
REPORT (HONG KONG) – 2006 to June 2007

1. Economic and Financial Background
2006
The Hong Kong economy continued to expand and recorded a robust 6.8% GDP growth (GDP growth figure in 2005 was at 7.5%).  

On the trade front, Hong Kong’s merchandise exports attained another year of double-digit growth in 2006, mainly due to the thriving Mainland economy and improved price competitiveness stemming from a weaker US dollar.  For 2006 as whole, total exports of goods grew markedly by 10.2%, further to the strong 11.2% growth in 2005.

Local consumption demand grew solidly throughout the year, as the labour market continued to show a broad-based improvement and as the asset markets performed well to render a positive wealth effect.  Private consumption expenditure (PCE) grew by 5.1% in real terms for 2006 as a whole, up considerably from the 3.3% growth in 2005.

The labour market continued to improve on a broad front.  Total employment attained a 2.1% growth in 2006, slightly faster than that of 2% in 2005.  By the fourth quarter of 2006, the total number reached an all-time high of 3.47million (and rose further to a new high of 3.48 million in the three months ending January 2007).  Thus, a total of 299 000 additional new jobs had been created since 2003, benefiting both higher and lower skilled workers across different sectors.  The seasonally adjusted unemployment rate fell to a six–year low of 4.4% in the fourth quarter of 2006 (and held steady at this level in the three months ending January 2007).

Consumer price inflation, though inching up in the first three quarters of 2006, remained moderate through to the end of 2006.  The strong economic upturn, coupled with the low inflation rate, has provided a highly supportive macroeconomic environment for Hong Kong.  On a year-on-year basis, the increase in the Composite Consumer Price Index inched up from 1.6% in the first quarter to 2% and 2.3% respectively in the second and third quarters, before edging down to 2.1% in the fourth quarter upon the easing back in oil prices and a more steady increase in housing cost.

1st half of 2007
The Hong Kong economy continued to expand in the first two quarters of 2007. The GDP accelerated to a 6.9% growth in real terms in the second quarter, up from 5.7% in the first quarter.

For the first half of 2007 as a whole, the value of total exports of goods rose by 10.4% over the same period in 2006.  Within this total, the value of re-exports increased by 12.7%, whereas the value of domestic exports decreased by 25.8%.

Local consumer sentiment was upbeat in the second quarter, backed by rising labour income, better job prospects and buoyancy of the stock market.  Private consumption expenditure (PCE) registered a strong 6.6% growth in real terms in the second quarter, after a 5.3% rise in the first quarter.

For the first half of 2007 as a whole, the Composite CPI rose by 1.5% over a year earlier.  Rising food prices and its volatility would continue to play a bigger role in affecting inflation in the near term.  However, the rates concession for the third quarter and other one-off measures to be introduced later in the year would continue to keep the inflation number down in the second half of the year.  Moreover, rapid labour productivity growth should provide some cushion against overall inflationary pressures.

The Hong Kong economy is expected to enjoy another year of above-trend growth – with growth forecast at 4.5-5.5% in real terms, after experiencing three consecutive years of robust expansion.

2.
Key trends in flows and assets under management 
Asset size and number of SFC-authorized funds

Details on unit trusts and mutual funds authorized by the Hong Kong Securities and Futures Commission (“SFC”):
	　
	Number
	NAV (US$ Million)

	
	Mar-07
	Mar-06
	Dec-06
	Dec-05

	Bond
	350
	318
	184,431
	147,379

	Equity
	887
	916
	510,371
	356,731

	Diversified
	124
	111
	55,033
	37,650

	MM
	68
	51
	126,790
	92,574

	FoFs
	97
	84
	6,794
	5,528

	Index
	27
	28
	11,632
	8,970

	Guaranteed
	253
	309
	11,838
	16,455

	Hedge
	14
	13
	1,662
	1,038

	Other Specialized*
	9
	7
	1,703
	1,260

	Total
	1,829
	1,837
	910,254
	667,585

	Umbrella Structure
	151
	161
	
	

	Grand total
	1,980
	1,998
	
	


* Includes futures & options funds and leveraged funds.  

Source: SFC (The data are published once a year – no. of funds in March 2007 and NAV in December 2006.)

The total number of SFC-authorized funds was 1,980 at the end of March 2007, down by 0.9%.  However, the following categories saw an increase in the number of funds – bond funds from 318 to 350 (up by 10.1%); diversified funds from 111 to 124 (up by 11.7%); money market funds from 51 to 68 (up by 33.3%); fund of funds from 84 to 97 (up by 15.5%); hedge funds from 13 to 14 (up by 7.7%); and other specialized funds from 7 to 9 (up by 28.6%) in the period.  Meanwhile, the following categories saw a drop – equity funds from 916 to 887 (down by 3.2%); index funds from 28 to 27 (down by 3.6%); and guaranteed funds from 309 to 253 (down by 18.1%). 

In terms of NAV, the industry saw an increase of 36.4% at the end of December 2006, as compared with December 2005.  NAV of hedge funds and diversified funds had increased substantially by 60.1% and 46.2%.  This was followed by equity funds (43.1%), money market funds (37%) and other specialized funds (35.2%), index funds (29.7%), bond funds (25.1%) and fund of funds (22.9%).  NAV of guaranteed funds had dropped by 28.1%. 

Origin of SFC-authorized Funds
Offshore funds can be marketed in Hong Kong as long as they obtain SFC’s authorization.  At the end of March 2007, about 5% of SFC-authorized funds were domiciled in Hong Kong.
	
	Number
	%
	NAV (US$ Million)
	%

	Hong Kong 
	100
	5.0
	11,609
	1.3

	Luxembourg
	1,015
	51.2
	644,813
	70.8

	Ireland
	341
	17.2
	180,490
	19.8

	Guernsey
	35
	1.8
	6,618
	0.7

	United Kingdom
	44
	2.2
	35,752
	3.9

	Other Europe
	3
	0.2
	44
	0.0

	Bermuda
	29
	1.5
	3,402
	0.4

	British Virgin Island
	24
	1.2
	3,157
	0.4

	Cayman Islands
	384
	19.4
	21,996
	2.4

	Others
	5
	0.3
	2,373
	0.3

	Total
	1,980
	100
	910,254
	100


Source: SFC (Number of funds: as at March-end 2007.  Asset size: as at December-end 2006.)


Sales and redemptions

(i) January 2006 – December 2006 (Note 1) (Appendix 1)
In 2006, the fund industry registered gross sales of US$24,339 million and net sales of US$3,807 million.  Most of the net inflows were registered in the first half of 2006, in particular in the first quarter – US$2,364.04 million of net inflows were registered and accounted for 62.1% of the total net inflows of 2006.  Compared with 2005, gross and net sales for the year went up by 72.5% and 215% respectively.

Gross sales of equity funds reached US$18,908.24 million in 2006, and accounted for 77.7% of the industry total.  Net sales of equity funds amounted to US$5,139.73 million.  Gross and net sales were 1.2 times and 1.7 times of the respective figures for 2005.

Amongst all equity sectors, Asian funds attracted the highest gross inflows in 2006 – at US$9,535.49 million and accounted for over 50% of the inflows into equity funds.  On a net basis, inflows of US$2,118.24 million were recorded, accounting for 41.2% of the net inflows into equity funds.

Bond funds registered gross sales of US$2,818.11 million and net sales of US$1,161.46 million in 2006, representing 11.6% and 30.5% of the industry gross and net total.  Compared with 2005, gross and net sales went up by 51.6% and 101.2% respectively.

(ii) January 2007 - June 2007 (Note 1) (Appendix 2)
In the first half of 2007, the fund industry attracted gross and net inflows of US$20,565.74 million and US$4,191.04 million respectively.  Compared with the corresponding period in 2006, gross sales and net sales rose 46.4% and 20.4% respectively.

Aggregate gross inflows into equity funds reached US$16,276.84 million, up by 40.9% as compared with the first half of 2006 and representing 79.1% of the industry total.  On a net basis, they attracted inflows of US$4,399.07 million – which was more than the industry net total.

Asian equity funds attracted gross inflows of US$10,189.9 million, up by 78.1% as compared with the first half of 2006 and accounted for 62.6% of the total inflows into equity funds.  On a net basis, they attracted US$3,450.67 million, up by 96.1% and contributing 78.4% to the net inflows into equity funds.  

Sales of Greater China Region equity funds came first in the first half of 2007: gross and net sales reached US$4,131.17 million and US$1,287.76 million respectively, up by 1.4 times and 41.8% from 2006 and accounting for 20.1% and 30.7% of the industry’s gross and net total.  

Sales of Asia Regional (excl. Japan) equity funds came second: a 1.9 times increase in aggregate gross sales at US$3,035.73 million, which accounted for 14.8% of the industry total.  On a net basis, they attracted inflows of US$1,692.73 million and accounted for 40.4% of the industry total, as compared with the same period in 2006 at US$55.34 million. 

Sales of bond funds surged in the first half of 2007 – they registered aggregate gross inflows of US$2,116.78 million, up by 94.4% as compared with the first half of 2006 and accounting for 10.3% of the industry total.  On a net basis, they pulled in inflows of US$298.54 million, up by 28.1% and representing 7.1% of the industry net total.  

Fund penetration rate

According to SFC’s Retail Investor Survey 2005, the popularity of funds (excluding MPF investments) has grown significantly: from 9% in 2001 to 9.8% in 2003 and further to 18.1% in 2005.
3.
Legal and regulatory developments
Regulatory development

· In September 2006, SFC released the Consultation Conclusions on the reform initiatives proposed as the final phase of a three-part review and reform exercise designed to modernize the regime governing the public offering of shares and debentures in the Companies Ordinance (CO).

Note

1.
Only retail transactions (including switches) are covered and sales attributed to institutional sources are excluded from the report.  Data covered HKIFA members only.
SFC consulted the public on 21 reform initiatives relating to the CO prospectus regime.  Of the 21 reform initiatives proposed, 12 would be pursued in principle, including:

· moving the provisions in the CO relating to the public offering of shares and debentures to the Securities and Future Ordinance (SFO);

· regulating the act of offering rather than any document containing the offer;

· regulating offerors without regard to place of incorporation or their legal form;

· attaching prospectus liability unequivocally to specified persons responsible for the prospectus;

· taking steps to ensure independence and objectivity of analysts in pre-IPO research and that sponsors will ensure that no material information not already contained in the draft prospectus is disclosed to analysts by the IPO applicant; and

· requiring the issuer to publish a supplemental prospectus and provide investors with withdrawal rights where materially adverse new developments occur prior to allocation.

· In April 2007, SFC commenced a review of the approval process for marketing materials in relation to SFC authorized funds.  This was part of the ongoing initiative to facilitate development of the fund industry and reduce its compliance cost.  A working group has been formed with representatives of the industry and HKIFA to review the advertising guidelines in the SFC Code on Unit Trusts and Mutual Funds. The working group will consider the possibility of streamlining the authorization process of marketing materials of SFC authorized funds.  
· SFC has also engaged an external consultant to study the retail funds authorization regime and processes in overseas jurisdictions.  

· In June 2007, SFC issued a circular to management companies of SFC-authorised Real Estate Investment Trusts (“REITs”) on electronic dissemination of public announcements of SFC-authorised REITs.  As the Stock Exchange of Hong Kong (“SEHK”) abolished the Main Board requirement for paid announcements and launch the new regime for electronic dissemination of regulatory information (referred to collectively as the “Electronic Disclosure Project”) with effect on June 25, 2007, SFC informed REIT managers that with effect on the same day, insofar as they adopt such disclosure dissemination practice as that set out in the revised Listing Rules in relation to the Electronic Disclosure Project, their electronic publication of announcements would be regarded as being in compliance with the Code on REIT’s requirement in respect of the manner of publication.
Cross border cooperation with Mainland China

· In April 2007, SFC and the China Securities Regulatory Commission (“CSRC”) enhanced cross-border enforcement by expanding existing agreements and providing a basis for increased co-operation.  Under the new arrangements, SFC may request assistance from CSRC in obtaining information in the Mainland for SFC investigations.  If a person from whom the information is sought refuses to comply, CSRC may seek court sanctions against that person.  This power for CSRC to compel the provision of this information has been made possible by amendments to Mainland securities laws last year. Previously, SFC had to rely on CSRC seeking voluntary co-operation from persons from whom information was sought.

· Also in April 2007, SFC entered into a Memorandum of Understanding (MOU) with the China Banking Regulatory Commission (“CBRC”) for co-operation and information sharing with respect to Hong Kong licensed intermediaries who provide services to Mainland commercial banks conducting overseas wealth management business on behalf of their clients.

Recent regulatory development - The Mandatory Provident Fund (“MPF”) System

· In May 2006, MPFA issued the "Consultation Paper on Proposals to Improve the Content of Annual Benefit Statements".  The consultation paper contained various proposals that aimed to improve the content of the annual benefit statement that was provided to members of mandatory provident fund ("MPF") schemes.  The consultation conclusions were issued in July 2007.  However, the new requirements cannot be put in place until, or unless, MPFA is given a new power to prescribe additional content under section 56 of the Regulation.  In June 2007, the HKSAR Government introduced the Mandatory Provident Fund Schemes (Amendment) Bill 2007 into the Legislative Council which contains an amendment to provide the Authority with the requisite power.

· In December 2006, MPFA completed a review on the minimum and maximum levels of relevant income for mandatory contribution purpose, and it proposed to raise the maximum level from the current level of HK$20,000 to HK$30,000 per month and maintain the current minimum level at HK$5,000 per month.  The proposals are being reviewed by the Legislative Council.

· In February 2007, MPFA issued the second edition of the Code on Disclosure for MPF Investment Funds.  The purposes and benefits of the disclosure enhancement were:

· to provide scheme members with clearer and easier-to-understand information so they can make more effective MPF investment decisions;

· to enhance the transparency of fees and charges through improvements to the disclosure of information about MPF funds; and

· to provide guidance to approved trustees and other service providers in the disclosure of information about MPF funds.

· In March 2007, MPFA formally recognized the 2nd edition of the industry Performance Presentation Standards submitted jointly by the Hong Kong Trustees Association and the Hong Kong Investment Funds Association for the purposes of the Code on Disclosure for MPF Investment Funds (Disclosure Code).  The 2nd edition of the Standards came into effect on April 23, 2007.  Fund fact sheets sent by the trustees on or after that date must comply with the requirements of the Standards.

· In July 2007, MPFA launched a Fee Comparative Platform on its website which provides the average, highest and lowest FER for all MPF funds and for the six different types of MPF funds.  The name and specific details of all MPF funds would be disclosed in the phase II of the initiative.
Data on MPF (Appendix 3)
4.
Other Major Issues and Development

UCITS III

About 70% of the HKSFC-authorised funds are UCITS, the latest developments in the Undertakings for Collective Investment in Transferable Securities (“UCITS”) III, the regulations issued by the European Union Commission that govern funds domiciled in the EU states have major implications for the industry. 

SFC has been working closely with the fund industry and maintaining dialogue with overseas regulators and market practitioners to facilitate the migration to the UCITS III regime.  After formulating the interim measures which include a fast track procedure to assist the processing of UCITS III fund applications that meet with all the necessary requirements and do not intend to have significant adjustments in their investment policies, SFC issued a circular in August 2006 re information relating to the risk management and control process of UCITS III funds.  The circular sets out the items and areas relating to the risk management and control process that SFC expects fund managers to be provided in order to give SFC a understanding of the risk management process of UCITS III funds using expanded investment powers, especially those using financial derivative instruments (“FDIs”) for investment purpose.  The guide is prepared based on the European Commission Recommendation on the use of FDIs for UCITS. 

In October 2006, SFC posted a FAQ on SFC authorization of UCITS III funds on its website.
As of the end of December, the SFC had authorized 1,347 UCITS III funds, representing over 93% of the UCITS III fund applications received.

In March 2007, SFC issued streamlined measures for processing UCITS III funds with special features including UCITS III funds of funds, guaranteed funds and index funds.  This is to further facilitate the efficient processing of UCITS III funds with special features that seek authorization from SFC.  Under these streamlined measures, SFC will accept and process applications for authorization in respect of UCITS III funds from Luxembourg, Ireland and the UK with special features that fall under Chapter 8 of the Code on Unit Trusts and Mutual Funds (Code) on the basis that, in substance, these funds already comply with the Code.  The relevant disclosure and other requirements in the Code for various special features are also set out in the streamlined measures to facilitate the authorization process.  To date, UCITS III funds seeking SFC authorization have primarily come from these three jurisdictions and UCITS III funds domiciled in other jurisdictions will continue to be considered on a case-by-case basis.

(Prepared: September 2007)

Appendix 1 – Retail Sales & Redemptions by Hong Kong Investors 2006
	
	
	
	

	TYPE OF FUND
	(US$ MILLION)

	　
	
	
	NET SALES/

	　
	　SALES
	REDEMPTIONS
	(REDEMPTIONS)

	A. Equity Funds
	
	
	

	     International
	589.13
	355.28
	233.85

	     Asia Regional (excl. Japan)
	1,827.94
	1,806.81
	21.13

	     Asia Regional (incl. Japan) 
	821.32
	823.75
	(2.43)

	     Greater China Region
	3,390.92
	1,915.88
	1,475.04

	     Japan
	1,563.99
	996.13
	567.86

	     Hong Kong
	105.02
	236.24
	(131.22)

	     Asian Single Market (non Japan/non HK)
	1,826.30
	1,638.44
	187.86

	     European Regional Market
	1,483.04
	1,031.65
	451.39

	     European Single Market
	55.85
	41.50
	14.35

	     North American             
	168.96
	202.19
	(33.23)

	     Emerging Markets
	4,271.10
	2,961.96
	1,309.14

	     Sector Funds
	2,480.32
	1,621.07
	859.25

	     REITs-related
	324.35
	137.61
	186.74

	Sub-total
	18,908.24
	13,768.51
	5,139.73

	　
	
	
	

	B. Balanced/Managed Funds
	873.66
	845.49
	28.17

	　
	
	
	

	C. Bond Funds
	
	
	

	     Global Bond
	903.84
	557.32
	346.52

	     Non-Global Bond
	667.39
	567.26
	100.13

	     US
	250.72
	132.29
	118.43

	     Europe
	65.59
	112.24
	(46.65)

	     Asia
	66.97
	111.16
	(44.19)

	     Emerging Markets
	863.60
	176.38
	687.22

	Sub-total
	2,818.11
	1,656.65
	1,161.46

	　
	
	
	

	D. Money Market Funds/liquidity Funds
	907.98
	795.88
	112.10

	　
	
	
	

	E. Guaranteed Funds
	5.98
	2,597.11
	(2,591.13)

	
	
	
	

	F. Equity Index Funds
	274.88
	427.31
	(152.43)

	
	
	
	

	G. Fund of Funds (Traditional Long-only)
	413.55
	220.25
	193.30

	
	
	
	

	H. Hedge Funds
	6.53
	43.22
	(36.69)

	　
	
	
	

	I. Other Funds
	129.87
	177.41
	(47.54)

	　
	
	
	

	Grand total
	24,338.80
	20,531.83
	3,806.97


Source:
HKIFA (The sales and redemptions data only cover funds managed by HKIFA members.)

Appendix 2 - Retail Sales & Redemptions by Hong Kong Investors 2007 (from Jan to Jun) 
	TYPE OF FUND
	(US$ MILLION)

	　
	
	
	NET SALES/

	　
	　SALES
	REDEMPTIONS　
	(REDEMPTIONS)

	A. Equity Funds
	
	
	

	     International
	847.93
	515.66
	332.27

	     Asia Regional (excl. Japan)
	3,035.73
	1,343.00
	1,692.73

	     Asia Regional (incl.Japan)
	165.12
	414.73
	(249.61)

	     Greater China Region
	4,131.17
	2,843.41
	1,287.76

	     Japan
	204.63
	493.13
	(288.50)

	     Hong Kong
	126.40
	84.73
	41.67

	     Asian Single Market(non Japan/ non HK)
	2,526.85
	1,560.23
	966.62

	     European Regional Market
	1,218.66
	901.68
	316.98

	     European Single Market
	38.96
	29.63
	9.33

	     North American             
	90.18
	85.74
	4.44

	     Emerging Markets
	1,744.49
	1,919.97
	(175.48)

	     Sector Funds
	1,864.71
	1,569.48
	295.23

	     REITs-related
	282.01
	116.38
	165.63

	Sub-total
	16,276.84
	11,877.77
	4,399.07

	　
	
	
	

	B. Balanced/Managed Funds
	635.30
	588.71
	46.59

	　
	
	
	

	C. Bond Funds
	
	
	

	     Global Bond
	644.56
	537.88
	106.68

	     US
	243.29
	246.16
	(2.87)

	     Europe
	50.22
	107.10
	(56.88)

	     Asia
	112.00
	129.07
	(17.07)

	     Emerging Markets
	1,066.71
	798.03
	268.68

	Sub-total
	2,116.78
	1,818.24
	298.54

	　
	
	
	

	D. Money Market Funds/liquidity Funds
	586.55
	506.02
	80.53

	　
	
	
	

	E. Guaranteed Funds
	100.32
	1,084.91
	(984.59)

	
	
	
	

	F. Equity Index Funds
	55.18
	81.68
	(26.50)

	
	
	
	

	G. Fund of Funds (Traditional Long-only)
	518.24
	320.66
	197.58

	
	
	
	

	H. Hedge Funds
	1.19
	14.68
	(13.49)

	　
	
	
	

	I. Other Funds
	275.34
	82.03
	193.31

	　
	
	
	

	Grand total
	20,565.74
	16,374.70
	4,191.04


Source:
HKIFA (The sales and redemptions data only cover funds managed by HKIFA members.  As the end of June 2007, HKIFA members managed about 1,120 HKSFC-authorized funds with asset size above US$709 billion.)
Appendix 3 - Data on MPF as at June-end 2007
	
	Number

	MPF Schemes
	

	Registered Schemes

Approved Constituent Funds

Approved Pooled Investment Funds

Approved Index-tracking Collective Investment Schemes


	38

315

290

89

	Enrollment
	

	Employers 

Employees

Self-employed persons


	99.6%

97.3%

76.1%

	Total Assets (HK$ million)

(including assets transferred from the ORSO schemes
) 


	229 862


Source: 
MPFA

� 	ORSO schemes are voluntary private occupational retirement schemes registered under the Occupational Retirement Schemes Ordinance (“ORSO”), which has been in operation since 1993.  With the introduction of MPF, legislation has been introduced to set out arrangements for the interface of the existing voluntary ORSO schemes with the new MPF System.  The arrangement is intended to minimize the interference with existing schemes and avoid upsetting the contractual relationship between employers and employees.  An ORSO registered scheme may be MPF-exempted if it meets certain criteria.
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