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A.
Introduction
1. On 6 August 2004, Hong Kong Exchanges and Clearing Limited (“HKEx”) issued a Consultation Paper on the Reduction of Minimum Spreads (the “Consultation Paper”) to seek views and comments from market participants.
2. The consultation period ended on 6 October 2004.  A total of 462 responses including 48 late submissions were received.  

3. This document summarizes the main comments received during the consultation process and the rationale for HKEx’s conclusions on the changes in minimum trading spreads in the light of the market comments.  This document should be read in conjunction with the Consultation Paper.
B.
Public Consultation


Background

4. In developing the Consultation Paper and the proposals on reducing minimum trading spreads, HKEx has considered the characteristics of the Hong Kong securities market and the current market arrangements.  The proposal for reducing minimum trading spreads is aimed at increasing the competitiveness of our market, improving market efficiency and enhancing market liquidity.
5. In the Consultation Paper, HKEx proposed a phased approach to reduce minimum trading spreads. The proposals are summarized below.

In Phase 1 – to reduce minimum trading spreads for shares priced above $30.


Assuming Phase 1 is supported and implemented, HKEx will review the market experience and determine whether to implement Phase 2.  Phase 1 will be reviewed as described in paragraphs 31 and 38.  Two options were proposed for Phase 2:


Option A
-
Reduce spreads for shares priced between $2 and $20 (Phase 2A); or

Option B
-
Reduce spreads for shares priced between $0.25 and $20 on the same basis as Option A (Phase 2B).
6.  

HKEx explained in the Consultation Paper that it believes changes in minimum trading spreads should be implemented cautiously and for that reason proposed the phased approach.  It noted that the advantage of this approach is that it enables the market to gain experience with Phase 1 of the trading spread reductions and prepare for Phase 2 whilst Phase 1 can be reviewed and operational and other issues addressed.  

Consultation Process

7. In addition to the press release regarding the consultation exercise which was issued on 6 August 2004, the Consultation Paper was posted on the HKEx’s website and distributed to market participants by mail.
8. HKEx received a total of 462 responses from the market including 48 late submissions.  Comments varied considerably in range and depth, with some focusing on broad principles and others on points of detail.  These 462 responses included:  394 submissions from investors, mostly individuals; 40 from Exchange Participants; 15 from staff of Exchange Participants identified by Participant name or broker number; and 13 from other respondents, comprising industry associations, professional bodies and market participants excluding those in the above categories.  
9. The respondents included both supporters and opponents of the proposals.  Copies of all submissions are posted on HKEx’s website at www.hkex.com.hk for public reference.  
C.
Consultation Comments

10. The following summarizes the main comments / views raised. 
Transaction Costs
11. One view is that a reduction of minimum trading spreads would narrow the bid-ask spread which is considered a component of transaction costs.  This would benefit general investors by lowering transaction costs.
Market Liquidity
12. A number of respondents commented that reducing minimum trading spreads would help improve market efficiency, leading to an increase in trading volume and market liquidity.
13. A few respondents stated that hedging and arbitrage activities would increase due to the reduction of minimum trading spreads.  This would have a positive impact on market liquidity of both the underlying stocks and related derivative products.
14. One respondent suggested that reducing minimum trading spreads would discourage day trades and short-term investment activities.  As a result, market liquidity, especially for low-priced stocks, would be affected.  
15. Two respondents believed that reducing minimum trading spreads would not stimulate investors’ trading interest.  Instead, trading interest would more likely be affected by the prevailing economic conditions, prospects for growth, confidence of the investors, etc.
16. One respondent commented that there are over one million retail investors in the Hong Kong securities market and many of them may not be receptive to change.  The reduction of minimum trading spreads may result in these retail investors changing their trading behavior rather than accepting the change.
Transparency and Additional Costs
17. Several respondents commented that a reduction of minimum trading spreads  and a narrower bid/ask spread would lower the transparency of market depth, because stock pages can only display the market depth of the best five order queues on both the bid /ask sides. 
18. A number of respondents commented that additional costs would be incurred by them to enhance their systems to accommodate the reduction of minimum trading spreads.  One respondent considered that extra costs would have to be incurred as more human and computing resources are expected to be required and more real-time-quote costs (where charged on per quotation basis) will have to be paid merely for handling extra quote requests.
19. One view presented was that a reduction of minimum trading spreads would significantly increase order modifications and cancellations by investors.  This would increase the loading on their systems and the workload of traders.  

Market Misconduct

20. Several respondents commented that the reduction of minimum trading spreads can discourage market misconduct, including front running and rat trading, since smaller spreads may provide less incentive to conduct improper activities.  However, some market participants pointed out that some studies in other markets suggested that a reduction of minimum trading spreads would facilitate front running activities as it would be cheaper to enter a limit order at a better price and reduce the downside risk of the market moving against the front running activities. 

21. One comment suggested that the likely lower transparency of market depth, resulting from the reduction of minimum trading spreads, would facilitate large investors to manipulate the market.

22. One respondent was concerned that the current wide spreads might encourage market manipulation since pushing the market up or down by one spread would involve a significant move.

23. One respondent was of the view that market conduct is governed by the Securities and Futures Ordinance (“SFO”).  It is a criminal offence to conduct any market manipulation under the SFO.

Phased Approach
24. A few respondents commented that it is unnecessary to adopt a phased approach for the reduction process.  The phased approach may lead to a disparity between the spreads of covered warrants (usually priced below $30) and the underlying stocks.  
Number of Price Ranges

25. One respondent commented that the proposals will increase the number of price ranges. It was suggested that the Hong Kong market should adopt a spread table similar to that of the markets in Australia and the United States where there are fewer price ranges and minimum trading spreads. 
System Throughput Rate

26. A few respondents commented that following the reduction of minimum trading spreads, the number of order amendments and cancellations are expected to increase.  They urged HKEx to increase the throughput rate for Open Gateways (currently limited to one order per second per trading right) to facilitate Exchange Participants in handling the expected increase in order activities.

Price Volatility
27. One respondent was of the view that price volatility would increase after the reduction of minimum trading spreads and urged HKEx to consider the introduction of a “circuit breaker” system.  Another respondent, however, took the opposite view suggesting that price volatility would decrease. 

Alternative Proposals

28. A few respondents stated that some shares have large trading spreads but others have very small trading spreads.  They suggested that HKEx should consider widening or reducing the minimum trading spreads of each share, i.e. on an individual basis, rather than to adopt a general change of spreads for different price ranges as proposed in the Consultation Paper.

D.
Response to Market Comments
29. A majority of respondents, both in terms of numbers and irrespective of the size of the respondent’s organization, generally supported the reduction of minimum trading spreads.  However, numerous concerns from the market were also expressed on the proposals.
30. In view of the broad support for Phase 1 as proposed in the Consultation Paper, but also taking into account the opposing comments received, the Board decided to implement Phase 1, subject to approval by the Securities and Futures Commission (“SFC”), together with a plan to analyze the effect it has on the market and various market participants.
31. It is noted that Phase 2 will not be automatically implemented after Phase 1.  As was made clear in the Consultation Paper, Phase 2 is subject to HKEx reviewing the market experience and achieving positive results with Phase 1.  HKEx will study carefully the impact of the Phase 1 reduction in minimum trading spreads particularly in relation to any resultant changes in the trading behavior of investors and taking into account system capacity considerations in relation to information vendors, Exchange Participants, the Stock Exchange’s Automatic Order Matching and Execution System (“AMS/3”), the Hong Kong Futures Automatic Trading System (“HKATS”) and trading in structured and derivative products.
32. We believe that by implementing Phase 1 first and studying its impact on the market we will be in a better position to assess whether the various concerns raised by various respondents prove to be problematic and if so how to deal with them.  In addition, limiting the initial implementation to Phase 1 has the following merits:
a. Under Phase 1, only around 20 stocks with a price above $30 will be included accounting for about 30% in turnover and 15% of orders;

b. Through this approach, among other things, the impact of any increase in order modifications and systems’ workload, etc. and the potential implementation costs for Phase 2 may be analyzed; and
c. The existing operations and computer resources of Exchange Participants and HKEx should be able to handle Phase 1 since only around 20 stocks and 15% of daily orders will be involved.   
33. Given that the impact on system capacity and the increase in order book changes is not expected to be significant in Phase 1, no changes will be made with respect to real-time-quote charges. 
E.
Approved Changes in Minimum Trading Spreads

34. The current spreads and the new spreads (Phase 1) approved for implementation, subject to the approval of the SFC, are shown below:
	Price from (HK$)
	Current Minimum Spread
	Approved New Minimum Spread

	0.01
	0.001
	No Change

	0.25
	0.005
	No Change

	0.50
	0.010
	No Change

	2.00
	0.025
	No Change

	5.00
	0.050
	No Change

	30.00
	0.100
	0.050

	50.00
	0.250
	

	100.00
	0.500
	0.100

	200.00
	1.000
	0.200

	500.00
	
	0.500

	1,000.00
	2.500
	1.000

	2,000.00
	
	2.000

	5,000.00 to 9,995.00
	
	5.000


35. As explained in the Consultation Paper, the following trading parameters may need to be expanded / increased accordingly with the reduction of minimum trading spreads.  
· Quotation Rules ;

· Price warning mechanism;

· Market making obligations for Securities Market Makers for Pilot Programme securities and Exchange Traded Funds (“ETF”); and
· Maximum number of matchable queues for enhanced limit orders and special limit orders. 
36. In addition, due to the possible increase of order modifications, cancellations and order input at different queues, the maximum outstanding orders per broker ID may also need to be expanded / increased accordingly.
F.
Way Forward

37. We are still discussing with issuers and other market participants the subject of minimum trading spreads for structured products including equity warrants.   We are also seeking market participants’ views regarding the proposed changes in trading parameters as well as market making and liquidity providing obligations.  We will announce the results of our analysis on the above items as soon a decision has been reached.
38. We are also defining our study of the impact of the reduction in minimum trading spreads including analysis of the impact on order book activity, executed trades, number of trades, market turnover, order depth, price volatility and trading in structured and derivative products under Phase 1.
G.
Implementation Schedule
39. Subject to the approval of the necessary rule changes by the SFC, Phase 1 is expected to be implemented within approximately the second quarter of this year.  HKEx will inform Exchange Participants and the market of the implementation details as soon as they are available.  Sufficient lead-time of at least 3 months will be given to Exchange Participants and other market participants to allow them to adequately prepare for any resultant operational or system changes.
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