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Chairman:

Mr PROCTER.

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Chairman, Parts VI and VII are mostly about giving the SFC rule-making power.
I will come back and deal in a moment with the subject matter of that rule-making power, but
it perhaps worth beginning by observing that the reason for dealing with these issues in this
way - that is, providing for rulemaking power rather than setting out the detail and
substantive provisions in the ordinance - is essentially because many of these issues are
detailed and technical, and most of them are also issues to which the regulator would wish to
respond flexibly in order not only to facilitate business, but to best protect investors. So the
intention is that although the rule-making power will, of course, be subject to negative vetting
before Legidative Council, it would be a shorter, quicker, more flexible route to achieve that

dual objective of administrative facilitation of business and investor protection.

Miss AU has touched on the concept of associated entities, and so if Members have
before them the overview paper for Parts VI and VII, | will turn immediately then to
paragraph 5, which is one of the key provisions, one of the key rule-making powers that is
given to the SFC, not only under this Bill but under the existing legidative arrangements, and
that isin respect of Financial Resources Rules. | think Members are generally familiar with

the Financia Resources Rules and the fact that they are the rules by which the SFC not only
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describes risk but also ascribes to that risk a certain weight, and says “Against that risk you
need to hold certain liquid assets’. They are key provisions to ensure the solvency and

liquidity of the operations of those whom we register and license.

It has also been clear from the discussion in earlier Bills Committee meetings that
these are one of the key sets of rules that apply only to SFC registrants, and not to exempt Als.
| think we have discussed at some length for that, and the reason in a nutshell that those
exempt Als are themselves subject to the HKMA’ s rules, which are an expression of the Basel
Capita Accord as it applies to banks internationally. The difficulty under the existing
arrangements in respect of Financial Resources Rules is that there are a number of sets of
rules. In fact, we made some advance in that respect during the course of last year when we
combined the Financial Resources Rules that applied to commodities dealers and securities
dedlers; and the intention is, under this rule-making power, to in fact produce one single set of

Financial Resources Rules which would mirror the single licence concept.

There is a second difficulty, though, under the existing law, and that is that for the
most part a breach of these financia resources rules requires that a business stop trading
immediately. Obviously that can have very serious consequences, and it is not in all cases
strictly necessary for the purposes of investor protection or the protection of market integrity.
What the new provisions provide for is that in the event that a firm either cannot comply or
cannot verify its ability to comply with the financial resources rules, it has a reporting
requirement, and it must report to the SFC either that it cannot comply or that it does not
know whether it can comply; and it should stop business. But importantly and in distinction
to the current law, the SFC can allow it to continue to operate but subject to conditions. That
is described in clause 142 and following of the draft legislation. A distinction is drawn
between key provisions of the Financial Resources Rules and cessation of business is only
required in respect of those key provisions, and thereafter the SFC may alow business to

continue subject to conditions.

The next class of rule-making power isin respect of client assets. Client assets are
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essentially defined as those assets that the intermediary obtains through its registered activity.
It is a rule-making power that allows the SFC to make rules with respect not only to its
registrants but also to exempt persons. Aswe have stressed in respect of Part V, for the most
part the standard that has to be complied with by our registrants and exempt persons will be
the same, and here is an example where rules will be made that will cover both our registrants

and exempt Als.

Clause 144 of the Bill, for example, allows the SFC to make rules prescribing the
manner in which a licensed corporation or an exempt Al or, as ours foreshadowed, an
associated entity, should handle clients securities and collateral. There is a second and
related rule-making power, and that is in respect of clients money. Here, though, thereis a
distinction. Because of the nature of banking business as described in paragraph 9 of the
paper, it was thought that the protections and safeguards in respect of the operation of the
banks as they handled client money was sufficiently addressed under the Banking Ordinance,
and under the other regulations and rules promulgated by the HKMA. It says that the Client
Money Ordinance did not need to apply to exempt Als, but that is clearly on the basis that

there is already in place a sufficient safeguard and a sufficient regime to protect investors.

If I might ask Members to turn to what is clause 145(4), which is at page C1787,
there is asmall drafting matter | would bring to the attention of Members. You need in fact
to look not only at page 1787 but also at page 1783. 1783 isthe Client Asset Rules; 1787 is
the Client Money Rule. You will see in subclause (4) on page 1783 that there is a reference
to rules made under the section, and that they may provide for an intermediary and associated
entity which, “without reasonable cause, contravenes any specific provisions’. The
expression “without reasonable cause” is obviously there a safeguard, to protect the
inadvertent breach or breach where there is a proper basis for the conduct. That clause does
not appear in the Client Money Rules subclause at page 1787, and we think on reflection that
it should, and that the “without reasonable cause’ provision should be added to the Client
Money Rule as an additional protection for those who may have a proper justification, or at

least in their subjective judgment, a justification for the conduct that might otherwise be in
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breach of the rules. So one of the proposas will be an amendment to add the words

“without reasonable cause” in respect of subclause (4) of the Client Money Rules under 145.

The next class of rulesis aset of rules empowered under clause 147 and it concerns
the keeping of accounts and records, and provisions of records to clients. This is discussed
at paragraph 10 of the overview paper, and again thisis a rule-making power that applies not
only to SFC registrants but also to exempt Als and associated entities. So again the same set
of standards will apply across the industry. The provisions of clause 148 allow rules to be
made in respect of the issue of contract notes, receipts, statements of accounts and
notifications to clients. The combination of these account-keeping records and the
disclosure requirements in respect of clients, | think, are pretty clear on their face, as to their
effect, but the purpose, of course, is to allow the SFC not only to be able to inquire properly
and to have access to records that will adequately allow it to understand the business of an
intermediary, and for that matter, for the HKMA to do the same in respect of exempt Als, but
also to ensure that clients are in a position to understand their own affairs and circumstances,

and to have arecord of their dealings with an intermediary.

One of the difficulties that we often encounter is that clients are not given proper
information about their dealings. Sometimes they do that of their own choice, rather
unwisely. But at least in this situation the primary and the starting position is that certain
information must be provided, according to these rules made under clause 148, to a client so

the client is at least in a position to protect his or her own interests.

Clause 149 to clause 159 is the next class of powers. These are not rule-making
powers. They are rather related to audit in the general sense.  Some of them simply require
that an intermediary — in this case a licensed corporation — should appoint an auditor. In that
sense it is a parallel to provisions under the Companies Ordinance that would require the
appointment of an auditor. Those provisions also apply to the associated entities of licensed
corporations. This is another area where the provisions in respect of the appointment of

auditors do not apply to exempt Als, and again the reason is ssimply that there is, under the
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Banking Ordinance and the banking regulatory regime, parallel requirements that auditors be
appointed to banking institutions; and so it was clear to us that there was no need to replicate

those provisions in this ordinance.

There is a second type of section that is dealt with between clauses 149 and 159,
and it begins at clause 155, which is at page 1811. | think | should take Members to that,
very briefly, because it is a section that has attracted some comment. 155 and 156 empower
the Commission to appoint an auditor for licensed corporations, essentially to conduct a
forensic inquiry. The trigger for the appointment under 155 is set out in subclause (1), and
you will seetherethat it is a series of failures on the part of the licensed corporation; failure to
satisfy that it can comply with the Financial Resources Rules, a belief that there may be
difficulties in the associated entity in complying with certain rules. Prescribed requirements
referred to in subparagraph (b) are defined in subclause (6) below. Or it can be that we have
a reasonable cause to believe that the licensed corporation has failed to submit financial
statements, or that a written report has been lodged by a person under section 153 — that is an

auditor, in the traditional sense of the auditor, the statutory auditor.

Subclause (1) described a variety of situations in which we might have basis for
concern about the affairs of the licensed corporation, and in those circumstances we are
empowered to appoint an auditor, and the operative words are “to examine and audit either
generally or in respect of any particular matter, the accounts and records of the licensed
corporation or its associated entity”. That is not an action, obvioudy, that we can take
lightly. In practical terms, what usually happens, in fact, is that where we have that kind of
concern we discuss it with the licensed corporation, and there is almost invariably —in fact, in
the last five years, invariably — an agreement between the SFC and the licensed corporation
that an auditor should be appointed to undertake some kind of inquiry into the affairs and

systems and controls of the firm.

However, where there cannot be that kind of consensus basis for the appointment,

there is this power that would allow the SFC to appoint an auditor to undertake what | have
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described as a forensic inquiry. The use of the words “examine” and “audit” caused some
concern. It was thought that the use of the word “audit” was aterm of art, and might imply a
full audit of the corporation; but | think we are satisfied that the words that follow, “either
generaly or in respect of a particular matter”, make it clear that it is not used in that sense; it
does not require an appointment for a full audit of the corporation, although in some
circumstances — they would be extremely rare — we might in fact require a full audit of a

corporation.

Perhaps more troubling in terms of market comment has been clause 156. Clause
156 essentialy allows the SFC to do the same thing, to appoint an auditor, to examine and
audit, either generally or in respect of a particular matter, the accounts and records of a
licensed corporation. The trigger is quite different. Subclause (1) sets out the trigger, and
essentialy it is a complaint from one of the clients of the licensed corporation. Some
intermediaries have thought that this laid them bare or exposed them to malicious complaint
on the part of former clients. Thetriggersin subclauses (1)(a) and (b) I think are pretty clear
and pretty narrow —*“ for the failure to account to a client for assets held, or failure to act in
accordance with instructions’.  Not only are those triggers quite narrow, but the person who
makes that complaint must, by virtue of subclause (3) on page 1815, verify al those
statements in a statutory declaration. As you see in subclause (3) they are required to set out
the full particulars and circumstances of the allegations they make. Not only that, but the
Commission itself must also be satisfied that the matters set out under subclause (4).
“...werenot to appoint an auditor under subsection (i) unless we are satisfied that the person
making the application has a good reason for doing it” — in other words, that it is not
malicious, frivolous or vexatious , and that it is in the interests of either the licensed
corporation, “...that person or the investing public that an auditor be appointed. It isa pretty
broad test, but at least it means that we are not to do it ssimply on awhim.

The Commission also, in respect of associated entities, cannot appoint an auditor
over an associated entity that is an Al, without first consulting the Monetary Authority. That

is subclause (5). Finaly, subclause (6) provides for a form of procedural fairness in respect
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of this kind of application, and it requires that before the appointment of an auditor in
response to this kind of complaint from a former client or client of the intermediary, we must
give that licensed corporation or associated entity a reasonable opportunity to be heard in

respect of the application.

Although it has caused some concern to some intermediaries, and some
intermediaries have expressed concern in the public comment, there are safeguards set into
the section. In fact thisis a section which is very similar to the existing law, except that the
safeguards in respect of this provision are extended and expanded when compared with the

existing law.

Chairman, that takes me then to Part V11, and Part VIl begins with along provision
in respect of business conduct. | think again it is appropriate to take members to what is
clause 163, beginning on page 1831. These business conduct rules again apply to SFC
registrants and to exempt Als, so again we have that repeated theme of the same standards
applying across the industry.  What clause 163 providesis for along list of circumstances in
which we can make rules that govern, essentially, the relationship between an intermediary
and the intermediary’s client. Very quickly moving through what is clause 163(2), you will
see that we can make rules in respect of advertising, the terms of contract — and | will come
back to that in a moment; the provision of information relating to the intermediary; the
requirement to know your client — that is to obtain information about your client; the
requirement to make proper judgments about the advice you give to your client — usually
referred to in shorthand as “ suitability requirements’; requirements to disclose risk in respect
of investments; requirements to disclose any interests the intermediary may have in respect of
advice given; requirements restricting transactions, for example, preference of one client over
another client; requirements in respect of what is colloquially known as “front running” — that
is using information about your client to advantage yourself as an intermediary;
requirements — and here | am up to sub-clause (j) if you are trying to follow me — in respect of
conflict of interest; requirementsin respect of soft dollars, rebates and other commissions, and

disclosure of those matters; requirements in respect of own account dealing or proprietary
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trading and disclosure in respect of those matters; and requirements in respect of money

laundering.

So essentialy itisalist of pretty well al the circumstances, and you will see there
is a compendious catchall at the end anyway. It is pretty well al the circumstances of the
relationship between an intermediary and a client, allowing us to make rules that would better

structure and govern that relationship for the benefit of investor protection.

| said | would come back to what is subclause (3), requirements in respect of the
terms of the contract, because that has caused some concern to some industry participants
who thought perhaps the SFC might impose upon them, for example, a remuneration structure
as between themselves and the client. That certainly is not the intention. It is not the
intention to interfere with the basic contractual freedoms between an intermediary and the
intermediary’s client. In fact sub-clause (3) provides a specia safeguard in that respect —
that those provisions and those rules made in reliance upon sub-clause (2)(b) must be in
pursuit of one of the regulatory objectives or for the better performance of the functions of the
Commission. Certainly, Chairman, the intention is not, as | say, to arbitrarily interfere with
matters of contractual freedom, but rather to make sure that in areas such as the requirement
to disclose risk as part of a term of a contract, the requirement that a contract actualy be
provided in awritten form — those types of matters at a higher level are properly dealt with by

an intermediary.

That isalong list of rule-making powers, and in fact, the SFC has never made rules
in respect of any of those matters. In fact, the intention is, at least in the short term, that we
will not make rules in respect of any of those matters. What we do at the moment is rely
upon codes of conduct that in fact cover the same areas. That is why clause 164, which is
the next clause, is so important. Clause 164 provides that in respect of exactly those same
matters, the SFC can promulgate codes of conduct governing the conduct of business by
intermediaries and their representatives. Again, it is intermediaries, and “intermediaries’ is

defined to include our registrants and exempt Als; and the intention is that codes of conduct
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would continue, for the time being, to be the basic way in which the SFC sets out its
expectations in respect of these matters. But there is a practical limit in respect of codes of
conduct, and it arises where there is a breach of those codes. Essentially codes of conduct,
because they are not statutory, are an expression of best intentions, best practice, our
expectation. Where an intermediary chooses to ignore a code of conduct, the range of things
that can be done in response to that is quite limited. To over-smplify it slightly, we would
have to demonstrate that by reason of ignoring the code of conduct on a particular provision,
the intermediary had demonstrated that they were not fit and proper; and in fact you will see
in what is clause 164(4) a specific provision that says that failure on the part of an
intermediary to comply with a provision set out in the code might be a matter to be taken into
consideration in determining whether or not the intermediary or its representative is fit and

proper.

It is actually quite difficult in some cases to demonstrate that breaches or non-
compliance with particular parts of a code really do demonstrate that someone is not fit and
proper. There are circumstances where it would be better, faced, for example, with a
widespread industry disregard of provisions of the code, to be able to make rules in respect of
that provision —in other words, to be able to make subordinate |egislation negative vetted by
the Legidative Council, which prescribe as a matter of law what that conduct should be.
Whilst not wishing to diminish what are extensive rule-making powers, the intention is to
begin at least with code, to continue current practices dealing with things through codes, but
to bear in mind that there have been cases in the past where we have been concerned that
codes have not been adequate as safeguards. So far | think we have been fortunate that the
intermediaries in Hong Kong have been prepared to abide by the provisions of the codes, and
they have been persuaded by the SFC that that is a proper approach where we have a flexible

basis on which to deal with these matters.

In some cases in the future that may change, and hence the rule-making power is
extremely important. The advantage of codes, | think, particularly in the context of a

jurisdiction like Hong Kong, is that there are such alarge number of intermediaries spanning
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such a large and various set of business models and sizes, that the kind of prescriptive
language that would be necessary for rules sometimes makes it very difficult to flexibly and
reasonably set down standards for codes of businessin away that can be done under codes of
conduct, where one can apply relatively genera language, and rely upon the spirit and

intention of that general language as the basis for dialogue with an intermediary.

Part VI having dealt with business conduct under rules and codes, then deals with
what might be called a miscellany of matters that do not fit anywhere else. They do not
particularly follow from the business conduct provisions of 164 and 165. The first of those
isin respect of short selling. These short selling provisions are provisions that are, | think in
every material sense, exactly the same as currently appear in what is section 80C of the
Securities Ordinance, and those provisions are in fact provisions that have recently been
considered by the Legidative Council. They only came into effect in July of last year. Just
for the benefit of Committee Members, | will take Members to what is clause 165(1) on page

1839, so that we can be clear on what is meant in this context by “short selling”.

You will see there that contains the basic prohibition. A person is not to sell
securities on or through arecognized stock market unless that person or that person’s agent or
principal has, or reasonably and honestly believes that they have, a presently exercisable and
an unconditional right to vest the securities in the purchaser — which in lay language means
that you have either got to own the thing or you have got to have an effective borrowing
agreement that is unconditional and is being exercised at the time you enter into the sale or
purchase agreement. That is what short selling is about. It is basically that you either own
the shares or you have got them accessible to you through a borrowing agreement, and you

have got to have that in place and unconditional, before you enter into your agreement.

Then the rest of the provision sets out firstly circumstances in which you might act
in good faith and thereby avoid liability under subclause (1), and those circumstances are
described in subclause (3); and in the following provisions, 166 in particular, describe

reporting requirements. Basically what this is about is making sure that if you enter into a
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short sell, then you disclose the fact that it is a short sell.  That is, if you enter into a short
sell that is to be satisfied by virtue of a borrowing agreement, then you have got to make that
clear to those with whom you deal. The way in which you do that is simply to badge the

order when you place it on the stock market or the stock exchange.

So, Chairman, | do not propose to go through those short selling provisions in any
detail. We can, obviously enough, come back to them, but they were provisions that were

recently considered by Legidative Council.

Clause 168 is another provision that is in the category of miscellaneous, and does
not really fit anywhere else. It is about trading of exchange-traded options, and it is about
over-the-counter trading of those exchange-traded options. At the moment there is a
provision in the Securities Ordinance, section 76(1)(a) — and this is described in paragraph 16
of the overview paper — that prohibits options trading of exchange-traded options unless they
are conducted in a manner prescribed by rules. Now, there are no rules under that section.
In other words, you cannot trade over the counter in respect of these exchange-traded options,
by reason of section 76(1)(a). The concerns are a little hard to get to grips with, but they
essentially are about the exposure that over-the-counter trading of those exchange-traded

options might cause for the intermediary that wrote those options.

There is a concern amongst the market practitioners who have considered this
clause and its proposed analogue in the White Bill, that that is unnecessarily restrictive, that
there is no clear case that alowing people to trade those exchange-traded options over the
counter would in fact expose intermediaries to unacceptable risks. So clause 168 adopts a
different approach. What it does effectively is turn the existing section 76(1)(a) on its head,
and says you can do this unless it is prohibited by law. The intention is that we should
facilitate that kind of trading unless and until we see that it becomes a problem; and certainly
at the present time there is no intention to promulgate any rules that would prohibit that kind
of trading.
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Clause 169 is a new provision, although there are similar provisions in the existing
law. It isthe provision that, again and in colloquia lay language, is referred to as the “cold
caling” provision. It is designed to prevent people being harassed by brokers and dealers
who ring them essentially unannounced and unsolicited, and use pressure tactics to force them
into a sale or purchase, and pressure tactics which might result in a hasty and ill-considered
judgment about whether to enter into that sale or purchase of securities or futures contract.
It might lead to the unsuspecting investor being ripped off. So clause 169 is designed to
avoid the risk of that happening. It is modelled on a provision in the Leveraged Foreign
Exchange Trading Ordinance, athough there are some similar sorts of provisions in the
Securities Ordinance although they are sometimes described as cold calling function in the
share hawking provisionsin that ordinance. This cold calling provision goes further than the
share hawking provision, though, under the existing legislation. You will see that in 169(1)
it prevents or prohibits an unsolicited call where the unsolicited call amounts to making an
offer to another person to sell securities, futures contracts, or other fiduciary agreements; and
the rest of the provision is basically an extension of that basic prohibition. In subclause (2)
there are some exceptions to that. You can cold-call a solicitor or an accountant when they
are acting in their professional capacity. You can cold-call another licensed person or an
exempt person, or a money lender, or an existing client or a professional investor; and what
that set of exceptions is essentialy aimed at is alowing you to make cold calls that would
naturaly arise in the ordinary course of your business as a dealer, or make cold cals in
circumstances where the risk of harassment or heavy pressure selling tactics are less likely to
result in a hasty or ill-considered judgment — which is why there is a reference there to

existing clients or professional investors.

We have discussed in previous Bills Committee meetings this notion of
“professional investor” and the need for that notion to be expanded in accordance with rules
that the SFC would make, and in accordance with the recently concluded consultation. The
difficulty with this cold calling provision, to the extent that there is one, is that it is hard to
know what is going to happen in the future, in respect of technology. One of the market

observations has been “Yes, we can understand that a cold call might result in undue pressure
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being exerted, where someone telephones somebody unannounced, or they know on the door
unannounced, and they are actually having a face-to-face or real time discussion with them,
which puts heavy selling pressure on them”, but people argue that the definition of what an
unsolicited call includes, that it would, for example, include push e-mail, or faxes or other
forms of technology that amount to an unsolicited, unannounced exhortation. They say:
“WEell, in those circumstances it’s hard to see how the pressure could be so overbearing as to
overbear the will of the investor”. There is something in that as a complaint and a concern.
A similar issue has been wrestled with by the UK authorities, and what the financial services
authority is doing is considering a notion of what they call “real time communications’ to try
and distinguish between communications which have that necessary sense of real time

urgency which might give rise to pressure, and those that do not.

You will see that under subclause (3) we have a rule-making power to carve out
from the definition of “unsolicited calls’ certain conduct. The intention is that we should
draw a similar kind of distinction and try and better identify those things that have that real
potential to cause risk to investors. But we think that it is better to begin with a wide
definition, because we simply cannot anticipate where technology is going, and we do not
want to be in a position where we have to come back, with every new advance in technology,
and say: “Yes. We think this is one that might lead to an over-borning of the will of an
investor, and so we need to add that to the definition of what might amount to cold calling”.
It is a good example of when a rule-making power is specifically allowed for, to add

flexibility and allow business to be facilitated without compromising investor protection.

Finally, before my voice gives out, there is a clause that completes Part VII in
respect of certain representation. It essentially says that you should not represent, by reason
of having been licensed or approved by the SFC, that that is an express or implied

endorsement of your abilities or qualification by the Government or the Commission.

That completes what | want to say about Parts VI and VII. It does take me back,

though, to this question of rule-making power, and just to complete that - because so much of
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Parts VI and VII is about rule-making power, and to emphasize what | think will be well-
known to Members of this Committee, but to remind them in this context — the rules the SFC
makes are subsidiary legislation, so they do require negative vetting by the Legidative
Council. They are not rules that the SFC can make of its own volition that come into effect
without further checks and balances, and without the scrutiny of Legislative Council. Not
only that; the SFC recognizes that it is not the source of all wisdom in respect of these matters,
and that market consultation is absolutely critical in getting these rules right as they relate to

business conduct.

So the practice that has grown up, and that is invariably followed now, and the
practice that has already begun in respect of the rules under the proposed Part VI and Part V11,
which are in draft, is to form working groups of industry practitioners who are specialists,
who we consult in respect of these laws. The intention is that in preparing a preliminary
draft we form a specialist working group that we consult; there is then public consultation for
the wider market in respect of the draft of the rules; the Commission itself as a statutory body
then approves the rules; and of course the rules come to the Legislative Council for negative
vetting.  In some exceptional cases, and in particular the Financial Resources Rules, there is
afurther safeguard in that those rules have to be the subject of consultation with the Financial
Secretary.

The ruleemaking power is extensive, but it is not a rule-making power that is

without checks and balances, and some real checks and balances.

Z/E -
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“the Securities and Futures (Financial Resources) Rules, the Securities and
Futures (Client Securities) Rules, the Securities and Futures (Client Money)
Rules, the Securities and Futures (Keeping of Accounts and Records) Rules,
the Securities and Futures (Contract Notes, Statement of Account and Receipts)

Rules, and the Securities and Futures (Accounts and Audit) Rules.”

B W R AIEAFERZ - FrLlfs 57 index & 75 1R IR 5 - HTAR % (5
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FiRIVES 7 IF - JRIR A indexel full list¥1] B 58 &G & B A & ¥ rules making
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rulesify 7 H & |

L EY:

H i — 2t 2 codes o

Chairman:

OK.

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

We are mindful of the large number of rules and regulations that a practitioner may
have to have regard to. In fact we have just started a project that Ms LAM is heading, to put
in place, in effect, a regulatory portal which will be real and virtual, so it will include access
on a website in the internet, which would allow a single access point for all those rules and
regulations, which would be extensively indexed and cross-referenced, and be in the sense
that documents can be now on the internet and the web; interactive, so you can move from
part to part, and so on. It will be an effort to make sure that practitioners have readily
accessible to them the up-to-date set of the rules, that they have it in one clear location, and of
course beyond that it is going to be our responsibility to make sure that we properly educate
the market so they know exactly what is there, and that we keep them up to date.

In fact there is another initiative, which isto put in place a service to intermediaries

which would provide them with an alert system, an alert through push email, telling them

about any changes and variations in the law.

ZHE -

- 17 - Friday, 2 March 2001



© 00N OO 0o~ W DN P

W NRN NNNNMNNNRNDNRNERERR R B B B R B P
S © ® N o0 00~ W NRLR OO 0N O 0 M WN B O

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

(EHERPERHER) K
(2000 FRITEBINKEHAEE ) ZEF

HRFEaE HY %Eﬁbﬁ%ﬂlﬂ %?ﬁﬁx.?ﬁiﬂﬁ%%’]’fﬂ.ﬂ#}i ZN
multiple choice textbook - i 415 2 IH 7o — % - B AREM M2 S &M
E oo WEFHMAIIRAEWE  BeHNEASHETHE - SURFERFR
AHE? HEERE -

HEE#A -

SRRGHEMBRER  FBRRFAE - H50ZHH M A BT IR
4 B il A without reasonable excuser 7 iE - 5 K KR HEH T H 55145
e HEBRMBHAEZERZMEEOEN » RMAHER G R IKMRE R —E5)]
% . F2 B WP BL {4 2 22 25 )0 A without reasonable excusef] F i -

FRE > HEREAAERMN » £ XHFIRES - Al G EERH %2
F 5 B client moneyHy #1 HI Ffr F7 & - ﬁﬁassociated entity/ & J& 1§ exempt - F&
mEFERHENMEE ARIBRTWESLAFRANZEER ? MR B2
B B RAZEE R ?

E-&
25 14505 K7 56 14445 ... ...
HEHA -

AN - H B HEH LS 145k B - T U2 Bt M8 2 2B 1450 F
[ RE I - e 7 S fth Tk 55 9% fF H (51 E -

HMEEEREIERERELL -

5
@E‘é
p=qiil}

i <28 Ry B[R] 55 B 5E E

-18 - Friday, 2 March 2001



© 00 N o o B~ W DN PP

W RN RN RNNDNNRNNRNRNERRRR B R B B R
S © ® N o0 O F WN PO ©w N o0bh W N B O

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

(EHERPERHER) K
(2000 FRITEBINKEHAEE ) ZEF

EETHEEGEEF B EZREETLL -

KHmEhlEHZEER A RENVME - WRERESFTEAN
subsidiary » # & FJunderstanding - 3% & % {7 &K & {f 1~ & & associated entity »
R R T A B £ &2 licensed corporation » fit DL FE 57 F| &l 1y 85 & -

HESHER -

T Bn A LUEE G EERE 2 KRB R E 2EHRNE

T

AN e 1 o2 5 R DLGE {8 5 wR B R - 1T 2 I TR U B2 GE (E R e
HESHER -

HAE - ERE -
T

B

EETHEEREEFBHMEEELL -

R B E RN REFTEAINNE AR - FEHRAIERET > 5
N EIAR 5 B Elicensed corporation s Fif DL E FE 5% 45 Bd client moneyfy #i Al Fif 7
# oo HRBEEIKIE A » 1R % 7] B 8 K 5 2 exempt Al B associated
entity » i f 35 57 /F B client moneysy £ Il 15 &% & o Fy DLU# (R Al 82 H R Y &
% U B ALK B eitheriZ exempt Al associated entity » {§ #t /5 = £ & Bl
client money#Y #: BIf Fir #: & -

-19 - Friday, 2 March 2001



© 00 N o 0o A WO DN P

W NN RNDNDNNDDRNNRNNDERRR B B B B B B
S © ® N o O WOWN P O © 0N O 00 b W N B O

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

(EHERPERHER) K
(2000 FRITEBINKEHAEE ) ZEF

et 75 Sk 5E {1 R 1 H ERSE - 5 BA client money#Y 15 U IR 1E & - A
RBEEEFRERSFERMEF B FE T Re 8 # - HE 2R AV 1E 0 A 2

EELHEEREEFBHUEEELL -

HEFE & client assets » FF8E L HbiE HHIETE am - S8 I B ZHIL &
A client assets /5 B £ <7 ¥ &

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

| think the problem about the difficulty of distinguishing client money from client
deposits is exactly why the Client Money Rules do not apply to exempt Als. That is the
business of banks — taking money — and so | think what Mr CHOI has said is right, in
response to Mr WU’ s question, and your explanation for it is exactly right aswell. It iswhy

the distinction is drawn between money and assets in this context.
ZHE -
i E#A -
HESHEER -
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

I’m not quite sure which clause you are referring to.  Are you referring to ...

HIEEBA -

55169(2)(b) (i) » B C1851F -

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

| think the difference is — but | am happy to be corrected, or helped — that the
primary prohibition is in respect of an exempt person, which is an Al, but the reference in
2(b)(i) is to an authorized financia ingtitution, and so it says: “...by reason only that an
authorized financia institution makes a cal”. So an exempt person would be covered.

Sorry; and it isin respect of margin financing.

Z/E -
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Colloquially they are referred to as boiler room operations and quite regularly we
have reports of people who set themselves up in overseas jurisdictions and make phone calls
into Hong Kong to put pressure on people. The distinction to be drawn is between whether
they are caught by the legisation and whether we can do anything about it. If they are
caught by the legidation, they are doing something that would be called, in fact not only in
respect to cold-calling but quite likely in respect of dealing with securities as well.  But the
enforcement of the provisions is the real problem and normally what you have to do is rely
upon the regulators in the other jurisdictions to try and deal with those people. But almost

invariably what you find is that it is very hard to trace where the call has come from and by

- 22 - Friday, 2 March 2001



© 00 N O O A W N PP

W RN RN NDNDNNDNRNNRNDNDERRR R B R B B R
S © ® N o O R WOWN PO © 0 N O 0B WN B O

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

(EHERPERHER) K
(2000 FRITEBINKEHAEE ) ZEF

the time you have done that and achieved some measure of assistance from the overseas
regulator, the person who made the call is gone and there is nothing much you can do about it.
Not so long ago we had to issue a press statement warning people about a particular boiler
room operation of that sort just so that the investors in Hong Kong were aert to the risk.
Increasingly that is the way in which we deal with it, by investor education and public
announcements because athough they are caught by the law, there is not a lot you can do
about it.
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Chairman:

Yes.

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Just to supplement Mr CHOI’s question, | think | have finally got this. | was
struggling a moment ago.  You see, what happens in 2(b) is that b(1) and (2) have to be
read together. So it is an authorized financial institution making a call, and it isin respect of
an agreement referred to in subsection (1)(a)(ii). You need to go back to (1)(a)(ii), which is
in respect of securities margin financing. Now, securities margin financing is a defined term,
and it involves putting in place an investment arrangement to finance the purchase of
securities; and there is a carve-out in respect of securities margin financing, as provided by
banks and authorized institutions.  In fact you could probably get the same result, even if that
clause you are concerned did not exist, but the fact is that a bank cannot, by definition,
provide securities margin financing as defined. So it cannot be said to make a cold call in
contravention of the section where the cold call is an attempt to provide securities margin
financing. It is only in respect of that type of agreement, and that is because banks lend
money al the time, secured against shares and so on. That is why the origina carve-out
exists. For all the other types of agreements that are covered by this provision, banks, as

exempt persons, are covered.

ZHE -
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Well, let me be very careful about answering that. The question of whether what
they did amounted to any contravention of existing laws would be something we would have
to consider in much more detail. So far as it concerns this provision, if the call was
unsolicited in the sense that it is defined here, and it was an unsolicited cal in that sense, to
have someone enter into an agreement to sell or buy securities, then yes; they would be

caught by this section, unless they could bring themselves within one of the carve-outs.
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Mr Andrew PROCTOR, Executive Director of I ntermediaries and | nvestment Products:

Chairman, | mentioned in passing that there was this industry concern about the
scope of the word “audit” and whether it implied a full audit. It was suggested that we
thought that the words that followed qualified it to make it clear that it was not a full audit.
So far as the difference to be drawn between “examine” and “audit” is concerned, | do not
think there would be any concern if the word “and” were to be replaced by “or”. In fact,
“and” is the existing language. The existing language is “examine and audit”, and what it
means and what it is taken to mean in the language that is used, is to ask an auditor to
undertake a forensic inquiry which involves an examination and some limited auditing of

some part of the business, in some respect.
| cannot see any particular concern.  If there is a technical distinction to be drawn

as aterm of art between “examine and audit”, | do not imagine it would cause any difficulty

to substitute “or” for “and”.

ZHE -

g & w] DL “and/or”.

Hon Eric L1 Ka-cheung, JP:

Maybe it is something | would go back and consult the professional body, and see if

they can come up with alternative drafting, but the scope is very, very wide as drafted. It is
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almost anything under the sun or as directed. Would the Commission always, as a matter of

practice, issue a scope, an initial appointment which would define clearly what this meant?
Mr Andrew PROCTOR, Executive Director of Intermediaries and I nvestment Products:
Yes. Infact, itisinvariably the practice that there are clear terms of reference that
set out the scope of theinquiry. Not only that; in fact we usually pay $1 to become a party to
those terms of reference, so that we are actually contracted as a matter of contract in the terms
of reference.
Chairman:
Ada
ERB TR EEX L -
L ER o NAFEBREDL M - B “examine and audit” 5 {#
e BT EMFRAARTERE > RMEEBOYG2F5 - LA -
ZEF RO E Bt RHE S - 2 -
FFHEA
A] & ) 2 A £2 B F L reference ?

ERBTERERGERL -

IRV
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dERF A EMRA AEMER - FREMAEZS -

ERHTERERGERL -

I E A W L2

\Xl:

HSER  MRETE - KB LIREEREMK -

FXiFE#ER -

a0 R w D A R B - BAM (5 R M A Bk e

e

RH
EARAFTEMBEREX L -

#5250 55 5315
e

AR 2 2 P A5 ] 2
EHRAFTEMBEREX L -

i& /2 Commodities Trading Ordinance -
e

Iy
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¥ % J2 Securities Ordinancezg 91 1 121(a)(x) f&¢ » DA & Leveraged
Foreign Exchange Trading OrdinanceZs 34{5%

Z/E -

BIAE 1R 26 {6k B A 28 F [ B O B &

i T FH & bf 5858 L contextig S AHIE - H {2 A M S MHE - (H
@l F 5L A~ [5] /Y context

HEEERREERBEEXL :
U N S 2 RER (LR s Tk@% oMt AT 25 5E @ g — k=

BIMREGAARLEMEFEERNZE  RELHBEMIYEE » BFFHE
HEFE s BB - &ﬁﬁ%?ﬂﬁﬁﬁﬁﬁﬁo

Chairman:

Audrey.
Hon Audrey YU Yuet-mee, SC, JP:

Thank you, Mr Chairman. Can | ask three questions? The first oneisin relation
to section 169(6). This provides that the person who enters into an agreement after a cold

call can rescind within 28 days after the date on which he becomes aware of the contravention,

obviously subject to the question of subsequent purchase in good faith. This time period,
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within 28 days after the date on which he becomes aware of the contravention: that, in my
understanding, if it is correct, can be a very long time afterwards, because while you may be
aware of the facts of the solicitation, that it isa cold call, you might not know that it givesrise
to an offence. Does that mean you can in fact rescind, provided you do not know that it
amounts to an offence, and then along time thereafter you realize it is an offence, and 28 days
after you redlize it is an offence, you can rescind?  That is my first question — that it can be
in fact many months later, in other words — and whether this will cause difficulties. | know
that in fact there is already a proviso that if the subsequent purchase in good faith for value it

would be an exception. My second question is......

Chairman:

Oneat atime.

Hon Audrey EU Yuet-mee, SC, JP:

Yes.

ZHE -

25 16915 56 (6) sUAr BB el 1y - A 2

HMEEEREIERERELL -

B X #Audreyie HiB [ ER » B2 —HREFVER - HERMIE

RN EEEESER MR EHEERSE -HEE - limitgh 5

28R MR BAER] IL & MY R AU 28K - 3 3E ST th A] B R M D GE G5 28K B B

e

Chairman:
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Second question.

Hon Audrey EU Yuet-mee, SC, JP:

My second question isin relation to section 163. This deals with business conduct
of intermediaries and their representatives, and talks about prohibition on advertisements and

all sortsof things. Does this apply to authorized institutions?

Mr Andrew PROCTOR, Executive Director of I ntermediaries and | nvestment Products:

Although they are not registrants, they are exempt Als. The distinction, just to
track it through, is this: you pick up a distinction in these provisions between intermediaries
on the one hand, and licensed corporations on the other.  Where intermediaries are used, its
licensed corporations and exempt Als and their representatives, and where licensed
corporations are used, it is only our registrants. So this one does apply to the whole of the

industry.

Chairman:

Third question.

Hon Audrey EU Yuet-mee, SC, JP:

My third question is about the point | think Mr Chairman raised, that there are so
many rules, | think you said 70 sets of rules or something like that. Last time when we
mentioned this question of examination, you said it was going to be provided twice every
month. It gives me the impression that it is not a very difficult examination.  Then | now
hear that you have 70 sets of rules. | always knew that there were going to be many rules,

but 70 sets of rules sounds really quite phenomenal. | mean, is somebody who is going to
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write these exams required to know all these rules? The reason | ask is that there are
provisions in this Bill that once you realize you have contravened certain rules you have to
report to the SFC within sometimes even one day or three days, or five days. Is it redly
practical, when you have 70 sets of rules, to require there to be immediate reporting, and if

you fail to do so it gives rise to contravention or even offence?

There is aso, in connection with that, the question of complaint or an application in
writing, a complaint against licensed corporations under section 156. Isthere some way that
the public can know, at least have some notion of what these rules require, so that they know
when to complain that there isin fact contravention or suspected contravention, and they can
complain to the SFC? Thank you, Mr Chairman. That is the question.

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Perhaps | can start with the final question first. There is actualy quite an
extensive investor education program that the SFC runs, in order to educate the public about
their rights in respect of their intermediaries. It is done, again using the Internet and using
pamphlets and so on, and there is avery good investor resource centre which is on the Internet.
It has, | think at last count, about 600 links to other sites, but as its primary aim it is to tell
investors about what their rights are vis-a-vis themselves and their intermediaries. So | do

not suppose it is perfect as aresource and as a source of information, but it is pretty good.
There is a bit of confusion, Chairman, in respect of the number of sets of rules. |

think as best, we can ascertain here — and we can verify this figure for next week —there are in
fact 25 sets of rules, | think, not 70.

HEEBEREIEREFEXL -

EAFRMEEMT - WA HELN70E - HPABMBEF_+Z2ER
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Al FFRMmEE &K REEFGERE - HEBRQ40E2H5 il - HE
17 55 BRI R 15 SE Y TR KR o3 B FE 51 R SF AT - B RS BT A A ET R A R
Bl BT LA ZEAE B G A T 1Y AR o Eop KA o 0995 51 K57 A E 2 3 By
W A AR - SEFEEMr PROCTER#E I 32 5 - MK - interrupt |
fx e

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Picking up from there and coming back to Miss Y U’s question about how difficult
it would be to pass the exam, there are many exams, in fact, not just one exam. There are
exams that cover the different industry sectors and types, so there are, as you know, seven
types of licence. Many of the rules are specific to a licence type and would not need to be
understood. You would not even need to have a genera familiarity with many of them. If
you are a dealer you obviously do not need to understand the takeovers code, which is one of

the guidelines.

| think it is, as you would expect, not easy to get a licence, but it is by no means

impossible.

Deputy Chairman:

Probably more difficult than being a lawyer...

Chairman:

Or more difficult than being alegislator. Margaret.

Deputy Chairman:
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Just to follow on, this large number of rules and codes of conduct, and so on all the
time we are bearing in mind effectiveness and whether we are over-regulating. How do we
compare in this area with other jurisdictions? Do they also have to have resort to so many
sets, and stuff?

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

Let us take the US and the UK. You look at a US rule; it will invariably be far
longer, far more detailed, far more technical than an SFC rule or code. You will have
hundreds of footnotes. It will extend over 50 or 60 pages; and frankly it isimpenetrable, and
they have far more of them than we do. The UK actually | think write their rules and their
codesin afar friendlier way. They are far easier to comprehend, but there are many more of
them than we have, as well. They, if anything, have gone a little too far in the cause of
transparency and in the cause of setting out their approach to regulatory issues. We have a
lot, but it isavery broad industry. There are seven industry types which do pick up most of
the financia sector in one way or another, if you include in that the collective investment side,
the leveraged foreign exchange, futures, securities, takeovers and different types of products

which have, in some cases, specific rules, like the code on unit trusts.

So | think we actually compare quite favourably, even though it looks a daunting
thing if you just put them on the table in front of you. Certainly they are far easier to read
and far friendlier. The market feedback from international practitionersis that this is actually
a better place to do business from their perspective; they are clearer and have a better

understanding of what is expected of them than they would in those other jurisdictions.

Deputy Chairman:

Mr Chairman, when rules are impenetrable then people have some way of getting

around them, you know. | am sure that because life has to go on and be possible, when rules
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are shot through with footnotes, people must find some way of simplifying or dealing with it.
How isthat done in the US and the UK?

Chairman:

They have alot of in-house lawyers.

Deputy Chairman:

So maybe, Mr Chairman, you should support this. Thisisvery valuable.

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

Actualy, though, it does come back to the observation | made about the difficulty
of drafting rulesin strict black letter law terms that cover the industry. It is exactly why we
use codes for a place like Hong Kong — because you can be clearer and shorter, and rely upon
intent and spirit, without attaching criminal sanctions to those codes. It is a much better way
of striking a balance between business facilitation and investor protection. It is why we use
codes and have always used codes in preference to rules; but as | said, the rule-making power,
although we do not intend to use it or exercise it in the foreseeable future, is an important

fallback for cases where the code approach falls down.

Z/E -

fFF Audrey i 5t 52 # £

i
o

I E Rk B2 - 2r U5 2 Audrey.

Hon Audrey EU Yuet-mee, SC, JP:

Speaking about al these rules, isit one possible way of getting around them simply
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not to become an intermediary yourself, but to be the shadow person behind it, and to get
front people doing it? Then you would never be de-registered, punished or suspended. Is

that a possible way of getting around your 70 sets of rules and codes of conduct?

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

Of course it is in the sense that if you did not disclose your interest, it may be
difficult for us to discern it, but the requirements in respect of approval of those who have a
significant or materia interest in afirm mean that we have to be satisfied that they themselves
are fit and proper if they hold a material interest in the firm — more than 10 per cent, that
actually have to be approved in advance. In fact the requirements for the licensing and
registration of those who de facto — not necessarily as a matter of law or status — hold
managerial positions as such, those who de facto control the operations will also trigger
licensing requirements. So of course in answer to your question, you can avoid that if you
do not declare your interest and you remain truly a shadow, but in fact as a matter of law there

would be obligations that would require you to be approved and indeed licensed.
Hon Audrey EU Yuet-mee, SC, JP:

Can | ask Mr PROCTOR just to point out those provisions, because | hear this is
what people are doing. Can you tell me the provisions that would catch people in the

shadow and actually substantively controlling the company?

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Yes. They arein Part V. If | cannot find them straight away, maybe it would be

simpler and savetimeif | just providealist. They are basically Part V provisions.
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¥t » 552383 H - “Director—Includes a shadow director and any person

occupying the position of director by whatever name called.”
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approach and extended it to some additional types of requirements currently
dealt with in the primary legislation” » B3 B9 F g8 =@ B 2] A 58 L
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Maybe | should aso invite Andrew to explain to Members what the regulatory

experienceis, if we put some of the proposals back into the primary legislation.

Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission :

| do not have anything to add, actually. | think you have covered it.

Chairman:

Yes, Margaret.

Deputy Chairman:

Mr Chairman, | am a bit concerned about this, subject to further particularized

study. Generally as a matter of principle things should go into subsidiary legislation if it
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deals only with details, or if the details are practical arrangements which should not clog up
the primary legislation, or if you want to preserve flexibility. But | find that just because of
the procedure of having to wait for alegisative slot, this sort of thing is not the right principle
to apply. | invite you to look at it again, to see your reasons for removing it from the
primary legislation to regulation. If it is amatter of flexibility and practical detail which can
be completely non-controversial as to its relationship with the primary legidation, then that
would be proper; but if it is a matter of circumventing a procedure because the procedure
takes time, then it is not the right principle. If we get into too much of that problem, that

means LegCo working as awhole has to somehow change its management of its business.

ZHE -

U E R H R -

HMEEEREIERERELL -

KB ES > A RArEHER > R2Edh—HEZERE -
E F A PR TE BT - 2 B 7H 5 W R R - 2B — - B R EUE S B TR Y R K
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Mr Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

Chairman, | was not here for the discussion last week, so | apologize if | repeat
anything that was said then. As | understand it, this paper arises out of members concern
that there should be no unnecessary impediment to a transfer of employment, and certainly
that is a position with which we would agree. The paper describes at the outset the

distinction between a granting of a representative licence and a transfer of accreditation, but |
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want to take members straight to paragraph 6 of the paper, to make a preliminary point that in
fact in the great majority of cases, in about 95 per cent of cases, applications for a transfer of
accreditation are simply waived through, and there is no impediment at al to that transfer. It
issimply a matter of notifying the Commission and the Commission being satisfied that there
being no circumstances of which it is aware that could cause it to object to the transfer, and
being satisfied that there is no material change in the responsibilities the person is to have in
the new employment they are transferred. That, as | say, happens in 95 per cent of cases,
and in the majority of casesit happens within 10 days. In fact it only takes 10 days because
in some cases people do not provide us with the information that we need at the outset, to
make the judgment. But generally speaking, it is avery quick process and ailmost invariably

it isaprocess of approva and asimple waive through.

So we are talking about a small minority of cases and a consideration of whether or
not in that small minority of cases, of about 5 per cent, the question is when it is that we think
there is abasis for us to interfere with the transfer or question the transfer. What we tried to
do in paragraphs 9, 10 and 11 is to set out some circumstances in which that might be
necessary. Actually they are not in order of importance, but | will take them in the order in

which they appear.

It is not unusual in this 5 per cent of cases for someone to say to us “I’m going to a
new employer and these are my responsibilities’, and for us to make a judgment that in fact
their new responsibilities move them into a new licensing category. We give an example
here of the difference between advising on securities and marketing securities, which would
be a difference between one licence type and another licence type, the advising category and
the dealing category. Sometimes the differences are less subtle indeed than that, and as you
can imagine, the applicants and their future employers tend to take a fairly robust view, an

expansive view, of the licensing conditions.

There is a case in some of these instances for the SFC to say “We are better able to

make an objective judgment about this, and whether or not you are in a new licence category
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and whether or not in fact that means there is a different question of fitness and properness
that arises in respect of that new licence category”. So there are cases like that where
notification of the transfer of accreditation and asking the SFC to approve it gives us an
opportunity to bring an objective judgment to bear in respect of the new responsibilities — not

in many cases, but we are only talking about 5 per cent of cases anyway.

The second category of suspected misconduct is in fact the most important of the 5
per cent and would take up the bulk. It is the most important not only because it takes up the
bulk of that 5 per cent, but because it raises the most important investor protection issues.
The circumstances in which people leave one broking firm and go to another broking firm of
course vary, but there are cases — and they are not rare — of people being suspected of
misconduct by one employer and being quietly asked to leave, and go and find work

somewhere €l se.

In some cases we have been quite badly caught out, and investors have been
exposed to risk, in cases where people have left one employer and gone to work for another
employer, where we have had no inkling of the fact that in fact they have been suspected of
quite serious misconduct by their previous employer. Clearly enough that exposes the
investment community to risk. What we try to do in the accreditation process, therefore, is
to get some basic understanding of the circumstances in which the person is leaving one
position to go to another. It isnot a perfect way of detecting these kinds of misconduct cases,
but at least it is an extra protection for investors that applies in a subset of this small minority

of cases.

We are basicaly saying: “What are the circumstances?”” We have a basic
inquiry into those circumstances, and sometimes we can pick up the fact that someone is, in
fact, suspected of misconduct. Indeed, there is a related sub-category to this aspect of our
concern, and that is where we in fact have some direct first-hand report of misconduct, and a
person who is suspected of misconduct is then asked to leave, and that is all within our

knowledge and purview.
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In either of those two cases, the case where we hear about it or we find out about it,
the question arising on a transfer of accreditation is whether in fact someone should ssmply be
waived through, or whether or not there is an investor protection issue that arises, where we
should say that either the accreditation transfer should not take place at al, or if it takes place,
there should be additional conditions placed upon a license for the person whose transfer is
being approved. That is, in fact, not uncommon because in cases where we suspect
misconduct and we may indeed have begun an inquiry, it is sometimes clear enough that the
misconduct either will not result in suspension or revocation, or it will take a very long time

to find out and determine whether that is the likely penalty range.

In some of those cases we judge that it is an acceptable risk to alow someone to
transfer their accreditation, but subject to some new conditions; sometimes conditions on
what work they are allowed to do, and sometimes conditions or undertakings from their
employer as to what work they are allowed to do, or the way in which the new employer will
supervise them. Certainly in every case, making sure that the new employer is properly
informed about our concerns and about the nature of the alegations that are being faced by
the person who is transferring to that firm.  So again, within a small group of cases, of 5 per
cent, there is a significant number of cases that arise on accreditation, where we want to do
one of those things. Wewant to say: “You can’'t ssmply be waived through into your new
employment. We need an opportunity to put in place a couple of extra investor protection
safeguards’. In the more extreme cases, of course, we would say: “You are not being
transferred at all. We think the allegations are so serious that it is an unacceptable risk to

allow you to be transferred. You're out of the industry”.

The alternative of simply allowing someone to transfer and then report to us is to
open up a window of opportunity for further misconduct — maybe not a big window, but at
least awindow — and our judgment, at least in the past, has been that it is a reasonable thing to

allow us that opportunity to inquire into the circumstances of transfer.
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The third category is where, by reason of the transfer, we think again about the
license conditions that might attach either to an individual or to a firm. We give an
example in respect of a corporate finance adviser. You can imagine a situation in which a
large firm has many people who are competent to advise on corporate finance activities, and
where an individual can be allowed to provide and participate in the provision of those
services, without a particular condition attaching to their license. The circumstances might
be quite different when they go to a small firm where they may be the only person who has

the relevant endorsement on the license.

That might cause us to reflect that that firm should not in itself be permitted to be
the sole adviser, for example, on takeovers matters; and to complicate things further, we give
the example of the situation where, in a small firm again, the person who is transferring is a
replacement for someone who previously provided that kind of service within the firm. So
the firm may have an unconditional endorsement on their license to provide corporate finance
advice, based on the expertise of one particular individual. That individual leaves and is
replaced by someone, the person who wants their transfer accreditation approved, and that
person does not have the same level of skill. That might very likely cause us to reflect on
the conditions that attach not only to that individual person’s license but to the license of the
firm as awhole, and to say: “Well, we're prepared to transfer your accreditation, but there
are these new conditions in respect of your and the firm’slicense. For example, you can’'t be

the sole adviser on the takeovers matters”.

So there are three situations in which, in that little 5 per cent minority of cases, we
think that there is enough to be done by way of investor protection for this to be the better
process, for the process to be one in which approval is sought and given in a very short space
of time, in 95 per cent of cases, and withheld only in exceptional cases. We think that is
better than saying after the event “Yes. We've got your notice. We've had a look at it.

We now think it’s okay” or “not okay”, because it opens up a window of risk.

There are some procedural safeguards, and one in particular, that are described in
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paragraph 16 of the paper, at clause 137. That is. where it is intended that a transfer of
accreditation should be refused, the person who is affected, whose rights, expectations or
interests are affected by that decision, has aright to be heard in respect of that application.

There is a short discussion of international experience. In the UK context, the
position as | have described it here in Hong Kong isthe position asit pertainsin the UK at the
moment. It is aso the position that we expect will continue in the UK. Inthe USitisa
dlightly different situation, as often in the US, conditioned by the different nature of the
market, particularly the risk of threat of litigation.

What happens in the US is that there is a much wider public disclosure of
information about individuals, and a much greater obligation to disclose information on the
part of the individual, and so a much greater exposure to risk of litigation if appropriate
responses are not made to that information. In fact in the US there has been some
controversy about the extent to which this information about a dealer’s disciplinary record
should be publicly available, and the time after which, for example, disciplinary action should

be expunged from their record.

That is the way they do it. They have everything out in the open. They have
positive obligations on prospective employees to disclose information about themselves, and
then they leave it to the litigious market forces to sort thingsout.  First of all, we do not think
that is the environment in Hong Kong, and secondly, we prefer the model we have, and in the

case of the UK at least, they seem to have adopted the same approach.
ZE:
Thank you. #H&EEEE -

=

HIEEBA -
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Chairman:

OK. Two minutes.

MR Andrew PROCTER, Executive Director, Intermediaries and Investment Products,

Securities and Futures Commission:

On fees, let me make a couple of quick points. Most firms in Hong Kong have
fewer than 5 employees. If you look at the fee structure, in fact most firms therefore would
incur fees under the SFC system of under 30,000 per year — so significantly less than the

banking sector. Infactitislessby afactor of many.

Mr WU said in respect of fees that the onus is on the individual registrant. The
onus is not placed on the individual registrant under the legislation. The legislation requires

that afee be paid. It is aquestion of whether or not the employer chooses to pay it on their
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behalf, or not. Thereisno obligation on the individual.

Paragraph 15 of the paper is the paragraph to which Miss YU referred, and it could
be clearer. What it is about is: those 96 and 122 cases are in fact the cases where we had
disciplinary concerns, where by reason of information that has come to us either from the
previous employer or from other sources, we think that these people who have applied for
accreditation should be the subject of a disciplinary inquiry. So the ongoing inquiry is as a
disciplinary matter. Then the judgment call is whether we transfer the accreditation subject
to conditions, or we say “These concerns are so serious that we can’t run the risk. We are

not going to transfer it at al” —which takes meto Mr TO’ s question.

Obvioudly a type four to type four transfer, with nothing else, no suggestion of
misconduct, no suggestion that the wrong subjective judgment has been made about the new
responsibilities, should go straight through. That is exactly what happens in the 95 per cent
of cases. It is straight through; but where there is a concern of the sort in those 96 and 122
cases in the last 2 years, about misconduct, then | think the answer is “No. It should not go
through”. Thereisan investor protection issue that ought to be addressed. That is why we
say we should get notice of these changes, so that in that small minority of cases we can make
that judgment call.

Of course there may be malicious gossip and rumour. Of course there are
motivations that cause some people to say things about their previous employees and
employers. We have to make a judgment about those things, and say: “Okay. There
doesn’'t appear to be anything to verify this. It's a subjective judgment, but we can say
there's no objective information that supports it”. It is not something that is strange to us.
We have to do that kind of thing al the time, and we have to make a call about whether or not
there is any apparent veracity to the allegations that would cause us to reflect upon whether or

not atransfer should go through straight away.

Z/E -

- 59 - Friday, 2 March 2001



© 00 N O 0o A W DN P

=
o

e
N P

=
A W

[
o o

=
o ~

N
o ©

N N
N

NN
A W

N N
o Ol

N N
0

W N
o o

Bills Committee on

Securities and Futures Bill and Banking (Amendment) Bill 2000

(EHERPERHER) K

(2000 FRITEBINKEHAEE ) ZEF

NTREHEFHFREBY > VIRVIIEE

g =

1T &Y &

- B AOBY 5 58

Al o

i B 2% 0%k E CB(1)/544-00-015% S - Fi {9 3 7E /Y 3 & BR 5 B9 51 &1 #H
& - ¥ 1T TREHERBITA@RE -

rEHHER -

Z/E -

-4

#
rEHHER -

M 2
-3

CIRPS
fi]

BRXEH

BRtOE

20 i 7 S B A UF A9 (9]

- 60 -

L 5 R [ 42 fE 1Y tabl efF H 2] & 2

{T&Tam 2

{9 A2 A {7 B ]t mT DA R - & 7R B R 50 R 1R el 4 H

Friday, 2 March 2001



a b~ W DN P

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

(EHERPERHER) K
(2000 FRITEBINKEHAEE ) ZEF

I EY:

E4E-R0AL

m2731

- 61 - Friday, 2 March 2001



