HKEx acknowledged that

47 When numbers are quoted in square brackets in this chapter, square brackets also appear in the original
documents.
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consolidation would increase the number of odd lots held by investors.
The HKEX believed that this could be a matter best addressed on a case by
case basis in the light of each issuer s circumstances. Secondly, the HKEXx
noted some concerns about the costs to the issuer and to its shareholders of a
possible consolidation exercise. Such costs included the cost of convening
shareholders meetings, announcing the changes, replacing share certificates
and taking professional advice. To minimize some of the costs, the HKEX
proposed including provisions to alow a reasonable time for issuers to
comply with the necessary formalities in their normal course of business.

The SFC’ s Comments on First Draft Paper on Share Consolidation

7.14 Inits reply on the 8 August 2001, the SFC' s Corporate Finance
Division expressed two main concerns namely, the scope and threshold for
consolidation. On thefirst:-

“The paper only deals with one aspect of penny shares —
how to dea with shares that trade below 1 cent, the
minimum price that the AMS can handle. The more
Important issue is the way share manipulators concentrate
their efforts on shares with alow vaue.”

7.15 On the second concern:-

“In our view, the right thresholds are around HK$5 [for
initial listing] and HK$1 [for consolidation]. We know
that a HK$1 level for share consolidation would impact
well over half of the companies listed on the Exchange,
however that does not justify a lower threshold. Rather,
it requires a phased introduction for existing issuers”

Second Draft Paper on Share Consolidation

7.16 On the 20 December 2001, the HKEX s Listing Division
submitted a second draft paper on share consolidation to the SFCs
Corporate Finance Division. The mgor change was in relation to the price
threshold. The HKEXx proposed that “stocks with closing price a 10 cents
or below for an aggregate of [30] trading days in any period of [up to three
months] should be consolidated to a level that reaches HK$0.20 or above.”
In addition, the HKEXx proposed to prohibit corporate actions resulting in the
theoretica share price faling below HK$0.30.
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7.17 The HKEXx defended its new proposal by reference to its market
Impact assessment:-

“ As you noted, setting prices at the [HK$5 and HK$1]
levels would affect a substantial number of companies.
About 63% to 65% of companies on the Main Board and
GEM trade a below HK$1. None of the companies
listed on GEM trade above HK$5 and only about 8% of
companies on the Main Board do so. In the light of
your comments, the proposals have been revised and the
consolidation price is now suggested to be ten cents”

“On the basis of prices for the three months ended
10 August 2001, this proposa would affect 93 companies
on the Main Board and 6 on the GEM. The proposed
floor price has adso been increased from ten cents to
thirty cents.”

“ Setting the consolidation price at ten cents means that a
company’ s shares may fal a further 90% before reaching
the one cent level where trading on an automatching
basisis not possible. Likewise, setting the floor price at
thirty cents means there is considerable leeway for prices
to fall before they reach the consolidation price.”

The SFC’s Comments on the Second Draft Paper on Share
Consolidation

7.18 In its reply on the 25 January 2002, the SFC s Corporate
Finance Division re-iterated its concerns over the scope and price threshold.
On the first concern, the SFC s Corporate Finance Division remarked that:-

“The proposed ten cents/thirty cents regime remains far
short of achieving the ultimate objective. The issue of
penny (or cent) stocks is much more than just how the
AMS3 trading system could handle order quoted at
below one cent per share. Indeed, if system capability
were the only concern, we would agree that the proposed
ten cents/thirty cents regime would be a good solution.
But the issue is more complex. There are also questions
of quality and market perception.”

7.19 On the second concern, the SFC expressed itself:-
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“Nomina prices could lead investors to percelve —
incorrectly — that a stock is “cheap” because it is priced
in cents. Loca market practitioners have long reported
this investor psychology. Some issuers, understandably
adapt to this psychology and structure their share capital
so that their stocks are quoted in cents. As an overal
market development, this is undesirable because it is
misleading to investors and provides opportunities for
market manipulation. It also encourages some investors
to look for “gambling numbers” — stocks that others
might drive up.”

“The SFC s long-term objective in setting a minimum
share price is to discourage companies as well as
investors from seeing stocks as “ gambling numbers’ and
encourage a proper focus on quality. The one-dollar
mark is important for psychological reasons. It would
also improve our international profile. (Other markets
that have minimum share price rules, eg. New York
Stock Exchange, Nasdag, Neuer Market and the
Mainland, set the threshold at the lowest integer value of
their legal tender, i.e. US$1, 1 Euro and 1 RMB. Indeed,
a HK$1 minimum would be low in absolute value in
comparison but would follow this international
practice).”

“Two well-respected media commentators have recently
caled for setting HK$1 as the minimum share price®.”

7.20 Regarding the HKEX s concern if HK$1 were adopted, the
SFC s Corporate Finance Division explained that:-

“We appreciate that a HK$1 minimum would affect a
large number of issuers. This argues for a long
transition so that companies could prepare and investors
could adapt their behaviour. But as an immediate step,
the public consultation appear should clearly set out the
long-term objective, together with the relevant postive
and negative consderations. We appreciate that

4 The SFC quoted articles by Mr TSO Y an-chiu in the Hong Kong Economic Journal on 9 January 2002
and an article dated 6 January 2002 by Mr David WEBB on www.webb-site.com.

- 62 -



jumping to a HK$1 minimum is probably ambitious and
a phased approach might be necessary.”

First Draft of the Consultation Paper on Admission Eligibility Criteria
and Continuing Eligibility Criteria

721 On the 30 April 2002, the HKEX s Listing Division circulated
the first draft of the Consultation Paper on Admission Eligibility Criteriaand
Continuing Eligibility Criteria (the Consultation Paper) to the SFC's
Corporate Finance Division. This draft paper included a package of
proposals on initial and continuing listing criteria.  As stated in the paper,
the proposads were “in line with the aim underlying the Corporate
Governance Consultation Paper to enhance the quality of the issuers listed
on the Exchange and strengthen Hong Kong' s position as an internationa
financia centre.” A review of the listing and continuing listing eligibility
was necessary “in order to bring our requirements on a par with international
standards’.

71.22 The first draft of the Consultation Paper covered five sections:-
(@ eigibility criteria at the time of approva for initial listing; (b) eigibility
for continuing listing; (c) enhancement of continuing listing obligations;
(d) procedures for the cancellation of listing; and (€) investment companies.

7.23 The original share consolidation proposal was subsumed within
the package. Specifically, the paper proposed, among other things :-

(@ the HKEx would introduce a minimum closing price of HK$0.3
as a continuing listing eligibility criterion. Where the average
price over 30 consecutive days of an issuer islessthan HK$0.3,
the issuer will fail to meet the continuing listing eligibility
criteria;

(b) the issuer will be prohibited, during and after the transitiona
period, from undertaking any corporate actions that will result
in securities trading at below HK$0.30; and

(c) theminimum initial listing price should be HK$1.00.
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1.24 The HKEx aso proposed new procedures offering a reasonable
opportunity to non-compliant issuers to bring themselves back to
compliance. At the same time, they would aert the investing public of the
imminent delisting or proposed rectifying measures. In the case of the
minimum closing price, the application of delisting procedures is subject to
an “ auto-cured” provision and a transitiona period. Whenever the issuer’ s
share price exceeds the price threshold and remains above the level for at
least 60 days, the price deficiency would be deemed to be cured, and the
new delisting procedures would be disengaged.

7.25 The draft paper also mentioned alternative trading platforms.
It stated that:-

“There are views that an aternative trading platform
should be set up to provide shareholders or investors of a
delisted issuer with a venue to trade their shares after
delisting. We consder that transparent qualitative
delisting rules would provide adequate signas to
investors and afford them sufficient time to act and make
investment decisions. Accordingly, we do not consider
that an aternative trading platform for trading of delisted
sharesis necessary.”

7.26 This paper signifies a turning point in the HKEX's philosophy
and approach to tackling problems associated with penny stocks. This was
the first time the issue of penny stocks has been linked to ddisting.
According to a media report in May 2001, Mr Lawrence Fok, the then
Executive Vice Presdent of the HKEx, had been quoted as saying that
unlike the US market where there were aternative trading platforms through
the “Pink Sheet” and “ Over the Counter (OTC) Bulletin Board”, Hong Kong
did not have these alternative platforms for the trading of delisted stocks.
For al practical purposes, investors would no longer be able to sell their
investment if their stocks were delisted. In his view, the solution was to
require penny stocks to consolidate, and not to have them delisted.

1.27 Similarly, the SFC in September 2001 published on its website
a piece stating that “ It would be inappropriate for the regulators to delist a
company merely because it recorded losses for over two consecutive years
or has a low share price. A company is not unsuitable for listing, just
because its share price is below $0.5. The delisting of a company from the
Stock Exchange is one of the severest sanctions that can be imposed on a
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listed company. It will generally hurt the minority shareholders more than
the controlling shareholders if such companies were to be deisted.
Provided the company has sufficient level of operations or sufficient assets,
ddlisting is only appropriate in exceptional circumstances™.”

7.28 By marrying the share consolidation proposa with the delisting
mechanism, share consolidation was no longer highlighted in the draft
Consultation Paper. Instead, it was only implied in the reference to “ auto-
cured provision’. At the same time, the paper did not discuss possible
solutions to earlier concerns about the lack of an alternative trading platform
and the adverse implications on the interests of minority shareholders.

7.29 On the 15 May 2002, the SFC s Corporate Finance Division
and the HKEX s Listing Divison had a meeting to discuss the first draft of
the Consultation Paper. Before the meeting, the SFC s Corporate Division
sought clarifications from the HKEX s Listing Division and completed an
internal assessment of the possible implications of the proposa. The
assessment indicated that “only 20 or so” companies would be at the risk of
delisting but more than 300 companies would need to go through share
consolidation. The HKEX s Listing Divison had conducted similar
statistical analyses with smilar findings.

7.30 At the meeting on the 15 May 2002, the two parties discussed
the paper and raised the following points:-

(@ Linking Consolidation to Delisting. The SFC queried why
minimum share price was made a continuing eligibility criterion,
failing which delisting would follow. The HKEx explained
that this was necessary to enable it to require a company to
effect share consolidation or otherwise bring itself back into
compliance. The understanding of both parties was that the
imposition of a price threshold was to encourage share
consolidation. The HKEX' s argument was that the sanction of
a potential delisting was probably required as a last resort, if,
after a long period, the issuer was still unable to comply with
the minimum trading price requirement. After discussion, this
argument was considered by the SFC to be one within the

% Thisis extracted from an article “ Should the SEHK delist listed companies which have recorded |oss
for 2 consecutive years or if their share prices remained below $0.5 in order to protect the interest of
minority shareholders? inwww.hksfc.org.hk/eng/investor/html/questions/edelist.htm
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(b)

(©)

bounds of reasonableness and acceptable as a suggestion to go
out for consultation.

Price Threshold. The SFC re-iterated the rationale behind
suggesting $1 as the threshold for a minimum trading price.
The SFC adso stressed that the threshold should receive an
informed public debate. In the SFC s views, it was important
to set out the positive and negative considerations and make
clear that there would be a long transitional period. The SFC
did not want to see respondents opting for a lower number just
because that seems easy without thinking through the purposes
of having a price threshold in the first place. The HKEx
disagreed with the SFC's $1 threshold as the change was
consdered too hasty. Nevertheless, the HKEx agreed to
consider further setting the proposed minimum trading
thresnold at HK$0.5 or HK$0.3.

Alternative Trading Platform. The SFC asked whether
delisted companies could apply to relist on the Growth
Enterprise Market (GEM). The SFC saw no objection to this
as a matter of policy. While the HKEx would not reject
companies ddisted from the Main Board applying to list in
GEM provided they met al the prevailing requirements of GEM,
the HKEx indicated that it was considering a “cooling-off
period’ to avoid immediate admission. Otherwise, it would
impair the image of the GEM. The Listing Divison aso
mentioned that the question regarding the policy and direction
for future development of the GEM was outside the scope of the
Consultation Paper. The SFC agreed and indicated that they
would raise this policy issue with the HKEX' s business section
a alater time.

Second Draft of the Consultation Paper

On the 8 June 2002, the HKEX s Ligting Divison sent the

second draft of the Consultation Paper and tentative timetable to the SFC' s
Corporate Finance Divison. The HKEx recommended, among other
things, that the minimum trading price and minimum initial listing price
should be $0.5 and $2.0 respectively.
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Third Draft of the Consultation Paper and the SFCs Comments

7.32 Three days after sending out the second draft, the HKEXx
submitted a third draft to the SFC s Corporate Finance Division on the 11
June, highlighting the latest amendments. The SFC provided a very
detailed reply with specific comments on 55 different paragraphs and
sections. The salient points are set out below:-

(@ Minimum share price. The SFC mentioned that it had “not
arived a a view on the $5/$1 and $2/50 cents issu€’.
However, it urged the HKEx to mention in the paper that the
final goal was to bring the threshold in line with international
norms.

(b) Impact on shareholders and issuers. The SFC suggested
that the HKEx consider including discussion that the cost of
share consolidation would be small, how companies could
further minimize costs by timing the approval with their Annual
General Meetings, and that many companies already engaged in
similar corporate actions. The SFC aso suggested that there
ought to be some parameters or examples of what measures
would likely be considered sufficient by the HKEx to alow a
failled company back to long-term, sustained compliance.

(c) Exit mechanism. The SFC expressed concern that public
shareholders might never get a chance to exit if suspension of
trading is immediate and six months later, the company was
considered to have falled a continuing listing criterion. The
SFC requested the HKEX to discuss assessment of the potentia
impact.

7.33 On the 18 June 2002, the SFC sent supplementary comments on
the third draft. It proposed, among other things, that the HKEx should
clarify in the consultation paper whether share consolidation would be taken
as an “auto-cured’ proposa. Furthermore, it urged the HKEx to ensure
that the proposal would not be abused by controlling shareholders so as to
achieve automatic privatization by the mere expedient of non-compliance, to
the detriment of the interests of minority shareholders.
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7.34 The HKEX s Listing Division and the SFC s Corporate Finance
Division held the second specia meeting on the 20 June 2002 to discuss the
third draft. The price threshold and alternative trading platforms were not
discussed. Instead, the focus was on other issues such as minimum public
float requirements, potential for abuse in certain areas and what constituted
“definitive’”  proposals which would be acceptable to the HKEx in
disengaging the proposed delisting regime. According to the HKEX, these
comments were taken into account in preparing subsequent drafts.

Fourth Draft of the Consultation Paper and the SFC’ s Comments

7.35 The HKEX s Listing Divison sent two versions of the fourth
draft of the Consultation Paper to the SFC on the 26 June 2002 and the
3 July 2002 respectively. The HKEx did not recommend further changes
to the threshold of $0.5/$2.

Fifth Draft of the Consultation Paper and the SFCs Comments

7.36 The Ligting Division sent the fifth draft of the Consultation
Paper and the first draft of the questionnaire to the SFC s Corporate Finance
Divison on the 4 July and 5 July respectively. On the 10 July 2002, the
SFC provided detailed comments and questions on both documents.
Specifically, the SFC expressed concern about the length of the document
and drafting. The SFC commented that:-

“The sheer length would no doubt cost some PR points.
But we shall leave that to you. Our biggest point on the
fifth draft has to do with drafting. Because of
successive changes, the draft has gotten very unwieldy.
There are also places where the same changes seem to
conflict with each other. Below are some examples but
no doubt we have only spotted a few out of many. |
strongly urge you to have a fresh pair of eyes read over
the paper carefully in the next couple of weeks before
public release.”

Sixth Draft of the Consultation Paper

7.37 On the same day, the Listing Division replied:-
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“Thanks for the note [with comments on the fifth draft].
Most of the points have already been taken up in our
latest draft (actually 3 fina-touch drafts over last
weekend). Will send you the final draft soon.
Thanks.”

7.38 Later that day, the SFC s Corporate Finance Division requested
a copy of the sixth draft which would be circulated to the Listing Committee.
It also derted the Listing Divison of the need to get the Corporate
Communications Unit (CCU) ready in case of leakage. In the meantime,
the SFC would have its Corporate Communications Division refer
everything to the HKEX' s CCU. Accordingly, the Listing Division sent a
copy of the revised draft Consultation Paper to the Corporate Finance
Division on the same day.

Sixth Draft Circulated to the Listing Committee

7.39 Still on the 10 July 2002, the Listing Division circulated the
advanced draft of the Consultation Paper to all members of the Listing
Committee. The covering letter highlighted that the paper would be
“discussed as a policy matter at the Listing Committee meeting on the 18
July 2002" and that “the SFC has agreed, in principle, with the contents of
the draft and the Division is in the course of finalizing al the issues with the
Executives of the SFC.”

7.40 Two documents were attached to the covering letter. The first
one was a nine-page Listing Divison Report prepared by Ms Anne
Chapman (Vice President) and Ms Doris Lee (Senior Manager). This was
reviewed by Mr Keniel Wong (Senior Vice President) and recommended by
Ms Karen Lee (Head of Listing, Regulation and Risk Management Unit).
The document included an executive summary and a summary of the salient
points. It was highlighted that:-

(@ “As the areas covered are very extensive, Listing Committee
members are requested to refer to the Draft Consultation Paper
(“ the Paper”) for details.  The SFC has in principle agreed with
the contents of the paper.”
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(b) “[The Listing Division] proposes to issue the Paper to the
market before 25 July 2002. The consultation period will be
up to 31 August 2002.”

(c) “[The Listing Divison] recommends Listing Committee
members to endorse the principles proposed in the paper.”

741 The second document was a 110-page draft Consultation Paper,
similar in content and presentation to the version eventually released to the
public. Despite the SFC s earlier advice that the Listing Committee should
be alerted of detailed statistics relating to the proposed delisting mechanism,
(see item 18 in Chronology) neither the Listing Divison Report nor the
Consultation Paper contained any statistical analyses conducted by the
Listing Division on the likely impact of the proposals on the market.

Listing Committee Deliberation

742 At the meeting on the 18 July 2002 (Thursday), the Listing
Committee discussed the Consultation Paper. Nine out of twenty-four
members were present.  Two members who could not attend the meeting
sent detailed written comments to the Listing Divison. These comments
touched on the fundamental philosophy of a delisting mechanism as well as
technica aspects of the proposads. Thelr comments were tabled but
apparently not discussed.

7.43 The meeting commenced a 4:30 pm. and ended at
approximately 6:51 p.m. During the meeting, the Committee discussed the
proposals in great detail. The concerns and questions raised were more on
the technical aspects. On general issues, it was suggested that the
Consultation Paper should include some general questions on whether the
Listing Rules should be tightened or relaxed, and whether there were other
areas that the market considered that the HKEXx should take into account in
formulating further continuing obligations. These questions would allow
more room for the market to express their views on broad directions. At
the end of the meeting, the Head of Listing Divison advised members that
the Division would amend the Consultation Paper to reflect the comments
made and the paper would be issued in the following week.
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Finalizing the Consultation Paper

7.44 Between 18 July 2002 and 23 July 2002, the HKEX worked on
the final version of the Consultation Paper by incorporating the comments of
the members of the Listing Committee. It aso fine-tuned the overdl
contents of the Paper. The Listing Divison wrote to the SFC s Corporate
Finance Division on the 26 July 2002, saying that it had made twelve mgor
amendments to the sixth draft of the Paper as a result of comments from the
Listing Committee.

Observations

7.45 As shown in the narrative of the events.-

(@ The Listing Divison was the main driving force in formulating
the detailed proposals. It was the initiator who took the lead in
crafting the proposals. The SFC' s Corporate Finance Division
was intimately involved throughout the exercise. Its
comments were detailed and comprehensive, covering not only
policy but also matters of detail. As such, the SFC had an
important influence in the direction and content of the
Consultation Paper. The proposed threshold of $0.5 was a
direct outcome of the discussion between the SFC s Corporate
Finance Divison and the Listing Divison. It was most
probably a compromise figure, acceptable to both sides for
consultation purposes. The actual figure was suggested by the
Listing Division after discussion between Mr K C Kwong, the
Chief Executive, and Ms Karen Lee, the Head of Listing
Divison. The SFC was adso aware of the shift from a stand-
alone share consolidation proposal to it becoming absorbed
within a package of listing criteria and delisting procedures
without further separate express mention.

(b) The Chief Executive of the HKEx and, even more so, the SFC
Charman were not directly involved in the day-to-day
exchanges between the two organizations. The extent of the
involvement of the senior officers is discussed in greater detail
in Chepter 12.
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(d)

There were in total eight successive drafts of the Consultation
Paper during the twelve-month period from July 2001 to July
2002. Three drafts were circulated during the first 10 months,
while five drafts were prepared and revised in the last two
months, seemingly reflecting a strong determination to publish
the Consultation Paper by July 2002.

The Listing Committee, established as the “ gatekeeper” for
listing matters, was not involved at any stage in mapping out the
genera direction. When it had to consider the paper on the
18 July 2002, it did not have dtatistical analyses to assess the
potential market impact. Nor did it appreciate that it was
something they had to focus on. It was informed of, but not
apparently consulted on, whether and when to release the
Consultation Paper. Its endorsement was sought only on the
“principles’ contained in the Paper. Members were given
about a week to read and consider the lengthy documentation.
It has been suggested that the timing was also inopportune since
the summer time was traditionally when some members took
thelr vacations. Be that as it may, nine out of twenty-four
members were able to attend the meeting to discuss this mgor
policy issue. Some of the detailed written comments sent by
two absent members who were unable to be present were
neither discussed at the meeting nor apparently followed up
afterwards, except on one issue which is not germane to this
discusson. Those who turned up or submitted comments
should be commended for the care they took and for the insights
they offered. They are certainly not to be criticized for the
events of the 26 July 2002.

INVOLVEMENT OF THE GOVERNMENT

Chronology of Events Involving the Government

As mentioned in paragraph 7.8(b), the questions of penny

stocks, delisting mechanism and the quality of the securities market were
touched upon in genera terms at two Co-ordination Committee meetings,
three Tripartite meetings, one meeting of the Securities and Futures Liaison
meeting and two special meetings to prepare for the announcement of the
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package regarding listing matters. As part of the background to these
exchanges were three parallel developments:-

@

(b)

(©)

147

The Bureau under Mr Stephen Ip had taken the initiative to
increase liaison with the SFC and the HKEx by setting up
tripartite meetings to enable the parties to discuss issues of
common concern.

The SFC had conducted an internal study on the quality of the
securities market in Hong Kong. It completed its study in
December 2001, and shared its findings with the Government
and the HKEX, as well as with its consultation network.

The new accountability system was introduced on 1 July 2002.
Publicity arrangements were in place to introduce the newly
appointed Secretary for Financia Services and the Treasury
between 1 July 2002 and 31 July 2002.

These three developments were taking place when the

successive drafts of the Consultation Paper were being prepared. They
may have had some bearing, a any rate indirectly, on the Penny Stocks
Incident. The key exchanges involving the Government are summarized in
the following table and paragraphs (For more details, see the chronology at
Annex 7.1):-

Date

Event

October 2000 | Regular meeting between the Secretary for Financial Services (SFS)

(Mr Stephen Ip) and the Hong Kong Stockbrokers Association
(HKSbA) when the Association expressed concern over penny
stocks.

to

November
2001

October 2000 | Liaison between the Bureau and the SFC s Corporate Finance

Division to follow up on the penny stocks issue.

16.2.2001

The Bureau suggested the SFC' s Corporate Finance Division look
into problems associated with penny stocks and that any proposals
should be put to the market for consideration.
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Date

Event

2.11.2001

The Bureau wrote to the SFC, copied to the HKEX, suggesting the
HKEx engage the HKSbA direct to hear its view in mapping out
proposals to address share dilution and other investor protection
issues.

12.12.2001

The SFC Chairman wrote to the SFS attaching a copy of the SFC s
internal study on the Quality of the Hong Kong Securities Market
(the Study), after the Commission was briefed on the findings of the
Study at its meeting on 3.12.2001.

13.12.2001

Securities and Futures Liaison Meeting held between the Bureau and
the SFC.

21.12.2001

The SFC Chairman wrote to the HKEx Chairman attaching a copy of
the Study.

19.1.2002

The HKEx Chairman responded to the SFC Chairmani s letter of
21.12.2001.

24.1.2002

First Tripartite Meeting involving SFS, the SFC Chairman and the
Chief Executive of the HKEXx.

1.3.2002

Co-ordination Committee Meeting involving SFS, the SFC, the
HKEXx and senior staff.

19.3.2002

Second Tripartite Meeting.

30.4.2002

The SFC Chairman submitted the SFC s Quarterly Report (for the
quarter ending 31 March 2002) to the FS.

The FS was made aware in general terms of the HKEX s plan to
introduce a revised delisting mechanism in 2002.

30.5.2002

Co-ordination Committee Meeting.

7.6.2002

Third Tripartite Meeting.

20.6.2002

The FS had a regular meeting with the SFC Chairman. Later that
day, the FS delivered a speech a a cocktail reception to
commemorate the 2™ anniversary of the HKEX.

28.6.2002

The SFS drafted a letter for the FS to send to the HKEx Chairman,
expressing concern over corporate governance of listed companies
and inviting the HKEx Chairman to consider improvement measures.

1.7.2002

Frederick Ma Si-hang assumed office as the Secretary for Financia
Services and the Treasury (the Secretary).

3.7.2002

The HKEx Chairman responded to the FS' letter of 28.6.2002, and
outlined the HKEX s plans to tighten up initial and continuing listing
eligibility criteria (including treatment of penny stocks) and delisting
procedures for the Main Board.

8.7.2002

The SFC Chairman wrote to the Secretary informing him of the
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Date Event
SFC' s key initiatives to improve the quality of the Hong Kong listing
market and upgrading the standard of corporate governance.

9.7.2002 | First special meeting to discuss PR Rollout Plan for the Secretary for
24.7.2002.

9.7.2002 | Head of the HKEX s Listing Division informed the Bureau of the
HKEX stimetable for circulating the Consultation Paper.

10.7.2002 | In response to the Bureau s request, the SFC's Corporate Finance
Division sent the Bureau the SFC' s summary on proposed initial and
continuing listing criteria (the “ SFC Summary Table”).

17.7.2002 | Securities and Futures Liaison Committee held between the Bureau
and the SFC.

17.7.2002 | The HKEx faxed the Executive Summary of the draft Consultation
Paper (* the HKEXx Executive Summary’) to the Bureau.

17.7.2002 | The Bureau passed the SFC Summary Table to SFST s private

office.
17.7.2002 SFST out of Hong Kong (returning to office on Monday, 22.7.2002).
Evening
23.7.2002 | Second special meeting to finalize PR Rollout Plan for the Secretary
on 24.7.2002.

24.7.2002 | Joint press conference by the Bureau, the SFC and the HKEXx on
related but separate package of corporate governance and
streamlining of listing processes.

From October 2000 to November 2001

7.48 At the bi-monthly meetings co-chaired by the Secretary for
Financia Services and the Charman of the Hong Kong Stockbrokers
Association in October 2000, the Association raised the problem relating to
the trading of shares below one cent. The Principal Assstant Secretary
(Securities), at all material time Miss Sdina Yan, with the day-to-day
responsibility for securities matters, immediately relayed the Association s
concern to, and continued to follow up with, the SFC s Corporate Finance
Division thereafter. The Association re-iterated its concern at subsequent
meetings. The Bureau wrote on the 2 November 2001 to the SFCs
Corporate Finance Division, and copied the letter to the Chief Executive of
the HKEx and the Head of the Listing Division, suggesting the HKEX
engage the Association direct to hear its views in mapping out proposals on
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share dilution and other investor protection issues relating to the Listing
Rules.

7.49 During communications with the SFC, the Bureau expressed
concern over problems associated with penny stocks and their implications
on Hong Kong s reputation as an international financial centre and on
investor protection. On the 16 February 2001, the Bureau also raised the
issue that delisting would deprive small shareholders of the chance to
liquidate their position through the Exchange and that the US mode might
not be the solution in Hong Kong. Noting that the SFC was reviewing the
subject with the HKEx and that there was no clear-cut solution to the
problem, the Bureau considered that the sensible thing to do would be to put
the issue to the market for its views.

December 2001 to January 2002

7.50 The SFC completed its internal study on “the Quality of the
Hong Kong Listing Market: A Critica Review” (the SFC study). After
briefing the Commission on the study in early December 2001, the SFC
Chairman wrote to the SFS and subsequently to the Chairman of the HKEXx
attaching a copy of the report.

7.51 In his letter of the 12 December 2001 to the SFS, the SFC
Chairman expressed concern that the SFC study confirmed public perception
of the deteriorating quality of the Hong Kong market. In particular, the
study raised serious questions about the significant numbers of poor-quality
listings, the type of companies then being listed, and the standard of those
companies. The study also pointed out that those issues, if not addressed,
would adversely affect Hong Kong s aspirations as a premier international
financia centre.

752 The SFC s letter dated 21 December 2001 to the HKEXx
Chairman, also copied to the SFS, covered a broader range of issues
including the following:-

(& Regulatory Approach. Whilst it was part of an internationa
trend to emphasize disclosure regulation more than merit
regulation, reliance on disclosure had to mean that there should
be full, accurate, timely and meaningful disclosure. Secondly,
effective disclosure regulation was premised upon proper
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(b)

(©)

7.53

investigatory capabilities and stern enforcement.  Thirdly,
disclosure did not mean every applicant was necessarily dealt
with in the same manner. Risky businesses required more
disclosure, when all the relevant facts and potential traps had to
be highlighted. Fourthly, every successful market had some
form of merit regulation.

Entry, Exit and Gate-keeping. The Main Board' s measures
of quality for regulating initia entry were crude. When it
became clear a company no longer had any credible business
that was sufficient to judtify a listing status, delisting should
follow.

Going Forward. The SFC and the HKEx should work on
(1) seeking quality companiesto list in Hong Kong; (i) stepping
up disclosure standards and enforcement; and (iii) putting in
place meaningful ongoing quality assurance standards.

The HKEx Chairman responded to the SFC Chairman on the

19 January 2002. This letter was also copied to the SFS. He highlighted
the following:-

@

(b)

Continuing Listing Requirements. The HKEx had
earmarked for improvement its delisting regime as one of the
top priority projects for 2002. The HKEx envisaged that the
delisting project would review the continuing listing
gualifications and address the need for expediting the delisting
procedures. The HKEx amed to complete its study and
produce suggestions for changes for discussion with the SFC' s
executives in the first quarter of 2002. Depending on the
outcome of the discussion, the HKEx could consult the market
in the second quarter.

Penny Stocks. As for penny stocks, the HKEx agreed that it
would be desirable to set a floor level of trading prices. The
HKEx aso mentioned that the executives of the HKEx and the
SFC had been discussing this in the course of 2001. The
HKEx had proposed that issuers be required to consolidate
shares to a theoretical price of 30 cents if the shares had been
trading below 10 cents for more than 20 days during a period of
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3 months. The HKEx aso proposed to prohibit corporate
actions by issuers which would result in the theoretical value of
the share price falling below 30 cents. The HKEx indicated
that it had submitted a draft consultation paper to the SFC
executives for comment. (This would be the second draft of
the share consolidation paper dated the 20 December 2001, on
which the SFC commented on the 25 January 2002.) Subject
to those comments, the HKEXx proposed to consult the market in
the second quarter of 2002. In the summary table attached to
the Chairman' s letter, it was mentioned that depending on the
outcome of the discusson with the SFC, the HKEx might
consider combining the listing criteria and penny stocks issue
Into one consultation.

754 The SFS, having communicated the market s concerns to the
SFC and the HKEX, was kept in the broad picture of the parties discussions
over market quality, the HKEX s plan to issue consultation papersin relation
to penny stocks and the delisting mechanism, as well as the proposed
consolidation thresholds of 30 cents/10 cents.

Tripartite Meetings and Co-ordination Committee Meetings

7.55 After receiving the SFC Chairman' s letter of the 12 December
2001, the SFS decided to take up the various issues raised by the SFC
Chairman by way of tripartite meetings amongst himself, the SFC Chairman
and the HKEX s Chief Executive as these issues would affect the
development of Hong Kong as an internationa financial centre. In co-
ordinating the first meeting, the Principal Assistant Secretary (Securities) of
the Bureau, Miss Sdlina Y an, wrote to the SFC for suggestions of the issues
to be covered at the first meeting. At the same time, she referred to the
statutory powers conferred on the SFC to regulate the market operator,
including the power to intervene if the Situation warranted. She aso
stressed the need for the regulator to articulate the problems and its views to
the market operator clearly.

7.56 The first tripartite meeting took place on the 24 January 2002
and was chaired by the SFS. The SFC Chairman, the Chief Executive of
the HKEx and the Deputy Secretary for Financia Services (1) were present™.

% For details on the membership and terms of reference of the Tripartite meeting, refer to Annex 4.11.
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Up to the 31 July 2002, three meetings had been held on the 24 January
2002, 19 March 2002 and 7 June 2002. The meetings covered a wide range
of issues, which were not discussed in detall.

757 In addition, the SFS also chaired or attended the Co-ordination
Committee Meetings and the Securities and Futures Liaison Meetings™.

First Tripartite Meeting on 24 January 2002

7.58 At the first tripartite meeting on 24 January 2002, the Chief
Executive of the HKEX reported that it was working on ddisting and
reviewing entry qualifications as part of its drive to improve market quality.
The SFC Chairman also agreed to expedite the examination of the HKEX' s
proposal for compulsory consolidation of penny stocks when the share price
dropped below 30 cents. Comments were in fact sent back by the SFC on
the next day.

Co-ordination Committee Meeting on 1 March 2002

7.59 In its progress report made to the Co-ordination Committee
meeting on 1 March 2002, the Chief Executive of the HKEx informed the
SFC and the HKEx Chairman that the background study on continuing
gualification criteria was in progress. Key elements or principles of the
proposal would be ready for internal clearance by the end of March 2002.
The next step would be market consultation in the second quarter of 2002
and implementation in the last quarter of 2002.

Second Tripartite Meeting on 19 March 2002

7.60 At the second tripartite meeting on 19 March 2002, members
again noted that the HKEx was working on its Phase |l review, namely, the
compulsory consolidation of penny stocks and, separately, a floor price for
delisting, as part of its drive to improve market quality, and that the HKEX
would discuss proposals with the SFC in one to two months time. The
SFS again raised the issue of engaging the market. The SFS welcomed the
Chief Executive of the HKEX to join his regular meetings with stockbrokers

51 For details on the membership and terms of reference of the Co-ordination Committee meetings and the
Securities and Futures Liaison Meeting, please refer to Annex 4.12 and Annex 4.10 respectively.
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to maintain a dialogue with opinion makers in the industry and to better
manage market reaction to changes.

Third Tripartite Meeting on 7 June 2002

7.61 At the third tripartite meeting, the Chief Executive of the HKEXx
said that the HKEXx aimed to consult the public on the proposals on penny
stocks and delisting in July 2002. The SFS mentioned that it was important
for the SFC and the HKEX to be seen to be addressing questions of minority
shareholders rights. Emphasis about this issue should be put into the
proposa on quality of disclosure and the forthcoming proposal for delisting.

SFST Assumed Office on 1 July 2002

7.62 With the introduction of the new accountability system on 1
July 2002, the Hon Frederick Ma Si-hang and Mr Tony Miller assumed
office as Secretary for Financial Services and the Treasury (the Secretary)
and the Permanent Secretary for Financial Services and the Treasury
(Financial Services) (PSFS) respectively. Included in their comprehensive
briefing papers was an outline of the measures to improve the corporate
governance standards in Hong Kong. This mentioned, briefly, that a public
consultation by the HKEXx on ddlisting and penny stocks was in the offing.

1 July to 24 July 2002

7.63 Starting from early July 2002, the Bureau co-ordinated with the
SFC and the HKEXx with a view to drawing up a package of proposals and
PR rollout plan for the Secretary on “enhancing corporate governance and
streamlining processes’. The emphasis in this package was not on penny
stocks or delisting which were barely adverted to. The Bureau convened
two specia meetings on the 9 and 23 July 2002 to discuss and finalize the
package. In the process, the Bureau, the SFC and the HKEx exchanged
notes on the PR plan. The Listing Division of the HKEXx aso mentioned to
the Bureau and the SFC its intention to circul ate the draft Consultation Paper
to the Listing Committee on the 10 July 2002, to hold the Committee
meeting on 18 July 2002 and to publish the Consultation Paper on the
25 July 2002.

7.64 To prepare for the joint press conference to be held on the
24 July 2002, and in case the new Secretary might be asked about the
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delisting proposals which were already in the public domain, the Principal
Assistant Secretary (Securities) obtained a summary prepared by the SFC on
the “Proposed Admission and Continuing Listing Criteria and Délisting
Procedures’ (the SFC Summary Table) from the SFC s Corporate Finance
Division on the 10 July 2002. On the 17 July 2002, because she had not
been able to seek confirmation from the SFC as to the finality of the SFC
Summary Table, she adso obtained from the Listing Division a copy of the
Listing Divison Report and an Executive Summary of the latest draft
Consultation Paper circulated to the Listing Committee (the HKEX
Executive Summary). Later, after having been told that the SFC Summary
Table was the fina version, she passed the SFC Summary Table (but not the
HKEXx Executive Summary) to the Administrative Assistant to the Secretary
on the 17 July 2002. The SFC Summary was in many ways a more concise
and self-contained document which was also easier to understand.

Involvement of the Financial Secretary

7.65 The Financia Secretary was not involved in the meetings and
correspondence detailed in paragraphs 7.48 to 7.64. He was made aware,
in very general terms, of the HKEX s plan to introduce a new delisting
mechanism in 2002. First, in the SFC s Quarterly Report for the quarter
ending 31 March 2002 submitted to him on 30 April 2002, it was mentioned
that the HKEx was currently considering tightening the quality of listed
companies by introducing more stringent delisting criteria, and that the
HKEx would consult the market in the second quarter. A copy of the
report was, as usual, also sent to the SFS.

7.66 Secondly, on the basis of the draft points-to-make provided by
the Bureau, the Administrative Assistant to the FS provided the FS with
draft remarks for the HKEX' s second anniversary cocktail reception held on
the 20 June 2002. The FS deployed the remarks accordingly, which
mentioned that the HKEx would shortly put forward another consultation
paper on the delisting mechanism to improve the quality of the market.

7.67 Thirdly, in a letter dated the 3 July 2002 from the HKEX
Chairman, it was mentioned that:-

“We have proposed to the SFC certain tightening up of
the initia and continuing listing €ligibility criteria
(including treatment of penny stocks) and delisting
procedures for the Main Board. We are findlizing the
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consultation paper with the SFC and will issue it by end-
July/early August. The aim is to implement the new
rulesin the first quarter of 2003.”

OBSERVATIONS

7.68

@

(b)

(©)

As shown in this narrative: -

The Bureau was aware that the HKEX, in consultation with the
SFC, had been working on the proposals on compulsory share
consolidation, listing criteria and delisting procedures. Both
the HKEx and the SFC updated the FSB on the progress, in
genera terms, from timeto time.  Specificaly, the Bureau was
made aware that the proposals on share consolidation and
delisting would be combined into one consultation paper to be
issued in late July/early August 2002. In the second week of
July 2002, the Bureau was informed of the timetable for the
release of the Consultation Paper.

No member or Bureau of Government was involved in the
formulation of the proposals, even if it was the Bureau which
had, at an early stage, expressed views on the possible solutions
to problems associated with penny stocks, and suggested that
the proposals should be put to the market for consideration.

The Government was not informed of the details of the
proposals and did not receive copies of the Consultation Paper
until the 26 July 2002. The Bureau was made aware of a
proposed consolidation threshold of 30 cents/10 cents on
19 January 2002 in the letter from the HKEx Chairman to the
SFC Chairman which was copied to the SFS. There was aso
brief discussion at the firgt tripartite meeting on the 24 January
2002. The Government did not have any of the details until
receiving the SFC s summary on 10 July 2002 and the HKEX s
Executive Summary on the 17 July 2002. Both went in the
fird ingance to Miss Yan. They were requested as
background materia to facilitate in the preparation of the new
Secretary for the joint press conference on the 24 July 2002. It
was not anticipated that issues about delisting and penny stocks
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would be raised at that briefing, but a good civil servant is
always prepared!

COMMUNICATIONS WITH THE MARKET
The HKEx

7.69 The HKEX has a dedicated unit, the Corporate Communications
Unit (CCU), to assess market and public interest. For the proposas in the
present Consultation Paper, the CCU was tasked with keeping track of all
media reports, handle media enquiries and make appropriate publicity and
PR arrangements relating to the roll-out. According to the HKEXx, the
market and the investing public were kept informed of its plans through the
media-

(@ The CCU collected over 100 media reports on penny stocks and
delisting mechanism from 11 January 2001 to 25 July 2002, a
summary of which is & Annex 7.2°2. This is an extremely
useful document and shows the level of details available to the
public, issues discussed in the media and the market reaction to
the various proposals available for discussion at different times.

(b) The HKEx had informal discussions with market participants in
early 2001. The initial focus was on share consolidation, on
which mixed views expressed by the market were noted.

(c) On 20 December 2001, the Chief Executive of the HKEX, in
presenting the HKEX s 2002 business plans a a press
conference, mentioned that it was conducting an interna study
to revamp the share delisting mechanism.

(d) The Chief Executive of the HKEXx further mentioned in what is
now often referred to as a stand-up interview with journalists
after its annual general meeting on 17 April 2002 that it would
publish a consultation paper on a delisting mechanism.

52 The summary is supplied by the HKEXx, and is only available in Chinese.
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(f)

7.70

The CCU organized a series of media interviews and luncheons
for the Chief Executive and Head of the Listing Division in
May and June 2002. The quality of listed companies was one
of the issues discussed. The media arrangements included a
lunch with the editors of seven magor Chinese language
newspapers, interviews with several mgor English- and
Chinese-language newspapers and interviews with two
electronic media organizations. In these forums, the HKEX
communicated to the news media its plan to publish a
consultation paper on listing and continuing listing digibility
criteria

On 16 July 2002, at the invitation of the editor of the South
China Morning Post, the Chief Executive of the HKEx, the
Head of the Listing Division and the Head of the CCU, visited
the newspaper' s newsroom and had an informal discussion with
members of its editorial team. Without disclosing any details,
the Chief Executive mentioned, among other things, that the
consultation paper on listing eigibility had been submitted to
the Listing Committee for consideration. He aso mentioned
that there would be qualitative and quantitative continuing
listing criteria.

The HKEx did not keep records of its informa attempts to

engage market participants directly or indirectly in formulating its proposals.
In this connection, we note also that:-

@

(b)

The HKEX s efforts were targeted at the media rather than
market participants, particularly small investors. This is not,
as such, a criticism and clearly the media is as good a forum as
any to dissaminate information. The media, however, until
things go wrong, are not usually an adequate repository of
public concerns.

Whilst the HKEx had access to a large pool of distinguished
community leaders and leading practitioners Sitting on its Board,
Panels and Committees, the HKEx did not tap ther views,
either informally or formaly. The HKEx has taken a very
strict view of the segregation of its business and regulatory
functions. Staff felt that that segregation inhibited or even
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prohibited the informa consultation of members of the
Exchange family in their persona capacity. The HKEX has
now re-thought this. More later.

(c) Asmentioned in paragraphs 7.39 to 7.45, the Listing Committee
was not involved until the final stages.

(d) The fact that the Hong Kong Stockbrokers Association chose to
reflect its concerns over listing matters to the SFS (the policy
overseer) rather than the HKEx (market operator) is some
indication of the inadequate engagement of and
communications between the HKEx and the stockbroking
community. This is a constant refrain, we note, in the
representations made by some of the invited parties to the
LegCo Panel on Financial Affairs hearing on the 31 July 2002.
The submissions sent to us are much more explicit and severein
making these, and related, points.

The SFC
Consultation Networks
7.71 The SFC has an established and well-oiled consultation

network — the Commission itself, the Shareholders Group and the Advisory
Committee. The SFC briefed al three on its interna study “the Quality of
the Hong Kong Market: A Criticd Review” (the Quality Paper) in
December 2001, March 2002 and May 2002 respectively. The SFC did not
consult the three groups on the HKEX s draft Consultation Paper. It had
received a severdly worded letter from the HKEx in December 2001,
detailed below, when it had passed onto the HKEx comments from the
Shareholders Group regarding certain other proposals of the HKEx which
were due to be published in another consultation paper. The SFC became
wary of the HKEXx thinking that it was overstepping its bounds or that it was
interfering with how the HKEx was conducting its own consultations,

Consulting the Shareholders Group on the HKEX’ s Proposals

71.72 On 12 December 2001, the Listing Division of the HKEx wrote
to the SFC s Corporate Finance Division, expressing concern over a letter
from the secretary for the SFC s Shareholders Group with comments on the
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HKEX s proposed amendments to the Listing Rules relating to corporate
governance. The head of the HKEX s Listing, Regulation and Risk
Management Unit, after consulting the Chief Executive of the HKEX, put the
matter this way:-

“l am very surprised indeed, and rather concerned, to
note that our draft paper was discussed a the
Shareholders Group meeting, and comments on the
papers have been officialy passed to us via the secretary
for the Shareholders Group. The draft consultation
paper was not a findized verson. The Listing
Committee had not even considered our proposals. The
paper was provided to you in the context of our very
good working relationship with mutual trust in terms of
confidentiality. We did not expect, and are very
concerned, that another organization other than your
office has reviewed and discussed the paper before the
proposals are finalized and deliberated by the Listing
Committee.”

“Would you therefore please advise whether the SFC
provided the Shareholders Group a copy of our draft
consultation paper.”

“ Asfor the views of members of the Shareholders Group,
we consider it is only appropriate that they be considered
in the market consultation process at the appropriate time.
We will consider their views in our anaysis of the
responses.”

“In light of the above, please confirm that in future draft
policy papers provided by us to the SFC in confidence
will not be passed to the Shareholders Group for
discussion unless prior agreement has been given by us”

7.73 In its reply on 14 December 2001, the SFC s Executive
Director for Corporate Finance (Mr Ashley Alder) said this:.-

“1 fully appreciate your concerns about confidentiality
and information dissemination. Y ou can be assured that
your drafts of the consultation paper has not been
circulated to anyone outside the Commission staff. The
Shareholders Group was appointed to advise the
Commission on matters of interest to shareholders. To
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see the body as an “organization” would be a
misconception, its function is integral to the SFC' s work
and it should be viewed as an important mechanism
enabling us to make decisions and arrived at views which
are informed by the Group' s input. Furthermore, the
Government has repeatedly and increasingly stressed the
importance of this Group in the work of the Commission
and the need for us to seek the views of the Group
members on relevant proposals. Indeed, to formalize its
set-up and enhance its profile, we are in the process of
making the Group a statutory committee under Section 6
of the SFC Ordinance.”

“Given the importance of the issues that the draft
proposals address and the key advisory role of the Group,
| am convinced that had we not consulted the Group at
this stage we would have been subject to justifiable
criticism, including by members of the Group.
Exercises like this are what the Group isfor.”

“Agan, | assure you that the draft consultation papers
were not circulated. We made only a very brief
summary of the potential proposals, having aso
reminded members that they were to be kept strictly
confidential and, in particular, that al members are
bound by the applicable statutory secrecy provisions.”

174 The HKEx and the SFC had no further correspondence or
meetings on this subject. The SFC has since this incident not discussed any
Listing Rules changes with its Shareholders Group. The SFC has also not
conveyed the comments of the Shareholders Group to the HKEx. Neither
has the views of the Shareholders Group been sought by the HKEx. We
note that in the newspaper summaries put together by the HKEX
(Annex 7.2), an item against the 15 March 2002, shows that Mr Ashley
Alder was reporting to the LegCo Panel on Financial Affairs of the views of
the Shareholders Group on penny stocks and delisting.

7.75 There is a dight change in direction and tone in the submission
provided by the Chief Executive to us:-

“In so far as the Shareholders Group is concerned, the
Exchange accepts that the Group is pat of the
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consultation structure under the SFC and believes that the
SFC would have raised with the Exchange any serious
comments from the Shareholders Group, as the SFC
considered appropriate, during the course of preparation
and discussion of the contents of the draft Consultation
Paper. As shown in the SFC s letter of 14 December
2001, there was a specific understanding between the
Exchange and the SFC that the SFC would not consult
“outsde paties’, the Shareholders Group being
consdered by the SFC as a formal set up within the

SFC.
Observations
7.76 We hope that the current direction can be maintained. If

Mr Kwong s current understanding had earlier been communicated to the
SFC, instead of the strongly worded version, the SFC would have been able
to consult its Shareholders Group fully on the HKEX' s consultation papers
and proposals, and could have raised with the HKEx the well-considered
comments of that Group. As it was, the SFC felt inhibited from consulting
its Shareholders Group on the HKEX' s actual proposals. The previous
attitude of the HKEX, rightly or wrongly held, had the effect of preventing
the SFC from fully engaging its network in gauging market feedback which
would have benefited the HKEXx.

Shareholders Group Meeting on the 6 March 2002

1.77 Whilst the SFC did not consult its Shareholders Group and
Advisory Committee on the actua proposals contained in the HKEX' s draft
Consultation Paper, the questions of penny stocks, share consolidation and
delisting were discussed when the SFC s Quality Paper was considered.

7.78 On the 6 March 2002, the Shareholders Group discussed the
guestion of problems associated with penny stocks in Hong Kong.
Members expressed diverse views, some of which are summarized below:-

(@ They generdly agreed that penny stocks were susceptible to
manipulation. The prevalence of penny stocks fostered a
punting environment and created credibility problems.
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(b) They had mixed views on whether a delisting sanction was a
fair and effective way to tackle problems associated with penny
stocks. Some investors would smply equate delisting with
liquidation. Members called for adequate protection for
Investors so that they would not lose out once the stocks were
delisted. Some members suggested the introduction of
dternative trading platforms. Proposas included the Pink
Sheset, the Over-the-Counter Bulletin Board, relisting on the
Growth Enterprise Market and the introduction of a “third”
board or a “sick ward”. The “sck ward” would also have a
clear signaing effect, suggesting that investors should pay
speciad attention to the risk elements of this segment of the
market.

(c) Members generally supported the introduction of quantitative
criteria to make the delisting mechanism more transparent and
practicable. The members did not, in genera, consider that the
trading price would be a good indicator of a company s
performance. Some members aso thought that a price
threshold of $1 may be too arbitrary.

7.79 The SFC did not formally or informally relay these views to the
HKEX, but some of the views expressed were gently worked into its own
comments on successive drafts sent to it for comment by the HKEX.

Advisory Committee Meeting on the 13 May 2002

7.80 At its meeting on the 13 May 2002, the SFC Advisory
Committee discussed, among other things, the quality of the Hong Kong
listing market and regulation of corporate information disclosure. The
Committee did not discuss penny stocks specifically. The question was
more on whether the existing regulatory framework was effective to enhance
the quality of the listing market in Hong Kong. It was pointed out that the
HKEXx was a profit-making entity, and that it might have, or be seen to have,
conflicts of interest in exercising its profit-making business function and
regulatory function. Moreover, it was felt that the Listing Committee did
not actualy have the power that it should have. And because the HKEX
aso had no investigatory powers, some members, suggested that in the long
run the SFC should consider taking over the HKEX s listing (and regulatory)
functions because of the conflicts of interest inherent in the position of the
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HKEXx. These comments reflect views held fairly widely, and mirrored in
many of the submissions and representations made to us. Members aso
felt that there should be in the listing rules more stringent minimum entry
requirements.

Government

7.81 The Government was not involved in the consultation of the
market. The market had brought up the issue for discussion with the
Bureau during its regular liaison meetings. The Government' s approach
was, first, to convey those sentiments to the HKEx and the SFC and,
secondly, to encourage the HKEX to engage the market so that other views
could be reflected to the HKEx and the SFC.

OVERALL OBSERVATIONS

Formulating the Proposals

7.82 The HKEX s Listing Divison was the main architect of the
proposals contained in the Consultation Paper. Staff in the SFC s
Corporate Finance Divison provided detailed comments on successive
drafts. Neither the HKEx nor the SFC had sought the views of the
Government and the usua consultation network to which the Government
had recourse in gauging market feedback was not engaged. The HKEX' s
action was, to a large extent, dictated by its practice of not conducting
sounding out exercises beforehand and influenced by its belief, a not
unreasonable one, that the paper was a consultation paper, and precisaly the
instrument designed to seek broadly based views and comment on its
proposals. The market and the public would be afforded ample opportunity
to express their views during the consultation period.

7.83 In the formulation stages, the HKEx and the SFC did discuss an
Issue of concern to the public, namely whether there should be an alternative
trading platform. As this is an issue of some importance, we recapitulate
some of the key discussion points in the following paragraphs.

Alternative Trading Platforms

7.84 The initial focus of the HKEx was on the mandatory
consolidation of penny stocks, and the amending of its rules relating to
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delisting was to be a separate issue. The question of delisting and
aternative platforms for delisted stocks were however touched upon by the
SFC in December 2001 in its internal study, which contained these
observations:-

“In a number of markets, penny/micro cap companies
unable to become listed on an exchange (or having been
delisted from an exchange) would be traded in the over-
the-counter (OTC) market. The OTC Bulletin Board
and Pink Sheets in the US are two well-known examples.
The UK, Taiwan and Korea also have smilar “junior
markets’ catering for small companies of unknown
quality.”

“These OTC platforms typically provide a less regulated
environment where misconduct could be widespread.
Yet clear segmentation between OTC and exchange
markets serves as a forceful risk warning to investors. It
also protects the reputation of the main market from
being tarnished by poor-quality issuers.”

“Whether  Hong Kong should consder market
segmentation, however, raises some difficult questions.
Many statutory provisions currently apply (and would
apply under the Securities and Futures Bill) only to listed
securities.  The statutory monopoly of the HKEx for
operating a stock exchange would also need to be
examined. But more fundamentally, it remains doubtful
whether our economy and market are large enough to
support a third listing segment (in addition to the Main
Board and the GEM).”

7.85 Between December 2001 and June 2002, the Listing Division
and the SFC' s Corporate Finance Division aso discussed two other possible
aternative trading platforms.

(@ Re-listing on GEM. As mentioned in paragraph 7.30(c), the
SFC had suggested the possbility of alowing delisted
companies to be relisted on the GEM. The Listing Divison
was not enthusiastic. First, the GEM was set up, not as a
second board, but as a board for growth enterprises. The
future development of the GEM is a policy decision outside the
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(b)

7.86

purview of the Listing Divison. Second, immediate and
automatic relisting on the GEM after delisting might create an
image problem for the GEM. There should be a “ cooling-off”
period before relisting would be allowed. Third, delisted
companies must also meet the listing criteria for the GEM.

Adding a Prefix “4” before its Stock Code. In early June
2002, the SFC aso suggested the possibility of alowing
delisted companies to remain traded, but with a prefix “4’,
commonly regarded as meaning “dead” in Cantonese, to
distinguish them. This idea probably evolved from the “sick-
ward” suggestion discussed by the Shareholders Group on the
6 March 2002 (see paragraph 7.78(b)). The Listing Division
thought it would be confusing to have both regulated and
unregulated markets operating on the same trading platform.
The SFC s Corporate Finance Divison did not pursue the
subject further.

These proposals were not taken further, apparently aso for the

following reasons:-

@

(b)

The Listing Division took the view that as companies would
have nearly two years to bring themselves back to compliance,
investors would have plenty of time to exit, and, if a company
falled only the minimum trading price requirement, it could
quite simply rectify the position by share consolidation. In the
end, those companies which would have to be delisted were not
likely to have any value or investor interest, and are most likely
to be companies with fundamental and incurable problems,
rather than simply companies the shares of which were trading
below 50 cents.

Related to (a), the SFC s and the HKEX s assessment was that
the number of companies affected by the whole ddlisting
package would be around 20 or between 20 and 30. Given the
small numbers, it was doubtful whether a third board would be
viable and justifiable. This figure of around 20 or between 20
and 30 was arrived at by applying to listed companies al the
other proposed criteria for delisting. It was a given that
companies whose only problem is a share price below 50 cents
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1.87

(©)

would be able to avoid the delisting process by share
consolidation.

The Consultation Paper was intended to seek the views of the
public. It was to be an opinion gathering exercise on the basis
of comprehensive discussion of proposals. If the market felt
strongly that there should be an dternative trading platform or,
for that matter, any other reform, the HKEx would consider the
suggestions.  This was, to the HKEx and the SFC, the whole
purpose of having a consultation paper.

Whilst we do not, and cannot, say that any of these views are

unreasonable or implausible, there is little doubt in our minds that they
should have been suitably ventilated and discussed in the Consultation Paper.
It should have been anticipated, especialy by the Listing Division, that the
average man or woman in the street is not likely to possess the necessary
knowledge and insight to consider these different concepts in a sophisticated
manner, and they will be concerned that, without a listing, their shares
would or might be worthless.
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CHAPTER 8§
THE PRESENTATION AND RELEASE OF THE
CONSULTATION PAPER

PRESENTATION

8.1 In commenting on the fifth draft of the Consultation Paper, the
SFC s Corporate Finance Division expressed concern about the length and
drafting (See extract at paragraph 7.36). It urged the Listing Division to
have a* fresh pair of eyes’ to go through the draft. We pause to note that in
the preparation of the consultation paper on corporate governance, the HKEx
engaged an externa consultant to edit the paper. This was not done for this
Consultation Paper. Perhaps, it should have been. Had there been more
time, may be it would have been looked at and edited with outsde help. In
any event, for this case, the CCU assisted in the editing of the draft for
public consumption.

8.2 It has been pointed out by a number of commentators, including
market professionals and financia analysts that:-

(@ The proposas are technica in nature.
(b)  The Paper is over 100 pages long.

(c) Thereis no direct or specific emphasis that the price threshold
of $0.5 is merely a trigger for consolidation rather than
ddigting.

(d) The paper does not include any proposal on or discussions of
the merits or otherwise of an alternative trading platform.

TIMING FOR THE RELEASE OF THE PR PACKAGE

8.3 Three press conferences or media briefings were held on the
24™ and 25" of July 2002:-
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(@ 24 July 2002 (p.m.). After a briefing for the LegCo Panel on
Financial Affairs, the Secretary, in conjunction with the SFC
Chairman, and the Chairman and Chief Executive of the HKEX,
held a joint press conference to announce their consensus on a
three-pronged progranme to enhance the quadity and
competitiveness of the Hong Kong market. The three
measures were the establishment of an integrated Listing
Committee with even broader representation, the introduction of
a streamlined listing process and stronger back-end enforcement
of disclosure requirements.

(b) 25 July 2002 (late morning). At a media briefing, the

Corporate Finance Division of the SFC announced the findings
of its study?® on the quality of the Hong Kong stock market.
The paper benchmarked Hong Kong s market against leading
stock markets in the world and concluded that it was important
for Hong Kong to have an effective delisting mechanism to
facilitate an orderly exit of companies that were no longer
suitable for listing. Only SFC staff attended the press briefing.

(c) 25 July 2002 (around noon). The Chief Executive of the
HKEXx conducted a press briefing to announce the release of the
Consultation Paper on Initial Listing and Continuing Listing
Eligibility Criteria (the Consultation Paper).

8.4 The Secretary, the SFC Chairman and the Chairman and the
Chief Executive of the HKEX were present at the press conference on the 24
July only. The Government' s whole preparation since early July was for
this package. It was to be, we suspect, the Secretary’ s coming out party
and the platform for him to make an impression. The second briefing was
related to a paper prepared by the SFC in December 2001. It was an
abbreviated version as the actual paper was considered too technical and
negative. The SFC s idea on the timing of the second briefing was to set
the scene and present a united front with the HKEx on the latter’ s proposals.
For the third press conference, only the HKEX' s executive personnel, and not
even its Chairman, were at the press conference launching the Consultation
Paper. There can be no question, despite not very well-thought out

% The study is entitled “ Quality of Market and the case for More Effective Delisting Mechanisn?’. An
excerpt can be found in http://www.hksfc.org.hk/eng/press_releases/html/index.html.

- 905 -



assertions to the contrary, that this was the Consultation Paper of the HKEXx
and not anybody else s.

TIMING FOR THE RELEASE OF THE CONSULTATION PAPER

The HKEX s Plan

8.5 Asshown in Annex 7.2, the HKEX s plan to introduce a revised
delisting mechanism has been widely reported in the media since early 2001.
The HKEx had committed itself to releasing the Consultation Paper in July
2002.

(@ On the 8 June 2002, the HKEx sent the second draft of its
Consultation Paper to the SFC which included a tentative
timetabl e targeting public consultation on the 15 July 2002.

(b)  On the 3 July 2002, the Chairman of the HKEx had written to
the FS in answer to his concerns and mentioned that a
consultation paper would be issued “ by end July/early August’.

(c) Onthe9 July 2002, the Listing Division informed the Bureau of
the timetable for circulating the paper to the Listing Committee
on the 10 July for deliberation on the 18 July and for public
consultation on the 25 July.

(d) Inanarticleinthe HKEX s magazine, the Exchange, released to
the media and the public on the 17 July 2002, the HKEXx
indicated the imminent publication of the Consultation Paper.
The article said that the Consultation Paper would cover the
requirements for initia listing eligibility, the requirements for
continuous listing digibility and delisting procedures. The
circulation of the July edition exceeded 3,000 copies.

Why 25 July 2002?

8.6 The HKEx chose the date and time for the release of the
Consultation Paper. It had exchanged notes with both the Bureau and the
SFC about that date. In picking the date, the HKEXx took into account the
following:-
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(@ The HKEx had made public and other commitments (see
paragraph 8.5) regarding its plan to announce the Consultation
Paper on the 25 July 2002, or in July 2002.

(b) The exercise was a market consultation exercise. Market
comments and media enquiries were expected.

(c) There would be the joint news conference chaired by the new
Secretary on Wednesday, the 24 July 2002, to announce the
revised listing structures and corporate governance reforms.
The HKEx Board would aso be meeting in the morning of
Friday, the 26 July 2002, to decide on the extension of trading
hours, with an announcement anticipated after the meeting.
The HKEx did not want the news conference on the
Consultation Paper to clash with these other events. The
messages could have been confusing to the public.

(d) Since some of the proposals in the Consultation Paper were
dready widely reported, the HKEx wanted to publish the
consultation paper as soon as possible.

(e) Becauseof the lead time for producing the Consultation Paper
after incorporating comments of the Listing Committee made
on the 18 July, Thursday the 25 July was the earliest possible
day the HKEXx could publish the Consultation Paper.

8.7 The HKEx was anxious to maintain the 25 July date even
though the first printed copies of the Consultation Paper could only be
delivered to the HKEx on the morning of the 26 July 2002 because of a
production delay. The HKEx could only distribute photocopies of the
Consultation Paper to journalists just before the press conference on the 25
July.  Printed copies of the Consultation Paper were sent out to stakeholders
only on the following day.

Why a Thursday?

8.8 There is a widdely held view by market participants that the
HKEXx should not have released the Consultation Paper in the course of a
trading day. Quoting the following examples, the Corporate
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Communication Unit (CCU) of the HKEx drew our attention to its practice
of not releasing major announcements on Fridays “because there are fewer
readers of financial news over the weekend and certain important financial
newspapers, do not publish on Saturdays and Sundays, including Asian Wall
Street Journal, Hong Kong Economic Times and Hong Kong Economic
Journal”. (Note: we have since found out that the latter two newspapers do
in fact publish on Saturdays, although not on Sunday. If the CCU had aso
realized that at the time, perhaps it would not have considered Friday so
inappropriate.) These examples were:-

Consultation Paper Relating to Release Date Time
Derivatives and Warrants 31.5.2001 (Thursday) After market closed
Extension of Trading Hours 4.9.2001 (Tuesday) Lunch break
Corporate Governance 21.1.2002 (Monday) 3:00 p.m.
Dissemination of Listed Issuers 12.3.2002 (Tuesday) After market closed
Announcements

Third Party Clearing 10.7.2002 (Wednesday) After market closed
8.9 The main concern of the HKEx was, it seems to us, to maximize

publicity and media coverage. How the proposals might have affected the
market would not appear to have been at the forefront of the minds of the
CCU.

PRESS CONFERENCE

8.10 Seventy-three journalists from 39 news organizations attended
the press conference. Twenty-eight journalists aso joined the media lunch.
The Chief Executive of the HKEx announced the release of the Consultation
Paper and responded to media questions.

8.11 During the media lunch, the Chief Executive and the Head of
Listing, Regulation and Risks Management requested that journalists report
the proposals comprehensively and avoid sensationa reports and headlines.
They also made the following points:-
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(@ Listed companies trading below the $0.5 share price threshold
would not be immediately delisted.

(b) There would be a 12-month transition for companies to raise
their share price to the threshold level, and that consolidation
would be one way for companies to comply with the
requirement.

8.12 We note, however, that neither the six-page press release nor
the media briefing paper emphasized these points. Also, in response to
guestions on the likely number of companies which may be delisted, the
Chief Executive did not provide any numbers. His rationale was that until
after the consultation has gathered in the views of the market, it was not
possible to know which of the criteria for delisting would be in place and
until those were decided, it was not possible to tell how many companies
would have had to be delisted.

8.13 Mr K C Kwong has acknowledged, very fairly, that with
hindsight, the message could have been made clearer and that he could have
further emphasized that there would not be automatic delisting of stocks
trading below the threshold, and that the number of companies which may be
at risk of delisting, even if al the proposals were accepted by the market and
implemented, would likely be small (i.e. 20 to 30).

DISTRIBUTION OF THE CONSULTATION PAPER

8.14 The HKEX sent the press release and consultation paper to over
90 news organizations, over 170 anaysts and fund managers from 96 local
and overseas investment firms, by fax and by email. In addition, the HKEx
posted the press release and the Consultation Paper on its website on the
afternoon of the 25 July. On the 25 July, there were 114 and 34 vidits to its
website to browse the English and Chinese versions of the Consultation
Paper respectively. The numbers increased to 330 and 180 respectively in
the following day.

8.15 Hard copies were made available on the 26 July 2002
Throughout the day, 123 English copies and 104 Chinese copies were picked
up from the HKEX office.
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CHAPTER 9
THE SIX EVENTFUL DAYS—26™ TO 31°" JULY

MARKET RESPONSE

9.1 The Consultation Paper did not have any mgor impact on the
market on the afternoon of the 25 July. When trading commenced at
10:00 am. on the 26 July (Friday), al was relatively norma until around
10:45a.m. Thereafter, for about an hour, there was a large sell-off of stocks,
leading to prices tumbling. Out of the 761 stocks listed on the Main Board,
577 (or 76%) recorded aloss, 151 (or 20%) were unchanged and 33 (or 4%)
made gains. Of the 370 penny stocks (i.e. stocks with closing prices at or
below $0.5 on 25 July), 283 (or 76%) recorded a loss, 75 (or 20%) had no
change and 12 (or 3%) increased in price. The aggregate market
capitalization for penny stocks declined by $10.91 hillion, representing about
10% of the market capitalization of that sector and 0.3% of the total market
capitalization of the Main Board. Sixty-six stocks (62 of which were penny
stocks) suffered a decline of 20% or more. The top loser saw a price
plunge of 88%.

9.2 Chapter 10 describes in detail what happened on the 26 July and
why.
THE AFTERMATH
Overview
9.3 The six days after the release of the Consultation Paper were
eventful. The chronology of eventsis summarized below:-
Time Event
26.7.2002 Friday
am. The HKEX dispatched hard copies of the Consultation Paper;

The HKEX sreach-out programmes commenced.

am. Unusual movement of stocks started at about 10:45 a.m.

p.m. The Secretary met with the media, stressing that it was only a paper for
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Time Event
consultation.

p.m. The HKEX issued press statement to clarify proposals on penny stocks.

p.m. The SFC issued a press statement.

Evening The Secretary, after consulting the HKEx Chairman, gave a media
stand-up, saying that the price threshold of $0.5 was subject to further
discussion.

27.7.2002 Saturday

Whole day The FS discussed with the Secretary the market reaction and the need for
prompt action during the CE's Retreat in a hotel in the New Territories.

am. and p.m. The HKEx announced extension of the consultation period by two
months to 31.10.2002 and its plan to publish a supplementary paper on
the delisting proposal, first through radio programmes in the morning,
then by press release in the afternoon.

p.m. The FS asked his Administrative Assistant to arrange a meeting with the

Secretary, the SFC and the HKEX to discuss the way ahead.

Late afternoon

Administrative Assistant (AA) to the Secretary requested the Principal
Assistant Secretary (Securities) of the Bureau (Yan) to prepare a
chronology of events for the Secretary sreference by 29.7.2002 (Mon).

28.7.2002 Sunday

lunch The Secretary and the HKEx Chairman gave luncheon to brokers.

4:00 p.m. Meeting among the FS, the Secretary, the SFC Chairman, Chairman and
Chief Executive of the HKEX.

6:00 p.m. Press conference by the Secretary, the SFC Chairman, the HKEx
Chairman and Chief Executive, announcing the withdrawal of Part C of
the Consultation Paper (delisting proposals).

29.7.2002 Monday

am. In response to media enquiries, the FS mentioned that the HKEX:-

might not have given sufficient thought to the details of the proposal;
might have under-estimated the market reaction; and

had not notified the Bureau of the Consultation Paper prior to its
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Time Event

release.

p.m. The Bureau (Yan), after completing the chronology and consulting the
Permanent Secretary (Miller) and the Deputy Secretary, (Au), passed the
chronology to AA to the Secretary.

30.7.2002 Tuesday

The Secretary, the Chairman and Chief Executive of the HKEx and the
Chairman of the SFC met to prepare for the specia meeting of the
LegCo Panel on Financial Affairs.

31.7.2002 Wednesday

am. Further meeting of the Secretary, the SFC Chairman, Chairman and
Chief Executive of the HKEX to prepare for the specia meeting of the
LegCo Panel on Financial Affairs.

p.m. The FS announced the appointment of a Panel of Inquiry on the Penny
Stocks Incident.

p.m. Specia meeting of the LegCo Panel on Financial Affairs.

26 JULY 2002

Morning and Early Afternoon

94 After the unusual stocks movement in the morning, the HKEx
and the SFC alerted the Bureau to the market reaction, and continued to
monitor the movements in the market. The Secretary received a call from
one of his contacts informing him of the plunge. He then got in touch with
the Chief Executive of the HKEx. Afterwards, he clarified publicly that the
proposals were merely proposals, that the consultation period would be until
the end of August, that the proposals, even if endorsed, would only be
implemented in late 2002 or early 2003, and that companies would be given
a 12-month period to comply. He also reiterated that the authorities would
seek the views of the market before implementing the proposals and that the
measures would enhance transparency and the quality of the market. In the
early afternoon, the FS was informed by his Administrative Assistant that the
market had reacted strongly to the HKEX' s proposals and that the Secretary
had aready made a clarification in the public. Later in the afternoon, the
Secretary phoned the FS, updating him on the market situation.

- 102 -




The HKEX s Press Statement

9.5
enquiries.

@

(b)

(©)

(d)

The HKEX issued a press statement in response to media
The statement clarified that:-

The proposals were only part of a market consultation relating
to the Main Board Listing Rules.

The HKEx expected a variety of responses from market
participants.

It would take a few months to formulate the rules for the
implementation of any changes after the consultation.

If any rules on delisting of existing penny stocks were adopted,
there would be a 12-month trandtional period before
Implementation.

The SFC’ s Press Statement

9.6
Statement:-

@

(b)

(©)

The SFC aso issued a press statement to echo the HKEX s

An effective delisting mechanism was good for the market as a
whole and for the reputation of Hong Kong as an international
financia centre.

The proposals were for public consultation. No decision
would be made until after the consultation had been completed.
There would aso be along transitional period for stocks to meet
the listing requirements or for their orderly exit if necessary.

The trading volume had not been heavy. Turnover for the top
30 losers was $84.3 million, about 1% of market turnover.
One of them (Terabit Access Technology International Ltd),
accounted for $51 million. Of the 30 stocks, 22 were below
10 cents at the closing prices on 25 July 2002, and none above
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25 cents. The loss of market capitalization attributable to
those 30 stocks amounted to about 0.06% of the tota market
capitalization.

The Secretary’ s Media Stand-up

9.7 In a media stand-up that evening, the Secretary made another
appeal to the public not to panic. Reiterating that the proposals were under
consultation, he stressed that the suggested threshold of 50 cents was only a
proposal subject to further discussion.

27 JUuLY 2002

The HKEX s Clarification and Extension of Consultation Period

9.8 The HKEx decided to extend the consultation period by two
months to the 31 October 2002 to “ give individuals and organizations more
time to consider the proposals and submit their response and comments.”
The HKEx aso undertook to publish a supplementary paper relating to the
proposa to delist stocks priced below 50 cents. The HKEx emphasized
that it was “ genuingly consulting the market on the package of proposals set
out in the Consultation Paper”. The HKEXx then provided details on how
interested parties could contact them to express their views. The decision
was announced first through radio programmes in the morning, then through
press statements in the afternoon.

Discussion between the FS and the Secretary

9.9 During pauses in the CE s Retreat, the FS and the Secretary
discussed the market reaction to the HKEX s Consultation Paper and the
need for prompt action to address the anxiety in the market. In view of the
public concern, the FS requested his Administrative Assistant to arrange a
meeting in the afternoon of Sunday, the 28 July 2002 with the Secretary, the
SFC and the HKEX to discuss the way forward.
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28 JULY 2002

Luncheon with Brokers

9.10 The Secretary and the HKEx Chairman had a luncheon meeting
with brokers. During the luncheon, brokers expressed concerns about not
being consulted on the delisting proposals and the problems of having
50 centsasadeisting criterion for delisting. There were also worries about
potential brokers default.  After the luncheon the HKEx Charman
suggested withdrawing the delisting proposals from the Consultation Paper.

Meeting at the FS' Residence

9.11 At the meeting, the HKEx Chairman said that in view of the
market concern about the delisting proposals, the HKEXx planned to withdraw
those proposals from the Consultation Paper for the time being. It was
agreed that the Secretary, the SFC Chairman, and the Chairman and Chief
Executive of the HKEx would hold a press conference at 6:00 p.m. to
announce the withdrawal and further explain the rationale behind the
proposal to alleviate public anxiety.

Press Conference at 6:00 p.m.

9.12 The Secretary, the SFC Chairman, and the Chairman and the
Chief Executive of the HKEXx attended the press conference. Statements
were made. Sdlient points of the statements made are set out below:-

(@ The HKEx. The HKEx Chairman sad that the market
mistakenly believed that shares with a market price below 50
cents were to be delisted. They clarified that the HKEx was
proposing that companies stocks falling below 50 cents should
and could address the deficiency by consolidating their shares,
or by other means. To meet the concerns and clear up
misconceptions, the HKEx had decided to take out the whole of
Part C of the Consultation Paper (on continuing listing and
delisting) for separate discussion with the market in order to
strengthen the proposals. The HKEx would publish a
supplementary consultation paper at the end of October and the
market would be given three months to express its views.
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(b) The SFC. The SFC Charman dstressed that what was
proposed about deisting was for consultation only. No
decison had been made. The SFC would continue to work
with the HKEx on this matter. The SFC would aso watch the
market very closaly to see if any manipulation of the market had
taken place.

(c) The Secretary. The Secretary re-affirmed that the
Government supported the establishment of a mechanism for
lising and delisting that commanded consensus. A
comprehensive and sound delisting mechanism would help
enhance corporate governance and improve the quality of the
market.  This would in turn protect investors interests
effectively. He added that the Government, the SFC and the
HKEx appreciated that some people in the market had
misunderstandings about the delisting mechanism proposed by
the HKEX.

9.13 At the conference, the SFC Chairman was asked whether the
SFC was involved in the HKEX s proposal for a 50 cents minimum share
price threshold. The SFC Chairman’ s answer in Cantonese was that the
SFC “did not discuss with the Exchange any one pricé’. Another question
brought forth a not dissmilar answer. It was only when asked for the third
time that the SFC Chairman, who had been groping for his words with
apparent difficulty, managed to say that “of course, a range of prices were
discussed; a dollar, several tens of cents, and other prices were all discussed.
But the SFC did not specify one price.”

29 JuLY 2002

Preparing a Chronology of Events for the Secretary

9.14 In the late afternoon of 27 July 2002 (Saturday), the
Adminidrative Assistant to the Secretary (Miss Clara Tang) asked the
Principa Assistant Secretary (Securities) (Miss Salina Yan) to prepare a
chronology of what happened for the Secretary’ s reference by 29 July 2002
(Monday). Miss Yan went back to her office on the 28 July 2002 (Sunday)
to do this task. Not knowing the purpose of the chronology, she was under
the impression that it should show the broad developments since the penny
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stocks issue came to the knowledge of the Bureau. Since the relevant files
were not available, she was only able to put together a brief chronology of
the relevant events. On the 29 July 2002 (Monday), after completing her
draft, she passed it to the Deputy Secretary and Permanent Secretary for
quick comments. She then sent the chronology to the AA to the Secretary.
The chronology did not mention the HKEx Executive Summary which she
had received on the 17 July since it was, in her view, smilar to the SFC
Summary Table which she had passed to the AA to the Secretary on the
17 July. This understandable omisson in the chronology led to some
unfortunate consequences. The Secretary thought that his Bureau never
received anything from the HKEx and this was what he told the FS who
repeated it before the press on the same day. This led to criticism of both
the Secretary and the FS and certain extravagant and intemperate allegations
of lying and bad faith.

The FS' Remarks

9.15 In responding to media enquiries on his way back to the office
on 29 July 2002, the FS said that:-

(@ the HKKEx had not consulted the Bureau on the Consultation
Paper before its release. He hoped that the parties concerned
would improve the situation in the future.

(b) the HKEx might not have given sufficient thought to the details
of the proposal, or it might have under-estimated the market
reaction. He expressed the hope that the HKEXx could improve
on this aspect in the future.

30 JuLy 2002

Discussion between the Bureau and the Secretary

9.16 On the morning of the 30 July 2002, redizing that the HKEX s
Executive Summary might be regarded as a material document in the overall
shape of things and noting that the document could be confused with the
SFC s Summary Table, (as it appeared to have been during the special
session before the LegCo Pand on Financia Affairs on the 31 July)
Miss Yan drew this to the attention of the Deputy Secretary, Miss K C Au,
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and confirmed that she had received the HKEXx Executive Summary (on the
17 July) at a tele-conference with the Secretary and the Deputy Secretary.
It is worth a quick reminder that the Permanent Secretary, the Deputy
Secretary and the Miss Yan all had their offices in Admiraty Centre, while
the Secretary and his AA had offices in the Central Government Offices.
The Secretary does not recall this message. He thought that he was
informed the next morning. We do not think anything turns on this
difference.

31 JuLy 2002

Clarification

9.17 On the morning of the 31 July 2002, the Secretary convened a
meeting with the SFC Chairman, the Chairman and Chief Executive of the
HKEXx and the Bureau to prepare for the special meeting of the LegCo Panel
on Financial Services that afternoon. Before the meeting, the Deputy
Secretary, Miss Au, said that there were rumours that the Bureau had
obtained a copy of the Consultation Paper before its release. To clarify
exactly who knew what, Miss Yan confirmed at the meeting that she had
received the SFC s Summary Table on 10 July 2002 and had passed it to the
Secretary’ s Administrative Assistant on the 17 July 2002. She had aso
received the HKEX' s Executive Summary from the HKEX s Listing Division
on the 17 July 2002 but she did not pass this on to the Secretary. It was
then that the Secretary became aware that the Bureau had received a copy of
the HKEX s Executive Summary and he then mentioned this to the FS
afterwards.

Preparation

9.18 During the preparatory meeting, the Secretary, the SFC
Chairman and the HKEx Chairman read out drafts of the statements they
were to read out in the afternoon. The Chief Executive of the HKEx had a
draft available, which he said was about 60% complete. The draft did not
contain the detailed chronology that was in the statement he read out in the
afternoon.
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Special Meeting of L.egCo Panel on Financial Affairs on 31 July 2002

9.19 At the Special meeting of LegCo Panel on Financial Affairs,
representatives of the Government, the SFC and the HKEXx attended. There
were other interested parties who were invited to make representations.
The Secretary, the SFC Chairman, the Chairman and the Chief Executive of
the HKEx each read out their statement. During the meeting, the parties
commented on their respective roles and action. Brief capsules are set out
in the following paragraphs.

The Secretary

9.20 In his answers to questions from Legidative Councillors, the
Secretary mentioned that:-

(@  He*accepted a certain degree of responsibility”.

(b) Nether the SFC Charman nor the Chief Executive of the
HKEx had called him to inform him of the details of the
Consultation Papers.

(c) If he was asked whether he would have stopped the proposds
had he realized that there would be such a strong market
reaction, he would definitely have said yes. We note that there
was an unclear passage when the Secretary, seemingly flustered
and probably somewhat frustrated, appeared to have said that
had he been aware of the proposals, he would definitely have
stopped them. In context, it is clear to us that he was saying
that if he had been able to foresee what happened on the 26 July,
he would have done something to prevent it. It is plain that the
Secretary did not deny that he was aware of the Consultation
Paper (though not the details) or that it was to have been
published on 25 July 2002.

(d) It only came to his attention on the 31 July 2002 that a
colleague had obtained a summary table from the SFC which
was passed to his officee.  However, he had not read the
document, "since the papers and files in my office were piling
up like amountain and that | could not possibly have read every
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document" (our rough trandation). He was not aware that eth
SFC Summary Table arrived in his in-tray on the 17 July when
he was about to rush out to dinner and thereafter to the airport
for hits trip to England. (For details, see items 115 and 174 in
the chronology at Annex 7.1).

(& In connection with the three-tiered regulatory structure, the
Secretary said repeatedly, and here we are paraphrasing, that the
division of responsibility ordained by the structure meant that
he did not have to know the details of any consultation
proposals from the HKEx. Nor ought he to have known or
found out.

9.21 Most of these assertions, although in some ways reasonable and
even judtifiable, if put across somewhat differently, did not go down well.
The Secretary was bombarded with a series of hostile and severe criticisms
to which he was unable to acquit himself with either clarity or distinction.
It would have required the skills and experience of a much more seasoned
bureaucrat to have come out of that barrage relatively unscathed.

The SFC Chairman

9.22 The SFC Charman stated that “The SFC is the statutory
regulator of the HKEX. If there are any errors in regulation of the HKEX, |
think the Commission must be responsible, too. | personally bear
responsibility. The Consultation Paper was issued by the Stock Exchange,
the SFC discussed with them. So therefore, we cannot escape part
responsibility in thisand | said if we have done anything wrong, if any of my
staff have done anything wrong, | bear full responsibility.”

Chief Executive of the HKEx

9.23 In his statement, the Chief Executive of the HKEX included a
chronology on how the HKEx arrived at the 50 cents price threshold after a
series of discussion with the SFC. It was pointed out that the SFC had, in
the first instance, proposed $5 and $1 as the threshold for initia listing and
consolidation. The implications and inferences drawn in the media from
the Chief Executiveé s statement the next few days were favourable. He
was the only one to have apologized. And had it not been for the HKEX' s
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Insistence, the price threshold for delisting seemingly proposed by the SFC
would have been $1 which would have caused even more havoc on the
26 July. There were aso later suggestions that the sequence of events
referred to by the Chief Executive showed that the SFC s involvement was
much more than previoudy understood, that its efforts to distance itself from
the debate was unbecoming and that the SFC Chairman’ sremarks on 28 July
2002 about not having discussed any (one) price with the HKEx was shown
to have been alie.

9.24 As we have made clear in passing, we do not share these
criticisms of the SFC: see paragraph 7.10. All in al, the HKEx and its
Chief Executive were the only parties who had a relatively good press the
next few days.
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CHAPTER 10
WHAT HAPPENED ON THE 26 JULY 2002 AND WHY

INTRODUCTION

10.1 The following section relies substantially on a report prepared
by the SFC dated the 3 September 2002. We have added our views where

appropriate.
GENERAL COMMENTS

10.2 It has been widely reported that the “ Penny Stocks Incident” on
the 26 July was triggered by the release of the Consultation Paper by the
HKEXx. The information gathered by the SFC confirms that is likely to be
at least partly true. However, this is not the whole picture.

10.3 There have been rumours of collusion by brokers and market
participants to derail the HKEX' s proposals by driving penny stocks down on
the 26 July 2002. The SFC has not been able to identify sufficient evidence
that supports the existence of a conspiracy to manipulate penny stocks. Nor
has the SFC found evidence of a concerted sell-off by brokers or banks in
response to client margin shortfalls.

104 On the 26 July, many investors apparently did not appreciate
that the Paper was a consultation. The SFC s view is that just because the
market reacted as it did, it does not mean that the HKEx somehow should
have anticipated that reaction and should not therefore have released its
proposals. The SFC, in common with the HKEX, thought that the public
was aware of the substance of the HKEX s proposals from accurate leaks
made by severa reputable newspapers with large circulation from the
26 June onwards.

10.5 Much has been written recently about the lot of smal retail
Investors, who have lost money, paper or red, in the market on the 26 July
2002. Thereis a very respectable body of opinion to the effect that the vast
majority of retail investors understand that penny stocks are inherently more
volatile than Hang Seng Index constituent stocks. Indeed volatility can be a
prime attraction because these stocks may give investors a better chance of
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making a superior percentage profit for the small cost (relative to companies
with large capitalization) involved in buying one or two board lots.
Frequently, investors buy into a penny stock on incomplete information and
with alimited understanding of the underlying company.

ECONOMIC OVERVIEW

10.6 Through 2002, the U.S. markets have been on a downward
trend in the face of corporate scandals and poor economic conditions. In
July 2002, U.S. investors pulled a record US$50 hillion out of U.S. equity
funds — the largest monthly net outflow in history — apparently because of a
lack of confidence in the stock markets. The S&P 500 index dropped by
13.8% in the first half of 2002, compared with a decline of 7% in the Hang
Seng Index. Many market analysts consider that Hong Kong' s market will
remain duggish at least until the U.S.A. shows consistent signs of economic
recovery. Market prices and turnover have been declining in broad termsin
Hong Kong for some months. This has depressed market activity and the
share performance of al but afew of Hong Kong s largest and best run listed
companies. This was the economic background to the publication of the
Consultation Paper on the 25 July 2002.

PRESS COVERAGE PRIOR TO THE ANNOUNCEMENT

10.7 To assess the impact of the Consultation Paper, the SFC studied
the press coverage of the HKEX s proposals prior to the announcement made
a noon on the 25 July 2002. We refer to a few items hereunder. A
relatively complete summary isat Annex 7.2. On the 26 June 2002, Sing
Tao ran an article suggesting that the HKEX proposed to force penny stocks
to consolidate. On the 17 July 2002, South China Morning post ( SCMP”)
reported accurately that the HKEx planned to introduce a “compulsory
consolidation rule to eliminate penny stocks”. On the 18 July 2002, SCMP
reported that the HKEx planned to set 50 cents “as the threshold below
which companies would have to consolidate their shares or inject capita to
boost their prices’. Similar reports appeared in the Hong Kong Economic
Times and Sing Tao on the 19 July 2002. Between the 20 July and the
announcement on the 25 July 2002, more newspapers started to cover the
story. In genera, commentators welcomed the HKEX' s proposals although
some expressed reservations whether HK$0.50 was the appropriate threshold.
There was no hue and cry indicating there might be a strong negative
reaction to the release of the formal proposals.
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THE MARKET IN THE PERIOD FROM THE 26 JUNE 2002 TO THE
25 JuLy 2002

10.8 The market behaviour in the period from the 26 June to the
25 July is summarized below -

(@ The genera tone of the market was weak during the period.
There were 14 days of net declines during the period, compared
with seven days of net advances from the 26 June to the 25 July,
2002. As noted above, the Hong Kong market was tracking the
general weakness and uncertainty in the U.S. markets over the
same period.

(b) Overdl, the higher priced stocks advancing or declining out-
numbered the number of penny stocks going up or down in the
same period™. There is no evidence that investors were sdlling
thelr penny stocks in response to the leakage of the HKEX s
proposals. If that had been the case, one would have expected
the number of declining penny stocks to out-number the
declining higher priced stocks.

(c) The number of penny stocks registering no price changes
consistently was higher than the higher priced stocks recording
no price changes™. This was particularly obvious for stocks
that registered no daily turnover at all.

(d) The clear trend was that penny stocks tend to demonstrate
higher volatility when compared to the behaviour of higher
priced stocks.

% In the 22 trading days to the 26 July, 2,353 higher priced stocks recorded advances, compared with
1,592 penny stocks. 3,878 higher priced stocks recorded declines, compared with 2,514 penny stocks
recording declines.

% During the same period, 3,325 penny stocks recorded no price change, compared with 2,776 higher
priced stocks. In fact, during this period, 2,015 penny stocks recorded no turnover volume, whereas
1,344 higher priced stocks recorded no turnover volume.
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THE BEHAVIOUR OF THE MARKET ON THE 25 JULY AND THE 26
JULY 2002

The 25 July 2002

10.9 Press commentaries on the market for the 25 July 2002 did not
suggest anything dramatic had occurred that day.

The 26 July 2002 — Immediately after opening

10.10 Prior to the market opening a 10:00 am. on the 26 July 2002,
no unusual movements were anticipated. Wall Street had been flat overnight
(Standard & Poor 500 moved only 0.44% lower overnight) suggesting, if
anything, that Hong Kong would remain largely unchanged. In headline
articles, almost all local newspapers reported the release of the Consultation
Paper. There was no suggestion that the proposal was a shock to the
market. There was some focus whether $0.50 was an appropriate threshold,
noting that over 50% of the Main Board issuers might be affected. On
balance, the media seemed to support the proposals.

10.11 At 10:00 am., the market opened with a small downward bias.
None of the brokers interviewed by the SFC subsequently foresaw any sharp
movement in the market. While there were quite a number of losers in the
market just after opening, nothing suggested any significant changes were
about to occur given the bearish sentiment which had been overhanging the
market for some time.

After 11:00 a.m. on the 26 July 2002

10.12 The gtuation started to deteriorate after 10:45 am as more and
more stocks started to record further losses. While many stocks recorded
losses (over and above those incurred over the previous few months) in
relatively dismal turnover, Terabit Access (491)*° stood out as the heaviest
loser in heavy turnover. From about 11:00 am., according to the SFC

% Formerly known as Wellback Holdings Limited, Terabit Access engages in the manufacturing of

consumer electronic products. In November 2001, there was a change in control in which Mr Lau
Kwok Fai, currently the Vice-Chairman of the company, acquired 18.4% of the share capital of the
company and became the controlling shareholder. Since the change of control, the company
embarked on new acquisitions into technology companies in Taiwan and saw its share price more than
triple before the sell off.
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investigation, the market began to associate the market' s decline with the
proposals announced by the HKEX the previous day. Rumours also started
to circulate that margin financiers had liquidated client securities as a result
of the sharp decline in share prices of penny stocks. The selling climax for
all stocks for the day came prior to the morning closing.

10.13 A noticeable recovery was seen in the market in the afternoon
on an intra day basis. Out of atotal of 283 penny stocks™’ that fell on the 26
July 2002, 63 of them had recovered more than 20% from their respective
intra-day lows in the afternoon sesson.  Among these 63 recovering stocks,
four of them (including Terabit Access) rebounded more than 100%.
Nothing comparable occurred in the higher priced stocks.

10.14 A summary of the statistics for the 26 July 2002 is as follows:-

(@ 283 penny stocks registered price declines. The total decline
in market capitalization was $10.9 billion, or 10.1% compared
with the previous day.

(b) Interms of market capitalization, these penny stocks accounted
for 2.6% of tota market capitalization of $3,664 billion on the
26 July 2002.

(c) Turnover in penny stocks amounted to $558.9 million or 7.6%
of total market turnover, compared with $221.2 million or 3.3%
in the previous day.

(d) Total market capitalization declined by $61 billion or 1.6% on
the 26 July 2002. Overall market turnover increased by 7.9%
to $7.4 billion on a decline in the Hang Seng Index of 1.1%.

57 "Penny Stocks" refer to stocks with closing share price quoted at or below $0.5 on the 25 July 2002.
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LOSS IN MARKET CAPITALIZATION ON 26 JULY 2002

10.15 One measure of loss that can be applied to stock markets is to
calculate the loss of market capitalization®. By this measure, the drop in
the vaue of penny stocks resulted in a decline in market capitalization for
these companies of $10.9 billion in aggregate. This is approximately
equivalent to 22% of the amount lost by al other companies whose share
price was above $0.50 on the same day. When compared to the loss in
market capitalization for the whole of the Main Board, the loss is about
0.31%, which is not hugely significant in the context of the whole market.

10.16 The market s activity on the 26 July 2002 was centered on
160 shares trading below HK$0.20 at the opening. These shares recorded
the biggest jump in trading volume and turnover and the sharpest declinesin
share price (and hence market capitalization). Volume and turnover of
penny stocks increased a respective 3.4 times and 1.5 times when compared
with the previous day.

CHURN RATE

10.17 Churn rate is defined as the volume of market turnover of an
issuer in relation to its outstanding sharesinissue®. This indicator is useful
in understanding how reliable the market price is in reflecting the collective
views of investors in the share of a company. A low churn rate is normaly
the result of either outstanding shares being cornered or of the fact that the
market has no interest in that particular issuer. An issuer with a low churn
rate is also susceptible to higher volatility in its share price. The dtatistics
aso show that:-

% Market capitalization is the product of market price multiplied by the shares in issue of the listed
company. It is also commonly referred to as the market value of a company. By definition if the share
price of acompany drops, there will be alossin market capitalization.

% Theoretically it is better to use the free float of an issuer (i.e. after deducting the shares controlled by
the controlling shareholders) instead of the shares in issue as the base. The shares controlled by the
controlling shareholders are normally not used for trading purposes.
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(@ Seven issuers recorded an average loss of 16.5% without any
turnover®. In terms of loss in market capitalization, they
contributed a loss of $281 million.

(b) Issuers with a low churn rate can exert a very significant
leveraging impact on the loss of market capitalization. A total
of 133 stocks (of which only 14 had a price above $0.50 on the
25 July 2002) with churn rates of lower than 1%, contributed an
aggregate loss of market capitalization of $8.4 hillion. A mere
turnover of $145 million is responsible for an average price
decline of 18.5%, ranging from 10.2% to 53.6%.

10.18 It is apparent that in many circumstances, significant losses
were recorded on the back of a very low churn rate. The degree of
significance increases the lower the share price of that stock becomes. This
Is consistent with the notion that lowly priced stocks tend to be monitored by
fewer investors on a regular basis. They are subject to bigger price
movements in the case of a sudden influx of buy or sell orders. There is a
prevailing psychology amongst investors to refrain from making any
investment decision (while still holding on) on investments that have aready
resulted in significant paper losses. Some of these penny stocks were at
one time high flyers.

BEHAVIOUR OF DECLINING STOCKS PRIOR TO THE 26 JULY 2002

10.19 From the 31 December 2001, only 16 of these stocks managed
to record gains for the period while 89 declined. On average, the gainers
posted gains of 37% whereas the decliners registered an average loss of 34%.
Included in the gainers was Terabit Access (491) which had made a gain of
198% since the beginning of the year 2000 prior to its sell off on the 26 July
2002. If Terabit Accessis excluded, the average gain would be reduced to
26%. Only five stocks managed to record a loss of less than 20% from

Under the AMS system, the closing price of a listed company may be adjusted even if there is no
transaction done for the day. Take an example of a situation whereby someone is prepared to sell a
stock and finds that no bidder is around. He can keep making successive offers at lower prices. In this
instance, so long as the last offer (the lowest) is lower than the previous day s closing price, this lower
offer will be considered as today’ s closing price. (Please note that the actual mechanism is slightly
more complicated.)
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their highs of the year®. Sixty-two stocks registered losses of more than
40% prior to the 26 July 2002. Amongst these losers, 45 of them had
closing prices at or below $0.10 on the 25 July 2002.

10.20 Thus, most of the top declining stocks registered significant
losses to their share price prior to the 26 July 2002. The losses in value of
these stocks on the 26 July 2002 represented a fraction of the total losses
incurred as a result of their earlier price declines from their previous high for
2002 or from their closing price prior to the 31 December 2001.

10.21 It can be seen that many penny stocks had been losing value for
sometime. It is therefore inaccurate and wrong to suggest that investors in
penny stocks lost al their money overnight. The lion s share of investor
losses occurred prior to the 26 July 2002. While the percentage drops in
the value of penny stocks that day looked dramatic, the actual losses
represented by those percentages were quite small when compared with
actual losses suffered in the previous six months.  For example, Grand Field
Group (Code: 115) that saw its share price declining from $0.087 to $0.06 (a
drop of 31% and ranked 13" amongst the top losers on the 26 July 2002) was
trading around $0.70 in mid-March 2002. China Star Entertainment (Code:
326) which lost $0.012 on the 26 July 2002 to reach $0.027 (a drop of 31%
again and ranked 14™ on the top declining list) was trading around $0.27 in
early January 2002.

10.22 The SFC has aso noted that prior to the 26 July 2002 a few
companies published very poor results and that these may aso have
contributed to weakness in the market for those individual shares. On the
24 July 2002, Asia Tele-Net and Technology (Code: 679 and the 4™ top loser)
reported a loss of $132 million for its final results for the year ending the 31
March 2002. The loss per share was about $0.0245, roughly equivaent to
94% of its share price on the 25 July 2002. Also on the 25 July 2002, Asa
Resources Transportation (Code: 899) and (the 19" top loser) reported a loss
of $136 million for its fina results for fiscal year 2002. The loss per share
was about $0.075, about two times (in absolute terms) its share price of
$0.036 on the 25 July 2002. The extremely low turnover in those shares
(due to an absence of bidders) in afast falling market is consistent with this
view.

81 By definition, this ratio must be negative.
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THE MARKET SINCE THE 26 JULY 2002

10.23 On the back of the withdrawal of Part C of the Paper on the 28
July 2002, a number of the penny stocks rebounded on the 29 July 2002.
However, in light of the prevailing weak economic environment and the
uncertainties of the overseas market, the rebound was very selective. While
it is widely believed the announcement of the Consultation Paper triggered
the sdll-off, there were rumours that a group of brokers had met on the
evening of the 25 July and conspired to derail these proposals by deliberately
driving penny stocks down the next day. In turn, this is aleged to have
caused the margin squeeze aready mentioned.

PRELIMINARY FINDINGS
10.24 The SFC spreliminary findings are as follows:-

(@ It has information that the aanouncement of the Consultation
Paper and the general weakness of penny stocks in the weeks
prior to the 26 July 2002 were the principal reasons for some
sellers wanting to sell.

(b) However, the lack of liquidity in many penny stocks (in the
form of alack of demand) exacerbated the situation.

(c) None of the brokers with whom the SFC had been in contact
foresaw the magnitude of the decline that subsequently
occurred.

(d) None of those brokers said they had been squeezed by margin
calls from their banks. They said it was their client sdecision
to sell that day, not theirs.

(e Some of the brokers interviewed by the SFC pointed to the
sharp fal of Terabit Access as having a dgnificant
psychologica impact on market behaviour on the 26 July 2002,
but this was not a unanimous view.
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(f)  Terabit’ s fall was fuelled by forced sales by brokers as a result
of margin cals. To date, the SFC has no evidence that these
were not genuine calls.

(g0 Thereis no evidence of widespread forced sales by brokers of
client shares pledged for margin, nor were brokers forced to
seek further credit from their banks to cover clients unsettled
trades from the 25 July 2002.

(h)  No systematic overnight short selling has been identified.

THE SFC'S CONCLUSIONS

10.25 Based on the above findings, it is the SFC's view that the sell-
off of penny stocks on the 26 July 2002 was primarily an over-reaction by
investors to a set of proposals for market consultation that were
unfortunately misunderstood by some as policy changes.

10.26 Market sentiment was aready weak because of world and local
economic conditions. These same factors and the fact that a number of
penny stocks continued to have losses contributed to the majority of the top
declining stocks suffering significant erosion of their share price long before
the 26 July 2002. In fact, the losses incurred on the 26 July represented a
small fraction of the losses incurred by penny stocks due to earlier price
declines from either their closing prices at the 31 December 2001 or from
their previous high in 2002. Investors in these stocks did not lose al ther
money overnight.

10.27 The true scale and market impact of the decline on the 26 July
2002 should be evaluated against the market as a whole. A large
percentage drop in the value of stocks does not necessarily equate to a
smilarly dramatic drop in absolute value. For example, Dah Hwa
International lost 54% of its value on the 26 July 2002 but this represented a
drop from $0.11 to $0.051 on turnover of a mere HK$50,000. In many
ways, the trading in Dah Hwa is a paradigm of the problems that penny
stocks pose for the fair and transparent operation of the market.

10.28 Furthermore, the illiquidity of penny stocks contributed to their
volatility. 133 stocks (of which only 14 had a price above HK$0.50 on the
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25 July 2002) with churn rates of lower than 1%, contributed an aggregate
market loss of $8.35 hillion. A turnover of only HK$145 million or 0.2%
of total turnover on the 26 July 2002 was responsible for this decline in
market capitalization. Compared to the overal losses suffered by the whole
of the Main Board on that day, the loss of capitalization in penny stocks
accounted for 0.31% of overall capitalization.

10.29 Unfounded rumours were another ingredient in the brew:
rumours that a concerted credit squeeze by banks and brokers forced the
market down have not been substantiated. Nor is there evidence of a
conspiracy amongst a group or groups of investors and/or brokers to
manipulate the penny stock sector as a whole.

THE PANEL'S VIEWS

10.30 The Penny Stocks Incident seemed to have been the outcome of
a combination of factors which fed on and magnified each other. There
was the prevalling unfavourable market sentiment, the generally weak
investor confidence, and the inherent volatility of these stocks. We have
noted criticisms of the contents of and the arrangements surrounding the
release of the Consultation Paper. Clearly its release triggered the reaction
on the 26 July, but it would be smplistic and inaccurate to identify the
consultation Paper as the single cause of what happened. Unfounded
rumours about margin calls, panic reaction to the dumping, an element of
when fortune smiles, take advantage as well as unreflecting herd instincts
aso played a part.
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CHAPTER 11
A CRITICAL REVIEW

INTRODUCTION

11.1 Much ink, to which we have now added, has been spilt in
discussing a number of areas and issues which could be said, even if at times
only remotely, to have had something to do with what we have had to
consder. We have tried to collect and collate some of the views and
criticisms expressed, what some of the protagonists had to say about them
and what we think. We have not amed at being exhaustive and some of
what is reviewed in this chapter has aready been dedlt with in other parts of
the report.

COMMENTS ON THE INCIDENT

11.2 There is overwhelming market and public support for the
enhancement of the quality of the securities market in Hong Kong. At the
same time, the public is generally criticad of some of the actions and
utterances of the authorities, both before and after the Incident. Views
expressed during the special meeting of the LegCo Panel on Financia
Affars were aso supportive of proposals to clean up the problems
associated with penny stocks and for an effective and efficient delisting
regime. These views, culled from media reports and submissions and
representations sent to us, are summarized in the following paragraphs.
They are included for completeness so that those concerned may, if they
wish, consider the comments further and make changes as appropriate.

Underlying Spirit of the Consultation Paper

11.3 Most, if not al, commentators supported the spirit of the
Consultation Paper in fostering corporate governance, increasing
transparency and enhancing the quality of the market in Hong Kong. Most
agreed that the measures, if endorsed and implemented, would weed out
under-performing companies with poor corporate governance and, in turn,
benefit investors. Acknowledging that these proposals were generdly in
line with good international practice, most believed that these measures
would be conducive to maintaining and perhaps enhancing Hong Kong s

- 123 -



position as an international financial centre. Noting that a delisting
mechanism is dready in existence, albeit with criteria which are often
unclear and not aways easy to apply, most commentators welcomed the
introduction of clear, objective, transparent quantitative and qualitative
criteria as part of a delisting regime.

Yardstick

114 Whilst most supported the introduction of a more effective
delisting mechanism, there were those who considered it inappropriate to use
the price of a share as a delisting criterion on the basis that a company s
share price did not necessarily reflect its financia health. Some penny
stock companies were relatively healthy financialy while some high-priced
stocks had financial problems. Company performance, transparency of its
corporate governance structure, and not just the price of its shares, should be
considered better indicators of quality. Complaints included that the HKEx
only dealt with the symptoms rather than the root cause and that the HKEXx
and aso the SFC should have focused on the profitability and financia
performance of companies. We hope that such views would continue to be
expressed and be considered in the ongoing consultations.

Number of Criteria

115 Some commentators thought that there were too many delisting
criteria. There was a suggestion that some of the criteria contradicted one
another. Asaresult, some financialy weak companies would be alowed to
continue whereas comparatively stronger ones might have to be removed.
To avoid confusion, it is suggested that the HKEXx should introduce only two
to three delisting criteria to remove the poorest companies. Again, these
views would have to be considered as part of the ongoing consultation. We
note, later on in this chapter, the comments of the HKEX in relation to some
of these criticisms.

Minimum Price Threshold and Scope of the Consultation Paper

11.6 By setting the price threshold at $0.5, the proposals in the
Consultation Paper would affect almost half the listed companies on the
Main Board. The SFC and the HKEXx have, however, estimated that the
proposals, when taken together and even if al were implemented, would
only result in the delisting of some twenty to thirty companies. If the
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intention is to target these companies, the HKEx and the SFC should have
been more focused and not cast the net so widely.

11.7 Some professiona service providers aso commented that the
HKEx had under-estimated the knock-on effect of the proposals. Typicaly,
it is asserted, a listed company generates around $1 million worth of
business a year for other supporting services and professionas such as
lawyers and accountants. If some 400 companies were to be delisted, the
amount of business lost would be as high as $400 million. The proposals
would affect not only investors but would also have an impact on many other
service providers and the economy as awhole.

11.8 Most anaysts agree that delisting is the most severe sanction
possible for a listed company. It should only be used sparingly under
justifiable circumstances, as it involves the interests of controlling
shareholders, small investors, financial intermediaries and banks. The
delisting proposals would affect not only existing listed companies but also
those companies (local and overseas) which have plansto list in Hong Kong.

Confusing Message

11.9 Neither the Consultation Paper nor the subsequent press
briefings made it sufficiently clear that the $0.5 threshold was only a trigger
for consolidation and not a trigger for delisting. Given that the
Consultation Paper was long and technical and the overwhelming emphasis
was on ddlisting, it was understandable that the average investor would
perceive the proposa as having the effect of leading to automatic delisting of
stocks once they trade below $0.5.

Alternative Trading Platform

11.10 Some thought that the HKEx should have included exit
mechanisms and alternative trading platforms in the Consultation Paper.
They pointed to the Pink Sheets and OTC-Bulletin Board. There were aso
suggestions for a requirement that majority shareholders had to acquire the
stakes of minority shareholders if the shares were to be delisted. Without
any of this machinery in place, an average investor especialy of penny
stocks would, understandably, equate delisting with liquidation.
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Consolidation

1111 Some commentators thought that mandatory share consolidation
might not necessarily be in the best interests of investors because the process
would take time and be costly, and might also divert companies attention
from other priority areas, such as working to engineer a turn-around. There
were others who thought that there should have been safeguards against
controlling shareholders seeking to privatize at suppressed prices simply by
non-compliance.  Share consolidation might aso create or increase
instances of odd lots, lower the prices of such lots and reduce their worth
especially for minority shareholders.

Under-estimating the Market Reaction

11.12 M ost thought that the HKEX and, to alesser extent, the SFC had
under-estimated how the market would react. Given that the stock market
Is highly senditive, and that it is amost customary for market participants to
act on confirmed news as well as unconfirmed rumours, the relevant
authorities should have been extra careful in crafting market-sensitive
proposals even though they were merely for consultation rather than
implementation. Bearing further in mind that penny stocks had aways
been highly volatile and no exit mechanism had been proposed, it was not
unreasonable for investors in them to have dumped their stocks before their
investment became “ wallpaper” . There were also assertions to the effect that
even ordinary citizens without knowledge of the market should have been
able to predict the market reaction and that it was surprising that well-paid
executives of the HKEXx and the SFC could have overlooked it.

Lack of Market Experience

11.13 There were assertions that the middle level or even senior staff
in the HKEx were not experienced commercia people and were not
sufficiently senditive about the market. Some thought that, generally
speaking, the market sense which one should be able to expect from an
organization such as the HKEx was markedly lacking. There were also
complaints from certain trade associations that the HKEx staff did not
understand the operation of the Hong Kong stock market. They were really
outsiders trying to regulate insiders.  This was undesirable and unworkable.
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Bad Timing

11.14 Some commented that the HKEX should not have announced
the Consultation Paper when the market was already weak. The clams
were that the Hong Kong stock market had been bearish since 1997, and had
recently been hard hit by the plunge in the US and other leading stock
markets. Further, local investors confidence continued to be weak and the
economy was gtill facing a downturn.  The proposal created further
uncertainties in the market at a time when stability was much needed.

11.15 A fairly common complaint was about the actua choice of time
and day by the HKEx. Most thought that as the proposals were market-
sengitive, the HKEXx should not have announced the proposa on Thursday, a
trading day. Had the HKEx announced the package after the market closed
on Friday, the HKEx would have had more time to distribute the
Consultation Paper, explain the proposals in greater detail, clarify grey areas
and introduce remedia measures before the market opened again on
Monday.

The HKEX s Consultation Practices

11.16 A number of smaller brokers criticized severely the HKEX s
attitude when it came to consultation exercises. In ther view, the HKEX s
consultations have all dong been insufficient and ineffective. It was, s0 it
Is said, common for the HKEX to announce a harsh proposal, not genuinely
believed to be desirable or acceptable, with a view to alowing itself more
room to manoeuvre and bargain.

Consultation Not Genuine

11.17 Similar groups aso claimed that in their experience the
HKEX s consultation exercises were merely intended to inform, to lay the
ground, rather than to consult. The proposals had aready been decided and
were foregone conclusons. The Consultation Paper itself showed that the
HKEXx aready had a clear stance on many of the proposas, on which there
were no open-ended questions for consideration and little scope for
discussion. Ladly, the consultation period was only to be for a month.
For something of this complexity, if the exercise was a genuine one to gather
views, how could one month have been redistic?
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Lack of Communication between the HKEx and Market Players

11.18 Another fairly common and widely expressed complaint was
that there was a lack of communication between the HKEx and market
players. In view of the market senstivity of the proposas, the HKEx
should have consulted the trade widdy, collected feedback and refined the
proposals before releasing the Consultation Paper.

11.19 Some members of the SFC Shareholders Group were quoted
anonymousdly as having said that they had dready expressed ther
reservations on the proposals before the release of the Consultation Paper.
However, their views were either not reflected in it or taken into account.

Neglecting the Interests of Small Investors and Companies

11.20 Some local brokers were dissatisfied that the regulatory
authorities were seeking to “internationalize’ the Hong Kong stock market
without taking into account local needs. In addition, they accused the
HKEx and the SFC of only taking into account the interests of large
corporations and investment houses and neglecting the interests of small and
medium sized companies and investors.

No Contingency Plans and Wavering Attitude

11.21 There were allegations that te authorities had no contingency
plans in response to the market reaction. Further, the authorities showed
indecision when, within three days, they changed their stance They started
off defending the Consultation Paper, then extended the consultation period
and, findly, withdrew the relevant section of the Consultation Paper.

Authorities Shirking Responsibilities

11.22 There was much expression of dissatisfaction over the actions
and words of senior officids in the Government, the SFC and the HKEX.
They were censured for trying to shirk their responsibility, which, it was
suggested, cannot be cast off smply by saying that the paper was merely for
“consultation” , and “ it is difficult to predict market reaction”.

11.23 New accountable officers should not seek quick results by over-
simplifying the work procedures. For all policy issues with far-reaching
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ramifications, they should prepare fully before any consultation - thorough
research and analysis, careful consideration of the acceptability of any
proposal, and clear explanation of the policies are all necessary features of
any important proposal. Otherwise, even well-intentioned proposals can
lead to unfortunate outcomes.

Lack of Co-ordination among the Authorities

11.24 A report expressed indignation at the HKEX' s explanation as to
why it did not include an exit mechanism in its Consultation Paper by saying
that it was the SFC s responsbility. It was fet that the HKEx could have
better co-ordinated with the SFC on the proposals before rushing into
announcing the whole package.

Comments on the HKEx

11.25 The following comments were directed specifically at the
HKEX:-

(@ Whilst it was in line with present policies and procedures not to
have consulted the Board on listing issues, the HKEx Board
should have been consulted in this case in view of the far-
reaching ramifications on the market and the listing fee income
of the HKEX. These were business matters.

(b) The HKEx was shifting the responsibility of monitoring penny
stock companies on to the shareholders. While creating a
sound market, the HKEx still has a responsibility to those who
invested in that market whether they were big or small
investors.

(c) The HKEx was “bureaucratic’. It smply followed past
practices. It was not sensitive to investors interests.

(d) Therewas alack of communication between the HKEx and the

trade ever since the merger and change of leadership in 2000,
and the communication gap was widening.
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Comments on the SFC

11.26

@

(b)

The following comments were addressed to the SFC:-

The SFC was the main culprit in setting the price threshold at
$0.5. As shown in the chronology provided by the HKEXx
during the LegCo hearing, it was the SFC which had proposed
the higher threshold in order to be in line with other
international markets. The HKEXx had tried to argue for $0.1
and $0.3 so that fewer companies would be affected. However,
because of the SFC sinsistence, the HKEx had no choice but to
compromise on a higher threshold and let the market decide.

Concerns had dready been reflected to the SFC before the
release of the proposa. It seems, however, that the SFC had
not conveyed those views to the HKEX.

The SFCs invedtigaion into the possibility of market
manipulation was merely an attempt to deflect criticism. The
SFC' s high profile investigation into the possibility of market
manipulation has scared away some of the clients of the
securities firms being investigated.

Role of the FS

11.27

@

(b)

(©)

On therole of the FS, the public had the following comments:-

He politicized the incident and tried to shift the blame to the
HKEx by saying that it had not notified the Bureau of the
Consultation Paper before its release, that it might have under-
estimated the market reaction and that it might not have given
sufficient thought to the issues. It turned out that the Bureau
was in fact supplied with an advanced copy of the Executive
Summary of the HKEX s Consultation Paper.

The division of responsibility between the FS and the Secretary
under the new accountability system is unclear.

Under the new accountability system, whenever there were
magor mishaps in implementation of policies and measures
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(d)

within their policy portfolio, principa officials should bear
political responsibility even though they themselves were not
personally involved in any action or omission in the process.

As the most senior official overseeing financia matters, the FS
should be responsible for the Incident.

Role of the Secretary (SFST)

11.28

@

(b)

The following views have been expressed about the Secretary -

Judging from the Secretary’ s recent decison regarding the
structure of the Listing Committee, the HKEx could not have
single-handedly announced proposals with far-reaching
implications on the stock market in Hong Kong without his
involvement.  As the ddisting proposals hinged on the
Government' s policies on whether to provide a mechanism for
delisted company stocks to trade freey in Hong Kong, the
Secretary must have been involved.

He was not sensitive enough to the dire consequences of the
proposal. As he mentioned to the LegCo Panel on Financial
Affars, he had not read the documents which contained
important proposals within his policy responsibility. He did
not understand, and did not try to understand, the proposals and
thelr implications. He did not take any pro-active action to
follow up on the market reaction to the proposals.

After the Incident, he did not admit responsibility. Instead, he
tried to dissociate himself by using various excuses. The
Secretary should have tried to understand more about the
proposals to be presented by the HKEx and the SFC. This
should be seen as co-ordination rather than interference with
their work.

Comments on the Three-tiered Structure

11.29

Most people generally agreed that the three-tiered structure

embodied sound concepts. However, the penny stocks incident revealed
that there were flaws in practice.  They urged the Government to review the
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three-tiered structure, to clearly delineate the roles and responsibilities of the
HKEXx and the SFC, and to improve the co-ordination among all parties.

11.30 Many pointed to the apparent conflict of interests of the HKEx,
at least snce 2000 when it became a listed company and front-line regulator
a the same time. A number suggested that the HKEx should focus on
developing and promoting new products, leaving al regulatory functions to
the SFC. We note that this has become a very common and popular theme.
Furthermore, it is said, Hong Kong should follow the practice of the United
Kingdom and set up committees for consumers and practitioners.

EVALUATING THE COMMENTS

11.31 We have invited the parties to respond to some of these
comments and criticisms in their written submissions and during their
interviews. Since the terms of our reference dictate that we confine
ourselves to the preparation and release of the Consultation Paper rather than
the merits of the proposas, we have not, for the reasons we adverted to in
the Introduction to this report, invited too many comments on the merits of
the proposas which would be the subject of ongoing and further
consultations. Responses and our brief assessment, aready interwoven into
appropriate places in the report, are set out in the following paragraphs.
The roles of the FS and the Secretary are dedlt with in the body of the report
in Chapter 6 and paragraphs 12.2 to 12.27.

MINIMUM TRADING PRICE THRESHOLD

The HKEX s Response

11.32 The Chief Executive of the HKEX stressed before the LegCo
Panel on Financia Affairsthat the HKEX initially proposed a one cent figure
for consolidation purposes and ten cents as a “floor priceé to trigger
prohibition on corporate action. It was the SFC which had proposed $1 and
$5 respectively. Recognizing that the SFC s suggestion would affect too
many companies, the HKEx attempted to propose lower consolidation
thresholds ranging from 10 cents to $0.3 but the SFC was not satisfied. The
SFC said that “the figure of $0.3 would give the impression of compromise
and lack of resolution. Investors and the market might well get the wrong
message.” In the end, “in order not to hold up the whole consultation
process, the Exchange eventualy agreed to propose to use $0.5 as the
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compromise threshold for the minimum trading price in the Consultation

Paper.

11.33 The SFC did not comment further on the HKEX s proposal
about the threshold. In June 2002, the SFC said that they “ had not arrived
a a view on the $5/$1 and $2/50 cents issue. But, in any event, the
Consultation Paper should discuss the final goa of bringing [Hong Kong] in
line with international norms.” The HK$0.5 threshold thereafter remained
throughout the successive drafts and in the Consultation Paper.

The SFC’ s Views

11.34 The SFC Chairman’ s comments were that -

(@ As a policy matter, the basic proposa was rational and
reasonable, reflecting the opinions of market participants and
commentators, as well as being in line with international
practice.

(b) The SFC s clear understanding was that the $0.5 threshold
would not, by itsdf, if implemented, trigger delisting, as listed
companies had every opportunity to restore the theoretical share
price to above the price threshold, by the smple expedient of
share consolidation.

(c) The SFC had checked with the HKEx that since listed
companies could meet the $0.5 threshold smply by share
consolidation, dl the delisting proposals relating to company
performance and profitability which would potentially affect a
variety of companies, would only put 20 or so listed companies
at risk of delisting and only many months down the road.

(d) The proposed threshold of $0.5 was suggested by the HKEX.
The SFC considered that was a reasonable number and that
became the final number in the Consultation Paper. The SFC
did not insist on a specific threshold.
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©

Accepting that the proposed threshold was a reasonable one and
that the stand-alone proposal on share consolidation had to be
subsumed within the overal package on listing criteria and
delisting, the SFC did two other things — first, to adert the HKEx
of the fact that the consultation document had become very long,
complex and unwieldy, and secondly, to try to get the HKEX to
explain at the press conference very clearly not to associate the
50 cents with ddlisting.

The Panel s Views

11.35

As the proposed $0.5 threshold would be the subject of the next

round of consultation, we should not pre-empt or seek to influence the
public’ s choice. Having regard to al that we have seen, read and heard,
much of which is touched on in the narrative in Chapter 7 (see paragraphs
7.10 to 7.45) and the parties response, we fed that these comments would
not be out of place-

@

(b)

The crux of what went wrong is that the public associated the
threshold with  delisting rather than  consolidation.
Consolidation, initially the focus, was no longer at the forefront
in the paper. Media discussion in the two to three months
preceding the release also concentrated on ddisting. In
addition, the two issues were intertwined in a lengthy, complex,
and technical Consultation Paper. The $0.5 threshold thus
played a more important role in the Consultation Paper than
originaly envisaged in the previous stand-alone proposal on
share consolidation. Neither the SFC nor the HKEX
apparently focused enough on this subtle change. The SFC, in
particular, assumed, not unreasonably, that the distinction
between delisting and consolidation would be made clear and
therefore readily understood. This turned out not to have been
the case.

Given that the SFC had expressed a strong preference for a
threshold of $1/$5, it seems reasonable to infer that, while it
was the HKEx which made the final proposal of $0.5, it did so
having regard to the views of the SFC which, in its turn, was
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(©)

(d)

prepared to have that figure go forward as a basis for
consultation.

In proposing the $1 threshold, the SFC executives were anxious
to find a coherent and logical standard, based on the standard
integer of the currency and to bring Hong Kong in line with
accepted international practices.

Whilst both the SFC and the HKEXx estimated that only 20 to 30
companies would be at risk of delisting if the whole package of
the proposals in the Consultation Paper were implemented, this
message was not put across to the public who only knew that
about half of the listed companies had share prices lower than
$0.5. Asthe HKEX's press conference on the 25 July 2002, the
Chief Executive of the HKEx was not prepared to and did not
provide this figure, which, with the benefit of hindsight, should
have been.

We do not believe that it was wrong or misguided to have
regard to international standards, norms and practices provided
that they are not davishly adhered to without regard to Hong
Kong s own business environment and economy. We bdlieve
that, on the materia we have consulted, the $0.5 threshold for
consolidation was a sensible compromise in the circumstances
and a reasonable figure for consultation.

ALTERNATIVE TRADING PLATFORM

The HKEX s Response

11.36

Regarding the criticism of the HKEX s failure to include an

dternative trading platform in the Consultation Paper, the Chief Executive of
the HKEXx explained:-

@

The Consultation Paper did recognize that “ there are views that
an dternative trading platform should be set up”. However, as
explained in the Consultation Paper, the Exchange did not
consider it necessary to propose one since the delisting
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(b)

(©)

(d)

©

proposals put forward by the Exchange aready provided
adequate “early warning” signals to investors. If such
proposals were acceptable to the market and they were
implemented, investors would have plenty of time to act and to
sall their shares in the market before delisting.

The existing Listing Rules aready contain provisons for
delisting. In the past three years, seven companies had been
delisted and the Exchange did not provide an dternative
platform for the trading of the delisted shares. This had not
precluded the delisted shares from being traded over the
counter.,

The existing ddlisting criteria were qualitative in nature. The
delisting proposals in the Consultation Paper were intended to
enhance transparency by introducing clear, quantitative and
gualitative continuing listing criteria so that investors would
know well in advance whether or not an issuer is in danger of
failling to comply with the continuing listing criteria and hence
may become subject to the delisting procedure. The new
measures, if implemented, would provide more protection for
investors because under the current practice, an issuer would
have been suspended from trading, sometimes for a long time,
before the delisting procedure is implemented.  If an issuer is
being considered for delisting, its securities are usually already
suspended and minority shareholders would not be able to have
access to the market. The shares remain suspended from
trading until an appropriate rescue proposal has been put
forward and approved by the Listing Committee. |f a rescue
proposal is either not put forward or not approved, the issuer
will be delisted.

Even if delisting procedures are invoked, they alow time for the
relevant issuer to remedy the breach and there will not be
Immediate suspension of its shares.

The package includes a streamlined appeal mechanism should
the relevant issuer be dissatisfied with a first-instance delisting
decision.
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(f)

@)

(h)

The proposals put forward by the HKEXx in the Consultation
Paper are proposals only and they are published with the object
of facilitating consideration and comment by the market. If
the market response indicates a clear demand for alternative
trading arrangements to be introduced as an integral part of a
delisting package, the HKEXx will be prepared to consider such a
demand in a separate consultation exercise.

Whether an dternative trading platform should be established
and, if so, how such a platform should be operated and
regulated, involve complicated and detailed consideration of a
whole range of regulatory and operational matters.

In considering whether to mention the possible introduction of
an dternative trading platform, the HKEx had taken into
account views expressed in the SFC s paper on the Quality of
Hong Kong Market — A Critical Review®?, which remarked
that -

“The OTC platforms typically provide a less regulated
environment where misconduct could be
widespread .. Whether Hong Kong should consider
market segmentation, however, raises some difficult
guestions. Many statutory provisions currently apply
(and would apply under the Securities and Futures Bill)
only to listed securities. The statutory monopoly of the
HKEX for operating a stock exchange would also need to
be examined. But more fundamentally, it remains
doubtful whether our economy and the market are large
enough to support a third listing segment (in addition to
the Main Board and GEM).”

The SFC’ s Response

11.37

The SFC had these observations to offer:-

8  This is an internal study conducted by the SFc and sent to the HKEx and the Bureau in December
2001. Seeparagraph 2.3. The paper was subsequently updated and presented to the mediaon 25 July

2002.
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@

(b)

(©)

(d)

The HKEx is a publicly lised company accountable to its
shareholders and it is its business decision whether or not it
wishes to run a board for delisted companies. It was and is
free to consult the market as to whether its views on this issue
were or are in the right direction. There are no SFC rules or
regulations against the establishment of a mechanism to trade
delisted stocks, provided that all the brokers dealing with such
products are registered. The SFC is open-minded on thisissue.
If, for example, there are sufficient parties interested in
establishing an alternative market, or if other plausible options
arise from the market consultation, the SFC would expect the
HKEX to consider the matter further, and so would the SFC.

The SFC executives did bring up an exit mechanism with the
HKEX s Listing Divison. However, the HKEX decided that it
would not propose the establishment of an alternative market.
Nevertheless, it is clear that the notion of an aternative trading
market is not a closed debate; feedback on the question of exit
would have to be taken into account in formulating policy
following the consultation exercise.

The software and hardware are already available at the HKEX to
have a third board. AMS3 is so powerful that if a specific
code is assigned to delisted stocks, market participants who
wanted to trade a 4-digit type stock could do so. It can even be
cleared through Central Clearing and Settlement System.

The reservation expressed in the SFC s paper on the quality of
the Hong Kong market are merely the SFC s preliminary views.

The Panel s Views

11.38

@

Our views are as follows-

The way the matter is dealt with in the Consultation Paper
would have indicated to the uninformed and many others that
the HKEx did not consider it necessary to propose such a
mechanism. It would not have been unreasonable to conclude

- 138 -



(b)

(©)

(d)

€

that the HKEXx already had avery clear stand on the matter. In
other words, even though the HKEx noted that there might be
market concerns, it did not gppear to be prepared to invite views
on thisissue at this stage. This may have led to the misgivings
felt.

Whilst it is correct to say that a delisting mechanism already
exists without an aternative trading platform, the actual number
of stocks delisted is only seven over three years. When there
iIs added to the lack of an adternative platform the
misapprehension that the $0.50 trigger would lead to over half
of the companies listed on the Main Board to be at risk of
deligting, the anxiety of many holding shares in al those
companies is understandable.

Under the current structure, the HKEx should be primarily
responsible for deciding whether to set up an aternative trading
board. In the preparation stage, the SFC had suggested certain
options, but the HKEXx had not been keen to pursue them, partly
because it was anxious to finaize the package of proposals and
partly to avoid opening up a bigger debate on the role of GEM
and market segmentation.

One of the reasons that the Listing Divison did not follow up
on the options suggested by the SFC was that these issues were
within the purview of the HKEX s business units. The SFC
has undertaken to raise the issue with the HKEX' s business at a
suitable time.

We consider that the failure to have mentioned any possible
dternative trading platform in the Consultation Paper or to
leave the issue open and invite the public’ s views were flaws
which may have led to misunderstanding about the willingness
of the HKEX to consider this as an option, and may have
contributed to the anxiety of those who worried that they would
not be able to realize their investments.
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UNDER-ESTIMATING MARKET REACTION

The HKEX s Comments

11.39

Regarding the criticism that the HKEx had under-estimated the

market reaction, the Chief Executive of the HKEXx explained that:-

@

(b)

(©)

(d)

©

The proposals in the Consultation Paper had had a long
gestation period of close to 18 months. During that time, the
fact that the HKEXx was considering compulsory consolidation
of penny stocks and an improved delisting regime had been
regularly reported and discussed in the media. A summary of
the media coverage, prepared by the Corporate
Communications Unit of the HKEX, is a Annex 7.2.

During the week prior to the publication of the Consultation
Paper, media coverage went into some of the details of the
proposals, including those concerning penny stocks and the
ddlisting regime, even the threshold of HK$0.5 below which
delisting may result if no remedia action was taken. Many
market practitioners were also expressing views in the media.
While there were some comments that the HK$0.5 threshold
might be too high, there was no warning or even suggestion of
potential panic selling of penny stocks.

The market had been calm during the period between 17 and the
25 July when the gist of the penny stock and delisting proposals
were dready in the public domain. The HKEXx therefore had
NO reason to suspect or to assess that the market would respond
to the public release of the Consultation Paper in other than a
rational and calm manner.

After the Consultation Paper was released during the noon time
market break, there was no exceptiona market movement
during the afternoon trading session.

Press reports and public comment of market practitioners on the
proposals, including the penny stock proposal, in the morning of
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the 26 July 2002, were generally neutral or supportive. There
were no suggestions that anything untoward was in the offing.
Highlights of the media coverage in the morning of the 26 July
2002 are at Annex 11.1%.

(f)  This sequence of events illustrates, according to the Chief
Executive of the HKEX, that the market reaction on the 26 July
2002 was beyond the reasonable expectation of most people,
including media commentators, market practitioners, the SFC

and the HKEXx.
The SFC’ s Comments
11.40 The SFC Chairman had the following comments.-

(@ Asthiswas a Consultation Paper issued by the HKEXx about its
own regulations, the HKEx made clear throughout that it would
take charge of the market consultation process. The SFC did
not table the detailed proposals for consultation with the SFC s
own groups.

(b) During the SFC s forma and informa meetings with broker
association representatives, no concerns were expressed on the
proposed threshold of $0.5. The HKEX s Listing Committee,
which comprised market experts and was the central decision
making body in this consultation, also did not raise any market
sengitivity concerns during its deliberation on 18 July 2002.

(c) Even though the key eements of the HKEX s proposals were
leaked to the press about a week before the 25 July 2002, there
was no feedback from formal and informa sources that the
proposa would cause any problem.

(d) Market consultations are not pre-determined policy decisions
with inevitable rule changes. All proposas are subject to
discussons and debate. The whole purpose of market

8 The summary is supplied by the HKEXx.
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consultations is to gauge reaction from as wide a constituency

as possible.
The Panel s Views
1141 With hindsight, a number of commentators have felt able to

conclude that the market reaction on the 26 July was entirely sensible and
predictable. We note, however, that -

(@ As mentioned by the HKEx, media reports on delisting
proposals had generally been neutral or supportive. Most of
the press reports on the 26 July 2002 after the release of the
Consultation Paper were supportive.

(b)  While there were divergent views on the proposals, there were
indeed no signs that the adverse reaction would be so great as
would lead to panic sdlling.

11.42 We fedl that while we cannot go al the way with the HKEX s
comments summarized in paragraph 11.39, we can see why a reaction was

not on its or other peopl€ s radar screens. We have to redlize, however, that

the actual consultation paper was not available to the media for comment and

one cannot simply take the threshold and the proposals for an improved

delisting regime in isolation. What would have caused the panic, and

understandably so, was the failure to make clear that the 50 cents threshold

was one for consolidation and not one, on its own, to trigger delisting.

Coupled with this is the lack of any adequate discussion of an alternative
trading platform. We have little doubt that this would have been a matter

of some consternation. We are aso troubled that there was no systematic

way to tap and assess the possible market reaction beforehand. The SFC did

not fed able to trigger its consultation network because these were the
proposals of the HKEx which was and is senditive to any perceived

interference by the SFC. The HKEx assumed that the Listing Committee
could serve as the market sensor while the Committeg s actual role was a
much more passive one: see paragraphs 11.51 et seq. There was thus a sort

of a vacuum in which nobody was actually charged with the responsibility to

collect and analyze market views.
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11.43 We note that the HKEXx relies heavily on the media as the
channdl to gauge market views and disseminate information to the market.
Thisis clearly auseful avenue. At the same time, it cannot be the only one.
Other channels ought to have been engaged: see discussion at
paragraph 7.70.

LACK OF MARKET SENSE
The HKEX s Comments

11.44 Regarding the criticism that senior and middle level staff of the
HKEX lacked market experience and expertise, the Chief Executive of the
HKEXx acknowledged that most of the staff in the Listing Division were not
market participants in the sense of having worked as brokers, but most had
been with the HKEx for many years, and were usualy professionally
gualified and experienced in listing matters. Also, the Listing Committee
was composed of members with different professiona expertise, including
many who were practising brokers.

11.45 The Chief Executive aso told us, and we accept, that:-

(@ In ther day-to-day work, staff had plenty of contact and
discussion with market people, including officers of listed
companies, financia intermediaries, exchange participants and
fund managers. They would have picked up plenty of
experiencein good time.

(d) Recent consultation papers from the HKEX provided a fairly
comprehensive package of proposals addressing what were
considered by the market to be important issues. The result of
the consultations showed that the issues that staff of the HKEX
had highlighted and made proposals for change were matters
which addressed the heart of corporate governance issues.

The Panel s Views

11.46 We note the following statistics:-
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(@ Of the 71 executives in the Listing Division, 44 (or 62%)
worked in the Listing Division for three years or less. Five
executives had worked in the Division for ten or more years.
The Listing Division, like other organizations, encounters staff
turnover from time to time, especialy when the market is
booming.

(b) Fifty-nine executives had professional qualifications (mainly
lawyers and accountants), 61 had degree qualifications and 49
had both. Thirty-six (50%) of them had less than ten years of
working experience.

(c) The project team responsible for the preparation of the
Consultation Paper comprised four people who had worked in
the HKEXx (or its subsidiaries) from two to 17 years. One of
them worked full-time on the project. The other three
executives, including the Executive Vice President of Listing,
Regulation and Risk Management Unit who headed the team,
had aso to take care of the day-to-day regulatory functions and
severa other mgjor projects. There is room for argument as to
whether the HKEx had devoted sufficient resources to the
Consultation Paper commensurate with the complexities,
technical difficulties and sengitivity of the issues involved. On
balance, we are not persuaded that the HKEXx has failed in this
regard.

NO CONSULTATION WITHIN THE HKEX NETWORK
The HKEX s Comments

11.47 On why the Listing Division did not consult the HKEX' s Board
of Directors on such an important policy issue, the Chief Executive of the
HKEX explained:-

“The main reason why we do not consult the Board or the
various Consultative Panels is to follow the stipulation of
the Memorandum of Understanding (MOU) for complete
separation of the Listing Committee and the rest of the
business responsibilities of the Board. The various
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Consultative Panels, like the Cash Market Consultative
Pandl, the Derivatives Market Consultative Panel and the
Clearing Consultative Panel, are panels established to
advise the Board on the business side of the Exchange's
work.”

11.48 On why the Listing Division did not consult Board members as
individuals to tap their rich pool of experience and expertise, the Chief
Executive of the HKEx explained that:-

@ “Inaway it isfollowing the practice of separation between the
Board and the Listing Committee. In the few months earlier
this year, there were in fact quite a lot of market comments on
the real or potential conflict of interest between the HKEX as a
regulator and the HKEx as alisted company for profit purposes.
Only after a lot of discussions was it agreed that we should
continue to maintain that responsbility but with modifications
to the listing governance structure. In the course of that
discussion ther intention has aways been to maintain the
independence of the listing governance committees.”

(b) “The strict separation even regarding tapping the individuals
expertise is maintained so that there should be no complaint
about conflict or confusion, or even the perception that the
Board or individua Board members are trying to unfarly
influence the way in which regulatory development is taking

place.”
The Panel s Views
11.49 We accept that if the HKEX were to remain as the “front-line

regulator’ of listed companies, there has to be a clear separation of the
HKEX s business and regulatory functions so that the regulatory side of the
HKEX is, and is seen to be, independent, competent and hence credible in
performing its functions. Since credibility is crucial, any perception of
conflicts of interests must be avoided.

11.50 We take the view, however, that the HKEX s current practice,
ironically, deprives it of the rich experience and expertise of members of the
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HKEx Board and Consultative Panels. These members, individually or
collectively, have the market savvy and on-the-ground knowledge which, in
some respects at least, is likely to surpass those of the most accomplished
regulator. We agree that the HKEXx should not have consulted its Board on
listing matters, and the Board should not exercise concurrent jurisdiction
over matters to do with listing. It is, however, an unconscionable waste of
resources for such available expertise not to be tapped. We believe that the
HKEXx should create or adopt forma or informa mechanisms to utilize the
experience of members of the HKEX s extended family. We are pleased to
note that executives of the HKEX, having reviewed the position in the light
of this Incident, have proposed new consultative networks along these lines.

Listing Committee

1151 Within the current structure, the Listing Committee of the
HKEX is established as the gatekeeper for listing matters. It is also the
channel through which the HKEx seeks externa input. It is, and has been
designed to be, broadly representative of the market and community interests.
It has the necessary exposure and experience to supplement any perceived
lack of the Listing Division.

11.52 There may, however, be a gap between the expectation and
what happens in practice. The Listing Committee meets every Thursday.
Members are generaly very conscientious. We have seen minutes of their
discussions. They are detailed and thorough. There, however, appears to
be structural obstacles which prevent the Listing Committee from achieving
maximum efficiency.

11.53 First, the role of the Listing Committee. The terms of
reference of the Listing Committee are quite general. The HKEX says that
the Listing Committee is the final authority on listing matters, and that the
Listing Committee can serve as a bridge between the HKEx and the market.
The Listing Committee, however, sees its role as more of a technical one.
Even on matters of policy, members see their role as one of improving the
Listing Rules in terms of their practicability and workability. Member of
the Committee do not consider that they are there to evaluate the underlying
philosophy of any proposals or to assess any likely market reaction, since
neither is usually flagged for their consideration. They are presented with a
product which is usualy all but finished. They come in very late in the
process. By then, their contribution is really limited to tinkering and fine-
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tuning. Practical exigencies, especidly as to timetables and practica
arrangements, may also lead to a reluctance to suggest fundamental changes
late in the day.

11.54 Cogent views have adso been expressed that if the Listing
Committee is to be an effective sounding board on the market acceptability
of any proposals, it would have to be consulted at a much earlier stage, when
the philosophy and the details of the proposals are mooted. In this case, the
Listing Division circulated the first draft of the delisting paper in April 2002
and did not involve the Listing Committee until 10 July 2002, when the
paper was scheduled for publication on the 25 July 2002. In any event, for
proposals of this degree of complexity, many would consider an eight day
reading period to be on the short side, especialy since members are all busy
commercia people in their own right.

11.55 The current set-up clearly does not enable the Listing
Committee to monitor efficiently the work of the Listing Divison. The
Listing Committee considers what is tabled before it. It does not decide
what is tabled. It has little input in what is put before it until papers are
circulated afew days before the meeting.

LACK OF COMMUNICATIONS WITH THE MARKET
The HKEX s Comments

11.56 The HKEX s reasons and concerns about not sounding out the
market before public consultation are a paragraph 5.19.

1157 Asto why the views of some advisory groups (such as the SFC
Shareholders Group) had not been reflected or taken into account, the Chief
Executive of the HKEXx explained:-

(@ While the HKEx could note from media reports that certain
Issues in relation to penny stocks and delisting arrangements
had been discussed by the SFC s Shareholders Group, the
Exchange had not been advised by the SFC of the Group' s
comments. If points of substance had been made, the SFC
would have conveyed them to the HKEX.
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(b) The HKEx now accepts that the SFC s Shareholders Group is
part of the consultation structure within the SFC. We have
already noted in paragraphs 7.72 to 7.76 of the report exchanges
between the two organizations about consulting the Group by
the SFC on a separate proposal back in December 2001.

The Panel s Views

11.58 It is perhaps regrettable that the HKEx has shut itself out from
the market and consequently deprived itself of much-needed exposure and
knowledge to identify and clarify issues, to test concepts, explore various
policy directions and formulate policy proposals. Listing Rules are rules of
the market and for the market. A two-way communication is important not
only in the fashioning and the crafting of proposals that best meet market
needs but also to find and build consensus in the process.

11.59 We put down another caveat here. Pre-consultation sounding
and even consultation itself carry a measure of risk. Divergent views are
more likely to emerge because of vested interests or merely differences in
opinion. Even if consultations are completely genuine, not al views
expressed can always be accepted or accommodated.

11.60 The SFC should have felt able to consult the Shareholders
Group on the HKEX s draft consultation paper. It would have wanted to.
It felt inhibited, however, no doubt at least in part by the strongly worded
letter from the HKEx and the somewhat imperfect communication between
the two organizations,

BAD TIMING
The HKEX s Comments

1161 The criticism is that the HKEx should not have released the
Consultation Paper when the market was weak. The HKEX' s view noted
that the local and overseas market had been duggish for some time, and the
proposals, if endorsed and implemented, would be beneficial to Hong Kong
market in the long-term. The point is also made that if the reforms are in
Hong Kong s best interest and they have arole in cleaning up Hong Kong s
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market image, they should not wait for an indefinite period. We believe
that these are reasonable and well-considered views.

11.62

On the more severe criticism that the HKEx should not have

chosen to announce the proposals on Thursday, a trading day, the Chief
Executive of the HKEX told us that -

@

(b)

()

11.63

The HKEX tries to avoid Fridays to publish consultation papers
because the financial papers do not generally report in as much
detail over the week-end. (See paragraph 8.8.)

The details, including the 50 cents threshold, were already in
the public domain and the market had not reacted, in an unusual
manner, then publishing on a Friday evening with less media
coverage over the week-end would not necessarily give the
HKEx any indication that the market might respond in an
unpredictable manner on the following Monday either.

The HKEXx chose lunch-time for the announcement was to take
into account the SFC s suggestion that the announcement
should be made after market closed. To the HKEY, it could
either be the morning or afternoon close.

There was also an unfortunate rumour that the date and time

chosen (Thursday lunch-time) had to do with the fact that the Chief
Executive had planned to go on holiday on the Saturday the 27". The Chief
Executive s explanation, which we accept, is as follows-

“1 dori t think it has ever crossed my mind or the minds
of my staff that this is the determining factor ..There
were in fact quite a few discussions among the Bureau,
the SFC and the HKEx as to the detalls of [the
arrangements]and the timing for the announcement of the
details.”

The SFC’ s Comments

1164

The SFC had these comments: -
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(@ Consultation, as distinct from decisions, would not normally be
timed to genera market sentiment. To do otherwise risks
stifling proposals for significant long range reform that,
although potentially controversial, should be exposed for
comment in the public interest. Reflecting views of the HKEX,
we were also told that, it is to be expected that proposals for
reform will be made when markets are under pressure; the
working assumption should be that such consultations should go
ahead unless there are in fact clear warning signs of any
impending problem the effect of which might outweigh the
wider public interest in engaging in a consultation.

(b) As far as the SFC was aware, there were in this case no
“warning signs”. It did not spot any nor was it derted to any.
Its concerns were reflected to the HKEx which seemed on top
of matters. The substantive proposals were rational, raised the
main issues for discussion, and dealt with pressing concerns in
the market. They were covered accurately and in detail in the
press well prior to the papers release. There was no
discernible market reaction to this pre-the 25 July publicity.

The Panel s Views

11.65 We see merit in the comments that, as a general point, market
sentiment should not dictate the timing of the release of consultation papers.
AsMr Charles Lee reminded us, there is no such thing as* perfect timing” in
the real world. If one had been able to choose a bull run which is affected
by such proposas, losses can theoretically be even greater. Deferring
reform proposals may even be detrimenta to the public interest in the long-
term. The media coverage in the week leading to the publication of the
Consultation Paper was extensive. We do not criticize those who thought
that the market was expecting the proposals. We fed, however, that the
HKEX s desire to maximize publicity, not, of course, a criticism in itsdf,
may have alowed possible concerns about the impact on the market to have
been, to an extent, sidelined.

11.66 With the benefit of hindsight, we are with al those who have

expressed the view that it would have been better had the HKEx announced
the package after the close of the market on Friday. Executives could then
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discuss the proposals at press briefings, on the wireless and on television
which can be followed up with smilar efforts over the weekend. There
would then be more time to massage and alleviate any concerns and anxiety
with suitable messages and measures. Bearing aso in mind that the
proposals dealt in the main with penny stocks and micro-caps, in other words,
stocks owned largely by smaller investors in the retall market, which stocks
are known to be highly volatile at the best of times, it is al the more
important to have the most careful stage management of the roll-out to
ensure that there would be time and procedures in place to deal with any
untoward and unexpected reaction.

CONSULTATION NOT GENUINE
The HKEX s Comments

11.67 The HKEx sought to refute this criticism by the following
explanation and examples:-

(@  After consultation with the Corporate Finance Division of the
SFC, the Ligting Division finalizes the paper and circulates it to
al Listing Committee members for discusson. The Listing
Committee meets most Thursdays. In the current example, a
dozen or so changes were incorporated into the paper as a result
of the Listing Committeg s comments.

(b) There was the proposa to extend trading hours. After
consultation, there was a strong reaction against evening trading,
mixed views on extensions during the day, and ultimately what
was decided on was very different from what was in the original
proposals.

(c) Inanother case before the merger of the HKEX, the Exchange
undertook a consultation on share options requirements for the
Main Board in May 1999. The Exchange received a total of
26 written submissions from listed issuers, market participants
and professional bodies. There were reasoned comments that
the proposed requirements in the consultation paper were too
restrictive and should be relaxed in order to allow listed issuers
more flexibility in the preparation of share option schemes. In
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view of the response, the Exchange relaxed the origina
requirements on the proposal and sought the views of a limited
number of parties on the revised proposa in November 1999.
Since the revised proposa involved a further relaxation,
Introduced some new elements, and covered not only the Main
Board but dso the Growth Enterprise Market (GEM), the
Exchange conducted another round of public consultations in
May 2000. The Exchange received comments from 14
respondents to the consultation for the proposed Main Board
requirements and 157 respondents to the consultation for the
proposed GEM requirements.

The Panel s Views

11.68 We note that broker associations have in the past been unhappy
about the HKEX s consultation exercises. These, it is clamed, are merely
intended to inform rather than to consult. We have not been able to go
through all previous consultation exercises, but we have seen examples
which we have noted. Suffice it to say that, if this clam is invalid, the
HKEX has at the least an image problem, which may have the effect of
inhibiting the public from offering comments and therefore undermining the
efficacy of its consultation exercises.

11.69 In the present consultation this perception, however unjustified
in truth, may have been encouraged by the absence of open-ended questions,
the appearance of the HKEX s clear stance on certain key proposas and the
brevity of the consultation period (see paragraphs 11.17).

11.70 The image problem may also have something to do with the
way the HKEXx handles and communicates its conclusions after consultation.
The SFC publishes a conclusion report after consultation exercises and
includes a detailed summary of the views expressed by respondents and the
SFC' s response to these views. This practice is now ingtitutionalized in the
recently re-enacted Securities and Futures Ordinance. The HKEXx does not
appear to have a smilar practice. Some respondents are aggrieved that
thelr comments on proposals from the HKEx are not accepted and they do
not know why. We believe that the SFC's practice is one worthy of
consderation and adoption by the HKEX.
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CHAPTER 12
ROLES OF INDIVIDUALS

INTRODUCTION

12.1 We have dedt in passing with the roles, functions and
participation of the Bureau, the SFC and the HKEX. In this chapter, we
draw together some strands relating to the involvement of some of the
individuals, namely, the FS, the Secretary, the SFC Chairman, the Chief
Executive of the HKEX and officers in the Bureau.

FINANCIAL SECRETARY
His Involvement

12.2 The FS was informed of the HKEX s plan to review its listing
rules to streamline and strengthen their enforcement. He was aware of the
HKEX s plan to introduce a Consultation Paper on listing criteria and
delisting procedures in late July or early August 2002. He was not involved
in the formulation of the proposals, and he did not receive a copy of the
Consultation Paper or any Executive Summary before its release. He read
the Executive Summary of the Consultation Paper for the first time on the
Sunday, the 28 July when his Administrative Assistant downloaded a copy
from the Internet. More detalls are at paragraphs 7.65 to 7.67.

12.3 In analyzing the FS role in the Incident, we have considered,
more particularly, the following matters:-

(@ thedivison of responsbility between the FS and the Secretary
for Financia Services and the Treasury (the Secretary);

(b) the responghility of the FS and the Government for this
Incident under the current regulatory framework and the new
accountability system; and

(c) hisremarks on the 29 July. (See summary at paragraphs 9.15
and entry in the chronology.)
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Division of Responsibility between the FS and the Secretary under the
New Accountability System

124 As mentioned in Chapter 6, the reference to “Financial
Secretary” in any Ordinance is to be interpreted to include both the FS and
the Secretary. This is the effect of section 3 of the Interpretation and
Generd Clauses Ordinance (Cap. 1). Both the FS and the Secretary are
directly accountable to the CE and, unlike the position pre-July 2002, the
Secretary no longer reports to the FS in the sense that he is accountable to
him. The divison of responsbility between them is therefore not entirely
Clear.

125 We know that, in practice, the Secretary assists the FS in
carrying out many of his statutory functions, and an organization chart
prepared for the LegCo debate on the question of accountability shows the
Secretary to be in a grouping under the FS. The theory, and practice,
appears to be that while the Secretary is accountable only to the CE, the CE
has delegated certain duties and functions relating to Hong Kong' s economy
and finances to the FS who, a the CE s behest, has the role also of
supervising the groupings under him, including the Bureau and the Secretary
as its director. The Secretary therefore, in practice, reports in the first
instance to the FS. He and his bureau dso assist the FS in managing Hong
Kong sfinances. The set-up is consstent with this understanding since the
FS has only a smallish office with an administrative assistant, a press
secretary and no doubt clerical and other staff. He has to rely on the
Bureau for support and to screen any matters which may arise in, for
instance, the securities market, insurance, the mandatory provident fund
scheme and, to alesser extent, the banking sector.

12.6 Under the current framework, the FS is the most senior officia
looking after the economic, financial, fisca and employment arenas in
Hong Kong, over which he has to consider broad policy. Housed under the
Bureau are al these matters relating to the detailed formulation of policy, the
sponsoring of legidation through the Legidative Council and the monitoring
of other executive bodies.

12.7 In other words, in the actual running of the Government, the FS
looks after the biggest possible financia picture. The Secretary carries out
his statutory duties and functions as well as assisting the FS when called
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upon to do so. There are, of course, practices already in place to ensure the
smooth running of the system.

12.8 We are told that the Administration is in the process of working
out a clearer division, but that the study has yet to be completed. In the
light of the concerns raised over this lack of clarity, even though we are
assured that the system works in practice, and that the Secretary has a fairly
clear job description (See Annex 12.1), we believe that a clearer
demarcation of roles would be welcomed by al and sundry.

12.9 At this juncture, we ought to re-iterate the caveat that our terms
of reference (and the time constraints) would not allow us to venture too
deeply into these and related areas. Our remaining observations have to be
consdered in the light of the cavest.

Political Responsibility under the Accountability Systems

12.10 We attempt hereunder to set out our understanding of political
responsibility under the accountability system. This is aso subject to the
same caveat about our terms of reference, the exigencies of time, plus our
relative lack of expertise which we have tried to remedy, without notable
success, over the past six weeks.

12.11 We start with the relatively smple proposition that there is no
universal meaning that we know of which has been used to describe or
define the term “ political responsibility”.

12.12 Second, different political structures and systems attribute
different consequences and effect to the term.

12.13 Third, what political responsibility means or entails depends in
large measure on a territory’ s history, politics, constitution, constitutional
conventions, political sophistication and the system of government. So that
in the United States, members of the Cabinet, not being in Congress, are only
accountable to the Presdent. In the United Kingdom, where the term
originated, one of its consequences, after years of development and
refinement, is for the Government to resign if it suffers a major setback in
the Parliament. Similarly, cabinet ministers are sometimes expected to
resign over mgor erors or gaffes, including those by underlings, if the
delinquency or consequence is sufficiently serious.
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12.14 Fourth, as a matter of language, accountability means, or is at
least the cognate of, the requirement or necessity to give an account of
something, usually of what happened — the obligation to give an explanation,
perhaps even to justify what happened or did not happen. It does not
usually imply or sipulate what happens after an account has been given.
Any further repercussion would depend on what happened, the severity of
the consequences and the considerations adverted to in the third point made
earlier. The contrast is with a dictator who does not have to explain, justify
or to give an account of himself or hersdlf.

12.15 With these preliminary observations, which we recognize lack
depth and sophistication, we venture to offer a view as to what ultimately
can legitimately be expected of someone in the position of the FS and the
Secretary.

12.16 In the context of what we are now discussing, we believe that
there are the following four broad categories of responsibilities. Thefirs is
policy responsibility. The second is executive responsbility. The third
may be described as systemic responsibility, something relating to the design
of the system. The fourth one is personnel responsibility, meaning whether
those responsible and in a position to do so have appointed the right person(s)
to do the job in question.

12.17 We use this incident as an illustration. First, policy
responsibility. If a delisting mechanism for under-performing companies is
the wrong policy, then allowing the policy would mean that a mistake has
been made. If the idea to revise the delisting mechanism is a bad one, then
the Secretary and even the FS would have to take at least some of the policy
responsibility because they endorsed the principle or concept. In this case,
however, there was and is overwhelming support for the policy, though there
are different views on how the policy should be implemented, which is
precisely why a public consultation was and is necessary.

12.18 Executive responsibility here would be in the crafting, design
and drafting of the documentation as well as the rollout and publicity
arrangements. Here, this would not be part of the responsibility of the FS
or the Secretary.

12.19 Systemic responsibility would involve considering whether the
three-tiered system is the right one and within the three-tiered system,

- 156 -



whether each congtituent was performing its function. The HKEX to
formulate and draft, the SFC to offer suggestions and comment and the
Secretary and the Bureau to give the necessary encouragement, support and
co-ordination but not interfering. If something went wrong with the actual
documentation or the consultation process by the HKEx and with the SFC,
then it would not be the Government’ s systemic responsibility.  If, however,
the problem had lain with the three-tiered structure, that would be the
Government' s responsibility because the Government designed the system.
In this case, the genera view seems to be and our view is that the three-
tiered system is sound in principle, though in the light of what happened,
some refinements would not be out of place if they can lead to a clearer
delineation of responsihilities, especialy between the SFC and the HKEX
and to better co-ordination within those two tiers.

12.20 Personnel responsibility here relates to whether the right people
are in place and who appointed them.

12.21 Also, the FS as the most senior “financid” official would have
a least a political duty to find out what happened, and, if necessary, to
consider questions of blame and responsibility. Insofar as he is able to, the
FS must also ensure that if something has gone wrong, that the problem is
corrected as quickly as possible and to take steps to minimize the effect any
such mistake may have on the economy. Thirdly, we believe that the FS
aso has the responsibility to make sure that measures are taken so that
similar mistakes or mishaps do not happen again.

Remarks on the 29 July 2002

12.22 The first point about the FS remarks on the 29 July is that the
Stock Exchange had not notified the Bureau of the Consultation Paper.
This remark spawned comments that he was finger-pointing before all the
facts were known. Also, the alegations were made that the FS was
shirking his responsibilities and, worse, that he was misrepresenting the facts
when he said that the Government had not been notified of the HKEX s
Consultation Paper. It was, however, only on the subsequent Wednesday
(31 Jduly), that the Secretary informed him, contrary to what he had
previoudy told the FS, that his staff had received the Executive Summary of
the Paper from the HKEx. We have aready covered this topic at
paragraphs 9.16 and 9.17. The FS was clearly misinformed and no blame

- 157 -



can be laid on him in respect of these remarks. He must be entitled to trust
what the Secretary told him.

12.23 Regarding his remarks that the Stock Exchange might not have
given sufficient thought to the details and might have under-estimated the
market reaction, the reason the FS made them was that the 50 cents threshold
did not appear to have been spelt out in the paper as essentialy one for
consolidation and it was somehow communicated to, or understood by, the
public as a delisting criteria and trigger. Also, one of the obvious concerns
would have been what shareholders could do if companies in which they
hold shares were delisted. The FS took the view that some discussion of
the desirability or otherwise of an alternative platform after delisting would
have been, at the least, desirable, and may have avoided any panic. And
since this was the Consultation Paper of the HKEX, it was reasonable and
logical for him to have assumed that these were errors of judgment on the
part of the HKEx. We agree. (See paragraph 7.87.)

Observations

12.24 We have aready described our views of the four-pronged
responsibility of the FS. We are quite unable to say that he has failed to
discharge any of those responshbilities. While the Incident may have
disclosed some cracks in the actual operation of the three-tiered structure in
terms of the delineation of responsibilities, especially between the HKEx and
the SFC and what happens within the HKEx and its communication with the
outside world, these are more wrinkles for the HKEXx to address in the first
Instance. It is also our view that the FS, in conjunction with the Secretary,
should supply the necessary authoritative encouragement to enable these
difficulties to be resolved.

SECRETARY FOR FINANCIAL SERVICES AND THE TREASURY

His Involvement

12.25 The Secretary assumed office on the 1 July 2002. He was
aware of the delisting proposal, but was not informed of, or consulted on, the
details. In the context of preparing for the joint press conference on the
24 July, he was aware that the HKEx would announce the Consultation
Paper on the 25 July. On the 17 July, his Administrative Assistant placed
in his in-tray a copy of the SFC Summary Table setting out the gist of the
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proposal, but he did not see it. He had a dinner engagement that evening
after which he flew to London and did not return to his office until Monday
the22 July. Also, he only became aware on the morning of the 31 July that
the Bureau had obtained the HKEx Executive Summary which was not
passed onto him.  He then informed the FS accordingly.

12.26 Between the 25 July and 31 July, he was in constant touch with
the FS, the SFC Chairman, the Chairman and Chief Executive of the HKEx
as well as his contacts in the business and securities world trying to
understand the situation and formulate strategies on how best to handle the
Incident.

His Responsibilities

12.27 While appearing before the LegCo Financia Affairs Panel, he
admitted that he should accept “a certain degree of responsibility”. We
have aready stated our view that both the Secretary and the FS have the
responsibilities described in paragraphs 12.10 to 12.21. Leaving aside the
Secretary's sub-par performance before the LegCo Panel meeting (as to
which see our views at paragraphs 9.20 and 9.21), we do not think he has
faled in the discharge of his responsbilities. We aso note that the
Secretary joined the Government on the 1 July 2002 and that, thereafter, he
had a great deal of catching up to do. The change in job responsibility and
culture would have taken some acclimatizing. We have seen his
engagement diary. The Secretary clearly had a very full plate. On top of
al that, he did not have a close geographical connection with his Bureau
staff and communications somehow broke down, leading to confusion and
misunderstanding over what actually happened. A very steep learning
curve plus things going wrong when the Secretary was still inexperienced in
his post contributed to the distressing encounter with the LegCo Panel on
Financial Affairs. Moving forward, it is now necessary for the Secretary to
take the lead in reviewing such systemic and other issues which may have
contributed to what happened on the 26 July.

THE SFC CHAIRMAN
His Involvement

12.28 The SFC Chairman was aware of the delisting initiative, but
was not involved in the details, including discussions about the price
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threshold, although he was kept generdly in the picture. As this was a
consultation document of the HKEX, only staff of the Corporate Finance
Division were involved in the day-to-day communications with the HKEX.
Unless matters of controversy or of important policy were involved,
consultation papers of the HKEx would not be submitted to the SFC
Chairman for approva or comment. He would be involved after the
consultation and rule changes have been made by the HKEx and submitted
to the full Commission for approval.

12.29 He was firs informed of the idea of mandatory share
consolidation in late 2000. There have been general discussions at internal
staff meetings and he was briefed on the HKEX s proposals in broad termsin
one of these meetings on 30 May 2002. He began to be involved from the
9 July onwards when he participated in a meeting to do with the PR roll-out
plan for the 24 July and the SFC issued a press statement on the 25 July.
Mr Sheng made certain comments at a press briefing on the 28 July and he
first read the Consultation Paper after that briefing. He appeared before the
LegCo Pand on Financia Affairs on the 31 July. He did not attend the
SFC s media briefing on the quality of the Hong Kong market on the 25 July.
We have aready seen his earlier correspondence on the quality of the
Hong Kong stock market with the SFS, Mr Stephen Ip, Mr Charles Lee, the
Chairman of the HKEx and Mr Ma, the then newly installed Secretary.

Remarks on the 28 July

12.1 An important event involving the SFC Chairman was the press
briefing on the 28 July during which he made certain remarks in Cantonese,
In response to a reporter’ s question, that the SFC did not “ discuss with the
HKEXx any oneprice.”  In a subsequent follow-up question, he said, again in
Cantonese, that “of course, a range of prices was discussed; a dollar, severa
tens of cents, and other prices were al discussed. But we did not specify
( ) one price.”. The earlier remark, taken on its own, was considered
inconsistent with the events inserted into the chronology presented by the
Chief Executive of the HKEx at the specia meeting of the Legidative
Council Panedl on Financia Affairs on the 31 July 2002. There were
questions as to whether he was telling the truth.

12.31 We note that:-
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(@ Mr Andrew Sheng s Cantonese, on matters technical, is less
than articulate. He had read his statement in English at the
press conference on the 28 July. The others, the Secretary, the
Chairman and the Chief Executive of the HKEx, al used
Cantonese in the briefing. Mr Sheng s normal practice was to
answer media questions in the same language in which the
guestions were asked - a practice he adhered to, unwisely, on
the 28 July.

(b) After the press conference, Mr Sheng asked his staff whether
his remarks may have caused confusion or misunderstanding
about the SFC s role. Having checked the relevant record,
SFC dtaff were satisfied that there should be no risk of
confusion when the remarks were read in conjunction with the
subsequent clarification. The SFC saff also monitored
newspaper articles on the Monday and Tuesday. They
reported that Mr Sheng had said that the SFC had discussed a
range of prices. In view of this, the SFC staff did not see the
need for clarification, which might have caused further debate.
To assist journalists in understanding the full picture, staff from
the Corporate Communications Division of the SFC sent to the
media the relevant section of the transcript of the 28 July press
conference.

His Responsibilities

12.32 The confusion about Mr Sheng s remark on the 28 July is
unfortunate. It should not have led to the serious recriminations
subsequently, but it did and, with hindsight, it would have been better to
have clarified the matter at the earliest possible moment. We do not, for a
moment, consider that Mr Sheng meant to mislead and we aso believe that,
taking everything he said in context, there should not have been confusion.

12.33 Mr Sheng mentioned at the meeting of the LegCo Panel on
Financial Affairs on the 31 July 2002 that he would accept full responsibility
if there had been any errors in regulating the HKEXx or if he or any of his
staff had done anything wrong. We are not convinced that the SFC could
have done much more, either in terms of its input into the Consultation Paper
(see paragraph 7.45) or to have prevented what happened on the 26 July.
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We note the occasional difference and unhappiness between the SFC and the
HKEX over their respective roles, philosophies and responsibilities over the
regulation of listed companies as well as the communication channels within
and between them. This incident has highlighted many of these differences
and some of these wrinkles must now be ironed out.

CHIEF EXECUTIVE OF THE HKEX
His Involvement

12.34 The Chief Executive of the HKEx was involved in setting the
direction and parameters of the Consultation Paper. The groundwork was
done by his Listing Divison staff. He did not participate in the day-to-day
discussion between the Listing Division and the Corporate Finance Division
of the SFC, but he was consulted on all key issues including the negotiation
on the price threshold, and the presentation and timing for the release of the
Consultation Paper. He discussed so-called “ milestone” events with the
Listing Division at regular and at ad hoc meetings. He aso commented on
a late draft of the Consultation Paper. He was a member of the Listing
Committee athough he did not attend the meeting on the 18 July. He
presided at the press conference announcing the release of the Consultation
Paper on the 25 July 2002.

His Responsibilities

12.35 As the Consultation Paper was issued by the HKEX, the Chief
Executive of the HKEx would have these responsibilities:-

(@  Executive responsibility. He was and is the Chief Executive.
This is the HKEX s Consultation Paper. The Chief Executive
need not condescend to all the details, but he has broad policy
direction as well as the responsibility to ensure that the crafting,
drafting and presentation of the Consultation Paper was dl up to
standard. As the most senior executive officer in the HKEX,
he would have to bear responsibility on behalf of the HKEx for
any major policy shortcomings in the preparation and release of
the Consultation Paper, for instance the lack of sufficient
emphasis that the 50 cents threshold was for consolidation and
not for delisting, the lack of adequate discussion about
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(b)

dternative trading platforms, and the lack of adequate
communication with the trade during the formulation process.

Systemic responsibility. The Chief Executive must ensure
that proper systems and framework are in place within the
HKEX, and between it and the SFC. In this connection, the
Chief Executive adhered strictly to the standard practice not to
sound out other parties before the actual consultation. He also
observed the strict separation of the Board and Listing function
with the result that the HKEx was not able to tap into the rich
reservoir of expertise in the Board and in the Consultative
Panels, to the extent that even the Chairman of the Board had no
input into the Consultation Paper. The Chief Executive was
following well-established practices. He should not be
criticized for having done so. Having said that, we believe that
these are practices well worth re-visiting. We have made
(paragraphs 5.20, 7.70, 11.49, 11.50, 13.13 and 14.6 to 14.14)
some suggestions and we note that the HKEx has produced
suggestions of their own which we hope can be considered soon
by its Board and by the SFC.

We have also made certain remarks about the role and function
of the Listing Committee (See paragraphs 4.10, 4.11, 5.20, 5.21,
7.39 to 7.43 and 7.45(d)). We refer to them here not as a
criticism of the Chief Executive of the HKEx for allowing that
state of affairs to occur, but to underline the importance of
making full use of the experience and expertise within the
extended HKEXx family (see also paragraphs 4.5 and 4.22)

Personnel responsibility. He was responsible for making
sure that sufficient resources in terms of numbers and quality
were devoted to the preparation of the proposals. In this case,
it is not entirely clear whether, given the inherent complexity of
the matter, sufficient resources had been alocated to this
Important exercise. On balance, we are not convinced that the
Chief Executive should be faulted for this.
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FINANCIAL SERVICES AND THE TREASURY BUREAU

Involvement

12.36
this case:-

Within the Bureau, there were three officers directly involved in

(@ Mr Tony Miller — Permanent Secretary for Financial Services

and the Treasury (Financia Services) (PSFS), who assumed
duty on 1 July 2002

(b)  Miss AuKing-chi — Deputy Secretary for Financid Services (1),
(DS(1)) who oversaw the securities team and the specidl

services team on the Securities and Futures Ordinance

(c) MissSdinaYan — Principa Assistant Secretary for Financia
Services (Securities) (PAS(S)), who was the officer in de facto

charge of securities matters.

12.37 Highlights of their involvement are in the table below. Unless
otherwise stated, the principal participant in the eventsis Miss Salina 'Y an.

Date Event/Task
October 2000 | Miss Yan relayed concerns expressed by the Hong Kong
to November | Stockbrokers Association regarding penny stocks and dilution
2001 of shares to the SFC, and following up.
December Co-ordinated the setting up of the first tripartite meeting.
2001
March—May | Attended meetings of the Co-ordination Committee chaired
2002 by the Chief Executive of the HKEx, during which he
mentioned the progress on the delisting proposals.
8July 2002 | Set up preparatory meetings to flesh out the key proposals
and roll-out plan for the Secretary to announce the listing
committee reform.
9to 17 July | Prepared materials for the Secretary regarding the press
2002 conference on 24 July 2002.
10 July 2002 | Obtained the SFC Summary Table on the delisting proposals.
17 July 2002 | Obtained the HKEx Executive Summary of the Consultation
Paper.
17 July 2002 | Passed copy of the SFC Summary Table to Administrative
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Date Event/Task

Assistant to the Secretary.

18 July 2002 | Prepared a brief analysis on the delisting proposal for the
attention of DS(1) and PS(FS).

29 July 2002 | Prepared chronology of events, which was subsequently
passed to the Secretary and Financial Secretary, omitting the
item about obtaining the HKEx Executive Summary. The
chronology was cleared with DS(1) and PS(FS).

30 and 31 Informed the Secretary about the omission.

July 2002

12.38 The Bureau has policy responsibility for the development of the
securities and futures market in Hong Kong. The PAS(S) is the main
contact point at the working level on matters relating to the SFC and the
HKEx. The Bureau did not and does not participate in deliberations by the
regulator, the SFC or the market operator, the HKEX, on proposals for public
consultation relating to changes to the rules of the HKEx. Where such
proposals may support or further government policies, the Bureau keeps an
eye on the genera progress. The Bureau also reflects to the regulator and
market operator any views conveyed to it by market users.

12.39 The Bureau first came across the subject of penny stocks in late
2000 during bi-monthly meetings between the Bureau and the Hong Kong
Stockbrokers Association.

12.40 Three incidents are worth underlining. First, Miss Yan, sent a
copy of the SFC Summary Table but not the HKEx Executive Summary to
the Administrative Assistant to the Secretary. Second, she omitted the
obtaining of the HKEx Executive Summary in her chronology for the
Secretary, which was aso sent to the FS. Third, she did not mention this
omission until the morning of the 30 July 2002 and stressed the same to the
Secretary on the 31 July 2002.

1241 Miss Yan explained that she did not consider it necessary to
send a copy of the HKEx Executive Summary because the SFC Summary
Table was, in her view, “as helpful in the circumstances as the HKEx
Executive Summary”. The SFC Summary Table, was in a format fit for
submission to the Secretary for quick reference. We believed that her
action was, in the circumstances, sensible and reasonable. It was not
common for the HKEx to send advance copies of consultation papers or
executive summaries to the Bureau. Had it not been for the need to co-
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ordinate the PR rollout plan for the Press Conference on 24 July, Miss Yan
would not have asked for the HKEx Executive Summary.

12.42 On the second point, Miss Y an explained that she was under the
Impression that the chronology should show the overal development. Her
chronology therefore only included salient events. In her view, the HKEX
Executive Summary was smilar in nature to the SFC Summary Table.
Moreover, she was asked to prepare the document at short notice during the
weekend when the office was closed. Since the relevant files were not
available, she only managed to put together a rough draft based on what she
had. The omission should not have been material, and Ms Y an should not be
faulted for leaving out that item in the chronology.

12.43 Miss Yais action was, in our view, reasonable and
understandable given that both the SFC Summary Table and the HKEx
Executive Summary were obtained as background material for the joint press
conference on the 24 July 2002. They were not supplied to the Bureau as
part of the SFC s and the HKEX s efforts to inform the Bureau on the details
of the proposals included in the draft Consultation Paper. Both documents
served a smilar purpose. It was perhaps unfortunate that, not knowing of
the omission, the FS had made some remarks on the basis and understanding
that the HKEX had not told the Bureau about the Consultation Paper.

Responsibilities

12.44 The Bureau s involvement from late 2000 has been dedlt with.
It drew to the attention of the SFC the problem, it encouraged the HKEX to
engage stockbrokers and it set up and participated in different meetings to
encourage better communication between, in particular, the SFC and the
HKEX. Inthe process, we believe it managed to get the balance about right.
What it did would not have been seen as interference, yet it provided a level
of co-ordination previoudy lacking. We do not think that the Bureau
should be faulted, the mix-up with the summaries and the chronology
notwithstanding.
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CHAPTER 13
CONCLUSIONS

INTRODUCTION

13.1 It has taken a while to get to this part of the report. Here we
draw together the strands from the various parts.

CONCLUSIONS

Conclusion No. 1

13.2 There is overwhelming market and public support for the
enhancement of the quality of the securities market in Hong Kong. Thereis
a clear consensus that the authorities should work together:-

(@ tomaintainfair, transparent and orderly markets,
(b)  to promote public confidence in the markets;

(c) to secure the appropriate degree of protection for all investors,
but particularly the minority shareholders;

(d) to minimize market misconduct and to weed out under-

performing companies which damage the reputation of the
Hong Kong market; and

(e) to enhance Hong Kong s podition as a premier internationa
financia centre.

Conclusion No. 2

13.3 Building on Concluson No. 1, we believe that there is a
consensus that Hong Kong should press ahead with reform measures which
seek to achieve those objectives. The Penny Stocks Incident should not be
allowed to derail or to slow down the ongoing reforms.
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134 Reforms are not aways painless. The task of initiating and
Implementing reforms can be onerous especially under unfavourable market
conditions.

Conclusion No. 3

135 Initiating and implementing reforms involve care, consideration
and sensibility on the part of those involved. We have seen that market
practitioners and the public at large have expressed a strong wish to be heard.
The success of market reforms depends on informed public debates and
discussion and consensus building.

Conclusion No. 4

13.6 The Government, the SFC and the HKEx have demonstrated a
clear determination to introduce reforms to enhance the quality of the market.

There is a keen desire and almost a sense of urgency which have nonetheless
to be tempered with moderation and balance. Plautus is reputed to have
said that a cause which isrushed is not ajust one.

13.7 Not unexpectedly, different sectors of the market and the
community have different views on the needs and pace of such reforms.

Conclusion No. 5

13.8 The Penny Stocks Incident, which has confirmed volatility of
these stocks, is some testament to the need to tackle the problems associated
with them sooner, rather than later.

13.9 The Incident seemed to have been the outcome of a
combination of factors which fed on and magnified each other. There was
the prevailing unfavourable market sentiment, the generally weak investor
confidence, and the inherent volatility of these stocks. We have noted
criticisms of the contents of and the arrangements surrounding the release of
the Consultation Paper. And clearly its release triggered the reaction on the
26 July, but it would be simplistic and inaccurate to identify the Consultation
Paper as the single cause of what happened. Unfounded rumours about
margin calls, panic reaction to the dumping, an eement of when fortune
smiles, take advantage as well as unreflecting herd instincts also played a
part.
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Conclusion No. 6

13.10 We are in a position to be forward looking and we have been
able to reflect on these matters with hindsght. The whole consultation
exercise would have been much better managed if more pre-consultation
sounding had been done in the gestation process.

13.11 The HKEXx did not formally engage the market in developing
the concept and details of the proposal until about two weeks before the
publication of the Consultation Paper. The SFC aso fet inhibited from
involving its network in commenting on the HKEX s proposals during the
drafting stage. While the HKEx had been conscientiously keeping track of
views expressed in the media, we have noted that that is not a complete
substitute for engaging its stakeholders early and often.

Conclusion No. 7

13.12 The HKEx and the SFC have worked diligently in the
preparation of the Consultation Paper. The HKEx adhered to its well-
established and reasonable practices of processing similar consultation
papers. Due process was, in a sense, followed, perhaps too rigidly.

13.13 The HKEx would not disagree that it could have done a better
job had there not been some of the structura obstacles aready identified.
The lack of engagement of its extended family, the somewhat unclear role of
the Listing Committee, the dightly tense relationship with the SFC all
perhaps contributed to not making full and complete use of the available
knowledge, experience and expertise.

Conclusion No. 8

13.14 What happened after the 26 July, and how the authorities
reacted, may have generated even more discussion and comment and added
an additiona dimension to the Incident. The newly introduced
accountability system, and what it meant in practice, dmost overshadowed
the technical issues to do with the Consultation Paper. The Penny Stocks
Incident quickly developed into a politicd hot potato. There were
criticisms of the perceived lack of understanding of the roles of the
Government, the SFC and the HKEx within the three-tiered structure, the
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lack of clarity over the division of responsibilities between the FS and the
Secretary as well as what the accountability system entailed.

Conclusion No. 9

13.15 There is overwhelming support for the continuation of the three-
tier regulatory structure. It has served Hong Kong well over the past 13
years. At the same time, there are calls for clearer delineation of
responsibilities among the three parties and better co-ordination among
them.
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CHAPTER 14
RECOMMENDATIONS

SUMMARY OF RECOMMENDATIONS

14.1 To the regulators, investors and the economy as a whole, the
Penny Stocks Incident has been a costly lesson. We have discussed the
whys and the wherefores in the course of our report. We should now let the
past take care of itself and move on. The Government and the regulators
must be on guard to avoid the recurrence of similar incidents in the future.

14.2 In making our recommendations, we have been guided by what
happened, and by the shared views and vision which we have seen expressed.
There is a consensus that the authorities should expend their energies to:-

(@ maintain far, transparent and orderly markets;

(b)  promote public confidence in the markets;

(c) secure an appropriate degree of investor protection;
(d)  minimize market misconduct;

(e facilitate market innovations and competition; and

(f) enhance Hong Kong s position as a premier internationa
financia centre.

14.3 We have broadly classified our recommendations into three
categories.-

(@ Genera recommendations;

(b) Recommendations on the preparation and release of similar
consultation papers and amendments to the Listing Rules; and
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(c) Other recommendations based on well-reasoned suggestions
from reputable and respectable sources. These we think are
worth considering in any subsequent review of related matters.

GENERAL RECOMMENDATIONS

14.4 We note the overwhelming support for the enhancement of the
quality of the securities market in Hong Kong. We recommend, therefore,
that the Government, the SFC and the HKEx should press ahead with reform
measures to enhance corporate governance, transparency and general quality
of financial markets in Hong Kong. We aso recommend that the
authorities should continue to conduct wide consultations on issues of
concern to the public.

PREPARATION AND RELEASE OF CONSULTATION DOCUMENT

14.5 Building upon the collective wisdom distilled from the
submissions and representations to us, we venture to suggest improvement in
these areas -

(@ Engaging the market and the public;

(b)  Assessing market reaction;

(c) Improving the consultation process,

(d) Reviewing the operation of the three-tiered structure; and
(e) Strengthening investor education and protection.

Engaging the Market and the Public

14.6 We congder it important for the market and the public to be
engaged to the fullest extent practicable and as early as possible so asto:-
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@

(b)

(d)

14.7

enable the key issues facing the market to be identified and so
that the most suitable proposals can be formulated which best
meet the needs of the market;

build consensus through the widest practicable participation;

ingtill public confidence in the system by increasing
trangparency; and

facilitate an informed debate on the proposals.

Building on the efforts already made, we recommend that the

HK Ex, the SFC and the Government should:-

@

(b)
(©)
(d)

make the most congtructive and efficient use of the existing
consultation network;

expand the network where possible to increase its efficacy;
ensure that the network is broadly representative; and

engage the consultation network at an early stage in discussing
concept and framework and in formulating proposals.

Making the Best Use of the Existing Network

14.8

Both the HKEx and the SFC have within thar network

committees, boards and panels composed of experienced and accomplished
individuals well versed in different aspects of the market. We recommend
that these be tapped as practicable, even if informally and on an individual
basis. Specificaly, we recommend that:-

@

The SFC should fed able to consult its Shareholders Group,

which has now been formally constituted a statutory committee

under the Securities and Futures Commission Ordinance

- 173 -



(Cap. 24), and its Advisory Committee, on draft consultation
papers sent to it for comment by the HKEX;

(b) The HKEx should feel able to tap the market expertise of
individua members of the HKEx Board and its Consultative
Panels ether in their individua capacity or through a new
formalized framework on listing matters currently under
discusson within the HKEX, to supplement the role of the
Listing Committeg;

(c) The HKEx should engage the Listing Committee a a much
earlier stage in discussing the concept and framework of
proposals, and

(d) The HKEx should keep the Listing Committee apprised of its
work plans relating to amendments to the Listing Rules and the
release of consultation papers.

(d) The HKEx should consider setting up working parties involving
those with the necessary expertise as well as executives of the

HKEX.
Expanding the Network
14.9 We note that the Bureau has regular contact and meetings with

the stockbroking industry. These contacts are useful opportunities to
exchange views and ideas on issues of common concern. The SFC has
similar arrangements. We recommend that the HKEx consider increasing
and improving liaison with brokers and the brokers associations.

Ensuring a Broadly Representative Network

14.10 We recommend that the consultative network, whether existing
and new, should comprise key stakeholders namely, corporate and retail
Investors, intermediaries, credit providers, issuers and those who are able to
represent the views of the investing public.
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14.11 We note that the HKEx does not have within its structure any
group specificaly reflecting the views of consumers or shareholders. In
order to ensure that their interests can be known to the HKEx, we
recommend that the HKEx consder setting up its own consumer panel or
shareholders group.

14.12 Small-and-medium size financia intermediaries and companies
play a vita role in the financia markets. We recommend that the HKEX
consider appropriate channels for the views of these groups to be heard.

Engaging the Market at an Early Stage

14.13 We have noted that the SFC adopts a two-stage process for
outside consultation, the conceptua philosophical stage and the detailed
proposal stage, and the process seems to work well. We recommend that
the HKEXx consider something similar, which best fits its structure and needs.

Proposals by the Executive of the HKEx

14.14 We understand that executives of the HKEx have since the
Penny Stocks Incident drawn up preliminary proposas to improve the
process for sounding out the market in the preparation of consultation papers
on proposed changesto its Listing Rules.  In essence, they propose to put in
place a formaized mechanism under the recently announced listing
governance structure concerning non-disciplinary related listing matters.
The mechanism will serve as a forum for discussion a an early stage. We
recommend that these discussions be continued and brought to its Board of
Directors as soon as possible.

Assessing Market Reaction

14.15 Assessment of market reaction is not only an art but also a
science which requires discipline and management. We note that the
recently re-enacted Securities and Futures Ordinance stipulates that the rules
submitted by the HKEXx to the SFC for approval must contain explanations of
their purpose and likely effect, including their effect on the investing public,
In sufficient detail to enable the SFC to decide whether or not to approve
them. We recommend that the HKEx should consider similar
arrangements for consultation papers, and not merely those sent to the SFC
for comment. Specifically, we recommend that:-
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@

(b)

14.16

in seeking the approval of the Listing Committee for the issue
of consultation papers, the HKEx should provide its analysis of
the likely effect of the proposals, particularly the effect on the
Investing public, in sufficient detail to enable the Committee to
decide whether the Consultation Papers should be published and,
if s, on what terms; and

in releasing consultation papers, the HKEx should explain fully
to the different stakeholders the likely effect of the proposals on
the investing public.

We note that some issues are likely to have maor policy

ramifications and in some instances the proposals may affect other segments
of the financid markets. In these cases, we recommend that the
assessment of the likely market reaction should be brought to the attention of
both the SFC and the Bureau at the earliest opportunity.

Improving the Consultation Process

14.17

In order for consultations to generate informed debate, we

recommend that:-

@

(b)

(©)

(d)

the duration of the periods for consultation should be
commensurate with the sengitivity, technicality and complexity
of the subjects under consideration;

consultation papers should, where appropriate, contain genera
discussions of the concepts, and they should be designed to
encourage and allow the public to express their views on
general directions and possible options,

the HKEx should issue concluson reports on consultation
papers, summarizing views expressed in representations made,
its observations on and responses to those views and its
conclusions; and

building on the success of its reach-out programmes after the
release of its consultation papers, the HKEx should continue
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and expand such programmes. For topics affecting the
investing public, the HKEx has to consider organizing special
sessions and seminars for them.

Reviewing the Three-tiered Regulatory Structure

14.18 Our consdered view is that the structure itsdf is sound.
However, we have received views and representations that there is still room
for some refinements and improvements. We have considered them dll.
Summarized hereunder for consideration by the authorities are the more
important and far-reaching ones.

14.19 We recommend:-

(@ theauthorities should, once again, critically review whether and
if so, how the existing structure, roles and operation of the
Listing Committee can be fine-tuned so that it can fully perform
its role as the unit of the HKEXx with final responsibility over
listing matters. (See paragraphs 5.20, 5.21, 7.45(d) and 11.51 to
11.55).

(b) the HKEx and the SFC should critically review how best to
ensure effective co-ordination between them. Specifically, we
recommend that the HKEx and the SFC.-

o further clarify their roles in the Memoranda of
Understanding, setting out clear provisons on their
functions and responsibilities and the procedures for
processing consultation papers and amendments to the
Listing Rules;

+ strengthen the current liaison mechanism, if necessary by
introducing a new high level body including on the HKEXx
side, the Chief Executive, and if appropriate, the Chairman
of the Board and the Chairman of the Listing Committee.
The SFC Chairman, and if appropriate, an executive and a
non-executive director would represent the SFC. Both
organizations should feel at liberty to propose topics for
discussion. Thisshould allow periodic review of systemic
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and policy issues. This body would be in addition to the
working level meetings on operational issues; and

+ clearly identify the areas for joint consultations by the SFC
and the HKEX (See paragraphs 5.23 and 5.24).

14.20 We pointed out in the course of our report (see paragraphs 7.80,
11.29 and 11.30) that many respected members of the business community
have pointed to the perceived conflicts of interest of the HKEX, at the very
least since 2000 when it became a listed company and front-line regulator at
the same time. The segregation of the business and regulatory functions
within the HKEx has not been considered completely desirable. It may not
even be very efficient, when the Board is debarred from being concerned in
important matters of the listed company.

14.21 The handling of regulatory issues by both the HKEx and the
SFC and the splitting of roles and functions between them not only lead to
inefficiencies but also to confusion. Nearly twelve years have now elapsed
since the devolution of regulatory functions over listing matters from the
SFC to the HKEXx, and difficulties over role and responsibilities till exist.
We congder it timely for the present arrangement to be reviewed. We,
therefore, recommend that the Government in conjunction with the SFC and
the HKEX review how best to redefine the roles and functions over listing
matters with a view to increasing effectiveness, efficiency, clarity, fairness
and credibility of the regulatory system. We would only add that the
perceived conflicts within the HKEx and the inefficiency and confusion
caused by the dual regulatory functions have been commented on not only
by market practitioners and financial anaysts, but also by many who were
and still are members of the extended family of the HKEx. In particular,
most have suggested that if a Listing Committee is to be retained, as most
believe it ought to be, it cannot be housed under the HKEx. Within the
current structure, the only entity under which it can be accommodated is the
SFC. We see the sense of al these comments and commend them to the
authorities for further consideration.

14.22 We believe that it is a well-tested principle that the Government
should distance itself from the day-to-day regulation of the securities
industry. We recommend that the Government should clearly reposition
itself as afacilitator and a co-ordinator and not as a regulator, leaving market
forces to work within the broad policy framework and without political
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interference.  The Government must communicate its role clearly to the
Industry and investing public to avoid false and unredlistic expectation.

Strengthening Investor Education and Protection

14.23 Given the prevalence of retail investors in the market in Hong
Kong and the predominance of companies which are family-owned or
controlled, it would be desirable for the Government, as facilitator, the SFC,
as regulator, and the HKEX, as market operator, to put extra care in ensuring
the fair protection of minority shareholders rights. We recommend that
further and continuous consideration be given to how minority shareholders
rights can be better protected. The dally reports of majority abuse,
especialy in some of the smaller listed companies, leave an unfortunate
image on the Hong Kong market. Besides the small investors are those
who need the most help.

OTHER RECOMMENDATIONS

14.24 In passing, we note that the accountability system has added
plenty of colour to the Penny Stocks Incident. To ensure the integrity of
the three-tiered system and the governance of Hong Kong as a whole, there
are issues which may warrant further action. It is for consideration that the
Government should, as soon as is reasonably practicable:-

(@ complete the review on the exercise of statutory powers and
functions currently vested with the FS by the Secretary for
Financia Services and the Treasury; and

(b) clarify the division of responsibilities and lines of commands
between the FS and the Secretary.
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CHAPTER 15
FINAL REMARKS

15.1 What happened on the 26 July was unfortunate and regrettable.
Allegations of wrongdoing and recriminations were rife and intemperate.
We have in this report dealt with most of them and the protagonists have al
been afforded full and adequate opportunities of dealing with criticisms
made again them. In the end, after what we consider to be a very
exhaustive (and exhausting) enquiry, for which we had the fullest co-
operation from all concerned, we did not discover the serious cancer which
some of the commentary and criticism led us to believe existed when we
began our task. Instead, we uncovered some instances of errors of
judgment, some perhaps even understandable in the circumstances, a few
mishaps, items of miscommunication and some systemic wrinkles here and
there. None of the shortcomings we have identified are in themselves
magor. The combination of circumstances, however, led to the
unanticipated events of the 26 July and the less than favourable public
response to how the matter was then dealt with thereafter by the authorities.

15.2 We have set out our findings a some length. We have erred
very much on the side of thoroughness. If we had had much more time, we
have little doubt that our report would have been more concise, better
organized and more efficiently edited. As it is, we fee we had to include
much of the history to give our findings context and to set out the events in
some detall.

15.3 Those who think that there are rights and wrongs to be
discerned and those who may not embrace al our conclusions and findings
would be able to see for themselves much of the raw material from which we
worked. Those who fed that the observations we have made, or some of
them, are ungenerous or unjustified will, at least, be able to see much of their
side of the story presented as well.

154 This inquiry should not be taken as a fault finding exercise.
We re-iterate that we have come to many of our views with the substantial
benefit of hindsight, so that although we too were working against the clock,
we had the good fortune of being able to reflect and discuss, to enquire and
to seek, without being under the sort of practical pressures which both the
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SFC and the HKEx, and to a lesser extent the Bureau, must all have been
under.

155 In the result, we hope that lessons can be learnt and
improvements put in place for the future.

15.6 We have dready expressed our gratitude to al of those who
have contributed submissions, representations and documentation. Our
report would not have been completed on time, and our enquiry would have
been much more difficult, had it not been for the dedicated and conscientious
support of our secretariat headed most competently and cheerfully by
Ms Michelle Li, ably asssted by Miss Stoney Poon, Mr C P Li, Ms Mary
Wong, Miss Dorothy Fung, Miss Chrigtine Fong and Miss Michdle Lau, to
al of whom our sincere and heartfelt appreciation.

(Robert G. Kotewall) (Gordon C. K. Kwong)
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Annex 1.1

Representations Received

The following is a list of organizations and individuals who submitted
representations to the Panel:-

Constitutional Affairs Bureau
Consumer Council

Dr Edgar W.K. Cheng, GBS, JP
DrK.S. Lo

Economic Development and Labour Bureau

Financial Secretary s Private Office

Financial Services and the Treasury Bureau

Hong Kong Exchanges and Clearing Limited

Hong Kong Institute of Investors

Hong Kong Securities & Futures Industry Staff Union
Hong Kong Securities I nstitute

Hong Kong Securities Professionals Association Limited
Hong Kong Stockbrokers Association Limited

Mr C. K. Low

Mr Anthony Neoh, SC
Mr David M. Webb

Ms Christine Loh
Official Receiver s Office
Securities and Futures Commission

Hong Kong Monetary Authority, a submission referred to the Panel by the
Secretariat of the Standing Committee on Company Law Reform

The Chamber of Hong Kong Listed Companies Limited
The Hong Kong Association of Online Brokers

The Democratic Party

The Honourable Henry Wu King-cheong, BBS

The Honourable Emily Lau Wai-hing, JP

The Liberal Party

The Institute of Securities Dealers Limited

Wocom Securities Limited
Al



Government Officers Involved in Securities-related Policies

Secretary for Economic
Development and Labour

Financial Secretary

Secretary for Financial Services and the Treasury
Hon Frederick Ma Si-hang

Private Office®

"""""""""" Hon Antony Leung TTTTTTTTTTTTTTTToTTomoomomoomomomoooooen

Annex 4.1

Secretary for Commerce,
Industry & Technology

Permanent Secretary for Financial Services and
the Treasury (Financial Services)

Permanent Secretary for Financial Services and
the Treasury (Treasury)

Mr Tony Miller
I [ [ |
Deputy Secretary Deputy Secretary (Financial Services) 1 Special Duties Government Commissioner
(Financial Services) 2 Miss Au King-chi Division Economist of Insurance
Administrative Officer Staff Grade B

Principal Assistant Secretary
(Specia Duties)

Principal Assistant Secretary (Securities)
Miss Salina Yan

Administrative Officer Staff Grade C

Assistant Secretary (Securities) 1

Assistant Secretary (Securities) 2

Mr Howard Yam Miss Christine Au
(Senior Administrative Officer) (Administrative Officer)
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Organization Chart of the Annex 4.2
Management Committee Securities and Futures Commission Advisory Committee

commis

Audit Committee

Regulatory Committees

Andrew L T
Remuneration Committee Chairm:

Budget Committee

Alexa Lam Ashley Alder Mark Dickens Alan Linning
Executive Executive Executive Executive
Director Director Director Director

Intermediaries Supervision Legal Corporate

Corporate
& Investment P i Enforcement
Finance

Products Markets *

Services Affairs

14 executives 76 executives 26 executives 17 executives 65 executives 11 executives 28 executives
11 non-executives 49 non-executives 10 non-executives 5 non-executives 19 non-executives 5 non-executives 25 non-executives

. Chairman’s Human
Intermediaries Investment Office & Finance & Resources/ Information

Supervision Products Commission Administration Training & Technology
Secretariat Development

Investor
Education & Licensing
Communications

Corporate
Communications

* Including Research Department




Takeovers Team

Organization Chart of the
SFC Corporate Finance Division

Ashley Alder
Executive Director

Prospectus and Policy Team

Annex 4.3

Brian Ho
Senior Director

Pinky Tse
Director

13 Executives :

1 Associate Director
6 Senior Managers
1 Consultant

1 Secondee

3 Managers

1 Management Trainee

Charles Grieve
Director

e  Accounting/ auditing rules;
e  Corporate disclosure content

requirements;

e  Corporate governance

requirements; and

e  Securitiesinterest

disclosure.

Laurence Li
Director

e  Other Listing Rules matters;

e  Complaints against listed
companies;

o  Law reforms other than
Companies Ordinance; and

e  Liaison with Mainland
authorities.

William Pearson
Director

Companies Ordinance
reforms; and

Companies Ordinance cases.
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Annex 4.4

Hong Kong Exchanges and Clearing Limited:
Membership of the HKEx Board and Committees

Board of Directors

Non-Executive Chairman :

LEE Yeh Kwong, Charles, GBS JP,
Public Interest Director appointed by the Financial Secretary

Executive Director and Chief Executive :

KWONG Ki Chi, GBS JP,
Ex-officio member

Non-Executive Directors :
Public Interest Director appointed by the Financial Secretary

CHAN Cho Chak, John, GBS JP
FRESHWATER Timothy George
LEONG Ka Chai, JP

LIU Jinbao

LO Ka Shui, JP

STRICKLAND John Estmond, GBS JP
WARD Rodney Gordon

Director elected by the shareholders of HKEXx

FAN Chor Ho, Paul, JP

KWOK Chi Piu, Bill

LEE Jor Hung, Dannis, BBS
LEE Kwan Ho, Vincent Marshall
SETO Gin Chung, John

YUE Wal Keung
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Membership of Six Committees

Executive Committee

LEE Yeh Kwong, Charles (Chairman)
GREDE Frederick John

KWONG Ki Chi

LEONG KaChai

SETO Gin Chung, John

Audit Committee

STRICKLAND John Estmond (Chairman)
FAN Chor Ho, Paul (Deputy Chairman)
FRESHWATER Timothy George

LEONG KaChai
YUE Wal Keung

Investment Advisory Committee

FRESHWATER Timothy George
(Chairman)

SETO Gin Chung, John (Vice Chairman)
CLARKE Peter

SUN David

SUN Patrick
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Risk Management Committee
LEE Yeh Kwong, Charles (Chairman)
CHAN Cho Chak, John

KWOK Chi Piu, Bill

LAM Kin

SHENG Len Tao, Andrew
STRICKLAND John Estmond
WONG Tung-shun, Peter

YAM Chi Kwong, Joseph

Remuneration Committee
CHAN Cho Chak, John (Chairman)

LEE Jor Hung, Dannis
WARD Rodney Gordon

Nomination Committee

LEE Yeh Kwong, Charles (Chairman)
FAN Chor Ho, Paul
LO Ka Shui



Annex 4.5

HKEXx Consultative Panels
Terms of Reference and Membership

A. Derivatives Market Consultative Panel

Terms of Reference

The Pandl should meet at least once a year. Additiona meetings should be

held as the work of the Panel demands.

2. The duties, powers and functions of the Panel shall be
@ to provide market expertise and advice to the board on international trends,
the needs of intermediaries, issuers, investors and other market participants,
technology challenges and new product opportunities relating to the
derivatives market;
(b) to consider such other topics and matters relating to the derivatives market
as may be requested by the board and to report back thereon;
(© generally, to act as a sounding board for policy recommendations, strategic
initiatives and major investments in relation to the derivatives market; and
(d) to discuss, formulate and advise the board on the foregoing matters in
accordance with the request of the board from time to time.
Membership
LEONG Ka Chai (Chairman) KWAN Pak Chung, Edward
KWOK Chi Piu, Bill (Deputy Chairman) PUN Tit Shan, Patrick
CHEONG Ying Chew, Henry WONG Shiu Hoi, Peter
CHING Seih Hong WONG Shui Tong, Hugh
COWPERTHWAITE Adam YEH V-Nee

B. Cash Market Consultative Panel

Terms of Reference

The Panel should meet at least once a year. Additional meetings should be

held as the work of the Panel demands.

2
@

(b)
(©)

The duties, powers and functions of the Panel shall be:-

to provide market expertise and advice to the board on international trends,
the needs of intermediaries, issuers, investors and other market participants,
technology challenges and new product opportunities relating to the cash
market;

to consider such other topics and matters relating to the cash market as
may be requested by the board;

generdly, to act as a sounding board for policy recommendations, strategic

A7



initiatives and major investments in relation to the cash market; and

(d) to discuss, formulate views and advise the board on the foregoing matters
in accordance with the request of the board from time to time.

Membership
LEE Jor Hung, Dannis (Chairman) CLARKE Peter
FRESHWATER Timothy George (Deputy Chairman) FUNG Chi Kin
BLOT Raphael KWOK Tun Ho, Chester
BOKHARY Syed Bagh Ali Shah LUI Yin Tat, David
CHEN Po Sum SZE Tsa Ping, Michadl

C. Clearing Consultative Panel

Terms of Reference

The Panel should meet at least once a year. Additional meetings should be

held as the work of the Panel demands.

2. The duties, powers ard functions of the Panel shall be:-

@ to provide market expertise and advice to the board on international trends,
the needs of intermediaries, issuers, investors and other market participants,
technology challenges and new product opportunities relating to the
clearing;

(b) to consider such other topics and matters relating to the clearing as may be
requested by the board and to report back thereon;

(© generally, to act as a sounding board for policy recommendations, strategic
initiatives and major investments in relation to clearing; and

(d) to discuss, formulate and advise the board on the foregoing matters in
accordance with the request of the board from time to time.

Membership

CHAN Cho Chak, John (Chairman) IP Kwan Chak, Robert
LEE Kwan Ho, Vincent (Deputy Chairman) LANCE Robert W
CHAN Henry WILLIAMS Lyle A
CHAN Hing Wah, Steve WILLIAMSON John
DIEST Rob van WONG Lung Wo, James
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Annex 4.6
HKEXx

Organization Chart
(as at 1 February 2002)

Chief Executive
Chief Executive’s Office

Legal & Secretarial Services

Human Resources

Group Internal Audit Listing, Regulation & Risk
Management
Corporate Communications Finance, Treasury &
Administration
|
Chief Operating Officer Corporate Strategy
I I I |
Exchange Clearing E-Business & Info IT/Systems
Services
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Annex 4.7

HKEXx
LISTING, REGULATION & RISK MANAGEMENT UNIT

Head
Manager (2)
Officer (1)
Secretary (1)
Listing Adjudication Regulation Risk Management
Division Division Division Division

Accountancy & Corporate
Prospectus Vetting Finance
Department Department
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LISTING DIVISION - ACCOUNTANCY & PROSPECTUS VETTING

Sr Vice President (1)
Secretary (1)
Accounts New Listing Debt & Prospectus
Review Processing Derivatives Vetting
Asst Asst Asst Asst Sr Manager (1)
Vice President (1) Vice President (1) Vice President (1) Vice President (1)
Sr Manager (1) Asst Manager (1) Manager (1) Sr Manager (1) Manager (1)
Manager (1) Secretary (1) Asst Manager (1) Asst Manager (1) Asst Manager (1)
Executive (1) Secretary (1)
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LISTING DIVISION - CORPORATE FINANCE

Sr Vice President (1)
Secretary/Clerk (5)
Listing Main GEM Compliance
Support Board Board
Vice Asst Vice
President (1) President (1)
Secretary (1)
Team A - Ec Team Ed - Kf Team Kg - Sing Team Sino - Z Team A- F Team G - P Team Q - Z
Asgt Vice Vice Asgt Vice Asgt Vice Asgt Vice Sr Manager (1) Asgt Vice Asgt Vice
President (1) President (1) President (1) President (1) President (1) President (1) President (1)
Sr Manager (2) Sr Manager (2) Sr Manager (1) Sr Manager (2) Manager (2) Sr Manager (1) Sr Manager (1) Sr Manager (1)
Manager (2) Manager (1) Manager (2) Manager (1) Executive (2) Manager (1) Manager (1) Secretary (1)
AsstManeager (2) || AsStManager (3) || AsstManager (3) || AsstManager (2) Secretary (1) AsstManager (1) || AsstManager (1)
Executive (2) Executive (1) Executive (3) Executive (1) Executive (1) Executive (2)
Secretary (1) Secretary (1) Secretary (1) Secretary (1) Secretary (1)
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LISTING REGULATION & RISK MANAGEMENT UNIT

Head: Karen Lee

Responsible for performing the regulatory function of HKEX in:-

® Supervising the listing process and the ongoing compliance by issuers with their
obligations under the listing rules;

Market surveillance, including detecting trading mal practice and maintaining market
transparency;

Ensuring the compliance of trading rules;

Monitoring the financial and open positions of Exchange Participants,

Administering the admission of Exchange Participants; and

Ensuring prudent management of market risks.

It is organized functionally into the following divisions:-

LISTING

Responsible for administering listing matters of the Main Board and the Growth
Enterprise Market. Its Accountancy & Prospectus Vetting Department is responsible for
interpreting and reviewing accounting issues for new listings and ongoing compliance,
formulating and drafting accounting policy and listing rules, vetting and authorising
prospectuses registration under Companies Ordinance and dealing with corporate
governance matters. Its Corporate Finance Department is responsible for processing
applications fro new listings and further issue by listed companies, monitoring continuing
compliance with listing rules by listed companies, interpreting and reviewing listing rules,
vetting prospecturses, circulars and company announcements as well as handling
disciplinary cases.

REGULATION

Responsible for undertaking market surveillance, conducting investigation of breaches of
trading/clearing house rules, reviewing Exchange Participants financial and operational
capability as well as administering Exchange Participant admission.

RISK MANAGEMENT

Responsible for undertaking corporate risk (business, legal and operational) management
and conducting market systemic risk analysis.
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Annex 4.8

The Stock Exchange of Hong Kong Limited
Board of Directors

KWONG Ki Chi (Chairman, appointed 6 March 2000)
FOK Kwong Man (Chief Executive, appointed 1 August 2000)

GREDE Frederick John (appointed 1 August 2000)
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Annex 4.9

HKEX’ s Main Board Listing Committee

Membership

BECZAK Thaddeus (Chairman), Director of listed company
SUN Patrick (Deputy Chairman), Director of securities company
CHAN Charles, Accountant

CHAN Henry, Director of securities company

CHENG Mo Chi, Moses, Lawyer

CHENG Patrick, Merchant Banker

CHEONG Ying Chew, Henry, Director of securities company
FONG Hup, Accountant

KWOK Kenneth, Lawyer

KWONG Ki Chi, Ex officio

LAM Kenneth, Accountant

LEE Carmelo, Lawyer

LEONG Lincoln, Director of listed company

LI Alfred, Former director of listed company

LO Anthony, Director of listed company

LO Winston, Director of listed company

LUI Yin Tat, David, Director of fund management company
MARGOLIS Richard, Merchant Banker

MOORE Vernon, Director of listed company

ROBERTS Michael David, Director of securities company
SZE Tsai Ping, Michael, Director of securities company
TONG, Carlson, Accountant

WONG Shiu Hoi, Peter, Director of securities company
WONG Wai Ming, Director of company

YEH V-Nee, Director of listed company

Terms of Reference

The Listing Committee shall exercise all the powers and functions of the Board in relation
to all listing matters. It's exercise of such powers and functions is only subject to the
powers of review of the Listing Appeals Committee (Rule 2A.27 of the amended Listing
Rules).
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Annex 4.10

Securities and Futures Liaison Meeting

Functions:-

« The meeting is a general liaison meeting between the Financial Services and
the Treasury Bureau (The Bureau) and the Securities and Futures Commission
(SFC) dealing with housekeeping issues of the latter.

 No formal terms of reference.

Participants:-

e SFC-
Chairman
Senior staff at the Executive Director level
Chief Counsel
Commission Secretary

« TheBureau —

Secretary for Financial Services and the Treasury
Permanent Secretary for Financial Services
Deputy Secretary (Financial Services) 1
Principal Assistant Secretary (Securities)
Principal Assistant Secretary (Special Duty)
Assistant Secretary (Securities) 1

Assistant Secretary (Securities) 2

Frequency:- Monthly
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Annex 4.11

Tripartite Meeting

Functions:-

« Liaison meeting between the Financial Services and the Treasury Bureau (The
Bureau), Securities and Futures Commission (SFC) and Hong Kong Exchanges
and Clearing Limited (HKEX) to facilitate:-

- general monitoring of issues affecting the development of the Hong Kong
securities and futures market; and
- communication between the SFC and HKEX.

 No formal terms of reference.

Participants:-

* Permanent Secretary for Financial Services

e Chairman, SFC

» Chief Executive, HKEX

» Deputy Secretary for Financial Services and the Treasury (1)

Frequency:- Bi-monthly
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Annex 4.12

Co-ordination Committee

Terms of Reference:-

e Toidentify, discuss and help resolve any regulatory and/or government policy
Issues relating to the implementation of the Mckinsey Report Proposals (new
Strategic Plan).

« Tofacilitate Hong Kong Exchanges and Clearing Ltd (HKEX)'s liaison and
consultation with the relevant regulatory bodies and government departments
in Hong Kong and the Mainland of China on matters relating to the
implementation of the new Strategic Plan.

» Toserveasan advisory group to HKEx on the overall implementation of the
new Strategic Plan.

Participants:-

FSB - Secretary for Financial Services, Principal Assistant Secretary
(Securities)

SFC - Chairman, Director (Corporate Finance)

HKEx - Chairman, Chief Executive and senior staff

Frequency:- Bi-monthly / Quarterly
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Annex 4.13

SEHK-SFC(Listing) Liaison Committee Meetings
Terms of Reference and Membership

Under Section 6.2 of the AMENDED AND RESTATED MEMORANDUM OF
UNDERSTANDING (the “MOU”) GOVERNING LISTING MATTERS between
the Securities and Futures Commission (the “ SFC”) and The Stock Exchange of
Hong Kong Ltd(the “SEHK”) dated 6 March 2000, representatives from the
Corporate Finance Division of the SFC and representatives from the Listing
Division of the SEHK shall meet every month, such meetings to be known as the
“ SEHK-SFC (Listing) Liaison Committee Meetings”, to discuss:-

(& matters arising out of the minutes of the previous meeting;

(b) any matter arising out of the latest SEHK Monthly Report to the SFC prepared by
the Listing Division in accordance with the provisions of the MOU;

(o) matters relating to the regulation of listed companies, and oversight of the SEHK by
the SFC in relation to listing related matters; and

(d) any policy matters or other matters, including proposed rule changes, relating to any
of the listing functions and responsibilities of the SEHK or the SFC, and that proper
minutes shall be kept of such meetings.
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Annex 4.14
Securities and Futures Commission
Advisory Committee
(1 June 2001 — 31 May 2003)

Membership
Chairman
1. Mr. Andrew Sheng, SBS, JP, Chairman, Securities and Futures Commission
Members
2. Mr. Ashley Alder, Executive Director, Securities and Futures Commission
3. Mrs. AlexaLam, Executive Director, Securities and Futures Commission
4. Mr. Thaddeus Beczak
Chairman, South China Morning Post
5.  Mr. Didier Bame
Chief Executive, BNP Paribas
6. Mr. Ambrose Cheung
Director, Sino Land Company Limited
7. Mr. Paul Chow
Chief Executive Officer, HSBC Asset Management (Hong Kong) Limited
8. Mr. Paul Fan
Chairman, Paul Fan Securities Limited
9. Mr. Keth Ferguson
Chief Investment Officer, Fidelity Investments Management (HK) Ltd
10. Mr. Mario Francescotti
President and Managing Director, Morgan Stanley Dean Witter Asia Limited
11. Ms. Christina Hui
Regional General Manager, Charles Schwab, Hong Kong, Limited
12. Mr. Stephen Hui
Group Managing Director, OSK Asia Corporation Limited
13. Ms. Christine Loh
Chief Executive Officer, Civic Exchange
14. Mr. Samuel Poon
Managing Director, Merrill Lynch (Asia Pacific) Ltd
15. Dr. Eden Woon

Director, The HK Genera Chamber of Commerce

Terms of Reference

Under Section 10(5) Advisory Committee of SECURITIES AND FUTURES

COMMISSION ORDINANCE (Chapter 24), the Commisson may request the Advisory
Committee to advise it on any matter of policy regarding the performance of any of its functions.
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Annex 4.15

Securities and Futures Commission

Shareholders Group

(17 June 2002 — 16 June 2003)

Membership
Chairman

Mr. Ashley Alder

Members

Mr. Jamie Allen

Mr. Rex Au Yeung
Prof. Andrew Chan
Mr. Wing Luk Chan
Mr. Vincent Duhamel

Mr. Shu Fai Heung
Mr. David Lui

Mr. David Tak-kei Sun
Mr. Mark Taylor
Prof. Judy Tsui

Mr. David W. Webb
Mr. V Nee Yeh

Executive Director
Corporate Finance Division, the Securities and Futures
Commission

Secretary General
Asia Corporate Governance Association

Managing Director and Chief Executive-Asia
Principal International (Asia) Ltd

Chairman, Consumer Council
Associate Dean, Faculty of Business Administration
Chinese University of Hong Kong

Financial Commentator, U Six Holdings Ltd

Principal and Chief Executive
State Street Global Advisers AsialLtd

Managing Director, Sirius Pacific Consultants Ltd

Vice Chairman
Schroder Investment Management (Hong Kong) Ltd

Vice-President, Hong Kong Society of Accountants
Chairman of Corporate Governance Committee

Chairman, Corporate Governance Panel
Hong Kong Institute of Company Secretaries

Head and Professor, Department of Accountancy
City University of Hong Kong

Editor, Webb-site.com
Managing Partner, VP Private Equity Ltd
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Terms of Reference

1 Maintenance of alevel playing field among all shareholders is fundamental to
investor confidence and market integrity. Proper functioning of a securities market
also depends on directors and management of listed companies being held
accountable to shareholders. This ultimately benefits both the listed companies as
well astheir shareholders.

2. With a view towards furthering the above principles in practice, the Group shall
advise the Commission on (principally non- statutory) aspects of the regulatory
framework, including issues relating to-

a. quality of information available to public shareholders,

b. protection of minority shareholders;

c. roleof institutional investors and their development as a force of checks and
balance;
promoting a high degree of shareholder involvement;
enhancing good corporate governance in achieving best practice and world-
class standards.

3. The Group aims to meet bi-monthly, subject to needs and workload.
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Annex 6.1
Examples of
Statutory Provisions Conferring Powers
and Responsibilities
Upon the Financial Secretary

Section Powers and Responsibilities

A. Securities and Futures Commission Ordinance (Cap 24)'

4(1) Functions of Commission

5(4) Constitution of Commission

13 Commission to furnish information
16(2) Auditors and audit

33(15) Investigations

59(2)(e), 2(j) Preservation of secrecy, etc.

B. Securities and Futures Appeals Panel Proceeding Rules (Cap 24E)’

Rule 20 Remuneration of the members of atribunal

C. Commodities Trading Ordinance (Cap 250) '

14(5) Extension of time for SFC to give approval of amendments to the
constitution, rules of the Exchange Company, etc.

D. Stock Exchange Unification Ordinance (Cap.361) '

2 Interpretation

27(0), (2 The Unified Exchange

40(2) Extensions of time

E. Securities and Futures (Clearing Houses) Ordinance (Cap 420) '

4(9) Extension of time for SFC to approve rules of recognized clearing
houses, etc.

F. Leveraged Foreign Exchange Trading Ordinance (Cap 451)

(20 Appointment of members of arbitration panel by FS under rules by
SFC
63(2) Preservation of secrecy, etc.

G. Leveraged Foreign Exchange Trading (Arbitration) Rules (Cap 451C) '

4(2), (4 Constitution of Arbitration Panel

12 Remuneration of Arbitrator

! The Ordinance will be repealed upon commencement of the Securities and Futures Ordinance.
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Section

Powers and Responsibilities

H. Exchanges and Clearing Houses (Merger) Ordinance (Cap 555)'

7(1), (2. (5), (6)

Exemption from section 3(1) and revocation of exemption

9(3)

Establishment and functions of Risk Management Committee

10(5) Extension of time for SFC to give approva of amendments to the
constitution or rules of recognized exchange controller
20(2), (2) Financial Secretary may appoint not more than 8 persons to board of

directors of HKEC

I. Securities and Futures Ordinance (Cap 571)

A(f) Regulatory objectives of Commission

5(1) Functions and powers of Commission

12 Commission to furnish information

13(3) Financial year and estimates

15(3) Accounts and annual report

16(3), (6) Auditor and audit

24(6) Extension of time for SFC to give approval of rules or amendments
to rules of recognized exchange company

41(6) Extension of time for SFC to give approval of rules or amendments

to rules of recognized clearing house

62(1), (2), (5), (6)

Exemption from section 59(1) and revocation of exemption

65(3)

Establishment and functions of Risk Management Committee

67(6) Extension of time for SFC to give approval of rules or amendments
to rules of recognized exchange controller

77(2), (2) Financial Secretary may appoint not more than 8 persons to board of
directors of HKEC

83(6) Extension of time for SFC to give approval of rules or amendments
to rules of recognized investor compensation companies

118(2)(b) Appointment of members of arbitration panel

142 Amendment of Schedule 5

216(6) Securities and Futures Appeals Tribunal

240(9), (10) Accounts of compensation fund

378(3), (12)

Preservation of secrecy, etc.

Part 1 of Schedule 2:

s7

Deputy chairman and vacancies in office of chairman or deputy
chairman
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Annex 7.1
Chronology of Events

Date

Serial
No.

Event

26.10.00

Regular Meeting between Financial Services Bureau (FSB) and the
Hong Kong Stockbrokers Association.

The Hong Kong Stockbrokers Association wrote to the Financial
Services Bureau (FSB), suggesting as an agenda item for its regular
meeting with the FSB problems of shares falling below one cent, the
dilution of shares values at the expense of minority shareholders, and
the proliferation of penny stocks.

27.12.00

FSB (Salina Yan, Principal Assistant Secretary for Financial Services
(Securities)) wrote to the Securities and Futures Commission (SFC)
(David Stannard, the then Executive Director (Corporate Finance)) to
reflect the concerns of the Hong Kong Stockbrokers Association and
sought his advice for the next meeting with the Association.

late 2000

SFC had internal discussions about the prevalence of penny shares in
the HK market. The discussion also covered a letter from FSB (see
item 2 above).

28.12.00

First Suggestion to Address Problems Associated with Penny
Stocks.

SFC (David Stannard) advised FSB (Salina Yan) that SFC had been
discussing related subjects with the Hong Kong Exchanges and
Clearing Ltd (HKEX) for some years.

SFC (David Stannard) also explained the mechanism of trading of
shares below one cent in Hong Kong, the US system of treating shares
trading below US$1 as “ penny stocks’, and drew FSB'’ s attention to the
large number of stocksin Hong Kong trading below $1 and the concern
that “ penny stocks’ are prone to market manipulation.

SFC (David Stannard), in explaining the thinking on mandatory share
consolidation, said that -

“One way forward may be a package of measures as follows:-
1. Initial Public Officer (IPO) price must be over HK$1.00.

2. No corporate action (e.g. sub-division or bonus issue) if the
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Date

Serial
No.

Event

effect would be to reduce the share price below HK$1.00.

28.12.00
(Cont’ d)

4
(Cont’ d)

3. Compulsory consolidation to a price above HK$1.00 if the
share price trades below 50 cents for more than 30 days or
for more than 60 out of 90 days.

This would be a dramatic step and one can expect resistance to
this. However, it would send a clear signal to the market that the
Government and the regulators want to upgrade the quality of the
market.”

Early 2001

HKEx held informal discussions with market participants.

02.01.01

SFC (David Stannard) wrote to FSB (Salina Yan) attaching a
newspaper column on share registration fees charged by brokers as
another reason why penny shares are a problem.

15.02.01

The Hong Kong Economic Journal (HKEJ) columnist (Lam Heng-sze)
commented that the solution to the penny stocks problem is to require
share consolidation or to delist those companies which refuse to do so.

16.02.01

FSB (Sdina Yan) wrote to SFC (David Stannard), referring him to
press comments of 15.2.01 (item 7), and the need to seek the views of
the market on the possible solutions:-

“..Our concern here is twofold: our international financial
centre reputation and investor protection. The latter is valid
as shareholders would need to pay extra shares registration
fees if these penny stocks are to be consolidated. This process
may repeat itself as the share price drops again. And delisting
would just deprive the small shareholders of the chance to
liquidate their position thro the exchange. The US model
[which focuses more on the reputation of the exchange] may
not be the solution here.”

“I understand that you are reviewing the subject with HKEX.
As there is no clear cut solution to the problem, I think the
sensible thing to do is to put the issue to the market for their
views. "

SFC (David Stannard) replied to FSB (Salina Y an), stating that:-

“At present there is a lot of concern about the share certificate
issue charges on a consolidation but that may be able to be
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Date Serial Event
No.
overcome. If we can work something out we will expose it to
the public for their views.”

10.05.01 10 HKEJ reported that Lawrence Fok, Deputy Chief Operating Officer of
the HKEX said it would require share consolidation but not delisting of
penny stocks.

13.06.01 11 SFC received a letter from a member of the public, whose suggestions
included:-

“Companies that have 2 consecutive years of losses or with
share prices below 30.5 should be delisted. ”
SFC believed this might be a common guestion among investors and
decided to post an answer on its website.
30.07.01 12 HKEX’s First Draft on Consolidation of Shares.

HKEx (Mr Mark Bewley, Assistant Vice President, Listing Division)
submitted the first draft of a consultation paper on consolidation of
shares to SFC. The focus of the paper was the technical concern that
HKEX s automatic trading system was unable to handle prices below
HK$0.01.

Included in the paper was a proposal to require the consolidation of
low-priced stocks (i.e. where the closing price of shares falls to
HK$0.01 or below for an aggregate of 20 trading days in any period up
to three months) to HK$0.1 or above. In addition, any corporate
action should not result in a theoretical price falling below ten cents.

It was stated in the draft paper that:-

“Shares are normally traded through ... the Automatic Order
Matching and Execution System (AMS) ... The minimum price
at which securities may be traded using automatching is
HK30.01. Shares may be traded at prices below HK$0.01 by
using the Semi-automatic Matching System (SAMS) ... Trading
on the SAM system is not as transparent as on the AMS. The
Stock Exchange considers that it is undesirable for an issuer’s
shares to be traded on the SAM system for a prolonged period.
Consequently, the Stock Exchange ... proposes to require
issuers to present proposals to shareholders to increase the

value of their shares if the closing price of their shares falls to
[HK30.01] (square brackets in the original) or below ... The
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Serial
No.

Event

Stock Exchange will regard a proposal to consolidate an
issuer’s securities as acceptable ...”

30.07.01
(Cont’ d)

12
(Cont’ d)

“The Stock Exchange proposes to establish a floor price of
HKS$0.10.  Issuers would be prohibited from undertaking
bonus issues, share splits, open offers, rights issues, and other
corporate actions that would lead to a “theoretical” share
price falling below the floor price.”

08.08.01

13

SFC’s Comments on the First Draft Paper on Consolidation of
Shares.

SFC (Mr Charles Grieve, Director, Corporate Finance Division)
commented on the first draft paper on consolidation of penny stocks.

SFC was of the view that HKEX s proposal was not sufficient to deal
with the more important issue, i.e. that share manipulators concentrated
their efforts on shares with a low value. In SFC s view, the right
thresholds were around $1 and $5:-

SFC sreply said:-

“the [HKEX’s] paper only deals with one aspect of penny
shares — how to deal with shares that trade below 1 cent, the
minimum price that the AMS can handle. The more important
issue is the way share manipulators concentrate their efforts on
shares with a low value.”

“In [SFC’s] view the right thresholds are around HK$5.00 and
HK3$1.00. We know a HK$1.00 level for share consolidation
would impact well over half of the companies listed on the
Exchange, however that does not justify a lower threshold.
Rather it requires a phased introduction for existing issuers.”

03.09.01

14

FS Regular Meeting with SFC Chairman (Andrew Sheng).

SFC Chairman informed FS that “HKEXx had been reviewing its listing
rules with an aim to streamline and strengthen their enforcement” .

The acting Secretary for Financial Services (SFS) (KC Au) was also
present at the meeting.
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Serial
No.

Event

24.09.01

15

SFC posted a Question & Answer on penny shares on its website in
response to the letter dated 13.06.01 (item 11):-

“Consecutive losses for more than 2 years or a low share price
do not necessarily mean that the company does not have
sufficient level of operations or tangible assets. There may be
external factors that may cause the continuous losses or low
share prices, e.g. globa economic slowdown or poor market
sentiment.”

“Bearing these factors in mind, it would therefore be
inappropriate for the regulators to delist a company merely
because it recorded losses for over two consecutive years or
has a low share price.”

SFC (Grieve) wrote to HKEx (Ms Karen Lee, Head of Listing,
Regulation & Risk Management) on this updating of the website.

01.11.01

16

The Association passed to FSB examples of some listed companies
diluting minority shareholders interests and suggested that HKEX
follow up on such instances.

02.11.01

17

FSB (Salina Yan) wrote to SFC (Mr Laurence Li, Director, Corporate
Finance Division) to reflect the concerns of the Hong Kong
Stockbrokers Association and passed on the specific examples
provided by the Association.

FSB (Salina Yan) copied the letter to HKEx (KC Kwong, Chief
Executive and Karen Lee, Head, Listing Regulation and Risk
Management), informing HKEx that FSB had encouraged the
Association to give their views to HKEx direct and suggesting that
HKEXx engaged the Association in mapping out proposals to address
share dilution and other investor protection issues.

28.11.01

18

SFC and HKEx held their 124" Monthly Liaison Committee
Meeting .

Delisting and penny shares were discussed as separate subjects.

On deligting, the discussion focused on the Listing Committe€ s
position and argument that protection of minority shareholders justifies
exploration of every prospect of restructuring. SFC said that the
Listing Committee should be alerted to the relevant datistics in
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Serial
No.

Event

considering the delisting proposal.

On penny shares, the meeting noted that HKEX was working on a draft
policy paper.

03.12.01

19

SFC Commission Meeting .

SFC Corporate Finance Division briefed the Commission on its
internal study on the quality of listing and corporate governance in
Hong Kong.

12.12.01

20

HKEx (Karen Lee) wrote to SFC (Ashley Alder, Executive Director,
Corporate Finance Division) in connection with an unrelated set of
draft proposals for amendments to the Listing Rules for enhancing
corporate governance.

HKEx expressed misgivings that SFC had passed a draft consultation
paper to its Shareholders Group for discussion before the proposals had
been finalized and deliberated by the Listing Committee. HKEX
asked that SFC should not pass draft policy papers to the Shareholders
Group for discussion unless with HKEX s prior agreement.

21

SFC Chairman’s Letter to the SFES.

SFC Chairman (Andrew Sheng) wrote to SFS (Stephen Ip) attaching a
copy of SFC s interna study report on the quality of listing and
corporate governance. The paper had been considered by the
Commission at an earlier meeting (item 19). SFC Chairman relayed
the Commissiori s concern about the quality of issuers and its request
for Commission staff to come up with further solutions. SFC
Chairman asked that the matter be discussed at the regular liaison
meeting with FSB the next day.

13.12.01

22

Securities and Futures Liaison Meeting between FSB and SFC.

The meeting agreed that Tripartite Meetings amongst the heads of FSB,
SFC and HKEx should be held to monitor overall progress of key
issues affecting the development of the securities and futures market.

14.12.01

23

SFC (Ashley Alde) replied to HKEX s (Karen Lee) letter of 12
December (item 20) to explain its position about discussing HKEX' s
proposals with the Shareholders Group.
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Date Serial Event
No.
20.12.01 24 FSB (Sdlina Yan) wrote to SFC Chairman to ask for suggestions for
agenda items for the first tripartite meeting.
In setting up the meeting, FSB stressed the independence of SFC as
regulator as set out in the lan Hay Davison Report (the Report of the
Securities Review Committee released in May 1988), as well as the
powers conferred to the SFC to regulate the market operator under the
law.
20.12.01 25 Chief Executive of HKEx conducted Y ear-end-Review press briefing,
(Cont’ d) mentioning the “review of delisting procedures’ as one of the priority
tasks of HKEX in 2002.
26 HKEX’s Second Draft Paper on Consolidation of Shares.

HKEx (Mark Bewley) submitted the second draft of the consultation
paper on consolidation of shares for SFC' s consideration.

Included in the Paper was a revised proposa on consolidating low-
priced stocks i.e. shares with closing price at 10 cents or below for an
aggregate of [30] trading days in any period of [up to three months]
should be consolidated to a level that reaches 20 cents or above. In
addition, any corporate action shall not result in a theoretical price
falling below 30 cents. (Square brackets also appeared in original
documents.)

In its email to SFC, HKEx defended its proposal by reference to its
market impact assessment -

“As you noted, setting prices at [the HK$5 and HK$1] levels
would affect a substantial number of companies ...about 63 to
65% of companies on the main board and GEM trade at below
HKS$1.00. None of the companies listed on GEM trade above
HKS$5.00 and only about 8% of companies on the main board
do so.”

“In light of your comments the proposals have been revised and
the Consolidation Price is now suggested to be ten cents. ...On
the basis of prices for the three months ended 10" August 2001
this proposal would affect 93 companies on the main board and
6 on GEM. The proposed Floor Price has also been increased
from ten cents to thirty cents.”

“Setting the Consolidation Price at ten cents means that a
company’s shares may fall a further 90% before reaching the
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one cent level where trading on an automatching basis is not
possible.  Likewise setting the Floor Price at thirty cents
means there is considerable leeway for prices to fall before they
reach the Consolidation Price.”

Sometime on
20.12.01 and
thereafter

27

SFC (Laurence Li) and HKEx (Karen Lee) discussed the proposed
consolidation of sharesin several telephone conversations.

During the discussion, HKEx expressed the view that share
consolidation would reduce the number of shares of a listed company
in circulation and therefore their liquidity. SFC explained that share
prices are only “nominal’” and the “unit of exchange” is actualy the
board lot, hence share consolidation has no bearing on liquidity except
to the extent that low prices may mislead investors into thinking that
they are cheap. Li said he would set out the considerations in detail in
a letter.

28

SFC executives then discussed internally various issues relating to
share consolidation, researched into historical data, and estimated the
cost impact, before further replying HKEX.

21.12.01

29

SFC Chairman’s Letter to the HKEx Chairman.

SFC Chairman (Andrew Sheng) wrote to HKEx Chairman (Charles
Lee), sharing the results of the SFC s internal study on the quality of
the Hong Kong market, expressing concern on the growing perception
of deteriorating quality of the Hong Kong listing market, and raising
the need for urgent efforts for SFC and HKEx to work together to
reverse such disturbing trend by:-

e seeking good quality companies,
e stepping up disclosure standards and enforcement; and

e putting in place meaningful on-going assurance standards on entry,
exit and gate-keeping of listed companies.

On the subject of delisting, the letter said:-

“When it becomes clear a company no longer has any credible

business that is sufficient to justify a listing status, delisting
should follow.”
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No.
The letter was copied to SFS (Stephen 1p).

29.12.01 30 International Monetary Fund (IMF) conducted Article IV Consultation
for the Hong Kong Special Administrative Region, and questioned
whether Hong Kong had delisting requirements for consistently poor
performers as in other markets. After consulting SFC, FSB replied to
the IMF, outlining the existing mechanism under the Listing Rules.

19.01.02 31 HKEx Chairman’s Response to SFC Chairman’s Letter.

HKEx Chairman (Charles Lee) responded to the letter of 21.12.01 from
SFC Chairman (item 29), outlining the work being done by HKEXx to
address issues of market quality. The share consolidation proposals
were mentioned.

On penny stocks, HKEx Chairman said that HKEx agreed that it was
desirable to set floor trading prices, and had proposed that issuers
consolidate their shares to a theoretical price of 20 cents if the shares
had been trading below 10 cents for more than 20 days. A table
entitted “Summary of Key Action Items’ attached to the letter
mentioned that the two subjects might be combined into one
consultation.

The letter stated that:-

“We have earmarked the improvement of our delisting regime
as one of the top priority projects for this year. We envisage
that the delisting project will review the continuing listing
qualifications and address the need for expediting the delisting
procedures. We aim to complete our study and come up with
suggestions for changes for discussion with your executives in
the first quarter of this year. Depending on the outcome of the
discussion, we could consult the market in the second quarter.”

“As to penny stocks, we agree that it is desirable to set a floor
level of trading prices. As you might be aware, we have been
discussing with your executives in this regard in the course of
last year. We have proposed that we should require issuers to
consolidate their shares to a theoretical price of 20 cents if the
shares have been trading below 10 cents for more than 20 days
during a period of 3 months. We have also proposed to
prohibit corporate actions by issuers which will result in the
theoretical value of the share price falling below 30 cents. We
have submitted the draft consultation paper to your executives
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for comment. Subject to those comments, we propose to
consult the market in the second quarter of this year. ”

The table attached to the letter stated that:-

“... depending on the outcome of [discussion with SFC
executives] and timing for market consultation ... might
consider to combine the two subjects into one consultation.”

The letter was copied to SFS (Stephen 1p).

24.01.02

32

First Tripartite Meeting .

Meeting held amongst SFS (Stephen Ip), SFC Chairman (Andrew
Sheng), and Chief Executive of HKEx (KC Kwong) on HKEx-related
matters. Deputy Secretary for Financia Services (DSFS) (KC Au)
also present.

The meeting noted that in addition to the Listing Rules Review on
Corporate Governance, HKEx was separately working on delisting and
reviewing entry qualifications as part of its drive to improve market

quality.

SFC Chairman undertook to expedite the examination of HKEX s
proposal for compulsory consolidation of penny stocks when share
price dropped below 30 cents (see next item).

25.01.02

33

SFC’s Comments on HKEX’s Second Draft Paper on Consolidation
of Shares.

SFC (Laurence Li) wrote to HKEx (Mark Bewley) on HKEX s second
draft paper on consolidation of shares (item 26).

SFC commented that the HKEX s second draft paper on consolidation
of shares was till short of achieving the ultimate objective relating to
quality and market perception, and that the setting of a minimum share
price could be an important measure to assure quality while noting that
arguments had been made against such an approach.

It re-iterated that the threshold should be HK$1.

The SFC also considered that the issue should receive the benefit of an
informed market debate and a public consultation paper containing a
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discussion of the relevant considerations would be very helpful.
Extracts from SFC' s reply which are worth quoting in extenso:-

“The issue of penny (or cent) stocks is much more than just
how the AMS3 trading system could handle order quoted at
below one cent per share. Indeed, if system capability were
the only concern, we would agree that the proposed ten cents /
thirty cents regime would be a good solution. But the issue is
more complex. There are also questions of quality and market
perception.”
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25.01.02 33 “We begin our analysis at exactly the premise that, as you
(Cont’ d) (Cont’ d) mentioned in your e-mail, share prices are “theoretical” only.

(Some people also refer to this as a matter of ‘“nominal”
prices.) Share prices do not reflect how much an investor
would have to pay or would receive when trading. The ‘“units
of exchange” are board lots rather than number of shares.”

“An important twist to this general point is that nominal prices
could lead investors to perceive — incorrectly — that a stock is
“cheap” because it is priced in cents. Local market
practitioners have long reported this investor psychology.
Overseas markets have also had similar experiences. (The
penny stock debate in the United States is a commonly cited
example.)”

“Some issuers, understandably, adapt to this psychology and
structure their share capital so that their stocks are quoted in
cents. As an overall market development, this is undesirable
because it is misleading to investors and could lead to stocks
becoming ‘“‘gambling numbers” rather than representing
investments in businesses. Indeed, many commentators have
pointed to this phenomenon of retail investors just ‘“buying
numbers” as counter to the Hong Kong market developing

quality.”

“Our long-term objective in setting a minimum share price is
to discourage companies as well as investors from seeing
stocks as “gambling numbers” and encourage a proper focus
on quality. The one-dollar mark is important for
psychological  reasons. It would also improve our
international profile.  (Other markets that have minimum
share price rules, e.g. NYSE, Nasdaq, Neuer Markt, and the
Mainland, set the threshold at the lowest integer value of their
legal tender, i.e. US$1, 1 Euro, and 1 RMB. Indeed, a HK$1
minimum would be low in absolute value in comparison but
would follow this international practice.)”

“Indeed, you might want to note that two well-respected
commentators have recently called for setting HK$1 as the
minimum share price. (See article by Tso Yan Chiu in the
Hong Kong Economic Journal on January 9 and article by
David Webb dated January 6 as published on <webb-
site.com>.)”
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25.01.02
(Cont’ d)

33
(Cont’ d)

“We appreciate that a HK$81 minimum would affect a large
number of issuers. This argues for a long transition so that
companies could prepare and investors could adapt their
behaviour. But as an immediate step, the public consultation
paper should clearly set out the long-term objective, together
with the relevant positive and negative considerations.”

The letter analyzed in detail the mechanics as well as costs of share
consolidation and corresponding board lot reduction, then went on to
conclude that:-

“We appreciate that jumping to a HK$1 minimum is probably
ambitious and a phased approach might be necessary.
However, the policy objective is an important one.  This
should be made very clear in the public consultation document,
together with the relevant positive and negative considerations,
some of which are discussed above.

Incidentally, as I have mentioned to Karen, we agree that
revisions to the continuing listing criteria, the delisting
procedure, and the rules on so-called backdoor listings will be
the primary requirements aimed at assuring quality. But
setting a minimum share price can also be an important
measure. We understand that arguments have been made
against such an approach and we remain open-minded.
However, the issue should receive the benefit of an informed
market debate. A public consultation paper that contains a
discussion of the relevant considerations would be very helpful
in this regard.”

28.01.02

FSB (Ms KC Au) added to an e-mail from FSB (Sdlina Yan) to SFC
(Mr Keith Lui, Commission Secretary) on the same day about subjects
to report to the Legidative Council (LegCo) Panel on Financia Affairs.
Delisting and penny stocks were mentioned:-

“Note also that during the meeting the Deputy Chairman of the
Panel, the Hon Henry Wu, specifically asked if the [Listing
Rules] Review on [corporate governance] addressed his
stakeholders’ concern about delisting and penny stocks.”

“In light of the timetable that HKEXx just provided to SFC, we
told the Hon Wu that these would be subjects of separate HKEx
consultation and we would seek Panel’s view when the
proposals were ready, possibly sometime in May — July. ”
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29.01.02

35

SFC (Laurence Li) forwarded to FSB (Salina Yan) a copy of his letter
of 25.1.02 to HKEXx (item 33) for information.

07.02.02

36

Meeting of the Directors of SFC.

Laurence Li briefed others on key findings in the study on the quality
of the Hong Kong listing market. Li said that HKEx was working on
tougher delisting rules and a proposad on mandatory share
consolidation for penny stocks. Li aso referred to the discussion with
HKEXx on price threshold for share consolidation.

26.02.02

37

SFC and HKEx held their 126™ monthly Liaison Committee
Meeting .

The  Committed s  discussion on “continuing listing
qualification/delisting’” focused on making minimum number of
shareholders a continuing obligation.

01.03.02

38

Meeting of Co-ordination Committee (Co-ordination Committee?).

The meeting was chaired by HKEx Chairman (Charles Lee) and
attended by SFC Chairman (Andrew Sheng) and SFS (Stephen Ip).

The meeting noted progress of HKEX s deliberation on delisting and
plan to conduct market consultation in the second quarter of 2002.

06.03.02

39

Meeting of Shareholders Group.

SFC presented its study on the quality of the Hong Kong listing market
to the Commissiori s Shareholders Group. The Group discussed—

e the problems associated with penny stock in Hong Kong;

e the possibility of tighter continuing listing requirements; and

In mid 2001, the Securities and Futures Commission and the Hong Kong Exchanges and Clearing Limited jointly

initiated and funded a consultancy study by McKinsey and Company entitled “ A Plan to be Successful in the New
Chinese and International Capital Markets’. The report which set out proposals to further develop Hong Kong as a
premier financial centre in Hong Kong, was completed in July 2001, and endorsed by Securities and Futures
Commission and Hong Kong Exchanges and Clearing Limited. A Co-ordination Committee chaired by Chairman,

Hong Kong Exchanges and Clearing Limited, with representatives from the Hong Kong Exchanges and Clearing
Limited, Securities and Futures Commission and Financial Services Bureau was set up in September 2001.
Financial Services Bureau attended the meetings to monitor progress of the key issues affecting Hong Kong s
development as an international financial centre.
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06.03.02

39
(Cont’ d)

e more stringent delisting procedures.

The SFC did not present any actual proposals on share consolidation or
delisting at the meeting.

19.03.02

40

Second Tripartite Meeting .

Members noted that HKEx was working on Phase 1l of the Listing
Rules review concerning compulsory consolidation of penny stocks
and floor price for delisting, as part of its drive to improve market
quality. HKEx said that it would discuss proposals with SFC in one
to two months time.

27.03.02

41

SFC and HKEx held their 127" Monthly Liaison Committee
Meeting .

The meeting discussed the subject of admission requirements and
continuing listing requirements. HKEx (Karen Lee) said HKEX
would circulate a draft consultation paper by the end of April.

17.04.02

42

HKEX s annua general meeting.

Chief Executive of HKEx mentioned with journalists that HKEx would
publish a consultation paper on a delisting mechanism.

24.04.02

43

SFC and HKEx held their 128" Monthly Liaison Committee
Meeting .

HKEXx mentioned its plan to circulate a draft paper on the admission
and continuing listing requirements by the end of April. The meeting
aso noted that FSB paid attention to the project and that the public
generally supported a clear delisting policy.

30.04.02

HKEX’s First Draft of the Consultation Paper on Admission
Criteria and Continuing Eligibility Criteria (the Consultation

Paper).

HKEx (Karen Lee) submitted the first draft of the Consultation Paper
on Admission Eligibility Criteria and Continuing Eligibility Criteria
(the “ Consultation Paper”) to SFC (Ashley Alder).

The origina share consolidation proposal was now subsumed within
the package of delisting proposals.
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The draft paper included, among others, the following proposals:
Introducing a minimum closing price of HK$0.3 as a €ligibility
criterion for continuing listing.
30.04.02 44 - Any corporate action must not result in the theoretical price of the

(Cont’ d) (Cont’ d) shares falling below HK$0.3.
Introducing a minimum Initial Public Offer price of HK$1.00.

The paper did not consider it necessary to have an alternative trading
platform for trading of delisted shares:-

“There are views that an alternative trading platform should be
set up to provide shareholders or investors of a delisted
issuer with a venue to trade their shares after delisting. We
consider that transparent qualitative delisting rules would
provide adequate signals to investors and afford them sufficient
time to act and make investment decisions. Accordingly, we
do not consider that an alternative trading platform for trading
of delisted shares is necessary. ”

“We recognize that it is impracticable to require issuers to
maintain at all times a minimum closing price at the proposed
minimum issue price of HK81, as market price will invariably
be affected by, among other things, the performance of or
corporate actions taken by the issuer subsequent to listing.
Accordingly, we consider that it is appropriate to allow for a
minimum price to be set at a level lower than HK$1. In this
regard, we consider that HK$0.30 provides a reasonable
benchmark as a continuing listing eligibility criterion. It is
possible, under the trading system of the Exchange, for bid
prices to be input which will have the effect of increasing the
closing price even though there is no trading activity.
Therefore, we consider that a certain level of trading volume in
terms of shares should be required in conjunction with a
minimum closing price.”)

45 SFC Chairman (Andrew Sheng) submitted the SFC' s Quarterly Report
for the quarter ending 31 March 2002 to the FS (Antony Leung). This
mentioned that “HKEX is currently considering tightening the quality
of listed companies by introducing more stringent delisting criteria.
The HKEX will consult the market in the second quarter.”
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A copy of the Report was provided to SFS (Stephen Ip).

May-June 2002

46

HKEx (KC Kwong, Karen Lee) attended a series of media interviews
and luncheons to communicate its plan to publish a consultation paper
on continuing listing criteria.

06.05.02

47

SFC (Daisy Lai, Senior Manager, Corporate Finance Division), in
reviewing the first draft of the Consultation Paper, asked HKEXx (Miss
Ann Chapman, Vice President, Listing Division) to provide a list of
companies on the Main Board which did not currently meet the profit
requirement.

07.05.02

48

HKEx (Ann Chapman) reverted to the SFC with a list of companies to
which awaiver of the profit requirement was granted.

10.05.02

49

SFC completed an internal assessment of the number of companies
which would have been subject to the various proposals set out in
HKEX sdraft consultation paper.

The assessment showed that only 20 or so companies would be at risk
of delisting, but more than 300 would need to go through share
consolidation.

SFC understood from subsequent discussions with HKEX that the latter
had performed a similar assessment with similar findings.

13.05.02

50

SFC Advisory Committee meeting .

SFC presented its research paper on the quality of the Hong Kong
listing market to the Advisory Committee for discussion. It did not
present any actual proposals on share consolidation or delisting to the
Committee.

51

SFC’s Comments on the First Draft of the Consultation Paper.

SFC (Laurence Li), before a meeting to be held on 14 or 15 May with
HKEX to discuss the first draft of the Consultation Paper, sent hisinitial
and policy comments to HKEXx (Karen Lee).

SFC indicated again that the minimum Initial Public Offer and trading
prices should be HK$5 and HK$1. SFC aso raised questions on
transitional arrangements:-
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13.05.02 51 “We still strongly believe the minimum issue and traded prices

(Cont’ d) (Cont’ d) should be 85 and $1. Our analysis is already set out in detail
in my letter to you of a few months ago. In addition, the figure
30 cents gives the impression of compromise and lack of
resolution.  Investors and the market might well get the wrong
message.”’
“Any thoughts on transitional arrangements? ”

15.05.02 952 First Special Meeting between HKEx and SFC to Discuss the First

Draft of the Consultation Paper.

HKEx was represented by Karen Lee, Keniel Wong, Anne Chapman
and Doris Lee of the Listing Division.

SFC was represented by Charles Grieve, Laurence Li and Daisy Lai of
the Corporate Finance Division.

On the question of imposing a minimum share price as a continuing
eligibility criterion, failing which delisting would result, SFC noted
HKEX s explanation that this was a necessary handle to enable HKEX to
require a company to effect a share consolidation or otherwise bring
itself back into compliance. SFC accepted that linking the minimum
share price threshold to delisting was reasonable as a policy matter, as
share consolidation would be the obvious remedy and delisting the
ultimate sanction for failing to undertake this or other remedial action.

On the threshold for the minimum trading price, SFC explained the
rationale behind suggesting $1 as the threshold. SFC said that the
threshold should recelve an informed public debate and it was
important for the Consultation Paper to set out the positive and
negative considerations and make clear that there would be a long
transition period.

HKEx did not agree to set the minimum-trading threshold at HK$1.00
as the change would be too hasty, but agreed to further consider setting
the proposed minimum trading threshold at HK$0.50 or HK $0.30.
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15.05.02
(Cont’ d)

52
(Cont’ d)

The question of whether delisted companies could apply to relist on
GEM (as an alternative trading platform) was also discussed. SFC
saw no policy objection to such relisting. HKEx held the view that as
a matter of agreed policy, GEM was established to facilitate capital
raising by enterprises with growth potentials. It would not reject
potential GEM issuers which met the requirements of the GEM and
this would in principle apply in the same way to companies delisted
from the Main Board. However, a “cooling-off period” might be
required to avoid immediate admission of a company delisted from the
Man Board to GEM. As to the question regarding policy and
direction for future development of GEM was outside the scope of the
Consultation Paper, SFC agreed that it would raise this policy issue
with the Exchange's business section at a later stage.

16.05.02

53

SFC (Daisy Lai) raised follow-up questions with HKEx (Ann
Chapman, Doris Lee) on some of the policy issues discussed at the
meeting of 15.5.02, including the question of transitional arrangements.

17.05.02

HKEx (Anne Chapman) reverted to SFC (Daisy Lai) on the transitional
period, stating that:-

“As for continuing listing criteria, existing issuers will be given
a grace period of one year, after which, they must comply fully
with the new proposed rules. However, issuers will not be
allowed to undertake any corporate actions that will result in
the minimum closing price below 30 cents (subject to
finalization). ”

“New listings after a certain cut-off date (to be decided) will be
required to immediately comply with the continuing listing
criteria. There will be no grace period for these new issuers.”

30.05.02

55

Meeting of Co-ordination Committee (See note 1 under item 38).

Members noted HKEX s plan to submit a draft consultation paper on
Issuer delisting regime to the Listing Committee for consideration in
June and publication for market consultation in July.
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30.05.02 56 Meeting of the Directors of SFC.

(cont d)
Laurence Li updated colleagues on key proposals. He later spoke
with Eric Cheng (Senior Director of Surveillance, Enforcement
Division) and CK Chan (Associate Director and Head of Corporate
Communications), who said that the “300+” number (of companies
trading below 50 cents) would need careful handling. Li aso
consulted Stephen Po (Director, Intermediaries Supervision) about
possible effect on brokers and margin financiers.

07.06.02 57 Third Tripartite Meeting .
Chief Executive of HKEx (KC Kwong) said that HKEx aimed to
consult the public on the proposals on penny stocks and delisting in
Jduly.

Sometime 58 Discussion on the Second Draft of the Consultation Paper.

before 08.06.02

SFC (Laurence Li) and HKEx (Karen Lee) discussed, during a
telephone conversation, the question of relisting delisted companies on
GEM (as an aternative trading platform).

SFC (Laurence Li) suggested allowing delisted companies to be traded,
but with a number “4” before its stock code. (Note: The number “4”
is linked with the word “ dead” in Cantonese.)

HKEx (Karen Lee) said that since companies would have had nearly
two years to bring themselves into compliance, investors would have
plenty of time to exit, and, if a company failed only the minimum
trading price requirement, it was easy to bring itself back into
compliance. Those which would be delisted are not likely to have any
value or investor interest. The “cooling off period” might best be
addressed by focusing on track record to ensure quality and compliance
with the policy of the GEM listings which require continuous
ownership and management on one focused line of business. Main
Board issuers normally had various businesses rather than only one.
HKEx (Karen Lee) also raised the issue regarding potential confusion
resulting from having both regulated and unregulated markets
operating under the same trading platform.

SFC (Laurence Li) did not pursue the subject further.
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08.06.02

59

HKEX’s Second Draft of the Consultation Paper and Tentative
Timetable.

HKEx submitted the second draft of the Consultation Paper and the
tentative timetable for release of the Consultation Paper to SFC (via
email from Karen Lee to SFC executives).

In the second draft paper, HKEXx proposed setting the minimum trading
threshold at HK$0.5 and the proposed minimum Initial Public Offer
price at HK$2. The e-mail stated:-

“As to minimum share price, we recommend HK$2 at time of
listing and HK$0.50 for continuing and will consult the market
on HK$5 and HK$1 respectively.”

As for the issue SFC raised at the meeting held on 15.05.02
about delisted companies relisting on GEM, the draft paper
sad:-

“In this connection, we should point out that if an issuer,
subsequent to delisting, wishes to apply for listing on any
market operated by the Exchange, then for track record
purposes the commencement date shall be from the date of its
delisting from the Main Board.”

In respect of timetable, HKEx said that subject to SFC s further
comments, the plan was to have discussion by the Listing Committee
on 04.7.02, to begin public consultation on 15.7.02 and end on 31.
8.02, with the Initia Listing Criteria to take effect on 01.1.03 and
Continuing Listing Criteria on 01.1.04.

10.06.02

60

HKEx (Karen Lee) emaled SFC (Ashley Alder) to clarify the
proposed transitional arrangements.

11.06.02

61

HKEX’s Third Draft of the Consultation Paper.

HKEXx submitted the third draft of the Consultation Paper to SFC (via
email from Doris Lee to Ashley Alder).

12.06.02

62

HKEXx (Doris Lee) submitted the first draft of the executive summary
of the Consultation Paper to SFC (Ashley Alder).
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13.06.02

63

HKEx and SFC exchanged comments and information on waivers
granted in respect of the minimum public float requirement (which is
the subject of one of the initial listing criteria proposals), and the
inclusion of the disclosure proposals (as part of initial listing criteria
proposals) in the Consultation Paper.

14.06.02

HKEx (Anne Chapman) re-sent to the SFC the list of precedent cases
for waiver of profit requirements sent on 7.5.02 (item 48).

65

FSB submitted to the Financial Secretary s Office some draft points-to-
make for the Financial Secretary to use a the HKEX s second
Anniversary Cocktail Reception scheduled for 20.6.02.

One of the points included in the draft was:-

“HKEx ... will soon [release] public consultation papers
regarding tighter mechanism on delisting penny stocks soon”.

A brief also provided elaboration that “HKEx and SFC are reviewing
the present delisting mechanism with the aim of strengthening it. A
consultation paper will be issued by the end of this year”.

17.06.02

66

SFC’s Comments on HKExX’s Third Draft of the Consultation
Paper.

SFC (Laurence Li) commented on the third draft of the Consultation
Paper (via email to HKEx (Karen Leg)):-

“We have not arrived at a view on the $5/81 and 32/50 cents
issue. But, in any event, the Consultation Paper should
discuss the final goal of bringing ourselves in line with
international norms.” (Referring to paragraph 84.)

“You might want to include some discussion on how the costs of
share consolidation is small, how companies do further
minimize costs by timing the approval with their AGMs, and
how many companies already engage in similar corporate
actions (e.g., share splits, name changes).” (Referring to
paragraph 188.)

“The existing Rule 6.12(2) [that shareholders should be offered
a reasonable cash alternative or other reasonable alternative in
the case of a voluntary delisting] seems ought to apply too.”
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(Referring to paragraph 200.)

“The threat of delisting might actually play into the hands of
majority  shareholders  wishing to privatize  without
shareholders' vote ...We need to discuss this.” (Referring to
paragraphs 198-206.)

17.06.02
(Cont’ d)

66
(Cont’ d)

“Public shareholders might never get a chance to exit if
suspension is immediate and 6 months later the company is
considered to have failed a continuing listing criterion. We
would like to discuss your assessment of the potential impact.
A starting point would be statistics on companies that are late
with their accounts and how late. In addition, on potential for
abuse, see ...above.” (Referring to paragraph 222.)

“In general, while we strongly support the aim to have a quick
delisting process, 1 month for coming up with a proposal and 6
months for bringing oneself back into full compliance might
appear as very harsh ...We would like to discuss.” (Referring
to paragraph 231(e).)

“There ought to be some parameters, guidelines, indicators, or
examples of (i) what are or aren't acceptable rescue proposals,
(i) what are or aren't definitive enough, and (iii) what are or
aren't likely to be considered sufficient to bring a failed
company back into long-term, sustained compliance.”
(Referring to paragraph 231.)

18.06.02

67

SFC’s Comments on HKEX’s Third Draft of the Consultation
Paper.

SFC (Daisy Lai) provided further comments on the third draft of the
Consultation Paper to HKEx (Anne Chapman).

68

HKEx (Ann Chapman) reverted to SFC (Laurence Li) on SFC s
comments in relation to the need to discuss the long-term goa and to
the 6-month period for a company to bring itself back into compliance
with the continuing listing criteria.

69

SFC’s Comments on HKExX’s Third Draft of the Consultation
Paper.

SFC (Daisy Lai) emailed HKEx (Ann Chapman) to follow up on the
various comments including the subject of potentia abuse, stating
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that:-

“We should make sure that the proposal should force voluntary
delisting but not being abused by the controlling shareholder to
achieve automatic privatization by mere non-compliance.”
(Referring to paragraphs 198-206.)

“Please clarify in the consultation paper whether share
consolidation will be taken as a proposal or autocure.”
(Referring to paragraphs 234-235.)

18.06.02
(Cont’ d)

69
(Cont’ d)

“We have noticed that the continued listing criteria relating to
minimum number of shareholders and public float may have
serious impact on takeover situation ...These two criteria may
also be prone to abuse (to force delisting). We need to discuss

2

these further ...

20.06.02

70

FS Regular Meeting with SFC Chairman (Andrew Sheng).

SFC Chairman informed FS that HKEx “was planning to issue a
consultation paper to provide for a delisting mechanisnt’.

FS was concerned that some recent incidents in HKEx such as failure
of the Uninterruptible Power Supply system might tarnish the image of
the HK stock market. FS asked SFS (Stephen Ip) to draft a letter to
HKEx Chairman to impress upon him the importance of ensuring the
quality of the market and the robustness of the trading systemsin Hong
Kong.

71

HKEXx Second Anniversary Cocktail Reception.

The Administrative Assistant to FS (Howard Lee) provided FS with
draft remarks to deliver at the Reception, on the basis of the draft
points-to-make provided by FSB on 14.6.02 (item 65).

FS remarks included:-

“HKEx will shortly put forward another consultation paper on
delisting mechanism to improve the quality of the market.”

172

Second Special Meeting between HKEx and SFC to Discuss the
Third Draft of the Consultation Paper.

HKEXx was represented by Karen Lee, Keniel Wong, Ann Chapman and
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DorisLee.
SFC was represented by Charles Grieve, Laurence Li and Daisy Lai.

The discussion touched upon the proposals on waivers of minimum
track record and minimum public float requirements, potential for
abuse in certain areas, and what would constitute “ definitive” proposal
which would be acceptable to HKEX in the context of the proposed
delisting regime.

The SFC did not raise any objection to the proposal to set the minimum
trading threshold at HK$0.50.

20.06.02
(Cont’ d)

73

SFC’s Comments on HKExX’s Third Draft of the Consultation
Paper.

SFC (Daisy Lai) e-mailed HKEx (Ann Chapman) to follow up on some
policy issues (concerning potential abuses) arising from the content of
the draft Consultation Paper, stating that:-

“Controlling shareholders seeking to privatize their companies
can easily manipulate these two criteria [public float and
minimum number of shareholders] to trigger a delisting. We
need to address these potential abuses.”

21.06.02

74

HKEx (Karen Lee) agreed with SFC (Laurence Li) to resolve the issue
by treating the two requirements highlighted in the email of 20.6.02
(item 73) as continuing obligations (as opposed to continuing listing
eigibility) so that any non-compliance would result in disciplinary
actions rather than delisting.

75

SFC’s Comments on HKExX’s Third Draft of the Consultation
Paper.

SFC (Daisy Lai) email HKEx (Ann Chapman) further to item 73,
suggesting that:-

“We believe it would be very helpful to the market to include
some very general criteria/guidelines on what HKEx would
look at when determining whether a proposal to restore
compliance with the continuing listing criteria is acceptable.”

76

HKEx (Anne Chapman, Doris Lee) and SFC (Charles Grieve, Daisy
Lal) exchanged comments and information on turnover velocity (which
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is related to one of the continuing listing criteria proposals) and
comparison of the UK and HK prospectus contents requirements.

24.06.02

77

SFC’s Comments on HKExX’s Third Draft of the Consultation
Paper.

SFC (Daisy Lal) sought clarification from HKEx (Ann Chapman) on
the contents of the third draft of the Consultation Paper concerning
right issue-

“We note from the current proposal that rights issue that might
result in a theoretical share price below HK$0.5 will not be
approved by the Exchange. We wish to confirm that issuers
are not prohibited from undertaking a share consolidation at
the same time in order to facilitate a rights issue which may
otherwise result in a share price below HK$0.5.”

25.06.02

78

HKEX (Doris Lee) reverted to SFC (Daisy Lai) on the question of right
issue to confirm that:-

“We would not object to any rights issue that may result in a
share price below HK$0.50 so long as it is together with other
proposals, such as consolidation, that has a net result of raising
the share price above HK$0.50.”

26.06.02

79

HKEX’s Fourth Draft of the Consultation Paper.

HKEx submitted the fourth draft of the Consultation Paper to SFC,
together with response to SFC' s earlier comments.

It was confirmed that:-

“...public float and minimum number of shareholders will be a
continuing obligation rather than continuing listing eligibility
criteria. ”

80

Article in Sing Tao headlined “HKEX Proposes to Force Penny Shares
to Consolidate” .

27.06.02

81

SFC (Charles Grieve) supplied comments to HKEx (Karen Lee) on the
proposals on prospectus disclosure requirements.

28.06.02

82

FS Letter to HKEx Chairman.
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FS (Antony Leung) wrote to HKEx Chairman (Charles Lee), pointing
out, among other things, that “the current state of affairs of corporate
governance of listed companies is worrying’” and inviting HKEX
Chairman to consider improvement measures.

The letter was drafted by and also copied to SFS (Stephen Ip).

28.06.02
(Cont’ d)

83

SFC (Charles Grieve) and HKEx (Karen Lee) exchanged comments
and information on the disclosure proposals.

01.07.02

Frederick Ma assumed office as the Secretary for Financial Services
and the Treasury (SFST).

Financial Services Bureau (FSB) was renamed Financial Services and
the Treasury Bureau (FSTB).

FSTB prepared brief for SFST (Frederick Ma), outlining the package
of measures to improve corporate governance standards.  This
mentioned also the public consultation on the proposed amendments to
the Stock Exchange Listing Rules on delisting and penny stocks.

02.07.02

85

SFST (Frederick Ma) revealed in an interview/radio programme on
Metro his thinking about improvements to the listing structure (‘ reform
to listing committee structure”).

03.07.02

86

HKEx Chairman’s Response to FS’ Letter.

HKEx Chairman (Charles Lee) replied to FS letter of 28.6.02 (item
82), saying that:—

“We have proposed to SFC certain tightening up of the initial
and continuing listing eligibility criteria (including treatment of
penny stocks) and delisting procedures for the Main Board.
We are finalising the consultation paper with SFC and will
issue it by end July/early August. The aim is to implement the
new rules in the first quarter of 2003.”

The letter was copied to SFST (Frederick Ma).

87

HKEX’s Second Version of the Fourth Draft of the Consultation
Paper.

HKEX s Doris Lee submitted the second version of the fourth draft of
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the Consultation Paper to SFC (Ashley Alder).
88 SFC (Daisy La) commented to HKEx (Doris Lee) on some of the
outstanding issues in the second version of the fourth draft.
04.07.02 89 HKEXx (Doris Lee) submitted the first draft of the questionnaire of the
Consultation Paper to SFC (Ashley Alder).
04.07.02 90 HKEx and SFC continued to exchange information and comments on
(Cont’ d) the draft Consultation Paper.
91 SFC (Daisy Lai) confirmed with HKEx (Karen Lee) that SFC had no
further comment on the disclosure proposals.
05.07.02 92 SFC supplied further comments to HKEXx on the disclosure proposals in
the second version of the fourth draft.
93 HKEx (Anne Chapman) reverted to the SFC (Daisy Lai) on the queries
raised on the second version of the fourth draft.
94 HKEX’s Fifth Draft of the Consultation Paper.
HKEx submitted the fifth draft of the Consultation Paper to SFC via e-
mail from HKEXx (Doris Lee) to SFC (Ashley Alder)
08.07.02 95 SFC Chairman’s Letter to SFST.

SFC Chairman (Andrew Sheng) wrote to SFST (Frederick Ma),
explaining the key initiatives the Commission were taking to improve
the quaity of the Hong Kong listing market and in upgrading the
standard of corporate governance.

A copy of the Commission s internal study conducted in December
2001 was attached, referring to alarge number of poor-quality listings.

SFC Chairman (Andrew Sheng) mentioned that a key initiative arising
from the study was a review of the entry and exit criteria for the Hong
Kong listing market, and that HKEx had been working, in consultation
with SFC, on a review of the present initial and continuing listing
criteria for the Man Board, with a view to releasing a public
consultation paper towards the end of July.
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96

Administrative Assistant to SFST (Clara Tang) relayed SFST s
suggestions to reform the Listing Committee to FSTB and sought its
assistance in co-ordinating views with SFC and HKEX.

97

FSTB (KC Au) set up a meeting for FSTB, SFC and HKEX to be held
on 9.7 to work on the package of proposals and the rollout plan. The
theme of the package would be * enhancing corporate governance and
streamlining listing processes”.

09.07.02

98

First Special Meeting to Co-ordinate PR Roll-out Plan for SFST.

Meeting amongst FSTB, SFC and HKEXx to work out the package of
proposals and PR Rollout plan for the press conference scheduled for
24.7.02 to be jointly held by all three to announce the restructuring of
the Listing Committee and streamlining of listing procedures.

(Note: this package did not cover penny stocks or the delisting
proposals which were considered separate items not part of the
corporate governance package.)

The meeting was chaired by Permanent Secretary for Financid
Services and the Treasury (Financia Services) (PSFS) (Tony Miller)
and attended by Chief Executive of HKEx (KC Kwong), SFC (Andrew
Sheng, Ashley Alder), FSTB (KC Au, Sdina Y an).

Chief Executive of HKEx (KC Kwong) mentioned at the meeting his
plan to release the consultation paper on the delisting proposals on
24/25 July, following SFST s appearance before the LegCo Panel on
Financia Affairs on 24.7.02, to introduce the package to improve
corporate governance.

The meeting also noted that HKEX s “delisting” proposals would be
ready for considering by the Listing Committee on 18.7 and for
consultation thereafter. Both SFC and HKEx recommended the
inclusion of the mention of the “ delisting” proposals when the package
was to be jointly announced by FSTB, SFC and HKEXx by end July, as
it would fit in well with one of the three themes of the package, i.e.
improving corporate governance. The other two themes are reforming
listing committee structure and streamlining listing procedures.

99

After the meeting, Salina Yan of FSTB was asked to follow up on co-
ordinating the input from SFC and HKEx for inclusion in the package
and to start preparing briefing materials (Questions and Answers and
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lines-to-take) on the package.

09.07.02
(Cont’ d)

100

In the evening, HKEx (Karen Lee) phoned FSTB (Sdlina Yan),
outlining the HKEX' stimetable for release of its Consultation Paper —

e circulation of the draft Consultation Paper to the Listing
Committee on 10.7 for the Committeg s consideration at its meeting
scheduled on 18.7; and

e publication of the consultation paper on 25.7.02.

HKEXx (Karen Lee) mentioned concerns about the risk of leakage of the
proposals in the Consultation Paper before the announcement of the
package by SFST on 24.7. Karen Lee also sounded out Salina Yan on
HKEX PR plan for announcing the “ delisting’ proposals the day after,
mainly to ascertain if it would be desirable to defer the publication of
HKEXx proposals so as not to disrupt the PR plan for the joint
announcement scheduled for late July [24.7.02].

10.07.02

101

Sdlina Yan informed KC Au of the HKEX s timetable and sought views
on the concern about leakage, whilst noting that the Chief Executive of
HKEx had aready indicated to the press that a consultation paper
would be published before end July.

KC Au advised Salina Yan that the market was expecting the HKEX' s
“delisting” consultation.

102

SFKFC Summary Sent to FSB .

FSTB (Salina Yan) called SFC (Laurence Li) for some lines to take on,
and an outline of, the delisting package to prepare for the PR Rollout
for the package on corporate governance improvements and
streamlining processes to be announced on 24.7 at the joint press
conference.

SFC (Laurence Li) sent to FSTB (Sdlina Yan) by email a draft
summary table (prepared internaly by SFC) on the proposed
admission and continuing listing criteria and delisting procedures (the
“SFC Summary Table”) for Salina Yan sinformation.
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10.07.02
(Cont’ d)

103

SFC’s Comments on the Fifth Draft of the Consultation Paper.

SFC (Laurence Li) supplied comments to HKEx (Karen Lee) on the
fifth draft of the Consultation Paper and the Questionnaire.

SFC offered no further policy comments on the fifth draft of the paper,
which included the proposal to set the minimum trading threshold at 50
cents.

SFC however expressed concern over the drafting, including the length
of the document and the drafting:-

“..The sheer length ... would no doubt cost some PR points.
But we shall leave that to you. QOur biggest point on the 5th
draft has to do with drafting. Because of successive changes,
the draft has gotten very long and unwieldy. There are also
places where the same changes which seem to conflict with
each other. Below are some examples but no doubt we've only
spotted a few out of many. I strongly urge you to have a fresh
pair of eyes read over the paper carefully in the next couple of
weeks before public release.”

HKEx (Karen Lee) advised SFC that the latest draft of the
Consultation Paper had taken into account most of the comments and
views of the SFC — “(actually 3 final-touch drafis over last week-
end)”.

104

Draft Consultation Paper (Sixth Draft) Sent to the Listing
Committee.

HKEXx dispatched the advanced draft of the Consultation Paper to the
Listing Committee members (for deliberation at the meeting of
18.7.02).

105

SFC (Laurence Li) emailed HKEx (KL) to request a copy of the final
version HKEXx sent to its Listing Committee.

106

Sixth Draft of the Consultation Paper Sent to SFC.

HKEx (Doris Lee) submitted the sixth draft of the Consultation Paper
(i.e. the version sent to the Listing Committee members) to SFC.

She aso advised SFC that this latest version had incorporated the

AS55




Date

Serial
No.

Event

comments and views of SFC.

15.07.02

107

FSTB (Sdina Yan) forwarded to the Administrative Assistant to SFST
(Clara Tang) a brief for the meeting of the Securities and Futures
Liaison Committee (housekeeping meeting with SFC) to be held on
17.7.02.

The brief outlined the PR Rollout Plan on listing matters and
mentioned the publication of the consultation paper on delisting by the
HKEx on 25.7.

The brief was also passed to SFC.

16.07.02

108

HKEx (KC Kwong, Karen Lee) visited SCMP newsroom on invitation
and held informal discusson with the editoriad team members.
Without disclosing details, Chief Executive of HKEx mentioned about
that a consultation paper on continuing listing criteria had been
submitted to the Listing Committee for consideration.

17.07.02

109

HKEx Sent Executive Summary of the Consultation Paper to
FSTB.

FSTB (Salina Yan) rang up HKEx (Karen Lee) for some lines-to-take
and confirmation of the gist of the delisting package, as she had been
unable to contact SFC (Laurence Li) to confirm that the draft summary
(the SFC Summary Table prepared by SFC (item 102)) could be taken
asfinal.

HKEx (Karen Lee), in response, faxed a copy of the Executive
Summary of the draft Consultation Paper (the “HKEx Executive
Summary’) and an extract of a covering paper aready circulated to the
Listing Committee to FSTB (Salina Y an).

FSTB (Sdina Yan) had by then received confirmation from the SFC
(Laurence Li) that the SFC Summary Table included the latest
proposals which were put before the Listing Committee.

FSTB (Salina Yan) had telephone conversations with HKEx (Karen
Lee) and SFC (Laurence Li) asking their views about:—

(a) what they would consider to be controversial in the proposals; and

(b) what options would be available to investors in companies which
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may be delisted.

Sdlina Yan was advised by Karen Lee that the dampening effect on
“shell” buying activities could be a source of complaint.

17.07.02
(Cont’ d)

109
(Cont’ d)

She was advised by Laurence Li that around 25 companies might be at
risk of being delisted if all the proposals were to be implemented right
away. Mr Li further stressed that minimum trading price was meant
to be a trigger for consolidation and there would be a long transitional
period.

110

Securities and Futures Liaison Meeting held between FSB and
SFC.

The Rollout Plan for the press conference scheduled for 24.7.02 was
noted by the mesting.

111

Communication within FSTB .

FSTB (Sdlina Yan), after notifying her seniors (KC Au, DSFS and
Tony Miller, PSFS), passed a copy of the SFC Summary Table to
Administrative Assistant to SFST (Clara Tang), together with an
email:—

e highlighting that the proposals would be considered by the Listing
Committee on 18.7 and for publication sometime after the press
conference on 24.7; and

e relaying SFC s clarification that the 50 cents proposal was a trigger
for consolidation.

112

The Administrative Assistant to SFST (Clara Tang) then placed a hard
copy of the emall from FSTB (Salina Yan) together with the SFC
Summary Table in the in-tray of SFST (Frederick Ma).

113

HKEXx published its Exchange magazine which contained an article
mentioning the imminent publication of the Consultation Paper.

114

SCMP run an article headlined “ Penny stocks face axe” and reported
that:-

“The exchange also plans to bring in a compulsory
consolidation rule to eliminate penny stocks.”
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“Under the HKEx proposal, a company would be forced to
carry out a share consolidation — combining a number of old
shares into one new share — if the share price fell below a
certain level. Such an exercise raises the theoretical share

price.”

17.07.02
(Cont’ d)

115

SFST (Frederick Ma) had a dinner engagement and left HK for London
in the late evening (returning to duty on the morning of 22.7.02).

18.07.02

116

Hong Kong Economic Times headlined that “ Share Price Below 50
Cents, Proposal to Require Share Consolidation’.

An article in SCMP headlined “Exchange poised to weed out penny
counters’. It reported in detail the 50 cents share consolidation
proposal. It quoted a source as explaining that:-

“We want to give a warning light to the company earlier. The
50 HK cents is not the de-listing threshold. It is the threshold
for companies to take corporate action to improve themselves, ”
the source said.

“Should we set the threshold to a level too low, it may be too
late for them to take any action to address their problems. ”

117

FSTB (Sdlina Yan) provided an interna minute to Tony Miller, PSFS
via KC Au, DSFS. This contained a brief analysis of the various
summaries provided by the SFC and HKEX.

Both the SFC Summary Table (item 102) and the HKEXx Executive
Summary (item 109) were attached to the minute.

In the minute, FTSB (Salina Yan) also mentioned, together with the
advice she obtained from HKEx (Karen Lee) and SFC (Laurence Li),
that about 53.2% of the companies in the Main Board were trading
below $0.5 as a end 2001. This minute did not go to the SFST

(Frederick Ma)

118

HKEX Listing Committee Meeting .

The Listing Committee met for over two hours to deliberate on the
proposals in the Consultation Paper. Members in general supported
the proposals, including setting the minimum trading threshold at 50
cents, as the basis for consultation.
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Members had comments on various other proposals. They did not
mention that the consultation proposals might lead to the dumping of
penny stocks.

The Committee made certain amendments to other items, and approved
the Paper for public consultation.

19.07.02

119

Sing Tao s article headlined that “ Mandatory Share Consolidation Will
Benefit Market Makers’.

19.07.02
(Cont’ d)

120

HKEx (Karen Lee) informed SFC (Laurence Li) by telephone that
Listing Committee had inserted a question into the Consultation Paper
on whether a waiver from the public float requirement should be
available in certain takeovers situations. Karen Lee asked whether the
guestion had any Takeovers Code implications. Laurence Li
replied that the Takeovers Code applied independently and added that
he thought the waivers should not be available as a matter of principle,
but, since the Listing Committee had inserted the question, the issue
should aso be subject to the public consultation.

HKEXx (Anne Chapman) followed up the matter with the SFC (Daisy
Lai) afterwards.

Sometime in
the week of
15.07.02

121

SFC (Laurence Li) and HKEx (Karen Lee) discussed over the
telephone when HKEx would release the consultation paper. In the
course of a number of discussions, the leave plans of the Chief
Executive of HKEx (KC Kwong) was mentioned.

Karen Lee mentioned that HKEX had planned to release its consultation
paper on Thursday (25.7). Laurence Li then asked why not Friday
afternoon, suggesting also that SFC could release its research paper on
Thursday to “ set the scene” for an informed debate.

Karen Lee conveyed to Laurence Li the advice of her colleagues in the
Corporate Communication Division that Friday was not generally
considered appropriate for major releases because there was less media
coverage on Saturdays and the news might attract |ess attention.

SFC (Laurence Li) then said that, in that case, SFC would release its
research paper on the quality of the Hong Kong listing market over
lunchtime on 25.7 so journalists would have a few hours to digest the
background facts before the HKEX s briefing (which Li till thought
would be after close of business on Thursday).
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122

HKEx (Karen Lee) asked SFC (Laurence Li) for a copy of the SFC s
research paper.

18.07 —23.07.02

123

HKEx worked on the final version of the Consultation Paper by
incorporating comments of the Listing Committee members and fine-
tuning the overall contents of the paper.

The days
leading up to
25.07.02

124

SFC (Laurence Li) spoke with HKEx (Karen Lee) on the telephone
numerous times before release of the Consultation Paper.

There were discussions of the importance of explaining that the 50
cents threshold was not one for delisting. Karen Lee mentioned she
would emphasize that it would not be “arrive a price-line and
automatic death’ ( ).

There were discussion regarding co-ordination of the announcement of
the new listing governance structures as well as the release of the

Consultation Paper and SFC' s research paper.

22.07.02

125

Oriental Daily News columnist (Dr. Stock) wrote that:-

“Having over 120 penny stocks is a historic record. And half
of the listed companies are below $0.5. We need to know that
many penny and low-price companies refuse to consolidate the
shares because of sinister motives. They fear that
consolidation would put the share price at a higher level, thus
increasing the “room” for a fall. Or they wish to continue as
low-price stocks, luring investors to see the stocks as easy to
punt, so that the companies could suck money from the public
shareholders.

23.07.02

126

Second Special Meeting to Co-ordinate PR Roll-out Plan for SFST.

Meeting by SFST (Frederick Ma) with SFC and HKEx to finalize
preparations for the press conference on 24.7 to announce the package
on the reform of the Listing Committee and the streamlining of listing

procedures.

The meeting agreed that SFST would preside at the press conference,
and SFC Chairman, HKEx Chairman, and Chief Executive of HKEXx
would also participate.

The meeting also agreed that “delisting’ proposals as a subject of
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consultation by HKEx would only be very briefly touched upon in the
opening of the press conference, and the detailed proposals would be
separately announced by HKEx on 25.7. Should any journalist ask
about the “delisting” proposals on 24.7, Chief Executive of HKEXx
would take the question.

Members aso noted that SFC s paper on “the Quality of Market and
the Case for a More Effective Delisting Mechanismi’ would be released
by SFC on 25.7.

23.07.02
(Cont’ d)

126
(Cont” d)

HKEx Chairman (Charles Lee) brought up, at the end of the meeting,
his concern that SFC' s research paper might “crowd out” the news
reportage on the delisting proposals. PSFS (Tony Miller) agreed and
was concerned that the research paper might be considered negative.
SFC (Ashley Alder and Laurence Li) said it was important to set the
scene for an informed, rational debate about delisting. All agreed the
SFC would release a shortened version.

127

SFC (Laurence Li) eemailed HKEx (Karen Lee) a copy of the SFC s
research paper.

128

SFC (Laurence Li) e-mailed Chief Executive of HKEx (KC Kwong)
another copy of the SFC' s research paper later in the day, stating that:-

“I've also earlier indicated to Karen that we plan to hold a
media lunch that day [ie, 25.7]. Since the delisting
proposals would likely affect the price of some stocks, we
assume the Exchange would do its briefing after market
closes ... We’ll ask our CC colleagues to contact Henry to
touch base.” (Note: “Henry’ referred to Henry Law, Head of
Corporate Communications at HKEX.)

129

HKEx (KC Kwong) replied to SFC (Laurence Li), saying that Karen
Lee would make contact on the arrangements for media briefing on
25.7.

130

SFC (Laurence Li) and HKEx (Karen Lee) had two telephone
conversations about timing of HKEX s release of its consultation paper.

Karen Lee said in the first conversation that she had to discuss with KC
Kwong about the time, after learning from Laurence Li that SFC was
going to release its research report on the same day as HKEX s planned
release. She had in mind concerns expressed at the co-ordination
meeting (for the announcement of the new listing governance
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structures on 23.7.02) by Charles Lee and Tony Miller (item 126).

Karen Lee then reverted to Laurence Li after consulting colleagues of
the Corporate Communications Division about the arrangement, and
informed him that HKEx would release its Consultation Paper after the
close of the morning session the next day, and that HKEx had no views
on thetiming of SFC s release of its research paper as this was a matter
for the SFC.

23.07.02
(Cont’ d)

130
(Cont’ d)

In paradld, there was aso discussion between the personnel of the
Corporate Communications Divisions of SFC (CK Chan, Head of
Corporate  Communications Division) and HKEx (Lorraine Chan,
Assistant Vice-President, Corporate Communications Division) about
the schedule for HKEX s press conference. SFC asked if HKEx could
re-schedule its press conference for the Consultation Paper since it
might clash with SFC s news briefing and some information to be
given at HKEX s press conference might be price sensitive. Lorraine
Chan, after discussing the matter with Karen Lee, informed CK Chan
that HKEx would start its press briefing at 12:30 pm on 25.7.

131

Apple Daily’ s article headlined that “ Share Price Below 50 Cents May
Need to Consolidate” .

News reports on 23.7 and during the preceding week included
interviews with and quotes from market practitioners; most thought 50
cents was on the high side, but none predicted that there might be a
market scare.

Penny stocks did not show signs of disorderly trading or unusual
volatility over the previous week' strading.

24.07.02

132

SFST (Frederick Ma) attended the LegCo Panel on Financial Affairs.

133

Joint Press Conference Presided by SKFST on the Package of
Corporate Governance and Streamlining of Listing Processes.

SFST, SFC Chairman, the Chairman and Chief Executive of the HKEx
attended the joint press conference.

In response to a question from a reporter, Chief Executive of HKEx
confirmed that a consultation paper on proposas relating to initial
listing and continuing listing eigibility and cancellation of listing
would be released on 25.7.
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134

HKEx (Anne Chapman) e-mailed SFC (Laurence Li), at 6:21 pm, for
information, a copy of the press release on the announcement of the
proposals the next day.

25.07.02

135

SFC’s Press Briefing .

SFC' s Corporate Finance Division held a press briefing on its research
paper at 11:30 am to announce the findings of its study on the quality
of the Hong Kong stock market.

25.07.02
(Cont’ d)

136

Chief Executive of HKEx held press briefing to release the
Consultation Paper at 12:30 pm .

Journalists were given a reading session for about an hour to digest the
Consultation Paper before commencement of the briefing.

A media lunch was arranged for journalists after the press conference.
KC Kwong and Karen Lee had requested journalists to report the
proposals comprehensively and avoid sensational reports and headline.
They had aso reinforced the following messages during the media
lunch:—

e companies traded below 50 cents would not be immediately
delisted; and

e there would be a 12-month transitional period.

137

HKEXx posted the Consultation Paper on its website after the press
briefing.

138

SFC (Laurence Li) e-mailed HKEXx (Karen Lee) to request a marked-up
final version of the published Consultation Paper.

139

Trading was seen to be usual on the afternoon of 25.7.

140

HKEXx (Corporate Communications Unit) monitored the reports in the
electronic media in the afternoon and noted that the opinions given on
the new media by market practitioners on the proposals in the
Consultation Paper were generally neutral or supportive.

141

FS (Antony Leung) learned from the electronic media that HKEx had
issued a consultation paper relating to delisting mechanism.
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142

Around midnight, SFST (Frederick Ma) received feedback from a
contact that the delisting proposals in the Consultation Paper might
have problems.

26.07.02

143

HKEXx continued to monitor press reports on the Consultation Paper
and saw no indication that the publication of the proposals would
trigger a market panic or amgjor sell-off in low-priced stocks.

144

Unusuad movement of stocks commenced at about 10:45 am and
continued for about an hour.

26.07.02
(Cont’ d)

145

FSTB (Sdlina Yan) received reports from a trade association and the
SFC that there was panic selling of low price stocks. FTSB (Tony
Miller, KC AU) and the Administrative Assistant to SFST (Clara Tang)
and Press Secretary to SFST (Louisa Mak) were informed immediately.

146

At around 11am, SFST (Frederick Ma) received phone call from the
same contact referred to in item 142 informing him of the plunge.

147

SFST (Frederick Ma) told his Administrative Assistant (Clara Tang)
and Press Secretary (Louisa Mak) that he had not received anything in
writing about the delisting proposals. Clara Tang then pointed out
that a copy of the SFC Summary Table had been submitted to him
earlier on. Clara Tang then produced a copy of the SFC Table to him.

148

FS (Antony Leung) was informed by his Administrative Assistant
(Howard Lee) that the market had reacted strongly to HKEX s
proposal, and that SFST had already clarified publicly that the proposal

was only at the consultation stage.

149

SFST (Frederick Ma) phoned and informed the FS of the market
situation, and that he would make a further public statement later in the
day to reassure the public.

150

SFST (Frederick Ma) touched base with Chief Executive of HKEx (KC
Kwong) and talked to the media to clarify that the proposals were
merely proposals for public consultation.

151

HKEXx despatched hard copies of the Listing Eligibility Consultation
Paper to listed issuers, market practitioners and selected professional
and business organisations.

HKEXx launched its reach-out programme to seek market views on the
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paper after release:-

HKEx (Karen Lee) communicated with representatives of
stockbrokers associations (Ms. Choi Chan Po Sum and Mr. Trini
Tsang) inviting views and suggesting the holding of seminars for
their members if they considered necessary;

HKEx invited listed issuers and market practitioners to attend
seminars (in English, Cantonese and Putonghua) to be held on 12,
13 and 14 August 2002 to explain the contents of the Consultation
Paper and solicit market views on the Paper; and

26.07.02
(Cont’ d)

151
(Cont’ d)

HKEX provided telephone enquiry service for interested parties who
might have queries on the contents of the Paper.

152

FSTB (Salina Yan) received a copy of the Consultation Paper and a
letter from HKEXx (Karen Lee) inviting comments.

153

HKEx (Doris Lee) emailed SFC (Daisy Lai), a 4:56 pm, summary of
the significant amendments made to the Consultation Paper after the
Listing Committee meeting of 18.7.

154

HKEX issued a press statement in the early afternoon:—

The proposals were only part of a market consultation relating to
the Main Board Listing Rules,

HKEX expected a variety of responses from market participants;

It would take a few months to formulate the rules for the
implementation of any changes after the consultation; and

If any rules on delisting of existing penny stocks were adopted,
they would still be subject to a 12-month transition period before
Implementation.

155

SFC issued a press statement to echo HKEX' s statement.

156

SFST (Frederick Ma), in the evening, after consulting the Chief
Executive of HKEx gave a media stand up, saying the 50 cents
threshold was subject to discussion, and appealing to the public not to
panic.
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27.07.02

157

Chief Executive of HKEx (KC Kwong) discussed the matter with his
colleagues. He then rang up SFST and SFC Chairman in the morning
proposing that the 50 cents proposal be withdrawn.

158

SFST suggested to HKEx at the discussion (item 157) that the
consultation period be extended.

He aso asked a contact to organize a lunch for himself and HKEXx
Chairman to meet with market practitioners the following day.

In the evening, he spoke with SFC Chairman and HKEx Chairman
about his concern that the plunge of penny stock prices might trigger
broker defaults and wider implications on the market.

27.07.02
(Cont’ d)

159

HKEx’s Announcement on the Extension of the Consultation
Period.

HKEx announced extension of the consultation period by two months to
31 October 2002 and its plan to publish a supplementary paper on the
delisting proposal, first through radio programmes in the morning, then
through press release in the afternoon.

160

FS (Antony Leung) discussed with SFST (Frederick Ma) the market
reaction and the need for prompt action to address the anxiety in the
market during pauses in the sessions of the HKSAR Chief Executive’ s

Retreat. (whole day).

161

FS (Antony Leung) asked his Administrative Assistant (Howard Leg)
to arrange a meeting with SFST, SFC Chairman, HKEx Chairman and
Chief Executive of HKEX in the afternoon of 28.7 to discuss the way
ahead. (pm).

162

Administrative Assistant to SFST (Clara Tang) requested Salina Yan to
prepare a chronology of events for SFST s reference on 29.7. (late
afternoon).

28.07.02

163

FS (Antony Leung) continued to discuss with SFST about the market
reaction and the need for prompt action in between sessions of the
HKSARG Chief Executive’ s Retrest.

164

SFST (Frederick Ma) and HKEx Chairman (Charles Lee) had a
luncheon with brokers. Afterwards, HKEx Chairman suggested
withdrawing Part C of the Consultation Paper (the delisting proposals).
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SFST then met SFC Chairman (Andrew Sheng) in SFC s office.
While noting that brokers position was in order on 26.7, SFST raised
concern on the settlement in the following week. (3pm).

SFST (Frederick Ma) saw a copy of the Consultation Paper for the first
time in Shend soffice.

165

FS read the relevant extract of the Executive Summary of the HKEX s
Consultation Paper obtained by his Administrative Assistant (Howard
Lee) from the Internet. (before 4 pm).

166

Salina Yan went back to her office to work on the chronology of event
requested by the Administrative Assistant to SFST (item 162) but did
not have the relevant files.

28.07.02
(Cont’ d)

167

Meeting at FS Residence.

Meeting amongst FS, SFST, SFC Chairman, Chairman and Chief
Executive of HKEx at 4 pm at FS residence.

The meeting agreed to the HKEx Chairmari s proposal to withdraw the
delisting proposals and to hold a press conference at 6 pm to announce
the withdrawal and further explain the rationale behind the proposal to
alay public anxiety.

168

Press Conference to Announce the Withdrawal of Part C of the
Consultation Paper.

The press conference was held by SFST (Frederick Ma), SFC
Chairman (Andrew Sheng), HKEx Chairman (Charles Lee) and Chief
Executive of HKEx (KC Kwong) at 6 pm to announce the withdrawal
of the delisting proposals.

At the press conference, SFC Chairman responded to a question in
Cantonese which was interpreted by some later reports to the effect that
the SFC had not indicated a view on the price threshold. (Note : the
whole context of all the questions and answers should have made it
clear that the SFC had discussed price thresholds with the HKEX.)

29.07.02

169

FS (Antony Leung), in response to media enquiries on his way back to
the office, mentioned that HKEX —

might not have given sufficient thoughts to the details of the
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proposal;
might have under-estimated the market reaction; and

had not informed FSTB prior to the release of the Consultation
Paper.

170

Salina Y an completed the drafting of the chronology of event, under the
impression that the chronology should show the overall developments
since the subject of penny stocks came to the knowledge of the policy
bureau. The chronology did not include the HKEx Executive
Summary which she had received from HKEx (item 109) which in her
view was similar to the SFC Summary Table (item 102) which she had
sent to the Administrative Assistant to SFST. After passing the draft
to KC Au and Tony Miller for quick comments, Salina Yan sent the
chronology of events to Administrative Assistant to SFST (Clara
Tang).

30.07.02

171

In the morning, Salina Y an realized that the HKEx Executive Summary
might be regarded as material in the incident and confusion might have
been caused in the reference to the term “summary’. She drew the
omission from the chronology to the attention of KC Au, who was on a
telephone conference with SFST. On KC Au s suggestion, Salina 'Y an
spoke to SFST, using the speaker phone, confirming her receipt of the
HKEx Executive Summary. SFST does not recall this message.

172

SFST held meeting with SFC, HKEx and his staff to prepare for the
LegCo Panel on Financia Affairs meeting scheduled for 31.7.02.

SFC Chairman (Andrew Sheng) and Chief Executive of HKEx (KC
Kwong) confirmed that they had neither consulted SFST (Frederick
Ma) nor sent a copy of the Consultation Paper to him before 25.7.02.

173

Meeting between FS (Antony Leung), SFST (Frederick Ma) and HKEX
Chairman (Charles Lee).

31.07.02

174

Further meeting amongst SFST, SFC Chairman, HKEx Chairman,
Chief Executive of HKEX in the morning to prepare for the Special
meeting of LegCo Panel on Financia Affairs scheduled for the
afternoon.

FSTB (Salina Yan), in clarifying the issue of “who knows what”, at the
preparatory meeting, confirmed: -
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Date

Serial
No.

Event

the SFC Summary Table she received on 10.7.02 had been passed
to the Administrative Assistant to SFST (Clara Tang) on 17.7.02
(items 102 and 111); and

the Executive Summary of the Consultation Paper provided by
HKEX (Karen Lee) on 17.7.02 (item 109), had not been passed to
SFST s Office. (The Executive Summary was only sent to Tony
Miller viaKC Au on 18.07.02 (item 117).)

SFST (Frederick Ma) became aware that the HKEx had sent a copy of
the Executive Summary of the Consultation Paper to FSTB on 17.7.02.
He mentioned this to the Financial Secretary afterwards.

At the preparatory meeting, SFST, SFC Chairman and HKEx Chairman
al read out their draft speeches to be delivered at the LegCo Panel
meeting. The draft of the Chief Executive of HKEx was not then
complete and did not contain the chronology in his final version
delivered at the Panel meeting.

31.07.02
(Cont’ d)

175

FS appoints an independent Panel of Inquiry to look into the Penny
Stocks Incident.

176

Special Meeting of LegCo Panel on Financial Affairs.

See detailed discussion in paras. 9.19 to 9.22 of the Main Report.
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Legend of Abbreviations

FS Financial Secretary

FSB Financial Services Bureau

FSTB Financial Services and the Treasury Bureau
HKEx The Hong Kong Exchanges and Clearing Ltd
SFC Securities and Futures Commission

SFS Secretary for Financia Services

SFST Secretary for Financial Services and the Treasury

Persons mentioned in the chronology of events

The Financial Secretary’s Private Office
Antony Leung Financial Secretary (FS)

Howard Lee Administrative Assistant to FS

Financial Services and the Treasury Bureau (FSTB) /
Financial Services Bureau (FSB)

Frederick Ma Secretary for Financial Services and the Treasury (SFST)

Stephen Ip Secretary for Financial Services (SFS) (before 1.7.02)

Tony Miller Permanent Secretary for Financial Services and the Treasury (Financial
Services) (PSFS)

King Chi Au Deputy Secretary for Financial Services and the Treasury (Financial

(KCAu) Services) (DSPS)

SdinaYan Principal Assistant Secretary for Financial Services and the Treasury
(Financial Services) (Securities) PAS(FS)

ClaraTang Administrative Assistant to SFST

LouisaMak Press Secretary to SFST

Securities and Futures Commission
Andrew Sheng Chairman

Ashley Alder Executive Director, Corporate Finance Division
David Stannard Executive Director, Corporate Finance Division (before 01/10/01)
Laurence Li Director, Corporate Finance Division

Charles Grieve Director, Corporate Finance Division

Daisy Lai Senior Manager, Corporate Finance Division

Eric Cheng Senior Director of Surveillance, Enforcement Division

CK Chan Associate Director and Head of Corporate Communications Division
Stephen Po Director, Intermediaries Supervision
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Hong Kong Exchanges and Clearing Limited

Charles Lee
Ki Chi Kwong
(KC Kwong)
Lawrence Fok
Karen Lee

Keniel Wong
Anne Chapman
Mark Bewley
DorisLee
Henry Law
Lorraine Chan

Chairman
Chief Executive

Deputy Chief Operating Officer

Executive Vice President and Head, Listing Regulation and Risk
Management Unit

Senior Vice President, Listing Division

Vice President, Listing Division

Assistant Vice President, Listing Division

Senior Manager, Listing Division

Head, Corporate Communications Unit

Assistant Vice-President, Corporate Communications Unit
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(Source:- HKEXx)

2001

1

2002

7

25

Annex 7.2

2001/1/11

2001/1/19

BNP
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2001/1/19
(Cont d)

2001/1/23

2001/1/29

10
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2001/2/5

2001/2/16

2001/2/19
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2001/2/19
(Cont d)

)

2001/2/23

2001/3/14

2001/3/20

2001/3/22

AT5




2001/4/26

2001/5/10

2001/5/14

150

AT6
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2001/5/14
(Cont d)

)

2001/5/15

2001/5/17

AT8




2001/5/17
(Cont d)

2001/5/18

SCMP

A low face value not only restricts liquidity in a
company's shares but impedes its ability to raise
money.

Chairman of the Hong Kong Ingtitute of
Investors, Ricky Tam, said a company must
improve its business performance and could not
only rely on share consolidation in an attempt to
stabilize its share price.
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2001/5/18
(Cont d)

SCMP
(Cont d)

Ricky Tam said he had reservations about setting
up a delisting mechanism in Hong Kong similar
to that in NYSE which requires a stock having
been traded at a price below US$1 for more than
30 consecutive days to be delisted from the
exchange. He said Hong Kong, unlike the US,
had no active OTC market allowing investors to
capitalize shares that had been delisted from the
official exchange.

2001/5/19

2001/5/25
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2001/5/25
(Cont d)

)

2001/5/31
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2001/5/31
(Cont d)
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2001/5/31 -
(Contd) ()

2001/6/1

2001/6/2

2001/6/15

David Webb
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2001/6/15
(Cont d)

)

David Webb

10

2001/7/3

2001/7/27

2001/7/30

2001/8/1

2001/9/5

2001/9/22

2001/10/29

2001/12/7

2001/12/21

A85




2001/12/21
(Cont d)

2002/1/9

2002/1/22

2002/3/15

2002/4/15

2002/4/18

2002

2002
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2002/4/19

2002/4/20

2002/4/23

2002/4/29

2002/5/2

2002/5/3

2002/5/5

2002/5/6

2002/5/11

2002/6/4
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2002/6/10

2002/6/12

The - (Shareholders  Group)
Standard

2002/6/13 |The -
Standard

2002/6/15

2002/6/17
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2002/6/18

Geng Xiao  Yuhong Yan
2002/6/21 batel
ez
OTC
2002/6/23
2002/6/24

2002/6/26
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2002/6/26

(Contd) |( )
2002/6/28
2002/7/3
2002/7/17
18
2002/7/18
2
1
5
2002/7/19
1 75
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2002/7/19
(Cont d)

2002/7/21

2002/7/22

2002/7/25
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Annex 11.1
(Source:- HK Ex)
26 July 2002
Highlights of media reports on penny stocks and delisting

Date Media Highlights

26/7/2002  |Majority of media| - HKEXx consultation paper suggested Main Board
stocks valued below $0.50 for 30 consecutive
days should be delisted.

- Kwong Ki-chi said Nasdag aso had similar
minimum share price requirement.

- Kwong Ki-chi said there would be a 12-month
transitional period for companies to raise their
share price to the minimum level, and
consolidating shares was one way. HKEx had no
intention to establish a new board for delisted
shares.

- Karen Lee said there were 386 listed companies
with share prices under $0.50. Such companies
would not be delisted if their share price
bounced back to over $0.5 and remained at over
$0.5 for the following 60 trading days.

- The SFC research paper pointed out Hong Kong
had a higher percentage of penny stocks than
other cities.

HKEJ - Francis Leung regarded the requirement of
consolidating shares valued below $0.5 as a
numeric game only.

- K S Lo sad investors would be more
disadvantaged if penny stocks were delisted.

- The SFC's Director of Corporate Finance
Division, Laurence Li, said there was an urgent
need to establish an effective ddlisting
mechanism.
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Date

Media

Highlights

26/7/2002
(Cont’ d)

HKET

Enron issue prompted the HK SAR Government
and the SFC to pay attention to badly
performing companies.

The HK Government was aware of market
opinions over the past year about the
maintenance of the listing status of penny stocks

People familiar to the dtuation said the
minimum share price for a delisting mechanism
had been discussed before among regulators

HK Stockbrokers Association's Wilfred Wong
said whether the share price threshold should be
fixed a $0.5 was worth considering, and
whether investors had the chance to exit the
market should also be considered.

PWC's partners wondered if the market would
be mided about the quality of listed companies
if the proposals affected more than half of listed
companies.

Sun Hung Kai Securities sad
consolidation alowed penny stocks to escape
being delisted.

Some minority shareholders worried that share
prices would keep on falling even after the share
consolidation.

Ming Pao

Tang Sing Hing said it was inappropriate to
regard $0.50 as the divider because the most
volatile stocks were those under $0.1.

Ta Fook's Wong Chung Man agreed it would be
better to set the price level at $0.1.

Ricky Tam said athough the US aso had a
ddisting mechanism, they aso had an OTC
market. However, Hong Kong did not have an
OTC market, putting investors a a
disadvantaged position.

Some feared that the $0.50 delisting mechanism
would be abused.

Li Kam said consolidating shares would increase
the cost of market and it was believed that this
would affect the turnover of the local market.

K S Lo hold reservations about the proposal and
thought delisting penny stocks would be more
hurt for investors.
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Date

Media

Highlights

26/7/2002
(Cont’ d)

Ming Pao
(Cont’ d)

Securities participants generaly agreed that
$0.50 was too high and would increase the
difficulties of small brokers.

David Webb said the SFC should be responsible
for the delisting mechanism proposal.

Apple Daily

More than 100 penny-stocks would be delisted
when the delisting mechanism is implemented in
the first quarter next year.

Chim Pui-chung said setting the minimum share
price a $0.50 and banning listed companies
from issuing new shares under the generd
mandate at less than $0.50 would help to protect
investors.

Cheung Wah-fung said $0.50 was too high but
requiring shares under $0.10 to be consolidated
was acceptable. He believed the new rule could
reduce the opportunity of maor shareholders to
take advantage of minority shareholders.

Orienta Dally
News

An SFC survey showed that 107 listed
companies had a share price below $0.50, about
14 per cent of the tota number of listed
companies. The survey aso pointed out that the
ratio did not comply with international
standards.

Wilfred Wong worried that it was difficult to sell
shares of due to be delisted.

Executives of listed companies said companies
needed time and capital to consolidate shares, as
share prices would continue to drop after share
consolidation.

The financial editorial criticised that the
delisting mechanism as too harsh and described
it as good thing turned bad.

The Sun

Some market participants expected that
implementation of the delisting proposal would
trigger a massive penny-stock consolidation and
sl-off.

Sing Teo

Market participants likened the delisting
mechanism to giving small investors the death
penaty. If the delisting proposa is to be
implemented, it would possibly trigger a
massive penny-stock sell-off.
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Date Media Highlights
26/7/2002 |SingPao/ | . Corporate finance participants said delisting
(Cont’ d) Hong Kong Daily mechanism could help tightening regulation, but

News

it was too harsh on penny-stocks. A trend of
share consolidation would emerge.

Professionals in Corporate Finance sector agreed
that the delisting mechanism could strengthen
regulations to listed companies. However, it
was too harsh for delisting of penny stocks. It
was expected there would be a lot of shares
consolidation exercises.

Hong Kong
Commercial
Dally

Frederick Ma said the HK$0.5 threshold should
be determined by market participants and
investors should not be too short-sighted. Ma
said he did not agree that it was inappropriate for
HKEx to have chosen to publish the
Consultation Paper when market conditions at
the time was poor, thereby increasing market
uncertainty.

The editorial said investors' interests should be
consdered in introducing the ddlisting
mechanism because smal investors only
selected low price shares. Besides, the new
rules would scare off mainland investors if the
coverage is too extensive.

TaKung Pao

Wu Man-ching said share prices did not reflect
the performance of listed companies.

Trini Tsang said HK$0.1 was a more appropriate
threshold and HK$0.5 was too high.

Frederick Ma said the consultation paper would
help improve corporate governance standards.

The editorial said the consultation would have a
negative effect on the market.

SCMP

Ernest Ip of PWC said the proposals were too
harsh and they would cause a lot of listed
companies to be delisted.
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Annex 12.1

Job Description of the Secretary for
Financial Services and the Treasury

The duties of the Secretary are—

(1)
2)

3

(4)

(5)

(6)

(7)
(8)

to gauge public opinion and respond to the needs of the community;

to set policy objectives and goals, and develop, formulate and shape
policies;

to assist the Chief Executive in policy making as members of the
Executive Council;

to secure the support of the community and LegCo for their policy and
legidlative initiatives as well as proposals relating to fees and charges and
public expenditure;

to attend full sessions of LegCo to initiate bills or motions, respond to
motions and answer gquestions from LegCo members;

to attend LegCo committee, subcommittee and panel meetings where
major policy issues are involved;

to exercise the statutory functions vested in him by law; and

to oversee the delivery of services by the executive departments under
their purview and ensure the effective implementation and successful
outcome of policies.
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