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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Chairman, | wonder if | could answer your question. My understanding is that Chit-
funds are regulated by the Chit-Fund Ordinance. There is nothing in this Bill that
specifically relates to them.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:
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Gentlemen, in respect of Mr. WU’s question about the breadth of the definition,
certainly there have been expressions of concern about the breadth of the definition. We are
satisfied that it is necessary to begin with a broad definition in order to capture what is a
growing range of products in the way that | described last time about the move away from
traditional unit trusts and mutual funds to more contract-based arrangements. We are
satisfied that the breadth of the definition is appropriate but that it is clear that there needs to
be some carve-outs from that definition, and that is the approach that is taken in the

legislation.

We certainly have regard to the submission made by the Law Society in particular. |
think that is the one to which you refer, and we are not persuaded, in the light of our
experience in dealing with the type of products that are marketed in Hong Kong, that any
further modification of a carve-out from the broad definition is necessary at this stage. One
of the submissions that the Law Society made was to draw up questions to the difference in
the extent of carve-outs in our Bill when contrasted with the Financial Services and Markets
Act of the UK. We think that there are good reasons for those differences, where they exist,
and they are reasons based on our experience of the type of product that it is marketed in

Hong Kong.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Gentlemen, if | might just clarify that, first of all thisis a provision that goes entirely to
civil liability; that is, aclaim or an action for compensation or damages in the civil courts. It
would follow that it is the plaintiff in that action that will have to satisfy the court, on the
balance of probabilities, that the claim is made out.  So the particular concerns about onus of

proof and evidentiary burden to which Mr. Woo refers should not arise in this instance.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

-6 - Friday, 9 February 2001



© 00 N O O B~ W N PP

W RN N NDNNNNNNDNIERERR R B R B R R
S © ®© N o0 0 B W N RPFP O © o N~No o0bh WwWiN B O

Bills Committee on
Securities and Futures Bill and Banking (Amendment) Bill 2000

(EHERPERAER ) R
(2000F RITEENEPEX ) ZEEE

Chairman and members, please turn to page C2469 item 13. Would you like me to
address to the other part of Miss EU’ s question as well, the question of detriment ?
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

The withdrawal of authorization means, the withdrawa of authorization to offer the
fund to the public. It does not mean that the fund itself is to be wound up, or that the fund is
no longer managed properly and in the interests of the investors.  These obligations continue,
both as a matter of the contractual arrangement between the unit holders or investors and
those who manage the fund, and as a matter of the obligations of the intermediaries who are
responsible for managing the fund. However, it is clear that the withdrawal of authorization

and the fact that the fund can no longer be offered to the public may have an adverse
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consequence on the value of an interest in the fund.

It is one of the reasons why withdrawal of authorization is so rarely used as a step to
remedy situations of concern about afund. Typically what we would do is: talk to the fund
manager, the trustee, the depository — depending upon the structure of the collective
investment — and ask them to address any concerns that we have, to avoid the need to
withdraw authorization of the fund. If it came to withdrawal of authorization, as you have
described it in your question, there is a process for procedural fairness in respect of the party
directly affected — that is the manager of the fund or the offeror of the fund. The process
does not provide, on its face, for consultation with unit holders or those who are interested.
That is, of course, a matter that we would have great concern about, and we would endeavor
to ensure that they were not adversely affected by the withdrawal. So the withdrawal itself
involves a balancing exercise looking at it from the point of view of the unit holder or investor,
judging whether or not they are better off with what we regard as a poorly-managed but
publicly-offered fund, or afund that is no longer offered to the public. Thereis also athird
category of those who might be relevantly affected, and that is those who might subscribe to
the fund if it was allowed to be offered in the future, notwithstanding our concerns.  So the

three elements have to be balanced.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

In fact that is already the practice. The information would have to be updated for the
new legislation. The SFC would certainly continue to do that.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Mr. Chairman, perhaps two other points to supplement Miss YAN’s response. First of all,
keep in mind again that thisisacivil provision. Itisnotacrimina provision. The effect of
the section which is consistent with the existing law, is that if you prove that the company or

other body corporate has done the things that need to be proved to establish your civil claim,
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then the directors of that company are also assumed to have done those things. In other
words, if you have made out a claim against the company for damages, in a civil court, you
will aso have a claim against the directors of that company, for damages in a civil court,
unless they can establish on the evidence that they did not, as the section reads, “authorize the

making of the misrepresentation”.

Again, it is an evidentiary onus that would shift back on to them. In fact, what would
happen is that the plaintiff would have to commence an action in a civil court against the
company and the directors, and make out a clam against the company, and have an
evidentiary benefit conferred on the plaintiff by this section. By reason of the directors
position within the company, they would be taken to be the controlling minds of the company;
so for these purposes the company would be seen as analogous to its directors. That would
not preclude the directors giving evidence themselves to show that they did not in fact

authorize the particular representation that had given rise to the claim for damages.

2

& MR ETH %‘;F//g“;/ﬁ}@ﬁ‘r# L

= e e F]j'“ o S FTL07 15 i 9 AL 55
%Wﬂ%?ﬁ‘ﬁi% G LR RS H e §
ﬁ

ﬁ:IUU \ N

e P AR BT 107 4 IFJ’TﬁHy s = i’t‘ S %_, o lFFEALFL‘F
EYR Y A R Eﬂﬁiﬁ HQ N %&prq;%mrﬂ:ﬁ
O ECERL o RLRg Rt

2
7 e BpY -

-12 - Friday, 9 February 2001



© 00 N O 0o B~ W N P

W RN N RNDDNMNNDNDNDNDIERER P R R PR P P B
S © 0O N o U AR W NP O © N O 0 w N R O

Bills Committee on
Securities and Futures Bill and Banking (Amendment) Bill 2000

(EHERPERAER ) R
(2000F RITEENEPEX ) ZEEE

A

= ’F’J » Iy r[J@VLT#‘Q # EE i r{]LF F[ FIF FIM o & <<F|AE”;‘:>> FK/IFIJE‘J
EBIHT > Bl CREBAGT) (e e i 1 pvie & 2 Bl » I
Jﬁ~<anbwlw7ﬁi>?i$PW$iﬁ R E PR AL 2
R Bl <<F[;E”i>> [ 4 ) Bl A ﬂpﬁtiy [;ﬂi[lﬁﬁtf i %J%Ilﬁﬁi[ﬁr?
A P L T (8 iRl ) flep B9t [?wd TR e

Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

There are two parts to Mr. HO’s question in respect to the Common Law and the
existing statutory provisions. The analogous section of the existing law is section 8(3)(a) of
the Protection of Investors Ordinance | think the effect of that section, although the words are
dightly different, is the same as the effect of this provision that we are now discussing. The
Common Law is a more difficult position. There are questions of fact about what is the

controlling will and mind of the company that is the subject of any civil action.

| do not pretend that this statutory provision would be a codification of the Common
Law. Itisnotintended to be. It does pick up the existing law, though, under the Protection

of Investors Ordinance.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Gentlemen, if | can deal with the questions of fact first, and leave it to others to deal
with the question of law. As a matter of fact, there are many authorized schemes in Hong
Kong that are domiciled in other countries; and in fact, as | explained last time, we positively
encourage that and facilitate that, by recognizing certain jurisdictions for a type of regulatory
passport. So, as a matter of fact, what you describe is right, but the reason that we authorize
them is that they are to be offered to the public in Hong Kong. It is not until that the trigger

is pulled that we assert ajurisdiction and an authority over them, and seek to authorize them.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Sorry. | apologize for not understanding your question earlier. Those people who

offered those schemes, if they fell within the definition of collective investment — and let us
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assume they do for these purposes — and if they offered those to the public in Hong Kong and
they were not authorized, they would commit an offence. There is no question about that;

but it is by reason of their offer to the public in Hong Kong that they commit the offence.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

That is right, Chairman. They commit an offence under the section if, to their
knowledge, they advertise or invite subscription to that type of fund, if they invite the public
to subscribe to that kind of fund. The difficulties of the Internet, newspapers, magazines and
journals that circulate internationally are, of course, that you can be passive and still be
available to someone in Hong Kong. The attitude that we take is that we would not assert
jurisdiction over them. Unless they are targeting people in Hong Kong, unless they are
setting out to invite the Hong Kong public to subscribe for this offer, then we would not
require them to be authorized. That is a question of fact, and often the dividing line between

whether we think they are or are not is difficult to draw, particularly on the Internet.

We look for indications that they might be focusing on Hong Kong. Some are easy.
If they talk about an investment being particularly suitable to Hong Kong, if the web siteisin
Chinese, if they quote fees and prices in Hong Kong dollars, there is a fairly clear set of
indicators. But there are much more subtle ways of attracting Hong Kong investors and it

can be very difficult to determine whether or not we should assert jurisdiction on the basis
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that they are making an invitation to the public in Hong Kong.  In the example that you gave,
for example, an advertisement appearing in a newspaper or a magazine circulating
internationally, we will not normally describe that as an offer to the public in Hong Kong
unless there is something more about it indicating that it is the intention of the person who

placed the advertisement.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Those situations of telephone or directed e-mail, probably would be characterized as an
offer to the public in Hong Kong. Once it reached a critical number. One phone call from
the Philippines to Hong Kong would constitute an invitation to the public in Hong Kong and
as a matter of fact, once there had been a repeat of the conduct, it would, and similarly with
directed e-mail.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Thisis not a question of law, it's a question of fact. The range of possibilities and the
facts that might arise are infinite. But you have to imagine a company that does this, that
offers some inducement or misrepresentation. The company acts through people. The
guestion is who is it within the company who authorizes those people to act. The effect of

this section as | have described is that if you have proved your case against the company and
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if you have joined the directors to the action, you probably have a claim against them on the
faceof it. They don’'t haveto provein their defence, that they didn’'t authorize the making of
the fact. They might say, “I didn't know anything about it, somebody else did it”. They
might say, “I did know about it and | positively said it should not be done”. They might say,
“We have an arrangement within this company that responsibility for that kind of thing lies
with another director”. All of those things might, on the balance of probabilities,
demonstrate that they did not authorize the making of the representation. That is the kind of
evidence that they would have to give. It isrealy just evidence about how the company is
run at one level, and particular evidence about what, if anything, they knew about the

representation that was the subject of the claim.
PRI
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Certainly, if that’s the way the evidence is, you can get into the witness box and say, “I

knew nothing about it”.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

| was actually preparing an answer to the first part of Mr. WU’s question. Is he

referring to Schedule 4 Part 5 now? The figure there is $100 million, not $1 million.
FIREFIE L -

No; no; no. Itis Schedule 4, Part 1.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

That isright. The part is, in effect, saying that for those who are able to invest that as a
minimum amount, and who are able to do so in response to an offer from one of those
agencies, they can look after themselves adequately without the additional protection of the
SFC. That is the current position as well. That does not mean that the offer is entirely
unregulated, and not subject to the provisions of the general law in any way. It merely
means that it does not need to be authorized by the SFC under section 102.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

| am trying to answer the first part of Mr. WU’s question. He asked about the
amendment of Schedules 4 & 5 and | just want to refer him to the process by which those
schedules are amended is set out in section 112. You can see that in reference to that
particular part to which he referred, the process is the Commission, after consultation with the
Financial Secretary, may do so by notice published in the Gazette. It is relatively a straight

forward process.
2 ﬁ} :
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Up until the last fact that you added, the answer would amost certainly be “No”, and if
they were involved in that kind of conduct because they had some collateral purpose. In
other words, they were seeking to benefit themselves in some way by reason of some holding
that they themselves had — then it may be on the fact that they were involved in a fraudulent
misrepresentation. It is entirely a question of fact.  You, | think, have a duty in a

circumstance in which there is a potential for motive for fraudulent misrepresentation. |
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think the section in respect of both analysts and brokers on the one hand, and journalists on
the other, is completely neutral. It just says “a person”.  Anyone could do this, whether
they are a journalist, an analyst or a doctor, for that matter. The question is whether as a
matter of fact they have behaved in away which is either fraudulent or reckless; that there has
been a misrepresentation; and that it has induced another person to do certain things. | think
that the description of an ordinary article in a newspaper would not meet that; nor would the
ordinary analyst report go anywhere near meeting that set of facts that would need to be used

to make out the offence.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Chairman, rather than try to describe the full position in the US now from memory;, |
would prepare an answer to that. Let me just say that the position does vary between
jurisdictions, both as it concerns analysts and journalists. There are rules in different
countries about what kind of disclosure has to be made about persona holdings when you
make a recommendation on a particular stock, or whether you write an article about a
particular stock. In some countries those requirements are based in the law; in other cases,
codes of conduct; and thereisarange. | will come back with that. We at least will prepare

aresponse on the US position.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

Let me answer that in three parts. Let me just point out for the benefit of members of
the Committee that this section is virtually analogous with the existing law - the Protection of
Investors Ordinance, section 3. Whether the situation could be covered by section 106 will
again be a question of fact, and it would depend on whether or not you could establish that
that person put out that misrepresentation with a fraudulent or reckless intent, in order to
induce — and induced — another person to act in acertain way. If you could not make out the
offence to the criminal standard, that is beyond reasonable doubt, there are many other aspects
of the SFC's code of conduct as it concerns the behavior of intermediaries. For example,
they should not put themselves in a position of conflict with their client; the client’s interests
prevail over those of the intermediary and its firm; provisions about proprietary trading and
the way in which proprietary trading should be carried on.  If you saw that kind of conduct,
the sort you describe, where the intermediary was putting its interests ahead of those of the
client of the firm, then that would certainly result in some disciplinary action being taken
against the intermediary and/or the firm. Under this legislation, somewhere from a private

reprimand to afine, to possibly suspension or revocation of their license.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:
Yes.
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and |Investment Products,

Securities and Futures Commission:

| think in that situation you have to very carefully distinguish the
genuinely held opinion of an analyst that turns out to be wrong from the
position we are describing here, where there is a fraudulent or reckless
misrepresentation. There is a significant distinction and analysts are often
wrong; and analysts within the same firms often disagree with one another.
So the mere fact that an analyst is wrong would not be enough to warrant
disciplinary action in an ordinary situation, and certainly I do not think it
would meet the tests under this provision for criminal prosecution. If an
analyst had in some way deliberately set out to mislead, then there are
different questions that arise. | do not think the situation, as Mr. Woo
described it, is that situation. | think it is the much more common situation
of analysts who change their minds, or analysts who, on the facts, genuinely

believe something which, as the events transpire, turns out to be wrong.
JARFIZF -

SR B o PSS R BT 2 Ry oy A e ﬁ‘/?‘f M (=% o B AL
%ﬁ4\ﬁjﬁ$$*EJHJJ’%'ﬁ* R F7|§<?1%ﬂ¢“nnennon"ﬁrn,f oiyvp§§E$ﬁ7@%

f
YR - R RS Y 2 LSRR ] RV ) Etﬁ‘/ﬁn Ei P ISR - ]
*2 il R SRS TS QAL B RLEE G 2 IR () AT

EEEEY o R E Z/['F/\'Fi’(, fl E[ﬂ+’§§1 ﬁr*lﬁ‘/ ey “L%Eflilgl
T&’TFF FAEE e R I@W? Fil o 37 e e BPAE R AR puE R
T EE RO 0 F B P - B AT SR B
ah o l‘};l‘j‘fj Tpd = 7 SR o = 1]% 453]: foe » BT E= ] HeyH Bl E T ﬂJ o EI[

- 29 - Friday, 9 February 2001



© 00 N O O b~ W N P

NN DN R R R R R R R R R
N P O © 00 N OO0 01 B W N R O

W N N N DNDNDN DNDDN
O © 00 N o o & W

Bills Committee on
Securities and Futures Bill and Banking (Amendment) Bill 2000

(EHERPERAER ) R
(2000F RITEENEPEX ) ZEEE

BT S S O A R BT £ 8 R LN o S
Hi o yﬁﬁ“ﬁ”ﬁ@%ﬁﬁlﬁiw ﬁ%‘ﬁ‘ N U ETT?I[MJ‘J/ T 5l
717F’:r§ TP 3*557 1= '_‘H’ﬂﬁ]‘ﬂm’ JE = ]FF C s
Wi&ﬂ?WHﬁ*W“ BERLGE 2 S 5 G — B FTEo L g e e
%}W%szpﬁ wzwﬁﬁﬁ il B ~ 32 OOIT R Y B 0 il
LR A el s (e s AR
ERE = E—IP B A Y LSRR FTJ’ ik

-

IS5 50 Fi ) SV E SR BAI 4 A

H

'ﬁ‘ WLEI o Jgﬁ”lﬁijl?'l e [ﬁjﬂl%g'zrﬁ F'SJWJQ*W“J’ B3 19
R lﬂ%ﬁjrﬁ’ﬁ&ﬁﬁuﬁkﬁqudﬁogJ#,imw§lﬁgwﬁu
R RIS I W B E Y R - F R R
W%EI'FJEJ%'ELFWEQ*E ° TE;Z/DW Hy .QF&,U.Q 1§ » 3§ hURLmitigation factor > b

J%”E”“wﬂJjwﬁ SRR SRR A o SEE B - W LR
EJ’FL% ik £L“inducement” » ]| Wb SN I RN S CE v A E
Y [F'EJF?J’?" »ERIPRL =T 9 8 5 TR iﬁ—ﬁl et B Y I o 5
THGEE PR E R R A ?

—-ﬁﬁi

2

Margaret -

gy

5 A RS )3 )L TR - T AL
~ 4 Fr[’srﬁak ]‘ELLI'[%ﬁ F[J]KE'JL ? ﬁ"i:} ko, JEFrsr:fL ['lefeﬁ EpY P ';f m
IR R imﬁ? F{IHW T E P FE T Y @fﬁ

UG IR TEH;‘?F?J?QE A RL i Tﬁ“innocentmistake”’?'[ 1 fL
ﬁpw’ﬁaﬁwrmjrﬂWﬁﬁwﬁw?ﬁ%Q%ﬁmi%@ﬁﬁﬂ

- 30 - Friday, 9 February 2001



© 0O N OO O B~ W N P

W NN RNDNNNNNRNDNDRERPRPERPR B P P P
SO © ®© N o 00 WOWN PO © 0N O 0 Mw N PP O

Bills Committee on
Securities and Futures Bill and Banking (Amendment) Bill 2000

(EHERPERAER ) R
(2000F RITEENEPEX ) ZEEE

W°ﬂﬂﬁm%&w’iTiW@ﬁkjm Sk (BRI A
T SR A R H O AL T T B 0 A
T ?

RIS -

AL R [ e Y A S R B S l‘f%@ C T T R SR
EMEF%N4£ FAUEY RL L H (R Fﬁ%]’ﬁt 01‘ij [l AR U S ATES o F)
l?f&hﬂ’fg iy Ly A= E'U—%'J*i"’?* cAHFE R I AT S R
My o (7 3 o ST E P P 203 ) S 5 AT E AL AR O R
UNERS S 513*557 s W 1 e Oy T ,ﬁﬂﬁiul‘f%ﬁl e

ﬂ;_

B
> ‘I

!

~
v

;lvig[ v E J‘J I:[ HI v U

7]

A1z

ﬁ?%‘[@t~ %’![" i‘yEéLT\ oo MERLEE 5 BT fé?}wdﬂﬁﬁ:ﬁfl (e (e,
S A ST R R PR R @ﬁ[ﬁ{ﬁﬁa f%réj o BV A
W RL S = 2 g ILELL”JJ%%[‘ME o BV = A ?ifﬂ[i :%u}_ﬂ}ﬂ}: FJ;——E{LFK, 5.0
S g}g]‘pt» > fL T ilﬂiﬁ‘ ?

f-,;-;;,‘,mf I%;:/ .

S0 WERLIE S E I -

=y

PRI L ',pJFﬁEEfL Sy PR T ORLR E AR E R (R
(Halg=f > 5o 15 7 ?il}dfq_ ’A%WA’T[J%JFII Ayt Fig . F l;grjj,f
—r”ﬁrU$> ? ’__)J# v[[%\[j H %ﬁj%“'ﬁ[}: :j/?( i?ﬁ‘:ﬁ[\ ‘F[ =y EL I‘|:.LI J[?jglll:ﬁ , F:j};( N
PO ’Z% b s ‘PW 2 T *ﬂ?ﬁ" =y Ffﬁ‘[ﬂ‘fllﬁf R o flﬁ%ﬁfﬁ]‘ﬁ

-31 - Friday, 9 February 2001



© 00 N oo o b~ Ww DN Bk

W NN RNDNNNDNDRNNDNIERERPRRPR B B P R
S © © N o 00 A W NP O © 00N o 0 M w N R O

Bills Committee on
Securities and Futures Bill and Banking (Amendment) Bill 2000

(EHERPERAER ) R
(2000F RITEENEPEX ) ZEEE

g T

EF. %

i

2 gy

Where there is a complete innocent misrepresentation or in fact a mistake. His views
are just wrong, but some people had followed his view and incurred loss.  Thisis one sort of
situation. The second sort of situation is that you just cannot determine, what would happen

then?
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Mr. Andrew PROCTOR, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Mr. Chairman, firstly to repeat that thisis the existing law in the Protection of Investors
Ordinance. Secondly, there should be an element of knowledge before someone is exposed
to criminal penaty. The legal adviser has referred to the possibility of evidentiary
difficulties. There may be evidentiary difficulties in proving the case beyond reasonable
doubt. There may be direct evidence; in many cases there will not be direct evidence, so
there will be an evidentiary difficulty. You have described the situation from which
inferences could be drawn, a circumstantial case that might make out the case beyond
reasonable doubt, but it is a criminal offence. It isnorma in a criminal offence to have an
element of knowledge, and of courseit is the usual situation as pertains to a criminal offence:
you have to prove it beyond reasonable doubt. If it cannot be proved beyond reasonable
doubt, as we have discussed earlier this morning, there are other things the SFC can do to take

action against these people.
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Mr. Mark Dickens, Member of the Commission & Executive Director, Securities and

Futures Commission

In general terms Part V is the normal licensing provision for brokers. As brokers
increasingly make their businesses electronic, they will fall not only into the definition of
dealing in securities which attracts Part V, but into the definition of carrying on automated
trading services; and what we have got is a provision that lets us treat them as licensees and
licensethem. Thisiswhat we plan to do with most Internet brokers. If they are actingin a
way that is more like an exchange, the SFC will authorize them under Part I11.  We will
impose on them some or all of the requirements, depending on the nature of their business,
that we would impose on the recognized exchanges. The need to have two parts, i.e. Part 1|

and Part V, arises because we have awide definition of “ Automated Trading System”.

We feel we need a wide definition to pick up the very different ways in which these
businesses are all evolving, some of which we cannot predict. We then need the flexibility
either to say “Well, that’s really a broking business. Let’s licence it in the normal way so it
is bound by the codes of conduct and has to comply with the financial resources rules; its
employees all have to be licensed” and so on. Or to say “No. This thing is a bit more like
an exchange. We need to make sure it has got proper trading rules, it has got proper

technology, that its systems are robust” and so on.  So they will go under Part 111.

If you look at the examples here, some electronic market places, like Internet Major
Bond Portal, asthereis no Part 111 at the moment, so we have to license them as dealers.  We
try to license them in a sensible way, and give them the modifications necessary to enable
them to operate like exchanges, and impose extra conditions on them, under the licensing
provisions. Going forward, we will put them into Part 1l and regulate them under the ATS

guidelines that we will be releasing.
Zm
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Singapore Exchange.

Mr. Mark Dickens, Member of the Commission & Executive Director, Securities and

Futures Commission

Let ustakethisin steps. TradePoint is a recognized exchange in the United Kingdom.
What it doesis make its trading screens available to our brokers here, so you are dealing on an
English Exchange when you are dealing through TradePoint. At the moment we just allow it,
but we will put it under Part I11 in future. Charles Schwab, to take alive example, offers two
services through its current Internet screensin Hong Kong.  You can trade in the Hong Kong
stock market or the US stock market through the Internet. It is licensed as a broker because
al it is offering is brokerage services. The exchange is somewhere else, and it is not the
exchange bringing its business into Hong Kong. It is Charles Schwab operating a brokerage
business. But if, for example, NASDAQ were to come along to us and say “We want to put
our screens in brokers' offices so that they can trade the NASDAQ market”, they would have
to be considered under Part 111 in the future, once the Bill becomes law. Because it would
not be enough to just license an exchange as a broker. There are all sorts of things you
would want to know about and want to regulate. Has it got adequate trading rules? Arethe
trading rules there? Has it got an adequate compensation fund? For a broker, no matter
what stocks it is dealing in, because a number of non-Internet brokers deal on foreign
exchanges for their clients as well, you rely on the normal protection that you apply to a

broker, like the financial resources rules and the codes of conduct, and so on.
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Mr. Mark Dickens, Member of the Commission & Executive Director, Securities and

Futures Commission

Hong Kong brokers are allowed to deal in non-Hong Kong stocks. Hong Kong
brokers, local firms, can deal in non-Hong Kong stocks under the terms of their licences now.
Quite a few of them do, and it just confuses things a bit to talk about Internet brokers. You
can go to atraditional broking firm and you can order foreign stocks from them, and it will
get them for you. Some of the very small firms do not do that. Quite a lot of the middle-
sized firmsdo. If they add the Internet, all it meansis that they come under the definition of

ATS aswdll, and we have to move them into Part V rather than Part I11.
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Mr. DICKENS -

Mr. Mark DICKENS, Member of the Commission & Executive Director, Securities and
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Futures Commission:

The purpose of this provision, which | stressis the existing law and is itself taken from
the Clearing House protection in the United Kingdom, is to stop the Clearing House ever
going down in the event of member default. If the Clearing House were unable to clear
transactions, not just the investors of a particular defaulting broker would be affected. The
whole market would stop, and everyone would go into default, because the Clearing House
could not clear the transactions. So because the Clearing House is so integral to the
operation of the market here and in other jurisdictions, you have this provision to make sure
you do not get a chain reaction of default moving through the entire security settlement
system. It is true that in a small insolvency you will not get that chain reaction of the
Clearing House; you will just lose money and be an unsecured creditor. But because you
have tied everyone to the clearing system it becomes a clear element of systemicrisk and it is
actually very, very tightly regulated as a result. So you need to protect it from a big
insolvency, basically knocking the Clearing House out of its ability to clear — in which case
everyone goes illiquid, right around the market. You are disadvantaging some investors in
some circumstances for the sake of avoiding a maor systemic risk that impacts al investors.
The investors who are dealing through a broking firm will have, as they have now, the
protection of a compensation fund. They get an offset, if you like, for this additional risk, in

that they have access to the compensation fund.
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Mr Mark Dickens, Member of the Commission & Executive Director, Securities and

Futures Commission:

What the provision doesisto let CCASS to complete all market contracts, so it becomes
the central counter party to every transaction. Buyers or sellers al have contracts with
CCASSimmediately. So CCASS delivers the stock to the buyers and hopefully gets it from
the sellers, gets money to the buyers and delivers money to the sellers. It protects what is
called the market contract which is basically an ordinary contract to us on the market. So
CCASS says to the liquidator “you cannot disclaim this transaction. The money is good.
We have got it and it has gone with.” CCASS is a hit more financially robust than it was
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when it was first set up, but the market is also a lot bigger. Its robustness relative to the
market is not that great. If you alow the liquidator to disclaim the selling transaction or the
buying transaction, CCASS will be out of pocket because it still has an absolute obligation, to
the party on either side of the market. But it cannot get the amount from the other side of the
market that is defaulted.
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Mr Mark Dickens, Member of the Commission & Executive Director, Securities and

Futures Commission:
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The experience with all the default cases we have had over the last few years is that the
liquidators do not have any problem at all assuming these liabilities. We are not talking
about future liability. The Clearing House clears in real time, in fact during the day. So it
is really about the ability of the liquidator or the receiver to disclaim the transaction and ask
for the money back and try and tell the Clearing House of the unsecured creditor who gets
pro-rated. It is not about some outstanding liability — it is about the Clearing House being
able to seize everything it is got margin and money paid up and put back, if you like, through
the system to the other side. But the experience of al the defaults has been that the
liquidators and receivers can live with this liability because it is not an ongoing liability. It

stops them trying to unwind transactions as against the Clearing House.
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