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It would come as something of a shock if the
referee in a game of football suddenly dec ided
he would take possess ion of the ball in an
attempt to score a goal. Similarly  the SFC, as
the referee of Hong Kong's financial markets, is
responsible for the enforcement of the rules of
the game and does not intervene
in corporate transactions.

SFC Chairman Andrew Sheng
made this point recent ly  in an
op en  l e t t e r  t o  i nves t o rs
responding to some investor
concerns about the properness of
certain commercial transactions
proposed by lis ted companies .
"Hong Kong operates a disclosure-
based regulatory  sys tem,"  Mr
Sheng said. "Our primary  objective is to ensure
that public investors receive reliable information
disclosure in order to make the best judgement
on transactions or events for themselves."

Together with the Stock Exchange, the SFC
enforces process rules to ensure that there is
t i mely ,  accurate  and  fu l l  disc los ure of
informat ion on which investors can base their
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The SFC has produced video dramas to
be b roadcast  on public  t ransport .
Entitled " Invest  with Your Heads Up",
the series comprises 12 three-minute
episodes, which aim to explain s tock
trading and set tlement  procedures, as
well as  measures investors should take
to protec t their interests when dealing
in s tocks. Beginning 15 May 2002 for
12 consecutive Wednesdays, the series
will be broadcast on RoadShow Media,
on 2,400 buses of the KMB and Citybus
lines and on 200 public light buses.  After
broadcast , each episode wil l be made
available on the Elec tronic  Investor
Resources Centre (www.hkeirc.org).

The SFC has also published a Chinese
language cartoon leaflet called "Wise
Ways when Dealing with Brokers"  to
educate investors how they could protect
their interests in stock trading. The leaflet
is available at the SFC Office and the 12
Consumer Advice Centres  of the
Consumer Council, as well as online on
the "Advice to Investors" section of the
SFC's  website.   The SFC wil l  also
dis tribute the leaflet  through the 519
district council members' offices.
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Better disclosure discipline
As an investor,  you need t imely  and accurate
informat ion to make well-informed investment
dec isions,  but  how can you be sure that  the
information you read in a company prospectus or
announcement is reliable?

The exis ting regulatory  framework  for corporate
information disclosure is largely  based on the non-
statutory Listing Rules  of the Stock Exchange and
on the contractual obligat ion between a l is ted
company and the Exchange under  a Lis t ing
Agreement, hence the announcements issued by
the Exchange to reprimand companies that have
"misbehaved".

As the Hong Kong market  cont inues to grow,
however, many believe that  some k ind of statutory
support for this  disc losure regime has become
necessary.  So the SFC proposes to require
companies  and l ist ing applicants  to fi le their
disclosure and application materials, not only with
the Exchange, but also with the SFC as a statutory
fi l ing.  (To make things easy,  companies  and
applicants can just pre-authorize the Exchange to
forward the documents to the SFC.)

Th is  m ini mal  change  to the  ex i s t i ng fi l i ng
arrangement will enable the SFC to investigate and
prosecute,  under exis ting statutory powers,  those
who intentionally or reckless ly provide false or
misleading information.

Reaching out
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Hedge funds have long been suffering from what
you might  call  an image problem. They have
somehow acquired for themselves,  right ly  or
wrongly,  a rather racy  reputat ion as  hi ghly
spec ialised, inherently volati le, or even socially  and
polit ically irrespons ible financial inst ruments , and
have even been blamed for the 1998 Asian financ ial
crisis.  But  hedge funds are becoming increasingly
popular amongst inst itutional and high net  worth
investors who look for absolute returns.

The industry says there is  a clear demand for hedge
funds in Hong Kong,  and the SFC believes in
improving the range of investors ' choice and
fac il itating market  development . Such funds do
involve spec ial risks , but the Commiss ion believes
it has mapped out safeguards that will  ensure they

Hedge funds go retail
New Guidel ines pave the  w ay for the introduction of hedge funds for reta il  investors

The  SFC seeks to ensure tha t investors are not short changed on vital  corporate  information
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can be offered to retai l  investors in Hong Kong
without compromising investor protec tion.

The safeguards are in the newly released Hedge
Funds Guidelines,  which incorporate a number of
measures discussed in the public consultation that
ended last  December. A majority of the respondents
to the consultat ion supported the sett ing up of
minimum subscription thresholds for different types
of hedge funds.  Under this “market segmentation”
approach, for example,  hedge funds with a 100%
capital guarantee wil l  have no res tric t ion on
subscription size, while funds of hedge funds and
s ingle hedge funds  wil l  requ ire a  mini mum
invest ment  o f US $10 ,000  and  US$50 ,000
respect ively by  an investor.

Depending on the case, the SFC could prosecute
offenders  in the courts ,  or refer them to the
Department of Justice for prosecution which may lead
to more severe prison penalties or fines. Offences
not related to disclosure abuses may also be referred
to the Commercial Crime Bureau (e.g. fraud) or the
future Market Misconduct  Tribunal (e.g. insider
dealing or market manipulation). The SFC will also
be able to comment on the draft  listing documents
and related disclosure materials. If the informat ion
provided in these documents  is insuffic ient  or
misleading, the SFC has a reserve power to object to
the company's listing application. Again, this is in line
with the international practice in all major markets.

"What will  be the penalty?"  you may ask.  Under
Sect ion 384 of the newly enacted Securities  and
Futures Ordinance, if a person provides false or
misleading information in a disc losure document
knowingly or reck lessly, the max imum penalty is a
fine of HK$1 million and imprisonment for two years.
So, culprits be warned!

The proposal is  now under consultat ion and the
SFC wants to hear from you.   Let us  know what
you think  of the proposal which,  we believe, would
benefit investors and the market as a whole.

The consul tation paper is avail abl e at the SFC off ice and

on the SFC webs ite on www.hksfc.org.hk .

(continued on page 2)

The  role of the  refe ree on the pitch is to watch the moves of players, but not to touch the ba ll when in play

investment  dec is ions.  In su itabl e cas es,
transactions are subject  to shareholder approval
and other requirements.  Both the Lis ting Rules
of  t he Exc hange  and the Takeovers  and
Repurchases Codes of the SFC are developed
on these principles of transparency and fairness.

If company management breaches
these rules, it will be held account-
able.  "The market has the right to
expect that we will  enforce these
rules without fear or favour,"  Mr
Sheng said. In fact, to strengthen
its enforcement tools, the SFC has
just released for public consultation
a new proposal which would enable
the SFC to take statutory investiga-
t ive and prosecutorial act ions

agains t those who provide false or misleading
information in disclosure documents (see the article
"Better disclosure discipline" on page 1).

"Provided that the rules,  codes and all relevant
regul at i ons and  laws are  compli ed wit h,
regulators will  not at tempt to intervene in any of
t he  c om m erc i a l  aspec t s  of  c o rpora t e
transactions," Mr Sheng continued. "Commerc ial

advantage or disadvantage is  for the market to
dec ide.  Regulators  es sent ial ly  ope rate as
referees ensuring compliance with the rules of
the game; we wil l not  make judgments  about
which  s ide is  in the right  about  proposed
transactions, or indeed which side should win.”

"Investors may feel aggrieved if they believe that
corporate management is  fai ling them. But i f this
is  purely an issue of competence, or a history of
bad decision making impacting on value, and the
rules  have not  been violated,  the u lt imate
practical remedy for investors may be to sell,"  Mr
Sheng said.

Mr Sheng encouraged investors  to cont inue
communicating with the SFC and to report
suspected breaches of securities law, rules and
regulations. He reminded investors  to get the
facts before they invest and to bear in mind the
scope of the regulator’s role. "The regulator's job
is  to ensure that investors are able to get al l the
fac ts  by  enforc ing our disc losure rules ,"  he
concluded.

The full  l etter  i s posted on the SFC webs ite under  the

"Advice to Investors" section.

Continuous training, annual reporting
One year a fter the continuous professiona l training requirements came into effect, licensed persons have to declare their compliance

A yea r ago,  on 1 A pri l  2001,  the S FC
introduced new Continuous Profess ional
Training (CPT) requirements to maintain and
enhance  t he  technic al  knowledge  and
professional expert ise of l icensed persons
amidst a rapidly changing market  environment.
Leg is la t ive and t echnologi cal c hanges,
together with the cont inual emergence of
innovative financial products , entai l  that  an
SFC licensee has to embrace lifelong learning.

The  obl igat ion for CPT wil l  be on both
corporate and individual licensees. Corporate
l icensees must  des ign and implement  a
continuous education programme best suited
to the needs of i ts l icensed direc tors  and
representat ives . All individual licensees are
required to achieve f ive CPT hours  per
calendar year.  The requis ite CPT hours ,
however, for the calendar year 2001 prorated
from 1 Apri l is 3.75 hours.

All licensed persons are required to report to the
SFC annually  their compliance with the CPT
requirements  commencing from 1 Apri l 2002.
The SFC has amended the Annual Return forms
under the Securit ies Ordinance, Commodities
Trading Ordinance and the Leveraged Foreign
Exchange Trading Ordinance to enable the CPT
reporting by  licensees.

Corporate licensees need to declare whether they
have implemented a t raining programme for their
licensed staff and evaluated it at least once a year.
In addition,  they have to report whether al l their
l icensed staff have complied with the CPT
requirements,  and whether proper records have
been kept to evidence their t raining programme
and their staff's  CPT activities.

Individual licensees also need to dec lare if they
have completed the required CPT hours  and
whether they have kept proper records to evidence
their CPT compliance.

The SFC has already sent out the Annual Return
forms to licensees whose registrat ion anniversary
dates  fall  between 1 Apri l  to 15 June and to
Common Anniversary  Date program licensees
whose selected anniversary  dates  fall between 1
April to 15 July.  Licensed persons are reminded
that they are required to submit the Annual Return
forms to the SFC on or before their anniversary date.

The forms are also available for download on the
SFC webs ite (www.hksfc .org.hk) under the
section "Licensing, Intermediaries & Investment
Products - Licensing Related Mat ters  - Annual
Fees and Annual Returns" .   For enquiries ,
licensed persons can contact  their respons ible
Licens ing manager at  the SFC.

The SFC believes that  compliance by  and the co-
operat ion of licensed persons in relation to the
CPT requirements wil l help affirm the professional
standards of financial intermediaries in Hong Kong
and further enhance Hong Kong's  competit ive
posit ion as  an internat ional financ ial centre.

“Commercial advantage
or disadvantage is for
the market to decide.

Regulators essential ly
operate as referees

ensuring compliance
with the rules of

the game”



Partners in regulation

Regulators  cannot  work  alone.  The most
effec tive strategy for maintaining a transparent,
fair and orderly market necessarily involves a
close partnership between regulators and market
participants. For this reason the SFC has chosen
"Regulatory Partnership" as the theme of its latest
Annual Report.

"As the theme of our Annual
Repo rt  sugges ts ,  every
re gu l a t o r  an d  m a rk e t
participant has a role to play to
enhance the quality  of our
markets," said SFC Chairman
Andrew Sheng.  "Regulators
must  work with the majority of
the market  participants who
play by the rules, and sanction
those who flout the rules."

The Annual Report summarises
the SFC's work in the financial
year 2001-2002 and discusses its plans for the
coming year.  On financ ial performance,  Mr
Sheng reported that , due to the sharp decline
in daily turnover and market  ac tivity,  the total
revenue of the Commiss ion was down 27%
from the previous financial year to $363 million.
With the implementation of a salary  and hiring
freeze s ince November 2001,  as well as severe
expenditure cuts, the SFC had been able to
achieve a 4.4% reduction in staff cos ts and had
successfully  capped the ac tual deficit to $54.2
mill ion,  only 2.5% higher than the projected
deficit of $52.9 mil lion approved by LegCo in
March 2001.  At  the end of March 2002,  the
reserves of the SFC stood at  a healthy level of
$624 mil lion.

Quoting Harvard Professor Malcolm Sparrow's
maxim: "pick important problems, fix them and
tell everyone", Mr Sheng stressed that the SFC
had to adopt a risk-based approach to regulation
and select  the right regulatory tools.

You hear a lot about  the SFC's  work  in mak ing
companies and intermediaries accountable for their
ac tions, but who, you may ask, holds the SFC to
ac coun t? Well ,  s ince  Novem ber 2000,  t he
independent  Process Review Panel (PRP) has
been playing an active role.

Appointed by the Chief Executive of the HKSAR, the
PRP reviews the SFC's internal operations, including
its  investigative and disc iplinary  procedures,  to
ensure that  they are fair and consistently followed.
PRP members include well-respected professionals
selected from the legal, accounting, financial services
and academic sectors.  Mr Vincent  Cheng, Vice-
Chairman and Chief Executive of Hang Seng Bank
Limited, chairs the Panel.

We believe it  is the first  such independent  review
panel for a securities regulator around the world.
Far from resent ing scrut iny  by  an independent
body,  the SFC supported PRP's es tablishment
from the outset.

During the period November 2000 to December
2001, the PRP reviewed 43 SFC completed cases
in areas such as corporate finance, enforcement,
intermediaries supervision and l icensing. The SFC
co-operated ful ly  with the PRP in i ts  review
exercise.

The PRP's first annual report has just been published
following submission to the Financial Secretary.  It
concludes that there were no serious deficiencies in
the SFC's procedures, but makes some proposals
on the improvement of procedures.

The SFC welcomes the report  and the recom-
mendat ions, inc luding those that would help
s treamline and s tandardise its  l icens ing and
inspection procedures. We believe that the removal

S FC Monthly  New s letter  Is sue No.8   May  2002        PA GE 2 S FC Monthly  New s letter Is sue No.8    May  2002        PA GE 3

Watching the
watchdog

Both regulators and market participants have a role to play in enhancing the  qua li ty
of Hong Kong's financia l markets

The first annua l report of the  Process Review
Pane l gives the SFC a clean bil l of health

Humble opinions

(continued from page 1)

In an inte rview  with SFC Alert, Alexa Lam, SFC's Executive  Director of Inte rmediaries
and Investment Products,  reminds stockbrokers tha t surviva l  in today's highly
competitive financia l markets is a  matte r of continual ly upgrading ski lls

We live in interes t ing t imes.  During this
period of rapid and radical change in the
global s ecur it ies  and futures  i ndust ry,
s tockbrokers and financ ial intermediaries
cannot afford to stand st ill . This was the main
message given by  Alexa Lam.

Why is it  important for brokers to
continuously improve their
standards?

"Let 's  face the truth,  we are in a global race.
Brokers are not  only compet ing with banks,
but  also market  professionals  from around
the world.  The Internet brokers  are already
here and we expect more Automatic Trading
Services providers  to come.  Investors can
also invest  in overseas markets  through
internat ional brokerages. Choices abound!
Only by  continuous ly raising our service and
profess ional s tandards to a world-class level
c an we  su rvi ve  i n t h i s  i nc reas i ng l y
competitive market!"

How can brokers remain
competit ive?

"Brokers  have to st rengthen their ski ll-sets.
I t  i s  ve ry  i mpo rt an t  for  t hem  t o  ac t
profess ionally  - in fact  they should ac t  as
p ro fess iona ls .  Knowledge abou t  new
products,  technology and regulat ion needs
to be updated regularly to cope with the fas t-
changing market.   The industry just  cannot
afford to stand st il l. "

"What 's  more, we should bear in mind that
we are operat ing in a service economy.
Quality counts, both in terms of competence
and at t itude. The old way of dealing with
customers may s ti ll  be good, but not  good

The Guidelines also es tablish high entry
standards to ensure the quality  of hedge fund
managers. For example, the manager of a single
hedge fund must have at least US$100 mill ion
worth of assets in hedge fund strategies under
management,  plus at least  two investment
personnel each with five  year's  general
experience in managing hedge funds, inc luding
at least  two years ' experience in the same
strategy as the applicant scheme. The Guidelines
also require the independent safekeeping of
assets by  a t rustee or custodian,  adequate
internal controls for fund managers, and full and
fair disclosure to investors.

Apart from the product  guidelines set  out
above,  perhaps the most important  safeguard
wil l  be  the educa t ion  of i nvest ors  and
intermediaries  about the nature and risks of
hedge funds. The SFC wil l launch a series of
investor education programmes in the coming
months to ensure that  investors  are well
aware of what  they are tak ing on when
invest ing in such funds.  Financ ial inter-
mediaries selling hedge funds will  also be
reminded of the conduct requirements and the
procedures that they should follow.

A final word of caution: hedge funds are not a
"sure-win" product.  Not all hedge funds employ

enough.  To win the t rus t  and loy alty  of
c l ients ,  brokers  no t  only  need to make
money for c l ients .  They should ac t  with
integrity,  be a friendly  adviser,  cater for
c lients ' every  investment  need,  and projec t
a professional image with the introduct ion
of effec tive work  procedures and internal
control systems."

Why should brokers participate in
investor  education?

"They are providing a value-added service.
In fac t,  they also have a duty, in the larger
contex t,  to help educate cl ients  on how to
protec t themselves in securities  dealing.
Clients  wil l  feel that  they are being taken
care of.  While the c lients get  smarter, the
firm's goodwill is established. It will  certainly
att rac t  repeat  business and is therefore a
win-win situat ion."

"Brokers , as  financ ial professionals ,  are in
fac t  one  of  the part i es  bes t  s uit ed to
part ic ipate in investor educat ion because
they possess invaluable industry  knowledge
and market experience. Investor educat ion
programmes benefit  investors,  brokers and
the market  as  a whole,  so why not  get
involved?"

Conc luding the interview,  Mrs Lam reminded
brokers  that  in today 's highly  compet it ive
securit ies  and futures  industry  only  the
strong survive.  In this environment,  meeting
the minimum conduct ,  competence and
financ ial requirements  will  not be enough -
s tockbrokers  and financ ial intermediaries
need to always s trive to be the best.

 "Investors  can tell  who is bet ter and they
will  make a wise choice!"  Mrs  Lam said.

SFO Updates
The online  one -stop shop

The SFC has launched a new sect ion on its
webs ite dedicated to the recent ly  enacted
Securities and Futures  Ordinance (SFO).  By
just c lick ing on the icon above,  you can get hold
of  t he  l at es t  news  and  updat es  on the
Ordinance.  The sect ion also contains  a l ink to
the full  text  of the SFO; various consultat ion
and conc lus ions papers  on the subs idiary
legis lat ion (together with a table showing the
progress of consultat ions); a derivation table
which indicates  from where in the current
l eg is la t i on the va ri ous  s ec t i ons  o f the
Ordinanc e have been derived;  and related

press releases and c irculars . The
S F C p l ans  t o i n t roduc e  an
automat ic  updat e alert  service
shortly.

What's new?

The SFC has also posted two new articles  on
the SFO webpage. The Securities and Futures
Ordinance, 2002 - Continuity and Change gives
an overview of the Ordinance and il lustrates
how the existing law is continued and what new
features have been included. Overview of the
New Licensing Regime under the Securities
and Futures Ordinance explains in clear and
s imple language the types of regulated
activities and licences, as well as the effec tive
date and t ransit ional arrangements of the new

regime.  Check out the "What 's New" sect ion
of the SFO webpage and happy reading!

Subsidia ry legislation

The SFC issued on 5 May 2002 a consultation
paper on the proposed Securities and Futures
(Stock Market Listing) Rules and (Transfer of
Functions - Stock Exchange Company) Order.
Under the draft rules,  companies and listing
applicants will  have to file copies of disclosure
materials and applicat ion materials with the
SFC as a statutory filing. The Commission will
then be able to investigate and take prosecutorial
actions under its existing powers against those
who provide false or misleading information
intentionally or recklessly (see the article "Better
disclosure discipline" on page 1).

of obsolete procedures and rationalisat ion of
processes will encourage compliance and lower the
industry's operating costs.

Examples of specific  recommendations adopted
by the SFC inc lude:

- standardis ing the practice of giving at least a
seven-day advance not ice to intermediaries
selec ted for inspect ion,  except for surprise
checks;

- standardising documentation of reasons for
inspections;

- formalis ing  the rotat ion of inspect ion staff
to improve objec t ivity  in the inspect ion of
intermediaries;

- requ ir ing al l  in spect ion fi el dwork  be
performed by at  least  two authorised staff to
reduce subjec tivity;

- form ul a t i ng obj ec t ive  gu ide li nes  fo r
assess ing independence of auditors  for
circularisation exercises; and

- s t andard is i ng the  c omp lai nt  handli ng
procedures.

Apart  from the PRP, the SFC is subject  to other
checks and balances. They inc lude:

- an independent  Securit ies  and Futures
Appeals Panel which hears  appeals  against
the SFC's decis ions;

- the Independent  Commi ss i on A gains t
Corrupt ion that  audits  the Commiss ion's
operat ions every year;  and

- the Ombudsman, who investigate complaints
of maladaministration.

As a public body the SFC is always mindful of
its duty to act in a fair, equitable and t ransparent
manner. We aim to be a regulator you can count
on to be accountable.

Copies of the PRP report are avai labl e for  col lection

from the Government Publ i cati ons  Centre at G /F,

Queensway Government Office (Low Block ), or  can be

downl oaded from the F i nanci al  Servi ces  Bureau’s

web si te (www.i nfo.gov.hk/fsb /i nfo/preport_e.htm) .

hedging s t rategies  and some can be highly
leveraged. The risks  inherent in hedge funds may
be different from those in traditional funds. Investors
must consider their own financial circumstances and
suitabili ty  of hedge funds as part of their overall
investment portfolios.

The Hedge Funds Guidelines will  be i ncorporated into the

Code on Uni t Trusts  and Mutual Funds  as Chapter 8.7 and

wi ll take effect from 17 May 2002. The publi c can fi nd the

guidel ines  on the SFC web site at www.hks fc.org.hk.

The SFC will also is sue a Hedge Funds Checkli st (to be

made avai labl e on the SFC web s ite)  to assi s t market

par ti c i pants  i n thei r  preparati on of appl i cati ons for

authorization of hedge funds under the new Gui delines.

The Annual Report  devotes  a section to the
SFC's own corporate governance and includes
ano ther new s ect ion  givi ng th ree-y ear
comparisons of key stat istics . It also gives a
detailed account  of the achievements of each
SFC Division in 2001-2002.

In the meantime, the SFC has also
launched a book ent itled Securities
Regulat ion in Hong Kong,  and an
elec tronic  Regulatory  Handbook.
The Securities Regulation in Hong
Kong is  a collect ion of selec ted
speeches and articles by Chairmen
of the Stock Exchange of Hong Kong
and the Hong  K ong Fu tu res
Exchange, and members of the SFC
as well as  key excerpts from the
Davison Report. This compilation of
speeches over the past  10 years
offers a useful perspective for the
understanding of the development of

market  regulation in Hong Kong.

The electronic Regulatory  Handbook provides
a one-stop web-based guide to the regulatory
requirements for various regulated activities. It
comprises two volumes: the first describes the
SFC's regulatory  philosophy and the second
carries  al l the most  updated SFC codes,
guidelines and important circulars on business
standards.

"The publication of the Annual Report 2001-
2002, the Securities Regulation in Hong Kong
and the elect ronic Regulatory Handbook will
he lp fos te r par tne rsh ip  by  prom ot i ng
unders tanding by  our s takeholders  of the
Commission's work, its  regulatory philosophy
and requirements," Mr Sheng said.

All  the pub l icati ons are avai l ab l e on the SFC's

web si te at www.hks fc.org.hk .  Hard copi es  of the
Annual  Report and the Book of Speeches  are al so

avai lab le for sal e.



Partners in regulation

Regulators  cannot  work  alone.  The most
effec tive strategy for maintaining a transparent,
fair and orderly market necessarily involves a
close partnership between regulators and market
participants. For this reason the SFC has chosen
"Regulatory Partnership" as the theme of its latest
Annual Report.

"As the theme of our Annual Report
suggests , every  regulator and
market partic ipant has a role to
play to enhance the quality of our
markets," said SFC Chairman
Andrew Sheng. "Regulators
must work with the majority of
the market participants who
pl ay  by  the rul es ,  and
sanction those who flout the
rules."

The  A nnua l  Repo r t
summarises the SFC's
work  in the financial year
2001-2002 and discusses its plans for
the coming year. On financial performance, Mr
Sheng reported that , due to the sharp decline
in daily turnover and market  ac tivity,  the total
revenue of the Commiss ion was down 27%
from the previous financial year to $363 million.
With the implementation of a salary  and hiring
freeze s ince November 2001,  as well as severe
expenditure cuts, the SFC had been able to
achieve a 4.4% reduction in staff cos ts and had
successfully  capped the ac tual deficit to $54.2
mill ion,  only 2.5% higher than the projected
deficit of $52.9 mil lion approved by LegCo in
March 2001.  At  the end of March 2002,  the
reserves of the SFC stood at  a healthy level of
$624 mil lion.

Quoting Harvard Professor Malcolm Sparrow's
maxim: "pick important problems, fix them and
tell everyone", Mr Sheng stressed that the SFC
had to adopt a risk-based approach to regulation
and select  the right regulatory tools.

You hear a lot about  the SFC's  work  in mak ing
companies and intermediaries accountable for their
ac tions, but who, you may ask, holds the SFC to
ac coun t? Well ,  s ince  Novem ber 2000,  t he
independent  Process Review Panel (PRP) has
been playing an active role.

Appointed by the Chief Executive of the HKSAR, the
PRP reviews the SFC's internal operations, including
its  investigative and disc iplinary  procedures,  to
ensure that  they are fair and consistently followed.
PRP members include well-respected professionals
selected from the legal, accounting, financial services
and academic sectors.  Mr Vincent  Cheng, Vice-
Chairman and Chief Executive of Hang Seng Bank
Limited, chairs the Panel.

We believe it  is the first  such independent  review
panel for a securities regulator around the world.
Far from resent ing scrut iny  by  an independent
body,  the SFC supported PRP's es tablishment
from the outset.

During the period November 2000 to December
2001, the PRP reviewed 43 SFC completed cases
in areas such as corporate finance, enforcement,
intermediaries supervision and l icensing. The SFC
co-operated ful ly  with the PRP in i ts  review
exercise.

The PRP's first annual report has just been published
following submission to the Financial Secretary.  It
concludes that there were no serious deficiencies in
the SFC's procedures, but makes some proposals
on the improvement of procedures.

The SFC welcomes the report  and the recom-
mendat ions, inc luding those that would help
s treamline and s tandardise its  l icens ing and
inspection procedures. We believe that the removal
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Watching the
watchdog

Both regulators and market participants have a role to play in enhancing the  qua li ty
of Hong Kong's financia l markets

The first annua l report of the  Process Review
Pane l gives the SFC a clean bil l of health

Humble opinions

(continued from page 1)

In an inte rview  with SFC Alert, Alexa Lam, SFC's Executive  Director of Inte rmediaries
and Investment Products,  reminds stockbrokers tha t surviva l  in today's highly
competitive financia l markets is a  matte r of continual ly upgrading ski lls

We live in interes t ing t imes.  During this
period of rapid and radical change in the
global s ecur it ies  and futures  i ndust ry,
s tockbrokers and financ ial intermediaries
cannot afford to stand st ill . This was the main
message given by  Alexa Lam.

Why is it  important for brokers to
continuously improve their
standards?

"Let 's  face the truth,  we are in a global race.
Brokers are not  only compet ing with banks,
but  also market  professionals  from around
the world.  The Internet brokers  are already
here and we expect more Automatic Trading
Services providers  to come.  Investors can
also invest  in overseas markets  through
internat ional brokerages. Choices abound!
Only by  continuous ly raising our service and
profess ional s tandards to a world-class level
c an we  su rvi ve  i n t h i s  i nc reas i ng l y
competitive market!"

How can brokers remain
competit ive?

"Brokers  have to st rengthen their ski ll-sets.
I t  i s  ve ry  i mpo rt an t  for  t hem  t o  ac t
profess ionally  - in fact  they should ac t  as
p ro fess iona ls .  Knowledge abou t  new
products,  technology and regulat ion needs
to be updated regularly to cope with the fas t-
changing market.   The industry just  cannot
afford to stand st il l. "

"What 's  more, we should bear in mind that
we are operat ing in a service economy.
Quality counts, both in terms of competence
and at t itude. The old way of dealing with
customers may s ti ll  be good, but not  good

The Guidelines also es tablish high entry
standards to ensure the quality  of hedge fund
managers. For example, the manager of a single
hedge fund must have at least US$100 mill ion
worth of assets in hedge fund strategies under
management,  plus at least  two investment
personnel each with five  year's  general
experience in managing hedge funds, inc luding
at least  two years ' experience in the same
strategy as the applicant scheme. The Guidelines
also require the independent safekeeping of
assets by  a t rustee or custodian,  adequate
internal controls for fund managers, and full and
fair disclosure to investors.

Apart from the product  guidelines set  out
above,  perhaps the most important  safeguard
wil l  be  the educa t ion  of i nvest ors  and
intermediaries  about the nature and risks of
hedge funds. The SFC wil l launch a series of
investor education programmes in the coming
months to ensure that  investors  are well
aware of what  they are tak ing on when
invest ing in such funds.  Financ ial inter-
mediaries selling hedge funds will  also be
reminded of the conduct requirements and the
procedures that they should follow.

A final word of caution: hedge funds are not a
"sure-win" product.  Not all hedge funds employ

enough.  To win the t rus t  and loy alty  of
c l ients ,  brokers  no t  only  need to make
money for c l ients .  They should ac t  with
integrity,  be a friendly  adviser,  cater for
c lients ' every  investment  need,  and projec t
a professional image with the introduct ion
of effec tive work  procedures and internal
control systems."

Why should brokers participate in
investor  education?

"They are providing a value-added service.
In fac t,  they also have a duty, in the larger
contex t,  to help educate cl ients  on how to
protec t themselves in securities  dealing.
Clients  wil l  feel that  they are being taken
care of.  While the c lients get  smarter, the
firm's goodwill is established. It will  certainly
att rac t  repeat  business and is therefore a
win-win situat ion."

"Brokers , as  financ ial professionals ,  are in
fac t  one  of  the part i es  bes t  s uit ed to
part ic ipate in investor educat ion because
they possess invaluable industry  knowledge
and market experience. Investor educat ion
programmes benefit  investors,  brokers and
the market  as  a whole,  so why not  get
involved?"

Conc luding the interview,  Mrs Lam reminded
brokers  that  in today 's highly  compet it ive
securit ies  and futures  industry  only  the
strong survive.  In this environment,  meeting
the minimum conduct ,  competence and
financ ial requirements  will  not be enough -
s tockbrokers  and financ ial intermediaries
need to always s trive to be the best.

 "Investors  can tell  who is bet ter and they
will  make a wise choice!"  Mrs  Lam said.

SFO Updates
The online  one -stop shop

The SFC has launched a new sect ion on its
webs ite dedicated to the recent ly  enacted
Securities and Futures  Ordinance (SFO).  By
just c lick ing on the icon above,  you can get hold
of  t he  l at es t  news  and  updat es  on the
Ordinance.  The sect ion also contains  a l ink to
the full  text  of the SFO; various consultat ion
and conc lus ions papers  on the subs idiary
legis lat ion (together with a table showing the
progress of consultat ions); a derivation table
which indicates  from where in the current
l eg is la t i on the va ri ous  s ec t i ons  o f the
Ordinanc e have been derived;  and related

press releases and c irculars . The
S F C p l ans  t o i n t roduc e  an
automat ic  updat e alert  service
shortly.

What's new?

The SFC has also posted two new articles  on
the SFO webpage. The Securities and Futures
Ordinance, 2002 - Continuity and Change gives
an overview of the Ordinance and il lustrates
how the existing law is continued and what new
features have been included. Overview of the
New Licensing Regime under the Securities
and Futures Ordinance explains in clear and
s imple language the types of regulated
activities and licences, as well as the effec tive
date and t ransit ional arrangements of the new

regime.  Check out the "What 's New" sect ion
of the SFO webpage and happy reading!

Subsidia ry legislation

The SFC issued on 5 May 2002 a consultation
paper on the proposed Securities and Futures
(Stock Market Listing) Rules and (Transfer of
Functions - Stock Exchange Company) Order.
Under the draft rules,  companies and listing
applicants will  have to file copies of disclosure
materials and applicat ion materials with the
SFC as a statutory filing. The Commission will
then be able to investigate and take prosecutorial
actions under its existing powers against those
who provide false or misleading information
intentionally or recklessly (see the article "Better
disclosure discipline" on page 1).

of obsolete procedures and rationalisat ion of
processes will encourage compliance and lower the
industry's operating costs.

Examples of specific  recommendations adopted
by the SFC inc lude:

- standardis ing the practice of giving at least a
seven-day advance not ice to intermediaries
selec ted for inspect ion,  except for surprise
checks;

- standardising documentation of reasons for
inspections;

- formalis ing  the rotat ion of inspect ion staff
to improve objec t ivity  in the inspect ion of
intermediaries;

- requ ir ing al l  in spect ion fi el dwork  be
performed by at  least  two authorised staff to
reduce subjec tivity;

- form ul a t i ng obj ec t ive  gu ide li nes  fo r
assess ing independence of auditors  for
circularisation exercises; and

- s t andard is i ng the  c omp lai nt  handli ng
procedures.

Apart  from the PRP, the SFC is subject  to other
checks and balances. They inc lude:

- an independent  Securit ies  and Futures
Appeals Panel which hears  appeals  against
the SFC's decis ions;

- the Independent  Commi ss i on A gains t
Corrupt ion that  audits  the Commiss ion's
operat ions every year;  and

- the Ombudsman, who investigate complaints
of maladaministration.

As a public body the SFC is always mindful of
its duty to act in a fair, equitable and t ransparent
manner. We aim to be a regulator you can count
on to be accountable.

Copies of the PRP report are avai labl e for  col lection

from the Government Publ i cati ons  Centre at G /F,

Queensway Government Office (Low Block ), or  can be

downl oaded from the F i nanci al  Servi ces  Bureau’s

web si te (www.i nfo.gov.hk/fsb /i nfo/preport_e.htm) .

hedging s t rategies  and some can be highly
leveraged. The risks  inherent in hedge funds may
be different from those in traditional funds. Investors
must consider their own financial circumstances and
suitabili ty  of hedge funds as part of their overall
investment portfolios.

The Hedge Funds Guidelines will  be i ncorporated into the

Code on Uni t Trusts  and Mutual Funds  as Chapter 8.7 and

wi ll take effect from 17 May 2002. The publi c can fi nd the

guidel ines  on the SFC web site at www.hks fc.org.hk.

The SFC will also is sue a Hedge Funds Checkli st (to be

made avai labl e on the SFC web s ite)  to assi s t market

par ti c i pants  i n thei r  preparati on of appl i cati ons for

authorization of hedge funds under the new Gui delines.

The Annual Report  devotes  a section to the
SFC's own corporate governance and includes
ano ther new s ect ion  givi ng th ree-y ear
comparisons of key stat istics . It also gives a
detailed account  of the achievements of each
SFC Division in 2001-2002.

In the meantime, the SFC has also launched a
book entitled Securities Regulation in

Hong Kong, and an elect ronic
Regula tory  Handbook .  The

Securit ies  Regulation in Hong
Kong is a collec tion of selected

s peec hes  and a r t i c l es  by
Chairmen of the Stock Exchange

of Hong Kong and the Hong Kong
Futures Exchange, and members of

the SFC as well as  key excerpts from
the Davison Report. This compilation

of speeches over the past 10 years
offers  a useful perspective for the

unders tanding of the development  of
market  regulation in Hong Kong.

The elec t ronic  Regulatory  Handbook
provides a one-stop web-based guide to the
regulatory requirements  for various regulated
act ivities. It comprises two volumes: the first
describes the SFC's regulatory philosophy and
the second carries all  the most updated SFC
codes, guidelines and important c irculars  on
business standards.

"The publication of the Annual Report 2001-
2002, the Securities Regulation in Hong Kong
and the elect ronic Regulatory Handbook will
he lp fos te r par tne rsh ip  by  prom ot i ng
unders tanding by  our s takeholders  of the
Commission's work, its  regulatory philosophy
and requirements," Mr Sheng said.

All  the pub l icati ons are avai l ab l e on the SFC's

web si te at www.hks fc.org.hk .  Hard copi es  of the
Annual  Report and the Book of Speeches  are al so

avai lab le for sal e.
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It would come as something of a shock if the
referee in a game of football suddenly dec ided
he would take possess ion of the ball in an
attempt to score a goal. Similarly  the SFC, as
the referee of Hong Kong's financial markets, is
responsible for the enforcement of the rules of
the game and does not intervene
in corporate transactions.

SFC Chairman Andrew Sheng
made this point recent ly  in an
op en  l e t t e r  t o  i nves t o rs
responding to some investor
concerns about the properness of
certain commercial transactions
proposed by lis ted companies .
"Hong Kong operates a disclosure-
based regulatory  sys tem,"  Mr
Sheng said. "Our primary  objective is to ensure
that public investors receive reliable information
disclosure in order to make the best judgement
on transactions or events for themselves."

Together with the Stock Exchange, the SFC
enforces process rules to ensure that there is
t i mely ,  accurate  and  fu l l  disc los ure of
informat ion on which investors can base their

Market referee

Media Hotline
(852) 2840 9287

Investor Hotline
(852) 2840 9333

Electronic Investor Resources Centre
w ww .hkeirc.org

SFC website
w ww .hksfc.org.hk

E-mail address
enquiry@hksfc.org.hkCONTACTING US

The SFC has produced video dramas to
be b roadcast  on public  t ransport .
Entitled " Invest  with Your Heads Up",
the series comprises 12 three-minute
episodes, which aim to explain s tock
trading and set tlement  procedures, as
well as  measures investors should take
to protec t their interests when dealing
in s tocks. Beginning 15 May 2002 for
12 consecutive Wednesdays, the series
will be broadcast on RoadShow Media,
on 2,400 buses of the KMB and Citybus
lines and on 200 public light buses.  After
broadcast , each episode wil l be made
available on the Elec tronic  Investor
Resources Centre (www.hkeirc.org).

The SFC has also published a Chinese
language cartoon leaflet called "Wise
Ways when Dealing with Brokers"  to
educate investors how they could protect
their interests in stock trading. The leaflet
is available at the SFC Office and the 12
Consumer Advice Centres  of the
Consumer Council, as well as online on
the "Advice to Investors" section of the
SFC's  website.   The SFC wil l  also
dis tribute the leaflet  through the 519
district council member’s offices.

INSIDE
l Partners in regulation

l Watching the watchdog

l Humble opinions

l SFO Updates

l Market referee
l Continuous training, annual

reporting
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Better disclosure discipline
As an investor,  you need t imely  and accurate
informat ion to make well-informed investment
dec isions,  but  how can you be sure that  the
information you read in a company prospectus or
announcement is reliable?

The exis ting regulatory  framework  for corporate
information disclosure is largely  based on the non-
statutory Listing Rules  of the Stock Exchange and
on the contractual obligat ion between a l is ted
company and the Exchange under  a Lis t ing
Agreement, hence the announcements issued by
the Exchange to reprimand companies that have
"misbehaved".

As the Hong Kong market  cont inues to grow,
however, many believe that  some k ind of statutory
support for this  disc losure regime has become
necessary.  So the SFC proposes to require
companies  and l ist ing applicants  to fi le their
disclosure and application materials, not only with
the Exchange, but also with the SFC as a statutory
fi l ing.  (To make things easy,  companies  and
applicants can just pre-authorize the Exchange to
forward the documents to the SFC.)

Th is  m ini mal  change  to the  ex i s t i ng fi l i ng
arrangement will enable the SFC to investigate and
prosecute,  under exis ting statutory powers,  those
who intentionally or reckless ly provide false or
misleading information.

Reaching out

SFC Alert
A monthly newsletter for investors and intermediaries
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Hedge funds have long been suffering from what
you might  call  an image problem. They have
somehow acquired for themselves,  right ly  or
wrongly,  a rather racy  reputat ion as  hi ghly
spec ialised, inherently volati le, or even socially  and
polit ically irrespons ible financial inst ruments , and
have even been blamed for the 1998 Asian financ ial
crisis.  But  hedge funds are becoming increasingly
popular amongst inst itutional and high net  worth
investors who look for absolute returns.

The industry says there is  a clear demand for hedge
funds in Hong Kong,  and the SFC believes in
improving the range of investors ' choice and
fac il itating market  development . Such funds do
involve spec ial risks , but the Commiss ion believes
it has mapped out safeguards that will  ensure they

Hedge funds go retail
New Guidel ines pave the  w ay for the introduction of hedge funds for reta il  investors

The  SFC seeks to ensure tha t investors are not short changed on vital  corporate  information

Securities and Futures Commission

12/F Edinburgh Tower, The Landmark, 15 Queen’s Road Central, Hong Kong

Telephone: (852) 2840 9222     Facsimile: (852) 2521 7836     Website: www.hksfc.org.hk      Electronic Investor Resources Centre: www.hkeirc.org

can be offered to retai l  investors in Hong Kong
without compromising investor protec tion.

The safeguards are in the newly released Hedge
Funds Guidelines,  which incorporate a number of
measures discussed in the public consultation that
ended last  December. A majority of the respondents
to the consultat ion supported the sett ing up of
minimum subscription thresholds for different types
of hedge funds.  Under this “market segmentation”
approach, for example,  hedge funds with a 100%
capital guarantee wil l  have no res tric t ion on
subscription size, while funds of hedge funds and
s ingle hedge funds  wil l  requ ire a  mini mum
invest ment  o f US $10 ,000  and  US$50 ,000
respect ively by  an investor.

Depending on the case, the SFC could prosecute
offenders  in the courts ,  or refer them to the
Department of Justice for prosecution which may lead
to more severe prison penalties or fines. Offences
not related to disclosure abuses may also be referred
to the Commercial Crime Bureau (e.g. fraud) or the
future Market Misconduct  Tribunal (e.g. insider
dealing or market manipulation). The SFC will also
be able to comment on the draft  listing documents
and related disclosure materials. If the informat ion
provided in these documents  is insuffic ient  or
misleading, the SFC has a reserve power to object to
the company's listing application. Again, this is in line
with the international practice in all major markets.

"What will  be the penalty?"  you may ask.  Under
Sect ion 384 of the newly enacted Securities  and
Futures Ordinance, if a person provides false or
misleading information in a disc losure document
knowingly or reck lessly, the max imum penalty is a
fine of HK$1 million and imprisonment for two years.
So, culprits be warned!

The proposal is  now under consultat ion and the
SFC wants to hear from you.   Let us  know what
you think  of the proposal which,  we believe, would
benefit investors and the market as a whole.

The consul tation paper is avail abl e at the SFC off ice and

on the SFC webs ite on www.hksfc.org.hk .

(continued on page 2)

The  role of the  refe ree on the pitch is to watch the moves of players, but not to touch the ba ll when in play

investment  dec is ions.  In su itabl e cas es,
transactions are subject  to shareholder approval
and other requirements.  Both the Lis ting Rules
of  t he Exc hange  and the Takeovers  and
Repurchases Codes of the SFC are developed
on these principles of transparency and fairness.

If company management breaches
these rules, it will be held account-
able.  "The market has the right to
expect that we will  enforce these
rules without fear or favour,"  Mr
Sheng said. In fact, to strengthen
its enforcement tools, the SFC has
just released for public consultation
a new proposal which would enable
the SFC to take statutory investiga-
t ive and prosecutorial act ions

agains t those who provide false or misleading
information in disclosure documents (see the article
"Better disclosure discipline" on page 1).

"Provided that the rules,  codes and all relevant
regul at i ons and  laws are  compli ed wit h,
regulators will  not at tempt to intervene in any of
t he  c om m erc i a l  aspec t s  of  c o rpora t e
transactions," Mr Sheng continued. "Commerc ial

advantage or disadvantage is  for the market to
dec ide.  Regulators  es sent ial ly  ope rate as
referees ensuring compliance with the rules of
the game; we wil l not  make judgments  about
which  s ide is  in the right  about  proposed
transactions, or indeed which side should win.”

"Investors may feel aggrieved if they believe that
corporate management is  fai ling them. But i f this
is  purely an issue of competence, or a history of
bad decision making impacting on value, and the
rules  have not  been violated,  the u lt imate
practical remedy for investors may be to sell,"  Mr
Sheng said.

Mr Sheng encouraged investors  to cont inue
communicating with the SFC and to report
suspected breaches of securities law, rules and
regulations. He reminded investors  to get the
facts before they invest and to bear in mind the
scope of the regulator’s role. "The regulator's job
is  to ensure that investors are able to get al l the
fac ts  by  enforc ing our disc losure rules ,"  he
concluded.

The full  l etter  i s posted on the SFC webs ite under  the

"Advice to Investors" section.

Continuous training, annual reporting
One year a fter the continuous professiona l training requirements came into effect, licensed persons have to declare their compliance

A yea r ago,  on 1 A pri l  2001,  the S FC
introduced new Continuous Profess ional
Training (CPT) requirements to maintain and
enhance  t he  technic al  knowledge  and
professional expert ise of l icensed persons
amidst a rapidly changing market  environment.
Leg is la t ive and t echnologi cal c hanges,
together with the cont inual emergence of
innovative financial products , entai l  that  an
SFC licensee has to embrace lifelong learning.

The  obl igat ion for CPT wil l  be on both
corporate and individual licensees. Corporate
l icensees must  des ign and implement  a
continuous education programme best suited
to the needs of i ts l icensed direc tors  and
representat ives . All individual licensees are
required to achieve f ive CPT hours  per
calendar year.  The requis ite CPT hours ,
however, for the calendar year 2001 prorated
from 1 Apri l is 3.75 hours.

All licensed persons are required to report to the
SFC annually  their compliance with the CPT
requirements  commencing from 1 Apri l 2002.
The SFC has amended the Annual Return forms
under the Securit ies Ordinance, Commodities
Trading Ordinance and the Leveraged Foreign
Exchange Trading Ordinance to enable the CPT
reporting by  licensees.

Corporate licensees need to declare whether they
have implemented a t raining programme for their
licensed staff and evaluated it at least once a year.
In addition,  they have to report whether al l their
l icensed staff have complied with the CPT
requirements,  and whether proper records have
been kept to evidence their t raining programme
and their staff's  CPT activities.

Individual licensees also need to dec lare if they
have completed the required CPT hours  and
whether they have kept proper records to evidence
their CPT compliance.

The SFC has already sent out the Annual Return
forms to licensees whose registrat ion anniversary
dates  fall  between 1 Apri l  to 15 June and to
Common Anniversary  Date program licensees
whose selected anniversary  dates  fall between 1
April to 15 July.  Licensed persons are reminded
that they are required to submit the Annual Return
forms to the SFC on or before their anniversary date.

The forms are also available for download on the
SFC webs ite (www.hksfc .org.hk) under the
section "Licensing, Intermediaries & Investment
Products - Licensing Related Mat ters  - Annual
Fees and Annual Returns" .   For enquiries ,
licensed persons can contact  their respons ible
Licens ing manager at  the SFC.

The SFC believes that  compliance by  and the co-
operat ion of licensed persons in relation to the
CPT requirements wil l help affirm the professional
standards of financial intermediaries in Hong Kong
and further enhance Hong Kong's  competit ive
posit ion as  an internat ional financ ial centre.

“Commercial advantage
or disadvantage is for
the market to decide.

Regulators essential ly
operate as referees

ensuring compliance
with the rules of

the game”




