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Share Financing Scam
Targeting Shareholders
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here is an unusual market

phenomenon in the recent

years, seeing some listed

companies’ share price
falling up to over 50% in value within days
and without any apparent reasons. Subse-
quent announcements and media reports
revealed that the sudden decline were
driven by pledged shares being dumped to
the market.

Since a few years ago, alternative lenders,
who sometimes called themselves hedge
funds, have emerged to provide share
financing service in Hong Kong, specifi-
cally targeting major shareholders of
second or third tiers listed companies.
These lenders usually have registered
offices in the Bahamas, Marshall Islands
or the British Virgin Islands. They are
neither registered financial institutions
nor licensed corporations under the
Securities & Futures Ordinance (SFO),
and certainly not regulated by the Securi-
ties & Futures Commission (SFC) as a
Type 8 Regulated Activity (Margin Financ-

ing).

Under the SFO Schedule 5 Part 2, margin
financing is defined as the provision of
financial ~accommodation under an
arrangement and that securities are
pledged as security for such accommoda-
tion. Therefore, any provision of a loan
using securities as collateral should be
licensed by the SFC. There is certainly a
demand for these unlicensed lenders, as
large shareholders of these second or third
listed companies often find it difficult to

obtain desirable financing for their shares
from banks or licensed brokers who are
tied down by the Securities & Futures
(Financial Resources) Rules.

The marketing strategy of these lenders
usually revolves around:

¢ High loan-to-value ratio (around
60-70%);

¢ Low-interest rate (around 5-6% per
annum);

¢ Payment of loan interest in quarterly or
half-yearly amounts;

¢ Non-recourse loan (meaning if in
default the borrower loses all the
pledged shares with no liability to the
borrower);

* Definition of a default usually entails,
among other terms, share price falling
more than 30% within five consecutive
days, non-payment of interest, the
borrower reducing its overall share-
holdings by more than 5%, etc;

* The loan period must be at least two
years with no option for early repay-
ment;

* There will be a written agreement
between the lender and borrower
purporting that the pledged shares will
not be sold off unless in default;

¢ The lender would claim that the owner-
ship of the pledge shares will not be
changed (unless the borrower is in
default) therefore no disclosure of
interest is required;
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* The lender would claim that certain
hedging techniques will be used to
move the shares between financial
institutions;

* The pledged shares are always less than
5% of the total issued shares;

* The borrower’s shares must initially be
deposited with an SFC licensed broker
appointed by the lender;

e There will be a “Control Account
Agreement” signed between the lender
and the borrower so that the lender
shall have full authority to access the
borrower’s account including the
relocation of the shares.

* The borrower will be informed that the
pledged shares, due to hedging
techniques, may be moved to safe
locations held at recognised and
licensed financial institutions.

* The borrower, unless in default, shall
receive statements from the lender
stating that the borrower continues to
hold the title of such pledged shares.

* Loan drawdown by the borrower is
usually by tranches and/or by Delivery
vs Payment (“DVP”) using the CCASS
system between licensed brokers.

Unfortunately, in practice after the
drawdown by the borrower, the lender
would use the Control Account Agreement
and transfer all the pledged shares from
the initial broker to a licensed investment
bank (usually the big names), and uses the
bank’s prime-brokerage service e.g.



rehypothecation, and starts liquidating the
pledged shares for cash. The consequence
of this action usually causes the overall
share price of the underlying stock to fall
dramatically, which may even create a
cascading effect and collapses the share
value. The borrower may then be in
default, permitting the lender to take
possession of all the pledge shares, or
allowing the lender to buy back shares at a
lower price than when they were sold off
thus making a profit. Either way, the
borrower loses.

The borrower will most likely seek legal
advice and instigate legal action against
the lender (who is based overseas) and the
relevant parties involved, which are both
time consuming and costly. The lender
may have already taken massive profits and
is now in a much better financial position

than the borrower to fight any legal battles.
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Mr Anthony Yeung is the Managing Direc-
tor & Responsible Officer of Apastron
Capital Limited. He is also a Fellow of
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