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INVESTOR PROTECTION AND REGULATORY REGIME IN HONG KONG
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CHAPTER 3

REGULATION OF ISSUERS — INFORMATION
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GEHK is to pro

1. INTRODUCTION

one of few international capital markets in Asia. One m-ission-of the
mote the capital market system in Hong Kong by providing issuers
- with a transparent, efficient and fair securities marketplace. In order
al m-VGSt'mSh integrity of the market, the SEHK makes efforts to ensure the
o mamt'alﬂ i ?’c of corporate and financial information to all market players sulch
i dlsc}:; S‘; and investors. The purpose of the Listing Rules is consisten_t with
i shareh(])l ETectivc of the major Ordinances such as: (i) the Companies Ord‘m_ance
_t_he.ovcral‘ O"J) the retitled Companies (Winding-Up and Miscellaneous Provisions)
(‘Ca;.).622), ((ljla 32); and (iii) the Securities and Finance Ordinance (Cap.5.71). The
m.dl nz‘mc? (t i]r; ro‘ve the tra.nsparcncy of listed companies by providing the mvesn_ng
OBﬁ?twweitl}i igforr];ation regarding shareholders and the holdings of directors and chief
pubhc

executive officers.

Hong Kone 15

5 Key GOvERNING Laws AND RULES
CONCERNING INFORMATION DISCLOSURE

Of 41! *he laws and regulations that impact upon ]ist‘ed issucrs., t!’leir share:?}ders, zr:g
« Ltic investors, the Listing Rules have the grcz%test 1mpact.' [_.n;tmg Rules 1‘lsFi:uslsqc-: ’
kﬁs section referto the Rules Governing the Iristmg of Eecurmes onthe Stgc x;:n artlﬁe
of Hong Kong Limited (*“Main Board List_mg Rules™) and the Rules : overnf E[cm
Listing of Securities on the Growth Enterprise Market c_;f the Stoc_k Exchange o ; h'g
Kong Limited (“GEM Listing Rules™), which, as pointed Olft in ChapterEIZ—th t:},&;
Book, are not of a statutory nature, but are drafted and apphcq by the S ! (\:.:f:l "
authority granted by the SFC under the SFO,' and on Ehe basis of the (;En iz: 1w
relationship between the SEHK and the listed companies.® Amendl_nents totl et es;f ' ::
Rules designed to enhance corporate governance and .market qual?ty came into =
on March 31, 20042 The Listing Rules set out the requirements whiclh c.ompal?]l.es :e “
to satisfy in order to list their securities on the SEH}(,I and the cont!numg Ztlgan::"e
fhat listed companies are required to observe. The Listing Rules are nten ];3 : o e 1
that listed companies satisfy certain minimum governance §tandards gn(.it a 1r;ve ¢
and shareholders are kept informed of the issuers’ activities. The Listing Rules also
require that certain transactions be subject to prior shareholder approval.

The general principles which underpin the specific lru[es are set o_ut in C ha!JtchZtOcraz
each of the Listing Rules. They also provide for dls.closure. For u?stanc:as mved .
and the public must be kept fully informed by listed issuers. In particular, m':lme hlave
disclosure is required of any information which might reasonably be expected to ha

' 8FQ, 521 ‘ _
piniks i 2 companies
*  The underlying foundation of this entire system is arguably based on the contract between the listed P

: ) . |
and the SEHK by which the companies and their management voluntarily agree to abide by the Listing Rule
i ai its trading facilities.
exchange for the SEHK making available to them its i . ; o . -
*  These amendments include revised requirements on the disclosure of directors’ remuneration in annual rep:

s in
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a material effect on market activity, and the prices of listed securities.? Disclo
rules under the Listing Rules are evident in three respects, that is: (i) the gq o
requirements for listing documents; (ii) the continuous disclosure obli
listed companies; and (iii) special disclosure requirements for connected transactj
The SEHK may sanction a listed company and its directors for breach of the Lis
Rules. This may take the form of suspension from listing, public censure and 0
non-statutory remedies. In order to enhance the disclosure regime, the proposa|
been made to introduce statutory backing for selected Listing Rules that deal
disclosure. This would ensure that listed companies provide accurate, full and g
disclosure to their investors and the public.” The objective of such a proposal ig

build on the dual filing regime, codify the important requirements in the Lj
Rules into subsidiary legislation, and make the SEC responsible for enforcing thoga

provisions, while continuing to have SEHK receive applications at the frontline
administer the listing process”.¢

gationg

Takeovers and mergers affecting public companies in Hong Kong and COmpaniey
with a primary equity listing in Hong Kong are subject to the provisions of the Hong
Kong Code on Takeovers and Mergers (the “Code™). Although the Code does

have statutory backing, it applies, in practice, to all public takeovers and mergers.
in Hong Kong. The Code sets out procedures and standards that all parties invol ed
in a takeover or merger, including the offeror, offerce and their respective boards
and advisers, must observe. If control of a public company changes, is acquired or
is consolidated, a general offer to all other shareholders is generally required. The
threshold for triggering a mandatory offer is taking control of 30 percent or more
of the voting right attaching to the listed company’s shares.” During the course of an ®
offer, or when an offer is under contemplation, all information relating to the ofiar S
should be made available to all (and not only some) shareholders. The Code on Shuire
Repurchases adopts the same fundamental principle and sets out the stafdards of
conduct required of market participants in the repurchase by a publiccampany of

The listing of PRC enterprises has been of critical importance to the SEHK in part because of the positive
economic implications for the development of the Hong Kong capital market, and partly because of its mission’
to promote capital formation in Hong Kong and on the Mainland. By September 2004, there were 68 H share
issuers listed on the Main Board and 37 H share issuers listed on GEM. SEHK also takes steps to review annual

reports with respeet to continuing disclosure by listing companies incorporated on the mainland China as part of
its effort to increase investors’ confidence in H share listings.

See the Consultation Paper on Proposed Amendments to the
Statutory Bucking to Major Listing Requirements, issued by the Financial Services and Treasury Bureau, and
the Consultation Paper on Praposed Amendments 1o the Securities and Futures (Stock Marker Listing) Rules,
released by the SFC. Two consultation papers were issued in January 2005 and are available at www.fstb.gov.hk.
See SFC, A Consultation Paper on Proposed Amendments to the Securities and Futures (Stock Market Listing)
Rules (2005), para.7, available at www.sfe.hk.
To take-private a Hong Kong-incorporated company by way of a scheme of arrangement, it is no longer necessary
to satisty the “headcount™ test, A take-private transaction can be approved by members holding at least 75% of
the voting rights of the company present and vote in favour of the scheme so long as the votes cast against the
transaction do not exceed 10% of the total voting rights attached to all disinterested shares in the company.
Part 13 of Cap.622, There is a requirement under the Code on Takeovers and Mergers that only disinterested
members can vote at a general meeling to consider a scheme to take-private a company. For other schemes, the

headcount test is retained, with a new discretion given to the court to dispense with the test for members’ schemes
in appropriate circumstances.

Securities and Futures Ordinance to Give

itgown sh
Codes on

ERNING LAWS AND RULES CONCERNING INFORMATION DISCLOSURE
wEY GOV
KEY G

The SFC is responsible for the administration and enforcement of the
res. : '
';akeovers and Mergers and Share Repurchases.

taken by the SEHK is to adopt the “comply or explain™ app1_’oach asa
:ﬁlélatey il ent in regulating listed issuers. SEHK published conclusions to its
sl key COTR Paper on Review of the Code on Corporate Governance Practices
2010 conéunznli)'r:;ting Rules on October 28, 2011. The “comply or explain” approa?h_
'@dﬁssoclﬂtﬁl : le. was introduced through the Corporate Governance Practice
& new‘ pnnmpr:odelled on the UK Corporate Governance Code and constitutes
g “Thmh wfa tshc Rules Governing the Listing of Securities of the Stock Exchange
(endlx 1? OA cording to the “comply or explain™ approach, issuers will be governed
(e “RUIeS' ) o of Rules, code provisions and recommended best practices.. Rules
e wmblﬂa“? : orate g,ovemance requiring mandatory compliance by all issuers.
e cf? ?l:e Rules by an issuer will result in sanctions. Code provisions
Brea.eh ?f ol ith the flexibility to either adopt them or not. If the issuer chc.)oscs

- ISSUEES “; the issuer must give the reasons for its decision. Non-compha'ncc
g he'?‘: 'l’;iS not a breach of the Rules and will not trigger any sanction.
o pTOVIE;l"t ractices are desirable best practices that an issuer is encouraged
Rwommends; ve pthou h the issuer is not required to explain its failure to comply.
s W:l A'?vclt;nnedélo be added into the Corporate Governance Practices Code
b ne‘w* ‘-GC“:; l?all)lation of the rationale behind the “comply or explain™ approach.
liﬁ":f" fﬂir:‘e ﬁ]'z)m code provisions is acceptable as long as ?hc issuer ﬁndsl more
:Jit_agl::;e ways to comply with such principles. [SS}lﬁl‘S may take-: into acsm}n’nt th;]ll'rz\a{/;
G tances, including the size and complexity of operations, an the n
c_ll'ﬁllms ' chall they face in formulating their corporate practices. In any event,
nsk's a'nd R e o isi d recommended best practices arc not regarded as
deviations from code provisions and i e, iy
breaches of law.® Given the flexibility offered by the pac age 0 red norms,
ﬁiost changes adopted by the conclusions are not over-prescriptive, as good corp

i h a “one size fits all” approach. It is advisable

governance cannot be imposed throug ize fits al preasl, B e S
that, based on the spirit of the “comply or cxplau'_n principle, the [155u o formulare &
corporate governance framework that is most suitable to themselves

own individual circumstances.

The pieces of legislation which regulate the offer of securities in_ Hong. Ko_ng mv:lud(c1
the: (i) Companies Ordinance (Cap.622); (ii) the retitled Companies ('Wmdmg-l_Jp an
Miscellaneous Provisions) Ordinance (Cap.32); and (iii) the Securities and Finance
Ordinance (Cap.571).°

The retitled Cap.32 remains the principal piece of legislation that' z?fTects cp:?ora(t)?‘
finance transactions in Hong Kong, and applies to offers of secgnhes consis mgn
shares or debentures (that is, bonds, notes or other debt securities) issued by a company

i i vant tions
Details of new rules, code provisions and recommended best practices can be referred to in relevant sec
- i i i i legislation, the SFC’s
In order to avoid spreading the relevant legislation governing public o!Te‘rs in two pxece.s]o; l;glsl:z im.o P,
new proposal is to move the prospectus regime which continue to remain from the retitle ap]; i

i i e
iti sulations. See SFC Consultation Paper on Possi

and then to create a coherent approach to securities regu g oF " . et
to the Prospectus Regime in the CO, dated August 29, 2005. This is still under consideration as of this dal

65

3.006

3.007



3.008

REGULATION OF ISSUERS — INFORMATION DISCLOSURE

(whether incorporated in Hong Kong or not)."” At the core of the retitled Cap
the concept of the prospectus, which is a document offering shares or debenty
the public. The offer of securities to the public in Hong Kong is prohibited u
made by way of a prospectus complying with the requirements of the retitled Ca
and the prospectus is duly registered with the Companies Registry. Both the o
Cap.32 and Companies Ordinance (Cap.622) contain different exceptions for |
and overseas companies which propose to offer their shares or debentures in Hop
Kong (ec.g., offers to existing shareholders of the local/overseas offeror ang 0
made by an overseas offeror to institutional investors). In general, offers to the p
for the sale of shares in Hong Kong will be subject to the prospectus requirem
under the Ordinances.!" These requirements are intended to ensure that suffie
information is provided to potential investors to enable them to make an informeg:
decision about the issuer, its prospectus and the securities being offered. Any
who knowingly contravenes this prohibition may be summarily prosecuted ang i
subject to a fine of up to HK$100,000. These requirements are in addition to
prescribed under the Listing Rules. Under Cap.622, the failure to comply with ce
administrative requirements may lead to the director facing offences with a |g ver
burden of proof for establishi ng such offences.

The SFO sets out the general regulatory framework for the offering of securities, such
as warrants, collective investment schemes, equity-linked instruments and certifica
of deposit. Furthermore, the SFO establishes a framework for the regulation of
financial intermediaries, including advisers on corporate finance mattes, to ensure thaf
they meet the relevant standards both in financial terms and to establish that they ¢
are “fit and proper”. The SFO also provides for mandatory disclosure of interest<hy
requirements of shareholders, directors and chief exccutives of listed companias iy
Pt.V of the SFO and disclosure of notifiable interests in listed companies in P{.x

the SFO, which are binding on all companies listed on the SEHK regardléss of their
place of incorporation. The SFO provides criminal sanctions in connéstian with the
disclosure of any false or misleading information relating to securities.’ In addition,
the SFO deals with the regulation of the offering of investment praducts and collective
investment schemes to the public in Hong Kong. Breach of the provisions of the SFQ
may give rise to criminal liability.

All the provisions relating to debentures in the predecessor Companies Ordinance are put in one place in
Cap.622. These provisions have been separated from, and aligned with, many of the equivalent provisions in
respect of shares.

Factors relevant for the consideration of whether an offer is of a private or public nature include the total number
of offerees involved; whether there is a special nexus between the offeror and the offerces and whether or not the
offer could be viewed as calculated to result directly or indirectly in the shares becoming available for subscription
or purchase by persons other than those receiving the offer. The legislation is obscure as to what types of offers
would clearly fall outside the public sphere (subject to any specific exception being available), Upon enforcement
of the Companies (Amendment) Ordinance 2004, the prospectus regime will carve out from the definition of
“prospectus” offering documentation in relation to specified types of offers for providing certainty as to the types
of offers that can be made without triggering the prospectus regime. See the 17th Schedule contained in the
Companies (Amendment) Ordinance 2004.

Aspart

TUS REQUIREMENTS UNDER THE RETITLED COMPANIES ORDINANCE
—onSPEC
WPE

LOSURE IN RELATION TO PuBLIC QFFERS
woRMATION DIsC
'?ﬁ-f'lNFOR

he entry criteria, the issuer must comply with the contents requirements of
rt of the ©

—

: les when it applies to list on the Main Board. There are two main sour'ces
3 @surcI:U . ts relating to contents of listing documents. If the document is a
of the requlrﬂm;“ Zd in the retitled Cap.32, it has to comply with the requirements of
mms ! di II; addition, the listing document has to comply with the requirements

ijli:ls-:ard?::%n;e}-{ules regardless of whether the document constitutes a prospectus.
(’fﬂje Listin

4. PROSPECTUS REQUIREMENTS UNDER THE RETITLED
. ComPanIES (WINDING-Up AND MISCELLANEOUS
Provisions) OrpINANCE (Car.32)

4.1 Contents requirements for a prospectus

tifled Cdn.2 2 sets out the contents requirements for a prospectus of a Hong Kong-
:['hc - e*'c] ‘:umpany A prospectus issued by or on behalf of a company must be
IMOII)J?TEE" 1<;titled Cép.32 provides that every prospectus issued by or on behalf o.f a
o . t set out certain information, including matters specified in Pt.I of the Third
o mut; Ordinance and in Pt.IT of the Third Schedule to this Ordinal'uce."”‘ 'Every
. 1; contain in a prominent position, a recommendation that the I’CC.IPIGI'IT of
prﬁfSPeC“lS rt:: should seek independent professional advice if the recipient is in d01..1bt
g’:;::o asrgre;art of the content of the document.'® .lt_is unlawful 'to issue an aplz:ls::ig);
form for a company’s shares or debentures unless it is acc_omplamed by a }zarospe
complies with the requirement of the amended 5.38 of this retitled Cap.32.

4.2 Excluded offers under the Companies (Amendment) Ordinance 2004

There are 12 categories of excluded offers from the application of the prospectus

requirement. These are:'¢

. . p——

2 The term “prospectus” is defined in 5.2 of the retit!ed Cap.32. A prospectus ml.lj\t henarz ‘;‘::j:::;n;;::j;::::s “

any prospectus, notice, circular, brochure, adveruserpcnl‘cr other document. A ];r ::e u;:,“c pibschemais

debentures to the public or be calculated to invite offers for shares or debenture ; : p ’ ,Thc s
relate to new shares or debentures of the issuer or to shares or debentures already in issue.

ash consi tion.
under the offer can be a cash or non-cash consideral - P
¥ Retitled Cap.32, 5.37. There is a rebuttable presumption that the date shown is the date of publication

i c i i “hi el ird Schedule

" Retitled Cap.32, s.38. Information shall be disclosed in both Chinese and English. ﬂ‘m Th o
Tequirements do not apply to the issue of a prospectus relating to shares or debentures of the L:])]ljllp.‘anzl e

. [ i can renounce his rights

shareholders or debenture halders of that company, whether or not the appllcgnl c]an i Sl
of a third party, A prospectus which relates to shares or debentures that are in all respects E et
debentures issued previously and listed on the SEHK. A prospectus issued generally to the extent tha g
has given a certificate of exemption pursuant to s.38A of the re:tiﬂAccli Cap.32.

B An applicant for shares cannot waive compliance with these provisions.

" Companies (Amendment) Ordinance, 17th Schedule.
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ation of markets consists of two aspects: the first is the ex ante regulation of
Jaces such that those market-places that are allowed to operate must satisfy
in standard of operational fitness and credibility; the second aspect is the
tion of abusive conduct in market-places so that investor confidence will not be
{shcd Investor confidence is considered crucial for maintaining a vibrant capital
I The loss of investor confidence would bring about serious consequences to
¢ trading, liquidity and may lead to systemic effects on the Hong Kong economy.
hermore, as investor behaviour unpredictable,” regulation of market misconduct
peen given a serious upgrade in the new Securities and Futures Ordinance
1.571) (SFO) provisions.

i
" 1. REGULATION OF MARKET MISCONDUCT
5

maﬂ(et misconduct” is defined under 5.245 of the SFO to refer to insider dealing,
i&‘lsc trading, pric¢ tigging, disclosure of information about prohibited transactions,
disclosure of false)or misleading information inducing transactions, and stock market
manipulation. &1 70 is a great leap forward in Hong Kong’s combat against abusive
market betaviour, as Hong Kong had a relatively weak insider dealing laws until the
SQF(, ~am¢ into force.

A% market misconduct would attract administrative sanctions before a Market
*isconduct Tribunal (Pt.XIII of the SFO). The sanctions would be initiated by the
Fiqancial Secretary. Market misconduct would also be criminal offences under Pt. X1V
of the SFO, and civil enforcement could also be carried out against it. Therefore,
flanked by many routes of enforcement against market misconduct, Hong Kong is
emerging to be in line with international standards for investor protection.

More recently, the Securities and Futures Commission (SFC) identified inadequate
internal control procedures as one type of market misconduct. In 2010, the SFC
fined two Merrill Lynch subsidiaries, $450,000 for “systems and controls failings”.
A managing director mis-marked a trading book of illiquid securities from December
2007 to October 2008, illicitly gained access to the bank’s computer systems, and
changed the pricing parameters on a book of exotic options. The false marks inflated
the value of the trading book by approximately about HK$25 million. concealing its
actual loss. However, the SFC found that Merrill Lynch (Asia Pacific) and Merrill
Lynch Futures (Hong Kong) did not have adequate internal control procedures in place
to prevent fraud or dishonest activity related to the trading book. This indicated that
the senior management had failed to adequately manage the risk, and the systems and
controls fell short of their expectation. Meanwhile, the SFC recognised that Merrill
Lynch’s misconduct was not intentional and the bank had taken remedial steps to
address the compliance weaknesses.” This case appears to suggest that the adequacy

Bernard S. Black, “The Legal and Industrial Preconditions for Strong Stock Markets™, (Stanford Law School
Working Paper No 179, 2001).

Robert Prentice, “Whither Securities Regulation? Some Behavioural Observations Regarding Proposals for its
Future”, (2002) 51 Duke Law Journal 1397.

Robert Cookson, “HK Watchdog Slaps Fine on Merrill Units”, Financial Times, June 1, 2010, p.18.
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t 103 [ 5 T j
fhf: penalty decision, “the proper implementation of an effective rigk Manage
ramework could have enabled Merri]] Lynch to detect the mis-marking earlier%’;

Punng the period from 2013 to 2014, the SFC focused its enforcement
Internal control failings. Sun On Tat Securities Company Ltd, China Securitie 0];{ b
Ltd, A Q“C Investment Company Ltd, Credit Suisse Securities (Hong Kon )SL 0
Secur?t?cs Hong Kong Ltd, Sun Hung Kai Investment Services Ltd, ChinfE :
Secunthles (HK) Ltd and Cheong Lee Securities Ltd were al] reprimanded e
for v.anm.:s serious deficiencies, supervisory failures, and regulatory breg limd
Credit Suisse Securities (Hong Kong) Ltd and UBS Securities Hong Kon [c,t:i:S. .
to engagc_ an SFC-approved i ndependent reviewer (o review their systems ind : 0
for ensuring compliance with relevant rules and regulatory requirer;wms 3 S

financial ﬁ‘rms for the six months to the end of September 201 | indicated that it capri
out '157 “risk-based onsite inspections”, having increased 37.7 percent from i :
earlTer. SFC increased surveillance over brokerages and fund managers t hone Yw
I‘radmg_g positions and ensure that their client money is safe dod. Thiy il

d financial soundnegy
risks faced by tie
ed to boost fiic tize |
1s more frequently$

mc_lustry. T'hn-e SFC also flagged in its 201 1-2012 budget that it plann
ofits supervision team so that it could inspect high-risk or impact firn

2. INSIDER DEeALING '
2.1 Definition '

‘In51dc?r dc?ali.ng is dehtned in .270 of the SFO in the form of a list of various situations [
1 which insider dealing occurs, Basically, an insider dealer is:

(a) a connected person to a listed corporation; “connected” being defined in
ss.247t and 248_, as a director, employee, substantial sharcholder, a person who 1
occupies a p_osnion that gives him access to relevant information in relation to
the corporation, a person connected with another corperation but has access \

to the relevant information by virtue of 4 transaction, a person previously

l?{?ben Cookson, “HK Watchdog Slaps Fine on Mer,
SFC Annual Report (2013-2014), p.56.
Reuters, “Financial Regulator Steps Up Inspections”, South China Morning

rill Units™, Financiat Times, Iune 1. 2010, p.18.

Posi, January 14, 2012, B2,

INSIDER DEALING

connected with the corporation within six months of the insider dealing, or
any public officer or officer or employee of a self-regulating entity such as the
exchange who receives any relevant information to the corporation;

(b) aperson who is contemplating or has contemplated making a takeover offer
for the corporation; and

(c) aperson who has received relevant information directly or indirectly from a
connected person in (a) or a person in (b).

The act of inside dealing would be:

(i) a person in (a) above deals with the listed securities of the corporation,
related corporations or any of their derivatives;

(ii) a person in (a) above procures another person to deal as above, having
actual orzZazonable knowledge that the other person would deal;

(1i1) a persen’in (a) discloses relevant information directly or indirectly to
anather person, with actual or reasonable knowledge that that other person
weald either deal as above, or procure another to deal;

() aperson in (b) deals as above;

(v) aperson in (b) procures another person to deal as above, having actual or
reasonable knowledge that the other person would deal:

(vi) a person in (b) discloses relevant information directly or indirectly to
another person, with actual or reasonable knowledge that that other person
would either deal as above, or procure another to deal;

(vii) aperson in (c) deals as above;
(viii) a person in (c) above procures another person to deal as above, having
actual or reasonable knowledge that the other person would deal;

(ix) aperson in (a), (b) or (c) procures another person to deal as above, having
actual or reasonable knowledge that the other person would deal, in a stock
market outside Hong Kong or a stock market that is not recognised; or

(x) a person in (a), (b) or (¢) discloses relevant information directly or
indirectly to another person, with actual or reasonable knowledge that that
other person would either deal as above, or procure another to deal, in a
stock market outside Hong Kong or a stock market that is not recognised.

The definition of insider dealing is the same under both the civil and criminal regimes.
The range of insiders is fairly wide and tippees are covered, However, this range is
arguably circumscribed as the original connection with a person connected to the
torporation or to a person who may have been contemplating a takeover offer for the
Corporation, must be made. Thus, any person who may have come into some price-
sensitive information, in a situation where there is no connection to the corporation, to
any connected person, or potential takeover offeror, would not be regarded as an insider,
Thus, primary tippees would be covered but secondary tippees may not be covered.
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The regulation of insider dealing is generally accepted to be necessary to maj
investor confidence.” However, there have been contrary writings to suggest
insider dealing has no effect on market confidence or development,® or that insid
dealing actually benefits the market as it is nonetheless a release of price-embogj,
information into the market, hastening the efficient capital market to reflect
information.” Even if there is no statistically proven link between the regulatig i
insider dealing and actual capital market growth in any jurisdiction, the lack of g
regulation is likely to raise concerns as the international community is largely i
favour of such regulation.' .

The following will examine the SFO provisions in detail to understand how cach
clement of insider dealing is established.

2.2 “Relevant information™

The “relevant information™ that is crucial to any of the acts described in (i) to (x) aboye
is defined in 5.245 of the SFO as specific information which is not generally availab{ef
to accustomed or likely investors, and would materially affect the price of the listeq
securities, in respect of the following:

¢ the corporation;
* ashareholder or officer of the corporation; or

* the listed securities of the corporation or their derivatives.

Each of the elements “specific”, “not generally available”, and “material” have been
discussed in Insider Dealing Tribunal reports of Hong Kong.

2.3 “Specific”

First, the element of “specific” in the definition of “relevant inforiation” begs the
question of what “specific” is, and whether it is opposite to “generai®’ How “specific”
must “specific” be? The Insider Dealing Tribunal, in respect of the Hong Kong
Parkview Group Ltd case," thought that “specific” related to a single, individual item
of information of some significance, such as a potential takeover offer, or potential
acquisition or disposal. It did not refer to the general superior working knowledge of
the officers and employees of the corporation. The Tribunal in the Chevalier (OA) Ltd

Brenda Hannigan, Insider Dealing (London: Kluwer 1988).

Eilis Ferran, Building an EU Securities Market (Cambridge: Cambridge University Press 2004) (which supgested
that the EU Insider Dealing Directive had no effect on EU market developments),

Henry G. Manne. Insider Trading and the Stock Market (New York: Free Press 1966).

For example, 10SCO (International Organisation of Securities Commissions) conducts annual Internet Surf
Days 10 survey member regulators’ jurisdictions in respect of regulatory efforts made to maintain market
confidence. Such core regulatory efforts include fraudulent solicitation of investors, fraudulent or misleading
release of information, and insider trading, See 10SCO Technical Committee, Press Release on Second Annudl
International Swrf Day (June 2001), on TOSCO’s website, hitp://www.iosco.org/news/pdf/IOSCONEWS19.pdf.
Dealing took place between August 1316, 1993, report of March 5, 1997
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125150 agreed that “specific” had to refer to major or dramatic matters. The bulk of
Fg;;mation that investment advisers may be privy to but not the general public, would
also not fall within “specific”."* However, “specific” did not require that all the details
relating t© the information had to be known, so long as the information wals more
aetailed than mere market rumours." One also notes that the specific informatlonhl'l.ad
o relate to the corporation itself, any sharcholder or officer, or any listed securities
or derivatives of the corporation or its related corporations. These limitations fm:ther
circumscribe the information that could be regarded as inside information. If .the
information is related to for example, the revolt of institutional investqrs against
the board of a sister corporation, that may not be regarded as one of the subject matter
the information had to relate to.

2.4 “Not generally known”

Next, “not generally known” in the definition of “relevant information” re.lated to
accustomed or likels{ihwvestors. Thus, it may suggest that the relevant information need
1ot be dissemingfeéito the public in order to be “generally known™. However, as long
as the accustomed or likely investors, usually professional investors, were aware, th-e
relevant irifopmation could meet the requirement of being “generally known”. This
seemed-ie-be the position in the Insider Dealing Tribunal’s report with respect to the
HKCE Holding and HK China Ltd case."® However, it has been opined in the Insider
Daling Tribunal’s report on Public International Investments Ltd'® that the “not
generally known” requirement should not be limited to particular groups of investors,
as market trading is a widespread phenomenon amongst all echelons of society, and
hence, likely investors could include the public at large. However, in many cases, it
would not usually be an issue determining that a piece of information is **not generally
known” by ex post wisdom. Many insiders would have acted and gained a profit or
avoided a loss before market price significantly changed to reflect a crucial piece of
information. The fact that market price afterwards changed to reflect the information,
would have meant that before that, any trade that the insiders had undertaken would
more likely than not have occurred before the information became disseminated
enough. Where the civil standard of proof is required to establish insider dealing,"”
proof of “not generally known™ is unlikely to be sufficient.

2 Dealing between April 26 to July 5, 1993, report of July 10, 1997.

" Insider Dealing Tribunal in relation to Public International Investments Ltd, dealing between November-
December 1992, report of August 5, 1995. ’ .

" Report of the Insider Dealing Tribunal in respect of HKCB Bank Holding and HK China Ltd, dealing between
May 1-23, 1997, report of October 11, 2004. -

IS Above. In that case, the information concerned was not even well-known within the related corporations, and
thus, the threshold for “not generally known™ was met. .

"% Report of the Insider Dealing Tribunal in respect of HKCB Bank Holding and HK China Lid, dealing between
May 1-23, 1997, report of October 11, 2004. _

' Section 252(7) of the SFO expressly provides for the civil standard of proof for market misconduct proceedings
before the Market Misconduct Tribunal. There has always been a question whether insider dealing in Tribunal
proceedings had to be proven on a civil or criminal standard, and there has also been case law supporting a

standard higher than civil. as insider dealing is regarded as “quasi-criminal™; see also Dato Tan Leong Min v

Insider Dealing Tribunal, [1998] HKCF1 208 and [1999] HKCA 39,
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In Australia and Singapore however, there have been statutory attempts tq 4
what information may be in the public domain or is generally available -
fnformaﬁgﬂ that does not fall within those definitions could be regardeci .
fnfonnation, However, the experience in Australia shows that many im
1ssues could arise upon definition of what may be in the public domain o :
available. In the SFO, the lack of further attempts at guiding the inte
“generally known” or “not generally known” may make the interpretive is

T is gepa
Tpretaty
sues gj

2.5 “Materiality”

Finall}.', the relevant information had to materially affect the price of the listed seqy
Materiality is the standard used to define price- sensitive information whethzc
U-S, the EU’s Market Abuse Directive'® or in the relevant legislation in Australi;?' J
Singapore.” The test adopted in the US is whether there is a substantial likelihg, d.
a reasonable shareholder would consider the information important in decidino
to exercise his rights attached to the shares.”' This seemed to be affirmed in the [g id
Dealing Tribunal’s report on Lafe Holdings Ltd > i

How?ver, establishing whether a piece of information would substantially af
any 1r}vcstor’s decision is a complex matter that would involve assessments frop
.behavtoural finance theories as well, and different investors may respond to diffe g
lnfc‘xrmation in different ways. Duc to its fluidity and possibly significant and Ia
variances between different sets of circumstances, the term “material” is not deﬁn ‘
the SFO. In order to provide some guidance to the directors and market practitione ir
the SFC published the Guidelines on Disclosure of Inside Information in 2()12.23“ E Q)

The SFC Guidelines provide the meaning of the term “relevant information® m :
some non-exhaustive insights and in summarics of the key aspects of selected <;s
handled by the Insider Dealing Tribunal and the Market Misconduct Tribuix! Th‘;e
key e[cn.]cnts listed in the Guidelines are: (a) the information about the pzilfticu]-é:
corporation must be specific; (b) the information must not be generaliy‘known to thaé
scgmfar‘it of the market which deals or which would likely deal ia :
securities; and (c) the information would, if so known be likeiy to
effect on the price of the corporation’s securities.2* )

bewcorporation’y
have a material

Thff requirement of “specific information” is casy to establish as the specificity can
be identified, defined and unequivocally expressed.” The element “information not
generally known” can be interpreted in various manners. The SFC Guidelines states
that “by its very nature, inside information is information known only to a few and

" 2003/6/EC, OJ 1L096.

Corporations Act 2001, s.1002G.

Singapore Securities and Futures Act, 55.218 and 219.

TSC Indusiries Inc v Northway Inc 426 US 438 at 449 (1976).

Dealing between March 1, 1989 1o May 5, 1989, report of February 22, 1990

SFC’s Guidelines on Disclosure of Inside Information, paras.23-39.
* Ibid., para.16.

* Ibid., para.17.
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enerally known to the market™ and that “prc.ass speculation, reports and rumors
market cannot automatically be taken to be information generally known to the
 eyen though in some cases the media reports might have a wide circulation”.”
Adition, “where the information known to the market is incomplete ... such

Jation cannot be regarded as generally known and accordingly full dis‘closur.e
the corporation s necessary”.”® The element of “material price effect” is sat!sﬁed 13“
- eormation is more likely than less likely that the price will be affected materlffllly”.”
QFC Guideline suggests that “the standard by which materiality is to be judged

ther the information on the particular share is such as would influence persons
tomed or would be likely to deal in the share, in deciding whether or not
o sell that share™® with this hypothetical objective test “to be applied at

formation becomes available™ !

’-RZ]}D are accus
hbﬁy or not. t
@g-ﬁmc the in
Furthermore, at any one point in time, it may be difficult to pinpoint which piece of
;ﬁf@maﬁon concerning a corporation would, more likely than not, substantially affect
ﬂw e of securities,, if there were other pieces of information concerning the range
identified in 5.245-e{ the SFO. The SFC’s Guidelines reminds that “care must be taken
{0 ascertain wiicthcr and how the investors’ response, once the information is stt-ip;?ed
ofits confidentiality and becomes public knowledge, is attributable to the information
released. and/or affected by other events and considerations™.* This remindc_ar
offect ely suggests that “fixed thresholds of price movements or quantitative criteria

\ =& are not suitable means of determining the materiality of a price movement”.*

LN

More recent cases from the Insider Dealing Tribunal have approached the test for
“materiality” in the following ways. The Report on the case concerning HKCB Bank
Holding and HK China Ltd has opined that the Tribunal should look at whether
there was any other piece of information that could have affected the price of the
securities, on or about the dates the price of the securities changed after the inside
information in question had been reflected in the market. The absence of any other
piece of information that coincided with the price change of the securities could
give rise to the conclusion that the inside information in question was material. This
seems to use an after-the-fact method to ascertain the materiality of the information.
In other words, the Tribunal found materiality based on actual materiality proved
in the price change. It is submitted that this methodology is rather unsatisfactory
as materiality should be judged according to the time the inside trades took place,
and such an assessment would undoubtedly be based on the likelihood of the effect
of the information. Is not the gamble on the likely effect of the information, the
subject of the insiders’ indictment after all? It would be rather unusual if persons
who calculated on the likely price-sensitiveness of a piece of information, and had
the requisite mens rea, should go unpunished just because the market ultimately

# SFC’s Guidelines on Disclosure of Inside Information, para.18.
2 Ibid., para.20.
* Ibid., para.21.
# Ibid., para.23.
%' Ibid., para.26.
* Ibid,, para.27.
* Ihid., para.29.
" Ibid., para.28.
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did not think the information was significant enough. The case of Henry guiy
Leong v Insider Dealing Tribunal™ discussed whether the lack of Price moye
after part of the information became known would mean that the informatjgn
not price-sensitive. The court refused to accept that actual price movementﬂ -
determine the legal test of materiality and thus, this may be the more authorjgags
view on whether actual price movement should affect the legal interpretaﬁ
materiality. ]

In another case, the Insider Dealing Tribunal in Chinney Investments Ltd s it Wﬂs.
very clear as to whether the Tribunal approached “materiality” as a question of f
law. It gathered expert and professional evidence on whether a piece of inform,
regarding top-up placements and the likely placee would be price-sensitive and Te
on expert opinion to conclude on the materiality of the information, If the Trik
regarded “materiality” as a question of fact, this is unusual as the well-establjg|
American approach on defining materiality treats the exercise of determ
materiality as a question of law. Although the Tribunal is quasi-judicial in nafype
it is still perhaps right to maintain a distinction between the finding of fact ang.
interpretation of law, But it may be argued that the nature of information that ]
affect the price of securities is a sophisticated subject, and expert evidence ¢g
be conclusive on the matter. bringing the issue of materiality more like one of fac
dependent on the expert evidence in each case. The question of how to inte
materiality, and whether it is a question of fact or law may become more importan
the future, as criminal and civil enforcement could be taken in court against insid
and judges would have to face these issues. Before 2003, insider dealing was de N
with as an administrative transgression under the exclusive jurisdiction of the Insider &
Dealing Tribunal. -

2.6 Mental element

The mens rea element of the insider in (a) and (b), as listed in 6.007 abave, wouldbe |
knowledge of the nature of the relevant information, and where distlosure is madeto.
another to facilitate the acts in (iii), (vi) or (x) above in 6.008. there’is a further layer
of mens rea that the person who discloses should have knowledge or reasonable cause
to believe in the other person’s acts. The mens rea relevant for the person in (c) would |
be both the knowledge of the nature of the information, as well as the knowledge or
reasonable cause to believe that the information came from a person in (a) or (b). See
6.007-6.010 above for the definition of insider and insider dealing.

Where there is only provision of knowledge and not reasonable cause to believe, it
seems that actual knowledge would be required to be established, The argument could
be made that as the provision stipulates actual knowledge in relation to the nature of
inside information. It will be difficult to prove for sure that a piece of information
is inside information, based upon the analysis on the elements of “specific”, “not
generally known” and “material”, This is because the nature of inside information itself

" [2005] HKEC 1740.
3 Dealing between September 22, and October 4. 1999 and report was issued on June 29, 2004.

EXCEPTIONS TO INSIDER DEALING

his is also the case with the legislation in Singapore, and this author has
able-T s ther article that it is puzzling why constructive knowledge should
B e uently, the prosecution has to prove actual subjective knowledg:a
i co{:js'(ligcult b;:cause the defendant can always deny such knowledgc’:.-6
p is very ! ase of In R v Evans and Doyle,”” when the defendants dealt Wlth
' Au‘i{t:lfp t]iz corporation about which they had obtained inside information,

s gocuri

o thought that the information was already made public by the press release they

ihey

; inutes before the dealing took place. The defendants pleaded that thf?y
mm o hat the information was not made public yet. On the facts, the trial
if‘. i lmow] tt the plea was not true. But the judge did not comment on whether an
g'fD“-“C_] tle11( as ?0 the nature of the information, could negate actual knowledge
e t m]c:t;‘f fhe information. But an innocent mistake would have'to negate actual
ﬂlin;:: as actual knowledge of the nature of the inside information would never
wledge.

Wﬁﬁ.\ie existed. |
ﬁe could be potezstial pitfalls with requiring only actual knowledge of the nature of
lere

inside informatiod

3. ExceprTioNs TO INSIDER DEALING
3.1 Directors, liquidators, receivers and trustees in bankruptcy

tions 271 to 273 of the SFO provide for the exceptions fron.1 insider dea.lmg. Ths
¥ :'non exceptions for underwriters, would-be directors, liquidators, receivers an
com S

trustees in bankruptcy are present.

3.2 Innocent insider

Section 271(2) of the SFO exempts a corporation from insider dealin%].ilf thc; actual

- inside information, although some
d no knowledge of the inside in -

el i i hus, if a director who has

i i had the information. Thus, i b

directors or employees might have : ‘ ook o

i i i bordinate to deal, the director’s
relevant information orders an innocent su : _
would attach to himself personally and not be attributed to the corporation.

3.3 Absence of mental element

insider i 3 i the
Section 271(3) of the SFO exempts an insider if the trade does nlot mC]-L:-l:n ©
N . i
purpose of securing a profit or avoiding a loss for h1hmself. }"El;;ﬂ;t;“ o
i itici & tor,”® who argues that profit has .
heavily criticised by one commentator, Bues Tat ; -
made zr loss avoided at others’ expense when the inside information was used

i 3 . » el of
" Chiu Hse Yu, “Australian Influences in the Insider Trading Laws in Singapore” (2002) Singapore Jowrnal o
iu Hse Yu, 8 NCES

Legal Studies 574.
T [1999] VSC 488.

ing i : pulatory Reform”,
* Katherine Lynch, “Stock Market Crises and Insider Dealing in Hong Kong: The Need for Regulatory

: Long Universi 5 1999) 274,
in Raymond Wacks, New Legal Order in Hong Kong (Hong Kong: Hong Kong University Press
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Frade..Thus. market integrity has still been compromised whether the sub;
mtentlor{ of the trader was to profit himself or not. However, as insider?bj
also a crime, mens rea is an important fundamental principle, and this 3
f:ould be argued as negating the mens rea to commit market misco deXc
interpretation is supported by the case of Henry Tai*® as the courtn »
the lack of “intention” was crucial to the success of the defence, andsot:;e ;

1aCtOIS bhOWIIl i
g a Iack ()f mtention C()uld be lf the inSIdEI ]lad no
Ch()](;e 0

One may argue that the insider without mens rea should be punished b
the potenpal effect on market integrity. Such argument uses a strict liabjeca i
of reasgmng which needs stronger policy justification. It may well be a1
market integrity maintenance itself is a strong policy justification, howe
confidence can generally withstand some impcrfection-s, and even ’scandznzrg:y-'

result in a financial crisis. Thus. it would b i '
_ . q e submitted that 5.271(3
provide a worthy exception. ) ofthe S8 ;-

3
lity
rgued f

3.4 Agents and off-exchange transactions

Further, persons who deal without the requisite knowledge or deal as agent
exempt, and persons who dealt off-exchange with each other, both having thf:gren isite
knowledge, are also exempt. This is probably premised on that, off-exchange ;:a];{s
between entities who may be in a superior knowledge position to market partici .'

S C h hg
b pl’le: ol sec S > 1S f lllfOIllla
(10: not 31 ect the 13(1 f ecurities a ld t]lelﬂ IS N0 misuse (6] tl[)n 8

3.5 Personal representatives, trustees and persons
exercising rights under options

Sections 272 and 273 of the SFO exempts certain personal representatives.and trustess l

who have dealt based on i i i
advice obta!ned good faith and TS eroisi ights
| ti ‘ v 5 pe sonscerer r[S]ng rlg l-‘

Permission _from a relevant compliance unit to deal in shares would not absolve
a person’s liability for insider dealing if the permission is obtained dishonestlr

and fraudulcpt]y. In the case of HKSAR v Du Jun (2012) CACC 334/200;-

t]l:ere was e\tzdt?nce_ that the defendant had not told the truth of his holding ﬂé‘i
the retle\‘fant inside information to the compliance department when applying for
permission to deal in the relevant shares. Consequently, the defendant was not
allowed tg shield his dishonesty behind the approval he managed to obtain fron‘i
the compliance department, which he would not have received had he given thB:
full and complete disclosure of the facts . :

w

ase involves the inside dealing matter regarding Siv Fung Ceramics Holding Lid,

" See also DCCC 787/2008.

OTHER LAWS AND RULES GOVERNING INSIDER DEALING

~ 4 OtHER LAws AND RULES GOVERNING INSIDER DEALING

4.1 The rules governing the listing of securities
on the Hong Kong Stock Exchange

e Listing Rules seek to protect investors against improper use of confidential
ﬁféﬂﬂaﬁ‘m by insiders, by infer alia, imposing a general obligation on the listed
'@fmpany to disclose to the market price sensitive information.*' The Listing Rules also
. ose restrictions on dealings by a director in the securities of his or her company.*
i‘he director of a listed company is also under a duty to ensure that the employees
Ef{he company who are likely to be in possession of unpublished price sensitive
ﬁfomation are subject to the same dealing restriction.*
‘
4.2 The Code of Conduct module of the supervisory policy manual

issued by the Hong Kong Monetary Authority

The Code of Ceriduct sets out the minimum standards of codes of conduct that the
Hong Kong Mdnctary Authority expects an authorised institution to adopt. These
include profibition of staff members from dealing in the shares or securities of any
listed wornpany when in possession of privileged or price sensitive information not
genzrally known to the public.

4.3 The Code of Conduct for persons licensed by or registered with the SFC

The Code of Conduct imposes an obligation on the persons licensed by or registered
with the SFC to implement and maintain measures appropriate to ensure compliance
with the relevant law, rules, regulations and codes administered or issued by the SFC,
the Hong Kong Stock Exchange (if applicable) and the requirements of any other
regulatory authority that apply to a licensed or registered person.*

These rules and laws indicate that a properly prepared and communicated compliance
system may be the best defence against insider dealing. In order to ensure the
effectiveness of the compliance system, the institutions must communicate well with
and provide training for employees on how to identify and handle inside information;
what laws are applicable to the handling of inside information; common insider
dealing problems and how to avoid them; and what to do if an employee suspects
insider dealing has happened or is about to occur.

Educating employees on how to handle inside information is critically important.
In the case of HKSAR v Lam Kar Fai, Allen, convictions were obtained against
an investment banker and a fund manager. The investment banker was convicted
for providing information on the possible takeover transaction involving a listed

Y Rule 13.09, Listing Rules.

: Appendix 10, Listing Rules.
Appendix 10, para.13, Listing Rules.

o Paragraph 12.1. the Code of Conduct.
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Al aba’s failed bid to list on the Hong Kong Stock Exchange (HKEx) made

spaper headlines because it would have been the largest listing in the territory by
= Whilst the merits and demerits of dual-class structure boil down to the choice of
.v'vh.at shareholders want, it is nonetheless a departure from the “one share, one vote”
ideal that the HKEx treasures. In the broader scheme of things, the HKEx sees its
insistence on this basic attribute of “fairness” as a competitive edge that it possesses
over exchanges on Mainland China. This Chapter analyses the underlying rationale
pehind the HKEX's rejection of Alibaba’s lucrative listing in Hong Kong and considers

whether an exemption should be offered in future so as to ensure that the territory does
qot lose out on lucrative 1POs.

1. INTRODUCTION

2013 witnessed drama regarding Alibaba’s shift from Hong Kong to New York for
its highly-anticipatcd Jisting. Alibaba is China’s largest e-commerce player, akin to
Amazon, eBay. @ni PayPal, and equally popular to Google, Yahoo and Facebook.
However, based i1 China, it possesses some uniquely Chinese characteristics.' Alibaba,
jike its otHur dompetitors in China, is not only transforming the economy and making
an ihwacton everyday life for Chinese consumers® but also leading the way in Chinese
entrcpieneurialism.’ Alibaba operates the online shopping sites such as Taobao and
all as well as a major online payment platform, AliPay, which is changing China’s
retail and finance sectors. Its listing raised US$21.77 billion through selling 320.1
million American depository shares with a market capitalisation of USS108 billion.*
making it the largest technology IPO on the New York Stock Exchange since Facebook
Ine’s listing in 2012 which raised USS$16 billion.

Further, Alibaba has already caused a number of ripples on the commercial law pond.
One of them, as discussed elsewhere, touches upon China’s regulatory measures in
tackling the “variable interest entity” (VIE) structure, the validity of which was the
source of a dispute among Alibaba, Yahoo and Softbank in 2011.° This article analyses
the controversy surrounding Alibaba’s failed attempt to list on the Hong Kong Stock
Exchange (HKEx) and proposes that for the future an exemption to the banned dual-
class share structure should be considered.

This Chapter proceeds as follows. Section 2 discusses Alibaba’s failed bid to list in
Hong Kong with a dual-class share structure and looks into Hong Kong’s struggle to
accept Alibaba’s listing plan. The key legal and economic features of the dual-class

I Juro Osawa. “Meet Alibaba: China’s Mix of Amazon, eBay and PayPal”, The Wall Street Journal, March 17,
2014, B1

?  Charles Clover. “Mabile Wars”, Financial Times, March 20, 2014, p.7.

Jamil Anderlini, “The Billionaire Determined to Transform His Country”, Financial Times, December 13,

2013, p.7.

" Nicole Bullock and Sarah Mishkin, “Alibaba Prices Record-Setting 1PO at USS$68”. Financial Times,

September 19, 2014 (online); Ray Chan, “Alibaba Prices 1PO Shares At US$68 Each”, South China Morning

Post, September 19, 2014 (online).

Shen Wei, “Will The Door Open Wider in the Aftermath of Alibaba? — Placing (or Misplacing) Foreign

Investment in a Chinese Public Law Frame”, (2012) 42(2) Hong Kong Law Journal 561-593.
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share structure arf: analysed in greater detail in Section 3. HKEx’s
are further .exammed in Section 4. Rejecting Alibaba’s dual-sha
onf)( complies with the one share one vote principle, but also s

equity am.i harmony. The key counter-argument agaiﬁst HKEX? U(I;p(?rFs 50
accept !.\llbaba’s listing plan is HKEx’s attraction to potentialS 'ffClSlon ;
companies. Section 5 looks into Hong Kong’s competitive edmdrr}land 1
Maml.and listings. A short conclusion follows in the end Whg'[es 11’1. ;-
chrom\?!es Alibaba’s failed bid to list in Hong Kong normaiive o t!“s C
cr‘ystahsed from the insights into the circumstances a,nd con!cxtucfmnbytmns’
gf \_vhy t!le HKEx decided against potentially one of the lar csta co{‘]Slde 3
listings in the territory. In the scheme of things B Dublicicay
reverberations for Hong Kong to consider. ’

equity cor
e structy

there are bigger issyes »

2. ALiBABA’S DRAMA IN 2013

2:1;12?1:}3 S‘\zat?aetdthm ;fruCture its initial public offering (IPO) with a dual-class voting
e Com};an aﬁm:‘.“tounders ofthe company could maintain considerable contro] gyes
on the rm)l/nds hI e o However, the HKEx does not allow dual-class voting
“one shire one \tf Tt"theldua]_C]aSS voting structure violates Hong Kong’s existj
Vit :pt; | rgu e].9"=l;];e Td;:]‘;i];zlirel struc}t}urc has been explicitly banned by
i ks e sy e e o 8

us ies W ised in thi
companies were all organised in this manner, by issuing two classes of stock with :

@i S o
Sliﬁfer:nltdvotmg rights, giving founders and corporate officers a greater control in
hareholder votes. Founders of US technolo .
gy groups such as Google, F
Zynga, among others, all h ol ool
X 2 ave kept control of key decisions \
’ : : s and boa ™
after floating using dual-class share structures. o comrR s

In'i i . :
! gdlc:isnncgotlatlflns with the HKEx, Alibaba made a proposal allowing the company’s
ading exccutives, through a partnership (i i . |
; ship (including Jack Ma and wther i
altogether 20 partners, owning a i ‘ TS ol
\ g a little more than 10 percent of Al i
tose . ' . 1haba) to nominate a
z:onty ?f the directors after its debut. The structure would be best'characterized asa
partnership style of control over the company'’s fate, liken to US technology companies;

with dual-class shares. |
. In essence, the founders of Alibab. ing ri
1 a have
than other future shareholders combined. o verne e

g:;if;z&igz ft.::.f:i the p.artnershi}.)-type arrangement (rather than a straightforward
e commar aS ;w” 'ursq) in place is to keep. the founders® vision and direction of
. S as : ¢ corporate culture intact. Jack Ma and his top executives
s o 1e pc(::rccni of (tjhc company, compared with their contemporaries like
belloi s Sharp: r::en an Soﬁbaﬂk at 37. percent. The founders of the company
e : L ‘s ructure was an “open, innovative, responsible and sustainable
ystem for a company’s fundamental needs”.®

" Charlotte So, “ i
rlotte So. “US Bourses Accept Board Plan. Alibaba™, South China Morning Post, October 22, 2013 (online)

ALIBABA’S DRAMA IN 2013

and Softbank appeared to have supported Alibaba’s justification. During
éﬁations with the HKEx, Alibaba was flexible with reducing the number of partners
pinding them to a three-year share sale ban.” However, the current listing rules in
ag Kong meant that the founders of the company would not be able to hand-pick

most of Alibaba’s board members, post listing.
ddly, even after the US exchanges gave a green light to Alibaba, taking no issue with
;g&s.unuS“ﬂ] corporate governance structure, Alibaba deployed a dual-track approach to
;gmultancous]y negotiate with both exchanges as its founders viewed Hong Kong as a
more favourable listing venue. In order to make progress, Alibaba even agreed to make
3 ompromise by giving up the nomination rights for the majority of the directors so

Jong as the chief executive officer could be one of the founding shareholders.*

Toits credit, HKEX did discuss the possibility of initiating a market-wide consultation
on alternative share and control structures.” However, the consultation came too late
inAugust 2014, just months away from Alibaba listing in the US. Alibaba consistently
‘maintained to the HiSEx that it did not seek to change the listing rules about the dual-
share structure, @lljthat it wanted was an exemption. Nevertheless, this distinction
made no differente to the HKEx because what Alibaba sought was a departure from

the principie of “one share, one vote™.

Ever ihough Alibaba Group had convinced New York regulators to accept its
et teaversial executive partnership structure and list shares,'? there were still challenges.
The agreed share structure enabling the founder, Jack Ma and his management team to
retain control of the company would effectively place other shareholders at a greater
disadvantageous position than other dual-class listing models the US has permitted.

The existing listing rules in the US provide equity shareholders with the power to
nominate or dispose of the directors. Under Alibaba’s preferred structure, shareholders
would not enjoy these rights, leaving such shareholders with no effective monitoring
role. If Alibaba were to restructure the company, it would take a long time to go
through the internal processes and garner approval from the existing shareholders.
The partnership structure Alibaba maintains is uncommon for a company of its size.

The other hurdle Alibaba needed to overcome was its creditability on Wall Street after
a 2011 dispute with Yahoo on secretly transferring AliPay, one of the most valuable
assets of the group, to a third party owned by Ma outside of the group. The dispute is
commonly referred to as a VIE problem, that is, an investment vehicle or a “variable
interest entity” allowing Mainland firms to access capital from foreign investors
through offshore platforms rather than through their mainland entities, in oder to
avoid China’s tight and complicated foreign exchange controls. This incident triggered
a round of sell-offs in US listed Mainland firms, including sina.com, China’s No.2

7 Ray Chan, “Alibaba Abandons Hong Kong for New York, Sources Say”, South China Morning Post, September 26.

2013 (online).
* Mary Ma. “Alibaba Behind Smokescreen”, The Standard, October 22, 2013.
* Paul J. Davies, “Hong Kong 1PO on Hold™, Financial Times, November 11,2013, p. 21.

" Ray Chan, “Alibaba Abandons Hong Kong for New York, Sources Say”, South China Morning Post. September 26,

2013 (online).
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web portal. This was because US investors became s

uspicious ofMainland' i
imitating Alibaba business practices.

In light of these controversies, Alibaba later adopted the board-
when it decided to list in the US." Both the New York Stock Ex
accepted the special partnership structure that allowed its top exe
the majority of board members.'? Alibaba received written con
exchanges that it could list its shares on those platforms, quali
company exemption enabling former and current executives to
over the company’s board."> Alibaba also engaged in talks abo
listing the firm on the London Stock Exchange.

Cutives tq o
firmation frq
fying for 5 g
exert such jpf
ut the possib;

2013)." Rejecting Alibaba
Chinese internet companies

a’s co-founder and vice chairman who |e

said that “the question Hong Kong must address is whether it is

ready to look forws=

s desire to ensure unqualified transparency in
siderations for investing when listing | As such,

=

The decision 1o list in New York could be regarded as a signal opting for American
in helping soothing any investor nerves on the Wall Street,
George Chen and Ray Chan, “Alibaba in Talk
Morning Post, October 22, 2013 (online),
Telis Demos, Juro Osawa and Jacob Bunge,
Wall Street Journal, October 22,2013, B7.
George Chen and Ray Chan, “Alibaba
Morning Post, October 22, 2013 (online).
Paul J Davies, “Alibaba Abandons $60bn Hong Kong Listing”, Financiat
Enda Curran, “Hong Kong Bourse Seeks Rule Changes™, The Wall Street
Tencent is one of two mainland internet stocks. Tencent’s market value
million when it listed in 2004. Tencent stock accounts for about 3% of th
turnover and is among the top five traded stocks. Reuters, “Loss of Al
Kong Listing Rules”, September 27, 2013 (online),
Matt Jarzemsky and Juro Osawa. “Alibaba Jabs at Hong
September 27, 2003, (3.
Compared to Hong Kong regulators, the US SEC is not a
company’s disclosure includes all information that investo
including whether the company meets the corporate goves

banks to play the leading roles

s with London Bourse Afier Hong Kong Snub”, Souh China

“Alibaba: NYSE, Nasdag Approve Partership Structure Proposal”,

in Talks with London Bourse After Hong Kong Snub”, South China

Times, September 25, 2013 (online).
Jowrnal, March 17, 2014, C3,

soared to US$98 billion from US$800
e Hong Kong exchange’s average daily
ibaba IPO Spurs Calls for Reforms of Hong
Kong Bourse™, 7he Wall Streer Journal,
prudential regulator and focuses more on whether a
rs would regard as material o their investment decision,
Tnance standards of the relevant stock exchange.
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pEMYSTIFYING THE ENIGMA ASSOCIATED WITH DUAL-CLASS STRUCTURE

n, to be listed raising US§1.2 billion. However, there were no regulatory

dments 10 strengthen the protection of minority unit holders’ interests.* Since
> majority unit holder of HKT Trust Limited is PCCW, it is thus impossible to
e and replace the trustee-manager, without the consent of PCCW.*® Thus,
ller of PCCW has similar powers 1o those of majority shareholders in a
unit holders of the shares can vote at the

he preference shares,
KT Limited with one vote for each share.?® Therefore, the

has over HKT Limited is lesseded, compared with if it were

% 50

contro
npany- Unlike t
oral meetings of H
o] of control PCCW
isted under a dual-class structure.

3. DEMYSTIFYING THE ENIGMA ASSOCIATED
wiTH DuaL-CLASS STRUCTURE

ucture is a device to safeguard the entreprencurs
hHany as their ideas were thought to be the key drive behind it.

divides the shareholders into several groups and then prioritises
different rights attached to each class. It
.27 Thus, in a listed

n essence, a dual-class share str

control over a com

The share strugtaie
them accorging 1o different classes with
{5_ somet{mes interchangeably used with corporate pyramid
commany with a dual-class share structure, public sharcholders often have one class

of thares, which carries limited voting rights whereas management has the other
~l2ss of shares carrying enhanced voting rights. Technically, a dual-class share
structure can help management and its allies defeat hostile takeovers, as their voting
control can be easily relied upon to turn down any bid for the firm. However, the
immediate consequence of adopting this structure is to detach corporate governance

from shareholder activism.
The American Stock Exchange (Amex) has allowed firms to issue multiple classes
of common stock on the condition that such shares have the right to elect at least 25
percent of the board of directors.? Yet the New York Stock Exchange had a listing
rule explicitly prohibiting dual-class common stock dating from 1926.2 The NYSE
at one time considered changing this rule when General Motors issued dual-class
common stock in 1982 in violation of the NYSE’s rule.* During the time between
General Motor’s issuance of shares and June 1987, more than forty companies issued

% Raymond Chan, Vincent Kwan and Angus Young, “Publicly Listed Business Trust in Hong Kong”, (2014)
Compliance and Regulatory Journal, Forthcoming.

*= [bid.

% Ihid.

7 Lucian A. Bebchuk et al., “Pyramids, Cross-Ownership, and Dual Class Equity: The Mechanisms and Agency
Costs of Separating Control from Cash-Flow Rights”, in Randall K. Morck (ed.), Concentrated Corporate
Ownership (Chicago: University of Chicago Press, 2000) 445.

® Am. Stock Ex. Guide §10,022.
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W17 CER. §240.19¢-4 (2003).

s Kk Exchange-Based Securities Regulation”
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DEMYSTIFY]NG THE ENIGMA ASSOCIATED WITH DUAL-CLASS STRUCTURE

1 AMONE listed firms, 10 percent in the US and 22 percent in Canada (Toronto
. Exchange Index) have dual-class shares.”” US listed companies with weighted
o rights structures represent 14 percent of total market capitalization of all large
isted companies. The survival of the dual-class share structure in the US could
be attributed to its federal system. In the 1980s, the SEC appealed to the courts

such structures. The Court subsequently ruled the issue would have to be

Lined by state law.
structure has now become de rigeur for the hottest technology IPOs, including
book, LinkedIn, Zynga, and Groupon, as the structure can help these companies
1o maintain their vision and value and retain a long-term perspective. The dual-class
ng. structure adopted by Facebook and Google allows the senior management
including the founders to retain control of the companies even as they have tapped the
market for funds. In the case of the News Corporation, the Murdoch family only owns
|2 percent shares, but controls 40 percent of the votes through a special class of shares
which entitles the Mawdoch family to superior voting rights.*

fn a larger pictuie/the structure allows entrepreneurs to bring their ideas to the public
i'ﬁgrket at amedrly stage and enable companies to plan for the long term. Nonetheless,
iwen in’the’ US, some investors have been upset with the dual-share structure
éomplqimng that the technology companies using it have surrounded themselves with

‘ca rany protections.

Civil law jurisdictions such as Germany, Italy, and Japan*' place limits on dual-class
shares.”” So do Spain, South Korea® and China* In continental Europe, several

# Institutional Shareholder Services, Proportionality Between Ownership and Control in EU Listed Companies

External Study Commissioned by the European Commission, (May 18, 2007) 130.
1 Mike Burkart and Samuel Lee, “The One Share — One Vote Debate: A Theoretical Perspective”, available at

http:Iﬂ'ssrn‘comfabslract_id‘-qg'?fl%. at 1.
% *Dual-class Share Structures: the Cost of Control”, The Econoniist, July 21, 2001.
4 n Japan, the Tokyo Stock Exchange (TSE) listing rules do not allow a listed company to have multiple voting
shares. A Japanese listed company’s arficles may state that the shares of a certain class have limted or no voting
rights. The number of such shares, however, may not exceed one-half of the total number of issued shares of the
company. The TSE listing rules state that shares without voting rights can be listed on its main market. In reality,
such shares were not issued, The Companies Act allows priority shares to be issued that give special rights on
the appointment of directors. However, TSE rules prohibit a company from issuing such a share class after it has

listed.
2 Reinier Kraakman ef al.,
Oxford University Press, 2nd edn, 2009) 59.

4 Korea company law does not allow a stock company to i
amended in 2012 to allow a stock company to issue non-voting shares and shares with limited voting rights that

miy be exercised only for certain matters but not others. Non-voting and limited voting shares must not exceed
25% of the total issued and outstanding shares of the stock company. Certain exceptions from this limit are

permitted for non-voting shares issued under the authority of a Presidential Decree.
d in Mainland China to

“  Article 127 of the PRC Company Law provides legal ground for companies incorporate
g shares, CSRC’s

ares. However, companies are prohibited from issuing multiple votin
es that companies’ articles must

The Anatomy of Corporate Law: A Comparative and Functional Approach (Oxford:

ssue multiple voting shares. Korea company law was

issue different types of sh
Guide to the Articles of Association of Listed Companies (amended in 2006) stat
cach share with voting rights held shall be entitled to one vote. Limited voting shares and

vidends cannot be issued by listed companies incorporated in

include a provision that
land Chinese listed company granted special board

non-voling shares without preferential rights to di
Mainland China. There have been no cases in which any Main
nomination or appointment rights to particular persons in its articles.
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rg from acting as stewards of the company, and removes the incentive for
sement performance provided by the risk of being taken over. In the UK
e various proposals for broadening the types of share on offer while also
ting investors from exploitation. One possibility is to impose restrictions on

vote principle 45
famnz busliple. .. The dual-class share structure is allowed
L ness needs a long-term visjon for their busin o
Fam“y;.:hny Lo J}c)[ursue different policies for the vari e
>hareholders might pref; i
_ €rto invest fi ;
B e ; orthe long tern wh; i
o concerned about immediate financial retyr ) s
b an some other mechanismsg through which e
ompany without ownj N |
nimg more than half of i
the equity. In iti :
- In addition_;
It h
(ii) providing a sunset clause so that they phase out after a set period of time.
Singapore is now considering embracing this structure, in pursuit of its push
to become a home for tech and biomedical start-ups.

(i) setting limits on the proportions of voting and non-voting shares; or

majority shareholders,* I, Italy, Telecom [ta]j
; ali

use of pyramid structures facilitates 5 ral1a was a prime Example hq
a company through Vil fayers Oﬁn tent]ty \f\fli?‘l relatively Jittle Capita] t:
10.030 Howeve . ntermediaries. cones e can be some justifications for this dual-class structure. Compared to sharcholders, ~ 10.032
r, Hong Kong, Smgapore 7 and W i . .
class shares, These bans mag, b » and other stock exchanges continue tg p, agement may have bctter. mtor.matlon about the firm and consequently is more
class (if shares are measured){) :avLe\f;ved as a lfagal tool to protect shareh?)]da-n-' qggpabk_of rnak.mg s:oun_d busme_ss Judgmen?s. In contrast, shareholfigrs, due to '[11.6]]'
measured by voting rights) ¥ hesd IOW) Or minority shareholders (whe IS possession of mfer.f\tj :nformatlo_n, m.ay distort management (.iemsmns by selling
the 1960s, byt Sorm discour‘a Edt ual-class shares were In vogue in the UK ntrol O_f the ﬁ.ﬂn. With mor.e voting nght_s (bl}‘[ Ics_s cash-ﬂ(?w rights), management,
dual-class shares boils downg:o fO the point of extinction. The core argume 3 through its re_ta;nud control, is able to avoid this miscalculation by ic sharecholders.
should be no R Investdlmess’ as conventional wis i gl f}:a Seen ﬁ.om ihis ang]e, tjle dual-class structure Cfin a:(l'so be.charactensed as a contr-o[-
company than they do, yet houe ;)-r's at t.hc mercy of those who own ng mor, - QﬂhmJ“lIlL"ﬁiechaﬁ1sm4 oran f:ntrenchment dc.v:ce.‘ Inferior shareholder information
10031 Thege o greater rights. e of may 110 "be a valid argument in favour of having a dual-class share structure. ln. t'he
'ese stock exchanges rejecting the st capital markets, the accurate assessment of firm performance depends on the ability
principle of one share one vote and sha Shl‘ucture are stronger believers in ot outsiders rather than insiders. This seems to suggest that information asymmetry
leads to inefﬁcicncy Dual-class shares eholder democracy, even in cases when j between sharcholders and management has little relevance in justifying the dual-
opponents fear that the structure preyenge. class share structure. In the same vein, management, equipped with super majority
AN yoting power, may protect the firm from some acquirers’ predatory takeovers, thereby
‘W‘ increasing s.hareho!dcr_we[fare. HOW?VEI’, this argument u§ing the dua.l-class structure
. 1ln:; ;f;;f;;:;.v:osu; Review of Law ang Em.unnuz\-(;usg‘fi?" of Ordinary Shares ino Nom- ot A ;9;5’ as a defenmye device is not persuasive, as other a]terl:latlves are avallailble to protect
me— sfudyhzr::;f:lsm'ces Proportionality Between Ownership and . » (D98 shareholder interests without granting mar.lagement votmg.control, despite the fact that
« Singapore revised its (ors:::z:::\'ft i??ﬁf an Commission, (May ,gngg?ﬁf;mmr in EL(Libéd Companies; hostile takeovers may crcatc-: higher premiums than negotiated mergers. Managem.ent
t;;utzl;; ;:mb:;nies listed on Singapore Exch:r}gI: :{SSG(;(G)m-pan.ies (Amendment) Bt €¥3vas abolish i may requ!:st voting power in order to a\fmd shareholder oppo_rtumsm. Encouraging
(pmicumﬂ:aszi:irg:!;n'd ::stricrions_ which include ri)dir;edit::uéoﬂl;s;: dif’fen_:m Sasses of shares S'ubj:: firm-specific human caplt.?l investment is another argilnn-ent in favour of the du'al-
rather than an o dinary rtsijz:ﬁi:_st';ic;ull&l;e subiect to a higher approva l:::h:;iﬁsif:eremfar voting righs class structure. The firm is ablf: to. attract more specialised managers by offering
1]:?01”;'.% _lD wind up the compé;ny ora r:;fz:igini‘;ﬂling Shﬁrﬂs should be accorded eq‘:galszzi:’:] r‘?s‘;!'““:n  ocitrated VOting el Wil i thrn bnngs RIS (R A Woalchas
pam; rslf(:zl: :;uare ‘Ihan one class of shares, the not:-\;c]cuhf :arr;z [|g1c|righrs of the non-voting Shari_;rﬁ] d“‘( ﬁ‘:; the shareholders. With such super voting power, management can ensure enforcement
attached o each d;c;n;;:‘asr;:i: 'v;j,? :c?ma"‘"“_f_»" statement wu.ng";ilallh‘:h‘:g::) rz*;‘:"utinn is proposed to be of compensation terms promised by the firm and shareholders. The opponents of this
Cto?..p:m,'?s Act, Consultation l’e;;;en }L]:ler\,; ;Ifl f';r‘l’aariicc‘ Report of the Steering C%om;itrsref:rr::cgj::!\ of therg line of thought could easily counter that placing more emphases on human capital
A%ZL;};?;:;;QJ ;O"E;V'ia\:%.?ﬂof",’aﬁlfl(‘ompanf:.:s%ZIOE.‘:\J:12E:E;z:gB',I_‘101‘,.1;0\;.sy,/‘darafcmsresnurce/];z:li:z/:;; departs from the core problem in corporate governance, as the agency problem is
;:ewspﬂper . Umpanies"("eg"g:;?;}t;:fprl’rior {0 the new amendments lnnsszgg(::?gj:::I.ZS%‘?‘”.ACUAHHEX.%ZG between shareholders and management which does not result in a better alignment of
rinting Press Act mandates the issye orZ:;:::d'“gS) were exempted by law. The Sip, q,c: SI;gapf‘m!s liceg management and shareholder interests.
€ classes of shareg with different votm: r'?u:;s b‘*—“"gbpaper E"].d . . .
Y Singapore’s The benefit-cost analysis may be the key argument disfavouring the dual-class ~ 10.033
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DEMYSTIFY]NG THE ENIGMA ASSOCIATED

~ros and cons of inside (founding) shareh
Jestors) in the dual-class share structure are outli

WITH DUAL-CLASS STRUCTURE

olders and outside shareholders
ned in Table 10.1 below.

Table 10.1: Comparison between Inside Shareholders and Outside Shareholders

in Dual-Share Structure

Inside Shareholders

OQutside Shareholders

: reholders

Bnres Possessing super-voting shares Holding inferior-voting shares

-._"0565 Easier to obtain funding from | Focusing more on preferred rights
institutional investors such as private | for the distribution of dividends and
equity and hedge funds by selling | remaining assets in bankruptcy but less
preferred shares on corporate operations

Effects on Protecting inside shareholders” voting | Outside shareholders™ voting rights

yogfng Rights | rights from being diluted and help | are differentiated  from founding

shareholders’

maintain their control over the company

| gide-cffect of | The Hovsibility of abusing their control
Concentrated | anq tnaking suboptimal corporate
Voting Rights | coisions beneficial to themselves but
[“Harmful to the company

Eroding outside investors’ confidence,
and deterring them from investing more
into the company
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- (O
Efficacy of Encouraging more devotion | Hurting the efficacy of corporate
Corpurale and contribution from founding | governance rules due to free-riding,
(joveriance shareholders to the company collective action and passivity problems

| itfects on More concentrated equity structure Higher share turnover rate leading to a
Ownership more dispersed equity structure
Model
Effects on More centralised business operation | Higher costs of opposition due to the
Majority- with a more efficient decision-making | rising communication and coordination
Minority process expenses and free-riding blockage

Shareholders
Relationship

Theoretical Breaking up the notion of “shareholder | Undermining the sharcholder primacy
Grounds homogeneity™ which is based on the | theory,” which is a democratic
assumption that all shareholders have a | legitimacy argument™

uniform interest in wealth maximisation®™
Nature of Private ordering and choice Mandatory corporate governance rule
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