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CHAIRMAN:

Before | call on Mr PROCTOR and Mr CARSE, | notice that Mr Gilbert MO is
there. | think that this has to do with item 2 of our agenda this morning, and we are
looking forward to that item at 12:10 pm. | am afraid you will be kept waiting for
sometime. | will call upon Mr PROCTOR.

Mr Andrew PROCTOR, Executive Director of Intermediaries and |nvestment

Products, Securities and Futures Commission:

It may be convenient if | take Members to the overview paper in respect of Part V,
and directly to paragraph 6, the paragraph headed “The Nine Regulated Activities’,
and Members will also need to have regard to what is Schedule 6 of the legidation. It
is in volume 2 on page C2447. That is the schedule that sets out those activities

which are regulated. Those activities for which a licence or a grant of exempt status
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is needed before they can be carried on as a business in Hong Kong. There are nine
of them. Essentialy they are the same activities for which alicence or exempt status
would be necessary under the existing law, but with these changes and additions: first
of al, there is a new category of providing automated trading services; that is type 7,
and that is a category about which Members have heard a good deal in the context of
Part [11.

There is aso a breaking-out of the existing category of advising on securities, to
recognize that there are different ways in which advice might be given, different types
of advice that might call for different types of skill. So, as paragraph 7 of the
overview paper describesit, we thought it prudent to break that category of advising on
securities out into three sub-categories. They are type 4 in Schedule 6, type 6, which
is advising on corporate finance, and type 9, which is asset management. We
recognize that those three types of advisory services did call for quite separate and
distinct skill, and that in licensing and approving those people who provided those
services, we ought to be looking at different requirements in terms of their education

and experience qualifications.

Otherwise the definitions are, | think it is fair to say, not materially different from
those under the existing law, although there is an important change in respect of the
definition of collective investment schemes, and this is discussed at the bottom of
paragraph 7 of the overview paper. The effect of that change is that any interest in a
collective investment scheme would be regarded as a security. At the moment under
the existing law, that is true for units in unit trusts and for shares in mutual funds. It
is not as clear for other types of interests in other types of collective interest schemes.
So what the proposed amendment does is to make that clear, that any interest in a
collective investment scheme would be regarded as a security, and it follows in the
context of licensing that anyone who advises on those interests or deas in those
interests would need to be licensed either as an adviser or a dealer in securities, as the

case may be.

-6 - Friday, 16 February 2001



© 00 N oo o b~ Ww N P

W NN RN DNDNDNDNDNRNNDN-IERER P R B P P P p o
S © ®© N o 0 A W N P © © 00 N o o0 M W N P O

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

(EHERBPERAEE ) R
(2000 FRITEBINKRHAEE ) EZEF

Paragraph 8 of the overview paper recites the retention of certain exemptions to
the licensing requirement, and | note in particular that it is intended that there be a
continuation of the exclusion in respect of incidental advice given by accountants and
solicitors, but that should now be extended to counsel at the Bar; and redly that
recognizes that in their ordinary day-to-day work accountants, solicitors and barristers,
for that matter, might give advice which could technically be regarded as advising on
securities, but that there is no regulatory benefit to be had from requiring them to be
licensed, so long as it remains an incidental part of their business. As to what is
incidental, that is a subject upon which the Commission has recently issued some

updated guidelines.

In broad terms they are the activities for which a licence or exemption would be
required. Paragraph 9 then describes the way in which applicants for licence or
exemption would be considered.  One significant change in respect of the proposalsis
that for licences, only corporations would be entitled to alicence. At the moment you
might be a corporation, you might be a partnership or you might be an individual, and
apply for alicence as the principal carrying on one of the regulated activities under the
Securities Ordinance or the various other ordinances that have been consolidated; but

in future it isintended that only corporations would be eligible.

| would note for Members' information that, for example, at the moment there are
presently two partnershipsin Hong Kong that are licensed. There are alarger number
of individuals, but it was particularly in respect of individuals where we saw problems
with intestate estates and with difficulties in cases of insolvency, and that caused us to
think that it was appropriate for investor protection that in future we would limit

licensees to corporations.

Clauses 115 and 116 of the Bill, which we might come to more detail shortly, set

out the tests for licence, and in essence it is a continuing test, but it is continued from
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the current law, as to whether the applicant is fit and proper to carry on the regulated

activity for which they seek alicence.

Clause 118, though, in respect of exempt persons, is significantly different and
new. It completely changes the test for when a person is entitled to be granted
exempt status, and in effect aligns it with the test for when a person is entitled to be
licensed. So the same requirement applies: is the applicant fit and proper to carry on
the activities for which exempt status is sought? Members will also be familiar with
the other significant change in respect of the exempt person category, and that is that

only authorized institutions in future would be entitled to exempt status.

At the moment there are some insurance companies, there are some trustee
company, some custodians, and a miscellany of other corporations that enjoy exempt
status; but on reflection we thought there was an investor protection issue in respect of
those other categories, because they were not, generally speaking, subject to alevel of
regulation that we regarded as acceptable. In the case of authorized institutions with
a monetary authority available and willing to perform the role as regulator, it was
acceptable to continue some form of exempt status for authorized institutions, albeit

subject to asignificantly different threshold test.

Clauses 119, 120 and clause 4 of the proposed amendment to the Banking
Ordinance again carry through the test of whether or not an individual who is to
provide services for a principle licence holder is fit and proper to provide the services
for which they seek authorization. In summary, the threshold test for entry into the
marketplace, to provide any one of those seven services, is “Is the applicant fit and

proper?”.

Paragraph 10 of the overview papers refers to one of the differences that is picked
up subsequently in the schedule to the paper, between the arrangements in respect of

SFC licensees and exempt persons who would be subject to frontline regulation by the
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monetary authority; and that is that we would, in the case of the SFC, license those
individuals, and in the case of the Monetary Authority, they would expect employees
in the relevant areas of an authorized institution to be included on aregister. Itisa
register with a statutory base, and | will leave it to Mr CARSE to describe in more

detail how that register would work in practice.

In our introductory remarks Miss AU referred to a single licence concept and a
single declaration of exemption, and that is discussed at paragraph 11 of the paper.
The difference is essentially a difference between having a number of licences to carry
on the full range of financia services that a complex group might want to provide; and
having a single licence with endorsements on it, in the way that people would be
familiar with, in respect of, say, a driver’s licence. So in future there would be a
single licence that would endorse upon the areas within the nine possible areas of
activity for which the person was licensed or exempt, and therefore permitted, to carry
on business in Hong Kong. It would also include the conditions that attach to that
licence or exempt status. It might not seem a significant difference, but it has a
number of practical consequences just in terms of the regulatory requirements in
servicing the expectations under the legislation, the number of returns that need to be
filed, and so on and so forth. We think it should result in significant savings to
licensees, particularly those who hold a number of licences at present, without any

reduction in investor protection.

Miss AU also referred to the executive officer concept. In fact in the Securities
and Futures Bill the terminology is “responsible officer”, and in the amendments to the
Banking Ordinance “executive officer”. It amounts to much the same thing, that
those who have direct responsibility for the management of the operation which is
licensed or exempt should themselves be subject to direct approval, and should
themselves be held directly responsible by the regulator for the systems and controls
and the performance of the principle licence holder or exempt person. So thereis a

specific requirement in both sets of legidation for approva of, in the one case,
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“responsible officer”, and in the other case, “executive officers’.

As part of an effort to facilitate the carrying-on of business in Hong Kong, there
are two new types of licence that are being introduced under the Bill. Thefirst isthe
provisional licence, and the second is the temporary licence. The provisional licence
recognizes that in practice it is often the case that we are able to determine that
someone is fit and proper to be licensed, but that there is outstanding some relatively
minor aspect of the approval process — typically the vetting process, and typicaly a
reply from an overseas regulator.  In some cases unfortunately the replies never come,
and in some cases they take severa years to come; and clearly it is unfair to have
people sitting, waiting in the wings, before they can provide services. Where we do
not have any particular concern and there is a remote possibility that we may hear
something one day from a regulator in another jurisdiction, on that basis we think it is
appropriate to grant provisional licences where people are otherwise fit and proper, but

where the process is not entirely complete.

The second new type of licence is the temporary licence. As an international
financial centre, it is often the case that people are flown in at short notice from other
places, to provide speciaized services in respect of some financial transaction; and
often, with very little notice, we are asked at present to license someone so that they
can provide those services in Hong Kong. We think it appropriate to directly
recognize that as the reality, and to provide for the possibility of temporary licences.
In effect we are recognizing that someone is adequately regulated and is approved to
provide certain types of services in another jurisdiction; that other jurisdiction has a
quality and level of regulation comparable to that in Hong Kong; that there are in place
arrangements between ourselves and the regulators in those other jurisdictions that will
allow for investor protection issues to be addressed if thereis a problem in Hong Kong;
and that we are satisfied on the information that we had about the applicant that they

are fit and proper to provide the short term services that are proposed.
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Typically also we are talking about services that do not involve risks to investors.
Typically they are services to corporate clients;, and so where someone seeks such a
short term temporary licence for no more than 3 months, and for no more than 6

monthsin atwo-year period, it would be possible for us to grant that form of licence.

The next part of the overview paper, paragraphs 15 and so on, refer to the sharing
of responsibility between the HKMA and the SFC, and Miss AU has touched on that.
| just add that in respect of clause 137 of the Bill, which is not referred to in the
overview paper, there are some detailed procedura requirements set out, especialy
going to procedural fairness. So each of the approval processes to which | have
referred are compendiously picked up in clause 137 and made the subject of express

procedural fairness requirements.

When it comes to movement from the existing regime to the proposed regime,
there are transitional provisions that are set out in what is Schedule 9. The effect of
the transitional provisions is generous. It provides for a two-year transitional period.
The practical consequence is that with some minor exceptions, people will be
permitted to go on doing what they can do now; that is, they will be permitted to go on
providing the services they can provide now. They will be deemed to be licensed or
exempt under the new legidation, and therefore they will find themselves subject to the
requirements of the new legidlation. There are some exemptions to that. They are
rather technical and, in the context of the discussion, perhaps not particularly important;
but some of them are referred to in paragraph 17 of the paper. | am happy to come
back to those if Members have particular concerns about the transitional provisions.
The general effect and the overwhelming effect of the transitiona provisions is that
you have 2 years to seek alicence or to seek exempt status under the new arrangements,
and in the meantime you are permitted to go on doing those things for which you are

already licensed under the existing regime.

There are a number of market comments received in response to the White Bill,
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and they are discussed at paragraphs 19 and following. Perhaps to just pick out the
most important of those, one that was a concern in the White Bill proposal was that we
expected someone to be in Hong Kong at al times, and available to supervise a
licensed entity. That has been ameliorated somewhat, and now it is a requirement that
there is someone available at all timesto supervise, but that they need not physically be

present in Hong Kong to carry out those supervisory responsibilities.

There was a concern aso in respect of the White Bill requirements that would
have imposed upon executive officers an obligation to report certain misconduct or
breaches to the SFC, and that clause has been deleted. There was a concern about
some of the time limits, and as we have discussed in respect of other Parts, generally
the time limits have been extended. In the particular case of one of the time limits
under Part V, relating to those who become substantial shareholders of alicensed entity,
thereis only aminor extension from 2 to 3 days; but that conforms with Part XV of the

legislation, which is the disclosure of interest requirement.

As paragraph 23 of the paper describes, there has been a general review of the
penalty provisions in respect of the provisions of Part V. For the most part the
penalties have been reduced, and in one or two cases described in sub-paragraph (c) of

paragraph 23, there has been an increase.

The paper has a brief section on international comparison. The reason that the
comparison is not more extensive, particularly in respect of the way in which the
securities operations of banks are dealt with in those other jurisdictions, is ssmply that
itisso complicated. If we had set out, for example, a description of what the US does
in its regulation of the securities operations of banks and banks' subsidiaries, it would

have, even on amodest description, tripled the length of the paper.

Let me try and summarize it as briefly as | think | can fairly do. In the case of

UK of course thereis asingle regulator, and so the UK regime under the new Financial
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Services and Markets Act sets out a series of activities for which authorization is
required. The activities are not expressed in quite the same way as the nine activities
in Schedule 6 of this Bill, but the coverage, a least in the securities sector, is co-
extensive. It does not matter for the purposes of the UK regulation who it is that is
carrying out the activity. It does not matter whether it is a securities house or a bank
or asubsidiary of a bank; they are all regulated, they are all approved, and they are all
given authorization to carry out those activities by the same financial services authority.
So there is no concept of exempt status in the way it has been discussed here, nor in the

way that it exists under the existing Hong Kong legislation.

In Austraia there is a very limited concept of exempt status for banking
subsidiaries, but generally speaking, banks would be required to be licensed in respect
of their securities dealing, by the Australian Securities Investments Commission. The
picturein Australiais complicated further by the fact that thereis a prudential regulator
who would have responsibility for prudential supervision of banking operations,
including risks associated with their securities operations. In that context
“prudential” means things like regulatory capital requirements — in fact it means
particularly things like regulatory capital requirements — and so there is a sharing of
regulatory responsibility in respect of the securities operations of banks between, on
the one hand prudential requirements and on the other hand conduct requirements

between those two regulatory authorities.

In the US the position is so complicated that | would not even presume to begin to
describe it, except to say that it changed about 13 months ago, when new legislation
was passed by the US Congress. | think, Madame Chair, that the most sensible thing
to do in respect of the US, would be to respond to any requests from Members of the
Committee to provide a much more detailed paper; but it redly is a very complex
situation. Itisnot, as| said in answer to a question several committee meetings ago,
a structure that we would put forward in any way as an acceptable model for Hong

Kong in respect of the way the securities operations of banks or the subsidiaries are
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regulated in the US. It is just too much the product of history, too much the product
of turf battles between not two but four or five sets of regulators, and too much the
product of a series of legidative compromises, as even the reform legislation was

passed through Congress.

That | think takes me to the table to which you, Madame Chair, referred at the
outset. | will try very briefly to highlight some of the differences, but | should say
that in respect of the full picture of regulatory responsibilities and the division of those
responsibilities between the SFC and the HKMA in respect of our licensees and
exempt authorized institutions that carry on securities dealing, Part V is only the
beginning of the story. It will be necessary to look in more detail at Parts V1 to IX, to
understand the full picture and the full way in which the responsibilities are to be

divided.

| suggest to anticipate alittle, Parts VI and V11, which deal with the imposition of
conduct requirements and the making of rules in respect of conduct, and which we will
discuss in subsequent weeks, generaly speaking have rule-making powers that give the
SFC power to make rulesin respect of conduct that will apply both to our licensees and
to exempt persons. There are one or two exceptions to that, but the exceptions are
very much of a reflection of the fact that there is in place an existing set of
requirements that would apply to authorized institutions. Parts VI and VIl provisions
that alow for those rules to have such a broad coverage also have a requirement in
respect of consultation between the two regulators, where there is to be coverage that

includes exempt persons.

Part VIII is the part that deals with inspections and investigations powers, and
again there is a division of responsibility in respect of the day-to-day supervision or
inspection to ensure compliance with, for example, the rules passed under Parts VI or
VI, adivision between the SFC and the HKMA; but in the second part of Part V11 the

investigative powers very much fall to the SFC.  So one can easily imagine a situation
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in which the HKMA finds matters of concern that affect an exempt person, but where
the investigation, because the particular powers given to the SFC and the SFC aone
would have to be carried out by the SFC. Then Part IX isin respect of discipline and
includes powers to sanction, the full range from reprimand to revocation. There also
in respect of exempt persons, the power to revoke or suspend exempt status is given to
the SFC. Aganitisapower that is subject to consultation with the HKMA in respect
of exempt persons, but the power itself is given to the SFC. Typicaly, | would
imagine, the situation would be one in which the HKMA had a concern about the
activities of an exempt authorized institution in its securities operations; it had sought
to address those concerns through its extensive powers under the Banking Ordinance,
but it nonetheless concluded that that was not possible or practical, and that therefore
exempt status should be revoked. It is only when you look at Part V in the light of
those later parts that we will come to discuss that you get the full picture of

responsibility.

Having said that, let me go to the table then, and Part V. Thereis alittle code to
this table that members may have discerned already. Basically it sets out the primary
provision in the left-hand column, and two columns in from the right there is a symbol.
It is either a tick or a circle. Where it is a tick, that means the provisions as they
apply to SFC licensees and to exempt authorized institutions carrying on one of the
nine regulated activities, are entiredly co-extensive; that is, there is no material
difference. Where thereisacircle it means that they are broadly similar, but that the
source of power is probably dlightly different. In most cases it will mean that the
source of power is the Banking Ordinance, and in some cases it will mean that thereis
a dight distinction to be drawn in the way in which the powers are to be exercised.

That isthe key to the table.

CHAIRMAN:

There are a great many circles, Mr PROCTOR. Probably you will have to
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exercise some selectivity.

Mr Andrew PROCTOR, Executive Director of Intermediaries and |nvestment

Products, Securities and Futures Commission:

Yes. | amgoingto dothat asmuch asl can. | have aready said that in respect
of sections 115 to 118 the threshold test is the same, but that we rely upon the HKMA
to tell us whether someone is fit and proper to be given exempt status. 115, 117 and
118 are worth noting, even though they are ticked, because they anticipate one of the
points that is made in the paper that was tabled this morning from Mr MO. That
relates to conditions. Although the way in which the approval of exempt status is
worded appears to be an absolute one, and so the SFC does not have a discretion to
refuse a recommendation that someone is fit and proper to be granted exempt status,
the process is this: there is a consultation between the SFC and the HKMA in respect
of the applicant. The HKMA then makes its judgment about fitness and properness,
gives that advice to the SFC, and the SFC, on that advice, either does or does not grant
exempt status. The very next set of provisions alows the SFC to attach a set of
conditions to the exempt status, and that is important because those conditions will
reflect judgments that the SFC make, based upon the information it has been given by
the HKMA, and based upon the SFC’ s own knowledge of the applicant.

For example, if you took an exempt person who wanted to be granted exempt
status in respect of corporate finance advice, we would take the HKMA'’s judgment
about whether they were fit and proper to give advice, but we would also consult
within the SFC as the regulator that deals with corporate finance matters, under the
Takeovers Code and so on, to see whether the exempt person actually had relevant
experience in the area.  If we thought he did not, then our discussion with the HKMA
would be that there had to be particular conditions that attached to the grant of exempt
status. So although the primary decision appears to be one in which the SFC simply

relies upon the HKMA' s judgment call, it is a much more dynamic process than that.
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| do not want to spend too much time going through this table. | think
paragraphs 119, 121 and 122 are good examples of where there is a significant
difference in the structure of the regulatory arrangements. It is the difference |
referred to, where on the one hand the SFC licenses to the level of theindividual. On
the other hand the HKMA will require that the exempt authorized institution make a
judgment about the fitness and properness of an applicant, and on that basis they would
be included upon a register. The structure looks different, but the threshold
requirements are exactly the same. The test, on the one hand for licence and on the
other hand for inclusion on the register, is exactly the same test of fitness and
properness as explained in codes and guidelines that the HKMA and the SFC would

consult upon and promulgate for the guidance of industry.

Again, it looks like a structural and significant difference, but in practical terms
those who are permitted to carry on the activity would be subject to the same
requirements. The sameis also true in respect of 125. Again you see that thereis a
responsible officer concept and an executive officer concept that looks different
structurally — and certainly the approving body is different — but the prerequisites are
exactly the same.  So the practical content of what it is that has to be demonstrated is
the same, and those that are approved in either case should have, broadly speaking, the

same sets of skills.

129, Suitability of Premises, again looks different, but in fact in practical termsis
the same. There is a requirement in both regimes for approval in respect of branch
offices, and in respect of the SFC licensees we also have a particular requirement in
respect of where records are kept. On the HKMA side —and Mr CARSE will perhaps
come to this — there is a requirement that the authorized institution be able to produce
records as and when required; and a requirement in respect of approval of branch
offices. So thereisnot in practical terms a really material and important distinction,

even though a circle appears. Likewise in respect of substantial shareholding, a
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different regulator approves but in practical terms there is a requirement that all

substantial shareholders be approved in both regimes.

In the following sections, again nothing of material difference occurs, athough
there is a different approval process. Going through, though, to what is a subject of
some discussion, and that is section 141 — these are the capital requirements — there is
no question that the capital requirements in respect of the banking sector are quite
different to the financial resources rule requirements in respect of the securities sector.
They are quite different now. They may be dlightly less different in future, as the
banking sector introduces the new Basel Accord which is a much more sophisticated
cutting-up of risk against which capital has to be held; but they will remain different
nonetheless. What | think is perhaps lost in some of the discussion of the differences,
though, is that it is by no means clear which is the tougher and which is the easier.
Certainly in the case of the banking sector, for example, a very much larger amount of
start-up or of issued capita is required than is the case on the securities side. So
banks have to have a much larger issued capital than on the securities side.  On the
securities side, though, the way in which assets have to be held in some cases can mean
a dlightly tougher regime in respect of the liquidity of those assets; but it depends very
much on the type of risk, and | do not think one could say in the abstract that one
regime was easier than the other, except in absolute terms in respect of authorized or
paid-up capital — and there it is clear that on the banking side the regime is
significantly tougher than it is on the securitiesside.  So it istrue that banks in respect
of their securities operations, if they are carried out within the exempt authorized
ingtitutions, do not have to comply with the Financial Resources Rules, but it does not

follow that they in some way get a significant benefit from that -

Clause 145, in respect of client money, is a difference that reflects differences in
the way in which banks carry on business, and the nature of their business in respect of
client money. | think it is a difference that speaks for itself, and | do not stay with it

here. Over inwhat is Division 5, clauses 149 and following, the differences there are
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good examples of where there is a circle because the Banking Ordinance and the
requirements of the Monetary Authority are not exactly the same as the requirements
of the SFC under the proposed legislation, but they are so similar and they reach such
substantially similar ends, and they achieve the same level of investor protection, there
is no regulatory benefit to be gained from requiring the authorized ingtitutions that are
exempt to comply with both sets of requirements. That is true in respect of general
requirements for audited returns, the appointment of auditors and so on and so forth.
That in fact takes us through to what is page 11, in respect of business conduct. |
have said — and you can see on the face of the document — that there the requirements
basicaly get ticks; and the requirements will basicaly be that the same sets of rules,
the same sets of business conduct codes, will apply across the industry, unless we can
be satisfied that there is in place some arrangement on the banking side, and satisfied
on the basis of our consultation with the Monetary Authority that there is some
arrangement on the banking side that will provide an equivalent level of investor
protection. There is one example of that now, which may be useful to refer to, and
that is in respect of some aspects of leveraged foreign exchange trading and cold-
calling requirements, where the banks have in place regulatory requirements which
mean that there would be no point in doubling up and making them subject to

requirements imposed by the SFC on our registrants.

CHAIRMAN:

Thank you very much, Mr PROCTOR. | appreciate very much the spirit in

which you prepared the table and have taken us through the significant parts. | will

ask now Mr CARSE to go on with the banking side.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Thank you, Madame Chair. As Andrew PROCTOR has already set out, in some

detail, some of the detailed arrangements involving the sharing of responsibility
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between the HKMA and the SFC, | do not propose to repeat those, although obviously
| will respond to any questions that Members may have. Just let me stress that the
role of the HKMA, as | see it, is to monitor and enforce on a day-to-day basis
regulatory standards that will be established by the SFC, in a number of cases in
consultation with the HKMA.

The question has been raised as to why you do not separate the two
responsibilities and allow supervision purely on a functional basis, with the HKMA
looking after banking business and the SFC looking after securities business. The
problem really is that in the real world the division between the two is not as clearcut
asthat. Thereis an obvious overlap between banking and securities business, and in
any case, even if the SFC were to take on the responsibility for supervising the banks’
securities business, we would have to do it as well, because we are responsible for the
whole of the business of authorized institutions.  Just as an indicator of that, under the
new Basel Capital Accord which Andrew mentioned, which will greatly elaborate the
capital requirements that apply to banks, in looking at the consolidated capital position
of a banking group in the future, we will have to consolidate securities companies
which are held by banks. | think that is recognition that the banking regulator has to
take account of the whole of the business of the bank or the banking group, rather than

just the purely banking business within that.

The other advantage of this arrangement from the banks' point of view is that they
will only have to deal with one regulator. | think that will achieve compliance

savings, compared with an arrangement whereby you have to deal with two regulators.

As Andrew mentioned, the ultimate authority rests with the SFC. | mean, they
are the people who approve exempt authorized institutions that will be done on the
same fitness and properness criteria as applied to brokers. They can mount their own
investigations, if necessary, and they can also revoke exempt status after consultation

with the HKMA. We believe this is a cost effective means of regulating the bank
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securities business, which will deliver consistency of approach between the banks and
the brokers. It is aso continuation of the existing arrangements, so it is evolutionary.
It is what we are actually doing in practice. Since 1995 we have told the banks that
we expect them to comply with the SFC’ s code of conduct in relation to their securities

business. We are already carrying out examinations of the banks' securities business.

What would be different under the new Bill is that these arrangements will be
formalized and will be strengthened. Instead of asking them to comply with the code
of conduct on a voluntary basis, the code of conduct will apply directly on a statutory
basis to banks and other exempt authorized institutions. As Andrew mentioned, we
will also maintain a register of these authorized institutions that are carrying out
securities business on their behalf. There is a difference in that we will not directly

approve the fitness and properness of those individuals.

To be honest, that would be quite a mammoth task. We are talking about
potentially thousands of employees, going right the way down in a bank to a very
junior level. We do not, for example, at the moment approve bank counter staff who
are carrying out banking business on behalf of customers. We are trying to have a
compromise which achieves an equivalence of treatment between the way in which we
treat bank staff at the moment, which will also mirror the sort of requirements that the

SFC isimposing upon brokers.

So it will be up to the individual institutions to ensure that their employees will be
fit and proper. We will issue guidelines setting out the fitness and properness criteria,
which will be based on those of the SFC. The same standards will be applied. If it
turns out that an employee is not fit and proper by virtue of misconduct or
incompetence, then we would certainly require the authorized institution to remove
that employee from the register; and once that is done, by virtue of the Bill they are no
longer in a position to conduct securities business on behalf of the authorized

institution.
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Let me just explain briefly how we actually go about supervising the banks
securities business. Thisis based partly on on-site examination and partly on off-site
anaysis. As part of the preparation for the coming into effect of the new Bill and to
reflect the fact that we are aready actually supervising the banks' securities business,
we have set up three specialist examination teams which comprise nine examiners who
have received training from the SFC. Those examiners are part of a division, which
is headed by Arthur YUEN, who has appeared before this committee. He was
originally with the SFC.

A number of our employees have actually gone to work for the SFC, so there is
actually quite a bit of cross-fertilization between the HKMA and the SFC at the
moment. In addition to those specialist nine banking examiners, of course we have
got a larger number of banking examiners, and if necessary we would call upon those
resources as well, to do securities examinations. Our examinations take severa
weeks each. They are quite intensive. They are carried out on a frequency which is
agreed with the SFC, and we aso talk to the SFC each year about the kind of risk areas
that we should be looking at. We use the examination checklist and guidelines that
are based on those of the SFC

Now, in addition to that on-site examination, which is actually going in and
looking at the systems and controls in place with individual banks, we also conduct
off-site reviews, and we do that on the basis of a new securities-related return which
the banks submit to us every six months. We have just received the first return for the
period covering the second half of the year 2000 and we are analyzing those figures at
the moment. The figures are still preliminary, but | could give you a few basic
numbers which would help to put this into perspective. The number of exempt
authorized institutions — that is bank, DTCs and RLBs is 110, but only 79 of those are
actually doing any securities business at the moment. Out of that 79 there are 53

exempt authorized institutions which are engaged in securities-dealing business on a
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retail basis.

We have not got a precise definition of “retail”. We have defined “retall” as
being securities dealing other than for private banking clients. So it will probably
include some retail customers, but also some corporate customers.  The income which
those exempt authorized institutions derived from their retail securities business in the
second half of the year amounted to about $HK1 billion; and that amounted to about 2
per cent of the total income of the various exempt authorized institutions.  You can
see that for authorized institutions in general, the securities-dealing activities accounts
for a very small proportion of their total income, so it is still incidental to their total
income, despite the fact that some institutions have been stepping up their involvement

in this business recently.

Apart from retail, the return also covers private banking; it covers underwriting,
issuing and placing of securities and corporate finance activities. If you add on the
income derived from those other activities besides retail securities business, then the
percentage of income from securities business goes up a bit to about three and a half

per cent of total income; so it is still relatively small.

As regards the relationship between the SFC and the HKMA, if we came across
material concern arising from our on-site examinations or our off-site reviews, we
would bring that to the attention of the SFC. We would either do that through our
regular monthly meetings which are going on at the moment, or if it was avery serious
matter, or even just a serious matter, we would probably bring it to the SFC’s attention

immediately.

There is an important provision in the Banking (Amendment) Bill, which is the
companion to this Securities and Futures Bill, because that has removed all the secrecy
constraints between ourselves and the SFC as far as the disclosure of information

related to securities business is concerned. So there is no barrier on us disclosing
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information to the SFC about the securities-related business of banks. There should
be a seamless passage of information between the two of us, and we hope that that will
achieve some of the advantages of a single regulator without having the disadvantages

of putting in place awhole new structure.

| hope that this will show that the HKMA is determined to ensure that the
securities business of the banks is properly supervised by the HKMA in line with the
same standards as will be applied by the SFC, and that we are putting the necessary

resources in place to achievethis. Thank you very much.
CHAIRMAN:

Thank you Mr CARSE. Members, you have been very patient.
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Mr CARSE, | think you want to respond to part of the first question.

MR David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Yes, Madame Chair, it is really just to clarify the numbers. There are 110
exempt authorized ingtitutions, but only 79 of those are actually doing business of
various kinds. Out of that 79, there are 53 who are engaged in securities dealing
business on aretail basis. So | think probably from the point of view of the concern

of the broking industry, it isthat 53 that is probably the most relevant number.

CHAIRMAN:

Mr CARSE, | think the question is rather “What is wrong with the present system?
Why do they have to be exempted? Why don’t they get regulated by the same body?’
Isthat right?

MR David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Yes, Madame Chair. If | could perhaps respond to that, first of all, if you are
talking about the present system, the present system is basically one in which
authorized institutions have an exemption, and we have a more informal arrangement
for sharing responsibility. As | mentioned, we are aready applying the SFC
standards and we are monitoring and enforcing those standards on a day-to-day basis,
but in a rather more informal way than is envisaged under the Bill. So actually the
present practice is akin to what is proposed in the Bill, and the Bill formalizes and

strengthens the current arrangement.

The question is. could you find some other way to do it? Of course, the answer
is “Yes, you could find some other way to do it.” There are various options, as

Mr PROCTOR has mentioned. Some of those options are actually more complicated
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than the one that is proposed in the Bill. If you take the American system, for
example, that is vastly more complicated than what we are proposing here, and | do not

think anybody would suggest that we go down that route.

You could also go down the route of having a single regulator, as a number of
other jurisdictions have done, but if you go down that route then you are going to
spend severa years building a new single regulatory authority; and that would involve
alot more work and administrative effort, and a lot more upheaval for the industry, |
might add. So what we are proposing is an evolutionary development of the current
system. The point | was making was that yes, you could decide that you were going
to separate off the responsibility for regulating banking business, which would be the
responsibility of the HKMA, and the responsibility for regulating securities business,
which would be the responsibility of the SFC. That would apply to the securities
business done by banks, so the banks would be regulated in respect of their securities

business by the SFC.

Now, that, you could say, is a reasonably logical approach, but the two points |
would make are: first of al, from the banks' point of view they do not like it, because
it would mean they would be dealing with two regulators. There would be an element
of duplication of regulation. They would have to dea with us in respect of their
banking business, and the SFC in respect of their securities business. We would till
have regard, as banking regulator, to their securities business. We cannot disregard
the fact that the bank was doing securities business, so an e ement of regulation of that
securities business would have to be done by us anyway. As | mentioned, from the
point of view of capital adequacy, under the new Basel Capital Accord we will be
duty-bound to consolidate the securities business of banks in calculating the adequacy

of group capital.

So | think that what we have ended up with is one of a possible range of options.

We think it is actually quite a streamlined option. It seems to be a fairly logical
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divison of responsibilities, the SFC having a genera standard-setting role, and us
carrying out the day-to-day supervision and monitoring of those standards, which is
something we would probably do in any case, and which is implied by our

responsibility for consolidated supervision of the banks.
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HH - Yes, thisis the question. Mr PROCTOR.

MR Andrew PROCTOR, Executive Director of Intermediaries and |nvestment

Products, Securities and Futures Commission:

| think, Madame Chair, a much ssimpler question. Those subsidiaries that are
currently licensed with the SFC would go on, presumably, being licensed by the SFC.
It is a matter of choice as to how the bank structures its operations, how it manages its
risk within the group, and a number of banking groups at the moment choose to set up
subsidiaries that are licensed by the SFC, and no doubt the same reasons will mean that
in the future a number of banking groups continue to choose to set up subsidiaries
licensed by the SFC. So they provide differentiated services; in fact, some banking
groups compete against each other within the group as a way of managing risk within

the operations.

So it is not a question of exempting those bank subsidiaries in the future. They

would not be entitled to exemption, in fact, because they would not be the authorized

institution.  They would have to be licensed to carry on securities operations.

MRS HA -

o oA EAF R GE -

K
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CHAIRMAN:
Mr. PROCTOR, | think it is probably your question.

MR Andrew PROCTOR, Executive Director of Intermediaries and |nvestment

Products, Securities and Futures Commission:

Yes. Firdt, let us be very clear. The very thrust of this legidative reform
package is to remove any sense of there being classes of regulated entities. The thrust
of it isto ensure that everyone is regulated to the same level against the same set of
standards. | think the reason why banks are differentiated in this way is a matter of
history. It isthe practical fact of the matter that banks are performing these services;
they are providing these services to the public. So the question is, in fact, “Why
should we, as an administration, or why should the regulators require banks to set up a
subsidiary? Why should banks, for example, as a group be subject, as a matter of

compulsion, to two regulators, to two regulatory environments, to two sets of costs?

The history is that they are providing these services. To move to a different
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model and to require them to do certain things that will involve additional regulatory
cost, there has to be a clear regulatory benefit. So the question is: “What is the
regulatory benefit of requiring a change that would force banks to only carry out
securities trading through a subsidiary?” It is very difficult, | think, to see any
regulatory benefit in terms of investor protection or market risk or systemic risk, that
would be achieved by requiring banks to set up a subsidiary, by requiring banks to be
subject to two regulators or two sets of regulatory costs. That, | think, is the
difficulty.

If we were to start now with a blank sheet, if we were a market being established
in a new country where there was not the fact of history that banks were providing
services through the bank that were in the nature of the securities business, then you
would not have that question of justification. You would not need to explain why a

certain structure wasto be imposed. But that is not the reality.
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CHAIRMAN:

| shall ask Mr. PROCTOR then Mr CARSE.

Mr Andrew PROCTOR, Executive Director of Intermediaries and |nvestment

Products, Securities and Futures Commission:

Perhaps for the benefit of Members | should go back and deal with Mr WU'’s
observations about the history of exempt status. | think, broadly speaking, heisright,
that when exempt status was first established not only for banks but for insurance
companies, trustees and custodians, those parts of their business which would
otherwise have required a licence, those parts of their business that might have been
called “securities dealing” were very minor, very incidental. It was thought that there

was no regulatory benefit in particular to be gained by requiring them to be licensed.

In that sense, that old historic position, when the category was established, is
analogous to the current position of accountants and solicitors. They basically do a
little bit that might just cross the line, but there is no regulatory benefit to be gained

from licensing them. But since exempt status was first established for those banks,
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trustees and insurance companies, the position has changed significantly. Asa matter
of percentage of their balance sheet, as Mr CARSE has said, it remains quite a small
percentage, but as a matter of market share, it is a much larger share than it was when
exempt status was first established. So it is now a matter of regulatory concern; it is
now clearly a matter where banks have a share of the securities market which is large
enough to make it a matter of regulatory concern and investor protection, that they be

properly and adequately regulated.

The question is: how do you do that? That is the historic position in which we
find ourselves now. They have alarge share of the market, and so the only question
is: which of the available choices do you make? That takes us back to the exchange

we had a few minutes ago.

CHAIRMAN:

Yes. | understand, because you have addressed that second point. Mr CARSE.
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CHAIRMAN:
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Mr CARSE.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Just to reinforce what Mr PROCTOR said, Madame Chair, the question is not
whether the regulation of securities business by banks should be formalized and
strengthened. We accept that fully. This business is becoming more important for
banks. It does need to be properly regulated, and that is what the arrangements set

out in the Bill are intended to achieve.

Part of the problem is that the whole discussion of this is bedeviled by the use of
the term “Exempt Al”. Aswe have mentioned on a number of occasions previously,

exempt Al status does not mean exempt from regulation.

CHAIRMAN:

Yes. | think, Mr CARSE, we have moved on from there, because | think at this
stage Members are clear that “they are exempted” does not mean they are not regulated;
but Members concern is realy: why should they be regulated by two bodies, two
ingtitutions, and if you have two different institutions, would it result in a different sort
of standards, whether in terms of implementation or in terms of structure? | think

that iswhere we are at, so please do not worry about the implication of exemption.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

The point | was making in my introductory remarks is that the standards are
supposed to be the same. | mean, the standards will emanate from the SFC. They
may have to be adapted in some respects in relation to banks, to fit in with the way in
which they do business, and that is why there has to be consultation between the SFC
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and the HKMA, but they are basically the SFC standards.

Now, our job is then to enforce those standards, and we will do that through
liaison with the SFC. There will be a formal MOU, which will set out the respective
responsibilities of the two parties. There will be cross-fertilisation between ourselves
and the SFC in terms of training, examination check lists, etc. There may even be
secondment of staff between the two organizations. | think that this achieves some of
the advantages of a single regulator, without some of the disadvantages in terms of the

administrative overhead of having to set one up.

CHAIRMAN:

Thank you. R Eig & - (RE N ERE ?
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CHAIRMAN:

Mr CARSE.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

The bank sets up a separate subsidiary to conduct securities business, which a
number of them do at the moment — they already have broking subsidiaries — then that
broking subsidiary is subject to the direct supervision of the SFC, which is responsible
for supervising its conduct of business. We, | think, as part of our consolidated
supervision, will still want to have an awareness of the business that was being done in
that subsidiary. We will in future, as | mentioned, have to consolidate it for capital

adequacy purposes, but in those cases, because the business is not actually being done
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within the legal entity, which is the bank, the actual day-to-day supervision of that
subsidiary would be left to the SFC.

CHAIRMAN:
In other words, you will not be involved in it?

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:
We will not be involved directly on a day-to-day basis.
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CHAIRMAN:

Mr. CARSE. Hasit been fully interpreted?

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Yes. | mean, al | can say is that we are already applying this approach at the
moment. | do not think we have had any problems in making sure that the way in
which we apply these standards is the same over the last few years when we have been
doing this. So | do not really anticipate problems in the future. In fact the situation
should be eased in the future, because there is a certain element of ambiguity at the
moment. The SFC issues a code of conduct; we say that that should apply to banks,
but there is no statutory backing for that, so there is this grey area, | suppose you can
say, at the moment, which will be resolved under the Bill. The point of the matter is
that it is not a question of us saying to the banks “You should voluntarily abide by this
code of conduct”. They will be subject to it on a statutory basis, directly under the
legislation. It isnot aquestion of us having discretion as to whether certain bits of the
code apply to them or not. It will apply to them directly, and because of the close
liaison between ourselves and the SFC, which will be enhanced by the removal of any
constraints on secrecy, | do not see a practical problem in actually being able to apply

the standards on a consistent basis.
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As regards the question of the tools being different, yes, they are different, and the
capital ratio requirements are different. But | would say that the requirements that
apply to banks are extremely rigorous. | mean, you have the requirement, first of al,
in relation to the absolute amount of capital. You are talking about $HK 150 million
minimum for banks, and for most banks the figure would be much, much bigger than.
You have the capital ratio requirement which is an international standard established
by the Basel Committee, which applies not simply to credit risk but also to market risk,
which will be substantially expanded over the next few years, with the new revision to

the Accord.

In addition to that you have a liquidity ratio requirement which makes sure that
the banks have sufficient liquid resources to meet their obligations both to depositors
and toinvestors. So | would say that that isthe least of your worries. Theissue here
is not in relation to the Financial Resources Rules.  The issue is in relation to
conduct of business, because | think that given the scale of the securities business of
most banks, as | said, for most banks you are talking about 2 per cent or probably in

most cases less than 2 per cent of total income derived from retail securities business.

The financial resources available to the banks are more than enough to support
that, so | do not think that is an issue on which the committee should be worrying too
much. The main issue that you have really got to focus on is the conduct of business
issue, and that is the one | talked about earlier in terms of applying the standards. |
think in practice it will be possible for us to apply these standards on a consistent basis.

| mean, Andrew might want to give hisown view on that.

Mr Andrew PROCTOR, Executive Director of Intermediaries and |nvestment

Products, Securities and Futures Commission:

| think, Madame Chair, that Mr HO’ s question raises a very interesting aspect of
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regulatory philosophy. Heisright, | think, to identify that traditionally there has been
adifferent regulatory philosophy underpinning regulation in the banking and securities
sector. Traditionally that has given rise to two particular distinctions in the way in
which the sectors are regulated. One is as to capital, and as to that, in fact it has
meant that because the survival of the institution on the banking side, because of the
systemic issues, is so emphasized, the capital requirements are much larger; so actually

the banks get abigger hit in terms of regulatory capital.

The other great distinction is in respect of the penalties, the disciplinary action
that might be taken in the event of abreach. Traditionally on the banking side thereis
a concern about publicity, because publicity may cause a loss of confidence in the
banking institution. So it is important actually to note that in this case there is an
alignment of the penalties now in a way that did not occur before. | think you are
right to identify a difference in regulatory philosophy. | think the two practical
consequences traditionally have been capital and penalties. Capita hits the banking
side harder. There is now to be an alignment of those penalties, and as Mr CARSE
has said, and has been repeated severa times today, the penalties are to be imposed
against acommon set of standards. | think that leaves just one outstanding area, and
again something touched on in your question. That is whether in interpreting the
common set of standards, the regulators, for reasons of regulatory philosophy or just
because of the uncertainty in the requirement for interpretation, impose a different

standard by reason of a different interpretation.

Actuadly that is true within a regulator anyway; it is difficult enough within a
regulator. But in fact the practical experience has been that that has not been an issue.
We actually have a body of practical experience built up over several years that
demonstrates that we are able to discuss and agree upon a proper interpretation. So |
think that leaves you with this risk of a differing interpretation, and you have got to
weigh that against the negative impact in terms of regulatory cost which would arise if
you were to try and eliminate that risk by forcing the regulator together, or requiring all
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banks to put their securities business into a subsidiary. | do not think the risk of

differing interpretationsis a particularly great risk.
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Mr CARSE.

Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

| think in relation to the first question that we accept the basic principle that bank
staff who are doing securities business should be subject to the same fit and proper
criteria as broker staff doing the same business, and should be properly qualified.
That will go right down to the branch level. First of all, it is a question of “fit and
properness’. Obvioudly the requirements relating to counter staff who are only taking
orders would be different from those who are giving investment advice;, so the
standards may differ, depending on the type of activity you are involved in.  But the
basic principle is that you should be subject to fit and proper criteria, and that is what

we will amto try to achieve.

In relation to insurance business, banks do get involved in insurance businessin a
number of capacities. Some of them have separate insurance companies, which is the
norm. It is not usual for a bank to underwrite insurance business within the bank
itself. Normally the underwriting arm would be separate, and | think that is the norm
on aworldwide basis. You aso have banks who act as agents for insurers and act as

brokers for customers, in terms of obtaining insurance business.

At the moment all agents and brokers have to be registered, but that registration is
done on a voluntary basis; it is basically a self-regulatory operation at the moment.
So both the agents; i.e. the institution itself, has to be registered, and the employees
who are engaged in business on behalf of the institution have to be registered with the
appropriate industry body. | think the system we are talking about for bank staff is
very similar. The institution will have to be approved as an exempt authorized
ingtitution, and its individual staff will have to be registered with the HKMA; and the

institution will have to ensure that those staff are fit and proper.
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So | think for both insurance business and MPF business the regimes will be
broadly the same, and we have actually got a paper on the question of banks
involvement in insurance business and MPF business, which we can give to the

Committee, which will set out the answer in abit more detail.
CHAIRMAN:

Right. | am afraid we have to leave it at that, because we have to move to the
second item, but next week we will continue to discuss Part V.  Thank you very much.
You are quite welcome to stay, but we are moving to the question of Chinese drafting.

If you feel you would like to get on with other business, please feel freeto do so.
Mr David CARSE, Deputy Chief Executive, Hong Kong Monetary Authority:

Thank you very much.
K :
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